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QUESTION 1

You are the CRO of “Grow It Big Bank” based in the Southern Africa region. It is a new bank and have
grown rapidly over 5 years to become a big competitor in the transactional account market. It holds a
25% market share of transactional accounts and 15% market share of the lucrative retail deposit
balances in the region, with client deposits earning an average rate of 7.5% per annum. The bank is
looking to enter the unsecured credit market and has identified two potential opportunities below.

‘Little Loans R Us’ — is consumer lender in the same region and holds around 25% market share of
unsecured loans by volume in the region. It has a digital presence only.

‘Visible Group’ —is a clothing and food retailer and has a store card as part of its offering with a sizeable
number of customers on its books. 45% of the Store Card client base in Southern Africa holds a store
card with Visible Group. An R8 monthly fee is charged to the card holder’s account each month.

Both companies are publicly listed and below are extracts from the 2023 financials for both institutions
and from the latest public market news released.

Little Loans R Us — Financial Summary

The results for *23 have been satisfactory despite the higher interest rate environment. Whilst
the impairments are higher than normal, we believe the new application ratings system will
improve risk management in future and allow more targeted strategies. The exposures grew by
20% year-on-year, with profit growth 0% year-on-year. This is based on our audited financials
which comply with all relevant IFRS9 requirements. Funding costs continue to be a significant
challenge for the growing book.

Visible Group (Clothing & Food Retailer) — Financial Summary

The Retail Store Card division of the group continues to deliver good results despite trying
times for our customer base. The division is not yet operating on IFRS9 from a provisioning
perspective however we do believe we are well provided in terms of covering potential
impairments for clients sitting on our books. The total facilities grew by 15% during ’23 as we
continued to upsell to our large customer base (45% of the Store Card client base in Southern
Africa holds a card with us). The client base has not grown much by numbers in *23. We are
exploring the sale of our Store Card franchise to free up capital to allow expansion of our store
network
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Balance Sheet (and other useful stats) For FY '23 - At FY End

Balance Sheet Item: Visible Group Little Loans R Us Grow It Big
Average Exposures For Year (R'm) 2,480 3,600
Total Exposures (R'm) 2,500 4,000
Total Facilities (R'm) 35,000 4,000
Total Retail Deposits (R'm) 6,000
Total Client Base 3,000,000 250,000 1,500,000
Average Exposure Size (R') 833 16,000
Average Facility Size (R') 11,667 16,000
Provisions Detail At Year End:
Current Exposures (R'm) 1,650 3,200
Arrears Exposures (R'm) 450 550
Defaulted Exposures (R'm) 400 250
Total Exposures (R'm) 2,500 4,000
Current Provisions Held (R'm) 85 280
Arrears Provisions Held (R'm) 90 220
Defaulted Provisions Held (R'm) 330 210
Total Provisions Held 505 710
Income Statements For FY '23
Income Statement Item: Visible Group Little Loans R Us
Interest Income (R'm) 400 850
Cost Of Funds (R'm) 380
Fee Income (R'm) 288 180
Total Running Costs (R'm) 50 90
Impairment Charge (R'm) 430 400
Total Profits (R'm) 208 160
(1) Comment on the financial information provided for the portfolios that may be acquired
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Relevant Calculated Ratios - Income Statement

Income Statement ltem: Visible Group Little Loans R Us
Interest Income % 16.1% 23.6%
Cost Of Funds % 0.0% 10.6%
Fee Income % 11.6% 5.0%
Fee Income Per Account (R pm) 8 60
Total Running Costs % 2.0% 2.5%
Running Costs Per Account (R pm) 1.39 30.00
Bad Debt Charge % 17.3% 11.1%
ROA / Return On Assets 8.4% 4.4%

Proportion Of Portfolio In Each Provisioning Bucket / Stage
Visible Group Little Loans R Us

Current Exposures (R'm) 66% 80%
Arrears Exposures (R'm) 18% 14%
Defaulted Exposures (R'm) 16% 6%

Coverage Ratios
Visible Group Little Loans R Us

Current Portfolio 5.2% 8.8%
Arrears Portfolio 20.0% 40.0%
Defaulted Portfolio 82.5% 84.0%
Total Portfolio 20.2% 17.8%

Income Statement Items:
Interest Income:

e The average interest earned for Little Loans R Us is around 24% and for Visible Group is around
16%. This is quite a large difference, especially given the higher impairments for the Visible Group
which should mean their rates should be higher to cover the higher impairment charges. This could
be a function of there being an interest free period for purchases made on the card which is worth
confirming to ensure the pricing is adequate to cover this cost.

