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EXECUTIVE SUMMARY'

The pension sector in South African is highly developed, with total assets under management
amounting to almost 100% of GDP. The main elements of the system comprise: an older-persons
grant (the main source of income for 75% of the elderly); the fully funded defined benefit pension
scheme for the public sector (GEPF) — which makes tup 40% of total pension system assets, is the
largest fund in the Sub-Sharan African region, and one of the top 20 funds globally; and a
fragmented market of voluntary pension schemes covering approximately 50% of employees in the
private sector.

The Financial Services Conduct Authority (FSCA) is responsible for the oversight of the sector,
with the legal and regulatory framework and supervisory approach requiring updating for the
authority to be able to fulfill its new market conduct role. The main legislation governing the
sector is the Pensions Fund Act, which, though complying with high-level principles of international
good practice, has many gaps, particularly in areas of market conduct. The forthcoming Conduct of
Financial Institutions (COFI) Bill and Conduct of Business Standards should address many of these
and give the FSCA the powers to transition from a compliance to a more active conduct oversight
role — which is much needed.

Mismanagement of pension assets has occurred in the past due to governance weaknesses of
both public and private pension funds. Challenges are in part due to the structure of the industry
— with governance weaknesses stemming from large commercial providers not always acting under
their fiduciary duties, and smaller funds facing administrative challenges. Regulatory oversight has
been seen as 'hands off’, relying on external parties such as auditors and whistleblowers to raise
problems.

Whether to direct pension assets to particular types of investment is an open debate, which is
having an impact on confidence in the sector. The large size of the pension assets, though
positive in terms of fiscal prudence and domestic capital market stability, also raises governance
challenges around potential political interference - witnessed by the recent problems with the Public
Investment Corporation (PIC). Whether to ‘prescribe’ pension asset investment into key areas of
national need, including the power utility Eskom, is currently a live debate. How to manage the
considerable amount of unclaimed benefits is also open to discussion.

Low coverage rates and adequacy of pension benefits are fundamental challenges with the
South African pension system which need to be addressed. The issue of coverage particularly
impacts informal sector workers. Adequacy challenges in the form of the low replacement rate stem
largely from the lack of preservation of pension benefits, which can be accessed when before
retirement when changing employment.

' This Technical Note has been prepared by Fiona Stewart, Lead Financial Sector Specialist, WBG.
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Recommended reforms focus on updating the regulatory and supervisory framework for the
sector, including a focus on improvements in governance and oversight of transactions,
particularly for the main government scheme. The outstanding legislation supporting the FSCA
needs to be passed. This will help support the FSCA to update their supervisory approach, with a
greater focus on the governance of pension funds and oversight of investments.

Structural changes within the industry are also needed. These include consideration of
establishing schemes which are dedicated towards serving the needs of small employers and
informal sector workers. The governance of the main public sector pension fund and its main asset
manager also need to be reviewed in light of recent challenges.

Finally, prescribing the use of pension assets is not recommended, but further focus on the
social and environmental impact of their investments should be supported. This could be
implemented via creating regulation for unlisted assets and impact investing. Legal support for
directing unclaimed pension benefits to social bonds/ investments could also be explored.
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Recommendation Responsible | Time?
authority

Regulatory Framework & Supervisory Oversight

Appoint permanent Commissioner NT I

Expedite passage of the COFI Bill NT/ FSCA I

Publish Conduct of Business Standards FSCA ST

Engage in further training + capacity building on market conduct supervision FSCA I

Extend scope of FSCA oversight to all pension funds NT/ FSCA I

Clarify the role of PA in terms of prudent oversight of pension fund and transfer FSCA/ PA MT

responsibilities

Upgrade FSCA ICT and reporting systems FSCA ST

Require quarterly investment reports statements from all pension funds FSCA ST

Identify and include higher risk investment instruments and transaction types in FSCA ST

risk-based supervision methodology

Standardize valuation and ensure suitable investment vehicles are available for FSCA ST

unlisted investments

Consider separation of umbrella fund pensions from life insurance company FSCA MT

balance sheets

Develop an enforcement pyramid to inform dialogue with and explain new FSCA I

approach to industry stakeholders:

Coverage & Adequacy

Consider auto-enrolment into a pension scheme for all formal sector employees NT MT

Consider establishment of non-profit umbrella pension fund to support auto- NT MT

enrolment and / or small scheme convergence

Conduct research into establishment of suitable investment administration NT MT

platform and design for a dedicated pension scheme for informal sector workers

Develop proposals for partial preservation of benefits FSCA/ NT ST

Include minimum and escalating contribution rates into default regulations FSCA ST

Review the efficiency of the pension taxation regime NT ST

Governance & Costs

Improve trustee training FSCA ST

Strengthen independent trustees FSCA ST

Improve fee transparency and reporting — including FSCA benchmarking data FSCA I

Consider introduction of (declining) fee caps for some pension products FSCA MT

Improve GEPF/ PIC Governance

GEPF to review its investment mandates GEPF

2 1|-Immediate” is within one year; “ST-short-term” is 1-3 years; “MT-medium-term” is 3-5 years.
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Recommendation Responsible | Time?
authority

Gradually allow increased offshore allocation by GEPF as macroeconomic NT MT

conditions permit

PIC Memorandum of Incorporation and Act should be amended to strengthen NT I

governance arrangements - avoiding appointment of political appointees as

Chairman of Board and having the Board choosing the CEO.

PIC should undertake a benchmarking of investment practice & processes and PIC/ FSCA

update ICT systems

Encourage Impact Investing

Avoid prescription of assets within pension fund investment regulations NT / FSCA I

Introduce infrastructure asset class into Regulation 28 and provide guidance FSCA ST

Consider creating investment structure for unlisted investments FSCA MT

Include impact investing into reporting framework and provide guidance FSCA ST

Create central unclaimed pension benefits fund to invest in impact/ social bonds + NT MT

fund solidarity pension contributions for low income/ informal sector workers
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SECTOR BACKGROUND

1. Pension sector in South Africa is highly developed. Total pension assets amount to
almost 100% of GDP, which is one of the highest non-OECD countries, and indeed is large even
by standards of more developed economies (see Figure 1).

Figure 1: Pension Fund Assets % GDP Selected Non-OECD Countries (2018)

Pension Fund AUM % GDP Selected Non-OECD Countries 2018
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2. The pension system consists of the following elements:

e Older Persons Grant which is non-contributory and paid to those over aged 60 on a
means tested basis.* An increase to a minimum monthly payment of R 1860 was
announced in the 2020 Budget Speech. The grant is the main source of income for
75% of the elderly in the country — noting that 44% of those over 65 live in poverty?®.

3 http://www.oecd.org/finance/private-pensions/pensionmarketsinfocus.htm

4Grant payable to individuals who have not earnt more than R78 120(~ US$ 5,000) or with assets of less than R1115
400 (~ US $70,000)

> file:///C:/Users/wb437888/OneDrive%20-%20WBG/Africa/South%20Africa/FSAP/The-Bottom-Line.pdf



http://www.oecd.org/finance/private-pensions/pensionmarketsinfocus.htm
file:///C:/Users/wb437888/OneDrive%20-%20WBG/Africa/South%20Africa/FSAP/The-Bottom-Line.pdf
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e Government Employees Pension Fund (GEPF), a fully funded®, defined benefit (DB)
scheme, covering 1.7 million public servants (civil servants, teachers, policy military
etc.). The scheme’s assets amount to R1.8 trillion (approximately USD $120 billion),
which amount to 40% of total pension assets in South Africa or 30% of GDP, making
it by far the largest pension fund in the African region and one of the top 20 funds
globally. A state-owned asset manager, the Public Investment Corporation (PIC),
manages 87% of the GEPF funds.

e Voluntary pension funds’, covering around 11 million active members and 6 million
retirees / beneficiaries. Together with the GEPF members, approximately two-thirds of
the formal labour force are members of a pension fund.® The market is extremely
fragmented, with over 5,000 licensed pension funds (though only around one-quarter
have active members) — including standalone employer funds, provident
funds,”umbrella’ (multi-employer) funds, and individual retirement products (known
as retirement annuities). During the 1990s, a shift took place with funds changing from
DB to defined contribution (DC) arrangements in order to give members more control
of fund assets and surpluses. As regulatory and governance requirements for the
funds were raised from around 1998, many of the smaller funds joined umbrella
arrangements in order to reduce administrative burdens and costs and gain
economies of scale.® Approximately 90% of the funds are now DC. Assets amount to

6 Employees contribute 7.5% of salaries to the scheme, with government as employer currently contributing 16%.
Annual contributions amount to approximately R 75 billion a year, with around R 94 billion paid out in benefits. The
March 2018 actuarial valuation shows that the fund assets cover 108% of its liabilities. A reserve to cover estimated
increases in liability (mortality and investment risk and in increasing in indexation of benefits) is currently 75% covered.
The FSAP team did not undertake a full review of the funding position of the scheme.

"Employers or industry groups (including unions under ‘bargaining council agreements’) may establish a plan on a
voluntary basis, but it may be mandatory for individual employees or group members to join the scheme. The Minister
of Labour also has the power to issue ‘sector determinations’ under the ‘Basic Conditions of Employment’ Act, whereby
employers in specific industries (e.g. contract cleaning, security guards) are required to enroll employees in specified
positions in specific occupational retirement funds.

8 The figure is an estimate as there is inevitably some element of ‘double counting’ with individual being members
of more than one scheme. See FSCA 2019 Annual Report.

9 Provident funds differ from pension funds in that benefits are paid as a lump sum, whilst two-thirds of pension
fund benefits must be paid out as an income stream (above a threshold of approximately R247,500). After some
delay, this requirement is expected to be harmonized from March 2021, with provident funds also having to payout
some form of annuity (either a guaranteed or life time annuity, or a ‘living annuity’, which is a type of programmed
withdrawal). Retirement annuity funds, which are retail, individual pension products, must use at least two-thirds
of retirement capital to pay pensions.

10 There have been challenges around the deregistration and consolidation of funds. Over 6,500 funds were cancelled
as part of the cancellation project led by the FSB between 2007-2013. Around 1,500 are currently active, including over
700 umbrella funds. file:///C:/Users/wb437888/0OneDrive%20-%20WBG/Africa/South%20Africa/FSAP/The-Bottom-

Line.pdf
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R2.5trillion, with the top 10 funds representing 30% of the total, and the top 50 around
two-thirds."

