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By Muitheri Wahome

 i n this winter 2021 edition, we look at the world 
of alternative investments. To many investors, 
alternative investments have a novel,  
“the-road-less-travelled” quality about them. 

As the assortment of articles shows, the term is a 
catch-all of sorts.  

The world of investments is dynamic, 
brimming with ideas, and investors are constantly 
grappling with the extent to which they should 
ride with the times – and break new 
ground or hold back the tide 
and stick with the tested and 
tried.  Today, alternative 
investments might 
refer to the volatile and 
untested forestry assets, 
cryptocurrencies, non-
fungible tokens (NFTs) 
which are unique digital 
assets with no tangible 
form, fine art, vintage 
whiskies and rare wines, as 
well as the more familiar products 
but still not yet mainstream or readily 
accessible to all investors such as impact 
funds, ESG funds, hedge funds and private equity.  

What we consider an alternative asset class or 
strategy or theme is constantly evolving. History 
shows that how and what we invest in shifts for a 
wide range of reasons, including changing investor 
attitudes to risk-taking, product innovation and 
marketing, strong investment returns, changing 
macroeconomic and political environments, and 
regulation. Indeed, greater familiarity and usage 
through time has enabled what we invest in today.

Sixty years ago, investment in equities 
may well have been considered alternative for 
institutional investors in South Africa and the 
US, who deliberately constructed conservative 
bond portfolios to meet their liabilities. Equity 
ownership was considered speculative, and 
regulation prescribed investment in bonds for the 
purpose of ensuring solvency and security. The 
worldwide institutional shift to greater risk-taking 
in the form of higher allocation to equities took 
place only gradually, spurred on by rising inflation, 
increasing academic research, and the search 

for real returns. In the 1960s, new equity unit 
trust-linked products soon became established 
as equities outperformed bonds, which offered 
artificially low interest rates, and are now 
considered mainstream investment products.   

Today, the search for additional return 
continues to draw investors to high-fee 
private equity, and private credit instruments. 
Regulation of hedge funds for institutional 

and retail investors aims to facilitate 
investment in this strategy for 

diversification. Mooted changes 
to pension fund Regulation 28 

to explicitly broaden access to 
infrastructure assets, which 
are touted for their inflation 
protection, have a broader 
aim to tackle the problem 
of ageing infrastructure 

and boost economic growth 
and employment. Derivatives 

are commonly used in funds 
to hedge and protect strategies 

and may not be what most of us think 
of as alternatives, but they remain unfamiliar 
to our readers. Many alternative investment 
products also offer the prospect of low correlation 
with other asset class return profiles, which 
is attractive in volatile economic times. It is 
important to note that one quality of many 
alternative investments is the general illiquidity 
of their underlying investments, i.e. these can be 
hard to convert easily into cash.

Of course, no matter how alluring the investment 
opportunity, there are no guarantees with respect to 
return. Although more commonly associated with 
institutional and professional investors, alternatives 
are increasingly available to anyone looking for non-
traditional investment opportunities. The important 
point, like with any investment, is to do one’s 
homework and clearly understand how it fits into 
one’s overall risk tolerance framework. ■

Muitheri Wahome is the founder and CEO of Asset Management 
Research Institute, a consulting practice focused on providing 
strategic advice to senior management and boards in the sector. She 
has a deep, longstanding interest in financial inclusion and in the 
history of the institutional investment industry and is the author of 
Building Capital, a History of Asset Management in South Africa.

An introduction to 
alternative investing
The world of investments is constantly evolving and with it, our interpretation of 
alternative investments.
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NARRATIVE

 h umans are meaning-making creatures. We see patterns 
where there are none; create inferences where there 
are only associations and distil intent where there is 
only coincidence. Making meaning is why we have both 

religion and science: two different fruits of the same tree. A tree we 
managed to climb down from to create the complex and  
interconnected world we live in today.

Investing and finance are as built on myth as any other part of 
human life. Money is a myth. We choose to exchange goods and 
services for pieces of paper, and these days, bits and bytes moving 
from my account to yours. Money has no intrinsic value 
beyond what we assigned it. That doesn’t make 
it any less useful. It makes our complex lives 
possible; and it is underpinned by a state 
who only accepts legal tender in exchange 
for our annual tax obligations. But at 
its heart, it is still a myth we have all 
agreed to believe in because it makes 
our lives easier.

How is this relevant to retail 
investing? Because when we look 
at these trends, there are underlying 
stories that keep recurring. Let’s start 
with a benign example, like exchange-
traded funds and the broader rise of 
passive investing.

At its most stringent and theoretical, 
passive investing is the rational response 
to a belief in the efficient market hypothesis. 
“If markets are efficient, all information is already 
in the price, and so expected alpha in the market is zero.” 
Although you don’t have to go this far to prefer passive investing. 
You may believe alpha (returns higher than the market) is possible, 
that there are inefficiencies, but predicting which asset manager will 
outperform is difficult, and therefore passive 
investing makes more sense. Or you could 
believe the costs of alpha make it untenable.

These might be why some professional 
investors favour passive investing, but is it 
what draws retail investors?

Maybe. However, there is also a powerful 
narrative behind passive and ETF trends. 
A narrative about the trustworthiness 
of financial intermediaries, about 
disillusionment with the financial establishment, and a belief that 
while doing it oneself may not be best, it may be the only option left in 
a world of financial crookery.

We see these stories amplified in the zanier developments of 
recent financial alternatives. In the GameStop debacle, it was easy for 
professional investors to snigger from the side lines about gullible retail 
investors wasting their life savings, saying that retail investors don’t 
understand markets or pricing or the role of hedge funds, or many other 
financial “tenets” – but I’d argue there was something deeper going on.

How stories influence investment questions
When we look at trends, there are underlying narratives that keep recurring and we need to consider them.

Behind the headlines was a story about the struggle of Main Street 
versus Wall Street. Of the disconnect between wealthy financiers and 
the retirees that can’t make ends meet. Of the chasm between those 
who have and have more – and those who always seem to be losing.

It’s easy to underestimate the power of stories. It may seem 
ridiculous to professional investors to stake one’s life savings based 
on a Robin Hood narrative. But people have died for narratives, all 
through history.

Another example is Bitcoin and its crypto-cousins. Commentators 
have been pointing out pitfalls in the cryptocurrency world for a while, and 

yet now states’ central banks are considering digital currencies.
Bitcoin has a powerful anarchic, anti-authoritarian 
narrative underpinning it. Plus, highly aspirational 

narratives. Of women being able to earn incomes 
in countries which disallow it. Of people in poor 

countries, with uncertain economic regimes, 
gaining a foundation on which to build. 

Does this mean you should invest in 
Bitcoin? Compelling as the stories are, 
they can be a deceptive basis for building 
wealth. Believing the current financial 
system has deep problems doesn’t entail 
that Bitcoin specifically will correct them. 

