
 

Page | 1  

 

 

Q4 2018 

 

Abax Equity Fund Commentary 
 
Market Commentary 

 

Global economic and financial conditions worsened in the fourth quarter of 2018, with growth 

forecasts being revised down and political developments troubling the market.  Purchasing Managers 

Indices – gauges of activity in manufacturing and services – came down in December in most of the 

leading economies.  The global manufacturing PMI fell to 51.5 in December (a 27-month low), with 

China’s PMI falling below 50.  The latest news of a slowdown in Apple sales in China is a further 

indicator of deteriorating conditions.   Investor concerns were exacerbated by the ongoing trade war, 

rising US interest rates and stresses in the Euro area (Brexit uncertainty, Italian politics).  

 

Investor confidence in South Africa matched the gloomy economic backdrop with many domestic 

equities trading at multi-year lows (i.e. British American Tobacco, MTN, Aspen, Tiger Brands and 

Mediclinic).  Domestic growth remained dismal with the 2018 Medium Term Budget Policy Statement 

(released in October 2018) indicating a precarious path for our budget deficit and debt levels. 

 

Accordingly, domestic equities suffered meaningful declines in the fourth quarter of 2018 with the JSE 

All Share Index (ALSI) falling -4.9%. At a sector level, Industrials (-6.5%) suffered the largest decline.  

Resources (-4.5%) and Financials (-2.1%) also ended the quarter lower.  

 

For the year, the ALSI lost -8.5% (-21.3% in US Dollars), extending the poor returns of the past several 

years.  Resources (+15.5%) outperformed with Financials (-8.8%) and Industrials (-17.5%) lagging.  The 

South African stock markets dismal performance is no anomaly as almost all major asset classes 

suffered losses in 2018.  By way of example and comparison, the MSCI Emerging Market Index (-14.2% 

in US Dollars) and MSCI World Index (-8.2%) both recorded meaningful declines. 

 

Portfolio Commentary 

 

The Fund’s top five performing positions for the quarter added +0.8% to our return while the bottom 

five detracted 5.9%.  

Winners Ave.weight                      

 
Total 

Return 

 
Performance 
contribution 

Losers 

 
Ave.weight 

 
Total 

Return 
Performance 
Contribution 

Bidvest 1.9% 11.8% 0.21% BAT 7.1% -27.3% -2.15% 

Vodacom 2.3% 8.2% 0.19% Sasol 6.8% -22.4% -1.70% 

Std Bank 6.4% 2.2% 0.16% Mondi 3.1% -21.8% -0.74% 

Mr Price 1.8% 9.2% 0.15% Naspers 13.7% -5.2% -0.66% 

Truworths 2.0% 5.5% 0.13% Richemont 3.0% -19.3% -0.62% 

       0.84%     -5.87% 
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For the year, the largest contributors to performance was the funds exposure to BHP Group and Anglo 

America (our preferred Resource exposure).  Our investments in Mr Price and Firstrand also enhanced 

performance.  By far the largest detractor was our overweight position to British American Tobacco, 

followed by Naspers and MTN. 

 

As noted above, 2018 was an annus horribilis for the tobacco stocks, specifically British American 

Tobacco (BAT) which has been a core position in our fund for many years.  Since peaking in June 2017 

at just over GBP55 per share, it has shed >50% of its value with >GBP60 billion of market cap 

removed.    

 

At the start of 2018 we were aware of some of the headwinds the industry would face, most notably 

the pressure caused by rising US interest rates as investors rotated towards lower risk US treasuries 

in a post Quantitative Easing world and out of other assets which had been perceived for some time 

as stable income generators such as the large global consumer companies of which BAT is one.  

 

However, reconciled by expectations of a stable year of operations for BAT’s global combustible 

cigarette business and good growth from their Reduced Risk Product (Vapour and Heat Not Burn) line-

up as well as the attractive valuation of the company we did not alter our position size. 

