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ENGLISH ABSTRACT

A PROPOSED CREDIT RATING METHODOLOGY FOR CO-
OPERATIVE BANKS IN SOUTH AFRICA

When large banks have a shortage of liquidity, they solve the problem by either
placing papers in the market, going to other banks, borrowing from other financial
institutions or making use of its reserves. When entering the market, credit
ratings facilitate the loan process by providing an indication of the lending banks’
risk. However, when South African co-operative banks enter the market for
finances, no rating can be applied as the method for rating these banks does not
exist. This, in turn, leads to a slow-down in the loans process and co-operative

banks being charged higher intereét rates.

The primary objective of this dissertation was the formulation of a credit rating
methodology, amended from Fitch Ratings and Moody’s Investors Service, for

South African co-operative banks.

A literature study was undertaken in order to determine the theoretical aspects of
rating banks as well as providing insight into the management structures’ of co-
operatives and their business practices. A proposed credit rating methodology
was then developed and tested by means of a questionnaire provided to South

African credit unions of different sizes in Gauteng and the North-West.

The history of credit unions and co-operative banks was provided as the point of
departure and followed by the Co-operative Banks Act. This was done in order to
facilitate the understanding for the need of the rating methodology along with the
rating aspects provided for by legislation, especially regarding the operating and

regulatory environment.

The developed methodology was found to be adequately suited for co-operative

banks in South Africa (CBSA) and could ultimately assist CBSAs in negotiating
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interest rates charged when entering the market for liquidity purposes. This in
turn could have positive implications in the government’'s aim to reach the large

unbanked population of South Africa.
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- OPSOMMING

‘N VOORGESTELDE KREDIETWAARDERINGS METODOLOGIE
VIR KOOPERATIEWE BANKE IN SUID AFRIKA

Wanneer groot banke ‘n tekort aan likwiditeit ervaar, oorkom hulle dit deur
papiere in die mark te plaas, na ander banke te gaan, om by ander finansiéle
instansies te leen of deur van hul reserwes gebruik te maak. Indien hul die mark
betree, fasiliteer kredietwaarderings die leningsproses deur ‘n aanduiding te gee
van die lenende bank se risiko. Aihoewel, wanneer Suid Afrikaanse kooperatiewe
banke die mark betree vir finasies, kan daar geen waardering toegepas word nie
aangesien so ‘n metode nie bestaan nie. Dit lei na ‘n vertraging in die

leningsproses sloer en ook dat hoér rentekoerse van hul vereis word.

Die hoof doel van die verhandeling is die formulering van ‘'n kredietwaardering
metodologie vir Suid Afrikaanse kooperatiewe banke, wat uit die Fitch Ratings en

Moody’s Investors’ Service aangepas is.

‘n Literatuurstudie is onderneem. met die doel om die teoretiese aspektie van
bankwaardering te bepaal en ook insig te verskaf van die bestuufstrukture van
krediet unies en hul besigheid. ‘n Voorgestelde waarderingsmetodologie is
ontwikkel en getoets deurmiddel van ‘'n vraelys wat verskaf is aan Suid

Afrikaanse kooperatiewe banke in Gauteng en die Noord-Wes.

Die geskiedenis van krediet unies en kooperatiewe banke is beginpunt gebruik
en is gevolg deur die Kooperatiewe Bankwét. Dit s0 gedoen om metodologie
makliker verstaanbaar te maak, en terselfdetyd die kredietwarderings aspekte,
wat alreeds deur wetgewing voorsien is, aan te dui. Veral met betrekking tot die

werk- en regulerende omgewing.

Dit was bevind dat die ontwikkelde metodologie van pas was vir kooperatiewe

banke in Suid Afrika en kan veral met die onderhandeling van rentekoerse help



wanneer die mark betree word vir likwiditeits doeleindes. Dit kan van groot
waarde wees vir die regering in sy doel om die groot ongebankte bevolking van
Suid Afrika te bereik.
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CHAPTER 1

OVERVIEW

1.1 Introduction

According to the National Co-operative Bank (2001) in Washington DC, a co-
operative is a business which is collectively owned and operated by its members.
Its purpose is to provide services to its members at the lowest cost possible (U.S
Department of Agriculture, 1985). Many of the basic principles by which co-
operatives are managed relate to asset building and wealth creation (Nembhard,
2002:326). Co-operative banks are member-owned organisations similar .to
mutual savings and loan associations, which make loans and pay interest on

pooled member deposits (Anon, 2008).

Co-operative banks are common around the world and have been established in
many countries for different reasons. In Nigeria, for example, the co-operative
banking scheme originated due to the need to close gaps in the fural economy
and to increase the sector’s productivity (Onugu, 2000:103). In Germany, it was
the need for cheaper rates for loans to small farmers and labourers that led to the

creation of co-operatives (Guinnane, 2001:368).

Co-operatives are thought to be a solution to many modern-day problems in
developing as well as developed countries. These range from unemployment
and poverty to increasing the availability of loans to clients who would not be able
to obtain financing elsewhere (Sono, 2006). In a study done by Conover, Molina
and Morris (1993), Californian co-operatives provided higher wages than the
national average for unskilled, non-English-speaking immigrants. Successful co-
operatives help accumulate and create wealth for their members (Nembhard,
2002:325).



Co-operatives allow people who would not usually be able to afford houses to
become homeowners, or to reduce the cost of becoming a homeowner. The Co-
operative Housing Coalition (2000) in the United States of America undertook a
study which found that the average income of co-operative homeowners was
higher, when compared to renters, since the average monthly cost of such a co-
operative home is much lower than market rentals, enabling their residents to
have a higher disposable income. The American Federation of Labour and
Congress of Industrial Organisations (AFL-CIO) Housing Investment Trust (2000)
suggests that leveraged investment creates equity which increases over time.
Also, the tax benefits of home ownership contribute to wealth creation and
ultimately result in much higher net worth occupants than renters. Thus, as co-
operatives provide access to home ownership, they provide equity and wealth for
their members. Finally, Lee and Kelly (2001) found that households that make
use of both a credit union and a bank are wealthier than households which make

use of only one of these.

The functions of community banks — in terms of deposit mobilisation, application
through loans and advances in prime economic sectors, as well as certain non-
banking applications — show that they can be seen as development agencies
(Onugu, 2000:104). However, this has been contested by Henderson (1 999),
who stated that community banks lead residents and businesses to search for
credit in less appealing environments which ultimately suppresses economic

development in a community.

A study by Ehrmann and Worms (2001:1-27) found that co-operative banks are
not influenced by stricter monetary policy and are able to insulate their lending
from monetary policy impulses. They attribute this to co-operative banks having
their main lending relationship with their head institutions. It is these_inétitutions
that enter the domestic and international interbank credit market. Therefore, the
monetary contraction of a co-operative bank depends on the head institution’s

availability of funds and how they are allocated, rather than monetary policy.



This allows the individual banks to experience less credit and market risk than
other banks, as they are insulated from these exogenous shocks. DeBondt
(2000), who used panel econometric analysis and Worms (2001) ascribe this
phenomenon to the dependency of bank lending to bank size. However, Favero,
Giavazzi and Flabbi (1999), using cross-sectional data, and Ehrmann ef a/ (2001)

could not find the same evidence in the Euro-area.

There have also been arguments suggesting that community banks could help to
bridge the gap between the supply and demand of credit in certain areas, and
produce the forces necessary to mitigate discriminatory outcomes in credit
markets at a profit (Henderson, 2002:316). This is due to the vast presence of
credit risk innate in urban centres, causing co-operative banks to function more
conservatively and to experience lower profitability by restricting loan supply as

well as the higher provisions for loan losses (Munnell “et al.” 1996).

From the above, it is apparent that co-operatives have a large role to play in the
economic growth and development of South Africa. They could offer a solution
to the country’s poverty and housing shortages, as well as increase credit
availability to poorer communities under the stricter monetary policy the country
is currently following. However, co-operative banks are still a relatively unknown
phenomenon in South Africa with the Co-operative Banks Act (No. 40 of 2007)

only having been introduced as recently as 2007.

This chapter defines co-operative banks and credit ratings, as these are key
concepts which need to be understood in order to understand the rest of this
study. This is followed by the problem statement and a motivation as to why this
study is important. The goals and objectives, basic hypothesis, method of '

investigation and the provisional Chapter‘outline of the study are also discussed.



1.1.1 Definition

According to the Co-operative Banks Act of South Africa, (No. 40 of 2007); a co-
operative bank'is: “a co-operative registered as a co-operative bank in terms of
the Co-operatives Act (No. 14 of 2005) whose members -
e are of similar occupation or profession or are employed by a common
employer or who are employed within the same business district; or
e have common membership in an association or organization, including a
religious, social, co-operative, labour, or educational group; or

o reside within the same geographical area or defined community.”

In general, co—operative banks concentrate more on retail lending and make use
of products that are specifically designed to the needs of its members. Therefore,
they differ from commercial banks with their emphasis on corporate and
inétitutional lending. They also differ from savings banks in terms of the loans
they offer the public — loan services with savings banks focus on consumer
lending and with co-operative banks they focus on agricultural lending (Kolhari &
Zardkoohi, 1990).

According to Fitch Ratings (2008a), credit ratings provide an opinion on the
counterparty’s ability to meet its financial obligations. These include interest
payments, preferred dividends and repayments of the principal loan amount.
Investors use credit ratings as an indicator of the probability of return on their
investments, in accordance with the terms and conditions under which they
invest. These credit ratings vary and include country ratings and corporate

ratings (fitchratings.com, 2008a).
According to Moody’s, credit ratings are opinions of the relative credit risk

inherent in an investment. They address the possibility that a financial obligation

will not be honoured in accordance with the terms that it was invested. Thus,



credit ratings reflect both the likelihood of default and the probability of financial

loss suffered in the event of default (Moody’s Investors Service, 2007).

Credit ratings indicate risk in relative rank and, as such, are merely an ordinal
risk measure. They do not indicate a specific regularity of default. However, the
lower the rating, the greater the likelihood of default. Investment grade ratings
point towards comparatively low to moderate credit risk (International Long-term,
‘AAA’ to ‘BBB-; Short-term, ‘F1’ to ‘F3"). Speculative or non-investment grade
ratings, on the other hand, indicate either a higher level of credit risk or that
default has previously occurred (International Long-term, 'BB+' to 'D'; Short-term,
'B' to 'D'). (fitchratings.com, 2008a). The definition of investment and non-

investment grade ratings will be discussed in more detail in chapter 3.1.
1.2 Problem statement

This study aims to propose a method by which co-operative banks can be rated

and, more specifically, the rating of these banks in South Africa.

in order to maintain an appropriate amount of liquidity, a bank must satisfy its
liquidity requirements by placing papers in the market, by borrowing from other |
financial institutions or by making use of its own reserves. This dissertation
attempts to define — through the use of credit ratings — a rating system for co-
operative banks for use in the negotiation of relevant interest rates required for

funding requirements at external institutions or institutional investors.

1.3 Motivation

If this proposed method correctly answers the problem statement, it could help to
set a guideline as to how co-operative banks could be rated in South Africa, and
thereby assist in determining what should be an appropriate interest rate that

could be charged when funding is required.



The importance of this study lies in the fact that a co-operative bank, without
such a credit rating, may be charged a very high rate of interest when
approaching the market for funds. This, in turn, may have an adverse effect on
its own loans, as historically co-operatives have always charged lower rates than
commercial banks. Also, the loan process can be very lengthy when the bank

does not have a rating.
1.4 Research aims and objectives

The purpose of this study is to decide on a proposed method as to how co-
operative banks could be rated in South Africa in order to determine the

appropriate interest rate to be charged when funding is required.

The dissertation Will achieve four goals:

e give the reader a better understanding of the history and management
structures of co-operative banks worldwide,

o define how banks are rated and propose a method according to which co-
operative banks in South Africa could be rated,

o test the accuracy and suitability of such methodology by means of a
questionhaire submitted to random co-operative banks in South Africa,

¢ indicate which rating sub-factors could be enhanced by co-operatives in

order to acquire a higher credit rating.
1.5 Basic hypothesis
The basic hypothesis can be formulated as follows: What is the appropriate

method for rating co-operative banks in South Africa in order for them to

negotiate interest rates and funding requirements from external institutions?



1.6  Method of investigation

This study will apply data, received from the South African Credit Co-operative
League (SACCOL), as well as South African co-operatives, to an amended credit
rating methodology derived from the methodology used by Fitch Ratings and
Moody’s, in order to determine the proposed credit rating methodology for a

South African co-operative bank.

The combined methodolégy, discussed in chapter 3, is amended in chapter 4

and tested in chapter 5 in order to determine its appropriateness and accuracy.
1.7 Chaptef outline

This dissertation comprises 6 chapters. Chapter 1 provides a short introduction to
the topic and the positive aspects of co-operative banks, followed by a discussion
of the methodology and approach to the study. The problem statement,

hypothesis, gdals and layout of the dissertation follow thereafter.

Chapter 2 addresses the different co-operative management models, a historical
overview of co-operative banks and the Co-operative Banks Act, No. 40 of 2007.
Chapter 3 investigates Fitch Ratings’ and Moody’s credit ra‘ting methodologies for
banks, while chapter 4 proposes a method for rating a co-operative bank.
Chapter 5 tests the aptness of the developed methodology, as well as the rating

factors that could increase ratings for co-operatives.

Chapter 6 concludes and provideé a summary of the study, as well as

suggestions for further research.



CHAPTER 2

CO-OPERATIVE BANKS

21 Introduction

In the previous chapter, a short introduction into co-operative banks was
provided as well as some important definitions which need to be understood by
the reader, in order to facilitate and set a framework for this study. In addition,
the problem statement, motivation, goals and layout of the dissertation were
defined.

Co-operative banks originated from communal agricultural organisations and
were based on the principle of co-operation, open membership, democratic
decision making and mutual help (Sharma, 2003). Today many of them have
transformed into multi-national organisations, delivering a wide range of services

which range from taking deposits to supplying insurance.

In this chapter, further insights into the history of co-operative banks and how
they originated will be provided as well as a discussion on the history of savings
and credit co-operatives in South Africa. This will be followed by a discussion on
the different co-operative bank models and concludes with a discussion on the
Co-operatives Banks Act of South Africa. These are included in order to supply
the reader with further insight into the history of the credit union movement in
South Africa, as well as to indicate the legislative environment in which credit

unions have to operate.



2.2 Background

2.2.1 History

Credit co-operatives have their origin primarily in the agricultural sector. They
have evolved to include other services due to the need for economies of scale
(jointly producing multiple services), and also to maintain competitiveness
(Baumol, 1977). These include products and services such as consumer
financial services, investment banking, corporate financing and market activities
such as capital and foreign currency trading. Large co-operative banks, such as
the Crédit Agricole Group, have an active presence in a multitude of countries
and have also evolved and broadened their activities to service all sectors of the

economy, as well as all types of clients (Lafleur, 200).

The aims of co-operative banks have always been to mobilise savings from
middle and low income groups and to supply credit to its members (Sharma,
2003). The first credit co-operatives which can be linked to the modern day
version of co-operative banks have their origin in the 1870’s in Germany under
the influence, ideas and practices of Hermann Schulze-Delitzsch and Friedrich
Wilhelm Raiffeisen (Anon, 2005). |

German land reforms and the emancipation of the Jewish population, both in
terms of their rights and religion, created an impoverished peasantry in Germany
during the 1880s which led to some farms being over-extended with mortgage
debt. Some states allowed cities and provinces to create specialist institutions
such as savings banks, land banks and lending institutions, but none of these'
organisations, nor Germany’s universal banks, were able to offer favourable loan
terms to small farmers (Guinnane, 2001:368). Interest rates in excess of 30%

per annum were not uncommon at the time (Bell, 1988 and Besley, 1995).

Responding to these conditions, Schulze-Delitzsch founded a number of co-

operative credit associations during the 1840s and 1850s (Herrick & Ingalls,



1915), followed by Raiffeisen who founded his first co-operative in 1864.
Raiffeisen’s co-operatives were modelled after the Schulze-Delitzsch banks but,
instead of focusing mainly on small shopkeepers, urban artisans and

‘handworkers”, were primarily rural based (Guinnane, 2001:369).

In 1889, German co-operative law was amended to allow co-operatives to switch
to limited liability (Banerjee, Besely and Guinnane, 1994); however, it did require
all co-operatives to have share capital. Most rural Co-operativeé complied by
instituting shares of nominal value, whereas urban co-operatives built up shares
and paid non-trivial dividends to its members (Guinhane, 2001:369). Initially, co-
operatives were exempt from taxes as long as they dealt with their member's
affairs only (Schillings, 1986).

During this time there were four alternatives to co-operative banks, the first of
these being large commercial banks. Today, co-operatives and commercial
banks compete for loans at a much larger scale, but during the 19th century
commercial banks posed little threat to co-operatives (Guinnane, 2000). Co-
operatives lived among their members and, as such, had much better information
and enforcement capabilities than these larger banks. This enabled co-
operatives to extend credit to clients that the commercial banks did not wish to

have on their books (Lamoreaux, 1991).

The second alternative was municipal savings banks. These banks were
located in cities, and promised a small, yet safe return on investments for the
poor and working class. These banks invested predominantly in the local
property market and in state papers. They offered competition for credit co-
operatives in the deposits market, yet almost none in the lending market
(Guinnane, 1997). v

The third alternative was the small, individually owned private banks. These
banks had unlimited liability and were dependent on the owner’s own assets, and

decision making (Neumann, 1965). Private banks Competed for the largest and

10



best-quality loans that co-operatives would be willing to make. In rural areas,
they provided limited competition in the lending market, but none in the deposit
market as it did not form part of their business (Wixforth & Ziegler, 1994).

The fourth alternative, and the most important competitors for credit co-
operatives, were the moneylenders. These were individuals who extended
credit as part of other activities such as seIIing agricultural goods. According to
Smith (1999), most moneylenders lived in or near the communities they served.
However, they did not have the same quality of information or enforcement

capabilities that co-operatives enjoyed.

Co-operatives were managed by three bodies. These were: the management
committee (responsible for making the most important decisions such as
accepting new members and granting loans, and represented the co-operative
judicially), the supervisory committee (whose job it was to oversee the
management committee,) and the collective membership (who met annually to
elect the above mentioned committees and méde decisions on basic policies
such as interest rates). Each co-operative employed its own treasurer as well
(Guinnane, 2001:369),

Rural Co-operatives restricted their service to places that had a small population,
or covered a small geographical area (Winkler, 1933). This enabled members to .
gain extensive knowledge of potential members, as well as being able to monitor
those who had already received loans. Also, members could impose extra-
economic sanctions on fellow members cheaply and effectively (Fagneux, 1908).
This meant that members could be expelled whenever they behaved in a manner
that made them undesirable as partners. Due to co-operatives only accepting
members locally, once a member had been expelled from a co-operative due to
not repaying a loan, such an individual was cut off from all co-operative credit
and, in some cases, even found themselves unable to find work (Guinnane,
2001:371). '
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According to Guinnane (2001:366), the reason so few co-operatives went
bankrupt in the early 1900°’s can be attributed to the effective information
capabilities and inexpensive sanctioning that members were able to place on

potential (as well as current) fellow members.

Co-operative banks were not only advantageous for people seeking loans, but
also became popular among non-lending members as well. Guinnane
(2001:371) attributes this to two factors; firstly that co-operatives were located in
remote areas and thus joining a co-operative would give the member the ability
to participate in setting deposit interest rates and monitoring the use of deposits,
and secondly by helping a co-operative prosper, the demand for the member’s

own enterprise (for instance in the case of shopkeepers) could be increased.

With European immigration, the idea of financial self-reliance disseminated to
other countries and soon Austria, Italy, France, England and other European
countries all found credit co-operatives operating within their financial sectors.
With little government assistance, Germany’s co-operatives grew from small,
informal institutions to major players in the international banking sector
(Guinnane, 1997).

During the 1900s in France, villagers united into credit co-operatives in order to
satisfy their financial needs on the basis of mutual help. The Minister of
Agriculture then initiated the law on agricultural credit societies which eventually
led to the uniting of the credit co-operative structures. This, in furn, provided
funds for the development of the French agrarian (agricultural) sector.
Eventually, it led to the establishment of the Crédit Agricole group of co-operative
banks, which today is one of the largest co-operative banks in the world (Anon,
2005).

Credit oo-operafives spread quickly in many countries and, at present, they have
gained a significant position in the financial systems of both developed and

déveloping countries, as well as the co-operative sector of the global economy.
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Today, Canada, the United States of America, Ireland and Australia have the
most established movements. In many of these countries, credit unions have a

much larger presence than commercial banks (de Jongh, 2006a).

In Africa, credit unions are less common. In May of 1996, South Africa became
the 28™ African nation to become a member of the African Confederation of
Savings and Credit Co-operatives (ACCOSCA). Globally, there are almost 100

million members in over 60 countries (de Jongh, 2006a).

The South African Credit Co-operative League (SACCOL) was formed in 1993
after it had evolved from the Cape Credit Union League (CCUL). In the late
1970’s, various Catholic Church parishes decided to form credit unions. The
CCUL was formed in 1981 to assist the parishes in co-ordinating and
standardising their operations. However, at this time, credit unions were social
organisations and were not operated as businesses, which led to many

problems.

Credit unions did not pay market related interest on deposits, but extended loans
at cheap rates. This led to members not saving their money with the credit '
union, but only applying for loané. Thus, the credit unions were unable to grow,
due to low savings and shares. Furthermore, the availability of cheap loans
caused members to resist any changes in the operations of their credit union.
Inevitably, this led to stagnation in the growth prospects of credit unions (de
Jongh, 2006a).

Another problem was that due to the state of emergency in South Africa during
the 1980’s, leadership positions in the credit unions were undesirable, with the
result that the ministers of the parishes had to assume the leadership roles.
When such a minister was transferred to another parish, the continuation of the
credit union was based on the new minister's interest in, and knowledge of,

running a credit union (de Jongh, 2006a).
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In poorer communities, credit unions grew in popularity as an alternative to other
savings schemes due to the cheaper loans. After just six years, the CCUL
extended its activities outside the Western Cape and started calling itself the
South African Credit Union League (de Jongh, 2006a).

However, credit unions remained unviable. In 1991 the World Council of Credit
Unions did an assessment on the viability of the co-operative union movement in
South Africa. They found that only three of the 47 co-operative unions had long-
term potential. As a result, it was decided to change the orientation and to
manage these unions as businesses, since this would serve its members better
in the long term. This finally led to the formation of SACCOL in 1993 (de Jongh,
2006a).

Today, there are 28 SACCOs serving nearly 10 000 members in South Africa.
Services rendered by these credit unions include loans, savings and insurance.
Generally, their deposit rates are better than at commercial banks and all the
SACCOs (as well as SACCOL) are entirely self-sustained and receive no form of
grants (de Jongh, 2006b).

According to Kuljian (2005), another communal savings mechanism, “stokvels”
originated during the same period. Stokvels provide a mechanism for a -
community member to contribute to a cornmon pool of money with the knowledge
that when it is required, or alternatively at a pre-determined interval, funds will be
made available. This common pool allows the member to purchase a house, pay
school fees, or even host a party. A recent study by Old Mutual found that today
roughly 22% of the adult population in South Africa save through stokvels
(Visser, 2004). In 2006, stokvel savings were worth R33 billion, a threefold

increase from the R11 billion a decade earlier (Vollgraaff, 2007).

A different form of co-operative that originated in South Africa were the mutual
building societies. They gained momentum after 1910, and their operations were

related to those of co-operative banks since they were managed by the member
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directors. Although national organisations by nature, their regional directors had
ultimate authority regarding events in their respective regions. This all changed,
however, with the implementation of the new Banks Act in 1990. The Act made
provision for only one type of institution: a deposit-taking institution.
Subsequently, terms such as merchant banks and building societies became
extinct. Ultimately, the new Act caused building societies, amongst others, to

disappear altogether from the South African market (Vosloo, 2008).

Since democratic independence and the opening of the South African economy
to the rest of the world in 1994, the financial services sector has been in a
constant state of flux, as these organisations have had to constantly adapt to
national and global trends in order to stay competitive (Lafleur, 2002).
Furthermore, factors such as new information techinology, globalisation and local
demographic Chénges, e.g. urbanisation, are giving rise to new opportunities and

raising expectations in the South African financial sector.

Credit unions face a particular challenge by aiming to remain locally rooted
institutions.  However, they also face competition from larger commercial
organisations. In Canada, the establishment of co-operatively owned banks has
been seen as'a solution (Lafleur, 2002). In order to regulate the savings and
credit co-operatives in South Africa, as well as to increase their ability to compete
in the face of national and international competition, the Department of Finance
initiated the Co-operative Banks Bill in 2005, which 'in 2007 became an Act of

Parliament.
2.3  Co-operative bank models

The history and development of savings and credit co-operatives have been
discussed with a special focus on Germany and South Africa. This section
introduces different co-operative bank models with special attention paid to

Canadian models.
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Internationally, there are a number of co-operative banking fnodels, with many
countries using different adaptations of these models. These adaptations are a
result of the different financial climate in each country, as some have less credit
unions and others greater poverty. For instance, in Finland, findings show that it
would be better if the smaller banks merged as this would lead to lower costs for
each individual bank in terms of advertisements, pooled resources, etc. (Kolari &

Zardkoohi, 1990:450), yet in other countries the opposite may be true.
2.3.1 Canadian co-operative bank models

One of the countries with the strongest co-operative movements is Canada. In
2000, Canada had 703 different credit unions, operating in 3 648 locations with
roughly C$120 billion in assets and serving 10 million members — one third of the

Canadian population (Lafleur, 2002).

The Canadian Department of Finance aimed to increase competition in the
domestic financial sector while ensuring access to services at a community level.
In order to achieve this, the government introduced a new legislative framework
in which federal associations would be allowed to become retail associations at a
national level, enabling them to offer financial services directly to individuals
outside of the credit union system. This provided credit unions additional choices
along which to structure their operations and also allowed them to create new
channels through which to serve current and prospective members. This
enhanced structural flexibility and expanded their business inveétment powers,
allowing them to migrate from a three-tier system to a two-tier system and to
streamline their operations while taking advantage of a more national structure
(Lafleur, 2002).
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2.3.1.1 Proposed Canadian models

There are many different models used around the world, but all of them are
variations of the three models discussed below. According to Lafleur (2002), the
proposed models for Canada are the national, the federated and the individual

co-operative bank models (Lafleur, 2002, 25 p.).
e The national co-operative bank model

" In this model, a number of credit unions roll over their assets into a federated co-
operative bank, thereby becoming one integrated organisation with a single
identity or brand (see figure 2.1). The former credit union offices thereafter
become member branches of the new co-operative bank and are allotted shares
according to their contribution to the new bank’s assets. Each member credit

union is allowed one vote and is only allowed to name one director on the board.

The types of products and services provided by the branches are then controlled
by the bank. The local credit unions would continue to exist and their boards
could continue to design products in response to particular community needs, but
consistent with the parameters set by the bank. Profits and losses are allocated
to the credit union members by the bank proportional to each member’s shares.
The bank is regulated as a single institution and, as such, would produce

consolidated ﬁhancial statements.

The single idenﬁty or name of the bank is used across Canada. The credit
unions are allowed to retain their name initially while indicating their affiliation to
the bank, but the common brand is prevalent. The identity of the individual credit
unions should ultimately disappear, allowing the bank to be operated at a truly

national scale.
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Figure 2.1: The national co-operative bank model.
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Source: Lafleur, 2002.

e The federated co-operative bank model

This model is similar to the one used by Rabobank of the Netherlands and
utilises a two-tier structure (see figure 2.2). Each credit union in the group would
become a co-operative bank locally and these banks would jointly own a central
co-operative bank. By making use of this model, co-operative banks will no
longer be restricted to serving only their members, but non-members as well.
However, banks would still be operated as a co-operative and thus members
would be rewarded with better deposit rates or lower charges than those applied
to non-members. Multiple memberships to local co-operative banks are,

however, not permitted.

Members of the local co-operative banks would still have a say in the policies of
their local banks and would still elect their boards. The general managers of the
local banks would also attain a seat on the board. The directors of the central

co-operative bank would be elected from amongst the local bank’s directors.

The individual members of the local co-operative banks would also be members
of the central co-operative bank, exercising their voting rights according to the
principle of one member, one vote. The central co-operative bank would provide
group co-ordination and universal branding, as well as supporting and advising
the local banks on strategy, policy, product development and marketing. It would

also be responsible for the supervision of the management and administration of
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the local banks. Furthermore, the central co-operative bank would own
subsidiaries that benefit the group by providing a wider range of financial
services to the customers, such as mutual funds, investment banking and asset

management.

The group would essentially be managed as a single entity with the local co-
operative banks linked through a system of cross-guaraniees. As such they are
jointly liable for each other's commitments. The central co-operative bank would
serve as the local bank’s central banker and balance the differences in liquidity

between them, as well as raising capital on the capital market where necessary.

Each credit union would have to apply individually to convert to a co-operative
bank. Ultimately, the local co-operative bank would remain independent and

retain its own identity, but would have to respect the central bank’s policies.

Figure 2.2: The federated co-operative bank model.
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Source: Lafleur, 2002.
e The individual co-operative bank model

In this model, similar to the one proposed for South Africa, each credit union
applies to become a co-operative bank and would retain its individual identity,
brands and products. The shares of the members of the credit union would be
transferred to the co-operative bank. The member would also be entitled to

investment returns proportionate to shares owned in the bank. Members would
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be able to influence policies of the co-operative bank and elect the directors
according to the principle of one member, one vote. The co-operative bank

would also be allowed to service non-members at a rate deemed acceptable.
2.3.2 Other co-operative bank models

In the previous sections, possible models for the Canadian co-operative
movements were discussed. This section presents models of some of the more

successful co-operative banks.
2.3.2.1 Groupe Crédit Agricole

This organisation is structured according to three tiers (see figure 2.3). In this
model, the 2 500 local banks are grouped into 48 regional banks, which in turn
make up 90% of the capital of the central bank, Crédit Agricole S.A. or CNCA.
The federation Nationale du Crédit Agricole is the representative body of the
group, offering support and services to the regional banks, such as training and

human resource management.

Figure 2.3: A three tier approach

— Central

» Bank

.2

F

~ Regional Regional Regional

5 bank A bank B Bank C

2

s Local Local Local Local )

[ bank C bank D bank E bank F
N 2

Source: Author, 2008.

20



The local banks elect directors, with the regional banks being fully independent
companies. The regional banks are allowed to obtain financing in capital
markets by issuing non-voting shares. All products and services are
standardised at group level, ensuring that uniformity of image and policy is

maintained from one region to another.

The CNCA supervises the regional bank’s compliance with laws and regulations,
thus supporting the organisation’s cohesion. It also manages the treasury of
Crédit Agricole which lends and raises funds in the international market, and
provides many of the international services offered by the group. The CNCA is
responsible for international growth, its subsidiaries and for designing products

for the regional banks.

Through this system the Crédit Agricole group has an active presence in 60
countries, either through its branch offices, subsidiaries or partnership

agreements with other major banks.

This model is sound, as is evident from the successes achieved in local and
international markets. However, it would not be fitting for South Africa since
credit unions are not as prominent here as in countries such as Canada and

France.
2.3.2.2 Banque Coop (Switzerland)

Banque Coop does not have a traditional co-operative structure and is a public
company listed on the stock exchange. Groupe Coope Suisse (a group of co-
operatives) owns 54% of the shares, Swiss trade unions own another 11% and

the rest are owned by the general public, institutional investors and small to
medium enterprises (SMESs).

Until its acquisition in 1999, the bank’s shares were distributed in such a way as

to ensure that the majority of directors represented the co-operative
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shareholders. The bank offered products and services to both members and the

general public, but offered better rates to members of the co-operative.

This model represents a different perspective on the governance and ownership
of co-operative institutions as it does not abide by the one member, one vote

principle, but still ensure a controlling mandate from the co-operatives.

This model can easily be applied to co-operative banks in South Africa (which
are just starting off) as it enables the bank to attain capital while still maintaining
the principles and mandate of the co-operative bank. The JSE has also made it
easier for start-up co-operatives to list their companies on the stock exchange
through AltX, which is a market for small to medium organisations that only

require R2 million in initial share capital.
2.3.2.3 OKO Osuuspankkien Keskuspankki (Finland)

OKO Bank follows a hybrid model by issuing two types of shares. One type
allows it to raise capital on the stock exchange, while the other ensures co-

operative control. In this model the central bank is a commercial bank.

OKO is a commercial bank which also acts as the central bank for the OKO Bank
Group. OKO Group Central Co-operative and its members do not own the
majority of the shares, but have the majority of the votes. This is done by issuing

two types of shares: series A and series K.