Figure 2 Current Structure of Pension System in South Africa (highlighted in red)

Zero pillar: mandatory, public poverty
alleviation/basic income focus

First pillar: mandatory, public contributory with
consumption smoothing and basic income focus

Second pillar: mandatory private, income
replacement Defined Contribution / Defined Benefit

Third pillar: voluntary private, Defined Benefit
Souorfces / or Defined Contribution

retirement
income

financial sector inclusion)

Financial Assets: (bank balance, unit trusts,
long-term insurance)

Housing: Source of consumption and
(potentially) investment — (inc role of Prov Funds)

Physical assets: e.g. gold and jewellery
Family transfers

\ Fourth Pillar (part of an integrated view of

Labour Income and own-consumption:
‘Boundary blurring between work and retirement to
remove artificial end to working life

Source: World Bank

3. The Financial Sector Conduct Authority (FSCA) now regulates and oversees the
pension sector. Supervisory oversight of all pension funds transferred from the Financial Services
Board (FSB) to the FSCA when the conduct regulator was established under the ‘Twin Peaks'
system in 2018 through the Financial Sector Regulation Act (FSR) of 2017. As most pension funds
are DC in nature, conduct issues predominate. However, an agreement was made that the FSCA
will continue to exercise powers of the Prudential Authority (PA) — also established under the FSR
- for a period of at least three years. Once the transfer takes place, the PA could largely be
responsible for DB funds, given that DC funds do not necessarily raise prudential issues, or at
least to the same extent as DB funds'?. Several public pension funds established under their own
Acts — notably the GEPF — are not supervised by FSCA. However, the management of these funds

" See FSCA 2019 Annual Report and 2017 Registrar of Pension Funds Annual Report — available on FSCA website
www.fsca.co.za

12 The exact roles of the PA vs. FSCA in relation to the pension sector are not as yet defined. The PA can be expected
to focus on ‘financial soundness and costs’ (which is how the 2017 Registrar of Pension Funds Annual Report outlines
the scope of prudential supervision). A DB fund subject to PA regulation must at all times be ‘financially sound’ -i.e.
aggregate assets of the fund must not be less than 90% aggregate value of its liabilities. Unless exempted (which is
the case for almost all DC schemes), funds are subject to statutory actuarial valuation at intervals not exceeding three
years submitted to the FSCA. Valuations are required to be performed in accordance with the Standards of Actuarial
Practice and Advisory Practice Notes published by the Actuarial Society of South Africa.

10
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largely follows the legislative and regulatory framework for the sector on a voluntary basis. These
funds will be brought under the remit of the FSCA once the new legislative structure is in place
(with amendments to the Pension Funds Act or introduction in the COFI Bill — see below).

4. A review of the pension legal and regulatory framework in South Africa shows broad
compliance with international standards - but at a high level. The primary legislation governing
pension funds remains the Pension Fund Act (PFA) of 1956 (latest amendments 2014). When
compared with the 'OECD Core Principles of Private Pension Regulation’- the main benchmark used
to review the legal framework for pension systems — most of the high-level principles are met. These
include key areas such as governance, investment management, plan design, disclosure, supervision,
funding, portability and wind-up.’® However, the legislative framework is of a high level, with more
detailed regulations called for in the Act but which have never been promulgated (e.g. investment
related issues such as the use of derivatives and valuation standards).

5. The main gaps in the regulatory framework are around market conduct issues which will
be addressed either through the Conduct of Financial Institutions (COFI) Bill and/or FSCA
standards. Though the Financial Sector Regulation Act (9 of 2017) promotes the fair treatment of
financial customers, and provides the regulatory framework to issue conduct standards, sector
specific gaps still need to be addressed. Issues include conduct standards for trustees (such as
definition of skills and training requirements), reporting and disclosure, and fees and charges. The
COFI Bill will also provide product level regulation (e.g. on umbrella funds) which is needed for a
market such as South Africa which has such a diverse range of pension provisioning. The National
Treasury (NT) published the draft COFI Bill in December 2018, with comments invited until April 2019.
The Bill was opened for public consultation at the end of September is expected to be tabled in
Parliament early 2021. The FSCA are working on accompanying Conduct of Business Standards which
may also be used to address these outstanding gaps.

6. The FSCA holds typical powers under the current legislative framework, which will
be further extended under the COFI Bill and /or urgent amendments to the PFA. The FSCA
currently has the adequate powers outlined by the International Organisation of Pension
Supervisors (IOPS) in their Principles of Private Pension Supervision.* These include regulation
addressing:

e the licensing conditions for funds, fund administrators and custodians of fund assets and
the power to approve or reject rule amendments and to wind up funds;

e power to require individuals not considered ‘fit and proper; to act as trustees or principal
officers to vacate their offices’;

13 http://www.oecd.org/daf/fin/private-pensions/Core-Principles-Private-Pension-Regulation.pdf

4 http://www.iopsweb.org/principlesquidelines/IOPS-principles-private-pension-supervision.pdf
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e power to monitor and supervise compliance by the board of a fund with its duties and to
ensure that the fund is financially sound and complies with investment regulation;

e the information required to be given by an employer to a fund and by a fund to its
members fund members and regulatory reporting requirements;

e the minimum rates at which interest must be paid to funds in respect of arrear
contributions;

e the criteria by which the financial soundness’ of a fund will be measured.

The FSCA 2018/2019 Annual Report notes that the COFI Bill will strengthen the FSCA further,
giving "extensive powers to investigate and to take far reaching corrective and where necessary,
disciplinary action across every facet of lifecycle of a financial product and across every permutation
of financial advice".

7. The FSCA conducts both on-site and off-site investigation of pension funds, though
a risk-based supervision model, which is currently being updated. The current risk-based
supervision model was developed by the FSB, and is currently being updated to reflect the FSCA's
new mandate and approach.' Off-site supervision consists of, among other things, reviewing
annual financial statements and reports on triennial actuarial valuations, approving or rejecting
schemes for the transfers of assets and liabilities between funds and other entities, and
supervising the winding up of a part or the whole of the business of a fund. On-site inspections
focus on risk categories including business risk, prudential risk (e.g. solvency, cashflow, liquidity, credit,
investment), governance risk (board, corporate governance, culture, complains, internal audit), and
operational risks (IT, regulatory risk).’® On-site visits and investigations are made on a regulator
rotating basis, according to scoring of the risk-based model and additionally at the prompting
by whistle-blowing reports — made by members of the public/ fund or in compliance with
statutory duties imposed on board members, administrators and others. These have increased
since an amendment to the PFA in 2014 made such disclosures subject to confidentiality and
protection. If irregularities are detected, the FSCA may:

e issue directives compelling non-compliant persons or entities to act or refrain from
acting in specified ways;
e impose administrative penalties, withdraw licenses and require persons to vacate

specified positions in relation to regulated entities; and

15> The current model is based on those of the Australian and Canadian regulator. A description of the FSB's risk-based
supervision approach is available as part of the IOPS Risk-based Supervision
http://www.iopsweb.org/rbstoolkit/SOUTH-AFRICA.pdf

16 Further details are available via the IOPS case study — noting that the model and approach are currently under review
and being updated to reflect the new FSCA mandate.
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e apply to a court for orders placing regulated entities under statutory management,

curatorship or in liquidation.

8. Pension funds are overseen by boards of trustees, with all persons authorized to
exercise discretion on behalf of a pension fund and owe fiduciary duties to both the fund
and member. Under the PFA each fund is required to have a ‘Board of Trustees’ (consisting of
50/50 employer/employee representation) and a Principle Officer. The Board is responsible for
the administration and investment of the funds' assets. Some funds are licensed to ’self-
administer’ their operations, whilst most outsource this function to pension fund administration
companies licensed by the FSCA. Around 40% of funds (20% of assets) are managed by a contract
with a life-insurance company. Trustee Boards may also delegate investment decisions to asset
management companies. Pension consultants are influential in the country, advising many
smaller funds on their strategic asset allocation as well as helping to draft mandates for and select
external asset managers. Mandates are usually awarded on a ‘balanced’ basis, covering multiple
asset classes. Some of the duties of the boards of the funds are codified in the PFA, while others
are to be found in the fund’s rules and in common law. The PFA states that, among other things,
they must ensure that the fund complies with the PFA, other applicable law and its rules, and
must: "’

e act with care, diligence and in good faith;

e avoid conflicts between their interests and their duties to the fund;

e protect the interests of the fund’'s members in terms of its rules;

e treat members impartially;

e ensure that members are given adequate and appropriate information;

e employ proper control systems; and

o take expert advice on matters in relation to which they do not have the required

expertise.

9. Investment of pension fund portfolios must comply with PFA Regulation 28 which
sets asset class and other considerations and offer default options to their members. Table
1 provides details on asset class limits. Since March 2019, pension funds have also been required
to establish default funds, for investments, preservation and annuitization. The guidance on what
type of fund may constitute a default is high-level and principles-based, with the FSCA stating
that it must be "not excessively complex or unreasonably expensive.” In addition, members of all
funds must have access to retirement benefits counselling before making any decisions, and the
risks and costs of the options which the member has must be disclosed and explained in clear

Yhttp://financialregulationjournal.co.za/2020/02/13/pensions-retirement-plans-in-south-africa/
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and understandable language’. In line with international experience, the vast majority of fund
members in South Africa do not exercise their choice and are in the default investment fund,
which is generally either a conservative / balanced or increasingly a life-cycle fund (gradually
reducing exposure to risky assets as individuals approach retirement age).

10.  Regulation 28 also requires consideration of Environmental, Social and Governance
(ESG) factors to be included in a pension fund’s investment policy. The definition of fiduciary
duty outlined in Regulation 28 states that “prudent investing should give consideration to any
factor which may materially affect the sustainable long-term investment of a fund’s assets, including
factors of an environmental, social and governance character.” Further guidance for funds was
produced by industry under the ‘Responsible Investment and Ownership’ guide, issued in 2013%.
The FSCA issued a Guidance Note in 2019 outlining how a retirement fund’s investment policy
statement must comply with Regulation 28 requirements and the regulator's expectations
regarding disclosure and reporting.?’ The FSCA guidance is in line with the IOPS ‘Supervisory
Guidelines on the Integration of ESG Factors in the Investment and Risk Management of Pension
Funds’ which were issued in 2019.>

11. Disputes between members and their fund are referred to Pension Funds
Adjudicator. This office was established in terms of the PFA to provide a no-cost and accessible
means for the resolution of disputes between fund members and their funds, their administrators
and, in relation to the exercise by employers of their powers in terms of the funds' rules, also their
employers. There are numerous disputes referred to the Pension Funds Adjudicator concerning
maladministration, poor record-keeping and the computation of benefits, failures by funds to
collect contributions due by employers and the allocation among dependents and nominees of
deceased members of shares of lump-sum benefits then payable. Small, self-administered funds
are particularly prone to such administration problems.

