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Abstract

Overview

The proliferation of finandal instruments in recent years has renewed the inferest in
fimancial risk disclosure and reporting,  South Africa in particular has been exposed not
only to the increased variety of derivative products, but has recently been re-entered to
the world economy. This has created a need to review the standard of reporting by South

African companies.

Companies wilhin the financial services sector have been mosl impacted by these recent
changes. As these companies deal in products that create and transfer risk, their
financial risk reporing must be clear and detailed for the user to understand the various
exposures to these risks. Inadeguate reporting of risk is likely to lead to g higher cost of
capitat. Therefore it is of value to South African banks to evaluate their disclosure against
lgzal and inlemational benchmarks o test Ihe adeguacy of the financial risk disdosure
presented in the annual report.  Complianee testing also serves as a proxy for the
usefulness of the disclosure presented by the banks. A further proxy for the usefulness
of the disclosure is the inclusion of a sample of international Bbanks to benchmark the

performance of the South African banks.

The listed South African banking industry is dominated by four large commercial banks,
namely ABSA FirsiRand, Nedcor and Standard Bank. Two private/merchant banks have
in recent years shown strong growth and have taken an increasing market share from he
commercial banks, namely Investec and BOE. The remaining banks are all fairly small in
comparisan to these banks. For Lhe smaller banks, there may be factors other than size
influenging the extent of their risk disclosure. This raises further research guestions that

are beyond the scope of this dissertation.

Research method

The research problem as to risk disclosure was investigated by compiling checklists of
the South African disclosure requirements regarding financial risk disclosure, and by
developing an international best practice checklist based on the recommendations of

international standard setting bodies.

The disclosyre presented in the 1995 financial statements of 12 South African banks was
soored against both checklists, | addition, 5 United Kingdem and 3 Australian banks
were scored against the international best praclice checklist to provide a meaningful

benchmark against which the South African disclosure scorés could be evaluated,

&n investigation into the adequagy and usefulness of financial risk disclosures in listed South African banks: 2000 iii
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Statistical tests {Speamnan rank-order correlation) were performed to evaluate the
association of: credil risk disclosurs to the level of advances provided by the South
African banks, market capitalisation at year end to the extent of financial risk disclosure
presented by the South African banks and the number of shareholders against the extent
of financial risk disclosure presented by the South African banks, The results of these
tests provide some explanation regarding the extent of financial risk disclosure presentad
by South African banks in their annual reports.

Conclusions

The results of this study show that;

o South African banks comply adequately with the lacal reparting standards” disclasure
requirements far financial risks,

= compliance by South African banks with a derived international best practice
benchmark is inadequate,

» maost of the largest United Kingdom and Australian banks measured by level of
advances provide adeguate disclosure against the derived international best practice
benchmark,

« the extent of credit risk disclosure is significantly associated with the |evel of
advances provided by a bank,

+ the extent of financgial risk disclosure is significantly associated with the market
capitalisation of the banks, and

s the extent of financial risk disclosure s not significantly associated with the rumber

of sharsholders.

An invastigation into the adequacy and usefulness of financial risk disclasures in listed South African banks: 2000 i
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List of definitions (with associated explanations)

Adequacy s a value based term used in this study. The term adeguacy, for the purpose
of this study, refers to the adequate {iLe. full) compliance of the banks with the
requirements and recommendations of local and international disclosure standards. The
rate of compliance with the disclpsure standards and derived best practice has been used
as a proxy for adequacy,

This is another value based term used in this study. The assumplion has been made in
this study that the disclosure developed by standard setting bodies is useful {refer {o the
discussicn in chapter one — statement of the problem). The rate of compliance of the
banks with the disclosure standards and derived best practice used in this study is
therefore also used as 3 provy for usefulness.

Risk is defined as "uncertainty as to the amount of benefits. The term includes both
potential for gain and exposure o loss” (ICAEW, 1809, pB). The reparting of risk {i.e. the
transparency of companies with regard o the uncertainty of fulure benafits) is important
as econemic performance is essentially measured by comparing the returns earned
against the risks taken to earn the return, “Transparency refers to a process by which
information about existing conditions, decisions and actions is made accessible, visible
and understandable” (Working Group on Transparency and Accountability, 1898). It is
impertant to recognise that risk encompasses both upside risk {gains) and downside risk

{lpsses],

The evaluation of envircnmental risk addresses the broad environments in which the
company gperates. |In countries where significant investment is held, sovereign risk must
be examinged. Social impacts and changes in technology are evaluated as these events
affect the industry as a whole, Sensitivity to changes in the financial or regulatory
environments is assessed. The impact of legislation and actions of competitors must alse

be reviewed. These rlsks are highly subjective and in some cases are company specific.

Operational/busingess risk is concerned with the faiture of internal systems that result in
losses, reputation and other company specific risks, Cther issues within the ambit of this
risk include risk of service failures, human error and fraud, Many of these issuaes are
difficult to guantify. Often identification of these issues eccurs after the event,

Financial risk is comprised of a number of specific risks, each of which is important in a
banking organisation. They are: credit risk, marketlequity risk, interest rate risk,
liquidity/funding risk and currencyfforeign exchange risk. Definitions ef each of these

risks are provided below.

Aninvestigation intg the adequacy and uzefulness of financial risk disclosures in listed South African banks: 2000 W
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Credit risk

Marfet riak

interest rate tisk

L fquidity risk
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Capital adequacy

Tigr one

Tier o

Fisk management

"Credit risk is the risk that one party to a financial instrument will fail to discharge an

obiligation and cause the other party to incwr a financial loss” (1AS 32 pddh), 1995).

"Market risk is the risk that the valve of a financial instrument will fluctuate as a result of
changes in market prices whether those changes are caused by factors specific o the
individual security or its issuer or factors affecting all securities traded in the market” (FAS
32 p A3{alii). 1995)

“Interest rate risk is the risk that the value of a finencial instrument wili flugtuate due to
changes in market interest rates” (IAS 22 pd3{a](i), 1995},

“Liguidity risk ... is the rigk that an enterprise will encounter diffficulty in raising funds to
meet commitments associated with financial instruments.  Liguidity risk may result from
an inakility to sell a financial asset quickly at close to its fair value” (|AS 32 pdaic), 1295)

"Currency risk is the risk that the value of a financial instrement will fluctuate due to
changes in foreign exchange rates” {|AS 32 pd3(a)(i), 1995).

"Capital adequacy ratios are a measure of the amount of a bank's capital expressed as a
percentage of its risk weighted credit exposures... Two types of capital are measured —
tier one capital which can ahsorb losses without a bank being required to cease trading,

- and tier wo capital which can absorb |losses in the event of & winding-up and so
provides a lesser degree of protection to depositors than fier ong” {Reserve Bank of Mew
Zealand, 19899 - italics added).

“Tier one capital is capital which is permanently and freely available to absorb losses
without the bank being obliged to cease trading. An example of tier ong capital is the
ordinary share capital of the bank. Tier one capital s important becavse it safeguards
both the survival of the bank and the stability of the financial system.” {Reserve Bank of
Mew Zealand, 1999).

"Tier two capital is capital which generally absorbs losses only in the event of & winding-
up of a bank, and so provides a lower level of protection for depositors and other
creditors. 1t comes into play in absorbing losses after tier one capital has been lost by the
bank ... An example of tier two capital is subordinated debt” (Reserve Bank of New
Zealand, 195848

Knowing the risks faced by a banking organisation does assist the user of the financial
statements, hut a more accurate assessment of @ bank's risk profile can be made if a8
bank slso discloses the “hank’'s management strategies and policies for managing and

controlling those risks” (Basel, 1298a),

An investigation into the adequacy and usefulness of financial risk disclosures in listed South African banks; 2000 ¥
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Chapter 1 - Introduction

Introduction

Curreflt issues The improvement of risk disclosure and risk management are currently topics of
internatignal focus. The Waorking Group on Transparency and Accountahility identified
that this concern is partially due to recent financial crises that have hampered the world's
financial markets. The Asian financial crisie highlighted the importance of 2 stable
banking system but also the importance of understanding the risks involved in each
banking organisation ta prevent bank failure. “In short, transparency and accountahility
help to improve economic performance” {(Working Group on Transparsncy and
Accountability, 19983

The developing markets for derivatives and other financial instruments have led to
companies trading in these instruments facing accentuated risks, the bulk of which are
located off the balance sheet. Unless fair values of these instruments are disclosed,
“these derivatives are effectively invisible, Depending on underlying price movements,
such derivatives {e.q. finamcial forward cormtracts) can have substantial values and can
represent significant risk positions that may transform an enterprise’s financial risk profile”
{IASC, 1997 — italics added}). Financial institutions are particularly susceptible to the
increased risk as they trade in these instruments frequently. “The nature and extent of
banmks’ financial activities requires the development of disciosures of financial risk
exposures beyond those necessary for most commercial enterprises” {IASC, 1997 —
italics added).

Risk disclosure in South African banks is of particular interest following the transfer to
curatorship of New Republic Bank on 29 January 1899, Furthermaore, risk management
has come under scrutiny following the outcry over the South African banks collsctive
exposure 1o a2 collapsad Macmed {a health-care equipment group). "Woreogyver, even the
more respected hanks go through periods when they may seem prane to large bad debts.
It happenad to Nedbank in the mid-Bighties. Now Stanbic, which had its nose blaodied in
Russia lats |ast year (1998), appears as one of the largest Macmed creditors™ {McMulty,
1988b — italics addad).

Increasing pressure from government and other special interest groups relating to the
pravision of finance to low-income earners by the major financial institutions, haightens
the importance of quality risk disclosures within the South African environment.

“During 1958, ‘bancassurance’ — the convergence of banking, insurance and investment
sarvices - gatherad momentum in South Africa” (Banking Council of South Africa, 18949
The roje that banks and these new combined financial service entities play regarding the

An investigation into the adequacy and usefulness of financial risk disclosures In listad South African banks; 2000 1
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stability of the economy as well as the reasons mentioned above makes banks, their risk
disclesures and risk management highly topical issues.

intermational prograss Before |AS 32, the only risks that were required to he disclosed in terms of the
international accounting standards were general banking rnisks [contained n 1AS 30
{reformatted 1994} paragraph 50 to §2} and provisions and contingencies (145 10}

In 1895 the Intemational Accounting Standards Committee issued 1S 32 on the
disciosure of financial instruments. |AS 32 recommended narrative disclosures about the
financial risks organisations faced. This standard improved the disclosure required from
bianks and other organisations.

The IASC has recertly added the revision of |1AS 30 to thelr projects list, 183 30 deals
with disclosure by banks and similar financial institutions,  The revision was considered
necessary following the release of 1AS 32 on financial instruments disclosure and |AS 39

on the recognition and measurermnent of financial instruments.

The Basel Committee's transparency group (consisting of supervisCry experts oh
disclosure angd reporting representing the central bank governors of the world’s largest
tent economies) has made significant progress over the |ast few years as evidenced by
the volume of the reports produced, In particular they have produced reports focussing
on the disclosure of derivatives and recently on disclosure of risks In banks. A number of
consultative and other discursive papers have been released on the topic of risk
disclosure, for example a consuitative paper on Best Practices for Credit Risk Disclosure
refeased in 1995 and subsegquently updated in September 20600, Thelr proposals should

assist in improving rigk disclosure in banks.

“The IMF has two primary responsibilities: overseeing the stahility of the international
financial system, and acting as an adviser o member dovermnments” (Working Group on
Transparency and Accountability, 1998).  Repeorts have been issued by these
organisations seeking to improve the disclosures of risk on a national |evel and to
impraove the communication amongst the world’s econcmic markets.

World organisations such as the G22 and G10 have pooled thelr resources in
establishing wvarious committees to investigate the issue of disclosure {also termed
transparency) as well as the issue of accountability for that disclesure.

While significant activity by international organisations is evident, as described above,
individual countries have also taken up the challenge of improving their risk disclosures.
The KZAEW in the UK are a prime example. They have a steering committes o examing
the issue of financial reporting of risks. This aroup is examining the disclosure of all risks
to which organisations are expoesed, including non-banking erganisations. The report “No

A investigation into the adequacy and usefulness of financial risk disclosures in listed South African banks: 2000 p
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Suprises  the case for better risk reportng” was produced i1 1998 following o gager the

groyup nad published in 1297,

Thraughout this study, two foreign countries are used for cormparalive purposes, famely
the UK and Ausl-aliz, The method of testing adoated in ihe stucy required a comaarison
with foseign companies providing financial statements ir a similar s'le 1o those of South
Alrican banks. To idertfy these countries, the style of reporling in South Africa hac ‘o be
noed,  South Afrcan banks follow e Angio-Saxor stye of reporting.  This apoears
reasonable v the light of fact that the majority of South Alrican banks were originally
branches of UK barking groups. Australian barks tvo nave UK origins. The US on e
otner naqd doss rot conform to this method of reporting. Irdeer intermationai studies
fewe shawen that fhere is o ggnificant diterence ir the styie of reporting behween the LIS
and Europe. This stems larpely fom the legislative envirgnmants nowhich each country
reports,  For this reasoa, the US was excluded from e scope ol the dissertal on,
Furthermore, the US nas not embarked on extersive narmonisalion programmes as nave

the courtries examined.

Tne aoplicable sccountirg stardards (0 South Afdca are AC 120 ard AL 125 These
standards prescrnbe the cisclosure Tor banks ang Tnancial instruments respectively. AC
120 was issued in 1993 and AC 125 in 1057, Recent changes v financial markets, the
moreasad  mportance of dervatives and other linancial instruments oa flaancia
mstitutions and the impact of recent aoliticer refarm on the econamy nave all sen'ec o
charge the extent of risks Taces by banks, Whilts &5 120 s promulgates GAAP, 1t is not
represeatative of the sisciosure fhat shoud be required fram a bark ir today's financial
market, Trus s illustrated ir chapter lwe in the ciscussion ol disclosure issuas. AT ©25

merely follows A3 3.

Lenislation regarc ng disclosure by banks bas sisv recenly urdergong a change. Belore
149494, the Companies Act {in terms of Bart WV of Schedule 4) a'owed banks and othar
financial institadions o creale hidden reserves. These reseves were Lsad o smooth
profits 1o boost publlic confidence n the stabiliy of the organisation and therefore the
banking sysem as a whoe. This schedule in tne Act was repeaied for ingncial years

commencing on of aver 1 January 15994,

The overall stancars of reporling by Sauth African banks has been reasorably good. |n
Ermsl & Young's 1899 publication "Fxcellence in Finaacial Reporting”, the wp 100
companies by market capitalisation were reviewed.  Of the companies listed in e
banking sector, egnt were eviewed.  Two were rated in the top 10, three in Ine
“exuellent” cutegory, oie in the “good" category  and  two o owere  considerad
“unsatisfactory™. It shaule be qolec that the Ermst & Young sureey evaiugten all
disclosure whereas tus study reviews only linancia! risk cisclosures of these

Lreanisations,

Arireestigation into the adequacy anc uselulress of Mnanc al risk disclosures ir listed South African banks: 2000 4
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Further improvement in disclosure is expected following the issue of circular 8/99 by
SAICA {effeclive Decemmber 1999} This circular reguires the auditar to ensure that a
company has ndeed complied with the requirerments of the Companies Aot and the
Statements of Generally Accepted Accounting Practice where this fact is stated in their
financial statements. Where deviations are found, these must be disclosed in the audit
repaort.

White the ovearall raparting standard appears to be high, financial risks that banks face
ara particularly mportant as banks play an important role in ensuring the stahbility of the
gconomy. The complete disclosure of financial risks must thersfore be of an excellent

standard.

Disclosure is the means of communicating to the users of the financial statements. There
are & nurmber of users of tha financial stataments of banks., being shareholders,
employees, intermediarigs, regulators, depositors, potential sharaholders, the madia and

investment analysts.

Each of these users is in spme way interested n the risk faced by the varipus banking
organisations. Through globalisation and increased corporate aclivity in South Africa, the

intarest in these organisations financial statements is increasing.

One of tha objectivas of this study, therafore. is to detarmine whether tha numbar of
shareholders in a South African bank influances the axtent of financial risk disclosura

provided based on an intermational benchrmark.

SAICA have embarked on a policy of harmonisation of 8A accounting standards with
thosa of the JASC. This policy of harmonisation couplad with the recent aconomic
reforms a.g. the easing of exchangs controls, increases the importance of benchmarking
54 financial statermaents with those of the rest of the world.

Given the introduction of the South African economy to global markets, disclosure by
South African banks participating in the pursuit of foreign investrment is reguired to be of
an international standard {in terms of adequacy and usefulness) in order fo be
comparable with their foreign counterparts. It is therefore recessary to compare the

South African banks’ disclosurg against an intamational banchrmark.

As it is generally only the larger South African banks that can compata at an intarnational
level, ona would axpect that the size of the South African bank could have an impact on
the extant of the disclosure provided, |t is therefore a further objective of this study to
evaluate the correlation between the extent of financial risk disclosure provided based on

An investigation into the adeguacy and usefulness of financial risk disclosures in listed South African banks: 2000 4
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an intermational penchmark 2nd the sire of the Soulll Aftican bank (as determined fy the

lwans and advances provided and by marked cap lalisation).

The benrchimark ssad in this study is 2 derived checklist fiased on lhe proposais end
recommendations of international orgarsations as owell as internzstionsl accourting
proncuncements.  Thess hadies have made the most advances with regard to the

development of firancial risk disclosura.

The bulk of the international bodies are represented by "first world” {ie. industrialised)
countries. The proposals made oy these Dodies ame stll applicaile to the South African
situation as 38 has g “Tirsl wold™ banking syslem. Tradilionally, Soulll Arica has been
clagsilied as an "emergitg ecoromy” (e a developing courtry). This is not oue for our
banking svstern. A frief hackground to the South Afrcan danking industry is given in

chapte: bvo,

Some country specific standards and proposals were reviewed as complementary to the
irlerrational standards uged in the development of the best practice checklist, in
particular, those of the Urniled Kingdar and Susiralia (as counlries also in the process of
international harmorisation).  An industry compadson of these countries with the South
African banking indusiny would be superflicus. As the Waorking Group on Transparency
and Accountabiity (1988) idertfied, finangial sectars in warious couniries are different
However, these differances should not affect the development of an international
standard of risk reportdng. Kisk reporting is pervasive scross all borders. 1he disclosure
required 0 terms of an nternationz stzndard for sk reporting should be consistent,
vrespective of the mature of individual countey's financiai sectors. A lack of congisten:
reparlifg undermines lhe ability of analysts and olher vsars o cndersiand and assess

risks in bankirg organisations acrass bordess

The focus of this swdy is on standards being developed by niermnationa: bodias for
international application.  As the South Africen Reserve Bank has adopted a policy of
using  lhese  internalional  siandards.  counlry specific  analysis I8 uniecessarny.
Furthermare. all the ather counties whose standards were reviewed are "first weorld”
couriries. Mareaver, the banking indusiries within thase countries nead not be similar to
Saull Africa. This study any examines financial risk disclosure not all disclosure. A
banks, irrespective of their environmeant are exposed to these rnsks. While the weighting

of the r'sks may vary, the risks remain and require disclasure,

A full discussion of the benchmarking organisations 8 contained in chapter b, Chapter

fiwe containg commerntary on the derived best practice checkiist,
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Statement of the problem

The purpose of financial statements is to provide the user of those financial stalemeants
with information that is useful for their sconomic decisions (AC 000, 1980}, Those
résponsible for developing disclosure standards must be attempting to cater for the needs
of the various stakeholders. |f disclosure's purpose ts useful information, the presumption
can be made that a compliance test of disclosure in the financial statements can be
considerad & proxy for the usefulness of disclosure, While some disclosures may be
maore important to particular groups of users, the establishment of relative weightings

would introduce an unnecessary level of subjectivity to the study.

Where compliance of local disclosure iz tested against well-developed international
disclosure, the compliance test can also be used as a proxy for the adequacy of the
disclosure contained in those financial statements. This assumes that the standard
against which the disclosure 1s compared is of itself adequate. Since experls in lhe fisld
of disclosure are developing these standards and these bodies are developing disclosure
that is considered to be of use to the stakeholders, one could assume that these
standards are adeguate and represent best praclice. Furthermore, the standards
developed by these inlernational organisations foliowed a process of extensive research
and discussions with international experts on disciosure. It should be noted that while the
requirements of these standards may be deemed adequate, "peor disclesurg praclices

foften} stem from inadequate sompliance with and enforcement of existing standards

{Warking Group on Transparency and Accountability, 19498 — italics added).

The main research problem that this study will attempt to answer is therefora:

Are financial risk disclosures of listed South African banks both adequate and useful
when compared to internationai best practice?

A fuil listing of research guestions is contained in chaptar 3,

Adequacy of financial risk disciosure for the purposes of this study has been determined
by testing compliance of local banks against local standards and the derived Intarnational
best practice checklist. The compliance test will go some way in proving the usefulness

of the disclosure as well as deficiencies within the local reporting standards

The compliance testing goes further to include a sample of UK and Australian banks.
The evaluation of the compliance of foreign banks against the international best practice
checklist will provide a further indicator of the usefulness of the disclosure contained

within the checkiist and the adeguacy of the South Aftican banks disclosure.

An investigation into the adequacy and usefuiness of financial risk disciosures in listed South African banks; 2000 6
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The checklist derived for this study was compiled using the recommendations and
standards of various international bodies. A fUll discussion of the benchmarking
organisations is contained in chapter two. The results of the various compliance tests are

discussed in chapters four and five

The impertance of evaluating the financial fisk disclosures of local companies against
intermational best practice can be seen when evalyating the |local disclosure standards
currently in force. The accounting standard {AC 120} for banks only requires narrative
disclesure on general banking risks. Additional disclosures are mostly voluntary or
vaguely worded. While the financial instrument disclosure standard (AC 125) has gone
some way to improve the risk disclosure reguirements, further disclosure may yet be
required. The determination whether further disclosure is necessary can be established
by comparing the results of the extent of comptiance by South African banks against local
reporting standards and an international benchmark,

Users of the financial statements should alse have an impact on the extent of disclosure
provided by the banks. Sharsholders arg a significant group that should be able to
request of the board of directors that additional disclosure be provided where it i relevant
to the needs of the shareholders, To evaluate this impact, the correlation between the
extent of financial risk disclosure provided and the number of shareholders in the South
African banks was tested. The research guestion is detailed in chapter 3,

Increased foreign competition s also requiring banks to compete at an international level.
Accaording to the Banking Council of South Africa (19948}, this been a motivating factor in
the spate of proposed bancassurance mergers. Furthermere, "a strong banking sector is
necessary both for internal growth and for international trade and investment. A strong
hanking sector requires scrupulous adherence to exacting international standards” e,
disciosure {(Banking Council of Seuth Africa, 1999).

South African banks are also seeking to compete with foreign banks both within South
Africa and abread, The ability of a South African bank to be competitive abroad is largely
a facter of the size of the bank {i.e. the ability of the South African bank to provide
comparable and competitive service when compaied to the best efforts of the foreign
hanks), One would therefore expect that the disclosure by South African banks
campeting at an international level to be of a higher standard. This guestion is effectively
tested by determining the extent of the correlation between the size of the bank {as
determined by |level of advansces and market capitalisation) and the extent of financial risk
disclesure. The research questions are detailed in chapter 3.

Everingham, in the Excellence in Financial Reporting survey, summarises the importance
of compliance with intemational standards: "As we were dealing with the top companies
by market capitalisation and our markel is very much a global market, although classified

An investigation inte the adeguacy and usefulness of financial risk disclosures in listed South African banks: 2000 7
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a5 an cmorging one, it seormed fght to us that the finaneia: siatemenis showd take steps

towards mecting the cxpectations of the global investor” (Ernat & Young, 1998)

Objectives

The ebjeetive of this study s to cvaluate the exient of compiance of local and faregn
listed hanks with an irternazional best practice beachmark as well as the useluness of
the disclosure to the users of the finaacial statements.  The evallation of the rate of
compliance will serve as a proxy as te the adequacy and the usefulness of the lirangizl

risk disc'osures provided by South African hanks.

& comparison of the mate of compliance of the Suuth Ahican banks against the looa)
reportng standardls and Lhe irtemeational best aractiee cheeklist will scrvee b highlight the
defeicneics in fthe local reporting standards. The derived Sest practice checkiist could
serve a8 A point of deparure for South African standasd setters in the develupment ot an

improved reporting standard for Soisth African banks.

The impact of the reintroduction of the Bouth Africar economy to the inlermetional market
will e avaluated through lesting the associzlion of sice to the extent of financial risk
disciosurc.  Size would boe the appropriate indicater as ic is the larger banks that are
pursLing the interrational market. The smalier banks are focussing un their growth in the

damessc markel,

Finally, an additonal aecive of this study is to determing whether lhe uscrs, gs the
primary racipients of the informat'on 0 the annuail fingneial slalemeants, have an impact

un the axlenl of the finangial risk  sclosure provided by the South Alrican banks.,

Value of the research

The walue of the rescareh lies in ks ability to focus attention on the pestive and negative
aspacts of nsk disclosure by South African banks. Grean the globalisation of Lhe South
African sconomy, the infernational benchmarking to be conductad in this study should
preve to be particulary useful to local hanks, particicarly in the dight of the results of
comaliance of the foreign banks testec. The results of the scoring of the discosures
providec by these banks wil provide South Africar banks with illustrative examales of

aparopriate disclosures,

While nol overtly addressec in this cissertalion. valug can be exbacted e the

identificaton of deficiencies in local reporing standards applicable o South African

A irvestigaiion into the adequacy 21d peefulngss of fingncial sk disclosires in Leted Sonth African banks: 2000 B
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banks. This can bo achicved in lhe comparison of the resalts of the compliance tests

porfarmed against loca standards and the denved international best practice checkrist,
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Chapter 2 - Background

Industry background

Before 1954, isolation of South Africa from the world as a resull of poitical ideologies
served to stunt growt and competition within the fnarcial services scotor. Stahbility 0 the
finarcial sector was en‘orced lhiough goverrmenrt policies ard restrictons,  The limited
si7e ol the markel crabled 2 fow maor players in the barking sector to thrive, This is
evicenced by lhe slrong sosition of only four commercial banks i Soult Africe. 't has
orly been ir recent years that private/merchant barks have had e caportunity to grow

ir: terms of marked share.

Major polisical reform ir 1994 was carried over inte the fnarcial secior. The banking
sector was chalenged with re-integration inn the internationa’ financial envircament as
well as the irireduction of foreign competitica ip e domestic emvironment. Gowverrment
aohicy {e.g. the slow relaxation of exchange contrels) resoricted re-integration to g gradual

level, Thig was done to ensure 1he stasling of e economy.

