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1. Economic and financial background 
GDP
After the strong growth last year the pace of global expansion was broadly maintained in the first quarter of 2007 with other countries compensating for a lull in the United States.  The IMF has forecast around 5% global growth in 2007 and 2008.

South Africa recorded a real growth rate of 5% in 2006 with this moderating to 4.75% in the first quarter of 2007. Strong demand for commodities in the first five months of this year has favoured commodity exporting countries including South Africa.

Balance of Payments

The reserves position continues to improve: Gold and foreign exchange reserves increasing from US$25,6 billion at the end of 2006 to US$28,3 billion in June 2007. 

Current account

South Africa recorded a current account deficit of R112,4 billion in 2006 well up on the previous year’s R62,3 billion. The current account deficit is expected to remain around 5%-6% of GDP in the second half of 2007. The deficit is being comfortably financed by net financial inflows which includes foreign buying of SA equities.
Exchange Rate

The real effective exchange rate of the rand declined by 14.4% in the twelve months to March 2007, leading to a substantial increase in the competitiveness of South African exporters. 
The exchange value of the rand recovered somewhat during April 2007, partly through further US dollar weakness following lower than expected US gross domestic product data for the first quarter of 2007 and expectations of a further South Africa interest rate increase.

Inflation

Food and energy prices costs put pressure on the inflation rate last year and by June 2007 the consumer price index less mortgage costs (CPIX) rose to 6.4%. This was outside the 3-6% ceiling of the central bank. 

Rising food prices have been fuelling wage demands. To slow inflation the bank has been tightening monetary policy and increasing interest rates and it is hoped that CPIX will be within the target range by the second quarter of 2008 and reach 5.1% by the end of 2009.
Savings

Backed by strong credit extension household spending has been increasing between 7% and 8% for the past three years. Household indebtedness has risen to record level of 76% of disposable income. South Africa’s savings ratio peaked at 26.7% of GDP in the early 1980s. The latest estimates of gross savings put the figure at 13% of GDP.

The declining trend of the gross saving ratio of households was halted in the first quarter of 2007. After reaching a low of 1¼% of gross domestic product in the fourth quarter of 2006, it increased slightly to 1½% in the first quarter of 2007. This was the result of a slight slowdown in spending together with growth in disposable income.

2. Data on funds under management and portfolios
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3. Key trends
Collective Investment assets increased by 36.4% to R621 billion (US$88,2 billion) during the year to end June 2007.  This was an increase of 38.8% in US Dollar terms.

The local All Share Index increased by 36.9% against that of 22.8% for the MSCI, in rand terms, over the year, with a resultant 32.4% increase in equity fund assets. Local equity funds however experienced net outflows of R6,6 billion for the year ending June 2007.

However, continuing market volatility and the introduction of the Financial Advisory and Intermediary Services Act has resulted in advisors and brokers encouraging investors into more secure and balanced portfolios, with a large increase in the number of absolute return funds on offer. As a result, the major flows continued into fixed interest funds (61.4%) and balanced funds (46.9%) in spite of the lower returns of these funds and the overall sparkling returns of the local market.

The safer haven money market funds attracted R29,6 billion, 37.7% of total net inflows for the year, with these assets accounting for 25.4% of those of the total industry.

The advisor and investor cautiousness has resulted in equity exposure of industry assets falling from 41.3% to 31.4% in the last five years, with many investors not benefiting from the excellent returns generated by the local market, compared to other bourses.

The number of local managers of collective investment schemes increased to 34 at end June 2007.

4. Regulatory and self regulatory developments (including tax)
Retirement fund reform of the 50 year old legislation remains top of the policy makers list. A second consultation paper was issued at last this year after a three year wait. The delay has been caused by disagreement on fundamental elements of the reform within various government departments. The controversy has resulted in a further wait as the Ministries of Finance, Social Welfare, Health and Labour debate a more robust and inclusive reform which includes all the elements of the social security system as well.

The proposals currently on the table are in line with the World Bank’s five pillar model and include:
· Social assistance grants to provide a safety net against poverty in old age, as well as basic support to the disabled, children and caregivers. South Africa already holds the second position in the world in terms of numbers of grants paid each month.

· Mandatory participation in the National Social Security System, up to an agreed upon earnings threshold, providing basic retirement, unemployment, death and disability cover.

· Additional mandatory participation in individual retirement funds, for individuals earning above the threshold

· Supplementary voluntary savings, allowing individuals to choose how the allocate income over their lifetime

These proposals will be supported by a wage subsidy to offset the costs of social security contributions for low income earners and to encourage employment creation. Administration and Tax reforms have also been suggested to streamline and simplify processes.

