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Weak Economy Weighs on Growth Prospects

Industry Outlook: ACCUMULATE
Executive Summary

Over the years, strong demographics, the rising middle income class and
steady economic growth positions Nigeria as an attractive investment
destination for FMCG players globally. However, sluggish economic
recovery, tight consumer spending and widening income inequality have
slowed the growth in the consumer goods sector since the 2016 reces-
sion. This is apparent given that average GDP growth has slowed to 1.7%
post-recession compared with the 4.8% recorded pre -recession. Similarly,
the harsh operating environment given poor infrastructure, rising

inflation, trade and FX restrictions, porous land borders and logistical
setbacks has also dampened the performance of industry players. Despite
the macroeconomic challenges, regulatory constraints and stiffer
competition, corporates under our coverage grew revenue ata5  -year
CAGR of 9.8% while earnings expanded ata 5 -year CAGR of 5.3% in
2019.

Some of the recent developments within the industry include the land
border closure, which was primarily aimed at curbing smuggling

activities. This led to a reduction in export sales for some corporates

while providing opportunities for others to marginally increase local

market share. Likewise, the border closure increased local prices of goods
and raw materials. Elsewhere, players in the sector have continuously
implemented vertical integration strategies to ramp up market share,
earnings and ultimately sustain long term growth. FLOURMILLS is
exploring opportunities for yield improvement on local wheat

production while sugarcane farms have been set up by Sunti Farms, a
subsidiary of FLOURMILLS and DANGSUGAR (Savannah Farms) to source
local input needed for sugar production.

The demand and supply disruptions caused by COVID -19 coupled with
weaker oil prices have laid the foundation for a looming economic
recession. The slump in global oil prices created FX illiquidity, thus posing
a major challenge for players who depend largely on imported raw
materials for production. The minimum wage adjustment which was
perceived as a major driver of growth in the sector, is unlikely to deliver
expected benefits given increasing unemployment, poor fiscal buffers,
rising inflation and currency devaluation. Additionally, the lockdown
implemented in April to contain COVID  -19 disrupted business activities,
thus slowing sales during the period. The risk of the consumer goods
sector being impacted adversely by the pandemic remains high, although
essential goods manufacturers are moderately affected. Looking ahead,
we expect the impact of COVID -19 to soften from H2:2020 although
consumer spending recovery would remain slow post COVID -19. We also
expect to see a shift in consumer trends to center around digital
engagement, healthy living and price sensitivity. We note that demand
would be tilted towards basic food items, majorly mass products while
premium brands would struggle in terms of volumes.
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Flour Milling Industry - Revenue expanded by 8.7% in FY:2020 on the
back of improved volumes. PAT also surged 195.6% following drop in
finance cost (7.6%). We estimate revenue to growata5 -year CAGR of
11.8% in FY:2021 as wheat -based products remain a major staple food

in Nigeria. Although weak consumer spending would result in volume
rationing, there is prospect for revenue accretion as the inelasticity of
wheat -based products would support revenue growth.

Sugar Refining Industry - Over a 5-year period, revenue growth slowed
into the single -digit band at 9.8% (CAGR), far from the 26.5% recorded
between 2015 and 2017. The slowdown in growth was as a result of a
21.2% decline in volumes from an average of 742,622MT between 2015
and 2017 to 584,360MT in 2018/19. However, we expect producers to
scale up capacity utilization in response to rising local demand as long

as the land borders remain shut. We expect a softer global sugar market
throughout 2020 given rising inventory levels amid weak consumption,
however prices may move in the opposite direction if economic activities
pick up faster than expected.

Beverage Industry - Given the importance of cocoa as a key raw materi-
al input for the beverage sector, players in the segment witnessed a
major cost pressure over the 2018 -19 period. Cocoa prices, in the last
two quarters of 2019 rose by 9.1% from $2,200 per ton in Q3:2019 to
$2,400 per ton in December 2019. Nonetheless, PBT and PAT margins
remained impressive in the period under review. We maintain a mildly
bullish outlook on revenue growth due to weak consumer spending. In
2020, we forecast a deflationary movement in cocoa prices due to
weaker economic activities in cocoa producing countries.

Home and Personal Care Industry - The HPC subsector (PZ and
Unilever) performed woefully compared to other sub ~ -sectors in the con-
sumer goods sector. This is on the back of a 35.8% dip in revenue from
173.4bnto 127.8bn in 2019 as demand slowed coupled with hefty
competition from smaller brands in the market. Also, cost pressures
stemming from high factory overhead and production costs, heavy
reliance on raw materials import (c.65% of raw materials) as well as the
player’s unwillingness to pass costs to final consumers due to
competition weighed on performance. Froma5 -year CAGR of 0.1%, we
expect revenue to grow by 5.4% over our forecast period.
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Over the years, Nigeria’s strong demography, rising
middle income class and steady economic growth has
positioned the country as an attractive investment
destination for FMCG players globally. However, the
sluggish economic recovery, tight consumer spending
and widening income inequality have slowed the
growth in the consumer goods sector since the 2016

recession.

Looking ahead, we expect the impact of COVID -19 to
soften from H2:2020 although consumer spending

recovery would remain slow post COVID -19. We also

expect to see a shift in consumer trend towards digi-

tal engagement, attention to healthy living and price

sensitivity thus we expect firms to put in place strate-

gles to stay ahead. We note that demand will be

tilted towards basic food item, majorly mass products

while premium brands will struggle in terms of vol-

umes on the back of stiffer consumer rationing.
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Investment Thesis

The Nigerian FMCG industry is a multibillion naira sector cutting across

the whole spectrum of manufacturing value chain which involves
production, wholesale, distribution and retail businesses. Despite of the
macroeconomic headwind, regulatory constraints and stiffer

competition, companies under our coverage grew revenue ata5  -year
CAGR of 9.8% in 2019, faster than overall economic growth (+2.0%)
between the periods. Corporates also expanded their operations through
organic and inorganic strategies (majorly food sub  -sector) as part of their
plans to support long -term growth.

Although the growth outlook of the industry remains mixed, we are
optimistic that some industry players within our coverage are better
positioned to deliver relatively stronger performances than the sector
given their unique capabilities. These capabilities include, backward
integration, cost efficiencies, impact of minimal smuggling activities on
boosting local demand as borders remain closed and market leadership
in their respective segments.

Industry’s current market pricing (P/E ratio of 20.04) of the Nigerian
Consumer Goods sector connotes an attractive investment proposition
relative to global peers across African region (42.50x), MINT economies
(41.65x) and BRICS economies (81.30x).

Given the highlighted prospects coupled with the cheap valuation of

FMCG sector, we have identified a number of investment opportunities

for long term investors. Our valuation perspectives and the restart of
economic activities suggests that market pricing will improve in H2:2020.
Our full -year target prices (TP) have been computed using both absolute
and relative valuations (DCF, DDM and Multiples). Thus, we have rated
NESTLE as ‘ACCUMULATE, as we remain attracted to the company’s im-
pressive fundamentals amid formidable operational efficiency relative to
peers. Although opportunities for volume expansion is limited, we

believe that Nestlé’s drive towards domesticating supply chain would
improve efficiency and deliver better earnings margins. Furthermore, we
rated FLOURMILLS as a ‘BUY on the back of the company's strategies to
lower cost pressures thus boosting operational efficiency and earnings.
We have rated DANGSUGAR as a ‘"ACCUMULATE’ given the current op-
portunities for volume expansion as smuggling activities are expected to
remain significantly minimal. NASCON is rated ‘BUY" as the company
remains a market leader in most of its product segments while also
embarking on strategies that are expected to increase earnings.
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Despite of the macroeconomic headwind, regulatory

constraints and stiffer competition, companies under

our coverage grew revenue ata 5 -year CAGR of 9.8%

in 2019, faster than overall economic growth (+2.0%)
between the periods.

