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	CURATORSHIP OF DEEL-SMITH SECURITIES (PTY) LTD (“DSS”)

DSS, a financial derivatives member of the JSE, was placed under curatorship by the Financial Services Board (“the FSB”) on 17 October 2002.  The curatorship followed an initial investigation by the JSE Surveillance Division into the activities of DSS.

The purpose of this gazette is to advise JSE members of the outcome of an issue that the JSE has been dealing with and which has previously been reported on in the media relating to the possible use of DSS client funds to cover the cost of the curatorship.

DSS is part of a group of companies which includes Deel-Smith & Company (Pty) Ltd (“DS & Co”), an investment management company, and Deel-Smith Benefits Administrators (Pty) Ltd (“DSBA”), a retirement benefits administration company, both of which are registered with and regulated by the FSB.

The JSE’s initial investigation revealed that there may have been material irregularities regarding the misuse of funds belonging to clients of DS & Co and DSBA.  Although our investigation did not reveal any evidence of misuse of client funds belonging to DSS’ own clients, we believed that steps had to be taken to protect those clients’ funds, as there was uncertainty regarding the financial position of DSS and there was common management across all of the Deel-Smith group companies.

The JSE rules provide for a derivatives broking member to be placed into default in certain circumstances, in which case the broker’s clearing member assumes total control of all client funds, thereby safeguarding those funds until they are returned to the clients.  However, in this case, DSS had not committed an act of default as it continued to meet all of its obligations to its clients and to its clearing member.

It was for this reason that when the FSB concluded that the other Deel-Smith group companies should be placed under curatorship due to the apparent irregularities in those companies, the JSE supported including DSS in the curatorship, thereby removing any control exercised by the management of DSS over the DSS client accounts and placing control in the hands of the curator.
The JSE’s expectations at that stage were that all DSS client funds held by Rand Merchant Bank, DSS’ clearing member, would be released by the curator in a relatively short period of time. However, when the curator commenced returning the client funds to the DSS clients, an amount was withheld on each client’s account to cover the curator’s fees.  The JSE immediately expressed its concerns regarding the potential use of client funds to cover the curator’s fees to the FSB as it compromises the key principle of segregation of client funds from those of the member, which is established in the legislation governing the activities of JSE member firms.

Following the initial discussions on the matter with the FSB, we decided to await the determination by the curator of the amount of the fees to be allocated to DSS, as the fees are in the first instance to be recovered from DSS’ own assets and, provided the fees were less than the value of the available assets, there would ultimately have been no need to utilise client funds to cover the fees.

However, once we were advised of the amount of the fees allocated to DSS, it was clear that the assets of the firm would not be sufficient to cover them.  At that point we commenced extensive discussions with the curator and the FSB in order to achieve a practical resolution to the matter which protected the interests of the clients and avoided lengthy and costly litigation.

The outcome of those discussions is that the JSE, the curator and the FSB have come to an arrangement whereby the final amount of the curator’s fees allocated to DSS will be paid primarily by the JSE and partly by the FSB, after deducting the value of any of DSS’ own assets which can be utiltised to cover a portion of the fees.  Therefore, funds belonging to clients of DSS will no longer be required to cover a portion of the curator’s fees and the curator is in the process of returning any funds still held at RMB to the clients.

Whilst the JSE believes that the arrangement that we have come to with the curator and the FSB is the best way of resolving the DSS matter, in the interests of the affected clients, we will still seek to achieve clarity for the future on certain issues relating to the curatorship of JSE members, particularly the issue of the possible use of client funds to cover the costs of a curatorship.  We will also be exploring whether there are other ways of dealing with a similar situation should it arise in the future, where activities or events beyond the scope of a member’s JSE activities could potentially affect the interests of the member’s clients and there is a need to act decisively to protect those interests.

However, although we believe that the principle of client trust funds not being utilised to fund any of the member’s activities needs to be upheld, there are nevertheless challenges as to how a curatorship should be funded, when the purpose of a curatorship is to safeguard the interests of the clients of the affected firm. The question remains that if steps need to be taken to protect clients’ interests by having a third party take control of the management of a particular firm, who pays for that action if the firm itself does not have sufficient assets to cover those costs?

The JSE will always consider whether the JSE itself or a clearing member can step in and take full control of client assets held by a member firm, in instances where there may be concerns for the security of those assets. In such a case, clients of the member firm would not be required to pay for the costs of such an action.
However, we cannot at this point state that we will always be able to take that action and that there will never be a situation in the future where a curatorship of a JSE member firm is necessary.

It is for this reason that the various options need to be carefully examined, in order for the JSE to determine the most effective means of dealing with situations similar to the DSS matter in the future.
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