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Abax Balanced Fund Commentary 

 

The third quarter of 2018 saw continued pressure on emerging markets. US rates moved sharply 

higher and put pressure on risk premiums. South Africa continues to struggle to generate economic 

growth and the ‘Ramaphoria’ of early 2018 is now a distant memory. The economy contracted in Q2 

and SA is now technically in a recession after two consecutive quarters of negative growth.  

The JSE SWIX Index was down 3% for the quarter (and now -8% YTD). Listed property stabilized (-1% 

for the quarter) after the first quarter blow-up of the Resilient Group of companies, taking the YTD 

return to -22%. SA Government bonds and inflation linkers produced marginally positive returns, but 

underperformed cash over the quarter. The ZAR weakened another 3% over the quarter, taking the 

YTD depreciation to 14%. 

Developed market equities had a strong quarter, as the S&P500 continues to make new highs. It is 

quite shocking to note that over the past 9 years the S&P 500 is 165% higher, and Emerging markets 

(including South Africa) are largely flat when also measured in US dollars.  

There continue to be risks to emerging markets where fundamentals are generally poor in terms of 

growth and debt metrics. Chinese growth is slowing and this could be exacerbated by the trade war 

with the USA. Political noise continues in SA as well as peers like Turkey and Brazil. In recent days Italy 

has pushed through a budget which goes against Eurozone rules, which risks precipitating another 

crisis. 

Against this volatile backdrop. The Abax Balanced Fund produced a net return of +1.0% for the quarter, 

marginally behind the peergroup (and benchmark) return of +1.1%. The fund is up 3.9% YTD relative 

to the peergroup return of 0.9%. Over more reasonable measurement periods of 5 years, we remain 

materially ahead of the peergroup (9.8% p.a. vs. peergroup of 6.4% p.a.) but absolute returns have 

been hard to come by given recent market weakness. 

The primary contributors to return over the quarter were our offshore holdings – be it equity or fixed 

income - as these were all boosted by the weaker currency. The largest individual stock contributors 

were Sasol, Old Mutual and Santam along with the Impala and Royal Bafokeng Convertible Bonds. The 

largest detractors were Tiger Brands, Distell and MTN.  

The JSE has been under protracted pressure, and is now back to levels last seen 4 years ago. 

Fortunately the market is starting to present some interesting opportunities. In fact, half the securities 

that make up the Top 40 (i.e.  20 companies) are more than 20% off their highs, as opposed to 3 years 

ago when only 10% (i.e. 4 companies) were. We have been selectively adding to our domestic equity 

exposure on weakness. Our current net domestic equity exposure is 48%. 
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Naspers is a good example of an opportunity being thrown up by the market. At the current share 

price of R2, 800 per share, one is purchasing R3, 500 worth of exposure to Hong-Kong listed Tencent. 

Tencent has itself materially de-rated and is now trading on 12-m forward PE multiple of 28x, from 

12-m highs of 42x). This pullback in Tencent has been driven by the decline in the firms historic very 

high rate of profit growth.  Our analysis concludes that the reasons behind this slowdown are 

temporary.  We are confident this will accelerate again in the next year, and that the reduction in price 

and also valuation has brought it into attractive territory.   

In addition to the Tencent exposure, investors in Naspers get R1, 000 per share worth of ‘rump’ assets 

– the Classifieds, Payments, and On-line Food Delivery and Pay TV businesses. This implies (assuming 

no holding company discount) one is purchasing R3, 500 worth Tencent per Naspers share for R1, 800 

(R2, 800 - the current Naspers price - less the R1, 000 rump assets). This represents a nearly 50% 

discount for Tencent – or an implied forward PE of 15x for a company that we believe can still grow 

earnings in excess of 25% p.a. for the next 3 years. Even if one assumes a 15% holding company 

discount for Naspers, one is still purchasing Tencent at implied forward PE of 18x, a similar rating to 

the S&P 500, but with materially better growth prospects.  

The Fund currently has a 6% allocation to Naspers, making it our largest position, although for risk 

management purposes a third of this is hedged for any falls from the current level of R2, 800 per to 

R2,350 per share (the next 15% drop).   