Bhttps://www.fsca.co.za/Regulatory%20Frameworks/Guidance%20Notes/Guidance%20Notice%208%200f%202018.pd
f

19 http://sustainablereturns.org.za/downloads/RIO-Guide.pdf

20 FSCA COMMUNICATION 1 OF 2019 (PFA)
https://www.fsca.co.za/Regulatory%20Frameworks/Temp/FSCA%20Communication%201%200f%202019%20(PFA).pdf

21 http://www.iopsweb.org/IOPS-Supervisory-guidelines-integration-ESG-factors.pdf
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KEY CHALLENGES

A. Regulatory risk and Supervisory Oversight

12. In light of previous cases of mismanagement of pension assets, the FSCA's
regulatory approach needs to change significantly from a compliance to conduct
supervisor. An over-riding issue with the financial sector in South Africa is the mis-match
between the regulatory approach and the level of financial market development in the country.
South Africa comes from Anglo-Saxon, ‘principles-based’ regulatory approach, relying more on
market signals and following up on breaches rather than the more structured regulatory
approach of, for example, Latin American countries. The nature of the pension system dictates
this to some extent, given the voluntary, occupational-based nature of the system, rather than
one involving mandatory, individual accounts. However, the level of market development is very
mixed, ranging from international leading financial firms, to small providers with a lack of
experience. The supervisory approach is therefore not entirely well matched to the sector. This
has led to some large commercial providers not always acting in their fiduciary duty towards
pension fund members (e.g. cases involving levying many and varied fees in a non-transparent
manner), whilst some smaller, standalone funds are plagued by poor administration, which also
does not serve their members well.

13.  The FSCA’s approach is also not always consistent or well understood - despite a
good deal of consultation and communication with the sector. For example, strict compliance
with Regulation 28 asset class limits is applied on the one hand, whilst allowing great leeway
though a principles-based approach to other issues.?” The FSCA team also spend a large amount
of time addressing process and administration problems (non-remittance of contributions,
payment of benefits etc.). External parties, including auditors and whistleblower have been relied
on (with insufficient oversight) to raise investment related concerns, rather than these being
picked up during inspections.

14.  The FSCA recognize that their approach will have to change in line with their new
mandate as a conduct-based regulator. As the 2019 Annual Report notes of their change in
status: "It also dictates a change in approach from the FSB's traditional compliance driven model
to a proactive, pre-emptive, risk-based and outcomes-focused model. The scale of change is
significant, impacting on how the FSCA is structured, resourced and skilled, and how regulatory
and supervision frameworks are designed to enable the entity to deliver on its mandate and so
build confidence in the financial services sector.” That said, market feedback is that the transition
from the FSB to the FSCA has been rather slow compared with the PA. The FSCA is still under a
transitional management team, with the Ministry of Finance having been due to appoint a
permanent Commissioner since April 2018.

22 For example, Regulation 28 stipulates that ‘A fund may invest in derivatives investments subject to conditions
prescribed’ — yet such prescriptions have never been promulgated leaving investment practices wide open.
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15.  One area of weakness is the oversight of transactions, which has led to high-profile
cases of mismanagement of pension fund assets, and it is even more essential given market
conditions. Several high-profile cases for pension fund mismanagement have led to some
deterioration of confidence in the sector? — which could be challenged further as market
conditions become more challenging. Under the previous investment environment, with strong
returns from the local stock market, investors did not have a strong incentive to diversify into
broader range of alternative assets to search for yield. However, with the economy and markets
facing more challenging conditions — coupled with the push to impact investing - diversification
into alternative, real assets is likely to rise. The FSCA as a market conduct regulator therefore
needs to get ahead of this trend and increase oversight of investments and transactions.

16.  The role of FSCA vs. PA will need clarifying. Coordination with other regulators in
general, and the PA in particularly, are not posing problems for the pension team given they
maintain authority over the sector for a transition period, and few new licenses are being granted
in the pension sector. Greater coordination will be required once responsibility for DB funding is
largely transferred to the PA in future.

B. Coverage

17. The pension sector in South Africa faces challenges in terms of coverage and
adequacy. Taking the Mercer Melbourne Global Pension Index - which rates the pension system
of 37 countries using over 40 indicators grouped into 3 sub-categories of Adequacy (40%),
Sustainability (35%) and Integrity (25%) — scored the South African system with a 'C' grade,
ranking the country 26 out of 37 on its 2019 ratings (see Figure 3). The system scores well for
regulation ('‘B+'). As outlined above, the current legal and regulatory framework is in broadly in
line with international standards and will be strengthened further with the passing of the COFI
Bill and /or amendments to the PFA. However, the system fares poorly on the key adequacy and
coverage ratings (both’ D).

2 These include cases related to FCSA institutions such as the PIC, as well as non-regulated pension funds such as
Transnet. The Report of the Judicial Commission of Inquiry into Allegations of Impropriety at the Public Investment
Corporation is available via the National Treasury’'s website
http://www.treasury.gov.za/Re.port%200f%20the%20PIC%20Commission.pdf

For background on Transnet see https://www.occrp.org/en/investigations/south-african-investment-firm-looted-
pension-fund-with-insider-information
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Figure 3: Mercer Melbourne Global Pension Index 2019
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18.  Coverage of formal sector workers is reasonable comprehensive- partly stemming
from generous tax incentives for pension savings. Coverage levels of formal sector workers in
South Africa are reasonably high, with around two-thirds being members of a pension plan.? This
relatively high level of coverage for employed workers is driven in large part by the limited level
of support provided by the public pension, old-age grant (Figure 4 shows the strong relationship
between public pension rates and private pension coverage). Tax breaks for pension savings are
also relatively generous in South Africa. The taxation system for pensions in South Africa operates
on an Exempt, Exempt, Tax (EET) basis. with tax breaks on contributions, investment income, and
benefits taxed, though at beneficial rates. Contributions made by all types of retirement savings
in total are tax deductible up to a 27.5% of salary or R 350,000 annual ceiling. The first R500,000
lump sum payment is received tax free — assuming no earlier withdrawals have been made from
the fund.? Even so, still only around half of employers offer their workers access to a pension
plan and access before retirement of pension savings is significant. Given pension coverage is
predominantly amongst higher income workers, and that preservation issues are a problem for

24 https://info.mercer.com/rs/521-DEV-513/images/MMGPI|%202019%20Full%20Report.pdf

2511 million out of 16.4 employed https://www.gov.za/speeches/quarterly-labour-11-feb-2020-0000

26 Any amount above that is taxed at 18%. If the withdrawal exceeds R660 000, a tax rate of 27% applies on anything
that exceeds R660 000 and 36% on anything withdrawn above R990 000.
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the pension system, the fiscal cost, fairness and efficiency of the pension taxation regime should
be further reviewed.?”

Figure 4: Private Pension Coverage vs. Public Pension Levels OECD Countries
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19.  The main coverage challenge stems from the fact that the informal sector workforce
in the country has no access to pension savings The greater challenge — which is common to
the region —is the informal sector workforce (comprising approximately one-third of the working
age population) have no access to formal pension savings plans and are reliant on the old age
grant. The high unemployment rate compounds the problem.

20. Outstanding proposals relating to Comprehensive Social Security reform could have
a significant impact on the current pension system unless carefully designed. Discussions
around the establishment of a National Social Security fund (NSSF) to which all employees would
be required to belong and contribute (with lower paid workers subsidized by the State) and
receive a DB pension remain outstanding.?® If introduced, these reforms could have a significant
impact on the existing occupational pension fund industry, risking crowding out and the closure
of voluntary schemes as employers select to pay only into the mandatory fund. The design of any
mandatory scheme should be carefully aligned with the near-universal, old age grant (see Figures
5+6).%°

27 The OECD has done extensive work on pension taxation issues, including international benchmarking — see the
following links for further details; https://www.oecd.org/daf/fin/private-pensions/Tax-treatment-of-retirement-
savings-Policy-Brief-1.pdf http://www.oecd.org/pensions/Stocktaking-Tax-Treatment-Pensions-OECD-EU.pdf

28A discussion paper was released at National Economic Development and Labour Council (NEDLAC) in 2016 and
research on the topic is still on-going https://www.gov.za/speeches/government-releases-comprehensive-social-
security-discussion-paper-nedlac-25-nov-2016-0000

2% A more comprehensive review of the social protection framework, including the level and means testing mechanism
for the Older Persons Grant, is beyond the scope of this FSAP review.
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Figures 5+6: Design of Multi-Pillar Pension System (without integration post reform)
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C. Adequacy

21.  The other major challenge for the pension system in the country is the low level of
pension replacement rate *' even for those who are members of a pension fund. Aside from
the GEPF (which delivers on average a 70% replacement rate to public sector employees with a
full career — but even for this fund the average is much lower), occupational pensions are
estimated to deliver on average a rate of only around 30% (though variations between schemes
differ greatly). The efficiency of the occupational sector and its ability to deliver adequate
pensions is particularly important in South Africa due to the minimum (poverty alleviation) level
of the old-age grant (estimated at 18% replacement rate by the OECD)*. Issues which need to be
addressed to improve the replacement rate which occupational pension deliver include
contribution rates and particularly preservation of benefits — which is one of the biggest
challenges for the pension system in country. Replacement rates also depend on the costs
charged and investment returns delivered by pension funds.*

L Contribution rate

22.  Contributes rates paid into occupational pension schemes vary but on average
amount to only around 10% - with the low level compounded by the challenge of employer
contribution arrears. In DC systems, the amount of pensions paid depends on the contributions

30 World Bank White Paper (2019), 'Protecting All: Risk-Sharing for a Diverse and Diversifying World of Work'
http://documents.worldbank.org/curated/en/997741568048792164/Protecting-All-Risk-Sharing-for-a-Diverse-and-
Diversifying-World-of-Work

31The net replacement rate is defined by the OECD as the individual net pension entitlement divided by net pre-
retirement earnings. Though a far from perfect measure of pension wealth, this is the standard metric used to compare
pension systems. See 'OECD Pensions at a Glance 20719" https://www.oecd-ilibrary.org/sites/b6d3dcfc-
en/1/2/5/6/index.html?itemld=/content/publication/b6d3dcfc-

en& csp =a8e95975da55b0299df9e90b37215621&itemIGO =oecd&itemContentType=book

32 See OECD Pensions at a Glance 2079 https://www.oecd-ilibrary.org/finance-and-investment/oecd-pensions-at-a-
glance 19991363

