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AVI: deserving of a premium rating

The first intuition article I wrote about was about AVI. In that edition, specific focus was paid to the
quality of the management team. AVI has moved 47% YTD. It is worth revisiting the business to review
the value drivers and the underlying moving parts that help drive its competitive advantage. These
factors highlight why a premium pricing on the share is justified and suggest that more value can still be

accrued.

It’s been over 18 months since we
last covered AVI in Intuition. What
was of particular concern back
then was the impact of the macro-
specific factors that had weighed
on valuations. We highlighted the
negative interaction between supply
and demand side shocks. On the
supply side, the most significant
was the rise in commodity prices,
particularly coffee and crude oil.
These had an exaggerated impact on
inflation and ultimately pricing. However, some of these
pricing shocks are not yet out of the system, and now for
different reasons. AVIis still contending with elevated prices
for some of their critical inputs, even though oil prices have
stabilised. Prices for soft commodities are driven largely
by events in producer nations. We pointed to the forecasted
drought conditions in Brazil, which have now materialised.
This, of course, is not an unusual occurrence. Floods and
droughts are common. However, Patricia Pinho, deputy
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Despite the stabilization of crude oil prices, prices for other
critical inputs have increased, underpinned by extreme weather
conditions in producer nations.

SPEED READ
The current drought is now the worst on record
affecting about 58% of Brazil. This in turn is
impacting on soft commodity prices.
Their fishing operations are experiencing some
of the toughest conditions for twenty years. |
& J’s profitability over the past few reporting
periods has declined steadily from a peak of
R417 million to R197 million this past year.
It appears the tide is turning more favourable.
The combination of the two-pot system
and interest rate cuts should see a boost
to disposable income. The absence of
loadshedding is also boosting margins.
AVl is synonymous with quality. The company
has grown its earnings and dividend by 6% and
7% per annum respectively over the past five
years in this country. Despite the tough past
12 months, AVI has rewarded its shareholders
with a special dividend, the third in 6 years.

science director at the Amazon Environmental Research
Institute, said in an interview that the issue now is the
increased range of the two extremes. The current drought
is now the worst on record, affecting about 58% of Brazil.
Consequently, coffee prices are up 38% this year, along with
other key ingredients like butter (+53%), potatoes (+37%),
and tea (+57%). Recently, forecasts of rains across Brazil
have helped ease the prices somewhat, but a meaningful
change is needed before AVI can reap any benefits.

Within the South African context, weather predictions
indicate that we are entering La Nina conditions, which
are characterized by above-normal rainfall. This will help
local production, which should ease food inflation further.
Lastly, the running theme within South Africa recently has
been load-shedding and the impact thereof on operations.
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The team at Eskom has made tremendous progress, which
helped ease the pressure on margins given reduced use of
expensive generators.

There are two critical issues 1 want to highlight in this
edition — challenges at I & J and the increased competition.
1&J, a segment within AVI that catches, processes and sells
premium value-added seafood locally and internationally,
hasbeenundersevere strain. The current fishing performance
is the worst in over 20 years. 1&J’s profitability over the last
few reporting periods has been deteriorating, from a peak
of R417 million to R197 million in the most recent financial
year. There are two issues:

1. Poor catch rates that are well below historical levels.
The Abalone resource within South Africa is declining
due to poaching and ecological changes, compounded
by the Department of Forestry & Fisheries pointing
to the quota allocated for commercial farming as
excessive. This implies
further reductions in the

Abalone is a hugely popular seafood among Asian consumers
with demand in China especially high.

compounded the challenges. Fortunately, AVI has a well-

regarded management team who don’t just sit on their

hands. They have expanded their fleet to ensure they can

take advantage of their full hake quota, and the outlook

for Asian demand is improving — a large market for AVI’s
exports.

Total Allowable Catch for
Abalone in the future.

Recently in the Western Cape,
police seized abalone worth
R10 million from a single
bust. To put that into context,
it equates to about 26% of

“IA report by the Global Initiative
against Transnational Organised
Crime highlighted that about
R1 billion worth of abalone is
poached in SA each year. ”

In the recent earnings call,
management highlighted that
within the footwear and apparel
segment, one of its popular
items that had a selling price
of R700 per unit when AVI
acquired the business more
than a decade ago now sells

AVI’s profits from abalone
over the last year. A report
by the Global Initiative against Transnational Organised
Crime highlighted that about R1 billion worth of abalone is
poached in SA each year. This is miniscule compared to the
absolute levels of poached abalone that has flooded world
markets, adding further strain to growth for legitimate
operators. Port problems due to Transnet’s woes only

ABALONE: POACHING VS LEGITIMATE CATCH

for R2,800, a 300% increase,
pointing to significant inflationary pressure. Higher pricing
in response to inflation has been a driver of revenues over
the past few semesters, although this is offset by volume
declines. While all producers are contending with inflation,
the largest impact has been the increased competition in
the marketplace. Aggressive discounting and lower-priced
options by competitors in an inflationary
environment have added pressure within
some of AVI’s key categories. Despite this,
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Although poaching has declined from the highs reached in 2018, it is an inhibiting

factor for commercial fishing.

