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Q4 2018 

 

Abax Diversified Fund Commentary 
 
Performance 

 

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

tactical bond purchases and offshore property. The fund has been tactical with duration but remains 

conservatively positioned from an interest rate perspective. Currency hedges were implemented in 

December as the Rand weakened. 2018 was a good year from a performance perspective and the 

longer-term performance demonstrates significant outperformance of the benchmark. 

 

The Fund’s long term performance is primarily attributable to 3-factors: 

 

• Diversified Investment Process: the fund can allocate capital domestically and internationally 

to a wide range of fixed income asset classes including Money Market, Bonds, Property and 

Inflation Linked Bonds. This allows the portfolio manager to build an income portfolio across 

a diversified set of asset classes and strategically position the fund to protect it against 

inflation, interest rate and currency risks.  

• Focus on valuation and avoiding expensive assets / asset classes: historically, drawdowns in 

income funds have generally occurred when an asset class corrects from overvalued levels 

which the fund aims to avoid through a robust valuation process. Where the fund does not 

see value in an asset class, the fund will simply invest in low risk money market instrument. 

• High level of credit quality: the fund focuses on high quality assets with a maximum 5-year 

maturity and has never bought any asset below a single A rating. The fund does not venture 

into the sub investment grade or unlisted credit space, where the risks of investors losing 

capital are highest.  

 

The ABAX Diversified Income Fund has delivered on its mandate to outperform cash with a predictable 

and low risk return profile. Its performance is attributable to its philosophy of investing in a diversified 

range of fixed income asset classes, avoiding expensive asset classes and focusing on high credit 

quality.  

 

Market Commentary 

 

The year started on a high-note, buoyed by the strong rally following the ANC elective conference in 

December 2017 – an upshot of a welcomed political change coined as “Ramaphoria”. Bonds started 

the New Year around fair value, while the Rand had already moved to expensive levels. As the rally 

continued in the first quarter, the Rand strengthened below R12/USD and SA 10-year bond yields 

lowered to around 8%. At these levels, local bonds and currency were regarded as expensive – belying 

the severity of South Africa’s fiscal problems and poor growth prospects. Against this backdrop, we 

trimmed our SA risk position and increased USD exposure. This protected the fund against the market 

correction in the second quarter. 

 

The final quarter of 2018 saw equities come under pressure as higher US rates finally took their toll 

on asset prices. The S&P500 Index fell around 20% from its September peak. Global bonds rallied, and  
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commodity prices fell sharply as the market began to price in the end of the growth cycle. The oil price 

was down over 30% for the quarter. Despite the market volatility and pressure from President Trump 

to stop hiking, the FED hiked rates in December. This was its fourth rate hike in 2018.  

 

In SA Q4 saw bonds (+2,7%) with the best return outperforming cash (+1,8%) and ILB’s (+0,2%). 

Equities (SWIX -4%), and property (SAPY -4%) had another poor quarter.   

 

The Outlook for SA Rates in 2019 

 

The South African Reserve Bank (SARB) took a hawkish decision at the November Monetary Policy 

Committee (MPC) meeting when it decided to raise rates despite the stronger Rand and improved 

inflation outlook. The 25 basis point rate hike reverses the 25bp rate cut made earlier this year in 

March. 

 

There was a reasonable case to be made for both hiking rates and remaining on hold. Prior to the 

meeting this was reflected in the forecasts on Bloomberg where 9 out of 18 economists expected rates 

to remain on hold, while the other 9 forecasted a hike. The MPC was split as well with 3 members 

favouring a hike and 3 preferring to keep rates on hold. Lesetja Kganyago as governor has the final 

decision, so his preference for hiking was decisive. 

 

The case for holding rates steady centered around an improved inflation outlook. The SARB’s inflation 

forecasts for 2019 was reduced from 5,7% to 5,5%. The majority of economists expect it to be even 

lower. Since the last MPC meeting in August the Rand had strengthened 5% against the USD. The oil 

price has also fallen by 25% in Rand terms, leaving a potential R2,40 petrol price cut on the cards. 

 

The case for hiking focused on the need to move inflation expectations closer to the midpoint of the 

3-6% target band. The other key factor was the global environment where liquidity conditions have 

tightened, and rates have been moving higher. Over the last year we have seen 4 rate hikes in the US. 

This has put pressure on a number of emerging markets and most of them have already started hiking 

cycles. The following chart shows the gap between US and SA rates. 

 

SA Repo vs Fed Funds 

 
Source: Bloomberg 
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With the FED hiking rates and the SARB cutting, the gap between the official rates had narrowed to 

its lowest level over the last decade. The SARB views it as inevitable that rates have to move higher at 

some point. Delaying hiking now could mean a greater number of hikes in the future and that is why 

they chose to react. 

 

The path of the Fed Funds rate will be the key driver of SA rates in 2019. In October, US forward rates 

for 2020 were around 80 basis points above Libor, indicating that the market was pricing in further 

Fed rate hikes. The Fed dot plot and economist forecasts all indicated a further 3 to 4 hikes. Sentiment 

changed sharply in the last quarter of 2018. The fall in the stock market has stoked fears of a 

slowdown, or even a recession, in 2019. The market moved to price in rates 50 basis points BELOW 

current Libor. Economic data in the USA continues to be very strong as inflation, unemployment and 

wage growth all suggest US rates should continue to move higher. 

