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Saudia Dairy & Foodstuff Company - SADAFCO

Tickers:
SADAFCO AB (Bloomberg)
2270.SE (Reuters)

Listing: September 2009
Saudi Stock Exchange (Tadawul)

Current Price: H O 1 d

SR35.7 (30th August, 2009)

Fair Price:
SR33.8

Investment Summary

* The growth story of Saudia Dairy & Foodstuff Company (SADAFCO) revolves
around (i) strong brand image (ii) existing product line modifications and an expanding
target market and (iii) population growth in the local and regional markets. This will lead
the company’s top line to increase at a CAGR of 2.3% during 2008/09-2012/13E with
an expectations of lower average prices of products as compared to the average prices
recorded in 2008/09.

* The Company’s profitability in2008/09 has suffered a major dent from write-offs/provision
against affiliate R/A, which has led the company to post after tax profit of SR38.9nm,
which has caused the future profitability to increase at a higher CAGR of 23.7% during
2008/09-2012/13E. However, we believe by eliminating the impact of write-off/provision
from the Company’s profitability in 2008/09 then the expected increase in profitability
would be at a CAGR of 10.6%, during 2008/09-2012/13E.

*  SADAFCO recently introduced a new triangular cheese, which the management of the
company believe will further strengthen the company’s position in the market. We believe
this will allow the company to extend the usage of its products from domestic household
consumption to schools and picnic. In addition, the Company has entered into alliances
with renowned electronic medias to further promote and maintain its brand image.

* The Middle East and GCC milk & dairy product market is expected to increase at a 2008-
13 CAGR of 2.6% and 2.3% to 7.6mn tons and 6.6mn tons by 2013, respectively. The
growth is mainly based on the forecasted growth in the population at a CAGR of 2.6%
in the Middle East and 2.3% in GCC during 2008-13 . The average per ton prices, during
2009-13, of Class 1, Class 2, Class 3, Class 4a and Class 4b milk are expected to be in
the range of US$318.3-333.1, US$284.3-299.2, US$280.7-295.6, US$266.2-281.1 and
US$265.6-280.0 respectively.

*  We have implied DCF valuation methodology to calculate the intrinsic value of the
Company. Under this valuation methodology we have arrived at a fair value of SR33.8,
which is 5.4% lower than the current market of SR35.7 (as on 30th August 2009). We,
therefore, initiate our coverage on SADAFCO with a ‘HOLD’ recommendation.
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Table 01: Investment Indicators

Price as on 30th August Shares in issue Market Capitalization = 52-Week Price
2009 (SR) (mn) (SR mn) (High / Low)
109 14,715 39.9/16.3

Revenues Net Profit EPS BVPS ROAE P/E P/BV

(SRMn) (SR Mn) (SR) (SR) (%) (x) (x)

2010/11E 911.9 53.1 1.6 17.1 9.8 21.8 2.1
2009/10E 907.2 52.2 1.6 16.3 10.1 222 2.2
2008/09A 922.3 28.4 0.9 15.5 5.6 37.8 2.1
2007/08A 878.2 57.3 1.8 15.9 11.4 18.7 2.1

Source: Annual Reports and Global Research

Historical P/E & P/E multiple pertain to respective March-end prices, while those for future years are based on
closing price as at 30th August 2009

Chart 01: Share Price Performance
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Company Overview

Saudia Dairy & Foodstuff Company (SADAFCQO) was established in 1976 and
commenced its commercial production in 1977. The Company has operation in all over the
Middle East region. The Company is among the most prominent local player in the Saudi
and regional market. The Company’s principal manufacturing facilities are located in Jeddah
and Dammam. Marketing and distribution activities of SADAFCO is carried out through
the local distribution and sales network within the country. However, for regional coverage
the Company has also established distribution outlets in UAE, Bahrain and Jordan through
subsidiaries. The international access of the Company’s products is through the external
distributors/agents in Kuwait, Sudan, Oman, Yemen and Jordan.

Table 02: Subsidiaries Of SADAFCO

Name Of Subsidiaries SADAFCO Holding
SADAFCO Foodstuff Company LLC, UAE 100.0%
SADAFCO Foodstuff Company WLL, Bahrain 100.0%
SADAFCO Foodstuff Company LLC, Jordan 100.0%
SADAFCO Foodstuff Company LLC, Qatar 75.0%

Source: SADAFCO Annual Report 2008-09

SADAFCO initiated its commercial operation with the key focus on the milk & dairy
products and made strong market presence in the local and regional markets. Going forward,
in the wake of increasing the product line of the Company the management of the Company
has done subsequent acquisition of the local Companies including Saudi New Zealand Milk
Product (SNZMP) and Sara Snack Foods Factory. Consequently, these acquisition had
expand the product line from milk & dairy products to snacks and other foodstuffs.