Yet that belief can propel people into an 
investment that feels more like a “vote” for 

change than a dry investment choice.
Whether Bitcoin becomes an incumbent 

currency will be affected by factors beyond the 
narrative propelling it. If it becomes more mainstream, it 

may even lose its value in that narrative.
This recurring narrative baked into retail investing trends has 

a life beyond any specific investment and its implications for the 
financial system are not yet clear. Although institutional investing 
drowns retail investing out, there are trends in motion that could 

threaten this world too. The boomers are 
retiring, withdrawing their funds from the 
market, Covid-19 upended the world of work, 
and employee benefits are being renegotiated. 
What happens if workers would rather be 
remote and flexible than have a company 
pension? And what happens if employers 
decide they quite like that idea too? 

When we get down to it, stories affect many 
investing questions. Which industry we believe 

has the best prospects. Which companies we believe are the best 
run. Which investment philosophy we favour. Professional and retail 
investors alike are trading on stories.

These stories say more about meta-trends than about the success 
or failure of a specific investment choice. Following these stories may 
not lead to your best investment, but they could clue you into where the 
system is going. Which is why these stories matter. If people are willing 
to invest money into a story, then it’s a story we need to heed. ■
Amy Power Jansen, CFA, leads Behavioural Solutions, Nedgroup Investments.Ph
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By Amy Power Jansen

These stories say more  
about meta-trends than about 

the success or failure of a 
specific investment choice. 
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PERSONAL FINANCE

 g rowing up I had a passion for 
listening to 80s pop music. 
But not everyone liked being 
part of the crowd and so 

“alternative music” was born and became a 
thing. It seemed so much “cooler” (80s slang) 
albeit a bit “darker” than pop as the artists 
brought out the wilder side of music. It was 
different and different somehow seems more 
exciting and mysterious, but different is not 
always properly understood or appreciated.

A little like today in the investment 
space, traditional run-of-the-mill investing 
is familiar to the crowd, but the appeal and 
mystery of alternative investments are 
certainly gaining traction.

The perception of alternative investments is 
that they tend to use complicated investment 
structures, calculations, methodology and 
assumptions and hence require much more 
understanding before venturing into this asset 
class. Things like derivatives, warrants, futures, 
contracts for difference, exchange-traded 
notes, and cryptocurrencies, to name but a few, 
are what typically pop into people’s minds when 
they consider “alternative investing”. 

My first exposure to an “alternative” 
investment was back in the 1990s 
when the company I worked 
for decided to put a hedge 
in place on their funds to 
protect losses for investors. 
Basically, like taking out 
insurance to protect against 
an “unforeseen event”, the 
hedge structure had an 
additional cost for investors 
but seemed to do its thing. The 
hedge worked and limited losses for 
investors at a time when stock markets fell.

Then I witnessed the other, less impressive 
side of the alternative investment space. 
Around the same time, a new investment fund 
was launched with a tonne of fancy structures, 
protections and mechanisms all geared to try 
and help prevent loss of money for investors.

Of course, markets tumbled and things 
“that were not supposed to happen” 
happened. When investors wanted to redeem 
their money and exit the fund, they were 
prevented as the fund had several liquidity 
issues and could not meet its liabilities. 

These days, with a perceived lack of 

Tiptoeing around alternative investments
Some tips to consider when going ‘alt’.

performance by traditional investments, the 
retail investor is getting increasing exposure 
to what is being classified as “alternative 
investments”. For many investors, the allure of 
alternative investments lies in the perception 
that one can make a lot more money in a much 
shorter time than through traditional investing. 
At a time of a global pandemic and high 
unemployment, it’s little wonder that investors 
are taken by reports of the speed and size of 
returns generated by alternative investments, 
but they seldom grasp all the risks involved.

As such, investors focus on the attention-
getting headlines highlighting the many scams 
and horror stories of people losing millions 
of rands (even billions) after venturing into 
alternative investments.

The travesty here is that the concept of 
“alternative investments” gets a particularly bad 
rep. Understandably, a lack of understanding 
of what kind of investments are included in 
this “hodgepodge” classification is problematic 
for separating the proverbial wheat from 
the chaff. In truth, we need to go back to our 
understanding of alternative investments as 
we defined it in the beginning of this edition: 
these are simply the introduction of new asset 

strategies and new asset classes into a 
more accessible space for investors. 

But now we need to start making 
some important distinctions in 
this aggregation of strategies. 

There is absolutely no doubt 
that several of these strategies 
on offer to the retail space 

are the product of what the 
economist Mariana Mazzucato 

terms “casino capitalism”. These are 
investment products that may or may 

not make money for the individual (as with 
gambling), that most decidedly make money 
for the financial services industry, and that add 
little true value in terms of using one’s savings 
to stimulate value in the broader economy.

But “alternative investment” products 
can play a vital role in society. ETFs, 
for example, were once thought of as 
“alternatives”. And yet by providing low-
cost, easy access to practically anyone with 
a bank account, they now make investing 
affordable to the masses. Section 12J 
funds were introduced to stimulate much-
needed retail investor support of small Ph
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By Gareth van Deventer 

entrepreneurial businesses or businesses 
with an impact agenda. The challenge for 
us as advisers and for retail investors is to 
know how to identify the difference between 
various dynamics. More importantly, how do 
we help investors understand what to expect 
when it comes to alternative investments.

Here then, are some useful tips to keep 
in mind to get off on the right foot:
l Is the investment regulated: What are your 

rights and are you protected if things go 
wrong?

l How liquid is the investment: How quickly 
can you get your money out or can you even 
get it out? What are reasonable expectations 
of time frames for investment?

l How tangible is the investment: Can you 
physically touch it or see it like a building or 
a company or does it exist in cyberspace like 
Bitcoin? 

l What kind of value does the investment 
provide and to whom?

l What is the upside vs the downside – don’t 
only focus on the returns but ask about the 
losses. Some alternative investments have 
generated returns of over 50% in a year only 
to follow it up the next year with a 100% loss.

l My general rule: If you don’t understand 
it, only invest a little in it. The more you 
understand, the more you can risk. 
Understanding applies to risk, not just return.

l And finally, if you want to gamble, just go to 
the casino. At least you can get a drink and 
entertainment there too. ■

Gareth van Deventer is the head of advice at OUTvest.

At a time of a global pandemic 
and high unemployment,  

it’s little wonder that investors 
are taken by reports of the 
speed and size of returns 
generated by alternative 

investments, but they seldom 
grasp all the risks involved.
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 i n the current environment of heightened uncertainty, investors 
are rethinking the traditional asset allocation strategies to diversify 
their portfolios and capture other sources of returns. Alternative 
investments play a valuable role in a diversified portfolio as they 

offer investors improved diversification because of low correlations 
with traditional asset classes, access to a wider menu of investment 
opportunities and the potential to generate an enhanced return – often 
while fulfilling a joint mandate of making a positive social impact. 

