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We initiate our coverage of Tokyo cement with a strong buy 

recommendation in lieu of its financial strength and its strong 

growth prospects. Despite the accelerated post-war growth of the 

construction sector, Tokyo’s stock is trading at a discount 

reflecting a 6-year revenue and EPS CAGR of 12.6% and 5% 

respectively. 

Highlights 

 Foray into the sustainable energy sector to pay off – The 

commissioning of the firms 6MW Dendro power plant in 

Mahiyangana which in this quarter commenced the ground 

work on the project is expected to yield strong payoffs for 

equity holders. We expect the project to be valued at LKR319.8 

mn based on an NPV calculation. 

 

 Deleveraging trend set to continue- 2Q FY12 results confirms 

our expectation that the firm is deleveraging as it moves 

towards its optimal level of debt of approx. 20%. A sharp 

decline in its finance cost in FY11 led to a staggering 135% 

increase in earnings. Earnings are expected to remain at an 

elevated level as the firm de-levers by retiring some its long 

term debt preferring instead to fund investments such as the 

Dendro plant with retained earnings.  

 

 Strong upside potential based on P/E & FCF valuation - 

Despite the volatility created due to the recent surge in raw 

material prices in source countries, TKYO has demonstrated 

exceptional cost management which has resulted in fairly 

stable GP margins. Based on a Free cash flow(FCF) and 

Dividend discount model(DM) valuation we expect a price 

appreciation potential of 18-60% for its voting stock relative to 

its current trading price 
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The Project 

Building on its initial success as the pioneer in bio mass 

power generation in Sri Lanka, the ground work on the firms 

6MW Dendro Power Plant at Mahiyanganaya commenced 

on schedule in October 2011. The plant, which will be built 

by Tokyo Power Ltd; a fully owned subsidiary of Tokyo 

Cement will on average supply around 37,230,000 Kwh(At 

85% capacity) to the National grid and is expected to 

commence operations by Q1 FY14. The firm has already 

entered into a purchasing power agreement (PPA) to supply 

to the Ceylon Electricity board (CEB) for two decades at a 

fixed tariff.  

 

Market overview 

Given the growth prospects for the economy and the over 

dependence on hydro power which has in the past proven 

to be unreliable, the sustainable energy sector offers a 

lucrative avenue for investment. Research reveals that 

similar sustainable energy ventures are expected to deliver 

11-12% Returns on investment p.a. These figures are 

expected to improve with increasing energy prices from 

traditional sources such as coal which is increasing by a 

factor of 6 YoY. 

 

Impact 

The project is expected to deliver a stable source of revenue 

of approx. LKR 733.9 mn p.a. The gross margin for Dendro 

power has been at an elevated level of 80% due to cheap 

access to raw materials such as Glyricidia wood which has no 

other competing uses. Based on Consensus data, it is 

expected that the project will yield an operating profit of 

LKR 231.2 mn p.a. discounting at the companies cost of 

capital (WACC), the project is expected to generate a 

positive Net present value (NPV) of LKR 319.8 mn with an 

IRR of 13.1%. This represents a 3-5% addition to current 

market cap and a positive value creation to shareholders 

with a ROI of 21% which is over and above the cost of 

equity. The venture would also indirectly benefit the 

company through access to silicate at no charge which is a 

raw material used in the firms brand of Blended Hydraulic 

Cement (BHC).    

 

   

 

 

 

  

Timely entry into the lucrative energy sector… 

 

“Dendro power yields 2nd highest 

fixed tariff rate among sustainable 

energy alternatives” 

“15-17% contribution to Net profit 

p.a” 

Source: Asia Wealth management (Pvt) Ltd estimates 

Source: Asia Wealth management (Pvt) Ltd estimates 
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Quarterly Financial Performance…… 

  

 

 

 

 

 

 

 

 

 

 

GP margins sustained despite rising raw material costs 

 

As discussed in our interim update for 1Q FY12, the 

development boom taking place in the firm’s raw material 

source countries namely, Thailand and Indonesia coupled 

with the weakening of the LKR against the Thai Baht and 

Indonesian Rupiah has resulted in a surge in cost of sales 

over and above revenue growth. The long standing 

relationship the firm has cultivated with its south Asian 

suppliers for almost three decades is somewhat of a 

hindrance for the firm to switch to cheaper sources. The 

cost factor is however not unique to TKYO as Indian 

competitor’s face similar raw material cost appreciations as 

the monsoon season sets in which hinders quarrying 

activities leading to a rise in Limestone & gypsum prices. 