Cost of funding:

e The funding costs for Little Loans R Us is relatively high (according to the SENS released) and we
can see that this is higher than the average rate Grow It Big pays out on its deposit book (10.6% vs
7.5%). This represents an opportunity as part of the acquisition. The NIM is favourable and sits at
13%.

e The funding costs for Visible Group are shown as zero but there is a cost that is carried somewhere
in the business for the funding of this book (presumably this is recorded elsewhere within the
broader group). This does however result in the financials looking significantly better for this part
of the business as funding costs would be a large expense and if one assumes this is at least 8% then
the book is ultimately only breaking even. This means the profits are overstated in reality.

Running Costs & Fee Income:

e The fee income earned by Visible Group is significantly higher than that of Little Loans R Us in
absolute terms. It also represents a big line item in the income statement relative to the interest
income. The high fee income is a big driver of the profitability of Visible Group and when
represented as a percentage it is almost 12% of balances (which is a high percentage).
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o A concern here is how sustainable this is as this fee is earned irrespective of account usage.
There is a risk this can drop off if inactive customers stop paying the fees so it is a line item
that can change.

o The monthly facility fee itself is small monthly amount, much less than that of Little Loans
R Us. However, as it is effectively a membership fee it can easily reduce should fewer
customers see value in the proposition.

e The running costs of the portfolio for Visible Group is much lower in absolute terms
relative to Little Loans R Us, and as such it is much lower per account and is similar value
as a percentage of the outstanding exposures. This might make sense as the operation of
Visible’s Card is leveraging off all the infrastructure of the rest of the group, there would
be concerns as to whether it is genuinely a fair reflection of the costs if this was run on a
stand-alone basis by a separate provider.

Impairment charge:

The impairment charge as a percentage of the average exposures is much higher for Visible Group
(17%) compared to Little Loans R Us (11%). It is hard to determine exactly what is causing this
difference given the information that has been provided; however, it would be worth understanding
the drivers behind these differences as this is a large value and amendments to the strategy could
have a positive impact especially for Visible Group. It is concerning that the charge is higher than
the interest rate charged for Visible Group.

Another concern would be that they Visible Groups provisions are not calculated using the IFRS9
methodology, which could mean the impairments are over or understated — which means these
results might not be comparable.

Overall Profitability:

In absolute terms and as a percentage of the total exposures within each portfolio the profitability
for Visible Group looks significantly better than that for Little Loans R Us (8.4% ROA for Visible
Group vs 4.4% for Little Loans R Us).

However, there are significant concerns with a few key line items that are sitting within the income
statement of Visible Group which if corrected (or adjusted) could result in a substantially different
outcome for the portfolio.

Using some high-level adjustments to a few line items — specifically increasing COF to 7.5% of the
portfolio (aligned to retail deposit funding), reducing fee income slightly and increasing running
costs, and likely increasing the impairment charge slightly, Visible Group would show a loss for
the Card portfolio.

Likewise, if the profits of Little Loans R Us are adjusted for a better COF, slightly better impairment
charge (due to their new scorecard), their results will improve significantly.

Staging / Arrears Distribution:

Comparing the two portfolios and how the exposures are distributed between the 3 performance
buckets (current / arrears / defaulted) the results do make sense when compared to the impairment
charge. Visible Group has a much higher percentage of exposures sitting in both arrears as well as
default compared to Little Loans R Us.
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A concern would be that 16% of the portfolio is in default for Visible Group, and the impairment
charge is 17%. One would normally expect the exposures sitting in default to be quite a bit less than
the impairment charge so it would be good to understand why this is not the case for them. This is
the case for Little Loans R Us.

Getting a view of the annual write-offs and the write off policy would likely help to clarify this as
part of the analysis of the results.

Balance sheet impairments:

The coverage ratios for the defaulted bucket are very similar for both portfolios, presumably the
LGD would be similar for both books as they are both unsecured portfolios. A coverage of +80%
sounds feasible and possibly reasonable.

However, the coverage ratio for the arrears portfolio seems low for Visible Group relative to that
for Little Loans R Us. Assuming that the LGD’s are roughly similar, the vastly different coverage
ratios can only imply that the expected PD for arrears accounts is significantly lower for Visible
Group compared to Little Loans R Us. This does not sound correct given the overall impairment
charge and size of the defaulted portfolio.

There could be other factors sitting within the impairment charge that would cause this distortion,
for example creating overlays, or having specific once off big write-offs, one face value however
this does look as if there is an error.

