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SECTOR PERFORMANCE
FIRST QUARTER
Q1 2020 has been a quarter of unprecedented pain and uncertainty. We set out the year ready to face-off a quarter
encompassing a watershed SA Budget coupled with a possible (but somewhat priced in) Moody’s downgrade;
however 2020 decided to completely rewrite the script with the Pandemic we face today in the form of Covid-19.
This uncertainty has sent shockwaves throughout Global and Local markets, resulting in the biggest quarterly
drawdown we have ever seen in the SA Listed Property sector.
Asset classes across the board were decimated with SA Listed Property amongst the hardest hit. Listed property
lost just under half its value (ALPI: -48.1%, SAPY: -48.2%) in the first quarter of the year. Equities were down
18.4% amongst the sell-off (held up somewhat rand hedges Naspers, Prosus and British American Tobacco), while
bonds lost only 2.7% despite local yields spiking to 12.4% late March and settling at 11% at quarter end. Note that
bonds started the year at 9.0% and troughed at 8.7% in the latter part of February, so the moves were violent.
Property de-rated significantly against the bond market as the flight to safety ensued and concerns surrounding
the certainty of near-term cash flows within the property sector became a reality in a post Covid-19 world.

TABLE 01
ASSET CLASS TOTAL RETURN TO 31 MARCH 2020
Jan

Feb

Mar

Q1

1YR

SA Listed Property Index

-3.1%

-15.7%

-36.6%

-48.2%

-47.9%

All Property Index

-3.3%

-15.7%

-36.3%

-48.1%

-48.9%

Equites

-1.7%

-9.0%

-12.1%

-21.4%

-18.4%

Bonds

1.2%

-0.1%

-9.7%

-8.7%

-2.9%

0.6%

0.5%

0.6%

1.7%

7.3%

Cash
Source: Bloomberg

• January started off the year on the back foot dominated by geopolitical tensions stemming from the US / Iranian
face-off in Iraq; while the trade war between the US and China seemed to be taking a positive turn. Covid-19
(although not officially named at that point in time) was also starting to hit the press, but not necessarily the
front page. Localised news was also somewhat disappointing as Massmart said they would close 34 stores
across Dion Wired and Masscash. Operationally, business was still pessimistic as Eskom continued to be a
detractor and a point of significant uncertainty. The biggest detractor from performance was selling pressure
across the sector as several listed property fund mandates saw liquidations, as well as several balancedfund managers were down-weighting their allocation to listed property. A positive through this period was a
compression in bond yields which kept relative valuations somewhat in check (although property did de-rate
relative to bonds). Property also began to display significant relative value to bonds, with the balancing variable
being the uncertainty of Eskom and their funding requirements. With that said, listed property lost 3.3% and
3.1% vis the ALPI and SAPY respectively, while equities lost 1.7% and bonds were 1.2% higher.
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• We started February hoping for a catalyst to unwind the value trap yet things took another turn for the worse.
In-fact, it delivered the worst monthly return since the inception of the SAPY at -15.7%. The catalyst we were
hoping for was a strong budget that finally saw the current ANC leadership drive through much needed reforms,
and while Minister Mboweni showed signs of this in his budget, the underlying numbers were dismal and South
Africa slipped back into a technical recession. February also saw the start of the 2020 results season, which
delivered a mixed bag (both good and bad), with the same core theme concerning a weak local economy and
the ongoing impact of Eskom. However, it was the macro factors that started to take hold, driving a strong
risk-off sentiment. Equities also reflected the risk-off stance losing 9.0%, while bonds managed to weather the
storm losing a mere 0.1%. This month Covid-19 moved straight to the front pages, however at this stage there
was no talk of a lock-down or store closures, rather disruption to the supply chain, downward revisions to global
GDP growth and weakness in Chinese demand, little did we know.
• March was a jarring reality shock that Covid-19 was not just a Chinese issue, but a pandemic that would filter into
every aspect of our lives. Our President was briefed on the severity of the situation and without hesitation drove
forward policy to preserve life at the expense of the economy (with that said, a lack of response would likely
result in a similar eventuality with regards to the economy as cases mount, deaths spiral and medical institutions
are pushed to the brink of collapse). Hence the introduction of the three-week lockdown that began just before
midnight on the 26th of March. The lockdown put into question the ability of an array of tenants to pay rent,
especially in the case of retail tenants who were unable to trade, not to mention the impact of escalated job
losses and reduced salaries. A real time example of this was the sombre announcement from Edcon’s CEO
letting the market know that the company would likely be filing for business rescue, while The Foschini Group
unilaterally announced that they would not be paying rent while under lockdown. The repercussions were swift
as the bonds and Rand came under severe pressure with the currency reaching all time lows. Several initiatives
from market participants were made to help soften the blow to the economy: the Reserve Bank slashed interest
rates by 100bps and government introduced a stimulus package aimed largely at providing financial support to
small and medium enterprises. However, the market deemed it insufficient with Moody’s finally capitulating and
pushing South Africa’s sovereign rating to sub-investment grade.
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STOCK PERFORMANCE
No stock escaped the far-reaching impact of Covid-19, hence no company delivered a positive return for the
quarter. There was a still a general trend in favour of stronger balance sheets and against retail. The pure offshore
focused counters also benefitted from the weaker Rand, however we still saw highly geared retail stocks like Intu,
Hammerson, EPP and Capital & Regional under pressure.

