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Infrastructure investment: the foundation has been laid

The decline in South Africa’s infrastructure has been well-documented over the past 20 years. A rule of
thumb suggests that a country should invest 25% of its GDP into infrastructure to remain competitive.
Measured quarterly, we have achieved that milestone only once in the democratic era. Following the
revision higher of our GDP statistics (as discussed in Intuition on the 3rd September) our ratio of fixed
investment to GDP has declined to just 13%. Nonetheless, there is evidence that the tide is turning, to the
point where infrastructure investment is one of our key themes for the SA economy over the next 5 years.

Sadly, evidence of the lack of
investment in infrastructure is all
around us — potholed roads, broken
water pipes, leaking sewage, not to
mention endless candle-lit dinners
(and not the romantic kind!) For
many years, South Africa has
neglected its infrastructure and
allowed it to deteriorate, to the point
where it feels like the country is
literally falling apart. Economists
have a rule of thumb that a country
should invest 25% of its GDP into infrastructure to provide
the base for the economy to grow and thrive. When measured
quarterly, we have come close to this goal just once — in
Q3 2009 — in the democratic era. That was ahead of the
FIFA 2010 World Cup when we
invested hugely in stadiums,
airports, the Gautrain, the
Gauteng Freeway Improvement
Project, and many others. Post
the World Cup, the hangover set
in. Infrastructure investment has
plummeted, and the sector along
with it. Once proud SA icons,
such as Murray & Roberts and
Grinaker LTA, are shadows of
their former selves.

Fortunately, there are tentative signs that better times lie
ahead. In part, this is simply driven by a resumption of
spending from key clients such as SANRAL after a long
hiatus, but it has also been driven by reforms. Interestingly,
there has been more structural reform in the economy over
the past 6 months than probably over the past 20 years.
We will leave the general topic of reform for another
day, but the changes to the electricity sector are the most
important for our construction-related industry. Between

“The SA construction
contracting industry is a
shadow of its former self —
former household names
have all but disappeared”
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B Following the revision of our GDP statistics,
the ratio of fixed investment to GDP has fallen
to just 13% - half of the 25% level required to
maintain a competitive economy.
After years of false starts, there is growing

evidence of a change in trend, to the point that
infrastructure investment is a key theme to
watch in SA over the next five years.

Two companies that stand to benefit are
Afrimat and Reunert.

the increased threshold for self-generation from 1MW to
100MW, the closing of the 5th round of renewable energy
projects, and the pressure (and partial funding) to transition
to a greener source of power,
industry analysts suggest that we
could spend up to R1 trillion on
electricity infrastructure over the
next ten years — a combination
of new renewable power stations
and strengthening the National
Grid. This may well be greeted
with a groan of scepticism — well-
deserved given the track record
— but the difference now is that
the bulk of this will be funded
by the private sector, not the government. Given that the
cost of renewable power has fallen so dramatically, coupled
with Eskom’s woes that refuse to go away, there is a huge
incentive for large industrial users to invest in their own
power generation — to the benefit of the entire country.

Evidence that the tide is turning is illustrated in the chart
below. The SA construction contracting industry is a
shadow of its former self — former household names have
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all but disappeared. But two listed stalwarts have survived
— WHBO and Raubex. The chart below tracks their order
book for SA construction projects over the past 3 years. In
June 2018, both companies combined had an order book of
new projects worth just R14 billion. That has now jumped
to R28 billion and is expected to rise further. This is just a
small snapshot into the activities of two listed companies
— other data also suggest that activity is rising across the
economy.
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After weathering a tough decade after the 2010 World Cup, the
local construction industry is finally showing some signs of life.
New projects are coming to market, driving up order books for
the first time in years.

Intuitively, one might think that the best way to capitalize
on the better times is by investing in the listed construction
companies themselves. That is not necessarily the case.
Construction companies are geared towards rising revenues,
but they are volatile and risky, given that large projects
carry risk. One wrong foot can erase all the profit and more.
Such has been the case for WBHO in Australia where a
massive road upgrade project has been beset by delays, cost
overruns and hence large losses. For that reason, we prefer
entry into the sector via other channels.

Afrimat

Afrimat was listed in 2006 ahead of the World Cup
boom, but far from being a one-hit-wonder, it has grown
consistently to become a formidable supplier of aggregates
and building materials. The company regards itself as an
expert in opencast mining — that foundation came from its
long history of operating quarries — and has consequently
diversified away from construction materials to include
industrial minerals (such as dolomite and silica) and bulk
commodities (iron ore and anthracite.)