Despite the lack of odiers ve devesament dur ag lhe yedrs of solslon, e struclure that
was i place was reasorably sophisticaicd. The majoer relorms introduced, thereiore,

corcentrated or improving $ie existing struciure.

“Bouth Arrica is well-known in the international faancial community for the sophistication
of i finarc.al markeis™ (Soutl African Reserve Bank, 18990 Howewver, the formal
banking sectar is still gomirated by four large banks, namely ABSA, Standard Bank,
Medasark {urder the sarner of Negoor) and First National Bark (under the newly listed

FirstRard).

Whie these commercizl banks domirate the zarking sector. nicke banks are taking an
ircroasirg market shamo by callealvely offerirg & wide rarge of products. T big rezil
sanks are st erder total orslaught. Lalest ligures shbow privae banks are stealirg mors
of thei- wealthier cients and smaller oanks continue o siphon off insta mer: and leasirg
BUsIness ard home [oans” (Wood, 15998 An Errst & Young reaort in 1998 on glosal
sankirg ang [narcal seraces “found Hat finarcial senvce provicers ingrease macket

share gy ofterirg a aroad and diversilied set of products ang sersces” (Bigoli. 1998).

Bruce ¥oung, a partner of C-ost & Yourg., indicated that the traditioral commergial banks
are buing forcer to join forcos with irsuraree organisations to “puy macket share”. In
doing so, the camaanies "ake advantage ol economiss of scale . opl mise lechnology
and ~atinralise™ (Bidoi., 1598).

An investigatior into the adeguacy and usefulness of firanciai risk disclosures in liszor South Aficar parks: 2000 10
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in response to increasing competition and international trends, the domestic commercial
banks are moving towards integration of financial service organisations, commanly
termed "bancassurance”, The influence of Angle American rgsulted in FirstRand
becoming the first bancassurer in South Africa (e, comprising both banking as wetl as
insurance interests), While they have not merged to form a bancassurance groug, a
recent insurancefbanking relationship has developed between Old Mutual and Nedcor,

Within the South African barking sector, there are three clear groups of banks. The
sector is headed by the four commerctal banks as indicated above. The second group
comprises the two barks of BOE and Investec (focussed on high-worth individuals and
corporate entities) that continue to show substantial growth, The third aroup consists of
the rest of the sector. The banks in this third group are a mixture of commercial and
private banks.

While beyond the scope of this dissertation, it must be remembered that an additional
group of unlisted banks also influence the market to a limited extent. These banks are
normally branches of international banking groups or companies that are listed in the
financial services sector because their business focus is not mainly banking.

At the time of writing, the South African banking sector (8s listed on the JSE} consisted of
14 banks (excluding the South African Reserve Bank), Six banks comprise the bulk of
the market with the remaining banks being owned either by the largest six banks {(by
asset basa), or by other holding companies (both forgign and domestic).

Four of the top six banks (ABSA, FirstRand, Medcor and Standard] are the traditional
commercial bank, providing finance to the general public. The other two banks, BOE and
Investec are focussed more on the provision of finance to high-worth individuals (normally
professionals such as accountants, lawyers, doctors ete) more so than a traditional
commercial bank. The remaining banks in the sector provide a combination of the

services as described above but to a lesser extent.

The most noticeahle determinants of size in the South African banking market are the
size of the loan books and market capitalisation. The size of the lean hook is particularly
significant as this is the main function of all the banks examined in this dissertation.

QOther significant indicators of size may exist but are beyond the scope of this dissertation,

The post-1984 reforms as well as increased intemational competition have resulied in
hanks being exposed to increased risk, particularly with regard to recent foreign banking
crises. Increased trade in derivatives and other financial instruments has heightened this
exposure. Diversification by South African banks into focussed business units has
resulted not only in improved returns on equity but has also spread the nisks anising from

An Irvestigation into the adequacy and usefulness of financial risk disclosures in listed South African banks: 2000 11
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tracde in derivativas and olher inancial instruments contained in 2 banking business woit.
Most of the larger banking grolps now have asurance, asset management and ofer
cansultancy subsidiaries.  Each of theze units contrbutes more to tae revenve of e

LroLp each pear,

The Soutn Afican banks are zlse aggressively pursang che international market. The
Clearas| exampe of e persiit of internatonal business s Investec "waich now Bources
ower 80% of garnings ollside SA” {Theobalo, 2005,

International development towards improving financial risk

Introduction *One of the major financial evenis of 19938 was the melt-down of tne Asian markets. |tis
not surprising that this has already been used as a justification for the cause of
internatianal accaenting standards.  Arthur Lewitt, Shairman af the LIS SEC, has agled

trad transparent capital markeats demand sirong acoeunting s:andards:

ook across the Pacific,. These counltics ake paying @ price for a system detined more
by relationshin-drivern finance tharn rmarckel cvalyalion of fsk and refurn. Everyons fere
knows what investors cxpoct. Thoy cxpoct clesr, comparable, dependable and hanest
reporiing of events as thev accur. And, if hose cxpodtalions arc nol mel, not ool will o
company's fulure be jeopardized, bt soowill the fundamental rust that allows cur systorm

b cperate.

We can ncwver forget hal losseh.  As techrology ahd the farces of more globally
integrated markets redefiic the oporation of capilal markels, new demahds for capiial are
increasing that must be satisfred &t & global icvel Thore has boon afl infermational eftort

... arseveral projects to roduce dispanlics in fepocting and disclosure requirements.

W arc very Sensilive lo e costs assotialed with not-uniform standards — parficularly
those refaling lo accounting. Bt as we aftermpt to answer the call for more harmony, we
miist focus, first and forcmost. oo the neods of capilal rmarkels and capllal market

particioanis.

Parlivipalion in U5 capiial markets delfvers great bensfits — but momborshio has o price.
White we are fooking for walkse to roduce fosts. we will nol do 2o O diminishing the

Benefils o markels provide,

! don't presume fo dormand that he world's capitat markets adapt our standards. Gut any
set of global aecouniing slandards maost safisfy a fundamental test - docs it provide the

foCessany rasparency, comparability and fill disclosure 77 [Ernst & Young. 1998)

A imvestigat'en ko the adequacy and usefulness of Ninarcial risk disclosures in fisted South African banks: 2600 12
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This guote sammar.sas the mair issues areurd which risk disclosere is boing discussod.
Frsly, risk disclusare car improve market officiercy by givicg the ivestor the
agpropriate informatien. Secondly, complete atd censistert disclosare crsures the
irvestor's trust. Thirdy, improved tsk dscosare has lhe ability 1o reduce the cos: of
cagital through betier jwicing based on camplate irtarmatior.  Fourthly, harmorised
standards bave he potantal of reducirg disclesure cosls if criformly applicd.  Lasty,
irterrational stardards must be complete ard eqsure ransparercy that = comparable

across borders.

fost vrgarisaiions developirg disclosure standards, paricalany ir the jropesals for risk
disclosire, rafer to 02 or mare of thesa ssuas, This devoiopment has boeea particalary
prevalent since the Asian cnsis, Risk discosure i firgncial institutions has bocome an

ims.Je of internatioral carcerr,

Markel efficiancy Cne of the tasks of the Basc! Comimttoc's transparcrcy grocp is to improve market
cificicacy threugh improved ¢isc osare,. This follows she coasidoratiors of the Werking
Groap on Transparency and Accourtability.  This Werking Groap (1898 ident®ed the
carfribution that disclascre makes an the eliciert allacatie of rescurces. The supply of
informatior to market poricipanis belps to stabilise the markets as exgectatiors are
ratioral and justificd. “In esscroe, market discigline is fourded on the cbservation that a
spand and well-maraged bank iz able to attair better toerms ard coaditions o

transuclions with inflormed and rativiallyv-bekaviag market courterpartics” (Gasel, 1998)

Market disciplire also cicourages baaks to wct prudeatly knowirg the useors of the
financial statemerts will review the exposcres. “Ursafe” or “«sky” hanks are identified
earlier, especially i times of marke! stress, by the sfzkebolders allowing a timaly
withidrawal of barks that would bave otherwise failad. This iends isell 1o 2 more stabla

friancial system.

Pueblic disclesura 2lsa preverts ovarrcaction e or paor estimabon af risk by inveslors ard
cther stakeholders.  “In ar imperfect market, it has been amphasized that tinaacial
anaysts can rever perfecty s.bstitate for the deficiency of a fimm's disclesure policy”

{Gibson, 1599},

The steering committee for Snarcial reporting at the ICACW skowed that risk discloscres
decline fram fhese contai-ies it preéspeclases to lhose conta-cd in anraai reports. Thoy
aitribute the dectire in the share proe and irceased cost of capgital of the owiy Lslod
companies to the reduced <sk disclosure. Hisk discles.are (8 viia! in comectly picing

sharcs.

Market discipline also kas a part to alay i the sapervsion of banks. The Reserec Bank
al Mew Fealani changad iheir method of separdision r 1896 to are of asing jjublichy
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frvirslors” frust

Cost of capital

avalable docurneais o supervise their banks. Micholl {1996 noted that the intermetionrsl
cormuniby wes uncomfortable with the level of transparency that such 5 move would
bring, especially the bank managers and directors. “In aeinciplo. the market, depositors,
and the general public ave no less 2 nead for infoarmation thar does the reguiator” (IMF,

1907

Invistors are less ikely te trust disc osures in the tnancial statements of barss [ those
disclusures consist of oaly goed wews or it no news is disclosed lollowed by sudden
releases of the negatve infarmation. Disclosure should boe timely and unbiased. Tnis
uiids the investars conlidence. "Market confidence inomanagement depends gruciaty or,
koeping the merket inforrmed of significant developments.  Directars whao have not
explained their inlarmation risks are kely to find themselves punished by investors with

unrealisic expectat.ons wno are caught by surprise” ((CABVY, 18995

[rvostars' fris) will estend inte efficiont 2liocation of resources rom the capital markets,
Those companics thal adapt g palicy of complete disclosure will maintain the lowest cost

of cepital,

“All ather things being equal, a coempany where management has a reputatien for ‘ne
surprises’ will enjoy the lowest sustainable cest of capital and the hignest susainabie
share price. We believe that a company taat acts this way will probably also fuities
erhance sharchalder yvaluee by iinproving iss rise management. When we talk ahout 'no
suUrpriscs’ we do not imean that companies should smooth their carnings trend by tuening
the tup of aceounting prudence: on and ofl or that they should eimingte volztlizy at ail
costs. Inreality ' a0 surprises’ will involve teil ng it as it is. If the results arve really valatie
they shouid be reportcd as such ard t snould ot come as a surprise to the market”

(ICAEW, 1999).

Tho Basel Cornmittore: is also all the opinian that improved disclosare would lead o ban-s
having mere cflicient access 10 the coptal markets. This would lead ta improved
Alocation ot capital resources. Gihsen [19599) in a paper supportad by the IFCI mentions
that a mot'vation to disclose risk s the opportunity of a lower cost ot equity shouid the
company wish o reise addiional capitel.  She added that 2ralysts’ rating of a bans
moved 1 relation to the lovel of disclosuce provided [(Gibsor, 18%9)  The Basal

Curnmittec 2lso support this vicw,

Business Doy (189990} identificd that cssenbtiolly lrancial instilutions geacrate prafit
through te repeckaging  al risk, Furthermare,  they  indicated  that  the prapor
meastrament of risk is 2 «ey element in ensuring efficient zllecations of capitai. Ta
achieve propar measurerent of risk, infurmation must be avaiiable. Proper disc.osure is
one of the mecnonsms of making et inlermation available, thoreby ensanng ellicient

dllacation ol capital.

An nwestigation inte the adequacy and usefuiness of financia. risk disclosures 7 listed South Afrcan banks: 2000 14
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Disclosure cost

Camparability

Conziuding FHemarks

ftroductian

If accounticg s@ndards are harmonised, those organisations cucrently producirg both
neticrar disclesure ard intermational discesure would 20w orly have (o produce one s

of fnancial staterents. 11 s weold decrease the cost of disclosure ta thal orgarisalis.

For the iaternational accourting standards 1o be prescribed worldwde, the stndards
must ensure complate disclosure, wihich will arsure ransparency in lhe morket place,

Far markets to become more efficiel, appropriale irformalior s seglired,

Current accounting stardards are vague about the disclosyre reguiremenis for risks
fared by business endities,  Prescribing disclosurg is ona of the mectarisms of ersuring
comparabiliey The prescrbed disclaosure must also cxcluds any ambiguifics,
Furthermone, lbe IRF (1287) show thal campanies are reluslant lo voluntanly disclose

more thar arolher sompety, particulary when dealing with sersitive informeatiorn.

Kuhaer {1897 shows that market risk disclosure wveries dramadically betwesq fhancil
irstitudians, The theary that market ferces will easure thas all necessary disclosure wili be
mede does rot hold true. "TES lire of thought igaares the Tacl haf what comrparias
disciose i1 public s not driven purey by precise ecoromic caiculaiion. it is direslors who
make disclosures and they have opinions, interests and views about markets, They are
aiz0 affected by the behoviour of other compeanies and a presumptionr that vou only

disciose what vou heve o (HKGAEW, 1959,

I each of the above cases there has beer o call Tor neveased disclosure, be il &0
increase in quaatity or quaity. By far the majority of cases, the irternational bodies are
caltling leor ar increase in the quality of the disclosure currently provided. arifermiy of

praseqlalion 7o comparalkiity ard ertercement of these improved standards.

Disclosure issues

The discosure ssues araund the disclosure of finaacial risks, for most "first weorld”
couniries, lies mare in the quality o and the manaer in which the disclosure should be
prasedled rather than geqeraticg new discosure. As South Afrca appears to lag behird
the rest of the world i1 terms of disciosure practices, some of lhe d'sclosUre

resommended mey De new Lo South African comparies.

The IMF {1537} released a -eport coqs derng the issues of quenity of disclosure and other
irformation provided oy banks. This sedlion i designed oo highlighl the issues

surrouading firancial sk disclosure ard explanalion of lhe effect o firancial [isks.

A irvaskgalion into the adecuacy and usefulness of finandial risk disclosures in lisled Soulh Alrican hanks, 2000 15
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{ ending activities

Trading activities

Derivatives

Over the years, banks have diversified their business to heyond the traditional role of
mere providers of loans. However, this activity still accounts for a large portion of the

banks business.

The lending function requires & significant amount of judgement regarding the
creditworthiness of the applicant. These judgements are not always accurate. As such,
a significant credit risk exists with regard to counterparties not performing in regard o
their obligations. This problem is particularly significant in South Africa congidering the
increasing pressure from government and special interest groups for banks o make
funds ayailable to low income earners. Should these groups prevall, the banks will be
exposed to a significant concentration of credit nsk,

Movamenis in interest rates also significantly influence the value of and performarnce
under loans to ow income eamers,  In the South African environment, with volatie
markets, fixed interest rate agreements may result in losses far banking organisations
should interest rates move significantly. Exposure to interest rate risk should also be
considersd and disclosed,

Security provided under loan agreements is not always reassessed and the #ssets may

have deteriorated. This increases the banks exposure to credit rigk.

Lending activities can also sibject a bank to liquidity risk, “Liquidity risk arises from the
inakility of a bank 1o accommaodate decreases in liabiities or Jund increases in assels,
When a bank has inadeguate liguidity, it cannot obtain sufficient funds, either by
increasing liabilities or by converting assets promptly, at a reasonable cost, thereby
affecting profitability” (IMF, 1997,

The trading activities of banks exposes them to market risk. This is as a result of
changes in market prices which influence foreign exchange rates, equity and debt
instruments. As the providers of foreign exchange, banks are particularly susceptibie to
market risk, Deterigration of fareign exchange rates could lead to Insses for the banking
organisations providing foreign exchange. Trading in other derivatives can also expose

the banks to further market risks.

Current disclosure standards have not dealt sufficiently with the broadening derivative
markets, AC 125, effective from December 1998, on the disclosure of financial
instruments and AC 133, effective from December 2001, on the recognition and
measuremeant of financial instruments have begun to address the ssue of derivatives, but
further disclosure may yet be required. The use of derivatives can often expose a bank
te greater risks than are evident from the balance sheet, M is for this reascn that
extensive disclosure is required where the derivative activities in a bank are material.

The use of derivatives usually exposes the bank to more than one type of risk, for

An investigation into the adequacy and usefulness of financial risk disclosures in listed South African banks: 2000 16



A1 i) KKK 1

Use of mtarnal models

imter-redztion of nsks

Kew information for

analysis

Master of Commerce

gxample an an interest rele oplion, “the aurchaser has the night — but not the ebligatien -
to lock inlo & gredetermined interast rate for a given periad of Fme. The writcr of the
astion is exrosaed solely 2o market risk in resaect of interest it movements, whereas the
purchescr s addizionally exoosed to credit fdsk” (British Bankers' Association, 1896 The
usc of dervetivas and the stratagy fo which the derivatives bave beon azplied should be
disclosed in sufficient detail te arovide the users wit information to make an assassment

as to the condition of the bank with regard to dervative exposure,

Ranks are increasingly using internai measuremeant models to measure and manage
Ehancial risks. As suck, the results of tigse medels should be noluded wizh the
cummentary on risk management and measoremend  In particular & deseristion of <he
modal, how 17 s azplied and the assumptions used should be incloded in the
commentary. The modslz used should also net be revewed insslaton and the results of
the sress testing and additional analyses that should bave been performed to ovaluste

the results of the mede! saal.d 2lsa be disclosad.

The increasing soatistication of he finencial risk disclosure standards has rosulicd in
financial risks baing reviewed n isolation with derivaives seen as a separate issue with
regard to risks. A “hack fo basics” aparoach saouid De adopted. The IME (18597 noted
t1at “best practices for d.sclesing market risks are still being develozed. However, the
intention s for a bank to repor: risks from a porfolic parspective wneraby ail the financial
msdrurmenls related o fhe majos calegones o rsk arc examined woogoiher. and financial

dervalives should not be leaked 2l in selation from the rest of the balance snect”,

The IMF (1887 notad further that "the market, depositors, and the generai pubhic have no
le=s a need ‘or infurmation thar docs the regulator”. Moreover, they noted some of the
key infurmation requircd by the suporvisors of the regu alory bodies to evauate risk, The
Basel Commites toak g infermartion ideniifisd in the IMF papar into cong'deration in
gvaluating disciosure pracices in order 10 propose best practces for particular

disclosures.

Key information identificd included the following:
¢ pdiscussion af the general risk management envirsnimens,
e Credit risk:
= ikl hood of dousiful debts conversion in actua! credit rigk,
= e credit sk of over-lbe-counter (OT0) derivalive conracts measures at the
cest of reslacing the contract saould the cawntersary default,
risk cancentrations and related sarty transact ons,
detzils an countariarties with the larges: credit exoosures,

= segmental analysis by nusiness ling, geograpnic area and related zarty,

A cnvestgaton into the adegaacy and vscfulness of financial risk disclosures in listed South Afr can bhanks: 2000 17



rak) West WMaster of Commerce

o anaysis of non-perfforming lozns, paymoent cepacity of courteroarty, collateral
ali,
= interest rate risk:
o maturity structure of nterest bearing assets ard liakilit es,
o aft-baance sheet itens used to hedge interas: rate gan.
o mawrity position inciuding hedges,
o porifolio of interest baarirg instiuments e Vguid marketable for,
o sarsitivity analysis by irstrument for movemoents in the interest rate, effects of a
change in the slone of a yield curve and scenario aralyses,
*  CUMancy sk
o matunity tables for sach currency ir which the bank ahs substanzive poaitions,
o oegils o il apen positions,
= @iy profiles of all oulstanding foreign exchange cortracts,
= ameasure of teal equity Ask [including detai's on how the measurement is made).
= fderivatives;
o posidve and noegative realacement cosls,
= detailed accourtng Joicy,
= ewxioosure by financial risk,
e liguidizy risk:
o maragemnert meshodoiony,
o digiribuiior, corcentrat on and tyne of furding source,
o firm iloar commizmerts, foreigr excharge transactons, commitments o
aurchase securities ard sxpected shortfalls in cash flow,

= sengitivity analyses demaonstraing effects of changes n future cash fdows.

The bulk of the sbove key ir‘ormatior required was drawr from the IME repor: "Qualizy of
Irformasion, Suoarvsory Reporting, ard Pablic Disclosure” (28987). This s tha kKey
infarmazior required to evaluata the risk orofie of a bank. Ths internadioral best praciice

checkiist goes further than the above in its reguiremeants.
Much of the informegiar idertitied abowve is stdl aat requrred by local s:andards. The

irformazior reguirsmerts ntroduced by zhe miematioral best oractice checklist have

been highighied in the tebles of disclasure sCores in chapter 4,

Benchmarking organisations

totraduction Mas: af the benchmarking arganisgtivns that ware ussd in the development of the
disclosure checklist are internasdioral bodies set up to oversee ratioral ecoromic or

suaervisory bodics or to investigate particular issues.

Er.i“'..’west'gamn into the adeguacy yad useiulress of financial risk disclosures n listed South Afr can harks: 2008 15
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Basal Committan The Base! Committee sits ot the Bank of International Settements (the recognized
mtermational Central Bankl.  This Committee s representes chiefly by thie ten argest
warld econemies. This body investigates anc provices assistance with regarg to bank
regulation by national regulatory bodies. Ore of the sub-cormmittees within this
orfknisaton is the transparency groua whose task it is to investioate ane recommend

disclosure for banks.

The Basel Committee has released many renorts ane consultative pasers aver the last
fow yoars.  Most recently, arn uadated paser on the Best Praclice {or Crodi Risk
Disclosure was issued. Greadit risk is still consideres as one of the major fsks facea by
banking argamsations ang is recognises as s cominan cause of banx failures and
banking crses worlowide” (Basel, 2D00)  Financial -isk disclosures in harsing

organisations arg the cutent focus of the Committee,

fnternational Accounting
Standards Committes The International Accounting Staacarcs Commitiee (ASCY has the mandate to arosuce
accalintng stancarcs that are apploable internationally ang that will aroduce quatity

disclasure inall enteranises. SAICA have representatives on this sandard setting booy.

Feareant stancarcs that nflugnce this sty are A3 32 and 39 an financial irstruments,
particulardy AT 32 on presantation and cisciosure, Part of the JASC's funcion is to revisit
stanrcards and ensure that the information reguired by the sanearss remaines gaparoprize
anc of safficient quatity.  In this regasd, che IASC have alaced |AS 30, dealing with
banxing organisations, on the'r prajects list, A the time of writing, no date had been set

for camaletion of this aroject,

internaticnal Monatary

Find Fecognised as & major lender to governments, the MF has a pa-icuiar interest in fisk
disolosurces and have recased a few peminen: sapers on the suojecs. The focus of these
papers has tended to facas an siss disclosares on o larger scaic that that of individaal
energrises, bu rather an the country 3s 3 whole, For this reason, focus an the roports

pracucead by the IMF Ras been Emitas ia 1his swidy,

Mational Accountiog

Sfandard Setting

Bodiss The secounting standards apalicabie to this study were reviewed for the United Kingdom,
Avstralio ang Noew Zealand. This reviow was pecformoed more as a confirmatior of the

apprapriateness ol the develaped interracianral best oractice disclosare checklist.

Furthermorg, separts issued by committees of the ICARWY were alsa used lor baokgrouand

nformation to assist the deveicament of the disclosure checklst,

Aninvesunadon inte the adeqlacy ang uscfuliess of financial risk cisclosures in listed South African banks: 20006 1%
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tational Resenie Banks

Reprorts ssded by the Reserve Banks of the zbovementicned countnigs woro also
rev ewed,  The Reserve Bank of Now Zealand was of partcular interest oflowing tho
change in regulatory methecology,. The Mow Zealand regulatory system uses prescribed

publicly evailable information for the purpeses of regulatory review.
The apMcabilty of the reports and recommendations of Lhe Basel Commitieo was
confirmad as cach o these counirics’ Reserve Banss subscrbos to the opiniens of the

Basol Comimitleo.

Summary

& review of documents issued Dy the South African Reserve Bans, Banking Council of
South Africa and SAICA all demonslated an intention te follow the develepmeants of
international slandard scling bodics, 0 parlicular the develooments of the Basoel
Comm ttec and 1ASC,

The develepment of cthe besl praclice checklist will serve to test thal rosolve and
determine whether Scuth African financial risk disclosure s sufficient in the international

arena

A investigation intc the adequacy and uscfulness of financial risk disclosuras in listag Sou'h African banks: 2000 20
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Chapter 3 - Research design

Introduction

In this chapter. the six resaarch gueslions |hat gre derived from the main research
problem ere iatreduced  The research melhod usec and the manrer (v which it was
ppplied 5 also ciscussec. This chapter alse sets out the limitadors to the scope of he
profiem ard a2ssumpiioas used 19 this study.  Finally the qon paramesric sletisticn)
method used 1 st tha fing three rasesrch guestions is explaived as well s lhe manrer

ir wehich iDwes appliad.

Research questions

The research queslicns Below foow fram the research problem as dertified in chaper

Qe

s the exert of finarcial rsk disclosure of listed Seouth Afican beaks adecaale o

relelion la loczl reporting stancarcs?

oI5 the exmert af finarcial risk disglosure &f listec Sowih Africar benks adecuaie 9

relizlion to international bes: practice?

. s the extent of finaicial risk disclosure of 2 sample of lisled Urited Kingdam ard

Aasiranian rarks in relation w interratioral best pracice beder thar he finarsial risk

disclosure of the Saulh A'rican baaks?

. Does size, as delermined by level of advances, irfluarce the extent of credit risk

disclosure by listec South Africar banks?

. Does size, as determinec by markel capilalisalion al eack baak’s year end, irflience

the exerl of firancial rsk dsclosure preserted '© the ardual reporss of listed South

African rwarksy

. Dees lhe aumber of shareholcers of the listed Souh Afrcan basks irflueace he

exler of faaraal rigk disclasure presetec 1 the anraal reporl?

Research method

& investinadon ito the adeqﬁacy arG usefulness of firarcial risk cisclosures i1 listed Soulh Afrcan Barks: 2000 21

The rezearch problem has beern investigaed by

1. Compilirg a disclosure checklist based on South Africar reporting stancarcs,

o Compiling  an inlerralioral best  practice  disclosure  checklist based o Ihe

recaommendations  of irlerratioral smardard  sexming bodies ard  other  relevan:

orgarisanions (see chapier 2 discussinr;
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3. Evaluating research questions 1 to 3 above quantitatively through scoring annual
financial statements as well as qualitatively throwgh discussion in chapters 4 and 5.

