STOCK MARKET RESEARCH PLATFORM 16 August 2018

Investing in Sugar - Stidzucker AG Stock Analysis

Investing in commodities is tricky and many call me crazy for doing that. However, I don’t
invest by buying an ETF, I invest by carefully analyzing long term trends and take advantage
of short term irrationalities. By short term | mean up to 3 years, by long term | mean a
decade.

This article will explain:
- How to approach investing in commodities by using sugar as an example (Sugar cycle
analysis)
- How to take advantage of cyclicality and what the market doesn’t yet see (will you
still eat sugar tomorrow? | hope not, but you probably will)

- Analyze a commodity stock Stidzucker AG (SZU) (OTCKP: SUEZF) from a long
term perspective
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Commodity investing strategy — take advantage of long term cycles

Let me show you first the core of this investing strategy. The below figure plots SZU’s stock
price and the price of sugar over the past 20 years.
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The correlation is not perfect but if you would ask a 7-year-old kid, he would say it is. And
such a long-term investing perspective is the starting point when investing in commaodities.
The key is than to look at all the possible margins of safety, who will go bankrupt in the
sector, who is the lowest cost producer, and all the other cyclical factors affecting the sector.
It is also important to have a clear strategy because nobody knows where the bottom is. On
top of it all, some stocks might be considered sugar stocks, move in correlation to sugar
prices, but have the minority of their revenue derived from sugar.

The point is that the market is cyclical and will always be cyclical. Those are natural forces
that affect commodity markets and if you take a decade long approach to investing in
commaodities, you will achieve great returns by taking advantage of those long term market
forces that eventually prevail. However, it is crucial that you do nothing for most of the time,
something impossible to do for most investors. Let’s see what is going on with sugar.

Sugar price cycle
When production is higher than consumption with any commodity, things are not good for
the respective commodity’s price.


https://www.macrotrends.net/2537/sugar-prices-historical-chart-data
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Sugar is in oversupply and will remain so for at least a year or maybe two. This leads to low
sugar prices as farmers dump what they have and there is no way around it. However, low
prices, perhaps some bad weather might lower future production and then we will probably
see higher prices again, like it was the case in 2015/16.


http://www.suedzucker.de/en/Downloads/Download_Daten/IR_Praesentationen/2018/31_07_2018/2018-07-31-RS-London-en.pdf
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In the last 5 years, sugar prices have been extremely volatile. We are now at 50% of what the
price was in 2016. This is explained by demand and supply. However, from a risk reward
perspective you approximately know what is going to happen next. Low prices, lead farmers
to plant something else and you get high prices next. Like it was the case in 2016.

A production decrease is expected but not enough to offset rising inventories.

m  2018/19e: Production decrease, but
further inventory increase expected

Production:

EU: ~=-1mnt
Thailand: ~-1 mnt
India: ~+1mnt

Brasil: ~+1 mnt

Source: Sudzucker

Of course, the above are just expectations where a drought might mix things up. However,
the company SZU expects to see negative income from sugar operations next year.


https://www.macrotrends.net/2537/sugar-prices-historical-chart-data
http://www.suedzucker.de/en/Downloads/Download_Daten/IR_Praesentationen/2018/31_07_2018/2018-07-31-RS-London-en.pdf
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Segment Sugar: Outlook 2018/19

m Further increase in sales volume
m Price decrease to historical low level
= Significant decrease in revenues (prev. year: 3,017 mn €)
® Increase in volatility following end of quota and mimimum beet
Result price system in EU sugar market since 1 October 2017
m Volume increase, especially exports

m Very low price level cannot be compensated through decrease
in production costs and higher sales volumes

=» Operating result expected in range -100 to -200 mn €
(prev. year: 139 mn €)

Source: Sudzucker

As a long term investor, | price in the above and then already think beyond 2018/2019. What
will be the case then? At some point in time, sugar producers will have to produce less to stay
alive. SZU expects at least two difficult transition years so that is something to take into
consideration because financial markets have a hard time thinking long term.

The easiest way to explain a cycle is to look at the cost. In the long term, the price of a
commodity will fluctuate around the average cost that satisfies the demand. So, what are the
average cost prices for sugar production around the world and is the long-term supply
demand trend stable?

Demand for sugar is expected to grow steadily over the next decades, unfortunately for
human health, but that is another topic.


http://www.suedzucker.de/en/Downloads/Download_Daten/IR_Praesentationen/2018/31_07_2018/2018-07-31-RS-London-en.pdf
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Sugar production costs

According to Nordzucker: “At the current price level, there is hardly a sugar company in
Europe which can still produce at a break-even,” Which means European production costs are
above $12 cents per pound for the most efficient producers. The beet union is going nuts and
warns how all producers are selling below cost. They require protection from cheaper
production in Mercosur (another thing my taxes will pay but that is another story).

