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1) BRIEFING NOTE FROM THE CHAIRMAN OF SEARDEL AND CEO OF IT’S MAJOR SHAREHOLDER

The Seardel Group is the largest employer of clothing and textile workers in the country, employing some 14 500 workers in some 20 manufacturing units around the country. It was essentially bankrupted last year, having made losses to 30th June 2008 in excess of R180m, and exceeding all banking facilities which it was able to raise, jeopardizing the jobs of all its employees. Since its order book was taken a season in advance this meant it had also committed itself to at least a further six months of losses before any turn around could be effected. The underlying imbalance in the terms under which it traded, with systematic illegality among competitors, made any turn around exceptionally difficult as one had not only to turn around the operations of the Group, but also to fundamentally change the way in which the industry was doing business.

HCI was persuaded by SACTWU to take on this task on the basis that, while it is itself a publicly listed trading corporation, it is also the investment vehicle of the union, and that the collapse of the Seardel Group would have meant both the immediate loss of 15% of the union's members and the loss of the central employer partner holding the institutions of collective bargaining in place. 

To date we have spearheaded a rights issue of R300m to try to give the company a chance to be recapitalised for its recent past losses together with its current and immediate future ones. This was achieved only by HCI underwriting and subscribing for R249m worth of the shares issued in the rights issue, because its shareholders were in general unwilling to invest further into a company that they felt was essentially dead on its feet. The rights issue was successfully completed at the end of 29th October 2008 and resulted in HCI becoming its major shareholder holding over 70% of all shares in the Group. 

We have persuaded the various banks to whom the company owes several hundred million Rands worth of debt, to cooperate with the planned restructuring of the group, to leave it with secured facilities of up to R760m of bank debt and guarantees, and to give it a period of time to recover. This period ends on 30th June 2010 and should we not have turned Seardel around by this date it is likely that the banks will take over its assets to recover their outstanding debt, which will result in all efforts to save jobs in the group being in vain.

We have begun an enormous restructuring program on the clothing side, merging factories, changing arrangements with retailers that have been in place for decades, changing workpractices that have been in place since the company commenced work, bringing in industrial engineering and other management skills to replace a generation of senior managers who we were forced to let go as they were in their late 60s and older. 

Essentially each of these factories was loss making before group interest last year and the interest bill on outstanding debt was over R90m for the year.

We have spearheaded a major effort to get the industry to comply with its legal obligations, to re-establish fair conditions of trade. These efforts involve the rebuilding of the Natal Clothing Manufacturers Association which was on the point of closure, as well as the bargaining council which had fallen into such disrepair in Kwazulu Natal, that widespread underpayment of employee wages had become the order of the day, making compliant factories such as Seardel uncompetitive. They have also involved working with authorities to expose systematic and pervasive unlawful importing of clothing and textile goods into South Africa with flagrant disregard for custom requirements. This unlawful behaviour likewise has made law abiding local enterprises totally unprofitable as retailers have driven the prices to manufacturers down and down to levels that are only marginally profitable if combined with underpaying workers and evading import taxes.

Turning around those parts of the Group that are the most labour intensive has to be our most pressing priority. In light of the fact that some 70% of the Group's employees are in the clothing sector this is where our emphasis has been. 

From the point of view of analysing where the capital of the Group is invested, however, this represents less than 50% of the value of the Group. The other major part of the Group's activities is centred in the vertical pipeline of the Frame Woven Fabric Division. This pipeline converts raw cotton into finished fabrics and is a highly complex, capital intensive division, constituting a nationally irreplaceable heart to textile industrial production of South Africa. Its demise will have consequences for the country that are severe and we set out our views on the strategic importance of this pipeline in a separate document attached hereto.

It remains a fact, however, that this division is bleeding profusely and cannot be returned to profit in the next twelve months or even by 30th June 2010 (some 15 months away), by which time our arrangements with the banks expire. More importantly we believe that if we spread our meagre resources across the whole front of Seardel problems and essentially try single handily, to take on the entire gambit of textile problems simultaneously with that of the clothing industry, we will seriously jeopardise the rest of the rescue work we are doing. In truth it is unrealistic that a small Black Empowerment Group such as our own should be left with the sole responsibility to achieve from its own limited resources, the achievement of what should be a national priority, namely the rescue of key manufacturing industries from being swallowed by a wave of entirely unregulated imports into the country. Unless we truly do want to be a nation of shopkeepers and importers we have to assert our National Interest in relation to stabilising key manufacturing capabilities.

It is these circumstances that we are appealing to the state to assist us in saving the Group from having to close the operations of the vertical pipeline of the Frame Group.
Yours sincerely 

John Copelyn

CEO – HCI and Chairman - Seardel

2) EXECUTIVE SUMMARY

It is clear that the Frame Woven Fabric Division is a strategic asset for South Africa for the following reasons:

· Most developed economies have been founded on the back of textile industry;

· Small and medium clothing manufacturers, an area of significant job potential, are dependent on access to fabric in volumes not economic to import;

· The textile industry is a good breeding ground for artisans and engineers, skills in chronic short supply in South Africa;

· This division supplies the majority of fabric used by the South African Defence Force and Police Services.

The Frame Woven Fabric Division is the largest textile marker in Sub Saharan Africa. The demise of the entity would have a significant effect on the entire local textile and clothing industries not to mention all the localised support industries. Job losses would be severe and given the level of capital required to re-establish this division on a replacement cost basis, it is clear that any demise would be irreversible.
The industry is going through difficult times largely as a result of:

· International subsidisation of their own industries from the subsidisation of agriculture through energy, rent and more direct subsidisations of exports;

· Our own structural deficiencies with regard to the Duty Credit Certificate (“DCC”) Scheme and SACU dynamics;
· Higher wages being paid locally than in the East or other SACU states as a strategy to provide South African workers with a living wage;
· The degree of non-compliance with import duties and taxes as well as non-compliance with bargaining council rates;

· The general pressures being faced as a result of the global economic crises.

