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Q3 2018 

 

Abax Diversified Fund Commentary 
 

Quarterly Overview 

 
The Fund had a positive quarter as investors benefited from yield pickup on our floating rate assets, 

currency depreciation and tactical bond purchases. The fund added some duration at attractive levels 

but remains conservatively positioned. Currency hedges were implemented as the Rand weakened.   

 

The Fund has performed well for the year to date and the longer-term performance demonstrates 

significant outperformance of the benchmark. 

 

Market Commentary 

 

The third quarter of 2018 saw continued pressure on emerging markets. US rates continued to shift 

higher and put pressure on global rates and 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 2 consecutive quarters of 

negative growth. The government has made some progress with reforming state-owned enterprises 

as evidenced by wholesale changes at Eskom and Transnet. They have also attempted to boost 

confidence by launching a $100bn investment drive in April and then President Ramaphosa 

announced a stimulus package in September. The impact has been limited and confidence remains 

weak due to divisions within the ANC and contestations around land reform. We only expect President 

Ramaphosa to step up structural reform efforts after the elections in May 2019. 

 

At the July and September MPC meeting, the SARB left the Repo rate unchanged at 6,5%. The 

September meeting was a close call as the MPC voted 4-3 to remain on hold. While SA inflation 

remains subdued for now, rate hikes from the Fed, as well as other developed and emerging markets 

are putting the SARB under increasing pressure to hike rates. We believe that the Repo needs to rise 

around 1% to reach our estimates of fair value. This will be difficult for the SARB to implement given 

a poor economy and the political environment.  

 

Developed market equities had a strong quarter, driven by the USA as the S&P500 continues to make 

new highs. EM equities lagged by 6% for the quarter due to weaker markets and depreciating 

currencies. The price of oil has increased by over 40% during the last 12 months and this will exert 

upward pressure on inflation globally. The prices of gold and platinum, significant exports for South 

Africa, continued to move lower in Q3 and this negatively impacts the terms of trade. Rising oil prices 

combined with falling metals prices is not a good combination for South Africa.  
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In SA, money market (+1,7%) had the best return as equities (SWIX -3,3%), bonds (ALBI +0,8%), 

Inflation Linked Bonds (ILB +0,6%) and property (SAPY -1%) all failed to perform.  

 

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

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. 

 

US Rates continue to move higher  

 

The Fed has hiked rates 3 times this year for a cumulative increase of 75 basis points. The US economy 

is growing strongly (GDP growth of 2,9%) while inflation is somewhat elevated (CPI of 2,7%). The labor 

market continues to improve as unemployment is below 4% for the first time since the early 2000s, 

and wage growth of 2,9% is at a post crisis high. On the basis of US fundamentals, rates should 

continue to move higher. The main constraint to higher rates in the US is the continued ultra-easy 

monetary policy out of Eurozone and Japan. President Trump has expressed his unhappiness with FED 

rate hikes. Higher rates can lead to dollar strength and allows other countries to export their economic 

weakness to the USA via a weaker currency.  

 

 

Source: Bloomberg 
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SA Property – Higher Yields but Lower Growth 

 

Property has been a consistent high performing asset class for the last two decades, with returns only 

briefly interrupted by the financial crisis of 2008. 2018 has seen a significant derating of property. The 

first quarter saw the collapse in value of the Resilient stable of companies. The extent of fraudulent 

activity within these companies remains to be seen, but the price fall is largely due to the fact that the 

stocks were trading at large premiums to their Net Asset Value. We avoided all the Resilient stocks 

due to valuation and a view that the growth reported was unsustainable 

 

The property sector continued to derate in Q2 and Q3 as the market adjusted its outlook for growth. 

SA property investors have experienced annual dividend growth of 8% since 2005. This has driven 

capital growth in the sector. In recent years, organic income growth has shifted lower due to lower 

escalations and negative reversions on expired leases. Property companies have been under pressure 

to continue to show high dividend growth and have engaged in a number of financial “shenanigans” 

in order to report a higher growth number to investors. These financial engineering strategies include: 

• Highly leveraged offshore exposure 

• Debt/Swap Restructurings 

• Cross Currency Swaps 

• Distributing Fees and Once off gains (at expense of property values) 

 
Property companies have also understated the negative reversions through higher concessions to 

tenants. They have increased rent free periods on new leases and increased contribution to tenant 

installation costs. We have been cautious on the sector given the deteriorated growth prospects in a 

poorly performing economy.  