Table 03: Product Portfolio SADAFCO

Value Added
Milk Dairy Products Ice Cream Foodstuff Juices & Water Beverages
UHT Milk Cheese (Saudia) Ice Cream (Baboo, Tomato Paste Juices (Saudia, Chillz, Malt Beverage
(Saudia) Saudia) (Saudia, Basateen) Bonjus, Majestique)  (Fayrouz,

Birell)
Flavored Milk Yoghurt (Aryan) Premium Ice Snacks (Crispy) Bottled Water (Saudia) Iced Tea
(Saudia, Siammers) Cream (Chillz)

(Movenpick)

Valued Added Desserts (Saudia) Hommos & Mutabal Energy Drinks
Milk (Livewell, (Saudia) (GR®)

Saudia Sehati)

Source: SADAFCO Prospectus
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Milk & Dairy Product Market Overview

Industry Overview

Outlook of World Milk & Dairy Market

According to Food & Agriculture Policy Research Institution (FAPRI) and Food & Agriculture
Organization (FAO), the milk supply has increased at 2004-08 CAGR of 3.1% to 696.6mn
tons. In addition, based on the FAPRI, the average ‘dairy products to milk ratio’ remained at
an average level of 5.9% during 2004-07, while the ratio is expected to remain at the same
level of 5.8% in 2008.

On the other hand based on FAPRI and our estimates, the world production of basic dairy
items i.e. butter, cheese, whole milk powder and skim milk powder during 2004-08 registered
an increase at a CAGR of 2.4% to reach 40.4mn tons in 2007. We believe that the past growth
in the production of dairy products is mainly due to (i) the growth in world population, which
has widened the demand - supply gap (ii) the increasing trend of conversion traditional dairy
farming to advanced dairy farming (iii) the filling up demand - supply gap, occurred due
rising population and (iv) undisrupted supply of milk to processor.

Going forward, according to FAPRI and our forecast, the world milk & dairy product supply
is expected to increase at a CAGR of 1.7% during 2008-13. The expected growth in the
market is mainly attributed towards (i) the rising population, which increases the demand
of these products, (ii) expansion of operations by existing companies, through acquisition
and (iii) being a relatively low capital intensive industry, there is an increase in trend of
conversion from traditional farming.

Chart 02: Forecasted World Milk & Dairy Market Supply (000 tons)
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Source: FAPRI & Global Research

The consumption of milk & dairy products in any country is much dependent on (i) taste
preference, (ii) income level in the country (iii) weather and (iv) demographic characteristics
of the population. According to FAPRI, in 2007, the highest per capita consumption of milk
& dairy products was recorded at 153.4kg in Uruguay followed by 125.1 kg in Switzerland.
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Table 04: Milk & Dairy Product Consumption per Capita (kg)
2005A 2006A 2007A  2008E  2009F 2010F 2011F 2012F 2013F

Argentine 60.9 62.2 63.9 65.9 68.3 70.2 71.7 73.4 75
Australia 120.5 119 124.5 124.6 125.5 126.1 126.3 126.6 126.6
Brazil 76.8 76.9 83.4 89 95.9 98.7 101 103.2 105.4
Canada 104.1 103.1 107.3 105.3 104.8 104.1 103.6 103.1 102.5
China 8 6.7 9.2 9 9.8 10.6 11.4 12.2 13
Colombia 96.7 101.9 101.6 102.8 104.2 105 105.9 106.6 107.3
Egypt 26 253 25.6 26.7 274 28 28.6 29 29.4
European Union 98.45 94.9 88.9 88.6 88.7 88.8 88.9 89 88.8
India 37.7 39.6 41.2 44.19 46.9 494 51.1 52.7 534
Indonesia 2 2.2 23 24 2.5 2.7 2.8 2.8 2.9
Japan 42 40.9 39.7 39.8 39.7 39.7 39.8 39.7 39.8
Malaysia 8.3 8.6 8.7 8.9 9.2 9.5 9.8 9.9 10.1
Mexico 48.8 46.8 46.3 45.7 46.5 46.9 47.6 47.9 48.6
New Zealand 103.9 103 102 103.4 101.7 104.8 105.1 105.4 105.2
Peru 25.1 25.5 26 26.3 27.5 28.3 29.2 30.1 30.8
Philippine 2.6 2.7 1.8 2 2 2.1 22 2.2 2.2
Russia 95.5 96.4 94.5 95.9 97.5 98.9 100.7 101.7 102.8
South Korea 33.7 345 344 34.1 34 33.7 33.7 335 332
Switzerland 119.4 128.7 125.1 125.8 125.5 124.8 124.1 123.3 122.7
Thailand 14.7 16.2 16.3 16.8 17.4 17.9 18.4 19 19.5
Ukraine 98.1 136.6 116.3 117.8 119.1 120.2 121.3 123.1 123.6
United States 111.7 1119 112.16 110.6 110.4 110.1 110 109.9 109.5
Uruguay 114.6 158.8 153.4 155.3 161.6 165 165.2 166.9 168.2
Venezuela 16.6 17.5 15.6 15.9 16.1 16.2 16.6 16.7 14.01
Vietnam 2.9 4.3 22 2.5 29 3 32 3.3 35

