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INTRODUCTION 

Regulation 43 of the revised regulations of the Banks 
Act, 1990 (Act no. 94 of 1990) requires that a bank shall 
disclose in its annual financial statements and other 
disclosures to the public, reliable, relevant and timely 
qualitative and quantitative information that enable 
users of that information, amongst other things, to 
make an accurate assessment of the bank’s financial 
condition, including its capital adequacy position, and 
financial performance, business activities, risk profile 
and risk management practice. This disclosure 
requirement is commonly known as Pillar 3 of the 
Basel II Accord. 
 
This risk and capital management report is an extract 
of the Annual Report of FirstRand Bank Holdings 
Limited (“FRBH”), which is referred to as “the Banking 
Group”’ or “the bank”. This report complies with the 
risk disclosure requirements of Basel II Pillar 3 and 
IFRS 7 Financial Instruments: Disclosure (“IFRS 7”).  
 
Risk in FRBH is managed on a group basis with 
FirstRand Bank Limited (“FRB”) as its major 
subsidiary. Some differences between the practices, 
approaches, processes and policies of FRBH and FRB 
exist and these are highlighted by a reference to the 
appropriate entity, where necessary.  
 
FRBH, one of FirstRand Limited’s (“FirstRand” or “the 
Group”) major subsidiaries, adheres to the same 
corporate governance principles, structures and policy 
framework as FirstRand. FRBH’s primary business 
objective, like that of the Group, is the generation of 
sustainable profits. 

 
As an integrated financial services company, risk 
taking is an essential part of the Group’s business and 
FirstRand thus explicitly recognises risk assessment, 
monitoring and management as core competencies 
and important differentiators in the competitive 
environment it operates in. 
 
The Group defines risk widely – as any factor that, if not 
adequately assessed, monitored and managed, may 
prevent it from achieving its business objectives or 
result in adverse outcomes, including damage to its 
reputation. 
 
As a company built on a strong and pervasive “owner-
manager culture”, the adherence to the validity, 
methodology and scope of risk management is deeply 
embedded in the Group’s tactical and strategic 
decision making. Accordingly capital is seen as a 
scarce resource and the imperative to protect its 
reputation means that risk is considered in a holistic 
and integrated manner.  
 
The current economic crisis precipitated by the turmoil 
in the world’s financial markets and the failure of 
financial institutions internationally has dramatically 
underscored the need for an integrated risk and capital 
management approach alongside the renewed 
emphasis on sustainable earnings. Consequently, the 
Banking Group has adopted a comprehensive approach 
to risk and capital management that comprises six 
core components, illustrated graphically in the chart 
below. 

 

Components of FRBH's approach to risk and capital management 
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These core components are discussed further in the 
major sections of this report: 
 FirstRand’s risk appetite frames all organisational 

decision making and forms the basis for the 
Banking Group’s continuing efforts to improve its 
risk identification, assessment and management 
capabilities. The articulation of risk appetite is 
closely related to the level of earnings volatility the 
Banking Group is willing to accept, its target 
capitalisation level and the allocation of capital and 
risk capacity (see page 7). Sound capital 
management practices are a core component of the 
bank’s business strategy and support the 
management of its businesses within risk appetite 
constraints. 

 A strong governance structure and policy 
framework fosters the embedding of risk 
considerations in existing business processes and 
ensures that consistent standards exist across the 
Banking Group’s operating units (see page 7 and 
10). 

 Best practice risk methodologies have been 
developed in and for the respective business areas. 
These have been modelled on existing and 
emerging best practice in the global financial 
services industry and are constantly reviewed, 
challenged and enhanced by deployed and central 
risk management teams (see page 19). 

 An integrated approach to managing risk has been 
established to facilitate the pro-active exchange of 
information between individual risk areas and 
between risk and finance functions. In doing so, the 
organisation aims to eliminate any ‘risk silo’ 
thinking across different risk types and ensure an 
increasing integration of the traditionally separate 
domains of risk and finance (see page 12). 

 The Banking Group is deploying a comprehensive, 
consistent and integrated approach to stress 
testing that is embedded as a business planning 
and management tool, emphasising scenario based 
analyses in all its decision processes. This will 
enable the bank to draw on strong expertise in 
individual risk areas and the finance functions to 
ensure optimal decision making in pursuit of stable, 
growing and sustainable earnings (see pages 12). 

 Independent oversight, validation and audit 
functions ensure a high standard across 
methodological, operational and process 
components of the bank’s risk and capital 
management efforts. These functions independently 
review and challenge deployed and centralised risk, 
business and support functions and are directly 
responsible for providing board members with 
assurance that the Banking Group remains within 

its chosen risk appetite and adheres to the 
standards and practices set by the Board (see page 
12). 

 
The remainder of this introductory section provides the 
bank’s perspective on the recent financial crisis as well 
as an overview of the major risks it is exposed to and 
the steps taken to strengthen risk management 
practices on the basis of lessons taken from the 
international financial markets. Each of the core 
components mentioned above is described in more 
detail in the main section of this risk and capital 
management report, alongside a detailed discussion of 
the risk profile for the banking operations.  
 

The financial crisis in context  

The current economic and financial crisis is rooted in 
the gradual build-up and explosive unwinding of global 
macroeconomic imbalances, which was ultimately 
triggered by the deflation of the United States (“US”) 
housing market. Although initially confined to the US 
with the impact limited to a reduction in liquidity and 
mark-to-market (“MTM”) losses on certain credit 
assets, the consequential knock on effects on 
securitised assets and derivatives quickly spread to all 
major markets by the middle of 2008. 
 
The severe reduction in liquidity as a consequence of 
sharply reduced interbank lending also led to deposit 
runs on banks in a number of economies, culminating 
in the collapse, government bailout, forced sale or 
forced merger of a number of large financial 
institutions in the US and in Europe. The seizure of 
credit markets, precipitated by the virtually 
unprecedented drop in banks’ risk appetite, began to 
fully feed through to the remainder of the global 
economy in the second half of 2008.  
 
The South African economy was exposed to similar 
macroeconomic imbalances, but has not experienced a 
comparable seizure of credit markets due mostly to 
the following factors, namely: 
 
 South African banks had very little exposure to toxic 

credit assets tied to the US housing bubble, thus 
reducing the potential negative impact on their 
portfolios’ credit quality and capitalisation levels; 

 the local banking sector has been much less reliant 
on offshore borrowing and deposits. Accordingly, 
liquidity and funding pressures have been 
manageable compared to international markets; 

 the correction in South African real estate prices 
has been orderly to date; and 
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 South African banks tend to be less geared than 
international financial institutions. 

 
Nevertheless, the domestic market is not insulated 
from global macroeconomic and financial shocks. The 
Banking Group did experience pressure with respect to 
its international and domestic exposure, namely: 
 
 MTM losses on international assets; 
 a scarcity of international funding and, 

consequently, sharply increased international 
funding costs, in particular for US dollars;  

 trading losses in international portfolios where the 
sharp reduction in market liquidity required the 
aggressive marking down of assets; and 

 wholesale funding costs in the domestic market 
increased moderately. 

 
For the Banking Group, defaults in the retail sector 
picked up sharply as a consequence of the relatively 
high levels of consumer indebtedness. This increase in 
defaults, combined with the general slowdown in 
economic activity, reduced the bank’s ability to realise 
value from collateral, in particular in the motor vehicle 
space. In addition further pressure on the Banking 
Group’s revenue resulted from a reduction in 
transaction volumes across the board.  
 
The bank expects the South African economic 
environment to remain challenging over the next 
reporting period. The recovery in the retail sector is 
expected to be gradual as lower inflation and interest 
rates mitigate the economic downturn over time. 
Default rates in retail portfolios are expected to remain 
at elevated levels, while credit risk will likely migrate 
to corporate and commercial portfolios in line with the 
downturn in economic output.  
 
The Banking Group has taken a number of steps over 
the period under review to address these challenges 
and mitigate the negative impact of the financial and 
economic crisis. It has strengthened its market risk 
processes considerably to limit the potential losses, 
which may emanate from market illiquidity and 
positions in proprietary trading and counterparty credit 
risk areas. These are discussed in more detail in the 
following section covering individual risk types as well 
as aspects of governance, the setting of risk appetite 
and the embedding of stress testing in the planning 
and budgeting process, discussed from page 19 
onwards.. 
 

Major risk factors and recent developments 

The Banking Group is exposed to a number of risks 
that are inherent in its operations. Identifying, 
assessing, pricing and managing these risks 
appropriately are core competencies of the individual 
business areas. Individual risk types are commonly 
grouped into three broad categories, namely financial 
risks, operational risks and strategic risks. 
 
This section provides a brief summary of the major risk 
types as well as the changes in measurement and 
management approaches implemented over the period 
under review, as appropriate. Further information and 
an analysis of the respective risk profiles can be found 
in the detailed risk sections from page 20 onwards. 
 

Credit risk 

Credit risk, in terms of the potential impact on 
earnings and associated capital requirements, is the 
most significant risk type for the bank.  
 
The Banking Group remains focused on detailed 
analyses of the credit portfolio with respect to the 
organisation’s credit risk appetite, which enables it to 
continuously align its efforts to rebalance the portfolio 
with its core macroeconomic outlook. These efforts are 
a continuation of portfolio actions initiated in the past 
that include the refinement of Loan-to-Value (“LTV”) 
criteria for the mortgage and asset finance businesses, 
amongst others.  
 
Changes to the determination of credit strategy and the 
origination process have been implemented. These are 
now the joint responsibility of the individual business 
areas and the central Balance Sheet Management 
(“BSM”) function. These steps aim to ensure 
consistency across credit origination practices in the 
Banking Group as well as a granular implementation of 
and alignment with the Banking Group’s credit risk 
appetite. In addition, centralised cross risk type 
management as part of the BSM function in the Chief 
Operating Officer (“COO”) portfolio is intended to 
facilitate a consistent and integrated approach to 
managing credit, market and liquidity risk. 
 
Further methodological refinements to credit scoring 
models across various business areas are in progress 
and sophisticated macroeconomic credit stress testing 
models have been implemented as part of the wider 
stress testing framework. These models are being 
embedded as vital components of strategic and tactical 
decision making processes and are already being used 
as inputs into the planning and budgeting process. 
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Market and equity investment risk 

In line with improvements in measuring market risk 
internationally and in anticipation of forthcoming 
regulatory requirements, the Banking Group’s efforts 
are focused on integrating market and credit risk 
considerations more closely. One example of this is the 
development and implementation of an internal model 
for measuring specific risk, i.e. the idiosyncratic credit 
risk component not commonly captured by traditional 
Value at Risk (“VaR”) models. Further refinements to 
the Expected Tail Loss (“ETL”) measurement 
methodology used in the bank’s internal capital models 
are currently under development. 
 
Over the period under review, a number of steps have 
been taken to strengthen market risk controls. The 
most noteworthy of these are the implementation of 
absolute loss thresholds that supplement traditional 
VaR limits and the inclusion of a liquidity adjustment in 
the ETL methodology, reflecting lessons taken from 
international markets where the rapid reduction in 
market depth (liquidity) has led to unprecedented 
market risk losses driven by fair value accounting 
requirements. 
 
Changes to the equity investment risk measurement 
methodology are also planned to reflect an increased 
emphasis by the business on the pro-active 
management of the investment portfolio through the 
economic cycle. 
 

Counterparty credit risk 

The sudden and unprecedented failure of several large 
international financial institutions has highlighted the 
importance of pro-active and resolute counterparty 
risk measurement practices. In response to these 
events, the Banking Group has strengthened the level 
of communication and cooperation between all risk 
functions that contribute to the assessment of this risk 
type so as to ensure that all relevant factors are taken 
into account for purposes of assessing and pricing this 
risk. 
 
Additional refinements were made to the 
methodologies used for calculating Potential Future 
Exposure (“PFE”) values, in particular with respect to 
the valuation and application of collateral held against 
counterparty exposures. These methodological 
refinements were complemented by revisions and 
improvements to the RMB Equity Trading business 
unit’s credit risk governance framework and the 
implementation of additional dealing guidelines as well 

as increased monitoring and management of 
exposures through the crisis. 
 

Liquidity risk 

The Banking Group’s international balance sheet has 
been negatively affected by the global financial crisis, 
leading to a severe reduction in liquidity in a number of 
markets and a sharp increase in funding costs 
internationally. As a consequence, the Banking Group 
has elected to de-risk its overseas surplus funds over 
the reporting period, investing these only in highly 
liquid and very high quality assets, such as treasury 
bills of European central banks. 
 
The bank’s experience in the domestic market has 
been largely benign with spill over effects from the 
international crisis contained to an escalation in the 
term premium for funding (which has remained high 
over the reporting period). In line with industry 
practice, the Banking Group continues to comply with 
the Basel Committee on Banking Supervision’s 
Principles for Sound Liquidity Risk Management and 
Supervision. In addition, liquidity buffers have been 
increased substantially, and the portfolios of highly 
liquid securities in which these buffers have been 
placed continue to be the focus of pro-active 
management and close monitoring.  
 

Interest rate risk in the banking book 

Interest rate risk management practices have 
remained focused on putting in place and managing 
appropriate hedges to protect the Banking Group’s 
income statement and balance sheet through the 
declining interest rate cycle. Over the reporting period, 
the bank’s exposure to interest rate risk remained 
within the limits imposed by the board as part of the 
Banking Group’s risk appetite. 
 
The Banking Group’s interest rate risk management 
strategy has been aligned closely with the stress 
testing framework over the reporting period, and rate 
movements have been successfully managed on the 
basis of the bank’s core planning scenario. Hedging 
decisions have also been supported by scenario and 
stress analyses, with a number of positions taken to 
mitigate potential tail risks in the interest rate cycle.  
Over the reporting period, the Banking Group 
experienced no disruptions in the domestic market 
with respect to its interest rate risk management 
efforts, although its ability to transact at an economic 
rate was at times impaired by market predictions of 
larger rate reductions than those that ultimately 
materialised. 
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Operational risk 

FRB received approval from the South African Reserve 
Bank (“SARB”) to adopt the Advanced Measurement 
Approach (“AMA”) for operational risk on a partial use 
basis from 1 January 2009. The bank recognises the 
significance of operational risk and remains focused on 
improving the measurement, management and 
reporting of this risk across all its operations.  
 
Sophisticated risk assessment approaches and 
statistical models are a part of this effort as is the 
ongoing review of controls and management 
frameworks to ensure their effectiveness. In support of 
the operational risk modelling approaches, the bank 
seeks to capture and collate relevant internal and 
external operational risk loss data. During the period 
under review the bank has been accepted as a member 
of the Operational Riskdata Exchange Association 
(“ORX”), which greatly enhances its access to high 
quality loss event data and thus improves the 
sophistication and accuracy of the risk assessment 
models for operational risk. 
 

Enterprise risk management 

The Enterprise Risk Management (“ERM”) functions 
provide central independent oversight and risk control 
as part of the Banking Group’s risk governance 
structure. As part of the bank’s efforts to continuously 
strengthen and advance its risk measurement and 
management practices, a number of changes have 
been implemented over the period under review. These 
were aimed at strengthening the independence of the 
risk control functions and at increasing the 
effectiveness of risk assessment and monitoring 
practices. The mandate of the ERM function, reporting 
lines and the emphasis on assuring independent 
oversight through the staffing of non executive 
directors on all relevant risk and audit boards across 
the Banking Group are discussed further in the risk 
governance section of this report (page 7). 
 

