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Abstract

This equity research report covers the global German compact and light
equipment manufacturer Wacker Neuson SE on the basis of a discounted cash
flow analysis and a relative valuation. It includes a detailed examination of the
business segments, strategic initiatives and a sector analysis on which the
valuation is based. The valuation implies a “Buy” recommendation with
potential upside of 11.3% compared with the opening quote of the 2™ January
2020.
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. Recommendation: Bu

Constructing the Future v

Vs Previous Recommendation Not rated
A susta/r?able, h/gh-quallty symbiosis of compact and Price Target FY20: 19.25 €
light equipment accelerating future growth

Vs Previous Price Target na
High growth and further tailwind .

Price (as of 2-Jan-20) 17,29 €
Wacker has delivered a sales CAGR of 8% from FY-13 to FY-18.

Source: Bloomberg
Going forward we expect global megatrends such as urbanization
and sustainability, as well as construction industry specific needs 52-week range (€) 14.12-25.58
f ductivit il id for fut th It Market Cap (€m) 1,213
or more productivity will provide a runway for future growth result- S r———— Z0a

ing in a CAGR of 6% from FY-18 to FY-23.

Operational headaches remain

Even though headline growth was impressive, Wacker struggled to
channel those increases equally into profit and free cash flow
(FCF). Working capital (WC) management has been weak, seeing
WC in percentage of sales going up to 46% in H1 2019 versus a
long-term target of 30%. Restructuring charges for plant closures
and openings have weighed on margins.

Valuation yields a buy rating

Wacker is valued on two different methods: DCF and relative valu-

Source: Bloomberg

Figure 1: Share Price Performance
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ation. Both methods give a blended price target of EUR 19.25. The T e o T e
DCF arrives at EUR 20.9 while relative valuation delivers a lower Source: Bloomberg
target of EUR 17.6. Within an attractive industry, we believe
Wacker is an outstanding pick as the market has turned too nega- :)\éerﬂsﬁ:rg déa?;i)llions, except 5018 2019 2020F
tive on the company following a series of bad news over the last 2 PEVETIES 1707 1864 1991
years. The current stock price implies a dividend yield at ca. 4.0% Gross profit 474 483 519
_ o _ EBITDA 229 233 249
representing a bargain in the current low-yield world. NOPAT 106 o8 104
Company Description — 2t i L8
_ _ . o Dividend 1.10 0.70 0.74
Wacker is a leading German manufacturer of high-quality light and e = 46 169 63
compact equipment used worldwide primarily in the construction OFCF per share 066 -2.41 0.89
d aaricultural i I as b icinal bodi d EV/Sales 1.0 0.9 058
and agricultural sectors, as well as by municipal bodies and com- EV/EBITDA 73 71 67
panies in sectors such as recycling, energy and rail transport. Price/Earnings 7.3 11.6 11.0

Source: Company Reports / Estimates

THIS REPORT WAS PREPARED EXCLUSIVELY FOR ACADEMIC PURPOSES BY LISA PREUSSLER, A MASTER IN FINANCE STUDENT OF THE
NovA ScHooL oF BUSINESS AND EcoNomICS. THE REPORT WAS SUPERVISED BY A NOovA SBE FACULTY MEMBER, ACTING IN A MERE
ACADEMIC CAPACITY, WHO REVIEWED THE VALUATION METHODOLOGY AND THE FINANCIAL MODEL.

(PLEASE REFER TO THE DISCLOSURES AND DISCLAIMERS AT END OF THE DOCUMENT)
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Company Overview

Figure 2: Brand Overview Wacker is a global manufacturer of light and compact equipment headquartered in

Munich, Germany. The Group was formed by several mergers, but mainly by the

\éVaCkerNeUSOH merger of Wacker Construction Equipment and Neuson Kramer Baumaschinen
rou
P - AG on October 31, 2007." The Group operates seven production and develop-
W YASKER ;  ment sites worldwide. With more than 6000 employees, it manufactures more than
all it fakes!

300 product groups under three different product brands. Its broad product portfo-
lio is used primarily in the construction, gardening, landscaping and agricultural
sectors as well as by municipalities and companies in areas such as recycling,
energy and rail transport. It also offers rental, spare parts and repair services via
its own global sales and service network. Since 2007, the Group is listed on the
SDAX of the Frankfurt Stock Exchange.

Construction industry, gardening and
landscaping firms, municipalities, recycling,
railroad/truck construction, energy sector, etc

Products, brands & end markets
The broad product portfolio can be divided into the three segments: Compact

|

@ KRAMER
— on gﬁs{dc
e Equipment, Light Equipment and Services and is marketed under the three differ-

ent brands: Wacker Neuson, Kramer and Weidemann (see Figure 2 and 3).

Compact Equipment:

The compact equipment segment is the group’s core business, accounting for
53.4% of sales and comprising machines from over 40 different product groups
weighing up to 15 tons (see Figure 4). The portfolio includes wheel loaders, tele

wheel loaders, telescopic handlers, backhoe loaders, skid steer loaders?, wheel

Agriculture, tree nurseries, horse breeders,
municipal services, etc

@ and track dumpers and wheel and track excavators. The average price of compact
WEIDEMANN
desigped foroork. machinery amounts to EUR 30,000 but ranges up to EUR 100,000. The compa-

—_—

Source: Company Report 2018 ny's products are generally not used for heavy infrastructure construction (e.g.

{

roads or tunnels) but can be found on many construction sites for light infrastruc

ture (pipelines, supply lines, cabling, maintenance, etc.) in urban areas. The group
Figure 3: Revenue Split by Product .\, o5 compact equipment for the construction industry under the Wacker Neu-
son brand and for agriculture under the Weidemann brand. Under the Kramer
brand, compact equipment is marketed for both construction and agricultural ap-
plications. The compact equipment market is dominated by major global competi-
tors such as Caterpillar and Volvo, who are aggressively penetrating the market
and leveraging economies of scale, as well as by low-priced Chinese manufactur-

ers offering low-end machines. As a result, Wacker is less strongly positioned in

the compact segment than in the light segment, acts as a price follower and is

more dependent on margins in spare parts and after-sales service. However, in
= CompactEqupment *Light Ecquipment Services ) ) )
the agricultural equipment market, Wacker competes with several local manufac-

Source: Company Report 2018

turers in a highly fragmented market and is better positioned. The agricultural

' The company's history goes back to 1848, when Wacker was founded as a blacksmith in Dresden
2 Especially in the US market
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“WACKER NEUSON SE”

Figure 4: Compact Equipment
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Figure 5: Light Equipment
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Figure 6: Services

(S
©)
Repair & Maintenance Rental The concrate experts
)
g &
Used Equipment Financial soktions Genuine Parts
N ! 7
SO &
s;(on: Aca;my Telematics

Source: Company Report 2018

segment is therefore particularly important, because higher and solid margins can
be achieved.

Light Equipment:

The light equipment business comprises activities in the strategic business fields
of concrete technology, compaction, demolition and construction site technology.
The segment generates 26.4% of group sales. The group offers more than 250
products weighing up to 3 tons at an average price of EUR 1,500 in a range from
EUR 500 to EUR 30,000 (see Figure 5). The group has one of the most compre-
hensive product portfolios and is the market leader in several sub-segments such
as compaction. This enables the company to meet a majority of customer needs in
the most common application areas such as road construction and maintenance,
residential construction or demolition. Since production is synchronized with de-
mand, delivery times are short, and orders are delivered within a short timeframe.
Products are marketed exclusively under the Wacker Neuson brand. The market
for light equipment is fragmented and characterized by many smaller niche suppli-
ers. Wacker is strongly positioned thanks to the high level of brand awareness and
the very extensive product offering compared to most competitors. As prices are
less volatile, Wacker is also able to generate solid margins on new equipment
sales. This segment is highly relevant to Wacker and will be further expanded in
Americas and Asia-Pacific.

Services:

Wacker complements the sale of new equipment with a broad range of customer-
oriented services and individual customer support to strengthen customer rela-
tionships (see Figure 6). The services segment comprises the business fields re-
pair, service and spare parts, used equipment, financing, telematics solutions, e-
business and flexible rental solutions in Central Europe and accounts for 20.2% of
Group sales. In our view, a distinctive service organization and an expanding
rental business are a key success factor, as they capitalize on the growing
customer trend towards outsourcing services, as well as avoiding capital
expenditure (capex), increasing flexibility and the ability to have technologically

advanced and well-maintained machines on site at the customer's premises.

Business Model

The Group's business model focuses on the manufacturing and sale of high-
quality light and compact equipment and tailored services for professional cus-
tomers. Wacker manufactures locally and uses strategic alliances and partner-
ships to gain a better and faster understanding of regional customer needs, tasks
and application sites, enabling it to offer a customized portfolio of innovative, high-

quality products and services and thus create cross-selling synergies. Wacker is
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Figure 7: Strategy 2022
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Figure 8: Production Sites
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Source: Company Report 2018
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currently refining and restructuring its business model as part of its 2022 strategy

by focusing on core products and optimizing its product portfolio.

Strategy 2022:

The "Strategy 2022" announced in March 2018 represents the strategic leitmotif of
the group, which is intended to ensure a strong focus on customer needs, stream-
lined and more agile processes. It is based on the three strategic pillars Focus,
Acceleration and Excellence (see Figure 7). The initiatives are central to the
group's efforts to strengthen its market position while increasing growth and profit-
ability. The group's ambitious goal is to be recognized as the industry's most inno-
vative trendsetter, to be among the top 3 in the industry within each of its core
products, to grow twice as fast as the market, to achieve a sales target of well
over EUR 2 bn and an EBIT margin of ideally more than 11%, and to achieve net
WC in relation to sales of less than 30%. While growth ambitions seem realistic,
our forecasts indicate a substantially lower operating profit margin of only 7.1% as
we see depressed gross profits to remain. Additionally, a WC level of around 30%
of sales seems too ambitious. According to our estimates, a reduction to a level of
40% seems more realistic, as the high inventory levels are still inflating the WC.

Global Production, Distribution & Service Network:

The Group reduced its global production and development sites from ten to seven
(see Figure 8) to achieve economies of scale, cost savings and thus higher
productivity.® The products manufactured at the closed sites were transferred to
existing production sites in the USA and to the plant in China. In addition, the
Group has more than 50 subsidiaries worldwide and over 140 of own sales and
service bases. The majority of Wacker's own sales and service network naturally
focuses on the core region of Europe, which accounts for 70% of sales. As inter-
nationalization progressed, however, the company also began to expand its own
sales and service network in the USA and several emerging markets. Further in-
vestments in production and logistics are expected in 2020. The global production,
sales and service network sets Wacker apart from its smaller and even many
equally large competitors. In our view, this is a key asset that helps to increase
customer proximity, gain a better understanding of local market needs, promote

service business and thus raise the barriers to entry for new competitors.

Strategic Alliances & Partnerships:

The Group enters into strategic alliances with industry-leading companies in order
to expand its market presence more quickly, particularly in non-core markets, by
accessing established distribution networks or to selectively expand its product

portfolio by concluding contracts with original equipment manufacturers (OEMs).

3 Closed factories in Norton Shores, USA and Manila, Philippines, in the second half of 2018, and in Itatiba, Brazil
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Figure 9: Overview Strategic Alliances for Production and Distribution

Partner Initiation

Type of Alliance Covered Products

Region

2017

Partner produces for Wacker, distributed via the Wacker's Backhoe loaders (6- to 7-
sales network under Wacker Neuson sales network and brand. tons)

South America

selected Wacker models will be provided in lower volumes until
end 2020

] st : , Tandem rollers (1.8-to 4.5-
@ Partner produces for Wacker, distributed via the Wacker’s
v) HAMM ’

2 2015 sales network under Wacker Neuson sales network and brand. tons) and compactors (up Global
S to 12 tons)
‘é = - Wack Hicipates in the devel  of digital off d Telematics systems and
5 W 2018 acker participates in the development of digital offers an mobile apps for compact Europe
T uses these in its own products. "
] equipment
-g Wacker produces for partner, distributed via the CAT sales
o network under the CAT brand, CAT decided in 2018 to phase P

CATERPILLAR’ 2010  out from 2019 as CAT manufactures own mini excavators; {\(/I):]nsl)excavators (pto3 (e)?l\?:;alm)

2010

Jorn DEERE

Mini-excavators and
Wacker sells through the partner's dealer network, distributed compact excavators;
through the Deere distribution network under the Kramer telescopic handlers and
brand. wheel loaders (agricultural
sector)

Start in Europe,
expansion to
China, Australia,
select Asian
countries

Compact Equipment such
Wacker sells through partner's dealer network, distributed via as track excavators,
MHE's sales networl under the Wacker Neuson brand. telescopic handlers, wheel
loaders and wheel dumpers

fihe 2017

e name for mara hand

ASEAN region

Sales Alliances

DISEKI 2017 Wacker sells through partner's dealer network, distributed via Wheel loaders and

Iseki sales network under the Weidemann brand. telescopic handlers Japan

Source: Company Repor, Analyst Input
Figure 10: Service Network This enables customers to receive local and timely product support and meets
growing customer demand for "one-stop-shop" offerings.* Wacker works with
around 5,200 dealers at over 12,400 locations worldwide (see Figure 10). Since
many dealers have established long-standing and trustworthy relationships with

Affiliates

g customers, it is essential for manufacturers to collaborate and complement each
> 50 globally

other's product portfolios. In this way, the group benefits from increased utilization

Sales & Service Stations

T due to higher unit numbers without costs for marketing and an own sales network.