Source: FAPRI, per capita consumption is based on FAPRI estimations

The world’s per capita consumption of milk and dairy products is expected to show some
improvement and increase at an average CAGR of 1.7% during 2008-13, while the per capita
consumption in Uruguay remained on the higher side at 168.2kg per head in 2013. However,
China is expected to register the highest growth in per capita consumption at a CAGR of
7.6%, during 2008-13, followed by Vietnam, this is mainly due to smaller units.

September 2009 Saudia Dairy & Foodstuff Company - SADAFCO
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Pricing Procedures of Different Classes of Milk

Class 4a Milk Pricing

Based on CDFA pricing procedures the price of Class 4a milk is a
summation of Class 4a fat prices and Class 4a SNF prices. However,

the prices of Class 4a fat and SNF are mainly relying on the commercial
market prices of butter, NFDM & Cheddar Cheese, which are subjected to
have adjustment with manufacturing cost allowance. The following steps
are presented by CDFA:

Step 01 Class 4a fat = ((butter price - US$0.0285) - (butter manufacturing
cost allowance) x butter yield factor

Step 02 Class 4a SNF = (NFDM price - NFDM manufacturing cost
allowance) x NFDM yield factor

Step 03 Class 4a milk price per cwt (100 Ibs) = (Class 4a fat price x
3.5) + (Class 4a SNF price x 8.7)

Class 4b Milk Pricing

The price of 4b milk is the combination of fat and SNF components prices.
However, the price of SNF in Class 4b is arrived by using the monthly
average prices of cheese while pricing mechanism for 4b fat is equal to the
4a fat prices. In addition, for the price of cheese, CDFA uses average CME
prices for 401lbs block of Cheddar cheese to set a base price. The base price
is subjected to have adjusted with the difference in the CME price and the
price actually received by California Cheddar cheese processor. Moreover,
the derived commodity prices for class 4b formula are implemented for
the period of 26th of the previous month and 25th of the current month.
CDFA defines the following steps to arrive at the per cwt (100 1bs) price
of milk class 4b:

Step 01 Cheese price per cwt (1001bs) = (Cheddar cheese price

- US$0.0290) - Cheese manufacturing cost allowance) x (Cheddar
Cheese Yield) + (CME AA butter - US$0.10 - butter manufacturing cost
allowance) x whey butter yield) + ((dry skim whey price - dry skim whey
manufacturing cost) x (dry whey yield))

Step 02 Class 4b fat price = Class 4a fat price

Step 03 Class 4b SNF = ((Cheese price per cwt) - (3.72 x Class 4b fat)) /
8.80

Step 04 Class 4b milk price per cwt (100 Ibs) = (Class 4b fat price x
3.5) + (Class 4b SNF price x 8.7)

Class 1 Milk Pricing

The pricing of Class 1 milk is the combination of the prices of (i) Class 1
fat, (ii) Class 1 SNF and (iii) Class 1 fluid carrier. However, the end price
of Class 1 milk could be varying based on the composition of all these
components. The following are the procedures set by CDFA to determine
the prices of each component of Class 1 milk:

Step 01 Price of Class 1 fat = (CME butter - US$0.10) x 1.2

Step 02 CRP is the higher of: (CME Cheddar) x 9.8 + (CME AA butter -
US$0.10) x 0.27 OR (CME butter x 1.2) x 3.5 + (CA NFDM x 0.99) x 8.7
Step 03 Price of Class 1 SNF = (((CRP+US$0.464)-(Class 1 fat price x
3.5))x0.76) /8.7

Step 04 Price of Class 1 carrier = (((CRP+US$0.464)-(Class 1 fat price x
0.24)) x 0.76) / 87.8

Step 05 Price of Class 1 milk per cwt (100 Ibs) = (3.5 x Class 1 fat) +
(8.7 x Class 1 SNF) + (87.8 x Class 1 carrier)

Class 3 Milk Pricing

Class 3 milk pricing mechanism is mainly based on the average prices of
Class 4a fat prices and SNF prices. However, these pre-determine prices
are subjected to have adjusted with the charges of the milk Producer
Security Trust Fund.