Risk management:  

Income statement and balance sheet  

The Banking Group considers risk management to be 
an integral part of the management of its balance 
sheet and income statement. To this end, risk adjusted 
versions of the income statement are considered 
regularly as part of the Banking Group's ongoing 
stress testing and scenario planning process, as well 
as in the evaluation of performance across the various 
businesses. The Integration of risk and finance and the 
Stress testing and scenario based planning sections 

provide more information on this (see pages). 
Furthermore, the relevant governance and 
management processes are also discussed in the 
detailed risk sections, as appropriate. (For example, 
the management of the balance sheet from a risk 
perspective is largely covered in the Credit risk section 
of this report, see page20.) 
 

RISK APPETITE 

The Banking Group’s business as a financial 
intermediary is based on the identification, 
measurement, pricing, and ultimately the taking and 
management of risk. It does not aim to eliminate risk 
entirely but to assume it deliberately in a measured, 
calculated and controlled fashion pursuant to its 
business objectives.  
 
The level of risk the bank is willing to take on – its risk 
appetite – is determined by the Banking Group’s board, 
which also assumes responsibility for ensuring that 
risks are adequately managed and controlled through 
its Risk, capital and compliance committee (“RCC”) and 
its subcommittees, as described in the Risk 
governance section below. 
 
The Banking Group’s risk appetite framework sets out 
specific principles, objectives and measures that link 
diverse considerations such as strategy setting, risk 
considerations, target capitalisation levels and 
acceptable levels of earnings volatility. As each 
business is ultimately tasked with the generation of 
sustainable returns, risk appetite acts as a constraint 
on the assumption of ever more risk in the pursuit of 
profits – both in quantum and in kind. For example, a 
marginal increase in return in exchange for 
disproportionately more volatile earnings is not 
acceptable. Similarly, certain types of risk, such as 
risks to its reputation, are incompatible with the 
Banking Group’s business philosophy and thus fall 
outside its risk appetite. 
 
In addition to these considerations, risk appetite finds 
its primary quantitative expression in two metrics, 
namely: 
 
 the level of earnings volatility the Banking Group is 

willing to accept from certain risks that are core to 
its business; and  

 the level of capitalisation it seeks to maintain.   
 
These two metrics define the bank’s risk capacity and 
this expression of risk appetite is calibrated against 
broader financial targets such as the level of dividend 
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coverage and acceptable levels of impairment rates. As 
a function of the business environment and 
stakeholders’ expectations, and together with the 
primary risk appetite metrics, these provide firm 
boundaries for the organisation’s chosen path of 
growth. 
 
Thus, in setting the Banking Group’s risk appetite, the 
Executive committee and the board balance the 
organisation’s overall risk capacity with a bottom up 
view of the planned risk profile for each business. It is 
in this process that the bank ultimately seeks to 
achieve an optimal trade off between its ability to take 
on risk and the sustainability of the returns it delivers 
to its shareholders. 
 
In practice, the bank has increased its target 
capitalisation levels in response to the recent financial 
crisis and remains comfortably within these higher 
target ranges. Furthermore, earnings volatility 
thresholds have been refined for the bank’s major risk 
types and a number of changes to business practices 
were made to ensure that activities remain within its 
risk appetite.  
 
These include: 
 
 the credit origination strategy has been adjusted 

where portfolios had migrated outside the target 
risk profile (see Credit risk section, page 20); 

 proprietary trading activities have been reduced in 
line with new earnings volatility targets (see Market 
risk section, page 49); 

 additional liquidity buffers have been implemented 
and are managed conservatively in response to the 
financial crisis (see Liquidity risk section, page 54); 

 as a key area of focus for the board, ongoing 
awareness and extensive education sessions on risk 
appetite are being held at all levels of the 
organisation; and 

 risk appetite measures are included in all 
management reports across the businesses, as 
well as at board level, and significant efforts aimed 
at refining risk thresholds and extending 
management information in this regard are under 
way.  The results of ongoing stress testing 
exercises are regularly reported, compared and 
discussed in light of the Banking Group’s risk 
appetite targets and limits. 

 

RISK GOVERNANCE 

The Banking Group’s board retains ultimate 
responsibility for ensuring that risks are adequately 

identified, measured, monitored and managed. FRBH 
believes that a culture focused on risk paired with an 
effective governance structure is a prerequisite for 
managing risk effectively.  
 
In addition, effective risk management requires 
multiple points of control, or safeguards that should be 
applied consistently at various levels throughout the 
organisation. There are three primary lines of control 
across the Banking Group’s operations: 
 
1. Risk ownership - Risk taking is inherent in the 

individual businesses’ activities and, as such, 
business management carries the primary 
responsibility for the risks in its business, in 
particular with respect to identifying and managing 
it appropriately. 

2. Risk control - Business heads are supported in this 
by deployed risk management functions that are 
involved in all business decisions and that are 
represented at executive level across all franchises. 
These are overseen by an independent, central risk 
control function, namely ERM.  

3. Independent assurance - The third major control 
point involves functions providing independent 
assurance on the adequacy and effectiveness of risk 
management practices across the Banking Group. 
These are the internal audit functions at a business 
and at a Banking Group level and external auditors 
who are also present at relevant board committee 
meetings.  

 
The risk management and governance structure 
explicitly recognises these lines of control and embeds 
them as a policy of the FRBH board. The following 
three sections discuss this risk management and 
governance framework and the associated committee 
structures in more detail. 
 

Risk management framework 

The risk management structure described above is set 
out in the Business Performance and Risk 
Management Framework (“BPRMF”), illustrated 
graphically in the chart below. As a policy of both the 
board and the Executive committee of FRBH, it 
delineates the roles and responsibilities of key 
stakeholders in business, support and control 
functions across the various franchises and the 
Banking Group. 
 
As indicated previously, the BPRMF stipulates that the 
head of each business unit is responsible for managing 
risk in line with the BPRMF and other relevant 
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frameworks of the Banking Group or divisional boards. 
Therefore, it emphasises the embedding of risk 
management as a core discipline and the requirement 
for giving explicit consideration to potential risks in all 
business decisions in line with the Banking Group’s 
focus on ensuring the sustainability of earnings. 
Business ownership of risk and responsibility for risk 
management constitutes the first line of control 
applied across the Banking Group. 
 
The heads of individual businesses are supported in 
this task by deployed risk management functions that 
participate in all business decisions. The heads of risk 
for the individual franchises have a direct reporting line 
to the bank’s Chief Risk Officer (“CRO”), but also retain 
a second reporting line into the head of the respective 
franchise. Deployed risk functions are thus partners of 
the business. They are represented on the respective 
franchises’ executive committees and are involved in 
strategy setting and business decision making while 
remaining independent from a governance perspective 
with a primary focus on risk identification, 
measurement and control. The deployed risk 
management functions are overseen centrally by ERM 
and together form the second line of risk controls 
across the bank.  

ERM is headed by the Banking Group CRO who reports 
to the Chief Executive Officer (“CEO”) and who is also a 
member of the Executive committee and plays an 
active role in the setting of bank strategy. To ensure 
the independence of deployed risk management 
functions, the following also fall within the purview of 
the ERM function: 
 

 agreeing deployed and divisional risk plans; 
 reporting and escalating risk matters; 
 reviewing skill placement at divisional level and 

below; and 
 performance assessment and remuneration of risk 

personnel. 
 
The third line of control is provided by the Group 
Internal Audit function (“GIA”) – at the level of 
individual businesses and at a Banking Group level. GIA 
reports to the board through the FRBH Audit 
committee, and provides assurance on the 
implementation of risk frameworks and the integrity, 
accuracy and completeness of risk reports submitted 
to the individual boards and the Banking Group board’s 
RCC. 
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Lines of risk control in the bank 
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Committee structure 

In line with the Banking Group’s corporate governance framework, the FRBH board retains ultimate responsibility 
for ensuring that risks are adequately identified, measured, managed and monitored across the banking 
operations. The board discharges its duty through relevant policies and frameworks as well as four board 
committees and their respective subcommittees, as illustrated graphically in the chart below. 

 

Risk governance structure and committees 

 
 
 



FIRSTRAND BANK HOLDINGS LIMITED BASEL II PILLAR 3 DISCLOSURE//09 

{p12} 
 

 

The primary board committee overseeing risk matters 
in the Banking Group is the FRBH RCC. It has 
delegated responsibility for a number of specialist 
topics to various subcommittees, as outlined in the 
chart above. The role of the RCC and its 
subcommittees is described further with reference to 
the applicable governance structures and processes 
for a particular risk type in each of the major risk 
sections. 
 
A number of the individual committees' members are 
non executives, further strengthening the bank's 
central, independent risk oversight and control 
functions. 
 
Additional risk, audit and compliance committees exist 
in each franchise, whose governance structures 
generally align closely with that of the bank illustrated 
above. The Banking Group board committees are 
typically staffed by members of the respective 
committees of the individual franchises’ boards so as 
to ensure a common understanding of the challenges 
businesses face and how these are addressed across 
the Banking Group.   
 
The FRBH Audit committee provides independent 
assurance on a range of topics and oversees the third 
line of controls across the banking operations, as set 
out in the BPRMF. In this task, it relies on the audit 
committees in the individual franchises as well as the 
FRBH Audit committee and the deployed audit 
functions. These audit committees, as well as the RCC, 
have non executive representation and representatives 
from the Banking Group’s external auditors and the 
independent risk management functions attend all 
committee meetings.  
 
In addition to the independent risk management and 
oversight functions, the board as well as the Executive 
committee rely on the Banking Group BSM function, 
which is tasked with supporting the implementation of 
Banking Group strategy across the portfolio from an 
operational perspective. As such, the Macro Portfolio 
Management (“MPM”) team within BSM plays a vital 
role in defining the bank’s core macroeconomic view 
and associated risk scenarios, which are used for 
planning and stress testing purposes. The Credit 
Portfolio Management team plays an active role in the 
determination of suitable risk appetite constraints for 
individual credit portfolios and in the setting of credit 
strategy across the bank to ensure that credit 
portfolios remain within their targeted risk profile. The 
Capital Management function within BSM retains 
responsibility for capital planning and it advises the 

board as well as the Executive committee on potential 
capital actions, dividend strategy and other capital 
management related topics. 
 

Extensive, regular risk reporting  

and challenge of current practices 

The governance model outlined in the preceding 
sections and the Banking Group’s focus on embedding 
risk oriented thinking in all its business processes are 
the basis for pro-actively identifying, managing and 
mitigating risks across the bank. Deployed risk 
managers support the implementation of risk 
management policies and frameworks in the 
businesses and continuously evaluate the effectiveness 
of the relevant risk identification, monitoring and 
management processes. Reports on the effectiveness 
of these processes and controls are submitted to the 
RCC on at least a quarterly basis. 
 
In order to ensure the integrity of the information 
presented, ERM challenges the practices, assumptions 
and results provided by the businesses and the 
deployed risk managers. As part of this reporting, 
challenge, debate and control process, ERM also seeks 
to drive the implementation of more sophisticated risk 
assessment methodologies through the design of 
appropriate policies and processes, including the 
deployment of skilled risk management personnel in 
each of the franchises.  
 
Together with the review by the independent audit 
functions this ensures that all pertinent risk 
information is captured accurately, evaluated and 
escalated appropriately in a timely manner. This 
enables the board and its designated committees to 
retain effective management control over the bank’s 
risk position at all times.  
 

INTEGRATION OF RISK AND FINANCE 

A key lesson from the recent developments in the 
international financial markets is that failure to take a 
comprehensive and integrated view, not only across 
different risk types, but also across the traditionally 
separate domains of risk and finance, substantially 
increases the risk of financial underperformance or 
organisational failure. 
 
The Banking Group considers the sustainability of its 
earnings as a core objective and key performance 
metric. The value of its franchises is ultimately driven 
by their financial strength and the bank is thus 
adopting a management approach that seeks to 
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balance independent franchises with strong central 
oversight aimed at ensuring optimal outcomes across 
the Banking Group.  
 
This is necessary since the optimisation of each 
individual franchise’s value does not necessarily 
ensure the maximisation of the Banking Group’s value 
given potential natural offsets as well as 
concentrations across the businesses and efficiency 
gains available from aggregating, mitigating and 
managing risks at a Banking Group level, where 
appropriate. 
 
The recent creation of the COO portfolio is a major step 
in this direction. The franchises are ultimately 
responsible for maximising risk adjusted returns on a 
sustainable basis, i.e. within the confines of the bank’s 
risk appetite. Centralised business functions within 
BSM such as MPM support these efforts by providing 
consistent assumptions and planning scenarios, 
modelling and forecasting methods and tools (such as 
detailed risk adjusted income statements) as well as a 
structured challenge and debate process that is 
integrated with the strategy setting and budgeting 
process for the bank.  
 
Through the centralisation of the integrated risk and 
finance view on the bank’s performance, as well as its 
budgets and plans, these functions also allow the 
Banking Group to target a more resilient earnings 
profile and to take actions that address residual risks 
that are not adequately offset once aggregated at 
Banking Group level. Such actions may be related to 
specific credit hedges, may involve macro economic 
hedges that seek to provide indirect mitigation of 
earnings at risk in certain businesses; or they may 
involve the procurement of insurance against other 
operational risks where this is judged to be 
economically sensible. 
 
These central functions are also responsible for the 
management of the bank’s capital and liquidity 
position, which provide the final buffer against 
insufficient business performance under extremely 
severe economic conditions. For the purpose of 
determining the bank’s strategy with respect to capital 
management actions and the setting of its dividend 
policy, scenario analyses are employed extensively as 
supplements to budgets based on consistent planning 
assumptions and stress scenarios.  
 
A disjointed view on risk and its interaction with more 
traditional accounting aspects of financial institutions’ 
businesses (e.g. MTM requirements) has been an 

important driver of the recent financial crisis. The 
practices instituted at the bank are intended to ensure 
that capital and liquidity related decisions can be taken 
in a well coordinated and pro-active manner on the 
basis of a consistent, integrated view incorporating 
aspects of both finance and risk domains, should the 
need arise. 
 

STRESS TESTING AND  

SCENARIO BASED PLANNING 

The evaluation of business plans and strategic options 
at a Banking Group and business level as well as the 
choice of tactical steps towards implementing these 
plans is a process that is intrinsically linked to the 
evaluation and assessment of risk. Thinking through 
potential scenarios and how these may evolve based on 
changes in the economic environment, changes in 
competitors’ strategies as well as on the basis of 
unforeseen events is an integral part of the bank’s 
strategy setting process.  
 
Over the past year, the Banking Group has 
implemented a comprehensive stress testing 
framework that formalises the application of scenario 
based thinking and stress analyses in its business 
processes. The design of this stress testing framework 
built on and consolidated practices that already existed 
in various businesses as well as the established risk 
functions.  
 
The most important reflection of these practices is the 
usage of stress analyses in the planning and budgeting 
process where all businesses are required to base 
their forecasts on a consistent set of planning 
assumptions.  
 
The core scenario reflects the bank’s view on the risks 
that are central to its business and which it assumes 
and manages accordingly. In addition, several stress 
scenarios are prepared to supplement the core view 
and inform management action at a business and 
Banking Group level with respect to potential 
deviations from budget and the potential implications 
for earnings volatility. The framework also provides for 
the definition and execution of reverse stress tests to 
provide management and regulators with a structured 
view on potential developments that may threaten the 
stability of the institution. 
 
The bank also recognises the fact that it is exposed to a 
number of risks that are difficult to anticipate and 
model, and that are thus hard to manage and mitigate 
economically. These risks are collectively denoted as 
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‘event risks’ and tend not to be strongly related to the 
economic environment or the bank’s strategy. The 
stress testing framework provides for the pro-active 
and continuous identification of such potential events 
and it establishes a process in which these are 
evaluated, discussed and escalated across the 
businesses and the Banking Group. 
 
