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Executive Summary

Global Economy in 2018: Can we hope for another cheery year?

Despite rising geopolitical tensions, growth in the global economy was robust in 2017,
projected at 3.6% vs. 3.2% in 2016. More interestingly, growth is strengthening in its most
synchronized form since the global financial crisis. The 45 largest economies tracked by
the OECD are expected to expand in 2017 and 2018. Markets are festing new highs,
interest rates are well anchored, corporate earnings are improving, commodity prices
are rallying, even as consumers and businesses appear energized. Our outlook for the
global economy in 2018 is posifive. While we are mindful of the risks on the horizon,
especially the elevated geopolitical tensions, we expect pick-ups in global investment,
frade, industrial production, business, and consumer confidence to further bolster
global output level. Also, the sustained policy stimulus by the ECB and BOJ is positive for
the financial market, while a stable outlook for oil prices suggests that the appetite for

assets in oil-exporting economies like Nigeria is set for another bullish year.

Sub-Saharan Africa: Have we turned the corner?

Growth in Sub-Saharan Africa (SSA) economies also took a positive turn in 2017 after a
sharp slowdown in 2016. This was supported by a rebound in commodity prices,
favourable external conditions and consolidated reforms to tackle macroeconomic
imbalances, even though developments in three of the big four markets (South Africa,
Angola, and Kenya) remained largely underwhelming. Nigeria and South Africa exited
recession in Q2-17 driven by rebound in oil export and Agriculture sector respectively.
Looking ahead, growth is anficipated to strengthen as commodity prices firm up and
domestic demand gradually gains ground. Ethiopia is likely fo remain the
fastest-growing economy in the region but momentum in West Africa will contfinue
(driven by Nigeria, Ivory Coast, and Ghana) at a faster pace while the South African

region willremain af 2017 level, amid elevated political uncertainty.
Nigeria: The silver lining?

Following the implementation of a decent list of pro-market policy actions in 2017, the
chill of recession has given way to spring, and leading indicators have turned positive.
Improvement in currency market condition, oil output level and prices have given the
economy a new lease of life. Though slowly, inflation rate is moderating and investor
confidence is strengthening. Going info 2018, we argue that Nigeria's current
economic resurgence, which is broadly oil output led, will not be robust enough to
prompt a fast pace recovery in the absence of bold policy actions or above $80/b oil
price. While the outlook on key macro variables seems positive, the economy remains
vulnerable. We forecast a GDP growth of 2.5% in 2018. This, in our view, will be driven by
the spill-over effect of the upsurge in oil output as observed in 2017. The growth of the
Services and Manufacturing sectors remains very weak, making the overall growth

outlook vulnerable fo the vagaries of oil output.
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We estimate average inflation to settle at 12.2% but renewed pressure on general price
level is likely in H2-18 due to election spending and a possible wage review. Our outlook
on the currency market, the flow of funds and movement of external reserves is
medium-term stable amid expected stability in the oil market and supportive policy
environment. The risk to this outlook includes outsized exposure to Foreign Portfolio
Investments (FPIs) and uncertainties associated with the build-up to the 2019 election.
We expect monetary policy to be less hawkish in 2018. Accordingly, we have pencilled in
a 100bps reduction in MPR in Q1-18 and a further 100bps reduction to 12.0% by Q2-18, if
headline inflation rate declines sharply in H1-18. However, the Policy Rate may come
under pressure in H2-18 due to the build-up to 2019 election. Efforts to boost non-oil
revenue is commendable but oil revenue remains at the mercy of N/Delta militants.

Against this backdrop, we ask, is 2018 “The Silver Lining” for the Nigerian economy?
Naira Assets: A tough act to follow

Much in line with our forecasted bull case return estimafte of 41.5%, Nigerian equities
market benchmark index surged 42.3%y/y in 2017, the highest since 2014. In the fixed
income space, yield averaged 16.9% (vs. 13.4% in 2016), driven by fight monetary policy
and increased government borrowing. Across market segments, returns averaged 30.0%,
making 2017 a tough act to follow. In 2018, fundamental justifications for a sustained bull
run in the Nigerian equities market are compelling. Improvement in both the global and
domestic macroeconomic environment points to lower risk-free rate and equity risk
premium, thus, we expect the cost of equity to moderate. The only downside to our
outlook is the pre-election year uncertainties. On a balance of factors, we see further
upside for Nigerian equities in 2018 with a base case return expectation of 12.4%. In the
fixed income space, we expect yields to moderate, but with several twists. A 100bps rate
cut is imminent in Q1-18 but further reduction depends on how fast inflafion rate

moderates. Overall, we expect average yield to sit at 10% — 12% range in 2018.

Table 1 Summary Table: Key Macro Variables

Variables Fof(e?z:si Azc?fz:ll Outlook
*GDP Growth rate 1.30% 1.40% 2.50%
Oil Prices ($/b) 50-55 54.90 55-60
Average Inflation rate 15.20% 16.70% 12.60%
Exchange Rate (N/$) 360.00 360.00 360.00
MPR 14.00% 14.00% 12.00%
Equities Market Return 41.20% 42.30% 12.30%
Reserves ($'bn) 30.0+ 38.8 40.0+
Average Yield 16%-17% 16.90% 10%-12%
Deficit/GDP na 2.20% 2.40%
*Q3-17

Sources: NBS, Bloomberg, CBN, NSE, FMDQ), Budget Office, United Capital Research
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Global Economic Outlook

Can we hope for another cheery year?

Entering 2018, the global macro picture is benign! Growth is strengthening in its most
synchronized form since the global financial crisis, stock markets are testing new highs,
interest rates are well anchored, corporate earnings are turning up, commodity prices
are humming along quite nicely and consumers and businesses appear energized. 2017
was a good year for the global economy, as what started out to be a tip-toe into the

year saw the market breck into a run as the year progressed. Perhaps most importantly, Posifive and sustained

. global growth is anficipated
as we consider 2018, we ask: “can we hope for another cheery year?2”

Yes, with a “but” ...

We base our perspectives on the global growth outlook for 2018 on three themes. Firstly,
the increased breadth and depth of recovery and growth in the world economy points to
the sustainability of this expansion. Speaking of breadth, roughly 75% of IMF tracked
countries are clocking up growth and the outlook of this picture is not expected to
change, especially as this wave is fundamentally driven. With regard to depth, the first
leg up in global growth started out with a pick-up in industrial activities, following a
tfurnaround from the commodity-induced slump. Along the line, services started

improving, as with trade and investments.

Chart 1 Chart 2
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Secondly, we note that while there is a synchronized global recovery, the economic
cycles themselves are not synchronized. Most countries in advanced economies are at
the late stage of the cycle. In the US, unemployment rate has touched its 16-year low
and a lack of spare capacity means a higher risk of overheating. On the flip side, many
Asian, African and Latin American countries have cycles that can run further, especially
given factors spanning structural reforms, falling inflation and infrastructure investment
programs. The fact that cycles are in different stages points to a longevity of this

expansion as imbalances even out.

Growth, Monetary and Credit Cycles

Chart 3 Credit MidCycle
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Sources: Moody's, United Capital Research
Finally, we consider the risks - this is where the fundamental downside to our outlook lie. On

the monetary policy front, most advanced economies are expected fo hike rates in 2018,
amid a scaling down in asset purchases by the Federal Reserve (Fed) and European
Central Bank (ECB). This poinfs fo a possible tightening in financial conditions and may lead
tfo a slowdown in global growth. In the political space, 2018 features a number of
significant elections in key emerging markets, amid threats from European political risks. In
the geopolitical space, the top risks are; North Korea, Gulf, South China Sea, Middle East

and Russia-NATO conflicts, as well as US-China tensions and terror attacks.

In light of the aforementioned, we see improving growth dynamics continuing through
2018, though at a more moderating pace. IMF estimates that the world economy will grow
at 3.7% in 2018. Emerging and Developing Economies (EMDEs) are expected to lead the
way with a GDP growth of 4.9% (up from 4.6% in 2017) on account of a pickup in economic
activity from higher commodity prices and improved global demand. However, EMDEs
remain vulnerable to commodity prices volatility and tighter global financing conditions. In
Advanced Economies, GDP growth is expected to moderate to 2.0% (from 2.2% in 2017).
We also see additional growth drivers coming from an upfick in corporate investments,

reinforced by rising business senfiments and global trade.

Global Economy

While global growth
outlook is posifive,
countries are positioned
at different stages of the

economic cycle

Expectations of rate hike
and geo-political
fensions are major
downsides fo our

forecast
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United States: Fiscal policy holds the key

The US economy is heading info 2018 with strong momentum from 2017. Financial
conditions are supportfive, the labour market is tightening and business and consumer
confidence are strong. All of this should support consumption and investment growth in
2018. The IMF forecasts U.S. growth rate for 2018 at 2.3% (2017: 2.2%). Fiscal policy is
expected to become more supportive as the enactment of tax reform measures
becomes increasingly probable. A potfential fall in tax rates would help shore up
consumer and business confidence levels, coupled with increased hurricane-related
spending and capital investments. Although the Federal Reserve (Fed) has
commenced the balance sheet reduction process, we still expect to see up to three
rafte hikes in 2018. Any further rate hike would remain sensitive fo confinued pick-ups in
inflation. Nevertheless, the Fed faces a challenge of managing the normalizing process

in a way that does not lead to overtightening.

European Economies: Hard or soft Brexit?

The European economy is strengthening. Growth has surprised and is synchronized
across sectors and member states. Business confidence is high while political risks
appear to be dissipating. These improving fundamentals have laid a solid foundation
for the region, going info 2018. IMF forecasts growth to expand at a more moderating
rate of 2.1% (2017: 2.3%). However, growth is expected to decline marginally in

Germany and Spain, slow down in the UK, and rise in France.

In October 2017, the European Central Bank (ECB) unveiled plans fo reduce asset
purchases, given marked improvements recorded in the economy. This bodes well for
a well-anchored interest rate outlook. Meanwhile, high inflation in the UK is expected to
stifle private consumption spending. A major risk in the E.U. borders around the
uncertainties surrounding UK's exit process from the European Union as well as the
[talian election in Q1-18. Nevertheless, Emmanuel Macron’s policy proposals (including
loosening labour rules and cutfting corporate taxes) serve as a potentially stimulating

factor for France, with frickle down effects on other European economies.

Macroeconomic, Ainancia Market. Government & Policy |ndic afors: 20017 Review
Advanced Emerging Developing
Indic ator cole gory Us EU Brozil India Chino 5A PRuwesia Nigeria

Chart 4

Global Economy
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Emerging Markets: India is the new growth engine

After a crushing two-year recession, the longest in Brazil's history, a recovery that was
first driven by agriculture, is appearing increasingly broad-based. Lower interest rates
have helped consumer and business confidence; inflation has fallen below the central
bank’s target, even as unemployment rate continues to decline. Growth is expected
to further strengthen, but the pace of improvement would remain susceptible to fiscal
stability and political developments, especially given a presidential election that is
scheduled for October 2018.

2017 was a good year for India, thanks to a thrust of structural reforms; from a
sovereign rating upgrade by Moody’s to a 30-place position improvement in the World
Bank's Ease of Doing Business Index. Private consumption has recovered and industrial
production has bottomed out. Growth in India is expected to expand to 7.4% in 2018,
from 6.7% in 2017.

China’s economy is projected to expand at a robust rate of 6.5% in 2018, albeit softer
than 2017's 6.8% growth that was bolstered by strong consumer and service-sector
growth. Outlook is overcast by a couple of structural challenges from a shrinking labour
force to rising global interest rates. Additionally, slower Chinese growth is likely to act as

a modest drag on global frade.

Economic growth recovery is expected to carry on moderately in Russia, held together
by stability in oil prices, improved business senfiments and credit conditions. Record
low inflation should provide room for the central bank to continue to ease monetary

policy, which should rouse consumption and investment.

Oil: Are we out of the woods?

2017 has been a tale of two halves for the oil market, with lower and more volatile
prices in the first half, and a rally in the second half of the year. The key driver was an oil
balance fightening, underpinned by a robust 1.5mb/d average growth in demand,
and a supply cut deal of 1.8mb/d. The bottom line for the oil market is that OPEC
production cut is providing a floor for oil price at $40/b, while US shale producers are

providing a ceiling for oil price at $60/b.

Global Economy

Brazil's growth to be driven
by stable fiscal policies while
India is expected to
confinue to benefit

from structural economic

reforms

China'’s shrinking labour
force could moderate
growth while Russia holds on

to stability in oil prices
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Global Economy
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Looking into 2018, we see reasons to believe that the recent oil price gains will
moderate. On the supply side, International Energy Agency (IEA) projects an increase
in non-OPEC supply, led by U.S. shale producers. While there appears to be little scope
for significant draws in inventory, increased hedging activities by U.S shale producers
and a clearing-up of logistical challenges caused by the recent hurricane, suggest a
production surge in 2018. On the flip side, world oil demand is projected fo increase but
at a decreasing rate in 2018, and beyond, as long-term challenges from the rise of
electric vehicles and other low carbon means of transportation emerge. Considering
the aforementioned, we see oil prices averaging $55-$60/b in 2018 (compared to
$54.9/b in 2017). Upside risks to this forecast include geopolitical tensions in the Middle
East which could disrupt production and impose some logistical bottlenecks, stronger
than expected demand, and a slowdown in U.S. shale production. On the downside,
weaker compliance fo the production cut agreement, slower demand growth, and

higher than expected rise in U.S. shale production could delay the rebalancing.

Sources: Bloomberg, United Capital Research

Qil price could witness some
moderation as Non-OPEC
production gets positive

outlook
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Sub-Saharan Africa (SSA)
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SSA Macro Overview

Gradually turning the tide

Growth in SSA economies took a positive turn in 2017 after a sharp slowdown in the
previous two years. This was supported by rebound in commodity prices, favourable
external conditions and consolidated reforms to tackle macroeconomic imbalances.
However, the narrative was divergent for the big four SSA economies (Nigeria, South
Africa, Angola and Kenya). In Nigeria, a combination of improvement in global oil
prices and stability in domestic production volumes aided the nation’s emergence
from recession in Q2-17. South Africa also exited recession in Q2-17 driven by the
Agriculture sector, though, political uncertainty, underwhelming structural reforms and

low business confidence weighed on investment spending.

Whereas in Angola, despite the gradual improvement in global oil fortunes, the
economy confinued to battle exchange rate imbalances amid low reserves. Similarly,
drought in East Africa continued info 2017, adversely affecting economic activity in
Kenya, and confributing to famine in Somalia and South Sudan. In confrast to oil and
metals prices, cocoa prices plummeted over 2017, reducing exports and fiscal
revenues in Ivory Coast, Ghana, and other cocoa producers. Also, regional risk

remained elevated amid geopolitical tensions, rising public debt and relatively volatile

commodity prices.

Sub-Saharan Africa

Overall, the Sub-Saharan
Africa economies
experienced growth on the
back of favourable
commodity prices and

economic reforms

Y-o0-Y GDP Growth (%) Inflation (%) Interest Rate (%)

2016 e.2017 f.2018 2016 e.2017 f.2018 2016 e.2017 f.2018
Nigeria -1.6 1.2 25 15.6 16.6 14.0 14.0 14.0 12.0
South Africa 0.3 0.6 1.1 6.3 5.4 6.8 7.0 6.8 6.5
Angola 0.0 1.2 0.9 304 30.9 30.5 14.0 16.3 17.0
Kenya 5.8 5.5 5.8 6.3 10.0 6.5 11.0 10.0 10.5
Ghana 3.6 6.1 7.8 17.5 12.5 9.1 25.9 25.5 26.0
Cote d'lvoire 7.8 6.8 6.5 0.7 0.9 1.1 3.6 4.5 3.5
Cameroon 4.5 3.9 4.4 0.9 0.5 1.3 25 3.0 2.7
Rwanda 5.9 6.0 6.5 7.1 10.0 9.3 6.5 6.3 6.5
Sub-Saharan Africa 1.4 2.6 3.4 11.3 10.9 10.0

Source: IMF, Central Banks, Bloomberg, United Capital Research

Policy makers across the region eyed different measures to spur economic activity. In
2017, added efforts were made to address revenue shortfalls and contain spending.
Still, the government of most countries in the region embarked on massive borrowing
from both local and foreign investors in order fo plug their budget deficits. Also,
monetary authorities kept an eye on inflation rate while utilizing monetary policy tools
fo stimulate economic growth. Lower price pressures allowed some of the region’s
Cenfral Banks to cut their monetary policy rate. However, inflationary pressure
remained elevated in Angola and Nigeria, while it moderated slowly in South Africa
and increased in Kenya, due to drought. Overall, 2017 can be rightfully tfagged “the
year of economic recovery” across the region and beyond, but the question on the

mind of most investors is “what is the outlook for 20182"

In a bid to propel economic
activity, countries embarked
on aggressive local and

foreign borrowings
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Output growth outlook: Have we turned the corner?

Growth path signals modest recovery

Chart 7 Altica Growth (%) Trajectory {1990-2014 + Forecast)
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Source: IMF, United Capital Research

Looking ahead, IMF projects a 3.4% moderate expansion in SSA economy for 2018 as
commodity prices firm up and domestic demand gradually gain ground, helped by
slowing inflation and monetary policy easing. In line with this, we expect economic
expansion in West African countries fo continue (driven by increased momentum in
Nigeria, Ivory Coast and Ghana) at a strong pace on the back of solid public
investment growth. Expansion in the South African region will remain at 2017 level, amid
elevated political uncertainty. However, we anfticipate weaker growth in Cenfral
African countries as they struggle to adjust to the new-normal in oil prices, while
Ethiopia is likely to remain the fastest-growing economy in the region, though public
investment is expected to slow down. Overall, we believe the economic fundamentals
of the SSA economy(ies) as a group and individually, will contfinue to come under
severe testin 2018 as a result of delays in implementing appropriate policies to improve

macroeconomic stability.

Fiscal and Monetary policy outlook: A need for fiscal consolidation

In the fiscal policy space, we expect government spending over 2018 fo ramp up in
the region even as fiscal deficit widens due to disturbingly low tax revenue. On the
monetary policy front, a sharp increase in global interest rates could discourage
sovereign bond issuances, which have been a key financing strategy for governments.
Weaker than expected growth in advanced economies or major emerging markets
could reduce demand for exports, depress commodity prices and restrain foreign
direct investment in key secfors in the region. Proposed cutbacks to U.S. official
development assistance will be a concern fo some of the region’s smaller economies
and fragile states. However, for a sustained growth in the SSA region, sound domestic
policies are needed, including fiscal policy that prevents excessive debt accumulation;
a monetary policy targeted at low inflation, as well as outward-oriented frade and

structural policies that reduce market volatility.

