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PREMIER FOODS (PFD): 46p
Thoughts ahead of Group’s FY (15mth) numbers

We believe that trading has improved, Premier Foods should
reassure as to progress when it reports on 19 May ...
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Premier Foods refinanced its balance sheet and restructured its pension
payments in March & April last year. It is very much a different company
financially and, as it is investing in both capital & marketing, it is
improving its offering and its margins.

The group’s shares have performed poorly (see Recent Past below). We
believe this was story (rather than financially) driven. Far be it from us to
suggest that markets behave irrationally and that the fall was overdone
but, well, we do and it was.

As mentioned above, the group is investing (capital and marketing) at
the micro level and, at the macro level, the grocery environment
continues to evolve. Retailers are reducing SKU numbers and are
deepening their relationships with suppliers.

Commodity prices have deflated. Sterling is now also strengthening a
little against the US$ and input prices, ex-labour & some other costs,
should be abating. This will have to be passed on to customers but
some margin will stick, it always does.

Overall, we believe that Premier Foods should reass  ure when it
reports 15mth numbers on 19 May. Margins should hav e held up
and volumes stabilised. The group will update on de bt (flagged as
in line) and current trading and, as PFD’s interest s are moving into
alignment with those of its main customers, the out look is better
than it has been for some time. The shares could do  uble and still
be reasonably priced.
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Premier Foods refinanced its balance sheet and restructured its pension payments in March & April
last year.

The group renegotiated its pension payments, issued a bond, placed equity, announced a Rights
Issue and renegotiated its bank debt. See or request our 12 May 2014 note for further details.

The group moved its Hovis business into a JV with The Gores Group later in April, 2014.

Good though this was the company, or at least its share price, became collateral damage in the co-
incidental grocery price war.

Morrison’s first cut prices a little over a year ago. ASDA was already edging prices down and
Sainsbury & Tesco, having initially stood aloof from the process, are also cutting prices

Warm spring weather last year did not help. Premier Foods’ power brands include cakes, sauces,
custards, gravy mixes and other products that sell better in cooler weather. The group’s March quarter
trading statement (issued 24 April 2014 - here) was poorly-received (a late & warm Easter amongst
other things) and PFD’s share price fell below the 84.6p theoretical-ex-rights-price. It then fell through
the 50p at which the rights issue stock was placed

Tab.1l. UK Temperatures v 1981-2010 Average, Month by Month:
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Source: UK Met Office- http://www.metoffice.gov.uk/climate/uk/summaries/2014/december

Premier Foods’ shares ultimately troughed at 26p in October 2014. They have since rallied by more
than 75% (from a much reduced level) to around 46p.

Chart 1: Premier Foods’ share price, Rights Issue to October 2014:
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The Directors took part in a pre-rights placing of stock at 130p (TERP 81p) and bought all the way
down to the low 30s in Dec 2014. By our reckoning, the group’s directors have invested around £4m
at an average ex-Rights price of 59p

Never believers in perfect markets, Langton & other observers stood by as Premier Foods’ shares
seemed to signal disaster. But the company, suppliers & customers never seemed to see it that way.

Aside from a little selling for what may have been non-economic reasons, there was a comparatively
modest level of trade, most holders held on & the directors bought shares.

On the ground, the company continued to invest in its business via capital and marketing spending.
This was achieved against a background of debt reduction and, ultimately, the (positive)
consequences of the grocery price upheavals began to make themselves apparent.

Winter 2014/15 and spring 2015 weather normalised, Easter was earlier this year than last and we
believe that the benefits of capital and marketing spending should be about to become apparent.

However there is work to be done. Both on the ground and with regard to dealing with sceptics and it
is sensible to take a little time to examine the bear case.
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We would hesitate to say that the Bear case is the result of lazy thinking — but we do believe that it
has become perceived logic and should, from time to time, be overhauled.

Indeed we would go so far as to suggest that explanation as to share price movements happened are
sometimes retrofitted after the event as the view from the rear-view mirror is often clearer than is that
through the bug-spattered front windscreen. Herewith, with a few rejoinders, the Bear case:

" #%$% & '
Admittedly PFD is not short of debt. It stood at £567.6m in December. However, the group
commented at its Q4 (of 5 this period) update on 23 Jan that debt was in line with expectations. The
group remains committed to 2.5x debt to EBITDA (implying around £400m of debt).

« ) - +
Debt is reducing. *Opinion alert — in the absence of unforeseen events, we believe PFD is more likely
to pay a dividend than it is to tap shareholders for more cash.

: ) )
Premier inherited some rather unattractive liabilities with Rank Hovis. However, the pension situation
was addressed as a part of the March 2014 restructuring and, as at end-December 2014 (Q4 update),
the group’s net IAS19 liability had fallen from £463m to £254m.

