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SAFCO 
Overweight  Fertile grounds for investing 
Last traded Price (SR) 92.25

12-month target price (SR) 113.0

Potential upside/downside (%)  ↑ 22.5

 Saudi Arabian Fertilizers Company (SAFCO), a producer of urea and ammonia,

capitalizes on Saudi Arabia’s cheap feedstock sources to generate high margins and 

profitability. SAFCO’s ability to generate significant free cash flows makes the company 

an excellent dividend play for investors 

 Stock details 
 

 Financials 

52-week range H/L (SR) 270/64  2007 2008 2009E 2010E 2011E CAGR 08-11
Market cap ($mn) 6,158 Revenues SR mn 3,105 5,236 2,722  3,706  3,954 (8.9)

Shares outstanding (mn) 250 EBITDA SR mn 2,448 4,576 2,147  3,109  3,345 (9.9)

Listed on exchanges Tadawul  Net income SR mn 2,209 4,280 1,932  2,962  3,217 (9.1)

Price perform (%) 1M 3M 12M EPS SR 8.8 17.1 7.7  11.8  12.9 

Absolute 2.2 2.8 (50.5) Total debt SR mn 975 826 590  353  116 
Rel. to market (5.4) 4.6 (2.9) Equity SR mn 6,014 8,034 7,505  8,753  9,808 6.9

Avg daily turnover (mn) SR US$ EBITDA margin % 78.9 87.4 78.9  83.9  84.6 
3M 73 20 Net margin % 71.2 81.7 71.0  79.9  81.4 
12M 142 38 Adjusted ROE ^ % 39.3 68.1 28.3  38.4  37.0 

Reuters code 2020.SE
 Source: Company, NCBC Research estimates     

^ Under the new standard in KSA, proposed dividends remain part of equity until approved in the general annual meeting. We deduct the 
proposed dividends in our calculation of ROE and ROA as we believe this is a better parameter of profitability 

Bloomberg code SAFCO AB  
Website www.safco.com.sa  

 Valuation multiples 

 08 09E 10E
P/E (x)  5.4  11.9  7.8 

P/B (x)  2.9  3.1  2.6 

EV/EBITDA (x)  5.7  12.3  8.5

Div yield (%)  14.1  5.9  9.0 

Source: NCBC Research estimates 
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• Sustainable profitability: Despite a 62% decline in urea prices since Q3 08, SAFCO’s

2009 EBITDA margin is expected to be 78.9%, twice that of peers. Even if urea prices were 

to decline by a further 65% from current levels, the company would still break-even  

• A cash cow business: SAFCO has been able to generate significant free cash flows 

(FCF) and we expect this to continue in the forecast period, driven by high margins, a short 

cash conversion cycle, and low capex requirements. We expect SAFCO to generate 

SR1.7bn in FCF (62% of sales) in 2009 

• Dividend play: The company’s ability to generate healthy cash flows has historically 

resulted in generous dividend payouts (SR13 per share or 76% payout in 2008). Going 

forward, we expect the company to maintain a 70% payout. Dividend per share is forecast 

at SR5.50 and SR8.25 in 2009 and 2010 respectively, translating into 5.9% and 9.0%

dividend yields. This value is not captured in our upside potential 

• Demand fundamentals intact despite the global crisis: The demand for SAFCO’s 

fertilizers stems from agricultural production. Given the low sensitivity of food consumption 

to business cycles, we expect growth in agricultural production to remain intact despite the 

current global crisis. The International Fertilizers Association’s (IFA) latest data indicates 

that demand for nitrogen-based fertilizers grew 0.5% in 2H-08   

• SAFCO’s ROE and net margins will remain high despite earning declines: We expect 

earnings to drop by 55% from SR17.1 per share in 2008 to SR7.7 per share in 2009, 

dragged by an estimated price-driven decline in sales of 48.0%. However, a superior cost 

structure will enable SAFCO to sustain its net margin at around 71.0%, translating into a 

28.3% ROE 

• We initiate coverage with an Overweight rating and a 12-month price target of SR113 with 

an expected upside potential of 22.5%. As an important dividend play in the Saudi market, 

SAFCO’s expected 12-month total return, including dividend, is 28.9% 
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Investment scenarios 
 
 
 
 

Historical and expected price performance (three scenarios)  
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Price Target   

SR113.0 

Weighting DCF base case, residual earnings and justified P/B in 
the ratio 50/25/25. Justified P/B uses 2009 and 2010 estimated 
book value and residual earnings assume a sustainable ROE of 
34%. We assume a terminal growth of 2.0% and cost of equity of 
11.42% 

 

DCF Bull Case 
SR181.0 

Tight supply-demand condition continues in the future creating an
upward pressure on prices by 20% higher than our base case 
scenario. We also factor in an increase in urea production capacity
by 900,000 tons per year coming on stream in 2013 

 

DCF Base Case 
SR117.0 

Urea and ammonia prices decline marginally during 2009,
compared with current levels, before rising in 2010, due to strong 
demand fundamentals. We base our price forecast on the price of
oil futures. Utilization is assumed to decline by 13% in 2009 
compared with 2008 

 

DCF Bear Case 
SR85.0 

Prices decrease even further throughout 2009 and 2010 as a result
of the global economic recession. In this scenario, we assume that 
oil prices will drop to USD25 in 2009 and average around USD35 in 
2010. Moreover, we assume a decline in utilization by 20% 
compared with 2008 in addition to a rising risk premium 

 

Fertilizer prices and utilization rates are key value drivers  
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Why Overweight? 

• Structural demand drivers. Food consumption is 
expected to grow despite the current global crisis, 
translating into rising demand for fertilizers 

• A cash cow in a cash hungry market. SAFCO 
will remain a cash cow business despite the 
earnings decline, given a short, cash conversion 
cycle and limited future capital expenditure 
requirements 

• Attractive dividend yield. High free cash flows 
have allowed SAFCO to make high dividend 
payouts, which exceeded 75% over the past few 
years. Going forward, SAFCO is expected to 
maintain a 70% payout ratio, resulting in a 
dividend yield of 5.9% in 2009 and 9.0% in 2010  

• Markets priced in the bad news: Although we 
expect a significant decline in sales and earnings 
in 2009, we believe the market has overreacted, 
and current prices are attractive 

Key value drivers 

• Unmatched cost structure. Fertilizer producers 
globally secure feedstock at more than 500% of 
the cost SAFCO enjoys, enabling the company to 
generate high returns even in down cycles 

• A dividend play even in turbulent times. High 
dividend yield is an important source of return on 
investment which is not captured by the upside 
potential of the company 

Potential risks 

• Continued decline in fertilizer prices: Urea and 
ammonia prices are highly sensitive to change in 
prices of oil and natural gas. A more-than-expected 
decline in oil and natural gas prices could lead to 
realizations declining even beyond our expectations 

• Excess supply of fertilizers. An excess supply 
could put pressure on pricing, especially if the 
current economic slowdown persists. However, 
industry data indicates that 10% of capacity was 
shutdown as the least efficient producers are not 
able to cover their costs at current prices 

• Weakness in market sentiment: Potentially 
negative market sentiment, triggered by more-
than-anticipated weakness in Q1-09 earnings of 
publicly traded companies, could have a negative 
systematic impact on SAFCO’s market price 

Potential catalysts 

• SAFCO owns the land of the Dammam plants, 
which are in a prime residential and commercial 
location. The closure of the Dammam plants 
can unlock further value 

• Faster-than-expected global economic recovery can 
push prices of oil and natural gas to higher levels, 
which will support higher urea and ammonia prices 

• Announcement of higher dividends than expected 
can have a positive impact on market price 
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Investment view 

Investment thesis  
• SAFCO’s focus on nitrogen-based fertilizers: Since the 1960s, SAFCO has leveraged 

its competitive advantage in urea and ammonia production in its plants in Jubail and 

Dammam, both in the Eastern Province of the Kingdom of Saudi Arabia (KSA). With an 

estimated production capacity in 2008 of 2.2mn tons of ammonia, 2.5mn tons of urea, 

130,000 tons of sulfuric acid, and 15,000 tons of melamine, the company’s strategic focus 

is on nitrogen-based fertilizers.  

