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The Case for SA

Two weeks ago, Willie shed light on the SA economy, highlighting the benefit that we have enjoyed
from buoyant commodity prices and the importance of reform to improving the outlook for growth. As [
write this, we are mired in Stage 6 loadshedding, hardly conducive to economic growth and improving
business sentiment. Yet, as dark (literally) as it is, we believe that the base is being laid for better times
ahead. This article will reiterate some of the points from our recent Insight seminar and argue the case

for not giving up on SA equities just yet.

Two weeks ago, Willie outlined
some of the factors at play
within the SA economy. Buoyant
commodity prices have reaped an
export windfall, which has propped
up government spending. Consumer
spending has been remarkably
resilient, thanks to overall debt
levels that are well under control
(relative to historic standards), and
fixed investment is improving. Willie articulated the upside
from a successful reform program — the potential for SA to
raise its growth rate from 1.5% per annum to 3.5% - 4.5%
per annum. That is significant and would be a game changer
for local investors. But given that [ write this in the shadow
of Stage 6 Loadshedding, one can be forgiven for feeling
frustrated. We never seem to find the pot of gold at the end
of the rainbow.

Over the past week, we have been presenting our Insight
seminar series. For those who joined us (in person and
online), forgive me the repetition. But there are a few points
worth highlighting.

The first sounds like a
contradiction in terms — that the
best thing to end loadshedding
is more loadshedding. What 1
mean is that the more that the
electricity crisis intensifies,
the more pressure government
is under to deliver meaningful
reform. This is already evident.
Last year, various reforms were
announced, and they seemed significant at the time. These
included raising the cap on embedded “own generation”
from IMW to 100MW, including wheeling legislation. That
was meant to unleash a wave of new investment, but all it

“These included removing
the limit on own generation
completely, allowing
municipalities to procure their
own power.”

SPEED READ
The SA economy has performed better than
expected recently, thanks to commodity
windfalls and resilient consumer spending.
Higher rates of growth in the future rely on
the implementation of reform. We believe this
is gaining traction, despite headlines to the

contrary.

Loadshedding epitomises the worst of times,
yet in it lie the seeds of hope.

SA equities are almost as cheap as they have
ever been — hardly pricing in a golden future, or
even a future at all!

did was highlight the raft of other rules and hurdles that still
had to be met. In June, we suffered Stage 6 Loadshedding
again. The outcome was a raft of further reform designed
to remove outstanding obstacles. In brief, these included
removing the limit of own generation completely, allowing
municipalities to procure their
OWN power, removing onerous
“local content” requirements
(including BEE) and allowing
commercial and industrial
renewable installations to feed
surplus power back into the
grid. There were others, but
these are the ones that will
drive investment over the next
five years.

Importantly, there is already
evidence that these reforms are unleashing the intended
investment into new infrastructure. Since those reforms
were announced in July, we note that five projects totaling
740MW have reached financial close and construction is
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now already underway. These should be contributing to
the national grid within the next 18 months. Our research
indicates that this is just the tip of the iceberg. There is an
avalanche of projects still to come.

The chart below shows the ratio of Fixed Investment to
GDP in our economy. We have frequently commented on
this. A ratio above 25% is required to improve a country’s
infrastructure. The ratio touched a low of 12.9% last year
— all the evidence required to support the notion that our
country is falling apart. But the ratio now stands at 14.5%
- far from ideal, but a definitive move in the right direction.
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The level of fixed investment has turned decisively for the
better. Equally important is that it is largely being driven by the
private sector, where both capital and skills are available.

What is equally important, and is also illustrated in the
chart above, is that the improvement is largely being driven
by the private sector. This should not be understated. The
reason why reforms are so crucial is that they are opening
up key markets (such as electricity, rail and ports) to the
private sector for the first time, and there is no shortage
of capital to pursue opportunities. Reform is akin to
opening the flood gates. The private sector has often been
criticized for embarking on an “investment drought” but
this is simply not the case. In fact, had it not been for the
private sector, then fixed investment would have been even
weaker. Thanks to electricity, port and rail reform and the
successful spectrum auction, corporates are opening the
taps on new investment. Furthermore, despite having record
cash balances, corporates are borrowing money, with credit
growth back to levels that prevailed in the years before
Covid. Indeed, most of the banks have commented in their
results that they are seeing buoyant demand for corporate
credit.

