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Open Range 2

Since mid-August, sugar prices have remained in a
narrow range between USc18.5-19.0 and USc21.5/lb.
This range has displayed two interesting features:

First, the high end of the range has substantially
declined over time. Indeed, the New York futures
price closed at USc21.6/Ib in early October. It has
however remained below the USc20/Ib mark since 23
October and failed to reach this level again during
two recent rebounds.

Second, the lower end of the range has looked more
stable. Until 7 December, sugar prices remained
mostly above USc19/lb. They closed slightly below
this level on only three occasions and rebounded
strongly on each of these. The closes at USc18.54/Ib
on 12 and 13 December were the lowest levels since
August 2010 but prices have already rebounded back
to above USc19/lb.

The declining top of the range is linked to the large
and strengthening surplus which is anticipated in the
months ahead. It heralds the fact that the range is
more likely to be broken on the downside.

The more stable floor shows that there are powerful
drivers at play which have managed to keep prices in
the same range so far. How long will these drivers
continue to provide a floor to sugar prices? And at
which level?
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CS Brazil 2012/13:
Strong recovery for cane
Record sugar production

CS Brazil 2013/14:
Further recovery to bring
cane production to new
record
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1. Brazil: towards new records

1.1 2012/13 season: the tortoise and the hare

The 2012/13 season is coming to an end and is set to recover substantially from the
dismal performance of the previous season. The final crush number should finally come
close to 530mt, 35mt of cane more than in 2011/12 but still below the 2010/11 record of
552mt.

This strong recovery is due to two main factors:

- On the agricultural side, unseasonal heavy rain in April-June benefited the cane and
cane fields did not suffer from frost or flowering as they did last year. Agricultural yields,
which also benefited from improved renovation rates, have therefore recovered from
68t/ha to 74t/ha. Available cane can be estimated at around 544mt.

- On the industrial side, the rains of April-June also hampered the start of the season. In
June, only 126mt of cane were crushed, the lowest level in the last 6 years. Drier
weather from July onwards allowed the industry to catch up on earlier delays.
Cumulated crushing finally surpassed that of 2011 on 15 November. Even then, the final
number was still uncertain because of the weather. But with November and December
remaining relatively dry, crushing will finally end at the high end of expectations.

The sugar mix will also end higher than previously expected, around 49.5%. The
maximization of sugar production throughout the season was clearly driven by the low
level of the ethanol parity.

Overall, sugar production may hit 34mt, substantially above the previous record of 33.3mt
produced in 2010/11. As a consequence, sugar exports should total 24.5mt for raw and
white sugar combined, of which 4mt will be available for export during the intersafra from
January to March 2013.

Figure 1: Fortnightly cane crushed in CS Brazil
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1.2 2013/14 season: is 575-580mt a realistic number?

It is still an early stage for the 2013/14 season. The rate of renovation should be similar to
the improved levels of the previous season. Expansion should also be similar, being
limited to existing mills seeking to produce more cane to achieve higher utilisation rates. A
difference with the pevious season will be 12mt of cana bisada left unharvested in
2012/13. All in all, the harvested area could reach around 7.6 million hectares. The net
increase of 0.2 million hectares, coming mainly from the stabilizing rate of renovation,
would still represent one of the smallest yearly rates of growth of the last ten years.

As far as agricultural yields are concerned, the potential will increase thanks to the cane
getting younger. The average age of the cane should decrease further by around 0.2 year,
representing a potential improvement of the agricultural yield of approximately 2.5t/ha.
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Obviously, the main factor in next season’s agricultural yields will be the weather in the
coming months. The past months have been drier than normal, with temperatures also
being abnormally high at some times. The early part of the growing season has therefore
not been ideal. News from the fields however indicates that the cane does not seem to
have suffered much so far.

In short, these factors point to agricultural yields recovering further to 76t/ha and cane
production increasing to 577mt, which would set a new record.

Figure 2: Monthly rainfall in CS Brazil
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1.3 From cane to sugar

If 577mt of cane is indeed produced, is it realistic to assume it will be crushed in totality?
After all, this is 25mt more than the record crush of 552mt achieved in 2010/11.

Provided average weather conditions, the industrial capacity of CS Brazil is around 600mt.
To reach this number, however, requires a quick start in April and a delayed end pushed
towards November/December (to a similar extent as this season). Barring any disruptive
rain, it is therefore likely that the 2013/14 season will start in earnest with around 45mt of
cane crushed in April.