In H2 2008, demand for nitrogen-based fertilizers increased by 0.5% despite the current 

global crisis. The IFA estimates demand to rise at 3.9% per annum between 2008 and 

2012, driven by growth in agricultural production. Structural drivers contributing to this 

growth are: historically low levels of grain stocks and stock-to-use ratio; growing population 

and changing diets, coupled with continued growth in urbanization rate in developing 

countries; and diminishing arable land per capita.  

• Sustainable margins due to competitive cost structure: SAFCO’s competitive 

advantage lies in its exceptional cost advantage due to low feedstock cost. Natural gas is 

supplied to SAFCO by Saudi Aramco at a fixed price of USD0.75/MBTU in contrast to the 

current global natural gas price of USD3.76/MBTU. Additionally, SABIC’s control over the 

company (SABIC owns 42.9%) gives SAFCO the benefit of operating synergies with 

SABIC in sales, distribution, procurement, R&D and other operational areas.  

Interestingly, it would take more than 65% of additional decline in urea/ammonia prices 

from current levels for SAFCO’s margins to drop to break-even levels. 

Exhibit 1:  Prices would have to decline a further 65% for SAFCO to drop to break-even 
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Source: Company, NCBC Research estimates 

• Despite the expected decline in earnings, cash flows will remain healthy: SAFCO has 

historically been a cash cow business, driven by high margins, a short cash conversion 

cycle, and low capital expenditure requirements. We expect this to continue in the forecast 

period. Although the company had earlier announced plans to expand its urea and 

ammonia production capacity (SAFCO V) and to establish a JV with HADEED (subsidiary 

of SABIC) to produce flat steel, we believe these projects will be delayed. Announced 

dividends for 2008 representing a 78% payout ratio, reinforces our view. 
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I NV ES T M E N T V I EW  

SAFCO’s cash flows have been growing over the past few years owing to sales growth and 

an absence of significant investments. Thus, the expected decline in 2009 sales will have a 

negative impact on cash flows from operations. 

Exhibit 2:  SAFCO expected to maintain high cash flows 
 Unit 2007 2008 2009E 2010E 2011E 2012E
EBITDA SR mn 2,448 4,576 2,147  3,109  3,345 3,232 

FCF SR mn 2,444 4,393 1,692  2,454  2,943 2,904 

EBITDA % 78.9 87.4 78.9  83.9  84.6 79.0 

FCF % 71.2 81.7 71.0  79.9  81.4 76.0 

Source: Company, NCBC Research estimates 

Despite the estimated decline in 2009 over 2008, our 2009 estimates are still in line with 

the long term company performance trend, as we regard 2008 to be a highly exceptional 

year as prices of urea and ammonia recorded new highs in 2008. 

• Strong dividend yield: With high free cash flows, SAFCO has been able to maintain a 

high dividend payout ratio. In 2008, SAFCO declared SR13 per share dividend due to 

exceptionally high earnings driven by an abnormal increase in fertilizer prices. As a result 

of the expected decline in earnings and cash flows, we expect dividends to decline in 2009 

relative to 2008, but still higher than 2007. 

Accounting for the expected drop in earnings due to the decline in urea and ammonia 

prices, we still estimate the company to pay SR5.50 in 2009 and SR8.25 in 2010. At 

current market price, this translates into a dividend yield of 5.9% in 2009 and 9.0% in 2010.  

Exhibit 3:  SAFCO expected to maintain a high dividend payout 
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^ Per share data has been adjusted for stock splits and capital increases 

• The market has already discounted the decline in earnings: SAFCO underperformed 

the index as its price declined by 66% since June 2008 versus a decline of 52% of the 

TASI. SAFCO’s price performance had been closely tracking the TASI up to 2008. In 2008, 

SAFCO’s performance diverged from the index and followed urea price movements.  

Urea prices in December 2007 averaged USD391 per ton, which increased significantly by 

102% to reach USD792 per ton in August 2008. The stock price reflected that movement, 

rising by 70% to its peak level. Since August 2008, fertilizer prices have collapsed 

(ammonia and urea declined 68% and 62% respectively), and the stock price too has fallen 

significantly. 
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I NV ES T M E N T V I EW  

Exhibit 4:  Stock price movement vis-à-vis TASI and urea prices 
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• On a comparative basis, SAFCO is trading at a discount relative to peers despite the fact 

that SAFCO’s EBITDA margin is double the industry average. Currently, SAFCO trades at 

an EV/EBITDA (TTM) of 5.7x, a 15% discount relative to global peers. Due to the 

company’s superior profitability, we believe the company should be trading at premium 

rather than a discount. 

Exhibit 5:  EBITDA margin justifies a higher EV/EBITDA multiple 
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• In summary, SAFCO is a high margin company with significant operating cash flows that 

translates into high dividend payouts. We believe the market has unfairly punished SAFCO 

,driving the company’s price to attractive levels. We initiate coverage with an Overweight 

rating and a 12-month price target of SR113,  an expected upside potential is 22.5%. As 

an important dividend play in the Saudi market, SAFCO’s expected 12-month total return 

including dividend is 28.9%. 
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Investment risks  
• Continued decline in fertilizer prices: SAFCO’s sales and income are sensitive to 

changes in fertilizer prices. Urea and ammonia prices have declined by 62% and 68%, 

respectively, since August 2008, which will significantly impact 2009 results. Although we 

have factored in these declines in the prices, a more-than-anticipated decline in prices 

offers potential downside risk to our estimates  

Our base case factors in a marginal decline in 2009, compared with current prices. 

However, we expect prices to stabilize by the end of 2009 and improve in 2010. Strong 

structural demand drivers, which are not expected to be significantly affected by cyclical 

factors, give us comfort in the long-term prospects of fertilizer prices. IFA estimated an 

increase in nitrogen-based fertilizer in H2 2009 despite the current crisis. 

• Unexpected surge in supply can create excess capacity in the industry: IFA expects 

an annual growth in urea supply of around 5%, compared with 3.9% on the demand side, 

in 2008-12. If supply rises to a level that creates significant excess supply in the market, 

both prices and utilizations will be negatively affected 

In 2008, the urea demand-supply situation was tight, which pushed many producers to 

operate at full capacity. The tight supply situation resulted in unprecedented price levels 

during the year. As a result, even if supply grows faster than demand (as forecast by IFA), 

excess supply will only reach 2.2% of demand by 2012; this is not a source of concern. In 

addition to that, we believe the more-than-proportionate decline in fertilizer prices relative 

to oil and natural gas would serve as entry barriers and marginalize the least efficient 

producers. Industry sources indicate that more than 10% of ammonia capacity has been 

shutdown since the beginning of the global economic crisis.  

• Decline in prices of related commodities: Fertilizer-related commodities mainly include 

energy commodities (oil and natural gas) and agricultural commodities (especially grains). 

Further decline in oil and natural gas prices will have a positive impact on the cost base of 

international producers, effectively increasing available capacity in the industry by allowing 

the least efficient producers to resume production. Moreover, due to the high correlation 

between fertilizer prices and oil and natural gas, this might have a negative impact on 

SAFCO’s revenues 

Fertilizer prices represent a small portion of the farmers’ cost structure, which makes 

demand for fertilizers relatively inelastic. However, further decline in agricultural price might 

increase the fertilizer cost impact on farmers, which could lead to higher elasticity of 

demand, resulting in pressure on fertilizer prices. 

