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PERFORMANCE SUMMARY
The positive momentum gained in quarter two quickly faded as the third quarter eroded much of the recovery.
Listed Property delivered -15.4% and -14.1% for the All Property (ALPI) and South African Property (SAPY) indices,
respectively. It was a persistent slide in prices as the quarter generated three months of negative performance and
once again lost ground to both bonds (+1.5%) and equites (+0.7%). Aside from Redefine disclosing a commitment
to purchase Mall of the South, which spooked the market, there really was no clear reason for the sector to
underperform both on a relative and absolute basis. Results came out largely negative, but in-line and in some
cases slightly better than expected, while bond yields only edged slightly higher for the period.
Our view as to the underperformance is quite simple and crude, in that the market currently has no ‘love’ or more
poignantly ‘appetite’ for the sector at present. While we have not witnessed any material selling pressure, demand
has been conspicuously absent. The foreigners have put South Africa on hold, generalist investors are still waiting
to see an improvement in the quality of earnings and a re-basing, and lastly the lack of distributions in the current
period has meant that any re-investment into the sector has been lacking. While this line of reasoning is technical,
it is a reality felt across the sector; however our fundamental valuation methods continue to show strong upside
potential in the sector.
The apathy towards the sector is further illustrated by the year-to-date relative and absolute underperformance,
where property is trailing other conventional asset classes by circa 50% and similarly the capital decline is also
materially greater than the temporary negative earnings impact dealt primarily through the pandemic.

TABLE 01
ASSET CLASS TOTAL RETURN TO 30 SEPTEMBER 2020
Jul

Aug

Sep

Q1

Q2

Q3

YTD

SA Listed Property Index

-3.2%

-8.6%

-3.0%

-48.2%

20.4%

-14.1%

-46.4%

All Property Index

-3.4%

-8.8%

-4.0%

-48.1%

18.7%

-15.4%

-47.8%

Equites

2.6%

-0.3%

-1.6%

-21.4%

23.2%

0.7%

-2.5%

Bonds

0.6%

0.9%

0.0%

-8.7%

9.9%

1.5%

1.8%

Cash

0.4%

0.4%

0.3%

1.7%

1.5%

1.2%

4.4%

Source: Bloomberg

• July, like June, started strong in the first few days of the month (up just over 6% at the peak) only to end the
month over 3% in the red. Counterintuitively, the 10-year bond yield was positively correlated to property prices
spiking from 9.4% to 9.8% in the first week of the month only to subside back to 9.4% by month end, leaving
bonds up 0.6% for the period.
Globally the headlines were still dominated by Covid-19, be it the stimulus packages or the race for the vaccine,
both of which had supported markets. European leaders agreed on a ¤750 billion stimulus package, while
South Africa had also managed to negotiate a $4.3 billion loan from the IMF. Despite the drive ahead in
stimulating economies and looking for a treatment, the world appeared to be falling into a deep recession.
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Locally the lockdowns left their trail of economic destruction in already a beleaguered economy as
unemployment continued to touch all-time highs. And once most of us had forgotten the woes of Eskom,
load shedding returned. However on the positive front, the Reserve Bank continued to cut rates, while Edcon
began consummate its breakup and sale to two separate suitors, namely Foschini and Retailability. Company
results were few; just Liberty 2 Degrees and Accelerate, both of whom reiterated the extremely weak operating
environment especially in retail and hospitality.
• The listed property recovery faltered in August losing circa 8.7%. It was a steady decline for property through
the month. The results season gained momentum, and while the expected theme of already strained operations
exacerbated by the early stage lockdowns were reiterated, there was evidence of improvements as lockdown
stringencies eased. Rental collections had continued to improve month-on-month and valuation write-downs,
while material, had not as yet pushed companies to the point of covenant breaches and forced equity raises.
However most companies were still opting to retain as much cash as possible (by limiting dividends) in order to
strengthen their balance sheets in-case of further weakness, a practice we view as prudent.
Several Central and Eastern European stocks reported results that were better than our expectations, reflecting
the speed at which their economies were able to re-open as well as the relative strength of the respective
economies going into the pandemic. The UK performance, through Hammerson’s reporting, was not as robust
and spelling out a much more laboured recovery. With that said Hammerson managed to weather the storm far
better than their once listed competitor Intu, and seemingly have a path to strengthening the balance through
asset sales and (now completed) rights issue.
• There was no bounce off a two-month losing streak for the sector as September returns for the SAPY and
ALPI were in the red once again losing 3% and 4% respectively. Property underperformed both equity (-1.6%)
and bonds (flat) racking up a relative loss of circa 47% year-to-date. The pending US election seemed to be
working its way into the Covid-19 headlines news flow. Unfortunately, with the divide between Republicans
and Democrats and their unrelenting aggression towards each other, it was not a positive story being told.
Regarding the pandemic, there has been progress in both treatments as well as reaching advanced stages
of a reputable vaccine, however a spike in cases was evident in the northern hemisphere, putting pressure on
several of the locally listed property stocks exposed to that region. Locally we were pleasantly surprised as
the economy has opened and collection rates improving faster than expected, which was helped by the Covid
case count falling and stabilizing far off the peaks. However economically the country was still on the back
foot as we witnessed the dire Q2 q-o-q seasonally-adjusted annualised GDP print coming in 51% lower, and
the Reserve Bank lowering its full year GDP forecast from -7.3% to -8.2%. Results season came to a close with
consistent valuation write-downs and negative earnings growth as the Covid casualties and concessions ate
into revenue streams. REITs suffered a further setback as they were denied the ability to retain more than 75%
of distributable earnings as a tool to reduce debt, however through asset disposals and a resumption of some
sense of operational normality we believe there should still be very few casualties.