This situation can be remedied in the medium term through the following interventions:
· The Receiver of Revenue has recently focused on the clothing and textile industry with a view to reducing the levels of non-compliance with the relevant tax laws. It is early in the process but early indications are that this will have a positive effect on the local industry;
· Work needs to be done on the structural deficiencies with respect to the DCC scheme and SACU and SADC arrangements. A structure of incentives needs to be implemented that rewards local production and employment without making imports more affordable;

· The weakening rand will certainly make local production more viable but the current weakening Rand has been countered by the severe over supply situation on the back of the global financial crises; 
It is also significant to point out that the current troubles being experienced by the division were not always the case. In the early half of this decade the division was able to deliver good returns to its investors. A combination of the reducing tariffs, increasing illegal imports and the stronger Rand has had a significant effect on the division’s profitability. It is also important to note that relatively small increases in either selling prices (or reduced raw material prices) or efficiency gains could have a significant impact on the division’s profitability. 
It should also be noted that if the IDC were to acquire this division it could unlock synergies that may exist between the Woven Fabrics division and the other IDC investments in this industry most notably Prilla, Sheraton and Capstone which are all competitors.
Proposition

The size of the Frame Woven Fabrics division has meant that the losses being incurred cannot be absorbed by Seardel without putting the whole enterprise in jeopardy. The woven fabrics division employs some 1 700 people and although a very significant part of the organisation the drain being placed on the organisation as whole which employs some 14 500 people makes the future of this division insecure. 

The division has been profitable historically and once some of the non-compliance issues and structural deficiencies have been resolved, it can be profitable again, particularly in an environment where the Rand is weaker than in the past few years. There may also be synergistic benefits between this division and the other IDC investments in this sector. However, Seardel does not have the resources to hold onto the division while these issues are resolved. Failing a transaction, Seardel may have no alternative but to close this division.

We believe that it has been demonstrated that:

a. The Textile industry is a strategic industry with the ability to drive significant job growth not only in this sector but more importantly in the clothing sector where the cost per job created is lower than in just about any other manufacturing industry;

b. A demise of the Frame Woven Fabric Division would has a dramatic effect on the local textile and clothing industry with job losses being severe;

c. The effect on the localised economies within which the Frame Woven Fabric Division operates would be devastating;

d. The local industry is being severely affected by structural deficiencies, non-compliance to existing laws. Work is being done to remedy most of these factors which if successful will return the industry to viability;

e. Seardel does not have the resources to hold out for the effects of these efforts to be felt and is urgent need of an investor of substance.

It is proposed that the Frame Woven Fabric Division would be better served being owned by a state funded institution that can take a more strategic approach to the investment and ride out the difficult times. In order to facilitate such a transaction, Seardel would look to recover the net asset value of this division which funds would be used to repay its existing debt facilities and allow it to focus its attention on the other textile divisions within the group as well as its clothing operations.

Presented in the table below is a summary of the net asset value of the division. 
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 Net Realisable 

Value 

31-Dec-08 31-Dec-08 31-Dec-08

Plant & machinery   487,884            (254,629)         233,255              

Motor vehicles 2,483                -                      2,483                  

Computer equipment 1,109                -                      1,109                  

Other assets 1,074                -                      1,074                  

Total assets

492,550            (254,629)         237,921              

Inventory 195,467            -                      195,467              

Trade & other receivables 181,445            -                      181,445              

Gross assets 869,462            (254,629)         614,833              

Trade Payables (98,622)             -                      (98,622)               

Net Assets 770,840            (254,629)         516,211              


It should be noted that the impairment is based on independent valuations of the respective assets that were done in September 2008 in order to get to a net realisable value for the assets.

Proposal Summary

· Seardel wishes to dispose of its Woven Fabric Division for its net realisable asset value (R516 million as at 31 December 2008). The number will be adjusted for movements in working capital and depreciation up to the effective date of any transaction. 

· To reduce the purchase price, the transaction may be structured to allow Seardel to recover its trade debtors or they can be purchased as part of the transaction;

· Although the division is largely self sufficient, Seardel does provide some management support as well as some administration services such as credit control, IT etc. Seardel is willing to continue with these arrangements and provide any investor with options from an interim solution to continuing to fully manage the operations on a permanent basis. Any management provided would be at a mutually agreed arms length fee;

· These divisions currently occupy premises owned by Seardel, Seardel will continue to lease these premises to the Division’s entities at a market related rental. 

3) SOUTH AFRICAN TEXTILE INDUSTRY
a) Background
According to Statistics SA, in 2008 there were approximately 700 companies in the South African textile sector generating sales of R17 billion, employing 45,900 people representing 4% to the total manufacturing employment. Considering that each worker in the textile sector supports at least 5 persons with the wages they earn every week, support almost 230 000 people. 

The textile sector is a significant employer of women with 51% of all employees being women, according to the CTFL SETA. When one isolates blue collar workers, specifically labourers and plant and machine operators and assemblers, that percentage increases to 56%. This is much higher than the proportion for all workers and the manufacturing sector (42.5% and 33.3% respectively)1.
The sector is an important employer in many rural areas and industrial towns where few other job opportunities exist and unemployment is often much higher than the national average. This includes towns like Hammersdale and Pinetown in KwaZulu-Natal, Atlantis, Paarl and Worcester in the Western Cape, Uitenhage in the Eastern Cape, Randfontein in Gauteng and Standerton in Mpumalanga. Textiles are also manufactured in cities such as Cape Town, East London, Port Elizabeth, Durban and Johannesburg. 

The South African Textile industry is experiencing extremely tough times with mills closing down on a regular basis and employment levels having dropped off from 78 800 a decade ago to just 46,000 people currently. 
b) Strategic importance of the local textile industry
Overview

History has shown that all current first world economies started their industrial development through a well structured textile value chain. This can clearly be seen right now in India, China and Pakistan to name a few. Japan also started its development through the textile industry before moving into more technologically advanced industries.
The textile industry is the breeding and development ground for skills with well over 30 different trades (this excludes textile specialists and technologists). These skills are transferable and in many cases constitute the starting base for entrepreneurial enterprises. The skills developed in the textile sector include:

· Fitters;

· Turners;

· Mechanics;

· Plumbers;

· Electricians;

· Industrial, mechanical, electrical and electronic engineers;

· Chemists; and

· Other scientists and technologists.