• Q1 09 earnings results and weakness in market sentiment: Lower-than-anticipated 

earnings of SAFCO or a number of large cap companies (especially heavyweights such as 

SABIC) can trigger negative market sentiment, which could potentially affect SAFCO’s 

price. It is important to note, however, that SAFCO’s value stems from the long term 

structural drivers of food consumption rather than mere cyclical drivers  
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Valuation 

Blended valuation 
We employ three valuation models to arrive at fair value: 

• Discounted cash flow 

• Residual earnings model 

• Justified Price-to-Book (P/B) 

Assigning 50% weight to DCF, 25% to residual earnings (surplus ROE) and 25% to the justified 

P/B, we estimate a 12-month price target of SR113.0, or 22.5% adjusted upside potential. 

Adding 2009 dividend yield to the upside potential results in an estimated total return of 28.9% 

over the next 12 months. 

Exhibit 6:  SAFCO – blended valuation 
Valuation approach Unit Price Weight (%)
Discounted cash flow SR 117.0 50.0 

Residual earnings (surplus ROE) SR 110.0 25.0 

Justified P/B-09 SR 110.0 25.0 

Target share price SR  113.0 

Adjusted upside potential % 22.5 

Source: NCBC Research estimates 

Cost of capital and terminal growth 
We estimate cost of equity of SAFCO to be 11.42%, based on the following assumptions: 

• Risk-free rate based on US 10-year Treasury yield of 2.69% (as of April 2009) 

• Adjusted beta 1.10 (based on weekly returns from Apr 07 to Apr 09 versus TASI) 

• Equity market risk premium for the US of 8.5% and adjustment by 2.1% for Saudi Arabia, 

resulting in a Saudi market risk premium at 10.6%. 

Exhibit 7:  Weighted average cost of capital 
 Unit 
Market risk premium % 10.6

Beta - 1.10

Risk free rate % 2.69

Cost of equity % 11.42

Debt-to-Capital ratio % 4.0

Cost of debt (after zakat) % 4.8

Weighted average cost of capital % 11.18

Source: NCBC Research estimates 

Beyond our forecast horizon, we assume 2.0% terminal growth rate, which is in-line with the 

long-term inflation rate and significantly lower than theoretical growth (ROE* retention ratio) 

which stands at 8.21%. 
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V A LU A TI O N  

Discounted cash flow 
SAFCO’s free cash flows are expected to decline from 2008 levels because of a realization-

driven decline in sales. The company has significant holdings in companies which have 

historically generated dividend income (reaching 100mn in 2008). Due to lack of visibility and on 

a conservative basis, we assume no dividend income from these holdings. Our base case 

EBITDA and CAPEX forecasts assume that both SAFCO 5 and Hadeed JV will not materialize. 

If both or any of these projects go through, our price target will have an upside risk.  

The table below shows our DCF valuation summary in which we include detailed forecasts for 

2009-14 and assume a 2.0% growth thereafter. We adjust the enterprise value for cash (less 

proposed dividends), investments (book value), debt and debt-like items, to arrive at the fair 

value of equity. 

Exhibit 8:  Discounted cash flows (DCF)  
 Unit 2009E 2010E 2011E 2012E 2013E 2014E
EBITDA SR mn  2,147 3,109  3,345  3,232 3,266 3,299 

Change in working capital SR mn  (164.3)  (342)  (90)  10  (14)  (13)

Zakat paid   (49)  (76)  (82)  (79)  (81)  (82)

Capital expenditure SR mn  (311)  (311)  (311)  (311)  (311)  (311)

Dividends income SR mn - - - - - -

Others SR mn 64 73  81  52 67 81 

Free cash flows (FCFF) SR mn 1,686 2,454  2,943  2,904 2,926  2,974 

PV of FCFF SR mn 10,840   

Discounted terminal value SR mn 17,492   

Enterprise value SR mn 28,332   

Cash (less proposed dividends) SR mn 2,168   

Investments SR mn 241   

Debt and debt-like SR mn  (1,494)   

Equity value SR mn 29,247   

Shares outstanding Mn 250   

Fair value per share SR 117.0   

Source: NCBC Research estimates 

We run a sensitivity analysis of the DCF valuation to our Weighted Average Cost of Capital 

(WACC) and terminal growth rate assumptions, as summarized in the table below.  

Exhibit 9:  Sensitivity of DCF to changes in WACC and terminal growth rate 

   WACC (%) 
  9.0 10.0 11.18 12.0 13.0 

1.0  120   115   109   106   101  

1.5  124   119   113   109   105  

2.0  129   123   117   113   108  
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2.5  134   128   121   117   112  

Source: NCBC Research estimates 
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Residual earnings model (Surplus ROE) 
An important factor while making an investment decision is to identify companies that would be 

able to generate positive returns for shareholders in a deteriorating business environment. We 

believe the residual earnings valuation model captures that angle. In addition to that, the 

residual earnings model captures the profitability angle of the business which is not captured by 

the DCF. Residual earnings represent economic profit available to shareholders after covering 

all costs including opportunity cost. Thus we give it a 25% weight in our blended valuation. We 

assume a terminal growth rate of 2.0% and 11.42% cost of equity. 

The table below summarizes our residual earnings valuation results. The residual earnings 

model discounts excess (or residual) income on the cost of equity and adds the current book 

value of equity, to arrive at the fair value of equity. Excess income is defined as (net income – 

Beg. book value of equity x cost of equity).  

Exhibit 10:  Summary of residual earnings (surplus ROE)  
 Unit 2009E 2010E 2011E 2012E 2013E 2014E
Net income SR mn  1,932 2,962  3,217  3,110 3,159 3,209 

Adjusted equity balance ^ SR mn  6,284 6,828  7,717  8,682 9,615 10,563 

Equity cost SR mn  718 780  881  992 1,098 1,207 

Residual earnings SR mn  1,214 2,182  2,335  2,118 2,061 2,002 

Discounted terminal value SR mn 11,955   

PV of residual earnings SR mn 8,609   

Book value of equity ^ SR mn 6,828   

Equity value SR mn 27,393   

Shares outstanding Mn 250   

Fair value per share SR 110.0   

Source: NCBC Research estimates 
^ Book value of equity less proposed dividends 

Justified P/B model 
We arrive at a justified P/B of 3.4x assuming sustainable ROE of 34%, retention ratio of 30% 

(70% dividend payout), 2.0% growth rate and cost of equity of 11.42%. We use end of 2009 and 

2010 estimated book value per share to arrive at a 12-month price target of SR110 per share 

and we assign 25% weight to this method in our blended valuation. The following table depicts 

our calculation of the justified P/B. We use the simple average of both P/B-2009 and P/B-2010 

in our blended valuation. 

Exhibit 11:  Justified P/B  
  2009 2010
Sustainable ROE  34 34

Retention ratio  30 30

Terminal growth rate  2.0 2.0

Cost of equity  11.42 11.42

Justified P/B  3.4 3.4

Book value per share  30.0 35.0

12-month price target  102.0 119.0

Source: NCBC Research estimates 
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Current ownership structure 
SABIC and GOSI have a 56.2% stake in SAFCO. Since 70% of SABIC is owned by Saudi 

Government agencies, indicating a total direct and indirect ownership (incorporating both SABIC 

and GOSI) of 43.5% by the KSA Government-related organizations in SAFCO. 

