22 October 2018 India | Consumer | Company Update

Asian Paints |How

Unfathomable mix change

Asian Paints’ 2QFY19 report was a clear disappointment — more from a mix/margin angle,
even as volume growth of ‘low double-digit’ turned out to be tad higher vs our forecast of
€.8%. What is not clear, though, is how a double-digit volume growth translated into a mere
8.5% growth in revenue, considering the cumulative price-hike of 3.5% effected thus far
(1.5% in Mar'18 plus 2% in May’18; the pricing action in Jul’'18 was realisation-neutral, i.e.
price-cut was effected to entirely pass on the 10ppt cut in GST rate). This apparent
deterioration in mix further pressured margin which seems to have compressed much more
than warranted by the inflation in RM prices. One possible explanation could be additional
trade payouts to re-imburse for value-loss on transition stocks due to the tax cut but
considering the lean trade inventory, we reckon the impact of the same would be no more
than 1-1.5ppt. The stock could trade down on the back of this result; we await
management’s view on the mix-related issue. The stock is nearly flat vs 12M ago level, and
the current result could provide a good entry opportunity into what we still view as a very
attractive long-term business franchise.

m Steady volume growth but lower realisation adversely impacted value-growth (and
possibly, margin): Asian Paints’ 2QFY19 consolidated revenue grew 8.5% to INR46.4bn
but EBITDA and adjusted net profit declined 2.1% and 3.1% to INR7.8bn and INR4.9bn
respectively. Revenue was 3% below our estimates while the consequent EBITDA and net
profit miss were significantly higher — in part due to some possible one-off costs as
explained earlier. As per management, the domestic decorative business sustained a low
double-digit volume growth, despite the delayed festive season this year. This, however,
implies that sales-realisation was down 1-2% vs year-ago level despite an effective 3.5%
price-hike taken during the year (excluding the GST-cut related pricing in Jul'18 which
was passed-through to customers in entirety).

s GPM compressed much more than we expected: Asian Paints’ consolidated GPM
witnessed a sharp 139bps compression YoY and was down 334bps QoQ. Our proprietary
Paints RM Index reflects a sequential increase of 7%, on a one-quarter lag basis. GPM
pressure plus higher fixed costs (SG&A growth, though broadly inline with volume
growth, turned out to be higher vs value-growth given the adverse mix change) led to a
184bps compression in EBITDA margin and resulted in a 2% decline in EBITDA. We note
that a part of the GPM pressure was also on account of delay in taking further price-hikes
for fear of attracting anti-profiteering provisions (see earlier note), post the GST Council’s
unexpected rate reduction (28% to 18%) during the quarter. The company has since
hiked prices by 2.3% (Oct 1%), which would help ease margin pressure to some extent.

= Industrials grew well but International operations performance remained subdued: Asian
Paints’ Industrial and International revenue growth trajectory decelerated to 7% vs 11%
seen in 1Q. As per the company, both the industrial JVs witnessed good growth but
challenging conditions persisted in International operations due to issue of forex
unavailability, high inflation and difficult economic conditions in some of the geos. Home
Improvement posted a healthy 20% growth with good growth in both Kitchens (+22%)
and Bathware (+18%); Home Improvement losses, however, rose 27-28% YoY and QoQ.
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Financial Summary (INR mn)

Y/E March FY17A FY18A FY19E FY20E FY21E

Net Sales 148,254 165,257 191,149 222,915 259,784

Sales growth (%) 5.5% 11.5% 15.7% 16.6% 16.5%

EBITDA 29,864 31,976 36,426 43,698 51,771 . . . . )
EBITDA Margin (%) 10.8% 19.0% 18.7% 19.3% 19 6% JM Financial Research is also available on:
Adjusted net profit 19,171 19,683 22,649 27,277 32,604  Bloomberg - JIMFR <GO>,

EPS (Rs) 20.0 20.5 23.6 28.4 34.1 Thomson Publisher & Reuters

EPS growth (%) 6.9% 2.7% 15.1% 20.4% 19.9% S&P Capital IQ and FactSet

ROIC (%) 24.9% 22.5% 23.5% 25.1% 0.0%

ROE (%) 27.1% 24.6% 25.4% 27.0% 28.2% ) )
PE (x) 60.0 585 50.8 422 352 Please see Appendix | at the end of this
Price/Book Value (x) 15.1 13.7 12.2 10.6 93 report for Important Disclosures and
EV/EBITDA (x) 383 35.5 31.2 25.9 218 Disclaimers and  Research  Analyst
Dividend Yield (%) 0.9% 0.7% 0.8% 1.1% 1.4%

Certification.