Series A shares are traded on the Helsinki Exchange and can be bought and
sold by the general public, granting holders one vote per share at the general
meeting. Series K shares, however, can only be owned by a Finnish co-
operative bank or the cenftral institution. A series K share allows its holder five

votes per share.
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The majority of the Supervisory Board members are elected from among the
Supervisory Board of OKO Bank Group Central Co-operative. This enables them

to appoint both the Chairman of the Executive Board and the President.

Similar to the model described in section 2.3.2.2, this model could be suitable for

co-operative banks in South Africa who are just starting off, or require funds.
2.3.2.4 The Co-operative Bank Group (UK)

In this model, the co-operative bank in entirely owned by the co-operative group
(in this case Co-operative Wholesale Society (CWS)), and its board of directors
is entirely made up of CWS employees. The bank has approximately 1 700
preference shares which are fixed interest, non-cumulative and non-redeemable.
Also 100% of the dividends are returned to CWS. This model applies a different
method for expressing co-operative nature through its co-operative structure at
the parent level, as well as applying co-operative principles in the way it cohducts

business.

The bank has a number of subsidiaries and sister organisations which provide a
broad array of services in the United Kingdom, including insurance, investment,

leasing and financial advisors.

The co-operative makes use of a “partnership approach” whereby it seeks to
deliver valueto all partners, customers, staff, shareholders, suppliers, local
communities and future generations. The bank seeks to serve the broader
community by meeting its three principle objectives which are: ecological

sustainability, social responsibility and value delivery.

This model is likely to be the most probable choice for South African co-
operatives that seek to better their local communities and ensure a sound future
for coming generations. This model is most likely to be used by credit unions
that are environmentally conscious and want this philosophy to be part of the

company image.
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This section discussed the different co-operative global banking models used to
indicate the possible banking structures available to the South African credit
unions. Co-operative banks can either function individually (as is the current
practice in South Africa), or operate at a truly national scale by pooling their

resources and establishing a single managerial body.
2.4  Co-operative Banks Act of South Africa

In the previous section, different types of co-operative banks were discussed by
looking at various models used at several large co-operative banks. The
proposed Canadian co-operative bank models were also discussed. This section
presents the Co-operative Banks Act of South Africa (Act no, 40 of 2007).

The Act makes a distinction between the four types of co-operative banks in
South Africa. It distinguishes between a primary savings co-operative bank, a
primary savings and loans co-operative bank, a secondary co-operative bank,
and a tertiary co-operative bank. Each one of these must register as such in
terms of the Act. The differences in the services provided by each type are

discussed in section 2.4.2.3.
2.41 Purpose and application

The purpose of the Act is to increase access to banking products for all South
Africans in order to promote and increase the country’s social and economic
welfare. Furthermore, it aims to address the problem of the sustainability of co-
operative banks and to develop appropriate regulatory frameworks and

institutions to protect both the bank and its members.
In particular, the Act aims to achieve the above through:

e requiring deposit-taking financial service co-operatives to register as co-

operative banks,
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e promoting the safety of both the bank and the members of the bank by
establishing supervisory positions to ensure appropriate and effective
regulation of the co-operative banks, _

¢ launching a development agency for co-operative banks to cultivate and

enhance the sustainability of co-operative banks.

The Act applies to all co-operative banks registered in terms of the Co-operative
Banks Act (No. 40 of 2007), as well as to any credit co-operative registered in
terms of the Co-operatives Act (No. 14 of 2005) which either has more than 200
members or holds deposits from members in excess of R1 million. A co-
operative must apply for registration (as a co-operative bank) within two months
of meeting one of the above two criteria or else it may be wound-up by the

Supervisor.
2.4.2 Registration, services and functions
2.4.2.1 Registration

A co-operative must apply to the Supervisor for registration as one of the types of
co-operative banks. A number of documents are to be submitted along with such
‘an application. These documents must also be signed by the chairperson of the
applicant bank. If needed, the Supervisor may require the bank to submit

additional information and report to an auditor appointed by the Supervisor.

The following initial information must be submitted by the co-operative:

o two certified copies of the constitution of the proposed co-operative bank;

e a certified copy of the registration certificate of the applicant co-operative
bank under the Co-operatives Act (Act no. 14 of 2005);

e the full and abbreviated name of the applicant co-operative, as well as the
literal translation thereof;

¢ alending and savings policy;
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e abusiness plan;

o certified copies of the registers;

o the physical and postal address of the applicant co-operative bank, along
with a statement supporting the suitability of the premises; and also

¢ payment of the prescribed application fee.

Once the application is finalised and approved, the co-operative must
demonstrate to the Supervisor that the business to be conducted is that of the
type that the co-operative bank has applied for. It must also demonstrate that it
has sufficient human, financial and operational capacity to function proficiently.
Furthermore, it must exhibit that the board of directors are sufficiently qualified for
and capable of managing the bank. The composition of the board must be

suitable to the scale and nature of the business in which it wishes to engage.

Once the above requirements have been met, the co-operative may be
registered. Upon registration, the Supervisor must issue a certificate of
registration to the bank and also publish a registration notice in the Government

Gazette.

A Supervisor may de-register or suspend a co-operative bank if the Supervisor is
confident that the co-operative has terminated operations, obtained registratioh
through fraudulent means, no longer meets the requirements for registration or
has failed to comply with the conditions imposed or directives issued in terms of
the Act. The bank itself may also apply for de-registration, but may not have any

debt other than deposits at such a time.
2.4.2.2 Fit and proper person
A director, managing director or any executive officer of a co-operative bank

must adhere to the “fit and proper person” requirements of the Act in order to be

able to be appointed to their position.

26



A *fit and proper person”, according to the Act, is defined as someone who has
the competence, diligence and soundness of judgement to fulfil their
responsibilities effectively, as well as having previous experience in financial

matters.

A *fit and proper person”, furthermore, may not have been convicted of any
offence involving dishonesty in the previous decade. These offences include
fraud, theft, corruption, forgery or perjury, and such persons may also not have
been sentenced to imprisonment without the option of a fine since the new
constitution took effect in 1993. Finally, such a person may not have been a
director of a bank where his/her actions have resulted in that bank being unable
to pay its debts, nor have been involved in an action that has led to a financial

loss to members of the public.

If a Supervisor is of the opinion that a director, managing director or executive
officer is not able to perform assigned duties effectively, the Supervisor may
object to the appointment and direct the bank to remove that person from the
position within a specified time frame.

2.4.2.3 Services provided by a co-operative bank

e Primary savings co-operative bank - may only solicit. and accept deposits

from members, as well as open savings accounts for its members from
which the members may withdraw and transfer money. It may also open a
savings or cheque account with any banking institution in the name of the
co-operative bank. Furthermore, it may invest, provide custody services
and conduct any additional services for its members as prescribed by the
Minister of Finance.

e Primary savings and loans co-operative bank - may provide all the

services of a primary savings co-operative and, in addition, grant secured
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and unsecured loans to its members up to a maximum average value

prescribed by the Minister.

e Secondary co-operative banks - may provide all the services of a primary
savings and loans co-operative bank, and also trade financial instruments
for its members or open a foreign currency account in the name of a
member, when instructed to do so by such member.

e Tertiary co-operative bank - may provide all the services of a secondary

co-operative bank, together with any additional services prescribed by the

Minister of Finance.

It is important to note that the Minister or Supervisor may prescribe the manner in
which any of the banking services provided by the co-operative should be
conducted. These include fees, fines and charges imposed on the members.
The Supervisor must, however, be careful not to impose fees that will deter new
members from joining co-operative banks and cause existing members to
withdraw. Therefore, it is also important for the Minister to appoint competent
and diligent supervisors who possess the knowledge to help manage these -

banks effectively.

2.4.3 Prudential requirements and large exposures

2.4.3.1 Prudential requirements of a co-operative bank

Co-operative banks must meet and maintain such minimum capital requirements,
asset qualities and surplus reserves as prescribed by the Minister. These
regulations may apply to co-operative banks in general, or may differentiate
between different kinds of co-operative banks. V

If a bank is unable to comply with, or maintain, the above mentioned

requirements for capital, assets and reserves, it must immediately report its

inability and the reasons for such to the Supervisor. The Supervisor may then
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take action by either suspending or de-registering the co-operative bank. In
some cases, the Supervisor may condone the inability and set certain further

conditions for the bank to meet.
2.4.3.2 Largé exposures of a co-operative bank

Without the approval of the Supervisor, a co-operative bank may not make
investments or award loans to any members when such action will cause the
investments or loans to exceed 10% of the amount of its total assets as
prescribed by the Minister. It may also not make investments or award loans to
any one person which, when doing so together with previous investments or
loans, will exceéd such percentage of its total investments or loans as may be
prescribed by the Minister. These include loans and investment to separate
persons who are indirectly controlled by the same person, or members who are
so interconnected that, should one experience financial difficulties, it would

negatively affect.the rest of the group.
24.4 Depositinsurance and fund schemes

A secondary co-operative bank may, but a tertiary co-operative bank must,
establish a voluntary insurance scheme in order tc insure deposits held by the

members at the bank.

A primary co-operative bank may either pay the insurance contributions to the
fund, or have them paid to an approved insurance scheme of a secondary co-
operative bank. The same applies to a secondary and tertiary co-operative bank,
with the exception that the secondary co-operative bank may either pay the fund
or an approved scheme of a tertiary co-operative bank, while a tertiary co-

operative bank must make the contributions to its insurance fund.
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The insurance agency must establish a fund known as the co-operative bank
deposit insurance fund. The fund will consist of the contributions made by the
prospective co-operative bank, interest earned by the fund, funds appropriated
by parliament and any other source of money accrued into the fund. The agency

must manage the fund and report to the Minister on an annual basis.

Money in the fund is to be used to compensate members of the co-operative
bank, who chose the insurance option, for deposits lost due to the inability of the
bank to repay them up to a certain percentage. It must also be used to cover

expenses incurred for the control and management of the fund:
2.4.5 Representative bodies

An agency must submit an application together with additional information if it
wants to become a representative body of a co-operative bank. The information
to be submitted consists of a list of those co-operative banks it represents
together with documented proof thereof, a certified copy of its registration as a
co-operative under the Co-operatives Act, a certified copy of its constitution, a list
of its members and directors or any additional information as required by the

Supervisor. The applicatidn must be accompanied by the application fee.

In order to qualify for registration, a representative body must demonstrate to the
agency that it represents more than one co-operative bank dealing with the state,
stakeholders and the private sector. It must also demonstrate that it possesses
sufficient experience, knowledge, qualifications, human capital and financial

capacity to fu nct_ion effectively.

When a representative body no longer complies with the registration
requirements, the agency may suspend or cancel registration. Prior to
cancellation, a written notice must be given to the body stating the intention to

cancel registration and the reasons for this decision. The body then has between
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21 and 30 days to submit grounds for not continuing with the cancellation. If the
cancellation is considered to not be in the best interest of the public, the body
may be suspended and alternative arrangements must be made for the members

of the body during such suspension.

The body may, by written notice to the agency, relinquish its registration. The
body’s registration also lapses if the body ceases to exist. In either case, the
agency must publish a notice of the cancellation or lapsing of registration in the

Government Gazette..
2.4.6 Support organisations

Application of a support organisation is broadly the same as that of a
representative body. It must apply to the agency and submit similar documents.
The only difference is the requirement to supply a copy and proof of its support
agreements instead of a list of the banks that an agency represents. In addition,

the organisation must submit a business plan.

In order to qualify for accreditation, an organisation must demonstrate that it has
more than one support agreement with a co-operative bank. Furthermore, these
agreements should provide for development and support; ongoing education and
training of members and personnel; assistance in managing and maintaining risk
systems and improvement of governance. It must also demonstrate that it
possesses the requirements to function efficiently and effectively. If the
organisation has been approved, the certificate of accreditation must be

published in the Government Gazette.
If a support organisation wants to remain accredited, performance reports must

be submitted to each co-operative bank it represents at least twice a year.

Annually, within three months after the financial year end, the support
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organisation must satisfy the agency that it continues to comply with the

requirements for accreditation and also submit a performance report to them.

The grounds for the suspension or cancellation of the accreditation of a support

organisation are the same as for a representative body.
2.4.7 Administration of the Act
2.4.7.1 Supervisors of co-operative banks

Administration of the Act and the handling of the co-operative bank are done by a
Supervisor. The Supervisor is appointed by the South African Reserve Bank
(SARB) and must be approved by the Minister of Finance. This appointee is an-
employee of the SARB and has the power to perform functions in respect of
primary co-operative banks with deposits in excess of R20 million, as well as

secondary and tertiary co-operative banks.

In the case of primary co-operatives with deposits of R20 million or less, a
separate Supervisor must be appointed by the agency. If the bank’s deposits
exceed R20 miliion, the SARB must be notified within one month and be supplied
with the necessary information. Authority over the bank will then be transferred
from the agency to the SARB. Both these supervisors are not allowed to have
more than four employees (approved by the Minister) to help them perform their

duties.

According to the Act, supervisors appointed by the SARB and agency should
collaborate and co-ordinate their actions with one another. Supervisors should
work together in educating, training and developing staff. . Furthermore, they
should engage in staff exchanges, publications, research and providing technical
assistance to each other. All of the above should be done in order to ensure the

effective application of the Act. Plans of co-operation and co-ordination must be
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prepared by the supervisors and submitted to the Minister for approval at least

once every twelve months.
2.4.7.2 Powers and functions of the Supervisor

The function of the Supervisor is to take any steps deemed necessary to protect
the public in their dealings with co-operative banks, as well as to ensure the
effective implementation of the Act. This includes ensuring timely access to
information or documénts, as requested by the Supervisor in terms of the Act, to
any person charged with the performance of a function under any law. These
include auditors, support organisations and representative bodies. They may
also issue guidelines to any of the above mentioned organisations on the
application and interpretation of the Act, and may provide them with information

on local and international market and industry developments.

Supervisors may issue directives to co-operative banks to implement specific
procedures and practices, take specific measures or to discontinue specific
measures, prabtices or procedures if these are deemed to be in the interest of
the public or members of the co-operative bank. The directive may take
immediate effect or only come into effect on the date determined by the SARB.
These directives may be revoked or cancelled by the Supervisor, and in both
cases should be published in the Government Gazette and any other media the

Supervisor deems suitable.

The supervisors also have the power to stipulate rules that may assist in the
effective application of the Act. These rules may apply to any single co-operative
bank, type of co-operative bank or co-operative banks in general. The
Supervisor must have written consent from the Minister of Finance which,
together with the new rule, should be published in the Government Gazette.
However, in an emergency situation the Supervisor may impose a rule without

the approval from the Minister.
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Supervisors may inspect the business of a co-operative bank at any time if they
believe that business is not being conducted according to the Act. According to
the Inspection of Financial Institutions Act, 1998 (No. 80 of 1998), the Supervisor
may search for and halt any activities without the need for a warrant, so as to

establish regulatory compliance.

In addition to taking any other steps in terms of the Act, the Supervisor may
impose an administrative‘penalty on a co-operative bank if it does not comply
with a provision of the Act. This penalty must be paid to the Supervisor before
the specified date, or the Supervisor may recover the amount from the bank by
way of civil action or in a court. The penalty will take into account every day the

bank is deemed to have failed to comply with the Act.
2.4.8 Co-operative banks development agency
2.4.8.1 Function of the agency

It is the function of the agency to appoint a Supervisor for co-operative banks
with deposits of R20 million or less and to assist with managing the deposit
insurance fund. The agency should also formulate and execute initiatives that
support, promote and develop co-operative banking. Furthermore, it should
assist in liquidity management and in providing financial support through grants

and loans to co-operative banks.

The agency’s responsibilities also extend further than purely assisting co-
operative banks. They are instrumental in establishing, registering, promoting
and regulating the representative bodies, together with the accreditation and

regulation of the support organisations.
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2.4.8.2 Governance of the agency

The agency will be under the executive authority of the Minister of Finance, The
Minister must ensure that the agency: complies with the Act, is managed properly
and responsibly, and meets its contractual obligations. The Minister must also

monitor and review the agency’s performance annually.

The Minister must appoint between six and ten members to the board of the
agency. These appointments are made by taking into consideration factors such
as the demographics of the South African population and the need for
representation, possible nominations received from members of the public and
the availability of such persons. Furthermore, for every member of the board the
Minister may appoint an alternate member who will take part in proceedings at

any agency board meetings that the original member is absent from.

Members of the' agency may not serve more than two consecutive terms of office
and no term may exceed three years, except for the‘ chairperson and deputy
chairperson where the terms span two years each. In the case of the dismissal
or termination of office of a member, the Minister must appoint a new member

within three months of this action taking place.

A person may not be appointed as a member if he/she is not a South African
citizen, no longer resides in South Africa, is an un-rehabilitated insolvent or has
been convicted of fraud, theft, forgery or perjury in the previous ten years. A
member may also be disqualified if he/she becomes guilty of any of the above-
mentioned factors, resigns by written notice, is declared to be of unsound mind
by the High Court or is absent from more than two consecutive agency board

meetings without consent.

35



2.4.8.3 Duties of the board members

The board is the aocoﬁnting authority of the agency, in terms of the Public
Finance Management Act (No. 1 of 1999) and, in addition to its responsibilities
under the Act, must provide coherent, accountable and effective corporate
governance, comply with applicable legislation and agreements and

communicate openly with the Minister or Ministerial representatives.

The managing director is responsible for the day-to-day management of the
agency and is accountable to its board. However, delegation is permitted as it
may enhance administrative and operational efficiency, as well as provide for
adequate checks and balances. The managing director should however
delegate carefully as, upon acceptance of his/her position, he/she will be
obligated to enter into a performance agreement with the agency to ensure

utmost commitment.

Funds for the operation of the agency will be obtained from the collection of fees,
legal procurements and those funds appropriated by Parliament for that purpose.

Reports on the use of such funds must be submitted to the Minister annually.
2.4.9 Appeals

A co-operative bank, support organisation and representative body may appeal
to the appeal board against any decision made by the Supervisor or agency
regarding registration and accreditation, or the cancellation thereof. These
appeals must be lodged within thirty days of the concerned party becoming

aware thereof.
The appeal board will be appointed by the Minister and is made up of three

members. The board must consist of an experienced advocate or attorney who

will serve as chairperson, a registered auditor and a person of experience and
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knowledge in the field of co-operative banks. This board will be supported and

paid by the National Treasury, which will also carry their other expenditures.

The board has the power to confirm, change or suspend decisions made by the
Supervisor and the outcome of all appeals will be decided by majority decision.
The decisions made by the Supervisor cannot not be suspended until the
outcome of the appeal. If the board does overturn a decision of the Supervisor,
the board will repay the appeal fees paid by the co-operative bank, in full or

partially.
2.4.10 Offences and penalties

In terms of the Co-operative Banks Act (No. 40 of 2007) it is an offence for any
company or organisation to in any way refer to itself as a co-operative bank, or
conduct any services that co-operative banks provide if it is not registered as
such. Furthermore, no co-operative bank may participate in any action other

than that of the type of co-operative bank for which it is registered.

Any employee, director or manager who fails to comply with the directives in
terms of the Act, or submits information that, to the knowledge of that person, is
misleading or untrue will be liable to penalties. These penalties range from a fine

to imprisonment for a period not exceeding ten years.
2.4.11 Comments on the Act

Though most of the regulations and intentions of the Act are to be commended, it
is the opinion of the writer that the state will play too large a role in co-operative
banking in South Africa. The enforcement of the Act should caution not to
replace the historical, community owned and managed banks with state
appointed boards and personnel who have too great an influence. This could

cause private owners and members of the banks to withdraw since they will be
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able to get the same service from commercial banks, and this may ultimately
lead to the stagnation of the co-operative movement in South Africa. Thus,
overregulation can be a hindrance to co-operative banks serving the community

and also in achieving the goals as stated in the Act.

Supervisors wield a great amount of power over the co-operative banks.
Thorough research needs to be conducted regarding the character and
competence of a candidate Supervisor béfore they are appointed. If the
Supervisor is not well qualified, or has insufficient knowledge of co-operative
banks and financial markets, rules and directives may be adopted which may
have an adverse impact on the affected banks. Furthermore, penalties for co-
operative banks should, in themselves, be comprehensively audited to ensure

that fraud does not take place.

In order to assist co-operative banks to achieve growth in the initial stages, banks
need to be exempt from tax, either until their surpluses reach a certain'
percentage or for a set period of time. ‘This initial boost in income may assist
banks to attract skilled personnel with better salaries or to invest in opportunities
or infrastructure that could reap greater benefits in future. This, in turn, could
also allow for the establishment of more co-operative banks and will increase the
availability of credit to the lower and middle-income classes. This could

ultimately lead to lower unemployment and more wealth in this sector.

The Basel Il accord of 2003 is only significant to banks that wish to operate in the
international arena (Vosloo, 2008). As most South African co-operative banks
are not in such a position, guidelines need to be determined in terms of the ratio
of total loans and advances to total deposits for co-operatives not managed
according to Basel li. This is in line with practices in Germany and the USA
where non-internationally active banks are not required to be Basel |l compliant
(Vosloo & Styger, 2008). According to the Bank and other Financial Institutions
Decree (BOFID, 1996) of Nigeria, this ratio should be between 30% and 70%.
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When a co-operative disperses less than 30% of its total deposits it is under-
trading and not supporting the economy. On the other hand, when a bank is
dispersing in excess of 70% of its deposits, it is over-trading and may not be able
to meet its obligations. However, these are factors that would be taken into

consideration in the rating of these banks.

[t is important to realise that the different co-operative interbank structures (such
as a two-tier or three-tier structure) will have an effect on the fragility of the local
co-operative market. According to Upper and Worms (2003:828), and Frank,
Gonzalez-Hermosillo and Hesse (2008:3), a liquidity shock in one bank could
cause other banks (not directly linked to the original shock) to fail. An example of
this is the current liquidity crisis the world economy is facing at present (2008).
Shostak (2007:1) and Akhtar (2008:1) both attribute this phenomenon to

irresponsible lending by mortgage brokers.

According to Davidson (2008:1), the U.S.. sub—prime mortgage problem created
an insolvency problem for major underwriters as the financial instruments they
had created as mortgage backed assets lost liquidity and declined in market
value. This problem proved to be infectious as it started to spill over to other
markets, such as. the auction-rate securities market and the credit default swap
markets causing failure. The auction rate markets, which had historically rarely

defaulted, experienced over 1000 failures in the early months of 2008.

According to Akhtar (2008:1), the cause is attributed to the inability of the
counterparty to settle combined with their ultimate default which adversely
affected credit markets. The situation deteriorated when the crises eventually
hurt global financial institutions which collapsed due to the severe stresses and a
lack of confidence. This was marked by the falling share prices of financial
institutions, the rising cost of funding and credit default protection and lower

asset prices.
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While a supervisory committee is able to reduce risk ex ante, it cannot stop the
process once it is under way (Upper & Worms, 2003:833). Therefore, two further
risk measures can be considered to address this problem without hindering co-
operative goals as set out in the Act. The first is to create a type of liquidity bank,
which — like the South African Reserve Bank does for larger commercial
financial institutions — provides temporary liquidity to illiquid, but solvent, banks
(Upper & Worms, 2003:833). '

The second measure is the deposit insurance fund mentioned previously. In the
case of a large shock, this measure may decrease the probability of a run on the
bank since depositors are assured of retaining a certain percentage of their

funds.

This section discussed the Co-operative Banks Act of South Africa (No.40 of
2007). The different co-operative banks for which the Act made provision, along
with the specific services they may provide, were presented. The bodies in
charge of managing these co-operatives were also introduced, along with some

comments on the Act and its implication.
2.5 Conclusion

This chapter discussed the history of co-operative banks, followed by an outline
of various co-operative models and finally a short discussion of the Co-operative
Banks Act (N0.40 of 2007). These were introduced to facilitate the understanding
of the legislative framework co-operative banks will have to operate in, as well as
to provide an understanding of the development and business of South African
co-operative banks. The next chapter details the credit rating methodologies of

both Fitch Ratings and Moody’s.
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CHAPTER 3

CREDIT RATINGS

3.1 Introduction

The previous chapter discussed the history of the co-operative movement, both
locally and abroad. A discussion of co-operative bank models followed and
concluded with a discussion on the South African Co-operatives Banks Act (No.
40 of 2007).

This chapter discusses credit ratings and their mechanisms.. This will be done by
examining the ratings methodology of both Fitch Ratings (1 500 employees in 90
countries) and Moody’'s (2 400 institutions and more than 1 000 are analysts,
worldwide). The methodology discussed draws on Fitch Ratings’ Bank Rating
Methodology (2004) and Moody's Bank Financial Strength Ratings: Global
Methodology (2007), unless otherwise indicated. '

While both companies are world leaders in the international credit ratings
market, they use very different techniques. Moody's uses fixed percentages and
ratios to derive their ratings, while Fitch Ratings (2007:1) believes that a strictly
followed standardised method of rating should not be uséd', as each company
and country is different and so also are the challenges it faces or strengths it .
holds. Fitch Ratings is of the opinion that ratings should be flexible, yet not to
such an extent as to lack coherency in terms of methodology. A rating method
should understand the business of the bank in question, its operational
environment, managements’ objectives and the most likely developments in its
business, in order to understand the risks inherent in the business of the bank

along with its particular circumstances.
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According to Elkhoury (2008:2), regulatory changes under Basel Il have resulted
in a new role for credit ratings as they can be used to determine minimum capital

requirements for different categories of borrower.

3.1.1 Credit rating comparison

As can be seen in Table 3.1, Standard & Poor's and Fitch Ratings use the same
rating scales, but Moody's uses an alternative scale. The ratings can vary from
an AAA to a D with regard to the first two institutions. The AAA rating is an
indication that the company is of excellent quality, reliable and stable, whereas
the D rating is an indication that the institution has defaulted on previous
obligations and will most likely do so again. Moody’s rating notations vary from
an Aaa rating to a C, and indicate the same as the aforementioned rating

notations.

Table 3.1: Rating notations

Consolidated
Rating Number Moodys 58P FitchIBCA
1 {Highest
Credif Rating) Ana AAA AAA
2 Aatl AA+ AA+
3 Aa2 AA AA
4 Aa3 AA- AA-
5 Al A+ At
8 A2 A A
7 A3 A- A-
8 Baal BBB+ BBB+
k} Baa2 BBB BBE
10 Baa3 BBB- BBB-
11 Bat BB+ BB+
12 BaZ BB BB
13 Ba3 BB- BB-
14 B1 B+ 8+
15 B2 B - B
16 B3 B- B-
17 Caat CCC+ CCC
18 Caa2 cce cc
19 Caa3 CCC- C.
20 Ca cc DDD
20 03 SD Db
20 (Lowest
Credit Rating) D D

Source: van Vuuren, 2007b.
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3.1.2 Fitch Ratings’ international long-term ratings

Table 3.2: Long-term ratings

Investment grade

AAA/Aaa

Denotes the lowest expectation of credit risk, and is assigned in
case of exceptionally strong capacity for payment of financial
commitments. This capacity is highly unlikely to be adversely
affected by foreseeable events.

AA/Aa2

Very high credit quality and very low expectations of credit risk.
Very strong capacity for payment of financial commitments which

is not significantly vulnerable to foreseeable events.

A/A2

High credit quality and low expectations of .Credit risk. Strong
capacity of payment of financial commitments, but may be more

vulnerable to changes in economic conditions than higher ratings.

BBB/Baaz2

Good credit quality and current expectations of credit risk are low.
Adequate capacity for payment of financial commitments, but
adverse changes in economic conditions are more likely to impair

this capacity.

Speculative grade

BB/Ba2

Rating indicates the possibility of credit risk developing, especially
as a result of adverse economic change. However, financial or
business alternatives may be available to allow financial

commitments to be met.

B/B2

Indicates presence of significant credit risk, but with a limited
margin of safety. Financial commitments are currently being met,
but is dependant on a sustained, favourable business and

economic environment.

CCC/Caat

Default is a real possibility. The capacity for meeting financial

commitments is solely reliant upon sustained, favourable business

or economic conditions.
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CC/Caa2

Some kind of default appears to be probable.

C/Caa3

Default is imminent.

D

Indicates that entity of sovereign has defaulted on all its financial

obligations.

Source: Fitch Ratings, 2008a.

3.1.3 Fitch Ratings’ international short-term ratings

Table 3.3: Short-term ratings

F1 |

Highest credit quality. Strongest capacity for timely payment of financial

commitments.

F2

Good credit quality. Satisfactory capacity for timely payment of financial

commitments, but safety of payments margin is less than F1 rating.

F3

Fair credit ‘quality. Adequate capacity for timely payment of financial
obligations, but near term adverse changes could result in a reduction to

non-investment grade.

B Speculative. Minimal capacity for timely payment of financial commitments
with vulnerability to near term adverse changes in financial and economic
conditions.

c High risk of default. Capacity for meeting financial commitments is solely
reliant upon a sustained, favourable business and economic environment.

D

Entity or sovereign has defaulted on all of its financial obligations.

Source: Fitch Ratings, 2008b.
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3.2 Fitch Ratings’ credit rating methodology

Credit ratings provide an opinion on a counterparty’s ability to meet its financial

obligations. In other words, the likelihood that the counterparty will be able to get

a return on an investment in accordance with the terms with which it was

originally invested (Fitch Ratings, 2004:1).

According to van Vuuren (2007a),

credit ratings are an ordinal measure of risk and do not necessarily indicate the
probability of default.

However, entities with lower ratings do have a higher

probability of default, as can be seen in figure 3.1. (It should be noted that pd's

change continuously. Figure 3.1 is therefore a “best fit" mapping at the end of
2007, and not fixed in stone).

Figure 3.1: Annual default probability
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3.21 Introduction

The credit rating of a bank cannot be determined by building a model of the
“perfect” bank in terms of set ratios and empirical criteria, ahd then comparing a
subject bank with this model. This may be a practical approach when the bank
operates in a closely monitored and uniform banking system; but extended
across borders, it may become irrelevant and incomparable, as different

countries have different strengths and weaknesses.

When rating banks on an international basis, the approach has to have a certain
amount of flexibility (Fitch Ratings, 2004:1). In order to maintain this flexibility,
Fitch Ratings tries to understand the concerned bank’'s business, the risks
inherent to this business, management’s objectives, its operational environment
and possible future changes to this environment. This enables Fitch Ratings to
arrive at a judgement-based rating that is_ not based on criteria that may be

irrelevant, but rather on the circumstances of that bank.

However, Fitch Ratings does have a relatively uniform set of informational
requirements which they expect from banks. This is due to the international
banking sector becoming more sophisticated, forcing Fitch Ratings to expand
their analysis to include new information, together with the fact that some
attributes — such as asset quality — are universally applicable (Fitch Ratings,
2004:1).

3.2.2 The rating process’

Rating relationships should be long-term and based on the understanding that it
is in both parties’ interests that an independent, professional result is achieved.
Ratings should be revised at least semi-annually. Once a request for a new
rating of a bank is accepted, a fee letter is issued and the following procedures

(see figure 3.2) are followed:
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Figure 3.2: The rating process.
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3.2.2.1 Analysis of the bank’s economic and operating environments |

The economy in which a bank operates plays a significant role in its financial
performance (Fitch Ratings, 2004:2), therefore it is essential to take into account
any economic risk that may affect its creditworthiness. Thus, the basic economic
indicators of a country are taken into account. These include the size of the
economy, growth in gross domestic product (GDP) and consumer lending,
inflation, savings and investment, trends in unemployment, exchange rates, bond
yield and property prices (regional and national). Other factors include structural
changes in the economy, economic problems faced in the‘ past or problems it
may face in future. A country’s political stability is also taken into account as this

has bearing on the confidence of investors.

Fitch Ratings then analyses the relevant national banking market and the existing
or potential competition, as well as the degree of concentration within that
market. It examines the role and function of the banking supervisors as well as
the degree of state control or decontrol of the country’s banking system. The
requirements for public reporting and the accounting practices underlying these

publicly reported figures are also examined.

Fitch Ratings does not audit the financial statements of the bank, but does
examine its accounting policies and also whether these accurately reflect the
bank’s financial performance and balance sheet integrity. The more aggressive

the accounting practice, the better.
Finally, Fitch Ratings establishes a “peer group” of banks to help them rate the

client bank as effectively as possible. These banks are usually similar banks in

other countries or comparable banks within the same country.
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3.2.2.2 Bank questionnaire

Based on Fitch Rating’s analysis of the initial publicly available information
regarding the -bank, a questionnaire is prepared for submission to the
management of the bank. The questionnaire covers nine broad topics and is
modified to address the specific circumstances of the country being rated. In
most cases, the banks need to supply Fitch Ratings with a written response to
these questions before a meeting between the two parties is held. The

guestionnaire forms the framework for Fitch Rating’s subsequent analysis.