Sub-Saharan Africa

Going forward, SSA
economies are expected to
expand moderately as rigid
implementation of policies

and reforms remain absent

Foreign borrowings could
reduce when global rates

are hiked
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Foreign Exchange: Uneven performance, same prospect

Over 2017, analysis of SSA region’s foreign exchange condition shows that the
performance was uneven but broadly positive, owing to rising commodity prices and
improving global demand. Across the region, balance of payment and trade positions
were largely positive as varying foreign exchange reforms were implemented to bolster
liquidity conditions and improve foreign investors’ confidence in SSA countries’ local
currencies. Our overall outlook for the region is also uneven. In Nigeria, barring any
shock from the broader economy, we expect the improving macroeconomic
fundamentals to provide headroom for monetary authorities to better 2017 rates,
though, the confinued operatfion of a multiple FX window remains a concern for
foreign investors. In Western and Central African market, we expect CFA Franc to
confinue to frack improving sentiment in the Eurozone, given the currency peg to the
Euro. On the other hand, we expect the Ghanaian Cedi (GHS), South African Rand
(ZAR) and Kenyan Shiling (KES) to weaken, relative to the US Dollar (USD), due to
probable increase in FX demand to meet import needs, poor growth dynamics, and

confinued political uncertainty.

chat8  |mproved foreign investors’ confidence in SSA countries’ local currencies.

Comparative Currency performance in 2017
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Source: Bloomberg, United Capital Research

Equity Market: Bear in bull’s clothing?

Equities in the Sub-Saharan African market rallied in 2017. The turnaround was spurred
by a marked improvement in the broader economy of SSA countries, relative to the
previous two years. Major benchmark indices in the region (Nigeria, Kenya and Ghana)
out-performed peers in the global and emerging market regions. The Ghanaian
benchmark index led the way, recording 52.7% gain y/y, tailed closely by the Nigerian
All-Share Index, which posted 42.3% gain y/y to end three consecutive years of bearish
frend. Similarly, Kenya's NSEASI (+28.4%) and South Africa’s FTSE/JSE (+17.5%) also
closed the year in the green. From a valuation standpoint, the frends in average
multiples vis-a-vis movement in the overall market prices suggest an upward frend in
corporate earnings across the SSA. This is a true reflection of the macroeconomic

improvement seen in many SSA economies.

Sub-Saharan Africa

Though currencies moved in
varying directions, we
anticipate increased global
demand for them as

commodity prices ramp up

Major SSA market indices
performance surpassed

global peers
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Chart 9 2017-Trailblazing
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Though 2017 will be a fough act to follow for most equities globally, SSA equities sfill
offer attractive returns with lower volatility compared to broader Emerging and Frontier
market equities, and with much lower valuation multiples, there is still room for further SSA equities still have
upside in 2018. Over 2018, we envisage a bullish outlook as senfiment will be buoyed by potential for further upside
expected improvement in macroeconomic variables across the SSA region, making as most stocks remain

equities a standout selection. undervalued

16 www.unitedcapitalplcgroup.com



Nigeria Outlook 2018: The Silver Lining?

Domestic Macro Overview and Outlook

www.unitedcapitalplcgroup.com



Nigeria Outlook 2018: The Silver Lining? Domestic macro overview and outlook

Domestic Macro Overview

After the rain ... searching for sunshine

Ravaged by a bleak economic condition in 2016, Nigeria's oil revenue tanked,
currency market collapsed, inflation rate surged, corporate earnings tumbled, asset
quality of banks deteriorated, employment level fell, consumer confidence weakened, ) )

Domestic macro-economic
and foreign investors looked away. Accordingly, Nigeria's economic cycle froughed as

indicators improved
GDP confracted 1.6% in FY-16. But after the storm comes a calm and after the rain considerably in FY-17
comes sunshine. As the chill of recession gave way to spring, the green shoots of
recovery sprouted, leading indicators turned positive, investor confidence
strengthened, foreign portfolio investment returned, and corporate performances
pointed to a brighter future. However, consumer spending remained weak, food prices

stayed under pressure, and a weak Foreign Direct Investments (FDIs) persisted.

In contrast to policy inerfia and absence of pro-market policy actions observed in the
prior year, a decent list of pro-market policy actions which came through early in the
year triggered the positive headlines observed. Accordingly, the economy got a new
lease of life as currency market liquidity improved sharply, PMI reading rebounded,
though slowly, even as Inflation rate began to moderate, investor confidence
strengthened. But going into 2018 we ask, will there be sunshine after the rain?

Policies and Socio-Economic Overview ~The purposive

implementation of
A recovery buoyed by ERGP execution

economic policies, including
When reviewed critically, it is clear that the positive developments in the the ERGP, triggered
macroeconomic environment were friggered by the deliberate implementation of a economic recovery
recovery policy action plan by the Federal Government (FG). Earlier, Nigeria's

economic downturn had prompted the FG fo launch the Economic Recovery and

Growth Plan (ERGP), a medium-term National Development Plan (2017-2020) drafted

fo salvage the economy from a steady decline and restore sustainable growth and

development. The ERGP was a deliberate action plan to restore sustainable growth by

stabilizing the macroeconomic environment, building a globally competitive economy,

and investing in human capital development. In line with the above, the three key

events which drew from the provisions of the ERGP defined Nigeria's positive macro

story in 2017;

A) The Niger-Delta peace deal and rebound in oil output

In a bid to restore growth, the FG signed a peace accord with Niger-Delta militants
early in the year. This was a quick win for the FG as the move drove domestic crude
production from 1.6mb/d in Q1-17 to 2.0mb/d in Q3-17. With an above $50/b average
oil price achieved throughout 2017, following OPEC’s output cap agreement, the Gulf
crisis and weaker shale output in the US, oil export rebounded, and oil revenue
witnessed an uptrend and bolstered accretion to gross external reserves. This resulted in
a in 25.9%y/y recovery in Oil GDP in Q3-17 boosting a recovery in overall GDP from
-0.7%in Q1-17 to 1.4% in Q3-17.
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B) A market-friendly currency reform

At the first Federal Executive Council (FEC) meeting for 2017, the FEC directed the CBN
to review the FX market framework in a bid to stabilize the macroeconomic
environment and align monetary and fiscal policy. As such, the CBN which had left the
fundamental source of mispricing of the local unit unattended for two straight years
also came around. Armed with a healthier external reserves position, at $38.2bn as at
December 2017, enough to stand up to the protracted crisis in the FX market, the Apex
Bank reviewed its position on the currency market regime. A multiple-window
approach, which fixed rates for retail FX demands such as Personal Travel Allowance
(PTA), Business Travel Allowance (BTA), School & Medical Fees, BDCs and SMEs at
N360.0/USD but allowed large-scale users such as Investors (FPIs & FDIs) and Exporters to
deal at a market-determined rate in a different window called the Investors & Exporters
(I&E) Window, was infroduced. The intfroduction of the I&E window is noted fo have

had the biggest impact on the economy since ifs inception in April 2017.

C) Fiscal and structural reforms

In the Fiscal policy space, the economy also withessed an accelerated debt issuance
to support budget spending and boost economic recovery. A flurry of debft issuances
in 2017 resulted in a successful issue of $4.5bn Eurobond, the introduction of the FGN
savings bond, a $300mn Diaspora Bond in June-17, the first tranche of the Islamic or
Sukuk Bond worth N100.0bn for a tenor of 7 years and the green bonds worth N10.7bn.
Ofther initiatives in the fiscal space included the introduction of the Whistleblower Policy
targeted to boost the recovery of looted funds, and the Voluntary Asset & Income
Declaration Scheme (VAIDS) aimed at increasing sensitization for tax payment to boost
non-oil revenue. The Whistleblower Policy helped rake in N73bn in 4 months while tax

recovery from VAIDS reportedly touched N17.0bn, based on media sources.

In terms of structural reforms, The Presidential Enabling Business Environment Council
(PEBEC) was inaugurated in April 2017, with the mandate of making Nigeria an easier
place to do business. PEBEC's short-term target was to improve Nigeria's rankings in the
next World Bank Ease of Doing Business Report by at least 20 positions. This proved to
be an outright success as Nigeria moved up 24 points (compared to the targeted 20
point) on the World Bank Ease of Doing Business Index published in November 2017.
Additionally, support for agricultural output expansion was also strengthened via
collaboration with states and CBN's Anchor Borrowers Programme (ABP) to boost
production of palm oil, rubber, cashew, cassava, potatoes and others crops. This
resulted in the production of over 7 million 50Kg bags of fertilizer as well as reactivation

of 11 blending plants with a capacity of 2.1 million metric tons.

Domestic macro overview and outlook
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Despite economic recovery, challenges persist in the socio-political climate

Sceptics of the current economic resurgence continue to doubt that the worst is over for
the Nigerian economy. They argue that while the observed green shoots, which are
broadly oil output led, have only served to lessen the rate of economic contraction and
perhaps the risk of a large-scale financial system failure, the growth generated is not
robust enough to prompt a fast-pace recovery. While these arguments are completely
tenable, we also observed that challenges in the socio-political climate persisted
despite the recovery. A worsening case of secessionist agitation by the Indigenous
People of Biafra (IPOB), which marked the 50 years anniversary of the defunct Biafran
Republic in Q3-17, sparked a very disturbing tension in the country during the year, as a
bout between Biafran agitators and the Arewa Youth Forum in the North resulted in a
quit nofice served by the Northern group to Easterners in the North. This friggered jitters
across the country as memories of the build-up to the 1967 civil war resurfaced. It took
an eventual intervention of the military in  the South-East region to quell the threat. Yet,
pockets of attacks by Boko-Haram and Herdsmen persisted while the much publicised

anfi-corruption war is yet to achieve a widespread positive ratfing.

Elevated political risk in 2018 threatens stability ahead of 2019 election

Going into 2018, the build-up to the 2019 general election is by far the most critical risk
factor fo watch. Being a pre-election year, sceptics also argue that elevated political
anxiety in the country may upset the fragile stability observed in the macroeconomy.
From all indication, President Buhari will be running for the second term as the flagbearer
for the ruling APC. For now, the only opposition candidate who has announced his
infention fo challenge the President is former Vice President, Atiku Abubakar, who
recently defected from APC to PDP. If no other major candidate emerges, the former
Vice President, may be in the running against the incumbent as the flagbearer of the
PDP. Increased political spending, expected to begin in 2018 ahead of the 2019 general
election, is negative for price level and currency market stability. Also, uncertainties
associated with a pre-election year may keep growth and recovery muted. However,
contrary to prior pre-election year, the recent implementation of TSA and BVN, should
curtail such excesses to a significant extent in the 2018/2019 election cycle. Financial
market jitters may nonetheless, frigger an outflow of portfolio funds, resulting in a
currency market volatility which may hush equity market uptrend and drive yield higher

in the medium/long ferm.

Apart from the election, there are other disturbing issues in the horizon, while fiscal crisis
persists in many states, most of whom are finding it difficult to pay salaries, recent calls
for the review of the minimum wage may worsen an already bad situation. The labour
unions want minimum wage reviewed from N18,000 to N56,000. The argument of the
labour union appears tenable in the context of a weaker Naira, which has fumbled by

more than 100% since the Buhari led government assumed office.
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That said, majority of the 36 states, except for Lagos, lack the fiscal capacity to
implement a +200% wage increment. Yet, a non-review of the wage bill may result in
another episode of industrial action. With an upcoming election, the ruling party may
be forced to concede to some of the demands of the labour union as a strategy to

hold on to power.
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Domestic Output

GDP growth: Out of recession but yet to recover

Nigeria crawled out of recession in Q2-17 as GDP rose 0.7%y/y after 5 straight quarters
of negative growth. Data from the National Bureau of Statistics (NBS) for Q2-17 GDP
shows that the single biggest driver of overall GDP in Q2-17 was the Agriculture sector,
which had sustained a 3.7% average growth over the last 8 quarters, followed by
Finance and insurance. The Oil & Gas sector came third. However, the Services sector
which accounts for 50.0% of the economy continued to struggle, down 0.8%,

constrained by weaker consumpftion spending due fo sustained pressure on prices.

In Q3-17, GDP growth came in stronger, up 1.4%y/y amid stronger oil output and
sustained uptrend in crude oil prices. Thus, Oil GDP spiked 25.9% in the period (vs +3.5%
in Q2-17). However, the fragility of the recovery was reflected in Non-Oil GDP which
slipped back info the negative region, down 0.8% (from +0.5% in Q2-17). Key non-oil
activities such as Manufacturing (-2.9%), Trade (-1.7%). ICT (-4.5%). Real Estate (-4.1%)
and Finance (-6.0%) all pulled back the noticeable improvement in Q2-17 amid poor
private sector investment and low consumption spending. As such, growth remained

broadly at the risk of dynamics in the oil space.
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Chart 10 Agric sector GDP remains the most resilient overthe period
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The recovery, however, remains fragile as growth in the Services sector which
contributes to the bulk of economic activities stayed negative, contracting faster from
-0.9%y/y in Q2-17 to -2.8%y/y in Q3-17 amid prohibitive price level and weak consumer
spending. As a result, activities in the non-oil sector retreated from +0.5%y/y upfrend in
Q2-17 to -0.8%y/y in Q3-17.
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The recent upsurge in oil output level and the resilience of the Agric sector are
expected to sustain aggregate output growth going forward. However, the
underwhelming performance in Manufacturing, Trade, Real Estate and Other Services
due to declining real sector investment, low employment level, and fiscal crisis in more
than half of the 36 states, suggests that recovery remains very weak. Thus, the pace of
output growth is expected to remain sub-optimal in 2018 and considerably lower
compared to the pre-2015 level of 6.2%. Oil GDP is expected to sustain an uptrend,
given that improved domestic output level is currently supported by the on-going
rebalancing in the oil market. OPEC members alongside Russia extended the output
cap accord fo the end of 2018 amid the never-ending crisis in the Gulf region. Agric

GDP is also anticipated to remain resilient, buoyed by recent policy initiatives. Three

key policies have supported performance in the sector, these are:

1. The Presidential Ferfilizer Initiative (PFl) which according to the Presidency, has
bolstered the production of over 7 milion 50Kg bags of ferfiizer and the
reactivation of 11 blending plants with a capacity of 2.1 million metric tons;

2. The N200bn Commercial Agriculture Credit Scheme (CACS), which has eased
access to credit for farmers at 9.0% until 2025;

3. And, the CBN'’s Anchor Borrowers Programme (ABP), which according to the Apex
Bank, has resulted in N33.3bn disbursement to 146,557 farmers to boost production
of palm oil, rubber, cashew, cassava, potatoes and others crops across 21 states
as at Mar-17.

As such, increased focus on the Agric sector should sustain local food production and

commodity export.

Nigeria GDP Sectoral Contribution and Growth Drivers as at Q3-17

Chart 11
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On the flip side, recovery in the Services and Manufacturing sectors is hinged on
enhancing the productive base of the economy vis-a-vis the purchasing power of the
populace. Performance of sectors such as Trade, Real Estate, Construction and
Manufacturing may remain relatively constrained by prohibitive operating cost, weak
demand and high consumer prices. But if improvement in oil GDP is consolidated, this

should boost consumer spending and unlock constraints to growth in these sectors.
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Outlook: Returning to pre-crisis growth level depends on bold reforms

In the absence of bold policy actions, growth in 2018 is likely to be capped at 2.5%. This
will be majorly driven by the spill-over effect of the upsurge in oil output as observed in
2017. This implies that economic growth will remain vulnerable to the vagaries of the oil
market (both externally and internally). Also, when adjusted for population growth of
2.6%, per capita real GDP growth, a measure of economic welfare, will narrowly
escape the negative territory at -0.1%, technically indicating that pressure on social
welfare should ease much more significantly (relative to 2016 and 2017) even though

the road to recovery to pre-2016 growth level remains daunting.

What this means is that notwithstanding the successes of the reforms implemented
earlier and the absence of above $70-80/b oil prices, economic recovery to the
pre-crisis era of >6% growth rate can only be achieved by the implementation of bold
policy initiafives. Especially in the non-oil sector, with a specific infent of boosting
employment and consumption levels. When inspected critically, data suggests that
bold reforms in the Banking, Telecoms, Capital markets and the External sector
between 2000-2010 was consistent with average GDP growth of 8.6% in Nigeria. Also,
high oil prices from 2010 to 2014 co-moved with average growth of 6.4% despite poor
resource allocation and insecurity. Hence, in the absence of high oil prices, returning to

+6% growth rate in Nigeria can only be driven by bold reforms.

Chart 12 Above 5% growth was driven by reforms or high oil prices
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In view of the above, the implementation of recent pro-market policies must be
sustained and investment in domestic infrastructure must be accelerated to drive
economic activities. For instance, the current regime in the currency market must be
reassessed to aftract patient capital in form of FDI info the Nigerian economy. The PIB
which is the single most important piece of legislation with the potential to transform
and unlock investment in the Oil and Gas sector must be passed. The Power and
Transport Sectors are in dire need of an overhaul. The Healthcare and Education
systems are badly in need of reforms that will stall medical tourism, brain-drain, and
poor manpower development. Even so, the huge potential in the Agriculture sector

can still be harnessed to further boost the performance of the Industrial sector.

Implementation of bold
reforms is crifical to
sustaining economic recov-
ery and driving growth back

to pre-crisis level
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Price level

Headline inflation: Too much risks on the horizon

After touching a record high of 18.5% in January 2017, the y/y headline inflation rate
moderated for 10 straight months, down 17.8% from Feb-17 to Nov-17 to settle at 15.9%.
The moderation was broadly driven by a combination of a high base effect and
improvement in the currency market liquidity, which steered y/y core inflation lower to
12.2% vs. 18.1% in Dec-16. However, weaker than expected fall in general price level
was fraceable to the unrelenting pressure on food prices which kept average m/m
inflation rates above 1.4% from January to August-2017, (vs. 0.9% from 2013-2016)

before easing to 0.8% between September to November 2017.

Rising prices of food items such as; bread, cereals, meats, oils and fats, coffee tea &
cocoaq, milk, cheese & eggs, vegetables and fish, can be linked to higher cost of fuel
(diesel) and alternative power costs due to poor power supply and road networks

across the country which typically increase operating cost of businesses.

