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The argument of oil-equity
relationship is forceful when we
put the +80% oil-dependency of
Nigerian government fiscal
operations into perspective.

Correlations between oil price and
Nigerian equity are most-built in
periods of strong oil price rally and
severe dips

Firstly, 20% drop in oil production
led to USS5bn loss in FX revenue
within 9 months

Domestic banking crisis weighed
down the ability of the index to
stay above water.

Where the NSE Index would have been without
domestic banking crisis and Niger Delta militancy

Thinking retroactively, the Nigerian equities have been observed to
move fairly well with oil performance just as is the case in other oil-
producing frontier economies. While this co-movement is
underscored by the relative size of the oil sector to the Nigerian
economy which currently stands at 15.5%, the argument appears
more forceful when we put the +80% oil-dependency of Nigerian
government fiscal operations into perspective.

We observe that correlations between oil price and Nigerian equity
performance are most-built to the tune of 80% in periods of strong
oil price rally and severe oil price dips. While this expectation played
out extremely well in 2007 and 2008, there was a sharp break in
2009 due to 2 major factors that we have identified:

® Firstly, sharp drop in FX revenues owing largely to militant attacks
on oil installations in the oil-rich Niger Delta region with the
consequent reduction in production by about 20% compared to 3
years average (See data and chart on Pg 13). On our estimate, the
FX revenue loss to Nigeria between January and September 2009
alone is above N750billion (USS$5billion).

® Secondly, the emergence of domestic banking crisis with a threat
of systemic collapse and the resultant impact on banking system
growth, capital base and earnings performance. It is noteworthy
that the banking sector used to drive +60% of the NSE ASI and its
poor performance in the past 2 years has significantly weighed
down the ability of the index to stay above water.

The impact of the above locally—domiciled distortions has weakened
the ability of the Nigerian equity market to benefit from oil price
recovery. Hence, while oil delivered 72% in 2009, Nigerian equity
market was under water by 34% (loss).

Exhibit 36: Nigerian ASI Index and oil price behaviour

2006-2008: relatively strong co-movement period

2009: The year of divergence
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Isolating the impact of banking
crisis and FX revenue loss, our Oil-
NSE Model suggests NSEASI would
have delivered 42% in 2009.

To adequately track the “subdued potential performance” of the
Nigerian equity market, we have assumed the counter-factual
scenario by isolating the joint impact of the domestic banking crisis
and fall in FX revenue.

Using our proprietary Oil-NSE ASI Model, we estimated that
Nigerian equity market would have delivered +42% return to close
year 2009 in the threshold of 40,000 — 42,000 points under the
scenario that oil price behaved as it actually did, but banking crisis
and plunge in oil production level did not occur. Hence, the
estimated cost of these two forces stands at 75% return that has
been permanently lost which amounts to N2.91 trillion (US$20
billion) in market capitalization. Exhibit 37 below gives a graphical
analysis of this scenario.

Exhibit 37:

Counter-factual path of the NSE ASI relative to oil price performance
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We observe a structural shift in
chief drivers of NSEASI with the
FMCGs advancing their relevance
from 17% in 2008 to 27% in 2009.

Which sectors will drive the Nigerian equity
market in 2010?

A careful dissection of the makeup of the Nigerian equity market is
quite revealing of a structural shift in terms of the chief drivers of
the benchmark index. Following the 2009 differentiating
performance of equities across sectors, stocks in the financials
(banking and Insurance) are increasingly losing grounds in terms of
their share in the NSE ASI. Currently, Financials now dictate 48% of
market direction as against 62% a year ago. We observe that the
weights of the FMCGs (see definition below) in dictating market
direction advanced by the greatest percentage from 17% in 2008 to
above 27% currently. The breakdown is graphically analysed in
Exhibit 38 below.

Exhibit 38: Sector composition of Nigerian equity market

December 2008

Cemet
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FMCGs *
17%

December 2009

Cementiey Financials

o Sk 47.7%
Financials

62%
FMCGs *
27.0%

* FMCGs are defined here to include shares of Foods, Breweries and Conglomerates

Source: Meristem Research

The shift rode on the 45% crash in
the value of financials as against
the startling returns of the FMCGs.

The fundamental reason for this changing structure remains the level
of performance of each sector through 2009. Though the broad
market plunged by 33%, above 80% of this loss was accounted for by
shares of Financials alone (banking and insurance) which as a group
crashed 45% of their value. The huge loss of 59% in the shares of the
energy sector, though contributory to overall market plunge, is less
damaging given the size of its weight in the overall index (10% in
2008, 5% in 2009).

