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Over	the	last	few	months	our	economic	commentary	has	been	focusing	a	 lot	on	the	rest	of	 the	world,	specifically	the	 trade	war
between	the	US	and	China.		July	2018	however	has	been	a	month	where	the	narrative	has	to	focus	right	back	on	to	South	Africa.
	
At	 the	 end	 of	 the	month	 the	 president	Mr	 Ramaphosa	 addressed	 the	 nation	 stating	 that	 the	 ruling	 party	 will	 go	 ahead	with	 a
proposal	to	amend	the	constitution	to	allow	for	expropriation	of	land	without	compensation.		We	are	uncertain	as	to	how	they	are
proposing	 to	 amend	 the	 constitution	 as	 the	 address	 was	 very	 short	 and	 without	 much	 detail.	 	 The	 majority	 of	 South	 African
politicians	appear	 to	currently	be	putting	 the	need	 to	gather	votes	 through	populist	 rhetoric	above	 the	need	for	South	Africa	 to
have	 a	 stable	 and	 prosperous	 economy.	 	We	 believe	 that	 they	 are	 playing	 a	 dangerous	 game	 but	 hopefully	Mr	Ramaphosa	 is
aware	of	this	balancing	act	so	ultimately	a	compromise	will	be	found	that	is	implementable	by	all	stakeholders	(even	if	not	agreed
to	by	all	stakeholders).		A	scan	of	all	the	political	commentary	this	morning	would	indicate	that	the	address	to	the	nation	actually
doesn’t	change	much	but	more	a	move	by	the	ANC	to	take	control	over	the	land	expropriation	issue.
	
In	 other	 areas	 the	 politicians	 have	 done	 well	 with	 investment	 commitments	 being	 secured	 from	 China	 and	 the	 Middle	 East.	
Investment	 into	 South	Africa	 is	 required	 to	 kick	 start	 the	 economy	 and	 deal	with	 the	 increasing	 unemployment	 –	 currently	 at
record	levels.
	
The	 announced	 investment	 into	 the	 country	 has	 boosted	 the	 Rand	 with	 it	 being	 the	 third	 strongest	 currency	 against	 the	 US
currency	as	it	followed	emerging	market	currencies	up.		The	Rand	reversed	the	majority	of	the	losses	that	it	had	incurred	in	the
previous	month	of	June.
	
The	 strong	 Rand	 did	 weigh	 on	 the	 stock	market	 with	 a	 sell	 off	 in	 the	 resources	 and	 industrial	 sectors	 selling	 off.	 	 The	 listed
companies	 in	 those	 sectors	 often	 earn	Dollar	 based	 revenue	 and	with	 commodity	 prices	 coming	 off	 (when	measured	 in	Rand)
they	were	under	pressure.
	
Inflation	remains	a	concern	for	South	Africa	as	a	high	oil	price	and	a	weakening	Rand	has	led	to	the	fuel	prices	being	at	record
highs.	 	 Most	 people	 are	 cash	 strapped	 and	 are	 feeling	 the	 pinch	 due	 to	 the	 higher	 fuel	 price	 and	 the	 increase	 in	 VAT	 that
consumers	 had	 to	 absorb	 earlier	 in	 the	 year.	 	 The	 slight	 rebound	 in	 the	 Rand	 should	 offer	 some	 relief	 although	we	 probably
aren’t	out	of	the	woods	yet.
	