CHART 01

Q1:2020 STOCK/SECTOR TOTAL RETURN DISTRIBUTION (%)

Source: Bloomberg

Among the best relative performers for the quarter were – Stenprop (-9.2%), Sirius (-10.6%), StorAge (-15.8%)
and Equites (-17.3%), while stocks such as Grit, Safari and Arrowhead A also held up, although more as a result of
minimal liquidity and a delay in true price realisation.
Stenprop’s asset exposure to multi-let industrial in the UK was a large contributor to their performance. Gearing
is still somewhat elevated, and it also isn’t the most liquid of stocks however it is still quite difficult to acquire
the shares at current levels, giving credence to the price. Sirius similarly is pure offshore (German) commercial
assets with no retail exposure. In addition, Sirius also has a stronger balance sheet, however the price was very
strong into the latter part of 2019, which likely prevented it from being the quarter’s top performer. StorAge and
Equites, although very different with regards to the underlying asset class, being storage and logistics respectively,
outperformed due to their similarities. Both companies, predominantly South African businesses, also have a
material UK exposure, relatively strong balance sheets and once again, no retail exposure.
The worst performers included Intu (-84.2%), Fortress B (-78.5%), Accelerate (-76.0%) and Hammerson (-70.0%). It
should also be noted that Redefine, Hyprop, EPP and Vukile all lost north of 60% purely as a result market concerns
over a combination of the retail exposure and elevated gearing levels. The market is looking forward into a highly
uncertain operating environment and while EPP results were reasonable and Vukile’s pre-close statement alluded
to a relatively strong result for the period ending 31 March 2020, the market is more concerned with the potential
fall-out in retail and the ultimate risk to the balance sheet.
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Intu was a combination of an extremely weak balance sheet and 100% UK retail exposure, however it must be said
that their fallout came through before the Covid-19 outbreak and was highlighted by their inability to do a capital
raise and fix the balance sheet. Fortress B saw their weakness start earlier on as well as the company highlighted
the excess payment of capital as distributions in recent years and the impact to the B unit should they decide to
realign to best practice. Management highlighted this fact in an attempt to reconfigure the capital structure, which
has since been put on hold. Accelerate unfortunately sits with a high retail exposure and high leverage as well as
uncertainty surrounding the funding of the extension of their flagship asset, Fourways Mall. Lastly Hammerson,
like Intu, is 100% retail with a stretched balance sheet, and while they had made significant progress in asset
disposals to reduce gearing, the impact of Covid-19 on both cash flows and balance sheet metrics has the potential
to be disastrous.
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NOTEWORTHY
PRE-COVID-19
•

Massmart announced the closure of 23 Dion Wired stores. A decision has yet to be made on whether the
group will also close 11 non-performing Masscash stores. The company said in January that it was experiencing
heavy losses due to factors such as reduced customer spending on non-essential items, rising fuel costs, load
shedding, municipal cost increases and the rise in VAT. While the impact on the property sector is less than
1%, it highlights the significant pressure facing tenants in the current economic environment.