These skills are in severe short supply in South Africa and an established textile industry goes some way to filling this void. In addition, the value chain feeds and supports a huge infrastructure within South Africa, from transport to packaging as well as a multitude of small businesses providing engineering and support services such as security, maintenance, cleaning etc. 

Employment generator

The textile sector is more labour intensive than the manufacturing sector as a whole.
 In addition, the multiplier effect of the textile sector on other sectors in the economy as well as its indirect job creation impact is significant. It is a significant user of inputs from agriculture (wool, cotton, mohair and other natural fibres), manufacturing (trims, chemicals for manufactured and synthetic fibres and dyes), transport, electricity and water supply and services (design, finance). A 2005 IDC study indicated that 2,7 indirect jobs are created for each primary job in textiles.

South African Value Chain

A healthy, growing textile sector also benefits the local clothing and hometextile sector. A vertically integrated industry, from textile production to finished goods, would increase South Africa’s competitiveness by allowing the value chain to cut lead times and show flexibility.

Having a large local textile producer such as Frame’s Woven Fabric Division close to manufacturers allows South Africa to offer multiple processes that are vertically integrated. This assists in providing some competitive advantage over cheaper producers in Asia and other areas.

The demise of Frame’s Woven Fabric Division would have a devastating effect on the local textile industry. Without a local textile industry, local garment makers would be reliant on sourcing fabric on international markets. It is well known that the more labour intensive beneficiation processes further down the value chain in the clothing and textile sectors are generously subsidised in other parts of the world and hence local manufacturing may be at the mercy of foreign textile manufacturers to remain competitive.
African Value Chain

A strong South African textile sector holds other benefits for the region and the continent. It can help to plug the fabric gap in the African value chain.

While certain African countries are an important source of fibres, including cotton, others have growing clothing sectors, textile production in Sub-Saharan Africa is insignificant, except for South Africa. The result is that a group such as Frame is one of the most important textile producers in Sub-Saharan Africa.

c) Effects of the decline of the South African Industry 
Obviously the most significant effect that a demise of the local industry would have is on job losses.  The current employment of almost 46,000 people represents a significant reduction from the levels of more than a decade ago when the sector employed 78,800 – it has lost 32,900 jobs or 42% since 1996. However, when one considers that a demise of the local textile industry would have an effect on the clothing industry as well, which employs some 150 000 people, the effect on the local economy as a whole would be dramatic. Job losses are accelerating and the loss of critical mass is placing the whole local industry in jeopardy.

This is without considering the effect on suppliers and customers to these industries. What is of particular concern is the high concentration of jobs in the Western Cape and Kwa-Zulu Natal. The economic and social impact on these localised economies would be severe.
d) Reasons for the decline of the local industry

Duty tariffs
External factors that have contributed to the retrenchments and factory closures include trade liberalisation and the sharp increase in imports. Trade liberalisation as a result of South Africa’s commitments to the WTO and South Africa’s entry into several bilateral and multilateral trade agreements have seen a large part of the protection the industry once enjoyed being reduced. Textile tariffs have been phased down significantly since the mid-1990s, with the tariffs for yarns and fabric being reduced by half. South Africa’s duty on input fibres is an anomaly. No other country, unless they are largely self sufficient or exporters of cotton, have any restrictions on the importation of cotton fibres. The current duties are:

Table: Current import duties

	
	MFN
	EFTA
	EU
	SADC

	Yarns
	15%
	10%
	5%
	Free

	Fabrics
	22%
	15%
	10%
	Free


Several trade agreements, including the SACU-EFTA agreement, the SADC trade protocol and the SA-EU TDCA, have reduced the effective tariffs further than the most-favoured nation (MFN) rate. For instance, fabric can be imported at a duty of 10% from the EU and without any duty from other SADC countries. This would mean that the effective tariff is lower than the MFN rate.
The effectiveness of the duty tariff regime needs to be thoroughly investigated. Firstly the rate of duties imposed on the various categories of raw material, fabric and garments often results in downstream manufacturers being uncompetitive. E.g. Fabric attracts import duties at 22% whilst readymade home textiles attract duties at 30%. The 8% difference between these two is not sufficient protection for the home textile manufacturer.   Secondly, the industry has experienced above inflation increases in input costs (most notable energy) and this is eroding the advantage that import duties provide. This is exasperated by the trend of declining tariff rates.

Import duties do not only provide protection against wage rates differentials but also against international subsidisation programs.

Duty Credit Certificates (“DCC’s”)

DCC’s are earned on exports and are used to offset import duties. The DCC scheme operates across the Southern African Customs Union (“SACU”). The lower wage structures in other SACU states has enabled them (particularly Lesotho, which pay some of the lowest wages in the world) to establish export focused operations. Hence, the majority of the DCC’s are earned in SACU states other than South Africa and these DCC’s are then sold to South African entities which use them to reduce import duties on finished garments. In effect the DCC’s are benefiting other SACU manufacturers at the expense of South African manufacturers.  Although it’s true that certain South African manufactures utilise DCC’s for their own benefit. It is our view that the negative impact far outweighs the positive.
Growth in imports

This liberalisation, together with the strength of the Rand in the mid-2000s and the growth of China as a major textile producer, has lead to a sharp increase in textile imports. In 2008, textiles imports reached R9.5 billion or $1.1 billion. Increased sourcing of fabrics and more particularly finished garments from the east by local retailers (both legal and illicit) has reduced prices to unprofitable levels and reduced volumes to uneconomic levels.
Table: Total imports of textiles 2003-8 (Rand and US Dollar value)