The EU levied production guotas in order to become an exporter of sugar which increased
production and now you have overproduction.

Brazilian costs are around 10 to 14 cents per pound depending on the producer and Thailand
is also there.

Sugar price forecasts
JSG Commodities forecasts prices to hit a low of 8 cents per pound. The European
Association of Sugar manufacturers is also not positive and demands government action.

Other sugar producers foresee sugar prices continuing to be under pressure in the short term,
still reflecting strong production from other countries, such as India and Thailand, resulting in
an expected overall crop surplus. The magnitude of this surplus will depend on the size and
the mix of the huge crop, which should have more ethanol production and significant impact
on productivity due to the drier weather.

Sugar production is volatile and that is something to keep in mind.


http://www.suedzucker.de/en/Downloads/Download_Daten/IR_Praesentationen/2018/31_07_2018/2018-07-31-RS-London-en.pdf
https://www.reuters.com/article/us-europe-sugar/eu-sugar-companies-struggle-to-survive-as-prices-plunge-post-quotas-idUSKCN1HA1K5
https://cefs.org/wp-content/uploads/2018/06/18.06.04-CEFS-CIBE-EFFAT-letter-on-Mercosur-trade-for-all-FAO-President-Juncker.pdf
https://asia.nikkei.com/Economy/Thailand-cuts-500-000-tons-of-raw-sugar-exports-amid-plunging-prices
https://cefs.org/blog/2018/05/09/the-eu-sugar-market-situation-an-unprecedented-price-decline/
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Heads for Record
India's sugar production seen surging 58% year-on-year in 2017-18
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Another good monsoon and there will be more pain for sugar. Drought and you will see
prices spike.

Costs in India vary around Rs. 36.50 per kilo of sugar that is 16.59 per pound or 23 cents per
pound. Given the bumper crops the costs must be lower but without the subsidies, hardly
competing with Brazil.

All indicates that we are below balance prices. I don’t think people will suddenly stop to eat
sugar so demand will remain stable at least. This leads to the next step which is to look at
whether there are investing opportunities and the development of a strategy.

Sugar investing strategy

So, we know that sugar is in a downturn which is not sustainable over the long term.
However, we also know that the negative earnings are only about to hit companies as most
expect two years for the skies to clear.

This means that only the fittest will survive, there will be losses next year which will make
things look ugly from an investing perspective where few like to invest in companies with
negative earnings. But we have to find those companies that will have high positive earnings
over the next decade which could lead to high dividends and higher stock prices when sugar
prices turn up in the next cycle. Let’s see if SZU has what it takes.


https://www.bloomberg.com/news/articles/2018-05-16/record-cane-crop-in-india-imperils-sugar-mills-9-000-miles-away
https://www.indiainfoline.com/article/capital-market-commodity-futures-pre-session-commentary/agri-commodities-preview-average-cost-of-sugar-production-up-rs-3-4-per-kg-117012000271_1.html

STOCK MARKET RESEARCH PLATFORM

Stdzucker AG (SzU) (OTCKP: SUEZF) Stock Analysis

SZU is a holding company with diversified production.

16 August 2018

Outlook 2018/19 (I): Revenues and Operating Result

2017/18

Revenues (in €)

2018/19e

Operating Result (in €)

2017/18

2018/19e

Source: Sudzucker
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Sugar revenues are expected to decline more than 10% and the operating result turn from
positive to negative. Special products and fruit will grow by more than 10% but it will not be
enough to compensate for the decline in sugar revenues.

Suedzucker AG SZU

Financials

2005-02
Revenue EUR Mi 5,871
Gross Margin % 36.5
Operating Income EUR mil 345
Operating Margin % 5.9
MNet Income EUR Mi 183
Earnings Per Share EUR 0.86
Dividends EUR —
Payout Ratio % * —
Shares mil 189
Book Value Per Share * EUR 14.39
Operating Cash Flow EUR Mil 294
Cap Spending EUR mil -384
Free Cash Flow EUR Mil -50
Free Cash Flow Per Share * EUR -0.22
Working Capital EUR mil 1,099