...We are optimistic that some industry players within
our coverage are better positioned to deliver relative-
ly stronger performances than the sector given their
unique capabilities. These capabilities include, back-
ward integration, cost efficiencies, impact of minimal
smuggling activities on boosting local demand as
borders remain closed and market leadership in their

respective segments.

Our valuation perspectives and the restart of eco-
nomic activities suggests that market pricing will
improve in H2:2020. Our full -year target prices (TP)
have been computed using both absolute and rela-
tive valuations (DCF, DDM and Multiples).
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Industry Review

Steady Growth despite Challenging Operating Dynamics

Since exiting economic recession in 2017, the Nigerian economy is
recovering at a sluggish pace, with growth below pre  -recession levels.
This is evident in an average growth of 4.8% pre  -recession compared

0 i . o .
to 1.7% post -recession. In similar stride, the food, beverage and Consumer prices stayed elevated with infiation at

tobacco sector, grew at an average of 2.5% post -2016, a slower pace an average of 13.4% between 2017 and 2019 (vs.
compared to 4.5% between 2013 and 2015. Consumer prices stayed 8.5% pre -recession) and remained high at 12.6% in
elevated with inflation at an average of 13.4% between 2017 and June 2020. High unemployment rate (23.1% as at
2019 (vs. 8.5% pre-recession) and remained high at 12.6% in June Q3:2018) and declining disposable income have also
2020. High unemployment rate (27.1% as at Q2:2020) and declining hurt consumers.

disposable income have also hurt consumers. All the aforementioned
resulted in tight consumer spending, leading to weaker volumes and
margins for corporates in the consumer goods sector.

Beyond the fragile growth, other crucial developments shaped the
sector in 2019. Inefficiencies at the Apapa port, a logistical nightmare,
continues to affect raw material importation and distribution of

finished products in the sector. The land border closure, aimed at curb-
ing smuggling activities has led to reduction in export sales for some
corporates while providing opportunities for others to marginally
increase local market share. The introduction of trade and FX
restrictions on certain imported raw material items have negatively
impacted production and the cost structure of corporates. Nigeria also
signed the AfCFTA agreement which is expected to spur investment,

expansion and participation in the sector. There were restructurings, There were restructurings, increased production
increased production capacity and improved product portfolios by capacity and improved product portfolios by play-
players in the sector. ers in the sector. Notably, Olam Group acquired

100% stake in Dangote Flour Mills in 2019 to ex-

pand its wheat milling capacity in Nigeria.
Chart 1: Real GDP vs. Food, Beverage and Tobacco Sector
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Chart 2: Annual Average Inflation Rate
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...consumer spending Is expected to remain weak

Notably, Olam Group acquired 100% stake in Dangote Flour Mills in on the back of inflationary pressures, high unem-
2019 to expand its wheat milling capacity in Nigeria. ployment rate and the VAT rate increase to 7.5%
from 5.0%.

Thematic Drivers of the Consumer Goods Sector

Consumer Spending Growth Still Weak

Consumer spending is yet to recover fully since the 2016 economic

recession which lasted until Q2:2017. Consumer spending remained

depressed post-recession as real final household expenditure growth

slumped to -1.5% in 2019 after a 4.6% increase in 2018. The weak

consumer sentiment is further highlighted by the CBN’s Consumer

Confidence Index (CCI) which slowed for most of 2019 to average 3.3

points and further dipped 32.5 pointsto ~ —29.2 points in Q2:2020.

Looking ahead, consumer spending is expected to remain weak on the The expectation of a boost to consumer spending

back of inflationary pressures, high unemployment rate and following the new minimum wage introduced in
2019 is muted due to poor implementation and

weak revenue across states.

Chart 3: Real Final Consumption Expenditure of Household
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Chart 4: Nigerian Consumer Confidence Index
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the VAT rate increase to 7.5% from 5.0%. The expectation of a boost to
consumer spending following the new minimum wage introduced in
2019 is muted due to poor implementation and weak revenue across
states. As such, our growth expectation for the sector is weak as poor
consumer spending would result in declining revenue.

Recent Uptrend in Operating Cost to Hurt Performance

Operating expenses (OPEX) ratio across corporates under our coverage
maintained a steady decline between 2015 (14.8%) and 2018 (12.9%).
This was driven by strategies around energy cost saving through setting
up of gas power plants and re -routing of distribution channels

Chart 5: Operating Expense Ratio Analysis

TICKERS 014 2015 016 2007 2018 2019
NESTLE 22.3% 22.2% 204%  185% 200% 19.7%
FLOURMLL 6.7% 19% 6.1%  45% 4.7% 6.2%
HONYFLOUR 9.6% 11.3% 12.9%  10.6% 9.5% 10.5%
NASCON 9.4% 9.2% 116%  88% 10.5% 10.5%
DANGSUGAR 8.8% 6.1% 4%  37% 5.2% 54%
Pz 17.7% 18.9% 202%  185% 201% 19.9%
UNILEVER 27.9% 278% 209%  17.6% 204% 21.1%
Average 14.6% 14.8% 1B87%  1017% 12.9% 142%

Source: Company Filings, Afrinvest Research
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Operating expenses (OPEX) ratio across corporates
under our coverage maintained a steady decline
between 2015 (14.8%) and 2018 (12.9%). However,
in FY:2019, we saw an uptick in average OPEX ratio
to 14.2%.

Notably, corporates across the broad are competing
heavily for market share and have either introduced
new products to the market or expanded production
capacity. Thus, there has been significant increase in
aadvertising and branding cost for some corporates
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following the nightmare at the Apapa port. However, in FY:2019, we
saw an uptick in average OPEX ratio to 14.2%. From our analysis,
slower growth in revenue and increased personnel cost (up 10.2%,

ex- HonyFlour) spurred the increase in average OPEX ratio. Notably,
corporates across the broad are competing heavily for market share and
have either introduced new products to the market or expanded
production capacity. Thus, there has been significant increase in
advertising and branding cost for some corporates (NESTLE: 10.3%,
FLOURMILLS: 6.0%, PZ: 37.5%) in 2019.

Land Border Closure Implies Mixed Fortunes

In August 2019, to curb smuggling activities, Nigeria banned the
movement of all goods across the Benin, Niger and Cameroon land
borders. The closure has affected sourcing of raw materials as well as
export of goods. Also, the closure resulted in higher inflation given a

rise to 11.2% in September 2019 and to 12.6% in June 2020. This was on
the back of increased prices of food items following shortages locally.

For corporates in the consumer goods sector, the impact on imported

raw materials is muted as raw materials majorly pass through sea bor-
ders. Regarding exports however, UNILEVER recorded a 59.3% decline in
quarterly export revenue for Q4:2019  which we suspect was affected by
the closure. Meanwhile, the closure provided an opportunity for
FLOURMILLS's and DANGOTE sugar segment to increase revenue by
18.1% and 7.8% yly respectively in 2019 as smuggled activities declined.
With the borders still closed, there remains downside risks to the sector
as higher prices would hurt consumer purchasing power and result in
declining sales volume. Also, revenue from export would continue to
suffer in the personal care sub -sectors, although there are still
opportunities for volume growth in the sugar sub -sector.

