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Salhia Real Estate Company (Salhia) reported weak revenue figures in both
quarters of 2014, mainly due to lower occupancy in the Hotel segment.
Therefore, gross and operating profit also declined YoY during the quarters.
However, increased non-operational income i.e. higher other income and sharp
decline in impairment losses drove net profit 0.4% in 1Q14 and 31.8% in 2Q14.
We expect revenue growth to remain subdued (CAGR of 0.9% during 2013-18)
due to already very high occupancy rate in Salhia’s Real Estate segment;
therefore, growth potential is limited in the absence of expansion plans. The
rising number of hotels in Kuwait poses a competition risk to the company’s
Hotel segment. However, Salhia’s Care Home operations would witness
revenue growth after a decline in 2014, supported by an expected improvement
in Eurozone’s economy coupled with falling unemployment rate in Germany.
Additionally, we expect Salhia’s margins in 2014 to be lower than those in 2013,
but they would stabilize in the long run. We have raised our target price to
KWDO0.398/share from KWDO0.370/share. Given the current price, we maintain
our HOLD rating.

2Q14 net profit rises despite fall in revenue

Salhia’s net profit rose 31.8%YoY to KWD2.5mn in 2Q14 despite a 2.3%YoY decline in
revenues (down 2.8%YoY in 1Q14); we believe this was primarily due to a sharp
contraction in impairment losses as well as higher other income. The revenue decline in
1Q14 and 2Q14 was mainly due to lower revenues in the Hotel segment as the
increasing number of upcoming hotels in Kuwait is pressurizing the occupancy rate.
However, we believe, recovery in Kuwait's real estate sector during 2014 will support
revenue growth in the company’s real estate segment. As in 1Q14, we believe operating
margins will have contracted in 2Q14 due to a rise in operating costs, including SG&A
expenses. Despite this, net profit growth was significant in 2Q14 (0.4%YoY growth in
1Q14), driven by robust performance at the non-operating level (as discussed above).

Revenue to increase at 0.9% CAGR during 2013-18

Salhia’s revenue increased 1.7%YoY in 2013, supported by a 7.8%YoY and 2.6%YoY
rise in its Hotel and Real Estate segments, respectively, despite a 4.0%YoY fall in the
Care Home segment. However, the company’s revenue declined during 1H14, mainly
due to a fall in Hotel revenues. We believe the fall will continue in 2H14 and Salhia would
record a 1.9%YoY revenue decline in 2014. Thereafter, we expect improvement across
segments, partly driven by the overall recovery in Kuwait’s real estate sector. In light of
this, we expect Salhia’s Real Estate segment to report a 1.7% CAGR in revenue during
2013-18, mainly driven by higher rentals. The Hotel segment’s revenue is likely to rise at
a CAGR of 0.5% during the same period as we expect occupancy rates to stay at the
same level 2015 onward, after declining in 2014 due to increased supply. Furthermore,
we believe Salhia would be able to increase its hotel rentals from 2015 due to the
location of its properties, services offered, and its brand.

We believe, Salhia’s Care Home operations faced marginal pressure on occupancy rates
and rentals in 1H14 due to a decline in consumer spending in the Eurozone and lack of
skilled workers in Care Home facilities, which would result in slight fall in revenue for full-
year 2014.
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However, overall improvement in Eurozone’s economy (IMF forecasts GDP growth rate of 1.5% in 2015 compared with 1.1% in
2014) combined with expected gradual decline in unemployment in Germany (which would reduce skilled workforce in Care
Home operations) would improve consumer spending and occupancy in the segment. Accordingly, we expect the Care Home
segment’s revenue to increase from 2015 after a dip in 2014 and register a CAGR of 1.4% during 2014-18.