A similar argument could be made for the coverage ratio of the current or up to date portfolio as
this too is far lower for Visible Group when compared to Little Loans R Us (again not expected
when compared to the impairment charge). This may be due to Little Loans providing using the
IFRS9 accounting standard (for both buckets) resulting in overall higher provisions.

The level of utilisation of the revolving facilities would also be impacted by the EAD experience
and general level of facility use, with the undrawn part of the facility presenting risk of higher
future losses depending on the effectiveness of risk management practices.

(ii) Discuss the considerations of acquiring one of these market players based on the
information provided. [22]
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Little Loans R Us:

e This lender is running reasonably profitably at this stage.

e This lender claims to have expensive funding that it currently makes use of. As part of the take-
over, Grow It Big can review and replace some of this funding and replace it with the deposits it
has from its client base (the deposits are far higher than the total exposures at this stage). This will
improve profitability. It might not be something that can be facilitated immediately but over a short
period of time there could be significant realisable benefits.

e The financials are all IFRS9 compliant (so these will align with those of Grow It Big) which allow
easier consolidation of reporting. It also means there is less risk of needing to restate or adjust the
results (especially the provisions) for a different account standard (impacting financials).

e This credit provider has not mentioned anything about being up for sale, at least not openly so, as
such if it is an option there might be a lot of negotiation that would have to take place especially on
price. The lender is not yielding great results which might allow more of a discount to be applied
in estimating the value of the business that would result in a successful deal being reached.

e  There might be regulatory and competition commission requirements which will have to be satisfied
as part of a merger or take-over. Since the provider only holds 25% market share and Grow It Big
does not have a credit base yet some of the steps to getting approval at least from a competition
perspective might be less onerous.

e This is a digital credit provider and as such there would be no branch network expansion in making
this acquisition. The bank would be taking over their IT infrastructure and current digital platforms
as well as the back end operational set up that is in place.

e Grow It Big would be purchasing a fully functional going concern which will allow it to utilise
many of the rails already in put in place by Little Loans R Us.

e The sales platform and scoring could be taken over as is and could continue to be utilized as is
(perhaps with a little rebranding if required).

o The application scorecard has just been redeveloped so it potentially means little work will be
required to update this — at least short term.

e There will be a risk appetite, loans offer matrix and pricing model and provided these are reasonable
they could be taken over as is for now with little changes.

e The loan management system could be taken over in totality and as such there might be a lot less
development than having to build one from scratch.

o There will be a need to integrate both sets of IT systems together (for reporting amongst other
things) which might require quite a lot of work however initially the two banks could still largely
operate almost independently of each other.

e The current billing and collections processes could be taken over as is allowing Grow It Big to
leverage off the skills and intellectual property of Little Loans R Us.
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o Since the impairment charge is reasonable for a high yielding unsecured portfolio it seems
like the current processes are at least reasonable.

The current infrastructure could be sufficient to allow the loans base to be grown significantly both
by volume and value and will allow expansion potentially across the full credit market which is a
great benefit. It will be worth investigating if there are any constraints (IT or operational) that will
limit the ability to grow the book without further investments being made.

Grow It Big will need to decide how to handle the acquisition from a staffing and a branding
perspective when taking over Little Loans R Us.

There is no detail provided on how many staff are currently employed by Little Loans R Us however
this will be an important consideration as they will have critical skills not currently sitting within
Grow It Big and as such the bank is likely to want to retain them (cost and culture considerations).
There may be some economies of scale that can be realised when combining the banks allowing
some cost reductions relative to the current cost base.

Grow It Big will have a strong brand, along with Little Loans R Us, and how the two brands are
consolidated will need to be carefully considered. They could continue to operate 100%
independently (and just leverage off each other’s capabilities) or they could choose to rebrand into
a single financial services provider. Depending on the target markets and brand strength, this is
something to be considered as part of the process to ensure the best result for the two organisations.

The client base is not large relative to base of Grow It Big however there is an opportunity to cross
sell cheque accounts to some of the clients on the books of Little Loans R Us. Likewise, there is an
opportunity to market loans to the client base of Grow It Big by making use of the infrastructure of
Little Loans R Us.

The average loan sizes of Little Loans R Us are quite small so there might be an opportunity to
upsell some of the existing client base.

Visible Group:

The financials for Visible’s Card Division look very good on face value however there are several
concerns that might mean this portfolio is less of a viable option after some corrective adjustments
are made to the results. At least there will need to be some big operational changes to turn the
business into a profitable going concern.

Visible Group might not mind running the portfolio on a break-even basis as the product allows
them to sell more volumes and earn margin on the sales of their retail products. However, this will
be different for Grow It Big that will require the portfolio to produce reasonable financial results as
a stand-alone portfolio.