A copy of an unmodified version of the questionnaire can be found in Appendix
A.

3.2.2.3 Meeting with the bank

The next step is to have a meeting with the senior management of the entity
being rated in ofder to discuss and assess the provided data. The meetings are
usually arranged between members of Fitch Ratings and investor relations
departments, or in the case of more sophisticated groups, rating agency liaison
officers. For Fitch Ratings to obtain an overview of the bank’s various activities,
it is imperative that they meet with several members of the senior management

team as well as leaders of significant business divisions or subsidiaries.

The complexity of the entity being rated will determine the length, number and
regularity of the meetings. In most cases, when a bank is rated for the first time,
only one meeting will take place and it will usually Iaét' for an entire day.
Afterwards, there will be regular contact between Fitch Ratings and the bank.
Follow-up meetings will take place in order to discuss and review interim figures,
major changes in the bank’s business, or at least once a year to review the latest

financial figures.
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3.2.2.4 Analysis of the bank

In most cases, two analysts (with the appropriate language capabilities where
ratings take place in non-English-speaking countries) are assigned to a rating.
The analysts will concentrate on the questionnaire as .this determines the
principal facets of the analysis. The most important topic the analysts will
address is risk, and in particular, the exposure to credit and market ri§k. Other
important topics that will be covered are: findings, liquidity, capital, securitisation,
earnings, market environment and planning, management and strategy,
corporate governance, ownership and audit. These topics are discussed in

section 3.2.3 in this chapter.
3.2.2.5 Approach to differing structures

Fitch Ratings prefers to analyse the consolidated accounts of the entities being
rated. However, this does not mean that this is necessarily always the case. In
some instances it is necessary to also analyse the individual unconsolidated
accounts of the holding company, depending on the purpose of the rating. In the
event of an issuer rating the consolidated figures will suffice, but in the event of a
group holding company rating it is desirable to analyse both forms of accounts.
When rating a particular security issue, Fitch Ratings will analyse the results of
the issuing entity, which.may be a subsidiary or sub-subsidiary of a groUp holding
company. In instances where the entity being rated is guaranteed by the group
holding company or sub-holding company, Fitch Ratings analysts will want to
examine the consolidated figures of the guaranteeing entity (Fitch Ratings,
2004:3).

When rating an “allfinanz” group (i.e. groups in Germany and France that
incorporate both banking and insurance activities), Fitch Ratings considers that
such type of integration leads to different risk and benefit profiles than with

traditional financial services operations. In such events, Fitch Ratings’ approach
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depends on the business model employed, its strategic benefits or deficiencies,
the structure of the group and support. Capital adequacy is a crucial element in
the analysis of such “allfinanz” groups. Therefore, Fitch Ratings places

significant emphasis on their consolidated management of capital adequacy.
3.2.2.6 Draft report

After their initial meeting with the bank and their subsequent analysis of the data
obtained, a rating report is drafted by the analysts. Depending on the terms of
the fee letter and particular circumstances, either a short-form report
(spreadsheets, plus one page of text containing a rating summary) or a long-form
report (same as short-form report, but with about four pages of rating ahalysis,

spreadsheets and an appendix to explain the spreadsheets) may be published.
3.2.2.7 Presentation of the draft report to the bank

The draft report, without ratings, is sent to the bank being rated for two reasons:
the first is to give' management a chance to agree to the data report (they do not
necessarily need to agree, this is more as a professional courtesy) and the
second is to allow management to determine whether confidential information

was included in the draft which should be excluded.

3.2.2.8 Amendment and subsequent circulation of the report to the credit

committee; composition of the committee

In this step, the report is amended following comments that meet the criteria as
discussed in the previous paragraph. The amended report, together with
relevant documents, is then circulated amongst the credit committee which

consists of up to seven voting members.
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This committee consists of the two analysts who conducted the meetings with the
bank and two senior analysts with relevant experience. The remaining members
are selected from the pool of Fitch Ratings employees with principal
responsibility for the analytical coverage of banks in other countries. As such,
the committee does not consist of a set group of members, as the composition of
the group varies from country to country or to cover a certain peer group of
banks. Furthermore, Fitch Ratings does not allow outside members to sit on the

credit committee as this could lead to prejudicial ratings.
3.2.2.9 Credit committee meeting; assignment of ratings

The (possibly amended) report is presented to the credit committee by the two
analysts responsible for the work done up to that point. Relevant, but
confidential, information which could not be filed as part of the draft report, as
well as the peer group analysis, which compares the bank to its domestic and:

foreign peers, is also presented.

To add a non-quantitative element to the rating decision and to ensure a certain
amount of consistency, the analysts also present a computerised score sheet to
the committee. On this sheet, scores have been pre-assjgned to the bank for
profitability, credit risk, market risk, operational risk, funding, liquidity, capital,
franchise and diversification, management and strategy, the economic,
regulatory and banking environments, size potential and outside support. These
scores are used to derive an implied rating which is only used as further input
into the more subjective rating method used by Fitch Ratings. Neither
subscribers to the rating service of Fitch Ratings nor the bank being rated are

ever informed of their score.
Reports are updated annually, unless circumstances require this to be done

more often. The ratings are also reviewed at least once a year by the credit

committee.
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3.2.2.10 Dissemination of the ratings

When a bank is rated for the first time, after having been informed of the decision
of the credit committee, it has no specific recourse to appeal against this
decision. Although the bank may request an appeal, Fitch Ratings has the right
to reject such a request. In cases when an appeal is authorised, it is incumbent
on the issuer to.provide new information. Also, the appeal must be resolved

within 48 hours. -

Once the bank has been officially informed of its assigned rating, the report and
rating is dispatched to Fitch Ratings’ subscribers, and is also made available to
investors and the general public by publishing this information on its website, as

well as via wire services and press releases.
3.2.3 The analytical process

The qualitative and quantitative factors upon which Fitch Ratings base their

ratings follows next.
3.2.3.1 Risk management

In order to undérstand the term risk management adequately, risk must first be
defined. According to Knight (1921:233), risk relates to the objective probability
that the result will not be as planned; while Markowitz (1952) defined risk as the
variance in return on portfolio investment. However, the best definition of risk is
provided by Holton (2004:23), who combined the above two definitions to reach
the conclusion that risk requires both exposure and uncertainty. He defined risk

as an exposure to a proposition of which one is uncertain.

Bessis (2007:53) describes risk management’s ultimate goal as the process that

facilitates a consistent implementation of both risk and business policies. This
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consists of setting risk limits based on economic measures of risk while ensuring

the best risk-adjusted performances.

Risk management has become a critical issue for commercial and investment
banks due to the process of financial deregulation, by heightened competition,
causing increased pressure on banks and their risk-taking practices (Saita,
1999:95). These trends have increased the need for risk management in financial
institutions and forced both regulatory authorities and bankers to improve internal
systems devoted to risk evaluation, pricing and control. This has caused new risk
divisions to be developed and monitored (Saita, 1999:95), as well as an increase
in the usage of derivatives as a method of risk mitigation (Bodnar, Hayt and
Marston, 1998:70).

In this section of the process Fitch Ratings analyses the bank’s appetite for risk
and the management systems in place to handle the risk. It examines the
independence and effectiveness of the risk management function by looking at
whether all risks are managed independently or if they are amalgamated, the
limits and procedures being implemented, the pérsons responsible for setting
these [imits or procedures and to what degree they have been adhered to.
Furthermore, an assessment of senior management's understanding of, and

involvement in, risk management is undertaken.
3.2.3.2 Credit risk

The characterisation, measurement, and management of crédit risk hés become
of increasing importance to policymakers and practitioners (Carty, 2000:67). This
has caused new financial instruments, such as asset put options, linked credit
notes, methodologies for portfolio credit risk assessments and pricing models to
be developed in order to aid in the pricing and allocation of credit risk. Kao
(2000:50) explains that this phenomenon is primarily due to the rapid growth in

credit derivatives, securitised asset pools and other credit-structured products.
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Altman, Caouette and Narayanan (1998:7), however, hold lending institutions’
increasingly high comfort with transacting their assets in counterparty

arrangements, which shifts credit risk exposure, responsible.

During this part of the process all credit risks are taken into account, regardless
of whether they are on-balance sheet activities or off-balance sheet
commitments. Possible additional risk for senior unsecured creditors arising from
any- securitisation undertaken by the bank is also considered as well as the
bank’s balance‘sheet structure, including relative proportions of different asset
categories. In most cases the loan book will constitute the largest proportion of a
bank’s assets (és well as risk) and, as such, a comprehensive review of the loan

book remains essential.
3.2.3.3 Market risk

Market risk is the possible downside variation of the market value of transactions
and of the trading portfolio during the liquidation period (changes in market value
and market parameters are the main risk drivers). Market risk can be split

between standalone market risk and portfolio risk (Bessis, 2007:360-361).

In the determination of market risk, an analysis of all structural and trading risks
across the bank’s entire business needs to take place. To determine structural
risk, an examination of the bank’s asset and liability management strategy, role
of position taking, hedging and accouriting is performed. Levels of interest rate,
foreigh exchange and equity risks and how they compare with the limits that have

been set, are scrutinised as well.
3.2.3.4 Operational risk

According to the Basel |l accord (2006:217) and Bessis (2007:48), operational

risk is defined as: “the risk of loss resulting from inadequate or failed internal
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processes, people and systems or external events”. Legal risk is included in the

definition, but it excludes reputation and strategic risk.

A minimum of 20% of regulatory capital is required for operational risk, as
provided for by the 1988 Basel Capital Accord (Bessis, 2007:49). The Accord
proposes three increasingly sophisticated approaches to capital requirements for

operational risk: basic indicator; standardised; and internal measurement.

The analysis of operational risk examines several issues, including: the bank’s
own definition of such risk, the quality of its organisational structure and
operational risk traditions (the development of its approach to the identification
and assessment of key risks, data collection efforts and overall approach to
operational risk quantification and management). Furthermore, the success of

integrating these approaches in a logical framework is also assessed.

3.2.3.5 Other risks

For certain banks, some risks that have not been named previously can play a
large role. For instance, reputation risk can play a significant role for private
banks. A good name and brand image are often important differentiators of long-

term performance.

Other risks include equity risk and conversion risk. Equity risk is the variation in
the value of existing property, whereas conversion risk is the uncertainty of the
values of structures that could replace existing ones (Garratt and Marshall,
2003:440). These are of importance as some banks own property, provide home

loans or provide insurance services.
Another risk that should be taken into consideration by banks is interest rate risk,

as it contributes to market risk (MacDonald and Koch, 2006:166). Interest rate

risk is caused by a difference between all assets and liabilities whose interest
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rate reset dates are within that period. There are two types of interest rate gaps,
a fixed interest rate gap and a variable interest rate gap. The fixed gap is the
difference between fixed rate assets and liabilities, while the variable rate gap is
the difference between interest rate sensitive assets and liabilities (Bessis,
2007:165).

3.2.3.6 Funding and liquidity

Crosse and Hempel (1980:136) describe bank liquidity as a bank’s ability to meet
the demand for deposit withdrawals and to provide for the credit needs of a
community. However, Burns (1984:185) explains it as a bank’s ability to obtain a
certain amount of funds at a certain cost, within a certain time-frame. In order for
a bank to be referred to as having good liquidity, it should be able to meet its
demands for cash as they arise (Gallinger and Healy, 1991:69). From the above,
liquidity risk can be thought of as the risk that a bank will not have sufficient cash
to operate normally (Uyemura & Van Deventer, 1993.5), that is, to settle its

financial commitments timorously (Finansbank Limited, 1989:78).

The need for liquidity arises from a net outflow of deposits as balances held with
Federal Reserve Banks or correspondent banks decline (Maconald and Koch,
2006:253). In most cases, these withdrawals are predictable since they are
contractually. based or follow a well-defined pattern. Banks can obtain funding
from a variety of sources, including retail funding, wholesale funding, borrowed
funding, and equity funding. The need for sufficient liquidity is due to deposit
withdrawals as Well as regulatory purposes (Gardner and Mills 1994:347). Due to
the volatility of deposits, regulatory authorities set certain liquidity requirements to

which all banks must adhere.
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Kelly (1993:352-353) provides the best description of the need for liquidity by
banks and states that banks require liquidity in order to:

e replace the net outflow of funds that occurs when retail deposits are
withdrawn, or wholesale deposits or loans are not renewed. This can be
referred to as the funding aspect of liquidity risk,

e compensate for expected income that is not received due to a borrower
not making payments at the expected time. This is also known as the time
aspect df liquidity risk,

e obtain funds when contingent needs for funds arise, such as existing
overdraft facilities that are used more fully or commitments caused by the
endorsement of bills. This represents the call aspect of liquidity risk.

e enable them to commence new desirable transactions such as extending
additional credit to valued customers. This also represents the call aspect

of liquidity risk.

In order to determine whether a bank has sufficient liquidity, liquidity ratios, asset
and liability liquidity indicators, the net liquid assets and liquidity duration of the
bank needs to be assessed (Saayman, 2002:18). The most important areas to
analyse are the structure and diversification of a bank’s funding base, including
deposit concentration and trends in funding sources and also. in the bank’s
liquidity (Fitch Ratings, 2004:7). The main risk in terms of funding is that the
bank may not be able to replace or renew maturing liabilities, either at a
reasonable cost or even at all. This risk can be limited by a diverse and stable
funding base with an extensive spread of suppliers in each source type.
Therefore, the bank’s deposit base should also be analysed in terms of maturity,

Qeographical source, currency and size.
3.2.3.7 Capitalisation

A bank’s equity capital acts to absorb unforeseen losses and allows it to continue

as a going concern. Thus it can stave off insolvency or, in cases where
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insolvency is inevitable, it can, to some degree, absorb losses that would
otherwise have been the burden of the creditors. Therefore, when analysing
creditworthiness, the absolute size of the bank’s equity capital together with its

capital adequacy are important considerations.

Fitch Ratings has its own standard quantitative measures of capitalisation which
it applies to banks right across board, the most important being pure common
equity as a percentage of total average assets. Preference shares and hybrid
debt also enjoy some significance. According to Fitch Ratings the
aforementioned two should not exceed 25% of a bank’s pure common equity.
Any organisation in excess of this ratio should not be given any capital or equity

credit.
3.2.3.8 Securitisation

The term “securitisation” has been used in two different ways. Initially, it referred
to debt securities issued by sovereign entities and private corporations as
substitutes for bank credit. However, since the mid-1980s it has also been used
to describe the isolation of cash flows of specific assets from the balance sheet
of an institution and the issuing of marketable securities, supported by the cash
flow of the assets (Thompson, 1995:15). This form of securitisation can be
referred to as. secondary securitisation (Feeney, 1995:2). Narrowly defined,
securitisation is the process in which pools of individual loans, debt instruments
or receivables are packaged in the form of securities (Cox, 1990:2 and Kendall,
1996:1-2).

The securitisation market had increased dramatically as a form of financing in the
past decade and held both risks and benefits for banks (Imhoff, 1992). At the end
of 2008, however, it had declined to almost nothing. According to Loutskina and
Strahan (2008:52), more than 60% of outstanding mortgages are currently

securitised. Securitisation provides added liquidity, access to cost-effective
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funding, assistance in the management of credit risk exposure and regulatory
capital relief, as well as enhancing earnings performance. However, the risks
they hold, such as several forms of liquidity risk (e.g. early amortisation) need to
be identified and managed effectively. Fitch Ratings does this by taking a case-
by-case approach when analysing securities. Each transaction’s characteristics,

benefits, risks and motive are assessed.

The market impact of the sub-prime crisis has made it much more difficult for
business securitisations to re-enter the market (Borod, Tan and Ballogly
2008:52). With credit markets remaining seized up, and almost no insurance
activity across all sectors including commercial mortgage backed securities and
leveraged finance, an extensive portion of bridge loan commitments, used to
finance acquisitions by private equity firms, have been funded by committing
banks alone. These same banks were unable to fill out their organisations with
other bank participants, causing the refinancing of these leveraged loans through
whole business securitisation to be non-existent in the current credit market. The

same troubles are also present in other securitisation markets.
3.2.3.9 Earnings and performance

As a bank’s solvency may ultimately be affected by its income earned, it is
important to analyse this aspect as well. The bank’s capacity to generate profits,
the stability and quality of its earnings and historical trends in the bank’s earnings
performance are all examined. The reliability of management to provide accurate
budget forecasts, and to identify possible external factors that could influence

future earnings, is also taken into account.
3.2.3.10 Market environment

Various aspects pertaining to a bank’s operating environment can influence its

creditworthiness. This includes the size and health of the bank’s domestic
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economy, along with prospects for its future economic growth. Any structural
problems that the economy might be facing; the political situation of the country,
the structure of the banking sector, the bank’s competitive position within the
banking sector, the market share in its main business line, competition from rivals
and its ability to influence prices, together with the quality of accounting, auditing
and reporting standards within the country, are all taken into account when

analysing the market environment.
3.2.3.11 Diversification of the business franchise

The diversity of activities undertaken by the bank in terms of geographical
(domestic and foreign) and industrial sector is analysed. Furthermore, product
and service diversity, together with the bank’s ability to create new products, is all
taken into consideration. Finally, the bank’s strength and depth of franchise is
taken into account, as well as its ability to safeguard its existing business and its

ability to gain new business.
3.2.3.12 Management and strategy

In order to be a successful bank, a well-defined strategy and effective
management is essential. The quality and credibility of management is analysed,
along with their plans for future internal or external growth. When future plans
are énalysed, management’s ability to adhere to strategies and deliver on past

projections is given significant credit.

3.2.3.13 Corporate governance

In assessing corporate governance, a systematic analysis of governance data
and information is undertaken. More contextual and qualitative reviews of an

individual company’s governance practices can also take place. Fitch Ratings is

predominantly concerned with evaluating the quality of the bank’s corporate
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governance from a bondholder's perspective. The most irmportant factors
covered by Fitch Ratings in their credit analysis include:
o the independence and effectiveness of the board of directors,
e oversight of related party transactions that may lead to conflicts of interest,
e board oversight of the audit function,
e executive and director compensation,
e complex holding company structures and

e banks that are owned by private individuals or families.

Corporate governance practices can have a material impact on a bank’s credit
quality. Fundamentally weak corporate governance can make bondholders
vuinerable to potentially significant credit losses and thus warrant a negative
rating action. Strong governance could warrant special mention from analysts,

but ultimately does not drive a positive rating action.
3.2.3.14 Ownership and support

The ownership of, and potential support available to, the bank is crucial to Fitch
Ratings’ support rating. The stability of the sharehotlding structure of the bank as
well as the ability and willingness of the owners or government to bail out the

bank in cases of need is also analysed.

3.2.4 Rationale of Fitch Ratings’ rating assessments

3.2.4.1 The particular nature of banks

Banks in free market economies are mostly similar to other businesses, but with
a significant difference: their role in the supply, demand and price of money.
Rating assessments must take this particularity into account. For example: if a

retail store chain or property development company collapses, it is not likely to

endanger the economy of a country or the world; but the collapse of a bank, by
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its contagious effect, may just do that. Most governments are therefore likely to

rescue banks, rather than allow them to default.

National bank regulators need to introduce and maintain confidence in their
banking system, together with enabling market participants to act in a practical
and professionallma'nner. The most effective way of doing so is to allow for a
certain degree of risk, i.e. allow banks’ depositors or creditors to lose money on
occasion. Losses shouid not be too regular as this would impinge confidence. It
is therefore imperative that the regulator/central bank be vague about which
banks it will help and in what situation. If a government help ail banks all the
time, it could lead to banks making deals irrespective of whether they were

profitable or not, as they know they will be bailed out.
3.2.4.2 The Fitch Support rating

Support ratings are formed from Fitch Ratings’ assessment of a potential
supporter’'s propensity and ability to support a bank on a timely basis. The rating
is achieved by the potential supporter's persohal Fitch Ratings long-term debt
rating, in foreign and local currency, and is exclusively an expression of Fitch’s

opinion.

Support ratings and long-term rating floors are likely to be more volatile in
emerging markets than in developed countries. The reason is that the ability and
propensity of these states and of the owners of banks are subjeét to more

debilitating extraneous influences and bad-governance.
3.2.4.3 The Fitch Individual rating
This rating represents Fitch Ratings’ view on the likelihood that the bank will fail

and therefore require 'supbort to prevent it from defaulting. It assesses a bank’s

exposure to, appetite for, management of and absorption capacity for, risk. This
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rating is based on the analysts’ findings described in section 3.2.3 “The analytical

process”.
3.2.4.4 Long-term and short-term credit ratings

In addition to support and individual ratings, Fitch Ratings'also assign ratings to
securities. The rating is an indication of the probability of receiving repayment in
a timely fashion. As stated in section 1.1, investment grade (Long-term “AAA” —
“‘BBB” categoriés and Short-term “F1” — “F3”) indicate a relatively low probability
of default. Furthermore, those in the specula‘tive categories (LLong-term “BB+" —
“D” and Short-term “B” — “D”) indicate either a higher probability of default, or in

the case of a “D” rating that default has already occurred.

Fitch Ratings’ credit ratings are driven by their support and individual ratings.
Long-term ratings are explicitly linked to the support rating by the existence of
rating floors, thus preventing the long-term rating to fall below a specified floor. A
good individual rating, however, can drive a long-term rating up above its support

rating floor.

In order to indicate the direction in which a long-term rating is likely to move in
the next one or two years, Fitch-Ratings applies outlooks on these ratings; these
may be positive, stabie or negative. However, these outlooks de not indicate that
the assigned movement is inevitable. Figure 3.3 below displays a transition
matrix which indicates the probability of a rating transferring into another
category within a year. - For example, an’ AAA rating has an 87.74% chance of
remaining an AAA rating until next year, or it has a 10.93% chance of down-
grading to an AA rating, and a 0.2% chance of defaulting. The same method is

applied to all the other ratings in the transition matrix.
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Figure 3.3. Transition matrix as of Dec. 2007.

Credit rating in one year's time

Current credit rating

Source: van Vuuren, 2007a.

All ratings, except support ratings, may be placed on a rating watch indicating
that the rating is likely to change and in what direction. “Positive” indicates an
upgrade, “negative” a downgrade, and “evolving” that it could change either way
or remain the same. A rating watch is usually resolved over a short period of

time, usually less than a year.

3.2.5 Summary

In this section, insight into the credit ratings methodology of Fitch Ratings was
provided. Important factors and sub-factors that are taken into account when
Fitch Ratings assesses a bank’s risks were indicated, along with discussions as
to why these factors are of interest. The rating process employed by Fitch
Ratings’ was also discussed, along with the rationale underlying their rating
assessments. In the following section, the same will be done for Moody's

Investors Service.
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3.3 Moody’s BFSR: Global methodology

Moody’s Bank Financial Strength Ratings (BFSRs) indicate Moody’s opinion on a
bank’s financial strength relative to other banks that have been rated around the
globe. BFSRs do not indicate the credit risk the bank faces, but rather the
probability that thé bank will receive assistance in ‘order to avoid default. They
thus serve as the first step of the bank credit rating process. Moody’s ratings
take into account the bank’s BFSRs and the likelihood that the bank will receive
such support, as well as the external risk that sovereign action may interfere with

the bank’s ability to honour its obligations.
3.3.1 About Moody’s BFSRs

Bank credit risk is a function of three factors: its intrinsic financial strength, the
likelihood that it would benefit from external support in case of need and the risk
that it would fail to make payments due to the actions of a sovereign. Therefore,
Moody's uses a multi-step process that incorporates a bank’s intrinsic risk profile
as well as specific external support and risk elements that can affect its overall

credit risk, to as_Sign credit risk ratings. BFSRs are the first step in this process.

In order to differentiate between Moody’s BFSRs and debt or deposit ratings,
different symbols are used. Mcody’'s BFSRs range from A to E, with “A” being
the highest rating and “E” the lowest. A “+” modifier may be appended to ratings

®oLe

below the “A” category and a “-* modifier appended fo ratings above the “E”
category, to indicate those banks that are placed higher (+) or lower (-) in a rating

category.
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Figure 3.4: Moody’s bank rating methodology

Moady’s Bank Rating Methadology
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Moody’s Investors Service, 2007:3.

Figure 3.4 above indicates how BFSRs fit into Moody’'s overall approach to
assigning bank credit ratings. The left side indicates the main factors that are
used to determine a bank’s BFSR. The remainder of section 3.3 will describe
how these are measured and analysed fo derive at a specific BFSR. The right
side is a summary of the specific external support and risk elements that are
combined with BFSRs tc determine Méody’s tocal and foreign currency deposit

and debt ratings.

The inherent riéks in the banking business — as characterised by high leverage
(equity capital of only 5%-10% of {otal assets), iiliquid assets financed by short-
term liabilities and a cyclical business environment — make it difficult for all but a
select few extremely large and diversified banks to achieve and maintain a BFSR
in the range from A to a high B. Solid, diversified and sustainable franchises, as
well as excellent management, are prerequisites for A and B range BFSRs.
However, banking — if conservatively managed without excessive risk-taking —

also a business allowing for stable fee and interest income, barring systematic

stress and proi/ided there is reasonable client cenfidence. A large number of
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banks with limited scale franchises and average financials, therefore are able to
manage a C range BFSR. Banks that exhibit modest capital, earnings, or
business franchise — thus limiting their ability to deal with asset quality problems
or other potential balance sheet risk, or operate in Qnstable and unpredictable
environments - are aséigned a D range BFSR. Finally, BFSRs in the E range
are restricted to those institutions that are under pressure to maintain their capital
due to internal or external factors. ‘These factors can be highly volatile operating

environments, recurring losses and asset quality problems, or high risk profiles.
3.3.2 Framework for assigning BFSRs and the role of the scorecard

Moody’s bank ratings reflect their opinion of long-term relative risk and are
forward-looking in nature, as they are applied to liabilites that may pay out over
an extended period of time. The Moody’s approach makes use of qualitative as
well as quantitative analysis and incorporates the opinions and judgements of

experienced analysts.

Moody’s BFSRs focus on the five key rating factors that they believe to be critical
to understand a bank’s financiat strength and risk proﬁi'e. They are:

° franch?_se \}alue,

e risk positioning,

e regulatory environment,

¢ operating envircnment and

¢ financial fundamentals.

In measuring a bank’s performance in the scorecard, Moody’s has selected
guantifiable metrics that are available from publicly reported financial statements.
However, although these metrics are globally available, they are not always
globally comparable. Local differences in accouhting conversions, Basel risk-
weightings and ass;et quality definitions can make it difficuit to compare these

metrics across regions and countries. Additional adjustments or metrics may
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therefore be required to improve comparability. This is discussed in section
3.34.1.

3.3.2.1 Relative importance of the key factors can vary

Banks in developing markets face cohsiderably different challenges compared to
banks in developed markets. Banks operating in mature markets benefit from
more effective financial reporting and regulatory environments, which allows
outside observers to ascribe more weight to available disclosed financials in
making credit decisions. Banks in developing markets, on fhe other hand, face a
higher degree of financial volatility, as well as the potential for weaker regulatory
oversight and less financial reporting. This leads to unacceptably high risk when

relying on the disclosed financial figures within developing markets.

Therefore, Moody's applies considerably less emphasis on financial
fundamentals when assigning BFSRs to banks in developing markets. As will be
discussed in chapter four, financial fundamentals have a weight of 50% when
assigning BFSRs to banks in developed countries, with the remaining four
variables receiving a -combined weighting of 50%. In the case of developing
| markets, this ratio is changed to 30% for financial fundamentals and a combined
70% for the others respectively. Since this study will be based on circumstances
within a deVeloping market, the latter ratios will be used; albeit amended for the

purposes required.

The elements of each sub-factor, together with the weignts given to each can be
seen in Appendix B. The final weight distribution of each sub-factor making up
the final rating, as well as a discussion on some important pointers relating to

each element, are also avaiiable in Appendix B.



3.3.3 Key rating factors for the BFSR
3.3.3.1 Rating factor 1: Franchise value

A bank’s franchise value is central to Moody’s analysis. It assesses the solidity
of a bank’s market standing in a given geographic market or business niche. A
solid and defensible franchise is a key element in the ability of an institution to
generate and sustain recurring earnings, to create economic value, and thus to
preserve or improve risk protection in its chosen markets. A strong franchise
value, therefore, enables an institution to better withstand prolonged difficult

market conditions.

To determine the franchise value of an institution, Moody’s looks at four sub-
factors:

¢ market share and sustainability,

¢ geographical diversification,

e earnings stability and

e earnings diversification.

Market share and sustainability

The first sub-factor to be considered is an institution’s long-term sustainability
and market share. A large market share suggests an ingrained market position
with strong brand name recognition that tends to go hand in hand with high
pricing power. These elements act as a barrier to entry of other entities, and are
indicative of the likely sustainability of a bank’s positioning and its ability to

defend itself from competitors.

A bank’s market position, however, may change over time sb Moody’s takes the
specific characteristics and recent trends of the market into consideration. Some
markets only allow gradual shifts in market share over time, whereas others allow

for more frequent swings.
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Geographical diversification

Moody’s believes that the more geographically and economically diversified an
institution is, theb easier it is for the entity to ride trough business cycles without
undue harm to its asset quality. Conversely, excessive concentration on lending
in a single geographic area, within relatively undiversified economies, heightens
an institution’s risk profile and plays an important role in weakening asset quality.

(However, this is not always the case, as will be explained in chapter 4).

Earnings stability

The third sub-factor to be analysed is the degree of predictability of an
institution’s main business lines. Moody’s favours retail-based institutions in this
regard, as they have highly predictable, risk-adjusted earnings streams which are
an invaluable asset in times of stress or volatility. Earnings stability is usually the
result of strong customer relationships, a higher customer switching cost and
highly granular loan portfolios frequently found in traditional retail banking. On
the contrary, banks with wholesalelcorpofate banking or trading activities often
have more volatile results that may vary extensively over short periods of time,

driven by factors out of the bank’s control.

Earnings diversification

The final sub-factor to be analysed under franchise value is the degree of
diversification of an institution’s main business lines. In the scorecard, focus is
maintained on whether there is an absence of diversification, penalising banks
that are overly dependent on a single business line. When a bank is overly
reliant on a single business ling, it can be highly vulnerable to potential changes
in market dynamics, which could be sudden and unpredictable, with no offsetting

earnings to protect its solvency.
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3.3.3.2 Rating factor 2: Risk positioning

Risk positioning of a bank is another fundamental qualitative factor in Moody’s
credit analysis. The majority of banking income is from compensation for taking
calculated risks. Management's approach to managing any risk, be it
operational, credit or market risk, is the key ingredient in underpinning strategic
decisions and chance of such decisions succeeding. The more risk management
is integrated with the bank’s overall operating philosophy, the more likely it is that
different operating units within the bank will make it part of their everyday

operations management.

Moody’s uses a framework that relies on qualitative and quantitative
assessments, as it believeé it will provide great insight into a bank’s management
discipline and ultimate effectiveness. Moody’s believes that risk management
should aim to reduce, control or take advantage (when beneficial to the bank) of
the risks that a bank faces. Moody’s divides risk positioning into six sub-factors:

e corporate governance,

controls and risk management,
o financial reporting transparency,
o credit risk concentration,

e liquidity management and

¢ market risk appetite.

Corporate governance

High-quality corporate governance reduces the likelihood of future problems and
speeds remediation when they do occur. Corporate governance focuses on the
relationship between the board of directors, management and shareholders, as
well as the degree to which the board and management effectively balance
shareholder and creditor interests. Within the global BFSR scorecard, particular
“red flag” aspects, which are easy to observe or calculate, receive focus. These

+ “red flag” factors are:
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e ownership and organisational complexity,
¢ Kkey man risk and

e insider and related party risks.

Controls and risk management

A Well functioning and deeply imbedded system of controls and internal checks
and balances are a means of reducing operational risk and a bank’s overall risk
profile. Control issues have increased in recent years, reflecting the industries’
higher complexity of business mix, the growing importance of trading activities at
some banks, the effect of technological advances, financial liberalisation and
changing regulation. The BFSR scorecard takes into consideration two separate
factors: | ' S
¢ risk management and

e controls.

Financial reporting transparency

Financial and operating data reported by entities act as a starting point for
Moody’s in their credit analysis and are important in the overall assessment
process. In addition, poor financial reporting often hides risk. Moody’s believes
that reliable, transparent and timely financial information is therefore necessary
for a bank to achieve a strong BFSR. The factors considered in a bank’s
financial transparency rating are: ' |

 global comparability of reported financial information,

o frequency and timeliness of reporting and

e quality of financial information repbrted by banks.