British American Tobacco, currently our second largest position with an effective weighting of 5.7% 

(2.5% of which is protected for the first 10% fall from current levels) is another company that has been 

very weak of late. The business faces challenges on a number of fronts:  

• Firstly, the decrease in cigarette volumes seems to be accelerating, at least in the shorter term. 

• Secondly, they face continued scrutiny from the US regulator (the FDA) who seems to be 

scrutinising the tobacco industry with renewed vigour. 

• Thirdly, they face the risk of having their oligopolistic position usurped by new entrants such as 

Juul – the producer of a vaping product that has captured nearly 70% market share in North 

America in short course – who have greater appeal to the next generation of smokers.  Fortunately 

for British American Tobacco the FDA has recently stated that they are considering banning or 

more tightly regulating these new generation products as they are concerned that the user base 

is largely made up of underage smokers.  

• Finally, debt levels are materially higher post the recent Reynolds acquisition, which will have a 

negative impact on their debt service cost should interest rates continue on their recent upward 

trajectory.    

Despite these very real challenges, the business is exceptionally well run and has in the past navigated 

similar challenges. The share has de-rated by a third (as measured in Sterling) this year alone, and now 

trades at 12-m forward multiple of 11.5x and a dividend yield of 6.0%. We feel this presents an 

attractive opportunity.  
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Aspen Pharmacare is stock that we don’t own but has fallen by over 40% since reporting results in 

September.  The magnitude of the fall was somewhat surprising, given the result delivered was not 

too far off expectations. We believe the dramatic fall is a result of a heightened awareness of investors 

to the risks to the Aspen business model. Although the stock now appears optically cheap, this 

precipitous fall has not yet enticed us as we believe that the price is now only starting to reflect the 

fair value of business. We have always felt that Aspen’s aggressive accounting choices have overstated 

the sustainable earnings of the business. And on top of this, Aspen has traditionally traded at a large 

(in our view unsustainable) premium to its global peergroup. 

We have retained only a modest exposure to US equity and developed market equity on the whole as 

we believe that these markets remain overvalued and we see risks rising. Over the past year alone, 

the 2-yr US bond (the global risk free rate) has risen a dramatic 1.5% (from 1.4% to 2.9%), liquidity has 

been drained from the system as Quantitative Easing shifts to Quantitative tightening and the 9-yr bull 

market looks set to become the longest in history. On top of this recent tax cuts have largely worked 

through the system and company margins are likely to be unsustainably high. Despite all of this, the 

S&P 500 simply chugs along while Emerging Markets collapse around them.  

During the quarter we sold our 2% position in the Allan Gray Africa ex-SA fund, which was up c. 40% 

in US dollars (60% in rand) since our initial investment 18 months ago. We were once again reminded 

of how difficult it can be to operate in Africa when the Nigerian government once again went after 

MTN, accusing them of illegally repatriating $8bn of profits. It seems also that things are getting 

difficult in Zimbabwe again, as their recently introduced dual currency system seems to be paralysing 

the economy.  

Our overall offshore equity allocation is 12% of our total 30% offshore allocation. The remainder is 

invested in a range of high quality credits and low duration bonds. These should help protect the 

portfolio in the event of a more generalized market sell-off. 

We have always viewed currencies as a separate asset class, not just the by-product of the assets that 

we have invested in. During the quarter we added some currency overlays to the portfolio in order to 

lock in some the material rand weakness experienced, but at the same time still affording us exposure 

to (some) further currency weakness. These overlays have the additional benefit of allowing us to 

retain our physical offshore asset exposure. Currently our effective hard currency exposure is 26% of 

the fund. 

We retain our exposure to a basket of high yielding hybrid securities which include Convertible Bonds, 

Preference shares and Bank sub-ordinated debt. Included in this basket is a recent purchase of Turkish 

Government debt at a yield of 22% in local currency. Overall, this basket comprises 8% of the fund and 

has a weighted yield of 11.8% and a weighted maturity of 3.6 years. We believed we will earn an 

equity-type risk premium from this basket with materially lower risk than the equity market. The funds 

overall yield is a healthy 4.4%.  


