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External factors remain challenging

Sarine continued to experience more muted midstream demand in Q418,
both in terms of capital equipment sales and recurring revenues. At the
same time, it has kept its operating expenses under control, which allowed
it to post a 6.3% y-0-y improvement in operating profit in FY18. As sales
and marketing initiatives intensify in 2019 while industry challenges
persist, the company has decided to temporarily reduce its dividend policy
to one US cent every six months (from 2 US cents before), which still
translates into a solid dividend yield at ¢ 5% on an annualised basis.

Q418 results affected by current market conditions

Sarine reported an EBIT decline of 52% y-o0-y to US$1.0m in Q418, largely due to
lower revenues (-5.8% y-0-y), with both capital equipment sales and recurring
revenues below last year. This is the result of continued challenges in the
midstream manufacturing business associated with weaker consumer demand,
tightening bank lending conditions and a weak Indian rupee, as well as the threat to
smaller diamonds from lab-grown diamonds (LGD) in the market. However, in
FY18, Sarine was able to improve EBIT by 6.3% on the back of lower operating
costs and broadly stable revenues.

Marketing initiatives aimed at long-term growth

The company’s sales and marketing expenses increased by 4.9% y-o0-y to
US$3.1m in Q418, which was driven by Sarine’s retail-oriented business. Sarine’s
marketing plan for 2019 involves further showcasing the value-add of its rough
diamond planning and manufacturing technology (including Advisor 8.0, which
should be released in Q219 as well as Galaxy Tension Mapping). Moreover, the
company’s efforts will be aimed at continuing aggressive campaigns to promote the
competitive advantage of its Galaxy family products (with the Meteor model
campaign to be launched in Q119) and stimulating the adoption of retail-related
services, especially in the Asia Pacific region.

Valuation: Revised dividend policy implies ¢ 5% yield
Sarine’s shares currently trade at FY18 P/E and EV/EBITDA ratios of 13.7x and
6.4x, respectively. This represents a 43% and 55% discount to selected peers
operating in the laboratory and site-based materials analysis and testing business,
respectively. Following the temporary revision of its dividend policy, Sarine offers a
prospective dividend yield of 5% on an annualised basis.

Historical financials

Year Revenue PBT EPS DPS PIE Yield
end (US$m) (US$m) (c) (c) (x) (%)
12/15 485 53 1.03 3.00 28.8 10.1
12/16 725 220 5.14 4.50 5.8 15.2
12117 58.6 94 1.64 3.50 18.1 1.8
12/18 58.5 10.1 217 3.00 137 10.1

Source: Sarine Technologies accounts.
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Q418 and FY18 results highlights

Continued external pressures on the top line

Sarine reported a 5.8% y-0-y revenue decline to US$12.2m in Q418, as continued unfavourable
conditions in the midstream manufacturing business in India negatively influenced both recurring
revenues and equipment sales. Nevertheless, the company was able to deliver 20 Galaxy family
systems in Q418, compared with 13 systems in Q318 and 11 systems in Q417 (when sales were
affected by abnormally high surplus inventories of polished diamonds). This includes 16 Meteorite
systems, three Galaxy systems and one Galaxy Ultra system. As a result, Sarine’s installed base
grew to 410 units at end-2018 compared with 345 units at end-2017. Importantly, the higher
proportion of delivered systems for scanning smaller diamonds vs the prior year (six Galaxy and
five Meteor systems delivered in Q417) has translated into a lower gross margin of 61.5% (vs
65.4% a year ago). Another factor reducing the margin was costs associated with the newly opened
Sarine Technology Laboratories. In terms of geography, revenues in India declined 20% y-0-y to
US$5.9m, while revenues in Africa and ‘other’ (including Russia) were up 15.0% y-o0-y to US$2.3m
and 82.0% y-o0-y to US$2.3m, respectively.

To further stimulate the sales of its Galaxy family products, Sarine launched a marketing campaign
in Q418 to strengthen the price/performance image of the Meteorite model. This will be followed by
the Meteor model in Q119 and potentially by the Solaris model thereafter. In conjunction with further
efforts towards showcasing its rough diamond planning and manufacturing software, as well as
strengthening Sarine’s downstream-related business, management expects marketing expenses to
increase in FY19.

