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Market Insight from the Harvard House Group

The listed property sector is very important 
to Harvard House and our clients due to 
the nature of the income stream provided 
by this sector of the market and the income 
needs of clients. Longstanding clients will 
know that we have always favoured listed 
property over an equivalent investment in 
government bonds in order to generate a 
client’s monthly income, due primarily 
to the fact that property has the ability to 
grow your income over time. This is not 

the case with government bonds. (Please read our brochure, 
“Understanding the Harvard House Approach” if you would 
like to understand our philosophy in more detail.) Many listed 
property companies have reported their results recently, and 
we were anticipating that during those results, we would be 
able to glean a lot about the state of the economy and current 
operating conditions. We were not disappointed. Most of 
the commentary from the various CEOs confirmed that the 
operating environment in South Africa is tough, and likely 
to get tougher still. A strong and prevalent theme amongst 
companies is that of diversification into geographies that are 
showing much higher GDP growth rates than South Africa 
and where the fundamentals for the consumer are far more 
attractive (i.e. Rising Income per Capita, unemployment 
rates, etc.).

Common themes amongst the companies that have recently 
reported included lackluster demand, weak property 
fundamentals in the office and industrial markets in South 
Africa, and weaker than anticipated growth in the residential 
sector. Together, these factors have put pressure on rentals, 
occupancy rates, renegotiated leases and arrears. Listed 
REITS that have predominantly SA exposure have guided to 
weaker dividend per share growth for the next 12 months, 
whilst REITs with predominantly offshore exposure have 
guided to similar or stronger growth for the year ahead. So, 
the gap between local and offshore property companies is 
widening at an ever-increasing pace due to the lack of local 
growth, and amplified by the fact that companies can raise 
new capital very easily for offshore-orientated acquisitions 
or expansion. 

Property is a capital hungry sector, given that by law, all the 
income that these companies generate must be distributed 
to shareholders. Growth can really only come from one of 
three sources: new equity (share placement or a rights issue 
to new and existing shareholders), debt, or from the disposal 

of non-core or mature existing properties. Investors seem to 
have an insatiable demand for offshore property investments 
at present, evidenced by the fact that for the year so far, the 
REIT sector has raised R40.9 billion in new capital from 
investors, versus R39.3 billion that was raised for the whole 
of 2016. This demonstrates just how much capital is sitting 
on the sidelines that is prepared to be invested in income 
generating assets. The scary part of this statistic is that of 
the total amount raised, 67% has been for offshore focused 
REITs, whereas last year only 55% of capital raised went 
offshore. So once again the trend amongst local investors is 
for capital flight to higher growth markets.

A further common theme from all the retail-oriented REITS 
that have reported recently was a decline in trading densities 
(sales turnover achieved per rentable square meter) from their 
tenants. While vacancies appear to have stabilized for the time 
being, the rate of growth in rentals has deteriorated versus 
the same time last year, especially in the retail sector. This 
reinforces our skepticism about the outlook for retailers, as 
discussed in last month’s issue of Intuition. Of more concern 
was some of the commentary from the various CEOs, who 
commented that they have not yet seen the bottom of the 
deterioration in underlying fundamentals.

One glimmer of hope for the local property sector in September 
was the anticipated further reduction in local interest rates. 
Unfortunately, this failed to materialize. The Reserve Bank 
rather chose to exercise caution given their concerns over 
future inflation, in turn due to pressure on the currency and 
proposed electricity tariffs. A small reduction in interest rates 
could have had a positive impact on the debt repayments for 
the property sector, notwithstanding the fact that much of the 
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Local property companies have increasingly diversified 
offshore in recent years. 40% of the local property sector is 
now exposed to overseas markets, predominantly Europe.
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sector’s debt is fixed and therefore not subject to changes 
in short term rates. Yet on the other hand, reduced interest 
repayments by consumers and corporates alike could have 
given a boost to confidence and stimulated demand, which 
would be beneficial to all. 

General negatives for the sector after recent results include:
•	 Depressed consumer confidence is weighing on household 

consumption expenditure which in turn remains subdued 
due to poor credit growth, high unemployment and 
stubborn food inflation. 

•	 South Africa is oversaturated in terms of formal retail 
space. We have a space density ratio of 450m2 per 1000 
inhabitants, versus our emerging market peers who have 
a ratio of 130m2 per 1000 inhabitants. 

