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PERFORMANCE SUMMARY
After what can only be described as a disastrous Q1, Q2 has offered some respite, clawing back some of the losses
incurred over the first three months of the year. The operating environment is still weak and the challenges ahead
are many, however what the second quarter gave us was some clarity (although limited), operational evidence and
time for the market to shift from panic to rational thinking and action. The relatively fast retraction of the lockdown
from level 5 to level 3 and scope of industry that was able to resume trade allowed the market to put aside the
‘worst case’ scenario that investors appeared to be pricing in. We believe that the blanket sell-off in quarter one
was a perfect example of a fear trade and it was overdone. While there was some merit to the sector pullback, the
sheer scale effectively priced most of the sector for failure, which we strongly believe is not the case.

Once again, the asset classes moved in unison, albeit to varying degrees. Listed property regained just over 20%
of its relative loss year-to-date (ALPI: +18.7%, SAPY: +20.4%) in the second quarter of the year, but still languishing
year-to-date -38,3% and -37,6% for the ALPI and SAPY respectively. Equities led the pack, up +23.2%, and sits at
just -3.16% for the first six months of the year, while Bonds, showing a relatively weaker quarter two performance
(+9.9%) against Property and Equities, has clawed back into positive territory for the calendar year at +0.4% as the
long bond yield compressed from 10.98% to 9.36% over the period.