33 Other factors such as retirement age beyond scope of this FSAP note.
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made into the scheme. Contribution rates paid by employers and employees into voluntary
pension funds in South Africa vary greatly by sector. Industry estimates for contributions rates
are around 10%. The low contribution rates are compounded by issues with employer
contribution arrears. This is a particular challenge relating to small employers (especially those
with a seasonal workforce) and SOEs. The FSCA has the power to impose a punitive arrear interest
rate, which company directors can be held personally responsible to pay, and ultimately
sanctioned by a fine and criminal offence and liable for conviction®** However, as employers are
not (financially) supervised entities, enforcing action against them is not easy for the FSCA,

ii.  Preservation of benefits

23.  Aside from the relatively low contribution rates, the main challenge relating to
adequacy of pensions in South Africa is the lack of preservation of benefits. South African
law does not require the preservation of retirement savings on change of employment and most
employees ‘cash in’ those savings when they change jobs, even though they may suffer tax
penalities (see footnote 27). In many funds these early withdrawals constitute as much a three-
quarters of benefit payments, with lumps sums estimated to have been spent within two years of
receipt — raising the question as to whether the South African system is really a ‘pension’ system
at all. Proposals for mandatory preservation have met considerable resistance, including from
trade unions, given the unemployment situation in the country and the lack of comprehensive
social security. In order to try and tackle the problem, default preservation regulations were
introduced in 2019, attempting to 'nudge’ members into keeping their savings in the pension
system.*®

24. The debate on preservation was heightened during 2020 in light of the COVID-19
pandemic - as has been in the case across Africa and indeed globally. Unions and other
groups called for workers to be allowed emergency access to their pension savings® to provide
support during the period of lockdown and economic hardship.?” In addition, the FSCA conducted
a survey of employers during the pandemic shut down and found that almost half of all active
funds had invoked scheme rules to temporarily reduce or suspend pension contributions during
the period of economic slowdown. The FSCA issued several communiques on contribution

34 Fine of up to R10million and 10 years in prison.

35 Under the default regulation, unless a person whose employment terminates before retirement instructs his or her
occupational retirement fund to pay the amount of his or her retirement savings in the fund to the member, the fund
must retain that amount and only pay it to the member when he or she reaches retirement age.

36 See, amongst other media coverage: https://businesstech.co.za/news/finance/401291/new-push-to-allow-south-
africans-to-access-their-retirement-funds-during-coronavirus-lockdown/

37 The 10PS has provided a summary of COVID-19 policy responses by pension regulators globally:
http://www.iopsweb.org/iopsmembersmeasurestakentoaddressthecovid-19crisis.htm
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suspensions and other temporary relaxation to regulatory requirements to guide employers.?® NT
also granted increased access to ‘living annuities’ in the form of lump sum payments. 3

{i. Costs

25. Replacement rates also affected by high costs charged by pension funds — which is
a reflection of the inefficient industry structure and poor governance of the funds. The cost
of delivering pensions is particularly important in a DC system as fees and charges, which are
born by members of the fund, reduce overall returns and ultimately the amount of income which
can be delivered in retirement. Pension funds are particularly sensitive to fees as they add up over
along period —with a 1% annual charge paid over a 40-year working life reducing pension income
by 20% (see Figure 7).

Figure 7+8: Impact Charges on Pension Fund Returns + Economies of Scale
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26. The administration of pension funds - and investment of pension fund asset -
benefits hugely from economies of scale, making it very difficult for small funds with a few
hundred members to get costs down to an acceptable level. The high fees charged by many
of the pension funds in South Africa stems from several challenges, including the high cost small
standalone funds and the high fees of commercial products — including retail products,
commercial umbrella funds and opaque insured investment products (see Figure 7). World Bank
estimates show that around 250,000 members are needed for a pension fund to achieve
reasonable cost levels, with economies of scale leveraging from half a million members (see
Figure 8). An industry structure with several thousand small standalone funds and over 700
umbrella funds will not be able to achieve these levels. The regulator and Ministry of Finance

38 See FSCA note from July 2020: ‘The Impact of the COVID 19 Pandemic on Contributions for Retirement Savings'.
Guidance notes include: FSCA Communication 11 and 12 and FSCA General Notice No.1 of 2020
39 See Government Notices No.618 + 619 (June 2020),

40 Sluchynskyy, O., (2015), 'Defining, Measuring and Benchmarking Administrative Costs of Mandatory Social Security
Programs’ Public Pension Administration Costs’, World Bank Publication
http://documents.worldbank.org/curated/en/570341468128124231/Defining-measuring-and-benchmarking-
administrative-expenditures-of-mandatory-social-security-programs
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recognize and have attempted to address this issue, but the consolidation process has not been
without challenges, and has been to the benefit of commercial returns and, in some cases, at the
expense of members of the funds.*’

Figure 9: Average Annual Cost Type of Pension Scheme
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217. High fees also stem from the opaque charging by commercial providers -
particularly of retail and insured products. Commercial umbrella pension funds are generally
part of broader financial sector groups, and are consequently potentially challenged by conflicts
of interest, prioritizing the use of service providers (administrators, asset managers etc.) from
within their own group, rather than searching for the lowest cost service provision. Other retail
and insured products suffer from opaque charging structures. South Africa is also unusual as
around 40% of pension funds and over 30% of pension funds’ assets are ‘underwritten’ — i.e.
invested via policies with insurance companies. Although these products have largely evolved
from providing minimum guarantees to investments which are linked to market returns, these

41 From 2008-2013 over 6500 pension funds had their registrations cancelled on the basis they were no longer
functioning (classified as either ‘orphan’ funds, with no assets or members or ‘"dormant’ with member and assets, but
which could not be traced). Over 4000 of these de-registrations were at the request of trustees appointed by the FSB
(80% coming from one large provider alone), but people employed or contracted by funds’ administrators — appointed
by the regulator to act as representatives or trustees or orphaned funds. Though many of the members of the funds
could not be traced, the funds did still hold assets, which were transferred to ‘Unclaimed Benefit Funds’, which rose
from R450 million to R8 billion during the period of the consolidation project, allowing the pension fund providers to
earn fees for managing them. A court case on the issue raised question around the handling of the transition of the
funds, whilst exonerating the FSB team involved.
file:///C:/Users/wb437888/OneDrive%20-%20WBG/Africa/South%20Africa/FSAP/The-Bottom-Line.pdf

42 Information updating the 2013 survey conducted on costs and charges in the pension industry has been requested
from the FSCA and will be included in the FSAP note once received.

IOPS (2018), Working Paper No. 32, ‘Update of IOPS Work on Fees and Charges’ http://www.iopsweb.org/WP-32-2018-
Update-on-IOPS-work-on-fees-and-charges.pdf
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remain on the balance sheet of insurance companies, thereby carrying exposure to insurance
company credit risk and increasing the already high interconnectedness of the financial sector.”®

Figure 10: Insured Pension Schemes
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iv.  Investment risk

28.  Even with the relatively high level of charges levied by some funds in South Africa,
the pension industry on average has delivered reasonable investment returns by
international comparison, though these have been declining in recent years. As Figure 11
shows, the South African pension system has delivered middling returns over the medium term

— with the limitation of comparing the average for a system which has such diverse range of fund
noted.

43 Although these products provide secure investments for inexperienced investors— and continue to do so in some of
the less developed pension system around the region — they have historically been expensive, and opaque in their
charging and investing policies and the products have been replaced with separate pension funds, offering (non-
guaranteed, non-smoothed) market-based returns. This has been the evolution in the South African market, but,
unusually, the umbrella pension funds continue to be provided via insurance policies which sit on the balance sheet of
insurance companies rather than the converting to being ring-fenced pension funds through contracts with asset
managers. See Shindo, T. Stewart, F., (2020)," Supervision of Deposit Administration Pension Products Offered by
Insurance Companies’ forthcoming World Bank Working Paper.
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Figure 11: Pension Funds Net Real Return over 5,10,15 Years
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29.  Where South Africa faces a specific challenge is around investing such an unusually
large pool of pension assets compared with the size of the country, and the particular issue
of these being concentrated in one large State-managed fund. Having a fully funded
government pension scheme, though common in the SADC region, is relatively unusual by
international standards (see Figure 12). Though a major benefit in terms of fiscal discipline and
prudence, governance challenges abound around how to ring-fence the investment of such funds
from political influence and ensure they are managed in line with fiduciary duties in the interest
of the members, which is not easy.
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Figure 12: Funding Status of Civil Service Schemes Globally
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30. Although the GEPF has been a well-managed fund in the past according to academic
research(see Figure 13), governance challenges related to the investment of the funds were
experienced in recent years centering on the PIC. This resulted in Presidential Commission of
Inquiry, set up to investigate anonymous whistle-blower made allegations about PIC wrong doing
and substantial irregularities, which prompted the resignation of nine Directors, including the
Chairman (who was also the deputy Minister of Finance) in early 2019. The findings of the
Commission include failures in the governance structure of the organization (including poor risk
management systems, over riding of processes, such as minute taking, lack of appointments and
separation of key roles failure of risk processes and weakness in IT administration systems*. It is
understood that the PIC has already made changes to its governance structures via the
institution’'s own Memorandum of Incorporation (MOI), including the separation of the risk
management and audit committees, separation of the CEO and CIO roles etc.

31. Amendments to the PIC Bill were tabled with Parliament in 2019 and await signature
from the President, but should be reexamined to ensure changes are aligned with
international good practice. These include requiring directives regarding the management of
the corporation issued by the Minister to be tabled in the National Assembly and before the
depositors (including GEPF). The composition of the Board of Directors has also been specified
(recognizing different stakeholders), and a further amendment requires the Minister of Finance
"to designate the Deputy Minister of Finance or, in consultation with the Cabinet, any other
Deputy Minister in the economic cluster, as the chairperson of the board” (2 (b)).Whilst some
amendments are welcome, others (specifically the Ministerial appointment of the Chairman of
the Board) are not in line with international good practice and should be reviewed.*

44 See Pallares-Miralles, M., Romero, C., Whitehouse, E., (2012), ‘International Patterns of Pension Provision II', World
Bank Social Protection and Labor Discussion Paper 1211

4> The PIC Act of 2004 gives the power to the Minister of Finance (in consultation with the Cabinet and having due
regard to nominations from PIC clients), to appoint the Board of Directors of the organization on the basis of their
knowledge, and to issue directives to the Board regarding the management of the corporation if it is in the public
interest or reasonably necessary to do so. The practice of appointing the Deputy Finance Minister as Chairman of the
Board and the consolidation of the CEO / Clo are not prescribed in
legislation.http://www.treasury.gov.za/Report%200f%20the%20PIC%20Commission.pdf

46 https://pmg.org.za/bill/867/ The FSAP team were not able to review the latest PIC MOI during the mission.
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Figure 13: Transparency & Governance Index
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32. The size of the GEPF portfolio also raises challenges for portfolio diversification.
Though providing an important base of investment for domestic capital market development and
stability, having such a large pool of funds creates challenges for diversification of the funds. For
example, the PIC, on behalf of the GEPF and its other clients, owns 20 per cent of all outstanding
bonds of Eskom and holds about a quarter of all South African-listed bonds and nearly 10 per
cent of the Johannesburg benchmark stock index. Approximately 90% of the GEPF's portfolio is
currently invested domestically, roughly two-thirds in equities and one-third in bonds. The vast
majority of domestic investments (~80%) are managed passively Less than 5% is invested in other,
alternative and direct investments (including property, and infrastructure via the Isibaya, Impact
Investment portfolio). Despite its size, GEPF returns have outperformed industry averages over
the longer term, though difficult market conditions have reduced performance in recent years.