Source: Company data, JM Financial. Note: Valuations as of 22/0ct/2018
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Exhibit 1. 2QFY19 results snapshot (INR mn)
CONSOLIDATED PARENT

2QFY19 2QFY18 YoY growth 2QFY19E % var 2QFY19 2QFY18 YoY growth
Net Revenue (excl all taxes) 46,391 42,742 8.5% 47,715 -2.8% 39,142 36,022 8.7%
Cost of Goods Sold 27,924 25,132 1.1% 28,247 -1.1% 23,169 20,809 11.3%
Gross Profit 18,467 17,610 4.9% 19,468 -5.1% 15,973 15,213 5.0%
Gross Profit Margin - % of Net Sales 39.8% 41.2% -139 bps 40.8% -99 bps 40.8% 42.2% -142 bps
Staff Cost 3,073 2,822 8.9% 3,101 -0.9% 2,155 2,020 6.7%
Other Expenses 7,553 6,777 11.4% 7,276 3.8% 6,545 5,992 9.2%
EBITDA 7,842 8,011 2.1% 9,090 -13.7% 7.273 7,201 1.0%
EBITDA margin - % of Net Sales 16.9% 18.7% -184 bps 19.1% -215 bps 18.6% 20.0% -141 bps
Depreciation 947 889 6.6% 954 -0.7% 828 772 7.3%
EBIT 6,894 7,122 -3.2% 8,135 -15.3% 6,445 6,429 0.3%
Interest Expense 121 88 38.2% 91 33.7% 66 50 33.4%
Other Income 633 534 18.6% 571 10.8% 717 638 12.2%
PBT Before Exceptional Items 7,406 7,569 2.1% 8,616 -14.0% 7,096 7,018 1.1%
PBT After Exceptional Items 7,406 7,569 2.1% 8,616 -14.0% 7,096 7,018 1.1%
Reported Net Profit 4,928 5,759 -14.4% 5,775 -14.7% 4,815 4,734 1.7%
Adjusted Net Profit 4,928 5,084 -3.1% 5,775 -14.7% 4,815 4,734 1.7%
Source: Company, JM Financial
Exhibit 2. Costs breakdown

CONSOLIDATED PARENT
% of sales 2QFY19 2QFY18 2QFY19E 2QFY19 2QFY18
Cost of Goods Sold 60.2% 58.8% 59.2% 59.2% 57.8%
Staff Cost 6.6% 6.6% 6.5% 5.5% 5.6%
Other Expenses 16.3% 15.9% 15.3% 16.7% 16.6%
Depreciation 2.0% 2.1% 2.0% 2.1% 2.1%
Source: Company, JM Financial
Exhibit 3. 2QFY19 segment-wise financials (consolidated) (INR mn)
2QFY19 2QFY18 YoY chg 1HFY19 1HFY18 YoY chg

Segment Revenue
Paints - Domestic Decorative 38,649 35,604 8.6% 75,252 67,232 11.9%
Paints - Industrial + International 6,722 6,289 6.9% 13,195 12,128 8.8%
Sleek (Modular Kitchens) 527 431 22.4% 977 803 21.7%
Ess-Ess (Bathroom Fittings) 493 418 17.9% 952 678 40.5%
Total Segment Revenue 46,391 42,742 8.5% 90,376 80,840 11.8%
Segment EBIT
Paints - Domestic Decorative 7,882 7,439 6.0% 16,559 13,806 19.9%
Paints - Industrial + International 421 723 -41.7% 846 1,283 -34.0%
Sleek (Modular Kitchens) -30 -21 NM -72 -69 4.0%
Ess-Ess (Bathroom Fittings) -95 -78 NM -151 -143 5.3%
Total Segment EBIT (before unallocable) 8,178 8,064 1.4% 17,183 14,877 15.5%
Segment Margin %
Paints - Domestic Decorative 20.4% 20.9% -50 bps 22.0% 20.5% 147 bps
Paints - Industrial + International 6.3% 11.5% -523 bps 6.4% 10.6% -416 bps
Sleek (Modular Kitchens) -5.7% -4.8% NM -7.4% -8.6% NM
Ess-Ess (Bathroom Fittings) -19.2% -18.6% NM -15.8% 221.1% NM
Total Segment Margin % 17.6% 18.9% -124 bps 19.0% 18.4% 61 bps

