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Dreaming of a Sovereign Wealth Fund

President Cyril Ramaphosa announced during his State of the Nation address in February 2020 that South Africa intends to establish a
Sovereign Wealth Fund. The immediate reaction has generally been very negative with most wondering how the country can possibly
afford it and how it can avoid the long tendrils of corruption. We take a closer look at what a Sovereign Wealth Fund actually is and
whether it makes sense for South Africa to consider it.

What is a Sovereign Wealth Fund (SWF)?

A SWF is a government-owned investment fund built up over time by cashflow from the country's reserves. Reserves are excess funds
that are saved for future investment into the economy or to benefit the population in some way. These excess reserves are generally
as a result of a budget surplus (i.e. tax receipts higher than government expenditure) or a trade surplus (i.e. when value of exports
exceed the value of imports), but can also be due to the privatisation of State Owned Enterprises (SOEs) or the revenue generated
from exporting a specific natural resource (e.g. oil).

Due to the fact that the SWF is built out of excess reserves and are not for meeting short term liabilities in a country, the funds
generally target longer term returns and can therefore invest in a range of risk assets (as opposed to any foreign exchange reserves
that are normally retained in highly liquid assets).

Many countries that have built successful SWFs have done so to diversify their government revenues in the future. There are many
countries whose revenue has been dominated by oil exports for many years with the revenue earned well in excess of what is needed
to meet spending needs. These excess revenues are then invested in alternate, non-oil related assets so that future revenue will come
from both their oil revenue but also the revenue derived from the investments in the SWF. The country is then diversified in terms of
revenue to mitigate to an extent the negative consequences of a drop in the oil price.

The properties of revenue from resources like oil and other commodities are precisely why SWFs often make sense: significant
volatility in resource prices, the unpredictability of extracting the commodity, and the fact that the resources are not renewable (i.e.
they do run out eventually).

Success story: Norwegian Sovereign Wealth Fund

The largest Sovereign Wealth Fund in the world has more than US$1trillion in assets under management. This translates to
approximately US$200,000 per Norwegian citizen. The fund owns about 1.3% of all global equities, as well as real estate and
fixed income instruments. It is funded by the revenues generated through the country's sea-based oil drilling. The fund pays
a portion of the gains out to the citizens as a dividend or uses it for incentives that would improve the country. A recent
example of this was providing monetary incentives for the purchase of electric cars.
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What is driving the ANC government to establish a SWF?

The motivation for a SWF can be tracked back to the 1950s when the ANC and its allies adopted the Freedom Charter, effectively
agreeing that the country's wealth, land and mineral deposits should be owned and shared by all the people. The creation of a SWF is
a long-standing ANC resolution that has just never been implemented.

The party line has been that a SWF would be established as a means to "preserve and grow the country", which would give "practical
meaning to the injunction that the people shall share in the country's wealth".

In essence, the view is that historically the wealth generated by South Africa's mineral deposits (especially during commodity super
cycles) has been enjoyed by the few rather than the population at large. To be clear, it is not referring to nationalisation of the mines,
it refers to excess government revenue generated through for example mining royalties or windfall taxes when commodity prices are
high. The SWF is one of the ways in which excess revenues generated by the country's significant remaining mineral deposits could be
used to build the country for future generations. That is the theory.

Finance minister Tito Mboweni stated: "There are a variety of possible funding sources such as the proceeds of spectrum allocation,
petroleum, gas or mineral rights royalties, the sale of noncore assets, future fiscal surpluses and money we set aside". He indicated
that the initial target capital for the fund was R30bn. Treasury are busy conducting a feasibility study and no timeline has yet been
confirmed for the establishment of Fund.

Mboweni stated that a SWF was an important long-term tool for saving and investment for future generations. "We must learn to
save during the good times, and a fund can play an important role as a countercyclical fiscal tool," he said. He said the fund would
ensure that SA "continues to invest in the future generations of this country in a fiscally prudent manner". What are the challenges
with a SWF?

The most significant concern with SWFs around the world has been a lack of transparency. Political influence has in many cases driven
the selection of investments and implementation has been riddled with corporate governance issues and corruption. Where an
investment is not selected entirely on merit but rather as a result of political influence or fraud or corruption, it is fairly obvious to the
rational mind that the investment outcome will be worse.

A notable exception to this has been the Norwegian SWF, where all decision making is done by an outsourced, professional business
with an independent board and political/government interference is virtually non-existent. In our opinion, this goes a long way to
explaining why it has also been the most successful. Basically, the investment and management of the funds is left to external experts
with a clear mandate, and the government then decides how to optimally spend the proceeds from these investments.

All the transparency concerns lead to some of the world's main SWFs meeting in Chile in September 2008 under the leadership of the
IMF. A working group from the summit then drafted the 24 Santiago Principles, a set of international standards regarding
transparency, accountability and independence in how SWFs operate.

A second concern is the sheer size and importance of some of the SWF and the potential they have to influence asset prices and
markets. The PIC in South Africa is an example of a government owned fund that owns such a large proportion of the equity market
that any decision they make can and does move prices. This can be detrimental if those managing the SWF don't exercise their duty of
care when trading.
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Does a SWF make sense for South Africa?

For a country with significant mineral wealth and potential offshore gas discoveries, it theoretically makes sense to establish a SWF to
put aside excess revenues from these sources during the boom years to help build the country for future generations. In our opinion,
the theory behind establishing a SWF makes a lot of sense. But there are a few hurdles that need to be overcome to ensure it is
beneficial, including:

The country's current financial situation: Government (and SOE) debt levels are relatively high and rising quickly given
our current fiscal trajectory (and that was before the impact of the coronavirus). The country is not growing, we have record
levels of unemployment and a bloated civil service. All point to every spare cent being needed to fund existing expenditure
and reduce debt (rather than build a future fund). There are no "excess" funds available and any outsized revenues in the
short term should all be used to reduce the debt burden. So, if a SWF does make sense, it is certainly not in the short to
medium term.
Government's ability to deliver: Given the last decade of corruption and general government failure on delivery, the
public's trust is justifiably low. This is highlighted by the mismanagement and corruption being revealed at the Public
Investment Corporation, the state-owned investment firm. Should we be giving President Ramaphosa more time to deal with
corruption at all levels of government and should we be giving the NPA under Shamila Batohi more time to ensure the
corrupt end up behind bars. It will be very interesting to watch how the Solidarity Fund set up to help fight Covid-19 is
managed. The president was at pains to point out that it will be managed independently with clear oversight and
transparency in a public-private partnership. The hope is that if it is managed properly, a degree of confidence could return.
But at the moment, it is a huge ask to think that the fund could be set up such that it is managed independently of political
influence and corruption.

In summary, we believe that a SWF makes a lot of sense in theory and could be a very effective vehicle for managing windfalls like
commodity price spikes, but there is a need to build the country's trust that it can be managed effectively and a material issue related
to the timing of its introduction (especially now with the impact of COVID-19).
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Fundhouse is a leading investment adviser specialising in fund research, ratings and portfolio construction services.
We help clients manage investments on behalf of the end investor. Our experienced team understands the
complexities of the fund management world. We apply this knowledge alongside a client first mindset to improve
the outcome for the end investor.

Fundhouse was founded in 2007 by professionals from the investment management industry. We currently operate
from offices in the United Kingdom and South Africa, where we cover the local and global fund industry first hand.
Our business is 100% independent and owner managed which means we can offer objective advice and services in
the best interests of our clients.
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