4TThe Transparency and Governance Index was derived as a measurement of global public pension funds’ compliance
with international good practice in terms of governance (composition and appointment of boards), transparency
(publication of annual reports etc.) and investment (investment strategies and returns). An initial index of results was
produced in 2012, and updated figures have been derived by the authors using 2019 reports produced by a number
of leading global funds, including the GEPF (to be published in a forthcoming World Bank Working Paper). For
methodology and 2012 results see: Musalem, A, R. and Souto, P. (2012), “Assessing the Governance and Transparency
of National Public Pension Funds,” http://www.ccsenet.org/journal/index.php/res/article/view/17728

26


http://www.ccsenet.org/journal/index.php/res/article/view/17728

SOUTH AFRICA

Table 1: Portfolio Allocation GEPF + Pension Industry Average vs. Regulation 28

Asset Class GEPF % AUM Industry Regulation 28 Limit
Ave. AUM
Cash 7.5% 100%
Bills + 34% 17% 100%
Bonds )
~95% local (mostly passive) Government 100%
e o
5% international SOEs/ mumc:paltttes. etc. 25%
Corporate listed 25%
Corporate unlisted 15%
Equity 59% 36% 75%
~95% domestic (mostly passive) 10% unlisted
~5% unlisted (PE)
Cis 6% - international 2.5%
Other 1% - property 37% - Property 25%
insured )
. Alternatives 15%
investments
Hedge funds 10%
PE 10%
Other 5%

Source: GEPF and FSCA 2019 Annual Reports

Table 2: GEPF Returns vs Industry Average

Real Net
Returns (to
2018)

Industry
average
GEPF

(assume
0.25% costs)

-0.73

+0.5

+2

Source: GEPF Annual Report 2019, OECD Pension Markets in Focus

33.  The relationship and respective roles of the GEPF - the asset owner - and PIC - the
asset manager — need rebalancing. 87% of GEPF assets are managed by the PIC via a broad
mandate on a low-cost basis. The relationship between the GEPF and the PIC is unusual and stems
from historical circumstance (both institutions being spun out of government control several
decades ago). While there is no legal requirement for the GEPF to use the PIC as its fund manager,
the PIC manages the vast majority of the GEPF assets on a contractual basis through an agreed
mandate (balanced mandate, covering multiple asset classes, including the impact investment

+4

+3.38

+6.12
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portfolio). Individual investment selection is done by the PIC — though in light of the recent
governance challenges, the GEPF Board have requested to be given notification of certain types
of transactions (structured products) over a certain size.

34. The costs of managing the GEPF fund are very low. The overall costs of managing the
GEPF are extremely low by domestic and international standards at around 0.25 per cent of assets
under management, including asset management fees from the PIC, administration costs of the
Government Pension Administration Agency (GPAA) and in-house costs. The argument for the
GEPF managing its own assets in house are therefore less compelling than for other large funds
globally. However, with PIC managing such large funds on behalf of the GEPF, mostly on a passive
basis, the problems around the smaller portion of the portfolio in unlisted assets, though large in
terms of absolute Rand numbers, have to some extent been ‘hidden’.

35. The size of the GEPF and pension industry assets overall have raised the issue of the
government introducing so call ‘prescribed assets’ to help cover the funding costs for new
infrastructure and industry reform as the public budget becomes stretched. The discussion
around prescribed assets arose in the ANC's 2019 election manifesto, which proposed to
"investigate the introduction of prescribed assets on financial institution funds within a regulatory
framework for socially productive investments (including housing, infrastructure for social and
economic development and township and village economy) and job creation whilst considering the
risk profiles of the affected entities”. However, it has not yet been officially tabled as part of any
draft legislation or regulation, and hence there is very little detail around what form it would take
— with concerns mostly around the prescribed use of institution funds to bail out the country’s
troubled power utility Eskom.

36. Prescription of assets goes against international best practice and can have
substantial negative consequences on the industry performance and development. OECD
Core Principles of Private Pension Regulation (4.13) explicitly advise against prescribing minimum
investment holdings: The legal provisions should not prescribe a minimum level of investment
(floors) for any given category of investment, except on an exceptional and temporary basis and for
compelling prudential reasons*. International good practice shows clearly that the best managed
public pension funds globally rely on independence from public/ political direction of their
investments.*® That said, the GEPF are cognizant of their role as a ‘universal asset owners’ — i.e.
"asset owners who recognize that through their portfolios they own a slice of the whole economy
and the market. They adapt their actions to enhance the return prospects of their portfolios, and
hence the prospects for the whole economy and the market as well." *°® The importance of Eskom

48 http://www.oecd.org/daf/fin/private-pensions/Core-Principles-Private-Pension-Regulation.pdf

4% For example see, World Bank/ Common Wealth (2017), ‘Evolution of the Canadian Pension Fund Model’
https://www.cwretirement.com/wp-content/uploads/2017/11/WBG-The-Evolution-of-the-Canadian-Pension-

Model.pdf

0 Urwin, R, (2011), ‘Pension Funds as Universal Owners: Opportunity Beckons and Leadership Calls’, Rotman
International Journal of Pension Management, Vol. 4, No. 1, pp. 26-33, 2011
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for the economy as a whole is well recognized. However, a credible reform / restructuring plan is
need for the corporate in order for the GEPF to responsibly invest further in the company, taking
its fiduciary duty to members into account.

37. Prescribing voluntary, privately sponsored DC funds is more troubling as individuals
take the investment risk in these funds, with no sponsor or government support for under-
performance. Prescribing allocations to non-performing investments risks contingent liabilities
in state-guaranteed DB funds such as GEPF and a significant loss of confidence in the sector in
case of private DC funds, with the ultimate risk being that employers close plans and/or
individuals reduce their contributions to bare minimum or resign and access their pension savings
(noting the lack of preservation requirements in the system). Indeed, the previous experience with
prescribed assets resulted in a savings reduction.”’ It should also be noted that, during the
previous period of asset prescription, most occupational funds were still DB (and had surpluses)
meaning that that the sponsoring employers bore the funding and investment risk — unlike the
current DC funds where this is borne by individuals, with lower returns leading to lower pensions.
There is a strong voice from across the industry opposing the reintroduction of prescribed assets.

38.  Finally, the issue of unclaimed benefits is a significant issue in the country which is
currently receiving a lot of attention®2. The problem of unclaimed pension benefits is
particularly large in South Africa, given the history of pension schemes in the country (e.g. due to
the large number of migrant workers in funds covering sectors such as mining, who returned to
other regions of the country, and other countries in the region, upon retiring and are impossible
to trace). As noted previously, the size of unclaimed benefit fund also increased on account of
the surplus legislation change as well as the FSB’s fund de-registration drive, and there were
issues around the tracing of members of some funds. In a 2016 survey on the topic covering
international practice for handling unclaimed benefits>?, the International Organisation of Pension
Supervisors (IOPS) estimated that size of unclaimed benefits in South Africa was R42bn (US
$3billion) representing 1.8% of total pension AUM, vs. unclaimed benefits making up 0.8% of
funds in Australia, 0.5% in Ireland and 0.25% in Hong Kong. The IOPS survey also established that
there is no international consensus on how to treat such funds. In some jurisdictions they remain
in the fund indefinitely. In other cases, they may be used to cover costs of a government public,
minimum, solidarity pension or they revert to general government budget.

>1 Asset prescription was used under the Apartheid government between 1958 and 1989, whereby pension funds and
life insurance companies were required to invest from 33% to 75% of their assets in government-guaranteed bonds.
The Jacobs Committee of 1988 found the practice distorted markets and reduced returns to investors. Minimum
holdings of asset classes (mostly government bonds) and occasional types of investment (e.g. infrastructure investment
in India, domestic unlisted investment in Namibia) still exist in a limited number of countries globally. See OECD 2019
Survey of Investment Regulation for Pension Funds http://www.oecd.org/daf/fin/private-pensions/2019-Survey-
Investment-Regulation-Pension-Funds.pdf

52 file:///C:/Users/wb437888/OneDrive%20-%20WBG/Africa/South%20Africa/FSAP/The-Bottom-Line.pdf

>3 |OPS (2016), Working Paper #26 * Supervision of Lost Accounts and Unclaimed Benefits’
http://www.iopsweb.org/WP 26 Lost-Accounts-Unclaimed-Benefits.pdf
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RECOMMENDATIONS

A. Regulatory Structure & Supervisory Approach

39. The legal and regulatory framework for the pension sector needs to be updated to
support the FSCA's new conduct role.

e Expedite passage of COFI Bill - most urgent required is the passage of the COFI Bill - or
alternatively urgent amendments to the PFA

e Publish supporting Conduct of Business Standards — these should include the aspects
of the regulation which still require further guidance, including the new reporting
framework

e Extend the scope of FSCA oversight to all pension funds - this should extend to the
public pension funds which are currently subject to their own Acts, including the GEPF.>*
This would bring the regulatory oversight of the sector in line with international good
practice, using ‘grandfathering’ and transitional arrangements as required. >®

e Clarify role of PA in terms of prudential oversight and transfer responsibility for the
pension sector - as capacity to oversee prudential issues is being built at the PA,
transferring responsibility for monitoring the funding of DB pension schemes (the main
aspect of prudential oversight for pensions) including the GEPF, should be transferred to
the PA —in close collaboration with the FSCA.

