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Abax Balanced Fund Commentary 

 

The final quarter of 2017 was an eventful one for South African markets. The industry has spent much 

of year awaiting the ANC elective conference given how critical it would be in determining the outlook 

for the country. At conference in late December Cyril Ramaphosa won the ANC presidency by a slim 

margin over Nkosazana Dlamini-Zuma. This puts him in the position to be the next president of SA, 

although the timing of president Zuma’s removal remains unclear. The positive sentiment was 

tempered by the appearance of three longstanding Zuma supporters in the Top 6 of the ANC. The 80 

person NEC also looks to be equally split between supporters of Ramaphosa and Zuma. However, the 

balance of power has shifted away from president Zuma and the pressure for on him will continue to 

build.  

 

While everyone in SA was fixated on the politics, Steinhoff shocked the markets in early December 

when it was forced to admit the existence of a major accounting fraud. The market capitalization of 

Steinhoff fell from R240bn to R20bn within a few days as CEO Markus Jooste resigned and the depth 

of the issues became apparent.  The company is still unable to release its financial statements and its 

position remains very uncertain.  

 

There has been a consistent threat of downgrades over the year due SA’s poor economic 

fundamentals. In November S&P downgraded South Africa’s local and foreign currency ratings while 

Moody’s however decided on a stay of execution and put South Africa on review for a downgrade. 

This implies that they will likely downgrade but are giving policymakers an opportunity to reverse the 

economic decline. While the outcome of the ANC conference is a positive, is unlikely to be sufficient 

to prevent a Moody’s downgrade post the February 2018 budget.   

 

Performance for the year 

The Fund returned 7.9% net of fees for the year. Disappointingly we gave back some absolute and 

relative performance in December, due to our exposure to Steinhoff, a much stronger rand and a weak 

domestic equity market. The net result being an underperformance of our benchmark of 2.1% for the 

year.    

 

Over the longer term, the absolute and relative performance of the fund remains good. The Fund is 

placed amongst the top quartile of competitors over 3 and 5 years as well as since inception.  

 

Steinhoff – largest detractor 

 

At a price of R60 per share (October 2017), Steinhoff was trading at a 30% discount to their European 

discount retail peers (10x earnings excluding Star vs. 13x for the peergroup). We also considered the 

balance sheet to be sound, as the net debt to equity level had been falling and measured only 40%, 

with EBITDA covering interest payments by 8.6 times. A long held market concern regarding the 

company’s cash generation has also improved substantially in the last 3 years and measured > 100% 

of operating profits in the last published results. In addition, we were favourably disposed towards  
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their African retail assets which were recently very successfully listed on the JSE and published 

financial results that exceeded our forecasts.  

 

Our research forecast strong earnings growth from their Eastern European, United Kingdom as well 

as their South African Retail assets. Mattress Firm (their most recently acquired target in the US) 

offered a longer term turnaround potential and their European furniture business offered exposure 

to a recovering European consumer. We were specifically excited with the potential that PEPCO in 

Eastern Europe offered with like for like growth exceeding 20% per year for three consecutive years. 

With Steinhoff taking over the business, and due to the strong growth potential, their 10 year roll-out 

plan was accelerated to be achieved in 5 years. With organic growth of 15% an expansionary growth 

of 10% per annum, this business was set to triple in size in 5 years. 

 

We have always been concerned about the aggressive nature of their financial structuring – especially 

tax structuring. We have been cognisant of the rumours regarding Markus Jooste’s aggressive 

interpretation of tax law and were aware of the acrimonious legal dispute with a prior joint venture 

partner in one of their European subsidiaries. The broader management team (not just the previous 

CEO) have however always been able to stand their ground and explain to us in a clear, logical and 

credible way their perspective on these matters. 

 

On Wednesday 6 December 2017, Steinhoff announced the resignation of Markus Jooste as CEO as 

well as the need for an independent investigation into accounting irregularities.  On the back of the 

uncertainty and potential accounting restatements, the share price has come under significant 

pressure. Our position in this company and failure as an investment team to pre-emptively discover 

its weaknesses and thereby avoid the collapse in the share price, is undoubtedly the most 

disappointing investment position in the history of our firm. 

