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Amid structural reforms, sustainable payouts on the horizon

We initiate our coverage on NPL with a BUY call and target price of PKR 43.10/sh.
Our proposed investment thesis is focused on structural reforms being undertaken
by the State to curb circular debt in the power sector. The government has taken
prudent steps towards easing receivable accumulation through subsidies and
timely pass through of quarterly adjustments to end consumers. This has provided
much needed room to the company to manage its working capital effectively via
internal cash generation. Settlement of overdue receivables will alleviate liquidity
concerns, allowing for higher distributions to investors.

Increased dividend payout on back of fiscal support and reforms: Although buildup
of power sector circular debt is expected to continue, however, with the State
committed to clearing its dues and with IMF mandated reforms being undertaken
to increase cash collection from end consumers, we expect NPL's cash generation
to improve over the long-run. Note that PKR310 billion has been earmarked for
IPPs in the national budget for FY24 (3.3% of target tax receipts). This would help
toward decelerating the accumulation of circular debt, giving NPL the flexibility to
increase its distribution to investors. We anticipate a dividend yield of 18.7% in
FY24.

Margins remain steady in face of declining load factor: In 5SMFY24, NPL generated
231GWh of electricity, a 25% decline from the corresponding period last year. This
decline can be attributed to seasonal effects and subdued demand and NPL'’s lower
rank in the NTDC merit list. Furthermore, RFO based generation continues to shrink
as the generation mix shifts towards more cost-effective sources i.e. renewables
and coal. NPL has held its ground in terms of profitability by the virtue of its power
purchase agreement (take or pay basis) which guarantees it income that includes
the 17% ROE component even if its capacity is not utilized. In FY24, we estimate it
to receive Rs 4.06bn of capacity payments (PKR 11.48/sh).

The plant’s average utilization in FY23 was 31.4%. The capacity utilization of the
plant has been relatively higher compared to that of its peers in an environment
where RFO based generation is on decline. This is owing to its reciprocating engine
technology that offers flexible dispatch with minimum maintenance penalties.
Hence in times of peak demand from the power purchaser, it can address shortfalls
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with ease. Moreover, after the expiry of its contract with Wartsila, operation &
maintenance related activities have been moved inhouse allowing it to reap higher
OEM savings. This however has been impacted by OEM savings being shared on
50:50 basis with the power purchaser. Below is the EPS impact of OEM savings
expected at different utilization levels.

Figure 1

Scenario Analysis

Capacity Utilization 0% 35% 60%
EPS Impact/sh 0.56 1.37 1.94

Source: Company Accounts, Alfalah CLSA Research

Lower oil prices to be a boon: The plant is the third plant commissioned under the
2002 policy. Demand destruction and build-up of U.S inventories has been putting
a downward pressure on global crude oil prices. If the oil prices were to fall below
the USD60/bbl benchmark, furnace oil offtake by the power sector would increase
as it would rank higher in the dispatch merit order. This has the potential of
increasing NPL's capacity utilization resulting in increased earnings, should it
increase its fuel efficiency above the 45% benchmark.

Shift to market model: What to expect? Going forward, the power sector is
expected to shift from a single buyer model to a wholesale market model where
multiple buyers and sellers can engage in bilateral contracts. NPL has agreed once
CTBCM model is implemented, its power purchase agreement basis will be
amended from “take or pay” to “take and pay” which would render capacity
payments redundant as revenue will be incumbent on the offtakes agreed. This can
go in different directions for NPL i) it can negotiate to lock in a portion of its
capacity payment structure retaining some elements of the “take or pay” provision.
ii) acquire license to sell to bulk power purchasers or negotiate an industrial
wheeling arrangement

Penal income from overdue receivables: NPL's net receivable position as of
1QFY24 is PKR17.6 Bn (PKR 49.70/sh). With interest rates at its highest, NPL has
been able to rake in higher delayed payment markup on its receivables, this has not
only mitigated the finance costs emanating from its short-term borrowing line but
also contributed positively towards bottom-line growth. However, we anticipate
interest rate cuts from Mar'24 would impact the income received (FY24E:
PKR5.55/sh vs FY23: Rs 6.2/sh)

Recommendation: NPL is currently undervalued and trading at a forward P/E of
2.23x making it an intriguing opportunity for investors. It is characterized by
substantial dividend, with consistent dividend growth throughout its life cycle,
making it an excellent opportunity for income focused investors. We highlight a
BUY call on the scrip with Dec-24 target price of PKR43.10/sh offering a 34%
upside from the previous close. Together with its dividend yield, annual return is
53%.