Sesfikile Capital

STOCK PERFORMANCE
Stocks trended lower with a bias for certainty and relative balance sheet strength. And while bonds and equity
shifted sideways, property experienced a risk-off quarter as the apathy towards the sector resumed after the
quarter two break. While there were few data ‘surprises’ to justify this, highly levered counters once again slid
into deep value territory (potentially reflecting the market’s view that they were at risk of debt covenant default),
whereas counters that seemingly displayed better earnings certainty and balance sheet strength saw positive
returns.
CHART 01

Q3/YTD:2020 TOTAL RETURN DISTRIBUTION (%)
30%

10%

-10%

-30%

-50%

-70%

Q3

CRP

FFB

HMN

EPP

DLT

TEX

ATT

VKE

DIB

APF

RDF

REB

HYP

DIA

LTE

MSP

AHB

OCT

CCO

RES

NRP

SEA

AHA

EMI

TWR

SAC

L2D

SCD

SSS

GRT

IPF

HPB

SRE

REA

TDH

EQU

IAP

STP

RPL

FVT

FFA

ILU

-90%
SAR

3

YTD

Source: Bloomberg

The stronger performers for the period included Fortress A (4.8%), Fairvest (4.7%), RDI (4.4%), and Investec
Australia (3.6%). All of the above are indicative of a risk-off trade, displaying low LTVs and relative certainty of
earnings. While they do not have quite as much potential upside as many other stocks in the sector, investors are
comfortable with the opportunity cost at this time of global and local market volatility.
Fortress A returned 4.8% during the period as risk aversion led to a preference for the somewhat protected
income stream offered by the A-shares. In addition, the LTV is below 40% with a forward yield north of 12% post
the recent clean-out of inflated earnings spurred on by excessive capitalisation of interest and the use of crosscurrency swaps. Fairvest advanced 4.7% during the quarter after it reported a robust set of results given the
circumstances, followed by guidance for flat growth. They have also disposed of an asset (Tokai Junction) slightly
ahead of book value reinforcing their NAV. The company, often overlooked due to its illiquidity, shows what good
management and a clear focused strategy in a defensive market can produce. RDI gained 4.4% after the disposal
of Schloss-Strassen Center in Berlin and its UK Retail Parks portfolio would see its LTV decline to 30%. Like many
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companies in the sector, RDI was priced for failure given its high LTV, however the price has rebounded as they
sold down on assets to reduce debt to attractive levels. The de-gearing process was however painful as earnings
will be impacted negatively and rebased materially lower. Investec Australia was 3.6% higher in quarter three and
is one of three stocks that has managed to hold onto a positive return year-to-date (aided by the relatively strong
Australian dollar). They continued to see the benefits of their recent Australian listing and growth in market cap as
they entered new global indices which resulted in marginal demand for the stock.
The laggards included Capital & Regional (-56.3%), Hammerson (-53.9%), Fortress B (-49.2%) and Delta (-42.5%).
Once again, the perils of UK retail, high leverage and management uncertainty reflected across the weaker
performers. All four of these stocks are screening exceptionally high value however each one is looking towards at
least one catalyst. Both Capital & Regional and Hammerson are desperately looking for stability in the UK retail
space, which is potentially still some time away. In the interim they are also looking towards a stark reduction in
debt levels. Capital & Regional are dependent on Growthpoint as their majority shareholder and Hammerson,
who have recently raised equity through a deeply discounted rights issue, are in desperate need of further asset
disposals. Fortress B on the other hand has seen a lot done at company level to address balance sheet concerns,
but the question of concern ishow long will it take for the B-share to regain a distribution with the A-share growing
by the lower of inflation or 5% in a low growth environment. Delta also has balance sheet concerns, but more
notably a fresh management team as the former executives made a sudden departure. While we are not at liberty
to comment on the new management team, they have a momentous task with little leeway in respect of both time
and capital at their disposal.