Source: Company, JM Financial..
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Exhibit 4. Asian Paints revenue growth could be higher at 9.4%, on our workings, adjusting
for one-off costs relating to distributor reimbursements for transition stocks

At 28% GST At 18% GST
Manufacturer's price 1,000 1,000
GST 280 180
Price to Dealer 1,280 1,180
Incremental GST 78 32
Final Selling Price 1,358 1,212
Annual Domestic Revenue 141,679
10 days inventory 3,882
Reimbursement @ 10% thereon 388
Reported Revenue 2QFY 18 42,742
Reported Revenue 2QFY 19 46,391
Adjusted Revenue 2QFY19 46,779
Reported Revenue Growth 8.5%
Adjusted Revenue Growth 9.4%
Source: Company, JM Financial
Exhibit 5. Selling price changes in recent past Exhibit 6. YoY revenue growth trend (consolidated)
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Exhibit 7. Qtrly Consolidated Gross Margin Trend (%) Exhibit 8. Qtrly Standalone Gross Margin Trend (%)
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Note: Under Ind-AS, Revenue from 1QFY 16 onwards are net of Sales Promotion Spends, which were accounted as part of ‘Other Expenses’ earlier.
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Exhibit 9. Qtrly consolidated EBITDA margin trend (%)
Consolidated EBITDA Margin %
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Exhibit 10. SG&A - % of sales
SG&A - % of Sales
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Source: Company, JM Financial. Note: Under Ind-AS, Revenue from 1QFY 16 onwards are net of Sales
Promotion Spends, which were accounted as part of ‘Other Expenses’ earlier.

Source: Company, JM Financial. Note: Sales Promotion Spends, earlier accounted as part of ‘Other
Expenses’, are now deducted from Revenue from 1QFY 16 onwards under Ind-AS.

Exhibit 11. Gross margin change (consolidated) (%)
YoY gross margin expansion / compression (% points)
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Exhibit 12. EBITDA margin change (consolidated) (%)
YoY EBITDA expansion / compression (% points)
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Source: Company, JM Financial

Exhibit 13. Our proprietary RM index is 22% higher YoY in Oct'18
JM Proprietary Paints RM Index

180 - Our Proprietary
170 Paints RM Index is

up 22% YoY in 164
Oct'18

160 -

140 -

120 -

100 - 108

Oct-11  Apr-12 Oct-12 Apr-13 Oct-13 Apr-14 Oct-14 Apr-15 Oct-15

Apr-16  Oct-16 Apr-17 Oct-17 Apr-18 Oct-18

Source: Company, JM Financial
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Exhibit 14. SG&A growth trend
SG&A YoY growth trend
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Exhibit 15. Operating margin movement — 2QFY19
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Exhibit 16. Asian Paints one-year forward PE band
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Financial Tables (Consolidated)