The level of the sugar/ethanol mix will also be an important factor for the amount of sugar
produced in 2013/14. Economics are currently in favour of sugar and should lead sugar
production to be maximized again. The sugar mix may however be slightly lower than in
2012/13, at 48.4% instead of 49.5%, because of the bigger crush at both ends of the
season when the ratio is seasonally lower. In such an event, the amount of sugar
produced in 2013/14 would total 36.8mt, far above the record posted this season.

However, there is still ample time for economics to change and impact the level of the
sugar/ethanol mix. It will ultimately depend on the extent to which sugar prices decline in
the coming months, or the extent to which ethanol prices increase. The outlook for ethanol
is therefore a critical factor for next year’s sugar production.

Figure3:Sucden’s crop forecasts for CS Brazil

2009/10 2010/11 2011/12 2012/13f 2013/14f
Cane crushed mt 542 552 494 532 577
ATR kglt 129,9 141,5 137,3 135,3 138,0
Sugar ratio % 42,5% 44,8% 48,2% 49,5% 48,4%
Sugar production mt 28,5 33,3 31,2 34,0 36,8
Ethanol production mm3 23,8 25,3 20,6 21,3 24,1
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2. Ethanol: the gasoline bull flag

2.1 US ethanol: imports driven higher by regulation

The US corn harvest should be somewhere between 10.5 billion bushels (Sucden’s
forecast) and 10.7 billion bushels (USDA forecasts). This is 15% below last year as the
crop was hard hit by the severe drought of this summer. Thanks to decreasing feed
consumption and smaller exports (based on increased competition from Latin America),
the amount of corn available for ethanol processing should however decrease to a lesser
extent: US ethanol production could reach 12.9 billion gallons in 2012/13, 6% below the
13.8 hillion gallons achieved in 2011/12.

On the one hand, higher feedstock costs have hurt processing margins. They were
negative from mid-September to December which drove 30 US ethanol plants, totaling 1.6
billion gallons capacity (10% of US installed capacity) to go offline. As a result, actual
production in the first three months of the season was 5%-10% below the level of the
previous year. On the other hand, the decline in production has already started to support
ethanol prices and processing margins are likely to remain workable in the coming
months, which should ultimately reduce production losses. On a calendar year basis, US
production could reach 13.1 billion gallons, roughly at the same level as expected
consumption.

Thanks to decreasing import demand from the EU being offset by increases elsewhere,
US exports should be stable year-on-year at around 800 million gallons, down from their
2011 peak of 1.2 billion gallons.

US imports will be driven by the mandate for advanced biofuels. This mandate cannot be
fulfilled by domestic, corn-based ethanol. Cane-based ethanol imported from Brazil or
Central America is therefore the only sizeable source of supply for the US to comply with
this mandate.

The fact that the mandate for advanced biofuels has increased in the past few years
explains why US imports have been on an upward trend. The mandate will increase
further to 650 million gallons in 2013, 150 million gallons (or 600 million m3) more than in
2012. The main origin for the corresponding imports will be Brazil, normally directly with
anhydrous ethanol. However, as the Brazilian dehydratation capacity may be a limiting
factor, this could lead to more imports via CBI countries where hydrous ethanol would be
dehydrated before being re-exported to the US.

Figure 4: US fuel-ethanol supply and demand balance
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2.2 CS Brazil ethanol: back on the export scene

Ethanol exports from CS Brazil should slightly exceed 2.6 million m3 at the end of the on-
going 2012/13 season. This would represent a jump of 46% compared to the previous
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Total: +2.4 min m3 y-o-y

Additional production :
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Will gasoline prices
increase ?
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season based on surging exports to the US that overcame some losses to Asian
destinations which switched for other origins such as Pakistan.

For the forthcoming 2013/14 season, exports from CS Brazil are set to increase further to
at least 3.3 million m3, a jump of 25% year-on-year. This surge will be driven, once again,
by the increased demand for advanced biofuels in the US, while exports to other
destinations as Europe, Africa and South America will be constant. This would represent
the highest exported volume since 2008/09, accounting for around 45% of world ethanol
exports, and would mark the return of Brazil as a major ethanol exporter.

On the domestic market, consumption should recover from the low of 2012/13 thanks to
the planned increase of the mandatory blending level back to 25% in June 2013. This
increase, that may possibly occur in May 2013 if the crushing season is off to a strong
start, would lead anhydrous consumption to reach 7.8 million m3, an increase of 1.7
million m3 compared to 2012/13 when the blending level remained at 20% for the whole
period.