4 The results of the first three research questions permitted a ranking of S48 barks.
Cuestions 4 to 6 wers then evaluated by means of the Spearman Rank Order
corralation Co-efficient.

The hypotheses and test resulis for the statistical tests perdormed are discussed in
Chapter 6. The Research method for the statistical test used is discussed below.

Limitations The scope of the study is limited as follows:

1. For the purposes of this study, only financial risk disclosure as applicable to banks has
been considered as opposed to any other GAAF.
2. No legal disclosure beyond the enforcement of acocounting standards has been

evaluated.
Assumptions The following principal assemptions have been made:

Prowvision of current and any additional disclosure is costless,

South African banks krow all disclostire requirements and proposals.

The standards and propesals upon which the checklist is derived are representative
of the ideal and may be applied as a standard benchmark when evaluating disclosure
compiiance.

Sample The sample of South African banks initially included all 14 companies listed in the
banking sectar of the JSE. The motivation for this selection was cne of abtaining publicly
available information (the annual reports the respective companies) used far the purpose
of investment decisions. This follows the principle set in the conceptual accounting
framewoark (ACO00) as to the purpose of financial statememts.  Users of financial
statements require all information to be at their disposal to make informed investment

decisions.

The financial statements of Mew Republic Bank {NREB) were excluded from the sample.
While still listed on the JSE, the bank is currently under curatarshin and the focus of the
company is significantly different to that of a bank operating under normal conditions,
FBC Fidelity, also placed under curatorship, was retained in the sample as the bank has
subsequently come out of curatorship (after Nedcor's offer in May 2000) and is operating
under normal market conditions. RME Holdings has also been exduded from the
sample. This company is a holding company for FirstRand (the bancassurer) and a few
other smaller investments (with 91% of the headline earnings being derived from
FirstRand). Their firancial statements, inter alia, seemingly summarise some of the
informatior contained in the FirstRand financial statements. RME Holdings declare in
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their annual fnancial statemnents that the groun is diversified and as such, he risk
managemert policies and practices can be reviewes in te irdividual group campany's
annual financial statements. As they da not incluge {he recuired disciosures, inclusion o

the sample would unnecessarily skew the statist'cal results.

A Ul listing of the samnle ot Sauth Alvican campanices reviewed s conlained in Appendiz
s

UK and Australian banks were selected to provide an intermational comparalive agains!
whicn tne Soutn African results coud be further evaluates. To select the sample of UK
kanks, the 'evel of advances to customess presented in the baiance sqeet of all listed
banks wese ranked., There was a significant drop in the level of advarces proviced to
customers ‘n sanks ranked after the Boval Bank of Scotland. For tais reason, 2 cut-off of
EADG00 milllon was Lsed {a rounded vaiue ‘or the leve of advarces held by the Royal
Bk of Scolland).

A similar procedure was applicd to tne Australian banks. Firstly, the cut-oF usec for the
Uk nanks was converted to Australian dollars. This provided a cut-off amouant of
anproximately AR100.000 mition.  ihe wa'ue oroved to De appropiiate as these was a
significant drop in the advances provides by Austra ian banks after the acvarces o° the
Australian and MNew Zealand Banking Sroupn fwaicn were approximatersy A5 100,000

millicn},

Tne UK and Australiar sample selection is listec 'n Appendices D an E.

Ag the benchmarking of all the listed South Afican banks against the largest Uk and
Australian banks codld skew tne scorng results, the results for the largest South African
ounks (as determined oy level of advances) were also incluced in the tables provided in
Chaplar 5. The largasl Sauth Al-ican banks by eval o advances usad in this stady wore
ABEA, BOE. FirsiRand. Nedoo® and Standard Bank listed in alnhabeatica order.

Tae 1954 annual financial statemerts were obtained for each of tne companies n the
sample. These ‘fnancial statements were tnen carefu.y scrutinisec against the compliec
checklists.  1he same research metnod, as Jsed by West (15999, was “ollowed with

regard fo tie sconing of the annoal financia repors,

"Scoring was conducted as tollows:

¢ 1 npoirt was awarded for compliance wit an attribute,
s % points wee awarded ‘or patial comphance. Partial compliance s noted ir coses
where only & component of o discoseee alinbale requiring ma-e than ang componant

is disclosed, or wierg a separate disclosurg ecuicemeant is incoposated with some
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other disclosure airbute.  The clfoc of this classificadon iz o indicale where
infarmadinon s shawn, bl its usclulness s comaoromised by a lack of comolete
transparency, which fu’. comoliance wau'd otherwise provice,

« O was awarded for non-comaliance.

= no score was nated ¥ compliarce with he atlibute was indeterminate ar irrelevant,
Thizs preverts results from being skewed by indetorminate atrbutes, since thesea items
do not attect either the numearalor or the denominator of the cercentage disclasure

scare.” [Wiesi D95

Often in financial statemeants, it is unclear wheather the dacasure has Been amitled by &
hank or wheiher the disclosure is irrgiovant “ar that particwlar bark ie. the hank does ro
Bnfads in the parlicular activily,.  Where irstances of this nature occurred, ‘hey amre
boated as indoterminate ard no scare s awarded.  As noted above, By 2sswaning no

scoee, the percentuage compliance is not skewed,

It must be emphasised that na attermat has beer made (o dislinguish belween reguircd
und recommerded disc.osure. This study compares clirrently suaplied disclosure agairs
an ideal. The idea! assumes that all disclosure is useful for the users of the Tinarcial
slatermeris [ic. both recuired and cccommended disciasure has a purpose and both
should be presenled).  Fuithoermare, no attempt has beer made to distirquish betweer
dearees of compliance eq. the same score giver ta 2 bank suzalying ane third of &
disclosure requirement iz given to 3 bank supplyirg wo-thirds of e disclosure
requiremert. Mareaver, the scores were not weighted for quantilative voesus gualitative

disclosure.

The absenca of any waighting o the raw scores denved bas introdaced a level of bias rot
ovidoent fram b percentages skown ir the iables. Trhe percentages shawn 2re, Rowaver,
ar indication of the 'svel of disclosure provided by cach sank ard skould nok he
examired as an accurate assessmeart ot each bank's disclosure (Lo, a scientific scale).
The results prodaced should therefare be examined with the limilatiors of lhe scanag

madel in ming.

0 arder to reader the comdansons meaningtul, the somes o cach South Aftdcan
company anaiist cach cheok'ist were reduced to percentages. The perceatuges do not
lake inlo coasideaiion ary of he attributes for which qo score was awarded. The same

calculatian was serdarmeed for the LIK and Austraiza caomiaries scores,

The discuss‘or regasdirg the developmert of the best practice finarciai risk disclosure

chaoxlis: is discussed urder cach risk cxamirad ir chapte: 4.

Trhe disclosure checklists are cortained in Appendices A and B The scares for ‘he

extent of financial risk dizclosure based on loca reportirg stardards aresented by be
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Statistical Methodology

trtrociuetion

Spoarmar’s rank-order

carrafation co-efficicent

sampe af SA banks are contained in Apoendix Fo The scores for the extert of firancial

risk disclosuri: based on the derived international hest aractice checwisl for SA, UK and

Australian banks as well 2z a summary of the rgsulss are cartained e Anascrdices G to J.

fAs roted ahove, the disc osure scores contained ir the appendices wore convernod ino
percenlangeos o beller evaluate he rade of compliance. The rate of complianee for each
disclosure reguirement for the local reoorting standards are discussed urnder the

headings of AC 120 arnd AC125 it chapter 4.

Chapter 5 cortaing the rates of compligice (as a pereentage derived fram the disclosure
scorcs) for each ©F e disclosure cequraments of lhe temationa best practice
chocklist,  Tae checklist has been boken inte the following secions faor the purpose of
dizcussion: credit risk, marsed sk, ftcrest rale nsk, dguidity nisk, currgney nisk and capital

adequacy,

The statistical test used is discussad bolow to assisl in she urdersiacding of Ihe results
presented in Coapters . Spearman’s rans-order corre ation co-clicierl was used 1o
cvaluate the three hypotheses sated in Chaper 8. The reason for he use ofF his
aarlicular statistical test a7d additioral infermation on te rescarch melhod are provided

bozlow

Tris non-parametric smtistical test is used to fesl the association belwecr two s5a75 of
variahles. By using a non-parameric tost the assumplion thal e wo varables arg
aormally disrimifed is avoided. The formula is derved from Pearson's paramelsic test of
correlaticn. Ranks are assigned to the vatiables rather thar using the e scaras. Tals

results i1 the formula for the Spearman rank- arder covrelalion oo-efficient as follows:

FOJANON 1 GRPEARRMAN HARMK-ORDER CORRCLATION CO EFFICIENT

634

i=|
N e N
where:
= 1. o che rans-order corglation co-efficient
o O s ke difference between the ranks of the two variabies

o MNisthe sample size

The variables to e tested for asseciation ae each ranked according to their respocive
vaiues. Thoe rarss Tor lhe sample are subtracted from each other. The diferencoes are

then squared before summing the difforonces. This remioves 16 aossiy ity that the test

A iﬂveatigatinn i the adeguacy and Usefulness of finaqcial r s« disclosures it Iisted South Afdcan barks: 2000 25



T EEEEEEEEEERRREEESSsm S _E—DI— —Smm—Smm—D—h_m—m————————m—sss

Craly West Master of Commerce

result would be skewed as positive and negative differences cancel each other out when
they are summed.

The values are then inputted into the farmula and the calculated r. s then compared to a
table of critical values for varieus probability levels, If the caleulated value is larger than
the critical value for the set probahility lewvel, then the null hypothesis that no association
between the variables axists is rejected.

Application
Speannan hypotheses
1, 2and 3
(Levels of associatiort) The Spearman rank-order correlation co-efficient test was used to test whether a
statistically significant association exists between,
{a) the level of advances reported by & bank and the extent of the Gredit risk disclosure
presented in the annual financial statements,
{b}) the market capitalisation and the extent of financial risk disclosure presented in the
annual financial statements, and
{e) the number of shareholders and the extent of financial risk disclosure presented in

the annual financial statements.

Should the ranks assigned to the first variable and second variable be similar for each
bank, the fermula should generate a result in which the calculated value will exceed the

critical value, The closer the calcylated result is to 1, the greater the level of association.
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Chapter 4 - South African disclosure

South African Disclosure Standards — Results and Analysis

Introduction

In this chapter, the results of the scaring of the 1999 annual financial statements of the
sample of listed South Africa banks will be discussed. The checklist against which the
sooring was perdformed s included in Appendix B, This checklist includes only those
requirements  impacting financial risk disclosure,  Furthermore, the checklist anly
camprises the applicable standards that were effective for the year under review, namely
AC 120 (Disclosure in the Financial Statements of Banksy and AC 125 (Financial

Instrurnents — Presentation and Disclosure).

AC 120 - Disclosure in the Financial Statements of Banks

AC 120 is effective for periods ended on or after 1 January 1998, The understanding and
perception of financial risk disclosures have developed extensively since this standard
was issued, However, as this standard has been available for a number of vears, the
expected rake of compliance with this standard should, intuitively, be Righ.

Below are the AC 120 tabulation of disclosures and the 3A rate of compliance for the

sample of banks tested.

TABLE 1: AC 120 — SOUTH AFRICAN BAMKS AVERAGE DISCLOSURE SCORES

Standard Disclosura Raguirament Rate of Companies with omiss|ons
reference compliance
0% Basis for tho rocegnition of tho princlpat typos of rovonuo S5.3% BESA, Nodoor and Securitics
; ] Investment. Parial compliance by
; ; FBC, invester, Regal Treagury and
; | Stendard
5 tls] Easis for tho valuation of investments, deallng securties 95.8% ABIL partlal compllance
; and financlal dofvativo instrumonts,
0% The distinction which determines whether itoms ara 26.0% Al but ABSA, BOE and Saambou
discloged as assets and liabilitles of conlingencies and
commitments,
0% Basls for the valuation of loans and advancas, 50.0% FBC, Nedoar and Securities
: lnvestment. Parlal compliance from
all but BOE. Regal Treasurny and
y Saambou
G The conditions under which the accrual of inleresl on loans TOB% WEIL, Saambou, Securities
or advancos is not recognised as income, and lnvestmenl. Parial compliance from
; FBC
08 The bases for providing for or writing off uncolloctinle loans T30% Fartial compliance from Investoo,
and advances, MMercantile, Medcor, Regal Treasuny,
Slandard and Securities Invesiment
A5 It is deslrable for managemont to provide a commentary 20.8% Al wlth partial compliance by ABSA,
abol average interesl rate marginsg, averags interast Medcor and Standard
sarning assots and avorage intorost bearing liabilities for the
neriod. Where assets and liabilities subjoct to unusual or
non—market related rates have a malerial impacl on inlerest
Income or crponse, mlovant disclosure is included in the
commeniary.
20 The disclosures in the balance sheet or tha notes o the 100.0% Mo
financial statgments should include, bul are nat imited o,
he following assots and liabllitles: (breakdown conlained in
Appendix)

An investigation into the adequacy and usefulness of financial risk disclosures in listed South African banks: 2000
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a7, A

A3

A4

A5

A5

A¥

A9

a0

nd the fair value of non-trading investments where these
differ from their carmying values,
Where a hank considers it necessany o set aside amounts
in respect of banking risks, including future losses and other
unforesecable risks or continnencies in addition ko those far
which acorual must be made in agcordance with Statements
of Ganerally Accepted Accounting Practice, such amounts
afe sccounted for and spparately disclosed as resorvns.
Fransfars to and from such reserves are disclosed as an
appropriation of retained earmings or as increases in
retained earmings.
IThe usars of the financial statements need to know about
the contingencies and iravocable commitments of a bank
hacausa of the demands these may put on its liguidity and
solvency, and the inherent possibility of potontial losses.
sers also require aderuate infonmation about the nature
and amount of off balance sheet tranzactions undertaken by
@ hank.
& bank should disclose an analysis of assets. liabilities and

:E Bark shoutd discloze the fair value of trading investments

il balance sheet items into relevant matuely groupings. Itis
essential that the maturity pericds adopted by a bhank ars
tha same for gsscts, liabilities and off balance sheet itoms.
This clarifies the extent to which the maturities are matched |
and the consequent dependence of the bank on other
sources of liguidity.

& Bank disclosps an analysis exdpressed n teams of
contractual maturities, and these disclosures are
Eupplemented by a commentary as o the likelihood of _
repayment within each repayment pericd in order to provida
users with a full understanding of the maturity groupings, |
Management provides. in its commentary on the financial
statements, information about the cilpctive periods and
abaut the way if manages and controls the risks and
pxposues associated with difforent materity and intercst
rabe profiles.

T he management of iguidity sk often involves the
arrangemeant of short term crodit facilitics and other short
tenm funding arrangements. Ik aorder that users can preparly
evaluate a bank's liguidity sk, the cristenge of these
arrangemeants is disclosed.

To demonstrate the bank's exposote to interest rate rishks, @
bank may disclose repricing groupings. These groupings
are hased on the remaining period to the next date at which
interest rates may change, Managemeant may also provide.
in its commentary in the financial statements, information
atout prposure to interest rafe risks and about the way it
manages and controls such exposures,

& bank shouwld disclose any sigrificant concentrations of its
mesets, liabllitics and off balance sheet items. Such
disclosures can be made in term s of geographical arcas,
customer or industry groups or ather congentrations of risk,
which are appropriate in the circemstances of the bank.
Geographical arcas may comprise individual countries,
fraups of countries or regions within 2 country; customer
disclosuras may deal with sectors such as governments,
pubsic authorfies, and commercial and industrial

B Nterprises

The disclosure of significant net foreign cumency pxposures
is also a useful indication of the risk of losses arsing from
future chanpes In exchange rafes. Management may
privvide commentary on the way it Manages and controls its
foreign cumency exposuere and its risk.

Disciose details of the movements in the provizion for
lasses on loans and advances during the pericd. Thesze
rcvempents will include loans and advances written off,
laans and advances pravioushy writtcn off that bave been
recowirnd during the period and the inctease of decrease i
the provision during the period

00.9%

0.0%

100.0%

70.85%

S0.0%

58.3%

o7 A%

33.3%

T5.2%

50.0%

T5.0%
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Al bawing FirstRand were unable to
be detarmined. FirstRand had no
infarmation on the banking reserve.

[ [RT gt

:‘Regal Treasury with partial compliance
by ABSA, FBC, Investoe, Mercantile
and Securities Investment

Al partial campliance

&l partial compliance haming ABSA
and BOE with fulf compliance

Mercantile with partial disclosure by
WEIL, FirstRand, Investpe and
Securities Investmeant.

ABESA, FirstRand, Regal Treasury and
Zecuriies Investment. Partial
disclosere by the rpst,

Partial compliance by FBS, Mercanfils,
Rengal Treasury, Saambou and
Securifies Investmeant

Regal Treasony and Securtics
|nvestment with partial compliance by
MBS, FirstRand, Mercantile, Medcor
and Standard

Fegal Treasury, Saambon and
Securities Investmeant
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Bisclose separate amounts, at the balance sheel dale, of
he specific bad debts provision and the general bad dabts
ravision. A bank discloses separately the amounts of the

specific and general provisions for losses on lcans and

advances at the balance sheet date and the movermnents in |

& provisicns during the pariod. The movements in the
provisions, including the amounts previously wrilten off that
have been recovered during the peticd, ara shown
separately

bank may disclose the agareqate amount of leans and
advances at the balance sheet date on which interest is not
being accrued and lhe basis used 1o delenmine the carrying
amount of such loans and advances, Disclosure may also
he made of the amount included in the balance sheet for
oans and advances on which interest accrued is not
ecogiised as income.

bark discloses its policy for writing off uncollectible loans
nd advancos,

ommaertary should be given on the way the bank manages
and controls the different components of banking risk.

iRu’sk management palicies and procedures, and the nature
:and extent of the risks to which a bank is exposed.

iDiscIosure as fo the adeguacy of the bank's capital

Principal omissions

66.7%

41.7%

100.0%,

95.8%

79.25%

BT.5%

Master of Comme

nd Securities Investmeant

Fﬂﬂrcantilu, Regal Treasury, Saambou :'

partial compliance by ABSA and
Mercantile

Moane

Partial compliance by ABIL

WEIL witht parial compliance by
Mercanile, Fegal Treasury and
Eaambal

WBIL with partial compliance by

hercantile

ABIL, FBC. Investec, Regal Treasury, |
Saambou, Securities Investment with

Principal omissions for the purpose of this study have been defined as disclosure

reguirernents where the rate of compliance is less than or egual to 50%. The remaining

disclosure requirements are discussed inlass detail,

The principat omissions regarding AC 120 disclosure are:

s an accounting policy to show the distinction between the recognition of assets and

ligkilties and contingencies and commitments,

s basis for the valuation of icans and advances,

¢ information regarding interest margins, interest bearing assets and liabilities and

additional informaticn where items impacting interest income deviate from market

related rates,
¢ [anking reserves,
s analysis of contractual maturities,

* [EQricing Groupings,

s significant currency exposures and the way in which the risk is managed, and

¢ |oans or advances on which interest is not belng accrued.

Contingencies and

cormmiments

Many of the accounting standards contain recommended diselosurs that in the eyes of

the standard setting bodies would provide useful additiona] information, Companies often

ignore recommended disclosure in accounting standards as the disclosure is gither

considered trivial or the companies are unwilling to disclosure information that may lead

{o the loss of a competitive advantage,

An investigation into the adequacy and usefulness of financial risk disclosures in listed South African banks: 2000
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Leans and advances

Interest informaticn

Banking reserves

Mazster of Commerce

There are two possible reasons for the omission,  Either the comrpanies fecl that the
disclosure would relinguish somre strategic advantage e provide a corpetitor witn
additignal intormation to the detiment ot the company making the disclosure, or the

fdizglpsire recuiremment s consideed ta be trivial or unnecessary.

For the most pact, the disclosure tiat these comrpanies provided for teir contingencios

and commilments was acequale avd an aeeoanting policy would be sapesluous.

FProviding lopans ard advarces is a significant oart of the opanking business. AR
aucounting palicy clarities the nasis that the bank Uses to value e leans and advances,
Those corpanies that provided  inadeguate  disclosure oflen srovide  information
reqgarding the walvation basis v the ooy rote for coabtful deats.  The inclusion of
information 17 tis accounting pol oy note s usually insuficient. A full accouating oolicy
note for the weluaton of loans and advaaces should e included in the financial
staternents as envisaged by AC 20, |n sarticular, the note should iaclude information a0

tne initial recognition and suoseclent measurement of loans and advances.

Dospite banks diversifving thoir carnings i recenl years, nterest income remains a
significant orozortion of thoir ncore. The cisclosure required o this instance was
corenentary about interost margins, average balances of interest oeanng asscts anc
liabilities as well as instancos whare assets or liabilities have uwousual or nor-riarket

re.atac ntcrest ratos.

This information is wseful to assess the futire viability of inferest income and how the
incoene s earned thougn the ase and sepply of leans and advances, Average balances
also provide sigaificant acdibonal information i that the balance sheet s lhe posilion of
the bank at yoar end. Toc average oalanco provides Jseful infarmation as 1o the manner
in whica the balaqce has beer managed shraugaout she vear. The financia positon ol
the hanks can cnange dramatically by oroviding of wishdrawing loans and advances. An
averags balarce efectivaly smroothes ary maqipulation of the balance sheet postion at

yoar cnd.

If & bank creates a reseree for sarlicoiar banking risks, the particulars of the reserve as
wen ds the ciroemrstances requising tie resarve would aravice gse’ul informasiar: o the
stakeholders regarding tnhe anility of the pank to manage iis risks in terms of contin.iows

assassmert ard forward plaqnirg.

ofF all the Sowth Alrican banks assessed, oy FirstRaad indicated any narking specific
reserves, Hpwever, 85 no commertary was wovided as to the nat.ire o the reserve or
the circamstances necessitating the creasion of the reserve, the score provided to the
dscosure element was . As HirstRand was the orniy barck to be scored on this elemeant,

care should be taken not to extend the jqterpretation of this scorc to the remairing oanks.

An i Estigation into the:adeqqaﬁy and usetulress of financial risk disclosires in Istec Souin African banks: 2000 a0
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Contractial maturities

and repricing

Currenicy risk
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Master of Commerce

Alzo ta he noted is the impact that South African leg.slatior: has had an losal reporting
standarsds, While 3 discession of this nature is beyond the scape of this dissertation, thea
disclosure of bunking réserves necessitates a brief explanatinn. Before 1984, finacial
instititions. namely banks ard insuress, were permillad in terms of the Companies Act 61
af 1973, to make use of resarve accounting. This Schedu'e in the Act (Schedide VW owas
repealed in 1894, The banking reserves dis¢iosure requirement in AD 120 was
intraduced to negate the effec: of the legislation. The disclasure requirement 3 oaly A

recommended disclasurqe reguiremeant.

FestRand is carrently the arly true bancassuarer in South Atdca, A strategic partnershis
has rece ity neen formed betwean Cd Mutual ard Medcar, The financia! statements of
the FirstRand gralss are split into the banking growp and the insurance group. |t rnay be
tnat the banking reserve in the financial statements represents a general reserve similar
ta the general reservye that most banks hove disclosed. The word “aankirg” may have
been inserted merely to distingush the armount from an insurance geqeral reserva. No
commentary was provided by any banks as to lhe nawre or circlmsiricas hat reguired

the creation of the genearal resarve.

Same af the Sauwth Afrcan canks Fave negun to follow the erampias of their interrational
counterparts in disclasirg a repricing taale.  In most cazes, the tables are prepared are
the sadier o the cantractual mawnty ar repricing.  In the case of BOE, o tunle was

prepared an the basis of contractual matunby.

These tables pravide important infarmation regarding the continued figuidty of the bank
atd future interest ncome.  While the tabies supplied provide useful informalion,
additional commentary an the infarmation cortained . the taale would be of further use.
in parficular, circumstances that may alier the reprcing or maturity of groups of products
pr contracts wouid pravide additional assistance 0 the interpretation of the table and

provide redssurdnce ds to lhe relisoility of the informeation contained in e tabis.

Cumency fisk disclosures are inadeguately disciosed in the annwal reports of South
African kanks. Same of the banks provide informatizn regarding the exposure to various
currencies in rands. While this nformeation coupled with the exchange -alss at aalance
sheeat date supplied oy the bank i= uselul, it does nat provide an indicstion as to the
susceptibility of the expasure to fluctuations as o resuit of movernents in the clrencies,

Additiana appropriate disclosure is discussed in the next chapter.
Most banks' d scussion of isk management includes currency rsk as part of market fsk,

The discussion of the munagement of this risk i usualy limited ta o1e ling. The

extensive involvement of kanks in derivative cartracts exposes the banks to significant
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Suspension of
interest income

Summary

Master of Commerce

curency risk. For example, foreign exchange contracts provide a means for the
counterparty to the bank to lock into a sef exchange rate at a particular date in the future,
This in turn exposes the bank to the fluctuations that the counterparty is seeking to avoid,
While a steady decline in the value of the rand, paricularly against the US dollar, can be
seen over fime, the rand has declined rather shamly on occasion. These sudden
movements ¢an instantly expose the bank to far greater currency risks than were
originally estimated. Banks should inchide discussions of this nature in their disclosure

for currency risk.

Maost of the South African fanks include a line in their accounting policy note for the
provision for doubtful debts regarding the susprension of interest on doubtful loans and
advances. For most of the banks, no disclosure is made regarding the lnans and
advances for which interest has been suspended or the balance of the interest income
forfeited due to the inierest being suspended and the impact on the current year's
financial statements. This infermafion would be padicularly useful o stakeholders o
evaluate the interest earned against performing loans and advances and the interest
forgone on non-perdforming loans and advances.  Furthermore, additional useful
disclosure would include the effective rate on the balances for which interest has heen

suspended.

Apart from the omission regarding contingencies and commiiments. the remaining
ommigsions are significant. For the most part, it would apprear that the disclosure has deen
omitted because the standard only recommends instead of prescribing the disclosure.
The disclosure is therefore most likely omitted because banks are reluctant to disclose
additional information that may provide additional benefit o thair competitors.