TABLE 01
ASSET CLASS TOTAL RETURN TO 30 JUNE 2020

Jan

Feb

Mar

Apr

May

June

Q1

Q2

YTD

SA Listed Property Index

-3.1%

-15.7%

-36.6%

7.0%

-0.8%

13.4%

-48.15%

20.43%

-37.56%

All Property Index

-3.3%

-15.7%

-36.3%

5.7%

-0.5%

12.9%

-48.07%

18.73%

-38.35%

Equites

-1.7%

-9.0%

-12.1%

14.0%

0.3%

7.7%

-21.4%

23.2%

-3.16%

Bonds

1.2%

-0.1%

-9.7%

3.9%

7.0%

-1.1%

-8.7%

9.9%

0.36%

0.6%

0.5%

0.6%

0.5%

0.5%

0.5%

1.7%

1.5%

3.18%

Cash

Source: Bloomberg

• April started with a strong bounce off the lows registered in Q1, delivering 5.7% and 7.0% for the ALPI and
SAPY indices respectively. The sector rallied c.24% by mid-month only to lose steam as the reality of the
impact of the Covid-19 enforced lockdown started to become more apparent. Listed property still substantially
lagged the other sectors year-to-date with the All Share Index down 10.4% and Bonds down 5.1% in the first
four months of the year. A possible reason for this, as well as the U-turn in performance mid-month is that
a string of companies retracted previously issued distribution guidance and indicated that they would likely
defer distributions/dividends due to Covid-19 uncertainty. The SA economy was still reeling from the stage 5
lockdown, but looking forward to the move into stage 4, which meant that a greater range of corporate activity
would be allowed; notably discretionary retail where the likes of clothing stores were able to start selling their
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winter apparel. Entertainment was still closed with restaurants unable to seat, but could make use of their
kitchens and offer delivery options for customers. We witnessed consumers flocking to malls as soon as stage
5 restrictions were lifted, which may perhaps give us some insight into April trade and that rent collections
were better than our bearish expectations. Industrial REIT Equites collected 93% of April rents, diversified REIT
Redefine collected 73% of rents, while retail focused Fairvest collected 60% of rents. We had also seen malls
opening in Poland and Lithuania, which was an encouraging sign for CEE exposed names. Edcon expectedly
filed for business rescue in April, but the sector largely dealt with its restructure in 2019, where a significantly
lower 1.5% of income currently comes from Edcon.
• The sector drifted slightly lower in May, losing -0.5% and -0.8% for the ALPI and SAPY indices respectively.
The sector was, compared to previous months, quite uneventful as it lost some ground into the middle of the
month only to claw-back some performance into month end. It was disappointing that property did not fare
better, considering local bonds continued to rally as yields breached 9.0% from a starting point of 10.3%. As
lockdowns eased and business returned to some level of normality, we started to see some indication of the
impact on REITs’ rental collections over the past two months and how cash flows would look going forward,
however negotiations with the larger tenants were still largely unresolved. Balance sheets continue to be in
focus; however, we saw that at least for the short term, banks were being pragmatic with regards to covenant
breaches. We also saw a concerted effort from several companies to dispose of assets and retain distributions
to alleviate balance sheet stress, however the latter action was highly criticised by generalist investors and dealt
with scepticism.
• June started with a bang as the first six trading days saw a 25% rally in listed property as global market
sentiment seemingly switched to one that was risk-on. The rally was largely spurred by the news that several
economies were planning to open as cases had started to taper. The local bond rally only lasted a few days
into the month and then retreated, but its run had admittedly started in late March; however, the absolute level
of the local bond yields was enough to support property prices. Property was further buoyed by the ease
in local lock-down restrictions to level 3 and company evidence that rental collections had been better than
anticipated. The trajectory reversed off the early peak as fears of a second wave started to gain traction with
Chinese Covid-19 cases increasing and the US protests and reopening plans gained traction sparking fear of a
second wave stateside. After the short lived pullback was also a result of profit taking subsequent to which we
saw the market drift slightly lower into month-end despite negative local data namely: the bleak ‘emergency
budget’ delivered by our finance minister spelling out the mountain of debt we will need to navigate our way
out of in the coming years as well as the -2% GDP for the first quarter of the year (although expectations were
lower at -4%).
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STOCK PERFORMANCE
We saw several stocks claw back some of the sharp losses incurred in Q1, with few of the perceived ‘higher risk’
stocks with higher leverage topping the charts, while some of the more defensive counters lagged. The stronger
rand also played its part as several of the weaker stocks were offshore focused. However, the likes of EPP and MAS
bucked this trend as they were severely hit the previous quarter, despite the weaker currency.

CHART 01

Q2/YTD:2020 STOCK/SECTOR TOTAL RETURN DISTRIBUTION (%)

Source: Bloomberg

Fortress B (75.6%), EPP (51.5%), and Redefine (39.7%) were among the best performers for the quarter. Accelerate,
Rebosis, Tower and Delta were also included amongst the top performing stocks, however the lack of any true
liquidity across these stocks does not allow for true price realisation over such a short period.
Fortress B announced the sale of their Resilient stake (being supportive of their balance sheet) and rental
collections of 67% and 68% for April and May respectively, which was ahead of market. Their holding in NEPI
Rockcastle also rallied, however they account for this as an associate and the benefit would come directly into the
balance sheet calculations. The key reason for such a material bounce, we feel, is that it was heavily punished in
the first quarter (-78.5%) and was a very convenient entry point into a risk on rally. EPP was screening value after
the dismal first three months of the year, as the market was concerned about their retail exposure on top of a
loan-to-value ratio just above 50%. The market started to believe the sell-off was overdone as details surrounding
the opening of retail across Poland coupled with their low Covid-19 infection rate. Their new CEO also seemed to
appease the market with his market updates and plans to reduce gearing. Redefine was significantly sold off in
the first quarter as investors prepared for its exit across several indices. With the selling pressure off, the stock
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bounced aggressively. In addition, the company guided to better than expected rent collections. And probably
most importantly the company disclosed the disposal of their Australian student accommodation assets as well as
a significant stake in RDI, which gave their balance sheet much needed respite.

The laggards included Intu (-70.6%), Octodec (-21.7%), Hospitality (-18.0%) and Capital & Counties (-13.9%). It really
speaks to the relative strength of the rand, a torrid time in the retail space in the UK and the decimation of hotel
spend as tourism has all but dried up and business travel has disappeared.