Then	finally	we	seem	to	have	entered	strike	season	with	workers	from	many	services	conducting	stay-aways	as	they	reject	wage
offers	 from	 their	 employers.	 	 It	 seems	 that	 inflation,	 the	 state	 of	 the	 economy	 and	 the	 state	 of	 their	 employer’s	 finances	 is
irrelevant.	 	 If	 the	 offered	 increase	 isn’t	 in	 the	 double	 digits	 then	 it	 is	 automatically	 rejected,	 even	 though	 this	 is	 well	 above
inflation	and	ultimately	will	be	passed	on	to	the	already	embattled	consumer.		The	employer	is	forced	to	carry	costs	they	cannot
afford	and	in	order	to	survive	they	have	to	push	up	their	selling	prices	which	is	inflationary	and	so	the	inflation	cycle	continues.	
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FINANCIAL	VIEW

	
PROPERTY	AS	AN	INVESTMENT
	
We	were	 surprised	 to	 read	 in	an	online	article	 this	morning	 that	South	Africa	 is	 the	 third	best	 country	 in	 the	world	 in	 terms	of
returns	 in	residential	property.	 	The	article	used	data	from	the	 inaugural	ABSA	Commercial	Property	Finance	and	MSCI	results
publication.		This	indicated	that	South	African	residential	property	returns	were	just	over	12%	for	the	2017	calendar	year.		This
return	was	achieved	through	a	high	income	return	of	9%	(rental	income)	and	capital	growth	of	3%.		This	return	is	far	in	excess	of
many	developed	countries	but	behind	Germany	and	the	Netherlands.
	
We	often	get	asked	about	the	merits	of	buying	residential	property	as	an	investment	so	thought	we	would	look	at	the	numbers	in
slightly	more	depth	for	this	month’s	Financial	View.
	
The	common	view	at	Magwitch	is	that	we	favour	owning	listed	property	shares	or	unit	trusts	over	owning	a	physical	residential
property	as	an	 investment.	 	The	main	 reason	 for	 this	 is	 that	we	are	conservative	 investors	and	always	worried	about	 risk.	 	Any
rental	agreement	carries	two	major	risks:
	

Credit	risk,	the	risk	that	the	tenant	would	default	on	their	payment	obligations,	and
Term	risk,	the	risk	that	the	tenant	will	not	see	out	the	full	term	of	the	agreement.		

	
For	 us	 these	 risks	 are	 better	 covered	 in	 the	 listed	 space.	 	 The	 properties	 of	 large	 listed	 companies	 such	 as	 Growthpoint	 and
Redefine	 have	 some	 of	 the	 largest	 retailers	 as	 tenants.	 	 These	 retailers	 often	 sign	 long	 term	 lease	 agreements	 with	 an	 annual
escalation	clause	that	has	annual	increases	that	are	above	inflation.		In	fact	the	property	sector	has	been	the	best	performing	sector
on	the	JSE	over	the	last	30	years	(helped	by	an	improving	interest	rate	environment).
	
It	must	be	noted	that	whilst	we	feel	the	credit	and	term	risks	are	reduced	for	listed	property,	they	aren’t	totally	eliminated.		In	any
form	of	lease	the	landlord	/	owner	is	often	subject	to	the	fortunes	of	their	tenant.		There	is	a	recent	example	of	a	large	retailer,	the
Edcon	group,	having	to	cancel	leases	or	renegotiate	terms,	all	to	the	detriment	of	the	landlord.		The	Edcon	group	includes	such
big	 brands	 as	 Edgars,	 CNA	 and	 Jet.	 	 Think	 of	 how	 these	 household	 names	 are	 now	 in	 smaller	 spaces	 in	 your	 local	 shopping
centres.
	
In	 order	 to	 manage	 the	 risks	 associated	 to	 residential	 property	 the	 owners	 often	 make	 use	 of	 letting	 agencies.	 	 These	 letting
agencies	will	vet	 the	credit	history	of	 the	prospective	 tenant,	help	collect	 the	monthly	 rent,	 and	possibly	assist	 in	maintenance.	
This	all	comes	at	a	cost.
	
Our	view	is	often	focused	on	risk	while	a	potential	investor	may	be	more	focussed	on	the	return	side	of	the	equation.		Investing
into	 property	 can	 work	 as	 you	 can	 use	 the	 bank’s	 financing	 to	 leverage	 your	 purchase,	 get	 the	 tenant	 to	 effectively	 pay	 the
instalments	to	the	bank	and	at	the	end	of	the	day	you	are	the	owner	of	an	unencumbered	property.		The	much	like	the	Monopoly
board	game	you	can	buy	another	property	and	repeat	the	process.
	