We expect Salhia’s revenue mix to change gradually in the coming years; Real Estate would remain the largest contributor to
revenue, with its share rising from 36.0% in 2013 to 37.5% in 2018. However, the revenue contribution of Care Home and Hotel
would decline to 32.6% and 29.9%, respectively, in 2018 from 33.6% and 30.5% in 2013. Overall, Salhia’s revenue outlook
appears weak as we expect its existing portfolio to remain stagnant. Concurrently, we expect the company’s revenue to increase
at a 0.9% CAGR during 2013-18.
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Absence of major expansion plans amid high occupancy concerning

There is no clarity on Salhia’s major expansion plans in the near future, which we believe would be a major concern. The
company owns 99.74% of Al-Asima Real Estate Company, which in turn owns a major plot of land in Kuwait. The company had
planned to develop the land years ago, but it did not materialize due to pending government approvals. The project’s expected
total cost is about KWD240mn. Furthermore, Salhia is operating at a high occupancy rate of around 96% and 60% in its Real
Estate and Hotel segment, respectively. We believe this restricts the company from capitalizing on incremental demand,
especially in the backdrop of the recovering real estate market in Kuwait, thus limiting revenue growth potential.

Margins to remain under pressure in 2014, but stabilize in long term

After remaining high in 2013, Salhia’s gross margin came under pressure in 2014 as a result of subdued revenue growth
combined with higher SG&A costs. We expect pressure on margins to continue; thus we estimate a lower gross margin of 57.2%
in 2014 compared with 57.8% in 2013. Considering slow growth in revenues, we expect gross margin to continue contracting to
reach 56.9% in 2016 from 57.0% in 2015, and stabilize thereafter. At the same time, we believe lower depreciation due to no
major addition in the existing portfolio would help improve operating margin 2015 onward to 33.1% in 2018.
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Impairment losses still a concern

Salhia recognizes impairment losses on the basis of reduction in the fair value of financial assets available for sale. Historically,
most impairment losses were recognized from unquoted securities, which were categorized as level 3 (valuation techniques for
which the lowest level input that is significant to the fair value measurement is unobservable). Owing to the high share of level 3
unquoted securities, the company recorded impairment losses of KWD14.9mn during 2010-13, which is roughly 36% of total net
profit during the period. However, level 3 unquoted securities fell drastically from 41% of total unquoted securities during 2010—
12 to 6% in 2013, thus limiting the possibility of impairment losses being as high as historical levels. However, total value of
unquoted securities still stands at KWD8.3mn as of 1Q14, which may potentially be categorized as level 3, leading to impairment
losses in the coming years.
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Valuation update: Fair value up; HOLD rating maintained

We used the SOTP approach to value Salhia, and applied the two-stage DCF methodology to each of its projects. Our SOTP
approach yielded a target price of KWDO0.398/share (up 7.6% from KWDO0.370/share earlier), which is 7.6% above the current
market price of KWDO0.370/share as of August 24, 2014. We assumed a risk-free rate (US 10-year Treasury yield) of 2.7% and
risk premium of 9.1%, including country- and stock-specific risks. Currently, revenues from existing projects are likely to grow

marginally, and we do not expect any major projects to come on stream in the near term. Thus, we remain cautious on the stock
and maintain our HOLD rating.
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Financial Statements