Indeed when (rather than if) interest rates rise, PFD’s pension liabilities should diminish. Whilst
annuity rates will not rise % for % with base rates, CEO Gavin Darby said in March 2014 that each
percentage point increase in annuity rates will reduce the pension liability by £250m.

After many years of austerity, this may be true.

But we would view it as a bull point. Low hanging fruit should be plentiful and returns on capital should
be high for a sustained period of time. Spirit Group demonstrated that this positive factor may take a
number of years to fully reflect itself in a company’s P&L.

It's true that the major retailers are larger and more powerful than most of the companies that supply
them. And they have, well, used that power over recent years.

It would be foolish to suggest that they will overnight become soft & cuddly playmates as far as their
suppliers are concerned, but the grocery majors’ interests & those of their suppliers seem to be more
‘aligned’ than has latterly been the case.

That is to say there is a desire to reduce SKUs and supplier numbers and to push larger brands. The
target may be the discounters but such a move works to the advantage of PFD and other, larger,
suppliers. See further comments under bull case below.

C ) )

But they are not and they are not. See comments on commodity prices below.

( _I ] _ _+

Business is business but asking suppliers to deepen their relationship with you and commit to helping
brands grow can be portrayed as asking them to pay-to-stay. Whilst not wishing to dismiss it out of
hand, we believe that this issue was a storm in a teacup.
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Well yes (re 1) and no (re 2). Discounters may not take product & own-label may depress pricing but

the moves aren't unstoppable and, indeed, they have been stopped in France. Ask for details if you'd
like to see our summary of the French market.

( ) -

Compared to what? Mr Kipling & Hovis (the latter not recently very profitable) make it into the top 35
(top brands) and a glance at the list shows just how many brands there are out there. Ambrosia,
Batchelors, Bisto, Loyd Grossman, Oxo & Sharwoods are not too shabby. The group’s Power and
Other brands are (here).
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A glance at anything other than the very recent share price chart for Premier Foods will reassure most
observers that Bulls of the group’s shares are in somewhat short supply.

Nonetheless, we consider the Bull case to be persuasive and would highlight:

n ) -
Admittedly they stopped before the share price troughed at 26p but the Board did commit to the
Rights Issue and, by our calculation, it has invested around £4m at an average price of 59p.

Of course the Board could be wrong. But it's interesting to note just how often in the history of the
financial world it's not and, as many still say, money speaks louder than worlds.

n ) !

The group said as early as 24 April last year that it is ‘looking more closely at a number of capital
projects across its portfolio which will deliver improved efficiencies and so deliver strong paybacks.’
The company is saying that, after years of being cash-strapped, there is low-hanging fruit in terms of
capital spending.

It commented a year ago ‘we have a strong programme of new product launches and consumer
marketing planned for the second half of the year’ and this should have impacted sales towards the
end of calendar 2014 and into the current year. Google Kipling or Batchelors re-launch in order to see
some of the work that has been done.

/o, )

It's easy to say and we mustn't get lulled into a false sense of security but the interests of PFD and of
the major grocers do seem to be aligned. Indeed the group’s share price has embarked on something
of a recovery since the coincidental low-point in the fortunes of the UK grocery stocks.

Chart 2. Premier Foods’ share price, October 2014 to date:

Although the situation continues to evolve (and talk is cheap) the grocers seem to be adopting a
policy of uncluttered, everyday low(er) pricing.

The fact that senior managements have changed in most cases allows the new establishment to
suggest that offers had become confusing and, perhaps, misleading.
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Indeed, though it may be a little late to the party, consumer magazine Which? has made certain
allegations to that effect and the response of the grocers appears to be to reduce SKUs, to deepen
relationships and to remove complexity.

Insolvency experts Begbies Traynor (here) have suggested that the number of food suppliers
‘experiencing financial distress’ had risen by 120% over the last year. Begbies says, somewhat
dramatically, that the supermarkets’ ‘mass price reductions have severe consequences for less
established food retailers and suppliers, particula rly SME'’s , who now seem to be locked in a
David and Goliath-style battle; although this time it appears David can’t win.” This should work to the
advantage of operators such as Unilever, Mondelez and other larger operators such as Premier
Foods.

+
The proof of the (Mr Kipling) pudding is in the eating and, whilst still negative, sales trends have
recently been improving.

Source: Premier Foods 23 January 2015 Q4 trading update

12 +

Table One shows that only one month in 2014 was warmer than average. To date, 2015 has been so
close to an average year in terms of temperature than any variations are minimal.
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Easter was in the middle of its range in terms of timing this year (it is early next). Hence there is more
chance of cold weather & this is helpful in terms of volumes as far as PFD’s specific range of products
is concerned.