The provisioning is not IFRS9 compliant which means there will be some rework required here
when bringing the portfolio onto the books. The rest of the financials are likely to be complaint so
it is just the provisioning part that might require rework prior to combining the financials with Grow
It Big.
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e This company has mentioned looking to sell the card portfolio and as such there is a willingness
and need to do so — which will make them more open to negotiations on price. However, since their
financials are misstated their own view of the profitability of this portfolio will be significantly
different to reality and how it will play out for anyone else taking the book over. This will make
price talks complicated as there will be a difference in views here.

e Grow It Big would be purchasing the Card portfolio of Visible Group but not the entire group itself.
Presumably this would then include the Card IT system that manages the accounts, along with
supporting staff that manage this division of Visible Group.

e Grow It Big will potentially have access to make use of Visible Groups retailer network to push its
own cheque accounts and deposits which might prove very useful (it will depend on the agreement
that is signed between the two entities).

e However, there may be some sort of commission or cost-recovery charged to Grow It Big for each
successful sale made if these are performed by Visible Group staff

e Grow IT Big will need to understand if they will require additional headcount or support to manage
the portfolio from Visible Group as there is likely to be some level of support provided by the
broader Group in addition to the dedicated staff.

e There is some sort of credit application process in place (one would assume), but there are no details
as to how this is structured currently. From a pricing, credit risk and offering perspective Grow It
Big can take over the current process but is going to have to make several changes to get the
impairment charge and pricing at a viable level.

o This will require a rework of much of the risk appetite and pricing that is currently in place,
and this might take a little time to get right. This will require some skills that might not
exist within either company so external assistance might be required.

o An extensive re-design of the process will likely result in significant changes in the types
of customers that are granted credit, which might ultimately impact the volumes of sales
for Visible Group and could lead to a strained relationship with Grow It Big. This is
something that will need to be unpacked upfront to ensure that there is a mutually beneficial
understanding of how the credit will operate in future and why the changes will be
necessary.

e The type of card and portfolio being taken over is currently only structured to allow purchases and
credit to be extended for products at Visible Group retailers. So, the scope of the credit offering is
limited in this instance, and it might be difficult to use the existing platform to expand to other
retailers. This is a constraint that is worth noting as it will limit the expansion of this portfolio.

o There may be a short-term benefit to this — it will allow Grow It Big to get exposure to
managing credit (sales / collections / risk appetite tracking) on a specific portfolio and will
allow skills to be developed in licu of expanding their scope in the market.

o It will likely be impossible to expand this offering for credit purchases across the full Credit
Card market without significant system development, likely physical card and plastic
changes before this can be explored. If this is the longer-term vision, then this arrangement
might not be one to consider.
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e The client base is very large and so there will be scope to cross sell especially cheque accounts into
this base. There is no indication of the segment in which this retailer plays and as such the cross-
sell possibilities might not be across the full base, but it is likely to be sizeable.

e The unutilized facilities are large in total, and it would be worth reviewing these to tailor the offers
to increase utilization in pockets and reduce limits in others.

e This could be done on a risk-based basis to help improve the risk on the books and hopefully start
to see an improvement in the impairment charge coming through.

e There may be scope for further expansion of the card into the clients making purchases at Visible
Group however there are no details as to how large this “untapped” part of their client base is.

(iii)  Detail additional financial and statistical information you would require informing a
decision on which market player to approach

[8]

e Obtaining previous financials for the two organisations for say at least the last two financial
years will be very useful to understand trends in their profitability as well as balance sheets.
This would include a detailed breakdown of some of the income statement line items (especially
the impairment charge).

e [t would also be valuable to get a breakdown of the different arrears statuses and roll rates to
understand the volumes and movements of accounts between the stages. This will assist with
understanding the quality of the total book.

e Grow It Big will have a requirement to hold credit capital for the book it chooses to acquire,
and it would be good to estimate how large this would be. Obtaining the assumptions used by
the current providers and their capital approach (compared to Grow It Big) will allow an
estimate to be made to allow for planning and to ensure sufficient capital is available.

e [f possible, it would be valuable to see what proportion of the client base for each portfolio
already bank with Grow It Big. This could be estimated high level by looking for debits running
off the cheque accounts specifically for these providers (if the primary cheque account is held
by Grow It Big). Alternatively, it could be more accurately assessed if the client base details
could be shared (probably not a likely option — depends on the talks between the providers).

e Obtaining the contracts and terms and conditions shared with clients would be useful for both
providers to understand our rights as a new credit provider, to see what might need to be
changed or updated, and to ensure there are no compliance or risk gaps currently

There is some information which will be specific to each credit provider which is detailed below
(given the nuances of the two very different businesses).