 

 
Source: Bloomberg 

 

For now, the repricing of US rates has taken the pressure off the SARB to hike. The market is pricing 

in no further hikes from the Fed. However, should US data remain strong and fears of a US recession 

prove unfounded, the FED will resume it hiking cycle. This will put pressure on the SARB to hike rates 

later in the year. 

 

South Africa’s Fiscal Outlook – Can Investment Grade Status be Maintained? 

 

A key challenge for South Africa in 2019 will continue to be around the country’s rising debt levels.  

The October 2018 MTBPS was rather somber, presenting a poorer than expected budget deficit (4% 

versus the expected 3.6%) that is foreseen to worsen over the next few years, only coming back down 

to current levels in 2022. Total debt to GDP is currently around 56%, expected to only stabilize in 2024 

at 59.6%, and this excludes an additional 15% debt in government guarantees for public entities. 
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Ratings Agencies S&P and Fitch recently maintained their sovereign credit rating of South African as 

below investment grade. Both agencies are concerned about the low growth environment and the 

government’s rising debt burden and emphasize the poor financial condition of SOE’s as a major fiscal 

risk. Reforms announced to date have not been sufficient for either agency to materially revise their 

view.  

 

Moody’s, the only ratings agency to keep South Africa at investment grade level, have so far been 

largely tolerant of South Africa’s fiscal situation. The poor debt and growth statistics appear to have 

been within their expectations but have indicated that fiscal consolidation is key to keeping this rating 

over the long term.  There are no clear targets as to what would constitute this consolidation as being 

satisfactory to Moody’s, but despite declining metrics, they have so far appeared pragmatic and willing 

to give leaders time and the benefit of the doubt to implement reforms.  

 

It’s likely that ratings agencies will wait until after the 2019 Budget in February to make any material 

revisions to their credit ratings, and possibly only until after the general elections in May 2019. In the 

budget they will be looking for measures to lift economic growth, reforms on SOE’s and assess the 

pace of fiscal consolidation. The risk is naturally that Moody’s will view the budget as credit negative, 

however it is likely that this will likely only trigger a negative outlook rather than a full credit revision 

straight away. Nevertheless, the risk of Moody’s, at some point after the budget in 2019, downgrading 

South Africa’s credit rating to junk is a very real possibility. Despite strong and committed leadership, 

South Africa has considerable economic and fiscal challenges over the next several years, and the 

metrics may very well not reach acceptable levels any time soon. 
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The Outlook for the Rand in 2019 

 

Our assessment of value in the Rand relative to other currencies forms an important role in the 

positioning of our portfolios. Markets often move to levels which create opportunities to increase or 

decrease foreign currency exposure. Currently we see the Rand as fundamentally neither cheap nor 

expensive and so we hold a relatively neutral exposure to foreign currency. 

 

The Ramaphoria we experienced at the start of 2018 pushed the Rand to levels that appeared 

expensive to us which we reflected in moderate foreign currency positioning in the funds. We saw 

continued volatility in the Rand throughout 2018. Weakness in the second half of the year means that 

we are now back to levels seen leading up to the December 2017 ANC Elective Conference.  

In very tough conditions for Emerging Market currencies, Turkey (an economy often compared to 

South Africa) had a far worse slide in the Lira. This was due in part to the political meddling with the 

Central Bank of Turkey (CBT) by President Erdogan which rattled the market. The Lira only found 

support once the CBT hiked rates to 24%, with a 6.25 percentage point increase. Events like these 

underscore the importance of a credible independent reserve bank. We take comfort in the fact the 

SARB enjoys independence and credibility (willingness to act) in carrying out their mandate to protect 

the purchasing power of the Rand. 

 

Nevertheless the Rand remains one of the most volatile of the major currencies. The repo rate is still 

low relative to peers after adjusting for inflation and this makes the Rand a soft target for short sellers 

since the running cost they incur in selling Rand against the US Dollar is currently only 4.6% (low by 

historical standards). 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Source: Bloomberg 
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Source: Abax 

 

Going into 2019 we look for an acceleration in government reform measures particularly with regards 

to taking painful but necessary steps to cut operating costs at Eskom and hence reduce the risk to the 

sovereign balance sheet. We anticipate that a decisive win for the ANC at the National Elections this 

year will buy Ramaphosa enough political capital to push these measures through. Should this 

materialise it is likely to bolster the resilience of the Rand.  

 

Globally, the Fed is the key downside risk for the Rand. The Fed has hiked 9 times for a total of 2.25 

percentage points to 2.40% since the start of their hiking cycle in December 2016. They appear quite 

cautious and will likely be on hold for H1 2019, but if they choose to resume hiking this will put 

pressure on the Rand. 

 

Portfolio Commentary 

 

Current positioning and outlook 

 

• Low Duration 

 

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

October sell off and then sold bonds in November. The SA duration is 0,2 which remains conservative. 

We believe that rates (at 6,75%) are around 75 basis points below fair value. We anticipate that 

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. 
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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.  

 

• Tactical FX exposure as Rand close to Fair Value Levels 

 

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

exposure was reduced to 2,3% in November, before increasing to 4,4% in early December while the 

Rand was strong. 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.  

 

•         Property 

 

The Fund currently has 1,6% exposure to a diversified pool of domestic property assets. These offer 

attractive yields in an environment of diminished growth prospects. We sold out of our position in 

INTU at attractive levels due to the corporate action.  

 

Summary and Conclusion 

 

The pause in the Fed hiking cycle has granted emerging markets some reprieve. However, the Fed is 

likely to hike rates if economic data continues to support it. This is likely 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 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. 

 

 


