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 It is possible that in 2018, Commercial Property could return to singledigit total returns for the 1st time since 2009. Total half-yearly returns
(total return including both net income and capital growth elements)
reached a post-2008 recession high of 9.5% in the 1st half of 2013. From
there onward, however, we have seen a broad weakening to 4.7% by the
1st half of 2018, the lowest total return estimate since the 1st half of 2011.
 The “correction” in average capital value in “real” terms continues. At
recent slow rates of capital growth the market is effectively in a gradual
“correction”. Using a GDP Deflator to estimate economy-wide inflation,
the 0.7% half-on-half property capital growth rate compares poorly with
a 4.4% half-on-half GDP Deflator inflation rate, translating into a -3.53%
half-om-half “real” capital value decline. This means that the past 3
consecutive semesters have shown negative real property capital growth,
and 5 out of the past 7 semesters have been negative.
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This suggests that economic growth rates below 1.5%, characteristic of
the period since 2015, are insufficient to prevent a decline in real
property values.
 Retail Property may no longer be the “outperformer” in terms of
capital growth, having outpaced both Office and Industrial for the past 9
years. But the other 2 sectors also have their challenges. In the 1st half of
2018, Industrial Property was the top performer of the 3 major property
sectors, the other 2 being the Retail and Office Sectors. The emergence of
E-Commerce has been cited as a key challenge to the Retail Property
Sector, a challenge that can even remove it from its “outperformer” status
amongst the 3 property sectors over a good number of years. However,
all 3 major Property Sectors have weakened in recent years, and we
believe the key threat for all of them currently is multi-year economic
stagnation. Retail, however, has the additional challenge of experiencing
a far greater affordability deterioration over the past 2 decades than the
other 2 major property categories, with far stronger capital value and
rental growth over the period. This is expected to be a key “drag” on Retail
Property in the near term in a weak economy.

 Cape Town’s “fundamentals” still appear healthiest of the major 3
cities. The All Property vacancy rate for Cape Town is noticeably lower
than either Johannesburg or Durban, Cape Town on an All Property
Vacancy Rate of 2.3% (and still declining as at H1 2018), compared with
Durban’s 4.7% and Johannesburg’s 7.2%, the latter City having seen a
sharp vacancy increase of late.

4 KEY TRENDS EMANATING FROM MSCI HALF-YEARLY COMMERCIAL PROPERTY DATA
The recent release of MSCI’s half-yearly set of Commercial Property Sector performance data gives us insights into
property’s performance in the 1st half of 2018.
From this, we discuss 4 key features in the Commercial Property Sector of late.
1. ECONOMIC STAGNATION COULD DRIVE MARKET SLOWDOWN INTO POSSIBLE SINGLE-DIGIT ANNUAL TOTAL
RETURN IN 2018:
The 1st key feature is one of continuation of the broad multi-year “softening” in the Commercial Property Market.
Total half-yearly returns reached a post-2008 recession high of 9.5% in the 1st half of 2013. From there onward,
however, we have seen a broad decline to 4.7% by the 1st half of 2018, down further from 5.5% in the final half of 2017
and the lowest total half-yearly return estimate since the 1st half of 2011.
Slowing capital growth has been a key feature, with
1st half-of 2018 capital growth slowing to 0.7% in
the 1st half of 2018, slower than the 1.6% recorded
in the final half of 2017 and well off the decade high
of 5.3% reached in the 1st half of 2013.
Income Return rose very slightly , from 3.86% in the
final half of 2017 to 3.97% in the 1st half of 2018,
but this did not override the downward impact of
slowing capital growth.
Economic factors have been key in slowing the
returns on commercial property. Real GDP (Gross
Domestic Product) growth has broadly slowed from
a post-2008/9 recession high of 3.3% reached in
2011, to rates below 1.5% in 2015 (1.3%), 2016
(0.6%) and 2017 (1.3%), with 2018 year-on-year
growth to date a mere 0.6% for the 1st half of 2018.
This can lead to slower demand for commercial
space, ultimately leading to higher vacancy rates.
Indeed, this has been the case, with data showing a
rise in the All Commercial Vacancy Rate from 4.3%
in the 2nd half 2015 to 6.2% in the 2nd half of 2018.
This latest rate represents a significant jump from a
4.9% rate in the final half of 2017.
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Short term Interest rate hiking can also be seen as
having had a mildly “dampening” impact in recent
years, having risen by 2 percentage points from
early-2014 to early-2016, while thereafter having
declined by a far lesser half-a-percentage point.
Along with higher short term rates since 2013,
longer interest rates are also off multi-year lows,
government bond yields 10 years and longer having
risen from 6.6% at a stage of May 2013 to above
9.5% in recent times. Such an increase can exert
upward pressure on Capitalization (Cap) Rates
(along with rising vacancy rates as the economy has
stagnated), and indeed we have seen key Rode Cap
Rates of recent times above their 2014/15 multiyear lows.
What exerts upward pressure on domestic longer
term interest rates? The South African Government
continues to run its fiscal deficit at a level where the
Debt-to-GDP Ratio continues to be forced higher,