Inflation Outlook: Faster moderation likely

Looking forward, moderation in price level should naturally come in faster in 2018 if
m/m inflation remains below 1.0% as observed since September 2017. A m/m inflation
rate averaging 0.7%, for instance, should drive headline inflation below 10% by year
end, all factors held unchanged. In fact, our model estimate sees headline inflation
rate at 9.3% by end of 2018 if recent improvement in economic activities is sustained
with considerably minimal amount of shocks. Yet, this view may be overly optimistic
when considered in the context of potential risk on the horizon. Some of these include
the polifical spending which traditionally comes with a pre-election year, the looming
minimum wage review/industrial action, either of which can negatively affect the price
level. Furthermore, a possible review of the electricity tariff, though unlikely in a

pre-election year, is a key risk to such outlook.

On a balance of factors, we expect the recent deceleration in headline inflation to be
sustained in 2018. Further improvement in the currency market, which is buoyed by a
stable oil outlook, is anticipated to keep the price of imported items and core inflation
under control. Additionally, rising food inflation which was stubbornly high throughout
2017 is expected to pullback in 2018 due to the base effect, most especially in H1-18.
Hence, headline inflation may moderate below 13% before Jun-18. However, a
renewed pressure on the general price level is likely to be driven by election spending

and a possible wage review by H2-18.
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Chart 13 Faster moderation in headline inflation is possible in H1-18
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Consequently, we estimate average inflation to settle at 12.2% from January to
December. Our outlook is based on the view that conditions in the macroeconomy will
be more stable in H1-18, with m/m inflation averaging 0.8% for the period. If this view
holds through, we see headline rate moderating to 10.3% in June. On the flip side, the
on-set of election spending, wage review and increased uncertainties anticipated to
dominate a significant part of H2-18, are downside risks to further improvement in the
price level. Thus, these factors may push m/m inflation above 1.0% in H2-18.
Accordingly, the headline rate may begin to creep higher as increased government

spending and higher wage rate drive prices back to the double-digit region.

Currency, Reserves and Capital Flows
Is the FX market conundrum resolved?

After suffering from a severe crisis, which largely contributed to the economic woes of
2016, the currency market witnessed significant improvement in 2017. But that was not
before contributing to the exit of the Dubai based investors in Efisalat Nigeria, one of
the largest operators in the Nigerian Telecom industry, who pulled out of the couniry,
unable to meet up with their debt obligations to Nigerian banks, which had more than
doubled due fto FX adjustment. Specifically, three events shaped the rebalancing

observed in the space during the year.

1. OPEC extends the cap on supply to shore up prices.
2. FG signed a peace deal with N/Delta militants to restore local oil output.
3. Increased oil export and massive inflow from non-core items like foreign borrowings

resulted in a dramatic rebound in Gross external reserves from N23bn to N30bn.

...inflation rate may settle at
12.2% for FY-18, a stable
macro condifions is
expected fto drive below
12% in H1-18 but instability in
H2-18 may pressure prices

higher by year-end.

...the currency market
witnessed significant

improvement in 2017.
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Armed with healthier external reserves position, the Apex Bank was able to rise to the
occasion of resolving the protfracted crisis in the FX market by opting for a multiple
window solution rather than an outright devaluation or a more market-friendly flexible
exchange rate regime. Windows were opened for retail demands such as PTA, BTA,
School & Medical Fees, BDCs, and SMEs with rates fixed at an intervention rate of
N360.0/%. This was supported by weekly spot and forwards market intervention sales.
Nevertheless, the intfroduction of the Investors & Exporters (I&E) Window was the game
changer. The I&E window restored stability in the system, from the high of N500.0/$,
parallel market rate crashed N365.0/$ on the back of improved liquidity. As at October
2017, the CBN announced that total fransaction at the 1&E segment topped $18.0bn

since it was infroduced in April.

Available FX market windows in Nigeria

Table 3
FX Windows Interbank BDC ‘ Retail SMEs ‘ 1 & E (NAFEX) Parallel ‘
Rate (N/$) 306 360 360 360 360.8 363.0
Pricing Fixed Fixed Fixed Fixed Market Market
Users Budget BDCs PTA SMEs FPIS 41 items

Oil Exporters BTA FDIs Others

Oil Marketers Med. Allowances Exporters

School Fees Other Invincible

Source: CBN, Bloomberg, FMDQ, United Capital Research
Capital flows: Too many ‘fair-weather friends’

As at Q3-17, capital importation into Nigeria, jumped 127.5%y/y to $4.1bn. The bulk of
this came in form of Foreign Portfolio Investment (FPls) and Other Investments
(comprising of; Trade credits, Loans, Currency deposits and Other claims) which
advanced 200.7% and 124.5%y/y respectively as investors scurried over Nigerian assets
due fo atfractive valuations. On the confrary, Foreign Direct Investments (FDlIs)
remained significantly low at $117.6m, after declining 65.5%y/y. FPIs and Other
investments tracked financial assetfs (stocks, government bills, and bonds) mostly for
short-term return, the weaker inflow of the more patient FDIs may be a function of
doubts around current mulfiple FX regime and the operational bottlenecks in the

Nigerian economy.
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Reserves: Up $15bn in 14 months

From the record low of $23.9bn in Oct-16, Nigeria's external reserves staged a
dramatic recovery in 2017, up 47.8% to seftle at $38.2bn in the first week of Dec-17.
Apart from a rebound in oil export, a flurry of foreign debt issuances by both the FGN
(totaling $4.8bn, consisting of $4.5bn Eurobond, $300m Diaspora Bond) and
Corporates [ZENITH ($500m), UBA ($500m), ACCESS ($300m), Fidelity ($400m)] added a
total $6.5bn to the CBN'’s balance sheet in 2017. The appetite for foreign facilities was

buoyed by a low interest rate environment in the infernational debt market.

Chart 15 Nigeria external reserves jump 49.77% in 2017
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Also, the Investors and Exporters FX window, as noted above, has significantly boosted
net foreign inflow of capital info Nigeria. Even so, aggressive liquidity mop-up by the
CBN throughout the year, was able to checkmate illegitimate demand for FX. At

$38.2bn, the reserves can cover over 10 months of imports.
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Outlook: Stable, but FPIs may exit at the slightest sign of trouble

The currency market is projected to maintain recent stability amid sustained accretion
to external reserves, positive outlook for oil export following OPEC deal extension into
2018 and confinued effectiveness of the I&E window. Yet, the sustained influx of FPIs
into Nigeria at the expense of FDIs may be damaging to the recent successes
achieved with the I&E window if another round of oil shock comes through. FPIs can
also respond negatively to policy inconsistencies and political uncertainties. As such,
Nigeria would benefit from a further review of the multiple FX regime to ensure its
sustainability and attract more patient FDIs. This will guarantee net capital inflows,
accretion to reserves and limit vulnerability to external shocks. Consequently, our
outlook on the currency markeft, the flow of funds and movement of external reserves is
medium-term sfable amid positive oil market outlook, rising external buffer and
supportive policy environment. The risk to this outlook includes outsized exposure to FPIs

and uncertaintfies associated with the build-up to the 2019 election.

Monetary Policy

Policy easing imminent, but not for too long

Monetary Policy was broadly hawkish in 2017, with the Monetary Policy Committee
(MPC) maintaining status quo on all policy variables from Jul-16 to Nov-17 to restore
stability in the currency market, and moderate the general price level back to target.
As such, the Monetary Policy Rate (MPR) was held at 14.0% with an asymmetric corridor
of +200 and -500bps, Cash Reserve Ratfio (CRR) at 22.5% and liquidity ratio at 30.0%
amid an aggressive liquidity mop-up in the money market. Additionally, the decision to
maintain a hawkish stance throughout the year was driven by the confinued
normalization of policy in the United States, unsteady commodity prices, currency
market fragility and a wobbly recovery in the local economy.

Chart 16
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Our outlook on FX, funds-
flow and reserves is medium-
term stable amid positive oil
market outlook, and sup-

portive policy environment.

The MPC maintained status
quo on all policy variables
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A cross-sectional analysis of policy rates across emerging and frontier markets
indicated that benchmark interest rate in Nigeria was one of the highest at 14.0%, after
Ghana (20.0%) and Egypt (18.8%), compared to BRICS (6.3%*), other frontier markets
(12.0%). US (1.5%), UK (0.5%), Japan (-0.1%) and the Euro-Zone (0.0%) as af Nov-17. Al-
so, the Apex bank maintained an aggressive stance towards liquidity, embarking on
broad-based liquidity mop-up exercise throughout the year. As at November 2017,
OMO bills worth N5.4tn had been issued, more than 5x the amount issued in 2016
(NO.96tn). Issuances are predominantly 190 to 230days instruments. We estimate the
frequency of issuance at 264x as at November compared to a fotal of 57x and 44x in
2016 and 2015 respectively. Also, the average monthly issue increased from N14.5bn
and N16.9bn in 2015 and 2016 to N20.3bn in 2017 while the true yield on OMO bills rose
from 13.4% and 14.8% in 2015 and 2016 to 17.9% in 2017.

Table 4 CBN OMO mop-up actions from 2015 to 2017

2015 2016 2017
Frequency (x) 44x 57x 264x
Total amount offered (N'tn) 0.64 0.96 5.37
Average amount auctioned 14.5 16.9 20.3
Average true yield (%) 13.4 14.8 17.9

Source: CBN, NBS, United Capital Research

A combination of a high-interest rate environment, aggressive liquidity mop-up
exercise, and increased borrowing from the fiscal authority drove yields in the fixed
income space fo record levels, with average vyield settling at 17.0% in 2017 compared
fo 13.4% in 2016. Consequently, the economy witnessed a monumental deployment of
funds info government securities crowding out private sector credit. Credit to the
government as at Oct-17 more than doubled, settling at N5.3tn compared fo N1.9tn as
aft Nov-15 while credit to private sector stayed flattish within the same period, up 0.17%
fo N21.9tn in Oct-17. This was consistent with performance numbers submitted by
commercial banks, most of which printed modest growth in total loan and advances

during the period.

Outlook: At the peak of tightening?

We expect monetary policy to be less hawkish in 2018 as near-term rate cut is
imminent. While there are views that suggest that this is likely in Q1-18 amid pressure on
the MPC to cut inferest rate to stimulate the real sector, the rate at which policy rate

will be eased depends on:

1. The on-set of faster moderation in headline inflation;

2. Sustained stability in the oil and currency market which is anticipated to spur stfronger
economic momentum; and

3. Developments in the socio-political environment as the build-up to the 2019 election

heightens political risk.

*average of Policy Rate for Brazil, Russia, India, China and South Africa
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Accordingly, we have pencilled in a 100bps reduction in MPR in Q1-18 and a further
100bps reduction to 12% by Q2-18 if headline inflation rate declines sharply in H1-18 as
projected earlier in this report. If inflation rate, however, fails to drop as fast as
anticipated, rates cut may be delayed till May-18. Yet, the medium fo long-term view of  \ye have penciled in
events in the socio-economic and political space suggests that the Policy Rate is unlikely  a100bps reduction in MPR in
to drop below 12.0% on the back of uncertainties that may be associated with the Q1-18 and a further 100bps
build-up to the 2019 election, a concern that can very quickly be aggravated by an  reductionfo 12% by Q2-18 if

outflow of foreign portfolio funds. Again, other potential risks such as minimum wage headline inflation rafe de-

. . e - . . clines sharply in H1-18
review, possible labour unrest, as well as energy tariff increase, which may result in
renewed pressure on price level, may constrain a large-scale accommodative policy

stance, despite faltering economic momentum.

Chart 17
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Source: CBN, NBS, United Capital Research
Fiscal Policy

...expenditure operation

An aggressive drive fo mobilize non-oil revenue )
remained broadly recurrent

In line with the provision of the ERGP, the overarching policy stance of the fiscal  yiven, even though the
authority in 2017 was reviving the economy. However, the 2017 budget which was 2017 budget was not signed
drafted to pull the Nigerian economy out of recession, was not signed into law unfil 12th  info law until June.

of June 2017, delayed for approximately 6 months into the fiscal year. Accordingly, the

good intention of the federal government to prop-up economic activities in the face of

daunting socio-economic challenges confronting the country came under serious

criticism. Notwithstanding the above, expenditure operation remained broadly recurrent

driven, even though the 2017 budget was not signed into law unfil June. Over N3.2tn

had been deployed for recurrent spending as at H1-17. If annualized, this will amount to

Né.4tn or 87.8% of the 2017 budget. Personnel cost or workers' salaries, took the lion

share of N723.9bn or 23.0% which is well below 37.0% average in the last three years.

Overhead costs, including debt servicing, accounted for N443.8bn,14% of tofal

expenditure, notably higher compared to 9% average from 2014 to 2016 due fo

increased demand for debt. Much in line with the recent frend, Capital spending

accounted for N541.3bn, which was 17.0% of total spending. Recenftly, the Ministry of

Finance announced the disbursement of N750.0bn for capital spending, if this comes

through, CAPEX would total N1.2tn for 2017.
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Revenue: Oil revenue rebounds as whistleblower and VAIDS policies support non-oil

Supported by OPEC's decision to cap supply while exempting Nigeria, oil prices
stabilized above $50.0/b from January to December, averaging N54.7mb/d, $10.2
above the budget benchmark price of $44.5mb/d. Thanks to a peace deal led by the

FG in Feb-17, domestic oil output rebounded to 2.3mb/d as at Q3-17, compared to

Oil revenue which had
crashed 60.0% to N2.7tn in
2016 (vs. N6.7tnin 2014 or
N3.5in 2015), is likely to
rebound ¢.50% y/y by FY-17

1.6mb/d mid-2016 according to the NBS. Similarly, most of the oil terminals shut-down by
militants in H1-16 were reopened, most notably Forcados in July-17. Thus, oil exports
rebounded as oil GDP surged 24.3%y/y in Q3-17. As anticipated, oil revenue which had
crashed 60.0% to N2.7tn in 2016 (vs. N6.7tn in 2014 or N3.5 in 2015), is likely to rebound
c.50%y/y by FY-17. As at H1-17, oil revenue settled at N1.6tn, already more than 50.0% of
what was recorded for FY-16.

Chart 18 Nigeria oil revenue is graduallyrebounding

FGN revenue profile (tn'N)
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Non-oil revenue, however, continued to falter but rose 14.7%y/y to N1.1tn as at H1-17

compared to NO.9tn in the corresponding period. To shore-up non-oil revenue, the

Ministry of Finance infroduced ftwo major inifiatives; the Whistleblowers Policy,

infroduced to recover looted funds and the Voluntary Asset and Income Declaration

Scheme (VAIDS) with an attempt to bolster tax payments. The former enabled the ¢ whistieblowers Policy
recovery of N73.0bn between January and April-17. Some of the notable recoveries enabled the recovery of
included the N3.0bn recovered from a former GMD of NNPC in Feb-17 and the N15.0bn N73.0bn between January
($38.0m, £27,000 & N23m) found at the Ikoyi Apartment in Lagos. On the other hand, ~ and Apri-17...

VAIDS plans to increase effective tax payers in Nigeria by 4 million by 2018 and was

borne out of the alarming rate of tax evasion in the country.
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A flurry of debt issuances pushes public debt to $66.6bn

Efforts to end economic recession buoyed an accelerated debt issuance in 2017 as the
fiscal authorifies moved to sfimulate economic activities via expansive budget
spending. In H1-17, a total of $1.5bn was raised from the international debt market in
form of Eurobond, the FGN Savings Bond was introduced, $300.0mn was floated by way
of Diaspora Bond and the first franche of the Islamic Bond (or Sukuk) worth N100.0bn for

a tenor of 7 years was issued.

As at Q3-17, total public debt stock stood at N20.4tn or $66.6bn, up 68.1% compared to
N12.1tn before the Buhari-led government took over. The FGN’s obligation alone was
N17.2tn ($56.2bn) consisting of N12.5tn ($40.9bn) in form of domestic debt and N4.7tn
(15.4bn) foreign debt. FGN's domestic/external debt mix as at Jun-17 stood at 72%/28%
compared to the DMO's 60%/40% ratio, based on its medium-term strategy. In view of
the above, the Ministry of Finance opted to refinance some portion of the domestic
obligation with foreign loans, leveraging on the relatively stable exchange rate
environment in the local economy and the lower interest offering in the international
debt market. As such, the DMO issued a $3.0bn dual series note, comprising a $1.5bn
10-year series and a $1.5bn 30-year series, effectively increasing the size of Eurobond
issued during the year from US$1.5bn to $4.5bn.

Chart 19 Nigeria public debt stands at $46.4bn in Q3-18 ;
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Source: CBN, DMO, United Capital Research

On the back of the foregoing, Nigeria's sharp rising debt profile continued to raise
concerns among economic watchers who question the sustainability of the recent
aggressive expansion in the country’s debt obligations. In its defense, the Ministry of
Finance insisted that at 28.0%, Nigeria’'s Debt-to-GDP ratfio remains well below the 56.0%
recommended threshold of the IMF. As such, increasing debt stock should spur

economic growth if channeled appropriately.

As at Q3-17, total public
debt stock stood at N20.4tn
or $66.6bn, up 68.1%
compared to N12.1tn
before the Buhari-led

government took over.

Nigeria's Debt-to-GDP ratio
remains well below the
56.0% recommended
threshold of the IMF.
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Outlook: Will the 2018 budget drive faster growth?

The 2018 budget, christened "The Budget of Consolidation” proposes a total expenditure
of N8.6tn (16.0% higher than the 2017 budget), a proposed revenue of Né.6trn and a
fiscal deficit of 1.8% of GDP. This was based on the assumptions of $45/b oil price,
2.3mb/d domestic oil production, an exchange rate of N305.0/$, real GDP growth of
3.5% and a headline inflation rate of 12.4%. While recurrent spending will retain the lion’s
share of N3.5tn or 40.6% of total spending (16.8% higher than the previous budget),
capital expenditure will take N2.5tn (28.2% vs. 29.2% in 2017), up 11.6% compared to
2017. Debt service will increase 21.0% fo N2.0ftn almost crowding out total capital
spending despite plans fo refinance a portion of the local obligations with cheaper
foreign borrowing. On the flip side, non-oil and independent revenue are expected to
be to N3.3tn and N0.8tn, with both projected to expand 40.5%y/y to N4.2tn compared
up 15.1%y/y growth in oil revenue to N2.4tn. Fiscal deficit is however expected to fall
14.9%y/y to N2.0tn.