The above are just two examples of statistics that suggest
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Corporates are borrowing money for new investment, contrary
to the perception that SA is uninvestable.

a gradual turning of the tide. Yet the press remains full
of pessimism and scepticism that any improvement is
possible. This in turn informs the national mood and the
notion that SA has no future. Nowhere is this more evident
than in the valuation of SA stocks. Over the past 27 years —
itself a period that has seen wild swings in both global and
SA fortunes — valuations have, on average, ranged between
a low of 12x and a high of 19x. Seldom do they fall out of
this range, In 2017, valuations were expensive, peaking at
23x on the back of a surging Naspers. That now seems like
a long time ago. Ever since (apart from the Covid-induced
anomaly), SA shares have been in a steady derating, to the
point where valuations, at 10.5x earnings, are now well
below the lower 12x threshold. This can be compared to
valuations of close to 20x in the US and 15x in Europe.
It’s a rather technical discussion but shares that trade on
lower valuations are far less susceptible to higher interest
rates than those on excessive valuations. Nonetheless, we
continue to be buffeted by global factors and the trend in
US inflation and interest rates.
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Reform in the power generation sector will be felt soon, even
though Stage 6 loadshedding is being felt now.
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Local shares have derated steadily since 2017 and are now
below the lower bound of their valuation range.

Despite many companies reporting record profits and
paying near-record dividends, share prices are far from
the highs reached 5 years ago. Readers will remember
that four weeks ago, we articulated the case for Standard
Bank, which had just reported exactly that — record profits
and a record dividend. I want to close this article with a
practical example of the impact of sentiment on the price
of an investment.

Without repeating what I wrote last month, let me just
remind you that Standard Bank reported significant profit
growth for the 6 months ended June 2022, driven by rising
net interest income, strong growth in fees and commissions,
areduction in bad debts and good cost control. That allowed
the Bank to declare a record dividend, bringing the rolling
12-month dividend to its highest level ever. An investor
might expect the share price to be trading at a record high
given this result. Far from it. The share first reached this
price in 2014 and is now lower than during the initial few
weeks of Covid. Why? It is all due to sentiment.

The chart below is the Price/Book (PB) ratio for Standard
Bank — a popular valuation method for banks. Since the
GFC, Standard Bank has, on average, traded at a PB Ratio
of 1.6x. As I have already demonstrated, corporate credit

is gaining momentum and we believe the banks are ideally
positioned to finance the rollout of critical infrastructure.
The outlook is solid if nothing else. Yet presently, Standard
Bank trades on a PB multiple of 1.13x — well below pre-
Covid levels. If it were merely to return to its average
valuation that has prevailed for the past 12 years, that
would imply a share price of R203 — versus the current
price of R144. That alone would deliver a return of 41%,
before taking the dividend of 7% into account. Essentially,
a change in sentiment alone could drive a return of 50%,
before even acknowledging better growth prospects.
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Standard’s valuation is well below historic norms, despite
record profit and dividend growth. That can be blamed squarely
on poor sentiment.

I can perform the same analysis on dozens of local shares —
companies that are trading at deeply discounted valuations
despite rising profitability and strong cash flows. I want to
close by para-phrasing Willie’s closing remarks from two
weeks ago. “The only challenge — from an investor’s point
of view — is to remember that sentiment will not change
overnight. Headlines will continue to scream about a failing
state. We suggest you ignore those headlines and stay the
course. Even a modest uptick in either growth or sentiment
will translate into solid, inflation-beating returns.”
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Topic: TBC

Natal Midlands

Date: To Be Confirmed

Venue: Oasis Conference Centre,

The topic of our next Insight Seminars shall be confirmed ) i
72 Main Road, Howick

in due course.

Morning Time: 10am for 10.30am

Thank you to all clients who have attended our recent Evening Time: 5.30pm for 6pm

editions in Howick and Johannesburg.

Johannesburg
Date: To Be Confirmed
. Venue: Rosebank Union Church, Cnr
n Harvad House s or Facebook William Nichol and St Andrews
u H dH ) YouTub Road, Hurlingham
fvarc House Is on Youube 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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