Recurring revenues (which represented ¢ 50% of revenues in FY18) were down in Q418 due to a
lower number of rough diamonds entering the pipeline. Overall, the sales volume during the last
three De Beers sight cycles of 2018 increased 12.6% y-0-y, according to our estimates, but this
growth was against low comparative numbers in 2017 (in particular in the eighth cycle). We also
estimate that Alrosa’s Q418 rough diamond sales were down 6% y-0-y despite midstream
restocking in December (which was also visible during De Beers’ last cycle in 2018). Importantly,
there was a significant deterioration in demand for smaller, lower-priced diamonds, which seems to
be a function of the introduction of lab-grown diamonds. Nevertheless, Sarine was able to improve
the number of stones scanned by 20% y-o0-y to 12 million in FY18, in line with earlier management
guidance (with recurring Galaxy revenues up 3% y-0-y).

Retail-related revenues represented over 2% of group sales and posted nearly a 15% y-o0-y
increase in FY18 (somewhat below the close to 20% y-o0-y growth reported in 9M18). Management
emphasised that Sarine is attracting new customers for its Al-based 4Cs grading services in China,
Hong King and Israel. Moreover, Sarine Diamond Journey is expanding in Japan, China, Thailand
and Israel.

FY18 earnings assisted by lower R&D costs, but Q418 weak

Following the completion of important projects in 2017, R&D expenses fell 2.5% y-0-y to US$2.0m
in Q418 (and by 11.8% to US$9.3m in FY18). Sales and marketing expenses grew by 4.9% y-o0-y in
Q418 on the back of higher third-party commission expenses related to the increase in sales
outside India (which represented 51% of group sales in the quarter compared with just 43% last
year). General and administrative expenses increased slightly by 2.3% y-o-y to US$1.4m as a
result of higher third-party professional fees in conjunction with Sarine’s ongoing IP protection
measures. In conjunction with the top-line decline, the company’s operating profit was down sharply
by 52% y-0-y to US$1.0m in Q418. However, in FY18, operating profit was up 6.3% y-0-y to
US$10.0m, assisted by broadly stable sales and lower operating expenses.
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Due to a much higher effective tax rate (associated with increased tax expenses on the US$0.5m
write-down of certain deferred tax assets), Sarine’s post-tax profit in Q418 amounted to US$93k vs
US$613k in Q417. The Board of Directors has recommended a final dividend per share for FY18 at
one US cent and has also announced that the dividend policy will be temporarily revised to one US
cent every six months (compared to 2 US cents previously) due to the challenging market
environment, as well as increased marketing spending (as outlined earlier). At the current share
price, this still represents a dividend yield of ¢ 5% on an annualised basis.

Exhibit 1: Financial highlights

US$000s, unless otherwise stated Q418 Q417 y-0-y FY18 FY17 y-0-y
Revenues 12,182 12,937 -5.8% 58,504 58,644 -0.2%
Cost of sales (4,692) (4,479 48% (19,936) (19,298) 3.3%
Gross profit 7,490 8,458  -11.4% 38,568 39,346 -2.0%
gross margin 61.5% 65.4% -389bp 65.9% 67.1% -117bp
Research and development costs (1,964) (2,014) -2.5% (9,280) (10,519) -11.8%
Sales and marketing expenses (3,110) (2,966) 49% (13,263)  (13,592) 24%
General and administrative expenses (1,408) (1,376) 2.3% (6,019) (5,819) 3.4%
Operating profit 1,008 2,102 -52.0% 10,006 9,416 6.3%
EBIT margin 8.3% 16.2% -797bp 17.1% 16.1% 105bp
Net finance income (expense) 8 (89) N/M 143 17 N/M
Income taxes (923) (1,400) -34.1% (2,547) (3,669) -30.6%
Post-tax profit 93 613  -84.8% 7,602 5,764 31.9%
Diluted EPS (US$ cents) 0.03 017  -84.8% 217 1.64 32.0%

Source: Sarine Technologies, Edison Investment Research

Cash balance still solid at end-2018

Sarine’s net cash position remained firm at US$28.9m at end-2018 compared with US$29.1m at
end-2017. Operating cash flow in FY18 amounted to US$13.9m (vs US$10.8m in FY17), assisted
by prudent cost management and net working capital reduction. These cash flows were used for
dividend payment and buybacks (US$12.8m in total spent in FY18) and investments (net cash flow
from investing activities at US$1.8m). It is important to note that trade receivables went down to
US$16.4m at end-2018 from a relatively high level of US$19.4m at end-September 2018. In Q418,
allowance for doubtful trade receivables stood at US$109k compared with US$49k in Q417.
Management has highlighted that payment periods are slightly longer currently, but remain in line
with historical standards.