Intu eventually went into administration as the declining asset value continued to crumble beneath the mountain of
debt. Their inability to dispose of assets and /or raise enough capital to rescue the balance sheet were extrapolated
in the current environment and left the company with no choice. Despite being a very rational exit, it still comes as
a shock when companies that had such significance come to such an abrupt end. Octodec released results in April
and as usual gave a very honest outlook right in the midst of the market uncertainty. Their performance across
their residential portfolio was better than market peers, however their relatively high exposure to SMME and low
LSM tenants is of concern as unemployment is increasing off an already high base. The biggest concern was the
low interest cover ratio (despite a reasonable loan to value of 39.9%) as the company has always had structurally
and often strategically high vacancies; and while management clearly disclosed their plan of action to deal with
this, the levels are too close to covenant breaches to get ignore. Hospitality Property Fund is unfortunately caught
in the weakest of sectors, where occupancies have experienced a drastic decline as tourism and business travel
have come to an abrupt halt. The balance sheet is modestly geared at 26% and lenders have given the company
a waiver of covenant requirements until the 30th of September 2020 with further consideration to extend this
another six months; however the ability to operate profitably in the short to medium term will be key to their
survival as lenders patience will eventually run out. Capital & Counties was on track for a positive quarter until
the 8th of June from where it lost c.5% due to the rand’s relative strength to the pound, and as the general UK
property market and generally weak rental collection rates. Another potential reason for the underperformance
was the acquisition by CapCo of a stake in Shaftesbury and the resultant increase in the loan-to-value ratio post
the acquisition.