Exhibit 39:

Key Sectors 2009 performance Current weight in NSE ASI
Cement 70% 6%
Conglomerates 43% 4%
Breweries 25% 12%
Foods -7% 11%
NSE ASI -33%

Financials -45% 48%
Energy -59% 5%
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Hence, looking at the Nigerian equity market as a portfolio, if the

index must recover from the current level of 20,000pt, 48% of such

recovery must come from banks, and 27% must come from the
We see 80% of 2010 market combined performance of the stocks of FMCGs (Breweries, Foods and
direction coming from financials, Conglomerates sectors). Hence, we see the above listed sectors as
Cement and FMCGs . . . L.

dictating more than 80% of market direction in 2010.

But how do the valuations of these sectors look like?
Do they have any fundamental steam to deliver
superb return in 2010?

= Cement: The sector is made up of 4 key quoted players
with combined market value of N295billion (USS2billion)
representing 5.9% share of NSE market cap. The industry is
riddled with low domestic production capacity, huge unmet
demand and high importation. On-going domestic capacity
The cement sector, though controls upgrade is not likely to fill this supply gap any soon. Domestic
barely 6% of NSE market cap, is cement demand is stable and prospect is encouraging but
highly cash generative with a pre- domestic producers battle with skyrocketing energy cost.
tax margin of 26% and RoAE of 34%
The sector is relatively high cash generative with above
market profitability (a pre-tax margin of 26%) and Return on
Average Equity (RoAE) of 34%. Top line growth momentum
has been healthy at 62% in 2009 though bottom line has
shown more variability due largely to the impact of energy

cost and gas disruption.

Cement stocks, with a P/E and
P/BV of 10x and 2.8x respectively Cement stocks delivered exceptional returns in 2009 (70%)

delivered 70% in 2009, outperforming the broad market by 104%. Current valuations

?nu;:::\?rlrg::/f the benchmark at a P/E multiple of 10x and P/BV of 2.8x are less attractive
relative to their 2008 opening levels. However, on a forward
basis and relative to the broad market, we are overweight on
the sector (expected return of 23%) though we do not see
2010 as a startling year reminiscence of 2009 performance.
This return expectation will be driven by our top picks in the
sector: BCC (40%) and CCNN (28%).

Exhibit 40: Cement Sector performance, valuation and ratings

Market Cap Share Performance Valuation and ratings

Shares Price % of Div Target Upside
Stock ticker Outs. (bn) (N) N'bn m/arket 2008 2009 P/E P/BV Yield Pri?:e (Do,\)ani({e)
CCNN 1.26 12.5 15.66 0.32% -77% 134% 7.8x 3.6x 12% 16.0 28.4%
WAPCO 3.00 30.0 90.05 1.82% -68% 18% 9.1x 2.0x 2% 35.0 16.7%
ASHAKACEM 1.99 11.6 22.99 0.46% -68% -32% 11.2x  1.8x 3% 12.0 3.9%
BCC 3.92 43.0 168.41 3.39% -65% 139% 13.0x  7.1x 5% 60.0 39.5%
Sector 297.10 5.99% -68% 76% 10.1x 2.8x 3.62% 22.5%
NSE ASI -45% -33% 26.0x 1.5x 5.27% 20.0%
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= Foods: The Food sector has been one of the beneficiaries of
the decline in banking stocks. This is reflected in the market
cap share of the sector which now stands at +11% of total

0,
FOODs grew its market share from market ComparEd to 9% a year ago.

9% in 2008 to 11% in 2009 despite
the FX risk challenge faced by the As a basket, the earnings growth performance of the

key players in 2009 companies experienced slowdown in 2009 stemming from the
crystalisation of FX risk as most of the players are import-
dependent, though top-line growth recorded an uptick of
10%. We expect 2010 to mark earnings recovery, especially

We see 2010 marking earnings for the sector heavyweights (Dangote Sugar Refinery Plc and

recovery for FOODs Flour Mill of Nigeria Plc) as the impact of rising cost is passed-
through to product prices.

The sector’s profitability remains relatively steady with pre-
With the sector’s pre-tax profit tax profit margin of 13% and RoAE of 29%. We forecast
margin of 13% and ROAE of 29%, it margin expansion in 2010 as key players regain their medium-
outperformed the market return by i . .
10% in 2009 term profitability position.
The food sector outperformed the overall market in 2009
losing 24% of its value on the aggregate as against 33% plunge
by the NSE ASI. The sector is currently valued at a P/E of 11x
and yields 5% in dividend.