Financial and Operational Performance of the Sector
Financial Performance of the Sector

For the corporates under our coverage, revenue grew ata5 -year CAGR
of 10.7% in 2019. Turnover growth has been steady since 2016 and rose
2.6% yly in 2019. This was driven by uptick across board save the person-
al care sub-sector as volumes remain weak in the segment. A 6.1%
increase in cost of sales (majorly raw material cost, up 5.6%) in 2019
resulted in an 8.4% decline in the sector’s gross profit. Consequently,
gross margin fell to 21.7% in 2019, lower thana 5 -year average of
23.0%. After peaking at 13.4% in 2015, OPEX ratio remained subdued
until 2018 but further increased to 11.3% in 2019. This was on the back

of increased advertising and employee costs across segments. As a re-
sult, EBITDA contracted 15.3% in 2019to  179.2bn following the uptick
in OPEX (8.8%) and cost of sales (6.1%). This also resulted in weak
profitability as PAT fell 23.2% y/y in 2019 to 75.7bn while it grew ata 5
-year CAGR of 7.6% in 2019, compared to 13.7% in 2018. Also, net
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The land closure has affected sourcing of raw materi-
als as well as export of goods. Also, the closure result-
ed in higher inflation given a rise to 11.2% in Sep-
tember 2019 and to 12.6% in June 2020. This was on
the back of increased prices of food items following
shortages locally.

For the corporates under our coverage, revenue grew
ata 5-year CAGR of 10.7% in 2019. Turnover growth
has been steady since 2016 and rose 2.6% y/y in 2019.

The weak growth in volumes and elevated operation-
al costs placed a dent on the performance and earn-
ings of players under our coverage.
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margin dropped to 6.0% (2018: 8.0%) while it averaged 7.0% over a 5
year period to 2019.

Chart 6: Financial Highlights of Sector Coverage
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Chart 7: Equity Performance of FMCG Stocks
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The weak valuation of the FMCG sector reflects weak
consumer confidence, a challenging operating envi-

ronment and regulatory constraints.
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Market Pricing and Valuation

The slow growth in the Nigerian economy as well as election worries
dampened investor’s sentiment throughout 2019, resulting in a bearish
outing for the equities market. Against this backdrop, the Nigerian
All-share index declined 14.6% to settle at 26,842.07 points as at the

end of 2019. The Consumer Goods sector, as measured by the Consumer
Good index on the NSE lost the most, shedding 20.8% in value. The

weak growth in volumes and elevated operational costs placed a dent

on the performance and earnings of players under our coverage.

PZ (50.7%), UNILEVER ¢40.5%), NASCON (-28.1%), HONYFLOUR
(-22.7%), DANGSUGAR (-10.8%) and FLOURMILLS ¢10.3%) were the
major drag on the sector.

Industry’s price to earnings (P/E) metric climbed significantly from 25.0x
to 33.7x in 2019 (342ppts higher than a5 -year average of 30.4x) as
earnings fell deeper than prices. Similarly, price to book value also
contracted from 3.5x in 2018 to 2.9x in 2019. The weak valuation of the
FMCG sector reflects weak consumer confidence, a challenging

operating environment and regulatory constraints.

Operational Performance of Sub -sectors

Flour Milling Industry... Moderation in Wheat Price, Muted
Impact on Earnings

The acquisition of Dangote Flour Mills for US$120.0m in November 2019
by Crown Flour Mills, a subsidiary of Olam Group, reduced our coverage

to Flourmills and Honeywell Flour. The buy -out expanded Olam’s wheat
milling capacity and created synergies for its business in Nigeria. This
brings the industry’s installed capacity to 25,486.8MT/day with Olam
(11,466.8MT) overtaking Flourmills (9,310MT) followed by Honeyflour
(2,610MT- ex Sagamu Factory) and Chagoury Group (2,100MT).

For production, flour millers in our universe remain dependent on
imported wheat given its preference over local breed coupled with the
shortfall in domestic supply. Local production for 2019/20 is forecasted
to remain unchanged at 60,000MT with a 4.0% growth in consumption
to 5.3MMT expected to result in imports of 5.6MMT to cover this gap.
The shortage of close substitutes (cassava flour) and rising prices of
wheat has increased cost of raw materials, which forms a large chunk of
total cost (Flourmills: 85.7%; Honyflour: 80.3% in FY2019/20). Average
wheat price fell 0.3% to US$493.9/bushel in 2019 from US$495.6/bushel
in 2018 and rose 11.3% to US$549.6/bushel as at Q1:2020. Prices are
expected to moderate for the rest of 2020 due to lower demand de-
spite major producers’ (Russia) export restriction and supply cuts due to
COVID-19. However, the benefit of lower global wheat prices would be
muted for industry players due to foreign exchange volatility.

The combined revenues of corporates in our universe expanded by
8.7% in FY:2020 on the back of improved sales volumes. PAT also
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For production, flour millers in our universe remain
dependent on imported wheat given its preference
over local breed coupled with the shortfall in domes-

tic supply.

Although weak consumer spending would result in
volume rationing, there is prospect for revenue accre-
tion as the inelasticity of wheat -based products

would support revenue growth.

The slow growth in volumes reflects weak inadustrial
and retaill demand, the increased penetration of un-
branded sugar through porous land borders and in-

creasing health awareness on sugar consumption
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surged 195.6% following drop in finance cost (7.6%). We estimate reve-
nue to grow at a5 -year CAGR of 11.8% in FY:2021 as wheat -based prod-
ucts remain a major staple food in Nigeria. Although weak consumer
spending would result in volume rationing, there is prospect for revenue
accretion as the inelasticity of wheat -based products would support rev-
enue growth.

Sugar Industry... Weaker Growth in Volumes, Border Closure
to Support Expansion

The sugar refining industry in our universe profiles companies that
manufacture and distribute granulated white sugar. Dangote Sugar
Refinery (DSR) is the only corporate in this category. Overa 5 -year
period, revenue growth slowed into the single  -digit band at 9.8%
(CAGR), far from the 26.5% recorded between 2015 and 2017. The
slowdown in growth was driven by a 21.2% decline in volumes from an
average of 742,622MT between 2015/17 to 584,360MT in 2018/19. The
slow growth in volumes reflects weak industrial and retail demand, the
increased penetration of unbranded sugar through porous land borders
and increasing health awareness on sugar consumption. Gross profit
margin averaged 25.1% in the last two years (higher thana 5  -year
average of 21.8%), supported by a gradual decline in global sugar price
and steady access to FX for importation of raw sugar. Net margin
averaged 13.6% in the last 5 years to settle at 13.8% in 2019, although
still lower than the 19.5% recorded in 2017. Despite the slight
improvement, we note that the challenging operating environment
which is further heightened by the logistic challenges along the Apapa
axis continues to pressure industry profitability. The difficulty experi-
enced in the movement of products affected the supply chain of
producers, thus prompting higher barging, demurrage and
transportation costs.

Over the years, we note that smuggled sugar products which have
flooded the market through strong price discounting continue to

hamper the competitiveness of local producers. However, we believe

that the land border closure in August 2019 would help industry players

to expand market share as smuggling activities are curbed. Elsewhere,
producers continued to invest in domesticating raw sugar production to
attain domestic sufficiency in line with the Nigeria Sugar Master Plan
(NSMP). To improve sourcing locally, Dangote sugar is expanding its
investment in Savannah Sugar Company Limited, which is into sugarcane
production. Other on -going projects within the sugar industry include
the Lau/Tau and Tunga sugar project by Dangote Taraba Sugar Company
and Nassarawa Sugar Company.

