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KGHM: reduce (downgraded)
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Copper Outlook Deteriorates On Trade War Concerns

Rising tensions between the US and China after the threat of new
tariffs sent out by President Trump, coupled with theories that China
wants to hold off a deal until after the 2020 US presidential
elections, have raised concerns about further deterioration in
economic prints in the near future. Chinese copper imports fell to
their lowest level since March 2018 in June at 930,000 tonnes, down
219% year over year. At the same time, local vehicle registrations in
July logged their 12th month in a row of falls, showing an 8% drop
from July 2018. This on top of a 10% slump in new lending in July to
1,664 billion yuan. Analysts have been cutting their forecasts for
2019-2020 average copper prices since mid-2018. When it comes to
KGHM, the downward pressure is exacerbated by expectations of
worsened earnings results for Q2 2019, indicating a continuing
downward slide in August in line with a general sell-off in mining
stocks, underpinned by a likely downward correction in the prices of
iron ore. Global stocks set to be affected by the downturn in metals
prices include ANG JS, BHP AU, and RIO LN. The discount at which
KGH is usually traded relative to its global peers has narrowed from
an average of 20-25% to about 9% in recent weeks, an
unsustainable level given the Polish miner's higher C1 production
costs, lesser free-cash-flow-generating capability, and below-
average dividend yields. After lowering our 2019-2021 copper price
outlook to levels consistent with the median forecasts of analysts,
and after downgrading expectations as to the USD/PLN exchange
rate and the prices of lead, we are forced to cut our 2020-2021
EBITDA estimates for KGHM by approximately 10%. Consequently,
we downgrade KGH from hold to reduce, with the 9-month price cut
from PLN 98.35 to PLN 80.38 per share.

Analysts keep downgrading copper outlook

The median of analysts' forecasts for copper prices in 2019-2021 has been
on a decline since mid-2018. The current consensus is for an average 2019
price of $6,100/t, followed by a rise to $6,300 anticipated in 2020 and
further growth to $6,650 in 2021. However, with actual market prices at the
moment trading lower than the average forecast, the consensus is probably
due for further downward revisions.

High production costs

KGHM incurs higher C1 costs than any other comparable copper miner in its
peer group ($1.8/Ib in 2018). Consequently, its operating leverage is also
above average, making the Polish producer more vulnerable to any
downward shifts in copper prices.

Low FCF

KGHM has the fifth-lowest estimated 2020-2021 FCF/EV ratios in its peer
group. Due to the weaker cash-generating capabilities, we predict that the
dividend yield offered by the Polish firm in 2020 will be the industry's third-
lowest yield for the year in the baseline scenario; in the worst-case scenario,
if market conditions should deteriorate more than we are anticipating today,
KGHM might hold next year's shareholder distributions altogether for the
third year in a row.

(PLN m) 2017 2018 2019P 2020P 2021P
Revenue 20,275.0  20,526.0 22,543.6  21,997.9  22,866.6
EBITDA (adj.) 5,753.0 4,972.0 5,184.3 4,385.0 4,826.8

EBITDA margin 28.4% 24.2% 23.0% 19.9% 21.1%
EBIT (adj.) 4,144.0 3,176.0 3,331.1 2,452.7 2,842.9
Net profit (adj.) 1,792.0 1,887.9 2,304.3 1,619.5 1,915.0
P/E (adj.) 9.8 9.3 7.6 10.8 9.2
P/CE 5.7 5.1 4.2 4.9 4.5
P/B 1.0 0.9 0.8 0.8 0.7
EV/EBITDA (adj.) 4.2 5.0 4.2 4.9 4.3
DPS (PLN) 1.00 0.00 0.00 1.50 2.43
Dividend Yield 1.1% 0.0% 0.0% 1.7% 2.8%

Complete research is available only to clients of Dom Maklerski mBanku
To access our premium research, log in or open an account at www.mDM.pl
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Current Price PLN 87.78
Target Price PLN 80.38
Market Cap PLN 17.5bn
Free Float PLN 9.9bn
ADTV (3M) PLN 100.4m
Ownership

State Treasury 31.79%
OFE NN 7.37%
OFE Aviva 5.25%
Others 55.59%

Business Profile

KGHM is the eighth-largest copper producer in the
world, and it ranks as #1 in the production of silver.
As a copper producer, it is in the third quartile on
the global cost curve. The Company extracts and
refines copper in facilities based in Poland, Chile
(Sierra Gorda), the US (Robinson & Carlota mines),
and Canada (Ajax, Sudbury, Victoria).