Step 01 Class 3 fat prices = Average Class 4a fat price + (US$0.0370 OR
US$0.0393)

Step 02 Class 3 SNF prices = Average Class 4a SNF price + (US$0.0586)
Step 03 Class 3 Milk price per cwt (100 Ibs) = (3.5 x Class 3 fat) + (8.7 x
Class 3 SNF)

Class 2 Milk Pricing

Class 2 milk pricing mechanism is similar to the class 3 milk pricing
procedure. However, the only difference is in the adjusting factor in class
2 SNF prices.

Step 01 Class 2 fat prices = Average Class 4a fat price + (US$0.0370 OR
US$0.0393)

Step 02 Class 2 SNF prices = Average Class 4a SNF price + (US$0.0643
OR US$0.0901)

Class 2 Milk price per cwt (100 1bs) = (3.5 x Class 2 fat) + (8.7 x Class
2 SNF)

Where;

Cheddar cheese price

Cheese manufacturing cost allowance
Cheese yield factor

Whey butter manufacturing cost allowance
Whey butter yield factor
Dry skim whey price
Dry skim whey manufacturing cost
Whey butter yield factor

Butter Price

Butter Manufacturing Cost Allowance
Butter Yield Factor

= 40lbs block CME price
=US$0.1710 per Ib of product

= 10.21bs of cheese per cwt of milk
=US$0.1560 per Ib of product
= 0.27 lbs of butter per cwt of milk

= Monthly average of the dry whey price
=1US$0.20 per Ib of dry skim whey
= 5.87 lbs of whey per cwt of milk
= Bulk butter price at CME carrier
=1US$0.1560 per Ib of butter

= 1.2 1bs of butter per pound of fat

CME = California Mercantile Exchange

CRP = Commodity Reference Price

CA = California Weighted Average Price NFDM = Nonfat Dry Milk
SNF = Solid Non-Fat

Class 4a Milk = 3.5% fat, 8.7% of SNF and 87.8% fluid

Source: California Department Of Food & Agriculture - CDFA
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Milk & Dairy Product Prices
The price of milk as a whole is expected to remain in the range of US$234.9-277.5 per ton
(US$0.10-0.12 per Ib) during 2009-12.

Chart 03: Average Prices of Whole Milk (US$ per ton)
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Moreover, we have calculated the prices of different classes of milk on the basis of pricing
procedures and mechanism given by CDFA. The average per ton prices of Class 1 milk, Class
2 milk, Class 3 milk, Class 4a milk and Class 4b milk is expected to range between the levels
of S$318.3-333.1 per ton, US$284.3-299.2 per ton, US$280.7-295.6 per ton, US$266.2-
281.1per ton and US$265.6-280.0 per ton respectively.

Chart 04: Average Prices of Milk Classes (US$ per ton)
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We have derived the future prices of butter, cheese, fluid milk (skim milk), powder (dry)
milk and dry whey from the price of whole milk (raw), which is the basic input for these
products. In addition, the processor has to pay a price to farmers / suppliers, based on the
class of milk.
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Chart 05: Average Prices of Dairy Products (US$ per ton)
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Feed Stock Prices

The main feedstock price in dairy food industry is the price of corn and grains, which are
used to feed the cow. Moreover, prices of these products have a major impact on the cost of
producing raw milk, which consequently have an impact of the prices of end of products. In
addition, the price of corns is correlated with the price of crude oil, since corn is also use to
make ethanol fuel (alternative fuel). Hence, higher the price of crude oil the higher will it leads
to an increase in the demand for ethanol, which requires corn as a feedstock. Consequently,
this creates shortage of corns for cow feeding thus leading to an increase in prices.

Chart 06: Average Prices of Feedstock (US$ per ton)
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Regional Dairy Milk & Products Market

The taste preference and demographic are rigid to change, so we are expecting constant
product-wise market composition throughout our forecasted period of 2008-13.

Saudi Arabian Dairy Market Composition

Saudi Arabia Product Wise Growth (000 tons)
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Oman Dairy Market Composition
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Oman Product Wise Growth (000 tons)
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Bahrain Dairy Market Composition Bahrain Product Wise Growth (000 tons)
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Qatar Dairy Market Composition Qatar Product Wise Growth (000 tons)
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Saudi Market - Outlook

Saudi Arabian population is expected to increase at a CAGR of 2.0% during 2007-13 to
31.1mn. Consequently, since population is a key growth factor of dairy market, the Saudi
Arabian dairy milk and product market is expected to increase to 4.4mn tons in 2013 as
compared to the estimated 3.9mn tons in 2008.