AC 125 — Financial Instruments: Presentation and disclosure
The issue of AC 125 introduced further financial risk disclosure and clarified for many the
types of financial risks for which disclosure were required. This standard was made

effective for vears ended on or after 1 January 1998,
The year under review in this study 18 the 1999 year end. The compliance with this
standard should therefore he adequate as this would be the second year that the banks

have had to provide the disclosure required by this standard,

Below is a tabulation of the rate of compliance of the South African banks with AGC 1255

required and recommended disclosures.
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Craigy West

TAGLE 2 AC 125 — SOUTH AFRICAN BAMNKS AVERAGE DISCLOSLIRE SCORES

tandard

e

reference

A4

21

A1

R}

A1

&

il

Al

a2l

A1

A1

A8

A8

E{c} early settlement options hetd by sither party to the

Disclosure Reguirement

Rate of
camplianca

Master of Commerce

Companias with omissions

A discussion of management's policies for contmiling ihe
risks associated with financial inslruments, including palicies
on matters such as hedging of risk exposures, avaidance of
undite cancentrations of risk and requirements for collateral
to mitigate credit risks, provides a valuahle addilignal
perspective, which is independent of the specific
instruments cutstanding at & particular time.

When financial instruments held or issued by an enterprise,
either individually or as a class, create a polentially
significant exposure bo the risks =el out in paragraph 45,
terms and conditions that may warrant disclosure include:
(a) the principal, stated, face or olher similar amaunt that,
for some derivative instrumeants, such as interest rate
swaps, may be the amount (refgrred to as the notional
arnounty on which future payments are bazed,

(b} the dale of matuity, expiry or execution,

instrument, including the period in which, or date at which,
the options may be exercised and the exercise price or
range of prices,

i) opions held by either party o the instrument to
convert the nstrument into, or exchange it for, another
financial instrument ar same other asset or liability, including
the perind in which, or date at which, the options may be
wxercised and the conversion or exchange ratiofs),

(e the amount and liming of scheduled future cash receipts
or payrments of the principal amaunt of the instrument,
inGluding instalment repayments and any sinking fund ar |
&imilar reguirsments,

if) staled rate or amount of interest, dividend or other
periodic return on principal and the timing of payments,

(g} collateral hetd, in the case of a inancial asset, or |
pledded, in the case of a inancial liability,

thi in the case of an instrument for which cash flows are
denarmenated in a currency other than the enterprise’'s
reporting currency, the currency inwhich receipts or
payments are required,

(i} in the case of an instrument that provides for an
exchange, information described in items [a} bo (h) for the
inslrument B be acqulred in the exchange, and

11 any condition of the instrument or an associated
covenant that, if contravened. would significantly alter any of
the olher tarms, for example, a maximum debt-to-equity
ratice in @ bond covegnant that, if contravensd, would make
the full principal amount of the bond due and payable
immediately.

For each class of financial asset and financial fiability, both
recopgnised and unrecognised, an enterprise should disclose
prfarmation about its exposure 1o interest rate risk, including:
(&} contracluad repricing or malurity dates, whichever dates
arg earlier, and

(b effective interest rates, when appiicabie.

YI0.8%

75.0%

A 2%

MIA

M

RN

P

13.6%

50.0%

M

MiA

37.8%

h5.6%

Tl

ABIL with partial compliance by FBC,
Mercantile, Regal Treasury, Saambou -
and Secufities invesiment

Sub-paragraphs were tested {see
‘below)

Partial compliance by FBC, FirstRand. ;
Wercantile, Regal Treasury, Saagmbou
and Standard '

SGaambau with partial compliance by
rest, barring Medeor and Securities
Ivestment

It could not be ascertained in any
financial statements whether the
onission was deliberate or Lhe
requirgment did not apply.

it could not be ascertained in any
financial slalements whether the
amission was deliberate or the
requirement did nat apply.

It could not be ascertained i any
financial statements whether the
omission was deliberale ar lhe
reguire ment did not apply.

H could not be ascertained in any
financial stalements whether the
imission was deliberate or the
reguirement did nol apply.

Al baring ABL and the partial
compliance by Medoor

Partial compliance by ABSA, Al
iothers, no campliance discernable,

It could not be ascertained in any
financial statements whether the
ormissiaon was deliberale ar the
requirement did nol apply.

It could not be ascertained in any
financial statements whether the
pmisslon was deliberate ar the
requirement did not apply.

Mercantile, Redal Treasury and
Saambiou with the rest showing partial -
Cormphiance i
WEEA and partial compliance by FBC,
FirstRand, Investes, Medeor, Standard
and Secunties lnvestment, Mercantile,
Regal Treasury and Saambou were
nat seored.

Partial complinnee by Standard.
Femaining banks showed partial
compliance. Mercantile, Regal
Treasurny and Saambou were not
snored.
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B2

b2

B2

A2

Rl

Rl

L6

B

Nils
.68

il

6

BB
66
B8

il

[To supplement the infiemation about contractus! repricing
tand matunty dates, an emterprise may clect to disclose
infarmation about expected repricing or maturity dates wher
those dates differ significantly lrem the contractual datos.
he additional infermation includes disclosure al the fact
hat it is bascd on management's pxpectations of future
wents, and explaing the assumptions made about repricing
or maturity dates and how those assumptions differ rom th
cantractasl dates,
A0 enterprise indicates its financial assets and linanaial
liabilities that are:

{a) exposed to interest rate price risk, such as monetary
financial assets and financizal liabilies with a fixed interest
rate,

(k) exposed bo interast rate cash low msk, such as monetany
inancial assets and financial liabilities with a floating
nterest rate that is resct as market rates change, and

1o} not expased to interast rate risk, such a8 some
imvestments in eguity securities,

Hewevnr, when providing effechve interest rate information,
!an enterprise discloses the effect on its inferest rate risk
lnxposure of hedging or "conversion™ transactions, such as
interest rate swaps.

The enterprise discloses information that will permit financial
staternent users o understand the nature and extent of its
exposure, bn the case of & scouritisation or similar trans{er
af linancial assets, this informaticn normakly includes the
rature of the assets transfemed, their stated principal,
interest rate and term to maturity, and the terms af the
transaction giving risc o the retained exposure to interast
rate Hzk. |n the case of a commitment to lend funds, the
disclosure narmally includes the stated principal, interest
rate and term to maturity of the amount to be lent and the
significant ferms of the transaction giving rise to the
CxOOSUne to risk.

Wwhen an enterprse has 8 significant number of finaneial
instruments exposed to interest rate price or cash flow risks,
it may adopt one or more of the following approaches b
‘presenfing informaticn:

{a) The carrying amounts of fitancial instruments exposed
to interest rate price risk may be presented in tabular form,
grouped by those that are contracted fo mature or be
repriced:

{1} within onc vear of the balance sheet date,

i) more than one year and less than five yoars (mm the
ibalance sheet date, and
ifiii} five years or more fram the balance sheet date,

!{b‘,l Whern the performance of an enterprise is significantly
affected hy the level of its exposure o interest rate price risk
or changes n that cxposure, more detailed information is
desirable, An emterprise such as 8 bank may disclose, for
example, separate groupings of the carrying amounts of
financial instruments contracted o mature or be repriced:

{iy within one manth of the balance shoot date,

(i} more than one month and less than three months fram
e balance sheet date, and

Liiiy more than three months and less than twelve momths

fram the balance shoot date.

(c} Similarly, an cnterprise may indicate its cxposure o

interest rate cash Now risk through a table indicating the
goredate camying amount of graupes of floating rate

inancial assets and financial ligbilitics matunng within

Mg

33.3%

50.0%

S0.0%

401.0%

5i.3%

33.3%

70.8%

3%

100.0%
BE.9%

T7.8%

81.5%

100.0%
100.0%
100.0%

18.8%

BOE and Nedoor, Full compliance by

Master of Commerce

It could not be ascertained in any
imancial statements whether the |
mission was deliberate or the '

requirement did not apply,

FBC, FimstRand, Investec, Mercantile, |
Fegal Treasury, Standard, Scourities |
Imvestment. Partial compliance by
WHESA artd BOE.

WEIL with parial compliance by ABSA,
BOE and Nedeor. Full compliance by
Saambou, Remaining were unscored.
ABIL with partial complianee by ABSA,

Saambou. Remaining were unscongd.
WBSA BOE, Szambou. Full
compiance by ABEL arnd Nedear.
Remaining banks are unscored,
FirstRand with partial eomplisnce by
BOE, Medoor and Standard. Full
eompliance by ABSA and Invester.
Remairing ame unscorcd,

FEC. FirslRand, Mercantile and Regal |
Treasury, Parial compliance by :
remainirg banks.

maambel with parial disclosure by
mBss, FBC, FirstRand, Regal
Treasury and Securities Investment.

Reqal Treasury and Securities
Irveatment. Parial complianee by
FBC. Saambou unscorcd,

Mone. Reaal Treasury, Saambou artd
Securitics nvestment are unscored.
FBC. Fegal Treasury, saambou and
Sopcuritics Irvestment are unacored.
WHEIL and FBCZ, Reqgal Treasury,
maambiou and Securities Investment
lare unscored.

nESA and FirstRand, Saambou
Lnscored.

MNone., ABSA, FirstRand and Saambou
LUnscared.

Mone. ABSA, FirastRand and Saambou
Lnscorzd.

Mone. ABSA, FirstRand and Saambou
unscared.

Partial corplianee by BOE, [nvestec
and Medoor. Mo scores for Regal
Treasury, Saambou, Standard and
Becurities lnvestmernt,
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| I‘.rarious future time perods, |

A6 Ldj Interest rate information may be disclosed for individual 23.1% Full compliance by ABSA, MNedoor and
financial instruments or weighted average rates. ar a range Standard. Mo compliance by the rest
f rates, may be presented for each class of finanrial
instrument, An enterprise groups instruments, denominated
in different currencies ar having substantiaily difersnt credit
isks, Into separate classes whan these factors result in
nstruments having substantially different ellaclive interest

ates,
! A7 In sttme circumstances, an enterprise may be able to 16.7% Partial compliance by ABIL and ABSA
| provide useful infarmation about its exposure to intarest ratel Full compliance by Medoor. Rest
3 rizks by indicating the effect of a hypaothetical change in the soorad 0.

prevailing leval of market interest rates on the fair valse of
fits firanctal instruments and future eamings and cash flaw,
Such interest rate sansitivity information may be based an
iart assumed 1% change in market interest rates accurring at
the balance sheet date, The effects of a change in interest
rates includes changes in interest income and expense

; relating to floating rate financial instruments, and gains or

; losses resulling from changes in the fair value of fixed rate
instrurnents. The reparted interast rale sensitivily may be
restricted to the direct effects of an interest rate change on
interast-beating financlal instruments on hand at the
balance sheet date, since the indirect effects of a rate
change an financial markets and individyal enterprises
cannot normally be predicted reliably. Whet disclosing
interest rate sensitivity information. an enterprise indicates
the basis on which it has prepared the information, including
any significant assumptions.

5B iFor gach class of financial asset, both recognised and G4 2% Full compliance by BOE. Remaining
unrecognised, an enterprise should dizclose information banks have parial compliance.
about its exposure to credit risk, including:

it {(a) the amount that best represents its maximum credit nsk 41.7% Mercantile, Regal Treagury and
exposure at the balance sheet date, without taking account Saambou, Full compliance by BOE.
of the fair valug of any collateral, in the event ather parties Femaining banks have partial
fail to perform their abligations under financial instruments, mompliance.
‘and

5B b significant concentrations of cradit risk, SH.3% Full compliance by ABIL and BOE.
: Remaining banks have partial
: compliance,

| An enterprise’s maximum polential loss from some A It could not be ascertained in any
recognized financial azsets may differ significantly from thein financial statements whether the
‘carrying amount and from ather disclosed amounts such as lmmission was deliberate or tha
theair fair valueg or principal amount, Insuch circumstances, requiremant did not apply,
additinnal disclosure is necessary

J2 [Ta infarm fimancial statement users of the extent to which B It could not be ascertEined in any
cxposure to credit isk at a particular point in ime has bean financial statements whether the
reducad, the anterprise discloses the existence and aeffect of armission was deliberate or the
the right of set-off, when the financial asset is expectzd tg requirement did not apply,

ke collectad in accardance with its terms, Whean the
fimancial liability, against which a right of sel-olf exists, is
idue to be settled hefare the financial asset, the enterprise is
imeposed to credit isk on the full carmmying amaunt of the
asset, if the counterparty defaults after the liabilty has been

settled.

73 When a masler netling arrangaement significantly reduces MIA It could net be ascertained in any
the credit risk associated with financial assets not offset financial statements whether the
against financial liabilities with the same counterparty, an lmission was deliberate or the
enterprise provides additional information concerning the raquirement did not apgly.
effect of the arrangemenl. Such disclosure indicates Lhat:

e ia} the credit risk associated with financial assets subject to A, It could not be ascetained in any
3 master netting amangement is eliminated only to the financial statemants whethar tha
extent that financial liahilities due tothe same omission was deliberate or lhe
countarparty witt be settled after the assets are realised. and requirement did rot apply.
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ari | ib) the extent o which an enterprise’s overall exposure to | M~ It could not be ascertained in any |
Iu::rsdit bisk is reduced through a master nedling : financial statements whother the
arrangemant may chango substantially within a shor omission was delibarate or the |
period following the balance sheet date, because Lhe requirameant did not appy,
exposyre is affected by each transaction subject to the
arrangemeant.

T It iz alze dosirable for an onterpdse b disclose the lerms of i, It could not be ascertained in any
iz master netting arangements, which determing the axtont financial statements whether the :
of the reduction in its credit risk. mmission was doliberate or the

requiremeant did nol apply.

.7d Disclosure of concentrations of credil risk includes a 50.0% Al banks have partial compliancs.,
descriplion of the shared characteristic that identifios each
concentration and the ameount of the maximum credit risk
Lf_sxpusure associated with all recodniszed and unrecognised
inancial assets sharing that charactaristic, .

Principal omissions The principal omissions of South African banks regarding the financial sk disclosure
reguirements and recommendations of AC 125 are;
=+ cdllateral pledged or held forfon financial instruments,
« discussion about instruments whose cash flows are in another currency,
« axposure ta interest rate risk and effactive interest rates,
s jnstruments exposed to market risk, cash flow risk within interest rate risk and
instruments unaffected by interest rate risk,
» information regarding the nature and extent of significant exposures,
« tables of instruments by floating rate and average rate,
« sensitivity analyses [or each risk,
e maximum credit risk exposure, and
» information on the identification of concentrations of credit risk and the maximum

exposure for that concentration,

Credit risk A number of the above omissians relate to credit risk. These include disclosure for

colateral, maximum credit exposures and concentrations of credit exposure.

Most of the South African banks have disclosed various concentrations of credit rigk.
How the various congentrations are identified in terms of any shared characteristics is not
discussed,

The concentrationg identified are never agoredated to show maximum credit risk
exposure, Disciosures of maximum exposures would enable the users o better evaluate
the overall exposures of the bank and as such the risks the bank faces, The risk-return
evaluation would be increasingly accurate as disclosures are improved, Maximum credit
risk exposure refers not only to the credit risk exposures resulting from loans and
advances but includes the credit risk arising from other instruments such as derivatives.

in a few of the financial statements reviewed, the banks include disclosure regarding non-
performing loans. In some of these disclosures, the security held is briefly discussed,
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Discussion regar!ng callateral assists the tser it cvalusting the recoverability of non-
parforming 'ouns.  Scourty held over perforning loens shauld also be tisclosed at a

recovershle value to assist the user in asscssing the recoverability o the loans,

Despite interest income remaining a signifcant propoarlion of the total diversified income
of banxs, the disclosure regarding inlerest rate fisk appears to stii' oe inadeguate. As
with AT 120, the principal omissions relate 1o the disclesure of exposures to interast rate

risk mad the basiness activities thal inllucnce inleres! mto riss

While AC 120 requires repricing and contractual matadty tables, AC 125 seeks o
siuaplement this disclosure with tables of financial instruments by fleating and fized rates
end the clectve rales by Gnanocial nsternenl grodpings,  Guerenlly mosl banks do nol
disclose average rates for avermge intorest bearing assels. The disclesare should be

improved to provide the all of the shove nformation.

The instiuments affected by nterest raze risk arnd the extent to which they are exposed to
interegt rate risk is nat adeguately disciosed. The financial stalements of Souwh African

burks do nol adegquately disclose exposires to financial risks.

The disclosure omitled in tis nslance ralates esseatially to the seasitivity of the interest
rate ru« exposure impacting the cash flows of the banks, Clearly fiked rate insrirments
wii have an impact an lhe nterest marging doring times of changing interest rates.
Furthermore, products leunchod with rates differenl to these in the market will aiso impact

on the sensitwity ofthe micrest income as changeas to the interest rates are made.

Where instruments have cosh flows in another curreney, not only s the product
influenced by changes in the interest reles, but also by Auctualions n the currencies
involved. Following the stcedy decline novalug of the rand agains: the dollar and other
cutrencics, dissosure rogarding mstrurmens denaminated in Gurrences other than rands
would have been asefll, garticulardly i the disclosutes had been suppemersed with

sensitvity analyses of polential changes in the currencies invo wed.

ln addiion to the above, it s gseful [or lhe stakeholders to be able to differentiate
batwoen lhese instruments thal zre affecred by interest raze risk. This will assistin the
evaluation of the perlormance af the bank during times o fluciiating interest rates as the

stanilizy of ‘neane can be assesdgad.

Sensitivity analyses have acen ~endoned above far interes: rate and currency risk. The
saTe point can again be stessed for the other financiai risks. Most banss arc currently

using valic-al-risk methodelogies to evaluate various sensitivitics to various Tinancizl ris-
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exposures. The discussion regarding e rescarcn method and e assumptions ased in

thege nodels could still be impraved.

I gene-al, the disclosare on tae part ¢ Bodth Afican banks wita regard ta tae signiticant
CRpOSLTeS appedars G ne nadegaals, Tais may slam fror the banks nol oaing matenally
exposad 1o all the financial risks, bowoeyver, with the axposure o imermaional mackets, s

more likely t1at t1e disclosere rega-ding finencial rsk exposures s simply lacking.

Swimrnary Wil {he bulk of tae disclosares cltrently oeing omitted by the banks represent
ecomrmended disclosyres, the standard setting bodics recormmended the disclosses o
place tae users of the financial stawements in a better position through t7e provision of
additicna  useful informaidon. Without sufficient in‘ormation.  stakenolders  cannot
accurately assess tne sk profile of the company being evaluated. Tris could resaii in

acverse estimates being made that may be detdmental ta the company ar tie Lser,

Wi e cecont imiroduclion of ihe regqJairement [gr foe aucitors of listed companies to
cepart on the compliance of the companos with “Stalerments of Generally Acocopice

Aocodnting Fract.ee”, disclosiute in most listed cemipanies shauld improve.

AC 133 - Financial Instruments: Measurement and Recognition

The above Soutt African accounting standard was issved i1 Decembes 1885 Tae
cffective date of the standard = fimarcial pariods commencing an o after 1 Janwary 2001,
For this reason, this slandad was oxcluded from the ovaliation of Sodth Aftican
companies compliance witn ocal reperting standards {ie. only standatds that wore
atfective for the 1889 Ynancial yea- were used). SBince sarly application of the stardard =

suggesied, a brief discussion s provided below.

This slardard eapands o1 e disclosu:e intrgduced by AS 128 discussed anove. This
nowy slandatd shodle 2lsa improve the disclosyce presented by Sauth African banks with
ragarg to thei- financial ns<s. Tre mnst significatt disclosure mpact of AC 133 s 1o

disclosure of 1ednes, aedging policies and metiod of recegnition of hedges.

Owerall the disclosure wtn ~epard to t1e recognition of all financial nstraments and e
income gernerated by financia! instruments has beon improved,  Forlaer advances e
been made with regard o e disclosure of secarilisation and repurcnase agreamants
The disclosu-e ol e secarilisalicn acdviZes lollews tre msclgsure contained in the

derved bes| practice gaacklist as shown in appendix A, bat is not yet as comprehensive.

Fu=her impovenents ware a'go made witt regard te qualitative disclosure required by
the standard, It -emains to be seen whether these requirements wll result in adeguate

quatitative disclasures.
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The 2001 annual financia. stztements of lsted South Albdcan Sanks are therefore
expected to show significant impravemerl in linancial risk disclosures, particulatly 2s a
result of the requirement Tor auditors to now report un listed companies compliznce with
South African Slatements of Generally Accepted Accounting Practice (25 discussed in

Chapter one — Standard of reporting) aer cirgular 8/59.

At the time of wriling, the full impact of AC 133 on ke annual narciel statements of

sted South Aftcar banks was stll perding,

An irvestigation inte the adequacy and usefulness of financial risk disclosures i1 listad South Africar banks 2004 39
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Chapter 5 — International best practice

International Best Practice — Results and Analysis

Intraduction

The resdls lor cash ol lbe financial risks identifiee have been scparately discussoo
below,  Tre discussion ncluces the develapment of the disclosure choecklist for each
finmnoial risk anc an analysiz of the resulss noluded in the tabulations for eack financial
risk. In eaclk seciion below, the commentary srovided relates o the rate of compliance
of the South African banks, Where relevant, tie ale of complianee of the UK anc
Australian banks has beaen discussed. Al the cnd of cach scotion a bref overview of the

Uk, &nd Australian banks rate of complisnce has becen prov.ced,

The chapter has been cev dec inta the varaus financial nsks Identified, namely cregit risk,
market risk. inleresl rate rsk, liquicily -isk, carrency risk and cagtal adeguacy. 10 cach o
tne tables bolow, toc overall Soutn Afican rate of compliance for cach disclosure
atfrinute iz mapped against the rates of compliance af the 5 UK banks, 3 Australian banks
and the & South African banks selecteq by level of advances. Far further discussion af

the selection process, refer to chaper 3.

The highlighted areas in the lables below serve o idenfity iose CEoosUNe requiraments
lhat arc new or differ signiticanily from the checklist preparad for South African reparting

stancarss.

Credit Risk

Crecit risk nas peen identified as ane of i most importan: rsks with regard 1o banks
Az the members of 1he Baze Commitles's Tranzparency Group klentified Sransparency
in tnis area is part cularly important since weak crecit risk management gractices and
poor credit quality continue {0 be a dominant cause of bank “ai'ures anc oankng crises

warlgwicle” (Base:, 2000,

Ths seolion o Lhe best practice checklisl stems mainty from the recommendations of the
Base! Committes. The reason for using their recommencatiors were twofolc:
17 the Base Commitice is an international arganisatien, thorcfore:
g} induslry compar 20ns bebyecn countr es is inelevant, and
by the Bazel Commitlee i= recognised as tne ceniral bank for national central
banks,
21 the methog useq by the Basel Committee to generate the report recommending the
disclosures cantaireg in tne checkhst includec:
a; fact-finding surveys,
B inlerviews with users af the financial reons, and
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] surveys of actual disclosure practices to identify gaps.

Experts in the field of disclosure and banking superdsion included in the Basel
Committee's Transparency Group developed the 19599 report "Best Practices for Credit
Risk Disclosure™ and were involved in evaluating the commentary for the 2000 re-release.

The experts identified that an assessment of a bank's credit risk profile requires
inforrmation on five key areas, namely accounting palicies and practices, risk
managerment, exposures, credit quality and earings, This approach has been followed
for all the financial risks as the checklist was developed.

The disclosure areas that the Transparency Group in their paper on the best practics for
credit risk disclosure identified as being Inadeguate with regard to credit risk disclosure
included inforrmation on credit derivatives, securitisation activities, internal credit rating

methods and assumptions and segmental information.