In 2020, we expect sugar producers to scale up capacity utilisation in
response to rising local demand as long as the land borders remain shut.
Sales volume is forecasted to print at 723,005MT in 2020, representing a
10.0% yly increase. Similarly, the muted increase in consumer spending
given the slow implementation of the new minimum wage supports our
moderate growth outlook. The major downside risks to our forecast in-
cludes the negative impact of COVID -19. In the light of a possible reces-
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...the reopening of the border and the commence-

ment of AfCTA without protection could serve as a

threat to growth in volumes. Industry margins may

come under pressure due to the recent currency
adjustment by the CBN and higher global sugar
prices in 2020 on the back of weaker production
levels in Brazil, India and the EU due to the out-

break of the pandemic.

Retall price discounting from unlisted brands and
other fringe players threatened the market share
of multinational brands like PZ and Unilever.

Despite the challenges facing the HPC industry, it
still remains an attractive sector for investment
given the rising demand for essential home and
personal care products. However, we are not over-
ly optimistic on the outlook of the segment given
that Nigeria’s weak macroeconomic fundamentals
and harsh operating environment pose a risk to
industry growth.

Consumer Goods Sector Update - Afrinvest Securities Limited

10



AVININVEST

SECURITIES

sion, consumer purchasing power is likely to weaken as economic activities
wane. Similarly, the reopening of the border and the commencement of
AfCTA without protection could serve as a threat to growth in volumes.
Industry margins may come under pressure due to the recent currency ad-
justment by the CBN and higher global sugar prices in 2020 on the back of
weaker production levels in Brazil, India and the EU due to the outbreak

of the pandemic.

Home and Personal Care Industry... Margin Shrinks on Elevated
Production Cost

The Personal Care segment represented under our coverage by PZ Cusson
and Unilever Nigeria, grappled with similar macro headwinds which we
have earlier identified. Given the different accounting periods for the
corporates under our coverage, we have combined Unilever’s actual results
with PZ’s estimated figures to measure performance in 2019. Industry
revenue fell 35.8% from  173.4bnto 127.8bn in 2019 due to a slowdown
in demand for personal care products and the influx of smaller and
cheaper brands into the market. We observed that mass products
remained the major driver of volumes as demand for premium brands
were tepid. Retail price discounting from unlisted brands and other fringe
players threatened the market share of multinational brands like PZ and
Unilever. In 2019, Unilever and PZ Cussons recorded a post -tax loss of -
4.2bn and - 3.9bn on the back of elevated input cost. Following a decline
in sales, players struggled to reduce cost proportionally as industry cost to
sales ratio rose to 84.5% from 70.0% in 2018. Thus, industry gross profit
margin fell to 14.5% in 2019, significantly lower than a 5 -year average of
27.6%. Similarly, industry operating expense ratio remained high at 24.0%
vs 19.8% in 2018, leading to a sharp moderation in industry EBIT margin
to -12.3% (vs 13.4% in 2018). Consequently, industry ROE and ROAA
printed at -9.1% and -4.9% in 2019, the lowest as far as we can track. The
drag in industry margins is as a result of cost pressures stemming from
high factory overhead and production costs, heavy reliance on import for
raw materials (c.65% of raw materials) as well as the player’s unwillingness
to pass costs to final consumers due to competition. Similarly, operational
challenges such as the infrastructural deficit — bad road network,
inconsistent power supply and logistical bottlenecks - continues to
accelerate OPEX growth.

Despite the challenges facing the HPC industry, it still remains an attractive
sector for investment given the rising demand for essential home and
personal care products. However, we are not overly optimistic on the
outlook of the segment given that Nigeria’s weak macroeconomic
fundamentals and harsh operating environment pose a risk to industry
growth. In H1: 2020, as consumers stock up food and personal care
products following the lockdown directives, we expect volumes to be
positively impacted. Meanwhile, the lockdown is expected to have a
moderate effect on the industry’s supply chain and distribution channels as
manufacturers (essential service providers) were excluded from the
lockdown. In H2: 2020, we expect weaker growth in volumes, on the back
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..cost pressures stemming from high factory over-
head and production costs, heavy reliance on im-
port for raw materials (c.65% of raw materials) as
well as the player’s unwillingness to pass costs to
final consumers due to competition.

The unexpected cut in Ghana’s cocoa production
from 950,000MT to 800,000MT following the out-
break of a crop disease was responsible for the
Jump in cocoa prices. Against this backdrop, we
saw a 10.6% y/y uptick in raw material cost
(proxied by NESTLE) to  110.7bn from  104.2bn in
2018.

Given the level of competition in the sub  -sector,
investment in branding and marketing activities
continued to drive OPEX growth as players strive
to sustain brand popularity through various pro-
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of a projected slow recovery in consumer spending pattern post COVID ~ -19.
Similarly, we anticipate that the industry’s production and operating cost
would trend higher, due to double  -digit inflation, upward review of VAT
charges as well as impact of the newly adjusted exchange rate on import

of raw materials.

Beverage Industry... Single -digit Growth, Higher Raw Material
Costs

Given the importance of cocoa as a key raw material input for the

beverage sector, players in the segment witnessed a major cost pressure
over the 2018 -19 period. Cocoa prices, in the last two quarters of 2019 rose
by 9.1% from $2,200 per ton in Q3:2019 to $2,400 per ton in December
2019. The unexpected cut in Ghana's cocoa production from 950,000MT to
800,000MT following the outbreak of a crop disease was responsible for

the jump in cocoa prices. Against this backdrop, we saw a 10.6% y/y uptick
in raw material cost (proxied by NESTLE)to  110.7bn from  104.2bn in
2018. The outlook for cocoa prices for the 2020/21 season is benign on
higher production prospect in Ivory Coast and recovery in Ghana. Ivory
Coast cocoa production is expected to hit 2.25MMT from an average of
2.20MMT in the current season, while Ghana's is projected at 905,000MT,
up from 875,000MT. In this section, we take a look at corporates that
manufacture baby foods, cereals, chocolate, confectionery, coffee, food
drink and other related products. Nestlé Nigeria Plc remains the only firm

in our universe that is in this category.

Despite the challenging macroeconomic environment, Nestlé grew
revenue by 6.7% to  284.0bn in 2019. Growth was majorly propelled by a
10.0% rise in its beverage segmentto  107.9bn from  98.1bn as demand
for beverage products came in strong. Profit from the segment advanced
45.1%to 25.0bn in 2019, supported by zero impairment charge from

3.4bn in the previous year. Given the level of competition in the
sub-sector, investment in branding and marketing activities continued to
drive OPEX growth as players strive to sustain brand popularity through
various promotions and campaigns. Nonetheless, Nestlé’s PBT margin from
its beverage segment improved by 5.6ppts to 23.2%.

Amid the COVID -19 pandemic and the lockdown across states, the food &
beverage industry is likely to enjoy higher demand for household staples,
healthy food items and consumables with longer shelf lives. In H1:2020,
NESTLE’s revenue is expected to benefit from sustained demand for
beverage products. However, we expect a moderation in growth, albeit at
a slow pace as consumer spending shrinks on the back of lower disposable
income, rising inflation and currency devaluation. As a result, we expect
revenue and profit from the beverage segment to hit 116.1bn and
27.0bn in 2020, representing a single digit growth of 7.5% and 8.0% y/y
respectively.
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..the sector would be shaped by the impact of
players’ vertical integration strategies, AfCFTA
implementation and developments around COVID
19.