Challenges for midstream players persist

Sarine’s business remains impaired by continued challenges in the midstream diamond
manufacturing sector related to: 1) credit tightening and higher disclosure requirements imposed by
Indian banks following the Gitanjali Gems fraud scandal; 2) deteriorating consumer demand in
China on the back of the trade dispute with the US; 3) a weak Indian rupee against the US dollar,
creating a working capital shortfall and affecting the profitability of Indian manufacturers with high
domestic exposure; and 4) risk associated with lab-grown diamonds affecting demand for smaller,
lower-value diamonds. As a result, midstream demand for rough diamonds also remained subdued
at the beginning of 2019, with the first De Beers cycle in 2019 exhibiting a ¢ 25% y-o0-y decline in
sales to US$505m, while Alrosa’s rough diamond sales in January 2019 were down 44% y-0-y to
US$282m. Importantly, January is normally a seasonally strong month, as market participants
replenish their inventories after the holiday season.

It is important to note that rough diamond supply is largely controlled by three major mining
companies (Alrosa, De Beers and Rio Tinto), which represent ¢ 70% of global output. These
players have recently kept the diamond supply at moderate levels. For instance, Alrosa revised its
2018 sales plan downwards to 37-38m carats (from 39—40 carats expected in June) and intends to
sell only 38—-39m carats in 2019, despite having the ability to sell 41m carats. Simultaneously, De
Beers’ sales volumes declined by 2% in FY18 to 31.7m carats. In the long term, even though
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supply of rough diamonds is likely to turn negative by 2020, this is largely attributable to sub-par
quality brown diamonds in the Argyle deposit. On the other hand, new attractive diamond deposits
are becoming more difficult to find.

Margin pressure on the midstream manufacturers is thus likely to continue at least into early 2019,
as rough diamond prices remain relatively high while polished diamond price growth is limited by
more moderate demand. For the full year, Paul Zimnisky expects nominal jewellery demand growth
at 3.5%, which should translate into low- to mid-single digit percentage growth in polished diamond
prices.

Valuation

Sarine’s valuation and upside is mainly dependent on improvement in the midstream diamond
manufacturing sector, as well as the company’s expansion in the downstream segment, which
should further support earnings growth, and improvements in profitability and returns. We believe
that ROE has scope to improve at least partially towards 2014 levels (34% vs current LTM ROE of
¢ 11%) in the longer term, as R&D expenditure has already peaked, while revenues from
investments should become meaningful. However, the current unfavourable market environment
means this is unlikely to happen in the immediate future.

Given the lack of direct listed peers, we have combined a set of companies active in the laboratory
and site-based materials analysis and testing business (for a detailed description, please refer to
our previous ). Although we acknowledge that these companies operate in different
markets from Sarine, we have identified some similarities to Sarine’s activities.

Sarine trades on a 2018 P/E of 13.7x when adjusted for the US$0.5m write-down of deferred and
other tax assets recognised in Q418. This translates into a 43% discount to the peer group. At
present, there is no Refinitiv consensus available for the company.

Given Sarine’s focus on expanding into the downstream market, it is instructive to look at players in
this area with strong brands and balance sheets. However, it should be noted that these companies
cannot be treated as close peers, given that Sarine’s current exposure to the retail business is just
over 2% of group sales. Chow Tai Fook (the largest jewellery retailer in China and Hong Kong) and
Tiffany & Co both trade at significant premiums to Sarine on P/E ratios. The premiums are likely a
reflection of their very strong brands and market positions in jewellery retailing.