As indicated in the preceding section, stress testing 
and scenario analyses have been integrated across the 
traditionally separate domains of risk and finance. 
They are an important tool for management decision 
making on a range of topics, including strategy setting 
and risk appetite considerations. 
 

AUDIT 

GIA provides independent assurance to the FRBH 
board through its Audit committee. The function is led 
by the Group Audit Executive who reports to the Group 
CEO while also retaining an independent functional 
reporting line into the Chairman of the FRBH Audit 
committee who is a non executive member of the 
FRBH board. 
 
The Chief Audit Executive has direct, unrestricted 
access to the CEO of the Banking Group, the executives 
in the respective franchises as well as all FirstRand 
functions, records, property and personnel.  
 
With respect to risk and capital management, the GIA 
forms the third line of assurance and control across 
the organisation and oversees all processes related to 
financial risks and internal controls, financial reporting 
and the monitoring of the results of internal and 
external audit processes. It is responsible for ensuring 
that: 
 
 risks are appropriately identified and managed; 
 significant financial, managerial and operational 

information is accurate, reliable and timely; 
 resources and assets are effectively and efficiently 

utilised and adequately protected; 
 employees’ actions are in compliance with policies, 

standards, procedures and applicable laws and 
regulations; 

 significant legislative or regulatory issues 
impacting the organisation are recognised and 
addressed appropriately; 

 the adequacy and effectiveness of the 
organisation’s corporate governance, risk and 
control frameworks are assessed rigorously; and 

 processes for controlling and managing its 
activities and associated risks are adequate. 

 
GIA coordinates its efforts with the other control and 
monitoring functions – ERM, Regulatory Risk 
Management (“RRM”) and external auditors. As 
indicated in the governance section, GIA 
representatives attend all Audit and RCC committee 
meetings across the Banking Group. In addition, GIA 
also attends various governance and management 
committees in order to remain informed about new 
developments in the business and to align its risk 
based audit approach accordingly.  
 
The GIA team conducts audit work, or any other task, in 
accordance with the internal auditing standards set by 
the globally recognised Institute of Internal Auditing 
(“IIA”). This requires compliance with the Standards for 
Professional Practice of Internal Auditing (“SPPIA”), in 
particular, the codes of conduct and ethics that are 
promulgated from time to time by relevant 
professional bodies, and any other corporate 
governance initiatives.  
 
To ensure a consistent standard of quality and detail, 
all audit reports are reviewed by the GIA Quality 
Assurance Department in addition to the respective 
audit committees in the business units.  Internal audit 
practices and activities are also assessed 
independently by the external auditors on an annual 
basis, in line with the International Standards of 
Auditing, ISA 610: Considering the Work of Internal 
Audit. This standard requires that the external auditors 
assess GIA in order to determine the use that may be 
made of the work of internal audit in modifying the 
nature and timing, and in reducing the extent of 
external audit procedures. 
 

CAPITAL MANAGEMENT 

Allocating resources, including capital and risk 
capacity effectively, in terms of the Banking Group’s 
risk appetite and in a manner that maximises value for 
shareholders, is a core competence and a key focus 
area for the bank and, as such, sound capital 
management practices form an important component 
of its overall business strategy. 
 
The Banking Group includes both regulated and 
unregulated entities. FRBH is the regulated entity and 
includes all regulated bank subsidiaries and other 
entities. 
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Strategic overview 

The Banking Group seeks to establish and manage a 
portfolio of businesses and risks that will deliver 
sustainable returns to its shareholders. In doing so, 
the Banking Group targets a particular earnings profile 
that will allow it to generate these returns within 
appropriate levels of volatility.  
 
Sustainability also refers to the bank’s capacity to 
withstand periods of severe stress characterised by 
very high levels of unexpected financial and economic 
volatility, which cannot be mitigated by earnings alone. 
The Banking Group therefore maintains capitalisation 
ratios appropriate to safeguard its operations and the 
interests of its stakeholders.  In this respect, the 
overall capital management objective is to maintain 
sound capital ratios and a strong credit rating to 
ensure confidence in the solvency of the bank during 
calm and turbulent periods in the world economy and 
the financial markets.  
 
The optimal level and composition of capital is 
determined after taking into account business units’ 
organic growth plans – provided financial targets are 
met – as well as expectations of investors, targeted 
capital ratios, future business plans, plans for the 
issuance of additional capital instruments, the need for 
appropriate buffers in excess of minimum 
requirements and considerations of rating agencies. 
 
The efficacy of the Banking Group’s capital allocation 
decisions and the efficiency of its capital structure are 
important determinants of its ability to generate 
returns for shareholders. The bank seeks to hold 

limited excesses above the capital required to support 
its short term growth plans (including appropriate 
buffers).  
 
The Capital Management Framework sets out the 
bank’s objectives, guiding principles, processes and 
approaches for capital management and in doing so it 
aims to satisfy the needs of a range of stakeholders 
such as shareholders, debt holders, clients and 
regulators. It is updated on an annual basis and also 
governs the continuous evaluation process around 
potential capital injections in support of strategic 
growth initiatives.  
 
The bank’s capital planning efforts ensure that the 
total capital adequacy and Tier 1 ratios remain within 
the approved ranges or above target levels across the 
economic and business cycle. In light of the volatility 
and distress evident in financial markets 
internationally, FRBH is pleased to have successfully 
managed to meet its goal of operating at the upper end 
of its targeted capitalisation range during times of 
financial and economic stress.   
 
The targeted capital ratios for both FRBH and FRB 
(excluding subsidiaries and branches) were increased 
in June 2008 and these new levels have been achieved. 
FRBH targets a Tier 1 ratio of 10%, up from 9.25%, and 
well above the regulatory minimum of 7%. The actual 
Tier 1 ratio for FRBH was 12.33%. Similarly, FRB is 
also operating above its Tier 1 target of 9.5, at 10.70. 
The targeted capital levels as well as the current ratios 
are summarised in the table below. 

 

Capital adequacy position  

 

FRBH FRB2  

Actual Target Actual Target 
Regulatory 
minimum 

Capital adequacy ratio (%) 14.57 12.0 – 13.5 13.11 11.5 - 13.0 9.501 

Tier 1 ratio (%) 12.33 10.00 10.70 9.50 7.00 
*Ratios above exclude unappropriated profits of R704 million and R858 million for FRB and FRBH, respectively. 

1 The regulatory minimum excludes the bank specific (Pillar 2b) add on. 
2 Reflects solo supervision, i.e. FRB excluding branches, subsidiaries and associates. 

 
The board approved capital plan for FRBH is reviewed 
as part of the Banking Group’s Internal Capital 
Adequacy Assessment Process (“ICAAP”). It 
incorporates the expected capital utilisation, capital 
needs, planned issuance of capital instruments, 
appropriation of profits and dividend payments, desired 
level of capital (inclusive of buffer), international 
expansion and general contingency planning for 

dealing with divergences, unexpected events and 
stress scenarios.   
 
The ICAAP was successfully completed in 
September 2008, with a positive result given under the 
Supervisory Review and Evaluation Process (“SREP”) 
by the SARB. The annual review of the ICAAP forms an 
integral part of the capital management process of 
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FRBH. As part of the ICAAP, the bank also assesses 
the potential impact of various stress scenarios on the 
level of earnings and Risk Weighted Assets (“RWA”). 
These analyses are an extension of its stress testing 
framework as well as ongoing scenario and risk 
identification analyses carried out across the 
businesses (see page 13). 
 
The bank is appropriately capitalised under a range of 
normal and severe scenarios as well as under a range 
of stress events. It aims to operate within its risk 
appetite and the associated limits in terms of earnings 
volatility and the variability of returns on capital in 
excess of the weighted average cost of capital. 
 

The year under review  

Recent events in the international financial markets 
have increased the focus of stakeholders on both the 
level and quality of capital in banks. As indicated above, 
FRBH has strengthened its capital adequacy ratios 
significantly, with a Tier 1 ratio of 12.33% and a total 
capital adequacy ratio of 14.57%. This compares to 
11.13% and 13.75% in 2008, respectively. The core 
Tier 1 ratio was strengthened to 11.38% in June 2009 
(2008: 10.30%) despite pressure on profitability during 
the year under review. The overall increase in the 
Tier 1 ratio is largely a function of the conversion of 
convertible debt instruments to ordinary shares as 
well as the reduction of the total RWA. 
 

Supply of capital – Tier 1 

The Banking Group aims to back all economic risks 
with Tier 1 capital as it offers the greatest capacity to 
absorb losses. Consequently, required Tier 1 
capitalisation levels are used as the primary driver of 
performance measurement across the various 
businesses. Tier 1 capitalisation ratios were primarily 
affected by lower levels of profitability over the year 
under review, the payment of dividends (albeit in line 
with the decline in earnings), as well as the required 
regulatory adjustment reflecting the excess of 
expected losses over provisions raised for the bank.  
 

Supply of capital – Tier 2 

During the period under review, the FRBH board took a 
decision to exercise an option to convert the FRB1999 
debentures to ordinary shares. This constituted an 
early exercise of the conversion option, which had an 
original maturity date of June 2009 (board decision 
date: 17 November 2008). The conversion resulted in 
an increase of the Tier 1 ratio with a corresponding 
decline in the Tier 2 ratio. 

 
The current pricing of subordinated bond instruments, 
the limited ability of such instruments to absorb losses 
and the bank’s reduced risk appetite make the 
issuance of these instruments unattractive at present. 
Accordingly, no new Tier 2 instruments were issued 
during the year under review. FRBH has not 
experienced any disruptions in the domestic debt 
markets and it will continue to consider subordinated 
debt instruments as part of its long term funding 
strategy, with the aim of maintaining Tier 2 
capitalisation levels and therefore issuances within the 
range set out above, while not exposing the bank to 
excessive roll over risk. It is the intention of the bank to 
redeem all instruments on call date. The following 
graph provides an overview of the maturity profile of 
the instruments currently outstanding. 

 

 

 

Demand for capital 

With the introduction of Basel II, capital requirements 
expressed as a percentage of RWA have become more 
risk sensitive and thus more cyclical than under the 
previous regime. This cyclicality is to a large extent 
driven by external factors that affect the bank’s risk 
measures across various portfolios and thus drive its 
capital requirements.  
 
While credit RWAs for FRB have continued to increase 
as a result of a deteriorating economic environment, 
the overall RWA position for FRB and FRBH has 
improved. This was driven by a number of initiatives 
implemented over the year under review. These 
savings have led to a marked decline in the level of 
overall RWA which lifted the Tier 1 and total capital 
adequacy ratios during the year.  
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The overall decline in RWAs took place mainly in the second half of the year and was predominantly driven by the 
following factors: 
 
 credit risk – lower economic activity and credit re-risking, (see page 20 onward); 
 operational risk – AMA was implemented for all domestic operations , (see page 63 onward); and 
 equity investment and market risk – the Bank continued to de-risk its balance sheet, (see pages 49 and 52). 
 
The following table shows the composition of regulatory capital (financial resources) for FRBH at 30 June 2009, 
while the subsequent tables provide a breakdown of RWA and the approaches to calculate them. 
 

Composition of qualifying capital  

R million 2009 2008 

Tier 1:   

Ordinary share capital and share premium 5 671 5 236 

Minority interest 1 514 1 771 

Non redeemable non cumulative preference shares 3 100 3 100 

Reserves 32 626 33 748 

Less: Total impairments (2 299) (2 289) 

Excess of expected loss over eligible provisions (50%) (325) (379) 

First loss credit enhancements in respect of securitisation structures (50%) (260) (283) 

Qualifying capital in branches - - 

Goodwill and other impairments (1 714) (1 627) 

Total Tier 1 capital  40 612 41 566 
 

Tier 2:   

Upper Tier 2 instruments 1 068 1 188 

Tier 2 subordinated debt instruments 6 642 9 004 

Other reserves 193 286 

Less: Total impairments (493) (662) 

Excess of expected loss over eligible provisions (50%) (325) (379) 

First loss credit enhancement provided in respect of securitisation scheme (50%) (260) (283) 

Other impairments 92 - 

Total Tier 2 capital  7 410 9 816 

Total qualifying capital and reserves 48 022 51 382 
 

Risk weighted assets by risk type 

R million 2009 2008 

Credit risk 241 447 256 567 

Operational risk 47 125 56 472 

Market risk 13 246 17 710 

Equity investment risk 13 649  25 653 

Other risk 14 037 17 182 

Total risk weighted assets  329 504 373 584 

 

  



FIRSTRAND BANK HOLDINGS LIMITED BASEL II PILLAR 3 DISCLOSURE//09 

{p18} 
 

 

RWA calculation approach for each risk type 

Risk type FRB Other regulated entities (FRBH) 

Credit risk  Advanced Internal Ratings Based Approach   Standardised Approach 

Operational risk* Advanced Measurement Approach 

Domestic operations: 

Advanced Measurement Approach 

Offshore operations: 

Standardised Approach 

Market risk  Internal model approach Standardised Approach 

* Approval for the application of the AMA was given by the SARB on 1 January 2009. Due to the quarterly submission cycle, RWA figures only 
reflect this change in approach from March onwards. Prior to March 2009, RWA were calculated on the Standardised Approach 

 
The chart below depicts the current capital adequacy position for FRBH. 

 

Capital adequacy position and composition of qualifying capital 
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The graph below provides a historical overview of the capital adequacy for FRBH. 
 

 
* Information for comparative years - prior to the Basel II implementation on 1 January 2008 – is on a Basel I basis. 

 
The capital adequacy position of FRBH and its subsidiaries is set out below. 
 

RWA and capital adequacy position for FRBH and its subsidiaries 

 2009 2008 

R million 
Risk weighted 

assets 
Total capital 

adequacy 
Risk weighted 

assets 
Total capital 

adequacy 

Basel II     

FRBH* 329 504 14 .57 373 584 13.75 

FirstRand Bank Limited (South Africa) 277 821 13.11 289 654 12.28 

FirstRand Bank UK (London branch) 3 144 21.35 - - 

FirstRand India 126 157.15 - - 

FirstRand (Ireland) PLC 8 355 18.15 18 625 16.97 

RMB Australia Holdings Limited 4 611 19.53 7 917 15.71 

     

Basel I**     

FNB (Botswana) Limited 6 031 19.05 5 468 15.28 

FNB (Lesotho) Limited 214 19.08 - - 

FNB (Mozambique) S.A. 466 17.43 454 15.12 

FNB (Namibia) Limited 8 789 20.31 7 518 20.73 

FNB (Swaziland) Limited 1 026 24.69 888 21.04 

FNB (Zambia) Limited 48 168.00 - - 
* Note: FRBH successfully implemented Basel II at the beginning of January 2008. The registered banks in FRBH must comply with the SARB 

regulations and those of their home regulators, with primary focus placed on Tier 1 capital and total capital adequacy ratios. 
** Entities operating under Basel II are subject to a minimum capital requirement of 9.5% (excluding the Pillar 2b add on). The FNB Africa 

subsidiaries currently report under Basel I. These entities also report under Basel II and are included on this basis for the consolidated 
position of FRBH. 
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Economic capital 

In addition to the regulatory capital requirements 
disclosed in the previous section, the bank also 
calculates its economic capital requirements on the 
basis of a number of internally developed models. It 
defines economic capital as the level of capital it must 
hold, commensurate to its risk profile under severe 
stress conditions, to give comfort to a range of 
stakeholders that it will be able to satisfy all its 
obligations to third parties with a desired degree of 
certainty and that it would continue to operate as a 
going concern. 
 