Interestingly stocks such as Investec Australia, Equites and Sirius all lagged the sector. None of these underperformed
as a result of poor operating metrics of balance sheet weakness, but rather being priced at a premium for their
defensive characteristics and being overlooked as the market’s appetite for risk momentarily re-emerged. These
are still stocks we believe are core to our portfolio and have both the ability to be defensive in a risk-on climate as
well as deliver distribution growth in these trying times.
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NEWSWORTHY
• Lighthouse raised R4.2bn through a bookbuild, which was initially planned to be R2bn, through the issue of
new shares for cash (at R7 a share) or in consideration for shares in Hammerson plc (2.1 LTE shares for 1 HMN
share) or NEPI Rockcastle plc (12.5 LTE shares for 1 NRP share). Resilient chose to swap a portion of its NRP
shares for LTE shares which saw it increase its shareholding in Lighthouse from c.22% to a holding of 40%.
Furthermore, Lighthouse appointed Mr Des de Beer (CEO of Resilient, Lighthouse’s largest shareholder) as a
non-independent non-executive director.
• Investec Property Fund disposed of its entire 9% shareholding in Investec Australia Property Fund on
11 June 2020, by way of a private placement. Total gross proceeds of approximately R743m will be used to
de-gear the balance sheet and streamline the company’s offshore focus in the UK and Europe.
• Redefine made significant strides in executing its disposal strategy. During the quarter, Redefine announced
that its sold its interest in Journal’s two student properties in Australia for A$459m (R4.9bn). A portion of the
proceeds from the disposal will be used to settle the Australian loan facilities on the properties amounting to
around A$132m (R1.4bn) and the remaining proceeds will be utilised to reduce Redefine’s other interest-bearing
borrowings. The transaction will also secure the release of 60mn Cromwell Property Group (worth c.R600m)
shares from an encumbrance with RDF’s intention that such Cromwell shares be sold. Redefine also announced
the conditional disposal of its entire shareholding in RDI REIT (112m shares or 29.42% of RDI for GBP 106m
(R2.2bn) to Starwood Capital Group, a US based private equity firm with a primary focus on global real estate.
• Redefine was excluded from the JSE Top 40 in the June quarterly rebalancing.
• Atlantic Leaf has agreed the terms of a recommended cash acquisition by South Downs Investment, which will
see it acquire all the issued shares in Atlantic Leaf for £80.5p/share (R17.14 a share at current exchange rates).
Atlantic Leaf shares will thereafter be delisted from the JSE. Vukile, which holds 66m shares or 35% of Atlantic
Leaf, has given its support, with proceeds to be strengthen its balance sheet.
• Intu Properties has gone into administration. Its shares were suspended on Friday 26 June after falling 72% to
29c. In October 2015, Intu had a market capitalisation of R100bn. The company has appointed KPMG to handle
the process. Meanwhile, Intu’s chief executive Matthew Roberts has stepped down. Roberts served as Intu’s
chief financial officer for nine years.
• Hammerson PLC said in May that Chief Executive David Atkins has resigned and will remain in position until the
spring of 2021 at the latest. The retail-property company said that in the meantime the board will conduct a
search for his successor. Earlier that month, Hammerson said the sale of seven retail parks for about £400m to
Orion European Real Estate has fallen through.
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• Capco has agreed to buy a 26.3% stake in Shaftesbury PLC from Hong Kong billionaire Samuel Tak Lee. Capco
acquired the shares in two tranches totalling £436mn, at a price of 540p per Shaftesbury share, representing
a discount of 14% to the closing Shaftesbury share price and a 45% discount to the September 2019 net asset
value. The investment in Shaftesbury is possibly precursor to a merger.
• Massmart announced that it will be entering into a S189 consultation process with respect to its Game
stores, which is likely to impact 1 800 Game employees. This announcement follows the 13th January 2020
announcement whereby Massmart also entered into S189 consultation process with Dionwired and Masscash
employees, where 1 440 employees were impacted. However, the company said it would not close any of its
Game stores
• Edcon Holdings Ltd. agreed to sell part of South African clothing chain Edgars to Retailability Pty Ltd., private
equity-backed group. Retailability Pty Ltd., a holding company for brands Legit, Beaver Canoe and Style, which
owns 460 stores across southern Africa. Edcon was put into a local form of bankruptcy protection in late April.
Meanwhile, The Foschini Group has entered into an agreement to buy certain commercially-viable stores and
selected assets of Jet, for R480m. This includes 371 stores, a distribution centre located in Durban and certain
stores in Botswana, Lesotho, Namibia and Eswatini.
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PROPERTY FUNDAMENTALS
SOUTH AFRICA
The previous quarter ended with great uncertainty as lockdowns were implemented globally. South Africa’s strict
lockdown regime began on 27 March, sharply limiting freedom of movement and slowing an economy already in
recession. Restrictions were gradually eased to level 3 by 1 June which opened much of economy and abolished
curfews.

Despite the flat trend in new cases initially the level of infections (as a percentage of tests) has steadily risen, with
many hospitals already at full capacity. As a result, the risk of a return to stricter lockdown remains in key hotspots, which are unfortunately overlapping with areas of significant economic activity. At the time of writing, both
China and the US had seen a rise in new cases with new emergency measures put in place.

REITs provide space to many industries that have been directly impacted by the economic slowdown. Aside from
hotels, retail was and continues to be the hardest hit sector. Despite most types of retailers now operational, data
shows that customers are visiting malls less frequently and prefer convenience centres closer to home. On average,
footfall is currently 25% below average levels and spending for many non-essential retailers are significantly lower
than normal levels and will take time to recover. Retail spend in conventional ‘bricks and mortar’ stores is under fire
from various sides: Online shopping is perceived as safer and becoming more acceptable to many, entertainment
space (restaurants, food courts, cinemas etc) is yet to fully open and most importantly during the severe recession
the spending power of the market has declined.
CHART 02

FOOTFALL - % OF LAST YEAR

Source: Company data
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CHART 03

% OF GLA OPEN (JUNE)

Source: Company data

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, leasing activity has and will continue to
slow. There is also the concern that habits change and smaller companies see the viability in working from home,
although the need for the implementation of social distancing in office space may negate much of the space
vacated. We explore this trend later in this report.