Shareholder structure
Wacker's shareholder structure is characterized by its history as a family-owned

Source: Company Report 2018

company (see Figure 11). Until July 2019, the Wacker and Neunteufel families,
Figure 11: Shareholder Structure who bundle their interests in a consortium, held 63%. This resulted in a rather low
free float of only 37%. The sale of shares held by family members of Wacker and
Neunteufel in the amount of EUR 76 million to institutional investors® reduced the
share of the family consortium to 58% and the free float rose accordingly to 42%.
The reason for the sale was a diversification of assets and early estate planning.
However, the families do not want to reduce their stakes below 50% in the long
term. The regional distribution of the family consortium is limited to Germany and

Austria, where the majority of the free float is also held.

The Sector

Wacker's core markets are construction and agriculture (see Figure 12). Geo-

* Free Floa

= Family Corsottium

Source: Company Report 2018

graphically, Wacker is most present in the DACH® region and has a strong foot-
hold in many other European countries as well. Europe accounts for 72% of sales

in 2019E, while America accounts for 24% and Asia-Pacific for only 4% (see Fig-

4Including financing, spare parts and warranties
5 Investors paid EUR 20 each for the 3.8 million shares
8 Germany, Austria & Switzerland
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Figure 12: End-Markets
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ure 13). On a global perspective, however, China is the most important construc-
tion equipment market in the world with 23% of global unit sales, followed by USA
and Europe with 21% and 18%, respectively according to construction research
specialist Off-Highway Research. In general, the construction equipment market is
highly fragmented with many regional or niche players. Only for heavy equipment
(>15 tons), a few large OEMs (Caterpillar, Hitachi, Komatsu) have a more domi-
nant market position. The high fragmentation is due to the very specific needs of
different environments and industries. As a result, customers demand a high de-
gree of customization which reduces economies of scale in the production process
and allows smaller companies to stay in the market. As Wacker itself does not
count towards the big players in the industry, they are one of the beneficiaries of
the market structure. However, the fragmentation and high number of local com-
petitors prevents companies in the industry from widen their margins substantially.
In terms of cyclicality, the compact equipment part of the business is highly cycli-
cal as these products are primarily used at new construction sites. To increase re-
silience against cyclical fluctuations, the Wacker has expanded its rental business
and counts many equipment rental companies as clients. This line of business can
serve as a buffer, as capital allocators in companies can be expected to opt for
renting equipment instead of buying in times of an economic downturn. In addition,
the light equipment business is in general less sensitive to economic cycles as the
products are on average significantly cheaper and also mainly used for mainte-
nance and repair of infrastructure which need to be carried out either way. As a
result of its positioning, we see Wacker as a favorable pick within the industry
against the backdrop of concerns about the global economic environment.

The overall construction market has developed rather heterogeneously over the
last years. In Europe, nearly all countries saw an expansion, but the degree dif-
fered substantially. The UK, Hungary, Spain, Netherlands and Poland experienced
strong growth and are expected to grow well above GDP for the 2022 according to
Euroconstruct. Other large markets like Germany, France or ltaly had more slug-
gish growth that has been below GDP numbers for several periods. While the
market is maturing and growth rates should converge to GDP growth over the
longer term (see Figure 14), Wacker is looking to increase market share in Eu-
rope. Besides geographical penetration, new product offerings and distribution
strategies are levers for future growth. UK and France are two markets in focus for
Wacker and the rental business line. As opposed to Europe where roughly 60% of
sales are from compact equipment, the US business of Wacker has been more
focused on light equipment which accounts for more than half of the revenues
overseas. However, Wacker has already undertaken steps to increase recognition
for its compact business. Additionally, Wacker is very active in the US to expand

the dealer network for compact products and to tighten bonds with rental equip-
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. . ment companies. The overall backdrop of the industry is still favorable, as the US
Figure 14: GDP Main Markets

] construction sector has seen solid growth over the last years, mainly driven by
;j residential buildings. While the Oil & Gas industry has been a major contributor to
5% revenues for the years after the fracking boom started, management has de-
4% creased the exposure to the industry after sales vanished in 2015 and 2016 when
3%

» oil prices tanked.

~~— —
N Demand Drivers in the Construction Industry

0%

2018 2019 2020 2021 202 202 202 The construction and construction equipment industry will be affected by several

S::t":d St _:ue::;"y global megatrends over the next years and even decades. In general, we see
oo W O 2076 those developments beneficial for Wacker. However, major changes always carry
some risk for incumbents of the market and offer opportunities for others to enter.
Urbanization
According to the World Economic Forum, 200,000 people are moving each day
Figure 15: Urbanization from the countryside into an urban area. The number of megacities (population

2018 2030 >10m) is projected to increase to 43 in 2030 (vs. 33 in 2018) and more than 60%

N e R el el of the world population will live in urban areas (>500,000 inhabitants) versus 55%
(%) (%)

today (Figure 15). This development is highly challenging for cities as these peo-

roan %03 004 ple need housing, transportation and utility infrastructure. As space is limited, den-
>10m 69 88 sity in cities is increasing which makes it harder to build the necessary infrastruc-
5-10m 4.3 5.2 ture. In developed countries, a large part of the infrastructure within cities is age-
1-5m 12.1 13.8 ing as it has been in use for several decades now. It needs to be maintained, re-
0.5-1m 5.4 58 paired or replaced. Wacker's product portfolio with light and compact equipment is
<0.5m 265 6.8 tailored for both situations as it requires little space to operate efficiently. While the

trend towards urbanization should be beneficial for all manufacturers of construc-
Source: United Nations 2018, The World's Cities in 2018

tion equipment, we see Wacker to increase market share as they already serve
the needs of urban construction.

Productivity

Figure 16: Productivity Productivity has stagnated in the construction sector for nearly 50 years (Figure

. 16). However, there is significant potential that is ready to be unlocked in the fu-
. = ture. “Lean” production methods are enabled by digitalization and equipment be-
/ comes connected while new technologies like autonomous machines and aug-
_/' mented reality have the ability to transform the sector and speed up construction
— time. With predictive maintenance, downtimes of machinery that can hold up the
- whole process can be prevented. Real-time data analysis enables machinery to

- forecast the required time needed for a specific task and allows contractors to de-

ploy “lean” construction methods which can cut delays by 30% and costs by 15%

Source: World Economic Forum 2016, Shaping the

Future of Construction according to Boston Consulting Group’. Wacker’'s “EquipCare” product suite al-

7 The Boston Consulting Group. (2015a). 2015 ECS Value Creators Report: Opportunities amid Uncertainty. Boston: Boston Consulting Group.

PAGE 8/32



“WACKER NEUSON SE” COMPANY REPORT N o VA
—

NOVA SCHOOL OF
RIISINFSS R FCONOMICS

lows clients to have real-time transparency about all their products and check if
they are used efficiently. We see Wacker on equal terms compared to their com-
petitors with regard to enhancing productivity.

Sustainability
After focusing on constructed objects themselves, the focus of governmental regu-
lation moves towards the production process with regards to sustainability. The
Figure 17: Zero Emission Line construction industry is the number one consumer of global raw materials and also
the producer of vast amounts of waste. More important for Wacker, excavators,
telehandlers and wheel loaders are mostly powered by diesel-engines and emit
CO2. Especially, within cities this has negative implications for air quality and the
health of workers and local residents. Cities and governments are acting on this to
protect inhabitants and move towards meeting their climate goals. Reducing cli-
mate gas emissions on construction sites, especially within urban areas, will be a
tailwind for Wacker as it has already invested heavily in Research and Develop-

Safety . . “« . - » o
+ Ensuring rigorous occupational safety standards ment (R&D) of climate neutral products (Figure 17). Its “zero-emission” line now

Maintaining operator safety and protection for our
customers

Guaranteeing quality across all processes (ISO 9001,
ISO 14001, 1ISO 50001)

comprises not only light equipment but also compact equipment.

Demand Driver for Agriculture
Ecology ) . i .
Developing environmentally friendly products and Wacker operates with its brands Kramer and Weidemann in the market for cattle

solutions for our customers
Conserving energy and resources in production, sales

and administration processes

and dairy farmers. One major trend affecting farmers around the world is the grow-

Society ing world population and with that the increasing demand for food. However, even
Taking_ a resp_onsible approach to our employees ) . . .
Providing social benefits though demand is growing, prices for agricultural products have been under pres-

Supporting emergency assistance and disaster relief
programs

sure for many years in Europe, where Wacker sells the majority of its agricultural

Economy . . . . e . .

- Driving sustainability throughout our value chain products. Prices have direct impact on income and willingness to invest into
Ensurir]g legal compliance and implementing anti-
corruption measures equipment for farmers. For the most part of 2019, prices for dairy and the busi-

Reducing operating costs with energyefficient

duct: . . . . . .

producs ness index have been falling which should have negative impact on demand in the
Source: Company Brochure 2019

short term. In the longer term, demand from emerging markets where machines

are not that commonly used in cattle farming yet, should be a growth driver for ag-

ricultural equipment.

Competitive Environment

Although the market for construction equipment is fragmented with no players
having significant market share for the whole industry, it is possible to identify
some important competitors. For the compact equipment business, the likes of
Caterpillar, Kubota, Manitou and Volvo Construction represent main competitors,
while companies like Ammann, Bomag and Husqgvarna are located in the light
equipment business. Due to the high degree of fragmentation in the light equip-
ment business, intercompany effects between players in the market are less pro-
nounced than in the compact equipment business.
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Caterpillar is probably the most recognized producer of construction equipment
Figure 18: Caterpillar which is the largest segment of the US company. In 2018, Caterpillar was able to

49000 2% increase sales by 21% to USD 23.2 bn in the construction equipment segment
48000

(see Figure 18) and with that slightly outperformed Wacker who realized 17%

47000 2%

46000 sales growth in North America (currency adjusted). Its operating profit margin of
45000 ©" 18.0% is industry wide at the top and due to its comparably large scale. While
:222 10% Wacker is still a partner of Caterpillar, the agreement ends in 2020. Wacker pro-
42000 5 duced mini excavators sold under the CAT brand. Caterpillar will start to produce
41000 those themselves becoming a direct competitor in this product. We are concerned
R T that this represents the beginning of a stronger focus on compact equipment for

SN Sales inmUSD = EBTDAMagin Caterpillar which would increase challenges for Wacker especially in the US

Source: Bloomberg

where the brand enjoys strong recognition.

Kubota is a Japanese producer of heavy/compact equipment and of agricultural
equipment. In its construction equipment segment it has achieved ca. EUR 13.2
bn sales in 2018, an increase of 6.3%. Kubota’'s main markets are Asia, especially
Japan, and North America. Its operating margin stood at 13.2% for 2018 and has
gradually declined since 2015 (16.5%). The company blames this on higher fixed
costs, mainly in form of workers compensation which follows from tight labor mar-
kets in Japan and North America. As Wacker has growth ambitions in a lot of Ku-
bota’s markets, it will become a more prominent competitor over time. Like Wack-
er, Kubota has invested into R&D, driving it up to 2.9% of revenue (vs around 2%
historically). It focuses its efforts on its agricultural business, with that cementing
their position as the leading manufacturer of agricultural equipment in Asia and
making it harder for Wacker to enter that particular market. In consequence, we
did not expect any future revenues from agricultural equipment sales in Asia by
Wacker.

