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Spar: playing catch up

In 1932, Dutchman Adriaan van Well founded SPAR International, based on the belief that independent
wholesalers and retailers could achieve far more by working together than working alone — how right he
was! In 1963, South Africa became the first country outside of Europe to join the organisation. Known
as The SPAR Group Ltd (SPAR), it is a wholesaler and distributor of goods and services to SPAR,
SUPERSPAR, TOPS, SaveMor, Build It, S. Buys & Pharmacy in South Africa (63% of Turnover), the
BWG Group in Ireland and SW England (24%), SPAR Switzerland (11%) and SPAR Poland (2%,). Despite
bumper sales figures last year, full year results for 2021 were underwhelming as they lost market share to
SA peers, resulting in share-price weakness. This article will look at the causes of the current weakness
and why we still see the company as a core holding in portfolios, despite SA retailers and consumers
facing an imminent 4th wave during the busiest period of the year.

SPAR
SPAR’s local convenience format
worked especially well during the
various lockdowns. Firstly, many
consumers chose to avoid large
regional malls where anchor tenants
such as Checkers and Pick ‘n Pay
\ experienced reduced footfall and
instead shopped more locally where
SPAR stores dominate. Secondly,
as panic set in, there was excessive
pantry loading which boosted
turnover. In contrast, 2021 has seen various external and
internal factors create headwinds, which we examine in
more detail:

e Liquor bans resulted in one-third of trading days
being lost at TOPS. SPAR’s
wholesale turnover remains

SPEED READ
In December, SPAR SA will launch a mobile app
called SPAR2U relying mainly on electric bikes
to deliver purchases.
SPAR TOPS lost a third of its trading days due to

stringent lockdown restrictions.

Build It performed exceptionally well.
Wholesale turnover grew by 24% thanks to
working from home trends.

shopping globally. Competitors, Checkers with its
“sixty60” app and Pick ‘n Pay’s “asap!” were well-
positioned versus SPAR’s c150 stores with a limited
online offering. To mitigate this, management has just
announced the December launch of SPAR2U which

will be rolled out across 100

stores over the next year. Unlike

6.4% or R500 million lower “quuor bans resulted its SA peers who rely on local

than that achieved in 2019.

IT skills, SPAR International is

The CEO stressed a double- |n One_th | rd Of trad | ng backing the app which has global

whammy to sales since liquor

IT specialists on hand to assist.

trade over the weekend is d ayS be|ng |OSt at Goods will be delivered mostly

generally very lucrative for

by using electric bikes and due

the adjacent SPAR grocery TO PS_” to the local franchisee’s ability

stores. This partly explains
market share losses over the
period due to an over-reliance
on liquor versus peers.
e A weak online presence was bought to the surface
by the pandemic which created a surge in online

to adapt quickly, products on
offer will be tailored to each local
community which differentiates
it from competitors. Fortunately, the structural change
to convenience shopping, bought on by lockdown
restrictions, ‘staycations’ and working from home
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(WFH) plays into SPAR’s neighbourhood business
model. With the announcement of the new omicron
variant and fears of a 4th wave, “there’s a friendly
SPAR wherever you are” remains as relevant as ever.

o Riots & Looting hit profits with 180 stores affected and
an estimated lost wholesale turnover of R639 million
(almost 1% of group turnover) across their core grocery,
liquor and Build It businesses. On the plus side, Spar
has helped facilitate the payout of R572 million to its
affected independent retailers so far via the SA Special
Risks Insurance Association (SASRIA). SPAR’s higher-
margin private label sales dropped by 0.4% to R10.5
billion with 5 suppliers severely impacted during the
July unrest. However, due to the growing acceptance
of trading-down to cheaper private-label foodstuffs,
where quality is not compromised, sales should bounce
back as struggling consumers look to save where they
can. Unfortunately, not only have insurance premiums
risen but SPAR was forced
to improve security at shops
and Distribution Centres
to meet those insurance
requirements. These
unexpected  consequences
have unfortunately meant that
the cost of doing business has
increased, hitting margins at
a time when food inflation is
on the rise and the ability to
pass on costs easily has decreased. Competitors will no
doubt be facing similar pressures.

o Weak results from the newly acquired Polish business,
Piotr i Pawel (rebranded SPAR Poland) disappointed
the expectant market. The negative reaction was
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37% of Spar’s revenues are derived from outside of SA, but

this falls to only 27% of operating profit given that its newly-
acquired Polish operation is presently loss-making. That should
change over the next two years.

