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Q1 update: Abax Balanced Fund 

 

An outbreak of coronavirus disease 2019 (COVID-19) began in Wuhan, Hubei Province, China in 

December 2019. As more cases started appearing outside China, it became evident that this is not an 

isolated Chinese problem, but rather a global crisis. This was officially confirmed on 11 March 2020 

when the World Health Organization declared the coronavirus a pandemic.  

The spreading Corona virus combined with the impact of the oil war between Saudi Arabia and 

Russia (which saw the oil price fall 65% in short course) has precipitated a panic sell-off in equity 

markets around the global. We’ve witnessed extreme volatility - far higher than even in credit crisis 

of 2008/2009 - and much faster market drawdowns. The market has also been characterized by poor 

overall liquidity. Even in our usually liquid government bond market the SARB (Reserve Bank) had to 

step in and provide some liquidity to the market.  

The Covid-19 pandemic has caused immeasurable damage to the world economy in the 

unprecedented way global supply chains are interrupted and population lockdown strategies are 

followed around the world.  Clearly the global economy will be materially impacted in the short-to-

medium term by Corona virus. The uncertainty of how the pandemic plays out – and the impact on 

businesses and the markets – is not yet possible to quantify.  

An important consideration is that this is a global crisis, affecting everybody and every business to 

some extent. It has not been caused by poor businesses practices or reckless lending. It is therefore 

critical the governments do as much as they can to see businesses through their upcoming liquidity 

shortages. Although some weak businesses will and must fail, stronger businesses will endure, 

especially if they get a bit of help. Any business that is saved through these interventions will once 

again contribute to the economy when the virus retreats. Any business that fails will take a 

permanent dent out of the economy.  

Towards the end of the month Moody’s eventually downgraded South Africa to sub-investment 

grade, although this was widely expected and hence broadly priced in the market.  

As expected, given the above, the first quarter of 2020 was a bloodbath. Most local asset classes 

posted major losses with equities down –26.6% (Capped SWIX All Share), listed property –48.2%, 

while South African bonds retreated by –8.7%. In US Dollar terms, the MSCI World Index lost -20.9% 

while the MSCI Emerging Markets Index posted -23.6% for the period (MSCI South Africa was a 

staggering -40.3% in USD). The Rand lost nearly 22% of its value against the US Dollar.  



 

 

 

In the short-term the fund has been negatively impacted by its relatively high weighting to equities 

(and within equities our 2.5% allocation to Sasol and our 7% allocation to SA Banks were the largest 

detractors). The fund was down 20.3% in the first quarter which is a disappointing outcome short-

term. However, we do firmly believe that will not a permanent diminution in value and have already 

started to see some slightly more sensible valuations being afforded to several securities after 

quarter end.  For the April month-to-date (as at cob 14th April) the fund is up 9.8%.  

For now, market participants have been indiscriminate in their selling, and some of the good stocks 

we own have been marked down dramatically on quite small volume, which clearly does not 

represent the value of the franchises. For the most part, we are invested in high quality businesses 

that will survive these temporary challenges and likely take market share from their weaker 

competitors. At the current valuations, we believe it would be a mistake to sell these shares, as the 

potential for tremendous upside exists when some degree of normalcy returns to the markets.   

It is comforting to bear in mind that this too will pass (best estimates are that infections will peak in 

the next 3-6 months) after which things should slowly start to return to normal. It is also important 

to bear in mind that the value of an asset is the sum of its discounted cashflows, and even though 

near term cashflows are under pressure, a year of lost earnings would probably reduce the value of 

most businesses by about 10-15% - much less than the market has already fallen. Furthermore, it has 

been well documented that after a period of confinement or hardship, spending typically resumes 

with gusto, which means not all earnings will be permanently lost.  Finally, it is also worth noting 

that a lower oil price is good for many of our portfolio holdings, as oil is often an input cost for 

businesses.  