Credit risk concentration

The credit risk of a portfolio is increased when there are 4Iarge concentrations
within the lending, trading and investment portfolios. Conversely, highly granular
credit portfolios are leading indicators of better credit quality over the cycle. Itis

Moody’s opinion thaf large exposures to single obligors, industries or regions are
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a potential source of earnings volatility. The metrics used by Moody’s to
measure credit risk concentration are:
e borrower concentration and

¢ industry concentration.

Liquidity management

Effective liquidity managemeht is essential for banks, as too little or too much
liquidity costs the bank money. Too little liquidity may force the bank to obtain
liquidity from the market at times when rates are high, whereas too much liquidity
is costly when the cash position is financed with long-term deposits at higher
interest rates (Finansbank, 1989:85). Banks’ approach to managing liquidity has
changed substantially over time. The main theories are the commercial loan
theory, the shiftability theory, the anticipated income theory and the liability
management theory (Saayman, 2002:37).

According to Moody'’s, the main reason why banks fail is illiquidity. This is easy
to understand as a bank cannot function without money. High liquidity can help a
weak institution to remain adequately funded during difficult times, and is one of
Moody’s principal focal points when analysing a bank’s ability to finance itself

under stress.

The most important factor is to seek the cheapest funding on a risk-adjusted
basis, regardless of maturity and source (Uyemura & Van Deventer, 1993:246).
When choosing a liquidity source, certain factors must be considered (Saayman,
2002:34). These include:

o the purpose of the liquidity need,

¢ the length of time for which funds are needed,

e access to liability markets,

¢ the managerial philosophy,

e the cost and characteristics of different sources of funds and

¢ interest rate forecasts.
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Liguidity risk is a function of the unique structure of a bank’s assets and liabilities.
Moody’s starts its analysis with an assessment of the degree to which the bank’s
illiquid assets are funded by stable core liabilities. Banks with stable core funding
in excess of their illiquid assets generally face low liquidity risk. Liquidity risk
increases to the extent that illiquid assets are funded by more confidence-
sensitive funding sources, such as interbank funding or short-term capital market

funding.

Market risk appetite

For a greater risk appetite, a greater return is expected, on average. As the
expected return increases, the volatility of the return and thus the size of the

potential unexpected losses increase and vice versa.

The market risk appetite of an institution is a key element in assessing its
financial strength. Fixed income investors are always concerned that unexpected
events could impair the value of their holdings by drastically damaging core
earnings capacity, increasing earnings or cash flow volatility or by reducing
capital. With regards to market risk, Moody’s assesses the sensitivity of the

trading and non-trading books to major changes in key financial variables.
3.3.3.3 Rating factor 3: Regulatory environment

The stand-alone financial strength of a bank can be significantly influenced by
the bank’s regulatory environment. A bank’s financial strength is often enhanced
by the presence of an independent bank regulator with convincing and confirmed
enforcement poWers and by obedience to standards of successful regulation and

supervision consistent with global test practices.
Another factor analysed by Moody's is the existence of published regulatory

standards. These standards increase transparency in the regulatory

environment which increases consistency and efficiency. Moody's evaluates
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these standards to see whether they are consistent with the best practices
established by Basel. The national adherence to these regulations is also taken

into consideration. The most important areas in which these standards should

exist are:
e licensing,
e capital,

e asset quality and

e liquidity.

Supervision is also of extreme importance, as without supervision banks are not
likely to adhere to set limits. Therefore, Moody’'s considers the frequency,
thoroughness, and length of on-site inspections and the quality, depth and size of

the inspection staff.

Active and timely enforcement is another component of effective banking
regulation. No matter what regulations are in place, if they are not enforced
those regulations will not be effective. The overall rule of law is a good indication

of the enforceability of banking regulations.

The overall financial health of a country’s banking system is often correlated with
the strength of its bank regulatory environment. Although there may be external
macroeconomic shocks outside of the bank's control, the existence of an
effective, prudential and proactive banking regulation regime should enable a
banking system to weather the most macroeconomic downturns. Moody's thus
considers all the above-mentioned factors, along with its stand-alone financial

strength as a whole, when analysing the regulatory environment.

Moody’s rates the regulatory environment by meeting with bank regulators and
evaluating their regimes. In addition some of Moody’s analysts have previously
worked for bank regulators. All bank regulatory regimes that are evaluated by

Moody’s are rated according to a five point scale, from A to E.
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Moody’s has developed a relative grouping, based upon the observation and
experience of Moody’s bank analysts throughout the world, which captures all the
previously mentioned elements. The specifics of each bank regulatory regime
may vary within a group, but are equal in strength in terms of how they impact

credit risk and bank creditors.

For banks that operate in more than one country, Moody’s analysis focuses on
the regulator in the country where the bank is domiciled due to the importance of

regular on-site examinations and familiarity with local risks.
3.3.3.4 Rating factor 4: Operating environment

A bank’s operating environment can either enhance or constrain its performance.
Violent economic cycles, political decisions damaging business, weak legal
systems and irrational competitive environments can jointly impair a bank’s
creditworthiness, or in extreme cases, do so severally. The key drivers of the
operating environment, according to Moody's, are economic volatility, the
efficiency of the legal system, the effectiveness of the social and political
institutions and the competitive dynamics and industry structure of the banking

system.

The Moody’'s BFSR scorecard makes use of three different quantifiable
measures with regards to the operating environment. These measures need to
be assessed at least once a year. For banks that have a portion of assets or
profits in excess of 20% in another country, a blended operating environment
score will be considered, which reflects the bank’s overall operating environment
based on its asset or profit mix. An analysis of the operating environment
includes:

e economic stability,

¢ integrity and corruption and

o the legal system.
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3.3.3.5 Rating factor 5: Financial fundamentals

Financial fundamentals are a relatively easy way to compare banks. Banks have
two main businesses, namely lending and borrowing money, and should be easy
to compare globally. Financial metrics help to verify or falsify performance
assumptions based on past trends. The following sub-factors are used, and are
all part of the classical CAMEL approach to bank credit analysis. The ratios used
by Mo.ody’s for the BFSR can be seen in Appendix B, and consist of:

o profitability,

¢ liquidity,

¢ capital adequacy,

» efficiency and

o asset quality.
3.3.4 Weighting the factors in the scorecard

Neither the rating committee nor the analysts are bound by the estimated rating if
they believe the scorecard results do not provide an accurate reflection of the

bank’s credit risk profile relative to other rated banks.
3.3.4.1 Some weightings may shift

While the sub-factor weightings within most of the key qualitative rating factors
are constant, the weightings within the sub-factors for risk positioning are more
dynamic. This reflects Moody’s view of the significant impact this factor, and
especially its sub-factors, can have on a bank’s intrinsic risk profile. To see how

these factors are adjusted, see the tables in Appendix B.
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3.3.4.2 Different weightings in mature vs. developing markets

Banks in developing and mature markets receive different weightings for each of
the four sub-factors when calculating the BFSR. Markets are defined as mature
when their foreign currency ceiling receives an Aal rating and defined as
developing when it receives a lower rating. Furthermore, the final weight
distribution also differs between mature and developing markets. The different

weights used by Moody’s can be seen in Appendix B.

The weightings differ because Moody’s believes that banks in these different
econornies face different challenges, since country risk and economic volatility
are quite substantial in developing economies. In addition, banks in mature
markets benefit from more effective financial reporting and regulatory
environments, which allow outside observers to ascribe more analytical weight to -

disclosed figures when making credit decisions.
3.3.5 Possible adjustments to the inputs and outputs of the scorecard

The scorecard is designed to take into account global availability of information,
global comparison and reasonable fit for all banks that are rated by Moody’s.
However, as Moody’s rates banks in 85 different countries with different business
models, market environments and regulations, the basic scorecard cannot
always perfectly fit them all, but allows for perfect global comparability. Allowable
adjustments will usually take the form of an adjusted scorecard along with a

rationale for the adjustment.
3.3.5.1 Adjusting ratios
The ratios used on the basic scorecard serve as a starting point for Moody’s

bank analysis. However, if there are ratios in a certain region that have greater

explanatory power, the rating committee will consider the possible addition of

79



new ratios to augment the scorecard ratios, ‘as long as global comparability
remains intact. Areas where adjustments may be needed to improve global
comparability are in risk-weighted assets and in the liquidity ratio. Therefore,
adjustments can take place for:

¢ trends,

e problem loan number,

e economic insolvency,

e credit concentration exposure,

e business model differentials and

¢ the franchise value.
3.3.6 Summary

This section provided insight into the BFSR methodology of Moody’s Investors
Service. The key factors when assigning BFSRs were discussed, along with how
these factors were weighed on the scorecard. Instances where ratios or inputs

may be adjusted were also discussed.
3.4 Conclusion

In this chapter, insight into the rating methodologies of both Fitch Ratings and
Moody’s was provided. Whilst their overall methods rhay vary, the factors that the
different rating sub-categories are comprised of are very similar. In the following
chapter, the rating methodologies of these two institutions are amended in order
to form a new methodology which can be applied to the South African co-

operative bank environment.
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CHAPTER 4

PROPOSED METHODOLOGY

4.1 Introduction

In the previous chapters a background was given of the history and development
of co-operative banks, along with a discussion on the different rating
methodologies used by two of the largest rating agencies in the world. In this
chapter, these methodologies are amended in order to apply them to co-
operative banks in South Africa and ultimately to assist Government in

transforming the non-banked population into a banked population.
4.2 Proposed rating methodology

The rating criteria used by the aforementioned agencies is amended in order to
take into consideration the particular market, challenges and circumstances
faced by CBSAs. Before a discussion of the proposed methodology can take
place, however, the concepts behind the acronyms NI, NII, PPP, MIS and RWA

must first be explained.

Net income (NI) is a term used to describe a company’s total earnings or profit
and is calculated by deducting the cost of doing business, including taxes, from a
company’s revenues. It is used to provide an indication of the company's

profitability, and can be used to measure earnings per share.

Net interest income (NII) is the difference between fhe revenues generated by
assets and the cost of servicing liabilities, when both consist of interest
payments. Depending on the bank’s portfolio mix of assets and liabilities, the

bank can be more or less sensitive to changes in interest rates. For instance, if
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liabilities reprice faster than assets, a bank is said to be liability sensitive. If

assets are more sensitive, a bank is said to be asset sensitive.

Management information system (MIS) is a system that transforms data into
information in order to facilitate management in making decisions. The most
common of these include financial statements, performance reports and stock

inventory.

Risk-weighted assets (RWA) is a term used to describe assets weighted in terms
of their risk. On and off-balance sheet items are weighted according to risk, with
off-balance sheet assets converted to balance sheet equivalents, using credit

conversion factors.

Both Fitch Ratings and Moody’s are internationally established, proven and
respected rating agencies with extensive experience. The writer thus cannot
_signiﬁcantly deviate from their methods. However, since the rating method of
Fitch Ratings is less structured than that of Moody’s, the latter's method will be
amended in this chapter in order to be more domestically focused. As Moody’s
are more structured it is easier to indicate the proposed changes using their
methodology. Fitch Ratings’ beliefs are included where appropriate. The
explanations as to why the chosen factors are of importance took place in the

previous chapter, and will not be repeated here.
4.21 Rating fé\ctor 1: Franchise value
The four sub-factors considered in respect of franchise value are: market share

and sustainability, geographical diversification, earnings stability and earnings

diversification.
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4.2.1.1 Market share and sustainability

Brand recognition of a co-operative bank in South Africa (CBSA) depends on the
definition of a ‘market’. As CBSAs serve a local, somewhat uniform market,
brand dominance is high for the participants of a CBSA irrespective of the
footprint of the particular CBSA. In the broad sense, brand recognition compared
to known and established commercial barking institutions such as ABSA Bank or
First National Bank can be somewhat low. The nature of a CBSA is to place high
reliance on relationship banking, where strong relationships are forged between
the customer base and the institution. Furthermore, most CBSAs operate in a
small community where the standard and quality of customer information is much
higher than those of commercial entities, irrespective of the manner in which

commitments are executed (Vosloo & Styger, 2008).

In terms of barriers to entry, most CBSAs are well protected. The Co-operative
Banks Act (No. 40 of 2007) makes provision for different categories of co-
operative banks, with restrictions on operations for each such category.
Stringent requirements for both prospective and registered CBSAs are also
stipulated by the Act, and must be adhered to at all times. In terms of regulatory
requirements such as required reserves, insurance and disclosure, the
application of the Act creates further barriers. Finally, in terms of customer base,
a CBSA’s operations and local market environment might place some restrictions
on competitors in terms of participants and market entry. Additionally, the
combined natures of a specific product along with the customer base and local
market environment may pose additional barriers to entry for competitors
(Vosloo, 2008). |

Many CBSAs may have strong franchise value as most operate in well protected

markets, and in some cases are the dominant banks in their region, thus scoring

high in this sub-section.
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4.2.1.2 Geographical diversification

In some cases, such as where shares in a co-operative are pledged as security
on a mortgage loan, CBSAs operate in extremely protected markets. The nature
of the market in which the co-operative operates may result in a highly protected

market and ultimately restrain market share from moving over time.

A high level of geographical diversification leads to lower concentration risk,
reduced earnings volatility and facilitates the improvement of asset quality over
extended periods of time (by accommodating changes in co-operatives’ business
cycles). The nature of CBSAs, however, needs to be considered in a rating
process. More speoiﬂcally their increased customer information and enforcement
capabilities neéd to be given greater consideration. It is important not to take into
account merely the size of the area, as some smaller regions may be more

diversified than other larger ones (Vosloo & Styger, 2008).

A CBSA with local representation may have low earnings voia'tility and high asset
quality. However, as business cycles are influenced by external factors that go
beyond the local market, more difficulty may be experienced in weathering these
shocks. Therefore, the quality and experience of an institution’s management is
of key importance when addressing such an impact, as they can limit the effects
that shocks have on asset quality and the associated credit risk. Weightings
assigned to geographical diversification should therefore reflect asset quality and
associated credit risk, together with weightings relating to risk positioning and

financial fundamentals.
4.2.1.3 Earnings stability .
As retail-based institutions have a highly predictable risk-adjusted earnings

stream, a distinction needs to be made Dbetween them and

corporate/trading/wholesale institutions. CBSAs predominantly operating as
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retail-based institutions have greater earnings stability due to stronger barriers to
entry, more expensive switching costs and lower volatility in their earnings.
Some CBSAs may, however, find themselves in the other category, especially
those defined by the Act as tertiary institutions. Earnings stability ratings;
therefore, should include the ease with which customers can switch between
institutions, earnings volatility and the quality of customer relationships (Moody’s
Investors Services, 2007). These factors are dependent on the CBSA’s
operations, products and operating environment. The greater the volatility, the

greater the risk associated with the CBSA and the lower the rating should be.
4.2.1.4 Earnings diversification

As the Act provides for ‘mono line’ (highly dependent on a single business line in
terms of revenUe) and ‘non-mono line’ (more than one business line) CBSAs, a
distinction between such two institutions should also be made in terms of their
ratings. The Act further differentiates between ‘dual line’ (CBSAs operating as
lending and deposit taking institutions), ‘multi line’ (‘dual line’ institutions with
additional business lines such as insurance) and other ‘mulﬁ Iine’v institutions
(which operate across the national border). The risk associated with the ‘mono
line' CBSAs are regarded as high in terms of earnings volatility. The reason why
a distinction needs to be made between ‘mono line’ and ‘non-mono line’ CBSAs
is due to increased operations risk caused by legisiative, regulatory and global

requirements that may lead to greater earnings volatility (Vosloo & Styger, 2008).
The factors required from the CBSAs in order to receive a specific rating for

market share and sustainability, geographical diversification, earnings stability

and earnings diversification are stipulated in table 4.1.
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abl4.1: Franise value

o Ams

Important,

Dominant in Important in Marginal Institution
Market share Business lines | a multi- but not 1 adual- players with unclear
product dominant in product regionally, or | market
and . . business a multi- business in a niche positioning;
sustainability* line with product line, with productline | OR
largely business good with dual- mono—
unthreatened | line, with regional product product
market largely market business line | business line
position and | unthreatened | positioning.
pricing market
power. position and
pricing
power.
Very high sustainability due Moderate Below Low
Barriers to to excessive barriers to barriers to moderate sustainability
entry entry. entry and barriers to and barriers
moderate entry and low | to entry.
sustainability. | sustainability.
Only 1 co-operative bank in 2 co- 3 co- >3 co-
Brand name the area, thus strong brand operatives in | operativesin | operativesin
name. ' the area, the area, the area,
: thus price- thus highly thus
and service- | price-and insignificant
sensitive service- brand
customer sensitive recognition.
base. customer
base.
No one >25% of >25% of One or more | One market
H Diversity market profits come | profits come smaller that does not
G.eOQr.aPhI(fal % constitutes from outside | from cutside | markets. have a
diversification >50% of primary primary Should be diversified
profits. market. market. lowly economy. .
Markets Markets Markets correlated,
should be should be should be and have
lowly lowly lowly reasonably
correlated, correlated, correlated, diversified
and have and have and have economies.
highly highly well
diversified diversified diversified
economies. economies. economies.
Co-operative must have | Informationis | Informationis | Information
Information access to accurate, timely | accurate and | timely but is untimely
capabilities and relevant information. timely, but | inaccurate or | and
insufficient. insufficient; inaccurate;
OR OR
the bank has | the bank has
limited no
informational | informational
capabilities capabilities
Must have significant Moderate Limited No
Enforcement enforcement capabilities enforcement | enforcement | enforcement
capabilities capabilities capabilities capability
>80% of 60% - 80% 40% - 60% 20% - 40% Less than
H % of income income 20%
Earn_lr_lgs from retail derived
stability banking from retail
banking
Very strong | Strong Moderate Weak Very weak
Customer customer customer customer customer customer
relationships relationship | relationships | relationships | relationships | relationships
s
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Very high High Moderate Low Very low
Switching cost | switching switching switching switching switching
& earnings cost & cost & cost & cost & cost &
stability earnings earnings earnings . | earnings earnings

stability stability stability - stability stability

A mono line co-operative is defined as a single business or | Is mono line:
product line. A co-operative is defined as mono line if more | receives in
than 80% of its income is derived from a single business | excess of
activity or product. If a bank is not mono line, it receives no | 80% ofits
score on this sub-factor and the weight is distributed evenly | income from
over the other three sub-factors of franchise value. a single
business
activity or
roduct.

Earnings
diversification

* The relevant market(s) for market share and sustainability should be determined based upon where the bank makes the
majority of its net income. The geographic size and scope of a market for any give business line depends upon the nature
of the customer, the products and the existence of legal or de facto barriers to entry (or lack thereof). The relevant market
may include bank and non-bank competitors.

** For the geographical diversification sub-factor, a market is based on the economy and not by political boundaries.

Source: Author and Moody’s Investors Service, (2007).
4.2.2 Rating factor 2: Risk positioning

One of the most important indicators of the long-term viability of CBSAs is their
corporate governance. Risk positioning not only provides an excellent overview
of an institutions risk philosophy, but also serves as an indicator of the
importance of risk management to the board of directors and senior staff. The
risk management culture of an institution is ultimately a function of the board and
management’s ethics, experience and knowledge. As there are a wide range of
CBSAs, as provided for by the Act, the rating methodology should accommodate

the simple as well as the more complex CBSAs.
4.2.2.1 Governance

Governance reflects on the board’s efficiency, structure and experience in
dealing with risk (Vosloo, 2008). Simple CBSAs are penalised in terms of their
rating assessments as they are unable to adhere to som'e of the governance
criteria. More complex CBSAs, however, receive a neutral rating as the
perception is that the given criteria should form the base of an institution’s

corporate governance criterion (Vosloo & Styger, 2008).
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It should be noted that the Act stipulates certain requirements in terms of
directors, office terms and duties that CBSAs must obey. The institution’s
articles of association and statutes, combined with the Co-operatives Act (No. 14
of 2005), allow for the basic requirements to be applied in the assessment
process. These requirements are not incorporated separately in the assessment
process, as this would be unnecessary, but, rather, the criteria focus on the

execution and application thereof.

CBSAs primarfly operate within the spheres of two acts, namely; the Co-
operatives Act (No.14 of 2005) and the Co-operative Banks Act (No. 40 of 2007).
Ownership of CBSAs thus resides with its members. The following three criteria
are regarded as important: indebendent directors, voting rights and shareholder
control (with the latter only being possible in cases of majority ownership where
the institution’s statutes provide for such). Therefore, an institution’s statute
needs to be studied in terms of voting rights and shareholder control, as well as
whether there is potential for undue influence due to the complexity of the
organisational shareholding structure. Scrutinising the above-mentioned criterion
should provide insights into the independence of the board and senior

management’s oversight, which has bearing on potential conflicts of interest.
4.2.2.2 Key man risks

Key man risk refers to the dependence on an individual or group of individuals for
the management of an institution’s affairs (Moody’s Investors Services, 2007).
Due to the nature of CBSAs (small banks with limited personnel, diversification
and infrastructure), key man risks should be evident in the operations of the
institutions. Greater importance and reliance, therefore, need to be placed at
board level. Firstly, to determine the level of key man risk present at board level
and secondly, to determine the amount of influence senior operational

management have on the board in the decision-making process (Vosloo &
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Styger, 2008). Here policies and practices should be reviewed in order to

determine the extent to which these risks are addressed and mitigated.
4.2.2.3 Insider and related party risks

These risks refer to a possible lack of independence when, for example, granting
loans or mortgages to insider or related parties. The set criteria should identify
these risks and when identified, quantify their potential impact and frequency.
The weights assigned should be based on their existence, the manner in which
they are addressed and their frequency and value. If a CBSA has a large
number of independent directors, it should receive a high rating as this
counteracts the possibility that insider risks may be prevalent. If there are few
independent directors, conflicts of interests may take place when decisions are
made and this rhay ultimately have a negative effect on corporate governance.
The nature and wide spectrum of CBSAs imply that insider and related party
risks’ should carry more weight as there is potential for discrimination,-

mismanagement and misappropriation of funds.
4.2.2.4 Risk management

Risk management is divided into governance and management, systems and

legislative compliance.

In terms of governance and management, the rating criteria aim to evaluate the
existence and application of strategies that address the major risks, as they
reveal the stance of the board and senior management towards mitigating risk.
Weights need to be assigned based on the existence of risk management
strategies, the force with which they are applied, the independence of the risk
official, the regularity and value of potential deviations and the necessary

corrective steps.
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Most of the smaller CBSAs do not have the infrastructure and systems to achieve
the quality of management information that the more sophisticated CBSAs do.
The set criteria should be more focused on the existence and application of
policies in smaller CBSAs, with those having a high frequency of policy execution
receiving a higher rating. Furthermore, it is important that the systems and
processes used to gather information in alignment with the policies in place and

that a standard measure should exist for all risks.

As CBSAs are not required to be Basel || compliant (Vosloo, 2008), a distinction
should be made between those that are and those that are not. Although a high
degree of assurance exists in Basel || compliant CBSAs, in terms of risk
information provided, it does not necessarily indicate a hig.her quality of asset.
Basel Il provides a specific methodology and manner in assigning risks to assets
and meeting capital requirements. This, however, does not necessarily imply
that the non-compliant CBSAs’ methodologies are inferior. Focus thus needs to
be directed at results rather than methods used. Weights are assigned in terms
of the manner in which policies are applied, the extent to which there is deviation
from said policies and the extent to which the used methods are forward-looking

and take various scenarios into account (Vosloo, 2008).

Compliance to legislation is important to CBSAs as it is indicative of reputation
risk and therefore the sustainability of the institution. Less sophisticated CBSAs
may have some compliance problems. The main legislation relevant for CBSAs,
apart from the previously mentioned Acts, are the National Credit Act (No. 34 of
2005) and the Financial Intelligence Centre Act (No. 38 of 2001). Adherence to
the requirements of these Acts promotes the institution’s risk positioning.
Weights need to be assigned in terms of the extent to which such requirements
are adhered to, and those CBSAs that do not comply should be heavily penalised

in terms of their ratings.
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4.2.2.5 Financial reporting transparency

The rating methodology should cater for a domestic rating of CBSAs and, should
at least focus on comparability to the GAAP SA accounting standard. With some
adjustments however, comparisons can still be made to other global financial

reporting criteria (Vosloo & Styger, 2008).

It is of extreme importance that a CBSA’s financials be compiled by a large,
recognised accounting firm (e.g. PricewaterhouseCoopers or Ernst & Young) as
they provide reasonable assurance with regard to the accuracy and relevance of
the financial information provided. They also report in a user-friendly manner.
Furthermore, they incorporate management’'s analysis of key risk and

performance indicators, as well as important sales ventures.

The time lapse between the financial year end of an institution and the date of it
reporting its financial statements further enhances relevance. Positive scores
should be given to CBSAs who do so within three months, relative to CBSAs that
exceed this time frame. In terms of reporting, a standardised checklist should be
utilised which states the basic information and minimum requirements expected
from CBSAs in their financial statements. World best practices can be combined
with the King |l Report’s “Code of Conduct” section on risk management in this

regard.
4.2.2.6 Credit risk

Credit risk Cohcentration prevails for reasons discussed previously under
franchise value in section 4.2.1. Although credit risk concentration originates
from lending activities for most CBSAs, the assigned financial fundamentals, as

well as the nature of the market, needs to be considered when assessing them.
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The two aspects that are considered are borrower concentration and industry
concentration.  Borrower concentration refers to the largest single credit
exposures in the loan, trading and investment portfolios. Industry concentration,
on the other hand, relates to the total exposure to a single industry. The
associated risk of CBSAs serving a specific customer base or community will be
addressed under franchise value and not industry concentration. In such cases,
the weightings would not be included in vindustr"y concentration, but would be

added to borrower concentration.
4.2.2.7 Liquidity risk

When considering a rating methodology for CBSAs, liquidity risk is probably the
most important sub-factor as it is the key driver in the rating of a CBSA and can
result in the failure of these banks (Vosloo, 2008). The ultimate aim of CBSAs is
to be able to obtain confidence-sensitive funds from external sources in the
financial markets, in times of extreme financial strain. It should be noted that
CBSAs primarily make use of internal sources of funding, resuiting from their

loans and deposits.

A liquidity management system must be determined, indicating how liquidity is
measured, the risk measure used and to what extent their management
information system (MIS) allows the board to perform their supervision duties
with discretion and uniformity. An analysis of a CBSA’s funding diversification
should include an evaluation of its degree of net funding from both an internal
and overall perspective (which should be positive), as well as an analysis of its

reliance on external sources.
A contingency planning process should be in place, in addition to a clearly

defined funding requirement methodology, for bank-specific and market-related

crises.
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4.2.2.8 Market risk appetite

The same criteria used by Moody’s should be applied to CBSAs, with the only
alteration being that cognisance should be taken of the spectrum of CBSAs as
defined by the Act. -This implies that the weightings should be amended so that

they do not penalise small CBSAs operating in a closed market environment.

Tables 4.2 — 4.7 indicate which factors lead to a specific rating in terms of risk

positioning, as discussed in the above paragraphs.

Corporate governance* :

Ownership and
management
independence

Family shareholders or government officials
dominate management OR own >50% -
<60% of bank. High potential for conflicts of
interest.

Family shareholders or government officials
dominate management, OR own >60% of
bank. High potential for conflicts of interest.

Key man risk

Lack of management depth (management
dominated by two people at most, no
apparent successor, lack of succession

Lack of management depth AND
dominance of a single generation within
senior management and/or at board level

planning, OR dominance of a single
generation within the ranks of senior
management, OR  excessively high
influence on the board by senior
management, with no apparent decision-
making process.

Total related party loans: >25% and <40%
of Tier 1 capital OR less than 25% of
supervisory board is independent, and the
apparent risks associated are not
addressed.

*If not D or E, scoring on an individual component is neutral and does not contribute to the co-operative rating in any
way.
Source: Author and Moody’s Investors Service, (2007).

AND excessively high influence of board by
senior management, with no apparent
decision-making process.

Insider and
related party risk

Total related party loans > 40% of Tier 1
capital OR no member on the supervisory
board is independent, and the apparent
risks associated are not addressed.

Table 4.3: Risk Management

Risk Management*

Excellent risk management practices

Very high awareness of the risks of the firm by both supervisory board and senior executives that together, and
on an annual basis, establish the firm’s risk appetite, and discuss all risk issues at least quarterly. Executives
discuss risk issues including the largest credits and investment portfolios and their respective internal limits
monthly and on an ongoing basis, e.g., through an asset and liability committee (ALCO )and a risk committee.
High effectiveness of governance structure supported by a dedicated credit risk officer (CRO), who reports
independently to the supervisory board. The CRO will have regular sessions with the board without other senior
management in order to ensure full independence. Risk function is fully independent from business line
management, has veto power, and is proactive. Risk management is a key component of the discussion-making
process of the bank.

Very high quality and robust information systems and practices, commensurate with the bank’s risk appetite and
profile. These systems and policies are executed without qualm or exceptions. All risks, including credit, market
(in both trading and banking books), and operational risk are measured individually using a measure of total
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aggregate risk. Market risk exposures can be detected real-time and credit risk exposures can be extracted the
same day. Uniform market and credit risk limits in place and enforced by the institution; limit breaches reported
the same day. Proprietary systems developed as additional support to risk control decisions. Quarterly credit
portfolio reviews as well as topical customer or industry credit reviews are conducted regularly, including portfolio
exposures and assessments of expected loss and economic capital. Stress analyses are done on a regular basis
on all risks of the firm. Risk-adjusted performance measures like RAROC are used throughout the firm.

Note: All the above criteria must be met in order to achieve an A rating.

Very good risk management practices

High awareness of the risks of the firm by both supervisory board and senior executives that together, and on an
annual basis, establish the firm's risk appetite and discuss all risk issues at least quarterly. Executives discuss
risk issues including the largest credits and investment portfolios and their respective internal limits monthly and
on an ongoing basis, e.g. through an ALCO and a risk committee. Effective governance structure supported by a
dedicated CRO, who may report independently to the supervisory board. The CRO is not necessarily a member
of the management committee. The risk management function is independent from business line management
but may have more of an advisory role than having full veto power. Risk management is a key component of the
decision-making process of the bank.

High quality information systems, measurement tools and practices which are commensurate with the bank’s risk
appetite and profile. These systems and policies are executed without qualm or exceptions. Credit, market (in
both trading and banking books), and operational risk exposures are measured and reported to executives
regularly. Market risk exposures can be detected real-time and credit risk exposures can be extracted the same
day. Uniform market and credit risk limits in place and enforced throughout the institution; limit breaches reported
the same day. Proprietary systems developed as additional support to risk control decisions. Semi-annual credit
portfolio reviews as well as topical customer or industry credit reviews conducted regularly, including portfolio
exposures and assessments of expected loss and economic capital. Stress analyses and risk adjusted
performance measures are used for key business areas.

Note: To achieve a B score, a large majority of the above criteria must be met, particularly with regard to board
involvement in risk matters, the independence and importance of risk management in the firm’s business strategy,
| effective systems and measurement tools commensurate with the bank’s business lines and profile, frequent
management review of the institution’s major exposures, and use of stress tests for key business

Satisfactory risk management practices

Supervisory board is aware of the key risks of the firm but its role in establishing the bank’s appetite may be
limited. Board should discuss overall risk issues with senior executives on a formal basis at least semi-annually.
Executives discuss risk issues monthly and largest credits (including house limits) and investment portfolios and
their respective internal limits quarterly, e.g. through an ALCO and a risk committee. Good governance structure.
Emerging role of CRO, though not necessarily in place,” encompassing credit, market and operational risk.
Exposures are reported to executives regularly, and risk units have enforcement power delegated by senior
management. Risk functions are independent from business line management; however, credit and market risk
teams may have separate reporting lines. Operational risk management structure and database may be starting
to develop. .

Satisfactory information systems and practices in line with the bank’s risk profile, but may need further integration
or upgrade. Risk management systems and policies are executed, but with some exceptions and not as regularly
as necessary. Available data on largest exposures are very good; less timely data available for smaller
exposures. Quantitative credit and market risk limits exist, but may not have a comprehensive limit per borrower,
perhaps due to a lack of fully integrated systems. Extraction of information on current exposures subject to some
delays (but less than a week) or requiring some manual intervention. Credit portfolio reviews are conducted at
least annually; largest credits and exposures reviewed more often. Escalation process for limit breaches in place,
and enforced within a reasonable amount of time. Slippage may occur, though not frequently. Risk adjusted
performance measures may be used. Stress testing may be used on an ad hoc basis for only the largest
exposures.