Industrial assets 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. Encouragingly,
South Africa has entered this period with low levels of new supply across all property types.

Landlords are engaging with 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. We have also seen several national retailers raise significant equity cheques,
largely to sure up their balance sheets, and with this in order it will be hard for them to expect landlords to give up
too much in rental concessions seeing they are now secure in their position as a going concern.

As lockdowns ease and business returns to some level of normality, we are gaining further clarity on the impact on
REITs’ rental collections over the past quarter. On average, REITs have collected about 65% of rentals during April,
and while most companies are yet to publish May and June collections, anecdotal evidence suggests that May has
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been only marginally better than April while June numbers were stronger. Retail has, for obvious reasons, seen
collection rates average 40 to 50% of normal levels, although some retail with a heavy bias to essential trade, such
as Fairvest has fared better with collection rates as high as 86%. Office and industrial collection rates have varied
depending on the exposure to SME’s and length of leases, but on a whole average 75%. Specialist stocks such as
Investec Australia (offices and industrial space in Australia), Sirius (light industrial and storage in Germany), Storage (storage space in South Africa and UK) have recorded collections in excess of 90%.

CHART 04

RENTAL COLLECTIONS - APRIL 2020

Source: Company data

CHART 05

GROWTHPOINT RENTAL COLLECTIONS
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Various industry bodies have been seeking sustainable solutions to manage the crisis with multiple stakeholders.
These representative industry bodies, which collectively are referred to The Property Industry Group, currently
include the SA REIT Association, South African Property Owners Association (SAPOA) and the South African
Council of Shopping Centres (SACSC). The Property Industry Group and the SA REIT Association identified a
few key areas of pressure and established five primary workstreams to focus on (1) engagement with larger
retailers, (2) engagement with banks and DCM investors regarding liquidity and capital, (3) engagement with the
JSE and National Treasury (NT) regarding REIT regulatory and tax issues, (4) engagement with government and
the National Coronavirus Command Council (NCCC) to work on broadening the definition of “essential services”
and re-open malls, and (5) engagement with government and municipalities regarding the aggressive rise in
municipal charges and potential relief to landlords amidst COVID-19. There has also been some engagement with
the Department of Trade and Industry (DTI).

Overall, some developments are positive, while other engagements are ongoing. Feedback is expected soon in
some respects (e.g. from NT). While the local industry has had to come up with collective proposals, it is evident
that most aspects will need to be negotiated on a case by case basis. For example, The Banking Association of
South Africa (BASA) has said that relaxation to covenant breaches for example must be discussed by each REIT
with the individual bank.

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 NT to provide
REITs an exemption to requirements of being a REIT are ongoing. By postponing dividends, REITs can bolster their
balance sheets substantially over the next 12 to 24 months; we estimate the impact to LTV could fall by 2 to 3% pts
per annum should dividends be withheld. We are of the view that temporarily lowering pay-out ratios below 75%
or in the extreme case, suspending a dividend is a better solution for shareholders compared to raising capital at
the current discounts to NAV. While we acknowledge the position of various stakeholders, including those that rely
on REITs for dividends, we reiterate the importance for REITs to maintain their going concern status and protect
the equity value for all shareholders.