Regular reviews of the economic capital position are 
carried out across the businesses and the Banking 
Group remains well capitalised in the current 
environment, with levels of Tier 1 capital exceeding the 
level of economic capital required. As indicated in the 
preceding section, the bank aims to back all economic 
risks with Tier 1 capital. Furthermore, it uses the 
allocation of capital as a steering tool and as one 
expression of risk capacity used for performance 
measurement purposes. To this end, and considering 
the need for achieving an adequate return on all capital 
held by the bank, capital is allocated to business units 
as the maximum of the following, including a buffer, 
namely: 
 
 regulatory capital; 
 economic capital; and 
 net asset value (shareholder funds). 
 
The ICAAP assists in the attribution of capital in 
proportion to the risks inherent in the respective 
business units with reference to both normal economic 
circumstances and times of potential stress, which 
may lead to the realisation of risks not previously 
considered. This process is also supported by the 
Banking Group’s stress testing and scenario analysis 
framework described on page 13. 
 
The allocation methodology for economic capital is 
broadly based on the approaches set out as part of the 
Advanced Internal Ratings Based Approach (“AIRB”) 
component of Basel II, with the exception of credit risk, 
which is considered at a product level. A number of 
assumptions are necessarily made in the attribution 
and allocation methodologies. These are reviewed 
periodically and any changes will have a direct impact 
on business unit level measures such as economic 
profit or net income after capital charge (“NIACC”). The 
economic capital framework incorporates aspects of 
the portfolio’s composition in its calibration and 

reflects the effects of risk concentrations (e.g. large 
exposures and industry concentrations) and 
diversification benefits. 
 
The graph below provides an overview of the evolution 
of economic capital requirements and Tier 1 capital 
(available financial resources). 
 

 

 

RISK METHODOLOGIES 

As indicated in the introduction to this risk and capital 
management report, the Banking Group considers the 
development and embedding of risk assessment and 
management methodologies and models as a 
requirement for effective risk management practices 
that can support the bank in attaining its strategic 
objectives. 
 
The following sections provide a detailed description of 
the approaches, methodologies, models and processes 
used in the identification and management of each 
major risk. Each section also describes the applicable 
governance and policy framework and provides an 
analysis of the respective portfolios and the Banking 
Group’s risk profile with respect to the type of risk 
under consideration. 
 

CREDIT RISK  

Credit risk is the risk of loss due to the non 
performance of a counterparty in respect of any 
financial or performance obligation. For fair value 
portfolios the definition of credit risk is expanded to 
include the risk of losses through fair value changes 
arising from changes in credit spreads. 
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Introduction and objectives 

Credit risk is one of the core risks the bank assumes in 
pursuit of its business objectives. It is the most 
significant risk type in terms of regulatory and 
economic capital requirements. The objectives of the 
bank’s credit risk management practices are two-fold: 
 
1. Risk control: Appropriate limits need to be placed 

on the assumption of credit risk and steps have to 
be taken to ensure the accuracy of credit risk 
assessments and reports. Deployed and central 
credit risk management teams fulfil this task. 

2. Management: Credit risk needs to be taken within 
the constraints of the Banking Group’s risk appetite 
framework and the credit portfolio is managed at an 
aggregate level to optimise the Banking Group’s 
exposure to this risk. The business units and the 
deployed risk functions, overseen by the central 
ERM function and relevant board committees, as 
well as the Credit Portfolio Management (“CPM”) 
team in the BSM function fulfil this role. 

 
The scope of credit risk identification and management 
practices across the Banking Group therefore spans 
the entire credit value chain, as illustrated in the chart 
below. 

 

Scope of credit risk management and identification practices 

 
 
 

Organisational structure and governance 

As described in the risk governance section (page 8) 
the ultimate responsibility for the identification and 
adequate management of risks rests with the board, 
which has delegated its responsibility for overseeing 
credit risk to the RCC, its respective subcommittees 
and the boards of the Banking Group’s subsidiaries. 
The credit risk management governance structures, 
related roles and responsibilities as well as lines of 
accountability are set out in the Credit Risk 
Management Framework (“CRMF”). 
 
Approved by the RCC, the CRMF is a policy of the board 
and integrates with the BPRMF (see page 8). As the 

primary risk governance body in the bank, the RCC 
regularly receives and reviews reports on the adequacy 
and robustness of credit risk identification, 
management and control processes, as well as reports 
on the current and projected credit risk profile across 
the various businesses.  
 
Two credit focused board committees, the Banking 
Group Credit committee and the Large Exposures 
Credit committee as well as two subcommittees of the 
RCC, the FirstRand Banking Group Credit portfolio risk 
committee and the Model risk and validation 
committee, support the RCC in this task. This is 
illustrated graphically in the chart below. 
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Credit risk governance structure and committees 

 
 
The Credit portfolio risk committee (“Credit Exco”) is 
responsible for the management of the credit risk 
profile at a strategic level through the review of reports 
and the execution of specific actions on: 
 
 the macro economic outlook generally, and the 

forecasts of credit conditions specifically; 
 the credit risk profile and the performance of the 

credit portfolio, in particular with respect to the 
appropriate level of impairment charges; 

 new business origination with reference to the 
bank’s credit risk appetite and suitable adjustments 
on the basis of the macro cycle; 

 scenario and sensitivity analyses, stress tests and 
credit economic capital; and 

 credit concentrations. 
 
The Model risk and validation committee fulfils a 
supervisory role with respect to credit risk 
measurement systems such as the bank’s rating 
models.  It regularly reviews, challenges and approves 
reports on the design and operation of these systems 
and it retains ownership of the Banking Group’s model 
development and validation frameworks. 
 
As indicated in the Risk governance section (page 8), 
three primary lines of risk control have been 
established across the bank’s operations. Deployed 
and central risk management functions are the second 
tier of this control structure.  
 

The Banking Group Credit Risk Management (“GCRM”) 
function in ERM provides independent oversight of the 
credit risk management practices in the deployed risk 
management functions in the businesses and of the 
CPM function in BSM. It is the owner of the CRMF and 
related policies and monitors the implementation of 
credit risk related frameworks. In addition its 
responsibilities include: 
 
 monitoring of the credit components of the Banking 

Group’s risk appetite framework; 
 monitoring of the bank’s credit risk profile and 

reporting thereof; 
 review of all credit rating systems and the 

independent re-validation of  material credit rating 
systems; 

 management of the relationships with external 
stakeholders such as relevant regulators with 
respect to credit matters; 

 supervision of the credit impairment process; and 
 regulatory reporting. 
 
The GCRM function is supported by deployed, segment 
level credit functions that are responsible for the 
implementation of relevant credit risk frameworks and 
policies in the various businesses, including the 
implementation of adequate credit risk controls, 
processes and infrastructure required to allow for the 
efficient management of credit risk. Their 
responsibilities specifically include: 
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 formulation of credit strategy and assessment of 
business level credit risk appetite (together with 
CPM and within the constraints of the bank’s overall 
credit risk appetite, see below); 

 maintaining and monitoring implementation of 
methodologies, policies, procedures and credit risk 
management standards; 

 independent validation  of credit rating systems and 
associated processes as well as other decision 
support tools, such as economic capital, stress 
testing and provisioning models ; 

 ownership of the credit regulatory reporting 
process; and 

 maintaining the credit governance structure. 
 
The CPM function in BSM, on the other hand, is 
responsible for management of the balance sheet with 
respect to credit risk and thus fulfils both an 
operational and a central coordination role. Its 
mandate includes: 
 
 the formulation of the macro economic and credit 

outlook used for planning and stress testing 
purposes; 

 the quantification and allocation of credit economic 
capital including the credit risk assessment 
employed for the ICAAP and the assessment of 
appropriate capital buffers; 

 active participation in the formulation of credit and 
origination strategies, in particular with a view to 
the implementation and management of the bank’s 
credit risk appetite across the business units; 

 credit risk related stress testing, scenario analysis 
and portfolio modelling; 

 assessment of impairments, its analysis, 
forecasting and reporting; 

 the coordination of the bank’s securitisation 
process as well as the design and initiation of 
structured credit transactions aimed at optimising 
the credit risk profile and the balance sheet; and 

 credit risk reporting to stakeholders such as the 
Credit Exco. 

 

Credit risk assessment:  

Calculation of internal ratings and rating process 

The assessment of credit risk across the bank relies 
heavily on internally developed quantitative models for 
regulatory purposes under Basel II, as well as for 
addressing business needs. 
 
Credit risk models are employed widely in a number of 
areas such as the assessment of capital requirements, 
pricing, impairment calculations and the stress testing 
of the portfolio. All of these models are built on a 
number of client and facility rating models in line with 
Basel II AIRB requirements. FRB has been granted 
regulatory approval for the use of its internal models 
under the AIRB approach. The remaining FRBH 
subsidiaries are utilising the Standardised Approach 
for regulatory reporting purposes under the Basel II 
framework, even though the same or similar models 
are applied for the internal assessment of the three 
primary credit risk components, as outlined in the 
following sections. 
 

Probability of default (“PD”) 

The probability of default is defined as the probability 
of a counterparty defaulting on any of its obligations 
over the next year and is a measure of the 
counterparty’s ability and willingness to repay facilities 
granted to it. A default, in this context, is defined along 
two dimensions: 
 
 Time-driven: the counterparty is in arrears for more 

than 90 days; and 
 Event-driven: the bank has reason to believe that 

the exposure will not be recovered in full, and has 
classified it as such (this includes the forfeiting of 
principal or interest as well as a restructuring of 
facilities resulting in an economic loss for the 
bank). 

 
The bank applies this definition of default consistently 
across all credit portfolios as well as in the recognition 
of non performing loans for accounting purposes. 
 
For communication and reporting purposes, the 
Banking Group employs a granular, 100 point, master 
rating scale to which the continuum of default 
probabilities has been mapped, as illustrated in the 
table below. 
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Mapping of FR grades to rating agency scales  

FR rating Mid point PD 

International 

scale 

mapping* 

FR 1 – 12 0.04% AAA, AA, A 

FR 13 – 25 0.27% BBB 

FR 26 – 32 0.77% BB+, BB 

FR 33 – 37 1.34% BB- 

FR 38 – 48 2.15% B+ 

FR 49 – 60 3.53% B+ 

FR 61 – 83 6.74% B 

FR 84 – 91 15.02% B- 

FR 92 - 94  Below B- 

FR 95 - 100 100% D (defaulted) 

* Indicative mapping to the international rating scales of Fitch and 
Standard and Poor’s. 

 
A FirstRand (“FR”) rating of 1 denotes the lowest PD, 
and an FR rating of 100 the highest. External ratings 
have also been mapped to the master rating scale for 
reporting purposes and these mappings are reviewed 
and updated on a regular basis.  
 
In line with international best practice, the Banking 
Group distinguishes between point-in-time (“PIT”) and 
through-the-cycle (“TTC”) measures of PD. PIT PDs 
reflect default expectations in the current economic 
environment and thus tend to be more volatile than 
TTC PD measures which reflect long term, average 
default expectations over the course of the economic 
cycle. Both measures are used for the management of 
the business and the exposure to credit risk. For 
example, PIT PDs are typically used in the calculation 
of impairments for accounting purposes whereas TTC 
PDs are an input to economic and regulatory capital 
calculations, providing for a more stable assessment 
of capital requirements through the business cycle. 
 

Exposure at default (“EAD”) 

The exposure at default of a particular facility is 
defined as the expected exposure the bank may have to 
a counterparty through the facility, should the 
counterparty default over the next year. It reflects 
commitments made and facilities granted by the bank 
that have not been paid out and that may be drawn over 
the time period under consideration (off balance sheet 
exposures). It is also a measure of potential future 
exposure on derivative positions.  
 
Tailored to the respective portfolios and products 
employed, a number of EAD models are in use across 

the Banking Group. These have been developed 
internally and are calibrated to the bank’s historical 
default experience.  
 

Loss given default (“LGD”) 

Loss given default is the third major credit risk 
component estimated by the bank on the basis of its 
internal models. It is defined as the economic loss the 
bank is expected to suffer on a particular facility upon 
default of the counterparty, and it is typically expressed 
as a percentage of exposure outstanding at the time of 
default.  
 
In most portfolios, the LGD is strongly dependent on 
the type, quality, and level of subordination and value 
of collateral held by the bank compared to the size of 
the overall exposure as well as the effectiveness of the 
recovery process and the timing of cash flows received 
during the workout or restructuring process. 
 
A number of models are used for the assessment of 
LGD across various portfolios, which have been 
developed internally and whose outputs are calibrated 
to reflect both the bank’s internal loss experience, 
where available, as well as external benchmarks, 
where appropriate.  
 
Typically, a distinction is made between the long run 
expected LGD and a LGD reflective of downturn 
conditions. The latter is a more conservative 
assessment of risk, which incorporates a degree of 
interdependence between PD and LGD that can be 
found in a number of portfolios (i.e. instances where 
deteriorating collateral values are also indicative of 
higher default risk). It is this more conservative 
measure of LGD applicable to downturns, which is 
used in the calculation of regulatory capital estimates 
by the Banking Group. 
 

Rating process  

The bank employs a consistent rating process across 
the various businesses, differentiated by the type of 
counterparty and thus the type of model employed for 
rating purposes. For example, retail portfolios are 
segmented into homogeneous pools in an automated 
process based on statistical models of customer 
behaviour, data gathered from customer applications, 
a client’s delinquency status and other client or 
product specific parameters. Based on the bank’s 
internal product level data, probabilities of default are 
then estimated (and continuously updated) for each 
pool.  
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A combination of external models, such as Moody’s 
RiskCalc, and internally developed models are used in 
the commercial and corporate portfolios, where clients 
are typically scored on the basis of their financial 
strength and PDs are estimated based on historical 
internal default data. For larger counterparties in the 
corporate portfolios, as well as for complex bespoke 

transactions, detailed individual assessments are 
carried out within a framework that combines 
qualitative and quantitative analyses with the output of 
internally developed statistical models, which have 
been calibrated to the bank’s internal and external 
data, covering more than ten years. 
 



FIRSTRAND BANK HOLDINGS LIMITED BASEL II PILLAR 3 DISCLOSURE//09 

{p26} 
 

 

The following table summarises the processes and approaches employed and it provides an overview of the types 
of exposures within each of the Banking Group’s portfolios. 
 

Credit portfolios and rating process 

Portfolio and type of exposures Description of rating system 

Large corporate portfolios  

(Wholesale: FNB Corporate, BSM and 

RMB) 
 
Exposures to private sector counterparties 
including corporates and securities firms, 
and public sector counterparties. 
 
A wide range of products give rise to credit 
exposure, including loan facilities, 
structured finance facilities, contingent 
products and derivative instruments. 

The default definitions applied in the rating systems are aligned to 
the requirements of Basel II. 
 

Rating process: 
 The rating assignment to corporate credit counterparties is based 

on a detailed individual assessment of the counterparty’s credit 
worthiness. 

 This assessment is performed through a qualitative analysis of 
the business and financial risks of the counterparty and is 
supplemented by internally developed statistical rating models. 

 The rating models were developed using internal and external 
data covering more than 10 years. The qualitative analysis is 
based on the methodology followed by international rating 
agencies.  

 The rating assessment is reviewed by the FRBH Credit committee 
and the rating (and associated PD) is approved by this committee. 

 No overrides of the ratings or the PDs are possible after approval 
by this committee. 

 LGD and EAD estimates are based on modelling of a combination 
of internal and suitably adjusted international data. 

Low default portfolios: Sovereign and 

bank exposures 

(Wholesale: FNB Corporate, BSM and 

RMB) 
 
Exposures to sovereign and bank 
counterparties. 

