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Statement of Intent

The Collective Investment Industry has committed itself to meeting the “Access” challenges stipulated in the Financial Services Charter stemming from the Declaration of the Financial Sector Summit on 20 August 2002. We recognise that Access, as envisaged by the Charter, has psychological, physical and product dimensions. While a Collective Investment may at first sight not be a priority one product for the target market as defined by the Charter, the Association of Collective Investments (ACI) has sought to design a product strategy which has appeal to the target market, while at the same time contributing to the promotion of a savings culture in South African society. 

The Industry has set itself the clear goal of making sure that an appropriate and affordably priced product which is simple and easy to understand, is made available. 

An assessment of the requirement of a collective investment product to fulfil the needs of LSM 1-5 led the ACI to conclude that a collective investment savings product is unlikely to be the first order product for the designated income group. However, there was consensus that the provision of a Collective Investment was appropriate as a second and third order product.

In evaluating the magnitude of the challenge, the size and maturity of the Collective Investments Industry, the ACI concluded that a collective effort by industry participants is likely to have a better probability of success. Accordingly, a task team was established with the mandate of producing an Industry wide proposition, in which all industry participants could elect to participate.

Retirement Saving
The Collective Investments Industry has since 2001 made it clear that it wishes to become a much more active participant in the provision of affordable, simple retirement products. Considerable effort and thought has gone into ways in which the Industry can play a meaningful and complimentary role in the market. 

Product Proposal

Context

Trying to sell a Collective Investment on its technical or market access merits would hardly seem appropriate for the LSM 1-5 segments. However, if the product offers a solution that appeals to this market, they will in time become more conversant with its possibilities and expand their product range usage.

We therefore propose an initial product as a lifestyle solution to education funding. There is sound congruency between the Charter objectives and such a fund concept:

· It is appropriate, having a clearly identifiable needs-based appeal;

· The product, by virtue of its mandate would need to offer an affordable, value for money proposition;

· It has to be simple and understandable;

· It would be inclusive and support progress, rather than discrimination;

· Its market message would be that education offers access, “Access through Progress”;

· This “access” would be secured through a first-order retail product.
Product Concept 

We believe that there already exists a strong compulsion amongst South Africans to gain an education. Most people understand that access to employment and personal success is linked to learning. 

In order to break the chain of disempowerment, parenting should be accompanied by an education savings scheme to enable children to acquire post-secondary education skills. With the vast array of post school courses and qualifications available and recognised by the South African Qualifications Authority (SAQA), learners will be able to aspire to some qualification which defines their ambition and allows them to make their own unique contribution to South African society.

We therefore propose an education savings fund to be known as the FUNDISA FUND, meaning, “educate (verb) fund”.

We envisage this fund as a familial product in the Mzansi Account range offered by the banks, for the following reasons:

· A fragmented product offering across various industry sectors will confuse the public;

· We believe that the saving and insurance products in the Charter range should enjoy cross-functionality;

· Marketing and education campaigns will be able to enjoy some economies of scale;

· An integrated approach will likewise foster an integrated product formulation in the minds of the clients.

Product Specifications

Functionality and Liquidity

The objective of the fund is to encourage regular monthly contributions, invested over a maximum eighteen-year period before redemptions begin, when the beneficiary (child) is eighteen years of age (or completes school, whichever comes first). It is hoped that the Mzansi account will offer debit order facilities to Charter products. Contributions will be voluntary and could therefore be discontinued and recommenced at the will of the client. Withdrawals are 1/nth of the remaining balance each year, with n representing the number of years remaining until the post-secondary education has been completed.

It would be pointless offering liquidity on a fund designed to secure the future study of a child. Disbursements will therefore only be made at the designated times above, to a SAQA recognised institution.  

The above characteristics will provide a clear distinction from other bank term accounts and allow the two industry’s interest bearing products to co-exist on the same shelf space.