	Imports
	2003
	2004
	2005
	2006
	2007
	2008

	Textiles ($m)
	777
	1 003
	1 009
	1 101
	1 143
	1 148

	Textiles (Rm)
	5 883
	6 489
	6 437
	7 472
	8 080
	9 497


Source: SARS Customs data, DTI Economic database

If one considers that another competitor to local textile manufacturers is imported finished garments, the significant growth in this area brings home the difficulties currently being experienced by the loss of volume in the textile sector. The graph below indicates the growth in clothing imports from 2000 through to 2007:
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Wage structures

Contrary to many countries the textile sector competes with, South Africa has chosen a path of human rights. It has chosen not to exploit workers, to allow workers to organise freely, to give workers other rights and to pay workers a living wage. Local wages are higher than in competitor countries in the East and other SACU and SADC countries. 
In addition, South African manufacturers need to compete against manufacturers in neighbouring SACU states which do not have the same wage structures without any protections offered by duty tariffs. This has led to a rapidly growing tendency for local manufactures to move their operations across borders. 

However, what is not true is the notion that South African workers are unproductive. In fact the output per employee of the local industry compares with some of the most efficient industries in the world.

Non-compliance

The local industry is riddled with instances of non-compliance. This behaviour has been brought about by the severe pressure on the industry but its effects are most severely felt by compliant manufacturers.

Import duties 

It is clear that a significant amount of the goods imported into South Africa are done so irregularly or illegally. This illegality takes many forms most notably:

· Counterfeit goods;

· Goods smuggled in duty free;

· Under invoicing (both value and quantity);

· Trans shipping through SADC and SACU states;

· Abuse of tariff rebates;

· Abuse of DCC scheme;

· Abuse of two stage process rule from SADC states.

Other taxation:

· Vat;

· Income tax;

· PAYE. Etc

Bargaining council agreements: 

There are a significant numbers of local manufactures and CMT operators (some 630 companies as at January 2009 representing about 50% of all employers) who are not complying with the bargaining council agreements which make compliant manufacturers uncompetitive.

e) Remedies

In the long term for the salvation of the clothing and textile industries lies in the following issues being addressed:

1. Development of effective protection measures for the local industry in order to combat not only the differing wage structures in various parts of the world (including other SACU states), but also to protect the local industries against international subsidisation schemes;

2. Devising a local incentive scheme that incentivises local production and employment without giving importers assistance; and

3. Ensuring that all local members of the value chain, including manufacturers and retailers, comply with all the relevant legislation applicable to them through enforcement and by ensuring that each member of the value chain has a level of responsibility for compliance not just for themselves but also their suppliers;

4) FRAME WOVEN FABRIC DIVISION

a) Group Structure

Presented in the diagram below is a high level overview of the Seardel Group Structure as at 31 December 2008:
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Presented in the diagram below is the Seardel Group Trading (Pty) Ltd structure:
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b) Overview
Back in the 1960’s there were just a few companies in the Pinetown/New Germany triangle, with the Frame Group being by far the largest, employing over 20 000 people in those days. This number has shrunk to 1 600 in New Germany. There are now hundreds of enterprises which constitute a self-sufficient infrastructure for manufacturers in this area, most of them have been developed on the back of the textile industry and some of them still largely dependent on textile industry.
The Frame Woven Fabrics division converts raw cotton into dyed and printed fabric for use in garment manufacture as well as finished textile products such as bed linen and curtains, it consists of 4 main entities:
· Spinning;

· Weaving and finishing;

· Denim;

· Berg River Textiles

Spinning

Frame Spinning Mills is the dominant producer of cotton spun yarns in the Southern African region, comprising state of the art spinning mills situated in New Germany site in Pinetown, approximately 20 kilometres inland of Durban. 

The division boasts an installed capacity of approximately 53 000 Ring Spindles and 5 000 Open End Rotors, operating around the clock, yielding in excess of 25 900 tons of short staple yarn per annum. Split 53% Open End and 47% Ring Spun and offering a comprehensive range of products, the division has positioned itself to service the full spectrum of textile manufacturers requirements.

As a leader in environmental awareness, development and quality, Frame Spinning Mills was the first South African spinning mill to be accredited by Control Union to manufacture and market 100% Organic Cotton Combed as well as Combed Cotton 95% Organic Cotton 5% blend yarn. Membership to the Organic Exchange and pending implementation of online Track and Trace ensures compliance with the exacting standards laid down for this product.

As the sole licensee to manufacture and market Viloft and Viloft blend yarns in the South African market, Frame Spinning Mills offer both Combed Cotton Viloft 50/50 and Polyester Viloft 50/50.

Products on offer include 100% Combed and Carded Cotton, Cotton Synthetic Blends, Polyester Viscose Melange Blends, 100% Acrylic and Cotton Polyester Grey Melange yarns. Speciality yarns include Cotton Slub and Multi Count in both Ring Spun and Open End. It is also able to offer Dyed Yarns.

Weaving
Frame Woven Fabrics, a vertically integrated operation which produces in excess of 33 million linear metres of fabric per annum. The weaving plant is based in New Germany and the dyeing and finishing processing is based in Mobeni. This division produces a wide range of products, inter alia, 100% cotton, polyester cotton and polyester viscose in various weaves for apparel, workwear, industrial and home textile markets. Woven from predominantly short staple yarn, fabrics range from 80 grams to 400 grams per square metre, with finished widths from 90 to 275 centimetres or 35 to 108 inches. It offers products in an array of sophisticated finishes including brushed, sanded, soil repellent, easy care, acid resistant, flame retardant, ultra violet resistant, soil release and chintz, among others. Fabrics are marketed in loomstate or greige state, prepared for printing or dyeing, bleached or dyed forms. During the year leading up to December 2008, the Group installed 32 new air jet weaving machines, as well as one new apparel stenter (for drying and thermosetting) and a new apparel continuous dye-range. Those investments have been made to respond faster to market demands. In addition, a modern extrusion and weaving plant manufactures polypropylene cloth and tape for bulk bag, geotextile, agricultural and mining applications. Flame retardant coating compliments the range.