Easter last year was in mid-April and the temperature was 1.8 degrees above average. This year it
was in early April and the temperature was average.

This is clearly performing well.

Sainsbury, Greene King, Next & others have suggested that affordable treats & staples may be taking
a back seat to catch-up spending on big-ticket items.

This may be the case but Sainsbury says that, it its experience, the lag lasts perhaps 9mths, after
which small ticket spending should be expected to pick up.

High Street discounters, Poundland etc. tend to sell branded goods and as such they are a growing
customer segment as far as Premier Foods is concerned. We would not seek to overplay this but
could see sales to this group of companies rise to take perhaps the mid-to-high single digit
percentage of total sales.

Again we would not seek to overstate the point but Premier is exporting more product. It says the
work it has undertaken on product categories has ‘highlighted significant opportunities to grow our
categories in certain geographies, notably China, USA, Canada and Australia through Sharwood's,
Mr. Kipling and Ambrosia.’

It has created an export business unit and said in October ‘Ambrosia mini pots were launched in-store
in Shanghai, China during the period.” As with the High Street discounters, we believe that this market
could, over time, approach a double-digit percentage contribution to group sales and the group’s
ambitions for the segment extend further with GM (International) Peter Ellis saying ‘today, we're very
small, it's less than 5% of our sales. If you look at most big FMCG businesses, between 15% and
20% is more typical.’

He continues ‘we’ve got so much white space to go at. We're focusing on those three markets [China,
North America & Australia] but there's loads of others. We're going to look at South America, broader
Asia, South Africa, the Middle East. There are more places we can go than the research we've got.’
He concludes ‘the vision is GBP200m of sales by 2020 as part of the company being a billion.” Heady
stuff indeed.

3 - ) 4 ) ) O
+
Oil has stolen the headlines but most commodity prices have fallen over the last 12mths.

True, the US$ (the currency in which most commodities are denominated) has risen over the last year
but even this reversed in late April (though the greenback has strengthened since).

There is an active debate as to whether falling, stable or rising commodity prices are best for
suppliers but, it would appear to us, that gently deflating prices are the most opportune (witness the
Mondi share price or the benefits that Cranswick derives from falling hog prices).

Deflated costs have to be passed on to suppliers but there’s a time lag and some of it sticks, it always
does. Overall trends are shown below:
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Source: Kantar Worldpanel via Premier Foods

With deflation in mind we believe that dairy costs are Premier Foods’ most significant input cost (aside
from labour). Group revenues are around £800m and the direct cost of goods sold will be around
£520m, suggesting that the numbers involved are material. We would highlight the chart below:

Source: DairyCo.org.uk
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Admittedly these are farm-gate prices & distribution costs have to be added on when applying costs to
milk-users such as Premier Foods but the above declines, around 26% for supplies on the mainland,
are helpful.

Sugar is perhaps Premier Foods’ second largest input cost and here prices have also been falling.
Note the price below (in US cents per pound) is down around 24% over the last 12mths and, as one
of Premier Foods’ customers is wont to say, every little helps.

Source: Globally traded markts.

Fats & Oils and Flavourings are also material costs. Other material inputs include pasta (a wheat
derivative), cocoa and various vegetables and, across the entire portfolio of products, most input
prices are down. Consider the table below

Tab.2. Soft Commodity Prices:
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Source: Globally traded markets. Prices correct as at 29 April 2014.
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The answer to the question ‘is Premier Foods extremely cheap if it hits its targets’ is yes. Hence the
fact that its shares have not moved (in the right direction) would appear to suggest that there is a
degree of scepticism as to whether targets will be attained.

We believe that, whilst very little is achieved without considerable effort these days, Premier Foods
will deliver on its promises. The group’s directors have put money into the company, the share
register, with a couple of exceptions, has been stable and the company itself has been investing in
both incremental capital projects and in marketing.

Debt levels are reduced, the pension liability is down, the trend in LfL sales (whilst last seen still
negative) is improving. In addition, there are material opportunities presented by a) closely aligned
customers, b) helpful commodity price movements, c¢) growing international markets, d) an enlarged
high street discounter market, e) low-hanging fruit on capital spending and f) high paybacks on
marketing projects.

ABF (which admittedly owns Primark) trades on a multiple of 27x earnings. Cranswick trades on
nearly 15x and Dairy Crest is priced at 11.4x earnings. Premier Foods medium-term growth prospects
could be superior to the above companies suggesting that the group’s shares could double and still
be reasonably priced.
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Contact — Mark Brumby - +44(0)20 7702 3389

mark.brumby@langtoncapital.co.uk
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