In	order	to	see	whether	this	is	possible	we	have	run	a	number	of	calculations	on	a	few	different	developments.		We	have	selected
blocks	of	 flats	and	compared	 the	current	selling	price	of	 the	flat	against	 the	current	 rental	of	 that	 flat.	 	We	have	used	blocks	of
flats	in	our	calculations	because	we	want	to	focus	purely	on	rates	per	square	metre	(floor	size)	of	similar	assets.	 	We	don’t	want
variables	such	as	different	property	sizes,	a	swimming	pool	etc	to	affect	these	rates.
	
In	order	to	determine	the	viability	of	investment	return	we	have	assumed	that	financing	would	be	required	for	the	full	purchase
price	at	the	current	prime	rate	of	10%.		This	works	out	to	around	a	R1	000	monthly	instalment	owed	to	the	bank	for	every	R100
000	of	purchase	price.	
	
The	 first	 development	 that	we	 looked	 at	 is	 the	 Sandhurst	 Towers,	 a	 development	 that	 is	 around	 10	 years	 old.	 	 The	 Sandhurst
Towers	is	based	in	Sandton.		We	chose	Sandton	as	a	number	of	businesses	have	moved	to	the	Sandton	CBD	and	with	that	there	is
an	increased	demand	for	property	in	the	area	as	employees	want	to	be	close	to	their	place	of	work.	 	In	theory	this	would	be	an
ideal	property	to	hold	as	there	is	currently	a	great	rental	demand.	
	

Investing	 in	 Sandhurst	 Towers	 would	 give	 you	 rental	 coverage	 of	 85%	 of	 your	 monthly	 instalment.	 	 An	 investor	 into	 this
development	would	need	to	provide	15%	of	the	cashflow	to	cover	the	bond.
	
Not	everyone	can	afford	to	live	close	to	the	CBD	and	thus	large	cities	are	forever	expanding	outwards.		In	Johannesburg	there	are
a	number	of	developments	on	the	outer	fringes	of	the	city.		People	living	in	these	areas	have	had	to	compromise	on	convenience
to	meet	cost	pressures.
	
Out	 in	 the	 East	 of	 Johannesburg	where	 our	 offices	 are	 based	 there	 are	 a	 number	 of	 new	 developments,	 in	 fact	 the	 skyline	 is
dominated	by	the	Greenstone	Hill	development.		This	development	is	only	a	few	years	old	and	a	mere	15km	away	from	Sandton.
	

Someone	 living	 in	 Greenstone	 Hill	 has	 definitely	 reduced	 costs	 compared	 to	 if	 they	 lived	 in	 Sandton.	 	 If	 they	 purchased	 the

property	they	would	be	paying	23%	less	as	the	purchase	price	is	roughly	R170k	/	m2	as	opposed	to	the	R220k	/	m2	for	Sandton.	
When	looking	at	Greenstone	Hill	the	average	rental	is	34%	lower	than	Sandton	–	great	for	tenants	but	not	good	for	the	investor.	
We	suspect	that	the	rental	market	in	Greenstone	Hill	is	very	competitive	due	to	the	large	number	of	units	in	the	development.		An
investor	who	 purchased	 a	 buy-to-let	 property	 in	Greenstone	Hill	would	 have	 to	 cover	 26%	of	 their	monthly	 bond	 instalments
from	other	sources.
	