Technology installed during the year includes a new extruder and 5 metre width weaving looms. These investments will continue to achieve improvements in quality and service levels, eliminating manufacturing bottlenecks and creating flexibility in the ongoing effort to reduce lead times. The challenge lies in creating capacity, while adding value to target prime business in a dynamic environment.

Denim
Frame Denim is a vertically integrated operation specialising in the production of indigo denim, and are suppliers of indigo denim fabrics to the local and export garment industry. Its products range from 4.75 ounce fabric to 15 ounce fabric. 

Berg River Textiles

Berg River Textiles, located in Paarl, Western Cape, is a textile operation producing high quality woven cotton and polycotton fabrics, in dyed and printed form. In addition BRT has the ability to convert fabrics of other compositions. The organisation prides itself in flexibility, quick response, innovation and development.

Capacity is in excess of 12 million linear metres per annum and includes a diverse range of products.  Fabrics are targeted primarily at the following sectors:

· Apparel;

· Medical textiles;

· Government Tender;

· Workwear; and

· Household textiles.

The product range varies from light weight shirting and sheeting through to heavy drills, twills, canvases, and encompasses a number of constructions.  BRT are also able to offer various finishes and handles and supply in loomstate, dyed or printed forms.  A Commission Printing and Finishing service is also offered on both woven and knitted fabrics.

c) Strategic Importance

What makes the Frame Woven Fabrics Division a unique strategic entity is the fact that, apart from being a very modern facility, it is also the largest one in Sub Saharan Africa. It has competencies which, if an enabling environment is created, could create quality employment and the foundation to develop much needed skills for the South African economy. 
The Frame Textile Group is internationally known and respected. Its strategic value is further enhanced by the fact that together with only one other company south of the equator, it is capable of producing the fabric and meets the needs of the various state organs, like the Army, Air Force, Navy, Police and Correctional Services both locally and for our neighbours. Mines and large public companies such as Eskom are all supplied with the Group’s products.
Of the approximately 5 million meters of woven fabric required by the various South African Security Forces, 3.6 million meters are produced by Frame’s Woven Fabric Division’s vertically integrated operations.

In short, without the ability to respond quickly to quantitative and special qualitative needs, The South African state would be entirely dependent on foreign producers thousands of kilometres away. 
The Frame Woven Fabrics Division has the skills to produce technologically advanced products such as infrared repellent camouflage, acid and flame retardant fabric and electric magnetic shielding products. In addition the Group supplies base fabric which finds their way into sophisticated value added products. 
The above should make it clear that the Frame Woven Fabric Division is a national strategic asset, it has the ability to: 

· create employment, including in its suppliers and allied industries;
· contribute to addressing the gender gap; and
· assist in local economic development in several industrial towns.

Taking into account the need for employment creation and growth in South Africa, should we not be declaring firms, such as Frame’s Woven Fabric Division, a national strategic asset? As a national strategic asset, the division should be supported and funded by government in the same way that countries support telecommunications firms, mining companies, arms suppliers and oil producers as strategic assets. 

Like other such assets, the Frame Woven Fabric Division can then be funded by government and run by the private sector. It should then be exempt from paying tax and raise money through lending, overdrafts and grants.

The Land Bank is considered a national strategic asset because of its key role in addressing South Africa’s future food security. Denel is considered such an asset because of its ability to produce defense equipment.
Government’s recent cash injection into South African Airways (SAA) was justified on the basis that the absence of such an intervention could sink an enterprise which could otherwise be brought to sustainability.

It is our argument that the Frame Woven Fabric Division should qualify for similar assistance on the basis that it, like SAA, the Land Bank and Denel, is a national strategic asset with a crucial role to play in the clothing and textile value chain and can be made sustainable. 
While the textile sector is more labour intensive than the manufacturing sector as a whole,
 Frame is even more labour intensive, considering that some of its divisions manufacture hometextiles, which is as labour intensive as the most intensive sector in manufacturing, clothing. 

Using the aforementioned formula of 2.7 indirect jobs for every primary job in the textile sector, Frame’s Woven Fabric Division with its 1 700 employees creates a further 4,900 jobs in other parts of the economy. 

d) Impact of possible closure of the Frame Woven Fabric Division
Should the Frame Textile Group be required to close down its Woven Fabric Division the effects will be multiple and wide-ranging. This is a real prospect because in the absence of assistance, Frame Woven Fabrics may suffer forced closure within a matter of months. 

The 1,700 people employed by the division, as well as the 8 500 people supported by the wages paid to these employees would lose their income with a concurrent impact on these families’ standard of living. It may push many of these families into poverty from which they may not emerge for many years, taking into account South Africa’s high unemployment rate. It would contribute negatively to government’s plan to half unemployment by 2014.

The social consequences of such a closure would include an extra burden on medical facilities and social grants. Presently the division’s workers are members of pension and provident funds and medical aids. Should they lose their jobs, they and their families would have to rely solely on government.

Should the division close, a large number of people would be rendered destitute. The impact will mostly be felt in the Western Cape and KwaZulu-Natal, most significantly Pinetown and Wellington. This division is the lifeline in many of these communities in which it is located. The local community would also suffer the erosion of a substantial part of its local revenue and spend for the area. Any closure may just produce a toppling of the local economies in which it is situated. The local municipalities in these areas need brace themselves.
The division’s closure will also affect the approximately 8,000 other jobs dependent on the Group’s existence, including jobs in the Group’s suppliers of chemical products, trims and accessories, transport services and more.