A broad distinction can be made between two families of alternative 
investments. The first refers to the long and short risk exposures as used 
by hedge funds on traditional publicly-traded financial assets. Hedge 
funds operate in public markets but use tools such as leverage (the ability 
to use borrowed capital to amplify returns) and short-selling (the ability 
to profit from falling share prices) to extract returns from public markets 
across equities, rates, credit, currencies and commodities. Their wider 
toolbox enables them to generate returns regardless of market direction, 
and these strategies tend to favour elevated levels of volatility. 

The second family of alternative investments exist for private assets 
such as private equity, private debt and real assets (which includes 
infrastructure and direct property). The market for these private assets 
is distinct from public markets along many dimensions. Although the 
underlying economic exposures of private and public investments may be 
quite similar, private assets are generally less liquid and more complex but 
give investors access to additional sources of return.  

While holding illiquid assets means the investor must be willing to 
forego the ability to dispose of the asset in the shorter term, the additional 
return that the investor will gain is what we refer to as the “illiquidity 
premium”. This premium is applicable across both traditional and 
alternative investments (see graph 1). 

There are many factors that determine an asset’s liquidity. Some 
assets, like large-cap stocks, can be traded within seconds, while 
corporate bonds may trade twice a year; and the average holding 
period for institutional property is a decade. Hedge funds plot in the 
middle of this continuum as the liquidity of these strategies tend 
to be a function of the underlying traditional assets in which they 
invest. As the holding period increases, so too does the expected 
liquidity premium. The red dots in graph 1 correspond to alternative 
investments, and these tend to access the less liquid opportunities but 
with the ability to generate much higher returns.

Private markets provide access to assets and income streams typically 
not available to investors, such as mid-sized growth businesses, long-
term infrastructure assets and investment strategies with a targeted 
social development focus. 

Private debt accesses the secured debt instruments, unsecured 
debt instruments and mezzanine funding instruments of an entity that 
are not traded on an exchange. These instruments can offer excellent 
yields and over different periods. Private equity provides a blended return 
across mezzanine, unsecured loan, preference share and unlisted equity 
instruments (see graph 2). 

Regulation 28 of the Pension Funds Act allows for pension fund 
investors to access the alternative investment strategies within defined 
limits. Investors complying with Regulation 28 currently may allocate 
up to a maximum of 15% to alternative investments with private equity 

Alternative assets – what and how?

and hedge funds limited to 10% each (within this, fund of funds have a 
maximum limit of 5%, and individual fund limits are set at 2.5%). Other 
alternatives are limited to 2.5%. Draft amendments to Regulation 28 
propose an increase to the limit for private equity to 15%, and the removal 
of the collective limit. The proposed amendments to the guidelines will 
enable greater investment in alternative strategies and enable investors to 
invest more widely in infrastructure via private equity.

For the retail investor, retail investor hedge funds are the most 
accessible alternative investments. These funds are regulated on the same 
basis as unit trusts and have more moderate minimum investments.

High minimum investment criteria and longer lock-ups (required to 
yield the benefit of the illiquidity premium) do make it difficult for retail 
investors to access the private market investment strategies directly. 
Investors seeking exposure to these strategies can access these through 
broader multi-asset portfolios and solutions. By balancing the alternatives 
allocation with exposure to traditional investments, investors can create 
resiliency for any set of market conditions and the investment case for 
them remains compelling. ■

Kamini Naidoo is a portfolio manager in the Alternatives Investment team at Momentum 
Alternative Investments.

By Kamini Naidoo

GRAPH 1: THE ILLIQUIDITY PREMIUM
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Balancing alternative with exposure to traditional investments can create resiliency for any market conditions.
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 e xchange-traded funds (ETFs) don’t fit comfortably into 
the alternative investments box because the majority of 
them invest in stocks or bonds on listed exchanges, which 
actually makes them pretty mainstream. However, lazy 

thinking and a comfort with large active managers in South Africa has 
meant they are still mostly used by big institutional investors, hedge 
funds and sometimes begrudgingly by stockbrokers to increase market 
exposure in private client stock portfolios.

What is an ETF? 
ETFs are collective investment schemes (CIS) which trade on a 
listed exchange. They usually track well-recognised and understood 
stock indices to allow investors to replicate this performance. They 
are extremely low cost, transparent and very liquid. They are well-
diversified, offer targeted asset exposure, and particularly in SA are 
hard to outperform over the longer term (less costs). 

An investor can choose which market, sector, or asset class they’d 
like to invest in because there will be an ETF which does exactly that. 
If you look further, you can even find ETFs that deliver risk-adjusted 
portfolios which are also Regulation 28-compliant, meaning they can 
be used for retirement fund investing. 

Investors in ETFs
Despite these “must-have” attributes, the largest SA ETF remains 
Absa’s NewGold ETF which tracks the gold spot price. This 
reinforces ETFs as alternative investments used 
mostly by institutional investors looking for easy 
commodity price exposure. Yes, there are a 
handful of die-hard gold bulls who hold 
NewGold through thick and thin, but we 
can hardly call them mainstream. The 
Satrix 40 ETF, which tracks the 40 
largest companies on the JSE by market 
capitalisation, is the second-largest ETF.

So, what is the hesitation in adoption? 
SA investors have been very spoilt by 
our active managers and the JSE for 
many years. Despite our economic and 
political woes, the JSE has delivered great 
performance. Added to this, nimble active 
managers in the past needed to just make a 
call between commodity stocks or industrials 
and if they got this right, they would usually 
outperform the JSE. These entrenched beliefs have 
made investors and advisers lazy. They haven’t had to look 
too hard to find (alternative) performance. 

It is also useful to remember that unit trusts were introduced 
in 1965 and only reached mass adoption in the early 1990s. As of 
March 2021, the unit trust industry in SA manages R2.87tr, of which 
only R73.6bn are held in ETFs (CIS). 

Many factors have forced investors to take notice of their 
investments, not least the disjoint in the SA market brought about 
by the likes of Naspers* (and its large weighting in the FTSE/JSE All 

It’s time for ETFs to become mainstream 
ETFs have been available in SA for over 20 years, but some investors are still hesitant to adopt them. 

Share index). In the past five to seven years, the SA stock market has 
underperformed to such an extent that even fixed-interest options 
easily trumped equity performance. This, coupled with a shift in 
focus to global investing, brought up the issues of fees, access, and 
performance. 

ETFs are the easiest way to invest in global indices for SA investors. 
There has also been a generational change in attitude to investing by 
younger investors who may have been frustrated by how their parents 
managed personal finances. They are now determined to become 
financially free through wealth creation. 