KGH vs. WIG
120

= KGH
PLN

110

100

90

80 T T T u
© © <)) o)) o))
Rl ~— — ~— i
o > a ES o
=] o [9] © =]
< =z w = <
Target Price Rating
Company
new old new old
KGHM 80.38 98.35 reduce hold
Company CurPrr?E; Ta;,rrgig; Downside
KGHM 87.78 80.38 -8.4%
Forecast Update 2019E 2020E 2021E
EBITDA (adj.) +0.3% -13.7% -10.6%
Net Profit (adj.) +0.7% -24.8% -18.6%
Copper price ($/t) -3.9% -3.1% -2.2%
Silver price ($/0z) +3.2% +3.2% +3.2%
Molybdenum price ($/t) +0.4% 0.0% 0.0%
Copper output (kt) 0.0% 0.0% 0.0%
Silver output (tonnes) 0.0% 0.0% 0.0%
Molybdenum (MIb) 0.0% 0.0% 0.0%
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Jakub Szkopek
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List of abbreviations and ratios contained in the report:

EV - net debt + market value

EBIT - Earnings Before Interest and Taxes

EBITDA - EBIT + Depreciation and Amortisation

P/CE - price to earnings with amortisation

MC/S - market capitalisation to sales

EBIT/EV - operating profit to economic value

P/E - (Price/Earnings) - price divided by annual net profit per share
ROE - (Return on Equity) - annual net profit divided by average equity
P/BV - (Price/Book Value) - price divided by book value per share
Net debt - credits + debt papers + interest bearing loans - cash and cash equivalents
EBITDA margin - EBITDA/Sales

OVERWEIGHT (OW) - a rating which indicates that we expect a stock to outperform the broad market
NEUTRAL (N) - a rating which indicates that we expect the stock to perform in line with the broad market
UNDERWEIGHT (UW) - a rating which indicates that we expect the stock to underperform the broad market

Recommendations of Dom Maklerski mBanku:

A recommendation is valid for a period of 9 months, unless a subsequent recommendation is issued within this period. Expected returns from individual recommendations are as follows:
BUY - we expect that the rate of return from an investment will be at least 15%

ACCUMULATE - we expect that the rate of return from an investment will range from 5% to 15%

HOLD - we expect that the rate of return from an investment will range from -5% to +5%

REDUCE - we expect that the rate of return from an investment will range from -5% to -15%

SELL - we expect that an investment will bear a loss greater than 15%

Recommendations are updated at least once every nine months.

mBank S.A. with its registered office in Warsaw at Senatorska 18 renders brokerage services in the form of derived organisational unit - Brokerage Office which uses name Dom Maklerski mBanku.

mBank S.A. as part of the Exchange's Analytical Coverage Support Programme (“Programme”, https://www.gpw.pl/eacsp) prepares analytical reports for the following companies: Cognor Holding, Comarch,
VRG. These documents are prepared at the request of Gietda Papieréw Wartosciowych w Warszawie S.A. (‘WSE’), which is entitled to copyrights to these materials. mBank S.A. receives remuneration from
the WSE for the preparation of the reports. All documents prepared for the Programme are available at:
https://www.mdm.pl/ui-pub/site/market_and_analysis/analysis_and_recommendations/analytical_coverage_support_programme

This document has been created and published by Dom Maklerski mBanku. The present report expresses the knowledge as well as opinions of the authors on day the report was prepared. The opinions and
estimates contained herein constitute our best judgment at this date and time, and are subject to change without notice. The present report was prepared with due care and attention, observing principles
of methodological correctness and objectivity, on the basis of sources available to the public, which Dom Maklerski mBanku considers reliable, including information published by issuers, shares of which
are subject to recommendations. However, Dom Maklerski mBanku, in no case, guarantees the accuracy and completeness of the report, in particular should sources on the basis of which the report was
prepared prove to be inaccurate, incomplete or not fully consistent with the facts. mBank S.A. bears no responsibility for investment decisions taken on the basis of the present report or for any damages
incurred as a result of investment decisions taken on the basis of the present report.

This document does not constitute an offer or invitation to subscribe for or purchase any financial instruments 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 This document does not constitute investment, legal,
accounting or other advice, and mBank is not liable for damages resulting from or related to the use of data provided in the documents. This document may not be copied, duplicated and/or be directly or
indirectly distributed in the United States, Canada, Australia or Japan, nor transferred to citizens or residents of a state where its distribution may be legally restricted, which does not limit the possibility of
publishing materials prepared for the Programme on Cognor Holding, Comarch, VRG, mBank or WSE websites. Persons who disseminate this document should be aware of the need to comply with such
restrictions.

Recommendations are based on essential data from the entire history of a company being the subject of a recommendation, with particular emphasis on the period since the previous recommendation.

Investing in shares is connected with a number of risks including, but not limited to, the macroeconomic situation of the country, changes in legal regulations as well as changes on commodity markets. Full
elimination of these risks is virtually impossible.

It is possible that mBank S.A. in its brokerage activity renders, will render or in the past has rendered services for companies and other entities mentioned in the present report.

mBank S.A. does not rule out offering brokerage services to an issuer of securities being the subject of a recommendation. Information concerning a conflict of interest arising in connection with issuing a
recommendation (should such a conflict exist) is located below.

