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The	disconnect	between	the	economic	performance	of	South	Africa	and	the	financial	markets	within	South	Africa	continued
through	June	2014.		During	the	month	Standard	&	Poor	changed	their	rating	of	the	South	African	sovereign	credit	to	BBB-
which	is	considered	for	investment	purposes	to	be	just	one	rating	above	junk	status.		Fitch	also	downgraded	their	rating	of
South	Africa	changing	their	outlook	from	stable	to	negative.		Credit	ratings	are	important	as	many	investors	are	influenced
by	 them	and	 they	 thus	have	an	effect	on	 the	 investor’s	appetite	 for	equities	and	bonds	within	 that	 country.	 	The	 ratings
downgrade	should	have	a	direct	impact	on	the	capital	flows	into	South	Africa	as	well	as	the	value	of	the	Rand.

Even	with	the	change	in	rating	the	stock	market	continued	to	hit	new	highs,	only	selling	off	briefly	last	week	when	the	Iraq
crisis	heightened	with	the	rebels	taking	over	a	number	of	towns.		The	Rand	showed	some	weakness	during	the	month	but
most	of	it	was	at	the	beginning	of	the	month	after	the	negative	GDP	release	in	late	May.

The	other	big	news	 in	 the	 local	economy	was	 the	end	of	 the	platinum	sector	wage	strike	with	 the	parties	 finally	 reaching
agreement.		The	agreement	has	been	backdated	to	2013	with	the	employees	that	earn	below	R12	500	per	month	getting	a
R1	000	annual	increase	each	year	for	the	next	3	years	and	those	earning	above	R12	500	per	month	receiving	an	8%	annual
increase	 for	 the	 same	 period.	 	 Neither	 the	 companies	 nor	 the	 employees	 will	 make	 up	 the	 lost	 revenue	 or	 wages
respectively.		The	loss	to	employees	has	been	calculated	as	R10.6bn.		As	soon	as	one	strike	resolved	then	the	next	one
has	started	with	NUMSA	downing	their	tools	with	220	000	workers	going	on	strike.		This	will	impact	on	South	Africa’s	already
marginalised	automotive	sector	and	the	economy	in	general.

CPI	increased	to	6.6%	year	on	year	with	the	largest	monthly	increases	within	the	food	and	non-alcoholic	beverages	sector,
which	also	happens	to	be	the	biggest	sector	in	the	basket	of	goods.		Food	and	non-alcoholic	beverages	showed	an	8.8%
year	on	year	 increase.	 	The	 trade	deficit	did	narrow	 for	 the	month	 to	R6.5bn.	 	This	was	 largely	driven	by	a	decrease	 in
imports	of	vehicles	and	machinery.	

We	continue	to	caution	against	downside	risks	whilst	the	economy	remains	weak.		A	quick	resolution	of	the	NUMSA	strike
will	be	required	for	the	economy	to	return	to	some	stability.
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USING	OFFSHORE	INVESTMENTS	TO	DIVERSIFY	PORTFOLIOS

For	our	Product	 in	Focus	 this	month	we	 look	at	offshore	 investments	and	why	 they	should	be	 included	 in	any	 long	 term
strategy.

With	 the	Rand	depreciating	sharply,	against	 the	major	world	currencies,	over	 the	 last	couple	of	years	 to	 trade	at	all-time
lows,	many	South	African	investors	are	left	wondering	whether	or	not	to	invest	offshore;	and	if	so	how	much?

The	 main	 reason	 to	 invest	 offshore	 would	 be	 to	 diversify	 one’s	 portfolio.	 	 The	 local	 JSE	 all-share	 index	 is	 a	 very
concentrated	stock	exchange	dominated	by	a	handful	of	 large-cap	stocks,	many	of	which	are	commodity	stocks.	The	10
largest	companies	 listed	on	 the	 index	make	up	more	 than	half	of	 the	entire	value	 listed	on	 the	 index.	 	This	concentration
means	that	local	investment	performance	is	driven	by	the	returns	of	these	larger	shares.