Impact on the economy

Should the next few months see the demise of the Woven Fabric Division, many different entities would feel the effect, including:
· the farmers and companies, mostly situated in other parts of SADC, from which the Group purchases 1,400 tons of cotton per month valued at R21 million;
· its suppliers from which it purchases approximately R60 million worth of goods per month, including

· raw materials such as chemicals and dyes: R20 million per month

· utilities: R25 million per  month;
· consumables and support services: R10 million per month; and

· transport: R5 million per month.
· the 1,100 small to medium enterprises that supply the division with materials and support services;
· the fiscus to which Frame makes the following contributions:
· R60 million per annum in PAYE; and
· R40 million per annum in VAT;
· R25 million in provident fund contributions per annum; and
· R16 million per annum in contributions to medical aid.

Impact on the Value Chain

The Group services 422 customers of which 336 customers are small to medium enterprises which procure less than R2 million per annum. These enterprises do not have the resources to import their requirements. 
The Frame Woven Fabrics Division has the capacity to supply R1 billion per annum of textiles to the market. No alternative supplier could absorb this volume and hence most of it would be imported having a further negative effect on the balance of payments. 

Losing a large textile producer such as Frame Woven Fabrics which is situated close to clothing and hometextile manufacturers would deprive many manufacturers from offering flexible production and shortened lead times as their inputs would need to be imported. 
The division’s 422 customers would also be affected as the division lends money to these customers by the granting of credit. The debtors book of woven fabrics is approximately R160 million and hence its customers are effectively capitalised by this amount. The closure of the Frame Woven Fabric Division would result in the disappearance of this facility. As local banks are very weary of the clothing and textile industry, it could have a severe impact on many clothing and hometextile manufacturers who would now be without a credit facility. 
The capital base of the division on a replacement cost basis is some R1,5 billion. It is clear that at these levels of investment, any demise would be irreversible. If Frame’s Woven Fabric Division collapses, our country will forever loose a very big part of its productive capacity and capability to produce fabric.

e) Financial history 

Presented in the table below are the Frame Woven Fabric Division’s income statements for the 12 months ended 30 June 2004 through to June 2008, actual for the 6 months ended 31 December 2008 and a forecast for the 9 months ending 31 March 2009.
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Revenue 1,081,692   

100%

1,007,384   

100%

826,879      

100%

855,960      

100%

884,961      

100%

660,851    

100%

Materials consumed 522,799      

48%

543,479      

54%

361,588      

48%

393,917      

50%

432,412      

53%

379,306    

59%

Gross Value Added

558,893      

52%

463,905      

46%

465,291      

52%

462,043      

50%

452,549      

47%

281,545    

41%

Direct labour 126,176      

14%

121,392      

13%

117,267      

14%

116,625      

13%

112,732      

12%

62,743      

9%

Gross Contribution

432,717      

38%

342,513      

34%

348,024      

39%

345,418      

37%

339,817      

35%

218,802    

32%

Overheads 391,292      

35%

370,157      

36%

336,095      

37%

355,068      

38%

334,937      

35%

262,957    

38%

Net contribution

41,425        

3%

(27,644)       

-3%

11,929        

2%

(9,650)         

-1%

4,880          

0%

(44,155)     

-6%

Admin expenses 33,750        

3%

29,808        

3%

28,304        

3%

23,532        

3%

24,720        

3%

19,764      

3%

Selling & distribution expenses 35,894        

3%

35,351        

3%

35,952        

4%

35,172        

4%

33,998        

4%

28,274      

4%

Operating (loss)/profit

(28,219)       

-4%

(92,803)       

-9%

(52,327)       

-5%

(68,354)       

-8%

(53,838)       

-6%

(92,193)     

-13%

Sundry income/(expenses) 4,117          

0%

(2,842)         

0%

9,157          

1%

8,885          

1%

(225)            

0%

(2,865)       

0%

(LBIT) before except.

(24,102)       

-3%

(95,645)       

-9%

(43,170)       

-4%

(59,469)       

-7%

(54,063)       

-6%

(95,058)     

-14%

Retrenchment and relocation costs (9,106)         

0%

-                 

0%

-                 

-1%

-                 

0%

(36,874)       

-4%

-               

0%

Asset impairments -                 

0%

-                 

0%

(3,761)         

0%

-                 

0%

(12,773)       

-1%

-               

0%

LBIT (33,208)       

-3%

(95,645)       

-10%

(46,931)       

-6%

(59,469)       

-7%
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-11%

(95,058)     

-14%
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51,694        

5%

50,634        

5%

32,700        

4%

32,742        

4%

32,909        

3%

22,700      

3%

EBITDA

18,486        

1%

(45,011)       

-5%

(14,231)       

-2%

(26,727)       

-4%

(70,801)       

-8%

(72,358)     

-10%

March 2009

9 mths to

June 2004 June 2005 June 2006 June 2007 June 2008

FORECAST

12 mths 12 mths 12 mths 12 mths 12 mths


It can be seen from the above that the division’s margins have been under constant pressure during the period presented, the gross value added has declined from 52% in June 2004 to a forecast 41% for the nine months ending 31 March 2009. During this period labour, overheads, admin and selling expenses have all been contained.
Considering that the working capital required to operate this division is in the order of R270 million, the interest charge which would need to be added to these numbers, given that Seardel borrows at prime and above, would be some R40 million. It is clear that Seardel cannot continue to fund this division and remain viable even if it is just for a short while longer.
The table below presents the loss before exceptional and adds back depreciation as well as the internal administration charge which is charged to the divisions by Head Office.
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(24,102)       

-3%

(95,645)       

-9%

(43,170)       

-4%
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-7%

(54,063)       

-6%
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-14%
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4%

32,909        

3%

22,700      

3%

17,410        

2%

(40,518)       

-4%

(2,042)         

0%

(31,906)       

-3%

(24,251)       

-3%

(72,358)     
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Head admin expenses 30,288        

3%

29,808        

3%

28,304        

3%

24,300        

3%

24,720        

3%

19,764      

3%

PBIT/(LBIT) after dep and admin 47,698        

4%

(10,710)       

-1%

26,262        

3%

(4,265)         

0%

469             

0%
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Presented below are the Frame Woven Fabric Division’s balance sheets for the periods ended 30 June 2004 through 31 December 2008.
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Non current assets