Chart 07: Saudi Population (mn) & Dairy Milk & Product Market (000 tons)
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Source: Almarai Prospectus, CIA Fact Book 2008, Almarai Investors’ Presentation 2009 & Global Research

Increase Raw Milk Production

According to ‘Almarai prospectus’, the number of cows in Saudi Arabia was recorded at
81,7101n 2003 which had increased 112,432 in 2007, as per FAPRI 2008 Agriculture Outlook,
which has further jacked up to 135,000 (excluding young stocks) in 2008. Meanwhile, per
cow milk production in Saudi Arabia is estimated to drop from10.5tons in 2003, as mentioned
in Almarai prospectus, to 8.0tons in 2008 as per our calculation and FAPRI 2008 agriculture
outlook, this could be mainly due to increase in number of old cows. The decline in per cow
milk production rate, due to the natural factor, will cause the local industry to increase the
number of cattle. We believe that the number of cattle in Saudi Arabia is expected to increase
at a CAGR of 5.7% to 140,000 — 160,000 in 2013. This will help the local market in two
ways (i) increase actual production, (ii) maintain the production per cow rate and (iii) gradual
reduction in the dependence on the imported raw milk, which is forecasted to come down at
71.4% in 2013 as compared to 74.1% calculated in 2007 and 77.0% in 2004.

Chart 08: Number of Cows & Production per Cow
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Saudi Dairy Market Composition

A major portion of Saudi dairy market is associated with fat rich dairy products i.e. butter
and cheese, which is mainly due to the geographical demographic factor, while the high
consumption of milk-long life and laban is mainly due to the weather factor. Since the
demographic changes are rigid and responding slowly, so we do not believe a significant
change in the consumption pattern, going forward.

Table 05: Saudi Dairy Milk & Product Market Composition

‘000’ tons 2005 2006 2007 2008E  2009F 2010F 2011F 2012F 2013F
Milk - Short Life 164.5 167.8 171.1 174.5 178.0 181.6 185.2 188.9 192.7
Milk-Long 772.1 787.4 803.1 819.1 835.4 852.2 869.2 886.6 904.3
Laban 4219 430.2 438.8 447.5 456.5 465.6 474.9 484.4 494.1
Yoghurt 122.0 124.5 126.9 129.5 132.1 134.7 137.4 140.1 143.0
Labneh 18.6 18.9 19.3 19.7 20.1 20.5 20.9 21.3 21.8
Cream 217.6 2219 226.3 230.8 2354 240.1 2449 249.8 254.8
Dairy Desert 10.6 10.8 11.0 11.3 11.5 11.7 11.9 12.2 12.4
Natural Cheese 997.6 1,017.4 1,037.7 1,0583 1,079.5 1,101.1 1,123.1 1,145.6 1168.5
Evaporated Milk 209.6 213.8 218.0 222.4 226.8 231.3 236.0 240.7 245.5
Condensed Milk 10.6 10.8 11.0 11.3 11.5 11.7 11.9 12.2 12.4
Butter Ghee 395.3 403.2 411.2 419.4 427.8 436.3 445.1 454.0 463.0
Other Cheese 395.3 403.2 411.2 419.4 427.8 436.3 445.1 454.0 463.0
Total 3,736 3,810 3,886 3,963 4,042 4,123 4,206 4,290 4375.5

Source: Almarai Prospectus and Investors’ Presentation 2009 & Global Research

Product - Wise Market Share of Saudi Arabia in GCC Market

Saudi Arabian dairy products are widely used among the GCC member countries and act

as a market leader. In some dairy product range KSA has very strong hold i.e. laban and

condensed milk.

Table 06: Product Wise Regional Market Share.

2005 2006 2007 2008E  2009F 2010F 2011F 2012F 2013F

Milk - Short 52.6%  523% 52.0% 51.7% 514% 512% 509% 50.7%  50.4%
Milk - Long & Short 70.9%  70.7%  70.4%  70.1% 69.9%  69.8%  69.6%  69.4%  69.2%
Laban 85.6% 854% 853% 85.1% 85.0% 84.9% 84.8% 84.6% 84.5%
Yoghurt 58.1%  57.7% 57.4% 571% 56.8%  56.6% 563%  56.1%  55.8%
Labneh 67.4% 672% 669% 66.6% 66.4% 662%  66.0% 658%  65.6%
Cream 74.3%  74.1%  738%  73.6% 734% 732% T73.1% 72.9% 72.8%
Dairy Desert 68.1% 679% 67.6% 673% 67.1% 66.8%  66.6% 664%  66.1%
Natural Cheese 722%  719%  T71.7% 71.4% 713% 71.1% 709% 70.8%  70.6%
Evaporated Milk 54.5% 542%  539%  53.6% 534% 53.1% 52.9% 52.6%  52.4%
Condensed Milk 74.0%  73.8%  73.6% 733% 732% 73.0% 72.8% 72.6%  72.5%
Butter Ghee 56.1%  55.7%  55.4% 55.1% 54.9% 54.7% 544% 542%  54.0%
Other Cheese 66.8% 664% 66.1% 658% 65.6% 654% 65.1% 649% 64.7%
Total Regional Share 67.7% 67.4% 67.1% 66.8% 66.6% 66.4% 66.2% 66.0% 65.8%