On an overall sector level, LTV and ICR covenant breaches remain a low risk. Our estimates show that debt
covenants could 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, and the difficulty in repossessing the asset for re-sale in a market
where sales activity has all but dried up. We understand that independent property valuers have indicated that the
impact of Covid-19 will be treated as a once off valuation adjustment, and not as a permanent devaluation. Over
the longer term, valuations should come under pressure as the impact of the recession diminishes demand and
income growth prospects worsen. Capitalisation rates could also increase to reflect a weaker transactional market
although a steady risk-free rate and lower short-term interest rates may offset this increase partially.
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CENTRAL AND EASTERN EUROPE (“CEE”)
Unlike in Western Europe, the coronavirus pandemic was contained in CEE to an extent and that the recovery
appears to be stronger as well. Part of the reason for the CEE countries’ relative success is timing. Italy and the
UK had their first infections in January. The Czech Republic, Poland and Slovakia, by contrast, did not record their
first cases until the first week of March, giving them extra time to understand the risks. But more importantly, the
speed with which restrictions on mass events were introduced was one of the most important reasons for CEE’s
relative success.

ILLUSTRATION 01

NUMBER OF CASES IN THOUSANDS, AS AT 23 JUNE 2020

Source: Company data

As a result of the easing of trading restrictions, tenants occupying c. 90% of shopping malls in NEPI Rockcastle
and EPP’s portfolio are functional. Currently, all stores are allowed to trade, except for cinemas and playgrounds in
some locations. Average footfall exceeds 70% of the levels recorded in the same period last year in most shopping
centres.
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CHART 06

FOOTFALL IN POLAND AFTER REOPENING

Source: Polish Council of Shopping Centres

The Polish government provided clear guidance on the rental obligations of tenants during the lockdown period.
According to the guidelines, landlords were not allowed to charge rental and maintenance costs from 14 March
2020 to 4 May 2020, in return for an extension of the lease terms.

Retailers are trying to mitigate the impact of the shutdown by cutting costs. Some major tenants such as Inditex
and H&M are withholding rent or paying turnover based rent. Landlords such as EPP have resisted tenants’ request
for turnover-base rentals, which will only increase the volatility of streams, with downward valuation implications.

EPP-owned Galaxy in Szczecin, Poland. Footfall has returned
to 70% of last year’s levels 6 weeks after opening.
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Changes
in consumer behaviour, psyche, and spending patterns will have
long term implications for the world of retail real estate.

UK
Intu Properties has gone into administration. Its shares were suspended on Friday 26 June after falling 72% to 29c.
In October 2015, Intu has a market capitalisation of R100bn. So where did it all go wrong for Intu?

The UK has the largest online retail penetration in the developed world (over 20%) putting significant pressure on
discretionary spend in conventional bricks and mortar retail. This is significant especially as it pertains to apparel,
which is the dominant occupier of space across Intu’s malls along with department stores that have seen several
failures of late including the likes of Debenhams and House of Fraser. With the weakness across conventional retail
there has been severe pressure on cash flows due to a combination of tenant failures, renewals at lower rental
levels and tenant replacements.

The pandemic exacerbated the concerns mentioned above and in addition put into question the strategy of
increasing entertainment (Restaurants, Cinemas etc) which have been the worst hit considering the current
restrictions. Data shows that UK retail collection rates were just 13.8% of rent for the June quarter, down from
19.8% in March.

Intu’s balance sheet had already been stretched prior to Covid-19 (at 67.8% as at year-end 31 December 2019 ) and
was already looking to breach several covenants across the balance sheet (note that there are several separate
asset clusters, which are independently securitised). Despite significant write-downs in 2019, valuations were still
too high considering the operational environment. Rental levels were also inflated relative to the current market.
With valuations and cashflows both looking to retreat we believed that we would see more breaches in the debt
covenants.

Intu has for quite some time not appeared to us as a going concern as a listed entity, and only showed speculative
value if it was the subject of corporate action. With that said, they had several interested parties looking to acquire
the company over the last few years, however all attempts had failed. In the current environment it is highly
unlikely that we would see further interest for the equity, but rather piecemeal interest for assets, which would be
negotiated with the bank as opposed to the company.
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WORK-FROM-HOME (“WFH”)
Historically, offices been seen to be critical to employee productivity and building a successful corporate culture.
This forms part of an effective talent retention and attraction strategy. Furthermore creativity, skill development
and problem solving is vastly improved through collaboration in groups which is best achieved in an office
environment.