The default definitions applied in the rating systems are aligned to 
the requirements of Basel II. 
 

Rating process: 
 Expert judgement models are used in combination with external 

rating agency ratings as well as structured peer group analyses 
which form a key input in the ratings process. The analysis is 
supplemented by internally developed statistical models. 

 The calibration of PD and LGD ratings is based on a mapping to 
external default data as well as credit spread market data. 

 The rating assessment is reviewed by the FRBH Credit committee 
and the rating (as well as the associated PD) is approved by this 
committee. 

 No overrides of the ratings or the PDs are possible after approval 
by this committee. 

Specialised lending portfolios  

(Wholesale: FNB Corporate, RMB and 

FNB Commercial) 
 
Exposures to private sector counterparties 
for the financing of income producing real 
estate. 

The default definitions applied in the rating systems are aligned to 
the requirements of Basel II. 
 

Rating process: 
 The rating system is based on hybrid models using a combination 

of statistical cash flow simulation models and qualitative 
scorecards calibrated to a combination of internal data and 
external benchmarks. 

 The rating assessment is reviewed by the FRBH Credit committee 
and the rating (as well as the associated PD) is approved by this 
committee. 

 No overrides of the ratings or the PDs are possible after approval 
by this committee. 
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Portfolio and type of exposures Description of rating system 

Commercial portfolio  

(SME corporate and SME retail 

counterparties in FNB Commercial 

and WesBank) 
 
Exposures to SME clients. 
 
A wide range of products give rise to 
credit exposure, including loan 
facilities, contingent products, and 
term lending products. 

The default definitions applied in the rating systems are aligned to the 
requirements of Basel II. 
 

SME retail rating process: 
 The retail portfolio is segmented into homogeneous pools and 

subpools through an automated scoring process using statistical 
models that incorporate product type, customer behaviour and 
delinquency status. 

 Probabilities of default are estimated for each subpool based on 
internal product level history associated with the respective 
homogeneous pools and subpools. 

 LGD and EAD estimates are applied on a portfolio level, estimated 
from internal historical default and recovery experience.  

 

SME corporate rating process: 
 PD: Counterparties are scored using Moody’s RiskCalc, the output of 

which has been calibrated to internal historical default data. 
 LGD: Recovery rates are largely determined by collateral type and 

these have been set with reference to internal historical loss data, 
external data (Fitch) and Basel II guidelines.  

 EAD: Portfolio level credit conversion factors (“CCF”) are estimated on 
the basis of the bank's internal historical experience and 
benchmarked against international studies.  

Residential mortgages  

(Retail portfolios in FNB HomeLoans, 

RMB Private Bank exposures, and 

mortgage exposures in the Mass 

segment) 
 
Exposures to individuals for the 
financing of residential properties. 

The default definition applied in the rating systems is aligned to the 
requirements of Basel II. 
 

Rating process and approach: 
 These retail portfolios are segmented into homogeneous pools and 

subpools through an automated scoring process using statistical 
models that incorporate product type, loan characteristics, customer 
behaviour, application data and delinquency status.  

 Probabilities of default are estimated for each subpool based on 
internal product level history associated with the respective 
homogeneous pools and subpools. 

 No overrides of the PDs are possible. The only potential override is not 
that of the PD, but rather of the automated decision to lend or not. 
Such overrides may be done on the basis of credit managers' 
judgement in a structured process supported by pertinent business 
reasons. 

 LGD and EAD estimates are based on subsegmentation with reference 
to the collateral or product type as well as associated analyses and 
modelling of historical internal loss data. 

 

Additional notes on qualifying revolving retail exposures: 
 These exposures are unsecured and therefore only the efficiency of 

the recovery processes impacts on the level of LGD. 
 EAD measurement plays a significant role in the assessment of risk 

due to the typically high level of undrawn facilities that are 
characteristic for these product types. EAD estimates are based on 
actual historic EAD, segmented appropriately (e.g. straight vs. budget 
in the case of credit cards). 

Qualifying revolving retail exposures 

(Retail portfolios in FNB Card, 

FNB Consumer overdrafts and 

RMB Private Bank) 
 
Exposures to individuals providing a 
revolving limit through a credit card or 
overdraft facility. 

Other retail exposures  

(Retail portfolios in FNB Personal 

Loans, Smart Products and WesBank 

retail auto finance and personal 

loans) 
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Model validation 

The bank’s rating models are recalibrated and 
independently validated on an annual basis to ensure 
their validity, efficacy and accuracy. The rating models 
used across the credit portfolios incorporate an 
appropriate degree of conservatism, which has been 
achieved through the prudent choice of model 
parameters and the inclusion of downturn periods 
such as 2001 and 2007/2008 in their calibration. 
 
The independent validation of the bank’s rating 
systems is carried out by GCRM in ERM. It is 
responsible for the review of all rating systems and a 
comprehensive revalidation of all material rating 
systems on an annual basis. An actuarial auditing team 
in GIA carries out additional reviews of the rating 
systems as well as sample revalidations. The results of 
these analyses are reported to the Model risk and 
validation committee. As part of this process extensive 
documentation covering all steps of the model 
development lifecycle from inception through to 
validation is maintained. This includes: 
 
 developmental evidence, detailing the processes 

followed and the data used to construct and 
parameterise the model. GCRM is the custodian of 
these documents, which are updated on at least an 
annual basis by the model development teams; 

 independent validation reports, documenting the 
process followed during the annual validation 
exercise as well as the results obtained from these 
analyses; and 

 model build and development frameworks are 
reviewed and, where required, updated annually by 
GCRM. These frameworks provide guidance, 
principles and minimum standards that the model 
development teams have to adhere to. 

 

Credit risk management 

The management of individual credit exposures and 
the credit portfolio as a whole is a core competence of 
the bank with commensurate responsibilities shared 
across business and risk teams as well as deployed 
and central functions. The individual businesses seek 
to optimise the risk/return profile of their respective 
credit portfolios and control their risk exposure 
through the processes and within the risk appetite 
constraints set out by the bank.  
 
Central risk control functions provide the appropriate 
oversight of this management process and the CPM 

team in BSM seeks to optimise the overall credit 
portfolio so as to ensure that diversification effects are 
duly reflected when evaluating the risk profile against 
risk appetite constraints and managing the portfolio 
against these limits. 
 
The primary components of the management process 
are thus shared and consist of control mechanisms, 
risk mitigation strategies, approaches to managing 
credit risk concentrations and a consistent framework 
for the monitoring of weak and high risk exposures. 
 

Control mechanisms 

As indicated in the credit risk governance section, risk 
control is exercised primarily by deployed and central 
risk management functions. GCRM, as part of the ERM 
function, is the ultimate owner of credit risk relevant 
frameworks and policies and provides oversight of 
their implementation by the deployed risk 
management personnel. 
 
Additionally, it facilitates credit risk control through the 
production of relevant reports for the board, senior 
management and the regulator. A third component of 
its mandate is the independent validation of credit risk 
rating systems across the bank. As indicated in the 
preceding section, the team seeks to ensure that credit 
rating systems are appropriately conservative and that 
their calibration is sufficiently reflective of periods of 
economic downturn. An actuarial team in GIA carries 
out additional reviews and pertinent documentation is 
ultimately submitted to the Model risk and validation 
committee for approval. 
 

Mitigation 

Since the taking and managing of credit risk is a core 
component of the bank’s business, it aims to optimise 
the amount of credit risk it takes to achieve its return 
objectives. The mitigation of credit risk is an important 
component of this process, which begins with the 
structuring and approval of facilities for only those 
clients and within those parameters that fall within the 
Banking Group’s risk appetite. 
 
In addition, various instruments are used to reduce the 
bank’s exposure in case of a counterparty default. 
These include, amongst others, financial or other 
collateral, netting agreements, guarantees and credit 
derivatives. The type of security used typically depends 
on the portfolio, product or customer segment, for 
example: 
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 mortgage and instalment sale finance are secured 
by the assets financed; 

 personal loans, overdrafts and credit card 
exposures are generally unsecured or secured by 
guarantees and suretyships; 

 FNB Commercial credit facilities tend to be secured 
by the assets of the SME counterparties, and 
commercial property transactions are typically 
supported by the property financed and the cash 
flows generated by it; 

 working capital facilities in FNB Corporate are often 
not secured by claims on specific assets, but risk in 
structured facilities granted by RMB is typically 
mitigated by financial or other collateral such as 
guarantees or credit derivatives; and 

 credit risk in RMB’s FICC business is mitigated 
through the use of netting agreements and financial 
collateral. 

 
The bank employs strict policies governing the 
valuation and management of collateral across all 
business areas. Collateral is managed internally so as 
to ensure that the bank retains title over collateral 
taken over the life of the transaction. All items of 
collateral are valued at inception of a transaction and 
at various points throughout the life of the transaction, 
either through physical inspection or indexation 
methods, as appropriate. For wholesale and 
commercial portfolios, valuations are reassessed as 
part of the annual facility review. For mortgage 
portfolios, collateral valuations are updated on an 
ongoing basis through statistical indexation models. 
For all retail portfolios, collateral is also re-valued by 
physical inspections in the event of default and at the 
start of the workout process.  
 

Management of concentration risk 

Concentration risk is managed in the respective credit 
portfolios with aggregate monitoring taking place at 
Banking Group level through the GCRM and CPM 
functions in ERM and BSM respectively.  
 
In the wholesale credit portfolio, concentrations are 
managed primarily through single name limits for 
large exposures as well as the evaluation of country 
and industry concentrations. The assessment of credit 
concentrations and their potential impact on this 
portfolio is based on a sophisticated, simulation based 
portfolio model. The Banking Group also uses 
securitisation structures and credit derivatives to 
manage concentration risk, as discussed in the 
governance section with respect to the CPM function’s 
mandate. 

 
In commercial portfolios, the bank is focused on 
maintaining an appropriate balance of exposures 
across industries with a view to mitigating residual 
risks at a Banking Group level, where appropriate and 
economically feasible. Due to the inherent 
diversification of retail portfolios, credit risk 
concentrations in these segments are largely driven by 
the reliance on a small number of collateral types. 
These concentrations are monitored and managed in 
the respective business segments (e.g. exposure to 
geographical areas and LTV bands for mortgage 
portfolios). 
 

Monitoring of weak exposures 

Credit exposures are actively monitored throughout 
the life of the respective transactions. As indicated 
above, the management of credit risk is largely carried 
out at a business unit level, and therefore the 
processes for the identification and management of 
weak exposures differ slightly across the various 
franchises. 
 
Across the wholesale credit portfolios, watch lists of 
high risk clients are maintained alongside specific and 
detailed action plans for each client. These are actively 
monitored and updated on at least a monthly basis 
through the respective credit committees in the 
business area. The bank seeks to reduce or mitigate its 
exposure to such clients through the restructuring of 
facilities where appropriate, through the use of credit 
derivatives, and ultimately, through an efficient 
workout and the realisation of collateral value in the 
event of default. 
 
In retail credit portfolios, weak exposures are 
monitored on a (homogeneous) portfolio basis. Certain 
weak exposures are restructured to increase the 
projected realised value for the bank. Additionally, the 
Banking Group typically reduces or removes undrawn 
facilities in areas such as HomeLoans and Credit 
Cards, or requires further revaluation of properties 
before approval of additional facilities. Commercial and 
other portfolios of clients that fall between the 
corporate and retail segments are treated in a hybrid 
manner, dependent on the number of exposures and 
the size of individual transactions.  
 
Reports on the overall quality of the portfolio are 
monitored closely at a business unit as well as at a 
Banking Group level. As indicated previously, the CPM 
team in BSM is actively involved in the determination of 
credit strategy and required changes thereto, so as to 
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ensure that the credit portfolio is managed within the 
constraints of the bank’s credit risk appetite.  
 

Use of credit risk measures 

The bank uses credit risk measures in a large number 
of business processes, including pricing, the setting of 
impairments, in determining capitalisation levels, and 
in determining overall business strategy, risk appetite 
and the choice of appropriate return targets. 

 
As the largest risk type in terms of regulatory and 
economic capital requirements, credit is a particularly 
prominent component of the bank’s risk appetite 
framework. Credit risk tools and measures are used 
extensively in the determination of its current credit 
risk profile as well as its credit risk appetite (see chart 
below). 

 

 
 
 
Management of the credit portfolio is also heavily 
reliant on the credit risk measures discussed in the 
preceding sections. In this context, PD, EAD and LGD 
are inputs into the portfolio and Banking Group level 
credit risk assessment where they are combined with 
estimates of correlations between individual 
counterparties and industries to reflect diversification 
benefits across the bank’s portfolio of credit risks. 

 
Expected loss (“EL”), the product of the primary risk 
metrics PD, EAD and LGD, is a forward looking 
measure of portfolio or transaction risk. It is used for a 
variety of purposes across the business alongside the 
other risk measures. The following table describes the 
usage of risk concepts and metrics across a number of 
key areas and business processes related to the 
management of the credit portfolio. 
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Use of credit measures in the credit lifecycle 

 
 
 

Discussion of the credit portfolio   

As indicated in the introduction to this risk and capital 
management report, the bank continues to lend across 
all sectors and products, albeit with a continued focus 
on mitigating heightened levels of credit risk caused by 
the current economic downturn. Credit criteria have 
been tightened carefully over the reporting period, in 
particular in the mortgage portfolio where more 
stringent customer affordability assessments are 
carried out, but also in the Commercial and Corporate 

segments where cash flow stress tests are applied. 
Paired with lower credit demand and lower application 
quality, this has resulted in lower lending volumes 
across the franchises. 
 
The Banking Group’s aggregate credit strategy 
remains cautious given its core macro economic view 
of lower expected economic growth and uncertainties 
around further job losses in the South African 
economy. The bank expects the current industry trend 
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of moderating demand and supply of credit relative to 
recent years to continue over the short term.  
 
There are, however, a number of areas that offer 
attractive risk and return opportunities for the bank in 
the current environment and it has therefore aligned 
its credit strategy and associated policies to selectively 
target these opportunities without compromising on 
the set of overall credit quality criteria stipulated in its 
credit risk appetite. 
 

Retail credit portfolios 

During the period under review interest rate reductions 
did not yet result in a meaningful decrease in arrears 
and non performing loan levels. The increase in non 
performing loans reported in this section is largely 
driven by the residential mortgage book, constituting 
approximately half of the reported total non 
performing loans figure. 
 
The reduction in interest rates in recent months is 
expected to provide some support for consumer cash 
flows, which is expected to contribute to a moderation 
in retail credit impairments going forward. This 
moderation should, however, be considered in relation 
to the likely time required for the repair of consumers’ 
balance sheets as well as the expected negative GDP 
growth in the short term that may result in further 
income or job losses.  
 

Wholesale portfolios 

The SME and the corporate sectors are expected to 
remain vulnerable to the slowdown in economic 
activity, with default risk for large corporate clients 
expected to remain at elevated levels. For the period 
under review, the wholesale environment has shown 
resilience to the economic downturn, with the 
exception of small business portfolios, which are highly 
correlated with the retail market. The increase in 
impairment charges and non performing loan figures 
for the Wholesale portfolio thus relate primarily to the 
bank’s Commercial portfolio as well as the Dealstream 
default. 
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Credit assets 

The following table provides a breakdown of the Banking Group’s credit assets by segment, including off balance 
sheet items. 
 