Source: Almarai Prospectus and Investors’ Presentation 2009 & Global Research

The domination of Saudi Arabian products in regional market is expected to prevail in future,
which is mainly due to the presence of largest producer in Saudi Arabia i.e. SADAFCO,
Almarai NADEC, Al Safi and so on.
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SADAFCO Competitors’ Profile

We have identified the following potential competitors in the local and regional market.
1 Almarai Company (Almarai)

2 Nestle

3 Al Safi Danone Company (Alsafi)

4 National Agricultural Development Company (NADEC)

5 Al Othman Dairy (NADA)

6 Al Rabie Food Company (Alrabie)

Almarai Company (Almarai)

Almarai Company (Almarai) was converted in to a Saudi Joint Stock Company in August
2005. However, the origins of the Company date back to 1977, when HH Prince Sultan
bin Mohammed bin Saud Al-Kabeer recognized the potential to transform traditional dairy
farming in Saudi Arabia to meet the needs of a rapidly growing country. In the same context,
HH Prince Al Kabeer developed a number of agricultural projects which began with the
processing of fresh milk and laban and soon thereafter, expanded into dairy farms, fresh
processing plants and cheese processing plants. In 1991, the ‘restructuring and reinvestment’
phase started with the establishment of Almarai Company Trading Limited. Moreover, during
that time the Almarai brand had already achieved market leadership and was well positioned
to benefit from the economic upturn in the region during that period. Recognizing the long-
term strategic competitive advantages that would accrue to low cost fresh dairy producers,
the Company undertook a major investment program involving a total capital expenditure in
excess of SR 1.1bn in five years from 1993 to 1997. A single large fresh processing plant,
CPP, was commissioned with a capacity for both existing and new products for 10 years
forward, and allowance for further expansion Four large dairy farms, each with a capacity
for 10,000 cattle, were built incorporating the latest technology. Moreover, the Company had
built four large dairy farms incorporated with the latest technology, while each dairy farm
having a capacity for 10,000 cattle.

The Company markets a range of food and beverage products under the Almarai brand,
principally through retail outlets. The product range includes fresh and long-life dairy
products, which are made primarily from fresh milk, as well as fruit juices, cheese, butter and
some nondairy products. Furthermore, Almarai is an integrated organization spanning the
food supply chain from dairy farms through to retail stores.

Nestle

Nestle was founded in 1866 and has headquarter in Vevey, Switzerland. Today the company
is the world’s leading nutrition, health and wellness company. Nestle has employed around
276,050 people and has factories or operations in almost every country in the world. The
existing products of Nestle grow through innovation and renovation while maintaining a
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balance in geographic activities and product lines. During the recent time period, the company
has expanded its operation through various acquisitions.

Nestle started its acquisition process from the first half of the 1990s, when the trade barriers
were eased down and world markets developed into more or less integrated trading areas.
During the last two decades, the company has made numerous acquisitions that include (i) San
Pellegrino in 1997, (ii) Spillers Petfoods in 1998 and (iii) Ralston Purina in 2002. Moreover,
the company has made two major acquisitions in North America and merged its US ice
cream business into Dreyer’s, while announced US$2.6bn acquisition of Chef America,
Inc. Furthermore, the company started the year 2003 with the acquisition of Movenpick Ice
Cream, which enhanced the company’s position as one of the world market leaders in ice
cream. In 2006, the company’s portfolio had increased with the acquisition of Jenny Craig
and Uncle Toby’s and by the end of 2007, Novartis Medical Nutrition, Gerber and Henniez
were acquired by the company.

Al Safi Danone Company (Alsafi)

Al Safi project was initiated by Royal Prince Mohammad Bin Abdullah Al Faysal in 1979
and he established the farm in Sahbaa valley, Kharj region. The company was basically
involved in the entire range of the dairy foods industry, which included rearing cattle and
yielding raw milk. In addition, the farm had also established an integrated private factory,
which processed and packed fresh milk, long life milk, as well as its various subsidiaries. At
present, the company has approximately 3,500 hectares of land and has 1,400 employees.
In 2001, the company entered into an agreement with Al-Faisaliah Holding Group and
International Danone Group has formed a joint venture between Alsafi and French dairy.
The joint-venture has allowed Alsafi to produce 165mn liters of milk per annum.

