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1 PURPOSE OF THE STATEMENT

1.1 This statement relates to the publication of the draft Conduct Standard on Conditions for
Investment in Derivative Instruments for Pension Funds (draft Conduct Standard) to be made
by the Financial Sector Conduct Authority (“FSCA”) under Regulation 28(7) of the Regulations
made in terms of section 36 of the Pension Funds Act, 1956 (Act No. 24 of 1956) (“the Act”),
and section 106(1) of the Financial Sector Regulation Act, 2017 (Act No. 9 of 2017) (FSR Act).

1.2 In terms of section 98(1)(a) of the FSR Act, before a regulator makes a regulatory instrument,’
it is required to publish the following documents:

(a) a draft of the regulatory instrument;

(b) a statement explaining the need for and the intended operation of the regulatory
instrument;

(c) a statement of the expected impact of the regulatory instrument; and

(d) a notice inviting submissions in relation to the regulatory instrument, stating where, how
and by when submissions are to be made.

1.3 In fulfilment of the above-mentioned requirements under the FSR Act, the FSCA have
prepared a statement of the need for, intended operation and expected impact of the draft
Conduct Standard.

2.1 On 6 November 2013, the Authority published for the second time a draft Notice on Conditions
for Derivative Instruments (Draft Notice) for public comment.

2.2 As aresult of the comments received on the draft Notice, numerous workshops were held with
funds, industry bodies, investment managers and the department of National Treasury to ensure
proper consideration of the comments.

2.3 The comments as well as the FSCA'’s responses are enclosed in the Schedule attached to
this Statement. As the comments necessitated material changes to the draft Notice, the draft
Notice has been converted into a draft Conduct Standard that is now being published for the
third round of public consultation.

3. STATEMENT OF NEED - POLICY CONTEXT AND PROBLEM DEFINITION

3.1 Derivative instruments in a pension fund can be used for a variety of purposes. According to
IOPS Pension Fund Use of Alternative Investments, basic derivative contracts can be used by
pension funds to hedge their risk exposure to specific financial instruments, both on the asset
and liability side.2 Further, derivatives can also be used to change the characteristics of the
fund’s portfolio investments, such as the duration of the fixed income portfolio.

3.2 The Authority recognises that there is a role for the use of derivatives within pension funds’
portfolios, however there are a number of major risks inherent in these instruments. Three major
risks with the use of derivatives are market transparency, counterparty risk and liquidity risk.
Such investments are often complex, illiquid or opaque, and therefore require close monitoring,
analysis and intrusive supervision than most traditional investment products. This is more so
when potentially vulnerable investors, such as pension fund members and beneficiaries, are
involved.

" For the purpose of this Statement, this refers to a Conduct Standard
2 |OPS (2011), “Pension Fund Use of Alternative Investments and Derivatives: Regulation, Industry Practice and Implementation Issues”,
IOPS Working Papers on Effective Pension Supervision, No. 13.
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3.3 Regulation 28(7) provides that funds may invest in derivative instruments and empowers the
FSCA to prescribe conditions in respect thereof.

3.4 However, to date no conditions have been prescribed for funds when investing in derivative
instruments.

4. SUMMARY OF THE DRAFT CONDUCTSTANDARD

4.1 In order to balance the benefit with the possible risks associated with investing in derivative
instruments, the FSCA deems it appropriate to prescribe conditions for pension funds when
investing in derivative instruments as part of its investment strategy.

4.2 The draft Conduct Standard sets out overarching principles for the uses of derivative
instruments by funds.

4.3 The draft Conduct Standard also sets conditions relating to, amongst other things, the following
(a) permissible uses of derivative instruments;
(b) net derivative positions must at all times be covered by appropriate reference assets;
(c) determining maximum allowable economic derivative exposure limits;
(d) valuation of derivative instruments;
(c) determining the allowable counterparties for purposes of derivative instruments;
(d) providing guidance on the calculation of exposure to derivative instruments;
(e) setting out the allowable netting provisions for derivative instruments;
(f) determining the conditions in respect of collateral; and
(9) prescribing the conditions for reporting.

5. STATEMENT OF IMPACT OF THE CONDUCTSTANDARD

5.1 ltis envisaged that the draft Conduct Standard will not have an adverse impact on funds. The
draft Conduct Standard is likely to lead to improved outcomes as the conditions proposed are
made in order to require the board of a fund to appropriately manage its risk in the use of
derivative instruments for the benefit of the fund and its members.

5.2 The Authority acknowledges that there may be instances in which the implementation of the
draft Conduct Standard could have an impact on existing derivative transactions. In recognising
this, all stakeholders and commentators are requested to respond to the questions set out under
Part C of the comment template published with this statement. The responses will be analysed
to understand the anticipated cost and other impacts of implementing the draft Conduct
Standard once it becomes effective. This includes the extent to which transitional provisions are
required in respect of some of the requirements proposed in the draft Conduct Standard.

6. STATEMENT OF INTENDED OPERATION OF THE CONDUCT STANDARD

6.1 Funds will be required to comply with the draft Conduct Standard within 6 months after
publication thereof. This should afford funds sufficient lead time to implement measures to
ensure compliance with the Conduct Standard.

5.2 Following the implementation of the Conduct Standard, the FSCA will assess and evaluate the
effect of the Conduct Standard on a continuous basis as part of the FSCA'’s regulatory and
supervisory responsibilities.
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7. WAY FORWARD

7.1  The draft Conduct Standard is published for public comment for a period of 6 weeks.
Comments are due to the Authority on or before 31 July 2020. After careful consideration of
all submissions received on the draft Conduct Standard, the Authority will make any necessary
changes to the draft Conduct Standard and will either submit the updated draft Conduct
Standard to Parliament for a period of at least 30 days while Parliament is in session or,
depending on the materiality of any such changes, publish the draft Conduct Standard for
another round of public comments.

7.2  Please note that this statement supporting the publication of the draft Conduct Standard may
be updated to better reflect the expected impact of the draft Conduct Standard based on the
submissions received under Part C of the comment template.
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