Profit & Loss Statement (INR mn) Balance Sheet (INR mn)
Y/EMarch FY17A FY18A FY19E FY20E FY21E Y/EMarch FY17A FY18A FY19E FY20E FY21E
Net Sales (excluding taxes) 148,254 165,257 191,149 222,915 259,784 Shareholders' Fund 76,039 84,102 94,098 108,212 123,597
Sales Growth 5.5% 11.5% 15.7% 16.6% 16.5% Share capital 959 959 959 959 959
Other Operating Income 2,366 2,989 3,368 3,928 4,577 Reserves & Surplus 75,080 83,143 93,139 107,253 122,638
Total Revenue 150,620 168,246 194,516 226,843 264,361 Preference Share Capital 0 0 0 0 0
Cost of Goods Sold/Op. Exp. 83,289 96,912 114,601 133,387 155,851 Minority Interest 3,755 3,277 3,927 4,684 5,593
Personnel cost 10,336 11,155 12,402 14,236 16,326 Total Loans 5,603 5,334 5,068 4,814 4,573
Other expenses 27,131 28,203 31,087 35,522 40,412 Def. Tax Liab / Assets (-) 3,430 3,975 3,969 3,961 3,951
EBITDA 29,864 31,976 36,426 43,698 51,771 Total - Equity & Liab 88,827 96,688 107,062 121,671 137,714
EBITDA (%) 19.8% 19.0% 18.7% 19.3% 19.6% Net Fixed Assets 35,613 51,374 58,686 60,389 62,492
EBITDA Growth (%) 7.8% 7.1% 13.9% 20.0% 18.5% Gross Fixed Assets 37,203 43,781 55,047 61,408 68,716
Depn & Amort 3,348 3,605 3,953 4,658 5,205 Intangible Assets 1,935 3,273 3,273 3,273 3,273
EBIT 26,516 28,371 32,473 39,040 46,566 Less: Depn. & Amort. 6,100 9,731 13,685 18,343 23,548
Other Income 2,624 2,206 2,247 2,714 3,470 Capital WIP 2,575 14,051 14,051 14,051 14,051
Finance Cost 300 351 334 317 301 Investments 26,670 21,557 24,236 29,083 34,900
PBT before Excep & Forex 28,841 30,227 34,386 41,437 49,736 Current Assets 61,769 64,704 70,682 86,611 104,044
Excep & forexInc/Loss(-) 0 0 0 0 0 Inventories 26,269 26,583 31,422 36,644 42,704
PBT 28,841 30,227 34,386 41,437 49,736 Sundry Debtors 14,466 17,306 18,853 21,986 25,623
Taxes 9,433 10,410 11,599 13,977 16,776 Cash & Bank Balances 9,709 6,276 4,163 9,259 13,899
Extraordinary Inc/Loss(-) 259 700 0 0 0 Loans & Advances 6,259 6,781 7,643 8,691 10,128
Assoc. Profit/Min. Int.(-) 272 128 138 183 265 Other Current Assets 5,066 7,758 8,602 10,031 11,690
Reported Net profit 19,394 20,389 22,649 27,277 32,694 Current Liab. & Prov. 35,225 40,947 46,542 54,412 63,722
Adjusted Net Profit 19,171 19,683 22,649 27,277 32,694 Current Liabilities 31,858 38,025 43,313 50,678 59,409
Net Margin (%) 12.7% 11.7% 11.6% 12.0% 12.4% Provisions & Others 3,367 2,922 3,230 3,733 4,313
Diluted share capital (mn) 959 959 959 959 959 Net Current Assets 26,545 23,758 24,140 32,199 40,322
Diluted EPS (Rs) 20.0 205 236 28.4 34.1 Application of Funds 88,827 96,688 107,062 121,671 137,714
Diluted EPS Growth 6.9% 2.7% 15.1% 20.4% 19.9% Source: Company, JM Financial

Total Dividend + Tax 11,875 10,053 11,325 15,003 19,617

Dividend Per Share (Rs) 10 9 10 13 17

Source: Company, JM Financial

Cash How Statement (INR mn) Dupont Analysis

Y/E March FY17A FY18A FY19E FY20E FY21E Y/E March FY17A FY18A FY19E FY20E FY21E
Profit before Tax 28,841 30,227 34,386 41,437 49,736 Net Margin 12.7% 11.7% 11.6% 12.0% 12.4%
Depn. & Amort. 3,388 3,605 3,953 4,658 5,205 Asset Turnover (x) 1.8 1.8 19 2.0 2.0
Net Interest Exp. /Inc. (-) -1,448 -965 -910 -1,227 -1,806 Leverage Factor (x) 1.2 1.2 1.1 1.1 1.1
Inc (-)/Dec in WCap. -6,028 -797 -2,605 -3,181 -3,740 RoE 27.1% 24.6% 25.4% 27.0% 28.2%
Others -225 -128 -1,148 -1,361 -1,638 Key ratios

