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16 April 2010
The Chief Director of Financial Services
C/O Linda van Zyl
The National Treasury

Private Bag X115

Pretoria

0001

Fax: (012) 315 5206
Per e-mail: reg28@treasury.gov.za 
IRF Ref no: 1019
Dear Sir/Madam
INSTITUTE OF RETIREMENT FUNDS SOUTH AFRICA (IRF); SUBMISSION ON DRAFT REGULATION 28
We thank you for the opportunity to comment.
The Institute of Retirement Funds South Africa (IRF) is the coordinating body of the Retirement Fund Industry in South Africa and its main objective and focus is to represent retirement fund members and their funds (and trustees) on retirement fund issues.  
Therefore this submission endeavours to be representative of all tiers within the retirement funds industry.  Kindly find our submission attached.
Yours faithfully

Ruwaida Kassim 

Chief Executive Officer

Institute of Retirement Funds SA
Institute of Retirement Funds

Submission to National Treasury regarding draft Regulation 28 (hereinafter referred to as “Reg 28”) which was issued February 2010

1. Introduction
1.1 Limits-based vs. principles-based regulation
We note that draft Reg 28 is simply an update of limits contained in the current Reg 28.  We were under the impression that National Treasury was considering a principles-based approach to Reg 28, as contained in an undated draft R28_0508.doc available under “Publications” on the FSB’s website.  We believe that such a principles-based approach would better suit the wide variety of retirement funds in South Africa, which includes both DB and DC funds, as well as DC funds with member profiling.  Our concern is that funds will see the limits as an endorsement of safe investing.

1.2 Managing investment risks

We believe that maximum limits can deal adequately with concentration risk, credit risk and currency risk.  Reg 28 also deals with liquidity risk and volatility risk, although we believe these to be less significant for most retirement funds.  Unfortunately Reg 28 does little to address two of the most significant risks, being inflation risk (best mitigated by investing in “real” assets) and interest rate risk (best mitigated by investing in “matched” assets).  This may need further work.

1.3 Limits on “alternative” asset classes
The Current Reg 28 allows more than 50% of a fund to be exposed to alternative assets such as direct property (25%), unrated debt (25%) and unlisted equity (5%).  Draft Reg 28 has reduced this to about 25%, being direct property (25%), unrated debt (0%) and unlisted equity (0%).  We question the reasons behind this policy change given that many retirement funds benefit from “alternatives”.

We therefore suggest a limit significantly higher than 25%, spread more evenly between property, unrated debt, unlisted equity and “other” investments.  If the limits are to be reduced in any way, then a phasing-in period should be allowed, especially in the light of these “alternatives” often having limited liquidity.  Grandfathering could also be considered for “alternatives” purchased before 2010.

Specific comments

Reg 28(1) Foreign limits

One of the intentions of this paragraph should be to be establish overall prudential limits on investments outside of South Africa.  Given our opening comments on currency risk, this might be better phrased as prudential limits on investments “not denominated in Rands”.

There is some evidence that an optimal limit exceeds the 20% + 5% contained in current exchange controls.  Given the practical challenges of changing Reg 28 at short notice, it might be wiser to state that the registrar shall (from time to time) publish prudential limits on investments not denominated in Rands, and that exchange control limits may apply in addition to such prudential limits.

An alignment with the SARB’s definition of “foreign” and “African” seems best.  But one should question whether the intentions of exchange controls are the same.  Exchange controls are often concerned not with currency risk but with risks linked to capital flows.  So the registrar’s limits could for example be a simple maximum of 25% in instruments not denominated in Rands.

Attributing this 25% to specific items in Table 1 is confusing and appears to add little value.  Consideration should be given to removing both “currency” and “country” from Table 1.

Reg 28(2) Securities lending

We concur that securities lending should be primarily for the benefit of the retirement fund, and that counterparty exposures should be subject to the limits contained in Table 1.

Reg 28(3) Derivative instruments

We concur that the limits contained in Table 1 should apply to net positions (where derivatives are properly matched) and that shorting and leverage should not be allowed.