This has spurred a global investing frenzy as people chase “just 
run” stocks, cryptocurrencies and alternative ETFs promoted by social 
media traders and other influencers. Whilst many have burnt their 
fingers and their cash with this approach, it has highlighted the need 
for broad-based index trackers at low cost. And of course, the need for 
balanced investor education. This should really mark the entry of ETFs 
into mainstream investing. 

Easy access is changing mindsets
No- or low-cost, no-minimum trading platforms like EasyEquities 
and SatrixNOW have done a much-needed job of giving access to all 
investors. With the opportunity to invest any amount and being able 
to buy fractional shares on these platforms, retail investors have been 
encouraged to be more adventurous. Through this process they are 

learning the benefits of long-term, diversified portfolios and 
buy-and-hold strategies when investing. Simultaneously, 

these ETFs are teaching investors the difference 
between trading and investing.  

The next big move would be for financial 
advisers and private client portfolio 

managers to apply their minds to the 
benefits of ETFs in client portfolios. There 
still appears to be a slow take-up here, 
but some of the hesitancy may be around 
access. Linked investment service 
providers, which are the playground 
of financial advisers, have woken up 
to the fact that administering ETFs on 

their platforms for use in all products is 
imperative to give investors more choice. 

Now we just need advisers to believe in the 
merits of ETFs. 
Currently the JSE offers over 100 different 

exchange-traded products from many different 
providers with a combined market cap of over R130bn. 

Whilst this is still a drop in the ocean (the global exchange-traded 
product market is worth $8.7trn), it seems like the idea is taking hold. 
ETFs need to be part of mainstream investing because their benefits 
do outweigh their mystique. It is time to educate yourself and learn 
how to use them in your own and your clients’ portfolios. ■
*finweek is a publication of Media24, a subsidiary of Naspers.

Candice Paine is an independent financial adviser at PRFS (Personal Finance   
and Wealth Creation).Ph
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 p eople have traded commodities for millennia, long before the 
advent of formal financial exchanges. Amsterdam (notorious 
for the tulip mania) was one of the earliest formal  
commodities exchanges in the 16th century. Osaka, in 

Japan, was the first to trade commodity futures (rice) in the 17th century. 
A hundred years later, formal commodity futures exchanges began 

trading in the US (agricultural contracts on the US Chicago Board 
of Trade in 1848) and in England (metals on the London Metals 
Exchange in 1877). 

Commodities have been easily tradeable since the 1970s through 
a broad range of commodity futures. Since 2000, listed commodity 
derivatives such as exchange-traded funds (ETFs), exchange-traded 
notes (ETNs) and exchange-traded commodities (ETCs) have made 
the purchase and sale of individual commodities more easily accessible 
to all investors.

The driving rationale for investing in commodities is that it may be 
considered as a distinct “asset class” that has a unique risk premium 
which is not replicable by combining other asset classes. It has three 
attractive investment characteristics: it offers protection against inflation, 
diversification from other traditional asset classes, and finally, as the 
drivers of returns of individual commodities are fundamentally different it 
means that there is usually something that is “working” in this sector.

As commodities are typically inputs into the production 
of most goods, some of the changes in the inflation 
rate can be explained by the changes in commodity 
prices. The oil price shock of the 1970s was 
the most extreme example of this effect. The 
fundamental nature of the relationship between 
the price of inputs and the price of outputs 
makes this positive relationship between the 
two a reliable one over time (although there 
will be some variability in terms of the lagged 
effects of cost-price increases filtering through 
to consumer prices changes). This positive 
relationship between commodities and inflation 
in South Africa is clearly visible in the comparisons of 
rolling 12-month returns (see table 1).

Diversification is an important element of portfolio risk management. 
The greater the range of uncorrelated assets with positive returns 
included in a portfolio, the better the overall risk-adjusted performance. 
Commodities have excellent low, or even negative, correlations with 
other traditional asset classes. In addition, the differing natures of their 
underlying return drivers should provide investors with confidence that 
these correlations will remain low or negative into the future (see table 2). 

Sandra Gordon, a consulting economist, said: “Agricultural commodity 
prices are driven by the weather, energy prices by politics and metal 
prices by economics.” As summarised in the quote, there are significantly 
different drivers of returns in the broad commodity sectors of agriculture, 
energy and metals, which means that something in this asset class is 
usually increasing in value. 

Diversifying a portfolio 
through commodities
Managing a commodity holding in your portfolio is a specialist endeavour requiring skill. It has been done for centuries.

Many investors’ initial foray into commodities is through a passive 
exposure to either a single commodity or commodity-index ETF or ETN 
(which offers access to a diversified bundle of commodities). This is likely 
to lead to significant disappointment as indices for growth asset classes 
like equities are constructed in such a way that they have a Darwinian-
type of upward drift over time, but commodity indices do not. Weaker 
performers in an equity index are down-weighted (and then ultimately 
removed) and conversely, the better performers are up-weighted. This 

leads to an upward bias in the index level. By comparison, commodity 
indices have constant weights over time. As all individual 

commodity prices are cyclical but at different times, investors 
cannot expect a consistently positive real return over time by 

buying and holding a diversified commodity index.
Investors thus need to actively manage their 

commodity portfolios to realise the potential returns 
on offer from this asset class. Their portfolios require 
a conditional exposure to individual commodities. It 
should only have exposure to the constituents of the 

commodity basket that are trending upwards, but not 
when the opposite is happening. To maximise the benefit 

of investing in commodities, the investment process must 
also take risk management and loss control actively into 

account – that is one that minimises the probability and quantum 
of capital loss when individual commodities go through a bear market. 
It is a risk-managed exposure to a diversified portfolio of commodities 
that will realise the benefits of inflation hedging, diversification and 
absolute returns for investors from this asset class.

Finally, it is worth bearing in mind that this should be regarded 
as a specialist investment area. The administrative, logistical, 
regulatory, and fundamental differences from investing in equities 
or bonds strongly suggest that investors should strategically 
determine an allocation to commodities in their portfolios, and then 
look to a commodity specialist for the tactical implementation and 
management of this allocation. ■

Andy Pfaff is a multiple award-winning hedge fund manager and the CIO of Coherent  
Capital Management. Ph
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By Andy Pfaff

Period 1972 – 2021 2000 – 2021

Periods of rising inflation 20.3% 13.7%

Periods of falling inflation 2.8% -5.6%

Top40 Resi20 Bonds Property

BCOM 0.398 0.016 -0.377 -0.278

TABLE 1: ROLLING 12-MONTH RETURNS OF COMMODITIES 
RELATIVE TO SA INFLATIONARY PERIODS

TABLE 2: CORRELATION OF SA ASSET CLASSES WITH THE 
BLOOMBERG COMMODITY INDEX (BCOM) 2000-2021

SOURCE: Bloomberg Commodity Index in rand and SA CPI.