•

Investec Property Fund increased its stake in the pan-European logistics JV to 75% by acquiring a stake from
Ares Management. The portfolio consists of 40 mid-sized properties in six European countries. To fund the
transaction, Investec raised R875 million in equity at R12.75 a share, a price which at the time appeared to be
expensive relative to peers.

•

Equites announced that it will acquire a 50.1% stake in a JV with Shoprite, which will hold a R3.2bn portfolio.
Equites will contribute R2bn to the JV although excess cash will be lent back to Equites. The properties will
be manged at a fee by Equites. The term of the lease with Shoprite is 20 years with rentals growing at a 5%
escalation rate. The yield on the transaction is 7.5%. The transaction follows the development agreement
with Pepkor, to develop a 122 734sqm logistics warehouse facility on land situated in Hammarsdale, KwaZulu
Natal at a total cost of development of R1.3bn. Equites has agreed to purchase the land, to undertake the
development of the warehouse and to conclude a 15-year lease with the right to renew for an additional three
five-year periods.

•

Redefine confirmed the sale of a 46.5% stake in its European Logistics platform to Madison International
Realty. The transaction was in line with Redefine’s stated intention to introduce an international equity partner
to strengthen its balance sheet and continue to expand its Polish logistics platform. The platform comprises
19 assets totalling around 560 000sqm, with 80 000sqm nearly completed and an additional development
pipeline of 270 000sqm to be started once pre-leases are secured.

•

Intu and its partner Canada Pension Plan Investment Board sold Intu Asturias shopping centre to the ECE
European Prime Shopping Centre Fund II for EUR 290m (Intu share EUR145.0m). Intu Asturias is located in
Oviedo, Spain and is the regional retail and leisure destination for the Asturias region with an annual footfall
of nine million. The transaction forms part of Intu’s stated strategy of fixing its balance sheet although the
impact is minimal, reducing loan-to-value by around 1%. This disposal follows the agreement for sale of Intu
Puerto Venecia for EUR 475.3mn (Intu’s share EUR 237.7mn). Intu’s 50% share of the aggregate net rental
income for into Puerto Venecia and Intu Asturias was EUR 19.3mn for the year ended 31 December 2019.

•

Hammerson has disposed a portfolio of seven retail parks to Orion European Real Estate Fund for a price of
GBP400mn. The total sale price of the portfolio transaction represents a net initial yield of 8.9% and is 22.8%
below the last reported book value as at 30 June 2019. Separately, Parc Tawe, Swansea and Abbey Retail
Park, Belfast have been sold individually, generating proceeds of GBP55mn. As a result, the proportionately
consolidated LTV will decline from 43% to 40%.
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POST-COVID-19
•

During a call to creditors in March, Edcon management underscored its strained liquidity position due to a
45% decline in turnover against the comparable period. This is projected to result in a R400m shortfall in sales
and cash for March 2020 compared to Edcon’s forecast. This will be exacerbated by the 21-day lockdown
which is expected to result in a further R800m in lost sales placing further pressure on its liquidity position.
Management stated that business rescue might also be considered. We analyse the impact on listed property
later in this note.

•

In its interim results, Fortress revised its dividend policy whereby capitalised interest will no longer be
included in future dividends. The company also reduced its cross-currency swap exposure, which lessens the
potential cash flow burden on expiry. The change in dividend policy is viewed favourably as it creates a more
sustainable income base. Fortress also decided to pay its interim dividend using Resilient shares (dividend in
specie). While this allows the company to retain the cash, it eliminates an important source of earnings growth.