We would encourage further examination of our related submission on the FSB’s PF133.  Consideration should be given to allowing index derivatives, even if not 100% matched.  One could also consider whether limited exposure to regulated hedge funds should be allowed.  For example UCITS III CIS funds that have “expanded powers”, i.e. limited leverage.  These could be allowed under “other”, with the retirement fund electing to not apply look-through to such funds.

Reg 28(4) Member-level compliance

We concur that the limits of Reg 28 should apply both at fund and member level.  This ensures also that all members are given a fair and equal opportunity to invest “at the limit” so to speak.  Member-level compliance should however apply regardless of who has elected underlying assets.  For example it should also apply to member-level defaults, such as life-staging and target-dating.

Reg 28(5) Look-through of investment pools

We concur that assets held via policies and CIS funds are deemed assets of the fund, unless the retirement fund elects to obtain a Reg 28 certificate from the insurer or CIS manco.

· It is contended that this should apply to both linked and non-linked policies.  Non-linked policies might be practically difficult to look through, but the fund could always obtain a Reg 28 certificate from the insurer in those cases where look-though is impractical.

· It’s probably also best for this to apply to both listed and unlisted CIS funds.  Note that the majority of South African ETFs are simply listed CIS funds which are easily looked-through.

· Looking through foreign CIS funds might be a practical challenge, and funds could be given the option to “assume the worst”, for example assume maximum equity in the case of a balanced foreign CIS fund where exact asset allocation is not known.

· It’s unclear how to extend this to “any other investment product” other than via an anti-avoidance clause.  For example, where a fund intentionally attempts to block look-through via investments in a debt, equity or property instrument, such instrument will be looked through.

Reg 28(6) Borrowing

We concur that a fund should not borrow for the intention of making investments.

Reg 28(7) Exemptions

We once again concur that the registrar may issue exemptions from any part of Reg 28.  Given our previous comments on a principles-based Reg 28, we see this as a way for larger funds to request an overall exemption from the limits in favour of a principles-based investment policy statement.  For transparency and greater certainty within the industry, we request that Reg 28 should contain a list of example circumstances under which such exemptions would be granted.

2. Specific comments on Table 1

3.1
Limits on debt

As mentioned above, liquidity risk is probably not as significant a risk for retirement funds as it is for CIS funds.  So one could question whether retirement funds should have to focus on “assets in liquid form” as suggested.  It may be simpler to limit all debt instruments in a single table.

	Debt 
	Current 
	Draft 
	Comment 

	Sovereign 
	100/100 
	100/100 
	Consider a sovereign rating for non-RSA

	Rating 1 
	5/25 
	15/25 
	Consider 30/100 in line with CISCA limits

	Rating 2 
	5/25 
	10/20 
	Consider 20/100 in line with CISCA limits

	Rating 3 
	5/25 
	10/15 
	Consider 5/30 in line with CISCA limits

	Unrated 
	5/25 
	0/0 
	Consider 1/10 partly in line with CISCA foreign limits


Key:  x/y refers to a maximum of x% per issuer, together with a maximum of y% in aggregate.
We are concerned that limiting rating bands 1 and 2 in aggregate may force funds to hold rating band 3.  A 100% limit in aggregate would be in line with CISCA.  It is also unclear why per-issuer limits are in line with those of equity (15% and 10%) when the default risk of debt is much lower.  Limits of 30% and 20% would be in line with CISCA.  We have a further concern that 0/0 for unrated debt is overly prohibitive in the light of retirement funds being institutional investors.  

Overall, we feel that the additional requirement for debt to be listed is redundant.

3.2
Limits on equity

	Equities 
	Current 
	Draft 
	Comment 

	Large-cap listed 
	15/75 
	15/75 
	Draft R20bn boundary is roughly Top 40

	Mid-cap listed 
	10/75 
	10/75 
	Consider 10/50 which is partly in line with CISCA

	Small-cap listed
	10/75
	10/75
	Consider 5/25 which is partly in line with CISCA

	Unlisted 
	5/5 
	0/0 
	Consider 1/10 mitigating concentration risk


Key:  x/y refers to a maximum of x% per issuer, together with a maximum of y% in aggregate.
There is some evidence that an optimal limit for large-cap equity exceeds 75%, especially for younger members of member-level DC funds.  Consideration could be given to a 15/90 limit. 