* Indicates calendar year-end data information

Source: Morningstar

2010-02
5,718
35.3
392

6.9

276
1.04

204
11.78
825
-216
609
-0.47
1,311

2011-02
6,161
35.8
513
8.3

346
1.28

204
16.63
590
-245
345
1.69
1,001

2012-02
6,991
37.2
684

9.8

403
1.89

198
17.47
498
-276
222
1.08
1,737

2013-02
7,879
37.3
913
11.6
618
2.93
0.70
22.3
204
19.28
779
-338
441
1.91
2,199

2014-02
7,533
33.7
561
7.4
307
1.37
0.90
41.8
204
19.96
713
-383
331
2.65
1,862

2015-02
6,778
30.7

76

1.1

46

0.10
0.50

204
19.07
503
-386
116
0.73
1,836

Export |Ascending [ ]
2017-02 2018-02 TT™

6,476 5,982 6,940

35.4 3s5.2 -

362 382 340

5.6 5.5 4.9

227 218 157

1.05 1.00 0.71

0.30 0.45 0.45

30.9 47.4 63.4

204 204 204

19.20 19.86 20.21

592 549 501 599
-371 -329 -361 -365
221 219 141 235
-0.10 1.36 1.46 -
1,749 2,148 2,121 -


http://www.suedzucker.de/en/Downloads/Download_Daten/IR_Praesentationen/2018/31_07_2018/2018-07-31-RS-London-en.pdf
https://financials.morningstar.com/ratios/r.html?t=0P0000B06N&culture=en-US&platform=sal
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A two year slump and lower operating results by 75% will affect earnings and most
importantly cash flows. If cash flows drop to 2015 levels, the dividend might still be
sustained for one year as a EUR 0.5 dividend requires only 102 million in cash.

My concern is that in case of higher sugar prices, SZU’s net income doesn’t change much
and will probably come to 500 million in operating income and 250 million in cash available
for dividends which would be around 1.2 EUR per share. That would however be a 10%
dividend yield that would propel the price to a yield of at least 5% in Europe. Think of a
stock price above EUR 20 in such a case.

Suedzucker AG —
ETR: SZU
11,96 EUrR-0.28 (2,20%) +

F-a-] 13:43 CEST - Disclaimer

days 1 month 6 months Y¥TO 1 year 5years Max

431

1 day

40 13.90 EUR Oct 2 2009

20

10

0

2002 2006 2010 2014 2013

Open 12.28 Div vield 3,70%

High 12,32 Frev close 12,24

Low 12,15 52-wk high 10,20

Mit cap 2498 a2-wik low 11,82

P/E ratio 17,13

This means that the stock will probably go to 20 and above in the next few years as the cycle
turns. It was trading above EUR 25 just a year ago and above EUR 30 in 2013.

The company has a stable balance sheet where only 43% of the assets are financed by debt.
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Balance sheet

(mn €) 31 May 2018 31 May 2017 +/-in%

Assets

Non-current assets 5.171 4.738 9,1

Current assets 3761 3.737 0,7

Total assets 8.932 8.475 5,4
e ——

Liabilities and shareholders' equity

Shareholders' equity 5.055 5.029 0,5

Non-current liabilities 2.236 1.679 33,1

Current liabilities 1.641 1.767 -7.1

Total liabilities and shareholders' equity 8.932 8.475 5,4

Net financial debt 799 443 80,3

Equity ratio 57% 59%

Net financial debt in percent of equity (gearing) 16% 9%

Source: Sudzucker

Debt issues shouldn’t really be a concern given the long-term maturity.

Favourable financing maturity profile
(mn€ as of 31 May 2018)
m EUR-Bond
eg_ogagh 4.125%
Zora

m EUR-Bond
1.25%

500 EUR-Bond
36 7 1.00 %

T T 1 Promissory
2018 2019 2020 2021 2022 2023 2024 2025 Notes

Syndlicated loans 1,050 mn € *

Commercial Paper Programm 600 mn € (permanent)

Hybrid Bond 700 mn € (perpetual)
5.25 % p.a. before June 2015 payout annually /
since June 2015 3M-Euribor + 310 bp payout quarterly

Source: Sudzucker

The market cap is much higher when the dividend is growing or higher which shows how
short term oriented the market is.