Manitou is a French equipment producer that has a fairly similar profile as Wack-

Figure 19: Manitou er. With EUR 1.9 bn revenue, of which 71% in Europe, it is comparable in size and

20 1a% Main target market. Sales grew by 18% in 2018 and with that even more dynamic

2000 2% than Wacker’s (see Figure 19). However, the operating margin in 2018 was 6.9%

1800 10% and with that in line with historic observations of a comparably lower margin than

1600 %  Wacker. Manitou’s long-term goal is achieving an operating margin of 8%. For

1400 2019 it expects revenue to come in 10% higher than in 2018 which is in line with
4%
1200 » our expectations for Wacker’s revenue growth (9.2%). Manitou and Wacker follow

1000 w Very similar strategies in terms of target market, i.e. Manitou also focuses on the
2018 2019E 2020E 2021E . . . . . .
skid steer market in Northern America as a way to gain traction in the US. Howev-
mm— Sales in mE UR @ EB [TDAm argin . y . . . . .

er, Manitou’s products come at a lower price with inferior quality. As the challeng-

Source: Bloomberg

es increase, we see Wacker better positioned to capture demand in European ur-
ban regions.
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Volvo Construction is accountable for 22% of Volvo’s total sales. The segment
reported revenues of ca. EUR 7.9 bn for 2018, 24% higher than in 2017 (currency
adjusted). Compared to Wacker, Volvo Construction has a much more pro-
nounced focus on Asia which represents 40% of sales. Volvo’s operating margin
came in at 13.4% (vs. 11.9% in 2017) which is due to a near perfect utilization of
existing production facilities according to management. Volvo is outstandingly well
prepared for the future as it levers the electric and autonomous driving know-how
from its truck segment. Especially in Asia, Volvo will try to fend off other (Western)
players including Wacker and with that increasing the challenge for Wacker to turn

the growth in Asia into profitable growth.

Ammann is a Swiss producer of a broad product portfolio of light equipment. It fo-
cuses on transport infrastructure and road building where it competes with Wack-
er's rammers, rollers and vibratory plates. As the company is private, there is little
financial data available, but it had sales of around EUR 820 m in 2016. Today it
has 3000 employees (vs. 6190 at Wacker) and sells its products globally.

Bomag is a private German manufacturer that is wholly owned by the Fayat
Group. Its light equipment portfolio is very similar to Wacker’'s with a more pro-
nounced focus on road building. In 2017 Bomag had revenues of EUR 667 m and

an operating profit margin of 5.7%.

Husqvarna, the Swedish manufacturer of robotic lawn mowers has grown rapidly
on the back of acquisitions in the light construction equipment over the last years.
In 2018 sales were already at EUR 541 m, 15% higher than in 2017. The operat-
ing margin has been very stable at or above 12% for the last years, with 2018 at
12.4%. Its main target markets are North America and Europe. In October 2019
Husqvarna acquired Wacker's US based concrete power trowel business which
generated roughly EUR 13.5 m in sales in 2018. The product line has not been in
focus of Wacker's Strategy 2022 but adds to Husqvarna’s growing offering what
makes the deal beneficial to both parties. However, we see Husqvarna as one of
the winning players in the market as they leverage their know-how from robotics

and electric engines.

Differentiation
Wacker’s positioning offers valuable cross-selling potential as its products are fair-
Figure 20: Differentiation Strategy Iy complementary (see Figure 20). A customer that needs an excavator now is

Efforts: likely to need rollers or vibratory plates later in the project cycle. Buying all ma-

Industry-leading engineering skills

chines from the same supplier has advantages for the buyer in form of easier fi-

Top-of-class reliability and functionality . . « ”
nancing, services, spare parts and further support from a “one-stop-shop”.

Dense service network in case client does need help

Precondition for the strategy to play out is a perfect record for product quality and

Cross-selling between light and compact equipment

aftermarket services. Outages of equipment are costly for constructors which

Source: Analysts input

means that customers are likely to be repeat buyers as soon as they have built
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Figure 22: Sales Share by Region
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trust. On the reverse, when customers have made bad experiences it will be diffi-
cult to retain them. Wacker has been able to build a strong reputation for quality
and reliability. Through its global network of own field offices and partners, Wacker
is able to support customers around the globe without delay. Its products are
known for “German engineering” quality and the high customer focus. Today,
Wacker develops ideas for new and upgraded products in workshops with cus-

tomer which guarantees to really cater to the needs of end users.

Financials

The following section includes a detailed analysis of the Wacker’s historical finan-

cial performance, and a forecast of future performance.

Revenue:

On a consolidated basis, Wacker's historic sales show very solid growth, reflected
in a CAGR of 8% from FY-13 to FY-18. Over the past five fiscal years, Wacker
has posted only once in 2016 a slightly negative sales growth of -1% (see Figure
21).2 Wacker's solid sales performance is based on broad diversification of cus-
tomers and end markets. As a result, Wacker's sales are less sensitive to the
business conditions of individual customers. The expansion of strategic alliances
and Wacker's internationalization had a sustained positive impact on group sales.
Wacker's uniqueness in combining light and compact equipment under one roof
further increased sales and made them less cyclical in times of economic down-
turn compared to more specialized competitors.

The sales forecast is based on a top-down approach, taking into account devel-
opments in the respective regional markets, Wacker's market share and pricing
power in the respective region (see Figure 22). In order to verify the reliability of
the forecasting approach, historical data was examined on the basis of the report-
ed figures. The sales forecast is currency-neutral as we do not forecast currency

movements.

Europe:

Europe is Wacker's core market and accounts for over 70% of total sales. Over
the past five years, sales have increased despite economic downturns in construc-
tion in FY-15 and FY-16 with a CAGR of 8.6% driven by a successful cross-selling
approach and Wacker's diversification into other industries such as agriculture®,
gardening and landscaping outside the cyclical construction sector. The strategi-
cally positioned rental business in the DACH region and Wacker's dense sales
and service network as well as its brand awareness and R&D expertise amplified

Wacker's pricing power and had a positive impact on sales.

8 This negative development was driven by sharp declines in Americas sales (see Americas section for details)

9 Accounting for 15% of revenues
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The sales forecast for Europe was performed on a weighted basis to account for
the different market developments prevailing on the agricultural and construction
markets. The revenue contribution of the agricultural sector amounts to 15% and
has been forecast at an aggregated European level, as it is less influenced by na-
tional factors and is governed at European scale in many aspects. Since many of

Wacker's agricultural customers are dairy farmers or cattle breeders, the devel-
Figure 23: Milk Prices ] ) ] o )
opment of raw milk and livestock prices was used as an indicator for forecasting
360 30%

the agricultural market.'® The high correlation between the prices for agricultural
350 5%

| | | | a0 products and the resulting increasing demand for agricultural machinery is reflect-

g

5 ed in the development of the business climate index for the agricultural machinery

3

@®
o

o Industry’. The growth of the construction industry was projected at country level

3

N
o

s in order to take sufficient account of country-specific economic conditions and

3

o

o» demand. Subsequently, the consolidated growth rate was calculated on the basis

300 s%  of the weighted estimated sales contribution to Wacker's European sales from the

2017 2018 20 19E 20 20E 20 21E 20 22E 20 23E
individual countries.

m— \Milt price/t Change

Milk and cattle prices are expected to remain fairly stable over the forecast period

Source: European Commission,
EU Agricultural Outlook 2019

and to move less intensively than in the last five years (growth fluctuations be-
tween -5.7% and 14.3%) (see Figure 24 & 25). However, a slightly negative
growth of around -0.4% is expected FY-19 to FY-23 before a stable increase of on
average 1% is expected for the FY-24 to FY-28. The construction market shows
quite stable, but only low growth opportunities of on average 1.4% for the forecast

eriod. In particular, the slowdown in economic expansion and the stagnatin
Figure 24: Cattle Prices P P P 9 9

. construction market in Wacker's key markets, the DACH region, which is showing
3900 2%

w» Negative or weak growth, will keep growth prospects at a lower level. However,

‘ i 2% Wacker's continued expansion in the UK is having a positive impact on sales

3800

3700

% growth, as the UK market is expected to grow steadily from 0.2% by 2018 to 3.4%

3600 0%

in 2028 despite Brexit uncertainties.'? Additionally, average annual growth of more

1%
300 I ., than 3% is expected in the European infrastructure sector, from which Wacker

3400 I 3 benefits thanks to its machinery, which is suitable for infrastructure projects in

3300 -4% densely populated areas.

2017 2018 20 19E2020E 20 21E 20 22E2023E
In view of the continuing expansion of market share in the UK and France, rising

mm— Catle price/t Change

demand for Wacker's zero-emission lines and rental business, and the Group's

Source: European Commission,
EU Agricultural Outlook 2019

strong sales and service network, the Group's market share is expected to rise
from 6.1% in 2013 to 6.5% by FY-20 and to remain at this level.' The increase in
market share in the UK is being driven by the country's huge infrastructure and

housing deficit after decades of underinvestment, forcing the British government to

0 Based on estimates of the EU Agricultural Outlook 2019 of the European Commission forecast of milk and cattle prices for 2019-2030 using a recursive-
dynamic partial stochastic analysis tool

1 Observes the development of agricultural prices and published by CEMA in 2018

12 87th EUROCONSTRUCT Conference 2019 & GDP Outlook European Union

13 87th EUROCONSTRUCT Conference 2019

4 Historical market share growth figures based on approximate figures provided during a call with Wacker’s Investor Relations.
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spend $6.2 trillion over the next 15 years to build 3.3 million new homes to meet
the needs of a growing population.'® The gain in market share in France will be
driven by a 5.7%’® increase in the rental business and short-term demand for in-
frastructure machines through the Grand Paris Express project which will likely be
captured by larger players and not smaller suppliers'’. Wacker's zero-emissions
line is also driving market share growth. This is due to increased demand for sus-
tainable machinery as a result of the new EU Stage V emissions standard and
Wacker's strong positioning, brand awareness and innovative strength in this field
in the European market. From FY20 onwards, market share is expected to remain

stable as short-term demand from France is likely to be saturated, the unclear

Figure 25: Sales Europe Brexit outcome could reduce future demand in the UK from non-British producers
2000 1% and the higher market shares from emissions-neutral machines are expected to
1800
1600 2% be offset by an expected decline in congruent traditional machines.

400

200 2 On a consolidated basis, after stronger years of growth, driven by infrastructure

Eg ‘ "% Since Wacker enjoys a high level of brand awareness in its core region, stands for
8%
1000 . ' o high-quality machinery and services, and strong R&D capacities, it possesses
800 °
600 |‘ I I I w, Pricing power that has a positive impact on growth.
b !! ! ! ! ! ! . %% and residential construction projects and demand for zero-emission equipment, in
SRSRRIRKSR FY-19 (7.4%) and FY-20 (4.7%), this leads to a stable growth forecast of around

—Sales (MEUR) % Gowh 2.5%, which is also the final growth rate for the European region (see Figure 25).

Source: Company Reports 2012-2018, Analysts Estimates

Americas:

Americas comprises North America (mainly USA) and South America and ac-
counts for 23% of Group sales. Sales grew quite steadily with a CAGR of 6% from
FY-13 to FY-18. Only in 2016 did sales decline by -16.2% yoy due to a decrease
in oil and gas demand in the USA and Canada, quality problems at suppliers and
uncertainties in South America. Historically, Wacker was already a serious player
in the US light equipment industry but was still sub-scaled in terms of market
share and dealer representation for its compact equipment range. In 2016, the
Group succeeded in gaining market share in the compact equipment market by re-
locating the production of skid-steer loaders from Austria to the USA™®. The suc-
cess of this initiative was immediately visible in 2017 with a sales increase of
+23% yoy.