The present report was not transferred to the issuer prior to its publication.

The production of this recommendation was completed on August 5, 2019, 8:20 AM.
This recommendation was first disseminated on August 5, 2019, 8:20 AM.

mBank S.A., its shareholders and employees may hold long or short positions in the issuer's shares or other financial instruments related to the issuer's shares.

This document is an extract from a recommendation produced by Dom Maklerski mBanku.

Copying or publishing the present report, in full or in part, or disseminating in any way information contained in the present report requires the prior written consent of mBank S.A.
Recommendations are addressed to all Clients of Dom Maklerski mBanku.

All investment recommendations and strategies issued by mBank S.A. over the last 12 months are available at:
http://www.mdm.pl/ui-pub/site/market_and_analysis/analysis_and_recommendations/fundamental_analysis/recommendations?recent_filter_active=true&lang=en

The activity of mBank S.A. is subject to the supervision of the Polish Financial Supervision Commission.

Individuals who did not participate in the preparation of recommendations, but had or could have had access to recommendations prior to their publication, are employees of Dom Maklerski mBanku
authorised to access the premises in which recommendations are prepared and/or individuals having to access to recommendations based on their corporate roles, other than the analysts mentioned as the
authors of the present recommendations.

This publication constitutes investment research within the meaning of Art. 36.1 of Commission Delegated Regulation (EU) 2017/565.

The compensation of the research analysts responsible for preparing investment research is determined independently of and without regard to the compensation of or revenue generated by any other
employee of the Bank, including but not limited to any employee whose business interests may reasonably be considered to conflict with the interests of the persons to whom the investment research
prepared by the Research Department of Dom Maklerski mBanku is disseminated. With that being said, since one of the factors taken into consideration when determining the compensation of research
analysts is the degree of fulfillment of annual financial targets by customer service functions, there is a risk that the adequacy of compensation offered to persons preparing investment research will be
questioned by a competent oversight body.

For U.S. persons only: This research report is a product of mBank SA which is the employer of the research analyst(s) who has prepared the research report. The research analyst(s) preparing the research
report is/are resident outside the United States (U.S.) and are not associated persons of any U.S. regulated broker-dealer and therefore the analyst(s) is/are not subject to supervision by a U.S. broker-
dealer, and is/are not required to satisfy the regulatory licensing requirements of FINRA or required to otherwise comply with U.S. rules or regulations regarding, among other things, communications with
a subject company, public appearances and trading securities held by a research analyst account.

This report is intended for distribution by mBank SA only to "Major Institutional Investors" as defined by Rule 15a-6(b)(4) of the U.S. Securities and Exchange Act, 1934 (the Exchange Act) and interpretations
thereof by U.S. Securities and Exchange Commission (SEC) in reliance on Rule 15a 6(a)(2). If the recipient of this report is not a Major Institutional Investor as specified above, then it should not act upon
this report and return the same to the sender. Further, this report may not be copied, duplicated and/or transmitted onward to any U.S. person, which is not the Major Institutional Investor.

In reliance on the exemption from registration provided by Rule 15a-6 of the Exchange Act and interpretations thereof by the SEC in order to conduct certain business with Major Institutional Investors,
mBank SA has entered into an agreement with a U.S. registered broker-dealer, Cabrera Capital Markets. ("Cabrera"). Transactions in securities discussed in this research report should be effected through
Cabrera or another U.S. registered broker dealer.

Strong and weak points of valuation methods used in recommendations:

DCF - acknowledged as the most methodologically correct method of valuation; it consists in discounting financial flows generated by a company; its weak point is the significant susceptibility to a change
of forecast assumptions in the model.

Relative - based on a comparison of valuation multipliers of companies from a given sector; simple in construction, reflects the current state of the market better than DCF; weak points include substantial
variability (fluctuations together with market indices) as well as difficulty in the selection of the group of comparable companies.

Economic profits - discounting of future economic profits; the weak point is high sensitivity to changes in the assumptions made in the valuation model.

Discounted Dividends (DDM) - discounting of future dividends; the weak point is high sensitivity to changes in the assumptions as to future dividends made in the valuation model.

NAV - valuation based on equity value, one of the most frequently used method in case of developing companies; the weak point of the method is that it does not factor in future changes in revenue/profits
of a company.

issued the following investment r ions for KGHM in the 12 months prior to this publication

Rating hold hold hold hold hold hold buy buy

Rating date 2019-07-03 2019-06-03 2019-04-02 2019-02-04 2018-12-05 2018-10-15 2018-09-03 2018-08-02
Target price (PLN) 98.35 91.71 105.57 92.41 84.56 87.99 104.21 111.08
Price on rating day 101.70 95.00 109.40 94.16 92.60 85.40 90.80 96.00
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