Regulation

The fund will be a collective investment portfolio established under a scheme regulated by the Collective Investment Schemes Control Act (CISCA).

In order to reduce costs and improve efficiencies, a leading player has offered to act as host CIS manager to the Collective Investments Industry. This will mean that there will be one collective investment portfolio marketed nationally, substantially diminishing seed capital requirements, systems and compliance costs. CIS Managers wanting to participate in the initiative will however be able to maintain their own client records, but will remit the funds to the single portfolio.

Investment Universe

The Fundisa Fund will be classified as a Domestic Fixed Interest – Income category fund. The underlying investments may comprise:

· Bonds

· Fixed deposits

· Structured money market instruments

· Listed debentures

· Other interest earning securities which have a fixed maturity date and either have a predetermined cash flow profile or are linked to benchmark yields.  

The fund will therefore be characterised by a regular and high level of income. The fund shall exclude equity investments. To provide relative capital stability, the average modified duration of the underlying assets is limited to a maximum of two years. 

Minimum contributions

Lump sum investments 

-
R100

Monthly contributions

- 
R25  

Guarantees

There are no guarantees applicable to the Fundisa Fund.

Interest and distributions

All interest is to be re-invested. This will reduce complexity, save on the administrative cost of distributions and allow a more cost effective product to be offered to LSMs 1-5.

Redemptions
In terms of current legislation, the CIS Manager has 14 days to process a redemption. However, the turnaround time is normally two working days from receipt of all requirements at the host company’s Head Office, before 12h00 on any business day. The above would be subject to the product rules.

Fees

The following fee structure is envisaged:

· Nil initial fee

· 1,5% annual service fee 

The above fee structure allows entry into the product at no cost, facilitating maximum access when combined with the low minimum for recurring contributions at R25 per month. The fee will have to be used to cover marketing and distribution costs, administration, a fee to the host company for hosting the fund and the fund manager fee.

Risk Profile

Risk Type
Issue/Exposure
Mitigating Measures

Compliance / Regulatory risk
Asset Management /

Unit trusts.
Host co’s compliance officer will assume responsibility for the compliance of the fund.

Credit risk
Yes
Dependent on instruments in the portfolio. This risk needs to be managed in accordance with the fund’s mandate by the fund manager. It will also fall within the responsibility of the compliance officer.

Market / Price risk
Unit Pricing
Pricing of units is an operational risk. Host co will be responsible for unit pricing.

Liquidity risk
Large scale withdrawals 
The structure of the product as a medium to long term investment for post-secondary education, and the requirement to disburse on a scheduled basis, substantially mitigates against this risk.

Interest-rate risk
Yes
The market level of interest rates will affect the unit price of the fund. Underlying managers will be responsible for managing this risk, in accordance with their respective mandates. Only the best performing fund managers in this asset class will be appointed.

Operational risk
People

Processes

Systems

External events
All operations are standard, as per existing unit trust funds. This product does not call for any new procedures, people or standards.

Reputational risk
ACI
Risk attached to active management and the possible underperformance relative to bank accounts is limited by the duration of the product. 

Exemptions Required

Issue
Proposal
Motivation

FAIS
· Exemption from FAIS or 

· Simple FAIS process, e.g. one or two simple “qualifying questions”.
Due to the fund’s objectives as well as the target market, an exemption similar to that offered to banks selling collective investment money market funds is required.

FICA
· Mzansi Account holder or 

· South African ID book (with the requirement to be 16 years of age or older)
This will ensure that FICA procedures are no more onerous than for the Mzansi Account.



Tax
Exemption from VAT


Mzansi Account is exempt


No IT3(b) for Income Tax up to 50% of interest exemption limit.
Mzansi Account is exempt from this requirement entirely. 50% margin will dramatically reduce administration. See section on tax in document.


No IT3(c) for CGT up to 50% of CGT exemption.
CGT exemption is R10 000. 50% should be a very conservative margin in this market.

Income Distribution
Reinvest all interest to gain maximum compounding benefit.