SOURCE: Bloomberg
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 w hen we use the term “alternative 
investments”, we generally think 
of them as investments that 
explore new asset classes, or 

employ complex derivative strategies or investment 
processes. But it has become clear that how we 
invest has a wide-ranging impact – touching on the 
environment, on society, on inequality, on governance 
– whether we do so intentionally or not. As such, a 
whole new category for investing is one that explores 
the opportunity to add value “intentional” outcomes 
for investors and generate far more than just good 
returns. “Investing for good”, “ESG”, or impact 
funds are just such investments. The more that 
investors understand these strategies, the more 
it becomes evident that this mindset must 
underpin conventional investing. This is why. 

Retail investors are often dazzled by 
investments or by asset managers with high 
short-run returns, only to find that the stellar 
performance fizzles out over the medium to 
long run. This is because these investments 
or asset managers, in some form or another, 
are not practising sustainable investment. They 
are likely investing in asset classes or in companies 
that, in some form or another, impact negatively on the 
environment, society or governance (ESG). They may 
make use of carbon-intensive production processes, 
which are likely to become obsolete or increasingly costly 
to maintain as the world moves to a greener energy mix. 
They may have exploitative labour practices, which are 
likely to result in difficulty in maintaining and retaining 
an effective and motivated workforce. Myopic or corrupt 
executives in the company may choose to pocket the 
lion’s share of any profit, neglecting to invest in the 
business and its people. Or these executives may actively 
“loot and pillage” the business, their dishonesty and 
corruption leaving the business in dire financial straits. 

Companies that fail to consider broader objectives 
and that are run with an “extract-and-exit” mindset, 
ultimately fail from the perspective of the collective. 
Executives and individuals (including shareholders) 
may initially profit, but the company will run itself out 
of business. Sustainability is essential. Sustainable 
investing is the key to ensuring that solid investment 
returns can be maintained in the long term. 

Given the size of their investments, retail investors 
typically have had less clout in affecting the decisions 
taken by the asset managers they invest with. But 
that is quickly changing, as regulators globally are 
increasingly demanding that these issues be given 
greater consideration by investment fund managers of 
all ilk. Initially, this was to mitigate against risk of poor 

How retail investors can invest for the good
Fran Troskie gives her take on sustainable investment for the man on the street.
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By Fran Troskie

governance, environmental damage, class action lawsuits. 
But it’s spreading even farther as investors demand more 
from their savings. 

In South Africa, retail investors are not without 
options. Despite their relative status as investment 
“minnows”, retail investors can also have an impact on 
sustainability and the E, the S and the G. As elsewhere, 
funds with an explicit ESG focus are coming to market 
in SA. Shari’ah funds, which have been in SA for some 
time, reflect a variation on this space by excluding stocks 
that are regarded as “sin stocks” and which potentially 
have a negative ESG impact. Now though, any number 

of asset managers are coming to the fore with their 
own ESG-labelled products and service providers 

such as Morningstar are making sure that all the 
funds they survey reflect an ESG rating on their 
portfolio. Other than investing in equity, retail 
investors can also look to other asset classes to 
“do good”.

The SA “green bond” market is relatively 
young, having been launched in 2017. Green 

bonds are fixed-income instruments that are 
specifically earmarked to raise capital for climate 

and environmental projects. JSE Green Bonds are 
earmarked to finance or refinance eligible green projects 

that have a positive environmental or climate benefit. At 
the end of 2020, the JSE had 12 green bonds listed. Now 
more than ever, the appetite for these types of sustainable 
investment vehicles is growing, and retail investors can 
take advantage as early movers.

But already the red flags (or green, in this case) 
are out. As often happens with good ideas, funds that 
purport to be “investing for good” may simply be paying 
lip service in their actual portfolio management practices. 
Greenwashing and greenwishing are two concepts that 
seem to be very much in evidence in the retail space. Just 
because a fund brochure can produce a high ESG rating, 
doesn’t mean that the fund is going to be impactful 
in any meaningful way or provide better returns. It all 
comes down to how effectively the portfolio manager can 
capture the potential added value of these strategies. 

But help is on the way. The CFA Institute has come out 
with a set of standards (to be finalised in November) that 
will stipulate which criteria need to be exhibited for a fund 
to claim that they are “sustainable” or “ESG-focused”. 
And a number of programmes are actively teaching 
asset managers how to manage assets better with this 
additional value proposition. It’s a complex problem, 
with some market participants feeling that there is an 
inevitable trade-off between “The Green” (dollars/rands) 
and being green. However, it is one that we need to learn 
about – our planet and people can’t afford our failure. ■
Fran Troskie is an investment research analyst at RisCura.
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 h earing the term “synthetic investments” for 
the first time will probably remind you of 
past structured products, or make you think 
of someone who lost money through geared 

exposure in a portfolio. 
To understand how to use synthetic investment 

instruments, it’s important for investors to get to grips 
with the mechanics of this investment option. When it 
comes to investments, synthetic instruments replicate 
the return of underlying investments, but the returns are 
created by using a combination of financial instruments, 
such as options or futures. To take it one step further, if 
a fund manager is trying to replicate a benchmark, he 
has two options. First, to purchase the physical stocks 
or underlying asset to replicate the benchmark or, 
second, to use synthetic exposure to replicate the 
benchmark. When used in their plain form they give 
access to the broader market without having to 
purchase the actual physical asset. 

In the modern investment world, synthetic 
exposure to underlying indices has paved the way for a 
new era in investment management. Certainly, in the 
past, derivatives were seen as an “alternative” means 
to managing money, but over the last few decades 
they have become more mainstream and incorporated 
in the daily management of funds globally. And in a 
cost-sensitive climate, fund managers all over the 
world are pressured into lower fees to accommodate 
a broader audience, while remaining on par with their 
peers. Synthetic exposure allows fund managers 
to reduce trading costs within funds, because 
investment ideas are more efficiently implemented. 
Although not exclusively, passive fund managers have 
had a strong preference for synthetic investment 
structures, as they allow them to gain access to 
the market in a simple way – without having to 
match the underlying exposures one for one. 

The simplified mechanics of a synthetic 
instrument are as follows: An instrument, 
in this instance a futures contract, is 
purchased. This contract is then listed 
on a stock exchange and traded freely. 
Regulation states that the cash committed 
to gain synthetic exposure must remain in 
a collateral holding account to ensure that 
the futures contract, which provides exposure 
to the market (in this example an equity index), 
isn’t geared (so it remains covered at all times). 
The synthetic market is designed to produce a return 
in line with the underlying reference asset (the index), 
which mitigates price arbitrage.