Credit assets by type and segment  

R million 2009 2008 

Cash and short term funds 21 678 24 562 

- Money at call and short notice 1 414 2 211 

- Balances with central banks and guaranteed by central banks 12 559 11 762 

- Balances with other banks 7 705 10 589 

Gross advances 429 777 456 338 

FNB 204 370 207 658 

- FNB Retail 166 094 162 841 

- FNB Corporate 11 414 20 708 

- FNB Commercial 26 862 24 109 

WesBank 92 328 99 926 

RMB 112 895 130 320 

FNB Africa 17 519 15 755 

Other 2 665 2 679 

Derivatives 60 213 49 104 

Investment securities (excluding non recourse investments) 79 127 58 482 

Accounts receivable 4 333 5 051 

Loans due by holding companies and fellow subsidiaries 333 789 

Loans to Insurance Group 1 868 2 133 

Credit risk not recognised on the balance sheet 84 105 90 257 

Guarantees 19 011 19 713 

Acceptances 279 1 992 

Letters of credit 5 576 4 843 

Irrevocable commitments 57 786 63 483 

Underwriting exposures 2 226 

Credit derivatives 1451 - 
   

Total 681 434 686 716 
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Credit quality 

Advances are considered past due where a specific payment date has not been met or where regular instalments 
are required and such payments have not been received. A loan payable on demand is classified as overdue where 
a demand for repayment has been served but repayment has not been made in accordance with the stipulated 
requirements. The following table provides an age analysis of exposures classified as past due as at 30 June. 
 

Age analysis of advances  

 2009 

R million 

Neither past 

due nor 

impaired 

Re-
negotiated 

but 
current 

Past due but not impaired 

Impaired Total 
1 - 30 
days 

31 - 60 
days 

> 60 
days 

Age analysis of advances   
 

      

FNB Retail 134 980 2 715 6 481 3 170 2 316 16 063 165 725 

FNB Corporate* 11 696 - 2 1 - 84 11 783 

FNB Commercial 24 979 - 125 60 75 1 623 26 862 

FNB 171 655 2 715 6 608 3 231 2 391 17 770 204 370 

WesBank 84 477 - 2 212 944 95 4 600 92 328 

FNB Africa 15 692 - 946 191 260 430 17 519 

RMB 111 272 267 62 20 97 1 177 112 895 

Other 2 319 64 17 10 6 249 2 665 

Total 385 415 3 046 9 845 4 396 2 849 24 226 429 777 
*Including private sector. 

 

 2008 

R million 

Neither past 

due nor 

impaired 

Re-

negotiated 

but current 

Past due but not impaired 

Impaired Total 
1 - 30 
days 

31 - 60 
days 

> 60 
days 

Age analysis of advances 
 

       

FNB Retail 131 035 876 14 735 4 611 3 606 7 978 162 841 

FNB Corporate* 20 526 - 25 17 - 140 20 708 

FNB Commercial 23 393 - 107 51 46 512 24 109 

FNB 174 954 876 14 867 4 679 3 652 8 630 207 658 

WesBank 93 486 - 2 195 808 257 3 180 99 926 

FNB Africa 14 533  - 590 106 137 389 15 755 

RMB 129 171 126 133 23 10 857 130 320 

Other 2  631 - - - - 48 2 679 

Total 414 775 1 002 17 785 5 616 4 056 13 104 456 338 
*Including private sector. 

 
The classification of advances past due follows the 
standards set out in applicable accounting policies. A 
distinction is drawn between accounts past due for 
technical reasons (e.g. insufficient payments due to 
debit orders not having been updated for changes in 

interest rates) and normal arrears (i.e. accounts in 
arrears by one to three full repayments). The split 
provided in the tables above includes both types of 
arrear accounts. Total exposure to technical arrears 
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included in this analysis was R5.3 billion (R6.6 billion in 
2008) and was primarily driven by retail exposures. 
 
Renegotiated advances are advances where, due to 
deterioration in the counterparty’s financial condition, 
FRB granted a concession where original terms and 
conditions of the facility were amended.  The objective 
of such amendment is to mitigate the risks where the 
current situation could result in the counterparty no 
longer being able to meet the terms and conditions 
originally agreed. As part of the bank’s risk 
management and work out approach, the bank enters 
into arrangements with clients where concessions are 
made on payment terms (e.g. a reduction in payments 
for a specified period of time, changes in the payment 
profile, or debt counselling payment plans).  The bank 
has formally defined eligibility criteria appropriate for 
individual products to determine when clients are 
eligible for such arrangements.  The bank carefully 
monitors these accounts as a separate portfolio in 
each product segment, and track the performance for 

purpose of management and impairments.  The bank 
does not allow reclassification of non performing loans 
into the renegotiated advances category. 
 
The renegotiated advances disclosed above include all 
loans that have been renegotiated to date.  All of these 
advances are within the revised terms and conditions.  
These advances are considered as a separate category 
for purposes of impairments and are not considered 
with the neither past due nor impairments category. 

 
The renegotiated advances exclude any advances 
where the facility terms were extended or renewed as 
part of the ordinary course of business on terms and 
conditions equivalent to the current terms or 
conditions for new debt with similar risk.   
 
The following table presents an analysis of the credit 
quality of performing advances (i.e. those classified as 
neither past due nor impaired). Please refer to page 23 
for the mapping of FR grades to agency rating scales. 

 

Credit quality of performing advances 

R million 

2009 
Total 

neither 
past due 

nor 
impaired 

FNB 

WesBank RMB 

FNB 

Africa Other Retail Corporate Commercial 
         
FR 1 - 25 123 227 52 326  1 935 2 354 1 068 64 076 2 1 466 
FR 26 - 91 243 763 81 101 6 703 22 278 72 715 45 296 15 234 436 
Above FR 92 18 350 4 609 - 347 10 621 1 900 455 418 

Total 385 340 138 036 8 638 24 979 84 404 111 272 15 691 2 320 
 
 

R million 

2008 
Total 

neither 
past due 

nor 
impaired 

FNB 

WesBank RMB 

FNB 

Africa Other Retail Corporate Commercial 
         
FR 1 - 25 100 959 25 639 7 939 3 454 5 371 56 629 309 1 618 
FR 26 - 91 299 578 96 170 12 587 19 190 84 429 72 094 14 095 1 013 
Above FR 92 14 238 9 226 - 749 3 686 448 129 - 

Total 414 775 131 035 20 526 23 393 93 486 129 171 14 533 2 631 

* The renegotiated advances disclosed above include all loans that have been renegotiated to date. All of these advances are within the 
revised terms and conditions. 
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The following table provides an overview of the credit quality of the Banking Group’s other financial assets that are 
neither past due nor impaired. 
 

Credit quality of other financial assets (neither past due nor impaired)  

R million 

2009 

Investment 
securities* Derivatives 

Cash 
and 

short 
term 

funds 

Amounts 
due by 
fellow 

subsidiary 
companies 

Loans to 
insurance 

group Total 
Credit quality of financial 
assets (excl. advances) neither 
past due nor impaired 

      

AAA to BB 26 582 19 162 18 797 333 1 868 66 742 
BB, B 52 437 40,594 2 773 - - 95 804 
CCC 102 120 - - - 222 
Unrated 6 337 108 - - 451 
Total 79 127 60 213 21 678 333 1 868 163 219 

 

R million 

2008 

Investment 
securities* Derivatives 

Cash 
and 

short 
term 

funds 

Amounts 
due by 
fellow 

subsidiary 
companies 

Loans to 
insurance 

group Total 
Credit quality of financial 
assets (excl. advances) 
neither past due nor impaired 

      

AAA to BB 48 443 28 074 23 440 789 2 133 102 879 
BB, B 9 727 20 943 615 - - 31 285 
CCC 283 82 - - - 365 
Unrated 29 5 507 - - 541 
Total 58 482 49 104 24 562 789 2 133 135  070 

*Excludes non recourse investments. 
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Risk concentrations 

The bank seeks to establish a balanced portfolio profile and monitors concentrations in the credit portfolio closely. 
The following table provides a breakdown of credit exposure across geographies. 
 

Concentration risk of 
significant credit 
exposures: 
R million 

2009 

South 
Africa 

Other 
Africa 

United 
Kingdom Ireland 

Other 
Europe 

North 
America 

South 
America Other Total 

Advances 393 763 20 965 10 381 381 2 205 320 445 1 317 429 777 
Derivatives 37 203 278 12 591 2 8 184 1 874 4 77 60 213 
Debt securities 64 082 8 731 357 - 5 005 789 - 164 79 127 
Off balance sheet exposures         
Guarantees, 
acceptances and 
letters of credit 22 698 2 153 - - - - - 15 24 866 
Irrevocable 
commitments 54 139 3 046 255 13 80 119 8 126 57 786 

          
Concentration risk of 
significant credit 
exposures: 
R million 

2008 

South 
Africa 

Other 
Africa 

United 
Kingdom Ireland 

Other 
Europe 

North 
America 

South 
America Other Total 

Advances 411 690 18 847 14 594 1 764 5 700 454 1 512 1 777 456 338 
Derivatives 20 754 812 10 052 10 006 4 675 2 655 - 150 49 104 
Debt securities 48 461 8 392 465 - - 789 - 375 58 482 
Off balance sheet exposures         
Guarantees, 
acceptances and 
letters of credit 25 102 1 345 - - - - - 101 26 548 
Irrevocable 
commitments 61 141 2 072 60 - - 76 - 134 63 483 

 
 

 

Credit rating systems and processes used for Basel II 

The Banking Group is utilising the AIRB approach for 
the exposures of FRB and the Standardised Approach 
for all other legal entities in the Banking Group for the 
purpose of calculating regulatory capital requirements. 
Due to the small size of the subsidiaries and the 
scarcity of relevant data, the bank plans to continue 
using the Standardised Approach for the foreseeable 
future for these portfolios. 

 
The following table provides a breakdown of credit 
exposure by type, Basel II approach and Banking Group 
segment. The figures given here are based on IFRS 
accounting standards and differ from the exposure 
figures used for regulatory capital calculations, which 
reflect the recognition of permissible adjustments 
such as the netting of certain exposures. 
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Exposure by type, segment and Basel II approach  

R million 

 

2009 

FirstRand 

Bank (AIRB) 

Standardised Approach 
subsidiaries 

 

Regulated 
bank entities 

within  
FNB Africa 

Other 
subsidiaries 

 

Cash and short term funds  21 678 17 369 1 494  2 815  

- Money at call and short notice  1 414 875 414 125 
 

- Balances with central banks and guaranteed 
   by central banks 

 
12 559 10 836 760 963 

 

- Balances with other banks  7 705 5 658 320 1 727 
 

Gross advances  429 777 390 007 17 519 22 249  

FNB   204 370 198 989   5 381  

- FNB Retail  166 094 160 712 -  5 382  

- FNB Corporate  11 414 11 415 - (1)  

- FNB Commercial  26 862 26 862 - -  

WesBank  92 328 83 871 - 8 457 
 

RMB  112 895 105 754 - 7 141 
 

FNB Africa  17 519 - 17 519 - 
 

Other   2 665 1 395 -  1270 
 

Derivatives  60 213 59 426 95 692 
 

Debt Investment securities  79 127 62 507 9 115 7 505 
 

Accounts receivable  4 333 2 318 872 1 143 
 

Amounts due by holding company and fellow 
subsidiaries  333 15 002 1 721 (16 390) 

 

Loans to Insurance Group  1 868 1 640 - 228 
 

Credit risk not recognised on the balance 
sheet 

 
84 105 77 149  4 904 2 052 

 

Guarantees  19 011 17 273 1 725 13 
 

Acceptances  279 279 - - 
 

Letters of credit  5 576 5 436 140 - 
 

Irrevocable commitments  57 786 53 139 3039 1 608 
 

Underwriting  2 2 - - 
 

Credit derivatives  1 451 1 020 - 431 
 

Total  681 434 625 420 35 720 20 294 
 

 
For portfolios using the Standardised Approach, the 
agency rating scales from Fitch Ratings, Moody’s and 
Standard & Poor’s are used. External ratings are not 
available for all jurisdictions and for certain parts of 
the portfolio other than corporate, bank and sovereign 
counterparties. Where applicable, the bank uses its 
internally developed mapping between FR grade and 
rating agency grade.  
 
The following table provides the breakdown of 
exposures rated through the Standardised Approach in 
FNB Africa by risk bucket after taking risk mitigation 
into account. 

FNB Africa exposures by risk bucket  

Risk bucket Exposure (R million) 

0% 414 

10% - 

20% 3 025 

35% 6 330 

50% 914 

75% 2 107 

100% 22 737 

Specific impairments 193 

Total 35 720 
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PD, EAD and LGD profiles 

The following graphs provide a summary of the EAD 
distribution by Banking Group segment, bucketed by 
FR grade. They also show the EAD weighted downturn 
LGD and the EAD weighted PD. The associated capital 
requirements are given in the corresponding tables 
provided below each graph. Comparative information 
for the prior period has also been provided in the 
charts and in the tables. 
 

Over the period under review, the performance of the 
credit portfolio has been in line with that of the 
industry. 
 
Capital requirements as given by RWAs, have evolved 
in line with movements in the primary risk parameters, 
notably shifts in LGD. This is a reflection of the Banking 
Group’s revised credit strategy that selectively targets 
areas that provide an appropriate risk and return 
profile in the current economic environment. 

 
Risk profile for corporate, bank and sovereign exposures  

 

 
 

Measure FR 1-12 FR 13-25 FR 26-32 FR 33-37 FR 38-60 FR 61-83 FR 84-91 
Below 
FR92 

Weighted average PD Jun 2009 0.02% 0.29% 0.88% 1.35% 2.80% 6.50% 16.23% 53.38% 

Weighted average PD Jun 2008 0.04% 0.29% 0.87% 1.35% 2.80% 4.92% 16.07% 51.04% 

Capital % Jun 2009 0.56% 3.76% 6.12% 5.89% 10.07% 9.50% 23.42% 14.92% 

Capital % Jun 2008 1.03% 4.47% 6.11% 6.82% 9.86% 8.99% 18.99% 15.16% 
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Risk profile for FNB Commercial exposures 

  

 

Measure FR 1-12 FR13-25 FR 26-32 FR 33-37 FR 38-60 FR 61-83 FR 84-91 
Below 
FR 92 

Weighted average PD Jun 2009 0.00% 0.30% 0.90% 1.43% 2.51% 3.64% 4.89% 12.55% 

Weighted average PD Jun 2008 0.00% 0.42% 0.81% 1.59% 2.69% 3.53% 5.98% 14.37% 

Capital % Jun 2009 0.00% 2.34% 5.56% 6.03% 7.36% 7.30% 11.94% 11.79% 

Capital % Jun 2008 0.00% 3.31% 4.84% 5.55% 10.18% 7.04% 8.68% 14.62% 

 
 

Risk profile for residential mortgage exposures  

 
 

Measure FR 1-12 FR13-25 FR 26-32 FR 33-37 FR 38-60 FR 61-83 FR 84-91 
Below 
FR 92 

Weighted average PD Jun 2009 0.03% 0.32% 0.80% 1.54% 2.48% 3.82% 6.24% 16.60% 

Weighted average PD Jun 2008 0.03% 0.33% 0.78% 1.51% 2.48% 3.80% 6.53% 18.05% 

Capital % Jun 2009 0.34% 0.90% 1.71% 2.83% 3.81% 3.94% 6.06% 9.10% 

Capital % Jun 2008 0.00% 1.05% 2.08% 3.61% 4.73% 4.44% 6.42% 10.77% 
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Risk profile for other retail exposures 

 
 

Measure FR 1-12 FR13-25 FR 26-32 FR 33-37 FR 38-60 FR 61-83 FR 84-91 
Below 
FR 92 

Weighted average PD Jun 2009 0.05% 0.44% 0.89% 1.44% 2.61% 3.69% 5.28% 15.36% 

Weighted average PD Jun 2008 0.00% 0.46% 0.84% 1.81% 2.62% 3.54% 5.62% 16.39% 

Capital % Jun 2009 0.08% 4.12% 3.41% 4.42% 7.39% 7.91% 8.94% 13.54% 

Capital % Jun 2008 0.00% 1.95% 6.10% 7.21% 11.85% 11.79% 10.91% 17.14% 

 
 

Risk profile for qualifying revolving retail exposures 

 
 

Measure FR 1-12 FR13-25 FR 26-32 FR 33-37 FR 38-60 FR 61-83 FR 84-91 
Below 
FR 92 

Weighted average PD Jun 2009 0.06% 0.44% 0.80% 1.58% 2.54% 3.47% 6.16% 14.22% 
Weighted average PD Jun 2008 0.03% 0.11% 0.75% 1.32% 2.59% 3.66% 6.05% 12.95% 
Capital % Jun 2009 0.31% 1.28% 3.59% 4.89% 5.74% 9.43% 9.52% 14.02% 
Capital % Jun 2008 0.19% 0.40% 2.12% 4.71% 5.19% 6.55% 8.72% 13.63% 
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Risk profile for WesBank exposures 

 

 
 

Measure FR 1-12 FR13-25 FR 26-32 FR 33-37 FR 38-60 FR 61-83 FR 84-91 
Below 
FR 92 

Weighted average PD Jun 2009 0.06% 0.40% 0.86% 1.53% 2.56% 3.60% 5.55% 14.47% 
Weighted average PD Jun 2008 0.04% 0.35% 0.86% 1.72% 2.62% 3.72% 6.24% 16.22% 
Capital % Jun 2009 0.49% 1.43% 2.25% 3.17% 3.99% 4.11% 4.19% 4.89% 
Capital % Jun 2008 0.27% 1.33% 2.34% 3.27% 3.85% 4.06% 6.32% 5.84% 

 
 
The following table provides the portfolio weighted average performing PD and LGD per Basel II asset class  
(TTC PDs and downturn LGDs). 
 