The construction market in North and Latin America are expected to grow sub-
stantially with an average short-term growth rate of 6.8% for FY-19 to FY-23 and a
long-term growth rate of 2.8% for FY-24 to FY-28, reflecting the region's large

catch-up potential. The US housing market is still 20% below pre-crisis levels, alt-

5 Oxford Economics, Global Construction 2030 — A global forecast for the construction industry to 2030
6 CECE Annual Economic Report 2019

17 Automated transit network, is the new metro of the Capital Region

8 North America accounts for 70% of the global skid-steer loader market
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hough the economy and GDP returned to pre-crisis levels in 2011."° Residential
construction output is still down 35% and is still below 50% of pre-crisis peak lev-
els. Double-digit growth rates are expected for residential construction in the short
term. In the longer term, the US housing market is expected to become the fourth
most important housing market in the world by 2030, mainly due to the recovery in
Florida and California, which has reached less than half of the pre-crisis level of
2006.2° In addition, the New York metropolitan area will show the strongest con-
struction growth of all major US cities, partly due to the enormous task of modern-
izing the infrastructure. In total, the USA is expected to spend a cumulative USD
30.0 trillion on construction by 2030.%!
In Latin America, higher population growth and economic recovery are contrib-
uting to market growth in Latin America, with Brazil, Colombia, Chile and Peru in
particular. Overall, the population of Latin America is expected to grow by 9% until
FY-28.22 The economic recovery is also being driven by a stabilization of political
turbulences, which can be measured by the development of the BMI Country Risk
Figure 26: Sales Americas Reward Index. This indicates that higher expected values for the main growth driv-
800 %% ing countries are reflected in business-friendly policies that provide strong access

700 20%

600 150, 1O private investment and large infrastructure investments, which fosters market
500 0% growth.

400

50/0 . . g . . .
o Combined with Wacker's strong position in the US light equipment market, re-
300 0y . . . g . .
00 |‘ | ’ | ‘ % structuring measures to improve its position in the U.S. compact equipment mar-
-10%
W oWl
SIARIILELRA
SRQKRKKRKRKR

(=4

100 5% ket, and efforts to further expand its dealer network, Wacker's market share is ex-

o

2% pected to grow by 5% from FY-20 to FY-23 and to remain at a constant 1.7% level

232222

from that point. 2 We consider these gains in market share to be justified because

I Sales (MEUR) % Growth

the newly expanded dealer network allows the Group to reach more customers
So1Ee Compey b IEOTS At eimaes who prefer "one-stop shop” solutions, further expands the compact equipment
business, which has so far been less strongly represented locally, and strengthens
its position in the light equipment segment due to its high-quality and lower com-
petitive pressure compared to the compact equipment segment.

In view of the lower competition in the light equipment segment, we expect
Wacker's high product quality, R&D expertise and strategic positioning to allow for
pricing power. This corresponds to additional growth of 1 %, which is generated in
addition to the organic growth based on market growth and market share gains.
On a consolidated basis, this translates into strong short-term growth of 9% for
FY-19 to FY-23 and a long-term growth rate of approximately 4% for FY-24 to FY-
28 and a terminal growth rate of 3.5% (see Figure 26).

9 Oxford Economics, Global Construction 2030 — A global forecast for the construction industry to 2030

20 Oxford Economics, Global Construction 2030 — A global forecast for the construction industry to 2030

21 Oxford Economics, Global Construction 2030 — A global forecast for the construction industry to 2030

22 Economic Commission for Latin America and the Caribbean, Population estimates and projections updates for the Latin America and the Caribbean
countries, 2019

23 Historical market share growth figures based on approximate figures provided during a call with Wacker’s Investor Relations.
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Asian Pacific:

At 3.5%, the Asia-Pacific region made only a small contribution to group sales.
However, after a transition year in FY-17 that led to a decline in sales, the region
showed a strong sales growth performance of 28.3% in FY-18. The transition was
in line with the expansion plans for the Chinese market announced in the group's
Strategy 2022, which were accelerated with the opening of Wacker's first own
plant in China, where the production of mini-excavators for the Chinese market al-
ready commenced.

The Asia-Pacific region comprises mainly China and, to a lesser extent, New Zea-
land and Australia, so that the forecast is based on the following growth data for
construction output. Even though growth in China is not as rapid as in previous
years, it is still more dynamic than in Europe or the US and represents a growth
opportunity for Wacker. The growth of the Chinese construction market is driven in
particular by government investment in rail, road and other infrastructure, which by
2030 will amount to USD 119 billion for rail investments and USD 268 billion for
road and water transport projects.?* In Australia and New Zealand, growth in con-
struction output is also driven by government investment in transport infrastruc-
ture, which is expected to reach USD 58.9 billion by 2027-2028.25 In addition, an
increasing number of commercial and industrial projects, which are expected to
grow at around 4% annually over the forecast period, are also contributing to
growth.?® In summary, this corresponds to a stable market growth rate of on aver-
age 4% for the forecast period (see Figure 27).

Following the relocation of the production facility to China and through strategic al-
liances such as with John Deere, Wacker's market share is expected to grow by
almost 40% over the next four years and remain stable thereafter.?” Wacker's al-
ready low pricing power is expected to gradually decline over the forecast period
due to increasing price pressure. Overall, this leads to strong short-term growth of
15% for FY-19 to FY-23 and a long-term growth rate of around 5% for FY-24 to
FY-28 and the highest terminal growth rate of 4.4%. Although the Asia-Pacific re-
gion will achieve the highest growth rate of all regions, which is mainly attributable
to the Chinese market, contribution to group sales will remain with 5% low in the
short- to mid-term.

Costs:
In contrast to sales, costs are not broken down for the three different segments
but reported on a consolidated basis. As of 2019, Wacker produces at seven

different facilities: three in Germany, one in Austria, one in Serbia, one in USA and

24 Off-Highway Research - Global Construction Equipment Markets 2019

25 GlobalData Australia’s construction industry set to regain growth momentum from 2020

26 Comment Australian Constructors Association (ACA) Executive Director Lindsay Le Compte

27 Historical market share growth figures based on approximate figures provided during a call with Wacker’s Investor Relations.
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one in China. During 2018, the company has merged one smaller plant in USA
with the remaining large facility in Milwaukee and did the same in Asia, where the
facility in Manila was closed and the production shifted to Pinghu, China. Another
plant in Brazil which was only opened in 2016 was closed in 2019. The plant was
supposed to assemble parts for the Southern American market but the
management decided quickly to back out because they did not see a path to
profitability. Goal of these actions is to streamline the production process and fight
deteriorating gross profit margins. The gross profit margin decreased gradually

i : f | .
Figure 28: Cost of Goods Sold since FY-13 from 30.4% to 27.8% in FY-18 (Figure 28). There are multiple

o0 ‘j;’j reasons for that development. Firstly, the product mix has shifted over the years in
2000 8% favor of compact machinery which accounted for 53.4% of sales in FY-18 versus
1500 I :Zj only 44.2% in FY-13. The compact equipment has a lower gross margin compared
1000 I I | | | | | ;ij with light equipment and the service business. As the compact machinery still
0 ‘ I I I I ‘ | | | ‘ ‘ | Z’j shows more dynamic growth, this trend will continue for the foreseeable future and
| | I | 7% will likely put pressure on the gross margin. Secondly, for the last four years ramp-

’ o g ce-eyuuyyELLLY o up or ramp-down costs were always present. From 2015 they started to shift

production of their skeed steers to the US, in 2016 they opened the Brazilian plant

T eese e and 2017/18 they merged plants in the USA and in Asia and then they closed the
S Company epere SOTE Ay Eeimates Brazilian plant. We believe that the current setup can support the dynamic growth
until 2025 when we estimate new investments will be needed to increase capacity.
Thirdly, poor WC management has contributed to a weaker gross margin. While
setting the future goal at 30% of sales, historic levels hovered around 40% of
sales. For the future, we do not expect management to be able to reduce WC
materially (38.8% in FY-25e). This weighs on gross margins as excess inventory
needs to be sold on discounts. Lastly, fluctuations in raw materials can have
impact on costs of sales in given periods. Metals prices for example increased in
2016/17 and the beginning of 2018. Wacker and other construction equipment
manufacturers were not able to pass those additional costs fully on to customers,
therefore it affected the gross margin of the companies. Going forward, we took
guidance in futures prices for forecasting raw material cost inflation. The first nine
months of 2019 showed that the gross margin remained weak and even dropped
to 25.9%. As the pressure, most prominent the shift towards compact equipment,
remains present for the upcoming years we do not expect the gross margin to
bounce back towards 30%. As we look at competitors and comparables, we see a
similar trend towards lower gross margins which indicates that Wacker's
development was not simply idiosyncratic and reverseble. However, as some of
the pain from restructuring and ramp-up fades, we expect that Wacker can
recover 50bps of gross margin which comprises nearly only the saved costs in the
Pinghu plant. As argued before, economies of scale are hard to achieve due to

small batch sizes.
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Compared to cost of sales, management was able to keep sales, general and
administrative (SG&A) costs under control (Figure 29). From FY-13 to FY-18
SG&A expenses decreased from 20.2% of revenue to 17.1% of revenue. This is a
impressing achievement, given that the company grew strongly outside of Europe
where the dealer and service network is already established and scaled up.
However, it needs to be noted that especially for the expansion in the US, many
sales related expenses where capitalized on the balance sheet. Only in FY-18,
those US sales related assets increased by EUR 30.0 m to EUR 60.2 m. The EUR
30 m represent 1.8% of sales that have a cost-like character. With the Strategy
2022 which aims at pushing sales above EUR 2 bn and strong growth in Asia and
the US, we expect that selling expenses will reflect the increased effort and go up
to 13.5% from currently 12.7%. These numbers reflect some of Wacker's sales-
Figure 29: Development related assets going back to the income statement. One example are volume-

o ting E - . .
perating Expenses based bonuses to US dealers that were paid in advance in order to motivate them

550
508 to include Wacker Neuson products in their stores. These made up c55 bps of
45
400 revenue in 2018 and will become permanent expenses in the future when those
350
300 dealers will generate actual revenues. General administrative scaled down a little
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bit as percentage of sales over the previous years but higher sales efforts in less
developed regions for the company will put that trend on hold until FY-22. The

reason is that Wacker will build up overhead positions in North America and Asia

2019E

2020E

2021E
2022F
2023E
2024E
2025E
2026E
2027E
2028E I

in line with its expansion strategy which have been primarily in Germany
_ - historically. Therefore, we expect that administrative costs grow in line with sales
BSales and Services (MEUR)®R&D (MEUR) ® Administrative (m EUR)

for the next 3 years. This means increasing administrative staff from 548 in 2018
to c700 in 2024 which is an extrapolation of the 2018 run-rate of 23 added

employees. After that build-up period, we will see scale effects return with a

Source: Company Reports 2012-2018, Analysts Estimates

decline in percentage of sales of c10 bps per year.

R&D expenses are fairly stable over time, slightly over 2%. As regulation is
expected to develop further, we expect it to be a challenge for global OEMs. This
is especially true because global harmonization is not becoming more likely in the
current economic and political environment. Automotive is an industry which has
seen similar trends over the last years. Looking at OEMs Volkswagen, BMW and
Daimler which are located in Germany like Wacker, we saw an average increase
of 20% in percent of sales between 2013 and 2018. We think construction
equipment manufacturers have comparable challenges ahead that require higher
research and development spendings. We expect them to grow to 2.6% of sales in
FY-24, which is around 25% above FY-18 levels.

Profits and a Look into History Books:
Operating profit has been bumpy in the last years which is explained by the drop

in gross margin in FY-15 and the decrease in sales in FY-16. Nonetheless,
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operating profit showed a CAGR of 9.1% from FY-13 to FY-18. Wacker's margin
peak within the last 5 years was achieved in FY-14 where the company was able
to post a 9.6% operating profit margin (see Figure 30). In FY-16, when revenues
fell 1% on the company level, Wacker's margin decreased to 6.4%. For FY-19, we

expect operating profits to come in at EUR 140 m at a margin of 7.5% which is

Figure 30: Sales and Profit well below the 8.9% margin in FY-18. Reason for that is the gross margin that
2750 Margin Growth 1% comes in 210 bps lower which is only mitigated by improvements in SG&A of 50
i:g ggf bps. Following the trends described in the costs part (section above), we do not
e o think that Wacker will be able to go back to historic profitability levels of above 8%.

18% . . . . . . . .
15% Our long-term forecast for the operating profit margin is 6.6% which is more in line
13%

;‘}/ with Wacker’s closest competitor Manitou from France than with its own historic
%

¥ values.