•

Several REITs have either withdrawn future guidance, or even postposed dividends that were payable.
Discussions with the JSE and SARS to provide REITs a 2-year exemption for paying tax on retained earnings
are ongoing. We summarise the changes in dividend policy later in the notes.
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PROPERTY FUNDAMENTALS
SOUTH AFRICA
COVID-19
Despite relatively stable lease-based cash flows and strong balance sheets, REITs have underperformed broader
equities, due largely to tightening credit conditions and the prospect of sharply weaker property fundamentals.
We attempt to answer some critical questions below.
How long will the lockdown last?
South Africa entered lockdown toward the end of March for an initial period of 21-days, but this was extended
to the end of April. Despite the encouraging trend in new cases (at the time of writing), it is expected that the
lockdown will be extended further. Wuhan, the epicentre of the coronavirus was put on lockdown towards the end
of January and, with a decline of cases in the last few weeks, authorities are planning to ease restrictions on 8 April,
just over two months after the lockdown measures were announced.
But China’s measures were stricter than anywhere else so far, and at least one county has gone back to a lockdown.
Spain has extended its lockdown until 25 April and France until 15 April. Italy’s will last until at least 13 April. England’s
deputy chief medical officer said lockdown measures there need to last two, three or, ideally, up to six months. A
professor of emerging infectious diseases at the London School of Hygiene and Tropical Medicine, recommends
restrictions stay in place until daily cases drop consistently over at least two weeks. However, (once again at the
time of writing) several countries including Germany, Austria and Australia are planning for a ‘Lockdown Exit’.
Which sectors are most at risk?
REITs provide space to many industries that are being directly impacted by efforts to slow the virus’s spread. As a
result, there is a fear that some landlords could face vacancies and extended disruptions in the payment of rents
despite long-term lease obligations. However, many property sectors will likely see more limited disruptions.
Due to the lockdown, retail tenants other than grocers, pharmacies and other essential trade, are forced to close
stores. This is now the case in South Africa and has been the case in Spain, Poland and other parts of CEE over
the past few weeks where SA REITs are exposed. Non-essential retail is by far the most heavily impacted sector
in South Africa.
Many offices across South Africa are operating with minimal or no on-site staffing as companies institute business
continuity plans. While this should have limited impact on existing leases, we expect leasing activity to slow. The
disruption could also be a major negative for co-working (a very small exposure), which generally caters to smaller
companies and operates with much shorter lease terms. There is also the concern that habits change and smaller
companies see the viability in working from home, however this is by no means a new concept and the likes of coworking space has been available for some time.
Industrial REITs are seeing a mixed impact, facing reduced trade and manufacturing and disruptions to supply
chains on the one hand, and the need for increased logistics capabilities for e-commerce on the other. There is also
the short-term tailwind of stock shipments landing without the retail space being able to take stock.
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CHART 02

ESTIMATE SECTOR EXPOSURE AND RISK PROFILE

Source: Company reports, Sesfikile analysis

Will tenants be liable for rental obligations?
We have seen differing legal opinions on the matter of rental obligations during a lockdown. It is our view that
should force majeure clauses not exist, which is the case for most lease agreements in South Africa, then failure to
pay rentals constitutes a breach of contract.
With that said the landlord is practical and understands the benefit of a tenant surviving into the long-term at the
expense of short-term gains and discussions to find a middle ground between tenant and landlord are in motion.
Landlords are engaging with non-essential tenants in order to minimise the negative impact on the ability of these
tenants to manage their finances during this time. Such engagements include rental payment holidays, rental
discounts, limitations on the eviction of tenants and suspension/adjustment to lease clauses. For example, REITs
are offering rental concessions in exchange for changes to lease terms, such as extending the lease length or
escalation rate. Several tenants, particularly small and medium enterprises, will receive support from governments
which will minimise the impact on profitability.
In our view, retail landlords should not bear all the loss to rentals from the lockdown, and there will be a joint effort
by retailers, banks, landlords, insurers and government to share in the financial loss.
Furthermore, we will have to wait and see whether SA REITs have insurance to cover such losses. While nonessential retailers are unable to trade, their inventories remain at these properties, enjoying some benefits
such as security. Therefore, we believe tenants at a minimum should be liable to pay at least a portion of
rents due.
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The Property Industry Group has published an assistance and relief package which will serve as a guideline to
retail landlords in offering rental concessions to tenants during April and May. The package stipulates the minimum
that qualifying retailers can expect. In summary:
•

The proposal states that no tenants whose accounts were in good standing at 29 February 2020 will be
evicted in next two months. Retail tenants are expected to remain liable for their share of rates, taxes and
utility cost recoveries, unless otherwise granted by property owners.

•

Level 1 SMME retailers (turnover below R80m p.a., highly impacted retailers that sell time and services such
as restaurants, hairdressers, etc) are being given a rental relief of between 35% and 100% for April and up to
50% during May, each with the possibility of deferrals over six months from July.