Surging exports and the higher blend level together represent an additional demand of 2.4
million m3 in 2013/14 compared to 2012/13. This is a significant volume which is,
however, smaller than the projected increase in production by 2.8 million m3 - from 21.3 to
24.1 million m3 based on a sugar/ethanol mix remaining at an elevated level. To put it
differently, the US mandate for advanced biofuel and the likely increase of the blend level
to 25% do represent a significant incremental demand for Brazilian ethanol, but production
should also increase significantly.

These considerations highlight the importance of another question floating over the next
season: what will be the changes in domestic demand for hydrous ethanol?

Indeed, due to the policy of keeping inflation under control, gasoline prices at the pump
have been kept stable by the government since 2006 even though this leads to losses for
refiners importing gasoline at world prices. As a result, hydrous ethanol is not competitive
with gasoline and consumption has therefore declined drastically in the past few years
from 13.6 million m3 in 2010/11 to 9.3 million m3 in 2011/12 and then probably to only 8.5
million m3in 2012/13.

In view of this situation, two measures could possibly be taken by the government: either
increasing the price of gasoline at the pump or cutting the taxes paid by ethanol
producers. The former would immediately stimulate hydrous consumption by improving its
price competitiveness against gasoline, the latter would encourage mills to produce more
ethanol which would push prices down and indirectly incentivize consumption.

Both measures have been awaited and rumoured in the past few months. It certainly is
difficult to foresee what decision will ultimately be taken. If gasoline prices were to be
increased somewhere at the end of the first quarter of 2013, hydrous consumption would
recover, supplies would tighten more significantly and ethanol prices would increase.

Figure 5: CS Brazil ethanol supply and demand balance
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3. Selected Countries

3.1 India: cane forecast stable at 23.5mt

Cane crushing has started in most producing states of India. In Maharashtra, the season
has started with a quick pace on the back of likely stiff competition for cane feedstock and
despite the unrest of the farming community as to the price of cane. In early December,
145 of the 155 mills in operation last year were already active and recovery rates were up
on the year thanks to dry weather. Similarly in Karnakata, crushing started much earlier
than last year because of the exacerbated competition for cane. In Uttar Pradesh, the
season has, on the contrary, started with a relatively slow pace because of difficulties
faced by millers and growers to agree on the price of cane.

Overall, we keep our crop forecast unchanged at 23.5mt. For the time being, we anticipate
that diversion to alternative products should be stable year-on-year. However, the amount
of cane going to traditional Indian sweeteners such as gur could increase if the season
were to get more delayed in Uttar Pradesh.

Against this background, Indian trade flows could switch between exports and imports as
they did in 2012 given that much will depend on the level of world prices compared to
domestic prices.

In 2012, India exported both raw sugar and white sugar during the first half of the year and
then imported raw sugar during the second half (although these flows were linked mostly
to re-export activity). At current price levels, with domestic prices around INR33,000/t for
the NCDEX futures and the exchange rate near 54, India could economically export white
sugar if world’s prices were around USc23/lb and import raw sugar if world’s prices were
somewhere around USc18.0-18.5/Ib - depending on where the sugar is to land as prices
in Eastern India enjoy a premium compared to Western India.

Considering that sugar production at 23.5mt would be almost even with consumption
estimated at around 23mt, the potential for exports or imports are both limited. Domestic
prices are therefore more likely to adjust according to world prices. Moreover, the
government would still have the ability to increase custom duties - as they did in early
September 2012 - if import parities were kept open for too long by low world prices.

Figure 6: Domestic/World price spread in India (NCDEX futures vs NY#11 futures)
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On the longer term, reforms are expected thanks to the recommendations put out by the
Rangarajan Committee being implemented in a phased manner. The removal of the
Release Mechanism has already started with quarterly quotas. The next step, from April
2013 onwards, will be 6-month quotas and then complete removal of the quotas
thereafter. The removal of Levy Sugar will depend on the outcome of discussions with the
Finance Ministry and the government on the financial implications of the decision. This
should be implemented in the next 3-6 months and, then, the deregulation of cane price
and cane area should follow in the next 12-18 months.
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3.2 Thailand: crop at 90-92mt

Thanks to sugar cane being a competitive crop and to the trend in expansion that led to
four new mills coming on stream this year, the planted area for 2012/13 increased and the
country was on course to post a new record crop above 100mt.