Exhibit 12:  SABIC is the largest shareholder  

SABIC, 42.9%

GOSI, 13.5%

Others, 43.6%

Source: Tadawul, NCBC Research 

Ownership restriction/ accessibility 
• Investors residents in Saudi Arabia No restrictions 

(Saudi/GCC/Foreigners): 

• GCC investors not resident in Saudi Arabia: No restrictions 

• Non-GCC (foreign) investors: Allowed only through swaps 
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Business background 

Corporate history 
SAFCO was established in 1965 under a Royal Decree with a capital of SR100mn. The 

ammonia/urea plant in Dammam started commercial production in March 1970. In 1979, 

SAFCO started a sulfuric acid plant with a capacity of 100,000 tons per year, and in 1983 a 

melamine plant with an annual capacity of 20,000 tons. 

Between 1993 and 2007, the company focused more on the nitrogen fertilizer industry, setting 

up several plants in Jubail Industrial City, including the SAFCO IV plant, which commenced 

operations in April 2007.  

Current business profile 
SAFCO owns ammonia and urea plants, with operations in the Eastern Province of the 

Kingdom. The company has two revenue segments; Fertilizers and Others. The Fertilizers 

segment represents sales of ammonia and urea and the Others segment comprises sales of 

melamine and sulfuric acid. 

Until Q3 08, SAFCO operated out of the facilities in Jubail and Dammam. In Q3 08, the 

company announced closure of Dammam plant due to Royal Decree No. 258 enforcing 

environmental regulations. Note that when originally set up in 1970s, the plant was outside 

Dammam. Since then, urbanization has resulted in SAFCO’s plant being located in the city, thus 

coming under pressure to shut down. The closure will reduce SAFCO’s production capacity by 

around 11%. 

The Dammam plant is located on prime land adjacent to a residential area, King Faisal 

University, the Chamber of Commerce, Al Yaum Newspaper offices and is close to the 

Dammam-Khobar highway (the primary highway linking Dammam and Khobar). 

Exhibit 13:  Dammam plants are in a prime residential and commercial location 

 

Source: NCBC Research 

The Dammam production facilities had an annual production capacity of 202,000 tons of 

ammonia, 330,000 tons of urea, 100,000 tons of sulfuric acid, and 20,000 tons of melamine. 

The company closed all the facilities, except for the sulfuric acid plant, which we believe will be 

used primarily for internal consumption, until 2012. 
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The natural gas allocated to the Dammam plants will be supplied to Ar-Razi (a SABIC 

subsidiary) to produce methanol. The details of the revenue and costs sharing arrangements 

are not available and we have not incorporated the agreement in our model.  

In 2008, Asian customers comprised 50% of total sales (40% in 2007) followed by the Americas 

and Australian, which formed 19% and 18% of total sales respectively. From our discussions 

with the management and based on analysis of quarterly results, we conclude that SAFCO 

diversified its customer base geographically to de-risk its revenue profile from 

seasonality.  

Exhibit 14:  Product mix and  geographical sales breakdown 
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11%

Sales volume breakdown - 2007

Africa & Middle 
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50%

Australia
18%

Domestic
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Sales geographical breakdown - 2008

Source: Company, NCBC Research 

Product portfolio 
SAFCO has been producing ammonia and urea in its plants in Jubail and Dammam. These 

accounted for 97% of sales, with melamine and sulfuric acid accounting for the balance. With 

the company’s plant closure of the Dammam melamine and sulfuric acid will have no 

contribution to the company’s sales mix.  

Production capacity declined from Q3 08 onwards following the closure of the Dammam plant. 

However, sulfuric acid is still produced in Dammam mainly to satisfy internal requirements of 

SAFCO and SABIC; we expect the company to cease sulfuric acid production from 2012. 

Exhibit 15:  Capacity falls with the Dammam plant closure 
  Unit Before Dammam closure After Dammam closure

Ammonia Tons 2,300,000 2,098,000 

Urea Tons 2,600,000 2,270,000 

Sulfuric acid Tons 130,000 130,000 

Melamine Tons 20,000  -

Total Tons 5,050,000 4,498,000

Source: NCBC Research estimates 

We expect production volumes to fall 19% Y-o-Y in 2009. This decline is attributed to the 

Dammam plant closure and to an expected drop in capacity utilization rate.  

Historically, SAFCO has maintained utilization rates above 100%. As highlighted earlier, 

consumption of nitrogen-based fertilizers grew marginally in H2 08 despite the global crisis. 

Thus, while we expect SAFCO to maintain a high utilization rate as the company can remain 

profitable even at much lower prices; we prefer to remain on the conservative side in the current 
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global environment. Hence we incorporate in our model a decline in utilization levels in 2009 

onwards.  

Exhibit 16:  Declining output due to plant closure and lower utilization rate 
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^ 2008 utilization is adjusted for maintenance to reflect the sustainable operating rate of SAFCO 

Announced expansion projects 
The company announced two projects; SAFCO 5 and the HADEED JV. However, these projects 

are laden with significant uncertainty and we believe they will not materialize in the foreseeable 

future, given the current investment environment. We provide in this section a description of 

these projects, given the upside risk potential these projects have.  

SAFCO 5 

SAFCO announced the SAFCO 5 project in 2007 as part of a plan to capitalize on its cost 

competitive advantage of cheap feedstock. Initially, SAFCO 5’s CAPEX was estimated at 

SR1.88bn and the project was expected to add 1.2mn tons of ammonia along side 1.5mn tons 

of urea in 2011. Natural gas was allocated by Saudi Aramco, the state-owned national oil 

company in the Kingdom. Currently, we believe Saudi Arabia has a shortage of additional 

natural gas allocation for fertilizers as well as petrochemical projects. It is likely that this planned 

project is part of the Government’s strategy to create an incentive for companies to move 

towards downstream projects that will create higher value added products for the economy. We 

expect Aramco to be reluctant to increase the natural gas allocation, which will limit the 

company’s ability to go ahead with the project.  

Even in our best case scenario it is difficult to assume that SAFCO will be able to secure 

additional natural gas for the ammonia plant, thus we assume that SAFCO will go ahead with 

the urea expansion, but not the ammonia plant. However, since approximately 0.58 tons of 

ammonia is needed to produce one tons of urea, we estimate that the maximum urea capacity 

is 900,000 tons per annum, which will consume all of SAFCO’s production of ammonia, bringing 

ammonia sales to zero. CAPEX for the additional urea capacity is expected to be around 

SR1.0bn. We assume the capacity to come on stream in 2013 with 50% utilization and 90% 

utilization in 2014 
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HADEED JV 

SAFCO announced in July 2008 that it signed a 50:50 JV with HADEED to produce 1.7mn 

metric tons of flat steel as part of SAFCO’s diversification plans. Natural gas will be taken from 

the company’s quota for Dammam plant that was closed by the end of Q3 08. According to the 

company, additional natural gas quota was secured.  

Based on discussions with management, we understand that the plan was to start production in 

four years. However, due to the huge decline in steel prices and the recent collapse in demand 

owing to the global economic slowdown, we believe that the company is likely to put this project 

on hold. We have not incorporated the project in our forecasts. 

SAFCO’s significant holdings 
SAFCO holds 50% of Ibn Al-Baytar (JV with SABIC) and minority stakes in other companies 

that are treated as available for sale items. SAFCO does not consolidate Ibn Al-Baytar as both 

companies are controlled and consolidated in SABIC’s financials. The table below summarizes 

SAFCO’s holdings. 