•	 New space growth and consolidation of space by key 
anchor tenants are all 
resulting in declining trading 
densities, negative rent 
reversions and increasing 
vacancy rates. Together, 
these are weighing on the 
ability of the sector to grow 
their distributions. 

•	 The liquidation of Stuttafords and the vacant space that 
it has created is still weighing on some of the larger 
regional malls. 

Fortunately, there were a few positives as well: 
•	 As local property fundamentals weaken, companies that 

offer offshore exposure in high growth areas continue to 
attract capital and thus higher valuations (i.e. they are 
becoming more expensive.)

•	 Guided distribution per share growth for the entire sector 
for 2018 is still 11.8%. Unfortunately, this rate of growth 

drops to 7.6% if companies with significant foreign 
exposure are removed (such as Resilient, MAS, NEPI 
Rockcastle and Fortress A and B shares). Nonetheless, a 
forecast rate of growth in income of almost 8% is solid, 
especially when measured against an expected inflation 
rate of 6%. 

The next section will highlight a few key features from some 
of the recent results.

Hyprop
•	 Distribution growth of 12.1% was achieved for the 12 

months to June 2017.
•	 It continues to have a high-quality portfolio, with large, 

regional shopping centers in strong nodes with a dominant 
catchment area. 97% of their 
net income is derived from the 
retail sector, with 80% of that 
income coming their dominant 
regional malls. 
•	 Continued demand for high 
quality retail space from both 
local and international retailers 

should support the premium at which Hyprop trades 
relative to the broader sector. 

•	 One area of disappointment were their malls in Africa, 
which continue to suffer from weak economies. Their 
malls are spread across Ghana, Nigeria and Zambia. 

•	 Hyprop also has a growing exposure to Eastern Europe 
through the four malls in their Hystead portfolio. They 
are hoping to list this portfolio separately in 2018, which 
may realize value for existing shareholders.  

•	 Demonstrating their higher quality portfolio, the company 
is forecasting dividend growth of 7-9% for the year to 
June 2018. That places the share on a forward dividend 
yield of 7.1%. 

Growthpoint
•	 The company reported an increase of 6.5% in their 

dividend for the year ended June 2017. 
•	 Income from their SA properties, which comprise 73% 

of distributable income (excluding the V&A Waterfront), 
increased by the same amount whilst encouragingly, 
vacancies decreased across the industrial and office 
sectors in SA. This was in contrast to trends at some of 
its peers. 

•	 Their retail centres experienced a slight increase in 
vacancies as a result of primary tenants consolidating 
space.

•	 Trading densities at the V&A Waterfront grew by 2%, 
despite the high base created last year when international 
retailer H&M, opened their store there, and the stronger 

“The trend amongst local 
investors is for capital flight to 
higher growth markets.”
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Growth in distributions has been solid given the weak 
economy. Generally, growth has been higher for those 
companies that has diversified offshore..
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Rand which impacted tourist arrivals. Generally, the V&A 
continues to outperform the rest of their SA properties. 

•	 Offshore investments make up 16% of their distributable 
income, but 30% of the total property portfolio. Their 
offshore operations are held through Growthpoint 
Australia and Globalworth (a UK-listed property stock 
with predominant exposure to Central and Eastern Europe 
(CEE) such as Hungary and Romania). Management 
has set a target to double the offshore contribution to 
distributable income over the next 3-5 years

•	 Growthpoint is forecasting distribution growth of 
between 6-7% for the year to June 2018. This places the 
share on a forward yield of 8.2%. 

•	 The share price has been largely rangebound for the past 
few years, but the chart below shows how the income 
yield has steadily risen over that time. This highlights 
the attraction of listed property – to grow the income and 
thereby provide investors with increasingly attractive 
income returns, which in turn generate attractive capital 
returns. 

Resilient
•	 The company reported dividend per share growth of 

16.1% for the year. 
•	 Growth prospects remain strong from a combination 

of anticipation new acquisitions, and a strong new 
development pipeline of new malls and extensions to 
existing malls, both here and overseas. 

•	 It has meaningful holdings in Fortress, NEPI Rockcastle 
and Greenbay, all of which have above sector average 
distribution growth prospects (due to the offshore nature 
of these companies.)