Policymakers repeatedly refer to the collective investment scheme model as being the most appropriate model for particularly the latter two areas, so the industry would appear to have succeeded with its active lobbying in this regard over the last five years.

In the interim, tidying up of the existing Pension Funds Act has caused some pain, as the life industry lobbied actively to retain business. This has resulted in individual retirement funds being forced to allow transfers between funds for the first time, but the life industry successfully lobbied to ensure that intermediaries are not allowed to charge for advice within the new fund structures, apparently on the basis that the clients had been punished enough already with the life upfront commissions in the old generation life policies.

UCITS III legislation in Europe has also had an impact on South African legislation. Most foreign collective investment schemes registered to do business in South Africa are also registered in Europe as their primary base, and mainly fall under UCITS legislation. As the final implementation deadline approached in Europe it became increasingly clear at last to our regulators that local legislation governing these funds would need to be adapted as the different legislation environments were not in line, resulting in funds breaking the local rules. For many funds, the only other alternative would have been to de-register, meaning that the industry would have few, if any approved regulated offshore offerings. Fortunately sense prevailed and foreign schemes are now considered approved, along with the enhanced investment powers set out in UCITS III, as long as proof of the additional risk management processes is provided.

The next stage in the process is to level the playing fields between foreign collective investment schemes and local funds. Similar rules and risk management processes as to those found in the UK, Ireland and Luxembourg are being proposed.

This has brought the issue of hedge funds back on to the table as most of the concerns around offering regulated hedge fund product in South Africa have been around the issue of the use of some of the derivative and synthetic instruments, and the implications for the conduit principle for tax application on collective investment schemes. The ACI has engaged National Treasury and the regulator on this issue as many of the UCITS schemes use these instruments.
The regulator has also amended the "fit and proper requirements" in the Financial Advisers and Intermediary Services Act to include a category for hedge-fund managers, who are now registered as investment managers. The regulations will require anyone managing a hedge fund to apply for a so-called Category IIA license by February 2008. Managers must be able to show a track-record of managing hedge-fund strategies and must also demonstrate knowledge, skill and competency in managing all instruments and asset classes associated with hedge funds. South Africa has more than 100 hedge-fund managers with about R22 billion in assets.

5. Corporate governance – major developments
No major developments this year.
6. Fund governance
The Association has introduced total expense ratios (TER) as a compulsory disclosure on its members. The move has been very well received by policy makers and the regulator – so much so that the life industry has been requested to apply the same methodology on their products. They currently use reduction in yield as a means of disclosing cost implications.

The introduction was not without its problems however as the industry first elected to include brokerage in the TER. However after a number of submissions from companies with global operations it was decided to remove brokerage as it is generally not applied. 
This has caused some dissent as certain players have chosen to still include brokerage, while the public debate around the issue caused the media to question why the fund management industry worldwide does not include brokerage.

The industry also introduced a performance fee standard which sets out standardised disclosures for all funds charging performance fees. Standardised terminology must also be used, to assist the clients in understanding and comparing products.
7. Product developments
The major product development to have occurred in the industry in the last year has been the introduction of a pilot project for a collaborative initiative called Fundisa in response to the Financial Sector Charter.

This voluntary initiative by the financial services players aims to transfer ownership to black South Africans as well providing affordable and appropriate products for the previously disadvantaged.

Fundisa allows poor South Africans to invest small and irregular amounts towards funding their children’s education. A percentage of their saving is matched by a grant, funded in partnership by the Ministry of Education and financial services companies for the pilot project. Canada has a similar scheme. Support and backing around distribution has also been received from the labour movement and community structures.
The Financial Advisory and Intermediary Services Act (FAIS) continue to have a major impact on the way financial products are sold.   The purpose of the Act is to regulate financial planners and advisors as well as product suppliers, in the giving of financial advice.

The trend towards broker funds being registered has continued unabated. These funds are registered as third party funds, hosted by a local manager, and allow the broker networks to manage their clients administration, switching and tax issues within the portfolios, resulting in a lot less trouble for them. Most of these funds are run as fund of funds.