0%

As pointed out earlier, management claims that Wacker’s business is not cyclical

2021E I B B
2022 mmm— N S

2023E .
2024E
2025E I
2026E nmm——
2027E

L
Q
N
&

which is surprising on the first look as it operates in the broad world of

— Sales (M EUR)

Operaing Frftma gins EBTDA margin construction which is highly cyclical. Although the profile of Wacker has changed

Gross margin %

Source: Company Reports 2012-2018, Analysts Estimates over the years, with less exposure to Oil & Gas and a higher share of rental
companies as buyers of the products, we take a look at the company’s
performance during the Big Recession in 2008/9 (Figure 31). In FY-08, sales
decreased by 10.8% but operating profit margin remained resilient and
comfortably positive with 6.7%. However, in FY-09, when sales fell another 31.4%,
operating profit turned negative and Wacker lost EUR 113.1 m. While regular
economic cycles should be materially less severe than the downturn seen in 2008,
Figure 31: Sales and Profit - we do not see Wacker completely ignoring cyclicality. Going forward, we do not

Financial Crisis model for a 2008/9 like crisis. However, a comparable scenario would have
1200 serious impact on Wacker’s clients and eventually on the business.

1000 Although Wacker discloses information on operating margins on a regional level,

800 they do not give more information on line items for the segments. Americas and

600 Asia-Pacific have not been able to generate a positive operating profit since 2015.

400 In 2018, Americas lost EUR 8.7 m on sales of EUR 397.8 m and Asia-Pacific EUR

200 5.0 m with sales of EUR 59.8 m. As discussed above, both segments had to deal

0 with restructuring charges and ramp-up/closing costs for the last years. In the after
2007 2008 2010 2011

-200 crisis years of 2011/12, operating margins have been equally strong in those

= salesinmEWR  =====OparaingproftinmER  regions as in Europe. Turning those segments around and bring them back to pre-
Souree: Gompany Repers 20072011 2015 levels has tremendous potential for Wacker. However, in recent years
management has not met their own goals on increasing profitabilty. For 2019
there has not been an explicit guidance for the Americas business but the
management admitted in the Q3 press release that profitability improvements
have not been realized within the anticipated timeframe. Unfortunately, specific
information on the segment’s income statement is not available and does not

allow for robust forecasting. We expect the Americas business to break-even on
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EBIT level in 2019 with just positive earnings. For the following years, Wacker
should be able to increase EBIT slowly as costs for restructuring decrease. While
the market in the US is comparable to Europe by size and demands, we do not
believe that Wacker will be able to widen margins to European levels as local
competition is fierce. For Asia, the break-even on EBIT levels need to wait until
2021. While in 2017 and 2018 restructuring charges weighed on profits, 2019 is
characterized by strong price pressure, especially in China. As Asia is part of the
medium and long-term growth story, we expect management to accept several
more years of unprofitable growth in the region. However, we believe that Asia
eventually will become profitable as the European competition shows that it is
possible to operate proftably in the region. Nevertheless, even in the medium and
long-term Wacker will still lack size and scale and will not be able to bring margins

up to European or America levels.

Free Cash Flow - Working Capital & Capex:
FCF is mainly driven by the development of WC and capex, with the result that the
Figure 32: FCF Development (MEUR) ) ) i L ) o ]
increase in WC in particular had a significant impact on the historical FCF figures.
After a decline in FCF from FY-13 to FY-15, FCF peaked in 2017 at EUR 101m,
I I I I | but then fell sharply in FY-18 by -145% yoy due to disproportionately high WC and
A Thill

higher capex. A further decline in FCF to -169.1 m (-268% yoy) is expected for

100

N o
a o

0
-2 I FY-19, as WC has further deteriorated due to an increase of 211 m yoy due to
-50
-75
-100
-125
-150
-175

extremely high inventory levels. Starting in FY-20, FCF is expected to gradually
improve due to the only moderate increase in capex and a continuous progressive
improvement in WC levels mainly due to reduced inventory levels resulting from
short-term production cuts and the initial sale of machines meeting the EU Stage
V emission standard®, so that a stabilization of around EUR 70 million is expected

Source: Company Reports 2012-2018, Analysts Estimates

for the forecast period (see Figure 32).

Working Capital:

Historically, Wacker's WC averaged 39% of sales, which is quite high compared to
the industry average of around 10%2°. The reasons for these high WC numbers
are Wacker's own sales and dealer network, inefficiencies in the internal supply
chain, its complex plant network, supra-regional production and the provision of
longer payment periods for customers. High WC requirements were mainly
caused by Wacker's exceptionally high inventories, which averaged 32% of sales
and 81% of WC. Finished goods accounted for the lion's share of inventories,
which peaked in 2016 at 77% of total inventories. In 2017, the group's
management formulated a medium-term target for WC as part of its strategic

roadmap "Strategy 2022", namely to bring net WC below 30% of sales.

28 Entry into force in 2020
29 NYU Stern, 2019. Key working capital numbers as a percent of sales — Construction Supplies Average Non-cash WC/Sales (Wacker’'s Non-Cash
WC/Sales amounts to 37%

PAGE 20/32



“WACKER NEUSON SE” COMPANY REPORT N o VA
—

NOVA SCHOOL OF
RIISINFSS R FCONOMICS

Nevertheless, WC in relation to sales rose again in FY-18 from 34.4% to 37.8%

(see Figure 33). The increase is due to several factors, including a higher number

of finished and unfinished machinery due to supply chain bottlenecks leading to

Figure 33: WC as % of Sales production processes and delivery delays, a more conservative inventory strategy
500% for raw materials and a significant increase in trade receivables due to the

450% continued strategic expansion of the group's dealer network in North America. To

zzz; comply with the new EU Stage V emissions standard for construction machinery,
300% the Group has also made targeted efforts to increase its pre-sales engine
zzz; inventories to the many different product parts and model variants it will require in
15.0% the future.

100% WC is forecasted on the basis of the respective development of the relevant

5.0%
indivual current assets and liabilities. Individual current assets and liabilities®®

0.0%
were forecast on the basis of various WC key figures such as Days Sales
Source: Gompany Reports 2012-2013, Analysts Estimates Outstanding (DSO), Days of Inventory Outstanding (DIO) and Days Payables
Outstanding (DPO), which were compiled by the analysts by comparing the
targets defined by Wacker and the probability of achieving them, an examination
of historical values and anticipated group-specific future developments.

Even though the group launched numerous initiatives in FY-18 to achieve a
sustained reduction in net WC in relation to sales, such as a project to integrate
the sales companies into a uniform IT platform and to include WC reduction in the
incentive program for top management, net WC management does not yet appear
to be under control. The WC cycle is still rising (see Figure 34). Based on the
group figures published to date and our estimates, a further significant increase in
WC of EUR 211m (+32% yoy) is expected for FY-19, which is expected to peak at
Figure 34: Working Capital Cycle  5round 46% of sales and a WC cycle of 206 days. The increase was again mainly

(in days)
25 due to high inventory levels (+16.5% yoy) caused by a still overly conservative

200 inventory policy, an overreaction to the high demand in 2018 which could not be

° g TIRETT satisfied, and inadequate supply management, resulting in bottlenecks which
delayed the production process. In addition, an increase in trade receivables
+31% yoy), still triggered by the expansion of the dealer network in North
America and the related financing solutions as well as the reduction in trade
payables (-21% yoy) are leading to an increase in working capital. Since the group

0 plans to reduce production at several production sites, an approach that has been

rejected in the past, inventories are expected to stabilize from FY-20 onwards,
Source: Company Reporls 20122018, Analysts Estimates which is reflected in a decrease in DIO from 173 in FY-19 to 165 in FY-20. This
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stabilisation will continue to benefit from the start of sales of emission-compliant
EU Stage V machines from the end of the FY-20 reducing DIO to a level around

163. For the coming years, however, we do not believe that the WC ratio of < 30%

30 Current assets: Cash and cash equivalents, Inventory, Advance payments, Trade receivables; Current Liabilities: Advance payments received, Other
accruals/deferrals, Liabilities to customers, Other current liabilities, Sales tax liabilities, Trade payables
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targeted by management will be achievable by FY-22 and estimate the level at
39%.

Capex:

Capex increased historically with a CAGR of 12% from FY-13 to FY-18 (Figure
35). The increase is mainly due to higher net investments in rental equipment due
to the expansion of the rental fleet in Europe and higher investments in property,

Figure 35: Capex Development plant and equipment resulting from the implementation of restructuring and

180 120% €Xxpansion measures in production and distribution facilities due to the group's

:ig Egj new strategic objectives. In years without much capex we have seen baseline

120 so%o maintenance expenditures of ca EUR 50m. In addition to that, Wacker has
1‘;(‘)’ ' izi expanded its rental fleet since 2015 which comprises the rest of capex.

o gl 2% For 2020 and the following years we do not see capex increasing materially.

;Z i I h I | | | I OZ‘;% Wacker will focus on driving utilization higher in the existing plants before opening

0 h I I I <40% new ones. Especially, the bad experiences in Brazil will prevent management from

§ § :5: § § g § é § § § § § % § § being too generous with capital allocation. The rental fleet will see further growth

SRRRR|RKRRSR
s CAPEX % Growth in investments as the company plans to expand this business line. This will cause
Source: Company Report 2012-2018, Analysts Estimates capex to stabilize on higher level but also elevates depreciation as the rental

equipment has shorter time horizons (3-5 years) than machinery (7-10 years).
Eventually, in the last years of the planning period, we expect to see capex
increase again as the recently build or renovated plants will have more need for

maintenance capex by then.

Valuation

Our valuation is based on two approaches that are equally weighted in order to ar-
rive at a price target for Wacker Neuson SE. Firstly, we look at a Discounted Cash
Flow model that implies a fair value of EUR 20.9 per share. Secondly, we com-
pare Wacker with a peer group of construction equipment companies and compa-
nies that have a similar profile as machinery manufacturers. The relative valuation
is based on a blended price target on Price/Earnings and Enterprise Val-
ue/EBITDA on 2020 estimates that sets a target price of EUR 17.6 per share. Av-
eraging both target prices yields a target of 19.25, implying upside of 11.3% from

current levels.

Discounted Cash Flow Model

Our Discounted Cash Flow model is a two-stage model with an explicit planning
period until 2028. From then on, we expect the company to be in a steady state.
We estimate a terminal growth rate of 2.9% for Wacker’s core business. We fore-
cast the business to be stable from 2027 on when the steady state is reached.
The growth rate is a blended rate of Wacker’s three regions. Europe contributes

a rate of 2.5% to the mix, which reflects a long-term real GDP expectation of
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1.5% for the European Union (EU)*' and an inflation forecast of approximately
1.0%. We attach a 3.5% terminal growth rate for the Americas business which re-
flects higher potential growth, especially in the dominant country of the region,
USA. The smallest region by revenue, Asia-Pacific, is expected to be the most
dynamic in the long term. Based on a blended GDP growth rate for China and
Oceania®?, we arrive at a 4.4% long-term growth rate for the region. For the
WACC calculation, we used a blended risk-free rate of different regions in line
with Wacker’s revenue split. As we have seen in October 2019, risk free rates
can change quickly and with that would materially change fair value, we adopted
a method that allows for a steadier rate. We used a 5-year average of risk-free
rates which is less sensitive to short term volatility in rates. For the equity risk
premium (ERM), we used Prof. Damodaran’s®® estimate of an implied ERM that
is currently at 5.20% for Germany where most of Wacker’s shareholders are lo-
cated. For Cost of Debt, we used the average of four approaches to arrive at a
robust rate for Wacker. We took the interest rate on a recently emitted
Schuldschein (7y, 0.95%) into account as well as default spreads based on a
Bundesbank rating of Wacker as the company is not rated by one of the major
rating agencies. Additionally, we estimated an artificial rating based on the inter-
est coverage ratio and we looked on ratings and credit spreads for comparable
companies. Putting all inputs together, we estimate a long-term cost of debt of
2.31% for Wacker. As Wacker’s share price development was mostly driven by
idiosyncratic news and not by overall market development (especially the sharp
decline in H1 2018), we decided to use a Beta of comparable companies to esti-
mate the forward-looking sensitivity to market movements. The set of comparable
companies is the same as in our relative valuation (Table 2). Wacker has some
items on the balance sheet that are considered not relevant to running the busi-
ness which are excluded from future cash-flows and accounted for at book value.
This includes former offices that are rented out now and pension obligations that
are partially unfunded. Additionally, there are tax assets and liabilities that were
accrued in the past and are taken into account with their book values as they
nearly cancel each other out.