Collective investment schemes are required to distribute all income so that appropriate tax can be levied. However, the likelihood of a tax liability in this market is limited. 

Tax statement
No tax statement to be sent to investors
There will be no reason to send tax statements to investors other than as defined above.

Client statement
Access to account balances and payment history via ATM where available
CIS Managers distributing via banks will offer investors access via ATMs. We therefore suggest that where electronic access is available, the mailing of statements not be obligatory. 

Annual Report
Annual reports to be made available via branches and on the ACI website
Although CIS Managers are required to send annual reports to investors, it will be confusing and inappropriate to send an annual report of appointed managers to fund investors. Shouldn’t this be an exemption

Marketing and Distribution

Marketing

The ACI will be responsible for the content of marketing material. The ACI shall merge the appointed managers’ templates for marketing literature and monitor compliance from a marketing perspective. All points of distribution shall have the same material, which will be branded with the fund’s insignia. Marketing literature shall be simple and easy to understand. The marketing literature will be actively distributed via each participating CIS Manager.

Distribution

The Industry is seeking to distribute the fund via the following channels:

· All participating management company distribution points

· All branches of the following banks: 

· Standard Bank

· Nedbank

· ABSA 

· FNB 

· All national ATM’s

· All mobile banking points
· Post Office 
CIS Manager Participation

In order to become a “participating CIS Manager”, industry members will be required to fulfil each of the following:

Consumer Education Spend
Paragraph 8.4 of the Charter states that financial institutions shall commit to annually investing a minimum of 0.2% of post-tax operating profits in consumer education. The Charter defines consumer education as “programs that are aimed at empowering consumers with knowledge to enable them to make more informed decisions about their finances and lifestyles”.  The production of marketing literature and appropriate advertising will consequently be aimed at consumer education. CIS Managers will be required to contribute the stipulated share of post-tax profit out of which advertising spend on the theme of “education” and the fund’s benefits, will be funded.

It is hoped that a co-operative marketing effort between industry sectors will be achieved on Charter products. Each CIS Manager will be expected to contribute to the dissemination of information by:

· Making the fund’s marketing literature available in all its offices

· Actively distributing this literature 

Corporate Social Investment

According to paragraph 13 of the Charter, financial institutions have a target of directing 0.5% per annum of post-tax operating profits to corporate social investment (CSI). The Charter defines CSI as projects aimed primarily at black groups, communities and individuals that have a strong developmental approach and contribute towards transformation.  As paragraph 13.3 provides a non-exhaustive list of possible projects, it may be argued that investment in the infrastructure needed to run the Fundisa Fund meets the Charter’s definition of a CSI.

If this is successfully agreed, then participating CIS Managers will be initially required to:

1. Contribute a percentage of the 0.5% towards the initial setup costs of the fund.  Costs shall include:

· Product Development, such as drafting:

· Motivation

· Supplemental deed

· ACI mandate

· FSB approval

· Technology

· Systems enhancements

· Systems changes 

to ensure integrated functionality with the Mzansi Account currently in place;

· Finance and pricing

· Loading funds on the requisite systems

· Opening appropriate accounts

Training and Development 

Each participating CIS Manager will be required to train and develop their own staff or distribution agents to distribute the fund.  Distributors will be expected to cover their training costs out of the levy paid to them.

Fund Management

Fund Performance Benchmark

For the purposes of performance measurement and reporting there will be two comparative benchmarks. One for technical purposes and the other for client referencing:

· Internal benchmark – ALBI 1-3 year index

· Pro: This is the benchmark used by the majority of funds that may be considered for appointment

· Con: This benchmark may not be easily understood by the target market and will therefore not be publicly available

· External benchmark – twelve-month deposit rate

· Pro: This will be easily understood by the target market

· Con: This may create unwanted competitive pressure with the banks

Appointed managers will be mandated to beat both benchmarks.