Little Loans R Us:

e Although the bank is IFRS9 compliant it would still be good to review the provisioning
methodology and assumptions used to double check that they are still relatively sound and
sensible. This is to ensure that there are no significant financial adjustments that might occur
when the bank is taken over.
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e It would be very useful to get a deeper understanding of the on-balance sheet account make up
— in terms of remaining tenure as well as the mix of new vs top up type loans. A loan size
distribution will also be useful to understand the mix of loans on book.

e Obtaining more details on the new and old application scorecards, pricing methodologies (fixed
or variable rates), offers made based on risk, on book risk management and collections
strategies will be helpful in identifying any gaps that might exist in the current processes to see
where there will be opportunities to improve.

Visible Group:

e Obtaining a detailed description of the current provisioning model (the stages, PD, EAD, LGD
assumptions) will be critical to determine if these look reasonable and to see how different they
are relative to IFRS9 if this was to be implemented. There is a distinct risk that the business is
under-provided relative to IFRS9 requirements which would result in a significant impairment
adjustment when the business changes to the latest accounting standard. This could
fundamentally change the viability of the business as it is structured now.

e The utilisation of limits is quite low (only 7% of the facilities are utilised). Does this mean a
large portion of the client base is not making use of their cards (and as such a large portion of
the so-called client base is not active and is overstated), or is there a broad-based utilization of
the cards but with small balances.

o It would be good to understand the mix of customers using their store cards for credit
(revolvers versus transactors), and how many have outstanding balances merely
because of being charge their monthly account fees. This will give a more realistic view
of actual fees being earned, actual account usage to better understand how the portfolio
operates.

e Details on the pricing model currently in place as well as facilities offered based on the risk of
the client. Is there tiering of interest rates, based on risk, and are offers tiered based on risk too?
Is there an ability to reprice the back book on occasion if required. Is there an interest free
period and how long is it?

o How is the new business risk assessed (scorecard, policy filters) and how accurate and
granular is the model? When last was it updated? There might be a need to refresh this
methodology as soon as the business is taken over (requires time and resources) as the
current results are unsustainable. This could be time consuming and costly exercise.

[Total 46]

QUESTION 2

Lotus Bank is a Retail and Commercial Bank that operates within a single jurisdiction. Lotus Bank
offers a full spectrum of transactional banking services and credit products.

The jurisdiction within which Lotus Bank operates is an emerging market, and the bank has a strategic
intent to develop products and provide services that contribute to environmental and social upliftment.

6)] Suggest new products or services that Lotus Bank could launch or ways in which it could
enhance its existing offering to contribute to this strategic intent. For each suggestion,
explain how it would contribute to environmental or social upliftment.

(10]
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Green Loans and Mortgages:

e Lotus Bank could offer loans and mortgages with preferential rates for projects that have a
positive environmental impact, such as energy-efficient homes, solar panel installations, or
green building certifications.

e This would incentivize customers to invest in sustainable and eco-friendly infrastructure,
thereby reducing carbon footprints and promoting energy savings.

Microfinance for Small Businesses:
e Providing microfinance services tailored to small and medium-sized enterprises (SMEs) that
implement sustainable practices or contribute to social development.

o This would empower local entrepreneurs, foster economic growth, and create job
opportunities, particularly in underserved areas.

Green Savings Accounts:
e Offering savings accounts with a portion of the interest earned reinvested in environmental
projects or social initiatives.

e This would appeal to environmentally conscious customers and provide them with a way to
contribute to sustainability efforts while saving money.

Eco-Friendly Car Loans:
e Offering car loans with favourable terms for customers purchasing electric or hybrid vehicles.

e This would encourage the adoption of cleaner transportation options, reducing greenhouse gas
emissions and decreasing dependence on fossil fuels.

Community Development Loans:

e Providing low-interest loans to community organizations and non-profits working on
environmental and social projects.

e  This could include urban greening initiatives, community gardens, or local health and
education programs.

e  Support for such programs would contribute directly to supporting achievement of their
environmental and social development goals.

Renewable Energy Financing:
e Developing financial products that support the implementation and expansion of renewable
energy sources such as wind, solar, and bioenergy.

e By financing renewable energy projects, Lotus Bank would help decrease reliance on non-
renewable resources and promote a cleaner, more sustainable energy sector.