Exhibit 17:  Significant holdings 
Company Ownership Accounting method 

National Chemical Fertilizer Co. (Ibn Al-Baytar) 50.0% Equity Method 

Gulf Ferro Alloys Company (Sabayek) 5.0% Available for sale 

Arabian Industrial Fibers Co. (Ibn Rushed) 3.7% Available for sale 

Yanbu National Petrochemicals Co. (Yansab) 1.7% Available for sale 

Source: Company, NCBC Research 

Management track-record and credibility 
SABIC holds 42.9% of SAFCO, which gives it management control of the company. SABIC 

directs the company’s strategy and handles key operations including purchases, marketing and 

sales, R&D, human resources, and accounting, while charging SAFCO for these services. 

SAFCO’s access to SABIC’s worldwide distribution network, its inclusion in the Fanar 

system (SABIC’s ERP system), and use of Ibn Al-Bayatr’s sea port facilities to export 

ammonia, give the company an operating advantage that would not have been available 

otherwise at such a low cost. 
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Business performance 

Sales 
SAFCO’s quarterly sales rose 121% from SR440mn in Q1 06 to SR976mn in Q4 08. Although 

the SAFCO 4 project came on stream in Q2 07 improving the company’s revenue base by 

adding 2.2mn tons of urea and ammonia capacity; realizations have been the major growth 

driver over the past two years. Revenue increased 7.5% per quarter between Q1 06 and Q4 08, 

compared with a 3.1% growth in volume per quarter over the same period. 

Sales in Q4 08 declined significantly versus Q3 08 because of the recent collapse of 

urea/ammonia prices, in addition to a decrease in production levels due to the closure of the 

Dammam plant. 

Exhibit 18:  Q4 08 sales drop by 56% Q-o-Q driven by a decline in realization 
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Source: Company, NCBC Research  

Prices of urea and ammonia declined from peaks in August 2008 by 62% and 68% respectively; 

bringing prices back to 2006 levels. We expect urea and ammonia prices to marginally decline 

during 2009 before stabilizing late 2009. (Please refer to the industry and business dynamics 

section page 28). The chart bellow illustrates the contribution of changes in volume and realized 

prices on sales for the years 2008, 2009 and 2010. 

Exhibit 19:  The decline in prices and volumes will have a negative impact on sales in 2009 
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Absolute cost advantage and margins 
SAFCO’s competitive advantage lies in its exceptional cost advantage arising from low 

feedstock cost. The cost of producing ammonia, and hence urea, depends heavily on the 

feedstock used. In the U.S and the Middle East, natural gas is the main feedstock while in other 

countries including India, naphtha, a derivative of crude oil, is widely used. SAFCO uses natural 

gas as a feedstock to produce ammonia. 

Natural gas is supplied to SAFCO by Saudi Aramco at a fixed price of USD0.75/MBTU in 

contrast to the current natural gas price of USD3.76/MBTU. As a result, SAFCO’s costs were 

not affected as much as other urea producers who suffered due to the surge in natural gas and 

oil prices. 

The table below illustrates the significant impact of natural gas on ammonia and urea production 

costs for a natural gas based producer. SAFCO’s production cost is currently 60% less than 

what it would have been if it were purchasing natural gas at market prices. 

Exhibit 20:  Natural gas cost implication (Scenario analysis) 
 Unit Base Scenario 1 Scenario 2 Scenario 3
Natural gas price assumption USD/MBTU 0.75  1.50  3.00 6.00 

NG cost per ton of ammonia USD/ton 27  54  108 216 

NG cost per ton of urea USD/ton 20  39 78 156 

SAFCO total cost (excl freight) (2009E) USD/ton 84 107 152  242
SAFCO's average realization (2009E) USD/ton 258

Source: NCBC Research estimates 

Going forward, we expect natural gas to be supplied at the same price until 2012, when we 

assume Saudi Aramco  to make a 100% increase to USD1.5 per MBTU, which is still very low 

compared with the expected prevailing market price of natural gas. 

Exhibit 21:  Analyst forecasts and forward prices of natural gas* (USD/MBTU) 
  Unit Apr-09 2009E 2010E 2011E 2012E

Futures price USD/MBTU 3.76 4.83 6.03 6.71 6.97

Median forecast USD/MBTU 3.76 5.75 6.63 7.90 8.00

Low forecast USD/MBTU 3.76 3.75 6.00 6.50 6.67

Source: Bloomberg, Analysts’ forecasts, NCBC Research estimates 
*Henry Hub data as of 31 Mar 2009 

Cash cost of production is expected to comprise 50% of the cost structure in 2009 (more than 

50% of which is natural gas cost), down from 52% in 2008. Production cost per ton is expected 

to remain stable until 2012 because of the assumed 100% increase in natural gas cost from 

USD0.75 per MBTU to USD1.5 per MBTU. 

We estimate EBITDA will decline by 53% in 2009, driven by the decrease in sales and a less-

than-proportionate decline in operating costs (due to fixed cost components) before rising again 

on the back of realization recovery between in 2010 and 2011. In 2012, we anticipate another 

decline in EBITDA because of an assumed 100% increase in natural gas prices by Saudi 

Aramco. EBITDA margin is estimated to decline from 87.6% in 2008 to 78.9% in 2009 (due to 

the sharp decline in realizations) versus 30.5% of average peers in Q3 08 (when fertilizer prices 

were at record highs). 
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Exhibit 22:  EBITDA expected to go back to 2007 level with declining realizations 
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It is worth noting that urea/ammonia prices should decline by an additional 65% from current 

levels for SAFCO to break-even, which we believe to be a very unlikely scenario, even in the 

current global environment. The following chart demonstrates how margins have changed with 

movements in average realized prices for the past four quarters and illustrates how they would 

change if selling prices declined by 20%, 40% or 60% in 2009.  

Exhibit 23:  Prices have to decline an additional 65% for SAFCO to break-even  
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A cash cow business 
SAFCO has a very stable business and can be considered a cash cow business (driven by 

healthy margins, short cash cycle, and low capital expenditure requirements). Going forward, 

despite declining sales forecasts, we expect this business to remain a cash cow business. 

SAFCO’s cash conversion cycle is short due to low inventory days and long days payable 

outstanding (DPO) which exceeded 90 days in 2008. We believe SAFCO has a long DPO due 

to a special relationship with suppliers mostly comprising SABIC and Saudi Aramco. 

SAFCO’s capital expenditure is expected to remain low; thus, the company’s free cash flow 

(FCF) generation is expected to remain strong over our forecast horizon. 
 

Exhibit 24:  Company’s FCF (as % of sales) expected to remain high 
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As a result of the healthy FCF, SAFCO’s dividend payouts have consistently been high, with the 

exception of 2007. We believe the plan in 2007 was to spare the cash for the planned 

expansion projects (SAFCO 5 and Hadeed JV) which, as discussed earlier, are not expected to 

occur in the near term.   

Exhibit 25:  High dividend payout ratio ^ 
  Unit 2003 2004 2005 2006 2007 2008
EPS SR 1.71 2.67 4.40  4.61 8.84 17.12 

DPS SR 1.28  2.24 3.36  4.40 4.00 13.00 

Payout ratio % 74.8 83.8 76.4  95.5 45.2 75.9 

Source: Company, NCBC Research  
^ Per share data has been adjusted for stock splits and capital increases 

In 2008, we believe the company signaled that it would postpone significant investments 

when it paid out 76% of earnings as dividends. In 2009, we expect the company to maintain 

the high payout ratio of 70%. As a result of the expected decline in earnings, however, we 

expect dividends per share (DPS) to decline to SR5.50 per share and SR8.25 in 2010 (from 

SR13 in 2008). 
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Industry and business dynamics
In general, fertilizers can be broadly classified in three categories; (i) Nitrogen fertilizers (ii) 

Phosphate fertilizers (ii) Potassium (potash) fertilizers. The most widely consumed fertilizer is 

nitrogen, comprising around 60% of world fertilizer consumption. 

