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2016: THE TALE OF TWO HALVES

Patrick Ntshalintshali, BCom (Hons), EDP, Portfolio Manager
Phomolo Rabana, MCom, CFA, Analyst

We share in this commentary what we have learnt from the recent trading
updates by the SA retailers
Introduction

Since the start of 2015, we had been cautioning our clients about the imminent tough headwinds in the South African
private consumption and retailing environments. We identified the following potential fundamental negative impacts:
•
•
•
•
•
•

A tough macro-economic backdrop in general, which had started in prior years (low GDP growth, rising inflation,
interest rates hikes, poor employment, stricter credit, etc.)
Rising competition in the industry, more specifically the entry and expansion of new international retailers (H&M,
Cotton On, Zara etc.) in the apparel space stamping their presence in this market.
Difficult high revenue and earnings base for retailers and slower store expansion trend.
Stricter credit granting by banks and introduction of tighter Credit Affordability tests by National Credit Regulator in
September 2015.
Sharp import price increases post weaker local currency in 2015.
Low consumer confidence.

Early in 2016, we re-iterated our investment view that as per the consensus opinion, analysts and investors in the market
were not sufficiently discounting the above-mentioned factors in their valuation assumptions for most shares in the retail
sector. Hence, we didn’t own most shares in the sector as they were trading at hefty premiums to our calculated fair
values.
However, to our shock, the sector still rallied strongly for the first half of the year!
Then, towards the middle of 2016, the reality sank in…
The first half of the calendar year trading updates started trickling in showing worrying signs of poor trading. Again,
indications were that things were slowing faster than consensus expectations:
•
•
•
•
•

Input prices were rising fast and companies had to recover these from consumers in order to protect margins;
At the same time, sales volumes were also falling sharply;
Credit sales were under pressure whilst consumers preferring to buy on cash instead – a sign that things are tougher
for them;
Discretionary spend in durable goods and vehicles continued to decline – another indication that consumer was under
strain;
Whilst gross profit margins were being protected through price increases, operating profit margins had peaked and
started declining in some cases.

In addition, more unexpected shocks to the industry emerged…
The following events also took place:
•
•
•
•
•

Our country faced the worst drought, driving food prices sky high;
Producer and consumer inflation overshot on the upside;
Warmer than expected winter caused an over-stocking situation in the apparel retail space;
The Edcon recapitalisation was confirmed, meaning a weak large competitor likely to regain position;
Fuel prices increased, despite a stronger Rand .
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INVESTMENT COMMENTARY (continued)
As can be seen on the graphs below, the market didn’t take kindly these developments. Both the Food/Drug Retail
and General Retail sectors collapsed around July 2016.
Figure 1: Food Retail index (left chart) and General Retail index (right chart) –
A graphic depiction of the “tale of two halves in 2016”

Source: Bloomberg
In our view, the General retail sector fell from over-bought to oversold levels. We took advantage of this by building a
position here. We have however avoided the Food & Drug retails as they are still unattractive based on our valuation
models.
What trends have we picked the latest trading updates, which include peak December season?
Overall, retail trading updates released by SA apparel retail, covering the Christmas trading period, have been
underwhelming. In summary, it was a season dominated by price increases, falling volumes and a resistant
consumer.
1. For Apparel retailers
• The pricing environment is still tough, most companies merely recovering costs (See Figure 2 below).
• In response to higher prices, sales volumes have literally collapsed! (See Figure 2 below). Unsurprisingly
consumers have been opportunistic and buying selectively with their purse.
• Competition is unrelentingly intense, especially the fast fashion value space and among credit retailers.
• The one big positive was that the discounting activity was still broadly well controlled.
Figure 2: SA Apparel retailers: Last reported sales volume growth Figure 3: SA Apparel retailers: Last reported sales volume growth
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INVESTMENT COMMENTARY (continued)
2.

For Food retailers
• Prices continue to rise, largely driven by cost recoveries as producers passing on prices increase to
retailers.
• Although not the similar kind of volume declines seen in Apparel retail, overall revenue growth has generally
been muted.
• Shoprite has been a star performer, continuing to report very good performance outside South Africa.

3.

For General and durable retailers
• Consumption is still on the decline in furniture. This structural downtrend that started post GFC remains
intact.
• Building supplies, which has been the strongest performer a last couple of years, is showing some cracks.
Massbuild, Cashbuild and Build-It have reported very poor numbers.