We rate the sector “outperform” in 2010, underpinned by
return expectations on our top picks: DANGFLOUR (41%),
NASCON (43%) and DANGSUGAR (36%).

Exhibit 41: Food Sector performance, valuation and ratings

Market Cap Share Performance Valuation and ratings

Shares Price % of Div Target i
Stock ticker Outs. (bn) (N) N'bn m/arket 2008 2009 P/E P/BV Yield Prigce (D%‘:nifée)
CADBURY 1.10 10.5 11.55 0.23% -35% -56% NM NM 0% NR -
DANGFLOUR 5.00 9.9 49.65 1.00% -19% -22% 4.9x 1.38x 5% 14.0 41.0%
NASCON 2.65 4.4 11.53 0.23% -65% -27% 7.5x 2.73x 10% 6.2 43.2%
7UP 0.51 29.4 15.07 0.30% -16% -24% 8.6x 2.09x 5% 40.0 36.1%
DANGSUGAR 12.00 15.1 181.20 3.65% -60% -3% 11.6x 4.38x 8% 20.0 32.5%
FLOURMILL 1.71 36.0 61.50 1.24% -61% 13% 10.3x 2.34x 3% 40.0 11.1%
NBC 131 21.4 28.03 0.57% -38% -39% 16.2x 1.08x 4% 20.0 -6.6%
NESTLE 0.66 239.5 158.20 3.19% -31% 25% 15.8x  13.51x 5% 243.0 1.5%
UACN 1.28 36.8 47.21 0.95% -32% 6% 11.1x 1.24x 5% 293 -20.3%
Sector 563.94 11.37% -35% -22% 10.7x 2.2x 5.1% 21.8%
NSE ASI -45% -33% 26.0x 1.5x 5.2% 20.0%

“NR” means not rated, “NM” means not meaningful
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* Breweries: The Nigerian breweries sector is dominated by
2 major players (Guinness Plc and Nigerian Breweries Plc) with
combined market cap value of N585bilion, representing a
market cap share of 11.79% on the Nigerian Stock Exchange

The brewery industry remain (NSE).
concentrated by Guinness and
Nigerian Breweries Though characterized by fringe players spatially distributed

across the country, the industry is a classic instance of a
duopolistic market in Nigeria. Competitive move via product
differentiation is rampant, though current level of beer
consumption in Nigeria relative to emerging market peers
presents attractive growth opportunities.

The Companies are high cash generative, stable dividend
yielders (average: 5.19%) and are excellent picks for income
portfolios. Sales and earnings are resilient and growth
potential is relatively good-looking. Profitability is gorgeous
with an average pre-tax profit margin of 20% and RoAE of
61%.

Brewery stocks are stable dividend
yielders and are excellent picks for
income portfolios

Breweries stocks are outperformers in 2009 having delivered
S 29% return outperforming the broad market by 62%. The
is limited fundamentally. Hence, . .
we are NEUTRAL on the shares of stocks are favoured by positive market sentiment but
Brewery sector in 2010. valuation appears rich on intrinsic basis and alpha generation
in 2010 is limited fundamentally. Hence, we are NEUTRAL on
the shares of Breweries sector in 2010.

...albeit, alpha generation in 2010

Exhibit 42: Breweries Sector performance, valuation and ratings

Market Cap Share Performance Valuation and ratings
Shares Price % of Div Target i
Stock ticker Outs. (bn) (N) N'bn m/arket 2008 2009 P/E P/BV Yield Prigce (D%,;jnc:?c{e)
NB 7.56 53.0 400.97 8.08% -17% 30% 13.0x  11.1x 5% 63.0 18.8%
GUINNESS 1.47 127.5 188.05 3.79% -23% 28% 15.3x 5.8x 6% 148.0 16.1%
Sector 589.02 11.87% -20% 29% 14.1x 8.4x 5.19% 17.5%
NSE ASI -45% -33% 26.0x 1.5x  5.24% 20.0%
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Nigerian banks are fundamentally
challenged and we continue to see
headwinds in 2010.

We employ the capital base of the
industry as a basis for valuation
and the picture looks everything
but attractive.

Banking: The most out-of-favor group with sell-side
analysts and investors. Cloudy short-term outlook and eroded
capital base. Nigerian banks are fundamentally challenged
and we continue to see headwinds in 2010.