Market background 

Types of fertilizers 
The three categories of fertilizers cannot be regarded as direct substitutes. Nitrogen fertilizers 

are used to improve and maintain crop yield and biomass. For that reason, farmers apply 

nitrogen fertilizers annually. The most important nitrogen fertilizer is urea, constituting 52% of all 

nitrogen consumption. 

On the other hand, potash and phosphate fertilizers are applied less frequently because (i) they 

are mainly used to improve crop quality and immunity against diseases and not yield, (ii) soil 

can store these fertilizers for a longer period, compared with nitrogen fertilizers. 

Exhibit 26:  Nitrogen fertilizers represent 59% of fertilizer consumption (52% of which is urea) 
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Source: IFA, Yara international, NCBC Research 

Nitrogen fertilizer demand  
Demand for urea and ammonia, as discussed earlier, is a derived demand. Since 90% of urea 

consumption is for use as a fertilizer, urea consumption generally moves with agricultural 

production (which has been growing at more than 2% per annum for the past 30 years). 

Fertilizer demand, by category, shows significant differences across different regions. Urea 

comprises 81% of total nitrogen fertilizer demand in India and 59% in China, compared with only 

18% in Europe and 20% in the U.S. This, in addition to geographical proximity, can explain 

SAFCO’s dependence on the Asian markets. 

However, analyzing demand based on consumption of the different agricultural products is more 

revealing. Grain producers are the biggest consumers of nitrogen-based fertilizers, accounting 

for more than 56% of total fertilizer consumption. Within the different grain crops, wheat, rice 

and corn comprise 34%, 29% and 28% respectively, leaving only 9% to other grains. 
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Exhibit 27:  Grains consume 56% of nitrogen fertilizers 
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Nitrogen fertilizer supply  
The nitrogen fertilizer market is fragmented because of the homogenous nature of the product 

and the small size of any single producer relative to the whole market. 

Thus, nitrogen fertilizer companies are effectively price takers and the only feasible strategy for 

them to increase margins and profitability is by managing costs. Until recently, with the surge in 

oil and natural gas prices, more companies were announcing plans to establish production 

facilities in the Middle East to capitalize on cheap feedstock sources. 

MENA is the most profitable region for urea/ammonia producers. Ammonia is the major 

feedstock in urea production and is the largest cost component. Due to the high cost associated 

with the transportation of ammonia, only 12% of ammonia consumption is traded internationally. 

For that reason, most urea producers are producers of ammonia as well. 

The largest cost component in the production of ammonia is natural gas or oil, depending on the 

production process used, making MENA the most attractive region due to availability of cheap 

sources of oil and natural gas. 

Exhibit 28:  Natural gas cost advantage drives regional profitability of ammonia producers 

 
Source: Potash Corp, Fertecon 
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Fertilizer industry drivers 

Demand - supply balance 
Nitrogen fertilizer market has gone through tight supply-demand conditions during the past two 

years because of growing demand and historically low investment in capacity expansion. Going 

forward, this situation is expected to reverse. 

Exhibit 29:  A small excess supply expected to emerge reaching 2.2% by 2012 
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Demand for fertilizers 
Demand for fertilizers is not highly sensitive to business cycles (compared with cyclical 

industries such as petrochemicals). Fertilizer demand is affected by agricultural production, 

which in turn is affected by food consumption, regarded as one of the least elastic segments in 

the economy. In H2 2008, demand for nitrogen-based fertilizers increased 0.5% despite the 

current global economic slowdown. 

We expect demand for fertilizers to continue to rise despite the global economic slowdown. The IFA 

projects a growth in demand from 143mn tons in 2007 to 180mn tons by 2012 at a CAGR of 3.9%. 

Exhibit 30:  Demand for urea expected to grow at 3.9% annually between 2008-2012 
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Going forward, growth in demand will be driven by rise in agricultural production. Our estimates 

indicate that agricultural output has been growing at 2.2% annually since 1961. However, we 

expect a higher growth rate going forward, due to the following factors: 

• Grain stocks and stock-to-use ratio are at historically low levels. As a result of the 

production deficit in the past few years, grain stock levels declined to historically low levels 

capable of supporting only two months of global consumption in 2008. According to USDA, 

stock-to-use ratio declined from 30% in 2000 to around 15% in 2008. Given the rising 

demand for grain, restocking is going to be difficult, thus we do not expect any significant 

changes in the medium term.  

Exhibit 31:  Production deficit pushed grain stocks and stock-to-use ratio to current levels 
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• Population growth and diet changes in developing countries. Growth in developing 

countries such as China, India, and South America has created a new middle class, 

leading to higher consumption levels of agricultural products. This higher consumption is 

driven by a shift toward more protein-based diets which in turn generates demand as meat 

production is a grain-intensive business. According to USDA, 7kg of grain is required to 

produce 1 kg of beef and 2.6 kg to produce 1kg of chicken.  

• Continued growth in urbanization rate in developing nations. As a result of the 

significant increase in opportunities in cities within low income countries (especially in 

Asia), a higher proportion of the population started moving into large cities, abandoning 

agricultural jobs as a source of income. This growing rate of urbanization in countries like 

China and India resulted in a decline in agricultural capacity. The rate of urbanization is 

expected to keep growing in the future, given the unprecedented economic growth in South 

Asian countries.  

As a result, higher application rate of fertilizers is required for production to keep pace with 

the growth in demand for agricultural products. This will have a positive impact on demand 

for fertilizers in general and nitrogen-based fertilizers in particular. 

• Diminishing arable land per capita. Although arable land remained almost constant on 

absolute terms, the continued population growth resulted in a declining arable land per 

capita. This created pressure on farmers to improve yields which have increased by more 

than 240% since 1961 due to technological advances and higher fertilizer application. This 

trend is expected to continue going forward. 
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Exhibit 32:  Arable land per capita declining over time (sqm/capita)  
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• Increasing demand for biofuel is a growing source of demand for grain. The growth in 

the biofuel segment became apparent after 2002. Driven by rising oil prices, more crops 

were consumed in energy production as part of an effort to find economically feasible 

alternatives to fossil fuel. Although the growth in this segment is expected to slow down 

due to the recent decline in energy prices, making biofuel economically less attractive, 

significant increases in oil prices can reactivate growth in biofuel production. 

Low cyclicality of demand 
Although no industry is isolated from any economic slowdown, we believe fertilizers, in particular 

nitrogen-based fertilizers, are less vulnerable to business cycles because the industry is driven 

by food consumption, which is one of the least elastic segments in an economy. The chart 

below illustrates the low impact of the Asian crisis on grain consumption per capita in Korea, 

Indonesia, Philippines, Malaysia and Thailand. 

Exhibit 33:  Grain consumption in Asian countries not affected by the Asian crisis  
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Supply of fertilizers 
After a period of stagnation, investment in capacities began to rise as a result of the surge in 

prices. These capacities are expected to come on stream between 2009-2012. According to IFA 

data, urea supply is expected to grow by 5.1% per annum from 143mn tons in 2007 to 184mn 

tons in 2012. This growth rate exceeds growth in demand, which will result in excess supply. 

However, excess supply is expected to be small, resulting in higher prices, if demand grows 

more than anticipated. 

Exhibit 34:  Supply expected to grow faster at 5.1% pa 
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Ammonia 

Ammonia is the building block for all nitrogen-based fertilizers due to its high nitrogen content, 

and for some phosphate fertilizers like DAP and MAP. Of the ammonia consumption, 85% is 

used in fertilizers, leaving only 15% to other industrial uses including detergents, textiles, oil 

refineries, and paper production. Urea is the largest source of demand for ammonia, resulting in 

a high correlation between the two products.  