10


http://www.suedzucker.de/en/Downloads/Download_Daten/IR_Praesentationen/2018/31_07_2018/2018-07-31-RS-London-en.pdf
http://www.suedzucker.de/en/Downloads/Download_Daten/IR_Praesentationen/2018/31_07_2018/2018-07-31-RS-London-en.pdf
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Long-term development (I): Group

(mn €) 2007 /08 2008/09 2009/10 2010/11 2011/12 2013/14 2014/15 2015/16 2016/17 2017/18 2018/19e
Revenues 5.871 5.718 6.161 6.992 7.879 7.533 6.778 6.387 6.476 6.983 6.8-7.1 bn
EBITDA 489 645 775 1.015 1.246 B89 453 518 709 757 420-520
EBITDA-Margin 8 3% 11.3% 12.6% 14, 5% 15.8% 11.8% [ 81% 10.9% 10.8%
Operating Result 258 403 521 751 972 622 18 241 426 445 100-200
Operating Margin 4.9% 70X 8.5% 10.7% 12.3% 83% 2.7% 3.8% b,6% &, 4%
Income from operations (EBIT) 345 392 513 759 955 955 554 277 441 467
Earnings befare income taxes (EBT) 232 348 443 6B0 BEE 866 491 227 407 428
Net earnings 183 276 346 515 734 734 387 181 181 318
thereof to SZ AG sharehalders 162 200 252 77 592 592 280 109 214 205
Market capitalization 2.587 3.230 3.768 4117 6.850 4114 2.782 3.834 4.921 3014
Closing price on February 28/29 13,66 17,06 19,90 21,75 33,55 20,15 13,63 13,88 2410 14,76
Earnings per share (€) 0.86 1,06 1,33 1.99 3.08 137 0.0 0,53 1,05 1,00
Dividend per share (€) 0,40 0,45 0,55 0,70 0,90 0,50 025 0,30 045 045
Cash flow 504 553 606 B23 996 697 389 480 634 693 = prev. year
Investments total 424 233 251 286 521 399 387 Era 493 793 ~ prev.year®
Capital Employed 4.923 5.374 5.314 5.707 5.950 5.873 5.877 5791 6.012 6.650 = prev.year
RoCE 5.2% 7.5% 9,8% 13.2% 16,3% 10.6% 3.1% 4.2% 7.0% 6,7% < prev. year
Total Assets 7.709 7.398 7.260 B.2B9 E.806 B.BE3 B.474 8133 B8.736 9.334
Equity 3.230 3.443 3.6E7 3.970 4.731 4.625 4.461 4473 4.8BE8B 5.024
Equity Ratio 41,9% 46,5% 50,8% 47,9% 53,7% 53.4% 52,6% 55,0% 56,0% 53,8%  « prev.year
Met Financial Debt (NFD) 1.632 1.065 B854 7| 464 536 593 555 413 843 = prev.year
Gearing (NFD/Equity) 50,5% 30,9% 23.2% 19,9% 9.8% 11,6% 13.3% 12,4% 8.4% 16,8%
NFD/Cash flow 3.2x% 1.9x% 1.4x 1,0% 0.5% 0,8x 1,5 1.2x% 0.7x 1.2x% = prev. year

The investments next year will be high which will probably increase debt. However, the
investments are mostly into starch.

Segment Special Products: Division Starch*

® 6 production sites and distribution within EU

© Zeitz (DE)
= Main product categories:
m  Starch products: Specialty starches for paper, Gmiind (A)
textile-, cosmetics-, pharmaceutical and Aschach () © © & Pischelsdorf (A)
construction industries; focus on organic and GM- 'S
free starches for food industries Szabadegyhaza (HU)

® Bioethanol production: Bioethanol production from
grain and production of by-products (food and

animal feed)
m Leading market position in main product categories
= Ongoing growth for speciality starches
m  Worldwide strongly growing demand for animal feed
®  Mandatory ethanol blending within EU

m  High investment volume (~ 400 mn €) in current cycle:

= New starch factory Pischelsdorf (2013)

= New starch factory Zeitz (2016)

= Extension starch factory Aschach (2017)

m  Extension starch factory Pischelsdorf (2020)

Zeitz

* incorporates AGRANA bioethanol and starch activities

They also have a pizza business with EUR 1 billion in revenue.

11
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Segment Special Products: Division Freiberger (Il) -

incl. acquisition Richelieu Foods
# 1 Europe
m 11 production sites in EU (6) and in USA (5);
distribution in EU and USA

®  Main product categories:

m  Deep frozen and chilled pizza @ G@
m  Pasta dishes )
m  Snacks & baguettes

m  Pourables

m  Mostly own label business for

food retailing (,B2B")
m  Market leader private label pizza market in Europe and USA # 1 USA %

m  Employees: ~ 3,500

m Pizzas per day: ~ 3.5 mn

n'e

® Revenues:~ 1 bn€

= Strong platform for further growth

@ Production facility [l Public Warehouses - Pizza [l Public Warehouses - Pourables

Could it be that the only reason this stock is this low is because it might go lower and the
dividend might be cut?