In	the	World	Bank	analysis	of	Gross	Domestic	Product	(GDP)	conducted	in	2012,	South	Africa	dropped	to	the	2nd	largest
economy	in	Africa	and	the	29th	 largest	economy	in	 the	world.	 	When	analysing	this	against	 the	total	world	GDP	it	makes
interesting	reading	and	puts	into	context	how	small	a	part	of	the	world	economy	we	form.		South	African	GDP	for	2012	was
$384bn	however	this	only	makes	up	0.54%	of	the	entire	world	GDP	of	$71	697bn.
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By	investing	offshore	one	can	gain	exposure	to	the	other	99.46%	of	the	world.		A	further	aim	of	diversification	would	be	to
smooth	out	the	volatility	of	returns.		Different	countries	go	through	different	economic	cycles	at	different	times	and	one	can
reduce	 the	 impact	of	a	downswing	 in	one	by	balancing	 it	with	another	economic	profile.	 	South	Africa	has	always	been	a
country	whose	greatest	source	of	wealth	is	in	its	natural	resources.		Our	economy	is	thus	reliant	on	the	world	demand	for
these	resources.		When	demand	slows	down	then	all	aspects	of	our	economy	slow	down	including	for	the	suppliers	of	those
companies	and	the	retail	sector	where	individuals	spend	their	 income.		We	are	currently	experiencing	a	downswing	in	the
commodity	cycle,	with	inflation	increasing	thus	placing	pressure	on	the	consumer.		The	World	Bank	has	forecast	a	below
average	GDP	growth	rate	of	2%	for	South	Africa	for	2014	(Forecast	world	average	2.8%).

A	further	reason	to	diversify	would	be	to	reduce	currency	risk.	 	The	Rand	 is	a	very	volatile	currency,	mainly	due	to	how
efficient	our	 financial	markets	operate,	and	often	movements	 tend	 to	be	sudden	and	sharp.	 	South	Africa	 is	an	emerging
market	and	is	generally	viewed	by	investors	in	the	larger	economies	to	be	a	riskier	investment	than	their	own	markets.		The
risk	 is	 balanced	 by	 the	 returns	 that	 they	 can	 expect	 to	 achieve	 on	 South	 African	 investments.	 	 These	 are	 generally
considerably	higher	than	the	returns	they	get	in	their	markets.		The	result	of	this	is	that	when	confidence	is	high	they	make
large	 investments	 into	 emerging	 markets	 but	 when	 confidence	 is	 low	 they	 withdraw	 these	 investments.	 	 This	 can	 be
demonstrated	by	viewing	 the	performance	of	 the	Rand	against	 the	major	currencies	over	a	15	year	period.	 	When	 there
have	been	sell	offs	world-wide	we	have	found	that	investors	have	fled	to	“safety”	and	returned	to	the	developed	markets.	
The	 withdrawal	 of	 investment	 has	 placed	 the	 currency	 under	 pressure	 resulting	 in	 rapid	 depreciation	 in	 the	 Rand.	 	 As
confidence	 returns	 the	 reversal	 of	 the	 investment	 flow	 results	with	a	gradual	 appreciation	 in	 the	Rand.	 	Having	all	 one’s
investments	in	Rand	would	mean	that	if	the	Rand	weakens	your	assets	would	be	worth	less	in	terms	of	what	they	would	be
able	to	purchase.
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The	definition	of	diversification	as	contained	 in	Economics:	Principles	 in	Action	states	 that	diversification	means	 reducing
non-systematic	risk	by	investing	in	a	variety	of	assets.	If	the	asset	values	do	not	move	up	and	down	in	perfect	synchrony,	a
diversified	portfolio	will	have	less	risk	than	the	weighted	average	risk	of	its	constituent	assets,	and	often	less	risk	than	the
least	risky	of	its	constituent.		Diversification	is	practically	explained	with	the	proverb	-	“don’t	put	all	your	eggs	in	one	basket”.	
As	demonstrated	above	a	diversified	strategy	is	prudent	for	long	term	wealth	creation.