Weighted PD and LGD per Basel II asset class  

 Weighted 

average 

performing PD 

Weighted 

average 

performing PD 

Weighted 

average LGD 

Weighted 

average LGD 

 2009 2008 2009 2008 

Corporate, bank and sovereign 0.87% 0.77% 32.46% 34.27% 

SME Exposures 3.00% 3.09% 41.41% 37.23% 

Residential mortgages 2.65% 2.61% 16.79% 19.20% 

Qualifying revolving retail 3.50% 3.64% 62.10% 62.60% 

Other retail 12.9% 11.24% 59.97% 67.37% 

WesBank 4.94% 5.32% 25.99% 25.91% 
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Selected risk analyses 

This section provides further information on selected 
risk analyses of the relevant parts of the bank’s credit 
portfolio. 
  
The two graphs below show the evolution of the 
balance to value distribution for the residential 
mortgages over time as well as the age distribution of 
the residential mortgages portfolios. As indicated 
above, the bank has implemented a number of steps 
targeting a specific portfolio profile. Accordingly, the 
recent focus on certain loan-to-value ratios for new 
business has resulted in a slight improvement in the 
balance to original value measures. The balance to 
market value shows a significant proportion of the 
book in the lower risk category where the LTV is lower 
than 70%. 
 

 
 

 

The improvement in the residential mortgages age 
distribution is a direct result of the reduction in new 
loans written during the period under review in line 
with the adjusted credit and pricing strategies alluded 
to previously.  
 

Evolution of arrears in the FNB HomeLoans portfolio 
 

 
 
Exposure to facilities more than one, but less than three, 
payments in arrears as a percentage of total advances. 
 
As indicated in this chart, the bank has experienced a 
slight decrease in arrears over the last months of the 
reporting period. This is mirrored in the 
FNB HomeLoans portfolio as well as in the WesBank 
and Credit Card portfolios.  
 
The following graphs provide a vintage analysis for 
FNB HomeLoans and WesBank Retail respectively. 
Vintage graphs represent a cohort analysis and 
illustrate the default experience three, six and twelve 
months after each origination date. 
 
For FNB HomeLoans, the three, six and twelve month 
cumulative vintage analysis shows a marked reduction 
in defaults for these cohorts. This improvement in 
portfolio quality is due to changes in the origination 
strategy as well as general market conditions. 
 
In the asset finance business, repossession and stock 
holding levels have also decreased significantly from 
their peaks last year. This gradual reduction is 
expected to continue should the economic pressures 
ease further over time. 
 
In light of the ongoing pressure on collateral values 
(especially HomeLoans), as well as to prevent an 
undue negative impact on the resale market, the bank 
applies a multi strategy approach for mortgage 
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recoveries. This includes special arrangements with 
certain customers to allow them to restructure their 
finances over a twelve month period, a quick sell 
process to assist with the sale of houses so as to 
support customer de-gearing and a re-evaluation of 
the bank’s properties-in-possession strategy. 
 
The Banking Group’s domestic repossessed properties 
portfolio had a carrying value of R178 million at 
30 June 2009 (R34 million at 30 June 2008), consisting 
of 670 properties (210 at 30 June 2008). 
 

 
 

Mortgage portfolio default rates 3, 6 and 12 months after 
origination, based on the actual number of defaults 
expressed as a percentage of total business originated in the 
cohort. 

  

 
 

WesBank default rates 3, 6 and 12 months after origination, 
based on the actual number of defaults expressed as a 
percentage of total business originated in the cohort. 

Securitisations and Conduits 

The Banking Group uses securitisation transactions as 
a tool to achieve one or more of the following 
objectives: 
 
 enhancing the liquidity position through the 

diversification of funding sources; 
 matching of the cash flow profile of assets and 

liabilities; 
 reduction of balance sheet credit risk; 
 reduction of capital requirements; and 
 management of credit concentration risk. From an 

accounting perspective, traditional securitisations 
are treated as sales transactions. At inception, the 
assets are sold to the special purpose vehicle at 
carrying value and no gains or losses are 
recognised. Subsequently, the securitisation 
entities are consolidated into FRBH for financial 
reporting purposes. For synthetic securitisations, 
the credit derivatives used in the transaction are 
recognised at fair value, with any fair value 
adjustments reported in profit or loss. 

 

Traditional and synthetic securitisations 

The following tables show the traditional and synthetic 
securitisations currently in place as well as the rating 
distribution of any exposures retained by the bank. 
Whilst national scale ratings have been used in this 
table, global scale equivalent ratings are used for 
internal risk management purposes. All assets in 
these vehicles were originated by FRB and in each of 
these transactions the bank acted as originator, 
servicer as well as swap counterparty.
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Securitisation transactions  

R million  

Asset type 
Year 

initiated 
Expected 

close 
Rating 
agency 

Assets 
securitised 

Assets outstanding Notes outstanding Exposure 
 
Transaction 

 
2009 2008 2009 2008 2009 2008 

Traditional securitisations    16 784 6,206 9 447 7 261 10 851 351 374 

Nitro 1 
Retail: 
Auto loans 2006 2009 Moody's 2 000 181 534 245 712 5 15 

Nitro 2 
Retail: 
Auto loans 2006 2010 Moody's 5 000 847 1 897 1 216 2 484 24 49 

Nitro 3 
Retail: 
Auto loans 2007 2011 

Moody's 
& Fitch 5 000 1 688 3 088 2 095 3 566 73 125 

Ikhaya 1 
Retail 
mortgages 2007 2011 Fitch 1 900 1 439 1 608 1 592 1 749 93 52 

Ikhaya 2 
Retail 
mortgages 2007 2012 Fitch 2 884 2 051 2 320 2 113 2 340 156 133 

 
Synthetic securitisations    22 000 22 000 22 000 22 000 22 000 19 182 19 274 

Procul 
Retail: 
Auto loans 2002 2010 Fitch 2 000 2 000 2 000 2 000 2 000 1 009 1 015 

Fresco II 
Corporate 
receivables 2007 2013 Fitch 20 000 20 000 20 000 20 000 20 000 18 173 18 259 

Total     38 784 28 206 31 447 29 261 32 851 19 533 19 648 

 

 

Retained securitisation exposure  

R million AAA(zaf) AA(zaf) A+(zaf) A(zaf) BBB-(zaf) BB+(zaf) BB(zaf) Not rated  Total 

Traditional          
2009 56 1 - - - - - 294 351 
2008 55 1 - - - - - 318 374 

Synthetic           
2009 18 083 189 52 4 - 29 3 823 19 182 
2008 18 060 186 52 4 29 50 67 826 19 274 

 

 
 

Conduit programmes and fixed income funds 

The bank’s conduit programmes are debt capital 
market vehicles, which provide investment grade 
corporate South African counterparties with an 
alternative funding source to traditional bank funding. 
They also provide institutional investors with highly 
rated short term alternative investments. The fixed 
income fund is a call loan bond fund, which offers 
overnight borrowers and lenders an alternative to 
traditional overnight bank lending products on a 
matched basis. 

All the assets originated for the conduit programmes 
are rigorously evaluated as part of the ordinary credit 
approval process applicable to any other corporate 
exposure held on the bank’s balance sheet.  
 
The following tables show the programmes currently 
in place as well as the ratings distribution of the 
underlying assets and the role played by the bank in 
each of these programmes. All of these capital market 
vehicles continue to perform in line with expectations. 
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Conduits and fixed income funds  

R million 

Underlying 
assets 

Year 
initiated 

Rating 
agency 

Program 
size 

Non-recourse 
investments 

Credit enhancement 
provided 

 
Transaction  2009 2008 2009 2008 
Conduits         

iNdwa 

Corporate and 
structured finance 
term loans 2003 Fitch 15 000 7 287 9 329   

iVuzi 

 
Corporate and 
structured finance 
term loans 2007 Fitch 15 000 5 017 4 362 679 680 

Total     12 304 13 691 679 680 
Fixed income fund         

iNkotha 
Overnight 
corporate loans 2006 Fitch 10 000 3 623 4 327   

Total     3 623 4 327 - - 
 
 

Ratings distribution of conduit and fixed income fund assets  

  F1+(zaf) AAA(zaf) AA+(zaf) AA(zaf) AA-(zaf) A+(zaf) A(zaf) A-(zaf) Total 
Conduits          
2009 - 1 552 341 2 076 4 640 2 259 1 020 416 12 304 
2008 1 247 2 053 1 647 914 4 605 2 260 822 143 13 691 
Fixed income 
fund          
2009 - 1 209 - - 1 107 - 1 002 305 3 623 
2008 - 1 015 - - 1 561 681 767 303 4 327 

 
 

The bank's role in the conduits and the fixed income fund 

Transaction Originator Investor Servicer 

Liquidity 

provider 

Credit 

enhancement 

provider 

Swap 

counterpart 
iNdwa   √ √  √ 
iNkotha   √    
iVuzi   √ √ √ √ 
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Liquidity facilities 

The table below provides an overview of the liquidity facilities* issued by the Banking Group. 

   Exposure 
   2009 2008 

Transaction Transaction type  R million R million 

Own transactions 9 540 13 682 
 iNdwa Conduit  5 653 9 126 
 iVuzi Conduit  3 887 4 556 

Third party transactions Securitisations 2 160 1 616 
Total 11 700 15 298 

* It is important to note that from an accounting perspective, upon consolidation, the underlying assets in the off balance sheet entities are 
reconsolidated back onto the Banking Group’s balance sheet. 

 
All liquidity facilities in the transactions given in the table below rank senior in terms of payment priority in the 
event of a drawdown. Economic capital is allocated to the liquidity facility extended to iNdwa and iVuzi as if the 
underlying assets were held on the bank’s balance sheet to reflect the risk that these assets may have to be 
brought onto the balance sheet in a stress scenario. The conduit programmes are consolidated into FRBH for 
financial reporting purposes. 
 

Additional information 

The following table provides the securitisation exposures retained or purchased as well as their associated IRB 
capital requirements per risk band. 
 

Retained or purchased securitisation exposure and associated regulatory capital requirements  

Risk weight bands Exposure IRB capital Capital deduction 

R million 2009 2008 2009 2008 2009 2008 

<10% 17 840 17 840 122 122 - - 

>10% ≤ 20% 11 724 10 742 92 126 - - 

>20% ≤ 50% 233 230 9 9 - - 

>50% ≤ 100% 1 013 1 015 57 39 - - 

>100% ≤ 650% 711 827 152 206 - - 

1250% / deduction 519 566 - - 519 566 

Total 32 040 31 220 432 502 519 566 
 
The table below provides a summary of the deductions arising from securitisation exposures. 
 

Deductions arising from securitisation exposures 

R million 
Corporate 

receivables 

Retail 

mortgages 

Retail: 

instalment sales 

and leasing Total 

Traditional - 222 197 419 
Synthetic 100 - - 100 

Total 100 222 197 519 
 
The bank has not securitised any exposures that were impaired or past due at the time of securitisation. None of 
the securitisations transactions are subject to the early amortization treatment. 
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COUNTERPARTY CREDIT RISK 

Counterparty credit risk is defined as the risk of a 
counterparty to a bilateral contract, transaction or 
agreement defaulting prior to the final settlement of 
the transaction’s cash flows. 
 

Introduction and objectives 

Counterparty credit risk is closely related to credit risk 
in that it is concerned with a counterparty’s ability to 
satisfy its obligations under a contract that has a 
positive economic value to the bank at time of 
settlement. It differs from credit risk in that the 
economic value of the transaction is uncertain and 
dependent on market factors that are typically not 
under the control of the bank or the client. 
 
It is a risk commonly taken in the Banking Group’s 
trading operations and the objective of counterparty 
credit risk management is thus to ensure that risk is 
only taken within specified limits in line with the bank’s 
risk appetite framework as mandated by the board. 
 

Organisational structure and governance 

Counterparty credit risk is managed on the basis of the 
principles, approaches, policies and processes set out 
in the Credit Risk Management framework for 
Wholesale Credit Exposure. This framework is a 
subcomponent of the Banking Group’s CRMF, which is 
ancillary to the BPRMF, as discussed in the preceding 
section on credit risk (see page 21). 
 
In this respect, counterparty credit risk governance 
aligns closely with the bank’s credit risk governance 
framework, with mandates and responsibilities 
cascading from the board, through the RCC to the 
respective subcommittees as well as deployed and 
central risk management functions. Refer to the Risk 
governance section, page 8, and the credit risk 
governance section, page 21, for more details. 
 

Counterparty credit risk  

assessment and management 

The measurement of counterparty credit risk aligns 
closely with credit risk measurement practices and is 
focused on establishing appropriate limits at 
counterparty level. To this end, counterparty risk limit 
applications are assessed and approved individually, 
based on a comprehensive analysis of potential 
exposure, including exposure under distressed 
conditions. A credit specialist, in conjunction with the 
market risk team, typically carries out this analysis 

and submits a recommendation to the appropriate 
credit committee for discussion and potential approval. 
 
These recommendations are then discussed and tabled 
for approval at the relevant credit committees, with 
appropriate executive and non executive 
representation. All counterparty credit risk limits are 
subject to annual review and counterparty exposures 
are monitored by the respective risk functions on a 
daily basis. Overall counterparty risk limits are 
typically allocated across a number of products and 
desk level reports are used to ensure sufficient limit 
availability prior to executing additional trades with a 
counterparty. Business and risk management 
functions share the following responsibilities in this 
process: 
 
 quantification of exposure and risk as well as 

management of facility utilisation within approved 
credit limits; 

 ongoing monitoring of counterparty 
creditworthiness to ensure early identification of 
high risk exposures and predetermined facility 
reviews at certain intervals; 

 collateral management; 
 management of high risk (watch list) exposures; 
 collections and workout process management for 

defaulted assets; and 
 credit risk reporting. 
 