The rates of compliance for the sampile of 12 South African, 5§ UK and 3 Australian

cormpanies are pravided in the credit risk tabie helow

TABLE 3: CREDIT RISK - RATES OF COMPLIANCE FOR S0OUTH AFRICA, LK AND ALSTRALIA

Australian | Top 5 SA Banks' Rats of

SA Rate of | UK Rate of Rate of | Compliance
Disclosurg Requirement Compliance | Compliance | Compliance:
Policies and Praciices 33.2% A7 .1% 75.9% 42 6%
3. Disclose policies, practices and methods used o
manage aredit tsk 5. 2% 60 0% B6.7 % TO.0%
4. Disciose policies, practicos and mothods usod o
account for credit risk exposures, including: k0% FOLO% 66.7% 50r.0%
i 1. Basis of measuremenl for aszets at initial |
recognitlon and subsequent poriods H2 5%, 70.0% 100.0% At.0%
4.2 Treatment of securilisalion transactions and other
Ackhvitics thal shift oF reallocale credit risk 50% 100.0% L% ShO%
4.3, Mothod of regognising income on unimpaired
assets 20.3% H0.0%, 100, 04% A0 0%
4.4, Basis of measuroment of impaired assels 33.3% B0.0% 33.3% 50.0%
4.5, Basis for detomining whon assots aro considorad
past-due andfar impaired 16.7% 009 100.0% . 40.0%
4 6. Basis for wriling off assels ar5% 5(.0% 83.3% SL0%
4 7. Melhod of recognising income on impaired assots 4$1.7% 70.0% 833% BO.0%
1.8, Treatment of hedging relatonships affecting the ;
easurament of assots 25.0% 75.0% 33.2% 40000%5
5. Disclose information on the accounting palicies and
mizthods used o determing specific and general
allowances, including key assumptions used 41.7% G62.5% 75.0% 5k0%
5.1, Types of credit exposures evaluated individually an |
=5 gQroups 1921 % J.0% BB o 20 10%
5.2, Determination of allocated and unallneated I
portions of the allowances G.3% A0.0% g3:3%: 100
5.3, Methnd used o incorporate historical default i
Rperonco 0. 0% T34 s 0.0% _
5.4, Cthor corrective measUres Used Lo reduce | I
differences betwoen estimated and actual lnsses 40.0% 100, 0% S00% 33.3% !
5.5, Policics and praclices for country risk provisioning]  50.0% 25.00% 50.0% | 50.0% i
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. Changes o policies and procedures 100.0% NiA 100,05 100.0%
.7. Level of altowances companed with hisiorical nel

expeilence and changes to the allowances or key

assumplions affecting the allowances 16.7% 333% . BET% 26.0%
8. Other relevant information 50.09% h/A, T00.0% 50.0%
- Discuss the application of the palicies on the non-
rading ponfolio o 83% 50.0% B6.7% 20.0%
iRisk Management 31.5% 57.4% 58.5% 45.0%

7. Disclosa infarmatian on the management, structure
nd erganisation of the credit risk management
Unetion {including the relation to the averall sk
unctian} 50 3% 100.0% 83.3% E00.0%
. Discloze qualitative information abaut the nature of
edit risk in the various banking activities and d&mbm
credit risk arlses in those activities. taTe% 40.0% 50.0% B50.0%
8. Disclose qualitative informatian on the credit risk
management and control poficies and practices, :
including: 41.7% B0.0% 75.0% 50.0% ’

1. Methods used to linil or control overall credit :
res, inchuding: 44.4% 70.0% 83.3% i 80.0%
.1.1. Risk limits - 429% A3.3% NiA i 60.0%
-1.2. Limits on concentrations of credit to single .
ounterparties or classes of borrawer BD.0% 83.3% 109.0% B0.0%
1.4, Limit monitaring 60.0% H0.0% N B0.0%
.2, Pracess and methods used to assess credh
exposuies on an [ndhvidual and porfolio basis 42.9% 75.0% 83.3% 50.0%
o3 Mechanisms used lo reduce andior mitigate credit
¥posures (a.g, collateral) 4445, Eﬂ,ﬂ‘_is 33.3% G0,0%
2.4. Secwritisation activities NIA 83.3% 100.0% Ni&
5. Use of tanovative instruments that transfer credit
XpoSune 62.5% 100.0% 100.0% B2.5%
.6. Process for stress testing and incorporalion info _
risk management tunclion 005 0.0% 18.7% 0.0%
i10. Disclose information on techniques and methods
?nrmanmmﬂdum\dlmmdamts{nchﬂm |
tasting the adequacy of those provisions) 125% 33.3% 50.0% 30.0%
|11 Discuss the use of credit scofing and portiolio :
cradit risk measuremant models or other intemal .
‘models, Discussion should include informaticn on: B.1% 50.0% 50.0% 20.0%
A1.1. Type of model(s) used, purﬂmruts}.mrad and '
size of portfoliofs) 50,0% 26.0% s50.0% 50.09%
i11.2, Qualitative and quantitative mfranmrh‘un abaut

‘credit risk measurement models used-fincluding
paramelers, performance over ime, model validation
and stress testing Information) 0.0% 26.0% 16. 7% | 0.0%

11,4, Status al development of such models 0.0% 0,0%% MiA | 0.0%

35.2% 58.3% 73.6% 4T 4%
12. Discloss balances of gross credit exposures,

nciidding current expasure, average sxposure and
applicable, future potential expasure, by major |
ories and maturity band ! 80.0% B60.0% 10005 50.0%

13. Disclose information about credit exposures by
siness line and by geographical area 82 5% 80.0% 100.0% B0.0%
|14, Disclose informalion about gross credit exposures
‘by major categaries of counterparties ({inciuding
sharehalders, directors and other related pariies as
well as high risk counterparties) 25.0% 0.0 50.0% 50,00
‘15, Disclose information about significant
concentratians af credil risk, ncluding a description of
the determination of "slgnlﬁcant" concantralions 23,3% 50.0% S8.7% 50.0%
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16, Disclose the quantitative effect of risk mitigation, |

technigues, including collateral {nominal and markat |

walue), guarantees, credit insurance and legally

enforceable netting agreements U 20.0% 50.0% 30.0%
17. Disclose guantitative and qualitative information |

abeul the use of credit derivatives and other ; ;

instrements that reallocale credil rsk, including: 12.5% . 800% 83 3%, 25.0%
17.1. Discussion of how the Instruments are used .

I{induding sirategy and objectives) 2509, 100, 0% £3.3%: 25.0%
7.2, Motional amounts and fair value of instruments Fo0% 100.0% LG Ta.0%
173, Amount of credit risk bought andfor sold 25.0% 83.3% 83.5% . 25.0%
7.4, Breakdown by type of instrement 5. 0% B3.3% 100.01% Sh0%%
17.5. [mstruments by irading and nos-trading book 25.0% 100.0% St0%, 25.0%
18, Disclose quantitative and gualitative infarmation cn

the securitisation activities, including, M LBl 50.0% BSA
8.4, Strategy and obiectives or securitisation activities A G687 50.0% A
18.2. Amount and type of assels securitised N 100, 0% 75.0% A
18,3, Amount of servicing retained iy 100.0% G005 NA i
18.4. Amaunt of risk retained Wit 100.0% 50.0% MiA :
185 Delalls on stehordinaled interests refainaed and

general recourse provisions, MiA, 83.3% 40, 0% IEE
18, Disclose surnmary Infarmatian about contractuai

obligations with respect to recourse arrangements and i
the expecled losses under those arrangaments !
fincluding terms of ammangements, anmounts of assets
sald and expecled losses under such arrangements) P [ EFe P Mid,

Cradit Quality 21.3% 6B.0% 78.1% 33.3%
20, Provide summary information about the internal |
rating process and the internal credil ratings of its
credit exposures L2, guality of eredit exposuras
dexcluding proprigtary inforrmation) 4 2% 50.0% BH0% 0%
1. Dhsclose total credit exposuras by major asset
legory, cobnterparty types and geographic area
howing impaired and pest due amounts relating to
ach category (pravide an ageing analysis of past due
redit exposures) 37.5% F0.0% 100.0% 5.0%
2. Disclose amounts of specific, general and other
llowances established against gach major asset
ategary and disclose the unallocated portion
eparately 37.8% 0% 100.0% GL0%

3. Disclose a regonciliation of changes i the

llowances for credt impairntent, by allowance 31.3% B.0% 100.0% 0%

4. Disclese credit exposures on which the accrual of

riterest or other cantractual cash flows —in |

coordance with the terens of the ariginal agreement — ! :
|

has ceased hecause of a deterdoration o credit guality 25.0% 804 100,04 40 0%,

5. Discloze summary information about credit

xposures that have been restructured during the year, i

niciuding: 005, M A00% 0. 0%,

5. 1. Balance of reslruclured [pans MA, MNiA 100.0% MNEA _
:25.2_ Magnitude of the restructuring activities BiA, Nid, 0.0% e ;
:25.3_ [mpact of the restructurad cradit amangements
pn allowanzes and the present and future earnings B s 0.0% I,

5.4. Basic nature of concessions on all credit

lationshlps that are restructured : MFA, S M ; M :
i
Eamings 30.7% 75.0% g29% | 36.7%
|

5, Provide information an revenues, net earnings and : .

gtum an assets, including: S0.0% g87.5% 100.0% ! 50.0% !

6,1, imcome and expense informatlon by nature or

unction 50.0% S0.0% 100.0% S0.0%
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|2-.'"~.-.2. Interest income and cxpenses by type of activity, : '
gecgraphical distributior and credit guality 45 8% AL 100,0% S0.0%, !
25,3, |mpact of non-acoral and impaired assets on '
,ltinancial pefarmarce i 4. 2% e [ S 100 0% 10.0%, !
26.4, Summary irformalich an the effect of hadging . i
wodivilies an ineome and crpenses 0.0%: 50.0%, alligie 0% ;
AR5 Amount of wale-oiTs ard recovaries recordoed in [
ne inceme statement 20.2% 1000.0% 100.0% B0
26.5. Income effect of securitisations M L B .0% RS

|
Principal ciissions The principal omissions for the sample of Soutn Afican banks are evident in the asove

table. For corvenience, the omissions nave oeen categorisec as foiiows:
= revenus recogrition,

= hedging,

= impairment of aszets,

¢ 3 0wances against assets,

o method of credit risk management and use of irternal models,

= dentification of counteérparties and concertrations,

+ credit cerivatives,

e socoritisatior activitiss aa¢ restructures loans, ara

v credit quaity.

Each of the azave aomissions nas been discussed below. Those areas that are nat true
omlssions suT catner dsclosure regquirements that were not scorec fo- an the Soutn
African banks have aso been included in the discussion below. A discussion on the
performance by e UK and Aussiian sanks s noladed in eacn pancipal ermission

section as was deemed ajproprae and as a generdl discussion below,

Revanue reqognition AT 120 requires a gereral accountng solicy tor the disclosare of the principal vpes of
revenue,  Tne ashove checklist requires more detailed policles -egarding how he

pasticula” inceme s recogaised for both impaired and uinimpaires assets.

Revenue recogniion aolicies are particalarly imoortant for the merest incorme earmed by
tne hanks. This revenus can be subjected to three cifferert states, namely earmed on
urtrmpased loans and advances; sarned on dousdu’ loans and advances o suspended
far imaaired loans and aavanoes, An accountng pol oy would sappement the accouring
policy for doustful loans and advances. The pedformance of the oank with regard ko its

revenue crllection can be better assessed on reading a cledr acoountrg aolioy,

Tae saove serves o cemoastrae the aaplication for inerest income anly. Many o the

bepiks’ reverus recognition policies remain ceficient fur other tvpes of incerms.

Haodkgig Tre issue of the recognaion and disclosure of nedges was not resolvea with the issuc of

AC 125 AC 133 "Financial Instruments — Recogniton and Measurement” was not vet in
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farce for the year under review. This statement (AC 133} provided recemmerdations anc
requirements for disclosure regarding hedges that should improve the dsclasure

provided by the banks if the stardard is appropriately applied.

For lhe year uncer reviaw, ‘he Souh African banks usually provided an incicalion thal
hecges were treated in the same manrer as the exposure beirg hecgec. Ir a few cases,
the disclasure for cerivatives dertified whiclh derivatives were being utilized for trading o
nedging ouraoses.  Little to ne disclosure was providec on the income effecs of the
nedging activities. [or the most oart, the UK ard Australian barks provided betier

disclosure regardinrg hedging thar the Sauth Africar banks.

Impairmont of assets The South African statemeanrt on the accounting eatment of impaired assets (AC 128)
was rol efective fo- the 1959 vear erd. This statemen: should improve the dsclosure
regarding impaired assews. The bulk of the disclasure presened by the banks regarcirg
impaired assers refers i the loans and advances of the banks and Is discussed to the
extent of the allowances mads far doubtful debts. The impairment of assers athker than
Inans and advarces |5 UsLaly nat discussed. Same of the UK and Austraian barks [vad
sacounting podisy otes reparding the impairmapt af assets while ahers had additional

ciscussion within each asset lypes accouniing oolisy note.

Afowances The Sauth African banks accourting pelicies for deubtful loars ard advances are vaguely
worded., Few ta mane of the acdditioral attributes required by the above checklizt have
been ircluded. A detailed accaurnng policy assists the user in identify ng whsther the

bank makes allowarces aggressively or conservatively.

While it is expected that banks do insorporate tuslosjcal default expearience in deteminig
their specific and general allowsnces, the manrer 0o owhich chey incorporate chis

axperience ir their research method is not explained @ the annual firancial statemearts,

seful disclasure was drovided by Barclays PLC s discussing the ciffererce betweer UK
anc US GAAP. The ciflerences discussec in the commentary highlighted that the VS
policy for wriling of bad loars ang acvances was more aggressive than the UK aolicy,

Addiioral disclosurg was provided to demorstrate the application of the cifferens policies.

Fisk managemeant s

internal tmodels South Adrican comoanies are improving the commertary provided on the marner in which
fisks are managed and how the risks impact the business, The cissiosure proviced s
ofter extensive but unfocusses, The disclosure should facus an the marner in wieeh the
risk impacts the business, haw anc by whem the risk is managed (irciucing the level of

responsibilig of the group} are the methocds used to measura the exposure to the risk,

Ar nvestigation into the adequat-‘:-_.,r anL‘ Lzefulrass of financial risk disc esures in listed Souh African barks: 2000 45
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When oiscussing  irdernal medels used to reasurg risk (e walue-al-hsk),  the
assumpticns made snould be disclosec as assumratinns nave a malerial impact on he
modal’s cutput.  Furthermere, it agditicnal rodels are used 1o ovaluate the results of the
aiginal measuremant model under stressful mackat condilions, he assumplions made
and the stressful market cenditons used snoule alse be discloses 1o assist in the
evaluation of tne results of the made’'s used, Informalion should not be excluded from the

financial regort or the reason thal users Mmay not be able to understanc the inforration.

Just as the sisk management commentasy by South African banks is imgroving, tho
disclosure of exposures to varicus risks is also Iimpraving.,  Fram e analysis of South
African banks, it was chzerved that many kanks anly arovice one tvpe of disclosure for
the exposures faced. Often this disclnsire does not provide g cormplete picture for the
assessmeant of the exposure, The exposuies to risks often overlap between categories of
risks and assets anc acditional disclosuse to cermenstrate the exposures to all the ssks
may provice he user with sufficient nformalen fo accirately assess lhe hanks risk

grofice.

Derivatve ciscicsure by South Afncan banks scoems to hawve laken a bioac brusk
approach. The disclosure tends to review all the decvatives as a whele, Some of he
Scuth African banks have broken the instruments down by frading and non-trading books
ané sarie bave cven shown (ke carivalives goouped by typee Tne cisclosure proviced
does not suificiontly assisl in the asscssmeanl of e evers’ cradit risk exansise. Furthar

dizclosure is reqguirec to adequately disclose desivatives by risk vpe.

ke UK and Australian oanks ienced to provide beiter cisclosure than the South African
sanks.  WWRike in many cascs, & point Tor full comaliance wes awarded, The UK and

Avstralian banks aould furthar imprasve tnair derivative disclosireg.

Mone ol the South Alican banks proviced any disclosure with regard to secusitisation
activitics. The disclesure has been amitted either because the bank does nel paticipata
in these aclivities or tne disc osure s not reguired by any local standards of reporting,
barqing AZ 412 on Consolidations — Special Puraose Entities, however saplicalon of this
stancarc is reguirec for fnancial periods sommencing on or alter 1 January 2000, Tha
L and Ausl-alian kanks o refer o securitization activities.,  Soutn African banks that
choge o gursue this line of business shoulc refer to the UK and Australian annual
financial statements for the appropriate disclosure. Abboy MNational, Roval Bank of
Seoflang anc the Westpac banking group al, prowvide cxcellent cxamples of saciusdtisation

disclosure.

Sirilarly, the South African banks displayed ne disclosure regarcing any loans o

advances that had been restructures. Some of e UK and Auslralian Banks did grovice
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Credit Qlusality

Genorl comments

LK and Australla

Suvrumary

adeguate digcinsute “opardng restuctuced loans.  Agair, these financ.als will serve s

diugirations to South African ban<s of approphiate disclosuro,

Credit cuslity refers to the manner in which the bank manages and monitors the
deterieration in the baelances of loans and advarees, Detailled disclusure regarding the
hanks allowances and credit rating policies and procedures is reguired. The allowances
diseloscd snould be shown in an age anaysis by major balence to whica the alowarce
reletes. This provides the user with sufficient information to make an 2ssessment of tne
atlity of the hank to generate "good” business and 1ow cfficicntly the bank monitors the

“had” bhusivess,

Credit quaiitty also covers the restructuring of leans and advances. Hestruchurng is an
cffcctive ronegotistion of the torms of the luan or advanco, The bank usas “astroctunng
tragitonally where tne counterparty is Ikely o delault and & restructuring may assist in o3
craater recovery of funds. As these activitics ¢ carly influcnce the assessment of credit
quAity, sufticient disciosure snoud be provided, Some of the UK and Australian Barks

provide examales of disclosu-e for restructuring activities.

The South African banks should perform & detailed anaiysis of the top Uk ang Aust-alian
banks to assist in improving tnoi discosure for credit risk. Tre disclosure scores of
Halifax and Lleyds |1'SB affected the UK resuits adversciy. This should be taken inko

consideration wien comparing e disc osure scores of the Uk banks.

In each of the above catogories, the UK and Australian banks have provided better aredit
risk cisclosuce taan the Sauth African banks. The yeas ends of the UK banks tend io
mostiy be in Decermnber whewas the Ausirafian banks year ends are mosty in
Septambear. Tais provides ane of the reasons for the better disclosute by thase foreign
fanks, that is tney are able o react o recommendations and reports gereraied by
interrational bodics as their vear ends tend to be izter than those of the South African
banks. Furthormore, it is possible that UK and Austrelia are betier represented on thc
international organisations providing the recommengations and teports on improved
dimciosure angd as such are chlo to incorporate the disclosure in taeir hanks financial
statements that much soonor than Soutn Africen Banks. This comment remans valid
even whon evaluating the top five South Africian banks by level of advances against the

top UK and Australiar banks scored,

Credit tsk has been identfied by various interrations! organisut'ons as the risk that most
extansivaly affects tne poformence of barks., For this rezson, credit risk needs to be
analysed in greater detzil in tig annual resorts to enabie the user to draw aopropriate
conciusions regarding the manner in whicn the bank s affacted by and manages the

cropasurs i this key fisk.
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Master of Commerce

Market Risk

Tne manrear in winich aarss dofire market riss in their arnual regarts differs bebveesn
camparies. Tn's has ococurred despito the provision of dodfinitiors in AD 125 For the
mest part the banks nave identified market risk as including irtarest rate sk, currency
rigk and equity risk. Somo of tho Darks have split interest rate ris< o miar<et risk ang
have disclosed squity and currency risk as marer sk, For the purposo of this study,
each risk was treated separately with market riss being defined as cquity ik, The

definitions used in this study arc incledod in chapror cne.

Tho aruad headings identified oy tho Base Commttee tor credit ris< disclosure wero
used as a basa for tho devolopmaont of the market risk portion ot the disclosure checklist.
Fapors by Kuhnor {1897 and 1898} and Gioson (1 99%) supplemented the work perfurmen
oy tho Basel Cemmities.  Fuither guidance was obtained from the |atcrnationsa!

Accounting Standards ane select nalional aceourting standards revicwoc,

Tne section on tho use of irtornal measurement medels s paticulary imporlant 2s
nereasing nurmbers of oanss aro using thae valuse-at-ris< mathodalogy. The mocesl ane its

BesuImptions now form an important part of the disclosurs o ke presented oy banks,

While the checslist roprosonis oost practice bhased oo the recemmencatiors available,
the chocklist could possialy ae sxtendec for disclosure regardirg e usoc of cguity

derivatives.

Due fa the grouping of risks urcer tho hoading of markeot risks by the banx<s, equity risk

disclesure is often overlooked ane irsufficion? disclosuro is srovided.

TASLE 4 MARKET RIZH. FATES OF COMPLIANCE FOR SOUTH AMICA, LK AND ALSTRAL A
i Australian Top § 5A Banks’ Rate of |

: | SA Rate of | UK Rate of Rata of Complignce E
Disclgsura Reguirament  Compliance | Compliance Compliance ;
Palicies and Practices 25.5% 48.3% 65.6% 40.5%

27 Disouss the policies ard praclioes wsod o measure:

ane manage market risk A41.7% S0.0% 2005 G0,

28, Disclese policies and practices ol maragiryg marsel
rinf exposures irolucing the methad of pggrenatieg

those sposurs, 31.6% E1H R GRS 0.0
25 Dinglose key aizzumptions Aod parametars of
irtarral modais usad I 57.5% Badts A%

A0 Liscloge noicies end procedures Tor valiozting
irtemal mede s wsed, nciuding baoe-testing arig

strissg-teasting palicies and poceduras, S0 87.5% T30%, 50,07
| ) : ;

a1, Disc'ose the imaact of the hedomng policy an

el risk by megjor merket risk fuctor, 14.3% 28.0% (6. 0.0%
32, Discuss the impast of the policies ard sractices on

1he ror-Lruding porifolic. 14.5% ERaN SE.H s L
fisk Managomont 0% - G8.0% H56.7% 1.7 %
33, Dizc ose irtormation on the managament, sTusTure 2

ard organisaticn of tha market rigs maragemant

[Lirncztion 54.2%, £ 0%, a8 ¥ a0 1%
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Craig West Master of Commerce

34 Disclose qualitative information about tha nature of]
| arket risk in the varnouws hanking activities and
‘dascribe how markst risk ansas in those activities.

EHE. Disclose qualitative information an the market risk
anagemant and control policies and practices

36. Oisclose the usa of market risk measurament
models (including key assumptions and parameters)

37, Disclose methods used to monitor and Ymit market
sk exposures {including risk limits)

&, Discuss changes in markst risk axposure ang
anagement strategies from the previous year

EXDRSUES

39, Disclose balances of market risk axposures,
including current exposure, average exposure and
whete applicable, future potential exposure, by rmajor
categonos

1, Disclose information about market exposures by
business line and by geographical arsa

¥ . Disclpse information about significant
concentrations of market risk

Quality of iformation

M2, Discuzs the use of internal models. Discussion
should include information on;

42 1. Type of model{s) used, portfolio{s) covered and
size of portfaliols)

H2 2 Qualitative and quantitative information about
markeat sk measurament medels used (insluding
parameters, peformance over time, mode| validation
angd stress testing Information)

M2 3. Status of development of such models

M3, Include a sensitivity analysis, inchuding hypothstical
changes in market prices and rates

36 4%

43 8%

56.2%

B2 5%

1%

13.2%

16.7%

30.0%
2505

25.3%

20.2%

fi4 3%

25,55
50.0%

33.2%

A0 05

Fa.00%

BT.55%

Th.08%:

50.0%

40.0%

40.0%

50.0%

5105

63.5%

FO.0%
B7.5%

87.5%
501018

A0.0%

5005

50.0%

B3.32%

83.3%

PR,

83.3%

100.0%

100.0%
50.0%

79.2%

83.5%

100.0%

82.3%
NiA,

AR

500
501.0%
60.0%
G105
0.0%

21.7%

20.0%

25.0%,
16.7%

43.7%

50.0%

50.0%

20.0%
5005

37.5%

FPrincipal omissions

« palicies and practices

+  management of exposures

+ exposures disclosure, and

« use of internal madels

The principal omissions can be grouped and classified as foliows:

The term “equity risk" has been used below to differentiate between the banks financial

staterent interpretation of market risk and the definition used in Lhis study.

Puolicies and practices

risks) impacted negatively on the disclosure of equity.

The manner in which the banks defined market risk (as & combination of various financial
The disclosure was further

impacted by the varying extent to which banks dealt in equity instruments. However,

even those banks desling in equities to a significant extent did not provide sufficient

disclosure.

an investigation into the adequacy and usefulness of Fnancial risk disclosures in listed South African banks: 2000
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tanaoernent of exposures

Expasures

Irdernal models

UK and Australia

Swmmary

Mastar of Commerce

Tne srategy behind the utilisation of eguily instruments was either poarly cisclosad or not
disaosec at alll  Futhermore, whether the oank was usicg e i9slrumnenss for

sgeculative 0° hedging purposes was not adequately cisclosed,

The matageme: of equily risk was 1ot sufficiertly discussed because of the inaccurate
nierprelalion of market fisk. However, the use of internal mocels in the management
process are discussed.  Commerlary o7 the internal mocels disclosuce is provides

bl ooy

The exposdres to market risk were poorly cisclosed eitver becuuse ibe bank cid naot
materiady use equity .nsruments for hecging or speculative purposes or the bJanks are
uraware of now to present the cisclesures. For the most par, the ganks clsclosure of
exposUres o eguity risk involves disclosure of the inveamments qele, the carrying vallde
and e fair value of the nvestmen:,  Furlner reakoowns, by geographic o business

lires, are rot presentes.

Tne disclezien of inermral models was usually of a generic nature.  Banks regularly
discivsern tne use of the value-at-rigk methedology for equity, currency and interest rae
risk, The oLtpur rom the macel was preseaten in & table. Waere cizclosec, i appearec
45 tholgh the same genery! zssumptions were used in the model fo- each risk. The
same soore was awarded 12 each risk evaldated ir the checklist for which the mode! was

applicabla.

Tne discussion of the niena moveals used was of a ‘easonable simadard. From he
disc'osure provicec, it would appear tha: most of the banks rely on ore model orly and
o noo test the mocel dncer additonal scerarios [e.g. swessful market condisions).
Cetailec discussion sholld be incluced ahoul lhe sless tesling perfarmes o9 the imarhal

MOCEs USan 1o measare ano manage [nardis) fsks.

The UK ad Agsiralan bonks also gragec firangial fsks together to form 3 "market risk”
croJdmng. Howewver, in most cases the fnancial risks growped mgether as marke: risk
wus for the parpese of risk management technigues applied. The risks within e matkes
risk group were stili separazely discussed. Ecaivy risk is slill inadeguaely discussad  The
most significart risks irc aded inoihe markes risk grouping wera interest rate sk and
currency risk. The d'scloslre of the UK ane Australian banks remaing beder than thar of

‘e Sauth African banks and will serve as useful illustrations to South African banks.

EgLity risk remaing an mpotant risk o banks. Disclosure shoulo rol simply be ceoiuced
beculse the equity instrument activities are immalerial. A lhe veary least o slalement
should oe made as o the exient of the eguity inslrumen: dealings sa that the dser may

form a jucgerment wilh regerds e exposare 1o e ity risk.

An investigation nto the adequacy and Lscfulness of inancial risk disclosures in listec South African banks: 2000 50
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Craiy West

TAHLE 5: INTERCST RATE RISK - RATCS OF COMPLIAMCE FOR 50LTH AFRICA LK ANDG ALISTRALLA

Master of Commerce

Interest Rate Risk

Thiz maiority of & bank's activities revelve aound Inans anc advances and other inferesi
bearing instruments.  Clearly interest rare risk js ot significance lo ke users of the
financial staiemenls, MOt only do users reguire sufficient informasion to asscss the credit
risk profite af the bank but they also regaire information to asscss the banks exposuce to
inrerast rate moavemanis and inlerest atfocled instuments.  Thoe crecis risk cisciosure

aszists in this regarg,

The Basci Cammittce reecommencations with reoard to credit risk disclosure were ange
again used as the base for the devaiopment o the inrerest rate disclosure sart'on o the
chacklist.  Other international bodies used incluced the internalicnal Accounling
Standards Committes, selecl national accounting bodies and & paper published by
Gibsan (18983, Mol of these resources proviced similar recommendations with regard
to the disciosure. Append .= A containg the best praciice checklist anc the source of the

disciasure roguiremient.

With renarc to internal models used to measure ang monitar interest rate risk, these were
aften the same mocels as used for the measurement of market risk,  Soc discussion

under the beading of market risk above.