 

 Despite this, as in the past the firm has displayed excellent 

cost management procedures with the GP margin for the 

first six months of FY12 holding steady at our forecasted 

annual rate of 16.6%. Furthermore crude oil prices according 

to the NYMEX and ICE index are set to decline to approx. 

USD 95 bn a barrel by 2015 due to the global slowdown. This 

acts as a natural hedge as costs associated with the 

transportation of clinker weighs heavily on overall raw 

material costs.  

 

 

  

 

 

 

 

 

 

 

 

 
 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

“Thailand development boom 

losing momentum; Construction 

index on a downward trend since 

mid-July” 

“GP margin steady at 16.6%, in 

line with forecast” 

“Limestone & clinker Index of India 

up 127-143 bps” 

Source: CSE 
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Extraordinary items & declining handling charges 
 
Net other operating expenses rose 27% for the 2Q of FY12 
compared with the same quarter of the previous year 
despite administration and distribution expenses 
remaining fairly stable. As discussed in the 1Q FY11 interim 
update, the reason for this is a due to a combination of 
extraordinary items that occurred in FY10 and a change in 
government policy over duty free concessions. Given the 
current government policy with regard to imports of duty 
free concessions granted to industrial materials, handling 
charges which previously accounted for around 20% of 
other income is expected to remain at a more modest 
level in the future (Almost 60% YoY decline in handling 
charges from FY10 to FY11). However the government 
budget proposal for 2012 contains certain favourable 
provisions towards the construction sector as part of the 
governments import substitution strategy which would 
favorably impact the firm’s bottom line. 
 

Moving towards optimal capital structure 

As per the management disclosure in August, the 6MW 

Dendro power plant will be predominantly funded with 

retained earnings as it is hopes to reduce its overall debt 

burden. The 6-months FY12 results reveal that the 

management is adhering to this policy as long term 

outstanding borrowings have declined 58% for the period. 

Further this confirms are expectations that the deleveraging 

that was recorded in FY11 was not a one-off event and that 

the firm is moving towards its optimal debt ratio of approx. 

20% as per the cost of capital approach. This has contributed 

towards a 14% rise in PBT relative to 2QFY11 results.   

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Source: Asia Wealth management (Pvt) Ltd estimates 
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ROE vs. ROA 

 

DuPont Analysis 

 

 

 

 

 

 

 

 

 

Return on Equity (ROE) 

Return on Equity for the FY11 more than doubled to 15.55% 
in contrast to 6.68% for the previous year. This was primarily 
due to an increase in return on assets from 2.98% to 7.63% 
for the same period as the post-war construction boom 
finally took off. ROE would further be bolstered by the 
deleveraging that is currently taking place as well as due to 
investments in value creating ventures such as the Dendro 
power plant.      
 

Equity multiplier 

As with all debt management ratios, the equity multiplier is 
an indicator of the proportion of debt in the capital 
structure. Based on an evaluation of the optimal capital 
structure using the cost of capital methodology, the 
company was slightly over-leveraged relative to its peers 
(39% vs. 41%). The firms main source of debt is its joint 
venture partner; Nippon, coke and engineering Plc.  
However overdrafts and outstanding value of debt is on a 
downward trend since 2010 as the firm tends to favor 
financing capital expenditure with retained earnings and 
new share issues. Hence the equity multiplier is expected to 
fall over time. 
 
Tax Burden 

Tokyo cement benefits greatly from a number of tax breaks 
it enjoys from the Sri Lanka Board of investment (BOI) due to 
its involvement in sustainable power generation.  The firm’s 
tax burden is expected to increase as the tax break enjoyed 
by its subsidiary Tokyo super cement plc will expire in 2013. 
However the Dendro power plant which is expected to be 
commissioned by mid-2013 would benefit from a tax holiday 
which would partially offset its impact.  
 