Investec Australia’s 449 Punt Road situated in Cremore, Victoria. In October, Investec
Australia announced the proposed internalisation of its asset management function
and establishment of a third party funds management business.
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NEWSWORTHY
• Official data show that the number of active cases in SA has fallen from a peak of 173k on 26 July to 66k as at the
end of September. Data from the private sector hospitals corroborate the trend with the number of patients close
to 70% below the peak. Lockdown restrictions were eased from level 3 to level 2 on 17 August, and to level 1 on 21
September 2020. Cigarettes and alcohol are now able to transact, which is supportive to retail.
• Countries across Europe are seeing a resurgence in Covid-19 cases after slowing outbreaks earlier in the year.
Unlike the first round, the rise in new cases has yet to cause a significant surge in deaths and hospitalizations.
France, the UK, Poland, the Netherlands and Spain are dealing with the second wave and have started taking
action to curb it.
• Additional stimulus in Germany and France were announced to counter concerns about rising Covid-19 cases
across the continent. The German government agreed to extend its coronavirus stimulus relief. The package
includes a short-time work programme, in which government tops up pay for workers who lose hours due to the
pandemic, and this has been extended until the end of 2021.
• The European Commission announced it would send a letter of formal notice to the UK after it failed to withdraw
legislation that would breach the Brexit deal both sides signed last year and break international law.
• A sense of urgency around the weak economic and fiscal trajectory has become evident amongst domestic
policy makers. Icasa has released the long-awaited invitation to apply for broadband spectrum that should raise
in the region of R15bn by the end of March 2021. NERSA has approved a plan to tender almost 12GW of power
generation capacity, which is only the first stage of the process but at least gives some hope that electricity
shortages and rolling-blackouts could be eradicated over the next few years. Corruption charges have resulted
in sentencing. The momentum may continue with a recovery plan that President Ramaphosa released in October.
• After the initial request, the JSE engaged the FSCA which led to the interim relief that allowed REITs, with year
ends from February to September 2020, to postpone the payment of their dividends for a two-month period. The
SA REIT’s Association submitted a further request for similar relief but without any potential tax relief. The JSE
again engaged with the FSCA, which resulted in a request to the SA REITs Association to put forward a proposal