Third party funds now make up 35.2% of all funds, up from 10% in June 2002. However they only represent 7% of assets.
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		ASSOCIATION OF COLLECTIVE INVESTMENTS - SOUTH AFRICA

		Statistics for 12 months to 30 June annually

				2000		2001		2002		2003		2004		2005		2006		2007

		TOTAL ASSETS (Rm)

		General Equity Funds		40,680		47,419		51,248		38,887		47,491		67,856		96,642		132,513

		Specialist Equity Funds		23,024		20,253		22,274		19,660		24,423		39,743		50,206		62,438

		Sub-total		63,704		67,672		73,522		58,547		71,914		107,599		146,848		194,951

		Balanced/Mixed Funds		6,996		9,027		16,881		17,905		32,190		52,468		91,494		153,046

		Property		_		_		1,469		3,013		4,670		10,771		15,620		19,117

		Fixed Interest Funds

		Fixed Income Funds		4,088		5,413		5,595		6,252		8,241		9,743		12,347		8,790

		Bond Funds		9,259		13,235		17,861		21,694		21,222		25,002		17,509		18,635

		Money Market Funds		35,080		34,708		50,875		67,054		88,367		114,381		124,182		157,470

		Other Sector		562		3,807		11,890		17,490		22,973		28,076		47,341		69,208

		Sub-total		48,989		57,163		86,221		112,490		140,803		177,202		201,379		254,103

		Fund of Funds		6,643		11,419		27,018		22,940		27,643		44,867		67,946		100,970

		Grand Total		119,689		133,862		178,093		191,955		249,577		348,040		455,341		621,217

		TOTAL NET FLOWS (Rm)

		General Equity Funds		3,624		4,619		-3,908		-3,966		1,789		2,494		2,786		467

		Specialist Equity Funds		3,076		-1,895		551		312		1,865		95		-2,980		-5,600

		Sub-total		6,700		2,724		-3,357		-3,654		3,654		2,589		-194		-5,133

		Balanced/Mixed Funds		-1,029		1,407		7,156		2,293		10,636		11,581		29,279		36,809

		Property		_		_		81		1,172		1,450		3,610		2,483		-1,359

		Fixed Interest Funds

		Fixed Income Funds		2,184		2,756		4,732		346		2,947		2,077		415		-1,117

		Bond Funds		762		966		340		2,386		586		1,655		-6,850		959

		Money Market Funds		12,285		1,263		17,243		15,989		21,030		25,174		3,687		29,617

		Other Sector		389		3,108		8,029		5,627		4,641		4,739		21,438		18,762

		Sub-total		15,620		8,093		30,344		24,348		29,204		33,645		18,690		48,221

		Fund of Funds		3,622		4,379		12,552		412		1,590		6,017		12,147		17,944

		Grand Total		21,291		12,224		34,224		24,159		44,944		51,425		50,258		78,538

		NUMBER OF FUNDS

		General Equity Funds		72		88		109		115		110		113		112		127

		Specialist Equity Funds		105		114		114		108		92		91		99		93

		Sub-total		177		202		223		223		202		204		211		220

		Balanced/Mixed Funds		61		77		116		137		166		216		295		364

		Property		_		_		4		6		11		19		24		26

		Fixed Interest Funds

		Fixed Income Funds		15		15		14		15		12		10		13		12

		Bond Funds		25		32		38		39		41		41		45		41

		Money Market Funds		21		24		24		28		25		26		27		27

		Other sector		2		8		18		27		40		54		64		81

		Sub-total		63		79		94		109		118		131		149		161

		Fund of Funds		39		69		119		133		151		201		240		304

		Grand Total		301		358		437		475		497		570		679		771

		TOTAL NUMBER OF MANAGERS		31		29		28		29		25		26		29		34
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Sheet2

				ASSETS						FLOWS

				June 03		June 04		Inc		9/30/03		12/31/03		3/31/04		6/30/04		Total

		ASSET ALLOCATION FUNDS

		Prudential Low Equity funds				4,171						558		813		796		2,167

		Prudential Medium Equity funds		8,705		10,509				448		495		971		810		2,724

		Prudential High Equity funds				382						19		6		0		24

		Flexible funds		6,293		6,437				845		373		104		198		1,520

		Targeted Absolute and Real Return Funds				7,088						1,491		1,292		825		3,609

		Flexible Property funds		3,013		4,670				294		350		420		386		1,450

		SUB TOTAL		18,011		33,257				1,587		3,286		3,607		3015		11,495

		No of Funds		137		166

		FIXED INTEREST FUNDS

		Bond funds		20,059		20,044				(316)		431		(69)		812		858

		Income funds		6,252		8,241				651		1,189		734		373		2,948

		Varied Specialist Funds		15,676		21,493				1,171		1,431		459		1698		4,758

		Money Market Funds		67054		88367				7724		5113		5459		2734		21030

		Nedcor		26

		African Harvest		10

		BOE		14

		FTNIB		19

		Nedbank		11

		NIB		9

				63		37

		Stanlib		49

		Standard Bank		27

		Liberty		46

				73		24

		No of Mancos June 2003		29

		New		1

		Less Mergers		5

		No of Mancos June 2004		25






