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Abax Diversified Fund Commentary 
 

Market Overview 

 
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 the 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.   

 

There was one Monetary Policy Committee meeting in the quarter and the South African Reserve Bank 

(SARB) decided to leave interest rates unchanged at their November meeting. Fears of further 

downgrades from rating agencies and the very weak MTBPS resulted in a cautious approach.  

 

Fund performance 

 

For the most part 2017 we had positioned the fund with the expectation that domestic political risk 

and rising global rates mean that there was downside to risk assets and limited ability for rate cuts in 

SA. However, Central banks were very dovish and 2017 and risk assets rallied to even more expensive 

levels.  Despite negative political shocks such as the firing of Pravin Gordhan and cabinet reshuffles, 

the Rand was strong and the bond market was stable in 2017 and this allowed the SARB to cut rates 

in July. Unfortunately our positioning for this market environment was not ideal. We were also 

negatively impacted by our UK property position where sentiment continued to be extremely negative 

despite better than expected economic performance. Our holding in Steinhoff caused the fund to post 

a 1% loss in December, resulting in the full year’s net of fee return being 6.9%. This is disappointing by 

our standards, as it places us 1% behind the peergroup. 
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Over the longer term, the absolute and relative performance of the fund remains good. Since 

inception, just over 7 years ago, the fund has outperformed the benchmark of 110% of STeFI by 2.3% 

p.a, and has outperformed the peergroup by 1.3% p.a. This places us amongst the top quintile of the 

peers. 

 

Steinhoff 

 

We have held Steinhoff debt for a number of years in both the local and offshore space. In recent 

years the business had evolved and grown to a company with over R400bn in enterprise value. The 

integration of PEP/Shoprite and the listing of STAR resulted in large equity injections. There have also 

been large equity raises through share placements, including a share issue in a year ago which raised 

EUR2.4bn.  The debt/equity mix had improved considerably in recent years due to these equity led 

transactions. The increased in size and diversification combined with an improvement in debt ratios 

led us to believe that the credit quality had improved and the BBB- international credit rating was 

justified.  

We held Steinhoff bonds in the Fund:  

• The majority of our Steinhoff holding is in two locally listed bonds which have just over 2 years 

to go until maturity, SHS22 (23 February 2020) and SHS30 (18 July 2020). We had 2.5% of the 

fund in these two bonds.  

• We also had 3.2% in the offshore convertible bonds. This has an average maturity of just below 

5 years. 

• Our total exposure to Steinhoff was 5.7% 

 

After the announcement of the accounting fraud at Steinhoff, the local bonds lost around 10% in value 

while the offshore bonds were down 50%.  

The events of last month have resulted in Steinhoff debt trading at distressed levels in the offshore 

market as the market prices in a worst case scenario. The domestic bonds which are best placed in the 

capital structure and are covered many times over by solid operating assets and well as liquid 

underlying listed holdings. We are therefore of the opinion that the capital of the domestic bonds 

remain firmly intact, and that these bonds will recover to par once further clarity comes to light. 

On the offshore bond position we have conducted scenario analysis taking into account only the assets 

that were disclosed at the banker presentation on the 19th of December. With bonds trading at a 50% 

discount to the par value, the market is pricing in the very negative scenario. Even if we aggressively 

haircut the listed assets by 25% and the European operations by 50% the debt is fully covered. Given 

the nature of the fraud and the lack of information to date, there is still great uncertainty and we are 

waiting for further information from PWC as the independent investigator.  The ideal scenario would 

be for Steinhoff to continue as a going concern, in which case the bonds can recover back to par value. 

There is a strong interest from all stakeholders for this scenario to materialise. In a liquidation scenario 

recoveries are likely to be high given the asset base so with the bonds trading at half of the par value 

we do not see any reason to be selling at this point.   
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At current mark to market levels, the potential return on both the domestic and offshore debt is 

attractive.  

Fund Positioning 

 

• Medium Duration (Interest Rate outlook) 

 

We have increased the duration from 0 to 0,5 years over the last quarter. This was implemented 

in the period between poor medium term budget release and the ANC elective conference where 

yields were pricing in an attractive risk premium.  

 

• High Credit Quality (exposure chart, spreads low) 

 

The portfolio has a high degree of credit quality, with no unlisted issuers. We are disappointed 

that we have exposed our investors to Steinhoff and we will engage with stakeholders to ensure 

that our investors are not substantially impacted. Our credit process has historically shielded from 

credit events in SA and we are confident in our ability to protect investor’s capital in the fixed 

income space. 

 

Corporate credit spreads remain very compressed. This is largely a function of the global liquidity 

dynamic and lack of corporate bond issuance in South Africa. Credit spreads have also failed to 

widen in an environment of wider asset swap spreads on government bonds. As such we have not 

purchased meaningful amounts of local corporate debt recently.  

 

• Addition of Short Term Inflation Linked Bonds 

 

Inflation Linked bond yields have moved up significantly over the last 2 years and we have been 

correct in avoiding this asset class as it performed poorly. In September we began to add some 

bonds at the shorter end curve and we currently have 3% in ILBs with a weighted average REAL 

yield of 3,5%. We are in a still in a cyclical downturn in inflation, but over time we expect inflation 

to average 5,3% for a total return of close to 9%.  

 

• Maintain offshore exposure with ZAR overvalued 

 

Offshore bonds have added significant value in recent years as we have been able to take 

advantage of risk off events which caused them to be underpriced. Global yield spreads have 

narrowed across the Investment grade, high yield and emerging market space. Spreads are less 

attractive and last year our average exposure was 10% compared to 15% in 2016. We will wait for 

better value before increasing our risk in this area. 

 

The currency exposure is 6,7% at present. The Rand is pricing in a very significant recovery in SA 

fundamentals and is overvalued at current levels. We believe it makes sense to maintain a foreign 

exposure at these levels. 
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• Convertible Bonds 

 

We have 3% exposure to a mix of convertible bonds issued by Royal Bafokeng Platinum, Remgro 

and Steinhoff. We have historically added value through this asset class as it provides a mix of 

yield and capital appreciation. We will look to increase the exposure if we see value.  

 

 

Summary and Conclusion 

 

Going into 2018 we are currently happy with the mix of currency and bond exposure. We also expect 

a reasonably good recovery from the Steinhoff position. The currency and front end of the curve have 

rallied substantially and we think further upside is limited. Foreign flows rather than domestic 

developments have been the key driver of markets over the last year, and despite the current positive 

sentiment in SA, we expect global flows to continue to be the key market driver. Our aim is to generate 

a reasonable return with a low level of downside risk, and take the opportunities provided by any 

shock in order to add risk exposure when the market offers value. This strategy has worked well for 

over a decade. Despite how the sanguine market conditions have been over the last year, we still see 

the potential for risk off events in what is a highly leveraged global financial system. 