However, many corporates globally are announcing changes to their real estate strategy following large scale
adoption of remote working during lockdowns.

The primary driver of this is improved employee motivation and productivity, and therefore lower worker attrition.
Data suggests that engagement levels may peak when working remotely 60-80% of the working week and fall if
working 100% remotely all the time. Therefore, some form of flexible working is conducive to improved productivity.
Commute times may also be a factor in the employee appetite to WFH – the longer the commute time, the higher
the saving from not having to make that journey so frequently. Furthermore, corporates will have access to a larger
pool of talent not bound by geographical limitations.

CHART 07

AVERAGE COMMUTE TIME (ONE-WAY, MINUTES)

Source: Moovitapp, kisi, Instant Offices, UBS

While cost savings are usually listed as the primary reason for this, it is not as large as expected, as typical
occupancy costs have fallen to less than 10% of salaries, from over 40% in the 1970s. Work done by the IPF
suggests that occupancy costs for offices across the UK may stand at about 12% of employment costs, but that
this stands at 53% in retail. Thus, the pressure on reducing occupancy costs in retail is of huge importance to
retailers, but less importance to typical office occupiers.
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CHART 08

RENT AS A PERCENTAGE OF SALARY COSTS (LONDON)

Source: Great Portland Estates

Location of offices could also change in the long term. Some companies will continue to have centralised offices
in major cities which many regard as essential to create a sense of connection and energy. Others may abandon
central head offices for suburban office parks, which allow for employees who work from home to visit the local
office easily.

However, there are a number of offsetting factors that will likely limit the impact on office demand. The trend
of squeezing more people into a smaller footprint may now need to reverse, given the requirement for social or
physical distancing between employees. Before a vaccine is available, many companies will require employees
to wear masks at all times, redesign spaces to ensure physical distancing, and restrict movement in congested
areas (for example elevators). Organisations will need to manage which employees can come to the office, when
they can enter and leave, how often the office is cleaned, whether the airflow is sufficient, and if they are located
sufficiently far apart as they move through the space.
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CHART 09

WORKPLACE DENSITY

Source: Colliers

WFH may not appeal to all employees, particularly those that do not have the privilege of a comfortable home
working desk, and office space will need to be provided in order to not unfairly disadvantage those employees.
Furthermore, there will be many roles that are not allowed to move to a home location for security and insurance
purposes. There are also ‘softer’ social benefits that draw us to office working: team building, bonding, relationships,
talent mentoring, corporate culture building, efficiency, management oversight, creative collaboration etc.