40. The FSCA needs to further increase the pension team’s skills and capacity to act as
a conduct supervisor. Embedding a new philosophy with a largely existing team is not easy, but
training and support to strength capacity to oversee market conduct actively is needed. The
authority’s new supervisory framework is required to help the FSCA transition to a more risk-
based approach. In order to avoid some of the previous mismanagement of pension assets -
which if repeated risk a loss of confidence in the sector - the FSCA, with its new role and mandate
as a conduct regulator, should increase oversight of pension transactions. This is not just a
question of looking backwards and fixing problems which have occurred. The FSCA also needs
to be more forward looking. The FSCA should develop oversight tools to prevent abuses, rather
than relying on outside notification from auditors and /or whistleblowers. These would have to
be appropriately designed noting the still large number of funds which under supervision. The

>4 This should also include the 3 Transnet funds, the Post Office and Telkom pension funds.

3> Regionally, as government pension funds shifting from PAYG to unfunded model, good practice to bring them under
the pension regulator (e.g. new PSSS Kenya) and for other social security funds to also be overseen by the same
regulator and follow the regulatory regime as private pension funds (e.g. Uganda). See ILO (2010) ‘Governance of Social
Security Systems: A Guide for Board Members in Africa’
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off-site team also needs to increase vigilance in examining the risk profile of certain types of
investment. This could be done in several ways:

e Upgrade FSCA ICT and reporting systems: this is needed to be able to oversee pension
funds transactions and to better monitor sector-wide trends. Thematic reviews and
research — including on ESG risk such as climate change — should be stepped up.

¢ Require quarterly investment reports statements from all pension funds: relying on
annual audited statements, as currently, does not provide FSCA with sufficiently timely
insights into portfolio changes and transaction trends. Quarterly investment reports
should be required, with updated systems facilitating ease of reporting.

o Identify and include higher risk investment instruments and transaction types in
risk-based supervision methodology: previous problematic transactions should be
analysed to identify patterns, with triggers for such behaviour built into the FSCA's
updated risk-based supervision model.

e Improve valuation and ensure suitable investment vehicles are available for unlisted
investments - pension funds should be discouraged from investing directly in alternative
assets (due to governance challenges and potential for mismanagement). Funds should
be encouraged to invest via an experienced manager and / or diversified fund. In order
to facilitate this move, the FSCA and NT should consider with a full range of investment
vehicles are available for alternative investments (e.g. the unlisted real estate investment
trust (REIT) regulation should be passed by the NT). The valuation rules for non-listed
assets should be clarified and supervised more tightly, with the FSCA issuing guidance to
standardize the use of IFRS valuation / accounting standards by all funds. Annex 4
provides an example of an investment structure created unlisted investments in Namibia.

e Consider separation of umbrella fund pensions from life insurance company balance
sheets: in instance where pension schemes contract for the management of their funds
via a policy with a life insurance company, but where the assets are invested in umbrella
funds and receive market rates (i.e. policies without any investment guarantee), the FSCA
should consider whether these contracts could be removed from the balance sheet of the
life insurance company and made directly with the insurance groups’ asset manager. This
would ring-fence and protect the assets from insurance company credit risk and facilitate
greater transparency of investment and charges.

e Engage in further training + capacity building on market conduct supervision: once
the new COFI Bill and supporting regulations are in place, the pension team at the FSCA
will require further training on the philosophical and methodological changes to fulfill
their new role. International benchmarking and drawing on experience of other countries
could be helpful.
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e Develop an enforcement pyramid to inform dialogue with and explain new approach
to industry stakeholders: in order to ensure consistency and signal priorities, the FSCA
team could use the model of an ‘enforcement’ pyramid to explain their new supervisory
approach to stakeholders so that their supervisory interventions are better understood
and consistently applied across type and size of fund.

Figure 14: Pension Supervisory Enforcement Pyramid

Impose fine
Revoke license
Replace directors

Court action
Freaze assets
Replace external service providers
Issue directions to management
Acceptance of court enforceable actions
Formal written warning
Informal verbal warning

Conduct on-site investigations
Hold informal meetings with relevant parties
Request information from relevant parties

Source: IOPS Risk-based Supervision Toolkit*®

B. Coverage

41.  Auto-enrolment for all formal sector workers could be used to fill in the gaps in
pension coverage for formal sector workers, with a non-profit, umbrella fund being
established to provide for low-cost, high quality service. Although coverage of formal sector
workers in South Africa is reasonably good, gaps could be filled by using ‘auto-enrolment’
techniques. This requires all employers to enroll their employers into a pension fund, with
individual employees then having the choice to opt out (thereby using behavioural economic
techniques to 'nudge’ individuals). If such techniques are adopted, providing for a secure means
for employers to fulfill their requirements would be advised. This could be though either
approving pension funds fulfilling certain criteria to be included in the auto-enrolments system
(as is the case under the New Zealand ‘Kiwisaver' program), and /or establishing a non-profit,
umbrella fund to act as a default provider (see Annex 2 on UK's National Employment Savings
Trust (NEST)). This policy could also be tied to other objectives such as setting minimum
contribution rates, as well as acting as an industry benchmark to encourage low cost, high quality
service. It is understood that the National Economic Development and Labour Council (NEDLAC)

56http://www.iopsweb.org/rbstoolkit/#d.en.408992
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has been preparing a proposal for non-profit umbrella scheme which could be set up as a default
fund, including for enrolment of informal sector workers.

42. International experience has shown that addressing the difficult challenge of
increasing coverage for informal sector workers requires a national initiative in order to
achieve sufficient scale, low cost provision and a thoughtful design of products to meet
the specific needs of this sector.>” Attempts regionally and globally to cover informal sector
workers via social security provision on a voluntary basis have not been able to achieve sufficient
scale. Similarly, micro-pension initiatives by NGOs have also struggled to create a sufficiently low
costs model, even when using digital access tools. On the back end, experience in countries such
as India have shown that utilizing existing administration platforms (such as the civil service
pension fund in India) can leverage economies of scale and drive down costs. On the front-end,
schemes for informal sector workers need to be designed with sufficient flexibility to meet their
competing long-term and short-term needs (e.g. combining access and savings accounts,
‘bundling’ with short-term insurance products, providing government matching contributions
and/ or other incentives and using new digital technology to facilitate enrolment and encourage
persistent contributions). One possible platform which could in future provide low cost
administration for such a scheme could be the GEPF if and when the scheme establishes a system
to allow its own members to make additional voluntary contributions into individual DC accounts.
See Annex 4 on the Indian ‘NPS-lite’ experience.

C. Adequacy

43. Behavioural economic techniques can also be used to tackle the major political
challenge of preservation of benefits. Given full benefit preservation is not possible, or
necessarily desirable in light of the difficult economic and labour market conditions in the
country, partial solutions and innovative techniques will be required. The recent default
preservation requirements are a good attempt and could be supported further. If granting
emergency access to pension savings is allowed to provide support during the pandemic period,
these temporary measures should be accompanied by structural reforms designed to incentivize
greater preservation of benefits during the recovery period and in future.*®

e Partial preservation: partial could be considered. For example, immediate access to
one-third of benefits, with balance available if unemployment persists for 3-6 month
period.

e Additional access for certified usage: in order to prevent individuals from resigning to
access their balance, early withdrawals for specified reasons could be introduced (e.g. in

>7 For further background on the topic and examples of initiatives around the sub-Sharan African region see Guven,
M., (2019), 'Extending Pension Coverage to the Informal Sector in Africa’, World Bank Working Paper
http://documents.worldbank.org/curated/en/153021563855893271/Extending-Pension-Coverage-to-the-Informal-
Sector-in-Africa

8 See summary of World Bank recommendations for pension policy responses to the COVID-19 pandemic:
https://blogs.worldbank.org/psd/pension-payments-and-pandemics-four-potential-policy-responses
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addition to housing finance, as is currently allowed, access for education spending,
healthcare related). Such emergency access is generally provided (though strictly limited
and controlled) in other countries (e.g. Australia).

e Innovative product design: in order to incentivize greater preservation, the FSCA should
consider working with pension providers on innovative products, better designed to meet
workforce needs (e.g. long-term pension savings products linked to shorter-term, so
called ‘side-car’ savings accounts).>® ‘Bundled products’ are already widely available (e.g.
funeral benefits within provident funds) but need to be made clearer in terms of costing.

e Include minimum and escalating contribution rates into default regulations: default
contribution rates have been used as technique for increasing contribution rates into
occupational fund in the USA, and combined with automatic escalation techniques, such
as 'Save More Tomorrow’ to %, to ensure that these increase over time. These techniques
could be included in the South African default regulations and combined with
autoenrollment.

e Review the efficiency of the taxation regime: given the current taxation of the pension
system is relatively generous, progressive but does not sufficiently incentivize
preservation of benefits, the regime should be reviewed to ascertain if reforms could both
reduce the fiscal burden and support preservation without significantly impacting on
overall pension savings levels.

D. Governance+ Costs

44. In order to tackle the many challenges in the pension sector, work needs to continue
to improve the governance of the fund and create a more efficient market structure. The
FSCA as a conduct regulator now has the mandate and powers to intervene more proactively in
the market and wind up inefficiently run, poorly managed schemes — which will have to happen
in order to make proactive supervision (even if risk-based) effective. Several policies are
recommended to achieve this goal — focusing on improving the governance of the funds.

¢ Increase governance requirements:

o Improve quality of trustee training: mandatory training for trustees within six
months of appointment has been required since the PFA was amended in 2014,
but the level of skill and training to be attained by board members has never been
prescribed. Details will be outlined in the COFI Bill and Conduct Standards. The
on-line Trustee Training Toolkit is currently provided by the FSCA, which effectively

59 For examples of such accounts, see, Jain, H., Sandbrook, W., Stewart, F., (2018), 'Early Access to Pension Savings:
International Experience and Lessons Learnt’ http://documents.worldbank.org/curated/en/757001551715193169/Early-
Access-to-Pension-Savings-International-Experience-and-Lessons-Learnt

60 http://www.shlomobenartzi.com/save-more-tomorrow
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acts as baseline qualification. The toolkit will need to be updated to enable
trustees to meet prescribed proficient standards. The FSCA could also recognize
other equivalent training courses or qualifications which industry or union
associations and/or academic institutions provide, allowing trustees overseeing
their member funds to achieve a more tailored and /or higher standard of
instruction. This would allow training to be tailored to different groups with
varying levels of experience, education and different backgrounds.

Strengthen independent trustees: independent trustees sit on boards of pension
funds in other countries (e.g. UK) to add experience to boards of employee,
employer representatives. This is particularly important for umbrella funds
covering multi-employers, who struggle to ensure their members voices and
interests are fully represented given existing structures. To avoid the criticism that
the independent trustee (only one) currently required for these Boards are
effectively selected by corporate interests, stricter definitions of independence
could be provided by the regulator (i.e. having no commercial connection and
being wholly independent of providers of pension products or services). Where
funds are exempted by the regulator from having to comply with the 50/50
employer/ employee representation on boards, more than one independent
trustee should be required. Providing for election of trustees by members should
be encouraged for multiemployer funds. The Chair of the trustee board should be
selected by the board itself rather than the plan sponsor. The FSCA could also
work with industry associations on a guide for trustee remuneration (along the
lines of those produced for non-executive directors).¢!