 Australlan | Top 5 S5A Banks’ Rate of

84 Rate of | UK Ratc of Rate of GCompliange
Disclosure Requirement y _Compliance | Compliance | Compliance
Felicies wncd Crachices 31.9% E5.0% TOE% 41.7%
dd. Disclose policies, praclices and melheds used o i
rranagn intorast rats risk 41.7% HLLD% allsy L0.0%
M5, Disclose policies, practices and rethads used to
unount lor inforest rate osk evposurss S0.0% B 3G, % i A0 .03

WE. & discussicn onthe =ov assumptions used in the 5
abices methads and practrees should be incilded, T 0 2330 d 00%, :
A7 Discuss the application of the policies on B nan-

M inwvestigation into the adequacy and use’ulness of financial risk visclosures in listec South African banks: 2000 G

lrading porticlic | EEs a0 0% B335 ZH0%

sk Managemont A2.9% F2.0% TE. 7% S6.0%%

Wi, Disclose intormaton en the managemant, struciurs

i ordesnsation ol ihe intersest rate risk management

function B0.0%, A% 83.3% a0, |
12, Discloze qualitsfiee intermation albout the qature of i
inleresl nile nss in the vanous boengng z2olialies end : )
Hasorihn how nterost rate riss ar ses in those aclvilies 41.7% T A0 41015

L), Disclosa qualiletive infermialion oo the interesl rale !

risk mznagomanl and control policics and practizes 41.7% AL L0 VNS

121, Disclose methods used Lo monilcr ssposurs !

intreroest rate risk (inciuding frequenoy of monilering) L83 0.0 100,04 T0.0%G

122, Disgicse mothods of controlling intorest rale dss

XD sUTes 20.8% S0:0% 100.0%, 300045

Exposures 22 5% 56.7T% §3.3"% 36.0%




Craig West

reporting the financtal assets and liabikties in an

interest rate repricing schedule {by effective rate and
aturity band)

54 Disclnsg the effective rates of interast for the

|'.rarious categories of interest bearing financtal assets

and iabilities

Eﬁ. Pisclosa the gross expasure to interest rate risk by

55. DHaclose the impact of future interest rate changes
n the exposures o interest rate risk
6. Provide information on contrackual repricing and
maturily dates as well a5 possible changes in the
uture and key assumptions made about Tebure
redictiong
57, Disclose information about concentrations of
Interest rate exposures by business line and by
gecgraptical ares
58, Disclose the effect of hedging policies on interest
rate exposUres

Cluality af infarmation

59, Discuss the use of internal models incleding Use of
odels under stressful market conditions. Biscussion
fauld include information on:

58,1, Type of model{s) used, portfoliols) coverad and
ize of portfaliofs)
9.2, Gualitalive and guantitative information aboet
arket rigk measurement models used (including
arameters, perfarmance over time, madel validation
nd stress testing information)

9.3, Status of development of such madels

0. Include a sensitivity analysis demonshating shess

Cenarios

anings
51, Disclosea the average balances and interest earmed
or paid, for each material category of interest bearing
instrument

37 .5%

16, 7%

B.3%

31.8%

25.0%

16.F%

23.3%

33.3%

S0.05%

25.0%
12.5%

2510%

54.2%

54.2%

100.0%

B0.0%

$0.0%

40.0%

a0.0%

all.0%

66.0%

E0.0%

TOA%

700N

33.2%

50.0%

T0.0%

0%

100.0%

100.0%

88, 7%

BE. 7

100.0%

BE. 7%

83.3%

83.3%
100.0%

83.3%
MNiA

668, 7%

100.0%

100.0%

50.0%

40.0%

2000%

50.0%

40.0%

12.5%

33.5%

40.0%

%

37 5%
25.0%

37.5%

80.0%

B0.0%

Master of Commerce

Principal omissions

The South African banks demonstrated poor disclosure in each of the areas required.

For this reason, the principal omissions will be discussed below under the following

headings:

» policies and practices

v rizk management

*  exposures, and

1 guality of information,

Policies and practices

In most of the South African banks annual report, the risk management function is

disgcussed but the policies the bank follows in managing the risk and all the practices

employed are either not discussed or are not discussed in enough detail,

The BOE

annual report provides a base from which companies can build to provide adequate

discloslUre,

BOE presented their key credit risk policies and processes under specific headings. This

provides the user with some guidance as 1o the policies developed and processes

followed 0 manage credit risk.

An investigation into the adequacy and uselulngss of financial risk disclosures in listed South African banks: 2000
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FRizh management

Cxposures

Quatify of information

UK and Australia

Summary

The structure of the interesl rate risk management function is often the same as the
market ris< management function. Mest of the ban<s appear o have <sk groups to
manage pariculer fnancal risks.  Interest rate ns« lends tu be ncluced with equity anc
currency fs<. YWhile the risk management slruclure is underslood from the commentary

providec by the ban<s, what the management grav s do is nat always mace clear.

Many stakehalcers in the banking induslry may undorstand the ‘actors that generate
mnterest rate vis<. Il waule sl be useful to the sta<eholcers to read the factars ano
business actvities that rmanagermen: have icentified as being affectec by interes: rate ris-
anc how lhat risk is measured anc controlled. The above informatian should be of a
discursive nature.  When the exposures are oscussed. lhe labuladions showing the

measurement of iInterest rate risk can then g ciscussen,

South African ban<s are beginning to show he repricing schecules. Those schodulos
are dscosed by the earlier of conractua’ maturity or repricing.  The checklis: ahoveo
shaws |hat lhers arg adeibonal combinalions of cata hal would e of use o e

stakeholdors when ovaluating the exposure of the bank to intorest rate risk.

The modals used often overlap with the mocels used in the market risk analysis (see
mat<et ris< oy further discussion].  Howewver, the assumptions wsed are oflen nol

discussec, nor the objective ane applicabiity of the mods|,

The LUK ane Austranan banks reviewsd pravideo [ar more detailed disclosore than the
Soulh African banks. These finarcial smatements can serve as illustrations for the South

Afrinan han<s.

Interest sate ris< is & vital constizuent of the overall financial risk posijtion of a2 bank. The
dizclusare for this risk should he of the highest standard te provice the users with

sufficient and apprapriate nformatian o evaluale the expos.:e 1o inferas| rale risk

Liguidity Risk

The imporlance of jgquidity risk is ofton ovorioaker. All the countries evaluales achiover
soar disciosure scares. WWhile liguidity ris< s usually defined in the “inancia’ statements,
the discussion of how this risk is managec is insufficient. The commentary providec by
the banks incllces details on the manaer in which the risk s measurec, but no summany

of *hose measuremeants nor any olher lables are proviced,

Liquidity risk 15 imposant becausc severe penaltes could ke enforced on defaulted
conracts. The banks must therofore carcfully monitar the maturties of both assets anc
liabilizies anc project expectec shortfalls of cash in order to organise bricging finance at

reasunable rates.
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TABLE & LIQUIDITY RISK - RATES OF COMPLIANCE FOR SOUTH AFRICA, LIK AN ALUSTRALIA

I Australian Tep & 5A Banks’ Rate of
5A Rate of | UK Rate of Rate of Compliance
Disclosure Requirement Compliance | Compliance | Cernpliance
oifcfas and Fracfices 20.8% 35.0% 25.0% 27.5%
2. Disclose policies, practices and methods used o
anage fguidity risk 41. 7% B0, 0% 16.7% G0.0%
3. Disclose palicies, practices and methods used Lo
mceount far liguidity risk exposures 33% 0 B0DW ¢ 500% 40.0%
64, A discussion an the key assumptians used in the '
above methads and practices should be included, 5.0% 8 N 174 0,04
B8, Discuss the application of the policies on the non- :
trading portfolio 4.2% ; 0.0% 0.0% 10.0%
Fisk Manageamert 31.7% 1 4B.0% . 46.7% 44.0%;
66, Disclosa information on the management, stracturs :
and prgantsation of the liguidity fsk management
funetian 41.7% £0.0% 33.3% T0.0%
67, Disclase qualitative information abaout the nature of .
Biquidily rizk o the various banking activities and ; !
describe how liquidity risk arises in those activities ©  282% 40.0% 333% ' 40.0%
B8 Dizclose gualitative information on the liquidity risk
managermant and contrat palicies and practices C 40.0% 50.0% Fobi, 4 o A0.0%,

59, Dizclose methads used to manitor exposure to ;
liquidity risk (including frequency of monitoring) 50.0% 20.0% 100.0% ¢ 50.0%

70, Disclosa mathads of controlling liquldity risk !
EXpOSUSS ' 11.1% 16.0% 100.0% 10.0%
Expostires 13.9% 36.7% 38.9% | 13.9%
71. Discloss concentrations of financial assels in he
broad order of their hguidity and maturity 20.8% 100.0% 100.0% 30.0%,
72, Disclosa effects of changes to the exposures o |
future cash flows and expected shortfalls in cash 8.3% 0.0% 0.0% ' 0.0%
73, Disclpss information aboul lhe distribution, ; :
cancantration and type of funding source 12 5% 100% - 187% . 10,046

Principal ormissions

Policies and practices

Risk management

The principal omissions will again be discussed under the broad headings of ihe checklist
due to the poar disclasure by Ihe banks,

The main reason for lhe omissions was discussed at the beginning of the section, namely
that liguidily risk is overlooked. Banks often appear to fail to understand the imporlance
of lhis risk based on an analysis of their disclosure. The methods used lo manage and
account for this risk should be disclosed in detail. The methods used are often
mentioned with no additional information as to the assumplions in the models and

frequency of review.

The most exlensive disclosure made with regard to liguidity risk is the detall on lhe
method used for monitaring,. Commentary on how the information is interpreted lo conlrol
the risk is seldom included. There is also little information regarding the activities that
result in exposure to liguidity risk and those that do net,
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Exposures

LG arnl Ausliralia

Summary

Sarre of the oanks prawvide iguidity risk lables for their derivative sxposurcs. This is not
yiol an industry oractice. Furhermaore, it is not onby derivalives [at result in exposare (o
liquidity risk.  Tabies could be presented sqowing lhe ful exposure to liguidity risk,
possibie shartfalls of cash and the strateqy thal managemen: generally emipiay 1o resalve
the shorfall. - This information will provide the user with assurances as 10 the abiity of

menagernent to adeguately monilor, measure and react o exposures o liguidity risk.

The banks reviewed wil only provide illustrative examales far certzin disclosure attributes

as the performanca by these banks was iargety inadeuate.

Liguidity risk is either not fully understoad or simply overooked.  The risk s ceary
matarial in a&n organisation dealing in instrumenls «ilh varying matarities. It may also be
that managamenl foel that add tioral disclosure may relinguish same strategic advartage

and are reluclant lo provide their competizors with such detaited ivformation.

Currency Risk

Trig risk is necoming increasingly Important 35 the world markets bpecome more
accessible. For orgarsations dealing in insliumaents ir a varicly of surrengics, sensilivily
o movernerts in those eurrencies must o regularly reviewoed. Furthermore as & greater
variety of deriveives boecome available, the exposures that resul? fram the aositions held

rmust oe addressed.

Currency risk is frequently grouped with market rise by the panks. The same irternal
measurernan: modal (usualy value-at-risk) iz u=ed w evaluate currency rsk as = used
for market risk. The d'scassion for market risk iz usualhy applied equaily to the exposure

o Gurrenny sk,

TABLE T CURRESNCY RBHSK - RATES OF GO IARCE FOR S0U 1 H AFRICA, UK AN TAJS I RA 1A

SEA Rate of | UK Rate of ©  Rate of . Compliance
Disclosure Requirement Compliance | Compliance  Compliance:
Foifoies and Frachices 23.6% A5 0% ; 41.7% 36.7%
71, Diszlnze policies, practicos and metnods ysed ; ]
MManage cumrency fsk 33,20 A40.0% 16, 7'%: i 20,0%,
75, Discluse policizs. praclices and methads used to
acoount far curroncy fsk aRposures 21.8%, G0.0%, 20.0% 50.0%:

"."E-. A discussion on the koy assunmiptions usaed in thoe
anoyve mathods amd prastices shoold e insluded. 200807 87 5% 1A 20,04
7. Discuss the application of the polisies on the non- ;

_ Australjan Top 5 SA Banks® Rate of

srading potfol o 0. 0%: i 5% B 1.0%
sk Mananamon 19.8% 47.5% 45.8% 32.5%

&, Disclazo intormation an the managomant, sirusturg : [
ard prianisation of the currency nsk managemeanl : !
funszion 28 2% ORI 838% 50.0% i
??9. Digclase qualtatve infarmation alout the naturo ot ’
aurreney mak e various banking astivilies and
describe haw curronsy risk arisas in thoso actylias. A 3008 16 7% 20 0%
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N Deciose qualitztive information on the currercy

isk marsgemant and contros policies and practices 21.49% A0Lon, 16 T% 21005
81, Mothoos used fa cantro! currency risk exposures 21.4% | TS B, 7% 20.0%;
Exposures 16.3% 28.0% 26.7% 27.5%

trading porlfulio

Erintcipal ormissions

Folicies and prachices

Fisr ranagersen!

Expasuras

Ui and Australia

He, Disclose net apen positions o each currency and

wa. Disclose the impact of fulure cirency rale
hanges an thin Sxpuseres o Srrrenoy risk RIS 25.0% 0.0 0%
Ay, eclose the impact of exposures on the non-

b the positior s drriveoo 33.3%, 40.0% 18.75% a0

w3, Disclose the effect of hedges on currency .
imeeatments 33.3% 3T.4% 5005 a0

B4, Desvlose informalion abaul currency exposures by

husiness ine and by geographical asea 20.0% 250% j RO0%: 30.G% :

an.is R o055 I7.5%

The principal omissions will again be discussed under the broad Feadings of the checklist

due to the poor disclosure by the banks.

Commenlany regarding currency risk is Lsualy included in the market risk discussion by
banks. This often resu'ls n insuflicient disclosure on currency risk. Exposures to the
VEINDUS CUMENS es have hecome an irmpartanl dscosdre issue with the steady decling in
value of the rand against e dellar and elher currencias. Knowing he Gross exposures
noeach material eurrency as weli as the currencies mowheh hedging posizions kave been
taken would enbance the users ability to underskand the exposure of the banks to volatile

movements in varieus currengies. Sensitivity analyses would be partisularly Lserul.

hethods used to control the currency risk exposures are seidom disgLssed. Some of the
banxs discuss the use of hedging in genenc lerms, however the discussion is newver
directed af spegific risks. Greater detal and mproved struclure ot the rs managemen:

disclosLre would mprove the users underszarding of the managemeant of currency risk.

Mumerous balances within the finzncial staternents are d sciesed according to geographic
regiors. The exposure o the currengy of the region is usuzlly excluded from the

disclosure.

Sarme ot the banks provide brief serscivity analyses based on 2 suppesed 10%
devaluation ot the Incal currergy.  This type of disclosure was lmied to the UK and

Australiar barks financial stalemenrds.

The UK and Australion banks fared betder thar the Soulh Alvican backs, bl obly
marginally so. Al the barks reviewed could improve the discoscre raparding the
exposuare o vadous currercies, Some of the barks did provide exposire aralyses for
their derrvalive exposures.  This ype of discosure should he exterded to the other

assets.
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Summaty The disclosure by all the banks reviewsd should be improved with regard to currency risk.
Additional tables showing the sensitivity to changes in material exposures to particular
currencies would be useful to users wishing fo evaluate the abiity of the bank to
withstand sudden market variations [similar to the swift devaluation of the rand against
the US dollar).

Capital Adequacy

AC 120 only requires commentary on the adequacy of & banks' capital.  This is dearly
insufficient for users fo evaluate this aspect of the banks. The Sputh African Reserve
Bank as the supsrvisory instiution have laid down additional standards based on the

minimum requirements of the Basel Committes.

The Australian Prudential Regulatory Authority and the Reserve Bank of New Zealand
have extended the requirements of the Basel Committee to develop a fairly extensive
standard for capital adequacy. This formed the basis of the international best practice
checklist. A review of the results n the fable below demonstrate that the disclosure
provided by the Australian banks far exceeded that of the UK or South African banks,

TABLE 8 CAPITAL ADECQIUACY - BATES OF COMPLIAMCE FOR SOUTH AFRICA, UK AMND AUSTRAL A

i Australlan Top 5 SA Banks’ Rate of

SA Rate of UK Rate of Rate of Compliance
Disclosure Requirement Compliance Compliance Compliance e
Fiticies and Pracfices 36.5%  26.0% T0.68% 52.5%
67, Disclose the purpose ot the capital adequacy :
caleulations 25.0% _ 4008 103 1% BO.0%
B8, Disclose the justificatlon for the risk welghtings ;
used fincluding risk lactors considerad) [or each risk 12.5% 0.0% fifi. 705 20.0%
28, Disclose lhe minimum capilal ratia requirements 7% 400% . 100:0% 1000%
90, Disclose method of assessing averall capital '
adequacy in relation ta the firm rizsk profile and the
strategy for masataining capital lovels 25.05% 0% 1BTR S0.0% ;
a1, Disclose stross testing procedures for testing ;
internal capital adeguacy targets 0.0% 0.0%: MA, 0.0% :
| |
‘Capital 45.1% 35.0% 87.0% 75.0% |
pE. Disclose the Hems comprsing Tier 1, 2 and 3 1
capital (including the subdlvision of Tler 2 capital into
upper and lower Tier 2 capital) 58, 3% J0.0%: 100.0% 100,045
93, Disclase for each class of equity share capltal 33,3%: MIA 100.0% 50.0%
834, The inclusien In Tier 1 or Tier 2 Capita) CAHRO% B3.3% 00.0% 100, 0%
3.2, Material conditions applying te that class T5.0% B3.53% 100.0% 33.3%
B35, Cumulative preferred dividends in arrgars A A A M
934, Clher material terms of the issue of securilies 100.0% RA A _ 100, D%
G4, Far all ather classes of capital instruments s A, 1060, 055 S0
%4 1. Inclusion in either Tier 1 ar Tier 2 Capital 10H1.0% B3.3% 1000 0% 100, 0%,
4.2, Prigrity in ranking for payment or claims of the |
class fooSlFe A, A 50L0%
O 3 Al cther matenal terms and conditions . T50% RA RA B3.3%
95. Mature and amount of each reserve o 444t 33.3% 104, 0% B0.0%
45, Disclose how the off-balance shoot cxposurcs arng
convertad to credil equivalent amounts or the nsk- .
weghting teable. i 0.0% 16.7% A0 01% 0.0%
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Purposes of cagital
aufeqiuacy

EBanl strategy

Risk weightings

Craiy West Master of Commerce
K} Dissclose kev assumptions snd othor parameters ot ;
Ay other intermal modeis used o caplure rizks alher :
han gredie sk {ncluding 2 discussion of development 3 :
ot these made s iy R R s
98, Discinse vorficstion snd validabion mothods uzed
of the internal modeis as well 25 the rasulis of the
cste pnrformed A [y oA [
Hisk-weighied Exposures 47.0% 60.0% 83.3% T5.0%
G Dissdose o Weble of balanoe sheet srposuras by risk '
wenghl bard 54.2% 200 1 833% SOL0%:
1000, Diselose a table of off-halianee sheet cxposaroes
by risk weight band 4.2% 20.0%, 50.0% 10.0%
[104. Disclase Capial and, A particular, Tier 1 Capital
Az a percentagn ot risk saighted prposaTs R 100.0% 104.0%, 104004
102, Dizclose the date to which the measums of lier
Capilid and other Cepital relate BE. T Ta0LG%: 100.0%, 100,07

Tae capital advguasy disclosurs 9y the Sculk African sanks was mostiy batier than the
UK hanks. Tae Australian banks fared botter than both Socty Africa and UK, The
excallence of the Australian panks disclosure can e cxplained oy the recent standards

isslied gy e Australian Prodendial Regulatery Autaority.

The grincipal amrissions by Sowty Atrican banks ean be summanised as follows!

»  Purpose ard justiication for cagital adecuacy

»  Bank spreific goals and strategy tor capital adequacy

s Tae meaning of the risk weightings and commoentary 0 e conversion te a credit
Bl et

«  Olher models used

s (Off-batance s1est exposurcs

bost of the banks do nol discose the reasen for the capital adecuacy tesis and
requirements.  For fess informed stakchbelders, bis formation would be particulariy
uzseful. The zanks vscally smle lhal the capital adequacy inforpration is provided @

cermply with standards st oy the regulatory authaorities.

It wold appear from the disclesure that the basks oniy provide capdal adeguagy
tormaten in order to comply with the regulatory recuirerrents. Howevor, as
durronstramd 2y some of e sanks. the maintenance ot capital and capital aduguacy
targes forrm part ol a banks strategy and business goals. Cormmentary o these goals

and strategivs shiou'd be provided o the wsers of the financial staterents.

Wilhin the capital adeguacy calcuiacion, the asscts are risk waighted. Tre baaks fall to
axplain wkat the rizk weight 1gs mean or the uskfication of the regulatory avthodities for
orescriag cortain sk weightlings,  This information would assist tc users e the

cnderstanding of the capital adequacy information.
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Measurament modsls It gppoedrs from tne financial statements reviewed, that the banks celoulsle the cepital
sdeguacy aieng pridectizl lings and do 2ot Jse add'lioral modes to test the capital
adequacy calcuiations of assess additioizl ictormalion to determine f the canital

adecuRacy isin fine wilh firm goals,

Off-balance shesat

BRGCENES Ql-berence sneet exposures is usually given as one ling i the caleulation. Same of the
Uk ard Australian banks provide tne off-beiance sneel lems n A risk weghled tabkle in
the same manrer as the ar-balasce sheet assets. This arovides 1he user with additinaal
informatar As o how e sk oweigalirgs wore eppicd o e oll-boencs shoom

CRpOSUTGS.

LK and Ausfralia As noted ebove, the Australiar barks provided better capital adeguocy disclosure then
boin the UK and SoLth Africen baadks. Trnis is mostly due to the recert statemoerts ssued

by fhe Australian Prudert sl Regulatory Authoriby,

Summary Tne edogquocy of @ banks capital in tne respective tiers can provide the user of the
financial statemerts with greater coafidedce 25 to the stabiily of the bark.  The
disclosure should be improved regerding the cspladstiors of Ine cagital adequacy

caicl atior ard the meaning of tne various tiers,

Additional disclosure requirements

A briet review of the tebles in tnis chapter illustrate tnat often tne discosures thal tne
Soutn Alrican banks scored poarly ar Aamose on the rew disclosure requirements. Tne
other reguitements nal ng batks scared poorly on wee usually the local standards

recamnierdoed disclosures.

The South African hasks appeared to score adequately on tne local staidards prescribod
disclosu-cs. Tris immlics tiat ¢ cullure of wilingress ta disclase information, needs to be
irstilled amorgs! the Souln Africar badks.

Presentation of Disclaosure
This sectior has beer included to gk ignt partice ey excellent or usual disclosure oy

oaricular nanks,

South African banks Mercartile was the orly bank o irctude bhath tae risk managemeat discussion and the
araiysos dfter 1he fierciad statements. While this disclosure made the sk of sconng
the financial swtoments easier, ne infarmation was not adeguately laid out for cose of

Use,
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ABSA Included extensive discussions before the fimarcial statements. This disclosure
was excallart far the most pert, Foweover lack of refererce to the nales ard additonal
tables bath in ard ofler he firgrcial stazemert respectively made the use af the annua:
report difficult.  The curercy profie tasle was useful for the aralysis af currency
gxposures,  ABSA was one of awe South Afrecan nanks to areseql informalion ir this

manne-.

rvestes praviced cancise financia. rsk commentary that was immadiately foiowed oy the
relevant mbles. Lock of reforonce o tne roes in the fmancigl statements made the

rernEning risk relevant inlanmebion cifficult lo fird,

FirstRang, as the anly lrue South African pancassuror, discloscd separate nsk
managernert inflormatior for he banking section of the group. Tr s proved uselul as the

risks Incu-red by an irsure may waght the toancial risks iffereniy.

Standard Bunk chase o issue their aorual report anc firancial szatements separatoly,
hal i5 the imaudied monagemen: commenay was in a separate booklet to the financial

Staleren s,

BOE was e anly bank to begin o cillerentiate oeoveen the policies and processes used
to manage firancial risks. While the cifferentiatior was only made for credit risk, the

prasentaion is roted as beindg a step i the right direclian,

Addiinral useful infarmalion sresenled by the UK anc Austraiian barks was e

nitfference petwween feir disclosure and he US disclosure szarcarcs.

The presertation of the Barclays -isk managemerl icformation was particularly gooc,
The tisk managarmant discussion noeluded commentary ar vanious balancos imaactod by
the finaacial risk under review.  This provides the oser w1 most of tie informeation
reguired o make a rigk arofile assessmenl iv are area of the annual reset. Informasior
was never unrecassarly repeatod ard cross-teferences enabied guick access lo the
ralevant information. The accounting policies disclosed werea fairly detailed anc the noles

W Lbe firanciy staemerts apprpriaely wescilec,

The risk managemen: cisclesure by Mationa® Barck of Australia was procedec oy 3
disoussion an malenal balances in the fironcial statements. This arov ded Re uses witn
sufficient graurding on e conens of the fingnoial statemerts oefore discussing tio
rizks arising from hose balances  The reles ane supplemenlary wmblos preserted with

regargd o fnargial risks were excellent.

An investigatior mto the adeguagy ard usefulress of financia. risk disclosures 0 hatec South Afrcan nanks; 2000
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The above two banks scored the highest rate of compliance with the intermnalional best
practice checklist. Their financial statements could be used as lllustrative examples for
South African banks wishing to improve their financial risk disclosure.
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Chapter 6 — Statistical testing

Spearman’s Rank-Order Co-efficient Correlation

Introduction

The analys s of resilts ir the previous chaplers demoasiiales thal here is a signilicart
differance in the exiedd of discinsure wilhin the Soulh Africar badking seclor. This
chaplor aims o address threc bypolbescs o esmablish whether the level of acdvarces,
markot captalisation or wumber of skarckoldess ir the company influences the exiert of
disclosure provided by the bark, Tre statistical Pypotheses will be tested using the nor-
parametric methad of Spearman's Rarked Correlation. A discussion of the research

melhod of he testirg is cortaired .1 Chapter 3. The hypotheses are as follpws:

TABLE t: BYI1MOTHESES AN 5 AL TRZAL HIVPOTTIESES

Intuitive Hypotheses: Statistical Hypotheses: '

Hypuothesis 1 o, —4‘

The exmerl of crodis [sk dsciosure s Hy There js no correlaton betweer the extent of the credit risk disclosure

influersed by the size of the advaices  when compared to the level of advarces on the bank's baance sheot

[naiance. Hy: There s a slatislicaly sigaificart correlation between the exten: of the !
credit fisk disciosure who somparod 10 the level of adviances or the bark's

balarco shact.

beypotiesis 2 ' o
The extert of financiai risk disclosure  Hy There s ro correlation betweer the exten of the financial risk disclosure |

i irfluerced by the matkel whencompared lo the markel capital sation &t the year end.

capitalisaticn at the year cnd. Hy: There s a slatislically signilicar! correlaton batween the extent of the

firancial rsk disciosure when comparsd to lbe market capitalsatior at year

erd.