Given the combination of tough local conditions and

Y AFRIMAT

Afrimat’s predecessor company, Prima, was established in 1963
and the business has been growing ever since.

buoyant commodity prices, many investors view Afrimat
as just another small mining company — not related to the
local construction industry at all. Whilst we can appreciate
this argument, 35% of Afrimat’s revenue is still derived
from construction materials — and this is after some of the
toughest conditions imaginable. We expect this ratio to rise
as commodity prices stabilise at more realistic levels and
local construction conditions improve.

Afrimat reported a rise in headline earnings of 60% for the
6 months ending August 2021. However, shareholders were
not rewarded to the same extent. The dividend only rose
by 14% - rather disappointing at first glance. But digging
deeper, we believe that this is exactly why the company
is so attractive. Let me explain. Over the past few years,
Afrimat has made several acquisitions — expanding their
presence in iron ore, anthracite and a new venture into
manganese. Combined, these acquisitions cost over Rl
billion, all funded through debt, not the issue of new
shares. These acquisitions will lay the foundation for future
growth, but excessive debt can drown even the ablest
swimmer, especially in a rising interest rate environment.
Given record commodity prices recently, Afrimat has used
the windfall from these high prices to pay down debt rather
than reward shareholders. This demonstrates a long-term
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Afrimat’s management team are known for their conservatism.
Despite spending over R1 billion on acquisitions, the company
is in a net cash position, which reduces the risk of volatile
commaodity prices.
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rather than short term focus. Whereas the business may
have been at risk with high debt levels and weakening
commodity prices, that risk has been largely mitigated. The
management team at Afrimat are considered to be some of
the best in the business, and this is a prime example. The
team has delivered a compound annual growth rate of 24%
over the past 10 years, despite the SA environment. We
believe they can do the same looking forward.

Reunert

Reunert is one of SA’s oldest industrial companies. It
was established in 1888 and listed in 1948. Yet despite its
heritage, it has largely fallen off the radar screen in recent
years as our economy suffered death by a thousand cuts. Yet
despite the tough times, the company has steadily grown
its earnings (except for the impact of Covid) and rewarded
shareholders with generous dividends.

Reunert is a multi-disciplinary firm, offering various forms
of cabling (high and low voltage electric cables, and fibre),
low voltage switches and circuit breakers, fibre services
to the end consumer, renewable energy solutions and
defence products, amongst others. Given the reform to the
electricity sector, as well as the steady rollout of fibre across
the country, we believe Reunert is uniquely positioned to
benefit from this reform through its electrical engineering
and applied electronics divisions. Together, these account
for 75% of revenues, but a smaller percentage of profits
given the tough recent conditions.

Included in the Applied Electronics cluster is a business
called Terra Firma Solutions, one of the country’s leading
providers of turnkey renewable energy solutions. Core to
their offering is their (B-O-O offering — build, own, operate).
Over the past 3 years, their ownership of solar assets has
grown by 144% per annum. Examples of their projects
would be solar installations at shopping centres and large
office blocks, where they provide the solar infrastructure
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Reunert has a long track record of paying solid dividends to its
shareholders.

and battery storage to ensure a seamless service. In
addition, they have launched a joint venture to target
similar opportunities across Africa. Given the deregulation
and reform, there is almost unlimited opportunity in this
segment.

Like Afrimat, Reunert is conservatively managed. The
company has no debt, and strong cash flows. It reinvests
into its facilities to maintain efficiencies, and then generally
pays the excessive cash out to its shareholders. On that
basis, Reunert has a solid dividend history that has rewarded
shareholders over time.

Both Afrimat and Reunert have demonstrated their ability to
navigate the toughest of times in SA. They exit that period
in a strong position that bodes well should local conditions
improve as expected. But equally, they can weather another
tough year should the promise fail to materialize. Let’s
hope for all our sakes that that is not the case.

Reunert has a long and storied history in South Africa as one of our country’s leading industrial firms but has been off the

radar of late.
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Topic: 2022: a brighter year?

Natal Midlands

Now that we have moved back to Level 1, we are delighted Date: 2nd of December
toonce again be able to host clients at our Insight Seminars. Venue: Oasis Conference Centre,
We will hold our next seminar in December, which will 72 Main Road, Howick

focus on the outlook for 2022 amd the key themes that Morning Time: 10am for 10.30am

we expect to unfold. For those based in the Midlands, Evening Time: 5.30pm for 6pm

please note the change of venue. The presentation will
be followed by drinks and snacks. Seating is limited and
subject to regulation, so please ensure that you book.

Johannesburg
Date: 13th January 2022
. 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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https://www.facebook.com/HarvardHouseSouthAfrica
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