 
 
 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Source: Asia Wealth management (Pvt) Ltd estimates 

Source: Asia Wealth management (Pvt) Ltd estimates 

Source: Asia Wealth management (Pvt) Ltd estimates 

Source: Asia Wealth management (Pvt) Ltd estimates 

A DuPont analysis quantifies our expectations for the firm in terms of a number of key metrics. This 
mirrors our future outlook for the sector and the firm 
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Valuation 

Taking into account consideration the growth prospects of the 
industry and the strategic positioning of the firm, we are confident 
of the strong upside potential for the firms stock.  Considering the 
firms past performance for the past six years it has continuously 
outperformed the sector in terms of Revenue and EPS CAGR’s 
which stood at 12.6% and 5% respectively. In this light we project 
the firm to achieve a net profit figure of LKR 1,346 mn in FY12E 
which represents a 62% YoY growth 
 
A special mention must be made with respect to the possibility of a 
windfall dividend being paid out in FY13E. As per the BOI 
guidelines, with the expiration of a tax shield enjoyed by the firm’s 
subsidiary Tokyo Super in FY12, we have considered the possibility 
of a bumper dividend in the following year (FY13). This is expected 
to result in an increase in dividend payout ratio from 18% to 50% 
and a DPS of LKR1.65. 
 
Based on a historical price movement, the voting stock has been 
observed to reach a maximum of LKR 69.40 over a 52-week time 
horizon. The 52-week historical price movement implies a price 
volatility of 6.03% on a mean of LKR56.30. This implies a price 
deviation of LKR2.47 with the share expected to reach a price of 
LKR43.50 against the current price of LKR 41.00 in the event of an 
upward swing.     
 
The non-voting shares have also met with investor approval and 
have in the past reached a maximum of LKR 49.1 over a 52-week 
period. Based on a historical analysis over the same time horizon, 
we arrive at a mean of LKR39.55 with a price volatility of 5.14%. 
This gives an upside potential of LKR31.80 for the stock against the 
current price of LKR30.20.  
 

In addition we expect the forward P/E’s of TKYO.N for the years 
FY12E and FY13E to stand at 7.9X and 7.4X respectively. Similarly 
the forward multiples for TKYO.X for FY12E and FY13E is expected 
to be 2.9X and 2.7X respectively.  
 
P/E based valuation is complemented by a DCF valuation which 
indicates strong upside potential for the firms stock. 
 
 

All in all we stand by our initial recommendation that Tokyo cement 

is a growth stock with strong long term upside potential and is a 

definite buy. 
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“DCF valuation price target 

LKR54.4-LKR83.1” 

 Source: Asia Wealth management (Pvt) Ltd estimates 

Valuation dashboard 

P/E based valuation 

 

 

 

 

 

 

 

DCF Valuation 

 

A multi-stage free cash flow to firm (FCFF) model with a 5-

year explicit forecast period and a terminal value reveals 

that TKYO’s voting stock is trading at a discount of 60% to an 

expected intrinsic value of LKR66/per share against a 

benchmark price of LKR41. Incorporating our NPV valuation 

for the Dendro power project into our FCFF valuation 

indicates the potential for further upside potential.  

 

Relative valuation 

 

A global and regional peer comparison compliments our 

initial DCF recommendation. A like-for-like comparison with 

a specific company is difficult to be carried as there is wide 

disparity in scale and scope of cement manufacturers. 

However based on a broad analysis it is clear that Tokyo 

cement outperforms both its peers and the market in a 

number of key metrics. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

*The above price range is based on the following criteria; 
The lower bound is based on an upward growth of 6.03% for voting shares and 
5.14% for non-voting based on a 12-month standard deviation of the stock. 
The upper bound is the maximum closing price of the stock recorded over the 
same 12-month period 

 

“50X-157X Higher ROE relative to 

global& regional peers” 

Source: Asia Wealth management (Pvt) Ltd estimates 

Source: Asia Wealth management (Pvt) Ltd estimates & Bloomberg data 
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Investment risks 

 Competition risk 

 Due to the various Indo-Sri Lanka and Indo-Pakistan free 
trade agreements, bagged cement from these sources 
experience a cost advantage. The average bag of imported 
cement is LKR 684.00 which is almost 5% lower than 
domestically produced cement. However this cost advantage 
is confined to the generic Ordinary Portland Cement (OPC) 
which is not suitable for mega infrastructure projects in 
which TKYO’s premium Nippon brand remains the preferred 
choice.  
 