Table 5
Nigeria’'s 2018 budget summary

Revenue 2018 2007 20146 Actual

Ol Revenue 2,442.0 21220 &9F7 0
Mon-2i Revenue 3.316.0 2,091.0 20126
Ind. Revenue 848.0 872.0 2379
Total &,606.0 5,085.0 2.947.5
Recurrent (Mon-Debt) 3,494 .0 29910 Z2411.4
CAPEX 2,428 0 21750 1.219.5
Debt Service 20140 1.854.0 1..354.9
Stat. Transfer 456.0 434.0 3440
Sinking Fund 220.0 177.0 113.4
Total 8.612.0 7.441.0 5473.4
Deficit/GDP ratic 1.8%

Debt/GOF 15.2% 14.6% 14.8%
Debt/Revenue 30.4% 45.3% 85.7%
Debt Service/Revenue 30.5% 327% 47 0%
Fiscal Deficit 2,006,0 2,356.0 2,5325.9
il Price ($/b)

il Production (mbfd) 2.3 22 22
Exchange Rate [M/F) 305 305 197
ZDOP Growth Rate (&) 3.5 22 3.5

Source: Ministry of Budget and National Planning, United Capital Research
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While the sustained effort af boosting non-oil revenue remains positive, a critical review

of the budget proposal raises several questions. Some of these include:

1) Will the FG really be able to achieve a 40.0% increase in non-oil & independent
revenue given the persistent shortfall in independent revenue (short by 74.0% as at

9M-17), as well as the weakness in the non-oil economy (down -0.8% in Q3-17)2

2) Is oil revenue projection realistic given the outlook on oil prices, domestic oil output,

and the assumed exchange rate?

3) Is the continued accumulation of debt sustainable for Nigeria in the context of sharp

rising cost of debt service and revenue profile despite the lower debt/GDP ratio?

Although the FGN hopes to drive non-oil revenue through recoveries (N512.0bn), sundry
income (N678.0bn) and tax amnesty (N88.0bn), leveraging on recent initiatives such as
the anfi-corruption, Whistle Blower and VAIDs campaign, we find it difficult o imagine
how the 40.5% growth in non-oil & independent revenue will be achieved. Despite TSA
implementation, government institutions remain generally weak, the persistent shortfall in
independent revenue (short by 74.0% as at 9M-17) is not likely fo change overnight, and

the weakness in the non-oil economy which confracted by -0.8% in Q3-17 remains
particularly disturbing. However, we expect tax collection to be more aggressive in 2018

without any increase in the tax rate. The finance office is considering a hike in tax on

alcohol, tobacco, and soft drinks.

Oil revenue assumption is largely modest. The budget benchmark oil price ($45.0/b)
compared to the consensus market price in 2018 is very prudent in the face of
condifions in the global market. Although achieving the projected 2.3mb/d output level
may be challenging. In its last meeting of the year, OPEC removed the exception clause
for Nigeria, capping oil export at 1.8mb/d. This, however, does not include domestic
consumption and non-petroleum component of export. Overall, if recent stability in the
oil market is sustained, the only threat to the performance of oil revenue remains to keep

the Niger-Delta militants in check as the 2019 election draws closer.

Domestic macro overview and outlook

We expect tax collection to
be more aggressive in 2018
without any increase in tax

rate.

...the only threat to the
performance of oil revenue
remains keeping the Niger/
Delta militants in check as
the 2019 election draws
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Domestic macro overview and outlook

Chart 20 High debt service-to-GDP ratio amid weak revenue mobilization
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Finally, the issue of debt sustainability continues to generate concerns in different

quarters. Our view remains that despite the lower Debt-to-GDP ratfio (which has been a

major argument for expansion in the debt stock), sharp rising debt service/revenue ratio

(projected at 30.5% in 2018 from 32.7% in 2017) must be crifically assessed to ensure the

long-term gains of CAPEX spend is guaranteed. This is because based on the 2018

budget, proposed debt service (N2.0in) will almost crowd out fotal CAPEX spend

(N2.5tn). Recent efforts to refinance local debt with cheaper foreign borrowing also

raises concerns as it increases the FGN's exposure to FX volatility. Apart from the above,

delayed passage of budget remains a challenge in Nigeria. Nevertheless, given that

2018 is a pre-election year the budget may be hurriedly passed in Q1-18.

Sharp rising debt service/
revenue ratio (projected at
30.5% in 2018 from 32.7% in
2017) must be critically
assessed to ensure the
long-term gains of CAPEX

spend is guaranteed.
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Fixed Income Market

Yields to moderate, but with several twists

The yield environment witnessed dramatic changes in 2017. A combination of inflation
trajectory, currency market developments and monetary policy stance of the CBN
Influenced yield curve movement in different directions over both halves of the year. In
H1-17, yields were litfle changed (down by 2.8% to 17.4%) amid sticky inflation, reforms in
the FX market and a high impetus to curb liquidity by the CBN. Yields retracted
substantially in H2-17 (down by 20.3% to 13.9%) as market expectations around CBN's
monetary policy and interest rate outlook changed abruptly. In shaping our outlook for
yields in 2018, we take a closer look at key themes that drove the market in 2017 from
domestic and global perspectives.

Chart 21
Yield curve shifts downwards at year-end
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Theme 1: A less hawkish CBN

In the first half of the year, the CBN was very aggressive with system liquidity,

demonstrated by a total net OMO bill issuance of N8%93.9bn. In the event of undesirable

OMO failures, the Apex bank resulted to stabilization securifies, which summed up to a

total of N52%9bn in H1-17. However, by Sept-17, the CBN started to assume a less hawkish

stance through the following actions:

1) Discontinuing 1-year offerings in OMO auctions;

2) Allowing increased net OMO bill repayments relative o issuances;

3) Lowering the clearing rates on OMO auctions; and

4) Suspending OMO bill issuances — a departure from its traditional daily practice over
much of 2017.

In all of the reduced hawkishness, the MPC still voted 8 -1 to maintain status quo on policy

rates in its Nov-17 meeting. Nevertheless, the CBN has signaled that a benign inflation

outlook for 2018 would possibly spur monetary policy easing. As such, we expect

monetary policy easing to commence in H1-18, as our model suggests that barring

further shocks to prices, the headline inflation rate would fall below the current MPR of

14.0% by Jun-18.
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In terms of liquidity, there is a sizeable maturity going into next year (c.N11.1tn vs. N7.2tn in
2017) and the market is not likely to see a re-issuance of the proportionate amount.
Therefore, we expect relatively elevated system liquidity in 2018, even as the CBN

maintains a less hawkish stance.

Chart 22 Chart 23

Stop rates declined sharply Sizable maturity coming in 2018
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Theme 2: Debt porifolio rebalancing & shrinking fiscal paper supply

Pursuant to its infention of curtailing rising domestic borrowing costs, and taking
advantage of the rate differential between the domestic and foreign debt markets, the
FGN tapped into the global debt market 3 fimes in 2017. A total of $4.5bn was raised and
the NGN-USD debt mix now stands around 68:32, gearing closely fo an indicated fiscal
desire to adjust the debt mix fo 60:40 by 2019. To bring the debt mix to the FGN's target,
we estimate that ¢.$8.0bn external debt would need to be raised between 2018 and
2019, assuming the budget deficit stays unchanged. Fiscal paper supply has already
started shrinking. The DMO has discontfinued the issuance of the 20-year tenor from FGN
bond auctions and even redeemed a portion of its Nigerian Treasury Bill (NTB), totaling
N198bn which matured in Dec-17, using a portion of its recently raised Eurobonds. The
DMO released its Q1-18 NTB calendar which revealed ifs intent to rollover all maturing
freasury bills from Jan-18 to Mar-18, in line with our expectation of substantial domestic
borrowing in Q1-18 to fund the budget. Nevertheless, we are likely to see lower domestic
debtissuance in H2 relative to H1, as the FGN would likely tap into the global debt market

againin 2018.

Theme 3: Improved FX condition may trigger J.P Morgan Index re-inclusion

In 2017, foreign appetite for fixed income instruments grew robustly, especially for shorter
tenors despite a fight monetary stance in advanced markets. We atfribute this comeback
to the partial liberalization of the FX market that re-infroduced foreign players who were
shy of naira assets back to the market. We recall that two years ago, Nigeria was
excluded from J.P Morgan Chase & Co. Local-Currency Emerging-Market Bond Indexes,
due to the lack of a fully functional two-way FX market as well as limited transparency.
With the infroduction of the | & E window, we think the re-inclusion by J.P Morgan is now

probable, similar to the retention of Nigeria in the MSCI Frontier Markets Index.
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This could potentially trigger another round of inflows into the debt market, pressuring

yields further down amid reduced supply of government paper.

Chart 24 Chart 25
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Yield outlook and fixed income strategy for 2018

Weighing all factors, we see yields moderating in 2018, but with several twists. As we
mentioned earlier, the CBN is hinting towards a rate-cut in H1-18, as it records some
success with inflation. As we approach the easy-money era, we see more downside risk in
yields rather than upside. We see a change in the inverted shape of the yield curve in
2018 depending on monetary policy direction, system liquidity, as well as election
uncertainties. A flattening of the yield curve is probable, as rising liquidity levels, especially
considering the sizeable maturity going into the year, is expected to pressure short ferm
intferest rates southwards. If the MPC cuts rates drastically in H1, this may trigger a further
repricing of the shorter end, leading to a normalization of the yield curve. In the absence
of a drastic cut, political uncertainties may trigger FPI's concentratfion on the short end.
Addifionally, even though we expect aggressive borrowing by the FGN in Q1-18 fo fund
budgetary expenses, demand for fixed income should remain strong, capping upward

movement in yields. Overall, we expect average yield to sit af 10% — 12% range in 2018.

. . Projected
Table 6 Probability | Yield Impact Timing
Monetary policy easing High v H1
Lower y/fy inflation High v H1
Relatively lower FGM domestic borrowing High v H2
Pricing of risk in the equities market should
continue todrive momentum tofixed income High v H1,H2
assets
Timing and volurme of maturities. The market i
not likely to see aressuance of proportionate .
amount due a fiecal desire fo rebalance the FGH High v iR
debt portfolio to more external debts
M DneJrc:r\,r policy normalzing in advanced High A H1.H2
economies
Election risk High A H1,H2

Source: United Capital Research

Looking across other asset classes, another 40%+ return for Nigerian equities is highly
improbable in 2018 and the likelihood of another significant injection of market euphoria
seems very low. Instead, a great deal of uncertainty is on the horizon as we enter the
pre-election year. This could be unfavourable for stocks as fixed income securities remain

a safe haven for investors.

In ferms of positioning, we recommend overweighting in short-term durations of 3-6
months, beginning as early as Q1-18, as we expect a possible monetary policy easing fo
drive down yields. H2-18 presents a different scenario for yields. Risks associated with the
2019 election and Fed's normalizing process are likely to pressure yields upwards. This
could support increasing duration beyond the election cycle with a possibility for a

moderation in yields in the medium term, as political risk subsides.
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Equities Market

A stylish finish to a wobbly start

2017 was a good year for commodity exporting countries as commodity prices witnessed

a gradual uptick throughout the year. For Nigeria, the combined improvement in global

oil prices and domestic production volumes spurred a rebound in economic activities, a

furnaround also extended to the domestic equities market which halted a 3-year bearish

frend, staging a massive bullish run from Apri-17 to Dec-17. Upward trend of commodity
The market started the year on a bearish note, beclouded by the uncertainties and prices posifively impacted
economic turmoil of 2016. Consequently, the benchmark index fell 5.1% in Q1-17 despite he equities space
a marginal gain recorded in Mar-17. The tide turned in Q2-17 as the broader economy

rebounded due to a series of positive headlines and economic policy pronouncements.

Notably, the introduction of the I&E FX window in mid-April, ultimately granted access to

foreign investors into the Nigerian capital market. Backed by the renewed influx of hot

money and increased domestic investor confidence, the All Share Index (ASI) rallied

29.8% in Q2-17 alone driving YTD return at the end of Jun-17 to 23.2%.
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The general improvement in the macroeconomic environment also frickled down fo
corporates who reported strong H1-17 and 9M-17 earnings as pressure on operating
metrics began to ease. Equities surged further in H2-17, pricing-in the improving market
fundamentals as investors hunted for bargains across the market. In Q3-17, market return
inched higher 7.0%q/q but at a slower pace relative to Q2 due to the slowdown in FPI Stability in forex and strong

inflows. Overall, the Nigerian equity benchmark index closed the year in style, recording corporate eamings have

. Iso dri th ket
42.3% gain as against 6.2% loss posted in the year 2016. ciso diven fhe marke

The primary market segment also got a new lease of life affer recording a near zero
activity level in 2016. The market was awash with Rights issues, especially among
Consumer and Industrial Goods firms such as; GUINNESS, UNILEVER, UBN, UACN, WAPCO,
UAC-PROP and LIVESTOCK, in a rush to rebalance their capital positions, de-lever their

balance sheets, and meet working capital or investment needs.
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Additionally, the Oil & Gas sector witnessed the advent of Global Spectrum Energy
Services Plc, which listed its shares on the main board of NSE in Nov-17 with a total market
cap of N4.0bn.

Portfolio Flows: A new narrative

Total equity market transactions from Jan-17 to Oct-17 surged 80.0% to N1.8tn compared
to N1.0tn in the same period in 2016. Also, foreign portfolio managers came off the
sidelines, evidenced by a 91.5%y/y surge in total FPI fransactions, averaging N85.1bn as
of October, after touching a record level of N208.3bn in Aug-17, the highest amount in
more than 2 years. By participation, domestic investors confinued to outweigh their
foreign counter parts. Nonetheless, FPI participation rate improved to 47.4% in 2017 from

Equities market witnessed
44.9% in 2016 after accounting for a dominant 52.9% in October. In our view, the increased parficipation of
momentum in the Nigerian equities market which outperformed global peers, was FPI'S
buoyed by increased participation of FPIs amid improving macroeconomic variables

and solid corporate earnings.
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Sectorial Performance: Smiling to the bank with banking stocks

Across sectors, the most notable frend that emerged during the period as we noted in
our H2-17 outflook, was a broad-based recovery, mainly skewed to immediate
beneficiaries of FPIs which were the Banking and Consumer Goods sectors. The Banking
sector amassed the most gain in the year, up 73.3%y/y and outperformed the broader
market index (+42.3%). On the other hand, the Oil & Gas Index closed the lowest, up 5.8%
y/y. The upward appreciation in the Banking sector was buoyed by gains recorded in
fier-1 names: UBA (+128.9%), ACCESS (+78.0%), ZENITH (+73.8%) and GUARANTY (+65.0%).
However, none of the earlier mentioned fier-1 players made it fo the fop 10 gainers y/y
with FIDELITYBK (+192.9%), STANBIC (+176.7%) and FBNH (+162.7%) leading the pack.

The Banking sector index led
the sector indexes return
and outperformed the

broader market index
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The Consumer Goods Index (+37.0%) also trended northwards y/y, consequent on price
appreciatfion in NESTLE (+92.1%). Notably, DANGSUGAR (+227.3%) topped the gainers’
list owing to the company’s strong H1-17 and 9M-17 earnings amid improved FX liquidity.
Similarly, the Industrial Goods Index advanced 23.8%y/y (DANGCEM: +32.2%, WAPCO:
+9.6% and CCNN: +90.0%) and Insurance sector recorded a modest gain of 10.4%y/y.
On the flipside, the poor performance of the Oil & Gas Index was driven by downstream
players such as, FO (-48.5%), MOBIL (-30.3%) and TOTAL (-23.1%).
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Equities Market Outlook in 2018

Faster, Higher, Stronger?

We noted in our H2-17 outlook report, “After the Rain”, that to sustain the nature of rally
witnessed in Q2-17, improvement in the policy environment must be sustained and
macroeconomic variables as well as corporate earnings must continue to improve or
outperform estimates while system shocks stay soft. Thankfully so, macro conditions
sustained improvement amid stronger oil prices, exfternal reserves and corporate
earnings. Much in line with our bull case return estimate of 41.5%, the benchmark index
surged 42.3%y/y to settle at 38,423.2pts, the highest level since 2014, making market
return in 2017 a tough act to follow. Accordingly, projecting an outlook for the Nigerian
bourse in 2018 prompts several questions. Some of these are; Is a further uptrend likely for
Nigerian equities in 20182 If so, how high can the benchmark index climb? And, what

are the fundamental factors that will drive this uptrend?

Is there a technical ground for further uptrend?

From a technical standpoint, the perceived rally, which took off from the 25,000point
support level in Apr-17, is yet to climb to or break out from the 43,000point resistant level
last withessed in Jul-14. Thus, the benchmark index can sfill climb as high as 43,000point
before taking a breather based on recent history. If this happens, the market can sfill

appreciate 12.4% in 2018.
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What will drive equities in 20187

Alongside the technical basis for an uptrend, fundamental justifications for a sustained
bull run in the Nigerian equities market are also compelling. The improvement in both
the global and domestic macroeconomic environment means that assumptions for cost
of equity should be lower as risk free rate and equity risk premium moderate. Also, a
supportfive policy backdrop and solid improvements in corporate earnings, point to
minimal market volatility and robust return in 2018. The only downside risk is the on-set of
uncertainties that often characterize a pre-election year ahead of the 2019 general

election.

Nigerian equities market drivers in 2018

Local Economy:

Earnings

Global Markets:

Reserves Quality:
Easy Money FX Market Improved Politics:
Global GDP ol d eds Operafing Cost Blection cycle
N POCES Profita bill
Oil market Funds-Flow [;?viger;gy Bcé%r":vc;d

rebalancing

Price level Quticck

Robust upswing in global growth amid stable oil market outlook

Global growth was robust in 2017 despite increasing tensions in the geopolitical space.
From 3.2% in 2016, the global economy is expected to accelerate 3.7% in 2017 and
further expand to 3.8% in 2018. More inferestingly, growth is in harmony across major
economies in the world. The 45 largest economies tracked by the OECD are expected
fo expand in 2017 and 2018, a sharp contrast from the frend in the last 8 years. As such,
pickups in global investment, frade, industrial production, business and consumer
confidence indicate a positive outlook for global demand, corporate earnings,
profitability and dividend income. While the sustained policy stimulus by the ECB and
BOJ is positive for global equities in 2018, a stable outlook for oil prices suggest that

appetite for equities in oil exporting countries like Nigeria may also strengthen.
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Improving domestic economic outlook

In addition fo a faster global growth, recovery in the local economy is also expected to
further strengthen from c.1% in 2017 to 2.5% in 2018. This will be supported by a resilient
Agriculture sector, improving oil proceeds and a stable FX environment. More
specifically, observed co-movement between the external reserves, oil prices and
demand for Nigerian equities over the years support the view that the bullish
momentum in the equities market should be sustained. A sfrong reserves position is a
critical factor for performance of the equities market in many emerging and frontier
markets because foreign players often track the position of a country’s external buffer to
gauge the size of investments to be deployed. As at Dec-17, Nigeria's external reserves
stood at $38.2bn, more than 10months of import cover. We expect this figure to cross
$40.0bn in Q1-18 if the stability in the FX and oil market is sustained concurrently. It may
also be worth noting that of the planned $5.0bn foreign borrowing approved by the
senate in 2017, only $3.0bn was issued in Nov-17. As such, the issuance of the

outstanding $2.0bn is expected to further add to the position of the reserves.