“Prospects are exciting as that
SPAR is only just starting
to tap a huge formalisation
opportunity in this high growth
economy.”
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SPAR’s South African journey began in1963 and it has been
growing ever since.

mainly in response to the possibility of a further R2
billion in funding requirements and the breakeven date
being pushed out a year, to the end of 2022. To refresh
memories, Spar finalised this acquisition in early 2020.
Lockdowns have meant that they have been unable to
visit Poland in person to implement their growth plans.
Fortunately, the new CEO has just managed to enter
the country for the first time and made great strides by
rationalising their network of distribution centres and

re-signing new contracts with all

independent retailers to ensure
their loyalty (measured
by the % of goods purchased
from SPAR), rises from 27%
to the minimum required 40%.
Evidence in the numbers matter
most in the short term, however,
the long term prospects are
exciting as SPAR is only just
starting to tap a huge formalisation opportunity in this
high growth economy.

This brings us to the good news where the established
international operations delivered. Switzerland held onto
lockdowns gains and grew revenues in Swiss Francs by
5.6%. There was a drop in the number of Swiss consumers
heading across the border to shop at cheaper value
retailers in Germany and Austria having experienced
and being impressed by what SPAR has to offer. The
successful integration of 60 higher-margin petro-forecourt
convenience stores acquired from Store Service AG
bodes well too. BWG Foods in Ireland saw solid growth
in turnover of 3.5% in Euros. This was an impressive feat
given the BREXIT supply-chain and labour challenges e.g.
shortage of drivers. The foodservice division is well placed
to bounce back as hospitality picks up.

Renowned asset manager, Jean-Pierre Verster made a great
point recently - “Spar management team has done really
well to recognise that their big growth in South Africa was
going to be muted going forward. They wanted to expand
internationally but they saw what happened to the likes of
Woolies — and the pain they went through with the David
Jones acquisition in Australia — and they wanted to do it
in a low-risk way. So, through the Spar head office in the
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Netherlands, they got in touch with Spar guilds in other
countries. They know the model, it’s not a different brand.
They know these businesses
well.” Unlike Shoprite’s 90%
Rand earnings, SPAR’s hard
currency earnings now total
37% of Group turnover — well-
diversified relative to peers.

The rising trend to work from
home (WFH) and the consequent
increase in home improvement
spending saw sterling results
from Build IT, with wholesale turnover growth of 23.5%.
BuildIT has strategically placed outlets in far-flung rural
areas, highlighting management’s vision and strategy to
diversify the income streams and also cater for the vast
informal sector, where continued rural home improvement
is underpinned by social grants, making it very defensive.

To future-proof the business, SPAR is investing R1.8 billion
over the next two years on a cutting-edge SAP IT system.
This will be a phased approach, DC by DC and region by
region, to avoid supply-chain issues. In the short term, the
rollout of e-commerce will incur further costs. However,
the data mining opportunities and increased revenue from
online will result in SPAR gradually catching up to its
peers. The move to shopping via mobile devices is still in
its infancy in SA at ¢3% but these initiatives will result in
market share gains in time.

In conclusion, despite the near-term headwinds, SPAR
is very well placed to continue benefitting from its

“SPAR is very well placed
to continue benefitting from
its convenience shopping
format”

convenience shopping format. The franchisee stores,
owned by entrepreneurs who are living within the very
communities that they serve, can
adapt to changes on the ground
immediately which has proved
vital during the pandemic. Last
but certainly not least, SPAR
remains the cheapest grocer
amongst its peers. It trades on a
forward P/E ratio of 12x and an
attractive dividend yield of 5%.
Diversified both by product and
geography, SPAR is looking very
attractive at current levels for those willing to see through
the near-term challenges.