How	to	diversify	your	portfolio	with	offshore	exposure

1.	Direct	Investments

South	African	has	recently	relaxed	their	requirements	around	foreign	exchange	which	makes	it	far	easier	for	an	individual	to
invest	directly	offshore.		Individuals	can	now	utilise	their	annual	R1m	travel	allowance	per	year	to	make	investment,	without
having	to	obtain	tax	clearance.		In	addition	to	this	the	individual	receives	an	annual	R4m	investment	allowance	which	will	be
granted	upon	tax	clearance.		The	direct	investment	requires	the	investor	to	sell	their	Rand	and	purchase	a	foreign	currency
which	can	only	be	done	through	an	Authorised	Dealer.		The	individual	may	use	these	funds	to	invest	 in	any	asset	class.	
Returns	on	 these	 investments	can	be	kept	offshore	but	 the	 investment	needs	 to	be	accounted	 for	correctly	under	South
African	 residence	 based	 tax	 law.	 	 Many	 South	 African	 financial	 institutions	 have	 created	 endowment	 structures	 which
ensure	that	the	investor	receives	their	returns	with	all	the	necessary	taxes	already	paid.

2.	Rand	Swap	Funds	/	Feeder	Funds

These	are	local	funds	denominated	in	Rand	that	are	fully	invested	in	offshore	investments.		South	African	asset	managers
are	allowed	to	invest	up	to	35%	of	their	retail	investments	offshore.		As	a	result	of	the	exchange	control	allowance	many	of
the	asset	managers	have	created	unit	trust	funds	that	are	fully	exposed	to	offshore	assets.		The	individual	investor	invests
in	these	unit	trusts	locally	and	gets	exposure	to	the	performance	of	the	underlying	offshore	assets.		The	individual	does	not
need	to	utilise	any	of	their	allowances	to	invest	in	local	funds.		The	returns	on	these	investments	are	earned	in	South	Africa.	
Feeder	 funds	 introduce	an	additional	 level	of	cost	as	 they	are	often	solely	 invested	 in	one	offshore	domiciled	 fund	–	both
funds	have	costs	for	the	ultimate	investment.

3.	Retirement	Savings	/	Balanced	Funds

Retirement	savings	investments	need	to	comply	with	Prudential	Investment	guidelines	and	are	governed	by	regulation	28.	
This	 is	 designed	 to	 ensure	 that	 individual	 investors	 are	 not	 introducing	 unnecessary	 risk	 into	 their	 retirement	 savings.	
Regulation	 28	 has	 mandated	 maximum	 levels	 for	 asset	 classes	 to	 manage	 this	 risk.	 	 The	 mandated	 level	 on	 offshore
investments	is	up	to	a	maximum	of	25%	within	 in	a	retirement	savings	investment.		Balanced	Funds	were	created	by	the
South	African	asset	managers	to	comply	with	regulation	28	and	many	of	the	balanced	funds	are	currently	utilising	their	full
offshore	allowance.		An	investor	can	access	a	balanced	fund	through	retail	platforms	or	increase	their	exposure	through	the
use	of	contributions	to	retirement	savings,	which	has	increased	tax	benefits.

4.	Exchange	Traded	Funds

Some	 of	 the	 large	 financial	 institutions	 have	 created	 index	 tracking	 funds	 for	 offshore	 markets.	 	 These	 ETFs	 are	 Rand
denominated	but	priced	 in	 the	underlying	currency.	 	Returns	are	earned	 locally	but	dependent	on	 the	underlying	offshore
investments.		ETFs	are	often	a	cheaper	method	to	invest	but	are	passive	investments.		The	ETF’s	investments	will	mirror
the	breakdown	of	the	market	capitalisation	of	the	index	that	the	fund	is	tracking.		The	higher	a	share’s	weighting	in	the	index
the	great	the	exposure	that	the	ETF	will	have	to	it.		This	means	that	the	ETF	often	contains	more	of	the	expensive	shares
and	less	of	the	cheaper	ones.