We are concerned that 10/75 for small-cap listed equity does not sufficiently mitigate concentration risk.  At the same time, prohibiting unlisted equity might be overly prohibitive in the light of retirement funds being institutional investors.  Consideration could be given to 10/50 for mid-cap listed equity, 5/25 for small-cap listed equity and 1/10 for unlisted equity.

3.3
Limits on property

	Property 
	Current 
	Draft 
	Comment 

	Large-cap listed 
	5/25 
	0/0 
	Consider 15/25 which is partly in line with equity 

	Mid-cap listed
	5/25
	0/0
	Consider 10/25 which is partly in line with equity 

	Small-cap listed 
	5/25 
	0/0 
	Consider 5/25 which is partly in line with equity 

	Unlisted 
	5/25 
	5/25 
	Consider 5/10 mitigating liquidity risk


Key:  x/y refers to a maximum of x% per issuer, together with a maximum of y% in aggregate.
We are concerned that listed property is now being regarded as equity, allowing up to 75% exposure.  We are equally concerned that listed property can no longer be held in addition to 75% in equity.  For example, it might be prudent for a young DC member to invest 70% in equity plus 20% in property.  We are also concerned that 25% in aggregate for unlisted property does not sufficiently mitigate liquidity risk.  A limit of 5/10 might be more appropriate for direct physical property.

3.4
Limits on commodities

	Commodities 
	Current 
	Draft 
	Comment 

	Kruger Rands 
	10/10 
	5/5 
	Consider 5/10 mitigating concentration risk

	Other listed 
	0/0 
	0/0 
	Consider 5/10 mitigating concentration risk


Key:  x/y refers to a maximum of x% per issuer, together with a maximum of y% in aggregate.
We are concerned that listed commodities such as NewGold are now being regarded as equity, allowing up to 75% exposure.  We are equally concerned that listed commodities can no longer be held in addition to 75% in equity.  For example, it might be prudent for a young DC member to invest 70% in equity plus 10% in commodities.  We are also concerned that there is no specific allowance for Exchange Traded Commodities such as NewGold, which are a modern form of Kruger Rands.

Consideration should be given to a limit of 5/10 for commodities in general.

3.5
Limits on other investments

	Other 
	Current 
	Draft 
	Comment

	Other 
	2.5/2.5 
	2.5/2.5 
	Consider 1/10 mitigating concentration risk


Key:  x/y refers to a maximum of x% per issuer, together with a maximum of y% in aggregate.
As mentioned above, this might be the appropriate place for regulated hedge funds, where retirement funds choose not to look through such hedge funds.  Consideration should however be given to concentration risk, and 1/10 might be more appropriate than the current 2.5/2.5.

3.6
Limits on loans granted to members
Section 19(5) of the Pension Funds Act allows a registered retirement fund to grant a loan to a member for housing purposes either “ by way of investment of its funds or furnish of a guarantee in favour of a person other than the fund in respect of a loan granted by such other person to a member.”  The proposed limit of 95% as contemplated in item 7 of table 1 is a matter of great concern.  This limit is regarded excessive and would render a retirement fund merely a building society.  Even worse, it would closely resemble a micro lender as it is an open secret that section 19 (5) of the PFA is grossly abused by members for financial crisis funding.

Irrespective of whether direct loans are granted by the fund or guarantees are furnished by the fund to commercial banks for loans in terms of pension backed lending (PBL) schemes, such abuse is rife.  The National Credit Act does little if any to address this problem.  Alarming leakage of retirement savings will be eminent if a limit of 95% is allowed.  It is suggested that the limit be aligned with at least the one-third limit in section 19(5)(b)(iv).  (Although not relevant here, it is worth noting that the one-third limit referred to in section 19(5)(b)(iv) is a moving target when it gets to a defined contribution fund and to a certain extent also in the event of the defined benefit fund.)
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Some of the authors of this IRF submission were also authors of a similar submission from the Actuarial Society of South Africa.  Many of the Actuarial Society’s comments may therefore be repeated in this submission, and this is done with the permission of the authors.
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