SA FOOD RETAIL VALUATIONS
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—Spar Pick n Pay
Spar is the cheapest of the three major SA supermarket chains.

Based on current consensus estimates, its P/E ratio is expected
to fall to just 10x over the next 24 months.

—Shoprite

delivery here in the South African market..

The valuation of SPAR looks attractive as management invest in new IT systems, Polish expansion and a push into home
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Topic: To be confirmed

Natal Midlands

Date: TBC

Venue: Oasis Conference Centre,

Our seminar schedule for 2022 will be published in the ) i
72 Main Road, Howick

new year. Watch this space

Morning Time: 10am for 10.30am

Evening Time: 5.30pm for 6pm

Johannesburg
Date: TBC
. Venue: Rosebank Union Church, Cnr
n — William Nichol and St Andrews
n H dH ) YouTub Road, Hurlingham
AlVare ToUse 15 O TOULBE Time: 7am for 7.30am

CONTACT DETAILS: HARVARD HOUSE GROUP
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For more information on the range of products and services =
offered by Harvard House Investment Management and its B
associated companies (including Harvard House, Chartered
Accountants), or for any financial advice, please contact the
Company at: @
W

The information contained in this newsletter comes from sources believed to be reliable, but Harvard House Investment Management (Pty)
Ltd, Harvard House Financial Services Trust, Harvard House Insurance Brokers and Harvard House, Chartered Accountants (collectively known
as the Harvard House Group), do not warrant its completeness or accuracy. Opinions, estimates and assumptions constitute our judgment as
of the date hereof and are subject to change without notice. Past performance is not indicative of future results. This material is not intended
as an offer or solicitation for the purchase or sale of any financial instrument. Any investor who wishes to invest with the Company should
seek additional advice from an authorized representative of the firm. The Company accepts no liability whatsoever for any loss or damages
whatsoever and howsoever incurred, or suffered, resulting, or arising, from the use of this newsletter. The contents of this newsletter does not
constitute advice as contemplated in the Financial Advisory and Intermediary Services Act (FAIS) of 2002.

The Harvard House unit trusts are registered under the Boutique Collective Investments. Custodian: Standard Executors & Trustees: Tel (021)
007-1500. Collective Investments are generally medium to long term investments. The value of participating interests may go down as well as
up and past performance is not necessarily a guide to the future. Collective Investments are traded at ruling prices and can engage in script
lending. Forward pricing is used. Commission and incentives may be paid and if so, are included in the overall cost. This fund may be closed
to new investors. Collective Investment prices are calculated on a Net Asset Value basis and auditor’s fees, bank charges, trustee and RSC
levies are levied against the portfolio. The portfolio manager may borrow up to 10% of portfolio NAV to bridge insufficient liquidity. Boutique
Collective Investments (RF) Pty Ltd (“BCI”) retains full legal responsibility for the third party named portfolio. Boutique Collective Investments
is a member of ASISA and is an authorised Financial Services Provider. Should you have any further queries or complaints regarding the suite
of units trusts offered by The Harvard House Group please contact: Boutique Collective Investments Call Centre, Tel: (021) 007-1500, Email:
clientservices@bcis.co.za. For your information, the FAIS ombudsman provides an independent and objective advisory service. Should you not
be satisfied with the outcome of a complaint handled by Boutique Collective Investments, please write to, The Ombudsman, PO Box 74571,
Lynnwoodridge, 0040. Telephone (012) 470 9080/99. Fax (012) 348 3447. Email: info@faisombud.co.za

Performance figures quoted for the portfolio is from Morningstar, as at the date of this document for a lump sum investment, using NAV-NAV
with income reinvested and do not take any upfront manager’s charge into account. Income distributions are declared on the ex-dividend date.
Actual investment performance will differ based on the initial fees charge applicable, the actual investment date, the date of reinvestment
and dividend withholding tax. Performance fees do not apply to any funds managed by Harvard House. The manager does not provide any
guarantee either with respect to the capital or return of the portfolio. A schedule of fees, charges, and maximum commissions are available
on request from the manager.
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