Modest risk management practices

Modest awareness of key risks of the firm by supervisory board and senior executives and less than adequate
governance structure. Very limited involvement of board in establishing bank’s risk appetite (senior executives’
role). Risk issues may be discussed less than twice a year by the board; credit and market risks and limits
discussed less than quarterly by executives at ALCO and credit risk committees. Have not addressed operational
risks in a systematic manner. Developing risk governance structure: no dedicated CRO overseeing all business
risks. Risk function not fully independent, and may report to business line management; credit and market risk
teams may have separate reporting lines. No formally scheduled annual credit portfolio review.

Developing information systems, uneven quality, availability, and timeliness of risk data: weakness in measuring
and monitoring risks, with policies and systems not sufficiently executed. Current exposures only available with
delays in excess of a week, and require manual intervention to remove inaccuracies. Ad hoc quantitative risk
limits and significant weaknesses in escalation process (a week or more). Slippage may occur from time to time.
Risk-adjusted performance measures are not used. Stress tests used in limited fashion.

| Poorrisk management practices

Poor awareness of key risks of the firm by supervisory board and senior executives and weak risk governance
structure. No board involvement in establishing bank’s risk appetite or strategy. Risk issues may be discussed on
an ad hoc basis by executives, but may be too infrequent or superficial to be effective. No dedicated CRO
overseeing all business risks. Risk function not independent from business line management.

Developing information systems, uneven quality, availability, and timeliness of risk data: weakness in measuring
and monitoring risks. Current exposures only available with delays in excess of a week, and require manual
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intervention to remove inaccuracies. No formalised system of quantitative risk limits or regular portfolio reviews.
Credit risk commiittee meetings are ad hoc. No ALCO exists or there is a lack in the depth of risk management
structure. Market risk and quantitative tools to measure risk management are undeveloped. Operational risk has
probably not yet been addressed. Poor information systems, leading to weak quality, availability, and timeliness of
risk data, limit the escalation process and allow for limited corrective action. Extracting of risk exposure data is
mainly a manual process that may take weeks or months to complete. Stress tests and risk-adjusted performance
measures are not in use.

not adhered to.

Basel |l compliance is not necessary. However, banks that make use of forward-looking, comprehensive and effective
risk management practices will be positively scored compared to those who do not. The manner in which policies are
applied or deviated from will play a major role in this sub-section as policies in themselves serve no purpose if they are

Source: Author and Moody’s Investors Service, (2007).

Controls*

Table 4.4: Controls a

nd financial reporting

No control or

Between 1 and

. 4

ntols

governance 2 minor control or governance major control or | with more than
issues in the or governance issue in the last | governance 2 major control
last 5 years. issues in the 5 years. issues in the or governance
last 5 years. No last 5 years, or issues in the
qualified audits any deliberate last 5 yrs, or
in the last 5 eamings any past fraud
years. mistreatmentin | by current
the same senior
period. management.
Financial reporting transparency
Global Consolidated Consolidated Unconsolidated Financial Financial
o financial financial financial statements statements not
comparability statements statements statements audited by an audited by an
prepared under | prepared under | prepared under | independent independent
IFRS/ US GAAP | IFRS/US GAAP | SA GAAP or accounting firm. | accounting
or GAAP thatis | or GAAP thatis | GAAP thatis firm.
substantially substantially substantially
based on IFRS based on IFRS based on SA
or US GAAP or US GAAP GAAP and
and audited by and audited by audited by an
a independent, an independent, | independent
globally nationally globally or
recognised recognised nationally
accounting firm. | accounting firm. | recognised
. accounting firm.
Frequency and | Quarterly Semi-annual Semi-annual Semi~‘annu.al . Does nojt fall in
timeliness reports within reporting within reporting within reporting within | the previously
12 weeks after 12 weeks after 14 weeks after 16 weeks of mentioned
reporting date. reporting date, the reporting reporting date, categories.
AND quarterly date, AND no quarterly
trading updates, | quarterly trading | trading updates.
updates.
Quality of public | Published Financial Management Adequate Limited
financial financial statements are analysis disclosures, disclosure,
. . statements are presented in a provides good some critical
information presented in a user friendly insight into information may | information
user-friendly manner, with business and be missing. may be
manner and all most important financial Management missing.
important information performance of | analysis Limited or no
information is being included. the bank based provides some discussion of
disclosed at However, on economic insight into business and
least annually, disclosure is not | substance and business and . financial
with most as full as for A, gives and financial performance
information Management provides good performance of of the bank.
disclosed semi- | analysis understanding the bank and Boilerplate
annually or provides full about the level provides language is
quarterly. This insight into of risk carried adequate used to
includes PLs, business and by the bank in understanding describe risk.:
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PL coverage
provisions,
RWAs, Tier 1
ratio, credit risk
concentration
(as defined in
table below),
detailed
business line
performance,
funding
structure, and
use of
derivatives for
trading and
hedging
purposes.
Management
analysis
provides full
insight into
business and
financial
performance of
the bank based
on economic
substance and
gives a
comprehensive
and customised
description of
the level of risk
carried by the
bank in issuer
specific
language. All
financial
information is
publicly
available, thus
disclosing in
excess of
standardised
checklist.

financial
performance of
the bank based
on economic
substance and
gives a
comprehensive
and customised
description of
the level of risk
carried by the
bank in issuer
specific
language. All
financial
information is
publicly
available, thus
disclosing in
excess of
standardised
checklist.

issuer specific
language. The
quality of
disclosure is not
as good as for
categories A or
B, butis
available. All
financial
information is
publicly
available, thus
disclosing
according
standardised
checklist.

about the level
of risk carried
by the bank,
although in a
boilerplate
language and
some
disclosures may
be lacking.
Important
financial
information is
publicly
available, thus
disclosing less
than required by
the
standardised
checklist. If the
PLs, RWAs, or
Tier 1 ratio is
not disclosed,
the bank must
fall in either this
category or
below.

Only limited
financial
information is
available, such
as key
financial
indicators.

*A major control issue is a breakdown in audit, risk management operations accounting and/or compliance with the
National Credit Act, the Financial Intelligence Centre Act, the Co-operatives Act or the Co-operative Banks Act that
results in either regulatory sanctions or constraints on activities, or large penalties or fines relative to those imposed on
firms for that type of issue in that junsdiction, economic losses, sizable litigation exposures, OR damage to reputation,
(i} A minor control issue more commonly results in no economic losses, may involve regulatory agreements seeking
corrections (but no sanctions), and causes little or no reputation damage.

(iify Suggestions for control improvements made during the normal course of business by a regulator, external auditor
or internal confrol executives are generally not considered control issues. In addition, legal settlements made with
regard to common business practices would also not be considered a control issue, unless the settlement costs or
fines are outsized for that type of issue in a given jurisdiction.

Source: Author and Moody’s Investors Service, (2007).
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Table 4.5:

Credit risk concentration

Borrower

concentration**

Top 20 group
exposures are
the worse of
<50% of Tier 1
OR <100% of

Top 20 group
exposures are
the " worse of
50%-80% of
Tier 1 OR

Top 20 group

exposures are

the worse of
80%-100%  of
Tier 1 OR 200-

Top 20 group
exposures  are
the worse of
100%-200% of
Tier 1 OR

Top 20 group
exposures

are the worse
of »200% of
Tier 1 OR

prestax  pre- | <100%-200% of | 350% of PP| 350%-750% of | »750% of PPI
provision PPI PPI-
income (PPI) ]

Industry
concentration

Largest single
sector
concentration is
<50% of Tier 1

Largest single
sector
concentration is
50% - 200% of
Tier 1

Largest single
sector
concentration is
200% — 350% of
Tier 1

Largest single
sector
concentration is
350% - 500% of
Tier 1

Largest single
sector
concentration
is >500% of
Tier 1

* The overall credit risk concentration score equals the lower score of borrower concentration or industry concentration.
**Based on the sum of the 20 largest group exposures. “Group exposure” includes the aggregate of all loans
(outstanding amounts plus undrawn committed exposures), investment or trading exposures, counterparty exposures,
etc. to related borrowers within a group or family. Excludes advised lines or internal limits, i.e. those instances where
the bank is not obligated to extend credit. Also includes government-related and private sector exposures.

Industry concentration measures exposures to borrowers in specific industries or sectors of the economy; for example,
commercial real estate, oil and gas, fishing, mining, etc. Does not include exposures to specific product lines.
Aggregate exposure to banking or financial institutions is considered to be an industry concentration. Aggregate
exposures to the “public sector” are not considered to be an industry concentration unless the public sector entities are
highly correlated.

Source: Author and Moody’s Investors Service, (2007).

Table 4.6: Liquidity management
Liquidity management*

Excellent liquidity management

Effective measurement, monitoring and control system for liquidity positions in the major currencies in which the
bank is active (secondary and tertiary co-operatives). Effective board and senior management oversight
underpinned by good MIS that provides timely and sufficiently detailed info. Limits are appropriate to the size,
complexity and financia) condition of the bank.

Banks in this category should have positive net funding — defined as Sources/Inflows (S) minus Uses/Outflows (U)
in excess of zero at every point in time over 12 months non-access to unsecured capital markets, with no
reduction in business activities. Specifically, an A bank can pay all its liabilities as they fail due over the next 12
months with (i) no recourse to unsecured funding in the capital markets, (i) no recourse to its own class 4 or class
5 liquidity sources (see table below), and (iii) no reduction in busmess activity (e.g. maturing loans would not
constitute a Source, but rather would be rolled or replaced with new lending).

Also, the extent that banks in this category rely upon non-core funding, they should enjoy sufficient dwerstﬁcatlon
of funding sources by type, nature of the provider of funds and geographic market and enjoy strong relationships
with key providers of funding (indicated by frequency of both contact and use of funding source). Liquidity
contingency planning is prudent, incorporating an analysis of net funding requ1rements under both bank-specific
and market-related crises).

Very good liquidity management

Effective measurement, monitoring and control system for liquidity positions in the maJor currencies in which the
bank is active (secondary and tertiary co-operatives). Effective board and senior management oversight
underpinned by good MIS that provides timely and sufficiently detailed info. Limits are appropriate to the size,
complexity and financial condition of the bank.

As a general rule, banks in this category also should have positive net fundmg at every point in time over 12
months non-access to unsecured capital markets with a modest reduction in business activities. Specifically, a B
bank can pay all its liabilities as they fall due over the next 12 months with, (i) no recourse to unsecured funding in
the capital markets, (ii) limited recourse to its own class 4 liquidity sources, (iii) no recourse in its own class 5
liquidity sources, and (iv) only a modest reduction in business activity (any reduction in business activity limited to
non-core, non-franchise business).

Also, the extent that banks in this category rely upon non-core funding, they should enjoy sufficient diversification
of funding sources by type, nature of the provider of funds and geographic market and enjoy strong relationships
with key providers of funding (indicated by frequency of contact and use of funding source). Liquidity contingency
planning is prudent, incorporating an analysis of net funding requirements under both bank-specific and market-
related crises).
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Satisfactory liquidity management

Effective measurement, monitoring and control system for liquidity positions in the major currencies in which the
bank is active (secondary and tertiary co-operatives). Effective board and senior management oversight
underpinned by good MIS that provides timely and sufficiently detailed info. Limits are appropriate to the size,
complexity and financial condition of the bank.

As a general rule, banks in this category should have positive net funding at every point in time over 12 months
non-access to unsecured capital markets, with only a modest reduction in business activities. Specifically, a C
bank can pay all its liabilities as they fall due over the next 12 months with (i) no recourse to unsecured funding in
the capital markets, (ii) heavy reliance on its own class 4 liquidity sources, (iii) no recourse to its own class 5
liquidity sources, and (iv) only a modest reduction in business activity (no reduction in business activity that could
permanently impair franchise value owing to a loss of customer reputation).

Modest diversification of funding sources by type, nature of the provider of funds and geographic market and
questionable relationships with key providers of funding (indicated by frequency of contact and use of funding
source). Liquidity contingency planning is prudent, incorporating an analysis of net funding requirements under
baoth bank-specific and market-related crises).

Modest liquidity management

Questionable measurement, monitoring and control system for liquidity positions in the major currencies in which
the bank is active (secondary and tertiary co-operatives). Questionable board and senior management oversight
underpinned by good MIS that provides timely and sufficiently detailed info. Limits may not be appropriate to the
size, complexity and financial condition of the bank. '

As a general rule, banks in this category should have positive net funding at every point in time over 12 months
non-access to unsecured capital markets, but may have some timing gaps and some reduction in business
activities. Spedcifically, a D bank can pay all its liabilities more or less as they fall due over the next 12 months
although there may be some gaps in the timing, with (i) no recourse to unsecured funding in the capital markets,
(i) recourse to all sources of liquidity classes, including 5, and (iv) some reduction in business activity (eg: less
than half its maturing loans could be replaced or rolled with new lending).

Modest diversification of funding sources by type, nature of the provider of funds and geographic market and
questionable relationships with key providers of funding (indicated by frequency of contact and use of funding
source). Less realistic liquidity contingency planning.

Poor liquidity management
Institutions that do not qualify for previous categories

iquidity management notes:

This sub-factor focuses on how well a bank can manage a name-specific distribution of its funding. This could be the
result of investor reaction to problems at similar institutions or to problems at the bank itself, including a multi-notch
downgrade. While such a downgrade may be unlikely, a highly rated bank is nonetheless expected to be able to
survive a multi-notch downgrade without defaulting on its obligations (or requiring a bailout to avoid default). The focus
is on how quickly and easily the bank will be able to access alternative liquidity to meet ongoing liquidity needs in the
event the bank suffers a loss of access to unsecured funding.

Liquidity uses/outflows (U)

Liabilities falling due — wholesale debt as well as other confidence sensitive deposits — and contingent liabilities (i.e.
committed line of credit that can be drawn down as well as other funding requirements for off-balance sheet
commitments such as letters of credit and financial guarantees, swaps, written OTC options, margin calls etc.) Factors
such as diversification and relationship building are seen as especially important in evaluating the extent of liability run-
off and a bank’s capadity to replace funds. Matched books (e.g. repos) should be netted, and only net liability amounts
considered a use.

Liquidity sources/inflows (S) By class (based on time within which can be converted to cash)

Sources of liquidity include cash flows from operations and dividends from subsidiaries (net of taxes, and only if not
restricted by a subsidiary’s regulator) plus the following sources and should be estimated net of reasonable haircuts for
price fluctuations, etc.. . Maturing assets should be considered a source of liquidity only to the extent the corresponding
reduction in business activity is consistent with the scoring described above. '

CLASS 1 (1 week sources)

Cash government securities or other assets which can be sold/repoed/used as collateral in the market (with
appropriate haircuts) or are eligible as collateral in central bank’s routine open market options (but only if such central
bank borrowings will not jeopardise customer confidence), and established and committed secured and unsecured
credit lines with no Material Adverse Change (MAC) clauses from similar or higher rated banks.

CLASS 2 (2 week sources)

Other marketable securities such as listed equities and interbank loans with appropriate haircuts, and assets that can
be used as collateral in well-established securitisation and/or covered bond programmes (programmes must be able to
provide cash within two weeks).

CLASS 3 (3 month sources)

Banks’ saleable loan portfolio with reasonable schedule for disposal. Includes assets that can be used as collateral in

established securitisation and/or covered bond programmes (but only for banks that have used such programmes

within the past year for this class of assets). Limited credit should be given to (i) markets where loans are not
frequently transferred and do not routinely include loan-sale clauses in loan documentation, (i) for those banks that
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have not developed a network of customers with whom loan-purchase agreements can bé concluded.

CLASS 4 (3-6 month sources)

llliquid loans or securities not capable of being readily sold, including assets that can be used as collateral in
securitisations or covered bonds, but at banks that have not utilised such assets in a securitisation or covered bond
programme within the past year.

CLASS 5 (uncertain sources)
Bank premises, investment in subsidiaries, private equity holdings, subordinate/mezzanine debt holdings, and troubled
credits. )

Source: Author and Moody’s Investors Service, (2007).

16%-25% of Tier | 26%-35% of Tier
1 capital is at 1 capital is at
risk risk

< 15% of Tier 1
capital is at risk
due to market
risk events

36%-50%of Tier
1 capital is at
risk

> 50%of Tier 1
capital is at risk

Market risk
appetite*

*

1)  If stress tests or economic capital allocated to market risk capture the potential loss of both the trading and
banking books to major market movements are available, the results should be used, expressed as a
percentage of Tier 1 capital, as the measure of market risk appetite.

2) If stress tests are not available, add up separately estimated losses coming from the trading and banking
books, and express as a percentage of Tier 1 capital:

(a) For the trading book, multiply 5 times the 10-day 99% average VaR for a firms’ trading book for a given
calendar year (a 1-day 99% VaR can be converted to 10-day 99% by using a multiplicative factor of 3.162).

(b) For the banking book, estimate the open, unhedged positions of the firm for each of the following risks to
calculate the potential loss before tax for each risk based on the sensitivity of the book to the following stress
tests. If available, one year VaR can be used for those risks on which it is reported, stress test should be
calculated: for the other risks. :

Interest rate risk Equity risk Foreign currency risk

Developing +/- 500bps 50% 40%

markets
Source: Author and Moody’s Investors Service, (2007).

4.2.3 Rating factor 3: Regulatory environment
No adjustments are proposed to Moody’s BFSR rating criteria in this section as it
evaluates the regulatory environment in which banks operate, and does not form

part of the internal CBSA environment. It should be applied without alterations.

For a discussion of the rating criteria pertaining to the regulatory environment,

please see chapter 3.
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4.2.4 Rating factor 4: Operating environment

No adjustments are proposed to Moody’s BFSR rating criteria in this section as it
evaluates the operating environment in which banks operate, and does not form
part of the internal CBSA environment. Rather it focuses on evaluating certain

country parameters relating to its political, socio- and economic systems, as

indicated in table 4.8 below.

Economic Standard Standard Standard Standard Standard
stability deviation of GDP | deviation of GDP | deviation of GDP | deviation of GDP | deviation of GDP
growth <2.3 growth 2.3 — 4.0 growth 4.0-7.0 growth 7.0 = 12.0 | growth > 12.0
Integrity WB corruption WB corruption WB corruption W8 corruption WB corruption
and index >/=2.00 index between index between index between index <-0.35
. 1.20 and -1.99 0.60 and -1.19 0.35 and 0.59
corruption
Legal Length of Length of Length of Length of Length of
system* foreclosure on foreclosure on foreclosure on foreclosure on foreclosure on
residential real residential real residential real residential real residential real
estate <1yr estate 1-2 yrs estate 2-3 yrs estate 3-5 yrs estate > 5yrs
* Legal systems should be evaluated primarily as stipulated in the table above. If this information is not readily
available or is not considered indicative of the overall rule of law, analysts will evaluate the legal system on the basis of
the effectiveness of commercial contract law, the perfection of collateral, bankruptcy laws or other considerations in
light of their impact on the banking system. However, if foreclosure data is not used, then the score cannot exceed a C.

Source: Author and Moody’s Investors Service, (2007).

For a more detailed discussion on the rating criteria pertaining to the operating

environment, please see chapter 3.

4.2.5 Rating factor 5: Financial fundamentals

With regard to 'financial fundamentals, no changes are proposed to the BFSR
rating criteria in terms of the profitability rating criteria. However, some

alterations are necessary with regard to liquidity, efficiency, asset quality and

capital adequacy.
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Liquidity should focus on three areas, namely:

o net cash flow being greater than zero, where inflows include new and

current deposits and outflows include new and current loans, as well as
deposit withdrawals. '

¢ Anticipated cash flow and the size of the liquid asset portfolio.

e The ease op case conversion of a portfolio, given its composition (Vosloo
& Styger, 2008).

The efficiency ratio should be broadened to include total cost to net interest
income (NI}, total cost to fee income, operational cost to NIl and operational cost
to fee income and not just remain at the cost-to-income ratio. This is required as
some CBSA’s income ratios will be low due to benefits in income being diverted

to its members (Vosloo & Styger, 2008).

The ratios on asset quality should also be broadened to include a measurement
reflecting the quality of the amalgamated book. Additional ratios should include
provisions for uncertain advances as a percentage of both risk-weighted assets

and total loans and advances, as well as a bad debt ratio.

Finally, capital adequacy should at least be equal to 10% as this used to be the
Basel Tier 1 requirement (it has now been changed to 8%), irrespective of the
regulatory requirements set for CBSAs. Furthermore, both specified and
unspecified shoﬁld also be measured instead of measuring tangible common
equity as a percentage of risk-weighted assets. This is because reserves

provide further indication regarding adequacy against losses.

Table 4.9 indicates the ratios and percentages required from CBSAs in order for

them to receive a specific rating.

101



inancial fundamentals

PPP % of Avg RWA 3.5% 2.4% 3.5% | 14% 2.4% | 0.5% 1.4% | 0.5%
NI % Avg RWA 2.0% 1.7% 2.0% | 1.0% 1.7% | 0.3% 1.0% | 0.3%
Net cash flow / net cost 125% 115% 105%
Liquid management score

from risk positioning A B c D E

Convertibility (As % of

asset value) 50% | 5.0% 10% | 10% 15% | 15% 25% 25%

Tier 1 ratlo(
Specified equity % RWA 7.0% 5.5% 7.0% | 4.0% 5.5% | 2.5% 4.0% | 2.5%
Unspecified equity % RWA | 750, | 559 7.0% | 4.0% 5.5% | 2.5% 4.0% | 2.5%

NIl / Total ¢
Fee income / Total cost 5.0% 5.0% 3.0% | 3.0%
Oper. cost / NIi
Fee income/O

roblem loans %

loans 0.8% | 0.8% 2.0% | 2.0% 5.0% | 5.0% 12% | 12%
Problem loans %
(shareholders’ equity + 10% | 10% 20% | 20% 30% | 30% 50% | 50%
LLR
Tota)l assets % RWA 65% 65% 67% 67% 70% 70% 72.5% | 72.5%
Uncertain advances % total | ;30 | g3 0.5% | 0.5% 0.8% | 0.8% 1.0% | 1.0%
loans and advances

t ratio.
Bad debt ratio 1.0% | 1.0%  3.0% | 3.0% 5.0% | 5.0% 7.0% | 7.0%

Source: Author and Moody’s Investors Service, (2007).
4.2.6 Rating factor 6: Policy implementation

This sub-factor is a combination of all the above-mentioned factors. It takes into
consideration whether the co-operative bank has policies in place for credit risk,
liquidity risk, market risk, operational risk and key man risk. These are basic yes
or no questions which indicate whether the management of the co-operative

bank takes these factors into consideration.
The second part of this sub-factor takes into consideration how frequently these

policies are implemented and to what extent the pre-decided warnings and ratios

are adhered to. These policies are all evaluated according to a five-point scale
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indicating how strictly these policies are adhered to. The rating criteria for this

sub-factor are provided in table 4.10.

Table 4.10: Policy implementation

D)

Credit Risk A written and fixed risk management policy does Policy does Co-operative

S — . exist. E.g. ALCO or VAR. exist, butis does not have
Liquidity Risk more of a any policy in

- - mindset, rather | place
Operational Risk than written pertaining to
Market Risk down any of the risks
guidelines. mentioned.
Key man Risk
c B

nplementatio
Credit Risk Policy, ratios Policy, ratios Policy, ratios Policy, ratios .| Policy, ratios

S _ and early and early and early and early and early
Liquidity Risk warning warning warning warning warning
0 - I Risk systems are systems are systems are systems are systems are

perational Ris keptto >90%. | keptto kept to kept to kept to <40%

: between 70%- | between 50%- | between 40%- | ofthe time.

Market Risk 89% of the 69% of the 49% of the
Key Man Risk time. time. time.
* |f the policies do exist and are followed, the co-operative receives an automatic A grading. If nof, either a D or E
rating is available.

Source: Author and Moody’s Investors Service, (2007).
4.2.7 Overall weights

The following table provides the weights each category and sub-category has in

the final rating of the bank.

Table 4.11: Overall weighting

Market share and sustainability | 25% 1.5%
& Franchise 10% 6% Geographical diversification 25% 1.5%
19} value Earnings stability 25% 1.5%
§ Earnings diversification 25% 1.5%
< %’ Corporate governance 16.67% | 3.%
S| © Controls & Risk management 16.67% | 3.%
ol < Risk 30% 18% Financial reporting transparency | 16.67% | 3.%
ol 2 60% | positioning Credit risk concentration 16.67% | 3.%
Z| ® Liquidity management 16.67% | 3.%
oz Market risk appetite 16.67% | 3.%
9 a8 Regulatory 30% 18% Regulatory environment 100% 18%
w environment :
> Economic stability 33.33% | 6%
g Operating 30% 18% Integrity and corruption 33.33% | 6%
environment Legal system 33.33% | 6%
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gl

Profitability 156.75% 4.725% PPP% Avg RWA 50% 2.363%
Net income % AVG RWA 50% 2.363%
Liquidity - 15.75% 4.725% (Market funds — liquid assets) % | 40% 1.89%
g total assets
5 Liquidity management 60% 2.835%
g Capital 15.75% 4.725% Tier 1 ration (%) 50% 2.36%
,g 30% Adequacy Tangible common equity 50% 2.36%
£ Efficiency 7% 2.1% Cost/income ratio 100% 2.1%
i.:E_ Asset quality 15.75% 4.725% Problem loans % gross loans 50% 2.363%
Problem loans % (equity -+ LLR) 50% 2.363%
Lowest score 30% 9% Assigned to lowest combined | 100% 9%
financial factor score’
Policy 50% 5% Credit risk policy 10% 1.0%
existence Liquidity risk policy 10% 1.0%
Market risk policy 10% 1.0%
10% Operational risk policy 10% 1.0%
5 Key man risk policy 10% 1.0%
2
2
g
o Policy 50% 5% Credit risk policy 30% 1.5%
g- implementatio Liquidity risk policy 20% 1.0%
= n Market risk policy 20% 1.0%
i) Operational risk policy 20% 1.0%
S Key man risk policy 10% 0.5%
Source: Author and Moody’s Investors Service, (2007).

4.3 Conclusion

In section 4.2, a co-operative rating method was developed in order to better

cater for the CBSA market and to assist the government in reaching the

unbanked population of South Africa.

The next chabter addresses the results of the feedback received from a

standardised questionnaire — created and sent to five banks in order to identify

which policies and sub-factors have a larger bearing on ratings, as well as testing

whether the assigned weights are correct.
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CHAPTER 5

APPROPRIATENESS OF RATING METHODOLOGY

51 Introduction

In the previous chapter, a credit rating method was proposed in which the nature
of CBSAs was taken into account. Changes were proposed in terms of how
franchise value, risk positioning and the financial fundamentals, along with their
sub-factors, are to be rated. Findings indicated that greater emphasis should be
applied to the experience of prudent and thorough management practices, along
with their increased informational capabilities. No changes were proposed to the
rating methodology of the_ regulatory and operating envfronments, as these do

not form part of the internal CBSA environment.

In this chapter, the proposed methodology is tested in terms of its suitability for
credit co-operatives in South Africa. Financial fundamentals are excluded as the
co-operatives did not wish to make such information available. The regulatory
and operating environments were also excluded for the previously mentioned

reasons.

Five credit unions of different sizes in the Gauteng and North West provinces
were supplied with a questionnaire. The client bases of the co-operatives ranged
“from just over 400 clients to upwards of 2000 clients. In this study, there was a
strong relationship between the book size of each co-operative and its client
base, though this might not always be the case. The questionnaire was sent to
the public relations office of each credit union, as published on SACCOL's
website, with a request for the questionnaire to be forwarded to the appropriate
staff member. Subsequently, a meeting was then scheduled for two weeks later,

to discuss these questions with the appropriate persons. Only three of the
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banks’ ofﬁces replied to the questionnaire, the other two were either too busy or
did not find it to their advantage to partake in the study. These three banks were,
however, well diversified in terms of size, geographic location, economic sector
dependence and financial strength, and thus met these essential requirements of

the study.

During the meetings with the two larger co-operatives, only the respective public
relations officers were present. At the meeting with the smallest of the co-
operatives, the entire senior management was present. After considering the
guestionnaire during these meetings, the co-operatives were asked to rate
themselves on a five-point scale. Additional important factors were also
discussed where it was deemed necessary. Prior research was done with regard

to each of the co-operative’s client base, financial strength and size.

5.2 Results

Each of the three banks received a questionnaire and were assigned a rating of
between one and five (five being the highest and one the lowest), depending on
the applicability of the specific qualitative factor at the co-operative bank. The
remainder of the questions were in open field format allowing the banks to
provide their answers by means of narrative text or data input (see questionnaire
in Appendix C). All the participating co-operatives’ clients were from their local
district or community and were open to everybody in that district. One of the
non-participating co-operatives, however, served only employees of a specific
company. The results of the questionnaire are discussed in the following

sections.
5.2.1 Franchise value

Market share and sustainability. In this sub-category, all the co-operatives

scored well, as can be seen in figure 5.1. All three of these banks were the only
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South African Credit Co-operatives (SACCO) in their area, which was expected
as co-operatives are still a relatively new concept in South Africa. Size is a
relevant factor regarding brand recognition, as the largest of the three co-
operatives enjoyed the best brand recognition and the smallest the worst.
However, the smallest was still relatively new which could have contributed to its

lower score.

All three co-operatives gave themselves very high scores in terms of their
customer relationships, with the smallest bank rating itself four out of five in this
sub-category. This was to be expected as the majority of co-operatives make
use of relationship banking as discussed in chapter 4. Most co-operatives are
well protected in terms of new competitors entering the market through
legislation, their strong relationships with their clients and also the local market
environment. This was evident as all three co-operatives scored four or above in

this category.

Figure 5.1: Market share and sustainability.

Market share and sustainability

= Brand recognition ® Customer relations New entrant protection

Al

Small Medium Large

Source: Author.

Geographic diversification. [n respect to this sub-factor, the co-operatives

were not diversified at all with regard to their physical locations and served only
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members of their own respective communities or districts. All the co-operatives
scored a three on the diversity of their client base in terms of economic activity.
Some co-operatives also had hawkers making up part of their customer base,
which is indicative of the lower income groups that comprise their clients and
which the co-operatives aim to serve. This is partly due to job opportunities in
rural areas being very limited, together with high unemployment caused by
increasing urbanisation. All the co-operatives gave themselves a rating of five in

terms of the system which captures client information.

Only one of the three co-operatives took collateral against loans in the form of a
monthly fee of R100 paid by all clients, irrespective of whether they had a loan or
not. In terms of the safety of their market or market share, the smallest co-
operative rated itself a three as it is a fairly new co-operative. However, the large
and medium-sized co-operatives scored four and five respectively. They both
contributed this rating to customer loyalty and the relationships they had with
their clients. Figure 5.2 provides a visualisation of the co-operatives’ scores in

this sub-category.

Figure 5.2: Geographical diversification

1
Geographical diversification s
= Client diversity  ® Client info system " Protected market
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S

ource: Author.
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Earnings st'ability. In terms of this sub-faétor, answers varied dramatically in
terms of their client base, their main sources of business and the areas in which
the co-operatives were based. The main source of income for the two larger co-
operatives was income received from interest charged, with the smallest of the
three receiving the bulk of its income from joining and administrative fees. This
can be attributéd to the smallest co-operative being in its start—up phase, whilst
the other two were already well established and operated in the mature phase of

their business life cycles.

The only co-operative bank to have any other form of recurring income was the
largest of the three with 5% of its recurring income not being in the form of
interest. The other two only had interest as a recurring income. This can be
attributed to the largest co-operative being city—bésed, whilst {he other two were
in smaller towns and they did not have such a wide variety of products. Due to
the nature of thése banks, recurring income cannot be generated if there is

insufficient demand for a certain product within that community.

The quality of the co-operatives’ earnings stability varied according to their size.
All three believed that there were strong barriers to entry, and the smallest
scored very low in terms of switching cost whereas the other two scored higher.
In terms of the volatility of their earnings, the larger two co-operatives scored
well, whilst the smallest did not. In fact, the latter scored considerably lower in
every aspect of earnings stability. The large uncertainty associated with new
ventures, together with the trying global economic circumstances, could be the
cause of the small co-operative’s poor score in this sub-factor. The scores of

each bank to the questions provided are given in figure 5.3.
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Figure 5.3: Earnings stability

Earnings stability
= Bariersto entry ™ Switching cost Earnings volatility
1 5 S 5
' 4 4 4 4 ‘
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Source: Author

Earnings diversification. All three co-operatives’ main line of business was in
savings and loans and in mobilising these products to the advantage of their
clients and community. This is consistent with the historic business nature and
aims of co-operative banks. The largest co-operative offered the most products
and scored the highest in this sub-category. Both the medium and small co-
operatives only had five products and carried a higher risk than the larger co-
operative. However, all three had a variety of loan types, rather than totally
different products in different sectors. Only one of the three co-operatives sold a
form of insurance product, other than funeral insurance, and none provided any

type of investment options for their clients. All the co-operatives took deposits.