23 January 2024

sarah.khurshid@alfalahclsa.com 2



M Alfalah
CLSA

Upside Risk

Downside Risk
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Figure 2

Financials Snapshot

Year till 30 Jun FY22 FY23 FY24E FY25E FY26E
EPS 9.4 11.6 13.5 12.4 114
P/E 3.43 2.78 2.38 2.59 2.81
DPS (PKR/sh) 45 5.0 6.0 6.0 6.0
Div. Yield 14.0% 15.5% 18.7% 18.7% 18.7%
P/BV 0.41 0.38 0.35 0.33 0.31
ROA 10.4% 12.6% 14.8% 12.7% 11.0%
ROE 12.3% 14.1% 15.3% 13.1% 11.3%

Source: Company Accounts, Alfalah CLSA Research

Key methodology and triggers: NPL's Dec-24 Target price of PKR43.10/sh is based
on the Dividend Discount Model.

Q Strong operating performance in line with NEPRA's stated benchmarks,
increasing efficiency gains

Lower exposure to circular debt due to sovereign cash injections
Unfavorable terms and conditions under the competitive trading agreement

Acceleration of circular debt accumulation

o O 0O O

Increasing shift towards renewables and alternative sources of power of
generation will result in the plant further sliding down the merit order

O Volatility in international crude prices, hindering capacity utilization
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Analyst certification

The research analyst(s) involved in the preparation of this report, certifies that (1) the views expressed
in this report accurately reflect his/her personal views about all of the subject companies/securities and
(2) no part of his/her compensation was, is or will be directly or indirectly related to the specific
recommendations or views expressed in this report. Furthermore, it is stated that the research
analyst or any of its close relatives do not have a financial interest in the securities of the subject
company aggregating more than 1% of the value of the company. Additionally, the research analyst
or its close relative have neither served as a director/officer in the past 3years nor received any
compensation from the subject company in the past 12 months.

Important disclosures/disclaimers

The report has been prepared by Alfalah CLSA Securities (PVT) LTD. (Formerly Alfalah Securities (PVT)
LTD) and is for information purpose only. The information and opinions contained herein have been
compiled or arrived at based upon information obtained from sources, believed to be reliable and in
good faith. Such information has not been independently verified and representation expressed or
implied is made as to its accuracy, completeness or correctness. All such information and opinions are
subject to change without notice. Descriptions of any company or companies or their securities
mentioned herein are not intended to be complete and this document is not, and should not be
construed as, an offer, or solicitation of an offer, to buy or sell any securities or other financial
instruments.

Research Dissemination Policy

Alfalah CLSA Securities (PVT) LTD. (Formerly Alfalah Securities (PVT) LTD) endeavours to make all
reasonable efforts to disseminate research to all eligible clients in a timely manner through either
physical or electronic distribution such as mail, fax and/or email. Nevertheless, not all clients may receive
the material at the same time.

Company Specific Disclosures

Alfalah CLSA Securities (PVT) LTD. (Formerly Alfalah Securities (PVT) LTD) or any of its officers and
directors does not have a significant financial interest (above 1% of the value of the securities) of the
subject company. However, BAFL and IFC, being associates of Alfalah CLSA Securities (PVT) LTD.
(Formerly Alfalah Securities (PVT) LTD), may trade or have significant financial interest, under normal
course of business, in the subject company from time to time. Alfalah CLSA Securities (PVT) LTD.
(Formerly Alfalah Securities (PVT) LTD) may, to the extent permissible by applicable law or regulation,
use the above material, conclusions, research or analysis in which they are based before the material is
disseminated to their customers. Alfalah CLSA Securities (PVT) LTD. (Formerly Alfalah Securities (PVT)
LTD), their respective directors, officers, representatives, employees and/or related persons may have
a long or short position in any of the securities or other financial instruments mentioned or issuers
described herein at any time and may make a purchase and/or sale, or offer to make a purchase and/or
sale of any such securities or other financial instruments from time to time in the open market or
otherwise. Alfalah CLSA Securities (PVT) LTD. (Formerly Alfalah Securities (PVT) LTD) may make
markets in securities or other financial instruments described in this publication, in securities of issuers
described herein or in securities underlying or related to such securities. Alfalah CLSA Securities (PVT)
LTD. (Formerly Alfalah Securities (PVT) LTD) may have recently underwritten/or in the process of
underwriting the securities of an issuer mentioned herein. Alfalah CLSA Securities (PVT) LTD. (Formerly
Alfalah Securities (PVT) LTD) may also have provided/providing advisory services to the issuer
mentioned herein.

Rating System

Alfalah CLSA Securities (PVT) LTD. (Formerly Alfalah Securities (PVT) LTD) uses a 3-tier rating system
i.e Buy, Hold and Sell, based on the level of expected return. Time horizon is usually the annual financial
reporting period of the company. A Buy rating is assigned to any company when its total return exceeds
15%. A Sell rating is issued whenever total return is less than 0% and for return in between the 2 ranges,
Hold rating is meted out. Ratings are updated on a daily basis and can therefore change accordingly.
They can change because of a move in the stock's price, a change in the analyst's estimate of the stock's
fair value, a change in the analyst's assessment of a company's business risk, or a combination of any of
these factors.
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