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SNGP; Bumper earnings amid WACC revision

We reiterate our BUY call for Sui Northern Gas Pipelines Limited (SNGP) with our DCF-
based Dec’23 target price set at PKR 69.48/share. At current levels, the scrip offers an
upside of 68%. Our conviction on the scrip stems from i) re-rating of WACC to higher levels
owed to a massive jump in interest rates, ii) lower levels of disallowed UFG (forecast at
~PKR 5.3bn over the next 5 years compared to previous 5-year average of PKR 7.1bn)
led by significant improvement in gas losses post implementation of OGRA’s UFG control
target, and iii) lower quantum of buildup in gas circular debt post hike in gas prices effective
Jan'23.

Upwards revision in WACC: SNGP operates under a guaranteed fixed return covenant
(WACC of 16.6% applicable on assets at present), set by the Regulator (Oil and Gas
Regulatory Authority). Although fixed for 3 years, the WACC automatically re-sets if it
changes by +2% or -2%. Given a drastic jump in SBP’s policy rate this year, and hence
the 6 months KIBOR used to determine the cost of debt, the differential in WACC has been
breached by over 6%. Therefore, since WACC becomes applicable from the following year,
we estimate the WACC for FY24 at 22.9% (average of the year of breach and subsequent
year i.e., FY23 and FY24 in this case). We believe this practice will mimic FY21, whereby
the change in WACC breached 2% after the State Bank undertook many rate cuts in the
aftermath of COVID-19. As a result, WACC was revised downwards for FY22 to 16.6%
against 17.4% previously. We estimate a positive impact of a 1% jump in WACC at a
massive PKR 1.3bn (EPS: PKR 2.09) per annum on SNGP. Therefore, our projections
suggest this will propel earnings in FY24 by 60% YoY. However, we do highlight that once
inflation starts tapering off, and interest rate cuts come into play starting second half of
FY24, WACC will once again adjust downwards by nearly 5% (which will be reflected in
FY26 earnings). Although, it will still be higher than the current level of 16.6%. Please find
the table below.

Exhibit: WACC Calculation

. Changed o be
Initial FY2la FY22a FY23e FY24f changed
for FY22

for FY24
KSE-100 Return® 28.3% 14.2% 10.8% 11.7%  15.5%
RFRM 12.5% 11.8% 11.7% 12.0% 11.3%
Beta (Fixed)* 1.30 1.30 1.30 1.30 1.30
Risk premium** 11.0% 7.0% 7.0% 7.0% 7.0%
Cost of equity 26.8% 20.9% 20.8% 21.1% 20.4%
Cost of debt*** 8.3% 9.4% 12.9% 20.5%  20.0%

WACCH*** 17.4% 15.4% 17.8% 16.6% 23.3% 22.6% 22.9%

Change -2.0% 6.7%

Source (s): AHL Research

~15yr avg. market return, “10yr avg. of 20yr PIB , *1.3 beta has been fixed for SNGP / SSGC
**15yr market return vs. RFR, Cap set at 11%, Floor set at 7%

***6 months KIBOR + 2%, Average of last 12 months

****30% Equity stake, 70% Debt stake fixed
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Recommendation BUY

Price Performance
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Return (%) 1.2 9.9 73.9
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UFG curtailment plan shows promising results: The Regulator had formed a 3-year
plan to curtail gas losses of SNGP. As a result, the company began robustly investing in
technology and digitization (new transformation and distribution systems). Moreover,
better UFG mapping through the new GIS (Geographic Information System), which has
to be fully installed within CY23, will help identify leakages and gas theft and further curtail
UFG. Therefore, we forecast UFG volume in the next 5 years to average at 26,000mmcf
(disallowed UFG of PKR 5.3bn) against 43,000mmcf (PKR 7.1bn) in the past 5 years.

Some curtailment in the mounting gas circular debt: Gas sector circular debt, at over
PKR 1.6trn, reached these perilous levels primarily due to i) delays in tariff determination
and notification, and ii) insufficient revenue recovery from the government and private
consumers. Albeit, one of the key pre-requisites for the ongoing ninth review of the IMF
was to curb further accumulation in the gas circular debt. Therefore, effective Jan’23, the
incumbent government raised gas prices across the board. This we believe, will relieve
some pressure off of the balance sheet, at least by the end of this fiscal year.