Ammonia can be used directly as a fertilizer (mostly in the U.S). However, it is generally 

processed into other fertilizers such as urea. When ammonia is used directly as a fertilizer it is 

converted to ammonium and nitrate at a much faster rate than what the plants can absorb, 

resulting in higher levels of waste. That makes it more difficult for less technologically developed 

farmers to apply ammonia directly into the soil.  

The main feedstock for ammonia production in the Middle East is natural gas, comprising the 

largest cost bucket in the production of ammonia. However, naphtha, which is derived from oil, 

is used in some parts of the world due to low cost. India, which is currently the largest consumer 

of urea, employs the naphtha route for producing urea.  

The production process of ammonia results in significant carbon dioxide emission that is used 

as a feedstock in urea production.   
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Exhibit 35:  Ammonia production process overview 
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The fact that ammonia production consumes significant volumes of natural gas makes the 

Middle East one of most compelling regions for ammonia producers, especially following the 

recent surge in global natural gas prices. 

Urea 

Urea, a nitrogen-based fertilizer, is the single most commonly applied fertilizer worldwide due to 

heavy nitrogen content (46%) and low cost of transportation. Although urea is mostly used as a 

fertilizer, it has other industrial uses including melamine production.  

Since 90% of urea is used as a fertilizer, demand (and price) is highly dependent on agricultural 

supply-demand balance. As a result, the long-term growth in urea consumption is highly 

correlated to the long-term growth of the agricultural sector.  

Urea production uses ammonia and carbon dioxide (CO2), which is mostly supplied from 

ammonia plants (CO2 is a by-product in the production process of ammonia). Thus, most major 

urea producers are also ammonia producers, since they involve operating synergies.  

Exhibit 36:  Urea production process overview 
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Prices of urea and ammonia 
The increase in urea prices in 2008 (prior to August 08) is attributable to the following factors: 

First, a tight supply-demand situation in nitrogen fertilizers market that created a pressure on 

prices, especially considering the relative inelasticity of demand for fertilizers in general. 

Second, increasing prices of agricultural products created an incentive for farmers to spend 

more on fertilizers to increase yield. Third, the increasing oil and natural gas prices forced urea 

and ammonia producers to transfer cost pressure to customers. 

Ammonia and urea prices declined since August 2008 by 68% and 62%, respectively, to current 

levels. The decline is driven mainly by the fall in the prices of oil and natural gas that are used 

as feedstock in the production process.  

Exhibit 37:  Fertilizer prices collapsed from peak in August 2008 
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We estimate urea prices will decline in 2009 before stabilizing toward the end of the year. 

However, we do not see any significant price hikes in the future and we do not expect to return 

to August/September price levels in the foreseeable future.  

Exhibit 38:  Ammonia and urea average prices to grow marginally in the next few years 
  Unit Mar-09 2009E 2010E 2011E 2012E
Ammonia prices USD/ton 255 199 257 274 283 

Growth % (21.9) 29.1 6.6 3.3

Urea prices USD/ton 335 274 357 380 394 

Growth % (18.2) 30.3 6.4 3.7

Source: Bloomberg, NCBC Research estimates 

Our price forecasts are based on the following factors: 

• Farmers usually finance purchases of fertilizers through credit. Due to the credit 

market condition, this has become increasingly difficult given the liquidity situation in the 

financial markets. Thus, it will limit demand growth in the short term, which will keep prices 

around current levels. 

• Loosening supply-demand conditions. Since the tightening of supply-demand balance 

has been a major driver of price hikes during 2008, absence of this factor will keep prices 

relatively constant. Despite that, the excess supply will still be very limited, creating the 

likelihood of price hikes if demand increases more than anticipated.  
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• Ammonia prices have been historically correlated to oil and natural gas prices. Oil 

and natural gas prices are a major component of ammonia and urea production, both as an 

input in production and as a source of energy. Based on monthly data from 1995 collated 

by us, we can establish that changes in ammonia prices have had a correlation coefficient 

of 0.7 with changes in oil prices (seasonally adjusted). 

In our base case, we use prices of oil futures market as a proxy for future oil prices which 

indicates an increase in urea and ammonia prices going forward. 

Exhibit 39:  Ammonia prices move with changes in oil prices (2-month lag) 
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Sales 
Sales grew significantly in 2007, mainly driven by an increase in volumes, with SAFCO 4 

coming on stream. In 2008, sales grew by 68.8% Y-o-Y, led by the strongest 9-month numbers 

ever posted by the company (more than offsetting the significant decline in Q4 08). We project a 

48.0% decline in sales in 2009 due to the fall of urea/ammonia prices and an assumed decline 

in utilization. In the absence of increases in sales volume, we expect revenues to grow 

marginally, without returning to 2008 exceptional levels in the forecast horizon. 

Exhibit 40:  Sales expected to decline by 40% in 2009 
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Operating costs 
Operating costs can be broken into three categories: cost of sales, general and administrative 

(G&A) costs, and selling and distribution costs. As a result of an assumed rise in natural gas 

prices from USD0.75/MBTU to USD1.5/MBTU, cost of sales is expected to rise by 33% between 

2011 and 2012 reaching SR1.0bn. general and administrative costs are expected to fall in 2009 

due to a reduction in R&D charges and lower general staff costs due to a marginal reduction in 

the number of employees following the closure of Dammam plants.  

Exhibit 41:  Cost of sales to rise significantly in 2012 
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Profits and margins 
Owing to cheap feedstock sources and rising fertilizer prices, SAFCO has been able to generate 

significantly higher margins, compared with international peers. Going forward, we estimate a 

decline in margins in 2009 due to the recent slump of fertilizer prices. In 2012, we expect 

another decline in margins as a result of the assumed increase in feedstock costs. However, 

SAFCO’s margin will remain significantly high relative to peers. 

Exhibit 42:  SAFCO will remain a high margin business 
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Extraordinary items 
Although the Dammam plants, when established, were on the outskirts of the city, rampant 

urbanization of Dammam led to these plants occupying a central location in the city. This 

resulted in residents of the area voicing their concerns over environmental issues. Due to health 

and environmental reasons, a Royal Decree required SAFCO to close the Dammam plants. In 

2008, SAFCO ceased production of these plants (except for the sulfuric acid plant) and 

recorded a provision of SR249mn for inventory and estimated cost of restoring the plants’ land 

to its original condition. The land’s value, which is in a prime residential and commercial 

location, could be an important catalyst which we have not factored in our valuation. 

There are risks associated with the toxic impact of chemical production on the land over the 

years. Given the difficulty in accurately estimating the land value and the salvage value of the 

fixed assets, we have not incorporated them in our model. 

Fixed asset investment 
Besides capacity maintenance expenditure, we do not expect any significant capex in our 

forecast period. We have not incorporated SAFCO 5 and HADEED JV in our model. However, 

in our best case scenario, we assume that SAFCO will add 900,000 tons of additional urea 

capacity with a required CAPEX of SR1.0bn. 

Working capital management 
SAFCO had an operating cycle of 144 days in 2007, which decreased in 2008 to 95 days owing 

to improved collection period and higher inventory turnover. Days payable, on the other hand, 

decreased from as high as 198 in 2007 to 90 days in 2008, which is still high. We believe the 
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reason for the high days payable is that, a large proportion of payables is due to Aramco or 

related parties, namely SABIC and SABIC affiliates. Going forward, we assume days inventory 

(excluding spare parts), days receivable and days payable will stabilize at 55, 110 and 73, 

respectively. We exclude spare parts as they do not qualify to be treated as current assets, and 

instead we assume that they are a function of production level. 