AVI has been able to defend market share
due in large part to its value brands across
all its units, highlighting the importance of
a diversified portfolio across price points.
In the Footwear and Apparel segment,
volumes are still under pressure despite
discounting to manage inventories. This
is a sign of continued consumer pressure.
Fortunately, Entyce Beverages has been
the standout, despite price increases
Dl averaging 14.8%. Volumes increased, in
part due to base effects, but also due to the
launch of value brands.
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VOLUME GROWTH IN KEY CATEGORIES
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Volumes have recovered as consumers shifted to lower priced
brands. One example is Rooibos, where volumes have grown
strongly following the launch of a cheaper, value brand last
quarter.

Nonetheless, there are early signs of improvement. The
recently initiated two-pot system should see easing
pressures on consumers with more disposable income,
which could potentially help drive volumes. As of the latest
date, News24 reported that gross withdrawals have reached
about R21 billion. Secondly, interest rates have already
started to fall, and should fall by another 1% over the next 9
— 12 months. Lastly, stimulus across Asia is stoking demand
for seafood — a key export market for AVI.

Despite what by all accounts was a tough year, AVI
continues to deliver the goods. Earnings grew 24%, with
a commensurate increase in the dividend. Furthermore,
thanks to their superb financial management and strong
balance sheet, AVI has rewarded its shareholders with a
special dividend as well — the third in the past 6 years.
AVD’s inclusion in portfolios is not merely because
management is dedicated to shareholder returns through
dividends and special dividends. AVI has always traded
at a premium to its peers, a recognition by the market of
the significant quality of its operations, results,
and management relative to peers. Over the past five
“lost” years in South Africa — from 2019 to 2024, AVI
has grown its earnings and dividend by 6% and 7% per
annum respectively — a commendable performance and
well ahead of the broader sector, who have all seen
earnings contract. This is further supported by a peer-
leading return on equity of 42% and operating margins at
21%, contrasted to the sector median of 9.6%. A great
quote by William A. Foster captures this: “Quality is
never an accident; it is always the result of high intention,
sincere  effort, intelligent direction and skillful
execution.” Management has been able to navigate an
incredibly difficult period of pricing-led growth through
effective hedging strategies. Now, as supply-side issues
are resolved through accelerated reform under the GNU
and demand-side pressures ease, we expect that AVI will
benefit from both volume growth and expanded margins.
That is an attractive combination.
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Coffee prices have spiked over the last year, along with many other soft commodities putting margins under pressure at firms like AVI.
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Topic: Outlook for 2025. Is that
SA Story Intact?

Natal Midlands

Date: 05 December 2024
By the end of November, it will have been six months since Venue: Christ Chur(.:.h Howick, 23 Mare
our election ushered in the GNU. This presentation will Street, Howick
focus on the outlook for 2025, and delve specifically into Morning Time: 10am for 10.30am
whether the SA story is still intact. Evening Time: 5.30pm for 6pm
Johannesburg
Date: 04 December 2024
Venue: Rosebank Union Church, Cnr
Winne Mandela Drive and St
n Harvard House is on Facebook Andrews Road, Hurlingham
Time: 7am for 7.30am
° Harvard House is on YouTube
Cape Town
Date: 2 December 2024
CO NTACT D ETAI LS' Venue: SSISA Conference Centre, Bound-
For more information on the range of products and services grg I;Ioad, Newlands, Classroom 1,
offered by Harvard House Investment Management and its _ rd Floor
associated companies (including Harvard House, Chartered Time: 7.30am
Accountants), or for any financial advice, please contact Venue: ABRU Motor Studio, Lourensford
the Company at: Wine Estate, Somerset West
Time: 5.30pm for 6pm
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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.

Harvard House Investment Management (Pty) Ltd*, Licence no: 675 Harvard House Insurance Brokers*, License no. 44138

Harvard House Financial Services Trust*, Licence no: 7758 * Authorised financial service providers in terms of FAIS (2002)




