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Special report

Offshore
Investing

@

Time for a strategy rethink

Greater opportunity set
and growth potential in
foreign markets are
outweighing the risks

@ The appetite for offshore
investments is muted right
now, with many local investors
adopting a wait-and-see ap-
proach to global markets given
the uncertainty that’s been
driven primarily by the Russia-
Ukraine war, rising inflation,
interest rate hikes and supply
chain issues.

‘While this may have been
the correct approach to take
earlier in the year, all indica-
tions are that local investors
looking at offshore markets
should be acting now, says
Wayne Sorour, head of sales
and distribution at Old Mutual
International.

“In the first six months of the
year, investors were right to
wait for markets to correct, but
knowing exactly where the
bottom is, is impossible,” says
Sorour.

“The markets have, to a
certain extent, shown signs of
houncing back, with the S&P
500 up about 10% recently,
so investors need to consider
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Wayne Sorour: Direct
investments offer
more flexibility than
feeder funds

dipping their toes back into
offshore markets.”

They should not wait for the
rand to strengthen as a cheap
market seldom correlates to a
cheap currency. “When the
rand strengthens, global mar-
kets typically correct at the
same time,” says Sorour.

Direct investments vs feeder
funds

There are a multitude of rea-
sons for investing offshore, di-
versification being the most
compelling one. “Typically, in-
vestors send their discretion-
ary income offshore, allowing
their local investments to meet
their local needs to avoid the
risk of currency volatility when
bringing money back to SA’
says Sorour.

He advises a direct invest-
ment rather than a rand-de-
nominated asset swap or feed-
er fund if the investor needs to
have money available in a spe-
cific jurisdiction, such as for
overseas tuition for children or
travelling abroad.

“Direct investments offer
more flexibility. However, if it's
only a small amount being in-
vested offshore, it makes more
sense to invest via a rand-de-
nominated unit trust fund as it
removes the hassle factor. Bear
in mind, however, that if in-
vesting via a feeder fund or an
asset swap, your money will be
paid out in SA in rand.”

There are advantages and
disadvantages to using feeder
funds, says Paul Marais, MD of
NFB Asset Management. An
advantage is that the offshore
investment capacity of the
business running the feeder
fund is used rather than that
of the investor, and that the
institution handles all the off-
shore capacity administration
issues, including obtaining tax

What it means: Now’s a

good time to dip your toes
back into offshore markets

clearance.

A disadvantage is that the
institution will charge in-
vestors for the privilege and
when the investment is ulti-
mately liquidated, the investor
receives the proceeds in rand.

Amendments to regulation
28 of the Pension Funds Act,
which increased the offshore
allocation to 45% up from 30%
(inrespect of retirement funds),
is evidence of the liberalisation
of the SA investment environ-
ment, rather than the feared
tightening, says Andrew
Brotchie, MD of Glacier Inter-
national, a specialist business
providing SA investors with
direct international investment
opportunities.

He says the amendment
aligns the Pension Funds Act
with the relative freedom
provided to individuals to in-
vest offshore.

“Interestingly, there haven't

heen strong calls from asset
managers for more than a 45%
offshore asset allocation at this
stage, suggesting that this al-
location provides significant
portfolio diversification poten-
tial in their view.

The amended offshore al-
location for pension funds will
potentially affect feeder funds,
he predicts.

“The expectation is that
husinesses would rather have
more flexibility in their pension
funds and forgo their feeder
funds. The market has changed
significantly since feeder funds
were first introduced. Con-
sider, for example, that it’s now
much easier to get money out
of SA, which means that the
structural case for feeder funds
is less urgent,” says Brotchie.

The case for offshore

Most experts suggest that at
least some of an investment
portfolio should be offshore
given that SA represents less
than 1% of global GDP, provi-
ding a small investment oppor-
tunity set and with relatively
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poor growth fundamentals
compared with many other
markets.

The local market provides
only limited opportunities: the
number of local listed equities
have declined significantly in
the past two decades, down by
about half on the JSE right now,
with many industries not ad-
equately represented com-
pared with the global market.
Factor in structural, economic
and political issues and it’s no
wonder investors are looking
offshore to diversify risk.

“Our clients are having con-
versations with us about SA’s
political climate, with requests
for safe havens offshore. Ulti-
mately, investors are looking to
invest in growth stories,” says
Brotchie.