•	 Resilient is essentially a pure retail fund. Locally, 

conditions remain difficult, especially for retailers as we 
have highlighted already. However, Resilient also has a 
defensive, high quality portfolio, which is better able to 
weather the current storm. All of their major properties 
are new, or have been extensively refurbished in recent 
years. Despite the difficult conditions, Resilient managed 
to keep vacancies under control. They rose from 1.8% to 
1.9% - a commendable performance indeed.

•	 Resilient was one of the pioneers of offshore 
diversification, through their very successful investments 
into New European Property and Rockcastle. The Board’s 
intention is to have up to 60% of their total assets offshore 
within the next few years. Currently, their offshore assets 
stand at 41% of their total portfolio. 

•	 Due to their offshore diversification and strategic 
currency hedging, they are forecasting dividend growth 
of 13% and 12% for the next two years respectively. 

Vukile
•	 Vukile’s property portfolio is concentrated mainly in the 

retail sector (91% of the total portfolio). It still has a small 
residual exposure to the office market (4%), industry 
(3%), and residential (1%). Over time, it is Vukile’s 
intention to become a pure retail fund. 

•	 Within the retail portfolio, it has a high exposure (81%) 
to good quality national tenants. Furthermore, low tenant 
concentration risk is also a feature with the top 10 tenants 
accounting for only 40% of the total rental income. 
Steinhoff is their largest tenant comprises 7.2% of total 
rent, followed by Shoprite at 7.2%.

•	 Vacancies have risen from 3.9% to 4.3%, but are not yet 
a major concern.

•	 The company has recently made substantial acquisitions 
in Spain to broaden its geographic exposure into higher 
growth markets. The Spanish economy is currently 
providing one of the most attractive growth rates in the 
European Union.  Consumption expenditure is rising and 
unemployment rates are falling. 

•	 In addition, Vukile also has exposure to the UK logistics 
market through its 34.9% holding in Atlantic Leaf 
Properties, which specializes in logistics and warehousing 
property in the UK. 

•	 Vukile is guiding for distribution growth of between 
7-8% for the 12 months ending in March 2018.

 
Emira

•	 Emira is a mid-sized fund which has a spread of 
properties across all major sectors of the economy. It’s 
largest weighting is to the office market (at 41% of the 
total portfolio), followed by retail (39%). The balance 
comprises of industrial properties and investments in 
other listed securities.

•	 The Fund has had a tough time of late, which culminated 
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Growthpoint has grown its distributions to shareholders 
steadily. Due to the rangebound share price, the income 
yield has risen steadily. It is now very similar to the yield on 
long term government debt.
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in it reporting a decline in distributions of 2% for the 
period to June 2017. The primary reason for the decline 
was the substantial rate of vacancies across their office 
portfolio, which stood at 12.5% (vs 10.5% in the previous 
year.) Given the lack of growth, the office market remains 
extremely challenging, especially for Grade B offices 
and those in weaker business nodes. This is supported by 
national statistics that show vacancies across the country 
at almost 12%, the highest level in 12 years. 

•	 Unfortunately, office was not the only weak sector. Retail 
vacancies also increased -  from 2.8% to 3.2%. This was 
offset by a small improvement across their industrial 
portfolio.

•	 Emira also has an exposure to Growthpoint Australia, 
the only offshore component to their portfolio. They own 
4.5% of the company, and it comprises 6% of their total 
portfolio. Management aims to increase their offshore 
exposure, but no explicit strategy has been articulated. 
We feel that management are behind the curve in this 
regard. 

•	 Management have guided to positive dividend per share 
growth for the year ahead, but the rate of growth will 
be weak, and below the sector average as the Fund 
repositions itself.

Octodec
•	 Octodec reported distribution growth of 6.5% for 

the 6 months to February. It’s full year results are due 
imminently, and we expect a rate of growth of 6.1%. 

•	 Octodec offers a slightly different exposure to the SA 
property sector, through 
its strategy of converting 
office buildings with high 
vacancy rates into yield-
enhancing residential 
assets. The properties are 
primarily in the Tshwane 
and Johannesburg CBDs.

•	 That said, the Fund has a 
varied and wide portfolio, spread across residential (30%), 
retail shops (27%), offices (21%), shopping centres 
(10%), industrial (8%) with the balance comprising of 
parking. 