The pricing of futures contracts dictates that the 
change in the value of the contract plus the interest earned 

Synthetic investment options for retail
Investors require a good understanding of the mechanics of this investment option. 

on the collateral cash equals the change in the market.   
It begs the question why investors would take on 

this seemingly onerous process to eventually arrive 
back at a market return that could be achieved by 
purchasing physical stocks that replicate the index.

At Prescient Investment Management, we have been 
gaining synthetic exposure to underlying assets since we 
opened our doors in 1998. The reason for this is that we 
understand that simplistic synthetic exposure gives us 
an edge in gaining market exposure while reducing costs 
associated with the management of funds. 

By simply earning the average market return through 
synthetic investing positions a portfolio for success. Active 
stock pickers need to deviate from their benchmarks, 
making active calls on single stocks or sectors. These 
calls can often lead to significant underperformance. 
The graph shows the Asisa SA General Equity category 
average against the FTSE/JSE SWIX All Share Index and 

the FTSE/JSE All Share Index over the last 10 years. 
It illustrates that on average equity managers 

underperform equity benchmarks in SA after 
fees. A benchmark or passive return often 
results in a stronger return. 

How does this process apply to 
investments? Prescient uses the process 
of gaining synthetic market exposure to 
generate additional returns more than the 
index by applying a portable alpha strategy 
on a wide range of local and global indices. 

We have created these solutions to enhance 
what would previously have been a passive 

allocation. It is known that with an increasing 
drive to lower fees, passive funds are gaining 

traction, but similarly, produce returns below the 
benchmark due to fees. Our core equity process provides a 
solution by creating a passive plus portable alpha return. ■

Jason Hinton is a retail business development manager at Prescient 
Investment Management.Ph
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By Jason Hinton

FIVE-YEAR RETURN FOR DIFFERENT SA EQUITY BENCHMARKS  
(REBASED TO JULY 2016)

INVESTMENT
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 t he financial planning industry has been on a drive to 
professionalise over the best part of the past two decades. 
One catalyst for this has been the introduction of the Financial 
Advisory and Intermediary Services (FAIS) Act in 2002. This act 

regulates the rendering of financial advisory and intermediary services to 
clients. Its main objectives are to protect the interests of consumers and 
to professionalise the financial services industry. 

There is still a dearth of certified financial planners in South Africa, 
fewer than 4% of practising advisers are certified financial planners, so the 
process to professionalise the industry remains an ongoing one. 

Is there any evidence to suggest that this professionalisation is 
working for clients? One way to measure this on the investment side is 
to look at where clients’ funds are being invested. For too long financial 
advisers have largely been unit trust salespeople when it came to 
investments. The unit trust industry, with some justification, has grown 
exponentially since the turn of the century. 

In 1998 there was roughly R70bn invested in 190 funds. Today there 
is roughly R2.9tr invested across more than 1 400 funds. Since becoming 
a financial planner in 2008, I noticed that unit trusts tend to dominate 
client balance sheets from an investment perspective.

The rise of retail alternative investments
We started researching the alternative investment space 
in 2009 and found a dearth of opportunities. Many were 
still referring to exchange-traded funds as alternative 
investments, probably to scare advisers and investors away. 
We found a few private equity investments at OMIGSA 
and Momentum. We later witnessed the rise of section 
12J (S12J) investments after the regulatory changes in 
2014. In 2015 we saw the start of the process to transition 
hedge funds into a more regulated environment with the 
introduction of RIHFs (retail investor hedge funds) and 
QIHFs (qualified investor hedge funds). 

These offerings had limited success with retail hedge funds managing 
around R27bn in assets at the end of 2020, and S12J with around 
R11bn of assets by end-February 2021. In 2019, the SA Venture Capital 
Association (SAVCA) estimated the private equity industry in 
Southern Africa to be around R171bn in size. That is about 
the same size as the Allan Gray Balanced fund. Alternative 
investments have room to grow, especially if the retail 
investor starts to invest there in a meaningful way.

A practical example
At the end of 2017 we were concerned that multi-
asset funds were largely underperforming their 
inflation benchmarks over three- and five-year periods. 
In the low-equity space where funds typically chased 
returns of three percentage points above consumer price 
inflation, we had seen most funds underperforming. The same 
applied to medium- and high-equity funds against their respective 
benchmarks. We were seeing the situation where funds were performing 
largely in line with inflation targets, but once advice and administration 
fees were considered, clients were underperforming on average. 

A litmus test for the industry?
Researching an array of alternative investment options may boost client outcomes.

We decided to extend our search beyond the unit trust space. In 2018, 
we completed our due diligence on an interesting multi-asset retail hedge 
fund that had a benchmark of three percentage points above inflation. 
What caught our attention was the fact that it had a hurdle rate of three 
percentage points above inflation for the dreaded performance fee, an 
unusually fair pricing structure in the hedge fund space. It required that 

clients accept more risk in their portfolio, but the experience 
overall has been good. The graph shows the performance 
of the fund relative to the benchmark of three percentage 
points above inflation, and relative to the top-performing 
unit trust in the low-equity category over that period. 

We have subsequently added a second RIHF to our buy 
list with the better understanding we have developed for 
retail hedge funds over the period. It is a bit more expensive, 
but the search continues for more suitable alternatives. 

Mixed results from alternatives
S12J funds have been used as a tax planning option in the past few years 
before the sunset clause, but investors will be able to measure their overall 
effectiveness in the coming years as the five-year terms come to an end. 

The main risk then will be whether investors can exit at a decent 
price. Older vintages have done reasonably well. The 

experience of retail private equity investors has been 
mixed with early investors into 2006 to 2009 funds 
doing very well. Many of the funds since 2010 have 
performed below average at best. 

But mixed results are common with unit trust 
portfolios, so that shouldn’t be a deterrent for 
investors and advisers. Ultimately, alternative 

investments offer a broader range of options 
for clients to achieve their long-term investment 

objectives. The financial planning industry needs to 
catch up in a meaningful way if it is to be able to assist 

clients by incorporating these investments into client portfolios. 
This will require appropriate skills, the right licensing, and an open 
mind to look beyond the obvious. ■
Craig Gradidge is a CFP and co-founder of Gradidge-Mahura Investments.

In 1998 there was roughly 
R70bn invested in 190 funds. 

Today there is roughly 

R2.9tr 
invested across more  

than 1 400 funds.