Exhibit 2: Peer group comparison

Market cap PIE (x) EV/EBITDA (x) Dividend

yield (%)
(local ccy m) 2018e 2019e 2020e 2018e 2019e 2020e 2018e
Bruker Corporation US$5,951 33.1* 243 220 18.2* 15.1 138 0.4%
Bureau Veritas €8,673 20.8 204 19.0 1.3 12.3 1.5 2.8%
Spectris US$3,059 16.5* 15.0 14.0 11.8* 1.0 10.2 2.2%
Intertek US$8,254 264 258 239 15.2 15.2 14.0 1.4%
Peer group average - 24.2 214 19.7 14.2 134 124 1.7%
Sarine Technologies $$140 13.7* N/A N/A 6.4* N/A N/A 8.8%
Premium/(discount) - (43%) N/A N/A (55%) N/A N/A NIM
Chow Tai Fook HK$74,300 17.7* 17.0 155 1".7* 10.9 16.6 3.6%
Tiffany & Co US$11,461 18.9 19.7 18.9 1.5 1.3 19.0 2.1%

Source: Company accounts, Refinitiv consensus as at 26 February 2019. Note: *Based on reported numbers.
Sarine’s FY18 P/E is adjusted for the US$0.5m write-down of deferred and other tax assets.
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This report has been commissioned by Sarine Technologies and prepared and issued by Edison, in consideration of a fee payable by Sarine Technologies. Edison Investment Research standard fees are £49,500 pa for the
production and broad dissemination of a detailed note (Outlook) following by regular (typically quarterly) update notes. Fees are paid upfront in cash without recourse. Edison may seek additional fees for the provision of
roadshows and related IR services for the client but does not get remunerated for any investment banking services. We never take payment in stock, options or warrants for any of our services.
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prospective subscriber as Edison’s solicitation to effect, or attempt to effect, any transaction in a security. The securities described in the report may not be eligible for sale in all jurisdictions or to certain categories of investors.

in securities ioned: Edison has a restrictive policy relating to personal dealing and conflicts of interest. Edison Group does not conduct any investment business and, accordingly, does not itself hold any
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decision.

Neither this document and associated email (together, the "Communication") constitutes or form part of any offer for sale or subscription of, or solicitation of any offer to buy or subscribe for, any securities, nor shall it or any
part of it form the basis of, or be relied on in connection with, any contract or commitment whatsoever. Any decision to purchase shares in the Company in the proposed placing should be made solely on the basis of the
information to be contained in the admission document to be published in connection therewith.

This Communication is being distributed in the United Kingdom and is directed only at (i) persons having professional experience in matters relating to investments, i.e. investment professionals within the meaning of Article
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the FPO and (jii) persons to whom it is otherwise lawful to distribute it. The investment or investment activity to which this document relates is available only to such persons. It is not intended that this document be distributed
or passed on, directly or indirectly, to any other class of persons and in any event and under no circumstances should persons of any other description rely on or act upon the contents of this document (nor will such persons
be able to purchase shares in the placing).

This Communication is being supplied to you solely for your information and may not be reproduced by, further distributed to or published in whole or in part by, any other person.

The Investment Research is a publication distributed in the United States by Edison Investment Research, Inc. Edison Investment Research, Inc. is registered as an investment adviser with the Securities and Exchange
Commission. Edison relies upon the "publishers' exclusion” from the definition of investment adviser under Section 202(a) (11) of the Investment Advisers Act of 1940 and corresponding state securities laws. This report is a
bona fide publication of general and regular circulation offering impersonal investment-related advice, not tailored to a specific investment portfolio or the needs of current and/or prospective subscribers. As such, Edison does
not offer or provide personal advice and the research provided is for informational purposes only. No mention of a particular security in this report constitutes a recommendation to buy, sell or hold that or any security, or that
any particular security, portfolio of securities, transaction or investment strategy is suitable for any specific person.

+49 (0)69 78 8076 960 +44 (0)20 3077 5700 +1646 653 7026 +61(0)2 8249 8342
Schumannstrasse 34b 280 High Holborn 1,185 Avenue of the Americas Level 4, Office 1205
60325 Frankfurt London, WC1V 7EE 3rd Floor, New York, NY 10036 95 Pitt Street, Sydney

Germany United Kingdom United States of America NSW 2000, Australia