•	 A neat summary of local conditions was given in the 
company’s prospects statement: “The recent downgrade 
of South Africa’s foreign and local credit rating to below 
investment grade does not bode well for the people of 
South Africa. While the consequences of this downgrade 
are not yet clear, it will certainly impact interest rates and 
inflation, and is likely to push them upwards, weaken the 
rand and ultimately put pressure on disposable income.

•	 Given the severe shortage of housing across the 
country, we like the strategy for residential units, but 

as management articulate, everyone is affected by the 
current poor economic conditions. 

SA Corporate
•	 The company reported distribution growth for the 6 

months to June of 4.5%, which was below expectations.
•	 Whilst the core portfolio performed well, with reduced 

vacancies and good tenant retention, the residential 
portion of their portfolio performed poorly. 

•	 Their residential subsidiary, AFHCO, owns 44 buildings 
across central Johannesburg. Across these assets, 
vacancies rose from 5.2% to 8.9%, as unemployment and 
arrears took their toll on demand. Residential leases are 
short term in nature, and tenants can be fickle – a contrast 
to the long-term leases signed by retailers and logistics 
suppliers for example. 

•	 Management guided towards growth of 6% (previously 
they had guided for growth of 6-8%)

•	 The company has signaled 
their intention to move into the 
self-storage market, claiming 
that there are synergies with its 
residential portfolio. This will 
further diversify the portfolio.
•	 Management are guiding 
for distribution growth of 6%, 
which is lower than the 6-8% 

range that they had previously articulated. Whilst this is 
disappointing, we believe the company has a good spread 
of assets, despite any offshore diversification. 

MAS Real Estate
•	 MAS reported a 30% (yes, that is not a typo) increase 

in their dividend, in line with previous management 
guidance. With all of its properties overseas, and 
spread between the UK, Germany and Eastern Europe, 
the exposure to growing economies and hard currency 
earnings sets MAS apart from some of its local peers. 

•	 The portfolio has a stable core of income producing 
properties, and a strong pipeline of new developments 
across Eastern Europe. We saw many of these properties 

“..everyone is affected by 
the current poor economic 
conditions.”

Construction is expensive and capital intensive.
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first hand when we visited the region in June. Like some 
of its peers, the Fund has a preference for retail centres.

•	 The current portfolio has a strong bias towards Germany 
and the UK (together these regions comprise 66% of 
the portfolio.) However, much of the new growth and 
development will be in eastern Europe, so we expect the 
regional exposure to change significantly over the next 
three years. 

•	 Pure offshore funds are starting to reap the benefit of a 
stable to slightly weaker currency, having suffered the 
impact of a stronger currency in 2016 and early 2017. 
Now the tide is turning in their favour, and a weaker 
rand will boost dividends received from all offshore 
companies. 

•	 Despite the high base created by last year’s results, MAS 
is guiding for distribution growth of 30% for both their 
2018 and 2019 financial years. 

Reflecting on these and other smaller property companies 
that have reported recently, the overriding theme is one of a 
deterioration in the local economic environment for a multiple 
of reasons, most of which blanket the front pages of the local 
daily financial press and news wires. The other feature is that 
local property companies (and listed corporates in general) 
are broadening their exposure to other economies which are 
showing higher growth and able to sustain a higher rate of 
growth in earnings, coupled with a more stable outlook. This 
is a disappointing reality, as one would hope for reinvestment 
into our own economy. But on the other hand, shareholders 
should be comforted that companies are being proactive to 

counter the deterioration in local growth. 

Preferred offshore destinations are the UK, Central and 
Eastern Europe and Australia. Given that the gap between 
borrowing costs and yields on the funded properties is so wide, 
that the growth profile is so much more appealing, and rentals 
are being earned in hard currencies, the case for diversifying 
offshore is compelling for local REITS. Admittedly one could 
argue that some of these companies might be overpaying for 
assets in geographies in which they are not familiar. But that 
is where one has to be comfortable that management has done 
their homework, and partnered with appropriate local skills to 
manage the properties effectively.