Players in the sector have continuously implement-
ed vertical integration strategies to ramp up mar-
ket share, earnings and ultimately sustain long
term growth.

...corporates can leverage on e -commerce to drive
digital sales, partner or acquire intermediate com-
panies along the value chain to reduce high cost
of raw materials as well as enhance route to mar-
ket.

Consumer Goods Sector Update - Afrinvest Securities Limited

12




AVININVEST

SECURITIES

Industry Outlook

Consumer purchasing power is expected to remain fragile as inflationary
pressure and unemployment increases amid other downside risks. Hence,
we envisage suppressed volumes and earnings in FY:2020. Also, the sector
would be shaped by the impact of players’ vertical integration strategies,
AfCFTA implementation and developments around COVID  -19.

Backward and Forward Integration

Players in the sector have continuously implemented vertical integration
strategies to ramp up market share, earnings and ultimately sustain long
term growth. While some corporates in the sector have already embarked
on these strategies, others are still exploring viable options. In the flour
milling sub -sector, backward integration seems difficult as local wheat are
below production standard. However, FLOURMILLS is exploring
opportunities for yield improvement on local wheat production through
collaboration with farmers while HONYFLOUR has no major backward
integration plan in the offing. FLOURMILLS and HONYFLOUR are yet to
achieve any major traction regarding forward integration compared to
Olam. Thus, there is an opportunity for the companies to either acquire
smaller players in the flour -based food segment or invest in new product
lines like baking pre -mixes and confectionery products. sugarcane farms
have been set up by Sunti Farms, a subsidiary of FLOURMILLS and
DANGSUGAR (Savannah Farms) to source local input needed in sugar
production. Meanwhile, establishing distribution channels for customers is
the only forward integration strategy embarked upon in the sugar
sub-sector. For the beverage and personal care sub -sectors, backward
integration has not been harnessed hence there is room for partnership or
contract engagement with local farmers not only to produce inputs
needed for production but also collaborate on improving raw material
yields. Overall, corporates can leverage on e -commerce to drive digital
sales, partner or acquire intermediate companies along the value chain to
reduce high cost of raw materials as well as enhance route to market.

Nigeria Joins AfCFTA... Stiffer Competition for the Consumer
Goods Sector

AfCFTA was established in March 2018 and came into effect in May, 2019
with the aim of promoting intra  -continental trade within Africa. The
agreement is expected to establish a unified bloc of Fifty  -five African
countries with a population size of over 1 billion and a combined GDP of
over $2.4tn. Intra -African trade, which has been historically low and
dominated by commodities and natural resources, would be enhanced

upon full implementation of the agreement. According to UNCTAD,

intra -African trade was around 15.2% for 2015 -2017 compared to 47.4%,
61.1% and 67.1% in America, Asia and Europe respectively. Meanwhile

Nigeria’s trade with African nations was 20.4% of its total export in 2019.

Nigerian consumer goods sector is expected to face stiff competition from
South Africa and Egypt which might lead to depressed margins and
market share. These countries are the 2nd and 3rd largest economies in
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According to UNCTAD, intra -African trade was
around 15.2% for 2015 -2017 compared to 47.4%,

61.1% and 67.1% in America, Asia and Europe
respectively. Meanwhile Nigeria’s trade with Afri-

can nations was 20.4% of its total export in 2019.

...there are opportunities for consumer goods
companies to boost margins and market share by
efficiently expanding capacity and using cost ad-

vantage to reach a wider range of African con-

sumers

The risk of the consumer goods sector being im-
pacted adversely by the pandemic is high although
corporates in the sector are essential goods manu-
facturers.

We also expect to see a shift in consumer trend,
digital engagement, attention to healthy living
and price sensitivity thus we expect firms to put in
place strategies to stay ahead
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Chart 8: Macro -Economic Indicator Pre and During COVID -19
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Africa by GDP with higher levels of industrialisation (UNIDO CIP ranking - South
Africa: 45th globally, 1st in Africa; Egypt: 71st globally, 4th in Africa; Nigeria:
102nd globally, 11th in Africa) and over $5.0bn of consumer goods export.
Existing partnerships, huge investment in R&D, operational efficiency and

large product portfolios are some of the advantages companies in these
countries have over their Nigerian peers. Conversely, there are opportunities

for consumer goods companies to boost margins and market share by
efficiently expanding capacity and using cost advantage to reach a wider

range of African consumers. We anticipate a favourable outlook, on the

premise that Nigerian companies increase investments in R&D, set up a
proactive inventory system and develop cost efficient and faster turn -around
distribution strategies.

COVID-19 Pandemic... Weaker Volume and Earnings Growth

The outbreak of the COVID -19 in Wuhan, China and the aggressive pace of
infection globally across 218 countries and territories with 15.8m reported
cases and 640,016 recorded deaths (26/7/2020) has negatively impacted global
economies. The pandemic has also wreaked havoc on the Nigerian economy
following disruptions to domestic economic activities and weaker oil prices.
The risk of the consumer goods sector being impacted adversely by the
pandemic is high although corporates in the sector are essential goods
manufacturers. We expect to see pressure on imported raw materials prices,
production and sales volumes (especially volumes from restaurants, hotels and
event planners). Worsening inflationary pressures and job losses (or pay
reduction) would affect consumer spending. On the supply side, disruption
along the value chain and strain on sourcing for foreign exchange would

Consumer Goods Sector Update

August 2020

The pandemic has also wreaked havoc
on the Nigerian economy following
disruptions to domestic economic ac-
tivities and weaker oil prices

We also expect to see a shift in con-
sumer trend, digital engagement, at-
tention to healthy living and price sen-
sitivity thus we expect firms to put in

place strategies to stay ahead.

increase cost of raw materials. Looking ahead, we expect the impact of COVID -

19 to soften from H2:2020, although consumer spending recovery would
remain slow post COVID -19. We also expect to see a shift in consumer trend,
digital engagement, attention to healthy living and price sensitivity.
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Chart 9: Sector Summary —Coverage Universe 2019
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Chart 10: Sector Price Chart— Coverage Universe (January 2019 — June 2020)
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DANGOTE SUGAR REFINERY
Opportunity to Corner the Market
Overview

Dangote Sugar Refinery Plc (“Dangsugar” or the “DSR" or “the
Company”) is a leading brand in the Sugar refining sector of the Nigerian
Food and Beverage Industry. The company commenced business in March
2000 as the sugar division of Dangote Industries Limited with an initial
refining capacity of 600,000MT/a, but upgraded into one of the world'’s
largest producer with 1.44MMT/a in 2012. The company imports raw sugar
from Brazil, refines it into Vitamin A -fortified white sugar, and sells the
final product under the brand name ‘Dangote Sugar’ across Nigeria. The
company has two categories of customers - Super industrial users who are
largely blue chip Nigerian companies, which account for over 30% of its
sales. The other group is the retail end of the market (i.e. household and
micro industrial users) who accounts for ¢.70% of sales as at 2019.