Financial Literacy Workshops:
e Hosting workshops and seminars focused on financial literacy, particularly in underserved
communities.

e These programs would educate individuals on managing finances, saving for the future, and

making informed financial decisions, leading to improved economic stability and
empowerment.
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Environmentally Responsible Credit Cards:
e Introducing credit cards that reward customers for making eco-friendly purchases, such as
using public transportation, buying from sustainable brands, or supporting green businesses.

e Reward points could be redeemed for eco-friendly products or donated to environmental
causes.

e This would support the strategic intent both through encouraging more conscious spending
and through the redemption of reward points.

Social Impact Bonds:
e Introducing social impact bonds that fund projects aimed at social upliftment, such as
affordable housing, education programs, and healthcare services.

e These bonds would not only provide financial returns to investors but also generate
measurable social benefits, thereby improving the quality of life for communities within the
jurisdiction.

Sustainable Investment Funds:
e Launching investment funds that focus on companies with strong environmental, social, and
governance (ESQG) practices.

e By channelling investments into sustainable businesses, Lotus Bank would support the
growth of industries that prioritize ethical practices and environmental stewardship,
encouraging more companies to adopt similar standards.

To ensure the sustainability of these products and services the economic returns need to remain viable
and not be predicated on subsidy.

Lotus Bank has partnered with a Development Finance Institution (DFI) that is willing to make capital
funding available at preferential rates to support lending activities that deliver social or environmental
benefits.

(i1) Outline key aspects that the agreement between Lotus Bank and the DFI would need to
cover
(10]
The agreement between Lotus Bank and the DFI should comprehensively address key points that are
required to ensure that both parties' objectives are met, and the desired social and environmental
benefits are realized.

Funding Allocation and Utilization:
e (learly define the amount of capital funding to be provided by the DFI and specify how these
funds will be allocated across various lending projects.

e Ensure that the funds are earmarked for programs with measurable social or environmental
impacts, such as affordable housing, renewable energy projects, or small business loans in

underserved communities.

Preferential Rates and Terms:
e Outline the preferential rates and terms under which the DFI will provide capital.
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e Detail the conditions that Lotus Bank must meet to qualify for these rates, such as
maintaining specific ESG criteria or achieving certain impact metrics.

e The DFI may also want to specify whether preferential funding benefits received by Lotus
bank must be passed on, in part or in full, to borrowers.

Impact Measurement and Reporting:
e Establish a robust framework for measuring and reporting the social and environmental
impacts of the funded projects.

e Include key performance indicators (KPIs) and reporting frequency to ensure transparency
and accountability.

e Both parties should agree on the methodology for impact assessment and the format for
periodic reports.

Risk Management:
e Address the risks associated with the projects funded by the DFI capital.

e Develop a risk management strategy that includes the identification, assessment, and
mitigation of risks, particularly those related to financial performance, project execution, and
potential environmental and social impacts.

Governance and Oversight:
e Define the governance structure for overseeing the implementation of the agreement.

e Specify the roles and responsibilities of both Lotus Bank and the DFI, including any joint
committees or advisory boards that will be established to monitor progress and address any
issues that arise.

Compliance and Legal Requirements:
e Ensure that the agreement complies with all relevant legal and regulatory requirements.

e Address any specific compliance obligations related to ESG criteria, anti-money laundering
(AML), know-your-customer (K'YC) regulations, and privacy regulations.

Amendments and Termination:
e Include provisions for amending the agreement to accommodate changing circumstances or
new opportunities.

e  OQutline the conditions under which the agreement can be terminated by either party, including
the process for resolving disputes and ensuring an orderly wind-down of activities.

Lotus Bank is planning to use DFI-provided funding to support provision of loans to female-owned
businesses operating in underprivileged areas and will be required to measure and report on the impact
of the loans granted.

(iii))  Discuss considerations and challenges that would need to be addressed in allocating the
funds and measuring the associated impact.

(6]
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Allocation of funds:

Clear criteria for allocation of the funds would need to be established.

This would include specifics around what qualifies as a female-owned business in the case of
a business with multiple owners, and on which areas are defined as “underprivileged”.

It would also need to be agreed whether information regarding ownership is established only
at the point of origination of the loan and preferential funding is granted throughout, or
whether this information will be periodically reviewed with funding rates reviewed
accordingly.

How the necessary ownership and gender data will be gathered and verified will need to be
established.

The possibility of fraudulent ownership declarations made to benefit from preferential
funding rates and ways in which this risk will be mitigated will need to be considered.

The treatment of loans to businesses operating in multiple areas, where not all are defined as
‘underprivileged’, will need to be clear.