Criteria for Fund Manager Appointment

As there will be only one portfolio, but many participating management companies, fund management will be shared by the appointment of more than one manager as appropriate. The schematic diagram below illustrates the manager selection process and highlights the fact that managers must qualify under two sets of criteria, namely:

1. Criteria for participation

2. Criteria for appointment

It must be stressed that appointed managers may only be drawn from participating CIS Managers – making this a truly industry-based initiative.



  
Criteria for Participation




   Criteria for Appointment

The criteria for participation have been set out above. The criteria for appointment are:

1. Managers must have a fund classified in either of the following two ACI categories:

· Domestic Fixed Interest – Income category

· Domestic Fixed Interest – Varied Specialist category

2. The performance of a manager must be such that it ranks amongst the top three performing funds in the above categories, based on three-year annualised returns.

3. Managers must sign a standardised contract with the ACI, specifying responsibilities such as:

· The manager’s investment mandate 

· The requirement to conduct presentations in major regions of South Africa

Manager appointment will be made based on performance at the end of each calendar year. Newly appointed managers will take over management of the funds at the beginning of the following quarter. This will give de-selected managers enough time to liquidate the necessary investments.

Adjudication of fund management performance will be by an independent body to be appointed to assume responsibility for performance evaluation and hence the ultimate selection of fund managers each year. The host company will be the account administrator and will be required to provide the multi-manager solutions.  

The number of appointed managers should increase in line with the increase in the funds assets under management. A possible permutation is set out in the table below:

Assets under Management
Number of Appointed Managers

250
3

500
4

1000
5

Increasing the number of appointed managers in this way shall serve to:

· Increase the representation of CIS Managers 
· Reduce the extent to which CIS Managers may start having capacity     issues 

Policy Innovation

Concept

It is proposed that a scheme of grant matching be introduced on a targeted basis linked to the Fundisa Fund as part of the Access theme. The highlights of such an incentive would be the following:

· An incentive for low-income families to open a Fundisa Fund account and begin saving for post-secondary education for a child as soon after birth as possible.

· Contribution match rates suggested at say 25% for all low income families where parents (singularly) earn below the tax threshold (currently R35 000 per annum). A second graduated step, linked to tax brackets could in theory be included as well.

· A contribution match ceiling would be set to cap the fisc’s 
exposure. By way of example, at R100 per month, a child could receive R25 per month as a subsidy. Over the maximum contribution period of eighteen years, this would amount to R27 000 with no growth. At an annual net investment rate of 5%, the future value would amount to R43 650, providing R14 550 per annum over three years of post-secondary education. The Present Value would amount to R17 780 or R5 926 per annum over three years.

The grant would be subject to successful application and include the following possible conditions:

· The grant must be applied for in a form and manner approved by the Minister of Finance;

· The subscriber (the person who has taken out the investment for the purposes of later benefiting his/her child by covering the costs of all or a portion of the child’s post-secondary education) must have made a contribution to the Fundisa Fund in the year that the grant is applied for;

· The beneficiary of the fund must be resident in South Africa at the time the contribution is made by the subscriber;

· The beneficiary’s I.D. number must be provided to the Minister;

· The Beneficiary (child) must be under 17 on 31 December of the year before the contribution by the subscriber;

· Unutilised “grant room” cannot be rolled forward (or should be subject to a maximum carry-forward);

· The grant payment from the government will be subject to any other terms and conditions specified by the Minister by agreement with the trustees of the scheme; and

· As the administration burden would be larger for a fund such as this, an initial application fee may need to be levied.

The above is a conceptual proposal and not intended as policy for implementation. We, however, are opening the debate on the subject and believe that in order to break the hold that economic class (LSM 1-5) imposes on succeeding generations, a bold policy initiative is necessary. Until now, there has been no suitable mechanism for government to achieve this on a centralised basis. However, the formation of a single industry fund under the Charter aimed at education awareness, presents policy makers with a unique opportunity to provide a targeted initiative.
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