National Agricultural Development Company (NADEC)

The company was established in 1981 and has been engaged to present the finest and healthiest
nutritional products. NADECis 20%held by the Government, while the balance ofequity isinthe
handsofthelocalpublic. ThismakesthecompanyoneoftheveryfewwidelyheldSaudicompanies.
The company has a contribution to supply around 1,200tons of dried dates per year and 30mn
liters of milk. The company has 4 cow farms that contain 24,000 cattle heads. NADEC has
aimed to (i) reduce the dependence of Saudi Arabia on imports, (ii) increase dependability
on national economy and (iii) encourage the contribution of the agricultural sector in the
national product.

Al Othman Dairy (NADA)

NADA has the capability to produce 200,000 liters milk per day and principally engaged
in the production of milk, juices, cheese spreads and tomato paste. The company was first
established in 1982 in the Eastern Province and has a workforce of 2,000 people.

Al Rabie Food Company (Alrabie)

The company was formed in 1980 and was formerly known as ‘The Saudi Irish Dairy
Company’ till 1983. It is the largest juice and beverage manufacturing company in the Middle
East region. The company’s product includes juices, milk, iced coffee, chocolate drinks,
tomato pastes, chick peas and beans. Moreover, the processing facilities of the company are
located in Riyadh and have 22 storage areas.
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Financial Performance

Production Growth

Over the period of last 3 years the Company has achieved and maintain significant position
in the local as well in the regional market. Moreover, SADAFCO remained quite successful
to further strengthening its ‘Saudia’ brand which is now the flagship of the Company. The
recent successes achieved by the Company was mainly based on the (i) effective utilization
of existing marketing and distribution channels for undisrupted supply of their product,
(i1) focus of the management and (iii) timely & effective diversification towards the other
foodstuffs. Consequently, the restless efforts of the Company’s management has enabled the
overall production to increase CAGR of 2.1% during 2005/06-2008/09.

Chart 09: Production Growth (tons)
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Source: SADAFCO Prospectus, Company Annual Reports & Global Research

In continuation of maintaining and improving the position in market the Company has recently
taken some steps under the umbrella of ‘Saudia’ brand. SADAFCO has introduced triangle
cheese in its production line, which has enabled the Company to further expand its target
market from domestic use to schools and picnic. The Company has also made alliances with
strong electronic medias to promote its products. Moreover, the expected opening of hyper
markets in local and regional market will also provide an opportunity to further increase its
market share in local and regional markets. We believe that these recent efforts and opening
of new hyper markets will make a positive impact on the Company’s overall production,
going forward. Based on our forecasts the Company’s production is expected to increase at a
CAGR of'4.7% during 2008/09-2012/13 to 91,277 tons in 2012/13.

Sales Revenue
The Company’s sales revenue has increased at a CAGR of 2.8% during 2005/06-2008/09,

which is mainly due to (i) an increase in overall population at a CAGR of 2.2% during 2005-
08, (ii) addition of value added products, (iii) flavored milk and (iv)other food stuffs i.e.
snacks, hommos and so on.
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Chart 10: Sales Revenue (SR mn) Growth
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Going forward, based on our expectations, the Company’s sales revenue is expected to
increase at a CAGR of 2.6% during 2008/09-2012/13 to SR1.0bn in 2012/13. In addition,
slower growth in the Company’s sales revenue is mainly associated with the lower average
prices of products , in future, as compared to the average prices in 2008/09.

Maintaining Gross Profit Margins

Over the period of last 3 years the growth in local and regional population along with the
opening of new super and hyper markets has open new avenues. Consequently, the existing
players have adopted two strategies (i) streamline marketing and distribution channels to
maintain their presence and (ii) increase spending in R&D. Following the industry trend,
SADAFCO has also increase spending on the R&D, while keeping undisrupted supply of
their products. We believe the increase in R&D expenditure has caused the fluctuating gross
profit margins, over the period of last 3 years.

Chart 11: Gross Profit (SR mn) & Gross Margins
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We believe that the Company’s gross profit margin will stabilize on the back of dilution of
R&D, which is mainly due to the reaping of benefit from the cost incurred in past year. Based
on our expectations, SADAFCO gross profit margin is expected to show improvement and
reach at 31.3% during 2012/13 from 28.5% in 2008/09.

Major Concerns
‘Saudia’ brand is the key growth factor of the Company because of its strong presence in
the regional and local markets. The Company’s products’ shelve life is another strength of
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the Company, which has enable SADAFCO to avoid extra wastages. We believe the supply
of milk could be a major weakness for the Company as it has no cattle stock and has no
local raw milk production. Moreover, the increasing competition in local as well as regional
markets is portraying a major threat for the Company. Consequently, there could be pressure
on the gross margins of the Company due to increase in expenses to counter the competition.
We expect the upcoming super & hyper markets in local and regional markets will give
opportunity to the Company to position their products in more effective and competitive
manner. We believe this will also help the Company to maintain and improve its existing
market share.