Analysis of Strategy, Competitiveness and Growth Outlook

Dangote Sugar Refinery has a market share of over 70% of the Nigerian
sugar industry and the largest refinery in Sub  -Saharan Africa. The refining
operations are supported by warehouses located strategically across the
country and served by more than 500 trucks. DSR has partnered with
retailers, sugar cubing companies, and SMEs to expand market share. The
major threat to market share over the years has been increased dumping
of unbranded sugar products into key markets in the North east and

North West regions. As part of its backward integration strategy, DSR
announced plans to complete the acquisition of Savannah Sugar Company
Limited (SSCL) in November 2019. SSCL is an existing sugar cane
production company located on 32,000 hectares of land in Numan,

A amawa State, Nigeria. The savannah project includes the installation of
an additional 1,200ton cane per day factory and expansion of the sugar
milling capacity to about 260,000 tons of sugar per annum, from sugar
cane produced on approximately 25,000 hectares of land. We expect DSR
to leverage on its strategic leadership position to support growth in
volumes, increase local sourcing and deliver better margins. Consequently,
we maintain a positive outlook on earnings over our forecast period.

Operational and Financial Performance

DANGSUGAR grew revenue by 7.1% y/y to  161.1bnin 2019 (vs -26.4% in
2018), a 1.3% deviation from our 159.1bn estimate. The positive
performance mirrors higher growth in volumes (581,504MT to
€.660.000MT) as local sugar prices (per 50kg bag) declined 8.5% y/y to
13,485 from 14,741 in 2018. In our view, the turnaround in volumes
simply reflects the impact of increased local market share as smuggling
activities have moderated following the land border closures in August.
Strong demand was sustained in H1:2020 as revenue expanded by 28.5%
to 103.2bn. Given this trend, we have projected a 20.1% rise in DSR’s
revenue to 223.9bn in 2020. Over our forecast period (2020/24), revenue
is modeled to grow at a CAGR of 8.0% (vs 9.3% in 2015/19) to 231.5bnin
2024, to be supported by improved industrial and retail demand.

1200
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DANGOTE
SUGAR

Company Data

Ticker (NSE) DANGSUGA

Ticker (Bloomberg) DANGSUGA NL EQUITY

Share Price (8/03/2020) 150
2020 Target Price ( ) U5
Rating ACCUMULATE
Upside Potential 23.%
52 Wks High ( ) 16.60
52 Wks Low ( ) 150
Outst. Shares (bn) 20
Mkt Cap ( 'bn) u28
Mkt Cap (US$'m) 04
Trailing EPS( ) 18
Trailing P/E (X) 6.4
Forward P/E (X) 8.1

Shareholding Structure

Others
28.63%

Dangote
Industries
Limited,
67.66%

5.44%

DSR vs NSE ASI and Consumer Goods index
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Despite price stability in the global sugar market and improved
FX liquidity for import purpose, DSR’s raw material cost spiked 15.2% to
91.0bn in 2019. As a result, DSR'’s cost of sales advanced 10.9% to
122.8bn while cost to sales ratio jumped higher y/y to 76.2% compared
to 74.6% in 2018. Consequently, gross profit margin worsened to 23.8%
from 26.3% in 2018. In the same vein, gross profit margin worsened to
20.2% in H1:2020, on the back of a 39.1% jump in cost of sales to
82.4bn. We expect cost pressures to be sustained in 2020 on the back of
the 15% currency devaluation on import and persistent challenges along
the ports axis. As a result, we forecast a 23.5% rise in cost of sales to
151.8bn in 2020 while cost to sales ratio is expected to expand to
78.0%.

DSR'’s Operating expense ratio worsened from a 5-year average of 4.8%
to 5.3%in 2019, driven by an 11.0% y/y expansion in OPEX to 8.6bn in
2019. Consequently, EBIT margin contracted to 18.9% from 21.7% in
2018. However, OPEX moderated by 2.0% to  3.6bn in H1:2020
dragging the Operating expense ratio to 3.7% from 4.9% in the previous
year. In 2020, EBIT margin is expected to rise to 20.8% and average
22.8% over our forecast period, to be driven by a slower expansion in
operating expenses.

The company recorded a PBT of 29.8bn, representing a -13.8% yly
decrease in 2019. However, PAT increased marginally by 1.8% yly to

22.4bn following a lower effective tax rate at 25.01% vs 36.5% in 2018.
Despite an impressive headline growth in H1: 2020, PAT rose 5.5% to

11.6bn due to higher cost pressures. We expect PAT to grow by 11.2%
to 24.9bnin 2020. Over our forecast period, we project a CAGR growth
of 11.5% in PBT to  46.1bn (vs. 5-year CAGR of 11.1% since 2015). DSR’s
ROE remains strong at an average of 25.5% over the last five years
against 20.7% in 2019. Our analysis shows that the slow decline in ROE is
mainly caused by lower Net margin (13.8%) and asset turnover efficiency
(0.83x) as leverage remains well above equilibrium (1.79x).

Valuation and Recommendation

We employed a mix of absolute and relative valuation methodologies in
determining the value of DSR. Absolute valuation is a mix of DDM, FCF
and RIM on the assumptions of 11.9% risk free rate, 13.3% risk premium,
0.97 beta, 24.8% cost of equity and 2.0% sustainable growth rate over
our forecast horizon. The absolute valuation models resulted in fair
values of 6.47, 7.67 and 18.23 for DDM, RIM and FCF respectively.
The fair values were blended using a ratio 30:30:40 to DDM, RIM and FCF
in that order to arrive at a 12 -month blended target price of 14.45.
Relative valuation employed P/E multiples, which averaged 6.5x from
2015 to 2019 and was multiplied by the EPS of  2.18 to get a fair value
per share of 13.40. Having assigned a 70:30 weighting to absolute and
relative valuation methodologies, we got our 12 -month target price of
14.15. We recommend a “ACCUMULATE" as our target price implies an
upside potential of 23.1% relative to the close price of 11.50 as at
August 3, 2020.
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Financial Highlight

Profitability and Valuation M etrics

FY2019 FY2020F FY2021F

Revenue ( 'bn) B11 1946 2u7
EBITDA ( 'bn) 38.1 421 482
EBIT ( 'bn) 299 343 399
PAT (' 'bn) 224 248 30.7
Total Assets ( 'bn) 1937 2048 2247
Shareholder Funds ( 'bn) 108.1 16.8 276
OPEX Ratio 5.6% 4.8% 4.6%
Cost of Sales Margin 76.2% 78.0% 77.0%
EBITDA Margin 23.8% 22.0% 23.0%
PAT Margin 1B.9% 12.8% U5%
ROAE 26.4% 22.% 25.9%
ROAA 1.3% 25% 14.3%
EPS( ) 186 207 256
DPS( ) 10 135 166
Earnings Yield 1B.2% U7% B.1%
Dividend Yield 9.2% 9.5% 118%

Valuation Summary

Valuation Methodologies

Weighting
Absolute Valuation Methodology

Valuation Metrics

Risk Free Rate (%)
Beta

Risk Premium (%)
Cost of Equity (%)

Sustainable Growth Rate (%)
Dividend Discount Model (DDM) 6.47

Residual Income Model (RIM) 7.67
_____________________________]