Figure 5.4 provides an amalgamated graph of the previous three in order to

provide an overview of the scores of the co-operative banks.
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Figure 5.4: Franchise value
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5.2.2 Risk positioning

Corporate governance. As previously stated, corporate governance acts as an
indicator of the board’s efficiency, structure and experience in dealing with risk.
In terms of the rating criteria, the size of the co-operative had a bearing on the
quality of corporate governance, with the largest of the banks scoring the highest,
and for the smallest it was the lowest. In terms of managerial experience, the
largest of the co-operatives rated themselves as four and the other two as three
respectively. However, another explanation for the findings could be that the
largest of the co-operatives operated in a city, whereas the other two were
situated in smaller rural towns. This could have led to a higher availability of

managerial skills and experience for the largest co-operative.

In terms of the manner in which the board dealt with risk, the results indicated
that the largest co-operative had the most structured management policy. The
smaller co-operatives only dealt with such risks at monthly board meetings and

also only addressed those risks that were most prominent at that moment. All of
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the co-operatives had monthly board meetings with interim emergency meetings

if necessary.

Size did not make a difference in terms of the independence of directors. The
smallest and largest both had entirely independent directors, whilst the medium-
sized co-operatives’ directors had to be members of the co-operative. However,
all co-operatives adhered to the principle of one member one vote, and rated
themselves a full five out of five in terms of shareholder control. This indicated
that the members of each co-operative had significant bearing on the direction
that the union was moving, as well as the products it would develop and offer to

its clients.

Figure 5.5: Corporate governance
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Controls and risk management. In terms of key man risk, none of the co-
operatives had large dependency on any single person, or group of persons.
This should be advantageous to these co-operatives as legislation does not allow
directors to serve more than two terms. Insider or related party risk is a
phenomenon which is not present at all in any of the co-operatives, as all rated

themselves a five out of the possible five marks in this respect.
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To a large extent, senior management had a strong influence on the decisions
made by the board, except for the smallest co-operative which had an average
influence. The fact that co-operatives may be influenced by senior management
may hold both positive and negative possibilities for a credit union. On the
positive side, management has a better idea of events in the economic markets,
as well as with 'the products that they sell. As credit unions have a large
percentage of unskilled and unschooled clients, this could be of importance when
the right decisions need to be made for the co-operative, irrespective of the
feelings or emotional influences of the clients. However, policies should be in
place allowing steps to be taken if it is deemed that the management or board

make decisions for their own profit and not for the benefit of the co-operative.

All directors and senior management are subject to the same policies as those
applied to the non-management clientele. All the members are appropriated
loans according to their ability to repay them which is calculated according to

financial ratios specific to each co-operative.

Not all the co-operatives have clearly defined structures which indicate, quantify
and address their respective major risks. In this regard, the largest scored the
highest, followed by the smallest and finally the medium co-operative. However,
all those policies that are in place are followed stringently. The smallest co-
.operative did indicate that some exceptions are made, although very seldom and

only under the most dire of circumstances.

The quality of the systems that provide customer and market information were
found to decrease along with the size of the co-operative. The largest of the co-
operatives rated five in this regard and indicated that they have perfect customer
information. The medium-sized co-operative rated itself as four and the smallest
three, indicating that, in some instances, events and changes in client information
do seem to go by undetected. Finally, the larger two co-operatives stated that

they complied entirely with the National Credit Act and the Financial Intelligence
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Centre Act. The smallest indicated that they complied to a degree, but found that

some of the criteria were difficult to folliow and rated themselves as three.

Figure 5.6: Controls and risk management
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Financial reporting transparency. In this respect, all of the co-operatives’
financial statements were prepared according to GAAP SA accounting
standards, and were audited by external and internationally recognised auditing
firms. This naturally increases the relevance and international comparability of

each co-operative’s statements.

In terms of the time delay between the financial year end and the reporting of
such information, however, the smallest co-operative did very poorly by only
releasing their financial information between six and 12 months afterwards. The
relevance of the financial information in such cases is thus extremely
compromised. The other two co-operatives complied with legislation by making
public their financial information within the allotted three months. The largest co-

operative, in fact, completed this in less than two months.
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Figure 5.7: Financial reporting transparency

Financial reporting transparency
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Credit risk concentration. The business of co-operatives led to a high degree
of credit concentration and ultimately credit risk. The nature of the co-operative
as well as the financial fundamentals should be considered. However, credit risk
was highly prominent at all three tested co-operatives. All three stated that they
had a very high degree of borrower and industry concentration, and none rated

higher than two in both sub-sections.

Figure 5.8: Credit risk concentration

Credit risk concentration
{
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Source: Author.
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Liquidity management. All the co-operatives were well equipped in terms of
measuring liquidity risk. They all had well-defined and structured mechanisms
with which these risks were identified and calculated. It included an Asset and
Liability Management (ALM) strategy in the case of the largest co-operative,
combined with a well-defined lending and investment structure. However, the
smaller two co-operatives’ spokespersons were unable to accurately identify
appropriate liquidity management schemes and merely indicated that they do

address liquidity.

Figure 5.9: Liquidity management
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Market risk appetite. Only the largest of the three co-operatives had a defined
manner in which it addressed market risk. In the case of the other co-operatives,
very little attention was given to this sub-factor. This could be attributed to a lack
of resources and available funds in the case of the smallest co-operative.
However, the medium-sized co-operative did not have any such justification, yet

it did the least to address this risk.
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Figure 5.10: Market risk appetite
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Other. All of the co-operatives applied the five C’s of credit when granting loans,
namely capital, capacity, character, conditions and collateral. All the co-
operatives made provision for bad debt, with some having a more structured
approach in this regard than others. The largest co-operative had certain
provisions for the timeframe that debt is overdue, up to a 100% provision for

outstanding debt in excess of one year.

Finally, bad debt is a concern that these co-operatives do not have an extensive
problem with, even in the harsher economic conditions that South Africa faced at
the time of this study. This can be attributed to the strong relationship banking
practices, together with the informational and enforcement capabilities of the co-

operatives.

The largest co-operative had the largest percentage of overdue loans at 5%.
Second was the smallest of the three with 2%, and finally the mid-sized co-
operative with 0.1% of its loans being overdue. This can be ascribed to the
largest co-operative being situated in a city and having more members, thus

having more difficulty in gathering information compared to the smaller two. The
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other two co-operatives, being situated in smaller rural communities, have

traditionally closer relétionships than can be found at larger co-operatives.
5.2.3 Comments

The rating methodology does seem to be applicable to co-operative banks in
South Africa. However, some of the answers given by the management of the
co-operatives were found to be contradictory. An example of this is where the
largest co-opefative indicated that it had excellent customer information yet had
the highest percentage of overdue loans. A possible solution to overcome this
problem is to géin greater information in terms of the questions asked, instead of
the five-point rating scale on the questionnaire where co-operatives could simply

choose a score.

A problem generally found was that in terms of risk, very few of the interviewed
personnel at the co-operatives knew what some of the terminology meant.
Whether this was due to inadequate management, the absence of a risk officer
or lack of preparation for the interview appointment by the co-operative

management remains unanswered.
5.3 Possible rating enhancement

In the previous section, the appr'opriateness of the new rating methodology was
assessed, as well as how the co-operatives scored in the questionnaire. In the
next section, the factors that co-operatives could concentrate on in order to
increase their ratings is discussed. This discussion only pertains to the operating
and regulatory environments for the same reasons as discussed earlier in this

chapter.
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531 Franchis‘é value

All of the co-operatives scored very poorly in terms of the diversification of their
clients with regard to their economic activities. Co-operatives mainly focus on
the lower to middle income groups. Their products and services are dedicated to
a specific sector of the economy which — due to the limited financial capabilities
of their clientele — place barriers on the variation of the products available for
them to develop further. However, co-operatives should develop campaigns to
reach higher income classes. Factors such as the lower risk inherent in such
investments should act as an incentive to lower risk-prone ihvestors. This could
ultimately diversify the co-operative’s dependence on a specific economic sector

and assist it in riding out sector-specific economic shocks.

With only one of the respondent co-operatives taking some form of collateral
against loans, it is evident that more should be done by co-operatives in this
area. In instances where no collateral is taken against loans and the client is
unable to pay, the co-operative suffers a 100% loss in terms of that loan. If
collateral is taken, some form of remuneration becomes available to the bank
and a total loss is not incurred. Though the lower and middle income groups
may not necessarily have good quality collateral to offer, their assessed ability to

pay does indicate that some form of collateral may be available.

The final factor discussed under franchise value had to do with the limited choice
of services and products available to clients. This was more evident as only one
of the co-operatives offered more than five products. Co-operatives should make
more products available to its clientele. Although these banks only serve specific
communities and their particular needs — and have little néed to diversify their
offering — a more diversified product line would enable them to enter new
markets and reach new clients. This in turn will assist in solving the problem with

diversification that was discussed earlier, as well as the low prevalence of
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recurring income in co-operatives. An increase in recurring income, excluding

interest, would also lead to higher ratings for these banks.
5.3.2 Risk positioning

As discussed in earlier chapters, the experience of mana.gement and directors
are critical in terms of risk positioning.  Well-trained and experienced
management and directors are able to uphold co-operatives in weathering
difficult economic situations by enhancing the quality of assets in their co-
operatives. As a result, the easiest and most important plan for a co-operative to
increase its rating is by employing competent and experienced management and

directors.

The directors that co-operatives appoint should be entirely independent as this
will indicate that the co-operative is managed according to the principles that
would serve it best, and not those that would serve only the specific needs of a
non-independent director. Ultimately, this serves as an assurance that prudent

business practices are followed at board level.

All co-operatives should have a clearly defined and structured manner in which
their majof risks, inherent in the co-operative’s business, ére assessed. As co-
operatives serve different communities, their products and ultimately their risk
managément practices would differ. However, it was apparent from this study
that none of the co-operatives really focussed on market risk, largely due to them
not having a trading portfolio. The Co-operative Banks Act only allows
secondary and tertiary co-operatives to trade and a possible manner for these

banks to increase their Eatings, is for them to be more attentive in this aspect.

Not all of the co-operatives fully complied with all of the applicable Acts.

Compliance with the Acts should, however, be compulsory and viewed as a
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minimum requirement in terms of management practices and financial reporting

by all of the co-operatives.

As the relevance of the financial information provided by co-operatives
deteriorates over time, it is imperative that this information is made public within
at least three months, is required by legislation. Though only the smallest co-
operative in this study did not adhere to legislation in this regard, many more co-
operatives may be doing the same. This is an effective and uncomplicated
manner in which a co-operative could increase its rating and it should be
relatively easy to implement as all respondents indicated that they were audited

by internationally recognised auditing firms.

Credit risk is highly prevalent in co-operatives due to their nature and business,
as discussed under franchise value. Therefore, a more diversified customer
base, along with industry diversification, could lead to a better score in terms of

this sub-factor.

Finally, only one of the co-operatives made provision for bad debt. Although co-
operatives enjoy better informational abilities than commercial banks, the
existence of bad and overdue debt is still a reality and very prevalent. In order to
facilitate trust and certainty in the practices of a co-operative, through clients and

authorities alike, certain provisions should be made in this regard.
5.4 Conclusion

Section 5.2 tested the rating methodology for appropriateness and found it to be
sufficient in term of franchise value and risk positioning. Financial fundamentals,
the operational environment and the regulatory environment were excluded from
this validation section as they do not form part of the internal CBSA environment

or are too sensitive a matter for its nature to be disclosed.
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Possible factors that could lead to an improved rating for co-operatives were
discussed in section 5.3. The most important of these was the need for a more
diversified client base, along with prudent and standardised risk management
practices. These should all be backed up by knowledgeable and experienced

management and independent directors.
In the next chapter, the conclusion of the study will be undertaken. This includes

a summation of the study, its shortcomings and potential areas for future

research.
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CHAPTER 6

CONCLUSION

6.1 Introduction

Chapters two and three provided a literature review on co-operative banks, their
legislation in the South African banking environment and the rating
methodologies of Fitch Ratings and Moody's. Chapter four explored the insights
gained from the literature study to develop a rating methodology for South
African co-operative banks. Chapter five tested the developed methodology by

means of a questionnaire.

This chapter provides a logical closure to the dissertation and addresses three
key issues. Firstly, an overview of the research is provided in order to review the
various aspects'touched on in each chapter. This is followed by the problem
statement and research objectives, along with the degree to which they have
been met. The dissertation concludes with some recommendations and a closing

remark.

6.2 Summary and overview of the research

Chapter one presented the background to the dissertation, followed by a problem
statement, motivation and research objectives. The chapter concluded with a
research method and a discussion on the dissertation’s chapter layout.

Chapter two presented the development of co-operative banks, their particular

business activities and finally their management structures. The Co-operative
Banks Act (No. 40 of 2007) of South Africa was also discussed.
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Chapter three presented the existing bank rating methodologies of Fitch Ratings
and Moody’s. These were presented to identify the different methods used by
rating agencies, as well as the most important factors considered when rating a
bank.

Chapter four focused on developing a credit rating methodology for co-operative
banks in South Africa. Information and insights gained from the literature study
formed the background for the development of the methodology. As excessive
deviation from the existing rating methodologies would be unwise, these were

merely altered to be applicable to co-operative banks in South Africa.

Chapter five provided the final aspect of the dissertation: testing the amended
rating methodology. This was accomplished by means of a questionnaire
provided to various credit unions of different sizes and in different areas. The
methodology was found to be sound and could be applied to South African co-

operative banks.
6.3 Problem statement and research objectives
6.3.1 Problem statement

If a bank experiences a liquidity shortage, it must satisfy its liquidity requirements
by placing paper in the market, borrowing from other financial institutions or
making use of its own reserves. This dissertation proposed a credit rating
methodology for co-operative banks in South Africa, in order to facilitate their
interest rate negotiations when addressing their funding requirements at external

institutions or institutional investments.
6.3.2 Research aims and objectives

While credit rating methods exist for corporate banks, large companies and
countries, no such methodology exists for small co-operatives. The purpose of

this dissertation was to propose a method on how co-operative banks could be
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rated in South Africa, in order to determine the appropriate interest rate charged
when external funding is required. The dissertation aimed to achieve four goals,
which were: |
¢ to give the reader a better understanding of the history and management
structures of co-operative banks around the world,
e to define how banks are rated and to propose a method on how South
African co-operative banks could be rated, '
¢ to test the accuracy and suitability of the methodology by means of a
guestionnaire submitted to random co-operative banks in South Africa
and
¢ to indicate which rating sub-factors co-operatives could enhance in order

to acquire a higher rating.
6.3.3 Meeting the objectives

The primary objective of formulating a credit rating methodology for co-operative
banks in South Africa has been successfully met — tables, percentages and

important factors are indicated and discussed in chapter four.

The secondary objective of providing readers with the history of co-operative
banks, both in South Africa and abroad, and providing a discussion on the
different management structures of co-operative banks was discussed in

sections 2.2 and 2.3.

The objective of defining how banks are rated was discussed in chapter three.
The different methodologies of Fitch Ratings and Moody’s Investor Services were

used for this objective.
The objective of testing the accuracy and suitability of the proposed methodology

by means of a questionnaire was discussed in section 5.2. The questionnaire

used is available in Appendix C.
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The final objective, providing areas where rating enhancement is available for the

South African co-operatives was discussed in section 5.3.

The proposed methodology made use predominantly of the rating methodology
of Moody’s BFSR. Adjustments were made in order to take into consideration the
unique business of co-operative banks, the vigour with which risk mitigation
policies were applied, along with Fitch Ratings’ belief that since no bank’'s

environment is the same, neither should their rating methodology be.

6.4 Conclusion and recommendations

Although the proposed credit rating methodology was developed fof co-operative
banks in South Africa, none exist yet. Credit unions only have to comply with the
Co-operative Banks Act (No. 40 of 2007) of South Africa by the end of 2009. In
most cases, the credit unions have had a look at the Act, but have yet to start the

implementation process.

Receiving cooperation and information from the South African credit union
management body, as well as the individual co-operative credit unions, proved to
be a considerable challenge. Some credit unions do not believe it to be in their
best interest to be forthcoming with any information and most of all with their
financial information, raising questions regarding their transparency and the

prudence of their accounting practices.

In some cases, the person charged with the interviews With the writer did not
have answers ready, nor could they answer some of the questions posed.
Whether this was due to a lack of knowledge or preparation is still unknown.
Furthermore, some of the co-operatives gave themselves a high score in the
questionnaire, but were unable to back up their scores with appropriate

reasoning.

126



In terms of shortcomings and possible areas of further research, the relevance of
ratings in terms of default was not addressed. In current economic conditions
where investment grade banks have defaulted, the felevance of ratings with
regard to the probability of default can be assessed. An evaluation to determine
whether credit rating methodology sufficiently assesses the risks inherent in a
bank’s practices, and ultimately the probability of default, could prove to be useful
considering. Operational risk was not taken into account in the rating

methodology as it does not make up a specific section of the BFSR criteria.

Finally, the proposed rating methodology could be applied to éo—operatiVe banks
along with existing methodologies to determine the difference in ratings. A more
detailed assessment of the co-operatives, which takes into account their financial

fundamentals, operational and regulatory environment would be required.

Adopting and applying the proposed credit rating methodology to co-operative
banks could assist their executive management in negotiating interest rates when
funds are required from external sources. In addition it could assist the
government in its drive to reach the large unbanked population, as start-up co-
operatives would be able to obtain funds for growth more easily. This could

ultimately alleviate some of the poverty problems in South Africa.
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APPENDIX A
FITCH RATINGS’ GENERAL BANK RATING QUESTIONNAIRE
APPLICABLE TO ALL COUNTRIES

Introduction

This questionnaire serves as a prototype which may be adapted by eliminating
irrelevant sections or added to in order to be appropriate for the analysis of a
particular country, type or individual bank. The questionnaire can also be used
without being adjusted in cases of emergency, or where an adaptation is not

necessary.

Main headings are applied in order to minimise overlapping. However, as

banking activities are intertwined, some overlapping is bound to take place.

In terms of financial data, a minimum of three years and a maximum of five years
worth of data are used, depending on the availability and circumstances. Fitch
Ratings try to inconvenience their clients as little as possible. Therefore, if the
data required is only available as internal management information but different

from that actually requested, the management information will often suffice.

It should be assumed that Fitch Ratings always require consolidated and
independently audited information, unless specifically assigned otherwise. In
case of a bank holding company, consolidated data for the entire group is
required; in case of a subsidiary of a bank holding company, consolidated data
for the subsidiary are required. In countries were consolidated data are not
required from banks, Fitch Ratings can not insist, but deficiencies such as these

are taken into account when the company is rated.

128



Market environment and planning

If the structure of the bank/group is complex, may we have a legal and
operational organigram?
We would also like, if possible, an organisation chart of the bank’s main

operational subsidiaries and affiliates.

. We would like a description of the bank’s current main business activities,

as well as details or plans to withdraw from any of these activities or enter
into new activities. Are you intending to make any significant external
acquisitions or are you planning to develop your business by organic
growth?

4. Are there any plans to develop new products or services?

10

Do you have operational partnerships with other financial institutions
and/or are you planning to enter into any such partnerships?

We should like an assessment of your competitive position, both
domestically and internationally? How do you review competition in the
market and what role do you expect your bank to take in any consolidation
of the banking sector?

How independent is your business in the state of the major economies in

which you are operating? What is you current assessment of these?

. What are your current market shares in your principle business lines?

What are your targets (if any) for increasing these market shares? Do you
have any specific targets for percentage asset growth, percentage return
on assets and on equity? If so, we would like details. Is there any order

of priority for achieving these, and how do you intend to do so0?

. What has been your capital expenditure in the last three years on

technology and automation? What are your plans for further technological

development?

.What is the state of your labour relations?
11.

Please provide information on pension liabilities (épecifying where they

are, on- or off-balance sheet). Do you operate a “fully funded” pension
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scheme? If this is the case, is there an obligation which requires the bank
to fund any deficit which may arise on pensions, and if so how this would

be carried out? Has the bank proVision against future liabilities?
Ownership

1. Have there been any significant changes in your ownership recently? Are
any planned'in the near future?

2. We would appreciate details specifying beneficial as well as nominal
ownership. |

3. What is the substance of the potential support from shareholders for the
bank?

Audit/Control by national banking supervisory authority and accounts

1. May we have a copy of the latest report by the independent auditors to the
national supervisory authority/latest report on the bank by the national
supervisory authority’s own examiners/auditors?

2. According to which convention are your accounts drawn up (é.g. national
GAAP, IAS, US GAAP, EU Accounts directives for banks, etc.)? Is this
likely to change in the foreseeable future?

3. For banks operating in the EU, how advanced is your bank in its
preparations for the implementation of IAS in 20057 What impact is the
implementation of |AS likely to have on your accounts? What is the
estimated cost of this implementation? |

4. For banks operating outside the EU and not already reporting according to

the IAS, what impact would it have on your accounts if you did adopt IAS?
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Corporate governance

The questions in this section are illustrative of the issues currently explored in our
analysis of corporate governance practices. In taking a principle-based approach
fo eva/uéting corporate governance, Fitch Ratings will continue to refine ifs
analytical approaches as the governance field and bank practices continue to
evolve. Therefore, we anticipate over time the questions we ask regarding
corporate governance will evolve as well. The following questions will not all be

relevant to every bank and therefore, if not applicable, can be ignored.

1. Has the bank drawn up a set of corporate governance policies? Does it
have any mechanisms or review purposes for monitoring how these
policies are applied?

2. Board independence and effectiveness (for those banks who have a two-
tier board system, these questions are more applicable to the supervisory
board):

e How many directors does the bank formally designate as
‘independent”? What are the bank’s criteria for defining a director as
“independent”?

¢ Do any of the directors have personal or commeréial relationships with
the bank beyond their board responsibilities? For example, are any of
the directors involved in a charitable organisatidn that has received
funds from the bank or its senior executives? Are any if the directors
employed by an important counterparty of client of the bank?

e What type of professional background do the directors have? What
are their primary areas of expertise, in particular as related to banking
or financial risk management?

e How are the bank’s principle risks presented to the board? How does
management convey significant elements of the organisation’s credit,

market and operational risk management systems to board members
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(particularly if these systems are based on technical modelling
concepts)? If there have been any recent changes or developments in
the bank's risk management systems, what specific thoughts or
guidance has the board provided to management for these changes?
We would like, if possible, to have some examples of the types of
issues that the board has considered or reviewed in the past year. If
there have been recent cases where the board did not approve or
support a proposal from management, what were some of the reasons
the board provided for its decision?

Please give us details of any significant questions that were posed or
guidance provided by the board to managemenf during the past few
meetings. For example, if the company experienced any unexpected
or negative events affecting its operations (e.g., operational failure,
poor financial results), what were some of the main issues that the
board focused on? Please provide some examples of issues on which
the board has asked management to follow up or provide additional
explanation

What is the length of time that each of the directors have served on the
board? '

If there is a nominating committee in place, is it comprised of
independent outsiders? If there is not a nominating committee, who is
responsible for the nomination of board members?

What are some of the main factors or atiributes that the nominating
committee (or equivalent) considers in idenfifying possible director
candidates? How is the pool of candidates determvined?

What is the CEO’s role in the nomination process? Do any of the
recent appointments have prior affiliations or rélationships with the
CEO? '

What is the board’s process for setting the agenda of topics covered at
meetings? What role do the directors individually play in determining

the list of discussion topics?
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Do any of the directors serve on the boars of other companies and, if
S0, hdw many? As a general matter, what other professional
commitments do the board members have?

How often, ahd for how long, does the board meet each year? How
muqh .time do directors spend, on average, in preparing for and
attending board meetings?

If the bank has audit, compensation and nominating committees, how

often do these committees meet?

3. Related party transactions:

What are the firm’s policies on related party transactions? If these
policies are written, please provide us with a copy.

Does the bank currently engage in any related party transactions? If
so, what are the terms and conditions of these deals and how are they
negotiated? What is the business purpose of these transactions? How
do the transactions benefit the company? What types of information is
received in its review of the transactions? What type of questions, if

any, did they pose about the transactions?

4. Oversight of the audit process:

Does your bank have a governance or audit committee? If so, how
many members of this committee are deemed to be “independent”
directors?

What type of accounting or corporate finance background do the
members of this committee have?

What are the committee’s procedures for reviewing major accounting
issues, potential audit risk, and the quality of internal control systems?
What are some examples of recent decisions this committee has taken

in regard to the bank’s accounting practices and internal control
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processes? What is the committee’s approach to anticipating or
preparing for forthcoming or expected changes in accounting policy
standards? '

What is the scope and scale of any non-audit services provided by the
bank’s external, independent auditor? |

If the bank enters into complex structured finance transactions (for
example, with a corporate client), what types of internal controls or
audit procedures are in place to help manage the risks (e.g., credit,
operational, legal, reputation) that may be associated with these
transactions? For example, what types of control processes does the
bank have to ensure that neither the bank, nor the client uses these
transactions to circumvent reporting requirements, evade tax liabilities,
or further improper activities?

Does the bank have internal auditors? If so, what process does the
audit of governance committee have for overseeing or monitoring their

work?

5. Management compensation/remuneration:

What are the components of the CEO’s overall compensation (e.g.
including base salary bonuses, stock or option aWards, below market-
rate loans, corporate requisites, etc.)?

Does the bank have a compensation/remuneration committee or
equivalent? If not, who is responsible for the determination of the
compensation/remuneration of executives?

If there is a compensation committee or equivalent in place, how many
of its members are deemed to be “independent’ directors? What
guidelines does the compensation committee use in sefting executive
compensation levels? For example, does the committee look to the

compensation levels at competitor banks and benchmark?
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Is management compensation linked to any specific performance
indicators? If so, what is the reason or rationale for choosing these

particular indicators?

. Executive/Director stock ownership:

Do senior executives and/or directors own shares, options, restricted
stock or other forms of equity in the bank? If so, how substantial are
these holdings (e.g., how many shares/options in total)?

Does the bank explicitly encourage or promote stock ownership as an
incentive mechanism? If so, for how long has the bank followed such
a strategy?

What (if any) conditions or restrictions are placed on stock-based
compensation? For example, how long is the vesting period for
restricted stock?

Have directors or executives recently sold any of their holding is the

bank’s stock. If so, how much?

. Takeover defences:

Does the bank have any takeover defences (e.g. “poison pills” that
dilute the interests of potential acquirers and therefore make the
target’s stock less attractive) in place or other mechanisms to maintain
ownership control? Does the bank have a dual-class share structure
with certain holders having preferential rights over others?

More generally, what practices or processes does the bank have in
place to ensure that minority shareholders or other major stakeholders

participate in the governance process?
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. Complex holding company structures:

Is the bank part of a broader holding company structure with multiple
subsidiaries? If so, we would like to have full details of the legal
consolidated structure.

What are the financial relationships between the subsidiaries and their
parent? What types of transactions occur between the various
subsidiaries and the parent? What are the bank’s policies regarding
paymént of dividends between parents and subsidiaries? Do major
operating subsidiaries have a separate oversight and control structure?
Are any of the bank’s subsidiaries incorporated in a foreign regulatory

jurisdiction?

Majority-controlled companies:

If the bank’s shareholders are private individuals or families, are these
involved in any other businesses? If so, are there any financial or
commercial relationships between the bank and those businesses?
What is the legal'structure of these different business holdings? What
is the size of these businesses (revenues, assets, pre-tax profits,
equity, etc.)? _

How are private individual or family owners compensated? What are
the bank’s dividend policies? Do the owners have drawing accounts
and/or do they borrow from the bank? If so, please give details.

If the private individual of family owners do not own 100% of the bank,
who are the other shareholders? How are they represented on the
board?

How has the bank’s corporate governance structure evolved over time

as the bank has grown?
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Performance/earnings

1. If published annual earnings figures differ substantially from the
unpublished, management accounts figures, then we would welcome
receipt of a reconciliation of the published figures with the accounts used
by management ’

2. We would like as detailed as possible a breakdown of earnings by
business line. We would also like to have profitability ﬁgures for each
business line (in terms of operating and/or net income as a percentage of
allocated equity capital).

3. We should like to have your comments on the developments of the bank’s
net interest revenue and net interest margins. What is your policy re
recognition of interest on problem loans (see “risk — lending and other
counterparties™; has the policy changed recently?

4. We requife a breakdown of fees and commissions by type. We would
also like your comments on the recent development of these items.

5. We require a breakdown of other income.

6. What percentage of your operating earnings do you consider to be
recurrent?  In relation to your trading activities, what proportion of
revenues is customer related and how much is own-account tradihg.

7. We require a breakdown of operating expenses with a commentary on
significant changes up or dbwn and an explanation of the tax charge; if
this is not straightforward. Please provide details of any restructuring
charges incurred, and whether these are included in operating or
exceptional expenses. ‘

8. We need an explanatory breakdown of exceptional income and expenses,
including any significant capital gains, provisions for unrealised capital
losses, and goodwill charges.

9. We need details of appropriations (if any) to equity of quasi/equity
reserves made as deductions from income and/or of transfers (if any) from

equity or quasi/equity reported an income in the bank’s published figures.
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10.We would like a copy of your budget for the current financial year? We
would also appreciate receiving management’s assessment of earnings
and other prospects for the current year and beyond. If you have a
medium-term business plan, we would like to have a copy.

11.Which business do you consider to have the most potential in terms of

earnings growth for the bank?
Risk
Risk Management

1. How would you describe the bank’s appetite for risk in general?

2. How are risks managed within the bank? Is there an independent risk
management function? If so, does this function cover all risks (credit,
market and operational)? Who heads this function and who does he/she
report to? An organigram highlighting the various responsibilities and
reporting lines within the risk management function would be useful.

3. If there is no separate risk management function, we should like details of

the organisation of your risk management systems.
Lending and other counterparties

1. We need details of your counterparty assessment and credit/exposure

approva'l procedures and limits. [n particular:

¢ Do you impose country/geographic limits on your lending? If you do,
who sets them and who can alter them and for what reasons?

e Do you impose industry/economic sector limits on your lending? If you
do, what industry/economic sector definitions do you use? Who sets
the limits and who can alter them and for what reasons? How do you

differentiate between the borrower’s industry classification and any
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collateral offered by the borrower? For example, is a loan to a motor-
repair business collateralised by a private dwelling house defined as a
service industry loan or a real estate loan?

- Do you impose limits on loans to individual borrowers? If you do, how
do these tie in with any limits set by the l[aw or by the regular
authorities? Who-in the bank sets these limits and who can alter them
and for what reasons?

In relation to real estate lending what are your loan-to-value (LTV)

policies and your valuation procedures?

. In relation to Basel Ii:

Which of the three - options offered by the proposed new Accord
relating to credit risk are you planning to adopt: Advanced IRB,
Foundation IRB or Standardised approach?

Have you generated default or recovery statistics in-house or have you
brought them in? How comprehensive are these statistics? In which
sectors are you most advanced? How far back do your statistics go?
We would like details of your initial rating systems? For which
businesses are these already in place and for how long have they
been in operation? Do you comply with the requirements of the latest
version of Basel 11? For which businesses do you not yet have rating
systems in place and what are your plans for implementing systems for
these businesses?

What, if any, stress testing procedures do you have in place?

Have you calculated the impact the new Accord will have on your

capital coverage of credit risk? If so, what is it?

. We require an approximate breakdown of the bank’s non-bank risks (both

on-and off-balance sheet) in terms of economic sector (as you define

them), of ultimate country risk and of currency.
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What percentage of ybur lending is secured? What is the nature of that
security and how is it valued? |

We need information on the make-up of your risk (both on- and off-
balance sheet) in terms of size, i.e. concentration of exposure to single

entities including groups of related entities.

6. We require a list of your twenty largest non-bank risk exposures.

7. Do you lend to “hedge funds™? If so, please provide details of the principle

10.

1.

12.

exposures.

. We would like an update of your emerging market country exposure,

including sovereign, inter-bank and corporate risk, as well as details of
reserve level and any new provision and/or write-backs of provisions
made during the last reporting period. What internal ratings have been
assigned to these exposures?

We would like a breakdown of your real estate portfolio and details of your
criteria for making such loans. What are your average LTVs for residential
mortgage lending and for commercial real estate lending? What are the
maximum LTVs allowed?

What percentage of the portfolio is in the form of residential housing
loans? Within this portfolio, please provide a geographical distribution of
lending, as well as a breakdown of properties under development, rented
properties and owner-occupied properties and a breakdown of the
portfolio by internal rating. We also require details of any repossessed
properties. |

Please give a breakdown of any commercial real estate loan portfolio in
terms of office, retail, industrial or other. We also require a geographic
breakdown of the portfolio, a breakdown by internal rating and details of
any repossessed properties on your books.