Property, plant & eqp 290,688            255,464            255,072            239,120            227,631            226,954           

Current assets

Assets held for sale -                        -                        366                   365                   6,649                10,967             

Inventory 262,486            195,017            181,032            203,528            221,598            195,467           

Trade receivables 180,543            142,231            152,752            184,096            196,562            182,257           

Gp trade receivables 57,320              44,921              42,643              46,971              41,738              34,681             

Other receivables (118)                  2,318                916                   1,379                1,355                1,034               

Cash & cash equivalents 49,580              27,474              12,628              24,963              28,038              21,254             

549,811            411,961            390,337            461,302            495,940            445,660           

Total assets 840,499            667,425            645,409            700,422            723,571            672,614           

Equity & liabilities

Capital & reserves

Retained reserves 703,532            629,796            621,923            578,168            480,671            406,960           

Group loans (35,967)             (81,499)             (93,530)             15,045              108,433            148,403           

Notional equity 667,565            548,297            528,393            593,213            589,104            555,363           

Non current liabilities

Interest bearing borrowings 16,615              11,829              6,939                1,058                -                       

Current liabilities

Trade payables 105,907            85,566              95,797              94,348              110,309            110,181           

Gp trade payables 11,725              4,396                3,470                2,117                3,875                1,545               

Other payables 34,726              12,552              5,654                3,804                19,225              5,525               

Interest bearing borrowings 3,961                4,785                5,156                5,882                1,058               

156,319               107,299               110,077               106,151               134,467               117,251              

Total equity & liabilities

840,499               667,425               645,409               700,422               723,571               672,614              


It is clear from the above that there has been significant investment into the business over the years, a point more easily demonstrated by the table below which reflects the aged value of all the plant and machinery utilised by this division:
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SPINNING

Cost 405,440,413         6,947,204           50,922,236         50,391,585         68,247,541         202,720,731         26,211,116        

Depreciation 174,876,538         6,925,475           43,815,652         34,047,136         31,339,012         55,682,018           3,067,245          

NBV 230,563,875         21,729                7,106,584           16,344,449         36,908,529         147,038,713         23,143,871        

WEAVING

Cost 135,297,431         10,966,296         23,354,614         27,523,538         46,447,828         7,618,816             19,386,339        

Depreciation 74,449,259           10,922,671         20,000,073         18,614,001         21,846,002         2,112,547             953,965             

NBV 60,848,172           43,625                3,354,541           8,909,537           24,601,826         5,506,269             18,432,374        

FABRICS

Cost 191,619,244         4,638,192           31,375,424         25,091,912         57,093,395         63,114,262           10,306,059        

Depreciation 94,820,221           4,638,192           25,421,018         17,389,879         26,648,551         19,276,093           1,446,488          

NBV 96,799,023           -                      5,954,406           7,702,033           30,444,844         43,838,169           8,859,571          

DENIM

Cost 53,931,158           -                      -                      -                      18,007,903         31,002,288           4,920,967          

Depreciation 18,435,228           -                      -                      -                      8,449,085           9,740,824             245,319             

NBV 35,495,930           -                      -                      -                      9,558,818           21,261,464           4,675,648          

BERG RIVER

Cost 39,163                 

Depreciation 20,454                 

NBV 18,709                 

TOTAL

Cost 786,327,409         22,551,692         105,652,274       103,007,035       189,796,667       304,456,097         60,824,481        

Depreciation 362,601,700         22,486,338         89,236,743         70,051,016         88,282,650         86,811,482           5,713,017          

NBV 423,725,709         65,354                16,415,531         32,956,019         101,514,017       217,644,615         55,111,464        


When one considers the level of working capital consumed by the division is approximately R270 million and one adds the capital investment reflected above,  it is clear that with Seardel’s capital structure, it will be unable to hold onto this division long enough for it to return to profitability. 
f) Outlook
If one looks at the figures presented in the previous sub-section, it is unclear as to whether this division can be at all viable in the long term. However, the historic performance reflected above is for the period that, for all the reasons presented in this document, has been the most trying for the textile industry. 
Presented in the table below are the historic figures for this division for the 12 month periods ended 30 June 1999 to 2003:
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46%

403,050   

42%
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47%

579,723     

46%

664,865      

48%

Gross Value Added

454,034   

54%

560,209   

58%

570,732     

53%

671,928     

54%

706,869      

52%

Direct labour 118,264   

14%

135,842   

14%

138,249     

13%

142,973     

11%

152,908      

11%

Gross Contribution

335,770   

40%

424,367   

44%

432,483     

40%

528,955     

42%

553,961      

40%

Overheads 273,350   

32%

291,486   

30%

322,888     

30%

359,444     

29%

416,617      

30%

Net contribution

62,420     

7%

132,881   

14%

109,595     

10%

169,511     

14%

137,344      

10%

Admin expenses 22,050     

3%

29,824     

3%

35,657       

3%

33,600       

3%

34,865        

3%

Selling & distribution expenses 34,768     

4%

33,829     

4%

42,403       

4%

44,957       

4%

42,253        

3%

Operating (loss)/profit

5,602       

1%

69,228     

7%

31,535       

3%

90,954       

7%

60,226        

4%

Sundry income/(expenses) 18,260     

2%

2,525       

0%

15,434       

1%

2,745         

0%

(29,645)       

-2%

(LBIT)/PBIT before except.