Ph
ot

o: 
Ga

llo
/G

et
ty

 Im
ag

es

By Craig Gradidge

460

420

380

340

300

260

220

180

140

0

SOURCE: Morningstar

2007
20132010 201920142011 2017 20202008

20162009
2015 20182012 2021

  South African Multi-Asset Hedge Fund     CPI + 3%     Top-performing SA Multi-Asset Low-Equity Fund

Percentage
RETAIL HEDGE FUND VS  MULTI-ASSET LOW-EQUITY FUND



collective insight

finweek  6 August 2021     29 @finweek   finweek   finweekmagazine 

INVESTMENT

 u nlisted or alternative funds, including the various 
subsets of infrastructure and development and 
impact funds, have traditionally been unavailable 
to retail investors, other than some access 

to private equity (PE) funds by high-net-worth individuals 
(HNWI). The limitation of PE to HNWIs is partly because PE 
funds are generally perceived as riskier and more illiquid.

Yet a real opportunity is being missed – not only could 
the man on the street benefit from the robust, steady 
and non-correlated returns generated by infrastructure 
and development funds, but also the country could 
benefit enormously from the increased pool of capital 
needed to expand and repair critical infrastructure in the 
country and boost the economy.

Quite simply, opportunities need to be opened to 
retail investors. At this stage, according to Asisa’s fund 
classification, except for a few bonds and small-cap 
listed entities, there is no ready access to a broad basket 
of alternative investments.

It would appear then that the average retirement fund 
member can only really benefit from infrastructure and 
development investments if retirement funds themselves 
start to make use of the increased allocation enabled 
through the proposed changes to Regulation 28 of the 
Pension Funds Act, published in late February 2021.

There is a growing interest in this space, yet for many 
institutional investors it remains unfamiliar territory. 
Unfortunately, the extensive, indiscriminate damage 
caused to infrastructure during the current social 
unrest in the country runs the risk of dampening 
investor appetite. That is why the industry needs 
to start working hard at developing understanding 
of what unlisted credit and unlisted equity look 
like, as well as performance track records.

Given the groundswell for ESG investment, 
retirement fund members may well start questioning 
boards to report on the impact of investments. Many 
individuals – especially millennials – are increasingly keen to 
see the ESG impact of their retirement savings, be this into 
clean energy projects, affordable housing, fibre roll-out, small 
business development, food security or water and sanitation. 

Asset consultants also have a role to play through keeping 
trustees abreast of developments in the unlisted market and 
conducting and publishing more manager research in this area.

Why infrastructure and development? 
Generating a real return of 5% and above requires an 
allocation to risk assets, in particular equities. South African 
real-return- and multi-asset-class investors have seen that 

Let’s broaden the horizon for 
retail investors
Infrastructure and development funds are still largely inaccessible to retail investors. Regulatory change and 
innovative products could change this so that individuals can benefit from its robust and non-correlated returns.

this causes a high correlation of fund outcome to equity 
returns. The past five years are a case in point – an investor 
with a 50% allocation to SA equity would have been hard-
pressed to generate a consistently positive real return over 
this period. One approach to solving this problem is to 
include new asset classes into one’s investable universe that 
generate high real returns but offer a diversifying exposure to 
equities. It is not unusual for funds in the infrastructure and 
development space to deliver north of 15% per year.

Debt or equity?
Both equity and debt investments into infrastructure projects 
offer a potential solution.  

Infrastructure equity offers equity participation in projects 
but with stable long-term cash flows, suggesting a risk profile 
between that of bonds and traditional equity investments.  

Infrastructure debt offers long-duration, inflation-
linked debt exposure to high-quality credit issuers. While 
this type of exposure is dominated by sovereign issuers, 
infrastructure debt offers the opportunity to diversify the 
exposure to issuers.

Infrastructure projects are also generally high-quality 
investments given that they are highly inelastic or long-
term contractual demand; offer stable, predictable cash 
flow; have inflation-linked pricing power; have high upfront 

capital expenditure with low ongoing maintenance capital 
expenditure; and have regulatory or geographic barriers 

to competition.
SA, at less than 1% of total assets, lags other 

markets such as the US and Canada where pension 
funds typically allocate between 6% and 10% of total 
assets to infrastructure. 

Recognition of the need for and benefits of public 
and private sector partnerships to develop, fund 

and urgently implement shovel-ready infrastructure 
projects is growing. Through the proposed amendments 

to Regulation 28, government sees institutional investors as 
a key source of capital to fund the construction of much-
needed infrastructure.

To quote a recent report on infrastructure by Intellidex, 
radical interventions are needed if government is to meet its 
stated target of 23% of GDP for infrastructure spend by 2024 – 
15% by the public sector and 8% by the private sector.

Critical next steps are for asset consultants and asset 
managers to equip trustees with the tools and information 
to identify the top performers with a demonstrable track 
record in the often perceived as inaccessible world of unlisted 
investments before the rubber hits the road. ■

Kasief Isaacs is the senior investment principal at Mergence Investment Managers.Ph
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By Kasief Isaacs
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 t he South African financial markets are unsurpassed in Africa 
and rival those of many developed markets. However, over 
the past few decades, the SA financial markets have become 
stale. There has been a dearth of investable new listings on 

the JSE and capital markets remain dominated by sovereign bonds 
with limited credit. Notably, they have not kept up with developments 
and innovation that have manifested in other rival markets.

This has led institutional investors to seek out more 
innovative, growth and impact-oriented strategies 
in the unlisted capital market space. More 
importantly, the promise for SA’s much-needed 
job creation and market innovation lies 
much more in the small, micro and medium 
enterprises (SMME) space than it does in 
the mature markets represented by our 
large-cap, listed companies. 

Investors can look at the week of 12 
July and say: There is simply too much 
risk in supporting small businesses in SA. 
Or they can recognise that this presents 
a lifetime opportunity – if you want life to 
return to the SA economy, this is exactly where 
the funding will be needed most.  

For the retail investor, though, access to 
conventional private equity and venture capital funds 
is restricted through minimum investment size. The introduction 
of the Section 12J investment tax incentive in 2009 was intended 
to address this issue. It was a smart idea: here was a mechanism 
where SMMEs and start-ups could get access to 
much-needed capital and investors, in turn, could 
be compensated for taking on this higher level of 
risk by being incentivised through a tax reduction. 

The range of investment options available 
through various Section 12J Venture Capital 
Companies (VCC’s) was vast. The exposures that 
investors could access ranged from agriculture to 
technology, manufacturing, tourism, education 
and medical clinics. Investors could gain exposure 
to nascent industries such as medicinal cannabis 
or tech start-ups – activities and exposures not 
available on conventional platforms such as the JSE.

Yes, there would be risk. Venture capital funding 
has a notoriously high failure rate. In the early days, there would be 
an extremely low take-up rate amongst retail investors. But where 
investors did seem prepared to invest were in Section 12J property-
related ventures – an asset class that was well-understood by retail 
investors. As such, this vehicle became better known as “the property 
incentive” rather than a mechanism for SMME capital raising in 
general. It was also only towards the end of the period that Section 12J 
was open when various VCC’s created geared structures, which helped 

Should National Treasury rethink 
Section 12J investments?
There is not a better time to reintroduce the tax-incentivised venture capital funding structure than now.