•

Level 2 SMME retailers (turnover below R80m p.a., medium impacted retailers that sell products with no
limited shelf life) are being given a rental relief of between 35% and 50% for April and up to 25% during May,
each with the possibility of deferrals over six months from July.

•

Non-essential retailers with turnover above R80m p.a. (eg national fashion retailers) can expect 35% rental
discounts in April (with a further 15% in deferred rentals recovered over six months) and a 15% discount in May
(with a further 35% deferred).

•

No rental discounts or deferrals will be offered to essential goods/service providers or government and SOE
tenants.

On a weighted average basis, we estimate that landlords are offering a maximum 40% discount in April and 18%
discount in May. This is an estimate as every retail centre has a different tenant mix.
How have SA REITs responded thus far?
Various industry bodies have started to engage in order to find sustainable solutions to manage the crisis and
to effectively liaise with multiple stakeholders including landlords, tenants, Government and banks. These
representative industry bodies currently include the SA REIT Association, South African Property Owners
Association (SAPOA) and the South African Council of Shopping Centres (SACSC).
Given the uncertainty in future cash flows, several REITs have either withdrawn future guidance, or even postposed
dividends that were payable, to strengthen their financial positions. Discussions with the JSE and SARS to provide
REITs a 2-year exemption for paying tax on retained earnings are ongoing.
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TABLE 02

CHANGES TO DIVIDEND POLICY AND/OR GUIDANCE
Previous DPS guidance

Subsequent changes

Redefine

-5% to -7% (pre-payout ratio)

Postponed the decision around declaration of the 1H20 dividend
to Nov 2020 and withdrew FY20 DPS guidance

Growthpoint

“Nominal growth if any”

Withdrew FY20 DPS guidance and confirmed 1H20 DPS payment

Resilient

5%

Withdrawn guidance

EPP

Not provided

Postponed 2H19 dividend

Emira

1.7%

Withdrawn guidance

Texton

Not provided

Cancelled 1H20 dividend

Hyprop

-10% to -13% (pre-payout ratio)

Postponed 1H20 dividend to 5 Oct 2020

Liberty Two Degrees

Flat

Withdrawn guidance

Hammerson

Not provided

Cancelled 2H19 dividend

SA Corporate

-3% to -6%

Postponed 2H19 dividend and will reassess at a later date,
withdrawn guidance

Attacq

8 – 10%

Withdrawn guidance

NEPI Rockcastle

6.0%

Withdrawn guidance

Vukile

3 – 5%

Withdrawn guidance

Dipula

2%

Withdrawn guidance

Source: ASB

What is the estimated impact of the lockdown on dividends?
Forecasting the impact of the lockdown on REITs is challenging to say the least. Not only are there many different
variables, the estimation error is high given the unprecedented nature of the Pandemic. In very basic terms, the
impact on earnings is driven by the length of the lockdown, and the rental concessions given by landlords. In the
table below, we show that, should non-essential retail be given a 100% rental holiday for 3 months (a very unlikely
scenario given that we believe some rental will be recovered), REIT’s distributable earnings would decline by 31%.
We also assume office and industrial rentals will decline by 15% during the lockdown. A more realistic outcome
would be 3-month lockdown with approximately 60% rental concession for non-essential retail, resulting in a 21%
decline to REIT’s distributable earnings (after all operating and finance costs). With REITs having lost just under
50% of their value this quarter, we believe the market is pricing in a much more dire outcome.

Sesfikile Capital

TABLE 03

SENSITIVITY OF SECTOR DPS TO PERIOD OF LOCKDOWN AND RENTAL CONCESSION TO NONESSENTIAL RETAIL
Number of months
% retail concession for
non-essential retail