Investment thesis

I know SZU is going to be at EUR 20 somewhere in the next 5 years, for sure in a decade. |
need a 15% return which means the purchase price comes at EUR 10.98! Still one EUR to go
down. However, it might go even lower which means you buy more at 9 and then at 7. Sell at
11 and sell the first position at 20 and collect dividend in the meantime. That would be a
relative investment strategy but 1 am an absolute investor looking for business earnings, not
just market returns. Never depend on markets for your returns, it doesn’t work well in the
long term even if it did miracles in the last 35 years.

A look at earnings shows that the average earnings over the past decade were EUR 1.2 giving
a current CAPE (cyclically adjusted price earnings ratio of 10). This implies a 10% long term
return which is nice. Given that my required return is 15% per year, my entry point would be
EUR 8. Given that few like European stocks at the moment, if sugar prices stay down for
another year and we see pain and negative earnings in the sector with some dividend cuts, it
is possible to see this at 8. Then it would be a great margin of safety investment no matter
what happens. If DB goes bust and we see turmoil in Italy it might really happen.

12
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Long-term development (I): Group

(mn €) 2007/08 2008/09 2009/10 2010/11 2011/12 2013/14 2014/15 2015/16 2016/17 2017/18 2018/1%e
Revenues 5.871 5.718 6.161 6.992 7.879 7.533 6.778 6.387 6.476 6.983  6.8-7.1 bn
EBITDA 489 645 775 1.015 1.246 889 453 518 709 757 420-520
EBITDA-Margin 83% 11.3% 12,68 14,5% 158% 11.8% &, 7% & 1% 10,9% 10.8%
Operating Result 258 403 521 751 a7z 622 181 241 426 445 100-200
Operating Margin 4.4% 70% 85% 10,7% 12,3% 8.3% 2,7% 3.8% &,6% &,4%
Income from operations (EBIT) 345 392 513 759 955 255 554 277 441 467
Earnings befare income taxes (EBT) 232 348 443 660 866 BGE 491 227 407 428
Net earnings 183 276 346 515 734 734 387 181 181 318
thereof to 5Z AG sharehalders 162 200 252 377 592 592 280 109 214 205
Market capitalization 2.587 3.230 3.768 4.117 6.850 4114 2.782 3.834 4.921 3.014
Clesing price on February 28/29 13,66 17,08 19,90 21,75 33,55 20,15 13,63 13,88 24,10 14,76
Earnings per share (€) 0,86 1,06 1,33 1,99 3,08 137 010 0,53 1,05 1,00
Dividend per share (€) 0,40 0,45 0,55 0,70 0,90 0,50 0.25 0.30 0,45 045
Cash flow 504 553 606 823 996 697 389 480 634 693 = prev. year
Investments total 424 233 251 286 521 399 387 an 493 793 ~ prev.year¥
Capital Employed 4.923 5.374 5314 5.707 5.950 5.873 5.877 5.7: 6.012 6.650 = prev.year
RoCE 5.2% 7.5% 9,8% 13.2% 16,3% 10.6% 3.0% 4.2% 7.0% 6,7% = prev. year
Total Assets 7709 7398 7260 B.289 B.BD6 B.BG3 B.474 8133 B.736 9.334
Equity 3.230 3.443 3687 3.970 4.7 4.625 4.461 4.473 4.888 5.024
Equity Ratio 41,9% 46,5% 50.8% 47,9% 53,7% 53.4% 52,6% 55,0% 56.0% 53,8% < prev.year
Met Financial Deht (NFD) 1.632 1.065 B854 791 464 536 593 555 413 B43 = prev. year
Cearing (NFD/Equity) 50,5% 30,9% 23.2% 19,9% 9.8% 11,6% 133% 12,4% 8.4% 16,8%
NFD/Cash flow 3,2x 1.9x 1.4x 1,0x 05x 0.8x 1,5x 1.2x% 0.7x 1,2% = prev. year

When and if it gets closer to 8, I’ll take another look, dig deeper into the European beet
industry and look at SZU’s subsidiaries. Given the German ownership I don’t think private
equity funds will want to mess with this one and split it in pieces.

To conclude, this is a really good company at currently a relatively low price. | am waiting
for an absolutely low price with a margin of safety. As I look at hundreds of companies per
year, | am happy with finding a few that trade at such absolute low prices with large margins
of safety. Given the amount of research | do, I find a few of them per year which are my
buys. Check my research platform for more information about what and how | do.

SZU goes on my watch list and I’1l wait for an opportunity that might come in the next
decade, as I cover the company I’ll understand it better and take advantage of possible
opportunities.
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