It has been a painful lesson which we feel alongside our clients as fellow investors in the affected 

funds.  While we work tirelessly to understand every company we invest in as well as we can within 

the constraints of publicly available information, no position is without risk.   

The ultimate outcome for Steinhoff remains very uncertain, and our immediate concern is the 

underlying businesses ability to continue to source lines of credit to keep trading.  The market is 

currently suggesting only a small likelihood of it remaining solvent.  In the absence of any clarity 

regarding the full extent of the firm’s debt burden we have elected to continue to hold the share, 

although it is now a far less material position in the fund.  We expect the situation to remain very fluid 

and will respond appropriately as soon as additional information comes to light. 

Naspers - largest contributor 

 

The best way to value Naspers is a Sum of Parts.  Tencent is the biggest contributor and can be valued 

on a DCF or P/E basis.  The rest of the Naspers “rump” assets are harder to value as they vary in 

profitability, depending on where they are in their respective development phases.  Finally, there 

remains the debate as to what the ‘holding company discount’ should be, especially on the large 

(>100% of the current share price) Tencent stake.   
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Below our view of the SOTP.  It is clear that there is much value in the listed investments. 

 

 

So, then to the Tencent valuation.  The point is that in spite of strong earnings growth expectations, 

Tencent has managed to beat expectations handsomely over time as they execute on their 

strategy.  Currently, the stock looks expensive on a PE multiple basis, but with 30% expected 

compounded growth rate over the next 3-4 years, this multiple will quickly unwind.  The investment 

case therefore remains attractive, and at the current share price of R3,450 per share - an over 20% 

discount to a conservative SoTP valuation - we continue to hold a large position in the Fund. 

 

Intu - corporate action 

We increased our UK property allocation post the ‘Brexit’ vote in 2016. We were more sanguine than 

the market regarding Brexit and the impact of online retail or the “Amazon effect”. The UK has been 

the world’s most developed online retail market for some time now and we felt that the effect of 

online retail on rental and distribution growth was already reflected in asset prices. UK retail REITs  
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were trading at historically high distribution yields, when compared to long dated gilt yields, and 

discounts to Net Asset Value (NAV) at the start of 2017.  

Intu had shown the greatest distribution yield and discount to NAV of the large UK REITs and we had 

been steady buyers as the share price drifted lower. We believed that it had seen the worst from a 

growth and sentiment perspective. At the half year results management guided to a flat rental and 

distribution growth environment. The market reactive very negatively to the lack of growth and the 

share sold off to a low of 2 GBP per share by the end of November from a peak of 2.70 GBP per share 

in July. This placed Intu’s shares a at significant 50% discount to their reported NAV.  

By December, Intu presented itself as a clear take over opportunity for another REIT with a more 

enterprising management team and cleaner debt structure. Hammerson seized the opportunity and 

made an all share offer at a nearly 30% premium to the Intu closing price on 5 December 2017. This 

unwound most of Intu’s negative share price performance over 2017.  

We continue to hold a relatively positive view of UK retail REITs and believe that the new company, 

which will be called Hammerson, will hold a more dominant position in the UK retail real estate 

market. INTU management has a poor reputation in the market due to its history of poor capital 

allocation and debt management. Hammerson brings a more active management team along with a 

more diversified European portfolio. Synergies and potentially lower debt funding rates will reduce 

the costs of managing the portfolio and enhance shareholder returns. We have trimmed some 

exposure to the group into the rally but maintain a significant allocation. We are positive on the 

prospects for the group in the coming year given the yield and valuation.   

Concluding thoughts 

As we begin 2018, we remain cautiously optimistic on the prospects for domestic growth and are 

positioned appropriately for the constructive change we anticipate Cyril Ramaphosa will be able to 

effect through changes that will result in a more productive engagement between government and 

business than we currently find ourselves in.  For the first time in many years we have definite 

progress, but we are mindful that he has an enormous task to undo the damage that has been done 

in the last 10 years and this should not be underestimated.   

We thank our many investors for your ongoing support and assure you of our undiminished 

determination to meet your performance expectations. 

 