11

0

1

2

3

4

5

6

7

8

9

10

11

12

0%

-6%

-6%

-6%

-6%

-6%

-6%

-6%

-6%

-6%

-6%

-6%

-6%

-6%

20%

-6%

-8%

-9%

-11%

-13%

-14%

-16%

-18%

-19%

-21%

-23%

-24%

-26%

40%

-6%

-9%

-13%

-16%

-19%

-23%

-26%

-29%

-33%

-36%

-39%

-43%

-46%

60%

-6%

-11%

-16%

-21%

-26%

-31%

-36%

-41%

-46%

-51%

-56%

-61%

-66%

80%

-6%

-13%

-19%

-26%

-33%

-39%

-46%

-53%

-59%

-66%

-73%

-79%

-86%

100%

-6%

-14%

-23%

-31%

-39%

-48%

-56%

-64%

-73%

-81%

-89%

-98%

-108%

Source: Sesfikile analysis

What is the risk to balance sheets from falling cash flow and asset valuations?
South African REITs were well positioned at the time of global financial crisis and weathered the storm that affected
so many global REIT markets. In the aftermath of Nenegate, many REITs began internationalizing their businesses,
and in doing so, increased the level of debt against asset valuations. Today, average LTV’s among REITs are at 37%
compared with 26% in 2008. Furthermore, the level of offshore debt secured against ZAR denominated assets
and cross currency swaps are of concern as Rand weakness reduces collateral and increases the risk of a liquidity
event on renewal.
CHART 03

SECTOR LTV

Source: Avior Capital Markets
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Based on our calculations, we believe debt covenants may be breached should valuations decline by approximately
40% or earnings decline by 50%. This is on an overall sector level with some stocks closer to breaching than others.
Nonetheless, in our view and based on recent discussions with banks and REIT management teams, banks could
be lenient on breaches given:
•

the lack of transactional evidence to support valuations,

•

the significant uncertainty to assumptions,

•

the potentially temporary nature of the reduction in cash flow,

•

the difficulty in repossessing the asset for re-sale in a market where sales activity has all but dried up.

Below we run some scenarios on LTVs and ICRs should property values and operating profit decline.
CHART 04

SENSITIVITY OF SECTOR LTV TO A REDUCTION IN ASSET VALUATIONS

Source: Sesfikile analysis

CHART 05

SENSITIVITY OF SECTOR ICR TO A REDUCTION IN OPERATING PROFIT

Source: Sesfikile analysis

Furthermore, by postponing dividends, REITs can bolster their balance sheets substantially over the next 12 to 24
months. In the chart below we show the impact to LTV should there be flat growth, a 20% per annum cut, and a
40% per annum cut to dividends.
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CHART 06

SENSITIVITY OF LTV RATIO AS EARNINGS ARE RETAINED (NO TAX)

Source: Sesfikile analysis

Edcon
During a call to creditors in March, Edcon management underscored its strained liquidity position due to a 45%
decline in turnover against the comparable period. This is projected to result in a R400m shortfall in sales and cash
for March 2020 compared to Edcon’s forecast. This will be exacerbated by the 21-day lockdown which is expected
to result in a further R800m in lost sales placing further pressure on its liquidity position. Management stated that
business rescue might also be considered.
Given Edcon’s constrained liquidity, rentals are unlikely to be paid over the medium term. According to our
estimates Edcon’s closure will result in 1.5% reduction in sector dividends. The number is small in relation to the
attention it generates, given that landlords have been proactive in reducing exposure to Edcon through the 41%
rental cut last year, as well as cutting space let to Edcon, and the level of diversification in the sector to both other
sectors and offshore.
CHART 07