¢ Reduction of fees:

O

Fee transparency and reporting — the range of different fees could be reduced,
and guidance provided by the FSCA on the way there are both communicated to
members and reported to the regulator in a standardized way (e.g. through
defined total expense ratios). This could draw on the work done to date by industry
associations to standardize fee disclosure by their members. The FSCA should
annually publish industry level performance and fee level data on an aggregated
basis. This should be broken out by type of product, size of fund etc., showing
averages and ranges to allow for benchmarking and comparison across type of
product and between peers. Some countries also include ‘quality of service’ type
measures.®

®1 https://www.iodsa.co.za/news/477420/Non-Executive-Directors-Fees-Guide---6th-Edition-2019.htm

82Such as ASISA’s work on total expense ratios https://www.asisa.org.za/codes-standards-quidelines/standards/

63 See IOPS (2011), Working Paper No. 15, ‘Comparative Information Provided by Pension Supervisory Authorities’,
http://www.iopsweb.org/principlesguidelines/49354396.pdf
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o Fee caps: a cap on fees could be introduced at least for certain type of products
(e.g. particularly expensive retail products, such as retirement annuities).
Communication around the cap its important — successful examples from other
countries have shown that that the problem with the introduction of caps is that
all funds charge at the ceiling level. The FSCA would need to communicate that
the cap is intended more as a guide and that the level is expected to reduce over
time.%

Provide support for the establishment of non-profit, umbrella fund: the measures
taken so date, and the measures above are intended to nudge (rather than compel)
smaller funds to consolidate. The challenge is that smaller funds have mainly joined (for
profit) umbrella schemes, which are not necessarily efficient themselves and are not
always managed purely in the best-interests of the participants. The government may
wish to consider providing support for the establishment of a non-profit, umbrella
scheme, which would be set up to provide a low-cost, high efficiency scheme for smaller
employers to join. Government involvement would be in the form of set up support (e.g.
providing a loan to cover startup costs), which would then be complimented with a client-
facing, front end design. Participating employers /employees could have some
involvement in the Board of the scheme though voting for member/s nominated via the
FSCA approved trustee list (as per the suggestion for other umbrella funds). Annex 2
provides an example of such a fund in the form of the UK's National Employee Savings
Trust (NEST).

GEPF/ PIC Governance + Prescribed Assets

To ensure the security of pension investments in the country the governance of the

GEPF and PIC need to be strengthened. In addition to coming under the authority of the FSCA
and PA, the GEPF should strengthen its own fiduciary role. The PIC, though a respected institution
with a history of efficiently management and delivering investment returns, needs to strengthen
and reform its governance and institutional structures to prevent future abuses.

GEPF

Review investment mandates: in order to balance the influence of the PIC and clarify
the roles of the asset owner vs. the asset manager, the GEPF can increase its oversight of
its investment mandates, stepping up its fiduciary oversight role. In addition to the role
of the Board, the GEPF CIO role is critical for the fund to set the strategic asset allocation
of the fund and provide clear mandates for the PIC. The role should be benchmarked
internationally. The mandate which the GEPF agrees with the PIC is broad in terms of asset
class and scope. ® This should be benchmarked and reviewed to ensure clarity of

64 See I0OPS (2018), Working Paper No.32 ‘Updated IOPS Work on Fees & Charges’ http://www.iopsweb.org/WP-32-
2018-Update-on-IOPS-work-on-fees-and-charges.pdf

85 The FSAP team were not able to review the current mandate directly.
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PIC

responsibilities between the GEPF as the asset owner and the PIC as the asset manager
(e.g. setting of impact target as well as investment return targets). The GEPF should
undertake a cost benefit analysis of in-house vs. external management and review if asset
manager mandates could be segregated by asset class (e.g. listed vs. unlisted) / style of
investment (e.g. passive vs. active) rather than awarded on a balanced, multi-asset class
basis.

Gradually increase offshore investments as macroeconomic conditions permit: GEPF
should be allowed to gradually come into line with Regulation 28 offshore investment
limits (30% international + 10% pan-Africa)- noting capital account issues. This would
allow for greater diversification within the fund and help further remove the funds
potential domestic political interference. This would also help reduce the fund'’s carbon
exposure, to which the GEPF is uniquely exposed, as a large fund, predominantly
domestically invested in one of the highest carbon dependent economies in the world
making the fund particularly exposure to climate transition risk and stranded assets.

PIC MOI and Act should be amended to strengthen governance arrangements -
avoiding the appointment of a political appointee as Chairman of the Board: the PIC
MOI should be reviewed and update to incorporate recommendations from the
Presidential Commission of Inquiry - including clarification and separation of key roles
(ClO/ CEO) and updating of the risk management systems and processes.®® The proposed
amendments the PIC Act should be reviewed to ensure they are in line with international
good practice ¢, to ensure that the Board can be constituted with sufficient
professionalism and independence and the independence of the GEPF as a fund is not
compromised (e.g. allowing for hiring of other asset managers and separating GEPF from
investment decisions taken by the investment manager under their mandate). Most
importantly, the proposed amendment requiring the Minister of Finance "to designate
the Deputy Minister of Finance or, in consultation with the Cabinet, any other Deputy
Minister in the economic cluster, as the chairperson of the board” (2 (b)) should be
reviewed. International good practice would be for the board members to select their own
chairperson, and for non-political appointees to hold such a key position. An example of
international good practice is provided in Annex 1 covering the Washington State
Investment Board (WSIB).

A benchmark, peer review of investment process should be undertaken, and ICT
systems urgently updated: following the review by the Commission of Inquiry, and
benchmarking of the PIC's internal systems is recommended to ensure international best

66 The FSAP team understand that revisions have taken place (including the separation of the CIO/ CEO role and the
separation of the risk and the audit committees). However, it was not possible to review the latest MOI.

67 OECD Guidelines for Corporate Governance State-Owned Enterprises. https://www.oecd.org/corporate/guidelines-
corporate-governance-soes.htm
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practices are followed. Upgrading of the PIC's administration and investment IT systems
is urgently required.

Prescribed assets

46. Prescribing assets is not recommended - but investing for economic development
and impact through well-structured projects and investment instruments can be
encouraged and supported. Prescribing investment is not recommended, given, as noted, this
is not in line with international standards and experience both locally, regionally and
internationally with such policy has been poor. However, pension funds can be encouraged and
supported to invest for economic development and social impact in the following ways — noting
that they should be accompanied by the improved governance standards as previously discussed:

e Creation of new investment asset class under Regulation 28 for infrastructure
investment: although funds can already invest in infrastructure projects via several
Regulation 28 categories, creation of a dedicated asset class, with maximum not minimum
investment levels and clear definitions, would provide a signal to institutional investors
that investment in such projects is suitable and encouraged.®

e Creating of investment vehicles dedicated to unlisted investments: as well as
encouraging investment in infrastructure and other real sectors, regulators should ensure
that this is done securely, via appropriate investment vehicles, as opposed to
unsupervised, direct investments. See Annex 3 on the Namibia experience.

e Include impact investing in ESG and general reporting requirements as part of the
Conduct of Business Standards: institutional investors could be required to report on
their ‘impact investing’ approach, initially on a ‘comply or explain’ basis (as was taken with
ESG reporting). The FSCA should provide guidance in terms of definitions and approaches
to setting and monitoring targets.®® Oversight of these investments should also form part
of the regulator’s own risk-based supervision methodology.

47. Use unclaimed benefits for ‘impact investing’ and to facilitate a ‘just transition’
towards decarbonization in the mining sector + for ‘solidarity’ pension contributions. Given
it is known that many unclaimed pension benefits derive from the mining sector, these assets
could be used for impact investing specifically to assist this sector, particularly for social programs
to facilitate a ‘just transition’ to a lower carbon economy. Changes in the legal framework may be
needed to allow for such investment. A central, non-profit fund should be established to manage
the assets. Investment should be done securely (e.g. via social bonds issued by the Development
Bank of South Africa (DBSA) — noting that the capacity of the organization to manage such funds

%8 |n parallel, the government needs to work on deepening the pipeline of investible projects, including through
improvements in the PPP process — but these issues are beyond the scope of this note.

%9 This should follow international standards and guidance, such as provided by the Global Impact Investing Network
https://thegiin.org/giin-financial-management-resources/
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and projects would have to be ascertained). Income derived from these investments could be
used to fund ‘solidarity’ pension contributions for low income/ informal sector workers into a
dedicated scheme. Again, getting the governance for such important institutions right and
ensuing the targeted use of the funds will be vital (as the international examples in the following
Annexes demonstrate).
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ANNEX 1: WASHINGTON STATE INVESTMENT BOARD (WSIB)

Strengthening Governance of Public Pension Investments

The Washington State Investment Board (WSIB) was established in 1981 to manage the assets
of state retirement plans, industrial insurance programs, and other state funds — a role which is
parallel to South Africa’s PIC. WSIB currently manages over US$100 billion in assets, of which
US$ 88.3 billion is made up of retirement funds pooled into the Commingled Trust Fund (CTF),
with the rest in individual client mandates. WSIB currently employs 84 staff across three

divisions — Investments, Operations, and Institutional Relations.

Over the years, WSIB's commitment to long-term, diversified investment has ranked it as one of
the lowest cost, highest performing institutional investors in the United States and globally
(with annual costs of 0.38% of AUM). Consequently, Washington’s public pension system is
considered one of the most secure in the world. However, WSIB's success has not come without
some challenges. In the early 1990s, WSIB suffered damage to its reputation after incurring
significant losses on high-profile real estate and private equity investments. This led to the
resignation of the Executive Director at the time, and to a complete overhaul of WSIB's Board

structure and investment decision-making processes.

Ex-Officio Members (3) | Legislators (2) Public Employee Pension Non-voting members (5)
Representatives (5)

State Treasurer Member of the Law Enforcement Officers’ and Investment professionals
Senate Fire Fighters’ System (LEOFF) selected by voting members.