We would like details of your personal loan portfolio, including how you
define personal loans, the maturity of this market in your country, the
existence of any credit bureaux and information on criteria for granting

personal loans and any scoring system you have put in place.
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13.We need information on any exposure you have to your major
shareholder(s) or to any associates or affiliates of you major
shareholder(s).

14.We require a list of your twenty largest interbank exposures plus
assessment criteria for such exposures and limits in place.

15.We alsd require a list of the largest counterparties in your securities
portfolio (both trading and investment) as well as a breakdown of these
portfolios by internal and external rating category if possible. \

|H

16.How do you define and assess your “doubtfu and/or “non-performing” (or
equivalent) exposure? Are definitions different for personal loans from
those for corporate loans? We need details of these loans and other
exposures, specifying whether they are domestic or foreign. We also
need to know how much, if anything, you have provided against them.
See “Capital, ‘Hidden reserves’ and Loan Loss/Risk reserves”, below. (In
this context we require a list of your 20 largest problem loans and your 20
largest accumulated loan loss provisions.)

17.Please give us details of any restructured loans. How do you classify
overdrafts/bullet repayment loans?

18.How do you ensure the maximum recovery on loans that have gone bad?
Do you have a separate “Recoveries” section? If so, how is it organised

and how does it operate? How successful has it been?
Contingent (including off-balance sheet) risks
1. We will need details of any assets and income streams that have been
securitised (see “Securitisation”, below).
2. We will also need details of any other significant off-balance sheet

liabilities, in particular:

e Derivatives business: we are interested in the consolidated

derivatives portfolio of the entire bank or banking group.
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e What are your main derivative products? Could we have a
breakdown by national principle and your estimate of outstanding
risk (with an explanation of how you have calculated th'is)? We
would also like a list of the largest derivative counterparties.

e What technical tools are employed to price, value and monitor
positions?

¢ How frequently are price valuations validated? By which individuals
and/or databases are the value substantiated?

¢ Are these exposure limits based on instrument type? How are they
determined/ By whom?

e Are there maturity limits by product, counterpart, investment grade
or business sector?

e How are policy breaches dealt with?

¢ How many times over the past year have your internal limits been

exceeded? By how much?

Credit derivatives

1.

Is your bank active in the credit derivatives (CDX) business and if so for
how long has it been involved? If not, please ignore the remaining

guestions in this section.

2. What has been the overall rate of growth of this business?

3. What are the primary motivations for using CDXs: hedging, trading,

alternative investment, risk based capital relief, portfolio rebalancing
(relative value trading) and/or economic capital management?

Please provide us with organisational details of your CDX business and
reporting lines. Who, for instance, is responsible for the risk management
of this business? Is senior management involved? Who books the
transactions, settles cash, sends documentation and who calculates the
impact on the profit and loss account? Who approves the valuation of

CDXs and the risk models used? Are you able to aggregate and monitor
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CDX positions by business line and legal entity? Are CDX positions and
risk management reporting integrated with cash positions? If so, describe
how these are reported and managed on an integrated basis. How are
hedge vs. trading positions reported?

5. What are the key risk management, operational, reporting ad IT issues
arising from your CDX businesses? How are these being assessed?

6. Have you experienced any operational losses from model risk/valuation
issues, disputes or inaccurate position reporting?

7. Please give us details on the types of CDX you use: single name credit
default swaps, credit linked notes (CLN), synthetic CDOs and basket
products, total return swaps, spread options and any others.

8. Please give us details of your gross sold and bought positions in CDXs
(broken down by type of product) as well as your net sold/bought
positions, before and after other offsets, including cash positions.

9. Do CDXs serve as an overall hedge against other credit risks? If so,
explain?

10.To what degree are net CDX positions less than perfectly matched, either
by tenor, name and other mismatch, thereby creating a degree of basis
risk? How are such risks managed?

11.Besides gross and net notional sold/purchased positions, what other
measures do you use internally to rﬁanage and measure CDX exposures
(e.g. MTM exposure or value on default)?

12.What percentage of credit risk has been transferred via CDXs (as well as
other hedges)?

13.Describe the decision process for using hedges.

14.What is the amount of your total credit exposure including the net position
in CDXs? How does it break down by sector?

15.Please give details of specific risk concentrations that have been hedged.

16.1f you use CDXs as a form of alternative investmen’é, what is the size of
your investments relative to your cash portfolios? I[s the protection sold

funded (e.g. CLN) or unfunded? How much do these investments
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contribute to the separate lines of revenue? What are the ten largest
reference entities and industries you have exposure to? If you are holding
CDOs, please give a breakdown by organisation, asset type and current
rating.

17.Please give us details of the top ten counterparties in terms of protection
purchased (including MYTM and notional exposures). To what extent is
your countérparty risk mitigated by netting and collateral arrangements?
What sort of triggers are in place to collateralise exposures? Do you have
a contingency plan in the event of a large counterparty default?

18. Please describe the accounting treatment of your CDX business: mark-to-
market vs. accrual; trading vs. hedging. Do financial results for credit
derivatives include trading and hedging activities? Can you break out
performance result for hedging vs. trading?

19. Where d:o CDXs appear in your financial statements and supporting
footnotes?

20.How are key financial rations influenced by accounting treatment of credit
derivatives (e.g. are asset quality and reserve rations understated or
overstated compared to a pure cash lender)? Is protection sold or
purchased captured in traditional leverage and capital adequacy
measures?

21.What proportion of your CDXs is off-balance sheet? How are these
reflected in your financial ratios and analysis?

22 .\What percentage of cash CDO investments is carried at original face vs.
lower impaired value? 'What percentage is deemed to be a candidate for

additional impairment?
Securitisation

1. Please give us a breakdown of any assets and/or income streams you

have securitised by type of technique used:
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¢ Consumer and corporate assets (ABS)

¢ Commercial and residual mortgage backed securities (CMBS &
RMBS)

e Asset-backed commercial paper (ABCP)

e Balance sheet cdllateralised debt obligations (CDOs), either true

sale or synthetic.

If your bank has not securitised any assets or income streams or
invested in any securitisation issues, please ignore the remaining

guestions in this section.

. What is the total volume of assets securitised in each of these categories
on a nominal and risk-weighted basis?

. What is the motivation for securitising the assets or income streams in
each case?

. How were such assets determined? Were they, for instance, “cherry-
picked™?

5. Has the bank securitised any non-performing loans?

6. How are the asset treated from an accounting and regulatory point of
view? |

. How have the securitised assets performed in relation to equivalent assets
left on-balance sheet? | |

. Has the bank ever supported any of its issues either directly, e.g. the
purchase or substitution of assets that were securitised or lending to the
special purpose vehicle (SPV) outside contractual .obligations or indirectly
e.g. deferral or fee income from SPV?

. In case assets have to be brought back on-balance sheet, for example,
because of a regulatory ban or securitisation issues, does the bank have

any contingency funding plans in place?
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10.How would the bank’s medium-term funding strategy be affected by a
hypothetical closure of the securitisation market? Again, what
contingency plans are in place to address such an eventuality?

11.Does the bank hold any junior subordinated/*first loss” tranches of its own
securitisation issues, which are currently. deducted from regulatory
capital?

12.1s the bank an investor in other institutions’ securitisation issues, such as
junior subordinated/*first loss” paper? If so, how much paper does it hold
and is it deducted from regulatory cépital?

13.Are there any plans for further securitisations in the future? If yes, what
types of structures and what types of assets?

14.What effect will the latest version of the proposals relating to capital
coverage in the new Basel Accord have on the bank’s securitisation

activity?
Supplementary questions for CDO securitisation

1. Are there any mechanisms in the transactions which reduce any residual
income from the assets for the barik, e.g. such as excess spread on the
securitised portfolio which covers loss in the portfolio, or interest-rate sub-
participation (or similar) to refund losses borne by the first loss investors?

2. For synthetic securities, is the underlying asset always protected to it full
term, or may the term of the underlying assets be longer the protection
under the CDO?

3. Has the transaction‘ an optimal call right? If yes, what are the conditions

and when can it be called?
Supplementary questions for ABCP securitisations

1. Does the bank sponsor an ABCP conduit? If not, please ignore the

remaining questions in this section.
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If so, is it a “single seller”, “multi seller’, “synthetic”, “securities-backed”
conduit or an SIV (structured investment vehicle)?

What is the total volume of paper issued through this (these) conduit(s)?

4. Are the conduit backed by liquidity facilities, i.e. are such facilities at least

equivalent to 100% of the programme’s size?

5. What proportion of the liquidity facilities is provided by the bank?

6. Do these facilities possess any credit enhancement features?

7. Does the bank provide liquidity facilities to other conduit not sponsored by

it?

Does the bank hold any related junior subordinated tranches, or provide
any other form of credit enhancement/support to its conduits? If so, how
are these treated for regulatory capital purposes?

Is such support available for all transactions under the programme or
transaction-specific (i.e. available only for an individual seller within the

programme)?

10. Are the rating of any of the bank’s conduits explicitly or implicitly tied to the

11

bank’s own rating, e.g. by provision of support facilities such as liquidity

lines?

.Does the following “scenario” description fit any of the bank’s ABCP

conduits? If the bank were to lose tier 1 ("F1+" or “F17) or its tier 2 (*F27)
issuer status, it might either be unable to roll over or restricted in rolling
over its commercial paper. For example, if the bank was downgraded, the
conduit Fnight be prevented from rolling over commercial paper until a
replacement provider with the appropriate rating had taken over the
support role, or the bank itself had cash collateralised its obligations under
the facility and placed such collateral in an appropriately rated bank
account. At what stage in such a scenario would the programme be

wound up?

12.What programmes does the bank provide backup facilities to? What

specific structural or other triggers would cause such lines to be drawn?
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13.What contingency measures does the bank have in place to deal with
funding/liquidity needs should trigger events be crystallised and its
programme wound up or backup facilities drawn?

14.If the bank is the sponsor of a synthetic ABCP programme, are these
funds deposited with the bank? If so, how much and on what terms? |Is
there a contingency plan in place should such funds have to be repaid

because of a structural trigger event?
Market risk

1. In calculating market risk, do you use the concept of “Value at risk” (VAR)
or a similar measure? If so, please give us the following information for

each product portfolio:

e What method do you use for calculating value: historical simulation,
variance/co-variance, Monte Carlo simulations or bther’?

e What observation period do you use for historical data?

e What confidence interval do you use?

e What holding period do you use?

e What was the high, low and average VAR in the most recent reporting
period? '

e How does VAR utilisation compare with limits set?

e How rﬁany days (if any) was/were the VAR limit(s) exceeded? What
was the largest excess? What was the reason? What action was

taken?

2. How do you value your market risk transactions? Do you, for instance,
use value accounting?
3. For regulatory capital adequacy purpose, which methods do you use to

calculate your market risk: the standardised or internal models approach?
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10.

11

12.
13.
14.
15.

Do you use stress testing? If so, could you give us a recent schedule
explaining the results (assuming all limits are fully utilised) and the
assumptions behind them, either in terms of scenarios or confidence
levels used?

If the above are not applicable, do you have a system for measuring
market risk? If so, please provide details.

What instruments do you trade? How are your trading activities
organised?

What are your current limits by major trading area (fixed income, equities,
etc.) and what has been the average, highest and lowest utilisation of
these limits over the past financial year? Have these limits been

exceeded at any time, and, if so, what action has been taken?

. What is the size of your trading activities and which are the most important

of these activities?

"How much experience do you have in your different trading activities and

how profitable have these businesses been in the past?
How much of you trading is client related and how much for your own

account?

.We require a breakdown of the different types of market risk you run, e.g.

interest rate risk (including spread, basis and directional risk), equity risk,
currency risk, etc. What is the greatest source of market risk for the bank?
How diversified are these risks?

We need an assessment of the banks interest rate, currency sensitivity.
What degrees of mismatch are allowed?

How is the policy implerhented’? How successful has it been to date?

With regard to your fixed-income securities portfolio, we require a
breakdown of your trading and investment (or equivalent categories)
securities, distinguishing between types of securities. We also need
details of any portfolio which is managed separately at the discretion of

senior management.
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16. Likewise, we would like a rough breakdown of your equities portfolio, and
in particular details of the largest exposures in the portfolio.

17.How do you measure equity risk in your banking book? In relation to
Basel Il, are you planning to adopt the market-based approach or the
PD/LGD approach to calculating capital coverage of your equity
exposure?

18. What are your portfolio valuation policies (both in relation to bond and to
equities)?

19.What are your policies for managing investment risk?
Operational Risk

1. How do you define “operational risk’? Do you include strategic and
reputation risk in this definition?

2. Who is responsible for the bank's operational risk management
framework? Is this framework subject to independent review? If so, who
conducts this review and how often does in take place?

3. Who is responsible for reporting to the board on operational risk? Are the
designatéd operational risk managers, if so, how are they assigned (by
business line, region, transaction, etc.)?

4. In identifying business lines, do you use the Basel Il definitions? If not,
how do your definitions map to the proposed new Basel Il Accord
definitions?

5. In order to identify and assess operational risk, do you currently use: self
assessment (or scenario analysis), risk mapping, key risk indicators,
score cards, threshold limits and/or other measurements?  Which
processes do you intend to be using in 2007/87?

6. What, if any concerns do you have about the overlapping of operational
risk with credit and market risk events?

7. in respect to Basel Il, which method do you intend to adopt to measure

operational risk in each of your business lines: the basic indicator,
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standardised, alternative standardised, or advanced measurement
approach?

8. What have been the costs to date of developing the methodologies and
what is the anticipated or budgeted expenditure for the period running up
to 2007/87?

9. How much capital do you estimate that your operational risk will require
(in absolute terms and as a percentage of your total economic and
regulatory capital)? Please give details by business line if possible.

10.Do you have loss date collection in place for each business line? If so,
how long has it been in place? If not, when do you plan to introduce it?

11.What were the total nurhber of losses and the total loss amount, both
direct and indirect, by business line and event type over the past three
years?

12.Do you apply threshold limits to losses recorded? If so, what are these
limits?

13.How does vyour historical data collection compare with your self-
assessment or scenario analysis?

14.Do you use an external loss database? If so, how effective is this? How
many observations do the data contain? What is the geographical split of
the observations? How often are these data updated? What are the
deficiencies in the external loss database?

15.Do you subscribe to other qualitative data sources? If so, how effective
are thesé? What is the geographical split of the observations? Where
are the deficiencies in these external data sources?

16.Does insurance form part of your present operational risk mitigation
strategy? |If so, please indicate, by business line and event type, how
much of your risk is currently covered by insurance? What is the cost of
this insurance by business line and event type? If you do not currently
have insurance, do you expect to do so in the future? Do you use any

other operational risk mitigation techniques?
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17.Does the bank have any client litigations outstanding? If so, we would
like details of these. What measures, if any, does it have for reducing the
risk of client litigation?

18. Does the bank have other risks of legal origin?
Other risks

1. If you have an asset management business, please provide a breakdown
of assets managed between private banking, institutional assét
management, fund management and any other category. We would also
like a breakdown of investors by nationality, by size of portfolios managed
and by any other characteristics which may appear to be relevant. Please
provide the share of the top ten customers in each asset management
category. What is the percentage split between discretionary and non-
discretionary management? _

2. We should also like a breakdown by type of instrument (equity/fixed
interest) and, within these, issuer, currency and maturity (if applicable).

3. If you administer “ﬁduci'ary” funds/deposits, what are their totals, by
country of origin and by currency? How are they invested — country,
currency and nature of investment? _

4. |s there any latent risk to you in these funds/deposits? For example,
although these funds are legally at the client’s risk, have you ever/would
you ever refund clients for any loss incurred on them? Please site
circumstances.

5. If you have a custody business, we would like data on the volumes and
profitability of businesses involved and details of clients. Does the bank
act as a custodian or sub-custodian for funds it does not manage? We
would like a list of your sub-custodian network and also details of your IT

capability in this area.
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6. How far would your bank go to support its reputation? Would it, for
instance, support all its major subsidiaries? Would it support its
securitisations, even if legally it is not obliged to?

7. Please give details of any other risk not already mentioned that your bank

may be exposed to.
Funding and Liquidity

1. We wfsh to obtain an understanding of the principle sources and likely

| volatility of your funding. We thus require a breakdown of your funding by

type of depositor/lender, currency and type of instrument. To this end, we
require a list of the twenty largest providers of deposits and other funding.

2. Do you have any information which would help to assess the historical
stability of your retail funding base?

3. We need to know how dependent you are in any major shareholder(s) for
your funding.

4. In the case of bank borrowing, we require an indication of the
concentrations of such borrowing, the currencies involved and the
countries of origin of the lenders. '

5. Are there any significant long-term borrowings which will mature this year?

6. We would like details of outstanding debt in issue, including the type of
debt, currency and maturity.

7. Can you provide us with your funding plan for the next 12 months,
indicating the likely form (senior, subordinated, etc.) and timing of ény debt
issuance? In particular can you supply details of any plans to raise
‘regulatory hybrid capital?

8. We require details of any standby lines of credit which are available to the
bank? Please 'inform us whether these are confirmed or unconfirmed
lines. | _

9. We would like a table showing the contractual and expected maturity of

assets, liabilities and off-balance sheet terms in each currency (“gap”

153



analysis). If there are any negative gaps, how does the bank plan to find
the necessary liquidity?

10. Please provide us with a breakdown of liquid assets by type.

11.1f available, please provide us with copies of regulatory returns relating to

liquidity ratios.
Capital, “hidden reserves” and loan loss/risk reserves

1. We require details of your capital/weighted risk ratio calculated according
to the existing Basel G10 guidelines, or where relevant, the EU capital
requirements (i.e. including both credit risk and position risk weightings).

2. We also need details of the calculation of your capital adequacy ratio in
accordance with the national requirements if these differ from the existing
Basel G10 Accord (or, where relevant, the EU capital requirements).

3. We require details of any hybrid debt issues outstanding (that are
included in the bank’s tier 1 capital), including preference shares.

4. We also need details of any other forms of quasi-equity (such as silent
partnerships, revaluation reserves, embedded value, unrealised gains,
underpfovided non-performing loans and overvalued assets) which are
included in you calculation of capital.

5. We require details of any double leverage.

6. Does the bank have any plans to raise tier 1 capital in the foreseeable
future (other than by internal capital generation)? |

7. Have you calculated your capital adequacy ration according to the latest
version of Basel 11?7 Will the new Accord lead to a decrease on increase
in your capital coverage requirements?

8. We need details of your “hidden”/"inner” reserves (if any) whether officially
recognised and qualifying as eligible capital or not.

9. We need a breakdown of the movements on your consolidated loan
loss/risk reserve(s)/aliowance(s)/accumulated provision(s), i.e. the

opening balance, the transfer (provision) from income for the year,
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adjustments for exchange rate variations, write-offs (charge-offs) against
reserve(s), recoveries of past write-offs and write-backs of past provisions
and the closing balance of the reserve(s)/allowance(s)/accumulated
provision(s).

10.We require an analysis of the closing balance of the above reserve(s) in
terms of economic sector, ultimate country risk and currency.

11. We need details on any valuation reserves (i.e., market value higher than

| carrying value) on securities, foreign exchange and precious metals.

12. We need approximate details of any real estate

undervaluation/overvaluations.

13. Please provide us with details of your most significant intangible assets.
Insurance activities

1. What sort of insurance activities is your bank active in: life assurance,
non-life insurance or both? |f you do not have any insurance operations,
please ignore the following questions.

2. How are your insurance activities organised? If they are carried out by
separate' subsidiaries, how are these subsidiaries accounted for in your
accounts?

3. How long have you been in the insurance business? Did you set up the
business from scratch or did you acquire an insurance business?

4. How are insurance products diétributed: (e.g.' bank branches, insurance
agents, independent financial advisers, brokers)? What proportion of the
insurance business is sold through bank branches?

5. How is your insurance operation positioned in the domestic market and
what market shares does it hold?

6. What are the short-and long-term strategies of your insurance operation?
Please provide a business plan if possible. '

7. Is your insurance business currently performing well? Please give

relevant income statement data for the past three years? Approximately
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how much of the group’s consolidated total revenues and net income is
derived from insurance activities?

8. We would like a breakdown of your insurance company’s(companies’)
investment portfolib by major asset class and industry sector.

9. How are insurance risks factored into consolidated capital adequacy ratio?
Do you deduct the value of the insurance participations from regulatory
capital (and, if so, from tier 1 or from total capital). What special éllocation
.of capital is made for the regulatory requirements of the insurance
business? How fungible is the capital between your banking and
insurance business?

10.What is the present value of the future profits of life insurance business
and how is it calculated? '

11.What (if any) are the amounts of intra-group lending between the banking
and insurance operations? |

12.What (if any) guarantees or support agreements exist between the

banking and insurance components of the group?
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APPENDIX B

MOODY’S INVESTORS SERVICE FACTOR MAPPING TABLES

All tables were obtained from Moody’s bank financial strength ratings: global

methodology paper (2007).

Summary of factor mapping — Franchise value

A

Market Share

an
Sustainability™

Dominant in & broad
{multi-product) business
line with very strong,
largely unthreatened
market posidan and
pricing power fi.e. tier 1)
Institutions should have a
wery high share of the
customer's business
{typically above 4
products par customer),
enjoy strong brand name
and display very high
sustainabiligy

Important but not
dominant (i.e, ter 2)
institutions swith & high
share of the custamer's
business (typically 3-4
family products per
customer), OR tier 1
institutions in a niche
product [ine. All banks in
this rating category should
enjoy swrong brand name
and d.if-PLaF wvery high
sustainability,

Good national or
regional market
positioning but
nwither tier 1 nor
tier 2 player, OR a
tier 2 instiwtion in
a niche product
line;

institutions with a
price- or service-
sensithve customer
base.

Marginal players
nationally,
regionally or in a
niche product
line; OR
institutionswith a
highly price- or
service-sensitive
customer bose,

Institutions without
recognized brand
name;

Instiutions with
insigniticant
market share; OR
instineions with
unclear market
positioning.

Geographical
Diversitication™*

Signiticant aperations
at least one major and at
least vewo large markets.
No major or large markst
canstitutes > 509 of
profits, Markets must atso
be lowly correlated and
enjoy highly diversified
economies,

Significant op=rations in (i)
one major market or (ii}
multiple large marl

swhere »25% of protits
from outside primary
market, Markets must also
be lowly correlated and
enjoy highly diversified
economies.

Significant
operations in (i)
one large markstor
(if) multiple
midsized markets
where »25% of
profits from outside
primary market.
Parkets must also
be lowly correlated
and enjoy well-
diversitied
economiss.

Signitizant
aperations in one
midsizad market
or multple local
markets, arkets
must also be
lowuly correlatexd
and enjoy
reasonably
diversitied
economies.

Significant
operations in one
midslzed market
that does not enjoy
a diversified
&Zonomy. of inone
local markst,

g
Stability™**

the Retall Banking/
Consumer Lending, Asset
Management, an
Fiduciary/Transaction
Services business lines are
> 8Q% ot towl profits.

s

Eamnings
Diversification

A monoline business is defined as single business or proaduct line. Institutions are considered t©
ba monsline if they derdwe more than 80% of net income from a asingls business activity or
product, Examples include credit cards, mongage banking, factoring, lsasing, securitles
servicing, project financing, capital markets operations, munieipal or public sector lending, ship
Hnance, ewz. Traditional retail bonking which, by its nature, is diversified between Jending and
depeosit-taking, would not be considered a monaline business,

Bank is a
moneline: More
than 8§0% of net
income is from a
single business
activity orproduct.
S2e examples
belovs,

ana {B) Insurapce.

* The retevant markei(s) ror Market Share and SUStHDID}RY should be astemrined Bassd LSO Where the BSNK NISkes the matonty of s net icoms, The
PEOQraphic size and SCOpsa 0F & TArkAL {or BTy GIVerT BUSINess INTe dapearids upon the NBILM OF the CUSLDMe e pIoducts, and the axistence (or lsek) of legal or
Qo (3CED DIATErs 10 6Ny, THe MleVAnt Morkat for mony ey Hanking proaucts may &5v focal of re@onut, wille Tor other prOaucts it Y 56 (1stional br
laternstional ky SCOEs.  THe relensnt (Navket may siso ckide nonbank COrMpatitars dsponalng UEar the faaoitce.

A daminant or “tler-17 bank should rave & manket share subsaatially greater {ususlly ot least 5096 greater) than lowerrnked competions, It some highh
competitve Markets N0 bank MEY &2 HONINANT, Wh¥e M1 Others there aoild be 2 or 3 dominant Danks,
BACY pOowEt Al KNPOrANt OF “Her2 ™ BarK Ly rinks STIoNg the 130 5 BINKS X1 8 MBrke UL is pot HoMiNRNt &S gonned nbove,

Wb wourd expect st & dnaNnIt plavec would nave

r For the Geagrapticn! DYversIeation sub-ractor, & QOO aIINC msrket Is deined basad on economy, NOT basea solely on politcal boundaries. A singe markat
18y CONSISt OF & reqiovt vathln & Isfger countey {for sXammip, 116 wastant Unksd States), or misy xiclude one Or Mo soaner countries fror awmple the Noatie
countries). & malor market has GDP :» SUST wivlan, A lamge market has GDF or $300 tition - 37 r¥lon. A ailgsized market has GLP or $TGG300 bMion. A

Jocal maked has GOP under £ 100 HINGt.

FaGe DR Eerstions 11 8 ket 16 bo "sanifizant™ thay MU b, prorRiNe STt tave & STOTKE represemation (1.9, More than JUsk 8 oK1 pIesEnce) BVOUHRRIT 110
entire MNKe. I & morket does Not QUany GRCaUSE It i5 NGt NIHY drersifiad, 11 Dank sHoUD 2 assigTed THe MoXT [Wer SCHe.

+*~ Based 1 avision of ths SOK'S pre-tax ne Incomie Fto t1e foliosing 6 Lustness ines: (1) Wnotesales/Corporate, fnvestnent Banking & Traaing. {2) SiE?
hiicdle Market 8anking, {3) Qetail BankwgsConsumer Latakg, (4] Asser managama, (5) Fitualary/Transacton Services [Nicl, Casn fdanagement « Custody),
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Summary of factor mapping — Risk positioning

Corporate Governance'

. Complex ownership structure, e.g. multiple mincrity Complex or privats ownership as described for D, AND
Ownersh] and ownership interests, consortium banks, cross- elther (i} a camplex organizational structure {i.e. ona
()rganlzatlonal .| sharehaldings, pyramid structures, or cireular that is hard tor the board or outside observers to
Cornplexity shareholdings OR = 50% ownaiship by an individual | understend) OR (i) family shareholders or govemment
- legal persan (including the government) or family. officials dominate management.

- Lack of managementdepth {management dominated Lack of managament depth AND deminance of a single
Key Man Risk Fy ﬁn? or tNo Peoplle at most, no apparent successar, | generation within senior managenient.
ack of succession planning, etc. - &.9. & "one-men
shap™) OR dominance of & single generation within the
ranks of senlor managasment.
- Total related-party loans between 25% and 40% of Tier | Total related-party loans > 40% of Tier 1 capital OR no
In51der_and Related- | 1 capital OR less than 25% cf supervisary board is one on the supper\'iwry board is independenpt.
Party Risks independent.
7 i nota D or E scoring on Noiidasl companet s noutrm! aRd Sontribires Nelier posiiely nor negativedy o the BFSR.
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Risk Management and Contrals

Risk Management

Excellent risk management practices

Very high awareness of the key risks of the firm by both super+isory bosrd and senior executives that together, and on an annual basis,
establish the firm's risk appetite and discuss all risk issues at least quarterly, Executives discuss risk issues including the largest credits
and investment portfolios and their respective internal limits monthly and on @n ongoing basis, e.g., through an Asset/Liability
Commitiee {ALCO) and a Credit Risk Committee. High effectiveness of governance structure supported by a dedicated Chief Risk
Officer [CRO), who reports independently to the supervisory board, The CRO will have regular sessions with the Board without other
senior management to ensure full independence, Risk function is fully independent from businzss 1ine management, is empowversd
with veto power, and proactive, Risk management is a key companent of the decision-making process of the Eank.

Very high quality and robust information systems and practices, commensurate with the bank’s risk appetite and protilz, All risks,
ineluding credit, market {both trading and banking baaks), and opemtional risk are estimated both individually and using a measure of
total aggregate risk (e.g. economic capital). Market risk exposures can be extracted real-time and credit risk eXposures can be extracted
the same day. Uniform eredit and market risk limits in place and enforcad throughout the Institution; limit breaches reported the same
day, Developmentof proprietary systems as EdditionanUpport to risk control decisions. Quarterly credit portfalio reviess as well as
topical custamer or industry credit reviews conducted on a reguler basis, including both portfolio exposures and assessments of
expected loss and economit capital. Stress analyses done regularly on all the risks of the firm. Risk-adjusted performance measures
(e.g. R&ROC) are used throughout the firm.

ANote: To achieve an A scorg, all of the above criteria must be met.

Very good risk management practices
High awareness of the key risks of the tirm by both supervisory board and senior executives that tegether, and on an annual basis
establish the firm’s risk appetite and discuss all risk issues at [@ast quarterly. Exesutives discuss risk ssues including the largest credits
and investment portfolios and their respective internal limits monthly and on an ongoing‘ hiasis, e.g,, through AsserfLiability and Credit
Risk Committees, Effective governance structure supported by a dedicated Chief Risk Officer (CR%S that may report independently to
the supervisory bmard. The CRO is not necessarily a member of the management committee, The risk management function is
independent from business line management but may have more of an advisary role rather than being fully empowered with veto
ower, Risk management is a key component of the decision-making process of the bank.

Igh quality Informaticn systems, measuremant tools and practices that are commensurate with the bank's risk appetite and profile,
Credit, market (both tradirig and banking books), and operational risk exposures are measured and reported to executives regularly.
Market risk exposures can be extracted real-time and credit risk exposures can be extracted the same day, Uniform credit, and market
risk limits in place and enforced throughout the Institution; limit breaches reported the same day. S2ami-annual cradlt portfolio reviews
aswell as topical customer or industry credit reviews conducted regularly, including both partfolio exposures and assessments of
expected loss and economic capital. Stress analyses and-risk-adjusted performance measures {e.g. RAROC) are used for key busingss
areas,

Note: To achieve a B score, most of the above criveria must be met, particular]y with regerd to Board involvement in risk matters, the

independsnce and importance of risk managemeant in th firm's businzss swrategy, effective systems and measurement toals

commensurate vwith the bank's business lines and risk profile, frequent management reviesss of the institution's major exposures, and the

use of stress tests for key businesses.

Satisfactory risk management praciiges

Supervisory board is aware of the key risks of the firm but its rele in establishing the bank's risk appetite may be limited. Board should

discuss overall risk issues with senior executives on a formal basis st least twice a year, Executives discuss risk issues monthly and

largest {including house linjit) credits and investment portfalios and their respective internal limits quarterly, &.g., through an Asset

L'léﬁ)i lity Committee (ALCO] and Credit Risk Committe. Good governance structure, Emerging, though not netessarily in place, role of

Chief Risk Officer (CRO) encompassing credit, market and operational risks, Exposures are reported to executives regularly, and risk

units have enforcement power delegated by senior management. Risk functions are independent from business line management;

C howeaver, credit and market risk teams may have separate reporting lines. Operational risE management structure and databass may be
| just developing.

) JSatisfacmryFirr?ormation systems and practices, in ling with bank’s risk profile, but may nesd further integratian or upgrade. Data
evailable on largest exposures very good; less timely data available tor smaller expasures. Quantitative credit and market risk limits
axist, but may not have comiprehansive limit per borrewer, pr:rhaEs becauss lacking fully intagrated systzms. Extraction of information
on current exposures subject w some delays (but less than a week) or requiring some manual intersention. Credit partfolio reviews are
conducted at least annually; largest credits and exposures reviewed more often. Escalation process far limit breaches in place, and
enforced within reasonable perfod of time, Slippage may occur, though infrequently. Risk-adjusted performance measures {e.g..
RAROC or equivalent) may be used, Stress testing may be used ad hoe for only the largest exposures.