(KWD mn) 2012 2013 2014e 2015e 2016e 2017e 2018e
Revenue 45.3 46.1 45.2 46.1 46.8 47.7 48.2
Revenue growth 3.3% 1.7% -1.9% 2.0% 1.5% 1.9% 1.0%
Costofsales (19.4) (19.4) (19.4) (19.8) (20.2) (20.6) (20.8)
Gross Profit 25.9 26.7 25.9 26.3 26.6 27.1 27.4
= | SG&A (5.0) (5.1) (5.2) (5.4) (5.5) (5.6) (5.7)
g D&A (6.3) (6.3) (6.2) (6.1) (6.0) (5.9) (5.8)
o | Other operating income - - - - - - -
8 | Operating profit 14.7 15.3 145 14.8 15.1 15.6 15.9
ﬁ Net financial charges (6.9) (5.4) (5.5) (4.7) (4.5) (4.2) (3.9)
£ | Otherincome 1.8 7.8 1.9 0.3 0.3 0.3 0.3
S [ Profit Before Taxation 95 17.8 10.9 104 11.0 11.8 124
£ [ Income tax (1.2) (1.7) (1.0) (1.0) (1.4) (1.5) (1.6)
Net Profit 8.3 16.1 9.9 94 9.6 10.3 10.8
Minority interest 0.0 0.0 0.0 0.1 0.2 0.3 0.7
Net profit attributable to shareholders 8.3 16.0 9.8 9.3 9.4 9.9 10.1
Net profit growth 15% 94% -39% -5% 1% 5% 2%
Cash and marketable securities 7.4 7.3 35.7 43.3 50.8 58.9 69.5
Fixed Deposits 35 2.7 2.7 2.7 2.7 2.7 2.7
Receivables and prepayments 5.0 6.9 5.0 5.1 5.2 53 53
Inventories 0.4 0.3 0.3 0.3 0.3 0.3 0.3
= Net fixed assets 231.2 228.9 224.7 220.6 216.7 2131 207.3
Q Available for sale investments 17.0 11.3 11.3 11.3 11.3 11.3 11.3
o) | Other long term assets 13.3 16.9 16.9 16.9 16.9 16.9 16.9
O [ Total Assets 277.8 274.3 296.6 300.2 304.0 308.5 3134
S | Accounts payables 16.9 16.6 16.3 16.6 16.9 17.2 17.4
‘@ | Short-term debt 147 11.9 311 314 317 32.0 323
@ Long-term debt 113.3 102.5 103.6 104.6 105.6 106.7 107.8
Other liabilities - - - - - - -
Retained earnings 8.3 145 16.9 18.8 20.7 23.2 25.9
Other Adjustments 124.6 128.7 128.8 128.8 129.0 129.3 130.0
Total Equity & Liability 277.8 274.3 296.6 300.2 304.0 308.5 3134
= | Cash flow from operating activities 21.7 18.9 235 22.0 22.1 22.8 23.2
E Cash flow from investing activities 3.3 8.8 (2.0) (2.0) (2.1) (2.2) -
< | Cash flow from financing activities (10.2) (25.6) 7.0 (12.4) (12.5) (12.5) (12.6)
@ | Change in cash 14.8 2.2 284 7.6 7.5 8.1 10.6
O ['Net Cash at End 7.4 73 35.7 43.3 50.8 58.9 69.5
Gross margin 57.2% 57.8% 57.2% 57.0% 56.9% 56.9% 56.9%
Operating margin 32.4% 33.2% 32.0% 32.1% 32.3% 32.8% 33.1%
Net margin 18.2% 34.7% 21.7% 20.2% 20.1% 20.8% 21.0%
Return on assets 3.0% 5.9% 3.3% 3.1% 3.2% 3.3% 3.4%
Return on equity 6.2% 11.2% 6.8% 6.4% 6.4% 6.7% 6.9%
Currentratio (X) 0.52 0.60 0.92 1.07 1.21 1.36 157
g Quick ratio (x) 0.50 0.59 0.91 1.06 121 1.36 1.56
%\ Debt/Equity (X) 0.67 0.60 0.71 0.72 0.72 0.73 0.74
c | Times Interest Earned (X) 2.07 2.70 2.48 2.34 2.37 242 244
<c‘§ EVIRevenues (x) 6.85 6.44 6.38 6.12 2.97 2.74 2.50
= EVIEBITDA (X) 14.83 13.75 13.97 13.52 6.58 6.08 5.53
o | EPS (KWD Fils) 16.10 31.23 19.13 18.18 18.37 19.35 19.73
Book Value Per Share (KWD Fils) 0.26 0.28 0.28 0.29 0.29 0.30 0.30
Market Price (KWD Fils) * 370 380 370 370 370 370 370
Market Capitalization (KWD mn) 189.7 194.8 189.7 189.7 189.7 189.7 189.7
Dividend Yield 4.2% 4.1% 4.1% 4.1% 4.1% 4.1% 4.1%
P/E Ratio (x) 22.98 11.85 19.35 20.36 20.14 19.12 18.75
P/BV Ratio (x) 1.43 1.32 1.30 1.29 1.27 1.24 1.22
Source: Company accounts & Global Research
* Market price for 2014 and subsequent years as per closing prices on August 24, 2014
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Disclosure