Director of the Member of Public Employees’ Retirement

Department of the House of System (PERS)

Retirement Systems Representatives

Director of Department Teachers Retirement System

of Labour and Industries (TRS)

School Employees’ Retirement
System (SERS)

Retired member of a state
retirement system

Since then, WSIB has worked to implement a robust governance and investment management
framework, built on proactive stakeholder engagement, a balanced, educated and democratic
Board, and a commitment to skillfully maximizing returns at a prudent level of risk. WSIB now

enjoys wide support from pension plan beneficiaries, lawmakers, the media and other
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stakeholders—giving it the freedom to pursue a long-term investment strategy, even when the
fund may experience short-term underperformance relative to peer institutional investors. The
guiding principles and practices that WSIB has adopted over the years focus on WSIB's
approach to stakeholder management, Board governance, and investment management; as well

as the regulatory and policy environment within which WSIB operates.

What we will do to
ensure we deliver
exceptional returns

SUPPORT

How the WSIB will conduct
itself in the marketplace
and with stakeholders
s0 it receives support
to fulfillits missions

How we build the WSIB

into an organization that

can execute its plans
and programs

Taken from World Bank Report: ‘Public Pension Fund Governance and Investment: Lessons from the

Americas’
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ANNEX 2: UK NATIONAL EMPLOYMENT SAVINGS TRUST (NEST)

Policy Incentivization of Pensions for Lower-income Workers

The UK faced a pension coverage challenge with only 50% of the labour force enrolled in a
personal or occupational pension. Lower income workers, particularly those in smaller
enterprises, had no access to work-based pension savings and were consequently reliant on the
relatively limited public pension after retirement. In 2014, the Government introduced an ‘auto-
enrolment’ policy, under which all employers had to enroll their employees, however few in
number, into a pension scheme with rate of employer / employee contributions prescribed by
the government (rising to 8% 5 years after the launch). Individuals then have the choice to opt

out of the scheme should they wish within 3 months of enrolment.

As existing pension providers were not servicing such small employers, the Government
supported (via a loan) the establishment of the National Employment Savings Trust (NEST). This
scheme competes with existing providers but has a ‘public good” mandate in that is cannot
refuse business from clients who approach them, however small. This public good philosophy is
enshrined in NEST via the Board of independent experts, appointed by the Government, who
have the explicit goal of providing a low-cost, high quality service to small employers and their

workers. The government supported autoenrollment via a national campaign.

To date, the auto-enrolment experience has been successful, with 90% remaining enrolled.

Coverage rates have risen to record high of 77% (vs. 47% before enrolment).

NEST has also become a highly respected organization, winning numerous national and
international awards for its low-cost service (charges are only 30 basis points), innovative
product design and service quality — notably with a strong emphasis on the use of simple,

understandable language in all its communications.

Share of the Labor Force Participating in an Employer Pension Plan in New
Zealand and the UK, before and after Autoenrollment

64%
» Before
47% W pfter
40%
20% 17%
0% -

UK: 2012 UK: 2015 New Zealand: 2007 New Zealand: 2013
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Source: for further information see www.nestpensions.org.uk

NEST Retirement Date Funds - objectives

» Target investment returns well in excess of inflation after all
charges over the long term

The NEST phrasebook

Clear communication about pensions

( (appro ears) a
» Outperform inflation (after 3 Target inflation +3 per cent (after charges) 3 Track annuity prices
charges) > Maximise diversification » Minimise chance of losses
» Promote confidence in 5aving > Capture global growth Late in the journey
» Minimise impact of extreme > Reduce impact of extreme investment
investment shocks.

shocks
» Perform in all economic conditions

Choosing a retirement date will be many people’s only
investment decision

Don’t ignore the
Workplace Pension
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ANNEX 3: NATIONAL PENSION SYSTEM °‘LITE' INDIA
Leveraging Existing Administration Platforms to Achieve Scale

In 2004, the Government in India undertook a major reform of the civil service pension scheme,
launching a new, defined contribution scheme known as the National Pension System (NPS).
The new system utilized a Central Recordkeeping Agency (CRA), and individual accounts
managed by licensed, private sector fund managers. This was initially for new entrants to the
central government civil service, but was gradually extended to state level employees as well.
From 2009 the NPS was opened all Indian citizens — including 280+ million informal sector
workers — on a voluntary basis, with the intention of offering them a simple, low-cost way to
save for retirement. Post offices, public sector banks and other entities were enlisted to allow
workers to open NPS accounts and the pension regulator, the PFRDA, took on an education and

awareness as well as oversight role.

Initially, however, a lack of incentives meant that voluntary take up for the scheme was low, in
2010 a separate scheme with even lower costs, and with government contributions was
launched, known as ‘NPS-lite’ (offering a matching contribution of Rs 1,000 a year into NPS
accounts of individuals who made contributions of Rs 1000-12000 year). There is no stipulated
yearly minimum contribution, and withdrawals were allowed from age 60 on a programmed
withdrawal or annuity basis with lump sum for smaller amounts. To increase take up ‘points of
presence’, known as aggregators were introduced for the system, with NGO, micro-finance and
self-help groups licensed by the PFRDA to undertake marketing and enrolment (including
pension literacy and training) on a group basis, paid via a flat rate per enrolee with a volume

bonus and may ‘cross sell’ them other products.

In 2017 a new informal sector scheme, known as APY was launched. This offers a ‘defined
benefit’ type product providing subscribers with fixed monthly incomes between Rs. 1000-5000
based on how much they contribute (including a match for the initial period). Access has mostly

been via local banks (which are ubiquitous in India).

The India experience has had some success in terms of absolute numbers — with coverage over
20 million, though this is still only a small percentage of the target group. Lessons learnt include

the benefits of leveraging a national, government program to keep costs low, how new
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technology (including India’s advanced national ID system) can facilitate reach into new groups,
and the advantages of tapping into local community groups. Outstanding issues including the
need for incentives for providers as well as participants, and how meaningful the benefits

provided will be.

Pension Coverage in India by Pension Scheme, in Millions,
2018 or Latest Year Available

M

Il Old Civil Service System
Government-Sector NPS

Il EPF

Il Private-Sector NPS & APY

Other Contributory Schemes

Nate: The EPF includes participants in several smaller employes provident funds; “other contributory schemes" includes
partidpants iin the PPF and insurance company pension products. Data for the MPS and APY are for February 2on8; data for

the other schemes are for varous years between 2015 and 207y

Source: PFRDA, Pension Bul

India’s Elderly: The Imperati

in 7, no. 2 {Mew Delhi: PFRDA, Februany 2008) and CRISIL Research, Financial Secudty for
(Mumbai CRISIL Research, April 2o017)

Source: Global Aging Institute”

Material taken from (Bhardwaj 2014), (Kim et al 2012), (IOPS 2015, forthcoming), and Palacios, R., Sane, R,

‘Learning from the Early Experience of India’s Matching Defined Contribution Scheme’, in Hinz et al (2013)

70 Jackson, R, (2018), ‘Meeting India’s Retirement Challenge’

https://www.globalaginginstitute.org/publications/reports.html#doc1073
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ANNEX 4: REGULATION 29 SPVS NAMIBIA

Creating Investment Vehicles to Facilitate Local Impact Investing

Following independence in 1990, Namibia inherited large and fast-growing pension
assets, to a large extend as a result of the funded defined benefit public sector pension scheme,
most of which were invested offshore due to limited investment opportunities in domestic
markets. Highly unusual for developing countries at the time, Namibia’s high level of
contractual savings of over 50 percent of GDP put it alongside the highest saving countries
alongside Netherlands and Singapore. In the decade post its independence Namibia continued
to generate substantial amount of savings from pension and life insurance funds.

This savings’ growth, however, did not translate into higher levels of domestic
investment and economic growth. The review of the reasons for the capital outflow revealed
that the off-shore investments by pension funds and insurance companies constituted a major
component of the capital outflow from the economy.

As Namibia’s faced the imperative to revive and sustain economic growth, to create
employment, to reduce inequalities in income distribution, and to reduce poverty, the policy
makers recognized that Namibian savings institutions should play an important role in the
development of the country’s financial system. As the challenge for Namibia was to utilize its
abundant savings for productive domestic investments without compromising the returns on
the invested savings, Namibia's policy makers sought to develop an appropriate policy solution
tailored to Namibia's circumstances, given the imbalance of domestic institutional investors
assets and the size of the domestic capital markets, as well as their level of underdevelopment.

In line with international market experience, investment limits were concluded to be
necessary to direct domestic savings toward domestic investments and further regulatory
intervention was seen as required in order to develop domestic private market, given Namibia’s
controversial legacy of direct investments undertaken by Government Institution Pension Fund
(GIPF) — the largest pension fund in Namibia and the market leader- through its Development
Capital Portfolio (DCP) during 1996-2010.

Through the introduction of Regulation 29 in 2014, the Government's objectives were:
to increase domestic economic and social development by utilizing contractual savings based
on lessons learned from DCP experience; enable local projects struggling to acquire funding
and bolster promising investment projects; formalize the unlisted investment market and create
specialized intermediaries; develop pipeline for the domestic capital market; and — most
importantly - provide a framework for the regulatory authority to regulate these activities.

It is still too early to evaluate the investment impact of the regulation 29 on pension
fund performance and on the private industry as a whole due to the long-term nature of these
types of investments. However, overall, NAMFISA recognizes the positive impact of Regulation
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29 on catalyzing the nascent private market industry and contributing meaningfully to
addressing issues related to governance of and within pension funds, improving due-diligence
of unlisted investments, investment process, active management and perception of corruption.

Early observations from Namibia experience with the Regulation 29 offers insights
relevant to other countries that consider deploying the country’s pension fund assets effectively
for the benefit of national economic development:

e Domestic investment should be undertaken within fiduciary role of pension funds
e Develop appropriate investment structures

e Appropriate level of regulation

e Development of a project pipeline

e Communication and development of skills for market participants

e Evolutionary process

Regulation 29 for Unlisted Investments by Namibia’s Pension Funds

Unlisted Investment
Pension Funds Manager
Requirement for 1.75% to 3.5% Board of Directors
in Unlisted Investments; Investment Professional
Subscriptionagreement; Co-investment requirement
(1%)

Co-Investment
Investment Management

Capitaldraw down

1 i
1 1
1 i
i i
] 1
| Special Purpose Vehicle H
! (Investment Vehicle) !
i i
1 1
! Regulated by NAMFISA 1
Board of Trustees/Directors

Trust/Company

Investment Plan

Reporting to NAMFISA

i i ]
! 1 |
i 1 1 i

I Unlisted Investment 1 I I Unlisted Investment 2 I I Unlisted Investment 3 I I Unlisted Inve.ﬂ;tmentxl

Source: World Bank™’

Taken from ‘Pension Fund Investment and Domestic Development: Namibia’s Regulation 29 Approach’,

forthcoming World Bank Working Paper

71 Vugs, Adrianus. “Investing Pensions for the Long-term.” September 2016. Presentation at World Bank 7t Pensions
and Savings Conference.
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