23,862     

3%

71,753     

7%

46,969       

4%

93,699       

7%

30,581        

2%

retrenchment and relocation costs -               

0%

-               

0%

-                 

0%

-                 

0%

-                  

0%

Insurance claims 14,626     

2%

45,991     

5%

571            

0%

-                 

0%

-                  

0%

Asset impairments -               

0%

-               

0%

-                 

0%

-                 

0%

-                  

0%

(LBIT)/PBIT  38,488     

5%

117,744   

12%

47,540       

4%

93,699       

7%

30,581        

2%

Add: Depreciation

45,005     

5%

41,618     

4%

50,322       

5%

46,471       

4%

49,789        

4%

EBITDA 83,493     

10%
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17%

97,862       

9%

140,170     

11%

80,370        

6%

12 mths 12 mths
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It is clear from the above that in the years before the import tariffs were reduced to their current levels, the textile industry was able to generate returns to investors, particularly in years of relative Rand weakness. 
What needs to be considered is whether there is any possibility of a return to these levels without contemplating any policy changes. Presented below is the budgeted income statement for the Frame Woven Fabrics Division for the 12 months ending 31 March 2010. 
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53%
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9%
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32%
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36%
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-6%
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Admin expenses 24,720        

3%
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4%
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-6%
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-4%
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0%

(2,865)       

0%

-                  

0%

(LBIT) before except.

(54,063)       

-6%

(95,058)     

-14%
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-4%
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-4%
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0%
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-1%
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It is expected that the weakening Rand will assist to widen the margins in the new financial year but they will still fall short of those achieved even in June 2008. However what is of particular importance is the significant effect that reasonably small improvements can make. Presented in the matrix below is an analysis of the difference that relatively small improvements in selling prices or efficiencies will make:
[image: image14.emf]Selling price/ 

efficiency  0% 1% 2% 3% 4% 5%

0% -          11,997         23,993         35,990         47,987      59,984     

1% 2,973      14,970         26,966         38,963         50,960      62,956     

2% 5,946      17,942         29,939         41,936         53,933      65,929     

3% 8,919      20,915         32,912         44,909         56,905      68,902     

4% 11,891    23,888         35,885         47,882         59,878      71,875     

5% 14,864    26,861         38,858         50,854         62,851      74,848     

R' million


Improvements in selling prices run across the horizontal axis whilst improvements in efficiencies run down the vertical axis. What the table shows is that a 4% increase in selling prices will eliminate the forecast loss before interest before taking into account any improvements in efficiencies. There are a number of factors that could enable selling prices to be increased including the weaker Rand and the current turmoil in Pakistan.

If the IDC were to invest in this business it may be able to unlock synergies that exist between this entity and its other investments in the textile industry most notably Prilla, Sheraton and Capstone which all compete with this division.
5) PROPOSITION

The size of the Frame Woven Fabrics division has meant that the losses being incurred cannot be absorbed by Seardel without putting the whole enterprise in jeopardy. The woven fabrics division employs some 1 700 people and although a very significant part of the organisation the drain being placed on the organisation as whole which employs some 14 500 people makes the future of this division insecure. 

The division has been profitable historically and once some of the non-compliance issues and structural deficiencies have been resolved, it can be profitable again, particularly in an environment where the Rand is weaker than in the past few years. However, Seardel does not have the resources to hold onto the division while these issues are resolved. Failing a transaction, Seardel may have no alternative but to close this division.

We believe that it has been demonstrated that:
a. The Textile industry is a strategic industry with the ability to drive significant job growth not only in this sector but more importantly in the clothing sector where the cost per job created is lower than in just about any other manufacturing industry;

b. A demise of the Frame Woven Fabric Division would has a dramatic effect on the local textile and clothing industry with job losses being severe;

c. The effect on the localised economies within which the Frame Woven Fabric Division operates would be devastating;

d. The local industry is being severely affected by structural deficiencies, non-compliance to existing laws. Work is being done to remedy most of these factors which if successful will return the industry to viability;
e. Seardel does not have the resources to hold out for the effects of these efforts to be felt and is urgent need of an investor of substance.

It is proposed that the Frame Woven Fabric Division would be better served being owned by a state funded institution that can take a more strategic approach to the investment and ride out the difficult times. In order to facilitate such a transaction, Seardel would look to recover the net asset value of this division which funds would be used to repay its existing debt facilities and allow it to focus its attention on the other textile divisions within the group as well as its clothing operations.
Presented in the table below is a summary of the net asset value of the division. 

[image: image15.emf]R000 Book value Impairments

 Net Realisable 

Value 

31-Dec-08 31-Dec-08 31-Dec-08

Plant & machinery   487,884            (254,629)         233,255              

Motor vehicles 2,483                -                      2,483                  

Computer equipment 1,109                -                      1,109                  

Other assets 1,074                -                      1,074                  

Total assets

492,550            (254,629)         237,921              

Inventory 195,467            -                      195,467              

Trade & other receivables 181,445            -                      181,445              

Gross assets 869,462            (254,629)         614,833              

Trade Payables (98,622)             -                      (98,622)               

Net Assets 770,840            (254,629)         516,211              


It should be noted that the impairment is based on independent valuations of the respective assets that were done in September 2008 in order to get to a net realisable value for the assets.
Proposal Summary
· Seardel wishes to dispose of its Woven Fabric Division for its net realisable asset value (R516 million as at 31 December 2008). The number will be adjusted for movements in working capital and depreciation up to the effective date of any transaction. 
· To reduce the purchase price, the transaction may be structured to allow Seardel to recover its trade debtors or they can be purchased as part of the transaction;

· Although the division is largely self sufficient, Seardel does provide some management support as well as some administration services such as credit control, IT etc. Seardel is willing to continue with these arrangements and provide any investor with options from an interim solution to continuing to fully manage the operations on a permanent basis. Any management provided would be at a mutually agreed arms length fee;

· These divisions currently occupy premises owned by Seardel, Seardel will continue to lease these premises to the Division’s entities at a market related rental. 
� Roberts, S & Thoburn, J, 2002, ‘Globalisation and the South African textiles industry’


� IDC, 2005, ‘Key Challenges for the IDC to fulfil its mandated objectives towards a labour absorbing economy’


� Roberts, S & Thoburn, J, 2002, ‘Globalisation and the South African textiles industry’
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Source SARS

Worksheet: Alternative developments

This graph is made from three sources, but all based on SARS: Some from Etienne, some from the DTI database (which I believe is Etienne’s source, unless it is TIPS) and the last two years directly from SARS. The difference is rather academic. You can not see it on the graph.
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