ﬂggguthcsis 3
The number ol stareholdes at year | Ha There is ro correlation betweer the exten: of the financial nsk disclosure

erd flugices the extent of firaacial | when compared to the number of shareholders at year end,
~ risk disclosure. Hy: There is a stalisticaly sigrilicant correlation betweean the extert o the
firangial risk disclosure when gompared to the miimber of sharehoders at

YEar end.

The intu'live hypothesis is often stated diffesertly to the null ypothesis. The reasar for
the differeqce stems from the directon i which the tes: is performed. The statistical
hypothicsis is staled so that wheare the ranks o0 3pearnar’s Ranked Corelatior oo
correlated, the calculatod value should excoed the critisal valug, To assist v this renand,
the rull hypottesces all irdicale hal no corelation exists, even where this differs rom the

intuilive hypothesis.
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Hypothesis 1

The level of advances maintained by a bank increases the credit risk exposure In rands,
however the increase in the exposure may not be reflected in the axtent of the disclosure.
The purpose of this statistical test is to determing whether a statistically significant
correlation exists between the level of advances held by the bank at year end (as an
indicater of size) and the extent of the credit risk disclosure,

For the sample of 12 South African banks, advances per the batance sheet were ranked
in descending crder as were the resulis of the credit risk disclosure score based on the
international best practice disclosure checklist. The results of the ranking and their

differences are shown in the table below.

TABLE 10: RESLLTS OF RAMKING THE SOUTH AFRICAN BAMKS LEVEL OF ADVANCES AND CREGIT RISK ACORES

The result of the 3Spearman rank-order comelation co-efficient formula can be
summarised as follows:

= The calculated value for r, achieved a value of 0.874 {87 .4%).

«  The calculated value exceeds the critical value {0.671) at the 95% confidence level.

The result confirms that the null hypothesis is rejected and a stiatistically significant
correfation exists between the extent of credit risk disclosure and the level of advances.
The result further cenfirms the intuitive hypothesis that an association would exist as the

larger expasure warrants increased disclasure.

Hypothesls 2

The noticeable difference in the extent of finangial risk disclosure presented by the South
African banks leads one to question what other factors influence the extent of disciosure,
This hypothesis will attempt to answer whether size {gs determined by market

capitalisation) influences the extent of financial risk disclosure.

An inyestigation inte the adeguacy and usefulness of financial risk disclosures in listed South African banks: 2000 &3

Advances Credit Risk | :

Bank {R'm} Rank ; Score Rank i d, d;’

ABIL 3,357] 9 L 29.3% 8 1 1

ABSA oo VETIBET 1 43.5% 2 -1 1 |
BOE : 40,423 5 45.8% 1 4 16 ,
FBC Fidelity 5,824 & 16.7% i -3 9 :
FirstRand 93,824 4 36.5% 5 -1 1
Investec 21,936 & 30.1% 7 -1 o :
Mercantile Lisbon 2,744 10 16.7% g 1 1
Medcor 103.783) 3 41.2% D 0 0 :
Regal Treasury : 74 12 1505 12 1] 0

Saambou 8,777 7 3.5% G e 3 il S
Securities Investment ; 15K w il 4 16.8% T 1 1 :
Standard Bank 112,445 i | 38L0% 4 =2 4 5
Sample Size 12 ) A
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The market capitalisations as at the company year ends were ranked and compared
against the rankings of the overall financial risk disclosure. Securities Investment was
excluded from the test as insufficient information had been supplied to determine market

capitalisation. The results of the ranking are provided in the table below:

TABLE 11: MARKET CAPITALISATION OF SOUTH AFRICAN BANKE AT REPORTED YEAR EMD AND FINANMCIAL RiSK DISCLOSURE SCORE

| Mkt Cap Overall Risk :
Bank  (R'm) Rank Score Rank | d; d’
pBIL 5309 7 5.8% 11 4 16
rﬂkBSA : 18,745 3 50.7% 2 1 1
TEQE e, : c 12258 40 | 4B.0% AT, L i
;FBC Fidelity 1.567) 8 19.5% 8 . g
FirstRand 37,873 1 426% B ) -5 S =
ilnvestec 10,081 3] B1.8% ¢ 4 16 }
Mercantile Lisbon 852 10 16.8% 9 7 1 :
Medcor 32_.513[]. 2 49.4% 3 -1 1
Fegal Treasury 6E 11 11.1% 10 1 1 5
Saambou 1.221 ] 30.1% T 2 4 ‘
Standard 8,030 6 47.1% ; 5 T 1 .
Sample Size 11 ' 66

The result of the Spearman rank-order correlation co-efficient formula can be

summarised as follows:

¢+ The result for 3 sample of 11 was 0.700 {70%) that exceeds the critical value of
0.618 {61.8%) at the 57 5% confidence level.

»  The hypethesiz was accepted at the 98% confidence level.

The result confirms that the null hypothesis is rejected and a statistically significant
correlgtion exists between the extent of financial risk discloswre and the market
capitalisation of the South African banks at their respective year ends.  The further
conclusion that can be drawn is that there is & difference between the disclosure of the
larger South African banks and the smaller South African Banks. The intuitive hypothesis
made s hergby confirmed,

Hypothesis 3

Intuitively, a further factor that should influence the extent of any disclosure in companies’
financial statements would be the number of sharehalders and the extent o which those
shareholders have access to the financial records of the company. As listed companies
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have been tested in this study, it is reasonable fo assume that for many of the
shareholders, the annual report provides the bulk of the information they will receive in a
vear,

This hypothesis seeks to examine whether the number of shareholders at yesar end
influences the extent of the financial risk disclosure presented in the annual financial
staterments of the South African banks.

The results of ranking the banks by number of shareholders and by overalt financial risk

disclosure score is presented in the table below.

TABLE 12: SOUTH AFRICAN BANKS RANKED BY NUMBER OF SHAREHOLDERS AND OVERALL FINANCIAL RISK DISCLOSURE SCORE

' Bank ‘Shareholders|  Rank Overall Risk Rank d, di '
ABSA 71,636 1 50.7% AT 1 |
FirstRand 25.884 2 42 8% 6 ! 4 16 :
Standard 257140 3 47 1% 5 o ) 4_|
BOE . 21,908 4 48.0% 4 0 0 :
Sasmbou | 11,081 5 30.1% 7 2 4
Medcor . B.267 B 49.4% 3 3 9
Mercantile Lisbon | 6434 5 16.9% 8 < s |l
Investec 3788 8 51.8% B : 3 49
Fegal Treasury 1A 8 11.1% | g W ! 0
Sample Size 9 ’ P o 84

The result of the Spearman rank-order corrslation co-efficlent formula can be
summarised as follows:

=« The calctlated value for r, achieved a value of 0.300 (30.0%).

s The gaiculated value does not exceed the critical valus (0600 at the G5%

confidence level.

Only 9 of the 12 banks were evaluated in this test as the banks excluded did not provide
the appropriate disclosure in their annual financial statements, The banks excluded were
ABIL, FBC Fidelity and Securities Invastmsnt,

The result confirms that the null hypothesis is accepied and no statistically significant
correlation exists hetween the extent of financial risk disclosure and the number of
shareholders in the South African banks at their respective year ends.

The intultive hypothesis is rejected. A possible reason for the hypothesis being rejected
is that most of the banks have large institutional investors holding the majornty of the
shares, The majority Investor may be able to influsnce the exdent of the financial risk
discloslre.
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Conclusion

The evel of advances and market capital saton appear o influgnce the exfent ot financial
risk disclosure proscated in the annua! financia! statemenis of the listed South: Afican
banks. As the larger banks are more siable (e ess susceptible to fluctuations in the
markett and prepared to disclose more information than the smaller banks (o are oss
concerad ahout market reacion or are o oa bedes position to manage market reaciion
and poroception, one can conclude that the poor resulis achieved n the discicsure scaring
stem maore from a lack of willirgness (by the smaller banks) to disclose the appinpriate
information rather than an inabibty to do so. 0 owould appear that the number ot

sharehoders in the company does net imaac the extent of Znancial risk disclosuse,

[y ]
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Chapter 7 - Conclusions

Conclusions and Recommendations

Infroduciion Six research questions were derived from the main research problem.  The main
research problem and the research guestions have been listed below. The results of the
six research questions can be classified into four key groups, namely the extent of
disclosure by the South African banks, the extent of disclosure by the international banks,
the impact of 2 Scuth African bank's size on the sxtent of disclosure and the influence of
sharehelder numbers on the extent of diselosure by South African banks. These four
groups were used in this chapler o discuss the conclusions.

This chapter alse provides areas of further research that result from the scope of this

study. These areas of further research are discussed briefly below,

Research problem The main ressarch problem this study aimsd to answer was,

Are financial risk disclosures of listed South African banks both adequate and useful

when compared to international best practice?

This problem was sub-divided into six research guestions that attempted to address the

scope of the problem as described in the previocus chapters and listed below.

Research guestions This study sought te answer the following six questions;

« |3 the extent of financial risk disciosure of listed South African banks adeguate in
relation to local reporting standards?

= |z the extent of financial risk disclosure of listed South African banks inadequate
in relation to international best practice?

o |2 the exdent of financial risk disclosure of a sample of listed Linited Kingdem and
Avstralian banks in relation to international best practice betier than the financial
risk disclosure of the South African banks?

+ Does size, a5 detenmined by levet of advances, influence the exient of credit risk
disclosure by listed South African banks?

» Does size, as determined by market capitalisation at sach bank’s year end,
influence the extent of financial risk disclosure presented in the annual reports of
listed South African banks?

¢ Does the number of shareholders of the fsted South African banks influsnee the
extent of financial risk disclesure presented in the annual report?

An investigation into the adequacy and usefulness of financlal risk disclosures in listed South African banks: 2000 67




Craig West Master of Commerce

The empirical and gualilztive conclusions drawn from the results of the wark perfarmead

an the samples drawn zre discossed below.

Extent and adequacy of South African banks financial risk disclosure
Local sfandards Based on 2 guaiitative review of the rates of compliznce of the Souih African banks with
regard to the disclosure cequired hy he locgl reporting standards, the banks appear to be
complying adeguately e greater lhan 50% compliance) with the standards. For the
mast part, the banks appear to hewe scored ghowve GO Whie the percentanes
delermined os adeguate above are debatab'y so following the elease of circalar 899 by
SAICA it must be noted that the circalas was only effeclive [allowing ils release in
Decembar 1958 It is expected that compliznce with SAAR will improve 25 a resuli of ihe

release af the circular,

Farl of the reasan for the banks not scaring 100% complance is that same of the
disclasure aitributes are recommended and nai required. Based on the design of this
study, icenificelion o the split hetwean required and recommenced disclosure weould
have impeired the resulls  An assessment of South African performance against best
practice was the focus. This negaled the necassily o dislinguish bebveen reguired and
recommended dsclosures. For this regson, the gualitative conclusion was drawn that the

banks comply adeguately with the local standards.

Imtemational bast practice The extent of fnancal risk disclosure provides by the South Afrean banks against a
derived inlermaliongl bes! praclice checklist s whally inzdeguate. Only bwo of the twelve
South African banss scored achieved scores of greater than 0%, for 28 financial risk
disclosure,  Part of lhe poor disclosure performance can be attributer to certain lacal
stancarcs (based on lhe slendards of the 1ASC) nol being efective far the year under

renvieny (B0 AC 133 "Financizal instruments — Recognition and Measurerment™),

The canclusions that can be drawn wilh regard b Tinancial riss disclosure by listed South

Africen banks a2 a5 fallows:

1. lhe logzl reporiing standards zre inadequate with regard to Snancial risk disciosure,
and

2 the financial riss disciosure provided by Soulth African companies is inadequate for

users to tuiy anderstane the risk poofile of the companies.

Based on the -ate o camrpliance being a praxy for use’ulness, the annual reports of The
limied Soulh Atrican banks are rot as useful 2s they could he for the bank's slakehalders

to make economic decisions.
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Extent and adequacy of UK and Australian banks’ financial risk

disclosure

The LUK #ad Australian banks performed much better thens their Sooth Aftican
counterparts. Care should be taken when intapretiag the rete of compliance of the UK
anc Australizn baaks. Only the top & ane 3 hanks respectively by level of advences were
sclested for scorag. This intreduces a bizs to the resull. Howoewer, i the largest five
South African baaks zre iacluges with the LK ang Austrelian banks and theso banks 22
rankes, B ol the 8 ‘orcign compames reviewed provided hetter finzncia® risk disclosure

than the Soeuth Afdcan banks.

The coaclusion can be drewn that the Tnancial statements of the UK and Australian
hanks pravide befter and mare uscful informatica than the South African banks, Based
an fhe results ot the soonding, these banks can also improve certain asazs of their
disclosure  In other arcas, these lorcion banks can serve zs exarrples of appropriate

disclosures for South African banks ses<.ng to provida irproved fingnciea! nsk disclosura,

The influence of the size of the bank on financial risk disclosure

The resuits of the internationzl best practice checklist for the South Africzn banks
reveaed a large range of results, with the top scoring bank achieving 2 compliance
percontage of 51.8 aad the lowest scofiag bank zchieving 2 compliance pereentage af
S.8. In an attempt o address these differences, statistical tests were employes fo
astabish whother an essociat on existed between:

1. credtrisk disciosure and the ievel of advznces, and

2. financial risk disclosure and market capitzl sation.

It was found that in both cases there is a sigaificant statistical corelztion between these
attributes. The conclusions -esult in the tuitive hypotheses being accepted for each of

the above tests.

The influence of shareholder numbers on financial risk disclosure

Throughouot this stody, the needs af the user have been relemred to with reoard to the
informetian provided in the zorual reperts. & statistics] test was performed to tes: the
gasooigtian babween the number of sherchelders 2ad the cxteat of financial nisk
disclosura.  owes faund that thare is ne stet steoally significent corelation between the
number of sharehoders and the exient of financizi nisk disclosure. It caa be concluded
that it is not the totzl nurber of shareholéers bus rather other market forees or parties that

influence the axteat of fingacial sk disclesuro,

Areas for further research
While this study has focLssed on the listed banks, much of the fingacial risk disclosue

idenified hore is cguelly applicable to dervetives tradess listed in the linancial services
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scctor.  This study could be voadened to .aclude those comparios o alernatively the
researcn metnad adopted ir ttis study could focussed purely on the disclosure wir
regard to derivalives. The study could alse be broadened o include the US ir the
analysls,

Tae rescarch metiod applied in this study could be applied cqually to other aspects vl
disclosure in different industries, that is, best practice identificd and used as a hencamark
agairst the South Africar disclosure provided ir the annual finarc'al staternents.
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Appendices

Appendix A — Best Practice Disclosure Checklist

. Disclosure Requirement:

Source:

! General

1. Discuss the status o the nisk managenment structure  n reation 1o the
organisalicn as a whole as well as the level of responsib ity held.

Gibson

2. Discose interrelating effects of the varicus risk axposuras

Bls

» Credit Risk

Folicias and Prachicos

3. Bisclose policies, prastices and metheds used to manage credit fisk

Bl3. [AS 39 168a)

4. Uisclose polices, pracices and methods used o acccunt tfor oredd risk
exposures, including:

Bl3. 1843 3043, A5 32 47, |AS

39167

neriords

regllecate credis risk

4.3, Methed of recoqnising incoma on unimaairen asse: q

41. Basis of measurement for assew= at intial reu::u::gmhu:m and subqtﬂouﬁt'

4.2.“Trea?men¢ af secuntis'atic-n frarsactions angd other activities that shif: or

| 4.4, Basis ol mmeasurement ol impaiied assals

4.5. Basis {or delenniring when assels are considered pasl due andior impaired

4.6, Basis for witing off assets

4.4 Method of recognising income on impa red assels

: 4.8 Treatrnent of hedging relal'onshias alfecling the measuremer| of assels

Cisaese information on ke sccounting polices and melhods used o detesmine
specific and general alicwances, neluding key assumptiars used, also
i 3.1, lypesof srecdit exnosures evauated individually o as groups

_ﬁ,."l

Bl, 1435 30435, |AS 3247

: 5.2 Des ermination of gllocated and unallocatern aarticns of e allmuanres
5.3, Methad used to incofporate histor |c:c_1l_d¢=-fau' BNl IRNCE

5.4, Clher correctve measures used ta reduce diterences between estimated
Arkl acual isses

. Polices and praclices for country risk povisicning

. Changes to palicies and proceduses

tfeien
=l |ih

cLevel of allowarces compared with tistorical ret oss experience and
changes Lo ke allowanges ar key assumitions affecting the allowances
58 Dtht:-r rel F-'..rant inFor mahon

8. Discuss ihe ap_ﬂl cation c:-fthe__pc-l'ic_és an the nen-trad ng portfolio G hson

i Hisk Management

e Disclose information on the manggemant, structure and organisation of the credi BIS

; risk management furction (ncluoding e relaion o the overall risk funchion) !
' BIS i

i 2. Disclose gualtative informalcn about ke nalure of credil nsk in lhe vancus
San<ng acivides and describe how gredt risk anises n hose actvities.

7 Dis{:lc-se qual'tawe information oh the credit risk management and cantral

BIS, A5 52 434

: L I‘lethr:ud'a usear Tc:- I||'r'||t or mntrc-l overall credit exposurea ircluding:

9.1.1.Risk limits

912 Limits on concentrations of o edit to single counterpacddies or classes of
Sorrower

9.3 Lirmit mandoering

9.2 Pracess and methods used to assess credit exposures on an individua: aid
! porfalio s s

9.3 Mechanisms userd to reduce andfor mitigate credit exposures (2.9,
oollaleral)

9.4 Becuritisatar activities

: 8.5 Use of nnovative insT.’um;_i?l_"_t_s__that transﬁ_:z_r__-predi:_ EXposUE
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2.8, Process for slross lesirg eanc incorporatior irte crocil rsk management
funetion ¥
"0 Diselose informeticr on techriques and methods for managing past duc and B85
impaired asscts {inclucing tasting the adequacy of those provisions]
1. Discuss the vse of cracil scorrg enc portfolio credic risk measurament models or BIS
alher inlerral medels. Discussior should irclide nformation gn;
_ 111, Type of mecel{s) usad. aortfalinjs] covered and size of portfoiols)
112 Quaiilative ard quartitative nformetion sbowt creoit sk measuroment )
: models  wpsed  (inclucing  pearamcters,  perfermarce over  time,  mnde
: vatidation ard stress tesdng informatina)
: 11.3. Status of development of such models il
Expnsumes '
12, Disclose balgnces of gross cradid exposures, ircluding current expnsura. Bl5, 145 32 .66
avorage exposurc ard where epplicable, fulore polerlia cxposura, by maorn
categones and meturity bard e
13, Disclosc  infermalion  sheul crecit exposures by business lire anc by BIS, [AS 14
_ geographical area i’ = . ey
14, Displnse information abeout gross crecit exposurcs by major categareq of ElS ;
: countorparties {ircluding shareholders, dircctors ard ather relaled parlics a5 we.
: 25 high risk countaraartiss) )
' 14, Disclose irformalior shout significart concertrations of credit risk, inclucing & | BIS, IAS 32 66(b), 148 30.40
i description of the determinalior of "sgrificant r‘or‘renrranor‘s
i 16, Disclose tho guendtalive cllect of risk mitigation ter‘hmqueq inclucing colleterzl ¢ BIS
l (nominal ard market valae), guarantoss, cred’| insurance and legaiy envorceable |
: T R T e I R S S !
| 17. Disclose quartilative ard qualitative  informetion shout the Use o crecit | BlS
derivatives and olher irstrumerts that resllocate credit risk, inciucing: | e 1 g
i 17.1. Discussion of how |he instrdments 2re Jsec {ncluding  straccgy aro
! chjecrives) :
' 17.2. Maorignal smo.nts ard sair value of insliomerds I '
17.3. Amoun’ ot cred t risk bought ardior solo ;
17,4, Breakdowr by type of instrumert 4 :
17.5. Irstruments by frading and qorn-trading hook . '
15, Disclose guartiladive znc gusitative information or the seodritisation Jchvines, BIS, [AS 39.1700d) !
ireludirg: ;
15.1. Slralegy ard 0'}jec ives or securitisatior actividcs :
18.2. Armmount and fype ¢f a356ls sec.lfitised
| 18.3 Amoun: of servicirg relaingd -y '
18:4. Amoun: of risk retaingd . Pl
18.5. Derails on suboruinated inlerests rerained ard genera recourse provisions. gy '
18, Disclose summary information aboeurt conractual ohligetiors wilh respect 1o BIS, 1AS 30.25, 1AS 47 .86
rocoursc arangemen’s arc the exgected losscs ancer thosc arrangemenis
fircladirg terms of arrargements, amounts of asscls sold ane axpectan losses
urder such arrangemerts;
Cradit Cuality
| 20, Provice summary informalien akoul the internal ating process enc the internal BIS
crecit redirgs of s crocil exposures Le quahty ¢ credit csposurcs [excluting
‘ arogrietary information) o _
' 21, Disclose tote! orooit exposUres by rm—]nr asset cetenory, counierparly tyoas and BlS
' gengraphic arca showing impaicec 2a¢ past duc amounts relatng le each
. EEeghny (prﬂwdr, an agsing analysis of past cue credit oxposures) B
» 22, Disclose amodan’s ¢ specific, general and other zllewances eslablished agaHsT i BIS, [AS5 30.430c)
: gach major assel categery anc disclose the anallocated porfor separarely
A Di.‘:‘uC|056‘ a recorciistion of charges in e allewances tor credil impairment, by ; 815, 145 30.43h;, 1AS
showance 301704
24 Disclose oredit axposdros an which he accraal of merest or other cortractua!l | BIS, iAS 40, 43|'dj|
cash flows — i1 accordance with 1he terms of the original adgresmen’ has |
cegsec bocadse of a velerioration ir crecit quality ik
25, Disclose  summary  informalion  abour credit  exposurcs  Lhat have beer ] Bl5
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restructurgd during the year, incluging:

251, Balance of restructuyed loarns

252, Mannituce of the restructuring activities

23.3. Impact of the restructurec Gredit arréﬂgéﬁmrﬁts aun alowances and the
prossent anc future eamings

25.4_Basic nature of concessions on al’ cradit relationshins (hal are restruclured

Larmings

26. Provide informaticn on rav -enues, nat earnings ant relurn on assels, including:

26.1. ingome and expense infumalian by nalure or funstion

BIS, |AS 3010 IAS 32.170(c) |

26 2. inlerest income and cxpenses by type of activity, gecgraphical distributicn
anc aredit guality

26.4. SumnEry infarmation on the cffecl of hedging aclivilies on inceme and
CHPLNSUS :

: 253, trmpact of non-accrual anc impeired gssets en fnancial performance

26,5, Amounl of wrile-ofls and recoveries recorced in he income slalemean

26.8. lntome effect of securitiselions

M:arket.l’Equtt},r Risk

Folicies and Praalices |

27, Discliss the policies and practices used to measure and manage market 1'sk

28, Discluse policies and praﬁfiﬁes cf managing markat risk exposures inclucing lhe |
method of sggregating thogse exaasures,
22 Discluse key assumplions and parameters of internal models used

BIS, AS 32.47(0), LAS
39168 =)

BlS

BIS

o

3. Discluse policies and procedures for validating interna models used, including |
back-lesling and slress-testing poticies ard procedJre's.

31, Drsclose e ‘mpact of the hedgirg policy an markel risk by msar market sisk

Bls

TBIS |AS 32 434 |1AS

Tzclor, o 30.168(b)
P32, Discuss the mpact of the golicies and practices an the non-tracing porfolio. Gibson
Risk Managemant
. 33. Disciose infurmation on the management, strugture and crganissticn of the BIS
markel risk smanagaemant function _ .
34 Oigclose gualifative information ebeout the nature of marked risk in the varialis BIS i
anking activities and descrbe now merket risk anises in hose sclivitias.
30 Discloss C|LIF|ITFI dve information or dhe markel sk manacement and contrel BIS
policies and pradtices
: 3:;_:._ Disciose the use of market risk measurement mode s (ncluding key £ssumHions BIS

and paramolers)

42 [Hsouss the use of internal models. [Hsclissicn shicld incluce informslan o

37, Discluse melnons usen to maniter nd Lmit market risk erposares {including FRE 13167 {Lin
risk lirmits)
38, Discuss changes'in marke® risk exgosdre enc management Siralegiesu‘rél-ﬁ GEhsun
e provicus year
= Expostiras
3%, Disclose balances of markes risk expusures, ncluding current exXpoSUre, average Bl3
gxposure and whee applicable, future pulential exposare. by major categoties .
40. Disclese  Information eboul markel exposures By busiress ine and by &5 14
| geographicel arca ; e —
* 41, Disclese nformation aboul significant Ccncent atons of market risk ! RIS
Qiaality of (nformation :
BiS.

421 Type of mecel{s) used, portlolic(s) coverec anc s'ze of porfolns) |

42 2. Dwalitative and quartilative information abour marke: risk messurement |
meooels used (including parsmetars, performance over bme. mocet
velidation £nd stress esting information) |

Aninvest gaticn into the adequacy ar d usefulness of financial risk disc.osUMeS M Jisied South Afrcan banks: 2000
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: 42 .3 Swtus of develgpren: of such medels

" 43, Ircluce a seasitvity analysis, including hypothetical changes In market orices
and rates

FRS 13104 (LIK)

Interest Rate Risk

" Palicies and Practices

44. Disclose policies, pracices anc netnods usec o marage interest rate risk

: 47. Dhseuss the gpplication of “he policies or the .-inr*-trad'ir‘g portiolia

S Ll

BIS, IAS 32 47, ED-7T6 (NZ] |

45 Disciose policies, araciices ard melnods used to account for interest rate risk

4G. A discussior or tie key assumptions used a1 the above ethods anc oracices
shoult oe irchded

Bl5

Silson

Risk Monagemant

interesd rate risgk Mmanagerent lunctiar

48. Disclose information or he management, struciire ard crganisation of the |

Bl&

49, Disclose qualtative irformatior anowt the nature of intarest rate risk in tne
varons banking activities ard desgrine how irteres] -ate risk arises ir those
activiies

ED-76.7.2 {NZ)

' 0. Disclose quali-alve information on the nterest rate risk management anc cortol

volicies and prachices

i 51 Disclose methoos wsec to monitor exposure to interest rate risk {irclhxling

frequercy of moaikeriag)

5. Dsciose methods of coatrell ag irterest rate nsk exposures
Exposures

BIS

ED-75.7.7 (NZ]

BlIS, ED-76.7.2 (NZ)

83 Disclase the gross exposore 1o inlerest rale risk by reporing the finarcial assets

ard liazilizies ‘a aa irterest rate recricing schedule (oy effectve -ate ard mawrty

bard)

A5 32.58, ED-76.7.3 (NZ)

o4, Disclose the effective rates of irterest for the varions categodes of irterest!