All other key assumptions and results are shown in the following tables:

Table 1: DCF inputs & outputs

Model Outputs 2019E 2020E 2021E Key Assumptions
NOPAT s £ o Terminal growth 2.90%
Op. Margin 7.5% 7.5% 7.6% Terminal Op. Margin 6.58%
Depreciation & Amortization 93 101 105 Terminal RONIC 5.63%
A working capital -211 7 -15 Risk-free rate 0.96%
Capex -149 -149 -134 Beta 1.18
Unlevered Free Cash Flow -169 63 66 Equity risk premium 5.20%
ROIC 6.0% 6.2% 6.3% Cost of Debt 2.31%
WACC 5.30%

3" IMF Data, assessed on 19.12.2019, https://www.imf.org/external/datamapper/NGDP_RPCH@WEO/EU/EURO/EUQ
32 |MF Data, assessed on 19.12.2019, https://www.imf.org/external/datamapper/NGDP_RPCH@WEO/EU/EURO/EUQ/APQ
33 Prof. Damodaran from NYU Stern is one of the leading researchers in corporate finance and cost of capital.
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Continuing Value Formula

Sum of PVs 398 Sensitivity Analysis

Continuing Value 1681 WACC

Core Business Value 2079 4,3% 4,8% 5,3% 5.8% 6,3%
+ Non-Core (Book) 16,2 _ 2,4% 356 26,3 203 16,0 12,8
Enterprise Value 2063 E 2,6% 38,1 27,3 206 16,0 12,6
-Net Debt 595 g 2,9% 415 28,5 20,9 16,0 12,4
Equity Value 1468 3,1% 46,3 30,1 214 15,9 12,2
# Outstanding Shares 70,14 34% _ 322 21,9 15,8 11,9
Value per Share 20,9

The sensitivity analysis in Table 1 shows how sensitive the value of Wacker is to
changes in WACC. Main reason for that is the terminal return on newly invested
capital which is fairly close to the WACC. Therefore, growth can only add value as
long as WACC remains below 5.63%. Deviating estimates of long-term growth
rates have at current levels only little influence on valuation which means that
Wacker is even an interesting pick for investors with doubts about long-term GDP
potential. Especially, because lower than now expected growth will keep risk-free

interest rates lower for longer.

Relative Valuation

We compare Wacker with a broad peer group in the construction equipment in-
dustry and to other machinery manufacturers. Additionally, we decided to look at
two listed rental businesses from the US as the renting business has become a
more prominent part at Wacker (see Table 2 for an overview on the peer group).
We look at forward multiples for 2020, based on current market and enterprise

values and average analyst estimates for EBITDA and net income.

Table 2: Relative Valuation

Peer Valuation

Market Capitalization in

Company Name Weight e

EV/EBITDA 2019 EV/EBITDA 2020  P/E 2019 P/E 2020

Construction Equipment

Wacker Neuson 1196 77 72 122 11,5
Atlas Copco 6% 3335 69 6,6 10,3 9,6
Caterpillar 6% 6684 16,2 15,5 24,7 236
Haulotte 6% 157 61 6,6 64 7.8
Komatsu 6% 20152 6,6 74 11,8 11,5
Kubota 6% 17125 11,0 10,7 14,8 14,3
Manitou 6% 681 51 5.2 75 73
Oshkosh 6% 4636 73 7,9 11,6 11,1
Terex 6% 1661 6,9 8,0 8,9 10,9
Volvo 6% 27165 6,6 8,2 9,1 12,1
Sandvik AB 6% 18282 10,1 9,9 16,7 15,8
Median 8,0 11,3
Deutz 6% 625 4,2 41 10,1 95
Jungheinrich 6% 2455 74 73 14,7 14,8
KION 6% 5857 63 6,4 13,9 13,9
Palfinger 6% 930 7.3 6,9 12,0 11,2
Deere & Company 6% 49239 13,6 12,6 17,7 15,8

Rental Companies

Cramo 6% 418 48 49 12,1 11,6
Ramirent 6% 1002 6.3 58 126 125
Peer group average 100% 7.8 7,9 12,6 12,6
Median 73 11,6
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EV/EBITDA 2020 P/E 2020

Wacker Neuson SE 261,6 103,66
Fair EV 1920,0

Net debt (cash) 595
Pension provisons 52

Minorities

Fair MV 1272,3 1202,8
# of shares 70,14 70,14
Per Share 18,14 17,15
Weight 50% 50%

Fair Value Share 17,6

Source: Analyst estimates

We note that Wacker trades at a ca. 10% discount to the median valuations of its
peer group. We do not think that the discount to the peers is justified. Even
though, margins are slightly below the average of its peer group, Wacker makes
up with a better growth outlook compared with consensus estimates of peers ex-
tracted from Bloomberg (see Table 3). We believe Wacker should trade in line
with its peers and therefore, see potential for a re-rating of the stock in 2020.
Management can accelerate the re-rating with positive news about the progress
regarding the streamlining of production. News about ongoing restructuring charg-
es in 2020 and continued subpar productivity would probably prevent the stock to

close the gap to the peer group.

Table 3: Outlook Peer Group

Estimates Competitors

Companies Change in Sales EBITDA margin

2019E 2020E 2021E 2018 2019E 2020E
\Wacker Neuson 9.2% 6.8% 4.4% 13.4% 12.5% 12.5%
|Atlas Copco 5,4% 4.2% 4,3% 13,9% 13,7% 14,1%
Caterpillar 1,3% -2,7% 1,3% 26,1% 25,5% 257%
Haulotte 6,5% -3,5% 3,1% 20,7% 19,9% 19,6%
Komatsu 16,0% -1,4% 1,3% 9,2% 8,7% 8,3%
Kubota 10,8% 1,6% 3,5% 15,3% 19,4% 18,1%
Manitou 12,4% -1,4% 1,4% 14,0% 13,4% 13,7%
Sandvik -0,6% 1,8% 1,9% 23,4% 23,1% 23,5%
Deutz 6,6% -3,0% 6,1% 9,7% 9,1% 9,5%
Jungheinrich 5,5% 0,5% 3,5% 15,5% 15,2% 14,8%
Kion 8,1% 1,3% 3,6% 18,8% 19,1% 18,7%
Palfinger 8,3% 1,6% 3,7% 12,2% 13,1% 13,7%
Deere & Co 4.4% 2.9% 34% 13.6% 13.1% 13.8%
|Average 71% 0,2% 3,1% 16,0% 16,1% 16,1%

Source: Bloomberg, Analyst Estimates

Key Investment Risks:

Economic & Geopolitical Risk: Since Wacker's business model is to some ex-
tent subject to short-term cyclical and business-related fluctuations by its end cus-
tomers, a sharp or sustained decline in the overall economic environment in one
or both core regions of Europe and the USA would have a negative impact on
sales and growth prospects. This would negatively impact Wacker's present val-
uation, since a stable increase in sales is an integral mechanism for Wacker's val-
uation, since there is little room for maneuver in reducing costs. The escalation of

trade tensions between the US and China and the EU, as well a stronger slow-
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down in growth in China, would also have a negative impact on the group’s profit
margin. Wacker's expansion efforts would be negatively impacted while the asso-
ciated costs would still have to be borne, resulting in an imbalance negatively im-
pacting Wacker's valuation.

Working Capital: Wacker's net WC further increased from an already substantial
level due to persistently high level of inventories and trade receivables and a de-
cline in trade payables, which the management has not yet been able to control. A
continuous increase in WC would have a negative impact on Wacker's operating
cash flow and could therefore have a significant negative impact on the company's
present value and thus on the current valuation result. For instance, even assum-
ing that WC as a percentage of sales remains at the current FY-19 level of 46%34,
the DCF guidance would be reduced to EUR 18.4.

Regulatory Risk: Stricter emission regulations, such as the EU Stage V standard
for diesel engines, increase the Group's R&D expenditure and depress margins. If
Wacker takes too long to adapt to the new standards, it runs the risk of losing
market share and reputation as an innovator. This would have a negative impact
on sales growth, increase WC due to excessive inventory levels resulting in write-
downs reducing profits.

Raw Material: The dependence on changes in materials and raw materials, in
particular steel, oil, aluminum and copper prices, could lead to an increase in input
costs. As Wacker is unlikely to pass on most of these costs to its customers, this

could increase the pressure on profit margins.

FX Risk: Wacker operates worldwide and is therefore exposed to a variety of cur-
rencies. The main exposure is the EUR/USD exchange rate, whose development
can have a significant impact on the Group' s results. Currency fluctuations are
not forecasted, meaning serve unfavorable developments such as those in 2018,
which reduced sales growth in Americas by 5 %, would have a negative impact on
the translated sales result and increase hedging costs, adversely affecting
Wacker's current valuation.

Ramp-up Difficulties: The expected increase in profitability in the USA could not
be achieved within the planned timeframe due to difficulties with the introduction of
new processes initiated as part of restructuring measures and lower production
output at the same time. These difficulties are expected to ease within the next fi-

nancial year, but if they persist, the valuation result could be adversely affected.

34 Actual level reported by Wacker in the third quarter results

PAGE 26/32



“WACKER NEUSON SE” COMPANY REPORT N o VA

NOVA SCHOOL OF
RIISINFSS R FCONOMICS

Appendix
Financial Statements

Income Statement

Reported Forecasting Period
FY FY FY FY FY FY FY FY FY FY FY

2018 2019E 2020E 2021E 2022E 2023E 2024E 2025E 2026E 2027E 2028E
Core Business
Sales 1706,5 1863,6 1991,0 2078,6 2160,2 2236,7 2316,5 2394,2 2464,8 2535,8 2608,9
yoy change % 11,3% 9,2% 6,8% 4,4% 39% 35% 36% 34% 29% 29% 29%

e i (FEVGIdp i e

Europe 12489 13411 1403,5 1438,1 14731 1509,0 1550,0 1594,5 1634,6 1675,1 1716,6
yoy change % 10,54% 7,38% 4,65% 2,46% 2,43% 2,44% 2,72% 2,87% 2,52% 2,48% 2,48%
Americas 397,8 4458 4974 5411 577,7 607,9 635,6 663,0 687,4 71,6 736,6
yoy change % 1% 12,06% 11,58% 8,78% 6,77% 5,22% 4,57% 4,31% 3,69% 3,52% 3,52%
Asia-Pacific 59,8 76,8 90,2 99,5 109,5 1198 130,9 136,7 142,7 1491 1585,7
yoy change % 28% 28,35% 17,46% 10,38% 10,04% 9,44% 9,20% 4,44% 4,44% 4,44% 4,44%
Cost of Sales -1232,5 -1381,2 -1472,3 -1533,6 -1590,4 -1646,0 -1707,2 -1764,6 -1818,4 -1871,7 -1926,7
Thereof D&A 77,10 934 100,5 104,5 110,6 1139 1204 124,5 130,0 134,7 139,6
Gross Profit 474,0 482,5 518,7 545,0 569,9 590,7 609,3 629,6 646,4 664,0 682,2
Gross margin 27,8% 25,9% 26,1% 26,2% 26,4% 26,4% 26,3% 26,3% 26,2% 26,2% 26,1%
Sales and Services expenses -219,7 -236,7 -256,8 -270,2 -287,3 -302,0 -312,7 -323,2 -332,7 -342,3 -352,2
as % of sales 12,9% 127% 12,9% 13,0% 13,3% 135% 13,5% 135% 13,5% 13,5% 13,5%
Research & development expenses -35,9 -37,3 -41,8 -44,7 -51,8 -53,7 -60,2 -62,2 -64,1 -65,9 -67,8
as % of sales 21% 2,0% 21% 22% 24% 24% 2,6% 2,6% 2,6% 2,6% 2,6%
General administrative expenses -72,8 -74,5 -77,6 -79,0 -84,2 -89,5 -95,0 -93,4 -93,7 -93,8 -96,5
as % of sales 4% 4,0% 39% 38% 39% 4,0% 4,1% 39% 38% 37% 37%
Expenses for pensions 59 6,0 6,0 6,0 6,0 6,0 6,0 6,0 6,0 6,0 6,0
Total Operating Expenses -322,5 -342,5 -370,3 -387,9 -417,4 -439,1 -462,0 -472,9 -484,5 -496,1 -510,6
Other Income 0,3 0,0 0,0 0,0 0,0 0,0 0,0 0,0 0,0 0,0 0,0
Operating Profit before Tax 151,8 140,0 148,4 1571 152,4 151,5 147,3 156,8 161,9 167,9 171,6
Operating Profit Margin 8,9% 7,5% 7,5% 7,6% 71% 6,8% 6,4% 6,5% 6,6% 6,6% 6,6%
Operating Cash Taxes -454 -415 -44,0 -46,6 -453 -45,0 -43,7 -46,5 -48,1 -49,9 -50,9
NOPAT 106,4 98,4 104,3 110,5 107,2 106,6 103,6 110,2 113,8 118,1 120,7