 

We had also expected that the market would increasingly start to reward the larger tobacco 

businesses who had made the investments into new products and which were now starting to gain 

traction in terms of volume and revenues.  In reality the reverse happened as the introduction of 

uncertainty about the future of all nicotine delivery products overwhelmed sentiment and the entire 

industry was heavily de-rated by the market.   

 

This was exacerbated by a rise in regulatory scrutiny and action in the US by the FDA and it’s recently 

appointed new Commissioner for Tobacco Products. This affected BAT especially given the company’s 

recent buyout of the outside shareholders in their US business (Reynolds) in July 2017 and 

commensurate increase in the relative importance of the US to BAT’s overall profits – now about 43% 

of total and the single largest market for them by far. 

 

The actual operational performance of BAT has however remained little changed and the results 

reported have been in line with our expectations.  In addition, the company has made only very minor 

changes to its financial guidance to the investment community.  But, our error in judgement was to 

under-estimate the markets concern about possible negative long-term implications for the industry 

as a result of the changes it is currently experiencing.   

 

In addition, BAT faces the additional investor concern of their debt levels.  After closing the Reynolds 

American transaction in July 2017 BAT’s balance sheet contains a reasonable amount of debt (3.8X 

Net Debt to EBITDA). With a high profit margin and powerful working capital structure, the company 

generates cash at a very strong rate and is capable of supporting a significantly heavier debt load in 

comparison to the average company.  With a clear route to seeing the debt burden reducing 

substantially in the next 5 years, we consider this risk to be moderate.   

 

The market is taking an extremely pessimistic view on the prospects for this firm, with the dividend 

yield now over 8% and the highest in the last 15 years.  We believe the current negative sentiment 

around tobacco stocks, specifically BAT, is overdone. Our view is that for the foreseeable future, this 

business will continue to grow its hard currency earnings in the mid to high single digits (with a fairly 

high level of predictability) and will successfully navigate the regulatory headwinds and declining  
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cigarette volumes just as it has done in the past. At the current forward multiple of less than 9x 

earnings and manageable debt burden, it is one of the most attractively priced securities in our 

universe and remains a large position in the fund. 

 

 

Current positioning and outlook 

 

President Ramaphosa is on the reform track, but structural rigidities remain (education, labour 

markets, electricity supply) and the debt burden of the public sector and SOEs will weigh on growth 

prospects. The general election this year (May 2019) should help cement Ramaphosa’s power base 

and with that, accommodate more decisive reform which the market has long been hoping for. This is 

expected to pave the way for improved growth prospects in South Africa for 2019. 
 

We are acutely aware that the last few years have been unrewarding for investors in the SA equity 

market. Over the past 3 years, the market is up less than 3% p.a. and over 5 years just 5% p.a, which 

is less than the inflation rate over that period. But, now is not the time to be fearful!  Despite the SA 

equity market not working in our favour, we are encouraged by the number of attractive investments 

we are discovering. We remind our clients of our long-term approach of investing in defensive, 

economically robust businesses, at reasonable prices, run by competent management teams and 

which we believe will produce consistent compounding growth in profits and dividends. This 

consistent application of our investment philosophy has been shown to deliver good returns over 

time.   

 

The current portfolio positioning contains a balance between holdings in stable, long-term growth 

businesses that are globally diversified (Naspers, British American Tobacco, Mondi, Bidcorp) combined 

with well managed domestic orientated businesses (Bidvest, Firstrand, AVI). We find the 2018 share 

price correction of BAT and several other core holdings (Mondi, Richemont, Naspers) disconnected 

from what we believe will be their earnings trajectories. Due to the combination of low expectations 

and attractive valuations, we forecast good long-term returns from this component of the portfolio.   

 

The portfolio currently trades on a forward rolling Price/Earnings (P/E) ratio of 11.9x and a dividend 

yield of 4.0%.  Valuation is undeniably compelling, and we find ourselves feeling more positive about 

market prospects than at any time in the last several years. 

 