Modest risk management practices

Madest awareness of the key risks of the firm by the supervisory board and senior exzcutives and [ess than adequate govemance
structure, Very limited involisment of board in establishing bank’s risk appetits (sznior executives’ role). Risk issues may be diszusszd
less than twice a year by the board; credit and market risks and [imits discussed less than quarterly by exscutives at Asset/Liability
{ALCO) and Cradit Risk Committess, Have not addressed operational risks in a systematic way. Devsloping risk governance structure:
no dedicated Chief Risk Officer (CRO) owerseeing all business risks, Risk function not fully independent, and may report to business
line managemsnt; credit and market nsk teams may also have different reparting lines. Mo formally scheduled annual credit partfolio
ressien

Developing intormatian systems. Uneven quality, availability, and timeliness of risk data: vreaknesses in measuring and monitoring
risks., Current exposures only available with more than a week delay end needing manual intervention to remove inaccuracies, Ad hoc
quantitative risk limits and signiticant weaknesses in escalation process [delay of a week or more). Slippage may occur from time to
time. Risk-adjusted performance (e.g., RARDC or equivalznt) measures ars not used, Stress tests used in limited fashion,

Poor risk management practices
| Poor awarsness of the key risks of the firm by the supervisory board end senior executives and weak risk governance structure. Board
not involved in establishing risk appetite or strategy of the bank. Executives may discuss risk issues ad hoc and discussion may be too
superticial and/or infrequent to be effective (e.g., once a year or less). Mo dedicated Chief Risk Officer (CRO) averszeing all business
risks. Risk function notindependent from business line management.
No tormalized system of quantitative risk limits or regular credit portfolio reviews, Credit Risk Committee is ad hac, No AssetfLiability
Committes exists or lack of depth in risk nanagement structure, Market risk and quantitative taols to measure it are undeveloped.
Operational risk has probably not yet been addressed. Poar information systems, leading to weak quality, availability, and timeliness of
risk data and limits escalation process and allows for limited corrective action. Extracting of risk exposure data is mainly 2 manual
process that may teke weeks or months to complete. Stress tests and risk-adjusted performance (s.g., RAROC ar equivalent) measures
| &re not us=d,

159



Controls*

No control or
governance Issuss in the
Tast & 3rs. Ma gualified
aldits In the last 5 yrs.

1-2 minor control or
governance Issues Inths
last & yrs, Na gualified
audits In the last S yrs,

1 maJor control or
governancs Issus In the
last & yrs.

1-2 major contrel or
gowerniancs Issuaes In
the last & yrs. or any
deliberate earnings
misstaternent fn the
last & yrs,

Weak zontrols whh
mora than 2 major
conwol or

gawarnance Issues in
the last 5 yrs, or any
past fraud by current
sehler managament,

Financial Reporting Transparency

Lonsolidated financial

Consolidated financial

Unconsolidated financial

Firancial tetsments

Financial statemants

Global statements prepared statements prepared statsmants preparsd propared under [ogal | not sudited by an
Compa rabj[ity ungler [FRS/US GAAP or | under IFRS/US GAAP or | undec IFRSVLIS GAAP or  |-GAAP and audited by | Indepsndent
GAAP that 1s GAAP that Is GAAP that Is an independant accaunting firm,
syhstantlal by basd on substantlal Iy based on substantlally based o accounting firm.
IFRS or USGAAP and IFRS or US3A4P and IFRS ar US GAAP end
audlted by an audited by an auditad Ly an
Independsznt, globally Independant, nationally | Independent, globally or
racojnized accounting recognized aceounting national ly recognlzed
firrm, . flrm. accounting firm.
Quarterly reporting Semi-annual reporting Semi-aniual reporting Semi-annual None of the sbows,
Frequency weithin 10 weoks after the | within 10 weaks aftartha | within 14 wesks after tha | reparting within 18
and raporting data, raporting data, AND reporting date, AND viesks aftar the
Timeli quarterly rading quarterlytrading reporting dats; no
Imeliness updlatas, updates, quartecly trading
. upriatas,

. Pubilished financtal Finencial statements ars | Management analysia Adzquatedisclesuras, | Uimitad disclosuras,
QUEI_]I[)«' of statemants ars presantad | prasanted in 8 usar- provides good insight although some critteal information
Public Ina user-friendly mannsr | friendly mannar, most Into busingss and information may ke | may be missing.
Financial and all Important Important information is | finenclal parformance of | missing, Management | Limited or no

- information Is disclosed | disclosad, although the bank basod onthe analysis providas discusslon of
Information at [east annually, with disclosura s notas full as | scanomic substancs and | soms Insight Into business and
mot Informatian for A. Manogamesnt provides buslness ahd financlal

disclesed somi-annual ty
or guartarly, The
includes Jeval of Pls, PL
coverage by provislons,
RWAs, Tler 1 ratlo, credit
risk concentraticn
(Inctuding industry and
gaographlc
conesntration as wall as
soma discusslon of large
cradit exposuras),
detalled buslness lins
perfermanes, funding
structurs, use of
derivatives for trading
and hedging purposas.
hanagement analysls
providss full instght Into
business and financlal
performanca of the bank
basad on tha economiz
substanece and gives @
comprehenshse and
cugomizad deserlption
of the level of risk cerried
by the bank In lssusr-
spaclfic language (incl.
exposuras to credit risk,
Interest rate, FX risk, and
also WaR and stress
testing information). Al
financial information is

| publicly availabla,

analysis prowidas fUll
Insight Into business and
flnancial performance of
tha bank bassd on the
aconomic substance and
glves a comprehansiva
and description of the
lenval of risk carrled by
the bank in Issuer-
specifle language finel.
axposures to cradit risk,
Intecast rata, FX risk, and
also VeR and stress
testing Information),
Extensive quantitativs
disclosures on creditand
market risks, All financial
Information Is publicly
avallable,

understanding abaut the
level of risk carrled by
tha bank In eustomized,
Isstier-speciflc languags,
Thequallty of disclosures
18 not as goad as for &
and B catagorles, but the
koy disclosures ans
newertheless eallabla,
All finanelal Information
Is publicly avallable,

.| any of

financal
performance of the
bank and provides
adequate”
undergandlng about
th lavel of risk
carrled by tha bank,
although in & boller
plate language and
somadisclosurss (8.g.
on markat rlsk) may
bs daflclent.
Impnnant financtal
Informastion ls
pu bilclg avgtlable, If
Ls, RWAs, or
Tiar 1 ratio Is not
disclosad, bank must
be included In this
category or th neyt
lovear one.

performancs of the
bank. Baller plats
language Is usad to
describz risks, Only
limited financial
Information (kay
financlal indicators)
15 pubilicly avatlabla,

v Note: A "malor controt Issue™ 5 derined o5 & hroskdoven in SUCR, COmPIaNca 1isk Managemertt, oparations,
reguintory sencdons or comstralnts an sctivities, or krge penaltles orines relathve 1o those Imposent on oiterfirms for that tybe of fssue ln et funsaiction,

economic josses, sizable Ngstorn exposures, OR reputational damsge.

A "minor contro! ssue® more oMoy resufts k110 economic iosses, may Mvale requisiony sgreements seeking corections {out no ssnctlons), and causes
Httle of po reputstional gamiage. AN eXsMpR Gf & MINor Comam! st might be & regulstory SeRIGIIET Oft SNU-MOorney IUNIenng processes af pther campliance

maters At 15 not BCCOMPanied by Svere reqUISLOrY CONSIrakits ar ACLVERS, 18ge Iifies 6F GTher pUnitive requlstory sanctlons.

Stgesttons ror control IMprovanents made during the norma! cOLrse of BUSINEss by a regulatorn, extemal sUditor or Tl Contral BReCUtves sre ganaraily nat
constdsred Comoof IssUes. In BACKION, 1ga! Setiiernaris rade Wi masrd (0 COMNIN DUSINeSs practiCes Wt &fso AL b2 consiasrent & control issue, unless

the seithment Casts o Anes are Mesizad for that Lypa of Isstio I & given jurfsdiction.

LT SCCOUINNG ENSt Testits I elther
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Credit Risk Concentration* .
. Top 20 group axposures | Top 20 group sxposuras | Top 20 group exposures | Top 20 grou Top 20 groy,
Borrower are?'thg ?uursg of PCOSU% areP tha evorsf_x uf%%%— arg the warsg of %?Js%- ax}gosures arl?; the e‘/.?osur%s m% the
Concentration |of Tier 1OR < 100% of | BO% of Tlar 1 OR 100%- | 100% of Tlar 1 OR worsa of 100%-200% | worsa of = 200% of
Prs re-tex pre-provision 200 of PP 200%5-3505% of PP| of Tler 1 OR 350%- | Tier 1 OR s~ 750% of
ncoms (PP 750% of PPl PpI

) Largast single sactor Largest single sactar Largast single sectar Largast single ssctor | Largest singls sector
Industry exposurs Is < 50% of Tlar gx%osure 1s 60%.200% | ewposure Is 200%-350% | axpogura 1s 350%- exposure s > 500%
Concentration of Tler 1 of Tter 1 500% of Thar 1 of Tler 1
< Thre oversl Credit Risk Cancentration score aquals the lowsr scors of Basroveer Gonceitration of Industcy Contenttstion.

SUb-sOverRign, and OtRr OVem Ment-ralsted GXCOSUCSS &5 Woll ts POVl SCLor BXROSLIFS,

Induestry COACRNITEtIoN MAaSUFES DXEOSLIES 10 LOTTUMErs T SpRcKIc ¥1oustries Or Sectars of the economy: for exampl, Cammercial Rexl Estate, O & Gas,

Fisning, Ship Ballaing, Agricuiturs, Mimng, ete. Does not incitide a(pastre o speciic product Haes {2.q. reskdentisl mowgages or creak cards). Aggmgate
axpostires to Banking or Fnancla) institutions & cansidesed an industry concentration. Ageragste exposures to thie “Public Sectar” Is ot be consldersd arn
Industty concentmtion Umless the public sector entities are highly comeisted,

“* Based on the sunt 07 the 20 fargest eroup expostres, “Group exposure® Incliutas the agomgate of i loans {oLTsanaing smounts plus undmvn commited
OXPOSUres), (IVOSHTIONT Of e g SeCtinitles, COUErpparty exXposures, S1C. 10 reisiod OMOWES WENK 5 Group Or family, Exsiudss sovsed Ives or termal Mmits,
Le, those hstsnces vhere the bank ks not abllgatert (0 extetid crodit.oUtstIAINGS. Alsn sxckides Aga-reted soveradlgn axpasusres, but inciudes ol othersoverslon,

Liquidity Management *

Excelent Liquidity Management

Elfactive measurament, monltoring and sontrol systam for liquidity pesitions In the major currencles In which the bank is active, Effective board and

senior managetment oversight underpinned by good S that provides timely and sufficiently detailsd info. Limits are appropriats to tha size, complexity

and financial condltion of tha bank, .

Banks in this category should have pesitive net funding -- defined es Scurcesdintlows §5) minus Usss/Outtiows (U » zero at every point in time over 12

manths non-access to unsecured capital markats, with no reduction in business activities, Spscifically, an A bank can pay all its liabilities as they fall dus

* | ovar the naxt 12 menths with (ij no recourse to unsecured funding In the capital markets, (if) no recoursa to its own Class 4 or Class 5 liguidity sourcas
(s28 'Llab Islbellow}, and {iil} no raduction in buslness activity {eq: maturing loans would not constitube a Saurce, butrather would be rolled or replaced with

new lending). )

Alsa, tha extent that banks in this category rsly upen non-care funding, they should enjoy ample diversitication of funding sources by typs, nature of the

pravidar of funds and gzographic market and enjoy strong latienships with key providers of tunding (indleated by frequancy of contast and fragusncy

of gse nfi:9 runldlng faurcz%). Liquidity contingency planning s prudent, Incorparating an atalysis of nattunding requlrsmants undar bath bank-specitic

and markst-rslated crisas).

| Vary Good Liguidity Fanagement .

Etfactive maasuremsant, monitoring and control systam for liquidity positions in the majar currencies in which the bank is active. Effective board and
sanlor management oversioht undarpinhed by goad kIS that provides timely and sufficlently detallad Info. Limits ans appropriate to tha slze, complexity
and financial candlition af the bank. .

As a ganeral rule, banks in this catagory shauld have pasitive net funding -- defined as Sourcas/inficws (S) minus Uses/Cuttlows {U) » zero at every point
in time ovar 12 months non-gecessta unsscurad capital markets, with only a modast reductlon in business setivitlas, Specifically, a B bank can pay all
its liabll itles as they tall due aver the next 12 months with (i} ho resourss ta unsecursd funding in the capltal markets, (il) limitad rcoures its oan Class 4
FHquidity soursss, (i) no receurse t fts own Class § liquidity sources, and fiil) anly 8 modest reduction in business activity {any reduction In busingss
activity limited 10 nen-core, hon-franchiss businasses).

Al the axtant that banks in this catagory r2ly upon non-cors funding, they should enjoy ample divarsification of funding sources by type, nature of the
provider of tunds and geoaraphic market and enjay strong relationships with ksy providars of tunding {indicated by frequency of contact and fracusncy
of use of a funding saurea). Liguidity contingency planning is prudent, incorparating an analysis of net funding requirements undsr bath bank-specitic
and market-relatad erises).

Satistactory Liguidity Management

Etfoctive measuremsnt, monitoring and control systsm far liquidity positions in the major cumencies in which the bank is active, Effective board and
senior management oversight underpinned by gaod MIS that providss timely and sulficiently detailsd info, Limits ars appropriats to ths size, complaxity
and financial candltion of the bank. .

- Asa-ganeral ruls, banks In this category should have positive net funding -- defined as Sourcesintlenvs (S) minus UsasfOund lenvs [U) » zaro st every polot
In tima gvar 12 months non-accass ta unsecured capital markets, with anly 8 modast reduction in business activitiss, Specifically, s € bank ean pay all
its llabilities as they fall dus ower tha naxt 12 months with (i) no recourse 1o unsecured funding in the capital markets, (i) heavy relianze oh its own Class
4 liquidity sources, (lii} no recaurse to its own class 5 Hquidity sources, and (iv) only a modagt redustion in business sctivity (no reduction In businass
activity that could parmanant}y impair franchisa value owing to a lass of customers or reputation),

hodsst diversitication of funding sources by type, nature of the provider of funds and geographic market and quactionabla relationships with kay
providars of funding {indizated by fracuancy of canlact and 1requensy of use of & funding souree), Liquidity centingshey planning is prudent,
Incorporating an analysis ol nat funding requiremants undar koth bank-specific and market-related arises),

Modest Liquidity Managemant . j L . )

Quesstionable n1easuramant, monitoring and contral system for liquidity positions in the majar currencies in which the bank is active, uestionable
board and senior management aversight. kIS may not provids timaly and sufticlently detallzd into. Limits may not b appropriate to the slze, complexity
and Hnancial conditlan of ths bank, R R .

Questionabls measurament, monitoring and ozntrof system for liquidity pasitions in the major currenciss in which the bank Is active, Questionabls
board and serior managemant oversighl, bIS may nat provide timsly and sufficiently detailed info. Limits mey not be appropriatz to the size, complaxity
and financial candlidon af the bank, . .

Asg a gansral rule, banks in this category should hava positive net funding ~ defned as Sources/Inflows (5} minus UsesiOutflows (L) > zaro over 12
months nen-accessto unsecursd capitel markets, but may have some iming gaps and same reduction in business activities. Spacifically, a D bank can
pay all its liebilities more or less as they tall dus over tha next 12 months, although there may be some gaps in the timing, with (1) no recourss to
unsscured funding in the capital markats, (i} recourss to al| classas ot liquidity scuress (aven Class 5), and {ill) some reduction in business activity feg:
less than half its maturing leans eould bs rolled or replaced with naw lending).

odest diversitication of funding seurces by typs, nature: of the provider oF tunds and geographic market and quastionabla reladenships with key
providers of tunding {indicated by fraqusncy of contact and fraquency of use of a funding seurcs). Lass realistic liquidity contingency planning.
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Liquidity Management *

Poor Liquidity Management
/| Institutlons that do not qualify for pravious categorias

E

¥ Hquidtty Menagement Motes:

Tiis sUb-Ta0t0r TOCUSEs OF NOW Well B BaW. CAM MENage & Namespeclfic TISFUpt of £5 randiig. This colld be the resuit of NMVESIOr FeGCLIoN 10 protiems &t
sknilsr Instittlons orto problems st the bank el Hek:og s Mult-notel dovwngrade, Whitke such s doymgrade may be wiiikely & highly rated bsny Is
noneiheless expacted iy be able 1a SUvive & IMURLNOC!T downarede without delsaking on lts okilgstions {or requirkg & bailoutta svold defsult). The focls is on
DO QUICKLY arrl LaSHY the Bank wWill bo able to 600258 Fxarnaive HQUITITY to meot ongoing Neuldity heeds ¥1 the evait (e DEMK SUS & 10sS oF 500ess to
unsectred amamng. .

Ugetaity Uses/Quttiows {U) -

Lisbiitties Tsling aue -- witalestle debt as welt &s other confidance sevsitive deposits — and contingent liabtittles (l.e, committed Hines of tredk s can be arawit
dovat as well @; other rundiIg FeqUren &ts Tor OILDA1aNce sheet COMMEMBTE SUC &5 leiiers bl erecit and Ananclal guarantess, swaps, wittten OFG options,
maein calsetc).  Factors such as oiversNIcsion snd relaticship ullding are seen 65 especlally Yoportant Irr evaltistiig the axtent of NadliXy run-off end & bank's
CERECRY 10 Fepitce runids, Watched Booxs (eg: repas) shoukt e nettad, ond only net NSy amounts considered & use,

Lty Sourses/intioss (S) By Class (oosed It thme Within Which caft bo convertad to cash) --

Sourcas of NGUXIRY include oash AOW fDT 0parations nd ahidenos from subsialerles (et of txes, 8na Only If AU restiictect By & SUBSICisTy's reguiator) plus the
following and shoula be estimated i3et of reasonable halrouts Yor price Tuctuatons, Hqddity, relxtlonship raatications, ee. Msturing sssets shotld ke considered
3 SGUTCR Of HGUIay oy (0 the BXENE The THTEspONnaIng fedusdon In business SCtieky is consistent Wil the SEoring descrited ehove,

CLASS T {one weok sources)

Castt, governimet securitios or atfer assats witich can be soldlrepoediused &s colatecal In thie markest fwith appropsats Nalrcuts) or are egible &= cotlatera! i
contrsl DENK's routing open Msrket OLeratinns (DUt onty Ifsuch contrs! Bank LOMOVIRGS VOn't Jeopsrdize CUSIOMmer Confdence), &t estabiished and commitett
secured 3 unsecured credit Nites v no Wigterial AQverse Change ¢iauses - MAQ - from stimilar o tHgher rated banks

CLASS 2 (two week sources)
(Itter Markecable Securkios sUCH os Hsted equURles ara Iterbarik loans Wil apprapriate Nalrellts, Antf assets tat €t Lo used as Collatars] kT woll-estanlshed
secUntization end/or covened Soid Frogrammes (PIogranimas must be abis 1o provide 6osh Wi bvo weaks) .

CLASS 3 (3 montn sourcss)

Banks' saleable 08N POFTTOND vt Rasonabi schatle Tor the USposal. ICkIdes assots tat Car be Used 85 CONBIral .t established secURtization and/or covered
bond programmes (BUL 0Ny Jar anks that NBVE Lse( SLIGH [rOgesiTies WININ te Past Vedr for THS Chass of assets). Limited crodit sroukt be given to (1) markets
whers Dans e not frequentty transterred 4nd do Nt routinely inckide loan-sale cluses i nan documsntation, (%) for those banks that have Aot developad 8
network of customtacs with whom I has concliudad nsn-purchase sgreemi s,

CLASS 4 (6-8 month sources)
Miquict loans or secuntles Not capabla or balng readlly Sold, INCRICAG assels that Gat Do Used 85 coliatersl Iy securtizations er cavered bond, bt & BaIks that
have not ut¥ized such assers In & sectiidzation ar covered bosd programimie W the past yese

CLASS 5 funcertaln sotces)
Bank proimises, Xivestment in subslalatles, private equity haXixigs, suborains: ed/mezzaning debt holaings, snd frotibled oradis.

N N — < 0% e Tier 1 T1%-20% of Tier 1| 219%-35% of Tier 1| 36%-50% of Tier 1| » 50% of Tiar 1
Market Risk Appetite * | capital is at risk dus | capital is at risk capital is at risk capital is at risk wapital i at risk
to market risk evernts

* Warkst Risk Appatite alms at captiring the sensithity of both the taaing &0d Nen-red¥iq BONKS to Malor Changes in key thancial variabls {Incitsolng ivterest
rates, £X, equity prices, cradit sprasds),

T) It stress tests or ecONOMIC Capital BIOCE od 1O MATKSE f1SK CafAUre the pOLertisl 105s 0T KO e reding &nd the AoM-trading bOOKS 10 M0 MENKSE Movements
sra seallable, the rostits should be usad, axpressed &s o parcentage of Fler T capkal, &5 the messire for market risk appatite. -

2) I stross tests aTe noT avalshls, Bd Up s8pATStely pstimated W05ses COMmMING fom the trading aad Non-trading Looks, snd express 65 & poeantsee of Tiar 1
Captal: .

{a) For e trading ook, mukipty 5 umes ine 10-day §9% avecsge YaR ror o 1xm's rathng Bopk for & Givert calohdar year (& 1-tdsy 8995 VaR can be converted o
T0-0Ry 9% by Using a mutoplicative Tactor of 3.162).

{b) For the non treaing (l.e. banking) book, estmate the ope, UNTEAERd COSIONS of HIL UM TOr 2achY of the Tollowing fisks and calculate the patentis bss
barore tax for e5Cl ri5k based ort th e SensiuvEY of the DOOK t0 the foNowlIg stress teks. [If avallable, one year Y8R cark be used [o1 t10se fisks on Wiilch it s
reparted, stress tests shouXT be calculxtadt 1o e otner 1iKs.

Interest Rate Risk Equity Risk Foreign Currency Risk
EUr0zone, Japan Change in market value of equity” fora +/- . . o R
100 bps change In rates 4 25% decline in 5232 lﬁhiggrila?l;ﬁlgirtztz‘izg‘zg‘;ﬁ n
Marth Americe, UK, otner +/- 200 bps equity prices othermios '
developad markes
Daveloping Markets +F- 500 bps 50% 40%
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Summary of factor mapping — Operating environment

Standard/de'latlon /

Standard deviation

Standard dewiation

Standard deviation

Economic Stability Standord deviation of GDP growth 2.3- | of GDP growth 4.0- | of GOP growth 7.0- | of GDP growth
of GDP growth <2.3 7.0 12,0 >12.0
: . . WB Corruption WWB Corruption WEB Corruption
Integrity and Corruption | vwg Corruption Index between 1,20 | Index between 0,60 | Index beteresn - WB Comuption
) Index > or = 2,00 -1.99 -1,19 0.35 and 0.59 Index < -0,35
Length of Length of Length of Length of Length of

Legal System *

fareclosure an
residential real
estate < 1 yr

forsclosure on
residential real
estate 1-2 yrs

fareclosure on
residential real
estate Z-3 ys

foreclosure on
residential real
estate 3-5 yrs

foreclosure on
residential real
estate > 5 yrs

= Thre egal system should be evaluated frstly based U361 gt of forsclostne on residentict reat estate. If such Information s not readily avatiable of Is Aot
coasidarad InICAtve OF the overal rule of law, anatysts will evaluats the legal system on the basls of the erlectivaness of commercial contrsat iawy, the perfection
oF cofateral Bankruptcy lew's ar ol mnsldorﬁ'ons gt orthelr Impact {fevorabie or unfavorabie) enthe banking systeme Hoveaver, I foteclosure data 15 not

used, then e scofe ca only be € orlave:

Summary of factor mapping — Financial fundamentals

;Praffmb:f {y PR _

PPR %6 of Aug A 0.5% 1.4%

Met Income 96 Avg RWA 0.3% 1.0%

Liguidity - P o E e T :
(Market funcL, - quwd r\=<rts) % Total Afspts 10% 20% 20%

Liquidity iMlanagement scare from Risk Pos moning

Capital Adequacy

Tier 1 ratio (%]

Tanglble Common Equxty % R‘.’JA

Efficiency oy R s

Cosdmr’ome ratio” 45% 65%

Asset Quality Sl et G Ly s 7 I i R Rt s i
Problem Loans (%) Gross Loans 0.8% 0.8% 2% 2%, % 8% 12% 12%
Prablem Loans % (Shareholders’ Equity + LLR) 10% 10% 20% 20% 30% 30% 509 50%

¥ Cost/iricome ratlo = total AaM-NIErsst eXFEI50 63 & RErcontage of Lotal FeveniUes [Which IS calculated a5 the tOtal OF NeL NIterest HIDONTE pHUS NCTHIRerest

Income Inckidiig the net of galns orlosses oY) securkles ssles),
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BFSR SCORECARD WEIGHTS FOR BANKS IN MATURE MARKETS

,,,,,, ..., Category Dverall’
0 WNeight Weight
Merket share and sustainability 25% 5.0%
. . Geographical diversification 25% 5.0%
5, Y,
Franchise Velue 40% 209 Eernings stability 5%, 5.0%
Earnings diversification 25% 5.0%

g Corporate (Governanoe 16.7% 3.3%

P Contrals & Risk Management 16.7% 3.3%

Lo . 0 .

. Financial Reporting Transparency 16.7% 3.2%
[:74

£ | 50% | Risk Poshloning 0% 20% | Credit Risk Cancentration 167% | 33%

= Liquidity Menagement 16.7% 3.3%
@ & Warket Risk Appetite 18.7% 3.3%
g Regulatary Environment 10% 5% Requlatory Environment 100% 5.0%
b= Econamic Stability 33.3% 1.7%
= Qperating Environment 10% 5% Integrity and Cerrupticn 33.3% 1.7%
% Legal System 33.3% 1.7%
= PPP % fveg RWA 0% 3.9%
< g e s 29 e
b Profitability 16.76% B | Net Income % Avg RWA 50% 3.9%

o ] (Parket funds - Liquid Assets) 7 Total Assets 36% 2.8%
n L7

S‘ Liquidity 16.75% &% Liquidity Management 64% 5.1%

8 Tier 1 ratio (%) 50% 3.9%

L Capital A 5.75% v

5 |50% aphta| Adecuacy 18.75% 8% Tangible Comman Equity % RWA 50% 3.9%

% Efficiency 7.00% 4% Costfincome ratio 100% 3.5%

= - Problem Loans % Gross Loans 50% 3.9%

P
- Asset Quality 13.75% | 8% | problem Loans % (Equity +LLR) 50% 3.9%
Lowest Score 30.00% 158 ]{\5519n&d to levweest combined tinancial 100% 15.0%
) actor score

Wote that in the table abave there is at least one adverse consideration for Corporate Governance. If there were no
adverse considerstions, ft would receive no weight and the weights for all other factors in Risk Positioning would
increase by sn equal amount. In addition, a score of D or E in Controls, Credie Risk Concenwadon, or Quality of
Financial Reporting would incresse the weights of these sub-factors and reduce the weights on other sub-factors
within Risk Posidoning. In this case the bank s also considered = “monoline,“and so the welght on each of the four
sub-factors for Franchise Valve is equal. ¥ the bank is not 2 monoline, then Earnings Diversification gets no weighe,
and the weight for Franchise Value Is evenly divided over the other three sub-factors (Market Share, Geographic
Diversification, and Earnings Srabiliy).
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BFSR SCORECARD WEIGHTS FOR BANRKS 1N DEVELOPING MARKETS

- Sub-Fattor
e N height L2
tarket share and sustainability 25%
. Geographical diversification 25%
<& Value 9 7%
Franchise Valuz 10% Earnings stabllity 25%
Earnings diversification 28%
g Carporate BGovernance 16.7%
3 Controls & Risk Managemeant 16.7%
. ] . .
- N I Financial Reporting Transparency 16.7%
2 |70 k Posit 3 porting Iransp
%‘ 70% | Risk Positioning o 21% Credit Risk Concentration 15.7%
i = Liquidity kanagemsnt 16.7%
B g Market Risk Appetite 16.7%
5 Regulatory Environment 30% 21% Regulatory Environment 100%
2" Ecanamic Stability 33.3%
% Operating Environment 30% 21% Integrity and Carruption 33.3%
%- Legal System 33.3%
et e PPP 9 Avg RWA 50%
= Profitabil 5,78 5% )
g rofitability 18.75% ° Net Income 9% Avg RWA 50%
L , - (harket funds - Liquid Assets) % Total Assets 44%%
Liquidit; 5,
é Uty 18.76% 5% Liguidity Management 58%
8 . B _ Tier 1 ratio (9%) 50%
S | 30% | Capital Adequasy 1878% | 8% | gible Common Equity % RWA 50%
; Efficiency 7% 2% Cost/income ratio 100%
= Problem Loans % Gross Loans 50%
L Asse i 5,75 5%
<=t Quality 16.76% Problem Loans % [Equity + LLR) 50%
Lowsest Seore 30% 0% ff\ssigned 16 lowest combined tinancial 100%
actor score

Note that In the table above there is at least one adverse consideration for Corporate Governance. If there were no
adverse considerations, it would receive no weight and the weights for all other factors in Risk Positioning would
increase by an equal ampunt. In addition, a score of D or E in Controls, Credit Risk Concentratdon, or Quality of
Financial Reportng would increase the weights of those sub-factors and reduce the weights on other sub-factors
within Risk Posidoning. In this case che hank is also constdered a "monoline,"and so the welghr on each of the four
sub-factors for Franchise Value is equal. If che bank is not 2 monoline, then Earnings Diversification gets no weighy,
and the weight for Franchise Value Is evenly divided over the other three sub-factors (Market Share, Geographic
Diversification, 2and Earnings Seability).
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APPENDIX C
QUESTIONNAIRE

The questionnaire addresses the qualitative aspects of ratings and tries to
establish the quality and frequency of qualitative rating factors in co-operative
banks. The regulatory and operative environments aré excluded from the
guestionnaire for the same reasons as discussed in chapter 4. The questions
are based on the same format as a multiple choice questionnaire. Answers may

range from 1 to 5; 1 being the worst and 5 the best.

e Who are your clients?

o Does your bank serve a community, employees, group etc?

Franchise value

Market share and sustainability:
e How many co-operatives banks are there in your area?
e What would you describe your brand recognition is in terms of the local
co-operatives in your region/area/community?
e Describe the quality of customer relationships in your co-operative.
¢ How wéll would you say you are protected against new competitors
entering the market?
e How many clients do you have?
Geographical diversification:
e How well is your client base diversified in terms of economic activity?
e Do you have a system on which you capture client info?
) W_haf type of collateral do you take against loans?

e How well protected is your market, or market share?
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Earnings stability:
¢ What is your main source of income?
¢ What percentage of your earnings can be classified as recurring (excl.
interest)?
e What is the quality of your earnings stability in terms of:
o Barriers to entry
o Switching cost
o Earnings volatility
' Earnings diversification:
e What is your main line of business (product)?
e How rhany products do you have?

e Are you taking deposits?

Risk positioning

Corporate governance:
¢ How would you describe the board’s efficiency, structure and experience
in dealing with risk?
e How is your board dealing with risk?
e How would you describe your quality of execution and application of the
criteria stipulated by the Co-operative and Co-operative Banks Acts?
¢ How regularly do you have board meetings?
e Describe the quality of the following:
o Independent directors
o Voting rights
o Shareholder control
Controls and risk management |
e To what extent is key man risk present at board level?
e To what extent do operational senior management have an influence on
the board in the decision making process?
e To what extent would you say is insider and related party risk present in

your co-operative?
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To what extent are the policies in place that address the major risks
inherent to your co-operative?

To what extent are these policies applied?

How do you measure risk?

Do you apply the safne risk policies to directors?

What is the quality of the systems that provide information in terms of the
major risks as they pertain to your co-operative?

To what extent does your co-operative comply to the criteria set out by the

National Credit Act and the Financial Intelligence Act?

Financial reporting transparency:

Is your bank’s accounting done in terms of GAAP SA?
Are you audited by an external, internationally recognised accounting
firm?
What is the time lapse between the financial year end of your institution
and the date of you reporting your financial statements?
o 5-2 months
o 4 —3 months
o 3—4-6 months
o 2—inside ayear

o 1—longerthan a year

Credit risk concentration

To what extent do you have:
o Borrower concentration (same area/organisation etc.)

o Industry concentration (how many industries do you service?)

Liquidity Management

Does the co-operative have a well-defined manner of measuring and
identifying liquidity risk?
Does the co-operative have a well-defined and structured manner in which

it handles liquidity risk? (e.g. ALM, derivatives, etc.)
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Market risk appetite
e Does the co-operative have a well-defined manner in which it monitors
and measures market risk? '
e Does the co-operative have a well-defined and structured manner in which

it manages market risk?

e What are your criteria for granting a loan?
e How do you measure credit risk?
¢ Dou you make provisions for bad debt?

e What percentage of .your loans is overdue?
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