Taxes Paid -9,254 -10,807 -11,489 -13,759 -16,520 Y/EMarch FY17A FY18A FY19E FY20E FY21E
Operating Cash Flow 15,273 21,134 22,187 26,568 31,237 BV/Share (Rs) 79.3 87.7 98.1 112.8 128.9
Capex -6,672  -14,088 -11,265 -6,361 -7,308 ROIC (%) 24.9% 22.5% 23.5% 25.1% 0.0%
Free Cash Flow 8,601 7,047 10,921 20,206 23,929 ROE (%) 27.1% 24.6% 25.4% 27.0% 28.2%
-Inc/dec in investments -948 -3,417 -2,679 -4,847 -5,817 Net Debt-equity ratio (x) -0.2 -0.1 -0.1 -0.2 0.0
Other current assets 1,059 1,512 1,914 2,397 3,169 PER 60.0 58.5 50.8 422 35.2
Investing Cash Flow -6,561  -15,993 -12,031 -8,811 -9,956 PBV 15.1 13.7 12.2 10.6 9.3
Inc/(dec) in capital 0 0 0 0 0 EV/EBITDA 38.3 355 31.2 259 21.8
Dividend+Tax Thereon -9,473 -12,178 -12,653 -13,164 -17,310 EVI/Net Sales 7.7 6.9 5.9 5.1 4.3
Inc/dec in loans 2,266 -1,262 384 504 668 Debtor days 36 38 36 36 36
Other assets -357 -352 0 0 0 Inventory days 65 59 60 60 60
Financing Cash Flow -7,564  -13,791 -12,269 -12,660 -16,642 Creditor days 96 102 100 101 102
Inc / Dec (-) in Cash 1,148 -8,650 -2,113 5,096 4,640 Source: Company, JM Financial

Opening cash balance 8,561 14,926 6,276 4,163 9,259

Closing cash balance 9,709 6,276 4,163 9,259 13,899

Source: Company, JM Financial
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History of Earnings Estimate and Target Price

Date
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12-May-16
28-Jul-16
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24-Jan-17
12-May-17
25-Jul-17
22-Jan-18
11-May-18
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24-Jul-18

Recommendation
Hold
Hold
Hold
Hold
Hold
Hold
Hold
Hold
Hold
Hold
Hold
Hold

Target Price
805
845
865
915
960
960
995
1,135
1,135
1,190
1,310
1,415
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0.0
3.6
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8.0
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Definition of ratings

Rating Meaning

Buy Total expected returns of more than 15%. Total expected return includes dividend yields.

Hold Price expected to move in the range of 10% downside to 15% upside from the current market price.
Sell Price expected to move downwards by more than 10%
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report. Research Analyst(s) are not serving as an officer, director or employee of the company(ies) covered under this report.

While reasonable care has been taken in the preparation of this report, it does not purport to be a complete description of the securities, markets or
developments referred to herein, and JM Financial Institutional Securities does not warrant its accuracy or completeness. JM Financial Institutional Securities may
not be in any way responsible for any loss or damage that may arise to any person from any inadvertent error in the information contained in this report. This
report is provided for information only and is not an investment advice and must not alone be taken as the basis for an investment decision.
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The investment discussed or views expressed or recommendations/opinions given herein may not be suitable for all investors. The user assumes the entire risk of
any use made of this information. The information contained herein may be changed without notice and JM Financial Institutional Securities reserves the right to
make modifications and alterations to this statement as they may deem fit from time to time.

This report is neither an offer nor solicitation of an offer to buy and/or sell any securities mentioned herein and/or not an official confirmation of any transaction.

This report is not directed or intended for distribution to, or use by any person or entity who is a citizen or resident of or located in any locality, state, country or
other jurisdiction, where such distribution, publication, availability or use would be contrary to law, regulation or which would subject JM Financial Institutional
Securities and/or its affiliated company(ies) to any registration or licensing requirement within such jurisdiction. The securities described herein may or may not be
eligible for sale in all jurisdictions or to a certain category of investors. Persons in whose possession this report may come, are required to inform themselves of
and to observe such restrictions.

Persons who receive this report from JM Financial Singapore Pte Ltd may contact Mr. Ruchir Jhunjhunwala (ruchir.jhunjhunwala@jmfl.com) on +65 6422 1888 in
respect of any matters arising from, or in connection with, this report.

Additional disclosure only for U.S. persons: JM Financial Institutional Securities has entered into an agreement with JM Financial Securities, Inc. (*JM Financial
Securities"), a U.S. registered broker-dealer and member of the Financial Industry Regulatory Authority ("FINRA") in order to conduct certain business in the
United States in reliance on the exemption from U.S. broker-dealer registration provided by Rule 15a-6, promulgated under the U.S. Securities Exchange Act of
1934 (the "Exchange Act"), as amended, and as interpreted by the staff of the U.S. Securities and Exchange Commission ("SEC") (together "Rule 15a-6").