Robust earnings outlook

The quality of corporate earnings is anficipated to improve in 2018 as further gains in
macro fundamentals boost performance. Lower inflation rate is a basis for improved
cost of operation and a catalyst for expansion in consumer spending. Although
economic recovery in 2017 was largely uneven and in favour of the oil sector, the
dynamics of the sector is a leading indicator to the direction of the overall economy.
Thus, the frickle-down effect of an improved oil output will franslate info rebound in the
non-oil sector in 2018 as increase in government expendifure strengthens consumer
spending. Recent government support for the Agriculture sector is positive for cost
profiles of food and beverage companies amid increased domestic sourcing of inputs.
Hence, we see strong potential for Consumer Goods names. Also, appetite for banking
stocks is expected to be sustained given their earnings stability, dividend consistency,

stock market liquidity and improved outlook for asset quality.

Politics and election uncertainties

Going info 2018, the build up fo the 2019 general election is a major downside risk. Being
a pre-election year, elevated polifical anxiety in the country may upset the recent gains
in the macroeconomy. For emerging and frontier market equity indices, usual
uncertainties associated with a pre-election year may drive out investment and mute
economic activities. Jitters in the financial market may frigger outflow of foreign portfolio
investments and unsettle the currency market. This may in furn hush equity market

uptrend.
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Market return projection and scenario analysis for 2018

We base the equities market return projection for 2018 on the outcome of each of the
variables highlighted above. Assuming the supposed pre-election uncertainties turn-out
fo be milder than expected, improvement in global and domestic economic conditions,
supported by more accommodative monetary policy, and stronger corporate earnings,
can spur the All Share Index to breakout from the 43,000point 2014 pre-crisis resistant
level. If this happens, our bull case scenario projects the benchmark index closing
above 48,000pts to 27.3%y/y in 2018. However, if election uncertainties upset the recent
gains in the macro space, equities may fumble 8.5%y/y amid the exit of FPIs and
redeployment of funds to government securities in a flight to safety. On a balance of
factors, our base case scenario is positioned between both views but with a bullish skew.
Ultimately, we estimate a 12.4%y/y uptrend for equities in 2018, capping market uptrend

at 43,000points.

Table 7: Equities market outlook scenario analysis
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Equity strategy for 2018

Our investment case for equities, as highlighted above, implies that investment decision
in 2018 must be based on the tried and tested principles of diversification and
appropriate market timing. With a background projection that, the bullish momentum in
the Nigerian equities market may be sustained in 2018 albeit, at a moderating pace, we
advise investors to consider the following as they make equity investment decisions in
2018.

1) Invest in pro-cyclical sectors/stocks

Valuations are evidently elevated by historical assessment. But adjusted for
broad-based improvement in the macroeconomic space, we think valuation can trend
even higher as corporate earnings continue to impress. Yet, investors must pay attention
to sectors/stocks with strong historical correlation with economic cycles. In confrast to
the investment case for the last two years, where extreme macro conditions favoured
investing in defensive/counter-cyclical sectors/stocks, the outlook for 2018 favours
pro-cyclical sector/stocks. That said, we advise investors to target select consumer and
industrial goods names which should benefit from faster expansion in output level. Also,
banking stocks will come very handy given the improved outlook for asset quality,
earnings stability, dividend consistency, and stock market liquidity. Stifled by
unfavourable regulation, the coast is not yet clear for the downstream QOil & Gas players,

but upstream operators are expected to ride on the recent rally.

2) Overweight equities in H1-18, underweight in H2-18

In our investment case, we have identified the key drivers of performance of Nigerian
equities in 2018 to include: stronger global oufput level, improved domestic macro
fundamentals, healthier corporate outlook and political uncertainties. Disaggregating
how these factors will shape the market’s direction in 2018, we observe that while the
first three variables are positive for the market, especially in H1-18, same cannot be said
for H2-18 due to the potential impact of the last variable, political uncertainties.
Meaning, bullish sentiment may be constrained going info H2-18 as the risks on the
horizon become elevated. Against this backdrop, we advise investors to overweight
equities in H1-18 and underweight in H2-18. This applies mostly to short/medium term
investors who may want to ride on the stability and low market volatility in H1-18 while

avoiding the uncertainties of H2-18.
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3) Sell the rally, buy the dip

Confrary to the above, we also advise investors not to get derailed by potential volatility
in H2-18. In principle, the potential change in market dynamics between H1-18 and
H2-18 is an avenue for a sfrategic entry info equities for investors with a long-term
horizon. To this end, our recommendation for risk loving, patient and alpha seeking
investors is fo “sell the rally in H1-18 and buy the dip in H2-18". The thinking behind this is
motivated by the fact that though pre-election uncertainties are more likely in H2-18
than H1-18, a crystallization of potential risks will present an opportunity for investors to
hunt for bargains immediately the market bottoms out. Put differently, rather than out
rightly avoiding equities in H2-18, discerning investors can buy low in H2-18 and wait for a
rebound to sell higher. However, investors must be able to see beyond the short-term
market volatility and critically assess the best-in-class stocks affected by panic sales in
H2 -18.
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Banking Sector Review and Outlook

Riding the business cycle to a safe harbour

After weathering the storms of economic recession in 2016, Nigerian banks recorded
windfalls from FX revaluation in their FY-16 results. This was driven by the weakening of the
naira by as much as 35.4% at the official window during the year. The resultant paper
gains for most of the banks that managed to end the year with net-asset foreign currency
(FCY) positions, led to a relatively strong performance for FY-16. Consequently, our
coverage names saw an average increase of 12.4% in EPS with GUARANTY posting the
sfrongest FX revaluatfion confribution of 52.8% (N87.3bn) fto FY-16 pre-tax profits.
Interestingly, the market’s reaction to the banks’ results was underwhelming relative to the
prima-facie numbers, as investors appeared to be looking for stronger core earnings
growth. In effect, the NSE-Banking Index (NGSE BK10: 0%) closed flat in Q1-17, albeit
outperforming the broader market (NGSE ASI: -5.1%).

As FX incomes fizzled out in H1-17, due to the stability in the currency market, banks’
earnings found succour in CBN's monetary fightening measures which accompanied the
liberalization of the FX market. The aggressive liquidity mop-up, which led to a dramatic
increase in yields on government securities drove a sharp rise in Interest income for banks
accounting for 75.0% of banks' revenues (vs. an average of 67.4% in 2016). The tier-1
banks with substantial liquid balance sheets, (average liquidity ratio: 51.1% vs 34.3% for
fier-2 banks) saw significant expansion in Net Inferest Margins (NIM), as ZENITH
(Q3-17 NIM: 7.2%) and GUARANTY (Q3-17 NIM: 10.5%) printed healthy spreads.

However, the elevated interest rate environment was not all the way rosy for banks. The
stfrategy of building inventory of fixed income securities was necessitated by high
opportunity cost (with regard to creating risk assets). The CBN'’s aggressive monetary
tightening meant that banks had fo be debited continually as OMO bills were issued. This
starved the (small-sized) banks of liquidity as their effective Cash Reserve Ratios (CRR)

exceeded regulatory minimum of 22.5% to 30-35% on average.

In addition fo the strong margins, banks' earnings were further boosted by better asset
quality relative fo the prior year, amid improvements in the macroeconomic backdrop.
With oil price finding support and the economy gradually inching back to recovery, NPL
ratio for our coverage banks remained stable at 7.4% for 9M-17 (FY-16: 7.3%). Similarly,
Cost of Risks (COR) settled lower to 2.4% (FY-16: 4.3%). On account of lower non-interest
income and fast rising OPEX, Cost-to-Income Ratio (CIR) increased to 59.4% (FY-16: 57.0%)
for the banks under our coverage. On a positive note however, derivative income, which
rode on high interest rate, and boosted capital gains for the banks, was a key driver of

earnings for the banks, especially fier 1-names like ACCESS, ZENITH, as well as STANBIC.
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Chart 31 Asset quality metrics showed modest improvement in 2017
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Turning fo banks’ balance sheets, expansion in deposit and loan growth was sfifled by a

combination of factors:

1) Better FX liquidity saw much of the erstwhile idle naira deposits deployed for trade
financing purposes. Customers re-opened Letters of Credits (LCs) while banks
resumed issuance of new trade finance facilities;

2) The atfractive interest rates resulted in greater deployment of funds to high yielding
freasury bills by corporates and individuals;

3) Loan growth was tepid as banks remained cautious with high risk sectors, preferring to

restructure existing obligations in most cases.
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For the year 2017, Nigerian banks broadly outperformed. The NGSE-BK10 Index was up
73.3%y/y outperforming the broader market (NGSE INDX: 42.3%) and Emerging market
banks (MSCI -EM BNK: 27.6%). In terms of valuation, Nigerian banks still look attractive on a
relative basis. Our coverage banks are valued at a 2017 P/BV of 0.9x, versus EM Banks:
1.3x. Going into 2018, we see 4 major earning drivers for Nigerian banks, as detailed

below.

Sector Outlook

Bracing for lower rates in 2018

Clearly, the biggest theme that will influence banks’ performance in 2018 is the sharp
decline in interest rates which began in Dec-17. After peaking at 19.3% in Mar-17,
average vyield on freasuries tanked 368bps at the end of the year. This, we believe will
have profound impact on the performance of the banks going forward. But we would
expect earnings to react differently to this new rate regime, depending on scale,
efficiency and historical track record in balance sheet optimization. One key reason for
this is that banks’ relative sizes and liquidity ratios play a crucial role on how sensitive
earnings are to interest rate dynamics. In large part, the big banks tend to be supported
by highly liquid balance sheet and already lower funding costs, given existing scale
advantage. Hence, they are better positioned to sweat their balance sheets in the face
of high interest rates, as their pricing power remains strong. This often resulfs in better
margins than smaller banks. On the conftrary, they tend to see margins eroded when
interest rates decline for a number of reasons. First, cost of funds are sticky downwards,
implying that the margins of banks with already low funding costs are little changed.
Second, interest earnings from securities portfolios moderate on account of lower yields,
pressuring revenue. Almost the opposite can be said for smaller banks whose biggest
advantage comes from sharp decline in cost of funds especially for those with aggressive
retail play. In light of the above, we look to see stronger performance from tier-2 banks
with regard to expansion in spreads relative to 2017. Although the tier-1 names wiill
continue to be key defensive plays, we see greater earnings upside for tier-2 players in
2018.

Loan growth: How far can it provide shelter for earnings?

The expectation of improved system liquidity in 2018, on account of reduced government
borrowing should be positive for credit growth, potentially helping to compensate for the
loss in income from securities portfolios. Again, tier-2 banks currently with relatively fighter
spreads are likely to benefit more if effective CRR reverts to official limits of 22.5%, a
development that should boost liquidity and spreads for these banks. Although we would
be looking for loan growth of 15-20% to plug the holes in interest income, we recognize
that banks’ willingness and/or ability to create substantial risk assets will be influenced by
developments in the socio-economic space. In a pre-election year, lending is likely to be
impacted by politically-induced liquidity on the one hand, and political uncertainty on
the other hand.

53

Sectors

Banks will have fo weather
lower rates environment in
2018, even though the big
tier-1 players remain defen-
sive, more earnings upside is
anticipated from the fier-2

players

www.unitfedcapitalplcgroup.com



Nigeria Outlook 2018: The Silver Lining?

Furthermore, a number of banks (especially tier-2) have minimal headroom for taking
more risks, vis-Q-vis regulatory threshold for capital adequacy, given recent macro
headwinds. Potentially, while banks are likely to increase lending in 2018, we think credit
fo the public sector could grow much faster than private sector credit, akin to the trends
we saw in 2017. On a balance of expectations, revenue generation for banks in 2018 will

be largely dependent on transactional incomes, as well as lending.

IFRS 9 implementation: New dawn of provisioning to hurt earnings

The imminent fransitioning fo IFRS 9 is expected to have profound impact on banks’ loan
loss expenses and capital adequacy in 2018. The standards, which take effect in Jan-18,
require banks fo take forward-looking approach to provisioning. This is completely
different from the reactive approach which required banks to set aside specific provisions
only when they incurred losses, or when the counterparty or financial asset defaults on ifs
obligations. Under IFRS 9, banks will have to set aside provisions in advance, based on
their loss expectations and provide for the lifetime expected credit loss of exposures that
have declined in creditworthiness. Unfortunately, very few banks have provided sufficient
colour on the impact of this policy. United Capital Research had earlier cautioned that
Nigerian banks run the risk of overlooking the strategic repercussions of the new
standards. While banks’ asset quality is expected to improve on account of more
favourable macroeconomic backdrop in 2018, the proactive nature of the provisioning
as specified in IFRS 9, may increase COR and reduce Capital Adequacy Ratios (CAR)
across the sector. For example, earlier CBN guidelines on the provisions state that the
Apex bank expects financial assets which are more than 30 days due or have been

granted forbearance should be considered to have significantly increased in credif risk.

Capital raising expectations: More equity, less debt?

Nigerian banks have been largely inactive in the equity capital market over the last 3
years. Since the N11.5bn seasoned equity issue by UBA in 2014, Union Bank's N50.0bn
Rights issue in 2017 was the only recent primary offering in the sector. Conversely, banks
have taken up more dollar debt, with issuances in the Eurobond space (ZENITH: $500m,
UBA: $500m, ACCESS: $300m, FIDELITY: $400m). The attraction to the Eurobond market has
come largely against the background of poor valuation in the domestic equity market,
with the advent of Nigerian sovereign Eurobond in 2013 providing a benchmark for
corporatfe issuers. More recently, the need for higher dollar liquidity to finance
trade-related transactions spurred these capital raising exercises. Expectedly, with a lower
interest rate environment, cost of equity offering is expected to decline even as the
anficipation of positive performance in the equity market in 2018 spur valuations. An
equally stable outlook for oil prices and improving macro fundamentals should be positive
for more Eurobond issuances going forward. However, we expect FX debt capital raising
to come at a more measured pace relafive fo 2017 as the need for dollar liquidity

moderates.
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Consumer Goods Sector Review and Outlook

Performance rebounds after 8-quarter long recession

While the Nigerian economy slipped into recession in 2016, the Consumer Goods sector
had begun to recede 12 months earlier. Measured by the performance of Food,
Beverage and Tobacco GDP, the sector recorded 8 straight quarters of negative growth
from Q1-15 to Q4-16. Interestingly, the sector exited recession a quarter earlier than the
broader economy, rebounding 4.1%y/y in Q1-17. In Q2-17 and Q3-17, growth slowed fo
2.7% and 0.6%y/y respectively despite stronger momentum in the broader economy.
Overall, momentum remained broadly weak due to challenging operating environment
especially with respect to purchasing power and input cost. Despite the improvement in

the currency market, higher price level continued to pressure volumes.

Chart 33 Food and Beverage GDP rebounds from 8 quarter-long recession
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FMCGs

Operating environment remains challenging

A review of the performance of listed players in the FMCG space indicated a sharp
rebound in revenue and after-tax profit from Q1 to Q3-17. This was mostly driven by price
increment implemented in Q4-16. Although this weakened volume growth, as rising
inflation rate pressured disposable income, the impact on top-line was masked by a low
base effect of the prior year. Additionally, aggressive inward-looking cost confrol
initiatives confinued to support margins. Accordingly, NESTLE, UNILEVER, PZ, FLOURMILL,
and UACN all printed strong numbers for YM-17 as average revenue growth settled at
30.0%. However, FX and weaker volume growth remained challenging amid a fragile
recovery in the broader economy. Save for UACN, which chalked a 54.1%y/y decline in

PAT, other names within our coverage posted double-digit growth in PAT in 9M-17.

Brewers

Changing dynamics on all fronts

The dynamics of the Nigerian beer market are changing as consumers shift to affordable
beer brands amid tougher macro conditions. Over the last two years, the structure of the

market has witnessed two significant changes.
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Firstly, the market is now broadly dominated by a stronger appetite for Lager which
increased from 57.0% to 70.0% consumption relative to Malt (down from 27.0% to 20.0%)
and Stout (now accounting for 10.0% from 15.0% in 2014). By classification, the value/
economy brands of yester-years are now the mainstream brands due to affordability.
Consumers are demanding for less brands which were mainstream, as such they are now
classified as national premium brands. To this end, popular brands such as Goldberg, 33,
Crigin, Trophy and Hero are the new mainstream brands, while older brands such as Star

and Gulder are national premium brands.

Also, evolving developments in the competitive landscape are worth highlighting. With
the Lager segment of the market getting bigger, owners of bestselling Lager brands will
maintain dominance. This narrative favours Nigerian Breweries (NB), by implication
Heineken Global, knocking GUINNESS further behind. However, the gradual but increasing
incursion of AB-InBev, the largest beer company in the world info the Nigerian beer
market, following the acquisition of SAB Miller, seems to be pitching the two largest global
players in the industry against each other in Nigeria. This trend is not peculiar fo Nigeria
but the global beer market. During the year, AB-InBev announced the consolidation of all
its operations in Nigeria info one big International Breweries Plc (INTBREW). Once the
scheme of the merger is completed, INTBREW will become the undisputable third largest
player in the Nigerian beer market. Before the merger, INTBREW, Pabod Breweries Plc, and
Intafact Plc had established a strong footprint in terms of mainstream value brands in the
S/West, S/East, and S/South regions of Nigeria respectively. Therefore, the consolidation of
the three subsidiaries is a strategic move to challenge the continued dominance of NB in
the market. That said, with cheaper brands being the new growth engine in the Nigerian
beer market, even though NB dominates the Lager segment, the outlook for the sector
will be hinged on the changing competitive landscape with AB-InBev strategically

positioned to challenge NB's dominance amid increasing appetite for affordable beer.