Discounted Cash Flow (DCF) 18.23

12-month Blended Target Price 14.45

Relative Valuation Methodology

70.0%

P/E Valuation Methodology

Valuation P/E

30.0%
Forecast EPS

Target Price

Blended Target Price
Upside Potential

Source.: Bloomberg, Company Filings, Afrinvest Research
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NESTLE NIGERIA PLC rﬁf%_f/i\
Nestle
Leveraging on Efficiency to Deliver Attractive Margins Company Data
Overview
o . . . Ticker (NSE) NESTLE
Nestlé Nigeria Plc is a food processing and marketing company engaged _
in manufacturing, marketing and distribution of food products, Ticker (Bloomberg) NESTLE NL EQUITY
including purified water throughout the country. It is majorly owned by Share Price (6/24/2020) 1179.00
Nestlé S.A. of Switzerland. The company was founded in 1961 and 2020 Target Price () 1416.94
conducted trading under the name of Nestlé Products Nigeria Limited. It Rating ACCUMULATE
has its main factory in Agbara Industrial Estate, Ogun State. Nestlé Upside Potentia 20.2%
.£70
services its customers with of over 2,300 employees, 3 manufacturing
sites, 8 branch offices and a head office located in Lagos, the company 52Wks High () 1469.90
produces and markets several iconic brands including Maggi, Milo, Gold- 52 Wks Low( ) 764.90
en Morn, Nescafé and Nestlé Pure Life. Outst. Shares (bn) 08
Analysis of Strategy , Market , Competitiveness and Growth Mkt Cap ( 'bn) 9338
Outlook Mkt Cap (US$'m) 25
Nestlé’s products remain a quasi-necessity in many homes due to its Trailing EP'S () 55.54
strong historical ties with Nigeria, the quality, a strong market position Trailing P/E (X) 226
and competitive advantage. As in the past years, Nestlé’s brands (MILO, Forward P/E () 29.7
CERELAC, GOLDEN MORN, MAGGI, and NESCAFE’), are designed to serve
each stratum of consumers both in terms of quality and affordability Shareholding Structure

with an effective route -to-market strategy, positioning them as brand
leaders in their various categories despite the influx of competitive
brands in the market. The company’s large product portfolio, huge
investment in research & development, consistent product branding &
innovation hands it a competitive advantage over its peers. Also, Nestlé

Nestle Others,
remains committed to developing local capacities through its backward CWA 33.82%
integration program which consists of over 35,000 farmers and 700 local Lﬁ'g] 'f;,i

suppliers, aimed at driving its local sourcing which currently stands at
80% (raw material and packaging). We are optimistic that Nestlé’s
business model would continue to deliver value to shareholders.

Operational and Financial Performance

Nestlé grew revenue at a 5 -year CAGR of 13.4%, significantly higher

than the 6.7% y/y growth to 284.0bn in 2019 on the back of weak NESTLE vs NSE ASI and Consumer Goods index
demand and tougher competition in the industry. Growth was dragged

by a slowdown in its food segment (2019: +4.7% vs 2018: +9.0%), which ——NSEASI ——CONSUMER GOODS INDEX ~ ——NESTLE
accounted for 62.0% of total sales. In the same period, Nestle held tight 1200

to its beverage business which printed a 10.0% increase to 107.9bn. As

at H1:2020, revenue declined by 62bpsto  141.0bn, dragged by weaker

consumer spending amid uncertainties around the pandemic. We

maintain a moderate outlook for Nestle in 2020, albeit we expect reve-

nue growth to remain marginal ( 289.7bn) given weak macroeconomic 600
environment. We anticipate a 6.8% (CAGR) revenue growth to 369.2bn

over the next 5 years.

90.0

30.0
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In 2019, the company’s cost performance indicators were impressive as C 3 r I3 opaziapiariyl
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cost of sales expanded slower than revenue at 2.3% yly to 155.8bn
while cost to sales ratio moderated to 54.8% (the lowest in a decade)

Source. Bloomberg, Company Filings, Afrinvest Research
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from 57.2% in 2018. However, cost to sales margin worsened to 56.9%
as at H1:2020, due to pressures from higher raw materials costs amid
weaker revenue drive. Looking ahead, we anticipate an uptick in

Nestlé’s cost base as inflationary pressures from border closure as well as

the currency devaluation is bound to affect pricing of raw and
packaging materials in 2020. We expect cost to sales ratio to print at
57.6% in 2020 and average 55.5% over our forecast period (2020 -2024).

Nestle’s OPEX increased 5.3% to 56.1bn on the back of increased sell-
ing and distributions expenses (Maggi Signature Launch and Rebranding
of Golden Morn) which rose from 13.5bnto 15.5bnin 2019. However,
OPEX ratio moderated to 19.8% from 20.0% in 2018 anda 5 -year aver-
age of 20.7%. Similarly, Nestlé’s EBITDA margin remained impressive
from a 5 - year average of 23.6% to 25.3% in 2019. In 2020, we project a
2.9% contraction in OPEX to  54.5bn on the back of improved cost
efficiency. In the same vein, EBITDA is forecasted to moderate by 4.7%

to 68.7bn due to weaker gross margin. Over the forecast period, we
expect EBITDA margin to average 23.1%, lower than the 23.6%

recorded in the last 5 years.

Nestlé’s PBT and PAT appreciated 19.0% and 6.2% to 71.1bn and
45.7bn while EPS improvedto  57.3 (FY: 2018- 54.3). As at H1:2020,
PAT moderated by 16.8% yl/y to 21.8bn due to constraint on revenue
growth. In 2020, we have forecasted a 5.9% contraction in PBT to
67.2bn while PAT is expected to maintain a flattish growth at 45.6bn.
From a 5-year CAGR of 24.8% and 17.9%, PBT and PAT are estimated to
slow to 8.1% and 8.5% in 2024 on the back of gradual rise in FX losses
and net finance costs. Analysis of DUPONT shows that Nestle’s ROE
(100.3%) was significantly buoyed by efficient utilization of its asset
which stood at 1.5x in 2019 vs. 5 -year average of 1.4x. However, Net
Margin declined to 16.1% vs 16.2% in 2018, but comfortably above a
5-year average of 13.2%.

Valuation and Recommendation

In valuing NESTLE, we adopted absolute (Discounted Cash Flow (DCF)
and Residual Income Model (RIM)) and relative valuation (P/E and EV/
EBITDA multiples) methodologies. Using the DDM methodology, we
assumed an average pay -out ratio of 90.0% based on the company’s
historical dividend trajectory. Similarly, the Residual Income valuation
assumes that EPS, BVPS and ROE would grow CAGR of 6.7%, 8.9% and
2.0% in respectively. Our absolute valuation assumption made use of
risk-free rate (11.9%), risk premium (13.3%), beta (0.93), sustainable
growth rate (2.0%) and cost of equity of 24.6%. Consequently, we

arrived at a blended 12 - month target price of 1,358.73, implying a
15.2% upside potential from the current price of 1,179.0 as at August
3, 2020. Hence, we recommend an ‘ACCUMULATE’ rating on NESTLE.
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Financial Highlight

Profitability and Valuation M etrics

FY2019 FY2020E FY2021F
Revenue ( 'bn) 284.0 288.0 305.7
EBITDA ( 'bn) 721 68.7 75.7
EBIT ( 'bn) 721 68.7 757
PAT ( 'bn) 45.7 455 513
Total Assets ( 'bn) 934 190.7 1948
Shareholder Funds ( 'bn)  45.6 50.1 55.2
OPEX Ratio 19.7% 18.8% 18.8%
Cost of Sales Margin 55.5% 57.5% 57.4%
EBITDA Margin 25.4% 23.7% 24.8%
PAT Margin 16.% B.7% 16.8%
ROAE 106.5% 95.1% 97.3%
ROAA 27.2% 23.7% 26.6%
EPS( ) 576 574 64.7
DPS( ) 635 517 58.2
Earnings Yield 4.% 4.2% 4.8%
Dividend Yield 5.4% 5.3% 5.9%