EDCON’S CONTRIBUTION TO REIT DPS

Source: Company reports
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UK
The UK has been in lockdown for three weeks, but the lockdown is expected to be extended beyond 13 April.
Economists expect UK GDP to fall by an estimated 2.6% in 2020. This number could be much worse should the
lockdown persist well into the second half of the year.
Strong levels of government spending - both in Budget 2020 and anticipated in the upcoming Spending Review
and Autumn Budget – are expected to support the UK economy through the forecast period. The measures
announced by the Bank of England, including lowering interest rates to 0.1% and steps to support business access
to finance, will also help mitigate some of the impact of the Coronavirus on the UK economy.
The three specialist retail REITs have revealed how much rent they collected on rent quarter day. Intu received
just 29%, Hammerson 37% and Capital & Regional 50%. While Intu and Hammerson’s shopping centres are
largely focused on fashion retail, leisure and food & beverage outlets, Capital & Regional’s centres are largely
smaller community focused shopping centres that have a larger proportion of essential stores that have remained
operational. This is clearly reflected in the rents received.
Capital & Counties, the largest UK exposure in the ALPI, said Covent Garden will face disruptions in its food and
beverage, and retail units. Covent Garden is one of the most popular tourist attractions in the world. In 2016, it
attracted over 44 million visitors compared to New York’s Times Square at 50 million visitors. An estimated onethird of its visitors are from outside the UK, which means spending in the precinct is dependent on a recovery in
the tourism market. To its advantage, Capital & Counties has a strong balance sheet (LTV is about 16%) and faces
minimal liquidity or solvency risk.
The impact of coronavirus comes at a time when the UK retail sector is in crisis, caused by high costs, low
profitability, and losing sales to online shopping. Excluding the impact of the virus, the Centre of Retail Research
were already forecasting 1 859 store closures in the UK in 2020, compared to 2 050 in 2019. Debenhams, now
owned by its lenders following administration in 2019, has entered administration once again to protect itself from
its creditors. Although the company has closed 22 stores this year and expected to close 28 in 2021, any new
administration is likely to hasten the demise of many more of its outlets in the longer term.
Central and Eastern Europe (CEE)
Much of CEE is now effectively closed as governments make desperate bids to stem the spread of the novel
coronavirus Covid-19. While the region has not yet been as badly affected as Western Europe, the region
is keen to act early in order to prevent the number of cases reaching epidemic proportions as it has in Italy
and Spain.
The region is expected to be especially badly affected by a collapse in retail, after relying on consumption-powered
growth that, until recently, had proved remarkably resilient.
Economists have slashed GDP growth forecast for the CEE to a 2% year-on-year contraction from the previous
2.3% expansion in 2020. Poland’s economy is expected to contract by 3.5%, worse than other countries in the
region, as a collapse in retail and exports, particularly in the automotive sector, will dent growth prospects.

15

Sesfikile Capital

CHART 8

RETAIL SHARE OF GDP

Source: OECD

Government debt-to-GDP levels across the region have declined substantially over the last decade on the back
of strong economic growth, falling borrowing costs and prudent budget management. Labour market conditions
also remain extremely tight, reducing the risk of downward pressure on wages. This means most countries have
room for fiscal stimulus to mitigate the impact of coronavirus.
The Polish Government introduced an economic aid package to rescue companies and employees affected by
the coronavirus crisis. The stimulus package is worth EUR 46 billion, which is roughly equivalent to 9% of GDP of
the country. The package will support employees unable to work by covering up to 40% of their salaries as well
as entrepreneurs by providing state guarantees for businesses. Poland’s central bank has also cut its benchmark
interest rate by 50bps and announced liquidity measures to help businesses.
The measures announced by the Romanian Government include credit guarantees for companies for investments
and securing the payment of workers sent to technical unemployment due to suspensions caused by the
coronavirus. The Romanian central bank has cut its monetary policy rate to 2% from 2.5%, effective as of 23 March.

Spain is one of the hardest hit countries globally. Tenants of the shopping centres
owned by Castellana Properties (83% held by Vukile) whose businesses were shut
down by the Covid-19 crisis, have been provided rent relief for the month of April.
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ECONOMICS
Fourth-quarter GDP figures confirmed that the South African economy slipped into a technical recession after
experiencing a contraction for two consecutive quarters in 2019. South Africa’s growth shrunk by 1.4% in the fourth
quarter of 2019. Due to the impending economic impact of Covid-19 economists are forecasting a contraction in
GDP of between 3 and 10% in 2020, and at the time of writing we are already seeing downward revisions to the
lower end of the range.
The finance minister delivered his Budget Speech which was largely market positive. The minister did not increase
personal income or VAT rates acknowledging the significant pressure facing consumers at present. The focus
remains firmly on reducing public expenditure, the success of which depends largely on negotiations with unions.
The SARB cut the repo rate by 100bps from 6.25% to 5.25% in March (and another 100bps in April). As a result,
the prime lending rate has decreased from 9.75% to 8.75%. The move came in response to the economic pressure
expected from the COVID-19 pandemic.
Rating agency Moody’s cut South Africa’s sovereign credit rating to sub-investment grade during March 2020,
meaning the country now has a ‘junk rating’ from all three major international rating agencies. Moody’s cited the
deterioration in SA’s fiscal strength and “structurally very weak growth” for its decision to lower the country’s rating
to Ba1 from Baa3. The outlook remains negative. The downgrade means that South Africa will be excluded from
the Citibank World Government Bond Index (WGBI). However, FTSE Russell has decided to postpone the monthly
reweighting of its fixed-income indices for a month. This is due to unnatural liquidity challenges and increased
volatility. As a result, South Africa will be excluded at the end of April. Regaining investment grade require decisive
government action but many policies are politically unpalatable in SA (e.g public sector wage cuts).
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BONDS
BONDS
SA bond yields rose by 200bps to 11% in Q1 while the currency depreciated by 28% to R18/USD. While the market
appeared to receive the Budget Speech positively, bond yields were largely driven by the expected impact of
the Coronavirus on commodity demand, supply-chain disruptions and dollar-debt burdens. The local currency
tumbled to all-time lows as demand for US dollars soared.
CHART 9