WFH will no doubt have an impact on office demand, but the impact may not be as severe has many expect. Early
estimates suggest gradual adoption of c.15% of the workforce over several years. Tenants are likely to place an
even greater emphasis on lease flexibility, with downward implications for valuation.
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ECONOMICS
• While better than the 4% contraction that was expected, the 2% (annualised, q/q) decline in first quarter GDP
still reflects a very weak economy. This preceded the national lockdown which was implemented at the end
of March and therefore we are likely to see unprecedented contraction in the second quarter. The SA Reserve
Bank now predict that SA’s GDP could shrink by 32.6% in the second quarter of 2020, and by 7.2% for the year
as a whole.
• Finance minister Tito Mboweni delivered a supplementary budget in June, effectively providing a bridge to
the October 2020 Medium Term Budget. While the minister promised far-reaching reforms that will stabilise
public debt, very little detail was provided. The main budget deficit is now projected to widen to 14.6% of GDP
(Feb: 6.8% of GDP) and the gross debt-GDP ratio is lifted to 81.8% in FY20/21 (Feb: 65.6%) but a peak is now
envisaged at 87.4% in FY23/24. While Treasury expects a significant portion of the extra funding to come from
foreign loans (mainly from multinational institutions including the IMF, World Bank and New Development
Bank), a further sizeable increase in bond issuance is on the cards.
• The SARB cut the repo rate by 150bps during the quarter (100bps in April and 50bps in May). This was the
third rate cut this year bringing the total reduction to 250bps. The money market appears to be discounting a
25bps rate cut at the next MPC meeting, followed by another 25bps rate cut at one of the two subsequent MPC
meetings. With consumer inflation falling further in April to 3% y/y, the SARB believes there is room for further
rate cuts.
• The official unemployment rate rose to 30.1% in the first quarter (the expanded unemployment rate increased
to 39.7%). Treasury has projected that the unemployment rate could surpass 50% this year.
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BONDS
Following the Moody’s downgrade to sub-investment grade in late March, Fitch and S&P downgraded South
Africa’s long-term sovereign rating further to BB, with a negative outlook, and BB-, with a stable outlook,
respectively. Both agencies cited the negative consequences of COVID-19 on the economy, while questioning the
long-term sustainability of rising government debt. South Africa exited the FTSE World Government Bond Index
(WGBI) on 30 April. While this is negative, the marginal impact is more muted than the move we have recently
seen to sub-investment grade.
The SA 10y government bond yield shed 160bps during the quarter to 9.36%. The SARB’s aggressive policy
easing and purchases of government debt to ensure sufficient market liquidity and overall stability has assisted
somewhat in driving yields lower during the quarter. The country’s bonds are also still offering some of the highest
nominal yields in the developing world, lagging only Turkey, Lebanon and Nigeria.
The pandemic started to recede in the Europe and parts of the US during the quarter and many of the countries
started to begin easing lockdown measures. However, these positive developments were paralleled by resurging
geopolitical risks and renewed U.S.-China tensions in particular. Against an exceptionally uncertain outlook, policy
stimulus is continuing to flow. The Fed balance sheet surpassed USD7 trillion, thus having risen by about USD3
trillion in a few short weeks. The ECB balance sheet has also expanded having risen by about EUR 1trover three
months to EUR 5.6tr and increased the size of its bond purchase program to EUR1.35 billion or 50% of Eurzone
GDP. Attention has shifted to fiscal policy in Europe and the EUR 750bn EU Recovery Fund that has been proposed
by the EU Commission. The fund would provide EUR500 billion in grants and another EUR250 billion in loans. US
Treasuries held firm at 65bps and UK 10y GILTs falling by 18bps to 0.17%.
CHART 10

BOND YIELDS BY REGION

19

Sesfikile Capital

OUTLOOK
Thankfully, we saw some rational flow of funds during the quarter, buying up a cheap sector valuation and assisting
a c.20% recovery in listed property. And while this is a significant bounce, it is off a low base and year-to-date
the sector is still c.38% in the red. Last quarter we disclosed our 12-month rolling total return expectation (which
is admittedly either very brave or short sighted in such a volatile environment) of 46%. While we never expect
the exact outcome to prevail, we thought it necessary to illustrate our view of such a material upside under what
we felt very fair assumptions. We still have c.20% in our rolling 12-month expectation, leaving less room for error,
however there is somewhat more clarity relative to the opaque outlook we faced three months ago.
We still face several significant headwinds, namely Covid-19, the perils of our local economy and Eskom. We are
not discounting for shocks to the system in either direction, and are well aware that the path to our expected
target will not be smooth. What we are doing is looking at each stock on a bottom-up basis and exiting them at a
multiple relative to our long bond, which we believe will exit in the region of 9.75%. With that done we see c.20%
total returns, and while the market is not confident in the operational aspects of the sector, we feel that this has
already been priced in, not only over the first quarter of the year, but also the two years preceding that.
.

34 Wrench Road, Isando. Redefine owned logistics facility let to Pepkor. Despite Pepkor negotiating on
their retail rentals through lockdown, they had full use of this asset and paid rent as per the lease
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