FY23 earnings to show some consolidation; forward earnings growth and DY
attractive: We await full year earnings of FY22, projected at PKR 12.7bn (translating to
north of PKR 20/share) and a final dividend of PKR 5.5/share. Meanwhile we are also
drawing close to FY23, whereby we estimate a consolidation in earnings to PKR 10.0bn
(EPS: PKR 15.83). This slow down can be attributable to two key factors: surge in the
weighted average cost of gas amid higher international oil prices and PKR depreciation,
which means the quantum of disallowed UFG is set to climb higher, as well as a sharp
increase in SBP’s policy rate, which added further downwards pressure to the company’s
bottom-line. Albeit, we expect SNGP to maintain its payout at 40% and announce a
dividend of PKR 6.00/share in FY23. One year on, due to WACC revision explained
earlier, our estimates suggest earnings will clock-in at PKR 16.0bn (EPS: PKR 25.26) in
FY24, whereas the scrip offers an attractive dividend yield of 24% (DPS: PKR
10.00/share).

Exhibit: Ratio Analysis

2021a 2022e 2023f 2024f
Earnings per share PKR 17.32 20.05 15.83 25.26
Dividend per share PKR 7.00 8.00 6.00 10.00
Book value per share PKR 53.96 67.01 74.84 94.10
Price to Earning X 2.80 171 2.61 1.64
Price to Book X 0.90 0.51 0.55 0.44
Dividend Yield % 14.41 23.38 14.53 24.21

Source (s): Company Financials, AHL Research
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Analyst Certification: The research analyst(s) is (are) principally responsible for preparation of this report. The views expressed in this research report accurately reflect the
personal views of the analyst(s) about the subject security (ies) or sector (or economy), and no part of the compensation of the research analyst(s) was, is, or will be directly or
indirectly related to the specific recommendations and views expressed by research analyst(s) in this report. In addition, we currently do not have any interest (financial or
otherwise) in the subject security (ies). Furthermore, compensation of the Analyst(s) is not determined nor based on any other service(s) that AHL is offering. Analyst(s) are not
subject to the supervision or control of any employee of AHL’s non-research departments, and no personal engaged in providing non-research services have any influence or
control over the compensatory evaluation of the Analyst(s).

Equity Research Ratings

Arif Habib Limited (AHL) uses three rating categories, depending upon return form current market price, with Target period as Dec 2023 for Target Price. In addition, return

excludes all type of taxes. For more details, kindly refer the following table;

Rating Description

BUY Upside* of subject security(ies) is more than +15% from last closing of market price(s)

HOLD Upside* of subject security(ies) is between -15% and +15% from last closing of market price(s)
SELL Upside* of subject security(ies) is less than -15% from last closing of market price(s)

Equity Valuation Methodology

AHL Research uses the following valuation technique(s) to arrive at the period end target prices;
> Discounted Cash Flow (DCF)

> Dividend Discount Model (DDM)

> Sum of the Parts (SoTP)

» Justified Price to Book (JPTB)

> Reserved Base Valuation (RBV)

Risks

The following risks may potentially impact our valuations of subject security (ies);
» Market risk

» Interest Rate Risk

» Exchange Rate (Currency) Risk

Disclaimer: This document has been prepared by Research analysts at Arif Habib Limited (AHL). This document does not constitute an offer or solicitation for the purchase or
sale of any security. This publication is intended only for distribution to the clients of the Company who are assumed to be reasonably sophisticated investors that understand
the risks involved in investing in equity securities. The information contained herein is based upon publicly available data and sources believed to be reliable. While every care
was taken to ensure accuracy and objectivity, AHL does not represent that it is accurate or complete and it should not be relied on as such. In particular, the report takes no
account of the investment objectives, financial situation and particular needs of investors. The information given in this document is as of the date of this report and there can
be no assurance that future results or events will be consistent with this information. This information is subject to change without any prior notice. AHL reserves the right to
make modifications and alterations to this statement as may be required from time to time. However, AHL is under no obligation to update or keep the information current. AHL
is committed to providing independent and transparent recommendation to its client and would be happy to provide any information in response to specific client queries. Past
performance is not necessarily a guide to future performance. This document is provided for assistance only and is not intended to be and must not alone be taken as the basis
for any investment decision. The user assumes the entire risk of any use made of this information. Each recipient of this document should make such investigation as it deems
necessary to arrive at an independent evaluation of an investment in the securities of companies referred to in this document (including the merits and risks involved), and should
consult his or her own advisors to determine the merits and risks of such investment. AHL or any of its affiliates shall not be in any way responsible for any loss or damage that

may be arise to any person from any inadvertent error in the information contained in this report.
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