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Q4 2019 
 
Abax Balanced Fund Commentary 
 
Market Overview 
 
Risk assets globally posted strong gains in 2019 after a very poor showing in 2018. 

The recovery was led by big gains in the US market (S&P +31%) on the back of continued strong 
economic data and the fact that the FED abruptly changed their tone and turned dovish in the face of 
the sharp market drawdown experienced toward the end of 2018. It seems investors are not ready to 
digest rising rates, and monetary authorities are happy to pander to these needs.  

Emerging markets also posted healthy gains of 18% for the year, while South Africa - unfortunately - 
once again lagged, with the JSE All Share Index rising 12% and the JSE Capped SWIX Index posting a 
lacklustre gain of 7%. Performance of the local market was very much driven by the Resources sector 
which rose 28%, buoyed by a massive recovery in the precious metals stocks.  In comparison, the JSE 
Industrial sector returned a more measured +9%, while the JSE Financial Index was flat. Listed property 
stocks treaded water with a 2% gain, but several of the smaller listed companies experienced dramatic 
price falls. 

On the local front, poor economic growth, Eskom’s unstable electricity supply and poor consumer and 
business confidence weighed on our markets for most of the year. The MTBPS (Medium Term Budget) 
painted a bleak fiscal picture with a worrying ever increasing government debt burden. It just about 
confirmed our downgrade to ‘junk’ status from the ratings agency Moody’s, the only agency still 
having South Africa rated at investment grade, albeit on a negative outlook. We are, however, hopeful 
that government’s investment drive, tackling of mismanagement and debt levels at State-Owned 
Enterprises and renewed focus on public-private partnerships will bear fruit over the medium term. 
Patience will, however, be required before we see an uptick in confidence, growth and earnings.  
 
The ZAR was relatively volatile but managed to end the year 3% stronger at 14/USD (having been as 
low as 15.50/USD in August). 

Performance Overview 
 
The Fund produced a return of 13.7% (net of fees) for the year, in comparison to the benchmark and 
peergroup average of 9.8%. Over 3 years, the fund is +7.0% p.a. (vs. the benchmark of +5.2% p.a.) and 
over the past 5 years, the fund is +7.4% p.a. higher (vs. the benchmark of +4.8% p.a.). Since inception, 
in January 2012, the fund has produced an annualised return of +10.4% p.a. vs the benchmark of +8.0% 
p.a. 

Over the longer term our expectation is that the fund will produce low double-digit returns for 
investors. Although this is the case in the shorter (1 year) and longer term (7+ years), over the medium  
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term (3 & 5 years) this is not so, largely because the South African Equity market (as measured by the 
Capped SWIX) has only managed to eke out gains of 4% p.a. over the past 5 years. 

Contributors and detractors  

The fund benefited from its healthy allocation to risk assets. You may recall from the Q1 commentary 
that we increased our domestic equity allocation during 2018, and our global equity allocation in Q4 
2018 as markets sold off aggressively. We ended 2018 with materially more equity than we started 
the year with despite markets ending lower. This aided performance as markets recovered in 2019.  

The Impala Convertible Bond was the largest contributor to performance. The Bond was up 230% over 
the year (and contributed 4.0% to the fund’s performance) on the back of a very strong run up in the 
rand PGM basket price.  The Royal Bafokeng Convertible also made a healthy contribution to the fund, 
given it’s 40% rally over the year. We continue to hold 3% of the fund in the Royal Bafokeng 
Convertibles, as it still offers material upside should the share price rally but very limited downside. In 
contrast, we have reduced our allocation to the Impala bond (1% of the portfolio at the time of writing) 
given that after such a strong run the bond now effectively acts like equity, and therefore will provide 
little downside protection in the event of a retracement. We are happy to lock-in some of our gains.  

At an individual stock level, British American Tobacco was the largest contributor to performance. The 
stock was up 35% over the year and contributed 1.7% to the overall performance of the fund. This is 
in stark contrast to the previous year, where BTI was the single largest detractor in the fund, having 
fallen 40% over the course of 2018. Nothing has really changed within the business to cause the share 
price rally - it continues to chug along just as expected - but the market has become more comfortable 
that the regulatory environment in the US is unlikely to be as punitive as expected.  

The major detractors to our performance have been our positions in Sappi and Sasol (which 
collectively detracted 2.2% from performance over the year). The performance of both shares has 
been very disappointing, and for contrasting reasons, but we believe both remain oversold at current 
levels.  