Of course, this inevitable return to a more normal environment only matters if as a business you can 

survive the temporary loss of revenues and profits.  To do this you need to have a strong balance 

sheet and enough liquidity to get through periods of lost or greatly reduced revenue. We have 

therefore been concentrating our efforts over the past month on: 

• Pre-emptively reducing exposure to those businesses that had higher risk due to their capital 

structures (Barloworld, Imperial, Motus, ABI) before the sell-off. We also sold a decent slug 

of SA bonds prior to the major sell-off. 

• Reducing exposure to businesses whose prices had initially help up well (Assore, Mondi, JSE, 

Sibanye, Sanlam, Santam, Zambezi Prefs, PSG Prefs and the Gold ETF). Rotating some of the 

proceeds from these sales into better capitalised businesses (Distell, Adcock, Spar and 

Amplats that had fallen materially). 

• Rotating within sectors where we had the opportunity to improve quality without sacrificing 

value as shares had fallen by similar amounts e.g. Nedbank / Investec Bank into Firstrand / 

Standard Bank and Old Mutual into Ninety-One. We have subsequently started to add to 

Nedbank and Absa, which are now priced as if they need large recapitalizations, which we 

think is unlikely.  



 

 

 

• Taking advantage of some material mispricing to purchase quality growth businesses at very 

attractive prices, including Capitec, PSG and Transaction Capital. 

• Adding to some of the better capitalised property counters (Fortress A units, Storage, 

Equites and Growthpoint that had fallen materially and are trading at extremely attractive 

valuations). 

• Adding to our overall equity exposure at attractive valuations. 

 

It is illustrative to highlight some of the extreme pricing available to investors willing to own 

businesses though the upcoming profits and dividends recession. For example, the South African 

Banks are trading at valuations more compelling than those reached during the CGF but are far 

better capitalized. Our work suggests that they can endure protracted stresses and that it is unlikely 

that they will need to raise capital in the equity market and thereby dilute investors. At the end of 

March, Nedbank was trading at 3X past 12-months earnings, ABSA at 4X, Standard Bank at 5.5X and 

Firstrand at 7X.  An equally weighted basket of the above four stocks are trading at an historical 

dividend yield of 12.5% (the range is 8% for Firstrand through to 16% for Nedbank). Although 

dividends are likely to be held back for now, they will return in the medium term. 

SA Property stocks have been aggressively sold down. As mentioned earlier, the SA REIT Index was 

down over 50% in Q1 alone, taking the fall from its peak at the end of 2017 to 65%. We have largely 

avoided the large cap highly leveraged REITS which have been overdistributing but are now finding 

compelling opportunities in some of the higher quality, more prudently managed businesses. At 

quarter end we had a 7% allocation to REITS, which we think will survive and ultimately provide 

shareholders with an income yield approaching 20% p.a. once the resume paying dividends.   

We believe that in the longer term, with global interest rates likely to remain at extremely low level, 

it is appropriate to have a high allocation to real assets, namely equity and property, which are 

priced very favorably. These ‘real’ assets will also fare better should all the global stimulus measure 

ultimately lead to some inflationary pressures (after the initial deflationary period we are likely to 

experience in the aftermath of the all the lockdowns).  

The fund currently has a 72% allocation to equity (47% South Africa and 25% Global Equity) as well 

as an 8% allocation to listed property (7% SA and 1% Global). In addition, we have 4% in Convertible 

Bonds, which for the most part are priced near par, and provide some further upside optionality 

with limited downside. The remainder of the fund is made up of various fixed income issues, which 

includes 10% in local cash and bonds and 5% in foreign cash and bonds. 

For the most part, the portfolio consists of high quality, well capitalised business franchises that we 

are confident will survive the current turmoil. We understand that in the short term it can be 

difficult to see through to the recovery, but there is no doubt that the portfolio currently offers 

compelling value and that returns in the medium term should be very good by historical standards.  



 

 

 

It is likely to take some time before more rational values are applied to securities. In the interim the 

high levels of volatility and wild price swings look set to stay and is something we hope to take 

advantage of.  

 