Where does that leave the local property assets that are subject 
to such a tough trading environment? In our opinion, those 
that will prosper will be the Funds with the right properties 
in the correct area and the correct sector. A portfolio of high-
quality properties will be vital to ensure steady rental growth 
and minimal vacancies, which are both required in order to 
ensure that the dividends are outpacing the rate of inflation. 
Therefore, whilst conditions are very challenging, we are 
more inclined to buy slightly lower-yielding (higher quality) 
property shares that give us some measure of safety given 
the quality of the underlying assets, as well as companies 
that have diversified their income stream offshore. (These 
companies generally have lower yields due to the inflation 
and interest rate environment in the countries in which they 
operate).

The Victoria & Albert Waterfront in Cape Town continues to be one the prime property assets in South Africa. Growthpoint has 
continued to invest in this unique destination that is popular with locals and international travellers.
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“This is probably the toughest set of fiscal 
conditions that we’ve had since 1994, 
when South Africa held its first democratic 
elections”, commented Wayne McCurrie 
on Twitter earlier in the week. Although 
all budget speeches bring with it a form of 
uncertainty, this particular speech comes 
at a time of state capture allegations, 
exceptionally poor performances from a 
number of state-owned enterprises (SOEs) 
and thus the imminent bailouts of these 

same SOEs. In addition, the South African economy has also 
performed well below par. 

Having braced ourselves for the worst, we were all surprised 
in the office when we read the main headlines of the Budget on 
the newswires. There were no “specifics” and no “surprises”. 
Probably the most negative aspect of Gigaba’s first speech 
was the lack of any new initiatives or measures to stimulate 
growth or cut government expenses. On reflection, none of 
the budget speeches over the past few years have elaborated 
on these points and included specific targets. The end result is 
what we are now presently facing – a stagnant economy. The 
plans mentioned in the Mini-Budget sound very familiar, and 
phrases like “an inter-ministerial committee will look at that”, 
“announcements will be made later (in February)” or “some 
programs will need to be eliminated, or funding reduced” are 
simply not what we wanted to hear...  again.

In summary I have analyzed the mid-term budget from the 
following perspectives:

•	 Revenue: Treasury is forecasting a shortfall of R50.8 
billion, against economist predictions of between R30 
and R40 billion. This ever-widening gap is substantial 
as the impact of slower economic activity is felt through 
all economic sectors. For the first six months of the 
2017/18 fiscal year, gross tax revenue grew by 5.9% year-
on-year against a target of 10.7%. All tax instruments 
are performing poorly, with especially large shortfalls 
for personal and corporate income tax, and dividend 
withholding tax. There was no mention of tax hikes 
or plans for any new taxes. We will have to wait until 
February 2018 for more clarity.

•	 Expenditure: The expenditure ceiling (previous 

commitment to containing expenditure within a prescribed 
limit) has been breached due to the dismal performance 
of South African Airways and the Post Office, which 
both received bailouts of R10 billion and R3.7 billion 
respectively. A major concern here is that the Government 
guarantees for SOEs has now jumped to R445 billion. 
There was no specific curtailment of expenditure, but 
the Budget again spoke to the “people” – the fastest 
growing categories of spending will be learning, health 
and community development. Seven priorities were also 
mentioned but this was simply a repeat of previous budget 
jargon – job creation, youth development, infrastructure, 
land reform & smaller farmers, social security and crime. 

•	 The Deficit: Unfortunately, the projected budget deficit 
has increased to -4.7% of GDP (the previous estimate was 
-3.5% of GDP) and it is forecast to escalate over the next 
three years. So, we have to borrow more! The ratio of Debt 
to GDP is forecast to exceed 60% of GDP by 2022, with 
debt servicing costs reaching 15% of the main budget. 
This will mean that interest costs are the single biggest 
item of expenditure. This is not going to give the Ratings 
Agencies a good night’s sleep! Although the intention to 
sell stakes in non-core state entities was mentioned (they 
will reduce their stake in Telkom), the fine print reads that 
they will have “an option to buy it back at some stage.” 
One has to ask why? Rather, they should be selling more 
to reduce the government’s influence in the economy.

What now? I will end with a quote from Macquarie’s chief 
economist, Elna Moolman: “The magnitude of the slippage 
will disappoint the rating agencies and tilt the odds in 
favour of credit rating downgrades by S&P and Moody’s 
at their upcoming reviews later this year. The only possible 
(though unlikely) reason why the rating agencies might delay 
downgrades now is if they believe that the reason for delaying 
the expected consolidation actions (signaling tax hikes and 
spending cuts) is the expected year-end political leadership 
change, and that the required corrective actions will be taken 
once the political change has taken place”

medIum term budGet: 
broAd-bAsed 

dIsAppoIntment?