Tokai Junction, recently sold by Fairvest in excess of fair value,
illustrating that despite a slow market, there is activity.
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wherein the boards and management of REITs also agree to similar waivers of their bonuses over the same period
to align with the impact on investors. Unfortunately agreement could not be reached. The FSCA has advised that
they will not agree to the request. Those REITs who had delayed their distributions because of this process must
now proceed with distribution payments if required. It appears that there will be no further feedback from the
JSE on this matter.
• Following its results where its LTV ratio climbed to 52%, Hammerson announced a share consolidation and
capital raise, both of which was concluded during September. Hammerson shares were consolidated on a
1 for 5 basis, followed by the 24 for 1 rights issue, which was priced at R3.41 per share prior to the consolidation.
This raised £552m. Together with the sale of part of its interest in VIA Outlets, Hammerson will have raised net
proceeds of about £794m, which would reduce debt to £2.2bn or an LTV ratio of 41%. At its last reported results,
Lighthouse had accumulated a 15.4% stake in Hammerson. With its support for the Hammerson rights issue and
underwriting, Lighthouse’s stake is now 19.1%.
• Hammerson announced the appointment of Rita-Rose Gagné as Chief Executive Officer (CEO) and Executive
Director. Ms Gagné was most recently President of Growth Markets at the global real estate company Ivanhoé
Cambridge where she had responsibility for $7.6bn of real estate assets across Asia Pacific and Latin America.
Ms Gagné is also a lawyer and holds an MBA from McGill-HEC Montreal. It is anticipated that she will take up her
new role with HMN before the end of the year. David Atkins will continue to serve as CEO until Ms Gagné joins the
Company.
• It was a case of two steps forward, one step back for Redefine. Subsequent to the sale of its Australia student
accommodation business, Redefine continued to execute its de-gearing plan through the sale of its stake in RDI. It
concluded an agreement to dispose of its entire shareholding (29.42%) to Starwood Capital Group. Furthermore,
Redefine received an irrevocable tender offers for 100% of the outstanding bonds. The transaction was concluded
in July. However, in August, Zenprop exercised a PUT option to RMB which in return was exercised to Redefine.
The PUT option is currently being disputed. Following that, on 21 August 2020, Redefine concluded an agreement
where, in part consideration for the sale and transfer of Redefine´s 25% equity interest in Chariot Top to PIMCO
and Oaktree, Redefine will acquire 100% of the equity in Marki SPV. M1 Marki, with a gross lettable area of circa 47
000 m2, comprises two main retail buildings, being the M1 shopping mall and a stand-alone Obi DIY store.
• Sandile Nomvete (CEO) and Shaneel Maharaj (CFO) resigned from Delta. Otis Tshabalala (COO), who was serving
a notice period, has elected to not complete his notice period. Bongi Masinga, currently a non-executive director,
has been appointed as Acting CEO and Marelise de Lange, currently an independent non-executive director,
has been appointed as interim CFO. While the change is welcomed, new management have their work cut out
and need to address serious issues around the balance sheet and capital expenditure before confidence can be
restored.
• Unibail-Rodamco-Westfield announced a ¤9 billion “Reset” Plan to strengthen its balance sheet in the face of
declining valuations in Europe and the US. This plan includes a ¤3.5 billion capital raise, ¤1 billion cash dividend
saving over 2 years, ¤800 million capex reduction and ¤4 billion asset disposals by the end of 2021. If executed,
its LTV is expected to decline to 31%. The need for drastic action, both by Unibail-Rodamco-Westfield and
Hammerson, is a stark warning to local companies that a lack of early intervention could ultimately lead to radical
action and significant erosion in shareholder value.
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PROPERTY FUNDAMENTALS
Following much uncertainty in the market, the third quarter finally provided some concrete evidence of conditions
on the ground as well as balance sheet positioning. We summarise some of the key points below:
Operational performance – Rental collections rates, before any discounts or deferrals, have steadily improved
from an average of 68% in April to 88% in August. This trend was also confirmed by the number of pre-close
calls with companies reporting in Q4. Retail remains the segment most under pressure with concerns mounting
over the financial health of restaurants and cinema operators. Convenience and neighbourhood malls have been
the beneficiary of the lockdowns as consumers shy away from large, closed malls in favour of shorter visits to
their local centre. On average, vacancies have increased across all asset types, albeit marginally as per the listed
companies’ disclosure.
Arrears – On average, the level of arrears as a percentage of revenue has more than doubled to about 5.3%.
Property stocks have been prudent in provisioning and future losses from unexpected bad debts should be limited
if we see a stabilisation in the economy.
Asset valuations – Asset values declined by approximately 7% on average, ranging from a mild 3.5% for Resilient
to circa 14% for Liberty 2 Degrees and Hyprop. These were driven by both capitalisation rate expansion and lower
income growth estimates, but the latter was the larger contributor to the decline. The outlook for valuations differs
between management teams, with some of the conservative views pointing to further write-downs as NOI will
come under further pressure in a weak economic environment. In CEE, valuations edged lower by circa 4% on
average, reflecting the somewhat stable conditions in the region.