Commodity market overview and outlook

Food and Beverage commodity prices decline y/y

Confrary to a rally in energy prices in 2017, non-energy commodities, partficularly food
and beverages, witnessed a bearish senfiment throughout 2017. Lower prices were
supported by sufficient supplies as the World Bank Agric Commodity Index slipped
2.7%yly, majorly driven by a sharp moderation in the Index for beverage commodities
which tumbled 13.0% during the period. The Oil and Meals Index was down 3.1%y/y while
the Index for Grains rose 6.8%y/y. The decline in beverage prices was traceable to
average prices of cocoa and coffee which fell 29.4%y/y and 7.2%y/y to $2.04/kg and
$3.35/kg respectively. The average price of Malting Barley was down 12.1% in 2017 while
that of Maize eased 2.6%. However, the average price of wheat rose 1.4%y/y due to
weaker supply and reduced planted area. The World Bank projected global wheat
production at 751.2mmt in 2017 slightly below 754.1mmt in the prior year, hence, pressure

on prices.
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Looking ahead, agricultural commodity prices are anficipated to record a marginal
upfick in 2018 due to slightly lower supplies. Prices are estimated to rise 3.0% through to
2020, suggesting that supply constraints will be broadly minimal over the period.
Accordingly, the outlook remains stable with disruptive weather conditions as the only
upside risk amid EI-Nino cycle fears. Overall, a moderately stable commodity price
environment is posifive for Food and Beverage companies in Nigeria. With the currency
market looking broadly stable, input cost should moderate in 2018, providing support for

bottom line.

Ch‘?’;ﬁg Food & Beverage Commodity Prices were lower in 2017
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Sector Outlook

Broadly positive

Outlook for the sector appears bright on many fronts. Pressure on revenue is expected to
further subside in 2018 as consumer spending recovers. Besides, increased polifical
spending is generally positive for consumers and revenue expansion. FX availability and a
stable input cost environment will ease pressure on the Cost-fo-Sales ratfios, boosting
operating profit. More importantly, debt burden is expected to ease significantly in 2018,
following observed efforts to de-leverage balance sheets, ease pressure on margins and
boost profitability. In 2017, top names under our coverage raised equity capital by way of
Rights issue. UNILEVER and GUINNESS were the early-birds, with both issuing Rights worth
N58.9bn and N39.7bn respectively to defray the cost of debft servicing to their parent
companies. UACN floated N15.4bn for the Group in addifion fo Né.97bn raised for all the
subsidiaries excluding CAP Plc, FLOURMILL is in the process of issuing N40.0bn to its existing
shareholders to salvage its worsening operating condition. With the deliberate effort
made fo improve operating metrics, the overall outlook for the sector appears positive in
2018. Also, with the introduction of the I&E FX window in Apri-17, FX-related concerns, a
major pressure point for margins since 2015, subsided by Q3-17. As such, improved

currency market condition should impact positively on margins going forward.
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Industrial Goods Sector Review and Outlook

Yet to recover

In 2017, growth in the Industrial Goods sector remained downbeat despite marked
improvement in factors (Energy shortages and FX illiquidity) that impeded growth in the
previous year. However, the slow growth in the sector can be atfributed fo low

government spending in the real sector and a delay in 2017 budget approval.

While the Nigerian economy slowly emerged from recession in Q2-17, relevant sub-sectors The industrial goods sector
in the Industry continued to struggle with recession. In contrast fo the Construction et 1o recover from the
sub-sector, which exited recession in Q2-17 on the back of sustained release of  stunted growth it struggled
government capital funding, the Cement and Real Estate sub-sector growths declined — within 2017

4.2%y/y and 3.5%y/y in Q2-17. However, in Q3-17 the Construction sub-sector slipped

back into recession, contracting 0.5%y/y alongside Cement and Real Estate which

recorded 4.6%y/y and 4.1%y/y negative growth respectively, owing to muted

government capital funding release in Q3-17. This is an indication that the industrial sector

is yet fo recover from the prior year anomaly.

Chart 34 c
Fragile sub-sector growth
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Spotlight on Cement Players: Volumes for value

Confrary to 2016 which was characterized by energy shortages amid FX illiquidity and
macroeconomic headwinds, the dynamics of the Nigerian cement industry fook a
digression in 2017. Nigerian cement companies posted solid 9M-17 earnings scorecards,
helped principally by the upward price adjustments between Q4-16 and Q1-17, gradually

declining energy costs amid improved FX liquidity.

Willing to sacrifice some volumes in Nigeria, the industry leader (DANGCEM) spearheaded
the upward price adjustment, increasing the price of cement in January, February and Cement players recorded
April-17. However, the non-Nigerian segments made up for the slowdown in volumes with solid increase in 9M-17

a 7.5% rise as at 9M-17. The group revenue and PAT increased by 36.5%y/y and 44.7%y/y  eamings

respectively while cost of sales grew at a slower rate of 12.2%y/y, driving the Cost-to-Sales

rafio down 1o 43.1% compared o the 52.4% recorded in 9M-16.
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Furthermore, buoyed by strong prices (in spite of declining volumes), WAPCO regained
sfrength as 9M-17 revenue grew by 38.9%y/y to N223.7bn while PAT stood at N0O.9bn
relative to N37.4bn loss for the corresponding period in 2016. Cost of sales rose at a slower
pace of 16.0%y/y to N165.8bn amid a relatively tighter control on cost of energy. As such,
the Cost-to-Sales ratio improved to 74.1% in the period from 88.8% in 9M-16. On energy
flexibility/availability, while noting that gas supply has improved from the low level of 2016,
DANGCEM has achieved significant substitution of coal, LAFARGE has increased the
utilization of alternative fuel and coal as well, while the less disruptive performance of the
Kaduna refinery is positive for CCNN in terms of easy access to Low Pour Fuel Oil (LPFO).

The overall momentum for the industry is likely to strengthen amid increasingly improving

operating environment especially with respect to input cost and foreign currency stability.

Riding on the wave of a bullish year

The Industrial Goods sector closed the year in the green (NGSEINDS: +26.9%) though
underperformed the broader index (NGSE INDX: +42.3%). Disaggregating the
performance into quarters, the sector, having declined in the prior year rebounded in
Q1-17, recording a modest 10bps gain g/qg, buoyed by the surprising FY-17 WAPCO
bofttom-line. While the improvement in the general macroeconomic dynamics further
provided impetus for the sector in Q2-17, as it rallied 21.0%q/qg. The improvement seen in
the H1-17 and 9M-17 earnings scorecards of key players, provided support to share prices
in Q3-17, up 2.7%q/q while the last quarter of the year saw the sector decline 30bpsq/q
due fo a drag in government CAPEX spending. Notably, the sector’s performance was
hinged on sentiments around bellwether DANGCEM as the counter posted 32.2% refurn
y/y with investors pricing in the cost-cutting sfrategy of the company. The sector’s

momentum was also supported by a 15.8%y/y returnin WAPCO.

Outlook: Lower interest rate environment to support private participation

Looking ahead, we expect the sector's performance to be better than 2017 as the
proposed budget for 2018 contains another record CAPEX estimate of N2.4tn (28.0% of
the total proposed spending). However, the potential delay in the passage of the budget
and the overly bullish revenue projections remain downside risks. Similarly, we expect the
2018 lower interest rate environment, alongside our expectation of increased government
spending, to aid private and public sector investment in the real sector. Also, the
expected resurgence in consumer demand as well as individual home owners
discretionary spending is more likely fo open up new grounds for construction activities.
Overall, we see medium fo long ferm potential upside, especially within the cement
space as the economy is set to consolidate on 2017 positive growth. As such, we are
bullish on companies that have spare production capacity and more importantly, those
that have made appreciable progress in diversifying their energy sources. Even as more
capacities come on stream in 2018 and beyond, we expect players with high energy

efficiency to confinue to benefit from increasing price competition in the industry.
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Oil & Gas Sector Review and Outlook

In dire need of reforms

After five years in the doldrums, 2017 was by most definitions a good year for the Nigerian
Oil & Gas Industry. Improvements in oil prices amid increased production and exports
have given Oil GDP a new lease of life. The sector remains critical to the Nigerian
economy and the stability of the financial system. As at Q3-17, top-tier banks’ exposure to
the sector stood at 28.5% of loan book, though new investment info the sector as proxied
by total capital imported into Oil & Gas stood at a meagre 4.5% in 9M-17. The sector also
accounts for over 90.0% of exports. Looking ahead, we see reasons fo believe that the

shine that refurned to the industry in 2017 would confinue throughout 2018.

Chart 35

Oil-GDP recovered from its 6-quarter long recession in Q2-17
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Upstream sector: Partial passage of PIB not enough

Ravaged by depressed oil prices and pressured production, following frequent attacks by
the Niger-Delta militants, Oil & Gas GDP growth remained in the negative ferritory,
averaging -13.4% between Q4-15 and Q1-17. However, thanks to a peace deal in the
Niger-Delta, spearheaded by the FGN, which was a quick win for the government, force
majeure on exports from the Forcados terminal was liffed, and oil production soared from
its 2016 troughs amid shrinking global oil inventories. Additionally, Nigeria's exemption from
the OPEC outfput cut at the time, gave room for production to be ramped up.
Expectedly, Oil-GDP recovered from ifs é-quarter long recession in Q2-17, liffing the
Nigerian economy out of recession. Rig activity also saw marked improvements, but
remained below frend. Enfering 2018, Nigeria oil oufput has been capped af 1.8mbpd by
OPEC.

2017 also featured the passage of the first part of the Petroleum Industry Bill (PIB), which
was purported o take part of the governance aspect of the bill. However, the bill sfill has
to go through the House of Representatives and the President to be law. Meanwhile,
three bills are outstanding; Pefroleum Industry Administration Bill (PIAB), Petroleum Industry
Fiscal Bill (PIFB) and the Petroleum Host Community (PHC), all of which have passed the

Senate’s second reading.
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The PIB is meant to address the issues surrounding the host community clause
(10.0% Petroleum Host Community Fund), an unfavorable fiscal regime (as claimed by the
IOCs) and the enormous amount of power vested in the Minister. We think the drive to
pass the bills is aloft, especially considering the political point that may be scored as a
result. However, we believe that the passage could be delayed by the distractions that
follow election periods. Until then, policy uncertainty would confinue to becloud the oil

industry as important issues in the remaining bills are left unaddressed.

Chart 36 Chart 37
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Downstream Sector: Drumbeats of deregulation getting louder

Downstream players continued to grapple with the attendant challenges of a fixed price
regime as improvements in oil prices globally, coupled with foreign exchange bottlenecks
and higher landing costs could not franslate to better revenue and margins. As a
consequence, a pegged regulatory selling price of N145/liter has kept private oil
marketers on the sidelines, with the Nigerian National Petroleum Corporatfion (NNPC)
having fo bear the brunt of this arrangement. Additionally, the oil corporation has had to
specially intervene (through the build-up of stocks and selling at relatively lower prices at
NNPC mega and affiliate stations), to keep prices around the regulated limit. Going into
2018, there is a lot of pressure on the regulatory body to deregulate the pump price of
pefrol; nevertheless, we do not think this is plausible, especially given sensitivity of the
pre-election period. Therefore, we believe that the NNPC would end up paying the
subsidy unfil after the election. On a positive note, outlook is bright as modular refineries

continue to gain traction.

Chart 38 Rising oil price is pressuring PMS above the regulated price
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Probable disruptions: Natural gas, Dangote’s refinery & Electric vehicles

The 2014 oil price slump was a wake-up call for Sub-Saharan African countries —
particularly oil producers, and in a bid to reduce the impact of oil on their economies,
many continue fo turn to natural gas. The rise of natural gas in Nigeria took a new tide in
2017; gas distribution opportunities have emerged, new gas sales agreements are being
signed, even as the formalization of an incorporated joint venture relafionship with the
FGN contfinues to gain traction. With a proven natural gas reserve of about 190 million
cubic feet (fcf) (which ranks Nigeria 1st in Africa and 9th in the world after Russia, Iran,
Qatar, Turkmenistan, USA, Saudi Arabia, UAE and Venezuela), a gas revolution appears to

be on the horizon for Nigeria.

A bright spot for Nigeria remains the private refinery being built by the Dangote Group,
with a nameplate capacity of 650,000bpd, expected to roll out completely by 2019. We
see this project altering the total dynamics of the industry through lower cost burden

(reduced importation) and minimal exposure to external shocks.

Lastly, technological development is driving the growth of Electric Vehicles, amid
increased focus on cleaner and renewable energy. UK has already announced plans to
end the usage of fossil fuel (e.g. diesel) by 2040. Though, with an emergence still far out in
the future, electric cars coming quickly will disrupt a number of industries, with Oil & Gas

likely fo bear the greatest brunt.

Oil & Gas: Investment Themes 2018

In the equities market, the Oil & Gas sector recorded the lowest YTD return of 5.8% in 2017.
Attributing performance across sub-industries, we note that the upstream sector logged a
59.2% YTD, while the downstream sector dragged by 34.1%. Sentiments in the upstream
space have been supported by improving crude oil prices, a re-opening of the Forcados
terminal, and most importantly, the ceasing of pipeline atftacks in the Niger Delta.
Nevertheless, sentiments in the downstream space have been downbeat, considering the
fact that the business of downstream players is negatively correlated with crude prices.
This is because the companies use oil as an input from which they derive refined

petfroleum products. Hence, the higher the oil price, the lower their profits will be.

Looking into 2018, we see scope for potential upside in the sector, driven by the following
themes: First, the Oil & Gas Index has underperformed the Nigerian benchmark index by a
discount of 36.5% - its widest since 2014, indicating that it is yet to fully price in
improvements in the domestic macroeconomy. Secondly, oil prices have rallied from their
froughs in Jan-16, but the Oil & Gas Index has not moved in tandem. Thirdly, our outlook
on ail prices - the single most important variable driving Oil & Gas stocks, is benign, even

as supply and demand imbalances tighten.
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Finally, we note that the recent downturn in the oil market has constrained CAPEX
spend among players. Now, with a healthier environment and outlook, we expect
companies to spend more on CAPEX, albeit with more discipline and greater focus on

output maximization.
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Agriculture Sector Review and Outlook

Riding on policy initiatives

The Nigerian economy has been sustained largely by oil but the plunge in domestic crude
oil production and global oil prices in the last few years, slowed down the economy and
led to a cry for diversification. Nofable however, is the resilience of Agriculture sector,
despite the "bubbles and bursts" of the wider economy. Furthermore, notwithstanding the
underwhelming government investments, Nigeria’'s Agriculture sector growth stayed
resolute in the positive ferritory. An afttribution analysis shows that the sector accounted
for 0.9% of the 1.4% real GDP growth in Q3-17. Put differently, the Agriculture sector drove

64.3% of the growth momentum in the broader economy.
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We highlight that policy directives, rather than budgetary allocations, confributed more

to the growth of the sector in 2017. With the N200bn Commercial Agriculture Credit The Agriculture sector has

. . . remained resilient despite
Scheme (CACS), farmers now have easier access to credit at 9.0% until 2025. Also, the ) )
ups and downs witness in

Presidential Ferfilizer Initiative (PFI) has been very helpful. Fertfilizer prices have dropped the economy
from N13,000 per 50Kg bag fo N5,500 since the inifiative was launched 2 years ago.
According to the President, the PFl has supported production of over 7mn 50Kg bags of

ferfilizer and the reactivation of 11 blending plants with a capacity of 2.1mn metric tons.

Additionally, the CBN's Anchor Borrowers Program (ABP) is supporting productivity, as the
Apex bank was reported fo have disbursed N33.3bn to 146,557 farmers to boost
production of palm oil, rubber, cashew, cassava, potatoes and other crops across 21
states under the ABP as at Mar-17. Specifically, rice was one of the biggest commodity
beneficiaries of ABP, and Nigeria appears to be on track for its 2018 self-sufficiency target.
The resulting increase in rice production through ABP is reported to have led fo the
reduction in its import from 500,000mt in 2015 to 58,000mt in 2016, and to around 20,000mt

in 2017, according to the Minister of Agriculture and Rural Development.
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Oil-Palm Players: An overly bullish year

The palm oil sub-sector is largely dominated by two players on the Nigerian Stock
Exchange; Okomu Oil Palm Plc. and Presco Plc. Over 2017, both companies recorded
positive revenue growth, consequent on increased demand for locally produced palm
kernels, palm oil products and vegetables oils; benefiting from CBN's policy, which
restricted palm oil importers from accessing the official FX window, through favourable
pricing. Notably, as at 9M-17 OKOMUOIL led the segment in ferms earnings profile, posting
52.0%y/y and 53.1%y/y increase in revenue and PAT respectively, while PRESCO trailed
recording 21.2%y/y decline in PAT despite a 41.8%y/y growth in revenue. However, both
stocks outperformed the broader Index. Investors were more bullish on PRESCO as price
appreciated 70.8%y/y, followed closely by OKOMUOIL having recorded 68.5%y/y gain to

close the yearin the green.