 

The decline in the growth prospects for the sector is finally being reflected in valuations as the starting 

yield on the sector has increased significantly. Since the beginning of 2017, the trailing yield on the JSE 

REIT Index has increased from 6,5% to almost 9,5%. While this is partially attributed to the derating of 

the Resilient stable, the yield on all stocks has shifted higher to compensate for the diminished growth 

prospects.  
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With the headwind of lower or negative growth in the sector, we continue to remain cautious on the 

sector given the economic outlook. SA investors have been spoilt with very attractive returns for a 

long time, and the adjustment to a lower growth environment will take time. However, much cheaper 

valuations warrant additional allocation and we have increased the allocation to SA property from 

0,8% to 2,1% during Q3. 

 

Will Moody’s Downgrade SA to Sub Investment Grade? 

 

Moody’s is scheduled to review their credit rating on South Africa on the 12th of October, however 

given this is just before the Medium-Term Budget Policy Statement (MTBPS), they said this might be 

delayed to after the 24th of October. Their sentiment on this matter has so far been on the positive 

side, indicating at a conference in Johannesburg last month that their view on South Africa hasn’t 

changed drastically since March, when they raised their outlook. Their performance expectations are 

conservative, anticipating that the government will miss its fiscal targets this year (they expect the 

budget deficit to be about 4%, which is higher than the budgeted 3.6%), that growth will be below 1% 

for 2018 and that weak confidence will prevail until after next year’s election. However, they have 

cautioned the need for South Africa to stabilize its debt profile to prevent a change to negative and 

will likely be looking to the MTBPS to signal progress and initiative on this front. Deteriorating SA 

fundamentals, alongside an already very strained fiscus, will make debt stabilization and fiscal 

consolidation even more challenging in the months to come. Although a rating change does not 

appear to be likely now, a credit revision is not a risk to ignore and, in our opinion, is a real possibility 

looking toward next year. 
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Emerging Market Sentiment 

 

The past few months have presented a challenging environment for emerging markets with higher 

yields in the US, a strong dollar and escalating trade tensions between the US and China. Markets with 

particularly poor and exposed fundamentals, such as Turkey and Argentina, have seen major market 

selloffs, and have caused additional contagion fears around other emerging markets. Given this wave 

of negative news, we have seen emerging markets trading at much cheaper levels over the past few 

weeks.  Since 2013 the JP Morgan emerging market currency index has declined by 30%. 

  

 

Source: Bloomberg 

 

Lower valuations are spurring investors to relook at emerging markets, and it appears that sentiment 

has moved off its lows, with many seeing value from these attractive entry points.  We however 

believe it is prudent to remain cautious around emerging market debt, as the fundamentals 

surrounding many of these markets remain poor. Debt sustainability and economic resilience are 

under pressure in a strong USD environment, as debt-servicing capacity declines with local currency 

depreciation. This, coupled with lower global growth, leads us to believe that these instruments 

should be trading on the cheaper side of valuations. Weaker USD, easing trade tensions, better than 

expected growth out of China etc. may provide the reprieve emerging markets are looking for, but in 

our view the catalysts for these factors to deliver are not obviously imminent and may continue to 

further hinder emerging market performance. 
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Portfolio Commentary 

 

Current positioning and outlook 
 

 

• Low Duration 

 

We were tactical on interest rates during the quarter, we added some bond exposure during the 

August sell off and then sold bonds towards quarter end. The SA duration is 0,2 which remains 

conservative. We believe that rates (at 6,5%) are around 1% low versus 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 

 

We continued to trim offshore exposure as the Rand weakened to cheap levels.  The currency 

exposure was reduced from 6,5% to 3,9% as we hedged offshore assets with forwards and options. 

We believe it makes sense to maintain a foreign exposure at these levels given the risks of local 

fundamentals and higher global rates. 

 

 

• 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.  

 

• Additional Domestic Property 

 

As yields on domestic property have increased to attractive levels we added 1,3% of SA property 

exposure. 

 

Summary and Conclusion 

 

The third quarter saw a continued volatility in emerging markets assets. Turkey and Argentina drove 

a large sell off in Augusts, before stabilising somewhat in September. The Fed hiking cycle will continue 

to put emerging markets under pressure, especially those with poor fundamentals like South Africa. 

We will continue to be cautious in this environment and focus on capital protection. Our aim is to 

generate a reasonable return with a low level of downside risk, and take advantage of opportunities  
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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 Fund. 
 

 

 


