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MEMORANDUM

 PENSION FUND ADMINISTRATORS / BULKING AND SECRET PROFITS

INTRODUCTION:

1. On the registration of a pension fund it becomes a juristic person, an entity separate from its members or its participating employer. The assets, rights, liabilities and obligations of the fund (including any asset held by any person in trust for the fund) vest in the fund.

2. No person is allowed to administer on behalf of a pension fund, the investments of the fund or the disposition of benefits provided for in the rules of the fund, unless that person has been approved by the Registrar of Pension Funds (section 13B of the Pension Funds Act, No. 24 of 1956).

3. Invariably persons or entities that have been registered or approved by the Registrar in terms of applicable legislation are required to comply with statutory provisions and prescribed subordinate legislation. Enactments of a regulatory nature are pronounced in the public interest and their objective is to ensure that regulated entities conduct their business properly in order to protect clients' or members' money that have been entrusted to them.  It follows that in general it is expected of regulated institutions, especially those that have been granted authority to accept and control public funds, to act honourably, responsibly, competently and in accordance with good governance practices at all times, failing which the Registrar of Pension Funds has the responsibility to take the necessary steps to protect the interests of the investing public in general as well as the members of a institution such as a pension fund organisation.

PENSION FUND ADMINISTRATORS – AGENTS IN A FIDUCIARY POSITION

4. Pension Fund Administrators (Administrators) are financial institutions in terms of the provisions of the Financial Services Board Act, No. 97 of 1990 and as such are subject to supervision by the Financial Services Board.  Administrators are in particular subject to the provisions of the Financial Institutions (Protection of Funds) Act, No. 28 of 2001 and the Financial Advisory and Intermediary Services Act, No. 37 of 2002.

5. When dealing with pension fund money under their control, Administrators are required by the law to observe the utmost good faith, to exercise proper care and diligence, to refrain from gaining directly or indirectly improper advantages for themselves to the prejudice of their principals (the pension funds concerned) and to avoid conflicts of interest.

6. Administrators stand in a relationship of trust to the pension funds whose money they administer. Money received by an Administrator in that capacity constitutes trust property as defined in the Financial Institutions (Protection of Funds) Act.  When dealing with the monies of a pension fund, the Administrator is the agent of the pension fund and as such  owes a fiduciary duty to its principal.  This position of trust has been summarised by our courts as follows:

"Where one man stands to another in a position of confidence involving a duty to protect the interest of that other, he is not allowed to make a secret profit at the other's expense or place himself in a position where his interests conflict with his duty. The principle underlies an extensive field of legal relationship. A custodian to his ward, a solicitor to his client, an agent to his principal, afford examples of persons occupying such a position. The doctrine is to be found in the civil law and must of necessity form part of every civilized system of jurisprudence. It prevents an agent from properly entering into any transaction which would cause his interests and his duties to clash. If employed to buy, he cannot sell his own property.  If employed to sell, he cannot buy his own property; nor can he make any profit from his agency save the agreed remuneration; all such profit belongs not to him, but to his principal. There is only one way by which such transactions can be validated, and that is by the free consent of the principal following upon a full disclosure by the agent."

7. The common law principles as set out above found statutory enactment in the Financial Institutions (Protection of Funds) Act. The fiduciary relationship in which the Administrator stands to the pension fund requires it to exhibit the utmost good faith in its dealings with the pension fund and its assets. That duty precludes the Administrator from earning a secret profit from the performance of its agency. 

BULKING

8. The practice of Administrators consolidating, or arranging with banks to treat as consolidated, the cash amounts held by them on behalf of the retirement funds under their administration, is known as bulking. 

9. The purpose of bulking funds is that the Administrator is able to negotiate a higher rate of interest to be paid on the funds than would have been paid on the individual current accounts of the pension funds.

10.
Where the higher interest rate paid is registered to the individual pension funds’ accounts, the practice of bulking makes commercial sense, as it would be in the interest of and for the benefit of the individual pension funds.  The practice of bulking per se is not unlawfull or objectionable.

11. The practice of bulking becomes objectionable and unlawful when the Administrator bulks the funds under its administration and then negotiates a higher rate of interest to be paid on the funds without the pension funds being advised of or receiving any or the total benefit of the higher interest rate paid. In such instances the Administrator makes a secret profit when it appropriates the additional interest earned on the bank accounts of pension funds under its control. 