Valuation Summary

Valuation Methodologies

Weighting
Absolute Valuation Methodology

Valuation Metrics
Risk Free Rate (%)
Beta

Risk Premium (%)
Cost of Equity (%)
Sustainable Growth Rate (%)

Dividend Discount Model (DDM) 267.89
]

Residual Income Model (RIM) 201.36
]

Discounted Cash Flow (DCF) 277.30

12-month Blended Target Price 257.41

Relative Valuation Methodology

P/E Valuation Methodology

Valuation P/E 34.15x
40.0%
Forecast EPS 57.3
Target Price 1,959.66
EV/EBITDA Valuation Methodology
Average EV/EBITDA 21.42x
25.0%
Forecast EBITDA 90.9
EV + Cash - Debt 1,946.96

1,358.73
Upside Potential 15.2%

Blended Target Price

Source.: Bloomberg, Company Filings, Afrinvest Research
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PZ CUSSON NIGERIA PLC

Uphill battle — Weaker Sales, High Cost Pressures

Overview

PZ Cussons Nigeria Plc is a publicly listed company engaged in the
manufacture, distribution and sale of a range of consumer products

through owned depots under various brand names, such as detergent,
soap, cosmetics, medicaments, confectionery, refrigerators, freezers, air
conditioners and home appliances. The Company operates in over five
categories: personal care, beauty, home care, food and nutrition, and
electricals. Its segments include Branded consumer goods and Durable
electrical appliances. The Company manufactures and distributes various
brands in Nigeria, from Imperial Leather to Cussons Baby, Morning Fresh to
Thermocool and Robb.

Analysis of Strategy , Market , Competitiveness and Growth
Outlook

Nestlé’s The business environment of the period under review was
extremely challenging, however management focused on core brands in

the Personal and Home Care categories (majorly Premier Cool, Morning
Fresh and Cusson Baby Soap) where growth prospect and market

leadership position was maintained. Generally, the Branded Consumer
Goods segment remains the main driver of volumes, accounting for ¢.73%

of sales while the Durable Electrical Appliances accounts for the rest. We
note that depressed disposable income has slowed the demand for white
good products as consumers priotize their spending on food and other

basic items. In a bid to deliver better margins and sustain profits, the group
adopted a ‘Focus, Scale and Accelerate’ strategy to streamline investments
and attention on core personal and beauty brands. In 2019, the company
hinted at possible disposal of non -core brand that have dragged margins.
For instance, the diary business has faced severe pressure due to discount-
ing, logistics challenges and stiff competition. Outlook for growth remains
weak, given increased competition in the HPC industry as well as Nigeria's
weak macroeconomic fundamentals

Operational and Financial Performance

PZ In analyzing PZ Cussons, we have adopted a full year estimate for 2019
given the irregular accounting period adopted by the firm. The company is
projected to grow revenue ata 5 -year CAGR of -1.7% to  67.0bn, dragged
by an anticipated -16.8% decline in 2019. Our estimate is supported by an
expected 16.0% and 19.0% decline in the personal care and durable goods
segmentto 49.1bnand 17.8bn respectively. Over the next two quarters,
we expect volumes to remain pressured on the back of rigid consumer
rationing, induced by the impact of the COVID  -19 on household income.
However in 2020, we forecast a slight revenue rebound of 3.5% to 69.3bn
as consumer spending is expected to improve as the impact of the pan-
demic moderates. Looking forward, we forecast a 3.4% growth (CAGR) in
revenue to  79.2bn in 2024.
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Cussons

Company Data

Company Data

Ticker (NSE) Pz
Ticker (Bloomberg) PZ NLEQUITY
Share Price (8/03/2020) 410
2020 Target Price ( ) 3.77
Rating REDUCE
Upside Potential -6.9%
52 Wks High ( ) 875
52 Wks Low( ) 4.05
Outst. Shares (bn) 40
Mkt Cap ( 'bn) 6.2
Mkt Cap (US$'m) 0.0
Trailing EPS () -0.7

Trailing P/E (x) -
Forward P/E (x)

Shareholding Structure
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Over the last 5 years, PZ's cost to sales ratio averaged 70.1% but is Financial Highlight
expected to jump to 82.0% in 2019. The projected spike in cost to sales

ratio is underpinned by a 4.3% rise in cost of sales to 54.9bn despite a
projected decline in revenue. Consequently, gross profit margin is

projected to fall from a5 -year average of 29.1% to 18.0%in 2019, the
lowest as far as we can track. Given that the management didn’t disclose
properly, we suspect that higher raw material costs, overheard charges as
well as the logistical challenges along the port axis are factors pressuring
production cost. Our forecast for cost to sales ratio for 2020 is 82.3% while
in 2021, we anticipate a slight moderation to 79.0% on the back of

mproved cost efficiency.

PZ Cussons’ operating efficiency remains under pressure as operating
expense ratio worsened from 18.9% in 2017 to 20.2% in 2019. The
mounting OER surpassed the all -time low gross profit margin (18.0%), thus
leading to a negative EBIT margin of -1.9%. We expect the company to
suffer FX loss worth ¢.N2.3bn given the expected impact of the currency
|
expect pressures from net finance cost to pressure earnings significantly. As
at half year 2019, PZ Cusson Plc posted a loss after tax of -N1.6bn while EPS
dipped into the negative territory to settle at 0.40 (vs 0.301in 2018). We
perceive a tough year ahead for PZ Cusson given the weak macroeconomic
fundamentals in Nigeria caused by weaker oil prices and COVID -19. Against
this, we have projected a post -tax loss of — 3.5bn at the end of 2019, the
weakest performance in history. We expect EPS to decline from a5 -year
average of 0.7to 0.9, butimproveto 0.1in 2020 and average 0.4
over our forecast period. In the period under review, we estimate a decline
-9.2% from 4.3% in the previous year. Similarly, net margin
is anticipated to come in weaker at  -5.6% in 2019 comparedto a 5 -year
average of 3.5%, buoyed by a huge moderation in turnover and PAT. In
our view, we expect net margin to rebound marginally to 0.5% in 2020,
1.6% in 2021 on the back of sluggish revenue growth. Asset turnover is
projected to weaken to 0.8x in 2019 from 0.9x in 2018, signifying underuti-

Valuation Summary

Valuation and Recommendation

Our growth forecast for earnings remains weak ata5 -year CAGR of 1.8%
(vs 5.3% in 2018) on the back of anticipated higher exchange losses and
finance cost pressures However, we see opportunity for rebound if
management completes the disposal of loss making brands, intensify
investment in core areas to meet changing consumer tastes, strengthen its
route -to -market channels and control cost efficiently. We adopted a mix of
absolute (dividend discount model, residual income model) and relative
valuation (P/E multiple, EV/EBITDA multiple) to arrive at our blended target
price using 60% and 40% weighting respectively. The assumptions guiding
our valuation were cost of equity of 23.8%, a beta of 0.82, 1 -year risk free
rate of 11.9%, and 13.3% risk premium and a 2.0% sustainable growth

rate. Thus, we arrived at a 12 -month target price of  3.77, implying a
downside potential of 8.1% from the current price of 4.10 (as at August

Source.: Bloomberg, Company Filings, Afrinvest Research
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