Willie
Pelser

Finance Minister Gigaba has dissapointed with his first 
interim budget statement which offered few growth solutions.
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The months have a habit of ticking by with relentless 
regularity. Within the next few weeks, our shopping 
malls will don their Christmas decorations to try and 
entice weary shoppers. That means that it is time for us 
to look ahead to what lies in store for investors in 2018. 
If nothing more, I am sure we can say with certainty 
that it will be another eventful year.  

Please rSvP to Clare mitchell on 033 3302164 or 
clarem@hhgroup.co.za. 

For more information on the range of products and 
services offered by Harvard House Investment 
management and its associated companies (including 
Harvard House, Chartered Accountants), or for any 
financial	advice,	please	contact	the	Company	at:

disclaimer:
The information contained in this newsletter comes from sources believed to be reliable, but Harvard House Investment management 
(Pty) Ltd , Harvard House Financial Services Trust, Harvard House Insurance brokers and Harvard House, Chartered Accountants 
(collectively known as the Harvard House Group), do not warrant its completeness or accuracy.  opinions, estimates and assumptions 
constitute our judgment as of the date hereof and are subject to change without notice.  Past performance is not indicative of future 
results.  This material is not intended as an offer or solicitation for the purchase or sale of any financial instrument. Any investor who 
wishes to invest with the Company should seek additional advice from an authorized representative of the firm. The Company accepts 
no liability whatsoever for any loss or damages whatsoever and howsoever incurred, or suffered, resulting, or arising, from the use of 
this newsletter. The contents of this newsletter does not constitute advice as contemplated in the Financial Advisory and Intermediary 
Services Act (FAIS) of 2002.
 
The Harvard House unit trusts are registered under boutique Collective Investments.  Custodian: Standard executors & Trustees:  Tel 
(021) 007-1500.  Collective Investments are generally medium to long term investments. The value of participating interests may go 
down as well as up and past performance is not necessarily a guide to the future. Collective Investments are traded at ruling prices and 
can engage in script lending.  Forward pricing is used. Commission and incentives may be paid and if so, are included in the overall cost.  
This fund may be closed to new investors.  Collective Investment  prices are calculated on a net Asset value basis and auditor’s fees, 
bank charges, trustee and rSC levies are levied against the portfolio. The portfolio manager may borrow up to 10% of portfolio nAv to 
bridge insufficient liquidity.   boutique Collective Investments is a member of ASISA and is an authorised Financial Services Provider.  
Should you have any further queries or complaints regarding the suite of units trusts offered by The Harvard House Group please 
contact:  boutique Collective Investments Call Centre, Tel: (021) 007-1500, email:  clientservices@bcis.co.za.  For your information, the 
FAIS ombudsman provides an independent and objective advisory service.  Should you not be satisfied with the outcome of a complaint 
handled by boutique Collective Investments, please write to, The ombudsman, Po box 74571, Lynnwoodridge, 0040.  Telephone (012) 
470 9080/99.  Fax (012) 348 3447.  email:  info@faisombud.co.za
 
Harvard House Investment management (Pty) Ltd*, Licence no: 675   Harvard House Insurance brokers*, License no.  44138 
 
Harvard House Financial Services Trust*, Licence no: 7758  * Authorised financial service providers in terms of FAIS (2002)
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G 3 Harvard Street, Howick, 3290, South Africa

+ P.o. box 235, Howick, 3290, South Africa

( +27 (0) 33 330 2164

7 +27 (0) 33 330 2617

@ admin@hhgroup.co.za
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ContaCt Details:

nAtAl mIdlAnds
Topic: 2018: more of the same?
Date: 5th December 2017
venue: Fernhill Hotel

midmar / Tweedie  road
(almost opposite entrance to 
midmar

morning Time: 10am for 10.30am
evening Time: 5.30pm for 6pm

insight seminars

JohAnnesburG
Topic: 2018: more of the same?
Date: 18th January 2018
venue: To	be	confirmed

evening Time: 7am for 7.30am