Chart 42 Overly bullish oil-palm player stocks
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Outlook: Hinged on increased government investments

Going into 2018, our outlook for the sector is posifive in the medium to long ferm. We
believe there are opportunities yet untapped in the sector. To unlock this hidden
potential and further bolster the sector’s contribution to the broader economy, it is
essential that the government revisit its commitment to allocate 10.0% of its national
budget to the agricultural sector as agreed in the Maputo Declaration alongside other
African states. Based on 2018 budget the current allocation to the sector is way below
target, standing at a meagre N118.98bn (1.0% of the estimated total expenditure). In the
oil-palm sub-sector, strong domestic Crude Palm QOil (CPO) price remains the biggest
upside to earnings as players continue to benefit from favorable government policies.
Also, recent developments at the state level remain encouraging for medium-long ferm
supply prospect of oil-palm commodities. Edo State, a major hub for the oil-palm
producers, recently unveiled a mandate to revitalize the state’s Agricultural sector in the

next five years.
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Overall, given the positive prospect of the broader economy in 2018, the Agriculture
sector as a key driver of growth is expected to remain resolute despite the government’s
paliry budgetary allocation. This is fo be spurred by confinued import substitution policies
and improved credit access to farmers. Nofably, the Anchor Borrowers’ Program is
expected o be leveraged on in 2018 while the Collateral Registry Act passed in May-17,
to allow the registration of movable assets in the National Collateral Registry should further
spur credit growth. However, to unlock the long-term potfential of agriculture and prevent
further food price inflation, structural constraints on basic infrastructure and distribution

channels must be addressed.
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Access Bank Plc: SELL Bloomberg: Access NL, Reuters:Access.LG, NSE: Access
Price TP Upside NOSH (bn) Mkt Cap (Sm) Mkt Cap (N'bn) Value Traded* Free Float
11.6 10.6 -8.6% 28.9 1,096.6 335.6 212,619,502.3 83.3%
Key Stats FY15 FY16 FY17f FY18f Chops Relative Price Movement: Access
EPS 2.3 3.2 3.2 AT
DPS 0.6 0.8 0.8 0.8 2
BVPS 12.6 15.5 18.4 21.2 1.5
Dividend Payout (%) 24.2% 25.0% 25.0% 25.0% 1
Dividend Yield (%) 11.3% 13.7% 7.7% 7.4% 0.5
P/E 2.1 1.8 3.2 3.4 0
b [ =~ = == = =B ==
P/BV 0.4 0.4 0.6 0.5 9 £ _g 5 5 5 £ 3 5 8 5 3
ROAE 190%  309%  188%  15.3% S <00 F
ROAA 28% 31% 28% 27% Access Banking Index NGSE Index
Source: Company Financials, United Capital Research Value Traded*: 12M Average daily value fraded ~ Source: Bloomberg, United Capital

9M-17 results showed a 33.0%y/y increase in Gross Earnings (GE) to N3465.1bn, while PAT grew 4.3%y/y to N56.4bn. The results broadly
underperformed our expectations, with the major pressure points being derivative losses and weaker non-interest revenue as momentum
in key fee income lines slowed down. Notably, higher funding costs continued to pressure profitability. Interest expense was up 7.7%q/q
as the bank’s expensive deposit mix offset earnings from higher yielding assets. Consequently, Net Interest Margin (NIM) declined 30bps
to 6.4% (H1-17: 6.7%). However, a key positive was the first 17.8%q/q decline in OPEX in é quarters, as well as the tapering in the run-rate
of provisioning, which moderated the Cost of Risk to 0.9% as impairment charges declined o N2.4bn over Q3-17 (Q2-17: N7.2bn). Our

outlook for ACCESS, and its ability to deliver a double digit FY-17 ROE in line with peer average, is blurred by the uncertainty around the

derivative book and FX trading income. We have a SELL rating on the stock.

FBN Holdings Plc: HOLD Bloomberg: FBNH NL, Reuters:FBNH.LG, NSE: FBNH
Price TP Upside NOSH(bn) Mkt Cap (Sm) Mkt Cap (N'bn) Value Traded* Free Float
10.6 10.7 0.7% 35.9 1,247.0 381.6 154,090,887.8 97.7%
Key Stats FY15 FY16 FY17f FY18f Chart 44 Relative Price Movement: FBN Holdings
EPS 0.4 0.5 2.0 2.6 2
DPS 0.2 0.2 0.6 0.8 2.2
BVPS 15.9 16.2 20.1 22.2 2
Dividend Payout (%) ~ 35.5%  31.4%  30.0% 300%  ®° —r—
Dividend Yield (%) 2.9% 4.5% 6.8% 8.9% 0.;
P/E 12.2 7.0 4.4 3.4 0
-
P/BV 0.3 0.2 0.4 0.4 § £ 5 g 5 g § 3 :5(» § 8 é
ROAE 3.0% 10.4% 12.3% 15.9%
ROAA 1.3% 1.5% 1.9% 20% em— FBNH Banking Index NGSE Index
Source: Company Financials, United Capital Research Value Traded*: 12M Average daily value fraded Source: Bloomberg, United Capital

FBNH’s §M-17 results came in better than we expected. The bank posted a modest 5.3%y/y growth in GE to N439.2bn while PAT was up
7.8%y/y as lower effective tax rate masked a 3.5% decline in PBT. FBNH appears to be slowly but surely delivering on the clean-up
promised by the new management in 2017. While NPL moderated to 20.2% in 9M-17 (FY-16: 24.4%), Cost of Risks declined sharply to 5.6%
(FY-16:10.4%) with an improvement in coverage ratio to 57.6% (9M-16: 43.6%). Improved yield on asset drove a 130bps increase in NIM to
8.8%, despite an uptick in Cost of Funds to 12.3% (9M-16: 10.2%). We highlight that despite the improvement in core earnings and asset
quality, the bank is yet to fully franslate its scale to better efficiency as Cost-to-Income ratio remained elevated (>50.0%) over 2017. We
believe FBNH will continue to make steady progress in cleaning its books in 2018 as macroeconomic environment improves, hence we

expect sentiments to gradually turn positive. We have a HOLD rating on the stock.
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FCMB Group Plc: BUY Bloomberg: FCMB NL, Reuters:FCMB.LG, NSE: FCMB
Price TP Upside NOSH (bn) Mkt Cap (Sm) Mkt Cap (N’bn) Value Traded* Free Float
2.4 37 56.8% 19.8 152.7 46.7 20,596,416.4 90.6%
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9M-17 results showed declines of 15.6% and 57.9% in GE and PAT respectively as non-recurring FX gains in the prior year weighed on y/y
performance. Volumes were flat as the deposit and loan books inched by 0.4% and 0.9% respectively. Despite rising cost of funds, NIM
stayed largely unchanged at 7.6% (H1-17: 7.7%). Disaggregating Q3-17 performance, interest expense grew 6.3%q/q to neuter the 4.4%
q/q growth in interest income. In Nov-17, FCMB acquired 60.0% additional equity in Legacy Pension Managers (“Legacy”), a key industry
player with a market share of 3.2%, bringing FCMB'’s total stake to 88.2%. The bank acquired 480m shares of the PFA for a consideration of
N7.0bn. The motivation for the acquisition, according to management, is to diversify the bank’s operations with stable non-interest

income. We expect the acquisition to be ROE accretive for FCMB upon consolidation (Legacy’s ROE at acquisition was 26.2%) and

translate to more stable earnings in 2018. FCMB remains cheaply valued at P/BV 0.2x. Hence, we rate the shares a BUY with a TP of N3.7.

GUGI’GI‘I"Y Trust Bank Plc: SELL Bloomberg: Guaranty NL, Reuters:Guarant.LG, NSE: Guaranty
Price TP Upside NOSH(bn) Mkt Cap (Sm) Mkt Cap (N'bn) Value Traded* Free Float
47.3 420 -11.% 29.4 4,544.5 1,390.6 610,792,792.1 99.8%
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GUARANTY printed modest growth in 9M-17 earnings despite weaker volumes. While GE declined 5.9%y/y to N309.9bn, PBT and PAT
improved 8.7% and 7.3% to N150.0bn and N125.6bn respectively. The decline in the bank’s GE (-5.9% y/y and -12.4% q/q) was largely
driven by a high base effect given the significant FX gains in the prior year (the bank booked a whopping N93.6bn FX revaluation gain for
9M-16). A higher concentration of assets in financial securities drove GUARANTY's earnings in 9M-17, a trend that could reverse in 2018 as
interest rates moderate, even if such a development bodes well for its frading book. For the 9M-17 numbers, net impairment charges
came in lower than expected following a N4.5bn recovery which led to improvement in Cost of Risk to 0.5%, the lowest among peers.
Given a robust CAR of 22.9%, we believe the bank is on a strong footing to expand its loan book in 2018. We have revised our TP to N42.0

with a SELL rating on the counter.
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Diamond Bank Plc: BUY Bloomberg: DiamondB NL, Reuters:DiamonB.LG, NSE: DiamondBNK

Price TP Upside NOSH(bn) Mkt Cap (Sm) Mkt Cap (N'bn) Value Traded* Free Float
2.3 3.2 37.9% 23.2 175.6 53.7 26,781,584.1 84.3%
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9M-17 results showed a 11.5%y/y increase in GE to N168.4bn. From a low base, the bank’s bottom-line surged, with 71.4%y/y and
68.3%y/y increases in PBT and PAT to Né.7bn and N5.9bn respectively. The headlining event in 2017 was the sale of the bank’s
Francophone African Subsidiary for a consideration of €61.0m (N22.0bn). While it is not yet clear if the bank would eventually book a profit
or loss on this sale, the incremental effect on CAR (15.8% as at 9M-17) should be positive for earnings, providing headroom to expand its
digital-led retail strategy as a National bank going forward. We expect strong performance for FY-17, on account of low base in 2016.
Farther out, cost of funds should take a breather as the interest rate environment moderates, while gains from improvements in asset
quality on the back of faster growth in the broader economy should support earnings. Additionally, market expectation around dividend

payment is likely to change as pressure on capital buffer wanes on account of the recent asset disposal, even as earnings gradually

recover. DIAMOND remains cheaply valued at a 5-year low P/BV of 0.1x.

Zenith Bank Plc: HOLD Bloomberg: ZenithBA NL, Reuters:ZenithB.LG, NSE: ZenithBank
Price TP Upside NOSH(bn) Mkt Cap (Sm) Mkt Cap (N'bn) Value Traded* Free Float
32.0 325 1.5% 31.4 3.285.3 1,005.3 561,543,954.7 90.4%
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9M-17 results showed an impressive 39.7% growth in GE to N531.3bn while PBT and PAT also improved 30.8% and 35.5% to N152.5bn and
N129.2bn respectively. Despite the strong y/y movement, the bank’s Q3-17 performance showed declines across major income lines as
GE fell 35.2%q/q. Non-interest income also declined 42.1%q/q as a N17.é6bn FX frading loss completely wiped off a 100.0% growth in fee
and commission income. Nonetheless, earnings were supported by a steady decline in impairment charges to N4.6bn over Q3-17
(Q2-17: N34.5bn), following a one-off provisioning on the 9mobile exposure. Consequently, Cost of Risk dropped to 2.7% (H1-17: 3.6%).
OPEX was down 34.4%q/q with Cost-to-Income ratio moderating to 52.9% (H1-17: 57.1%). Going into 2018, softer loan loss provisionings
and better cost efficiency should drive earnings. At 1.1x P/BV, ZENITH's valuation remains attractive, with annualised ROE of 23.4% second
only fo GUARANTY in the tier-1 space. We place a HOLD rating on the shares.
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Fldelliy Bank Plc: BUY Bloomberg: DiamondB NL, Reuters:DiamonB.LG, NSE: DiamondBNK
Price TP NOSH(bn) Mkt Cap (Sm) Mkt Cap (N'bn) Value Traded* Free Float
2.9 3.5 19.9% 29.0 276.5 84.6 28,510,812.3 98.6%
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9M-17 results showed a 17.9% growth in GE to N130.1bn, while PBT and PAT also improved 65.1% apiece to N16.2bn and N14.1bn
respectively. The growth in the top-line was buoyed by increased yields on treasuries which drove interest earnings by 20.7%y/y, even as
a 7.7%y/y increase in fee and commission income provided additional boost. The bank recorded decent improvement in asset quality
with NPL ratio down from 6.6% in FY-16 to 5.9%, albeit still above the regulatory limit of 5.0%. We are positive on the outlook for FIDELITY as
strong core earnings growth as well as steady decline in risk charges and OPEX are anticipated to drive valuation going forward. The

recent Eurobond issuance of $400m is however expected to further pressure funding cost, though expected moderation in interest rates

should support margins. FIDELITY is valued at a P/BV of 0.4x. We rate the counter a BUY with a TP of N3.5.

Stanbic IBTC Plc: SELL Bloomberg: Stanbic NL, Reuters: IBTC.LG, NSE: Stanbic
Price TP Upside NOSH(bn) Mkt Cap (Sm) Mkt Cap (N'bn) Value Traded* Free Float
42.8 38.3 -10.5% 10.0 1.398.7 428.0 75.876,191.3 38.9%
Key Stats FY15 FY16 FY17f FY18f CUClif £ Relative Price Movement: Stanbic
EPS 22 2.8 5.6 5.4 59
3
DPS 0.1 0.2 2.8 2.7
2.5
BVPS 12.4 13.7 17.2 20.7 2
Dividend Payout (%) 4.6% 5.3% 50.0% 50.0% 1.5
Dividend Yield (%) 0.6% 1.0% 6.8% 6.5% ‘
0.5
P/E 7.6 53 7.4 7.7 0
P/BV 13 1.1 2.4 2.0 A R S R U U U
& F \x"’* SR & F
ROAE 17.5% 20.6% 32.7% 25.9%
ROAA 49% 3.9% 3.7% 3.3% ==——STANBIC ====NGSEB10 Index  ====NGSEINDX Index
Source: Company Financials, United Capital Research Value Traded*: 12M Average daily value traded Source: Bloomberg, United Capital

STANBIC recorded an impressive 34.5%y/y growth in GE to N154.2bn in its 9M-17 result. PBT and PAT also surged by 77.7% and 86.9% to
N45.6bn and N37.6bn respectively. As opposed to most of the tier-2 banks, STANBIC’s scale came to bare amid the hike in rates for the
most part of 2017, with the growth in interest income (+46.6%y/y) outpacing the increase in funding cost (+21.0%y/y) leaving NIM stronger
at 6.9% (FY-16:5.9%). Non-interest income was up 20.7%y/y on FX related gains, providing further boost to the top-line. Although the result
showed a 40.0% decline in provisioning run-rate after a 2x jump in Q2-17, asset quality remained pressured as NPL ratio and Cost of Risks
stayed elevated at 7.2% and 7.0% respectively (FY-16: 5.0% and 6.0%). With strong exposure to non-bank segment and predictable earn-
ings stream, STANBIC remains a defensive play in the Nigerian banking sector with best-in-class profitability (annualised ROE of 31.0%).
However, on valuation ground we rate the shares SELL.
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Flour Mills of Nigeria Plc: HOLD Bloomberg: Flourmill NL, Reuters:FlourMI.LG, NSE:Flourmill

Current Price Target Price Upside NOSH (m) ETLEERT) LD Value Traded* Free Float
33.4 35.0 4.8% 2,624 286.4 87.6 36,377,307.7 47 4%
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H1-17/18 turnover expanded 16.9%y/y to N298.4bn majorly driven by Food (+18.4%y/y), Packaging (+77.9%y/y) and Real Estate
(+107.7%y/y) businesses amid improved volume growth and price increases. The cost of sales (+20.1% y/y) increased faster, reflecting
higher cost of raw materials (+21.1%y/y), depreciation (+27.6%y/y) personnel (+16.1%y/y) and repairs (+45.5%y/y), though energy cost
fell 9.0% during the period. Similarly, OPEX rose 21.7% to N11.2bn. Nonetheless, PBT and PAT rebounded 53.1% and 44.6% to N13.5bn and
N9.4bn despite a 53.8% surge in net finance expense. We project revenue growth for FY-18 at 15.1%, to be driven by stronger momentum
in the broader economy. We also expect profitability to be supported by recent effort to raise capital, while improved outlook on interest,
inflation and exchange rates should bode well on cost lines. Accordingly, we review our TP to N34.5/share and place a HOLD rating on

the stock.

Nigerian Breweries Plc: HOLD Bloomberg: NB NL, Reuters:NB.LG, NSE: NB

Price TP Upside NOSH(bn) Mkt Cap (Sm) Mkt Cap (N'bn) Value Traded* Free Float

146.0 154.6 5.9% 7.9 3,783.2 1,157.6 359,109,656.5 47.1%
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9M-17 turnover grew +14.4% y/y to N254.7bn driven by price adjustment which more than offset weaker volumes. Cost of sales rose 18.0%
y/y driven by higher cost of raw materials (+19.6%), distribution (+22.9%), depreciation (+19.8%) and repairs (+16.5%) as the operating
environment stayed tough. Net finance expense fell 25.0%y/y as interest expense remained stable at N1.7bn. Accordingly, PBT and PAT
rose 23.9%y/y and 19.4%y/y to N34.4bn and N24.0bn. Despite gradual improvements in the broader economy in 2017, FY-17 performance
is expected to be moderate due to pressure on disposable income, input prices and costs in general. However, we expect 2018 to be a
better year amid stronger momentum in the overall economy. Against this background, we review our TP to N154.6/share and place a

HOLD rating on the brewer.
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Guinness Nigeria Plc: HOLD Bloomberg: Guinness NL, Reuters:Guinnes.LG, NSE: Guinness
Price TP Upside NOSH (bn) Mkt Cap (Sm) Mkt Cap (N'bn) Value Traded* Free Float
100.2 106.1 5.8% 2.2 717.2 219.5 67,167,514.0 62.6%
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After returning to profitability in FY-17, PBT and PAT rebounded to N2.7bn and N1.9bn respectively amid 23.5%y/y growth in revenue to
N125.9bn. GUINNESS’ Q1-18 revenue rose 29.9%y/y to N29.9bn while PBT came in at N41.0m. Performance is being driven by increased
sales from export, Premium Spirit (IPS) brands and affordable beer brands which has become the mainstream in Nigeria due to economic
pressure. This is also supported by the upward price adjustment in response to pressure on cost. IPS sales are driven by recently acquired
right to distribute Johnny Walker, Baileys, Ciroc Vodka and Smirnoff Vodka in Nigeria in December 2015. Going into 2018, we expect this,

alongside the efforts to reduce debt burden, to further buoy performance. Thus, we see operation stabilizing in 2018 on the back of a

stronger balance sheet position. We upgrade our 12month TP to N10é.1/share, translating to 12.8% upside. Thus we rate GUINNESS a
HOLD.