We discussed these stocks last quarter, but echo some of the comments again. In Sasol’s case, the 
missteps have been internal, with continual upward revisions to the Lake Charles Chemicals Project 
(LCCP) capital cost estimates and commissioning delays obfuscating the investment case just as oil 
prices came under increased pressure. We continue to think the LCCP is worth almost half the current 
value of Sasol, its commissioning is underway, and it will eventually contribute around a quarter of 
total Sasol profits. In the meantime, at record lows relative to the Rand price of oil and long run PE 
and P/B multiples, the shares are attracting a substantial credibility discount. In contrast, Sappi’s 
performance relates to external macro factors outside of its control. As a result of US-China tariffs and 
concerns about trade wars, China has not been buying paper pulp (for graphic paper and packaging) 
or dissolving wood pulp (for viscose and textile production) at the same rate it did previously. This has 
impacted trade flows around the world and acted as a real drag on pricing. We don’t expect much  
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downside from current levels as we believe valuations already discount recessionary conditions for 
the company. On a medium-term view, we think Sappi shares offer material upside.   

We used market weakness to add to both Sasol and Sappi during the year, although we achieved this 
by using derivative structures that afforded us the opportunity to only commit to buying the stocks at 
lower levels than they were trading at the time, but that would still provide us with meaningful 
exposure to any recovery.  

Current Positioning 
 
The SA equity market is currently valued to produce above average returns, as are Emerging Markets 
generally. It is interesting that South Africa’s rating relative to Emerging Markets is as low as it has 
been for many years on the back of continued underperformance of SA equities. The forward PE 
multiple of the SA market (adjusted for NPN) is now lower than that of the EM peergroup.  

Although we locked in some profits toward the end of 2019, we continue to hold a meaningful 
exposure to risk assets (48% SA Equity and 21% Offshore Equity). Our risk exposure has slowly been 
rotating from the stronger performing and highly priced markets (e.g. US) to poorer performing 
regions (UK, Europe, Japan, South Africa) and at the same time there has been a gradual (and so far 
quite small) shift to businesses that are more cyclical in nature, and have been ignored by the market. 
We also retain to exposure to several higher quality mid-cap stocks that we believe will outperform 
the general market over a full cycle.        

Our allocation to listed property increased from 4% to 7% over the year, despite us remaining negative 
on the sector overall, as the volatility in the broader sector has thrown up some interesting specific 
opportunities. Our interest lies more in certain specialized names – typically of smaller size - that we 
feel have good prospects or are particularly mispriced for very specific reasons. An example would be 
Atlantic Leaf Properties (ALP), a company that owns logistics properties in the UK.  This is an area of 
the UK market that has help up relatively well. Interestingly, although a UK REIT, ALP is not listed in 
the UK, and is relatively small, so price discovery is weak. We managed to acquire a decent stake when 
a large local pension fund decided to reduce its stake materially. The share was bought on a GBP 
distribution yield of 12%, and we expect distributions could grow by 1-3% p.a.  Another holding is the 
Dipula-A units, which we bought on a yield of 11% and have preferential rights to the distributable 
income of the company (the B units get whatever is leftover) and have guaranteed distribution growth 
of the lesser of inflation and 5% p.a. We also hold Spear REIT, a local REIT that operates only in Cape 
Town, which has far better prospects than the rest of SA. 

We continue to find many interesting opportunities in certain hybrid and high yielding instruments, 
that are not as well researched and generally fall outside of the ambit of most mandates. We believe 
that many of these instruments should provide us close to equity like returns over their lifetimes, but 
with lower risk of loss.   We currently have an 18% allocation to what we consider ‘hybrids’, made up 
as follows:  

 5% in Convertible Bonds (RBP, Impala and newly acquired Brait GBP bonds).  
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 3% in Preference Shares yielding 10.5%  
 3% in SA corporate inflation-linked bonds with an average duration of 2.5 years and an 

average real yield of 5.3%. 
 3% in Offshore credit bonds yielding 5.3% in hard currency. 
 4% in Structured notes on offshore markets that provide geared upside with limited downside 

risk 

The overall yield of the fund is close to 5%, which should provide a useful underpin to returns, and is 
attractive if one accounts for the fact that we currently have a relatively high allocation to equities.  

We thank investors for their continued support.  

 