Tax Schedule

Reported Forecas(lng Period

i A

Tax: on Core Operations
Statutory Tax Rate 28,98% 28,98% 28,98% 28,98% 28,98% 28,98% 28,98% 28,98% 28,98% 28,98% 28,98%
Reported Taxes -584
Tax Shield on interest 42 29 31 31 21 17 18 18 24 26 28
Non-Core Taxes -205 -03 -03 -03 -03 -03 -03 -03 -03 -03 -03
Operating Taxes -421 41,0 436 464 450 447 435 463 478 496 50,7
Decrease/Increase in deferred taxes 33 -05 -04 -03 -03 -03 -03 -03 -02 -02 -02
Operating tax rate 29,90% 29,69% 29,69% 29,69% 29,69% 29,69% 29,69% 29,69% 29,69% 29,69% 29,69%
Operating Cash Taxes -454 -41,5 -44,0 -46,6 -453 -45,0 -437 -46,5 -48,1 -49.9 -50,9
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Balance Sheet (Reformulation)
Reported Forecasted Period

FY FY FY FY FY FY FY FY FY FY FY
2018 2019E 2020E 2021E 2022E 2023E 2024E 2025E 2026E 2027E 2028E

Operating Capital

PPE 295 373 393 400 410 408 423 431 444 456 470
% of sales 17,3% 20% 19,75% 19,3% 19,0% 18,3% 18,3% 18,0% 18,0% 18,0% 18,0%
Rental Equipment 149 177 194 208 227 240 255 263 2m 285 294
% of sales 8,8% 9,5% 9,8% 10,0% 10,5% 10,8% 11,0% 11,0% 11,3% 11,3% 11,3%
Goodwill 238 238 238 238 238 238 238 238 238 238 238
Trade Receivables 303 398 398 399 391 398 381 394 405 a7 429
in days 65 78 73 70 66 65 60 60 60 60 60
Intangibles 143,5 163 174 184 194 201 214 221 228 235 4
% of sales 84% 88% 88% 89% 9,0% 9,0% 9.3% 9.3% 9.3% 9,3% 9.3%
Inventory 553 654 665 695 710 735 762 781 797 813 836
indays 164 173 165 165 163 163 163 161 160 159 158
Other non-current sales-related assets 723 116 128 146 162 168 185 192 197 203 209
% of sales 42% 63% 6,5% 7,0% 7,5% 7.5% 80% 8,0% 80% 80% 80%
Sales Tax 125 125 125 125 125 125 12,5 12,5 12,5 12,5 12,5
Cash and cash equivalents 438 23 25 26 65 29 39 48 54 51 52
% of sales 2,6% 1.3% 1.3% 1,3% 30% 1,3% 1.7% 20% 22% 20% 20%
Other Assets 19 21 22 23 24 25 26 27 27 28 29
% of sales 1,1% 1,1% 1,1% 1.1% 1,1% 1,1% 1,1% 1,1% 1,1% 1,1% 1,1%
Total Operating Assets 1838 2185 2261 2341 2444 2471 2546 2618 2692 2751 2823
Trade payables 213 168 185 199 207 214 222 230 236 243 250
in days 63 45 46 47 48 48 47 a7 a7 a7 47
Tax related liabilites a7 a7 47 47 47 47 47 47 47 47 47
% of sales 0,8% 0,8% 0,8% 0,8% 0,8% 0,8% 0,8% 0,8% 0,8% 0,8% 0,8%
Customer liabilities 45 54 58 60 63 65 67 69 K 74 76
% of sales 2,64% 2,90% 2,90% 2,90% 2,90% 2,90% 2,90% 2,90% 2,90% 2,90% 2,90%
Other Liabilities 32 35 38 39 L4l 42 4 45 47 48 50
% of sales 1,9% 1,9% 1,9% 1,9% 1,9% 1,9% 1,9% 1,9% 1.9% 1.9% 1.9%
Other Current Li: 38 4 4 5 5 5 5 5 5 6 6
% of sales 0,2% 0,2% 0,2% 0,2% 0,2% 0,2% 0,2% 0,2% 0,2% 0,2% 0,2%
Total Operating Liabilities 341 309 332 351 362 374 385 397 407 417 428
Core Invested Capital w/ Goodwill 1489 1866 1919 1980 2071 2082 2150 2210 2273 2321 2382
Core Invested Capital w/o Goodwill 1251 1629 1681 1742 1833 1844 1912 1972 2035 2083 2144

Non-Operating Capital

Property held as financial investment 26 26 26 26 26 26 26 26 26 26 26
Deferred tax assets 40 44 47 49 51 53 55 56 58 60 61
% of Sales 24% 24% 24% 24% 24% 24% 24% 24% 24% 24% 24%
Other Assets 19 17 16 16 55 1 5 5 8 8 7
Total Non-Operating Assets 85 88 91 93 135 79 85 86 92 94 95
Deferred tax liabilities 35 38 40 42 44 45 47 49 50 51 53
% of Sales 2,0% 2,0% 2,0% 2,0% 2,0% 2,0% 2,0% 2,0% 2,0% 2,0% 2,0%
Pension Obligations 52 52 52 52 52 52 52 52 52 52 52
Obligations towards employees 7 7 7 7 7 7 7 7 7 7 7
Other liabilities 5 5 5 5 5 5 5 5 5 5 5
Total Non-Operating Liabilities 99 102 105 107 108 110 111 113 114 116 117
Invested Non-core capital -14 -14 -13 -13 26 -30 -26 =27 -23 -22 -22
Total Invested Capital w/ Goodwill 1474 1851 1903 1964 2095 2052 2124 2184 2250 2298 2359
Total Invested Capital w/o Goodwill 1237 1613 1665 1726 1857 1814 1886 1946 2013 2060 2121

Subscribed capital 70 70 70 70 70 70 70 70 70 70 70
Other reserves 587 584 584 584 584 584 584 584 584 584 584
Net profit/loss 564 579 628 681 732 785 835 889 943 1000 1058
Minority interest 0 0 0 0 0 0 0 0 0 0 0
Total Financial Assets 1221 1233 1282 1335 1386 1438 1489 1543 1597 1654 1712
Financial Liabilities 253 618 620 629 708 614 631 637 649 639 642
Borrowing from Banks 3 168 165 170 125 125 118 118 102 90 90
Schuldschein Loans 244 364 364 364 489 389 414 414 439 439 439
Investment in Speedinvest 2 2 2 2 [ [ [ [ 0 [ [
Liabilities from operating leases - 803 85,6 894 90,7 96,2 99,6 1053 1085 111,6 1148
-in % of Sales - 4.3% 4.3% 4.3% 42% 4.3% 4.3% 4,4% 4,4% 4,4% 4,4%
Liabilities from finance leases 4 4 4 4 4 4 4 4 4 4 4
Total Financial Liabilities 2529 618,32 620,31 629,08 708,33 613,78 631,21 636,94 649,05 639,17 642,39
Total Financial Assets 1474 1851 1903 1964 2095 2052 2124 2184 2250 2298 2359
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Statement of changes in equity

Reported Forecasted Period

FY FY FY FY FY FY FY FY FY FY FY
Changes in Equity
Subscribed Capital 70 70 70 70 70 70 70 70 70 70 70
Change 0 0 0 0 0 0 0 0 0 0 0
Capital Reserves 619 619 619 619 619 619 619 619 619 619 619
Change 0 0 [ 0 0 0 0 0 0 0 0
Exchange Differences -12 -12 -12 -12 -12 -12 -12 -12 -12 -12 -12
Change 7 0 0 o 0 0 0 0 0 0 0
Other Neutral Changes -20 -23 -23 -23 -23 -23 -23 -23 -23 -23 -23
Change -2 -4 0 0 0 0 0 0 0 0 0
Other Reserves 587 584 584 584 584 584 584 584 584 584 584
Change 5 -4 0 0 0 0 0 0 0 0 0
Net Profit/Loss 564 579 628 681 732 785 835 889 943 1000 1058
Profit for the year 145 92 98 104 103 103 100 107 109 112 115
Dividends -42 =77 -49 -52 -51 -52 -50 -53 -54 -56 -57
- in % of Profit 0 1 1 1 1 1 1 1 1 1 1
Equity attributable to Shareholder of Parent Company 1221 1233 1282 1335 1386 1438 1489 1543 1597 1654 1712
Minority Interest 0 0 0 0 0 0 0 0 0 0 0
Total Equity 1221 1233 1282 1335 1386 1438 1489 1543 1597 1654 172
Numbers of Shares 70 70 70 70 70 70 70 70 70 70 70

Cash Flows

Reported Forecasted Period

Operating Free Cash Flow

NOPAT 106 98 104 110 107 107 104 110 114 118 121
Depreciation & Amortization 77 93 101 105 111 114 120 125 130 135 140
(CAPEX -111 -149 -149 -135 -150 -132 -162 -148 -163 -162 -168
CF from A Net Working Capital -118 -211 7 -15 -36 12 -9 -31 -26 -15 -28
(Operating Free Cash Flow -46 -169 62 65 31 101 52 56 55 75 65
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Disclosures and Disclaimers
Report Recommendations

Buy Expected total return (including expected capital gains and expected dividend yield)

of more than 10% over a 12-month period.

Hold Expected total return (including expected capital gains and expected dividend yield)
between 0% and 10% over a 12-month period.

Sell Expected negative total return (including expected capital gains and expected divi-

dend yield) over a 12-month period.

This report was prepared by Lisa Preussler, a Master in Finance student of Nova School of Business and
Economics (“Nova SBE”), within the context of the Field Lab — Equity Research.

This report is issued and published exclusively for academic purposes, namely for academic evaluation and
master graduation purposes, within the context of said Field Lab — Equity Research. It is not to be construed
as an offer or a solicitation of an offer to buy or sell any security or financial instrument.

This report was supervised by a Nova SBE faculty member, acting merely in an academic capacity, who re-
vised the valuation methodology and the financial model.

Given the exclusive academic purpose of the reports produced by Nova SBE students, it is Nova SBE under-
standing that Nova SBE, the author, the present report and its publishing, are excluded from the persons and
activities requiring previous registration from local regulatory authorities. As such, Nova SBE, its faculty and
the author of this report have not sought or obtained registration with or certification as financial analyst by
any local regulator, in any jurisdiction. In Portugal, neither the author of this report nor his/her academic su-
pervisor is registered with or qualified under ComMISSAO DO MERCADO DE VALORES MOBILIARIOS (“CMVM”, the
Portuguese Securities Market Authority) as a financial analyst. No approval for publication or distribution of
this report was required and/or obtained from any local authority, given the exclusive academic nature of the
report.

The additional disclaimers also apply:

USA: Pursuant to Section 202 (a) (11) of the Investment Advisers Act of 1940, neither Nova SBE nor the
author of this report are to be qualified as an investment adviser and, thus, registration with the Securities and
Exchange Commission (“SEC”, United States of America’s securities market authority) is not necessary. Nei-
ther the author nor Nova SBE receive any compensation of any kind for the preparation of the reports.
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Germany: Pursuant to §34c of the WpHG (Wertpapierhandelsgesetz, i.e., the German Securities Trading
Act), this entity is not required to register with or otherwise notify the Bundesanstalt fiir Finanzdienstleistung-
saufsicht (“BaFin”, the German Federal Financial Supervisory Authority). It should be noted that Nova SBE is
a fully-owned state university and there is no relation between the student’s equity reports and any fund rais-

ing programme.

UK: Pursuant to section 22 of the Financial Services and Markets Act 2000 (the “FSMA”), for an activity to be
a regulated activity, it must be carried on “by way of business”. All regulated activities are subject to prior
authorization by the Financial Conduct Authority (“FCA”). However, this report serves an exclusively academ-
ic purpose and, as such, was not prepared by way of business. The author - a Master’s student - is the sole
and exclusive responsible for the information, estimates and forecasts contained herein, and for the opin-
ions expressed, which exclusively reflect his/her own judgment at the date of the report. Nova SBE and its
faculty have no single and formal position in relation to the most appropriate valuation method, estimates or

projections used in the report and may not be held liable by the author’s choice of the latter.

