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Abax Diversified Fund Commentary 
 

Quarterly Overview 

 
The second quarter of 2018 produced several interesting headlines that resulted in emerging markets 

and the rand giving up many of the gains enjoyed in the first quarter. We saw the “Ramaphoria” 

experienced in early 2018 starting to fade as the scale of the challenges faced by the South Africa state 

came back into focus. The ANC is currently presented with several complex policy choices and the 

need to balance wide ranging views regarding the way forward as campaigning for next year’s election 

begins. All of this has unfolded in the context of waning appetite for emerging market assets.  

 

The Federal Reserve in US hiked rates again in June and indicated a willingness to further tighten 

monetary policy. Their process of quantitative tightening also gathered pace over the month as they 

allow more assets to roll off their balance sheet. The ECB aided the process of removing the punch 

bowl by indicating that they will cease their quantitative easing program by the end of the year. These 

announcements, taken together, remove a significant underpin to emerging market asset demand. 

This can be seen in the large-scale outflows from South African government bonds in the quarter of 

64.264 bln ZAR. 

 

Geopolitical risks were myriad in the second quarter as anti-establishment political campaigns gained 

more ground. The Italian election outcome added to a volatile European political landscape, which has 

been straining under the weight of the migration crisis and economic underperformance of the 

periphery for some time. The USA has continued to redefine the global trade and security order 

including no longer recognizing the World Trade Organisation. This has manifested in a continued 

trade dispute between the USA and the rest of the world, adding to investor concerns. Anti-

establishment political movements will likely have a strong start to the third quarter with the 

anticipated victory of Andrés Manuel López Obrador in Mexico. 

 

The prices of gold and platinum, significant exports for South Africa, plunged in the second quarter. 

This has had a dramatic impact on South Africa’s terms of trade and exacerbated the currency 

weakness observed in the second quarter.  

 

 

Reality sets in post the initial Ramaphoria 

 

The second quarter saw the market unwinding some of the initial euphoria experienced after Mr. 

Ramaphosa’s victory at the ANC National Elective Conference in December last year. To be sure, Mr. 

Ramaphosa has won some impressive political battles since he won the ANC Presidency. Let’s consider 

a few of the remarkable achievements: replace Mr. Zuma as the president of South Africa, install a far 

more credible cabinet (his close victory implied that some cabinet members from the Zuma camp 

remained, although in less powerful positions), enhancing executive credibility at many SOEs by 

replacing their boards and instituting a commission of inquiry into the mismanagement of SARS. This 

led to period of exuberance regarding what would be achieved under the new administration, the  
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market effectively believed that every possible reform would be achieved, rather than a probability 

weighted expectation. The Barclays South Africa PMI shown below clearly displays the increase in 

confidence post Mr. Ramaphosa’s victory as well as the decline experienced over the last three 

months. 

 

 
Source: Bloomberg 

 

Confidence among investors got to such an extreme that at one point some even believed that, to 

reduce expenses, ESKOM would be able to pass through a zero salary increase without much 

resistance. The load shedding experienced during June put paid to that belief. Eskom’s balance sheet 

is only sustainable if it halves its debt load, this can be achieved by exercising the state guarantees. A 

restructuring of the unguaranteed debt triggers a cross-default clause on the guaranteed, forcing the 

state to step in. The other alternative would be for ESKOM to dramatically increase tariffs, imposing 

further increases on the overall cost of production in South Africa.  

 

As the initial reform momentum has started to fade the sheer scale of the challenges, those of a 

structural nature and those resulting directly from the Zuma era, have come into sharper focus. The 

key social challenges remain high unemployment and income inequality. The ANC has identified three 

points of discontent among the public that are directly linked to the problem of high income 

inequality: unequal access to education and healthcare services and concentrated land ownership. 

Their policy response includes free tertiary education for those below a certain income threshold 

(including 90% of the population), National Health Insurance and the expropriation of land without 

compensation. These measures are likely to put significant strain on the already precarious fiscal 

position. The budget for 2018 showed that the government has all but run out of room on personal 

income taxes and has started to raise the VAT rate (to pay for the free tertiary education initiative). It 

is difficult to see where the state will raise additional funds to placate a public growing more frustrated 

with a lack of service delivery as is clearly seen through the lens of rising protest levels.   

 

We believe that government bonds are now closer to fair value, after a significant sell off. Given that 

the risks to the economy and fiscus remain, we prefer to only take on a material long duration position 

if the market were to cheapen further.  
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The Rand  

 

The Rand had a very poor quarter as it depreciated 16% against the USD and 10% on a trade weighted 

basis. The rally in the Rand post the ANC elective conference had driven the currency to overvalued 

levels. With the Rand strengthening to R11,50/USD at its best levels, economists and analysts began 

to adjust their forecasts towards a much stronger Rand. We cautioned against this and encouraged 

investors to focus on valuation. Our Fair Value of the Rand is around R13,30, and we used the 

opportunity to increase the exposure across our funds. 

 

The Rand has depreciated close to Fair Value levels and we have look to lock in some gains using 

derivative overlays. These will benefit us if the Rand appreciates, while offering further participation 

to Rand weakness. 

 

Fund Positioning 

 

• Low Duration 

 

As the market for fixed income assets weakened over the quarter we added to the fund’s duration 

position. Duration is now around 0.4 from 0 last quarter. This is still a relatively low duration exposure 

as South African yields are only marginally cheaper than fair value. We anticipate that worse 

fundamentals and greater pressure on emerging markets as central banks reduce monetary support 

will present an opportunity to invest at higher yields. 

 

• High Credit Quality 

 

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

focused our asset purchases on senior bank debt and will wait for value to emerge before taking 

corporate bond exposure.  

 

• Reduced offshore exposure as ZAR trades cheaper than fair value 

 

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 undervalued. 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 unwound much of 

the exuberance priced in at the end of last quarter. The ZAR is currently marginally cheaper than fair 

value after this quarter’s significant sell off. We have reduced the fund’s exposure to foreign 

currencies by 2%. We believe it makes sense to maintain a foreign exposure at these levels. 

 

• Convertible Bonds 

 

We have 2% exposure to convertible bonds issued by Royal Bafokeng Platinum and Remgro. 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.  
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Summary and Conclusion 

 

The second quarter saw a material sell off in emerging market assets, we took advantage of this by 

reducing the fund’s foreign exchange exposure and increasing duration. Longer dated US rates did not 

move materially over the quarter but the FED hiked again and is set to continue its hiking cycle. The 

ECB has indicated that QE will end at the end of 2018 and the FED is reducing the size of its balance 

sheet. 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 dominate.  Our 

aim is to generate a reasonable return with a low level of downside risk, and take advantage of 

opportunities provided by any shocks to add risk exposure when the market offers value. A more 

volatile environment, which we are starting to see materialise, and wider credit spreads will create 

opportunities for the Diversified Income Fund. 

 