Earnings outlook is continuously becoming blurred given the
extent of asset quality impairment and the expected
operating environment. In the face of this short-term
challenges to profitability, we employ the capital base of the
industry as a basis for valuation and the picture looks
everything but attractive.

If we are to be quite bullish and apply the medium-term RoAE
of 20% (5-year historical average) to extrapolate the fair

valuation of the Nigerian banking industry (represented by
the banks that scaled through the CBN-NDIC Joint Audit), we
would submit that the sector is just fairly valued with a mild
upside potential of 18%. Exhibit 43 below gives our model
output of this fair valuation. Though we acknowledge the risk
inherent in applying this valuation assumption across board
given individual banks’ earnings and capital profiles, it
nevertheless gives a fair industry valuation picture.

No doubt, the banking sector is the most elastic play on NSE
cyclical recovery knowing that it controls c.45% of the
market. Nonetheless, we are yet to be convinced that 2010
recovery of the sector will drive equity performance
substantially though we do not expect the replica of the
woeful performance recorded in 2009.

We remain NEUTRAL on the
Nigerian banking sector and will be
looking forward to seeing
convincing signals of improvement
to change our view

Hence, we remain NEUTRAL on the Nigerian banking sector
and will be looking forward to seeing convincing signals of
improvement to change our view.

Exhibit 43: Model output of fair valuation based on medium-term RoAE

Market Cap Valuation
Stock ticker Oz:sa.r(e:n) P(r;lc)e N'bn % of market P/BV Fair Price (D:’:rlii:e)
FIRSTBANK 29.01 14.1 407.54 8.21% 1.35x 11.6 -17.4%
UBA 21.56 10.8 232.81 4.69% 1.23x 9.8 -9.6%
ZENITHBANK 25.11 13.6 341.53 6.88% 0.94x 16.0 18.0%
GUARANTY 18.89 15.5 292.74 5.90% 1.55x 11.1 -28.5%
ACCESS 16.59 7.6 126.07 2.54% 0.84x 10.1 32.3%
DIAMONDBNK 14.48 7.4 107.12 2.16% 0.93x 8.9 19.9%
FCMB 16.38 7.2 117.28 2.36% 0.91x 8.8 22.4%
SKYEBANK 11.58 5.5 63.60 1.28% 0.77x 8.0 45.0%
FIDELITYBK 28.96 2.4 69.51 1.40% 0.56x 4.8 98.6%
ECOBANK 7.22 10.6 76.73 1.55% 1.20x 9.8 -7.7%
IBTC 18.75 7.5 140.07 2.82% 1.81x 4.6 -38.5%
Sector 1975.00 39.81% 0.9x 18.0%
NSE ASI 1.5x 20.0%
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We continue to think that the NSE
ASI will barely achieve
24,000points by 2010 year end,
although the path will be quite
uneven.

Our expectation on equities in 2010
is fed by Nigeria’s macroeconomic
performance, weak outlook on the
banking sector, Nigeria’s FX
position and expected corporate
earnings performance in 2010.

Potential target of the NSE Index in 2010:

Bottom-Up forecast suggests weak outlook

We believe the outlook of the key sectors analysed above will jointly
determine 80% of equity market direction in 2010. Hence, summing
up our expectations using a bottom-up approach, we continually
believe that the NSE ASI will barely achieve 25,000points by 2010
year end with weak potential for overshoots although the path will
be quite uneven. This index level implies 20% return from the 2009
closing figures.

Exhibit 44:
NSE ASI potential target by 2010 year end
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Source: Meristem Research

Five factors feed our conservative view on the return expectation of
the NSE ASI; these include Nigeria’s macroeconomic performance
(recovery), outlook of the banking sector which is domineering in
the index composition (weak, headwinds still ahead), Nigeria’s FX
position (stable) and expected corporate earnings performance in
2010.

It is noteworthy that historical returns (especially the poor
performance in the past 2 years) would have suggested that
Nigerian equities should perform very strongly in 2010, but this
would demand that we see significant positive changes to earnings
expectations (more importantly strong rebound in earnings of
Financials), sentiment readings and uptick in sell-side ratings early
enough.

Given this perspective, we continue to see headwinds in the way
of significant upward thrust of Nigerian equities in 2010.

53



/

MERISTEM January 2010
Key Performance indicators of the Nigerian equity market
Value of daily trades (N’billion), falling quarterly average Historical annual returns
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