CHART 02

RESULTS SEASON: VALUATION WRITE-DOWN

Source: Company data
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Loan-to-value and ICR – Given the decline in asset values, lower operating profit and significant deflation in the
currency, we saw a deterioration in both the LTV and ICR ratios. Most companies remain clear from covenant
levels. Although some companies were not required to, extensions to covenants were obtained for 6 to 12 months.
This has provided breathing room for companies to execute on de-gearing strategies, which involves retaining
earnings, disposals, limited uncritical capital expenditure and operating cost reduction.
CHART 03

RESULTS SEASON: LTV VS COVENANT

Source: Company data

CHART 04

RESULTS SEASON: ICR VS COVENANT

9

Sesfikile Capital

Dividends – The clear message from most companies is that they want to remain REITs unless it becomes
unfeasible due to liquidity and solvency requirements. Thus, with no exemption received from the JSE, companies
remain committed to paying a minimum of 75% of distributable profits to shareholders. In some cases, dividend
reinvestment options are being considered at discounts to share prices which could entice shareholders to reinvest.
Companies which are not REITs, such as MAS Real Estate and EPP, have added flexibility in delaying dividend
payments, which will be detrimental to their respective REIT shareholders Attacq and Redefine. NEPI Rockcastle
also has this flexibility but has remained somewhat steadfast in their commitment to distribute, although in specie,
which has benefitted Lighthouse, Fortress and Resilient.
CHART 05

RESULTS SEASON: CHANGE IN DISTRIBUTABLE EARNINGS

Source: Company data

There has been a lot of noise that the sector has stopped paying distributions. This is clearly incorrect. Companies
would obviously prefer to retain as much cash in these times of uncertainty, which is the most appropriate course
of action, however, to abide by the REIT legislation, they have continued to pay the minimum required amount.
With that said, distributions have been lower as stocks have obviously weaker earnings and are opting to retain
the maximum allowed 25%. Several stocks have withheld the interim distributions with a commitment to pay at
year-end distribution. The stocks that are not REITs have the flexibility to retain and we are likely to see EPP and
MAS withhold dividends to strengthen their balance sheets, while a handful of smaller stocks have no option
but to retain all their earnings to remain a going concern. The vast majority of the sector has the ability to pay
distributions, however we feel that it would be a more efficient and effective means of de-gearing should they be
allowed a period not to distribute and rather use the cash to reduce debt. By looking at the table below we feel
this is most relevant in the block 3 where these companies are offering significant value for a balance sheet that is
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experiencing a spike in gearing; by retaining the distribution in the short term they would be able to allay fears of
a discounted equity raise, of forced selling of assets and / or covenant breaches. While the absence of a greater
distribution retention won’t necessarily lead to one of these outcomes, it would give them breathing room to ride
out the current storm.

CHART 06

LTV VS. PAY-OUT

* Last reported LTV’s have been adjusted for changes in the currency and disposals subsequent to period end.
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Interest rates – with the 3-month JIBAR declining to 3.35% by the end of the quarter, many REITs have seen a
decline in average funding costs which will support earnings growth over the near term. This benefit has been
limited by slightly higher margins, but as a whole it is one of the few financial tailwinds for the sector.