5.	Rand	Hedges

The	 majority	 of	 the	 large-cap	 companies	 listed	 on	 the	 JSE	 derive	 significant	 portions	 of	 their	 revenue	 from	 offshore
markets.	 	By	 investing	 in	 these	companies	one	gets	exposure	 to	 their	 revenue	being	derived	 from	 the	 foreign	sources.	
There	are	also	companies	in	South	Africa	that	may	have	a	local	client	base	but	the	commodity	they	sell	is	priced	in	a	foreign
currency.		With	the	weakening	of	the	Rand	over	the	last	15	years	it	is	difficult	to	find	a	South	African	company	that	has	not
developed	an	offshore	source	of	 revenue.	 	 Investment	 into	 these	companies	could	be	done	 through	direct	 investing	 in	a
share	portfolio	or	through	investing	in	any	unit	trust	with	local	equity	exposure.

Determining	 the	 appropriate	 method	 to	 use	 would	 require	 detailed	 financial	 advice,	 with	 due	 consideration	 given	 to	 the
individual’s	 financial	position.	 	The	most	 important	 factor	 to	consider	 is	 that	a	South	African	 resident	will	have	many	 local
expenses	and	the	first	step	is	to	make	sure	that	there	is	enough	Rand	based	assets	and	income	to	meet	these	expenses.	
Many	of	these	different	offshore	investment	structures	can	provide	Rand	denominated	income	which	could	be	utilised.

When	to	invest	offshore

Many	 investors	would	already	have	offshore	exposure	 in	 their	 investments	without	 realising	 it.	 	The	question	 is	 thus	not
when	to	begin	investing	offshore	but	how	to	manage	the	amount	of	one’s	portfolio	that	is	diversified	offshore.

Individuals	 generally	 invest	 on	 an	 emotional	 basis	 and	 in	 2001	 there	 was	 a	 large	 movement	 of	 funds	 into	 offshore
investments	 because	 of	 the	 rapid	 Rand	 depreciation	 that	 occurred.	 	 What	 followed	 was	 a	 clear	 example	 of	 why
diversification	 is	 important	 as	 the	 Rand	 Dollar	 has	 yet	 to	 reach	 those	 lows	 and	 any	 investor	 that	 had	 moved	 into	 full
exposure	to	offshore	investments	in	2001	would	have	achieved	muted	returns	over	this	period.	

Over	 the	 last	2	years	 the	Rand	has	shown	a	more	gradual	weakening	and	whilst	 the	case	 for	moving	offshore	 is	not	as
overwhelming	right	now	as	 it	was	in	2011	there	 is	still	a	compelling	case	to	continue	to	 increase	offshore	exposure.	 	The
main	reason	for	this	would	be	the	fact	that	South	Africa	is	expected	to	grow	slower	than	the	rest	of	the	world.		Increasing
offshore	exposure	would	reduce	the	risk	of	being	fully	exposed	to	the	South	African	economy	where	we	see	rising	inflation,
interest	rates	and	slowing	growth.

Please	contact	Magwitch	 if	you	wish	 to	determine	whether	you	should	be	 looking	 to	 increase	your	offshore	exposure	as
there	is	not	a	standard	solution	that	suits	every	investor.
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Magwitch	Securities	is	a	Financial	Services	Broker	offering	the	following	products
as	a	comprehensive	financial	solution	to	both	individuals	and	businesses:
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• Employee	Benefits • Retirement	Planning • Money	Market

• Medical	Aid • Investment	Planning • Investments

• Risk	Benefits • Estate	Planning • Treasury	Management

• Short	Term	Insurance • Foreign	Exchange
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Magwitch	Securities	Proprietary	Limited	is	an	authorised	financial	services	provider,
registered	with	the	Financial	Services	Board	-	FSP	number	26829
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Disclaimer:	 Although	 every	 effort	 has	 been	 made	 to	 ensure	 the	 accuracy	 of	 the	 content	 of	 this	 newsletter,	 Magwitch
Securities	 (Pty)	 Ltd	 accepts	 no	 liability	 in	 respect	 of	 any	 errors	 or	 omissions	 contained	 herein.	 The	 contents	 of	 this
newsletter	cannot	be	construed	as	 financial	advice	and	does	not	confer	any	 rights	whatsoever,	enforceable	against	any
party	and	does	not	replace	any	legal	contract	or	policy	which	may	be	subject	to	terms	and	conditions.
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