Measurement of impact:

Clear and quantifiable metrics for measurement of the impact of the loans would need to be
established.

These metrics would need to be linked to the goals that the bank and the DFI would like to
achieve by making the funding available.

While measurement of the number and value of in-scope loans granted would provide an
indication reach, this would not be a suitable measure of the impact created.

Suitable measure could include the number of jobs created, increase in business revenue or
improvements in the standard of living of the community.

Standardised methodology and data to be used to measure the impact will need to be
determined, to enable comparison of the impact generated by different projects funded by the
DFL

Collection of the data required to measure impact could be a challenge due to absence of
credible data sources or a shortage of resources for manual data collection.

[Total 26]

F207 M2025 Page 15 of 20 ©Actuarial Society of South Africa



QUESTION 3

Silicon Valley Bank (SVB) was founded in 1983 and provided services for nearly half of United States
(US) venture capital (VC) backed technology and healthcare companies that listed on stock markets in
2022.

At year-end 2022 VC-backed technology and healthcare companies accounted for more than half of
SVB’s deposits. On 10 March 2023, SVB failed following a run on the bank. Prior to its collapse, SVB
was the 16th largest bank in the US, with assets to the value of ~$212bn.

Prior to its collapse, 40% of SVB’s balance sheet was invested in fixed income securities with terms
greater than 10 years.

The Federal Reserve, in response to increasing inflationary pressures, aggressively increased interest
rates over the period preceding SVBs collapse, with the Fed Funds Rate increasing from 0.25% in
January 2022 to 4.5% in December 2022, the highest level since 2007.

)] Discuss the key risks that contributed to SVB’s collapse and how the interplay between
these risks resulted in a structural ALM crisis for SVB.
[8]

Concentration risk:
e SVB’s depositor base was highly concentrated, with most deposits being from corporate
customers in the big tech and tech start-up industry in Silicon Valley.

e The macroeconomic environment in play disproportionately impacted this industry, with high
interest rates impacting borrowing costs and new venture capital funding drying up, resulting
in SVB’s customer base needing to draw down on deposits to repay debt and fund operations.

e In addition, SVB’s client base was sophisticated and well-connected, spurring action in
unison.

e  With the proliferation of fast digital communication and real-time liquidity and payments
capabilities, this resulted in swift transfers of funds out of SVB.

Interest rate risk:
e SVB's significant exposure to long-term fixed income securities (40% of its balance sheet)
made it highly vulnerable to interest rate fluctuations.

e Asthe Federal Reserve aggressively increased interest rates from 0.25% to 4.5% between
January 2022 and December 2022, the value of these securities plummeted.

e This created substantial unrealized losses on SVB's balance sheet, weakening its financial
position.

Liquidity risk:
e The rapid increase in interest rates also led to a higher cost of borrowing for SVB's clients.

e This, coupled with a general tightening of liquidity in the market, caused a surge in
withdrawal requests from depositors.

e SVB's inability to quickly liquidate its long-term securities without incurring significant
losses further exacerbated its liquidity crisis, leading to a classic bank run scenario.
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Structural ALM risk:
e The loss of value in SVBs fixed income securities, coupled with the pressure on the tech
sector and resultant withdrawal of deposits, resulted in a structural ALM crisis.

e Inresponse, SVB sold bonds at a large loss and attempted to raise additional equity capital.

e These actions were not well-received, and resulted in additional withdrawals and the collapse
of SVB’s share price.

e The interplay between interest rate risk and liquidity risk, compounded by sector-specific
vulnerabilities and a destabilized funding structure, ultimately led to SVB's collapse.

In 2018, a US bill that reduced scrutiny over many regional banks removed the requirement for banks
with assets under $250bn to submit to regulatory stress testing and reduced the amount of capital these
banks needed to keep on hand.

(ii) Discuss the potential impact that these regulatory changes could have had on SVB’s
approach to interest rate and liquidity risk management and how these impacts could have
been mitigated.