 Expected reopening of the KKS plant 
The government plans to revive the ailing KKS fully integrated 
cement plant by next year with the aid of a private investor. 
The KKS plant with its limestone deposits spread over 1,000 
acres in Jaffna has the potential to meet 50% of the total 
domestic demand for cement. However in stark contrast to 
this, the current installed capacity of the plant is a pitiful 
250,000 tons p.a as opposed to TKYO’s 1.8 mn tons p.a. In 
order for this investment to generate a meaningful return, it 
is necessary to construct integrated cement kiln with at least 
1 mn tons of capacity costing approx. LKR 10 bn with a 
construction time of 3 years. Further a significant cost would 
be incurred in upgrading the limestone mining infrastructure 
as the limestone deposits are situated close to the coastline 
and is partially submerged making extraction difficult. Hence, 
the KKS plant poses no immediate threat to the firm’s 
monopoly position in the North although it could eat into the 
firm’s market share in the long run. 
 

 Interest rate risk 
The delicate state of the economy’s foreign reserves has put 
pressure on the Central Bank to raise interest rates in order 
to curb credit growth. This would raise the cost of borrowings 
for consumers in the form of higher mortgage rates. This 
could deter investors away from housing construction and 
towards rented accommodation leading to an overall decline 
in cement demand from the household sector. However large 
scale government housing projects such as the Henamulla 
housing complex which is expected to add a further 68,000 
houses is unlikely to be deterred on account of this. From the 
firm’s point of view, rising interest rates could lead to rising 
borrowing costs although the firm’s exposure to this would 
be limited as its debt burden is on a declining trend. 
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Income Statement 

 

 

 

 

 

 

Balance sheet 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

  

Source: Asia Wealth management (Pvt) Ltd estimates 

Source: Asia Wealth management (Pvt) Ltd estimates 
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Quick performance review 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Source: Asia Wealth management (Pvt) Ltd estimates 
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Company description 

Tokyo cement; a joint venture between Nippon, coke and 
engineering (Formerly Mitsui Mining Company) and St. 
Anthony’s Consolidated, has been the leading cement 
producer in Sri Lanka for almost three decades. Together 
with the Swiss Cement manufacturer Holcim, they make up 
almost 60% of the domestic cement market and have been 
the market leader since 2006. Tokyo cement has the singular 
honor of being the only listed company in the Colombo 
Stock exchange. After the country saw the end of a three 
decade long civil war, the expected post-war reconstruction 
boom is yet to achieve its full potential. At the end of June 
2011 the company’s revenue increased by 12% to LKR 16.5 
Billion. Compared to the recorded values of Sales of the 
industry of about LKR 51.56 Billion this gives them a market 
share of about 31%.  
 

The company has a reputation for being innovators and risk 

takers; steered by its visionary founder Mr. A.S.G Gnanam, it 

aggressively increased its production capacity in the North-

East of the island despite the ongoing conflict that prevailed 

at the time. It was also the pioneer of “green Cement” with 

an investment in a 10MW Bio mass plant which grants the 

firm a cost advantage and is an additional source of revenue. 

Furthermore, the firm identified the future potential of 

blended hydraulic cement (BHC) and enjoys a first mover 

advantage in this segment.     

 

The firm uses a closed circuit cement production process for 

its three grinding mills in China Bay Trincomalee, producing 

200 tons of cement per hour. The mill employs some of the 

latest production techniques including the cost effective 

vertical roller mill (VRM). Installed in 2008, it is the only VRM 

exclusively dedicated to the production of cement in the 

South Asian region. The plant also enjoys a significant 

competitive advantage by being self-sufficient in its energy 

requirements, supplied from its 10MW bio mass power 

plant. The firms employment of green technology entitles it 

to carbon credits which could be worth as much as LKR 40-

45mn per annum at current market prices.    
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Lanka Ltd 

100% 
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56.85% 
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Annexure 

  Figure 1- Indian Wholesale Cement price 

index 

Figure 2 - Indian limestone price index 

Source: Bloomberg data 

Source: Bloomberg data 
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Source: CEB( Applicable for contracts signed between November 2010-December 2011) 

Figure 3 - Thailand Construction Index 

Figure 4 - Purchasing Power agreements Fixed Tariff rates 

Figure 5-Sri Lankan Rupee vs. Indonesian Rupiah Figure 6 -Sri Lankan Rupee vs. Thai Baht 

Source: Bloomberg data Source: Bloomberg data 

Source: Bloomberg data 
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