Improving Profitability

We expect the Company will register, after tax profit of SR52.2mn (translating into EPS of
SR1.6) in 2009/10 as compared to SR28.4mn in 2008. The robust growth in the Company’s
bottom line is mainly due to an expected (i) improvement in gross profit margins to 29.9%
in 2009/10 from 28.5% in 2008/09 and (ii) reduction in write-off/provision during 2009/10
to SR13.Imn from SR26.3mn in 2008/09. Moreover, based on these expectations, the
Company’s profitability is expected to increase at a CAGR of 23.7% during 2008/09-12/13.

Chart 12: Profitability (SR mn) & ROAA Chart 13: Profitability (SR mn) & ROAE
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Based on our calculations, the Company’s profitability margin is expected to remain in the
range of 5.5%-6.5% during 2009/10-2012/13. On the other hand, SADAFCO is expected
to maintain its ROAA and ROAE at an average level of 7.2% and 10.5% during 2009/10-
20012/13 respectively.
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Valuation and Recommendation

Our DCF model is based on a 4-year (FY2009/10-FY2012/13) explicit forecast period for the
Free Cash Flow (FCF). The terminal value is estimated using the constant growth rate. The
forecasted cash flow and the terminal value is then discounted at the company Weighted Average
Cost of Capital (WACC). In our DCF valuation, we have used the following assumptions:

Risk Free Rate (RFR) of 5.5%.
Equity risk premium of 5.75%.
Beta of 1.2.

A terminal growth rate of 4.0%.
A target cost of debt of 7.0%.

A S

Using the above assumptions, we have derived a cost of equity for the Company at 12.4%,
by using Capital Assets Pricing Model, and a WACC of 12.4%, resulting in a fair value of
SR33.8 per share.

Table 07: DCF Calculations

(SR Mn) 2009 (E) 2010 (E) 2011 (E) 2012 (E)
FCF 73.5 76.7 78.4 83.1
Discounted Cash Flow 69.4 64.3 58.5 55.2
Terminal Value 1,029
Primary Value 247
Terminal Value (discounted) 683
Total Enterprise Value 931
Debt -
Add: Investments & cash equivalents 143.2
Total Equity Value 1097.7
Shares Outstanding (000) 32,500
Fair Value Per Share 33.8

Source: Global Research

Sensitivity Analysis

A sensitivity analysis for different estimated long-run future growth rates and weighted cost
of capital is shown in table below. The table provides estimated fair values for SADAFCO
stock based on a range of varying inputs. The shaded area at the center shows the most
probable range of alternatives.

Table 08: Sensitivity Analysis

Terminal Growth Rates
2.00% 3.00% 4.00% 5.00% 6.00%

10.40% 35.0 38.2 42.4 48.2 56.6
Q 11.40% 31.9 344 37.5 41.6 47.3
2 12.40% 29.4 314 33.8 36.8 40.9
z 13.40% 27.4 28.9 30.8 332 36.2
14.40% 25.6 26.9 28.5 30.3 32.6

Source: Global Research

By employing DCF base valuation methodology, we have arrived at a fair value of SR33.8,
which is 5.4% lower than the current market of SR35.7 (as on 30th August 2009). We,
therefore, initiate our coverage on SADAFCO with a ‘HOLD’ recommendation.
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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

Company Recommendation Tickers Price (SR) Disclosure
Saudi Dairy & Foodstuff Hold SADAFCO AB (Bloomberg) SR35.7 1,10
Company - SADAFCO 2270.SE (Reuters)

1. Globa Investment House did not receive and will not receive any compensation from the company

or anyone else for the preparation of this report.

The company being researched holds more than 5% stake in Global Investment House.

Global Investment House makes amarket in securitiesissued by this company.

Global Investment House acts as a corporate broker or sponsor to this company.

The author of or an individual who assisted in the preparation of this report (or amember of his/her

household) has a direct ownership position in securities issued by this company.

An employee of Global Investment House serves on the board of directors of this company.

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. Globa Investment House expectsto receive or intends to seek compensation for investment banking
services from this company in the next three months.

10. Please see special footnote below for other relevant disclosures.
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Global Research: Equity Ratings Definitions

Global Rating Definition

Buy Fair value of the stock is >10% from the current market price

Hold Fair value of the stock is between +10% and -10% from the current market price
Reduce Fair value of the stock is between -10% and -20% from the current market price
Sl Fair value of the stock is < -20% from the current market price

This material was produced by Global Investment House KSCC (‘Global’),a firm regulated by the Central Bank of
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 judgement. Global
shall have no responsibility or liability whatsoever in respect of any inac curacy in or ommission 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 what so ever. 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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