However, a weak monsoon hampered cane growth in May-June and, again, in October in
the North and Northeast regions. This led us to revise our crop forecast to 90-92mt cane
crushed and 9.3-9.5mt sugar produced, 1mt less than last year.

Given the current level of the white premium, Thai producers are likely to maximize
remelting during the off-season. Therefore, exports of white sugar could be stable year-
on-year at around 2.8mt. Exports could reach some more distant destinations in Africa
and the Middle-East thanks to cheap freight costs and smaller exports from India.

As a result, the bulk of the production decrease should impact exports of raw sugar that
would reach 3.6mt. Thai raw sugar should nonetheless face stiff competition from
Australia, where sugar production has recovered.

3.3 China: lower imports next year

The major sugarcane areas of China are approaching the peak of their crushing season
and there is a growing consensus that the country’s 2012/13 production will reach 13mt
(white value) or more on the back of a higher area and favourable weather. Such a
production level would not be unusual as a record was set in 2007/08 at 14.8mt but it
would nonetheless represent a substantial rebound after three consecutive years of
disappointing harvests. The deficit compared to domestic consumption would therefore
decline from 2-3mt previously to 1mt this season.

Meanwhile, the record level of imports achieved this calendar year - 4.2mt of raw and
white sugar - has allowed the country to replenish its stocks. Against this background, the
fundamental need for additional imports appears limited.

However, the government seems keen to support domestic sugar prices around
CNY5,500/t in order for the mills to be able to pay the cane at around CNY400/t.

At current levels for domestic and international sugar prices, import parity is open for low-
duty imports within the WTO quota of 1.95mt. Moreover, the parity for imports bearing the
full-duty would open if the futures price in New-York decreases slightly to around
USc18.0-18.5/Ib. At this level, Chinese purchases on world markets could increase
significantly even if only for a limited period of time.

Figure7: Chi na’' s d o (@GECEtfutuces price) c e s
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4. The mid-term outlook
4.1 A strengthening surplus

Over the past quarter, the major change in the global supply and demand balance has
taken place in CS Brazil where the continuation of favourable weather has allowed the
most optimistic scenario to occur.

Thanks to the CS Brazil crop being revised up by more than 1mt, global sugar production
should reach almost 177mt in 2012/13 (raw value, April/March). With world consumption
at 166.5mt, the surplus for 2012/13 is slightly above 10mt.

This world surplus has increased over the past few months and has, at the same time,
become less subject to weather uncertainty. Indeed, the Brazilian crop is now near its end
and the Thai and Indian crops have started. A large surplus for the second consecutive
season will lead to global stocks returning to more comfortable levels.

Figure 8: World supply and demand balance
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4.2 How strong are the supports of the range?

The widespread anticipation of a large surplus is logically putting some downward
pressure on prices. This said, prices have remained largely in a USc18.5-21.5/Ib range
since mid-August and the upper level of the range has been declining only very gradually.

There are powerful drivers at play which have managed to keep prices in this range until
today. As it becomes increasingly obvious that the range is more at risk of being broken to
the downside, it is interesting to examine how strong the various supports of the range
are.

A lower flat price, along with a greater carry structure, would impact the global sugar
market by encouraging some countries to import more. In this respect, India and China
are of particular significance as well as the refineries in the Middle East and Africa.

A lower flat price would make Indian imports for the domestic markets economically
feasible and volumes would not be negligeable given that India is the largest sugar
consumer with a domestic consumption of 23mt (almost 2mt per month). The level at
which such imports could occur will depend on the level of the domestic prices and the
Indian rupee. Under current conditions, it can be estimated at somewhere around
USc18.0-18.5/lb.

Chinese imports bearing the full duty would also occur at world prices of around USc18.0-
18.5/Ib. Although replenished Chinese stocks may somehow weigh on future imports, the
potential for additional flows remains significant enough.

As far as refineries in the Middle-East and Africa are concerned, a lower flat price could
also rekindle their imports by encouraging an increased level of stocks, as long as it
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Brazilian real to remain in
2.00-2.10 range despite
Brazil’s economic slow-
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comes with a carry structure. The share of their imports dedicated to re-export to regional
markets is however more sensitive to the level of the white premium which has weakened
to around USD90/tonne.

The above considerations make us believe that sugar prices should continue to find a
strong support around USc18.0-18.5/Ib until at least February 2013.