_ bearing finarcial assets and ligbilites _ _
55 Disclose the impact of future interest rate changes o1 -he exposures to irerest
rate risk

A5 32.58, ED-76.7.4 (N2)

lAS 3257

56. Provide information or contractual reoricing ang mzurty dates as wel as
possinle changes in the future ard key assurptions macde abou: future
precictions

A% 37.50 and 59

57, Disclose nmfermalion abou: concerlrations o mierest rate exposures by busiress BG4
line and by geoyraphical area
58, Disclose the effect of hedgirg peiicies or interest rate exposcLes
Ciuerlity af frifarrriation
ol Discuss the use ol mtemal Mmodes irciudicg use of mocels unoer stressful BIS
market conditions. Discussion shaulkl include infarmation o
BB, Type of nogel{s) used, portfalio(s] covered ard size of aorlfoliogs)
59 .2 Qualtative and grantitative irformiation anout narket risk measuerment
mocels used (iaclucirg parameters, cerformance over time, medel
validation arc siress testing information)
558.3. Status ol develoanert of such models
g0, Ircluce a sergdivity aralys!s denanstralirg stress scerargs _BIZ

-------- Earnings
§1. Disclose e aveage balgaces and interest earred or paid, for each Taterial
category of inleres: bearirg instrurment

ED-76.7.5 (N2

Li'quidit',r_.fFunding Risk

FPaolicies and Fraciices

572 Discluse polices, practices and melhads sed 1o manage | quicty risk

63. Disclose policies, oractices ard Tethods sed to accouat o liquidity risk
EXPOSUTES

ED-734.17.1 (NZ]
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| 64. A discussion on the key assurprons ysec in the above methods and practices
_should be includad.
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Lhiscuss the Elpphcatmﬂ of the 'mln:les on the ron- Tr’-}dlnm portolio

Risk Managemeant

5. Lhsclose information on the rranagerrent strizcture and organisation aof the

“guidicy risk rmanagemert function

. Disclose guatitative informaror: about the rature of liquidity risk in the warioLs

banking activties and cescribe how liguicity risk arises in those aclivitias

. Disclose qualitative infarmation on the ligudity nsk maragemert and cortro! |

. Disclose metheds used to menitor exp:}sure 1o liquidity risk (ircludirg requercy

policies anc pracrices

of moniforing)

. Lisclose methods of contralng liguidity risk exgosurcs

Expaslfes i

- Bisciose concanoratiors ot firancia assas intie bread ercer ol teir ligu'disy and

maturity

ED-73A (NZ), HLASE 103255

(AUS)

. Wiselose effacts of charges o e exposures 1o future cash dows and expocicd

shorthalls in cash

IMF — Ciscussior Docemert

cDisciose inflonmalion aboud the distribulon, corcerlraton ard type of fLITIdIr"L-l

SOLrcC

IMF — Discussior Documert

Currency/Foreign Exchange Risk

Policies and Praclices

74,

Disclose policics, pract'cos ard methods used to manacg currency risk

cDisclose pohcios, practices ard methods used to account tar cUITency risk

EXIOSLITS

A,

b

Tl

B

kanking activities ane deseribe how currency risk arses in these acthes.
. Lisclose quziitatve informatior on tie currercy risk managemer:s ard cortrol

A discussion on the key assumptions user in the above methoes and practices
should ba ircluden.

Discuss the applicaton of the policies en the ron-trading pardoic

Rizk Managemeni

Disclose information an the management struchure and nrﬁamsat.nn of the
currency risk managemen: functor
Liscloss gualitative nformation about the nature of currency risk m t1e varous

poicies ard practices

21. Methods used to control currercy nsk cxposuras E-7B.6.2 (N7}
Expnsures

82, Disclose net open posiliens ir gach currgncy and how the position is cerivec EL} TE.E. 4 {Nﬁ‘.l
B3, Risclose the cffeet of nedoes ar gurrancy irvestmeants e : FRS 13,52 fLEK
Bd4. Disclose information about currency exposures by Business ling ard by

: goographical arca e g

| 85 Disclose tho impact of future currercy rale charges on ihe expos.res o

. CJITCTCy risk o || ;

i B6. Discluse the impact ol exposuras on the nen- trad.ng_port alin FRS 1387 (LK)

Capital Ad E]'u'a cy

Folicizs and Fraciicss

87,

Lischese e purpose of the capilal adeguacy caculations

ge.

Disclose he justfication lor the ssk weaightings used (incluging risk factors
considercd) for cact risk

Order of Council (NZF

Circer of Council (MNZ25

Discloso fie minimurn capitai rat'e requirgrants

. Disclose methed of asscssirg overall capital adaguacy in relation to the firm risk

pro’ filc anc h{_, slratLgy f:}r raintaining capna lave's

_ Order of Council (N2}

BIS

ElS

A

mvestigatior into the adequacy-éFd usobilress of fingncial risk disclesures in listed Soutn African barks: 2000

Fis!



Craig West Master of Commerca

Canital i

el

Disclose the tems comprising Tiar 1, 2 and 2 capial (inclusing he subdivision of '
Tier 2 capital into upper and (ower Tier 2 capita) '

Crder of Council (N.i]l_'

1
'
fl
]

amourts for the risk-weighting tabie.

g7

83, Disclose [ar gach class of equily shae capiia!l o Crder of Council (NZ) :
B3l The ingiusion in Tier 1 or Tier 2 Caaoital . :
8942 Material conditions applying to that class h
83.3. Cumulative preferred dividends in arrears

o Bs4 Other material terms of the issue of secuities T
: &4 Far all other elasses ol capilal insl-urmenls Order of Council (N7
241, briclusian n either Tier 1 or Tier 2 Capital B
94 2, Fricrily in ranking for payrment or claims of the class a
8943, All other material lerms and conditions
95, Mature and amounl 6l cach reserye : Order of Council (NZ)
96. Disclose now lhe off-balance shoet exposures ate converted to credit equivatent | Qrder of Council i

Dizcloze key assumpticns and other narametars -:'Jf'_an'i.; ciher inlernal models
beed to casture risks other thar credil sk {(ncladicg a giscussion of
develaopmeant of Thase models)

83.

Disclose verifceton and valdalion methods used for the ntermnal models as weail
as the resulls of the lesis performed

fisk-woightod Exposuros

| 65, Disclose a table of balance sheet exposures by rsk weignt band 4
100, Disclose a table of off-ba ance sheet exposures by risk weight band

BIS, Prucenlial Statement £3
(ALST

Prucential Statemenl C3
fAus)

Order of Coureil (NZ)

arele af Caundcil (N7

A0t Distlose Gapilal and, inodarticular, Tier 1 Gapilal 3% a perceniage of sk

wighled exaasures

Oirde- of Council (N2)

i

Cizcloss the cate lo which the measures of Tior 1 Capital ana othor Capital
rclate i
e L e L

Aninwesligation into the adeguacy and use’.'ness of financia risk disclosures in listed South African banks 2008 - 7§
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Appendix B - South African risk disclosures (extracts of

AG 120 and AC 125)

Disclosure Requirements appropriate for risk disclosure

Paragraph Ref:

AC 120

Ac-::'ountf'ng poficies
Basis for the recognition of the principat types of revenus

Basis for the valuation of investments, dealing securities and financial dervative
instruments,

liabilitizs or contingencies and commitments,

Basis for the valuation of loans and advances,

The distinction which determines whettier items are disclosed as assets and

The conditions under which the accrual of interast on 0ans o advances is not
recognised as income, and

O

The bases for providing for or writing off uncollactible Ioans and advances,

09

It is desirahle for management to provide a commentary about average interest
rate marging, average interest eaming assets and average interest bearing
tiabilities for the period. Where assels and liabilitiss subject to unusual or non—
market relaied rates have a malerial impact on interest income or expénse,
relevant disclosure is included in the commentary.

The disclpsures in the balance sheet or the notes to the financial statements
should include, but are not limited to, the following assets and liabilities:

Bssets

cash, call deposits and balances with the central bank,
govemnment and athar securities held for dealing purposes,
placements with, and |loans and advances to, other banks,
cther money market placements,

loans and advances to customers, and

: investment securities,

Liabiiities

' deposits from other banks,

othar moaney market deposits,

i amaunts owed to other depositers,

cerfificates of depaosits,

promissory notas and other lighilities svidenced by paper, and
other borrowed funds,

15

20

8 bank shouid disclose the fair value of trading investments and the fair value of
nan-trading investments where these differ from thelr carrying values.

23

Mhere a bank considers it necessary to sst aside amounts in respect of banking
risks, ncluding future losses and other unforeseeable risks or contingencies in
addition to these for which accrual must be made in accordance with Statements
of Generally Accepted Accounting Practice, such amounts ae accounted for and
separately disclosed as reserves. Transfers fo and from such reserves are
disclgsed as an appropriation of relained earnings or as increaseés in retained
BArMINgS.

28

The users of the financial statements need to know about the contingencies and
irevocabla commitments of a bank because of the demands these may put on its
liguidity and sohvency, and the inherent possibility of potential losses. Users alsg
require adequate information about the nature and amount of off balance sheel)
fransactions undertaken by a bank.

35
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‘& bank should disciose an analysis of assets, liabiliies and off balance sheef
fterns into relevant maturity groupings. 411t is essential that the maturity pericds
adopted by a bank are the same for assets, liabilities and off balance sheed
tems. This clarifies the extent te which the maturiies are matched and the
conseguent dependence of the bank on other sources of liquidity.

T

these disclosures are supplemented by a commentary as to the likelinood of
repayment within each repayment period in order to provide users with a full
understanding of the maturity groupings.

A bank discloses an analysis expressed in terms of contractual maturities, and|

A3

hManagement provides, in its commentary on the financial staterments, information
about the effective periods and about the way it manages and controls the risks
and exposures associgted with different maturity and interest rate profiles.

44

The management of liguidity risk often involves the arrangement of short term
credit facilities and other short term funding arrangements. In order that users
can properiy evaiuate a bank’s liguidity risk, the existence of these arrangements
is disclosed,

A5

To demonsirate the bank's exposure to interest rate risks, a bank may disclose
repricing groupings, These groupings are based on the remaining period to the
next date at which interest rates may change. Management may also provide, in
its commentary jn the financial staterments, information about exposure to interest
rate risks and about the way it manages and controls such exposures.

A6

A bank should disclose any significant concentrations of its assets, liabilities and|
off balance sheet iterns, Such dieclosures can be made in terms of gepgraphical
areas, customer or industry groups or other concentrations of risk, which are
‘appropriate in the circumstances of the bank. Geographical areas may comprise
individual countries, groups of countries or regions within a country, customer
disclosures may deal with sectors such as governments, public authorities, and
:::urnrnercial and industrial enterprises.

AT

he disclosure of significant net foreign currency exposures is also a useful

indication of the risk of losses arising from future changes in exchange rates’
Management may provide commentary on the way it manages and controls its
foreign currency exposure and its rish.

44

Advances during the pericd. These movements will in¢lude lvans and advances
written off, loans and advances previously written off that have been recovered
during the period and the increase or decrease in the provision during the period,
and

20

isclose separate amaunts, at the balance sheet date, of the specific bad debts
provigion and the general bad debts provision, A bank discloses separately the
amounts of the specific and general provisions for losses on loans and advances
at the balance sheet date and the movements in the provisions during the period.
The maovements in the provisions, including the amounts previously written off
that have been recovered during the period, are shown separately

a3

5 bank may disclose the aggregate amount of loans and advances at the
halance sheet date on which interest is net being accrued and the basis used to
determine the camying amount of such leans and advances, Disclosure may also
be made of the amount included in the balance sheet for loans and advances on
which interest accrued |5 not recegnised as Income.

.55

Commentary should be given on the way the bank manages and controls the
different components of banking risk. :

-8

Risk management policies and procedﬂres, and the nature and extent of the risks
to which a bank is exposed. |

B8
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Disclosure as to the adequacy of the bank's capital

50

|
AC 125

A discussion of management's policies for controlling the rlsks associated with
financial instruments, including palicies on matters such &s hedging of risk
exposures, avoidance of undue concentrations of risk and requirements for
collateral to mitigate credit risks, provides a valuable additional perspective,
which is independent of the specific instruments outstanding at a particular timea.

When financial instruments held o issued by an enterprise, sither individusily or
as 3 class, create a petentially significent exposure to the risks set out in
paragraph 45, terms and conditions that may warrant disclosurs include:

44

=)

(a)ihe principal, stated, face or other similar amount that, for some derivative
instruments, such as interest rate swaps, may be the amount (referred to as the
hotional ameunt) on which future payments are based,

.21

{bjhe date of maturity, expiry or execution,

(ciearly settlemeant options held by either party to the instrumant, induding the
period in which, or date at which, the options may be exercised and the exercise
price or range of prices,

(djoptions held by either party to the instrument to convert the instrument
into, or exchange it for, another financial instrument or some other asset gr
liatility, including the perigd in which, or date at which, the ppticns may be
exercised and the conversion or exchange ralic]s),

81

81

51

[e¥he amaunt and timing of scheduled future cash receipts or payments of the
principal ameount of the instrument, Including instalment repayments and any
sinking fund or similar reqguirements,

{fistated rate or amount of interest, dividend or other periodic return on principal
mnd the timing of payments,

{g]&aﬂateral held, in the case of a financial asset, E:-rm[':':'iédged, in the case of a
financial liability,

ol

51

51

(hiin the case of an instrument for which cash flows are deneminated in &
currency other than the enterprise’s reporting currency, the currency in which
receipls or payments are required,

a1

{iJin the case of an instrument that provides for an exchange, information
described in items (a) to (h) for the instrument to be acguired in the exchange,
and

&1

{i)any condition of the instrument or an associated covenant that, if contravened,
Wwould significantly alter any of the other terms, for example, a maximum debi-io-
equity ratio in a bond covenant thal, if contravened, would make the full principal
amount of the bond due and payable immediately.

For each class of financial asset and financial liability, both recognised and
unrecognised, an enterprise should disclose informatien about its exposure to
intergst rate risk, including:

51

.58

{ajcontractual repricing or maturity dates, whichever dates are earlier, and

Bits|

;{b}Eﬁective interest rates, when applicable.
mnterprise may elect to disclose information about expectad repricing or maturity
dates when those dates differ significantly from the contractual dates. The
mdditional informaltlon includes disclosure of the fact that it is based on
management's expectations of future events, and explains the assumptions
made about repricing or maturity dates and how those assumptions differ from
the contractual dates.

An enterprise indicates its financial assets and financial liabilities that are:

To supplernent the information about contractual repricing and maturity dates, an

o8
81

B2

ifalexposed to interest rate price risk, such &s monetary financial assets and
financial liatilities with & fixed interest rate,

G2

An investigation inte the adequacy and usefulness of financial risk disclosures in listed South African banks:




Graig West Master of Commerce

fbiexposed to interest rate cash flow risk, such as monetary financial assets and
financial liabilities with a floating interast rate that is reset as markst rates
change, and

B2

icinot exposed W6 interest rate risk, such as some investments in equity
securities.

B2

However, when providing effective interest rate information, an enterprise
discloses the effect on 1tg inferest rate risk exposure of hedging or "conversion”
transactions, such as interest rate swaps.

B4

The enterprise discloses information that will permit financial statement users to
understand the nature and extent of its exposure. in the case of a securitisation
ar similar transfer of financial assets, this information normally includes the
nature of the assets transferrad, their stated pringipal, interest rate and term to
malturity, and the terms of the ransaction giving rise to the retained exposure to
interest rate risk. In the case of a commitment to lend funds, the disclosure
narmally includes the stated principal, interest rate and term to maturity of the
emount to be lent and the significant terms of the transaction giving rise to the
exposure to risk.

BB

When an enterprise has a significant number of financial instruments exposed to
interest rate price or cash flow risks, it may adept one or mare of the following
Eappmaches ta presenting information:

it

[[2)The carrying amounts of financial instruments exposed to interest rate price
isk may be presentad in tabular form, grouped by those that are contracted {o
ature or be repriced.

fatal

f{i]Within one ?éﬁﬁf the balance sheet date,

&8

{ilmare than ane year and less than five years from the balance sheet date, and

{liiffive years or more from the balance sheet date.

ki3]

66

(b¥When the performance of an enterprise is significantly affected by the levei of

its exposure to interest rate price risk or changes in that exposure, maore detailed

information is desirable. An enterprise such as a bank may disclose, for :
xample, separate groupings of the carrying amounts of financial instruments ;
antracted to mature or be repriced: i

686

{within one month of the balance sheet date,

{ii}more than one month and less than three months from the balance sheet date,

and
|I[iii]|mure than three months and |ess than twelve months from the balance shest
date.

i{c]Eimilarly, an enterprise may indicate its exposure to interest rate cash flow risk
through a table indicating the aggregate carrying amount of groups af floating
rate financial assets and financial liabilities maturing within various future ime
periods,

{diinterest rate information may be disclosed for individual financial instrurments |
'or weighted average rates, or a range of rates, may be presented for each class
of financial instrument. An enterprise groups instruments, denominated in
different currencies or having substantially different credit risks, into separate
classes when these fackors result in instruments having substantially different
ffective interest rates.

R+3)
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ln some circemstances, an enterprise may be able to provide useful infarmation
sbout its exposure to interest rate risks by indicating the effect of a hypothetical
change in the prevailing level of market interest rates on the fair value of its
financial nstruments and future earnings and cash low, Such interest rate
sensitivity information may be based on an assumed 1% change in market
interest rates occurming at the balance shest date. The effects of a change in
interest rates includes changes in interest income and expense retating to
ffloating rate financial instruments, and gains or losses resulting from changes in
he fair value of fixéd rate instrurnants. The reported interest rate sensitivity may
be restricted to the direct effects of an interest rate change on interest-bearing
financial instruments on hand at the balance sheet date, since the indirect effects
of a rate change on financial markats and individual enterprises cannat normally
be predicted reliably. When disclosing interast rate sensitivity information, an
enterprise indicates the basis on which it has prepared the infarmation, including
Ay significant assumptions

b

Far each class of financial asset, both recognised and unrecognised, an
enterprise should disclose information abouwt its exposure to credif risk, including:

{zjthe amount that best reprasents its maximurn credit risk exposure at the
balance sheet date, without taking account of the fair value of any collateral, in
the event other parties fail to perform their obligations undear financial
:insirumenis, and

{kbisignificant concentrations of credit risk.

B8

&8

58

An entetprise’s maximum potential loss from some recogrised financial assets
may differ significantly from their carrying amount and from other disclosed
amolnts such as their fair value of principal amaunt. n such cireumstances,
additional disclosure is necessary

i

o inform financial statement users of the extent to which exposure to credit risk

at & particuelar point in time has been reduced, the enterprise discloses the
existence and effect of the right of set-off, when the financial asset is expected to
be collected in accordance with its terms. When the financial liability, against
which a right of sat-off axists, is due to be sefllad before the financial asset, the
enterprise is exposed fo credit risk on the full zarrying amount of the asset, if the
counterparty defaults after the liability has been seitled.

A

When a master netting arrangement significantly reduces the credit risk
associated with financial assets not offset against financial liabilities with the
same counterparty, an enterprise provides additional information concerning the
effect of the arrangement. Such disclosure indicates that:

s

(althe cradit risk associated with financial assats subject to a master netting
mrrangement is eliminated only to the extent that finaneial lisbilities due to the
same counferparty will be setfled after the assets are realised, and

T

(bithe extent to which an enterprise’s overall exposure to credit risk is redueced
through a master netting arrangement may change substantially within a
short perlod following the balance sheet date, because the exposure is affected
by each transaction subject to the arrangament.

T3

it is also desirable for an enterprise to disclase the terms of its master natting
arrangements, which determine the extent of the reduction in its credit risk,

s

Disclosure of concentrations of credit risk includes a description of the shared
characteristic that identifies each congentration and the amount of the maximum
credit risk exposure associated with all recognised and unrecagnised financial
mssets sharing that characteristic.

i
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Appendix C - Sample of Companies
Company _— Year-end | Abbreviation__
African Bank Investments Limited September African Bank
ABSA Group Limited March ABSA
BOE Limited Septermnber | BOE
FBC Fidelity Bark Limited | March % ekt
FirstRand Limited s, June i FirstRand ]
| Investec Group Limited March Investec
: Mercartile Lisbon Bank Holdings Limited harch Mercantile
. Nedcor Limited December __ Nedcor » E
i Regal Treasury Bank Holdings Limited Febrary _ _Regal
. Baambou Holdings Limited March Saambou
| Securities Investment Bank Limited | March - 5IB
: Standard Bank Investment Corporation Limited | December Stanhbic

Appendix D — UK Companies selected

éampany: Advances to banks {m): Advances to customers {m}.
Barclays . £42 856 £113,538

Lloyds TSE Group £16,963 _ P102.828

Halifax Group g BT £g96 566

Abbey Mationsd — £11.472 F75772

Royal Bank Of Scotland Group £1,655 £49,340

Appendix E — Australian Companies selected

Company: i Advances to banks{m): Advances to customers (m):
National Australia Bank Limited | 311,129 $165,620
Westpac Banking Corperation 54,006 $107.965
Australia & New Zealand Banking Groug Limited 3472 $104.063
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Appendix F — South African Standards Scoring Results
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fintereel e gk (0 the varole hanking activities and deseribe
how inlerest ente Cigk ariscs in those sctivioes

0,3

ar of Comime

. Khselone gualitative infbnmation on the interest e isk
pramugement and conird policics and practices

|, Disclose methods vied 10 nonfior cxposone L miensst
paic rivh {inchuding frequency uf maniinroz)

E2. Imcluse methods of conlrolling infcrost reec risic
TRLTES
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fd. A dizcusson on the Key swumpbions used in the above
methids und practices should be included. |

Discuss the spplication ol the pelicies v e non-tading
foho

i
i
F —_— —_————
i
L

M1

E-!r. Disclose Infarmation on the managenent, sructome and
preanisation of the hquidity risk munageuent funciion

7. Disclnse quahilitive hiommtion abulit the namre of
Micquichive rask wm the yareus banking activities and doscmibe

v Tiguidity rink avises in hoge activities I £ o A&
b, Jiselene qualiuiyve infommiion on the Tuquidin: visk

misnagement wnd control policies and practices .5 o .5 0.5
69, Dizclose metods used 10 moniinr exposare b lgoidily

risk ingluding frequency of munitinng .5 ds i

(701, Dnelose methuds of contobing lieuidite risk cxposincs 1] i i3

Pt e —- —

71 . Ixsclnse eorcenmalions of finarcial 23scis in the broad

prder af therr hyuidity aod uatueity L ! 1 !

T2 Disclose cffcets of chunges I the exposurcs te funwne
cash flows und expecied shuriflls in cash

i

(73, Disclose informearnon abisut the dsmbution. conuen i

;
5

P

4. 1aiscTone po 'l.. practices and lmthud.s ysed T munage
meney fisk

T3, Disclose policies, pructices und nicthods wsed to sccount
cureney mk caposiines

kA discussion on the key assumptions escd m (he shave
pctitods and practices shoald he included

7. IMiseuas the spplication of the nalicies on the mon-12ading

[V

= S

[

. Inselose minmmutun oo e cunapems nt, stietig and
wrrgimination o ithe curmeney Mgk management function |
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19. Dsclose qualitative fnformation abnut the nalure of
ey risk in the variom Sunking activities and describe
w eurrency rigk mrees in thuse activilies.

B0, Digclose gpalitative information on the cwrmency nisk
and contml policies and m‘ﬂm

Master afCammerce

1]

l-mh. ureEnCy nsk exseains

M2 Ensctose fet open pusl
positian iy denved

1 each CUTTEney nd how the

83, Disolose the effoet of hedges on curmengy inveslrmenls

0.5

0.5

4, Duloge information apout Sumency SXposuTes Ty
Business ling ond by aeopraplica)l atos

BS. Iselose the tmpact of (ulure curency 1ate chaoges on
I ST .u l,nw!gﬂ]m: ﬁ

mo, Doigalose the inpact of gyposures on the non-mudng
orfalin
!

87, Dz oae the purprse of the capital adequacy cakeiatong

185 Mhsclose the fustification for the sk weightings used
dincluding risk factors considered) for eocth nsk o 1) 1] g
A0, 1sclone e miniium capitl rmiio requirerments ! 0 ] n.
0 Disclase methou of assessing overa]] capiial adequasy in
Tatare wo the firm fuk peolile unid (he stmlesy for
sintaining vapits| levaly 0 d .4 i (1.4
21, Migclose etross testing procedunes for lesing inleomal
kapital adequacy mrgets f
ul =+
3. Mhsclose the items compeising Tcs |, 2 zmd 3 capital
imcluding the snbdivision of Tier 2 capital info uwpper and
vwer Tier 2 cupitull .5 s L o
9. Dhsclose for cach class of cquity shan camilal
-['i!;l.'lhq_lgy_.uin m Tier | or Teer 2 Capital 1 1 i 45
! 1 5

3.2, Moterial condmuwns spplvinge W that class
L.‘ ¥, Cumwlative prefirmed dividends in serears

E‘.’s.-‘l. Ciher moleril terms of the issus of secuntics
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Master of

B4 For all arher classes of capitul instruments

;Qmmerce

4.1 Inclusion in eithes Tier | or Tier 2 Capital

B

4.2 Prority in man king for payinent o claims of e class
3 All olber material terms and candilin:

l_'.:'a

7. Duiclose key asaumptions and ocher paramerers b any
thet mieriial medels used tis captine niskes alher hom credit
isk {including o diseusyion of development uf these models)

M. Dineluse vavilication und validation methods osed for the
mteriial s g well os the ean e of the wsls perficecd
[ E — '

3. Miezlese 3 rabie of hulunce shee expusures by risk wright

100, Disciise & table o aff-balance shoet capt=utes by sk
weight hand

101, Drsclose Capital and, tn parvicular, Tier 1| Capital w3
percentag of 15k weightsd expon ses

162, Disclose ibe dale th which the measures of Tier 1
Capital and othar Capiml -elute
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Appendix | - Summary of International Best Practice Scoring Resuits (South Africa)
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Appendix J — Summary of International Best Practice Scoring (UK and Australia)
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