CONCLUSION AND OUR INVESTMENT POSITION
Other than Shoprite and Clicks which are performing well, 2016 has been a tough trading year for retailers, more
particularly clothing retailers.

Now that the consensus earnings numbers have been downgraded, good pockets of value opportunities have sprung up
in the clothing space. Numerous shares have fallen sharply and offer good value. We have invested in Woolies,
Holdsport, Mr Price and Truworths shares. Also note that both Woolies and Truworths have diversified long-term growth
prospects in Australia and United Kingdom, respectively.
For food retailers, we expect their growth outlook for food retailers to be muted in 2017. However, we wouldn’t
discount a positive surprise in gross margins for them as producer product prices fall. Their rich valuations seem
to be already pricing this positive scenario though. We currently not hold any of the food and drug retail sector at present.
Lastly, we are impressed by the better pricing discipline in the food retailing industry

Unlike during the previous cycles of the 1990s and 2000s, it seems there was a concerted effort by broader food value
chain towards preventing a disruptive or abrupt competitor pricing environment that could end up costing everyone
significant margin sacrifice. It just shows how matured the retail industry chain in South Africa has become. It is also an
indication of a more stable bargaining power between the food producers and retailers.
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EMERGING APPAREL RETAIL TRENDS
Over the past several years, several trends have emerged in the South African apparel market. Some are likely to
have medium to longer term implications for the sector (i.e. declining credit exposure, slower store openings,
increasing competition from multinationals), while others, particularly the recent fall in volumes, are more transient.
1.

Reducing credit exposure

•

Over the past several years, there have been concerns raised over the sustainability of using credit to drive retail
sales. Although South African credit retailers have typically defended their use of credit for various reasons, they
have still actively sought to reduce their credit exposure.

•

As shown in Figure 1, this is true for all except Mr Price. In the case of Truworths (TRU), and the Foschini Group
(TFG), they have had to acquire foreign based cash businesses in order to diversify geographically and create
growth opportunities for themselves. Woolworths is arguably also in this category as well.
Figure 1: Credit sales to total sales (%), FY07 vs FY16

•

However, the new affordability regulations which came into effect towards the end of 2015, have effectively made it
harder for retailers to grant credit, and invariably reduced their competitive advantage.

•

This is because international retailers have been functioning purely on a cash basis. As a result, the ability of local
retailers to extended credit to consumers supported their ability to grow sales amid increasing international
competition as they were able to offer consumers a service not offered by international retailers.

2.

Slower store openings

•

The SA real estate sector has grown strongly for more than a decade. Part of this growth included the rolling out of
shopping centres. Not to be outdone by their competitors, apparel retailers quickly snapped up store locations, and
as demand for retail real estate remained healthy, more shopping centres where built.

•

However, as consumer demand started to weaken given slower economic growth, muted wage growth, and
accelerating living costs (i.e. electricity, food, fuel), retail stores started taking longer to become profitable, and in
turn, demand for new retail space softened.

•

The retail ‘space race’ appears to have now come to an end with apparel retailers opening fewer and fewer stores.
With the boost to revenue growth provided by rapid store openings unlikely to repeat in the near to medium-term,
more moderate retail revenue growth should be expected going forward.
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INVESTMENT COMMENTARY (continued)
3.

International retailers

•

Although overall retail sales growth has been softer since mid-2012 (Figure 2), apparel retail competition has been
increasing with international retailers expanding their SA presence.

•

Over the past several years, with the exception of TFG (changing mix), GPMs for SA apparel retailers have started to
trend downwards, which is a likely indication of increasing competition in sector.

•

Although, the entire fashion market is becoming more competitive, competition appears to be more concentrated in
the more value-oriented retail segment.

Figure 2: SA retail sales Y/Y (%)

Source: www.tradingeconomics.com ; Statistics South Africa

CONCLUSION
•

What is clear to us, is that relative to the previous 10 years, during the next 5 years the growth drivers are going to
be more challenging for the SA apparel retail sector.

•

The tailwinds they previously benefited from (i.e. real growth in consumer disposable income, urbanisation, LSM
migration, unsecured lending boom, store rollouts, government social transfers), have now played out.

•

However, the industry faces a couple of headwinds, with the biggest concern being the increase in international
competition.

•

While there have already been casualties so far such as the Platinum Group (Hilton Weiner, Aca Joe, Urban, Jenni
Button and Vertigo), others like the Edcon Group have been limping along.

•

As a result, at this point in time, while several apparel retailers look attractive from a valuation perspective, stockpicking is of even greater importance, as not all are likely to fare as well .
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