Afterwards, the next level of support would be provided by the ethanol parity. More
precisely by the hydrous ethanol parity as it is the product whose demand has the largest
potential increase in Brazil. Diversion to ethanol certainly provides a strong floor to sugar
prices as Brazilian producers can easily change their product mix and the potential
diversion represents around 6mt of sugar. The question is more at what level would the
floor occur. In the current situation, the ethanol parity is around USc17.0-17.5/lb but the
risk is more to the upside, particularly because of the longstanding threat that the Brazilian
government will increase gasoline prices or cut taxes on ethanol.

Overall, we assess that the market should remain strongly supported over USc17.0/lb
over the coming months. The re-pricing of the sugar market is indeed a reality.

Figure 9: CS Brazil production in 2013/14 with various sugar/ethanol mix
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4.3 Rangebound macro

Within the outside influences of sugar prices, the Brazilian currency plays a special role as
it has a direct impact on the level at which Brazilian producers are satisfied to price their
exports as well as on the production costs of the industry and the level of the ethanol
parity, a major switch factor.

Figure 10: USD/BRL exchange rate (left) and NY#11 in USD and BRL (right)
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The Brazilian real has recently weakened to almost 2.15 - before recovering to 2.08 - at a
time when the US dollar was down and other major currencies up. This was linked to the
weak performance of the Brazilian economy which grew by only 0.6% during the third
quarter. In order to support investments, the Central Bank is likely to continue to cut yields
which will add further pressure on the currency. However, there are widespread
expectations that the Central Bank will also carry out interventions to prevent a disorderly
weakening of the real. The Brazilian currency may therefore remain in its current range
between 2.00 and 2.10 over the coming months.

The recent weakness of the BRL has mitigated the decline of sugar prices for the Brazilian
producers. However, if the currency does indeed stabilize, currency movement will have a
more limited impact in the coming weeks.

It is also interesting to note that financial investors have, in a way, contributed to keep
sugar prices in their range. Indeed, based on the anticipation of a large surplus, investors
are bearish sugar and therefore tend to build short positions. As these short positions
grow and influence sugar prices down, the risk/reward of these positions decreases and
they become increasingly vulnerable. When investors finally cover their existing shorts,
they drive prices up until higher levels attract more producer pricing. As a matter of fact,
producers are behind on their pricing.

This cycle has already occurred twice in the recent past, in July and October, and may
happen a third time soon given that investors have again built record short positions,
mostly based on options.

Figure 11: Non-commercials positions on NY#11 sugar (futures and options combined)
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A The range in which sugar prices have been stuck since mid-August displays two
noteworthy features. First, the high end of the range, initially at USc21.5/lb, is gradually
declining and is probably now at or even below USc20/Ib. Second, the low end of the
range, at around USc18.5-19.0/lb, has been more stable. Prices have already
rebounded strongly from this level on four recent occasions. The closes at USc18.54/Ib
on 12 and 13 December represent the lowest level since August 2010.

A The high end of the range has been driven lower by the anticipation of a large surplus of
around 10mt in 2012/13 (raw value, April/March). This surplus is growing thanks to the
continuation of favourable weather in CS Brazil leading the most optimistic scenario to
take place - sugar production in CS Brazil should set a new record in 2012/13. It is also
less and less subject to weather uncertainty.

A Against this background, the range is more likely to be ultimately broken lower.
However, the strong supports that managed to keep prices mostly above USc18.5-
19.0/Ib will remain in action in the coming months. The potential for increased import
demand, notably from India and China, should continue to maintain prices above
USc18.0-18.5/Ib for a few more weeks.

A Moreover, the ethanol parity, currently around USc17.0-17.5/lb, provides a strong floor
as the potential shift from sugar to ethanol amounts to around 6mt. With growing
exports to the US to supply the advanced biofuels mandate and the planned increase of
the blending level back to 25%, there is little bearishness in the Brazilian ethanol
market. Further, the risk of a gasoline price hike would push the ethanol parity upward.
It makes perfect sense that the market is sensitive to any news or rumours on this front.

A Outside influences also somehow contribute to the rangebound sugar market. Despite
the bearish fundamental pressure on the Brazilian currency, possible interventions from
the Central Bank should keep the real in its current range between 2.00 and 2.10. On
another front, investors are currently significantly short sugar once again, which
exposes the market to the risk of a short-covering rally.
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