Section 12J was  
a mechanism 

that could have 
been employed 
as a lifeline to 

struggling SMMEs.
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to mitigate the potential downside risk, that the mechanism began to 
gain traction in areas other than property.

But the damage had been done. National Treasury took the view 
that these types of property projects could be financed without a tax 
incentive of the nature of Section 12J. They assessed the tax loss to 
the fiscus from investors using the tax incentive against the potential 
gain in revenues through the new VCCs. Unfortunately, the investment 

timelines were not fully appreciated in this assessment in that the 
typical timeline for a venture capital fund could well extend 

to ten years or longer. Most Section 12J-funded projects 
had a much shorter timeline against which this 

criterion was measured. By the end of June of this 
year, National Treasury saw fit to shut the door on 
the Section 12J funding vehicle. 

The irony is that with the Covid-19-related 
restrictions imposed on the economy, the 
SMME sector had borne the biggest and most 
costly uncompensated burden. There are 
precious few effective capital raising options 

that are available to SMMEs. Section 12J was a 
mechanism that could have been employed as a 

lifeline to struggling SMMEs, as this enabled capital 
raising with a lower burden to provide collateral, a credit 

record and even a track record. Its withdrawal could not 
have been timed worse. 

The travesty is that the property-backed investment problem 
that so troubled National Treasury could have been effectively 
addressed without throwing the proverbial baby out with the bath 

water. A rethink of the model could have allowed 
for consideration for lifting some restrictions on 
previously forbidden investments such as alcohol-
related activities, given that this sector has borne 
an extraordinary burden above other sectors in 
Covid-19-related restrictions. Section 12J regulations 
could significantly ease the funding squeeze on 
small businesses operating in the high employment-
generating tourism sector, a sector critical to SA’s 
economic growth but totally decimated by Covid-19 
and potentially this latest crisis.  

All told, if ever there was a time for National Treasury 
to give a serious rethink for a potentially viable funding 
model, this is it – our darkest hour. We need to get 

those South Africans who still have access to wealth invested and 
committed to SA’s future – and not just heading to their financial 
adviser to find the fastest way to get their investments offshore. 
Solving SARS’s sensitivities towards these vehicles as simply tax-
avoidance schemes should not be difficult. But note that tax incentives 
are indeed what make investors take on the risk of a total loss – so this 
is not an unrealistic value proposition. Let’s just do it! And do it fast. ■
Chris Hart is an asset manager and executive chairman at Impact Investment Africa.
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SUSTAINABILITY

By Paul Marais and Mosa Manqindi

 a midst the current focus on environmental, 
social and governance (ESG) investing, 
the issues that are garnering less 
attention and comment include, amongst 

others, “greenwashing”, the moral imperative, an 
emergent focus on the social element of ESG, the 
surprisingly powerful role of the incumbents, and the 
hidden environmental cost. The acronym ESG is being 
used interchangeably with sustainability, the circular 
economy, and the UN’s principles of responsible 
investment, all of which have combined to widen an 
already exceptionally broad investment strategy. 

“Greenwashing”, the term given to the 
disinformation spread by organisations wishing 
to appear more ESG-friendly than they really are, 
has transformed from nefarious communication 
campaigns into the relatively obvious process of 
capitalising on the term ESG for simple economic 
gains. Investors need to dig deeper to ensure that 
the message companies are communicating is 
matched by truly transformational, real-world 
effects. Impact investing is the most recent 
example of this.

Those businesses taking advantage of ESG-
friendly capital have a responsibility to act in 
an ethical, transformative manner. At the same 
time, there is also an obligation being imposed 
on providers of that capital. Call it the “moral 
imperative”. If investors truly desire an ESG-
transformed planet, some of the costs of that may 
have to be borne by the investors themselves, 
either through higher taxes, an indirect form of 
ESG capital allocation or – arguably the least 
investor-directed – through higher risk or higher 
management costs. 

Higher risk is likely to result in many of these 
projects having longer time horizons and therefore 
more scope to go wrong. Higher management costs 
will be the result of an often commensurately higher 
analytical or research burden. 

Typically, investors seek to avoid all three 
of these effects when undertaking traditional 
investments. However, they may have to recognise 
the moral imperative of taking on these burdens if 
they wish to embrace ESG more fully and sooner.

After having been rather nebulous, the social 
element of ESG is becoming more well-defined. 
Clearly delineated examples of recent failures on 
the social score include the Facebook-Cambridge 

Analytica scandal and the sometimes predatory 
lending practices of banks serving the underbanked 
and low-income sectors. 

The surprisingly powerful role of the incumbents 
is a counter-narrative that we expect to see 
significantly more of in time. It’s easy to become 
enamoured with the Teslas of the world and to be 
disillusioned with the VWs of the world, particularly 
as the latter didn’t cover themselves in glory in terms 
of governance during Dieselgate. However, VW will 
highly likely be the world’s largest producer of electric 
vehicles as soon as 2023 and will have the income 
statement and balance sheet to implement changes 
on a scale not yet available to the likes of Tesla. 

In a similar vein, while BP failed miserably on the 
environmental front with the Deepwater Horizon 
oil spill, the company has the resources and the 
research and development capability to lead the 
world towards alternative carbon-neutral or even 
carbon-negative energy sources.

There is merit to the argument that the rapid 
development and, therefore, obsolescence of 
battery and solar technology is leading to a far 
deeper environmental crisis than is currently 
understood. It will be critical to look through the 
entire life cycle of strategies that may at first appear 
to be ESG-friendly but where not all consequences 
have been factored in. Interestingly, an old 
investment theme may come back into vogue: 
recycling, particularly the extraction of rare earth 
minerals from discarded products. The process 
of recycling, however, also needs to be carefully 
considered and ethically done. There is some risk 
that well-intentioned recycling programmes end up 
using exploitative labour practices, which solves an 
environmental issue but fails society.

While its intentions are well-placed, ESG investing 
is an emergent market discipline. It will likely overcome 
the higher risks and costs it currently faces and, having 
done so, will need to look deeper at the primary and 
secondary issues rather than relying only on the strong 
tailwinds it currently enjoys. If it can do this, the world 
and its inhabitants stand to benefit enormously.

For those investors considering ESG 
investments, good, independent financial advice is 
recommended. ■
editorial@finweek.co.za
Paul Marais is the managing director of NFB Asset Management.  
Mosa Manqindi is a research analyst at NFB Asset Management. 

Weighing up the real cost  
of ESG investing 
It will be critical to look through the entire life cycle of strategies that may at first appear to be  
ESG-friendly but where not all consequences have been factored in.
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technology is leading 
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environmental crisis 
than is currently 

understood.
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