This research report is distributed in the United States by JM Financial Securities in compliance with Rule 15a-6, and as a "third party research report" for
purposes of FINRA Rule 2241. In compliance with Rule 15a-6(a)(3) this research report is distributed only to “major U.S. institutional investors" as defined in Rule
15a-6 and is not intended for use by any person or entity that is not a major U.S. institutional investor. If you have received a copy of this research report and are
not a major U.S. institutional investor, you are instructed not to read, rely on, or reproduce the contents hereof, and to destroy this research or return it to JM
Financial Institutional Securities or to JM Financial Securities.

This research report is a product of JM Financial Institutional Securities, which is the employer of the research analyst(s) solely responsible for its content. The
research analyst(s) preparing this research report is/are resident outside the United States and are not associated persons or employees of any U.S. registered
broker-dealer. Therefore, the analyst(s) are not subject to supervision by a U.S. broker-dealer, or otherwise required to satisfy the regulatory licensing
requirements of FINRA and may not be subject to the Rule 2241 restrictions on communications with a subject company, public appearances and trading
securities held by a research analyst account.

JM Financial Institutional Securities only accepts orders from major U.S. institutional investors. Pursuant to its agreement with JM Financial Institutional Securities,
JM Financial Securities effects the transactions for major U.S. institutional investors. Major U.S. institutional investors may place orders with JM Financial
Institutional Securities directly, or through JM Financial Securities, in the securities discussed in this research report.

Additional disclosure only for U.K. persons: Neither JM Financial Institutional Securities nor any of its affiliates is authorised in the United Kingdom (U.K.) by the
Financial Conduct Authority. As a result, this report is for distribution only to persons who (i) have professional experience in matters relating to investments
falling within Article 19(5) of the Financial Services and Markets Act 2000 (Financial Promotion) Order 2005 (as amended, the "Financial Promotion Order"), (ii)
are persons falling within Article 49(2)(a) to (d) ("high net worth companies, unincorporated associations etc.") of the Financial Promotion Order, (jii) are outside
the United Kingdom, or (iv) are persons to whom an invitation or inducement to engage in investment activity (within the meaning of section 21 of the Financial
Services and Markets Act 2000) in connection with the matters to which this report relates may otherwise lawfully be communicated or caused to be
communicated (all such persons together being referred to as "relevant persons"). This report is directed only at relevant persons and must not be acted on or
relied on by persons who are not relevant persons. Any investment or investment activity to which this report relates is available only to relevant persons and will
be engaged in only with relevant persons.

Additional disclosure only for Canadian persons: This report is not, and under no circumstances is to be construed as, an advertisement or a public offering of the
securities described herein in Canada or any province or territory thereof. Under no circumstances is this report to be construed as an offer to sell securities or as
a solicitation of an offer to buy securities in any jurisdiction of Canada. Any offer or sale of the securities described herein in Canada will be made only under an
exemption from the requirements to file a prospectus with the relevant Canadian securities regulators and only by a dealer properly registered under applicable
securities laws or, alternatively, pursuant to an exemption from the registration requirement in the relevant province or territory of Canada in which such offer or
sale is made. This report is not, and under no circumstances is it to be construed as, a prospectus or an offering memorandum. No securities commission or
similar regulatory authority in Canada has reviewed or in any way passed upon these materials, the information contained herein or the merits of the securities
described herein and any representation to the contrary is an offence. If you are located in Canada, this report has been made available to you based on your
representation that you are an “accredited investor” as such term is defined in National Instrument 45-106 Prospectus Exemptions and a “permitted client” as
such term is defined in National Instrument 31-103 Registration Requirements, Exemptions and Ongoing Registrant Obligations. Under no circumstances is the
information contained herein to be construed as investment advice in any province or territory of Canada nor should it be construed as being tailored to the
needs of the recipient. Canadian recipients are advised that JM Financial Securities, Inc., JM Financial Institutional Securities Limited, their affiliates and authorized
agents are not responsible for, nor do they accept, any liability whatsoever for any direct or consequential loss arising from any use of this research report or the
information contained herein.
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