We	acknowledge	 that	 there	are	 investors	who	do	not	need	 to	cover	 their	 full	bond	 instalments	with	 income	 from	 that	property
investment.		Many	wealthy	investors	have	income	from	other	sources	to	pay	for	the	property	and	their	focus	would	be	purely	on
capital	growth.		To	demonstrate	how	wealthy	investors	are	not	covering	their	bonds	we	have	focused	on	two	last	developments.	
The	 first	 is	 a	 brand	new	development	 in	Sandton	with	 all	 the	 bells	 and	whistles.	 	The	Embassy	Towers	 is	 situated	with	 a	 view
overlooking	Sandton	and	tenants	within	the	development	get	all	the	luxury	benefits	as	if	they	were	staying	in	a	top	hotel.		For	the
second	development	we	selected	 the	V&A	Waterfront	 in	Cape	Town.	 	The	properties	we	 looked	at	are	 the	ones	on	Dock	Road
alongside	 the	 canals	 of	 the	waterfront.	 	 Cape	Town	 has	 long	 been	 acknowledged	 as	 the	most	 expensive	 place	 for	 property	 in
South	Africa	and	many	commentators	are	concerned	about	the	possibility	of	a	property	bubble.
	

These	 past	 two	 charts	 do	 show	 that	 the	 rental	market	 doesn’t	 necessary	 follow	 the	 same	 demand	 as	 the	 property	market.	 	 It	 is
cheaper	 to	 rent	 in	 the	V&A	Waterfront	 than	 Embassy	 Towers	 although	 to	 buy	 in	 the	V&A	Waterfront	will	 cost	 you	 twice	 as
much.
	
All	four	charts	appear	to	indicate	that	the	more	expensive	the	property,	the	more	difficult	to	cover	the	bond	with	the	rental.		This
makes	logical	sense	because	as	you	increase	rental	there	will	be	a	smaller	pool	of	renters	who	could	afford	the	higher	rent.		There
must	be	a	tipping	point	where	any	prospective	renter	decides	that	it	makes	more	sense	to	purchase	than	continue	to	rent	and	that
may	create	a	glass	ceiling	on	possible	rental	income.	
	
The	 current	 economic	 climate	 does	make	 investing	 in	 property	 slightly	more	 difficult.	 	 The	 low	GDP	growth	 of	 South	Africa
appears	 to	 pull	 through	 to	 residential	 property	 inflation	 (3%	 as	 per	 the	ABSA	Commercial	 Property	Finance	 and	MSCI	 results
publication).	 	 Residential	 property	 inflation	 is	well	 below	 headline	 inflation	 and	 that	may	 indicate	 that	 there	 are	 less	 investors
going	into	property,	whether	it	is	people	buying	the	properties	as	a	home	or	whether	they	are	buying	them	as	an	investment.		We
haven’t	touched	on	tax	implications	of	property	investments	but	if	you	wish	to	purchase	an	investment	property	we	are	happy	for
you	to	make	contact	with	us	to	unpack	the	numbers.
	

	

ABOUT	MAGWITCH

	
Magwitch	Securities	is	a	Financial	Services	Broker	offering	the	following	products	as	a
comprehensive	financial	solution	to	both	individuals	and	businesses:

	
• Employee	Benefits • Retirement	Planning • Money	Market

• Medical	Aid • Investment	Planning • Investments

• Risk	Benefits • Estate	Planning • Treasury	Management

• Short	Term	Insurance • Foreign	Exchange • Trust	Administration

	
t:	011	453	3048 f:	011	453	0715 www.magwitch.co.za

	
Magwitch	Securities	Proprietary	Limited	is	an	authorised	financial	services	provider,
registered	with	the	Financial	Services	Board	-	FSP	number	26829

	
	
	
Disclaimer:	Although	every	 effort	 has	been	made	 to	 ensure	 the	 accuracy	of	 the	 content	of	 this	newsletter,	Magwitch	Securities
(Pty)	Ltd	 accepts	 no	 liability	 in	 respect	 of	 any	 errors	 or	 omissions	 contained	 herein.	The	 contents	 of	 this	 newsletter	 cannot	 be
construed	as	financial	advice	and	does	not	confer	any	rights	whatsoever,	enforceable	against	any	party	and	does	not	replace	any
legal	contract	or	policy	which	may	be	subject	to	terms	and	conditions.
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