Exhibit 43:  SAFCO enjoys a short cash conversion cycle 
  Unit 2007 2008 2009E 2010E 2011E 2012E
Days inventory Days 47 42 55  55 55 55 

Days receivable Days 97 52 110  110 110 110 

Days payable Days 198  90 73  73 73 73 

Cash conversion cycle Days (54) 5 91  91 91 91 

Source: Company, NCBC Research estimates 

Cash and investments 
The lack of expansion projects and the high cash flows due to high margins and short cash 

conversion cycle resulted in huge cash balances. By the end of 2007, cash and cash 

equivalents reached 19% of total assets and increased to 40% of total assets in 2008. Even 

after adjusting for dividends, cash and cash equivalents still represents a large proportion of 

total assets standing at 22%. Going forward, despite an assumed payout ratio of 70%, we 

expect the company will still have significant cash as a result of lack of significant expenditure 

and the short cash conversion cycle. Unless SAFCO finds more productive uses of cash, the 

company should keep paying higher dividends in order to improve return on equity. The 

company’s return on equity would decline if the company reduces its cash distribution. 

Leverage 
SAFCO’s high cash flow generation resulted in a near leverage-free capital structure. Debt-to-

capital ratio was around 11.6% by the end of 2008, which pertains to debt that was raised from 

the SIDF and a syndicated loan to finance SAFCO 4, which became operational in 2007. We 

expect debt-to-capital ratio to decline to 7.9%, 4.0% and 1.2% by the end of 2009, 2010 and 

2011, respectively.  

Profitability ratios 
SAFCO’s return on assets (ROA) and return on equity (ROE) increased from 28.8% and 39.3% 

in 2007 to 52.8% and 68.1%, respectively. This increase was driven by higher asset turnover 

and improved margins, on the back of the significant jump in sales and. Due to the recent drop 

in fertilizer prices, we expect a decline in both ratios to more sustainable levels. 

Exhibit 44:  DuPont breakdown of ROE 
 Unit 2007 2008 2009E 2010E 2011E
Net profit margin % 71.2 81.7  71.0  79.9 81.4 

Asset turnover x 0.40 0.65  0.33  0.41 0.40 

Equity multiplier x 1.37 1.29  1.22  1.17 1.13 

Return on Equity % 39.3 68.1  28.3  38.4 37.0 

Return on assets % 28.8 52.8  23.1  32.8 32.8 

Source: Company, NCBC Research estimates 
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Key financials 
 

(SR mn) 2007 2008 2009E 2010E 2011E 2012E
Income statement        
Net sales 3,105 5,236 2,722  3,706  3,954 4,091 

% change 92.0 68.6  (48.0)  36.1  6.7 3.5 
Operating expenses 968 986 886  908  920 1,170 

Operating profit 2,136 4,250 1,836  2,798  3,034 2,921 
EBITDA 2,448 4,576 2,147  3,109  3,345 3,232 

% change 108.9 86.9  (53.1)  44.8  7.6  (3.4)
Dep. & Amortization  312 326 311  311  311 311 

Interest Income, net 29 76 18  37  45 57 
Non-recurring expenses  (10)  (251)  -  -  -  -

Income from associates 164 352 165  239  257 248 
Pre-tax profit 2,286 4,389 1,981  3,037  3,299 3,189 

Tax (Zakat)  (77)  (109)  (49)  (76)  (82)  (79)
Net income 2,209 4,280 1,932  2,962  3,217 3,110 

% change 91.9 93.7  (54.9)  53.3  8.6  (3.3)
Balance sheet        
Cash & equivalents 1,573 3,918 2,933  3,427  3,966 4,635 
Current assets 2,762 5,139 4,231  5,072  5,702 6,440 
Investments 1,282 1,135 1,265  1,504  1,761 2,009 

Net fixed assets 3,812 3,458 3,458  3,458  3,458 3,458 
Other assets 228 119 81  43 5 4 

Total assets 8,083 9,850 9,034  10,076  10,925 11,911 
Current liabilities 660 502 422  426  428 507 

Total debt 975 826 590  353  116 97 
Other liabilities 433 488 518  543  573 604 

Total liabilities 2,068 1,816  1,529  1,322  1,118 1,208 
Share capital 2,000 2,500 2,500  2,500  2,500 2,500 

Proposed dividends 400 1,750 676  1,037  1,126 1,088 
Reserves & surplus 3,614 3,784 4,328  5,217  6,182 7,115 

Shareholders' equity 6,014  8,034 7,505  8,753  9,808 10,703 
Total equity & liab 8,083 9,850 9,034  10,076  10,925 11,911 
Cash flow statement        
Cash flow from op. (a) 2,415 4,269 1,929  2,718  3,204 3,156 

Cash flow from inv.(b) 29 125  (237)  (264)  (261)  (252)
CAPEX  (25)  (51)  (311)  (311)  (311)  (311)

Free cash flow (a+b) 2,444 4,393 1,692  2,454  2,943 2,904 
Cash flow from fin.(c)  (1,465)  (2,048)  (2,678)  (1,959)  (2,404)  (2,236)

Debt  (265)  (148)  (252)  (247)  (242)  (22)
Dividends  (1,200)  (1,900)  (2,426)  (1,713)  (2,162)  (2,214)

Net chg. in cash (a+b+c) 979 2,345  (985)  494  539 668 
Cash at start of the year 594 1,573 3,918  2,933  3,427 3,966 

Cash at end of the year 1,573 3,918 2,933  3,427  3,966 4,635 

Source: Company, NCBC Research estimates 
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Key financials (contd.) 
 

 Key ratios 2007 2008 2009E 2010E 2011E 2012E
Per share ratios (SR)       
EPS 8.8 17.1 7.7  11.8  12.9 12.4 
FCF per share 9.8 17.6 6.8  9.8  11.8 11.6 
Div per share 4.8 13.0  5.5  8.3  9.0 8.7 

Book value per share 24.1 32.1 30.0  35.0  39.2 42.8 
Valuation ratios (x)       
P/E 10.4 5.4 11.9  7.8  7.2 7.4 
P/FCF 9.4 5.2 13.6  9.4  7.8 7.9 

P/BV 3.8  2.9 3.1  2.6  2.4 2.2 
EV/sales 8.5 5.0 9.7  7.1  6.7 6.4 

EV/EBITDA 10.7 5.7 12.3  8.5  7.9 8.1 
Div yield (%) 5.2 14.1 5.9  9.0  9.8 9.4 
Profitability ratios (%)  
Gross margins 73.7 84.2 72.3  79.3  80.4 75.0 
Operating margin 68.8 81.2 67.4  75.5  76.7 71.4 

EBITDA margins 78.9 87.4 78.9  83.9  84.6 79.0 
Net profit margins 71.2 81.7 71.0  79.9  81.4 76.0 

ROE 39.3 68.1 28.3  38.4  37.0 32.3 
ROA 28.8 52.8  23.1  32.8  32.8 28.7 
Liquidity ratios  
Current ratio 4.2 10.2 10.0  11.9  13.3 12.7 

Quick Ratio  4.5 15.0 16.2  19.4  21.7 18.7 
Operating ratios (days)  
Inventory (excl. spare parts) 47 42 55  55 55 55 

Receivables outstanding 97 52 110  110  110 110 
Payables outstanding 198 90 73  73 73 73 

Operating cycle 144 95 164  164  164 164 
Cash cycle  (54) 5 91  91 91 91 
Production and sales 
Capacity (mn tons) 5.1 4.5 4.5  4.5  4.5 4.4 

Production (mn tons) 5.2 4.8 3.9  4.1  4.1 4.0 
Utilization (%) 103.6  105.8  94.0  92.0  92.0  92.0

Sales volume (mn tons) 3.5 3.2  2.8  2.8  2.8 2.8 

Source: Company, NCBC Research estimates 
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