(8]
e By reducing the scrutiny and requirements for regional banks, SVB may have felt less
compelled to rigorously stress test their financial resilience against interest rate fluctuations
and liquidity pressures.

e This regulatory relaxation could have led to a false sense of security, resulting in insufficient
capital buffers and inadequate risk management practices.

e  Without the mandated stress tests, SVB might not have accurately assessed the potential
impact of rising interest rates on their portfolio of fixed income securities.

e  With reduced liquidity requirements, they may have held lower levels of cash reserves,
leaving them vulnerable to sudden and large-scale deposit withdrawals.

e Consequently, SVB may have been ill-prepared to handle the rapid withdrawal of deposits
and the declining value of their fixed income securities, ultimately contributing to their
structural Asset-Liability Management (ALM) crisis and eventual collapse.

e These impacts could have been mitigated through robust risk oversight and embedment of a
strong risk culture.

e This would include assessing and mitigating risks holistically using a range of financial risk
management tools, rather than focusing only on meeting regulatory requirements.

e Stronger consideration of emerging risks, and in particular the interplay between the
macroeconomic environment and the risks discussed above would have been beneficial.

e SVB could have conducted stress testing exercises despite it not being a regulatory
requirement to do so.

e By regularly conducting stress tests, SVB would have been able to foresee the potential
effects of rising interest rates on their portfolio, allowing them to make informed adjustments
to their investment strategy.
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Maintaining higher levels of cash reserves would have provided SVB with the necessary
liquidity cushion to withstand unexpected and significant deposit withdrawals, thus ensuring
greater financial stability.

Adopting a more conservative approach to asset-liability management (ALM) practices would

have enabled SVB to better align the maturity profiles of their assets and liabilities, reducing
the mismatch risk and enhancing their ability to manage interest rate fluctuations.

[Total 16]

QUESTION 4

The following graph shows the default rate performance for new retail unsecured loans originated
during the period September 2022 to June 2024. Also indicated are the risk appetite thresholds at the
12-month-on-book (MOB) point, for a through-the-cycle (TTC) and one-in-seven economic risk

scenario:
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6)] Explain what the lines on the graph may represent and how they are used in credit risk

management.

[4]

Explanation of vintages:

Credit vintages refer to the categorisation of loans by the period in which they were
originated.

Vintage performance is assessed by tracking a cohort of loans issued in a specific month and
determining which of these loans defaulted in a subsequent observation period.

The graph shows the percentage of loans in each monthly cohort from September 2022 to
June 2024 that reached a status of 3 or more months in arrears over a 6-month and a 12-month
observation period.
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Use in credit risk management:

(i)

credit vintages provide a granular view of loan performance, enabling banks to assess and
manage risks proactively.

By analysing the performance of different vintages, banks can assess the risk profile of loans
issued in various time frames. This helps identify trends and potential risk factors that could
affect future lending decisions.

Tracking vintages over time allows banks to monitor the default rates and overall
performance of loans, ensuring they stay within the bank’s risk appetite thresholds. If a
particular vintage shows signs of increased risk, corrective actions can be taken to mitigate
potential losses, e.g. adjustment of underwriting criteria, or pricing.

Insights from credit vintages inform strategic decisions about expanding or contracting
lending activities.

Comment on the information presented on the graph, considering actual performance
relative to risk appetite and possible reasons for trends observed.

(8]

12-month default performance for loans granted at the start of the period was at the TTC risk
appetite threshold and was above this threshold for the remainder of the period under
consideration.

Since it does not seem as if specific actions were taken to bring performance back below this
level, it can be assumed that the macro-economic environment during the observation period
was turbulent, and the turbulent risk appetite threshold was therefore the one of interest.

12 MOB default rates were above the turbulent threshold in December 2022 but back below it
by the following month.

Since the breach was mild and did not persist, it is unlikely that specific action was taken to
address it.

The turbulent threshold was breached again in March 2023, with vintage performance
remaining above this threshold for the remainder of the observation period.

Vintage performance deteriorated month-on-month between February 2023 and July 2023,
following which it showed steady improvement until January 2024.

The steady deterioration observed could have been due to several different factors or
combinations of factors.

Deteriorating performance could have been due to further deterioration of the economy
resulting in borrower distress and therefore increasing default rates.

Increases in interest rates could also have resulted in higher default rates, especially if
unexpected and not sufficiently catered for in affordability assessment.

The deterioration could also have been due to a relaxation in underwriting standards, although
this is unlikely given the recent breach and the fact that performance was already close to
appetite.
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e The deterioration could have been due to implementation of new scoring models that were not
able to differentiate risk as well as expected, resulting in a higher proportion of riskier loans
being granted than intended.

e Error in model implementation that was not detected in control cycle.
e The improvement observed from August 2023 onwards could have been due to improvement
in the macro-economic environment, or due to specific mitigating actions taken to bring

vintage performance back to within appetite.

e Mitigating actions implemented could have included adjustments to affordability
requirements, implementation of recalibrated scorecards or tightening of score cut-offs.

e 6 MOB vintage reads for January 2024 onwards are stable, which provides an indication that
12 MOB performance is likely to remain stable at current levels without further intervention,

provided external drivers behave as expected.

[Total 12]
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