reaching a multi-decade high of 54.2% as at the 2nd quarter of 2018, a partial contributor to ratings downgrades by
ratings agencies and mounting investor concern around SA’s future ability to service its national debt. In addition,
higher short term rates since early-2014 play a role, while gradually rising US interest rates also draw a greater portion
of global capital flows more towards the US, impacting our own debt market.
2. ECONOMIC GROWTH BELOW 1.5% APPEARS INSUFFICIENT TO STOP CAPITAL GROWTH FROM BEING NEGATIVE
IN “REAL” TERMS
The 2nd point to make is that at recent slow rates of
capital growth the market is effectively in a gradual
“correction”. Using a GDP Deflator to estimate
economy-wide inflation, the 0.7% half-on-half
property capital growth rate compares poorly with
a 4.4% half-on-half GDP Deflator inflation rate,
translating into a -3.53% half-on-half “real” capital
value decline. This means that the past 3
consecutive semesters have shown negative real
capital growth, and 5 out of the past 7 semesters
have been negative.
This may suggest that economic growth rates
below 1.5%, characteristic of the period since
2015, are insufficient to prevent a decline in real
property values.
3. WILL RETAIL PROPERTY LOSE ITS “OUTPERFORMER” STATUS TO INDUSTRIAL? PERHAPS, BUT ALL 3 MAJOR SUBSEGMENTS HAVE CHALLENGES


E-Commerce challenges Retail over the longer run, but is it the biggest near term “threat” in the near term?

The possibility of Industrial and Warehouse Property beginning to outperform Retail Property has been mooted in
recent times, the latter sector said to be approaching key “disruptive” structural changes. The key structural change
most spoken about in the Retail Sector is the advent of online shopping. The potential impact of this is to take a portion
of shopping away from the retail shopping centres. Some have suggested that Warehousing and Logistics (a
component of the Industrial Property Sector) could stand to benefit from the shift, as more retail goods are delivered
to clients straight from the warehouse, no longer undergoing a “stopover” in a Retail Mall.
Are we seeing signs of such relative
“outperformance” in Industrial Property? Mild
ones perhaps, although both sectors have been
weakened in recent years.
In the 1st half of 2018, total half-yearly returns on
Industrial Property were estimated at 5.85%, higher
than both Retail’s 5.0% and Office Property’s 3.8%.
This is the 3rd consecutive semester that Industrial
Property has seen slightly higher total returns than
Retail using this half-yearly set of data.
However, the margin between the 2 property
categories remains narrow, and Industrial Property
Returns of late are a far cry from the 9.9% halfyearly high reached in the 1st half of 2014.

Viewing average capital growth, we see that in the
most recent semester, Industrial Property’s capital
growth was very slightly faster than that of Retail,
the former showing 1.17% half-on-half growth and
the latter 1.16%. This comes after Retail capital
growth outpaced Industrial capital growth in the
prior 7 semesters. Retail Property capital growth
has in fact far outstripped the other 2 segments
cumulatively over more than 2 decades.
So this does hint at Industrial Property performance
having started to “catch” that of Retail, but the
relative performances are very close.
A look at the various key economic indicators related to these 3 property sectors suggests that all of them have
challenges emanating from a weak economy, and all of them would probably feel the impact of technological
advances in some form. All 3 major sectors have seen their returns noticeably down from 2013/14 levels, which
reflects the fact that they have challenges.
When
examining
supply
and
demand
fundamentals, vacancy rates are arguably the best
indicators to look at.
The MSCI half yearly data shows us that, on a
national basis, the Office Property category
appears to be in the weakest position, its vacancy
rate having risen noticeably, from a decade low of
7.4% as at the 1st half of 2016 to 12.2% by the 1st
half of 2018.
By comparison, the Retail Property vacancy rate has
risen from a decade low of 2.8% in the 2nd half of
2016 to 4.1% in the 1st half of 2018.
Industrial Property, on the other hand, had initially
begun to rise from its decade low of 2% in the 2nd half of 2014 to 4.9% in the 2nd half of 2016. It was thus the 1st
property category of the 3 to show a rise in vacancy rate from its decade low, not surprising given that the
Manufacturing Sector, to which it is strongly tied, is highly sensitive to cyclical economic events such as growth
slowdowns or interest rate hikes. Interestingly, however, this vacancy rate then subsequently declined to 3.3% by the
1st half 2018, meaning that this property segment has the lowest vacancy rate of the 3 segments of late, albeit still
above its decade low point..
It is possible that E-Commerce is having some
impact within the Industrial Property Sector as it
grows, but the half-yearly MSCI data still points to
the national vacancy rate for warehouse space
having risen from a decade low of 0.6% as at the 2nd
half of 2013 to 4.8% by the 1st half of 2018, the
latest data point being a noticeable increase from
the 3.5% in the 2nd half of 2017.