The information contained in this report was compiled by students from public sources believed to be reliable,
but Nova SBE, its faculty, or the students make no representation that it is accurate or complete, and accept
no liability whatsoever for any direct or indirect loss resulting from the use of this report or of its content.

Students are free to choose the target companies of the reports. Therefore, Nova SBE may start covering
and/or suspend the coverage of any listed company, at any time, without prior notice. The students or Nova
SBE are not responsible for updating this report, and the opinions and recommendations expressed herein

may change without further notice.

The target company or security of this report may be simultaneously covered by more than one student. Be-
cause each student is free to choose the valuation method, and make his/her own assumptions and esti-
mates, the resulting projections, price target and recommendations may differ widely, even when referring to
the same security. Moreover, changing market conditions and/or changing subjective opinions may lead to
significantly different valuation results. Other students’ opinions, estimates and recommendations, as well as
the advisor and other faculty members’ opinions may be inconsistent with the views expressed in this report.
Any recipient of this report should understand that statements regarding future prospects and performance

are, by nature, subjective, and may be fallible.

This report does not necessarily mention and/or analyze all possible risks arising from the investment in the
target company and/or security, namely the possible exchange rate risk resulting from the security being de-

nominated in a currency either than the investor’s currency, among many other risks.

The purpose of publishing this report is merely academic and it is not intended for distribution among private
investors. The information and opinions expressed in this report are not intended to be available to any per-
son other than Portuguese natural or legal persons or persons domiciled in Portugal. While preparing this

report, students did not have in consideration the specific investment objectives, financial situation or
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particular needs of any specific person. Investors should seek financial advice regarding the appropriateness

of investing in any security, namely in the security covered by this report.

The author hereby certifies that the views expressed in this report accurately reflect his/her personal opinion
about the target company and its securities. He/ She has not received or been promised any direct or indirect

compensation for expressing the opinions or recommendation included in this report.

[If applicable, it shall be added: “While preparing the report, the author may have performed an internship
(remunerated or not) in [insert the Company’s name]. This Company may have or have had an interest in the
covered company or security” and/ or “A draft of the reports have been shown to the covered company’s offi-
cials (Investors Relations Officer or other), mainly for the purpose of correcting inaccuracies, and later modi-
fied, prior to its publication.”]

The content of each report has been shown or made public to restricted parties prior to its publication in Nova
SBE’s website or in Bloomberg Professional, for academic purposes such as its distribution among faculty

members for students’ academic evaluation.

Nova SBE is a state-owned university, mainly financed by state subsidies, students tuition fees and compa-
nies, through donations, or indirectly by hiring educational programs, among other possibilities. Thus, Nova
SBE may have received compensation from the target company during the last 12 months, related to its fund-
raising programs, or indirectly through the sale of educational, consulting or research services. Nevertheless,
no compensation eventually received by Nova SBE is in any way related to or dependent on the opinions
expressed in this report. The Nova School of Business and Economics does not deal for or otherwise offer

any investment or intermediation services to market counterparties, private or intermediate customers.

This report may not be reproduced, distributed or published, in whole or in part, without the explicit previous
consent of its author, unless when used by Nova SBE for academic purposes only. At any time, Nova SBE
may decide to suspend this report reproduction or distribution without further notice. Neither this document
nor any copy of it may be taken, transmitted or distributed, directly or indirectly, in any country either than
Portugal or to any resident outside this country. The dissemination of this document other than in Portugal or
to Portuguese citizens is therefore prohibited and unlawful.
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Abstract:

The following paper examines the impact of working capital management
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The Impact of Working Capital Management on Wacker Neuson SE’s Performance

As part of this equity research project, Wacker's working capital management (WCM), which
has a decisive negative impact on the Group's free cash flows (FCF) and therefore on the Group’s
shareholder value, will be analysed in more detail. Since our report indicates that this historic
trend will continue in the foreseeable future, Wacker will probably underperform its industry
peers without appropriate adjustments to its WCM. For this reason, after briefly defining WCM
and discussing its relevance for companies, the concept of the Working Capital Cycle! (WCC)
along with key operational metrics will be introduced and a detailed analysis of the impact of

Wacker’s WCM weaknesses is carried out and potential areas for improvement are presented.

In general, WCM is defined as the maintenance of the optimal balance of working capital (WC)
components, consisting of current assets and current liabilities such as receivables, inventories,
payables as well as the use of cash. WC itself is defined as current assets? less current liabilities?.
WCM is highly relevant because it focuses on maintaining a company's sufficient short-term
capital requirements to conduct its day-to-day business effectively and efficiently, thereby
securing and, if properly applied, improving liquidity, risk control capabilities, growth
opportunities and shareholder value (cf. Shin & Soenen, 1998; Raheman & Nasr, 2007).
However, inefficient WCM can have an adverse impact on operational efficiency and short-term
financial stability. Therefore, WCM is essential for all companies, but even of greater importance
for manufacturing companies with their typically large share of assets held in current assets,
complex global supply chains and increasing pressure on margins, so that mismanagement can
easily lead to a below-average return on investment and profitability (PWC, 2018; JP Morgan,
2016). As such, unlocking WC can be pivotal to release operational and financial resources, to
maintain a competitive advantage, to finance investments and thus to achieve higher returns and

growth.

! Also known as Cash Conversion Cycle
2 Expected to be realized in cash, or either sold, or consumed, in the accounting cycle
3 Short-term financial obligations payable within the accounting cycle
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The WCC measures the number of days it takes a firm to convert resource inputs into cash flows

and is calculated as:
WCC = Days inventory outstanding (DI10) + Days sales outstanding (DSO) — Days payables outstanding (DPO)

Every step of the WCC involves costs that can be distinguished between direct and opportunity
costs (Berry & Jarvis 2006). Direct costs are the cost of capital invested in each part of the cycle,
whereas opportunity costs are represented by the potential loss of return that may result from
investments in WC rather than in alternative investment opportunities (ibid). Therefore, it is
important to manage the trade-off of each WCC component in such a way as to minimise the
overall risk of default and thus ensure sufficient liquidity, while avoiding the presence of
excessive WC, which impairs growth (see Figure 1). Based on the individual trade-off decisions,
a company implements a WC policy that defines the optimal WC level, achieving the desired
trade-off between liquidity and profitability to maximize the value of the company (Hill et al.,

2010). This represents a choice between risk and return.

Trade Receivables:
- short-term line of credit to customers -

Trade Payables:
- trade credit terms of a supplier -

Inventory:
- raw material, unfinished and finished goods-
Securing turnover and profit by providing sales credits
to customers

Low inventory levels:
* High ordering costs due to price fluctuations
+ Cost of “stock outs™ (loss of sales, profit and goodwill,

VS. production dislocation)

Default, opportunity and administrative costs (e.g. debt
collection management) due to rising trade receivables

VS,

High inventory levels:

+ Cost of tying up cash * Obsolescence
+ Storage costs + Deterioration

rofitability «  Management costs + Insurance costs

all bills on delivery may increase administrative expenses

Source: Modelled after Amold, 2008, p. 54517
Figure 1: Trade-Off Overview

Adequate metrics for verifying the effectiveness of a company's WCM are the above presented
WCC and the Working Capital to Sales Ratio?.

In order to analyse the effectiveness and efficiency of Wacker's WCM, it is necessary to take a
closer look at relevant company specifics: First, Wacker’s sales approach differs from its
competitors’ approaches since it sells its products in Europe through its own affiliates, sales and
service stations and not through a dealer-only model. Therefore, Wacker has to keep a certain
stock of machinery in order to ensure fast delivery which means that its finished goods
inventories are kept on its own balance sheet, while those of its competitors are mainly shown

in the balance sheets of their dealers. Secondly, Wacker pushed ahead with the strategic

Working Capital

4 Measures the amount of working capital needed per dollar of sale; Formula: Salos
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expansion of its business activities in North America through the use of anchor dealers, whom
the Group supports with customized financing programs, thereby accumulating more WC.
Taking these strategic and operational peculiarities into account, a deeper analysis of the
individual components of Wacker’s WCC? can be carried out.

Inventory: Efficient inventory management is of crucial importance for Wacker, as inventories
absorb the majority of WC (86% in FY-18). Wacker (2018) has invested in inventory
management optimization after the increase in the number of product variants, stricter regulatory
requirements, the introduction of new systems and components, and the internationalization of
procurement, production and spare parts processes increased the complexity of the supply chain.
The optimization efforts included closing and reallocating production facilities to reduce the
fixed cost base while increasing capacity utilization at the remaining plants, improving the
efficiency of the internal supply chain through the elimination of the internal logistics company?®,
and introducing a group-wide ERP system to align necessary production volumes more closely
with actual customer demand. However, some of these efforts did not succeed, causing
inventories and WC to rise further (see Figure 2). Among the main triggers are the too
conservative inventory strategy for raw materials, consumables and supplies, which is partly
attributable to the pending emission regulation, but also an overreaction to the high demand,
which could not be met in the record year 2018. In addition, poor supplier management caused
bottlenecks due to a lack of raw material and component availability in production processes and
increased inventories of unfinished products, thereby leading to uncompleted customer orders.
Finally, there was a poor product and customer mix for new equipment sales, which increased
the level of finished goods. Therefore, it seems to be unrealistic that Wacker will achieve its DIO
target of 125 days without easing its conservative approach, improving the quality of its
inventory mix, making greater efforts to digitize the supply chain management that is still

lagging behind, and increasing transparency and control over or under sourcing and production.

3 Focus on the largest and most relevant WCC components in terms of impact on working capital level.
© Acted as an intermediary between Wacker's production and global sales organizations
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Trade Receivables: Wacker's trade receivables are mainly attributable to longer payment periods
for customers in comparison to competitors, increased business volumes in North America and
the Group's targeted efforts to expand its dealer network in the region by offering financing
solutions. This resulted in a significantly higher level of trade receivables than planned (+16.5%
yoy) and higher administrative costs, which impacted both FCF and profit margins. Although
the Group is committed to increasing its market share in North America, it must control the
amount of its receivables until the realization of profit justifies it, which is presently not the case
and is not expected based on our analysis.

Trade Payables: Wacker's trade payables have been reduced after rising in recent years as a
result of business expansion and the associated increase in inventories. The Group could
reconsider the continuing low level of trade payables by taking advantage of the longer payment

terms, as trade receivables are at a high level.
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Figure 2: Overview Working Capital Cycle Wacker Neuson SE

Finally, looking at the WCC (see Figure 2) and the WC to sales ratio (see Figure 3), it can be
observed that at a WCC level of 206 days and a WC to sales ratio of 46% Wacker's current WCM

is not effective, as the WC level continue to rise and is far from the 30% WC to sales target.
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Source: Modelled after Wacker Neuson SE Company Reports and own Analyst estimates

Figure 3: Development Working Capital to Sales

It is therefore necessary for Wacker to further optimize its WCM in order to avoid a sustained

negative impact on liquidity and investments in future growth. As shown above, the biggest
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optimization potential lies in inventory optimization: Further effective investments in digital
automation and streamlining of global production and supply chains worldwide, closer
cooperation with suppliers and customers, and better coordination between functions and
processes would be necessary. However, rising trade receivables should also be closely
monitored, as strategic initiatives in North America do not only lead to higher profits, but also
to higher WC and therefore do not appear to be target oriented. The expansion of trade payables
would also reduce WC, but this decision must be weighed against the potential loss of suppliers
and cash discounts.

Wacker's success in reducing its WC through the measures listed above could unleash further
growth potential. This manifests in a considerably higher share price of EUR 23.9 (+38.8%),
which would result from the DCF valuation if Wacker could reduce its WC to its 30% of sales
target. However, if Wacker continues to fail to effectively control its WCM, thereby keeping the
WC to sales ratio at the current high level of around 46%, the DCF guidance would be reduced
to EUR 18.4 (+6.5%). A WC to sales ratio of more than 49% would change our DCF guidance
into a sell recommendation. These brief numerical analyses illustrate the sensitivity of share

price performance to WCM, thereby emphasizing once again its relevance for Wacker.
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