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Commercial property dynamics remain sound, but macroeconomic headwinds are 

curtailing progression in portfolio quality  

GCR has a strong overall view of the South African property industry. This is based on a number of underlying strengths 

that have resulted in robust earnings and cash generation, sustained by margins that outperform most sectors. 

Although commercial real estate is susceptible to exogenous factors that could drive troughs and peaks, domestic 

commercial real estate values have demonstrated comparatively low cross-cycle variability. As such, most domestic 

listed players have remained profitable and the incidence of foreclosures has been low. This can be attributed to the 

annuity income commercial property is able to generate through medium to long term lease agreements, often with 

positive real annual escalations, which provides a sound income base even during periods of market decline.  

In addition, the industry has remained relatively free of legislation that can impact business operations, and has very 

little exposure to government contrast or political interference. Where some political challenges have arisen, there 

have been delays in approving new developments or transferring properties timeously. That said, the scope for 

interference remains low relative to other industries. Contrasting these factors is the relative lack of barriers to entry to 

the industry. Nevertheless, the large commercial property players have developed strong property management 

processes, and are able to access much larger pools of funding at more competitive rates than private players, 

providing a tangible barrier to entry at the upper end of the market. 

Notwithstanding these inherent advantages, the South African listed property space has entered a subdued phase, 

reflected in restrained distribution growth and in instances, YoY contractions. This comes after years of steady 

distribution growth, which was supported by strong acquisitive activity and relatively resilient escalations across a 

number of property segments. 

The softening in industry performance metrics is a factor of protracted weakness in the domestic economy. Vacancies 

remain under pressure despite observed improvements in certain sectors, while even the most defensive property 

segments have reflected negative trends in certain nodes or sub-classes. These pressures, arising from restrained 

demand amidst the continued (albeit slower) rollout of new properties, are expected to persist over the medium term.  

Amidst these developments, tenants are increasingly focusing on optimising the use of space and reducing their all-in 

cost of occupancy. This is in response to rising utility and rate expenses as well as imported cost inflation, which coming 

at a time when volumes are constrained, has curtailed their earnings profiles. This is expected to continue to drive 

negative reversions and to keep rental escalations below levels achieved by landlords in past lease renewals.  

Most funds have Edcon and Standard Bank exposures for example, which will impact their performance to varying 

degrees depending on the materiality of the rental to be forfeit, and in Edcon’s case, any upfront equity contributions 

agreed to, as well as the landlord’s ability to effectively manage down its remaining exposure to the poorly performing 

brands in the group. For a number of listed Real Estate Investment Trusts (“REITs”), plans adopted to date are not 

expected to have an adverse impact on credit quality, although the demise of Edcon would have a material socio-

economic impact and an effect on the entire property sector.  

While landlords’ costs are typically predictable, the market may need to absorb a portion of rate increases, tenant 

installation costs, rent moratoria, and other tenant retention initiatives. This is expected to place pressure on margins, 
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as would the cost of managing rising arrears/delinquent tenants. These factors are expected to constrain the portfolio 

quality assessment of most domestic REITs.  

A number of listed funds have a retail exposure, as it is considered the strongest performing sector through the cycle. 

Nonetheless, only geographically well-positioned retail centres with strong anchors are able to deliver strong cross-

cycle performance. As such, funds continue to pursue the optimisation of footfalls by adding sought after amenities, 

family-oriented entertainment in suitably sized centres, and changing the tenant composition.  

Access from major transport nodes and parking availability (amongst other factors) have also proven to be key 

differentiators, not just for retail, but also for logistics and industrial parks on major thoroughfares. For the latter, other 

differentiators include modern features (such as international specifications on eave heights, fire hazards and other 

safety/green amenities), which help to shore up demand and enhance asset performance. GCR has taken 

cognisance of the development of strongly positioned/performing logistics portfolios, with international tenants or A-

grade/highly rated tenants in particular further strengthening the portfolio performance assessment. However, the 

counterpoint is the cannibalisation of market share from legacy industrial assets or rental pressure that funds with 

traditional industrial exposures are facing in order to retain large tenants.  

Office and industrial remain under pressure, with a number of funds continuing to trade out of certain nodes. Strategies 

vary, with some funds sectionalising some of their properties before they are sold, while others have sought to repurpose 

offices to residential, for example. Others have a strong defensive position in these sectors, backed by long-standing 

leases with strongly positioned tenants, and so are expected to ride out a fraught cycle. Funds with an office exposure 

to sovereign lessees are currently going through a protracted renewal process with the Department of Public Works in 

particular. Such funds’ credit risk profiles have been materially curtailed, to the extent that the exposure continues to 

impact their ability to secure term funding or to reduce debt through the sale of sovereign-tenanted assets. Lower 

rentals are expected to obtain, which should see margins reset, although comfort could be taken from the certainty 

of future cash flows and revaluation arising from the finalisation of medium to long-term leases.  

As a result of softening performance and the substantial loss in market capitalisation on the FTSE/JSE SA Listed Property 

Index (largely driven by four counters), the REIT space has experienced adverse yield movements, making equity 

capital raises prohibitively expensive. Accordingly, most major M&A activity and redevelopments that were planned 

have been mothballed or are under review. 

To stabilise their credit risk profiles, a number of REITs continue to trade out of marginal sectors and assets, with the 

migration most pronounced in the office and traditional industrial sectors. Such assets are reportedly being acquired 

by existing tenants and for unlisted portfolios. Whereas previously funds released may have been used for new builds 

or to invest in ZAR hedges, disposal proceeds are being increasingly used to reduce gearing. Conversely, REITs with 

sound funding structures are likely to benefit from opportunities to acquire strongly positioned/defensive assets at 

competitive rates from other entities that are being forced to sell assets to stabilise their gearing profiles.  

With respect to the financial profile, strongly rated domestic REITs continue to manage their LTV ratios at or below 40%, 

albeit some do reflect limited headroom to absorb a material depreciation in the value of their portfolios while still 

sustaining a neutral or favourable leverage and capital position. Financial flexibility, partly achieved by diversification 

of funding sources, including demonstrated access to equity and term DCM funding could improve a REIT’s capital 

structure. 

It is also generally noted that many local REITs encumber most of their properties and do not maintain adequate 

unutilised facilities to meet their cash requirements for the ensuing year, while refinancing risk is further elevated by 

weighted average debt maturity cycles of less than three years. While this is an idiosyncratic limitation of the domestic 
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financial markets, it does constrain GCR’s liquidity assessment for the sector, especially when commercial paper 

comprises a sizeable rolling component of short-term debt. That said, most REITs maintain sufficient headroom on 

existing covenants, and have demonstrated an ability to refinance debt upon maturity, due to a largely supportive 

banking environment. 

Offshore investments have given rise to structurally opaque indirect investments, which could adversely impact the 

financial profile of certain REITs. This is because additional or unquantified risks could arise from jurisdictional mismatches 

in regulation, covenants applying to investees that may trigger a cash trap/moratorium on investees’ distributions, 

negative pledges applying to investees, changes to the investees’ regulatory ambit that may constrain their ability to 

distribute income, intricate guarantees or other features applying to indirect investments that may increase the true 

gearing of the investor/rated entity, as well as funding structures that effectively encumber such investments. Some 

funds have also adopted intricate structures in order to trade out of marginal nodes or segments. In this regard, 

disposals that are partially financed via vendor loans/equity, or otherwise delay the realisation of the full transaction 

consideration, may be negatively viewed. 
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