CHART 07

RESULTS SEASON: 3M JIBAR

CHART 08

RESULTS SEASON: 3YR SWAP
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ECONOMICS
• SA GDP for Q2 shrank by 51%. The q/q seasonally-adjusted annualised GDP was expected to show a sharp
decline on Q1 as a result of the five-week long lockdown which brought a halt to most economic activity.
• Employment statistics show a 2.2m increase in job losses in Q2 2020. While the unemployment rate declined
to 23% from 30%, this is less reliable as lockdowns may have prevented many from seeking jobs. The expanded
definition of unemployment puts the rate at circa.50%. The largest retrenchments to date have come from small
and micro-businesses and medium-sized firms.
• After cutting the repo rate by 300 basis points since the beginning of the year (including 25bps in July), the
Reserve Bank’s Monetary Policy Committee decided to keep the rate unchanged at 3.5% at its last meeting.
The bank revised its GDP contraction forecasts for the year from 7.3% to 8.2% and is expecting GDP to grow by
3.9% in 2021 and by 2.6% in 2022. The forecast for core inflation is 3.4% in 2020 and remains broadly stable at
3.7% in 2021, and 4% in 2022.

Mall of the South is a regional shopping centre located in the south of Johannesburg and
is the subject of the put sold by Redefine as discussed within this report
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BONDS
SA bond yields gained 30bps in Q3 to 9.65%, although high volatility in the market saw rates swing to a high
of 9.82% and a low of 9.25%. After gaining some support from the SARB in previous quarters, risk-off led to
foreign selling in emerging market bonds this quarter. While SA GDP (see “Economics”) was largely in line with
expectations, the severity of the decline highlighted the challenge being faced to improve the country’s fiscal
position without economic growth.
In July, lacklustre US economic data, election worries, and the uncertain fiscal backdrop pushed the yield on 10year treasuries to their lowest level since early March. However, in August the Fed said that the central bank will
now target an “average” of 2% inflation. Moving away from a fixed target gives the bank more flexibility and allows
it to keep interest rates lower for longer in a bid to stimulate growth and tackle unemployment. With expectations
for higher inflation, the 10y Treasury jumped to over 70bps where it would roughly track for the remaining quarter.
Uncertainty over the US election and a resurgence of the coronavirus spurred buying of safe haven assets in
Europe, where the German 10y bund fell 20bps in September. Despite the additional stimulus announced, lower
debt supply expected in Q4 also supported yields. The German 10y bund fell 9bps to -0.54bps in Q3 2020.

CHART 08

10Y BOND: GOVERNMENT BOND YIELDS IN Q3
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OUTLOOK
Initially the impact of the lockdown was hard to forecast due to uncertainty around its duration and severity,
however as time passed and companies’ results were reported, we saw that the market’s initial expectations were
overly bearish. We still believe that the economy will struggle into the medium term and operations will find it
difficult to gain any material positive momentum as companies focus on strengthening their balance sheets and
take on a more defensive profile; however we feel that the market has more than priced this into valuations. Several
stocks are priced for default and while a couple may faulter we believe the majority will defy their valuations and
show a recovery. In our opinion, local property markets have suffered more than fundamentals justify. The apathy
towards the sector is at an all-time high, with foreigners’ selling down SA exposure, and generalists unwilling to
invest until they see earnings completely rebase. From early 2018 we saw the sector forcefully unwind undesirable
practices that have had a material impact on earnings, and this has continued into the current period where we
saw Redefine’s disclosure of a historical put option committing them to acquire the Mall of the South. In addition,
the current tightening of distributions (either as a result of weaker cash flows or rention as a means to strengthen
balance sheets) As a result, there has been lack of new investment into the sector causing prices to lag current
fair value.
We are still defensively positioned and focus on balance sheet strength as well as sustainability of ‘rebased’
earnings (with a bias against retail) , but have started to reduce our cash holdings and deploy funds to stocks we
are confident will normalise despite the current pessimism. The current depressed pricing is largely a factor of
the sector being ‘un-loved’, with foreign investors avoiding South Africa, general equity funds frustrated by past
accounting practices (which have been addressed by the Best Practices Document) and the current lack of a
distribution which was historically reinvested. This decline in demand for stock with the natural outflows stemming
from pension fund liquidity requirements and general withdrawals has seen downward pressure on the sector, to
a level we see as offering value. Ultimately, we acknowledge the operational pain being felt and do not expect
a near term normalisation to pre-Covid levels, but we feel that the market has overshot to the downside leaving
considerable value on the table.

Newly renovated Retail and Medical Suites at Middestad Mall in Bloemfontein, Free State.
Strong asset management assisted Fairvest in delivering positive distribution growth through
these extremely tough markets.
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