decline,

The recent renewed decline in the vacancy rate of
the overall Industrial and Warehouse Property
Sector is actually due to declines in vacancy rates of
key Industrial Property segments as opposed to the
warehousing component, Light Manufacturing
Space showing the most significant vacancy rate

This can mean that Warehousing has other challenges offsetting any potential boost received from increased demand
emanating from the rise in E-Commerce, notably general economic weakness.


The weak economy probably still remains the greatest challenge for all segments
We would still expect that the main immediate
challenge is the current economic stagnation. Real
Retail Sales growth has slowed in a similar direction
to the overall economy since 2011 as Real
Disposable Income growth comes under increasing
pressure.

Since the year-on-year high of 10.1% in real retail
sales growth back in April 2011, the rate has
broadly slowed to the most recent rate of 2.5% in
August 2018. There was some temporary stalling in
the broad stagnation, with a short surge in growth,
from a negative rate early in 2017 to 8.1% in
November 2017, on the back of a brief minirecovery in economic growth over the same period. But the slowdown has resumed in both the economic growth and
in real retail sales in 2018.
Real Household Disposable Income growth trends
explain the retail sales growth movements to a
large extent, the former having showed renewed
slowing in year-on-year growth, from 3% as at the
final quarter of 2017 to 1.5% in the 2nd quarter of
2018, now well below the high of 5.9% reached
early in 2011.
The constraints on Real Disposable Income growth
emanate largely from economic growth weakness
restricting job creation, but extend to the long term
deterioration in Government’s fiscal situation,
which has led to a long term rise in the effective
personal tax rate.
But the heightened levels of social tensions in South Africa over the past decade, resulting in heightened concern in
the Household Sector over future political and policy stability, can also have a further dampening impact on consumer
demand and thus on retail. This could conceivably come in the form of a heightened Household Savings Rate, as
households take a more cautious approach to their finances.
Indeed, we have seen minor signs of this. While
savings has been on a long term decline, during this
multi-decade decline we have seen periodic short
term increases in savings.

and in 1977 after the Soweto Uprisings of 1976.

Recently, the Net Household Savings Rate has risen
mildly, from a Net Dis-savings Rate of -1.4% of
Disposable Income in 2013 to a +0.2% Savings Rate
in 2017. Typically, during or just after an adverse
economic event one can see a rise in savings rate.
We saw a slight “rise” in 2008/9 as recession hit, as
we did in the early-1990s recession, during the
early-to-mid-1980s around the “double-dip”
recessionary period that followed the gold boom,

A meaningful increase in SA’s dismal savings rate is long overdue, and the current tougher economic period may bring
this about. But while it is happening it is a negative for consumer spend and thus for retail at the time.

However, we must not lose sight of the likelihood that many of the same economic factors that affect Retail will
also impact on other major property sectors.
If overall Retail is heading into a slower period, it can dampen demand for warehouse space directly, while indirectly
impacting on Industrial space demand via a negative impact on consumer goods manufacturing.
In addition, technological development over time can improve management of inventories, leading to a lower optimal
inventory level to be maintained, and possibly a lower level of warehousing space required.
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What we do know from recent high frequency
indicators is that the Manufacturing Sector is under
pressure. The Overall Absa Purchasing Managers
Index (PMI) is below the crucial level of 50 (which is
the dividing line between expansion and
contraction in the Manufacturing Sector),
languishing at 43.2 as at September. In the same
month, the Sales Orders component of the PMI was
a very weak 39.6.