UAC Nigeria Plc: BUY Bloomberg: UACN NL, Reuters:UACN.LG, NSE: UACN
Price TP Upside NOSH(bn) Mkt Cap (Sm) Mkt Cap (N'bn) Value Traded* Free Float
18.5 22.2 19.9% 1.9 116.1 35.5 29,621,994.1 98.6%
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9M-17 revenue rose 21.1% to Né8.7bn, driven by Agro-allied businesses (Grand Cereal: +48.0%, Livestock Feeds: +7.0%) and Real estate
(UPDC Plc: +36.0%). However, UAC Foods continued to struggle, with turnover down 15.0%y/y due to lower volume in Gala following price
increase in Q4-16. Nonetheless, pressure on margins are yet to abate as elevated input cost (+30.5%y/y to N57.8bn) and excess burden
of debt servicing (+271.9% to N3.1bn) continue to hammer earnings. Accordingly, PBT and PAT tumbled 54.6% and 54.5% to N3.0bn and
N2.2bn respectively. To clean up the overwhelming impact of debt burden, the Conglomerate raised a total of N22.4bn for all its
subsidiaries in 2017. We expect this, alongside faster growth in the broader economy to boost performance going forward. Against this

backdrop, we estimate TP at N22.2. This implies a 31.2% upside compared to current price. Thus, we rate the stock BUY.
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Nestle Nigeria Plc: BUY Bloomberg: Nestle NL, Reuters: Nestle.LG, NSE: Nestle
Price TP Upside NOSH (bn) Mkt Cap (Sm) Mkt Cap (N'bn) Value Traded* Free Float
1,450.5 1,613.7 11.3% 0.8 3.757.2 1.149.7 231,702,133.7 36.5%
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9M-17 revenue surged 43.1% y/y to N185.2bn (vs. N129.5bn in §M-16), driven by price and volume increase during the period. Prices were
hiked by over 30.0% in 2016 in response to pressure on cost of input while improved volumes may be traceable to increased demand for
locally made items as FX pressure dampened appetite for imported substitutes. Cost of sales improved, up 41.0%y/y while Cost-to-Sales
ratio moderated to 59.0% vs. 59.9% in prior period. This was supported by increased local sourcing of raw materials and lower commodity

prices during the year. A 195.2% surge in investiment income to N6.2bn more than offset finance expense which fell 32.0% to N14.9bn. As
such, PBT and PAT jumped from N5.5bn and NO.5bn in 9M-16 to N34.5bn and N22.9bn respectively in the period. Overall, we maintain a

stable outlook for NESTLE in 2018. The stock closed at an all time high of N1,555.99/share in Dec-17, up 92.1% YTD following the outstanding

9M-17 earnings. Our TP is pegged at N1,637.7, implying a 3.7% upside. As such, we place a BUY rating on the ticker.

Unilever Nigeria Plc: SELL Bloomberg: Unilever NL, Reuters: Unileve.LG, NSE: Unilever

Price TP Upside NOSH(bn) Mkt Cap (Sm) Mkt Cap (N'bn) Value Traded* Free Float
46.1 36.7 -20.5% 3.8 570.0 174.4 30,896,464.8 39.9%
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9M-17 revenue rose 38.6% to Né9.1bn, driven by an upward adjustment in price across product range in H2-16 and increased volume due
to weaker appetite for imported substitutes. Cost of sales rose 35.6%y/y, slightly slower than revenue growth, while Cost-to-Sales ratio
eased to 69.0% from 70.5%. Despite expansion in finance charges, PBT and PAT surged 3.5x and 2.0x to N6.8bn and N4.8bn, coming from
a low base. This was also supported by cost saving efforts stemming from modest increase in operating expenses which grew 5.7%y/y to
N12.3bn in the period. In 2017, UNILEVER raised equity capital worth N58.9bn (vs. Né3.0bn approved by shareholders) via Rights issue

majorly to finance short-term bank borrowing and enhance operations. We expect sustained growth going intfo 2018 amid improved
outlook for the economy, stronger consumer spending and tight control on key OPEX lines. Nonetheless, current market price frade ahead

our valuation TP of N36.67/share, translating to 10.6% downside. As such, we place a SELL rating on UNILEVER.
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PZ Cussions Nigeria Plc: BUY Bloomberg: PZ NL, Reuters: PZ.LG, NSE: PZ
Price TP Upside NOSH (bn) Mkt Cap (Sm) Mkt Cap (N'bn) Value Traded* Free Float
22.2 26.2 18.2% 4.0 288.1 88.1 13.491,986.0 27.1%
Key Stats FY-15 FY-16 FY-17e A EUL: I Chart 57 Relative Price Movement: PZ Cussons
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Source: Company Financials, United Capital Research Value Traded*: 12M Average daily value fraded Source: Bloomberg, United Capital

H1-17/18 revenue grew 23.5%y/y to N41.1bn mainly driven by strong performance in the Personal Care and Home Care segments. PAT
rebounded from -N0.3bn in the corresponding period of 2014/17 to N0.6bn amid faster growth in top-line following price increases across
business units. Cost inflation remained a problem as cost of sale rose faster, up 31.9%y/y to N28.8bn, pressuring gross margin to 30.0%
from 34.1% in the prior period. Operating margin also reduced to 9.0% from 13.0% as inflationary pressure drove OPEX higher (+18.6%y/y
to N8.4bn.). Although FX losses reduced to N2.6bn from N4.9bn in prior period, FX rigidity in H1-17 impacted bottom-line negatively.
Outlook points to a more impressive future amid improved FX liquidity, faster moderation in inflation rate, strengthening consumer
spending, efforts to expand distribution network and new product launches. Compared to current price of N20.6, we review our TP to

27.7/share, translating to a 34.2% upside potential in 2018. Thus, we rate PZ a BUY.
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Da ngofe Cement Plc: HOLD Bloomberg: Dangcem NL, Reuters: Dangcem.LG, NSE: Dangcem
Price TP Upside NOSH (bn) Mkt Cap (Sm) Mkt Cap (N'bn) Value Traded* Free Float
247.0 259.2 4.9% 17.0 13,754.9 4,209.0 296,442,610.5 8.9%

Key Stats FY15 FY16 FY17f FY18f Chart 58 Relative Price Movement: Dangcem
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DANGCEM's 9M-17 result showed its revenue advanced by 36.5%y/y to N603.6bn. PBT and PAT rose faster, up 48.1% and 44.6% to
N220.2bn and N193.1bn respectively. The result was driven by: sironger cement prices (revised upward in Q1-17) which outweighed the
10.1% decline in sales volume; slowing production costs as seen in lower Cost-to-Sales ratio (from 52.4% to 43.1%) on account of cheaper
fuel mix in the Nigerian operations; as well as stronger contribution from Pan-African operations with a 7.5% rise in sales volume amid
capacity ramp up. Over 2018, we expect uptick in sales on account of a potential downward price adjustments. DANGCEM is currently

trading at a P/E of 15.4x and we have a HOLD rating for the counter at its current price, with an upside of 12.7% to our TP of N259.2.

LAFARGE AFRICA Pic: BUY Bloomberg: WAPCO NL, Reuters:WAPCO.LG, NSE: WAPCO

Price TP Upside NOSH (bn) Mkt Cap (Sm) Mkt Cap (N'bn) Value Traded* Free Float
52.0 77.7 49.4% 5.6 947.5 289.9 50,467,147.3 36.7%
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WAPCO printed an impressive 9M-17 revenue of N223.7bn, up 38.9%y/y from N161.0bn, while PBT and PAT stood at N1.1bn and NO.9bn
compared to N40.4bn and N37.4bn losses for §M-16 respectively. The upward price adjustments implemented in Nigeria and South Africa
accounted for the surge in top-line. Cost of sales rose at a slower pace of 16.0%y/y to N165.8bn amid a relatively tighter control on the
cost of energy. Yet, other operating expense rose sharply, up 68.1% to N39.5bn as debt burden continues to weigh on profit. However,
driven by our optimism on FG capital execution, healthier consumer wallets amid continued economic recovery and possible downward
revision to cement prices, we expect further rise in sales revenue by FY-18. Based on the foregoing, we review our TP to N77.7, placing a

BUY rating on the counter.
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Okomu Qil Palm Pic: BUY

Bloomberg: OkomuoilNL, Reuters: OkomuOI.LG, NSE:Okomuoil

Price TP Upside NOSH (bn) Mkt Cap (Sm) Mkt Cap (N'bn) Value Traded* Free Float
67.7 74.8 10.5% 1.0 211.0 64.6 19,479,636.2 94.6%
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9M-17 earnings showed an impressive performance across the board. Supported by relatively stronger domestic prices and rising local
demand, amid the inability of oil-palm product importers to access FX at the official window at favourable rates. Turnover grew 52.0%y/y
to N16.6bn while PAT rose 53.1%y/y to Né6.4bn despite a 197.7%y/y surge in tax expense. We see scope for further upside in sale in the
medium term as domestic demand continues to surge. That said, the 24.1%y/y decline in Global CPO prices in the prior year, if sustained,

portend a downside risk for export sales. Our view on OKOMUOIL however remains positive, on account of supply gap and the favourable

government policies. Thus, we place a BUY rating at its current price, which provides an upside of 10.5% to our TP of N74.8.

Presco Plc: BUY

Bloomberg: Presco NL, Reuters: Presco.LG, NSE: Presco

Current Price TP NOSH (bn) Mkt Cap (Sm) Mkt Cap (N'bn) Value Traded* Free Float
68.0 75.8 11.4% 1.0 222.2 68.0 44,259,877.9 31.0%
Key Stats FY15 FY16 FY17f AL Chart 61 Relative Price Movement: Presco
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Over 9M-17, PRESCO'’s revenue in line with sector trend, increased by 41.8% to N16.9bn, on account of relatively stronger prices and sales
volume. However, the company bottom-lines disappointed as PBT and PAT fell 18.2%y/y and 21.2%y/y to N7.9bn and N5.4bn respectively.
This was impacted by loss of N0.3bn reported from changes in fair value of biological assets relative to N4.4bn gain reported in the prior
year. However, factoring out the above line item, PBT and PAT would have outperformed peers, up 55.0% and 135.0%y/y respectively.

Thus, we remain positive on PRESCO as we expect government policies to continue to favour the sector players. Against this backdrop,
we have revised our TP to N75.8 with a BUY rating on the counter.
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Total Nigeria Plc: HOLD Bloomberg: Total NL, Reuters:Total.LG, NSE:Total
Price TP Upside NOSH (bn) Mkt Cap (Sm) Mkt Cap (N'bn) Value Traded* Free Float
230.0 242.9 5.6% 0.3 255.1 78.1 23,646,851.7 37.9%

Key Stats FY15 FY16 FY17f FY18f Chart 62 Relative Price Movement: Total
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Over §M-17, TOTAL's turnover increased by a meagre 4bps to N221.2bn, on account of weakened sales. The foregoing, combined with
higher petroleum product cost, resulted in a gross profit decline of 29.4%y/y. Interest and other income saw an 8.1x and 4.1x spike
respectively, owing to FX differential claims from the Petroleum Subsidy Fund scheme as well as maturing FX forward contracts. Notably,
TOTAL's operating cash flow during the period was a negative N19.1bn (vs. 9M-16: positive N20.7bn), and the company has had to
depend on short term bank financing, leading to a 4.3x surge in its interest expense. Overall, we see interest burdens easing for the

company going forward, considering our expectations for a lower interest rate environment in 2018. Another spike in other income is

improbable, given the unpredictability of FGN disbursements on subsidy claims. Therefore, we see limited upside in TOTAL's shares,
factoring in the absence of a liberalized structure in the downstream sector.

Forte Qil Plc: BUY Bloomberg: FO NL, Reuters: FO.LG, NSE: FO
Current Price TP NOSH (bn) Mkt Cap (Sm) Mkt Cap (N'bn) Value Traded* Free Float
48.3 67.7 40.1% 1.3 205.7 62.9 31,153,992.8 47 2%
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FORTE released its 9M-17 scorecard recently, wherein revenue declined by 20.0%y/y, dragged by a 41.2% loss in the fuel segment of its
business, which accounts for 62.8% of its total revenue. This was impacted by lower volumes during the period, as the company had to
rely on the NNPC for product supply. Notwithstanding, the company was able to gain scale from its power generation business, which saw
it reap a 220.9% growth in revenue. From 5.1% in 9M-16 to 20.9% in 9M-17, the contribution of the power generation business segment to
its total turnover has seen marked improvements. Therefore, as the company focuses on raising the generation capacity of the Geregu
Power Plant, we expect the contribution of this segment to FORTE's revenue, to remain significant. Despite the decline in turnover, the

company still recorded an expansion in gross profit (9.1%y/y), operating profit (23.4%y/y) and PAT (81.4%y/y), thanks to improved cost
and operating efficiency. We have revised our TP to N67.7 with a BUY rating on the counter.
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11 Plc (MObiI): SELL Bloomberg: Mobil NL, Reuters: Mobil.LG, NSE: Mobil
Price TP NOSH (bn) Mkt Cap (Sm) Mkt Cap (N'bn) Value Traded* Free Float
180.0 161.0 -10.6% 0.4 212.1 64.9 30,347,866.2 40.0%

Key Stats FY15 FY16 FY17f FY18f Chart 64 Relative Price Movement: Mobil
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Parsing through its 9M-17 result, MOBIL posted a 22.8%y/y growth in revenue, which in our view, is attributable to the company’s synergy
with NIPCO, which acquired the company in Q2-17. However, MOBIL recorded declines in gross profit (-10.4%y/y) and PAT (-20.0%y/y), as
a result of losses associated with a change in the company’s pension plan, as well as increased cost-of-sales (29.4%y/y to N77.6bn). On a
positive note, the company was able to record a 6.3%y/y increase in operating profit, which was largely driven by a 34.8%y/y increase in
other income, alongside a 20.0%y/y decrease in selling and distribution expenses. While the relationship between MOBIL and NIPCO
would continue to bolster MOBIL's distribution network, heightened cost pressures alongside a tough operating environment, remains a

cap to any potential upside. We have revised our TP o N161.0 with a SELL rating on the counter.
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APPENDIX
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Investment Rating Criteria and Disclosure

United Capital Research adopts a 3-tier recommendation system for assets under our coverage: Buy, Hold
and Sell. These generic ratings are defined below;

Buy: Based on our valuation and subjective view (if any), the total return upside on the stock’s current price
is greater than our estimated cost of equity.
Hold: Based on our valuation and subjective view (if any), the total return upside on the stock’s current price is

less than the cost of equity, however, the expected total return on the stock is greater than or equal 1o
the Standing Deposit Facility rate of the Central Bank of Nigeria (which is currently MPR — 500bps; i.e 9%).
We consider this as the minimum return that may deserve our holding of a risk asset, like equity.

Sell: Based on our valuation and subjective view (if any), the total return upside on the stock’s current price is
less than the Standing Deposit Facility rate of the Central Bank of Nigeria (which is currently MPR —
500bps; i.e. 9%). We consider this as the minimum return that may deserve our holding of a risk asset, like
equity, especially as we consider the average 4.5% total fransaction cost for an average retail investor.

NR*: Please note that in addition to our three rating heads, we indicate stocks that we do not rate with NR;
meaning Not-Rated. We may not rate a stock due to investment banking relationships, other sources of
conflict of interests and other reasons which may from time to time prevent us from issuing a rating on
the shares (or other instruments) of a company.

Please note that we sometimes give concessional rating on stocks, which may be informed by technical
factors and market sentiments.

Current Stock Rating Dispersion and Relationship

Conflict of Interest: It is the policy of United Capital Plc and all its subsidiaries/affiliates (thereafter collectively
referred to as “UCAP”) that research analysts may not be involved in activities that suggest that they are rep-
resenting the interests of UCAP in a way likely to appear to be inconsistent with providing independent invest-
ment research. In addition, research analysts’ reporting lines are structured so as to avoid any conflict of inter-
ests. Precisely, research analysts are not subject to the supervision or control of anyone in UCAP’s Investment
Banking or Sales and Trading departments. However, such sales and trading departments may trade, as prin-
cipal, on the basis of the research analyst’s published research. Therefore, the proprietary interests of those
Sales and Trading departments may conflict with your interests as clients. Overall, the Group protects clients
from probable conflicts of interest that may arise in the course of its business relationships.

Analyst Certification
The research analysts who prepared this report certify as follows:
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That all of the views expressed in this report articulate the research analyst(s) independent views/
opinions regarding the companies, securities, industries or markets discussed in this report.

That the research analyst(s) compensation or remuneration is in no way connected (either directly or
indirectly) to the specific recommendations, estimates or opinions expressed in this report.

Other Disclosures

United Capital Plc or any of its affiliates (thereafter collectively referred to as “UCAP”) may have financial
or beneficial interest in securities or related investments discussed in this report, potentially giving rise fo a
conflict of interest which could affect the objectivity of this report. Material interests which UCAP may
have in companies or securities discussed in this report are disclosed:

UCAP may own shares of the company/subject covered in this research report.
UCAP does or may seek to do business with the company/subject of this research report

UCAP may be or may seek to be a market maker for the company which is the subject of this re-
search report

UCAP or any of its officers may be or may seek to be a director in the company(ies) covered in this

Company Disclosure

Dangote Cement Plc h

Dangote Flour Plc

Dangote Sugar Plc

Diamond Bank Plc

FirstBank Holdings Nigeria Plc
Guaranty Trust Bank Plc
Guinness Nigeria Plc

PZ Nigeria Plc

> D53 33 35 S5 O

Transnational Corporation of Nigeria Plc g.h
United Bank for Africa Plc h

Disclosure keys

a.

Qo

Q™o

The analyst holds personal positions (directly or indirectly) in one or more of the stocks covered
in this report

The analyst(s) responsible for this report (whose name(s) appear(s) on the front page of this re-
port is a Board member, Officer or Director of the Company or has influence on the company’s
operating decision directly or through proxy arrangements

UCAP is a market maker in the publicly traded equities of the Company

UCAP has been lead arranger or co-lead arranger over the past 12 months of any offer of secu-
rities of the Company

UCAP beneficially own 1% or more of the equity securities of the Company

UCAP holds a major interest in the debt of the Company

UCAP has received compensation for investment banking activities from the Company within
the last 12 months

UCAP intends to seek, or anticipates compensation for investment banking services from the
Company in the next 6 months
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a. The content of this research report has been communicated with the Company, following which this
research report has been materially amended before its distribution

The Company is a client of UCAP

c. The Company owns more than 5% of the issued share capital of UCAP

o

Disclaimer

United Capital Plc Research (UCR) notes are prepared with due care and diligence based on publicly
available information as well as analysts’ knowledge and opinion on the markets and companies covered;
albeit UCR neither guarantees its accuracy nor completeness as the sole investment guidance for the read-
ership. Therefore, neither United Capital (UCAP) nor any of its associates or subsidiary companies and em-
ployees thereof can be held responsible for any loss suffered from the reliance on this report as it is not an
offer to buy or sell securities herein discussed. Please note this report is a proprietary work of UCR and should
not be reproduced (in any form) without the prior written consent of Management. UCAP is registered with
the Securities and Exchange Commission and its subsidiary, UBA Securities Limited is a dealing member of
the Nigerian Stock Exchange. For enquiries, contact United Capital Plc, 12th Floor, UBA House, 57 Marina,
Lagos. ©United Capital Plc 2015.*
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