The following is a comprehensive list of disclosures which may or may not apply to all our researches. Only the relevant
disclosures which apply to this particular research has been mentioned in the table below under the heading of disclosure.

Disclosure Checklist

Bloomberg Reuters
Company Recommendation Ticker Ticker Price Disclosure
Salhia Real Estate Company (Salhia) HOLD SRE KK SREK.KW KWDO0.370 1,10
1. Global Investment House did not receive and will not receive any compensation from the company or anyone else for the
preparation of this report.
2. The company being researched holds more than 5% stake in Global Investment House.
3. Global Investment House makes a market in securities issued by this company.
4. Global Investment House acts as a corporate broker or sponsor to this company.
5. The author of or an individual who assisted in the preparation of this report (or a member of his/her household) has a direct
ownership position in securities issued by this company.
6. An employee of Global Investment House serves on the board of directors of this company.
7. Within the past year, Global Investment House has managed or co-managed a public offering for this company, for which it

received fees.

8. Global Investment House has received compensation from this company for the provision of investment banking or financial
advisory services within the past year.

9. Global Investment House expects to receive or intends to seek compensation for investment banking services from this
company in the next three month.

10. Please see special footnote below for other relevant disclosures.

Global Research: Equity Ratings Definitions

Global Rating Definition
STRONG BUY Fair value of the stock is >20% from the current market price
BUY Fair value of the stock is between +10% and +20% from the current market price
HOLD Fair value of the stock is between +10% and -10% from the current market price
SELL Fair value of the stock is < -10% from the current market price

Disclaimer

This material was produced by Global Investment House KSCC (‘Global’), a firm regulated by the Central Bank of Kuwait and the Capital
Markets Authority (Kuwait). This document is not to be used or considered as an offer to sell or a solicitation of an offer to buy any securities.
Global may, from time to time to the extent permitted by law, participate or invest in other financing transactions with the issuers of the securities
(‘securities’), perform services for or solicit business from such issuer, and/or have a position or effect transactions in the securities or options
thereof. Global may, to the extent permitted by applicable Kuwaiti law or other applicable laws or regulations, effect transactions in the securities
before this material is published to recipients. Information and opinions contained herein have been compiled or arrived by Global from sources
believed to be reliable, but Global has not independently verified the contents of this document. Accordingly, no representation or warranty,
express or implied, is made as to and no reliance should be placed on the fairness, accuracy, completeness or correctness of the information
and opinions contained in this document. Global accepts no liability for any loss arising from the use of this document or its contents or
otherwise arising in connection therewith. This document is not to be relied upon or used in substitution for the exercise of independent
judgment. Global shall have no responsibility or liability whatsoever in respect of any inaccuracy in or omission from this or any other document
prepared by Global for, or sent by Global to any person and any such person shall be responsible for conducting his own investigation and
analysis of the information contained or referred to in this document and of evaluating the merits and risks involved in the securities forming the
subject matter of this or other such document. Opinions and estimates constitute our judgment and are subject to change without prior notice.
Past performance is not indicative of future results. This document does not constitute an offer or invitation to subscribe for or purchase any
securities, and neither this document nor anything contained herein shall form the basis of any contract or commitment whatsoever. It is being
furnished to you solely for your information and may not be reproduced or redistributed to any other person. Neither this report nor any copy
hereof may be distributed in any jurisdiction outside Kuwait where its distribution may be restricted by law. Persons who receive this report
should make themselves aware of and adhere to any such restrictions. By accepting this report you agree to be bound by the foregoing
limitations.
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