35
30
Jan-06

Jan-08

Jan-10

Jan-12

Jan-14

Absa Purchasing Managers Index (PMI)

Jan-16

Jan-18

PMI-New Sales Orders

Examining Manufacturing Capacity Utilisation Stats
from the SARB (South African Reserve Bank), we
have seen a mild decline from a multi-year high of
82.1% in the 3rd quarter of 2016 to 81.1% as at the
2nd quarter of 2018. To date this is not a severe
decline, but if the PMI is a sign of weaker
Manufacturing Production to come, we could see
capacity utilization drop further, which in turn can
mean downward pressure on demand for Industrial
Space.
The more noticeable decline, though, has come in
the SARB’s estimate of Industrial and Commercial
Inventory Levels as a Percentage of GDP. This ratio
has been in long term decline, from 16.2% of GDP as at the 3rd quarter of 2008 to 11.1% as at the 2nd quarter of 2018.
The percentage had leveled out for a while around 2013/13, but from a 12.3% level in mid-2015, the decline resumed.
The ongoing decline in this Inventory-to-GDP Ratio may in part explain the recently “elevated” Warehouse Property
vacancy rate.
Finally, while still not in decline yet, the
employment growth rate for the Finance, Real
Estate and Business Services Sector, the large
sector of the economy which drives a large part of
office space demand, has slowed from a post2008/9 recession high of 4.7% in 2014 to 1.3% in
2017. Ongoing economic stagnation in 2018 to date
can take this growth still weaker, even into negative
territory.

The bottom line is that, while Retail Property has its challenges, so too do the other 2 major property sectors.
Softening Retail Property performance can be in part due to the rise of E-Commerce, but we believe that it is still

mostly due to economic weakness, something that also impacts heavily on the highly cyclical Manufacturing Sector.
Consumer and economic weakness can also impact on demand for warehouse space, as optimal inventory levels
decline, while technological advancement can conceivably also improve inventory management and reduce the
optimal level of stocks required to be held over time too.
All 3 major Property Sectors have been heading broadly weaker in recent years, and we believe the key driver is
economic stagnation. While much has been said about Retail Property’s challenges from E-Commerce, technological
advancement can impact on all 3 sectors through improving efficiencies in the use of space.
While Office Property appears set to remain the underperformer, with a very high and rising vacancy rate, there
may not be much separating the Retail and Industrial Property Sectors.
We would expect that Industrial and Warehouse Property may mildly outperform the Retail Property Sector in the
near term, albeit not by far. But this is less due to E-Commerce challenges and more due to its greater affordability
deterioration over the past 2 decades relative to the other 2 segments, which ultimately could moderate rental and
capital growth more.
Base Rentals in the Retail Property Sector have
risen cumulatively by 720.9% from 1995 to 2017,
using MSCI annual data, compared to a far slower
348.2% in the case of Industrial Property and
317.1% in the case of Office Property. Capital
value per square metre in Retail Property has risen
by 877.4% over the same period, far exceeding
general inflation, compared to a slower 544.8% in
the case of Industrial and 523% in the case of
Office Property.
Retail has thus become relatively expensive in
many ways, and we expect that at some point
simple affordability challenges should become a
major constraint in this market in such a weak
economy, affordability challenges that appear more pronounced in this segment than in others.
4. OF THE 3 MAJOR CITY REGIONS, CAPE TOWN STILL APPEARS TO HAVE KEPT FURTHEST AWAY FROM MAJOR
OVERSUPPLY OF SPACE AS AT THE 1ST HALF OF 2018
The All Property vacancy rate for Cape Town is noticeably lower than either Johannesburg or Durban, Cape Town on
an All Property Vacancy Rate of 2.3% (and still declining as at H1 2018), compared with Durban’s 4.7% and
Johannesburg’s 7.2%, the latter City having seen a sharp vacancy increase of late.
Johannesburg has the highest vacancy rates in all 3
major property sectors, its Office vacancy rate a
massive 15.3%, Retail 5.0% and Industrial 3.8%.
Durban also has a high Office vacancy rate of 11.2%,
but a healthier Retail vacancy rate of 2.5% and a
very low Industrial vacancy rate of only 0.4%.
Cape Town does well on all 3 scores, a relatively low
Office vacancy rate of 4.5%, Retail 1.6%, while only
being trumped by KZN on Industrial, its own
Industrial vacancy rate at a slightly higher but still
respectable 1.3%, compared to Durban’s 0.4%.
This low vacancy rate in Cape Town suggests likely
stronger property market performance in that city
in the near term relative to the performances of Johannesburg and Durban. It also may point to superior economic
growth performance relative to the other 2 cities in recent years, or alternatively about superior economic
performance to come.