12. It should, however, be pointed out that in accordance with the principles as set out in paragraph 6 above an Administrator will not be acting unlawfully if full and proper disclosure was made to its principal.  In many instances the nature and extent of disclosure will be the subject of debate.  However, it is submitted that disclosure by an agent to its principal in respect of any portion of the interest earned on the funds of the principal, which will be retained by the agent, must by necessity include the following:

a. An indication that the particular pension fund's assets will be bulked with funds of other pension funds in a portfolio of accounts for the purpose of negotiating higher interest rates with banking institutions;

b. An indication of the extent of the enhancement in interest rates that can be achieved by way of the process of bulking as well as an indication of the extent of the potential benefit accruing therefrom;

c. The exact proportion of the enhanced benefit that the Administrator will retain for itself;

d. The portion of the interest to be retained by the Administrator should be calculated in accordance with the actual additional costs and expenses incurred by the Administrator to put the system in place; and

e. The pension fund as principal should be given an indication as to the relationship between the ordinary administration fee to be charged by the Administrator and the portion of the interest that the Administrator intends to retain as a fee. The pension fund should be in a position where it can decide whether it would prefer to pay an enhanced administration fee and retain all the enhanced rate of interest for itself.

13. In so far as Administrators are required to be authorised by the Registrar in terms of section 13B of the Pension Funds Act, they perform specialised tasks and as such a very high level of skill and care will be demanded of Administrators. Any disclosure relating to the practice of bulking and the retention of any portion of the enhanced interest rate by the Administrator that does not comply with the minimum requirements of disclosure as set out in paragraph 12 above will not suffice. 

14. A general clause in the Administrator's service level agreement with a pension fund that the pension fund is aware and agrees that the assets in its current account will be treated as part of a portfolio of accounts by the Administrator for the purpose of negotiating an improved interest rate with a bank, and that the Administrator will receive a fee for this service, will not meet the minimum criteria of disclosure.

15. Administrators who have not disclosed the practice of bulking or the retention of any portion of the enhanced interest earned on the fund of its principals and retain the enhanced rate of interest for themselves, are acting unlawfully and in breach of their fiduciary duties towards the pension funds.

GENERAL CIRCULAR

16. The Registrar of Pension Funds issued a general circular to all registered Administrators (approximately 200) on 24 March 2006 calling for a full and frank disclosure of all practices that amount to the making of secret profits or gaining of improper benefits. The circular was issued pursuant to media reports that one of the major pension fund administrators in the country was bulking the funds of pension funds under its control and thereby earning a higher rate of interest on such funds without any disclosure - thereby making a secret profit at the expense of the pension funds.

RESPONSES

17. In response to the Registrar's circular, responses were received from 60 administrators (it should be noted that the majority of administrators administer only one fund and as such would not be involved in the practice of bulking). These responses can be categorized into three groups, namely:

a. Administrators who do not engage in the practice of bulking and therefore do not make any secret profit at the expense of the pension funds;

b. Administrators who practise bulking but with full and proper disclosure to the pension funds concerned;

c. Administrators who have bulked clients’ funds without any or proper disclosure and thereby making a secret profit at the expense of the pension funds.

18. The latter group includes some of the major pension fund administrators approved by the Registrar.  Provisional indications are that the extent to which these administrators benefited to the detriment of pension funds amounts to millions of rands. The making of secret profits by Administrators at the expense of pension funds impacts directly on the pension benefits of penion fund members and pensioners.

19. The making of secret profits by way of bulking is therefore of great concern to the Registrar as it impacts negatively on the public's confidence in the retirement industry as a whole. By issuing the general circular the Registrar has commenced with a process of investigation. The ultimate aim of this investigation is to disgorge all secret profits made by Administrators and return those profits to the pension funds concerned. 

� Robinson v Randfontein Estates Gold Mining Company Limited 1921 AD 168 at 177 -180


� It may even be argued that a prudent administrator is under an obligation to bulk the funds of the pension funds under its control in order to fulfill its duty to act in the best interest of its principals and that a failure to do so may be a dereliction of duty on the part of the administrator.