BOND YIELDS BY REGION

Source: Bloomberg

V&A Waterfront – Travel bans, weaker disposable
income and reduced corporate travel are hitting global
tourism markets, which affect many sectors, most
notably hospitality and retail.

		
Nimble Wisdom SA Quarterly Q1 2020
18

OUTLOOK
Unfortunately, our crystal ball is unable to track the path of the pandemic, however what we can do is arm
ourselves with as much information as possible and consider how things would look under the circumstances that
may present themselves. At present, we feel that the biggest variable is the duration of the lockdown and / or
reduced business activity even subsequent to lockdown as the uncertainty of the path of the pandemic remains
in the psyche of the market.
With that said we are using a 5-month ‘pause in normal economic activity’ as our pivot point, meaning that at
current prices anything less than 5 months offers considerable value, however subsequent to the 5-month mark
further value destruction may justify current pricing (as at quarter end) as we consider the long-run implications
for the economy. Although the average sector gearing of 37% is slightly higher than recent periods, we feel that
the sector can manage its balance sheet risk 9-12 months out, however the balance sheets are not homogenous
across the sector and there would likely be casualties that far out. If one believes that there will be a solution to
the Pandemic, locally and abroad; be it an adequate treatment or more efficient testing to enable the economy
to start up again, then the sector is offering considerable value at current levels – we highlight below the current
relative rating to bonds and the current Price to NAV for the sector, both at historical lows.

CHART 9

CHART 10

YIELD SPREAD BETWEEN THE SAPY AND
SA 10Y BOND VS DPS GROWTH

PRICE-TO-NAV OF
THE SAPY

Source: Bloomberg, Sesfikile analysis

Source: Bloomberg, Sesfikile analysis
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The IRR (Internal Rate of Return) table we present below incorporates the following assumptions, which we feel
appropriate at this point in time.
•

We have cut the distributable earnings by 48% in year 1. This corresponds to a worse case scenario where
no income is generated from non-essential retail, and office and industrial rental income falls by 15%, for a
lockdown period of 5 months.

•

Year 2 growth appears high off a low base; however, it is a 20% decline from the pre-virus normalised year 1
distributable earnings number.

•

We have assumed that the SA 10-year bond yield reverts to 10%, which was our bear case assumption at the
start of the year, and still leaves a significant margin relative to other countries at similar sovereign ratings.

•

Finally, we have used an 11.3% the exit yield (note distributable earnings as opposed to actual distribution,
should companies retain earnings to secure their balance sheets). This was the already deflated rating the
sector traded at pre the Covid-19 fallout.

TABLE 04

TOTAL ESTIMATES FOR THE ALPI
1 year

2 year

3 year

9.9%

9.9%

9.9%

9.9%

9.9%

Capital return from earnings growth

55.5%

27.8%

20.3%

14.6%

10.7%

Capital return from re-rating

-19.4%

-7.8%

-4.7%

-2.4%

-0.8%

Total return

46.0%

29.9%

25.5%

22.1%

19.7%

Income return

5 year 10 year

Source: Sesfikile analysis

This implies a 1-year total return of 46% (with a decent margin of safety priced in), we note however that this
number, or rather the implied variables are volatile and highly dependent on the duration of the lockdown /
stunted economic growth. We are cautiously optimistic premised on valuations, but alert and humbled to the
challenge ahead of us as a country.
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