“Last vear, investors found
growth locally but, to some ex-
tent, that was an anomaly as
previous years have provided
restricted growth. Investors
want to put their money to
work and if there is little
growth to be found locally, they

From abundance to scarcity
But it has been far from plain
sailing in global markets this
year. “It's been a tough year so
far for investors, with broad-
based declines across assets,”
says Clyde Rossouw, co-head
of quality at Ninety One.

“The equity sell-off has been
pretty indiscriminate, with few
places for investors to hide as
liquidity is withdrawn from the
world’s financial system.”

Some sectors, such as com-
modities, have benefited amid
the shift from abundance to
scarcity due to tighter financial
conditions and supply chain
disruptions. But the shift has
weighed more heavily on
others.

“Profitless technology com-
panies have been particularly
hard hit by the higher cost of
capital,” says Rossouw.

“These companies attracted
alot of free money hased on the
promise of returns some time
in the distant future, but had
little to show in terms of cash
flow. Those businesses are
now clearlv out of favour with

their share prices plunging as
borrowing costs rise and the
prospect of a recession
looms.”

Investors looking to invest
offshore should be targeting
companies that have earnings
and cash flow resilience and
avoid poor-quality cyclical
businesses with the most earn-
ings risks, such as those in the
energy, steel and shopping
spaces, advises Rossouw.

As commodity prices

Paul Marais:
How central
banks respond
to recessionary
risks will help
investors
determine
where to
deploy capital
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weaken and industrial activity
ehbs, he predicts the market
will rotate back to higher-qual-
ity companies.

“In a global market where
liquidity is scarce, it’s crucial to
consider businesses’ ability to
generate cash flows and profits
and whether companies need
access to capital, which is be-
coming more expensive. Free
cash flow yield is an important
indicator of how financially
stable a company is.”

Where to invest

How central banks respond to
recessionary risks will help in-
vestors determine where to
deploy capital, suggests
Marais.

“The US Federal Reserve, for
example, appears willing to
risk a recession to contain in-
flation. Interest rates there ap-
pear set to continue rising and
will in all likelihood remain el-
evated until inflation returns to
their target of 2% per annum.
For investors looking for a
First-World currency with
hioher interest rates diversific—
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ation into the US therefore ap-
pearsto be areasonable invest-
ment strategy.”

The tax implications

Any offshore investment port-
folio needs to factor in tax con-
siderations, advises Sorour.
Many countries, including the

Andrew Brotchie:
Ultimately, investors
are looking to invest
in growth stories
e .

US and the UK, require that
nonresidents pay inheritance
tax on assets, including prop-
erty and direct shares.

“The US, for example, im-
poses a 40% inheritance tax on
nonresidents for investments
valued at over $60,000, which
is why it’s important to struc-
ture offshore investments in a
vehicle that does not result in
higher tax or inheritance tax,”
he says.

“We're big proponents of
wrappers, an investment
vehicle that legally entrusts the
investment manager to handle
all the tax affairs of the invest-
ments, given that they are easy
to administer, don’t require
probate or an offshore will, and
aren’t subject to offshore tax.”

The impact of greylisting
The global anti-money laun-
dering body, Financial Action

Task Force (FATF), has high-
lighted deficiencies in SA’s
financial controls and said the
country will be placed on a
greylist unless sufficient initia-
tives are introduced to curb
money laundering, corruption
and terrorist financing.

In October 2021, the FATF
gave SA 18 months to introduce
the necessary measures allow-
ing it to prevent financial
crimes. The country needs to
have demonstrated progress in
addressing the deficiencies by
October 2022.

However, it was only in late
August 2022 that the National
Treasury announced a raft of
amendments to existing laws
to address illicit financial acti-
vity and submitted the amend-
ments to parliament.

The Treasury has conceded
that it won’t be easy to avoid
greylisting.

Clyde Rossouw: The
equity sell-off has

been pretty indis-
criminate
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“Should SA be greylisted it
won’t stop South Africans from
investing offshore, though
there will be more due dili-
gence required before any in-
vestment can be made, as well
as increased complexity,” says
Brotchie.

“The most significant impact
of a greylisting will be to negat-
ively affect sentiment, which is
likely to result in more in-
vestors wanting to take their
money offshore.”

Writer: Lynette Dicey
Sales: Lyn Hill