Any limit breaches necessitate immediate reporting to 
the head of the business unit, the head of risk for the 
respective business unit and the RMB risk and 
compliance function. Any remedial actions have to be 
agreed amongst these parties and failure to remedy 
such breaches are reported to the RMB Finance, risk 
and capital committee, the ERM function and the 
Banking Group’s RCC. 
 

Counterparty credit risk mitigation 

Where appropriate, various instruments are used to 
mitigate the potential exposure to various 
counterparties. These include financial or other 
collateral in line with common credit risk practices, as 
well as netting agreements, guarantees and credit 
derivatives. 
 
The Banking Group utilises International Swaps and 
Derivatives Association (“ISDA”) and International 
Securities Market Association (“ISMA”) agreements for 
the purpose of netting derivative transactions and 
repurchase transactions respectively. These master 
agreements as well as associated Credit Support 
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Annexes (“CSA”) set out internationally accepted 
valuation and default covenants, which are evaluated 
and applied on a daily basis.  
 
For regulatory purposes, the net exposure figures are 
employed in capital calculations, whilst for accounting 
purposes netting is only applied where a legal right to 
setoff and the intention to settle on a netted basis exist. 
 

Discussion of the risk profile  

The following table provides an overview of the 
counterparty credit risk arising from derivative and 
structured finance transactions of FRB as at 
30 June 2009. 
 

Composition of counterparty  

credit risk exposure  

R million Exposure 

Gross positive fair value 134 055 
Netting benefits 60 864 
Netted current credit exposure before 
mitigation 

73 130 

Collateral value  54 513 
Exposure at default 34 945 

 
FRB employs credit derivatives primarily for the 
purposes of protecting its own positions and for 
hedging its credit portfolio, as indicated in the 
following table. 

 

Exposure to credit derivatives  

R million 

Credit 

default 

swaps 

Total 

return 

swaps Other Total 

Own credit portfolio     
- protection bought  2 264 - 5 694 7 958 
- protection sold - - - - 
Intermediation 
activities     
- protection bought  - - - - 
- protection sold 970 - - 970 

 

MARKET RISK 

Market risk is the risk of adverse revaluation of any 
financial instrument as a consequence of changes in 
market prices or rates. 
 

Introduction and objectives 

Market risk exists in all trading, banking and 
investment portfolios but for the purpose of this report, 
it is considered as a risk specific to trading portfolios.  
Substantially all market risk in the Banking Group is 
taken and managed by RMB. The relevant businesses 
within the RMB function as the bank’s centre of 
expertise with respect to all trading and market risk 
related activities and seek to take on, manage and 
contain market risk within guidelines set out as part of 
the bank’s risk appetite. 
 
Risks related to market factors and rate movements in 
credit and investment portfolios are managed as part 
of the credit, counterparty credit and equity investment 
risk management processes.  
 

Organisational structure and governance 

Market risk is taken and managed on the basis of the 
bank Market Risk Framework, which is a 
subframework of the BPRMF. It sets out a governance 
structure consistent with the overall risk management 
approach of the Banking Group as well as applicable 
lines of accountability, reporting procedures and 
policies. 
 
Responsibility for determining the bank’s appetite for 
market risk vests with the board, which also retains 
independent oversight of the market risk related 
activities through the RCC and its Market and 
investment risk subcommittee. Separate governance 
forums, such as the RMB Proprietary board, take 
responsibility for allocating these mandates further 
while deployed and central risk management functions 
provide independent control of identification, 
assessment and management approaches and 
processes. Refer to the governance chart on page 10. 
 

Market risk assessment and management 

Market risk exposures are assessed and managed 
against limits calculated on the basis of liquidity 
adjusted distressed expected tail losses (“ETLs”). 
Additional soft liquidity adjusted VAR triggers are used 
to highlight positions that need to be reviewed by 
management.  
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The recent crisis has clearly demonstrated the need to 
move beyond simplistic VaR measures and, most 
importantly, to incorporate the risks inherent in 
potentially illiquid positions.  The basis for the liquidity 
adjusted ETL limits is thus a scenario set pertinent to 
the individual structure or transaction under 
consideration. As indicated in the preceding section, 
both sets of limits are approved by the 
RMB Proprietary board and the RCC. 
 
Risk concentrations in the market risk environment 
are controlled by means of appropriate sublimits for 
individual asset classes (interest rate, equity, foreign 
exchange, commodities and traded credit) and the 
maximum allowable exposure for each business unit. 
In addition to the general market risk limits described 
above, limits covering obligor specific risk have been 
introduced and utilisation against these limits is 
monitored continuously (based on the regulatory 
building block approach). 
 
In summary, the assessment and management 
process can be described as follows: 
 
 exposures are quantified daily and monitored 

against the respective limits as described above by 
the business unit and central risk management 
functions; 

 the causes of any limit breaches are investigated 
immediately and relevant reports are escalated to 
the respective business and risk heads as well as 
the independent risk control functions and board 
committees with corrective action, as appropriate; 

 risk management also tracks and reports daily P&L 
movements and their attribution to individual risk 
factors to ensure that all risk exposure is 
appropriately identified; and 

 absolute loss thresholds have been introduced to 
ensure an automatic, staggered de-risking of 
positions. 

 
Market risk assessment practices have also been 
aligned with the Banking Group’s stress testing 
framework and regular portfolio wide analyses are 
conducted on the basis of systemic stresses 
representative of illiquid conditions and heightened 
volatility characteristic of historical market downturn 
scenarios. A distressed ETL measure for the whole 
portfolio is calculated based on a full re-valuation on 
the basis of pertinent risk factor movements. 
 
In addition to the distressed ETL and VaR 
methodologies, the bank supplements its 
measurement techniques with defined stress tests and 

scenario analyses across all material risk factors. The 
calibrations of the stress tests are reviewed from time 
to time to ensure that they are indicative of possible 
market moves under distressed market conditions. 
Stress and scenario analyses are reported to and 
considered regularly by the individual executive 
committees and the boards, and are seen as a valuable 
tool in determining business strategy with respect to 
the assumption of market risk going forward. 
 

Consistent regulatory and  

business management approaches 

The Banking Group has approval from the SARB to 
measure regulatory general market risk capital under 
the internal model approach, as stipulated in the Basel 
II framework, for the domestic trading book. As such, 
the market risk assessment and management 
practices described above are consistent with the 
methodology used for the management of business on 
a day to day basis.  
 
For all international legal entities, the Standardised 
Approach is used for regulatory market risk capital 
purposes although the internal model based approach 
on distressed ETL is used for internal economic capital 
measurement and business management. 
 

Discussion of the market risk profile 

 and analysis of the trading book  

The Banking Group is active in all principal traded 
markets and thus seeks to maintain a balance of 
exposure to individual risk factors in line with its core 
view and planning outlook. The following pie chart 
shows the distribution of exposures per asset class 
across the bank’s trading activities at 30 June 2009 
based on the distressed ETL methodology. 
 

 



FIRSTRAND BANK HOLDINGS LIMITED BASEL II PILLAR 3 DISCLOSURE//09 

{p51} 
 

 

 

Value at risk analysis 

The VaR risk measure estimates the potential loss over a 10 day holding period at a 99% confidence level. The 
scenario set used in the calculation of these figures comprises of the most recent 250 days, as required for 
regulatory capital measurement purposes under the internal model based approach. The following table provides 
the aggregate risk exposure per asset class across different trading activities. 
 

VaR analysis by instrument  

 2009 2008 

R million Minimum Maximum Average Year end Year end 

Risk type      
Equities 142.7 411.9 247.2 287.4 233.8 
Interest rates 65.3 229.1 123.5 158.0 100.7 
Foreign exchange 26.8 170.9 82.5 117.7 69.0 
Commodities 16.4 122.7 69.0 71.2 119.8 
Traded credit 1.2 59.2 22.4 8.4 46.5 
Diversification    (263.7) (243.7) 

Total 379.0 326.1 
 
VaR calculations are validated on a daily basis through a comparison of 1 day VaR figures (at the 99% confidence 
level) to actual trading profits or losses for the particular day. 
 

Market risk stress analysis (distressed ETL) 

The portfolio is also re-valued over a set of 500 scenarios, of which 250 represent a distressed market period. The 
scenario set is supplemented with additional relevant data points over time, including, for example, the period of 
the current financial crisis, as and when appropriate. The following table provides a summary of distressed ETL 
figures by asset class, based on a 10 day liquidity horizon over a 99% confidence level. 

 
Distressed ETL analysis by instrument  

 2009 2008 

R million Minimum Maximum Average Year end Year end 

Risk type      
Equities 229.2 639.4 387.8 431.8 346.4 
Interest rates 181.2 561.1 346.6 525.2 270.1 
Foreign exchange 45.8 267.6 131.9 169.7 124.6 
Commodities 24.8 193.3 107.7 108.9 180.5 
Traded credit 4.1 93.3 27.6 15.0 67.6 
Diversification    (457.3) (390.8) 

Total 793.3 598.4 
 

Daily earnings at risk 

The bank tracks its daily earnings profile from trading activities as illustrated graphically in the chart below. In the 
period under review the bank experienced heightened income volatility resulting from more volatile market 
conditions. Exposures have, however, been contained within risk limits during the trading period and the earnings 
profile has been skewed towards profitability. 
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FirstRand International 

FirstRand Ireland plc (“FRIE”) holds the most material exposure to market risk amongst the international 
subsidiaries. The same distressed ETL and VaR methodologies are employed for the measurement and 
management of risk as in the South African portfolio. FRIE utilises additional stress scenarios and market risk 
monitoring processes specific to its portfolio. The market risk limits for each business area are set by the FRIE 
board. 
 
The distribution of trading income provided in the chart below reflects a reduced level of volatility compared to the 
previous reporting period, which resulted from the de-risking of the offshore trading book. 
 

 
 

FNB Africa subsidiaries 

FNB Namibia and FNB Botswana hold the most 
material exposure to market risk in the African 
subsidiaries. Both employ stress test methodology to 
estimate the potential maximum losses expected in 
their portfolios. Their respective market risk positions 
are monitored by a designated, independent risk 
manager within RMB. During the period under review, 
market risk has been contained within acceptable 
limits and has been managed effectively by the 
Banking Group across its African subsidiaries. Refer to 

page 60 of the Interest rate risk in the banking book 
section for qualitative risk disclosure. 
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EQUITY INVESTMENT RISK 

Equity investment risk generally denotes the risk 
associated with the acquisition (complete or partial) of 
an ownership interest in a listed or unlisted company 
and the potential adverse change in value of this 
investment. 
 

Introduction and objectives 

Equity investments can be a substantial source of value 
for shareholders as part of a balanced portfolio of risks 
as set out in the bank’s overall risk appetite statement. 
The objective of equity investment risk management is 
thus the identification, assessment, monitoring and 
management of risks associated with the bank’s 
investments so as to ensure that the aggregate risk to 
its earnings remains within acceptable limits. 
 
Over the reporting period RMB placed Dealstream, a 
clearing client, into default and took over its portfolio 
under its futures clearing agreement and applicable 
JSE rules. Due to market liquidity constraints and the 
relative size of the holdings, three large investments in 
the portfolio, namely Vox Telecom Limited, Simmer & 
Jack Mines Limited and Control Instruments Limited 
were retained. These are now held in and managed as 
part of the RMB’s Private Equity portfolio with a view to 
realising value over the longer term and therefore fall 
within the purview of the risk management framework 
set out in the following sections. 
 

Organisational structure and governance 

The primary responsibility for the assessment and 
management of equity investment risk vests with the 
board and its designated subcommittees. Approval 
authority for taking equity investment risk has been 
delegated to the respective business unit investment 
committees, e.g. the RMB Investment committee under 
a delegated mandate from the board and the RCC. As 
the structure of the bank’s investments may also 
incorporate significant components of debt, approval 
authority also rests with the respective credit 
committees and the board’s Large exposures credit 
committee, as appropriate. 
 

Equity investment risk  

assessment and management 

Equity investment risk is assessed primarily in terms 
of regulatory and economic capital requirements as 
well as scenario analyses of potential event risks and 
associated write downs in value. 
 

For the assessment of economic capital requirements, 
an approach similar to that employed for Basel II 
purposes is utilised – i.e. applying a risk weighting of 
300% and 400% to the exposure for listed and unlisted 
investments, respectively. For unlisted investments 
that are equity accounted, a conservative offset is 
employed should the carrying value fall below the 
market value by a specified margin.  
 
Where price discovery is possible for listed positions, 
an ETL under distressed market conditions is 
calculated on a standalone basis and used for 
economic capital purposes, subject to a floor of 20% of 
market value. Similarly, in the case of investments in 
funds, the modelling of economic capital requirements 
is based on a look through where this is feasible, 
where the individual exposure represents less than 5% 
of the fund’s total value, and where RMB did not 
provide the seed capital for the fund. The distressed 
ETL figure used for economic capital purposes is 
supplemented by a specific risk add on of 12% in line 
with Basel II requirements. Funds for which frequently 
updated asset prices are not available are classified as 
unlisted investments and assessed as indicated above. 
 
The bank holds additional capital buffers against the 
potential of adverse revaluations of its investment 
portfolios, which are calculated on the basis of 
scenario and stress analyses. These analyses have 
been integrated with the Banking Group’s overall 
stress testing framework (see page 13). For example, 
stress tests are carried out simulating the staggered 
write down of the three largest investment exposures 
to determine the largest potential marginal impact on 
existing capital requirements, which in turn is used to 
determine the appropriate level of buffers held. 
 
The portfolio is managed through a rigorous evaluation 
and review process from inception to exit of a 
transaction. All investments are subject to a 
comprehensive due diligence in which the bank 
develops a thorough understanding of the target 
company’s business, risks, challenges, competitors, 
management team and unique advantage or value 
proposition. 
 
For each transaction an appropriate structure is put in 
place that aligns the interests of all parties involved 
through the use of incentives and constraints for 
management and the selling party. The bank typically 
seeks to take a number of seats on the respective 
company’s board and maintains close oversight 
through the ongoing monitoring of the company’s 
operations. In addition, normal semi annual reviews 
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are carried out and crucial parts of these reviews such 
as valuation estimates are independently peer 
reviewed. 
 
To reduce and manage risk within acceptable 
constraints, the Banking Group targets a diversified 
investment portfolio profile along a number of 
pertinent dimensions such as geography, industry, 
investment stage and vintage (i.e. annual replacements 
of realisations). 
 

Discussion of the equity  

investment risk profile  

As indicated in a preceding section, RMB took over 
significant positions in Vox Telecom Limited, Simmer 
and Jack Mines Limited and Control Instruments 
Limited, which are now managed as part of RMB’s 
private equity portfolio. These holdings are monitored 
on a daily basis as part of the bank’s market risk 
monitoring process. Capital requirements for these 
positions are, however, calculated on the basis of the 
equity investment risk framework, reflecting the 
bank’s long term exit strategy. 
 
The following table provides information relating to 
equity investments in the banking book of those 
entities regulated as banks within the Banking Group 
as at 30 June 2009. 

 

Investment valuations and associated economic 

capital requirements 

R million 
Publicly 

quoted 
Privately 

held Total 

Carrying value 
disclosed in balance 
sheet 2 179 4 861 7 040  

Fair value* 2 179 7 958 10 137  

Total unrealised gains 
recognised directly in 
the balance sheet 
through equity instead 
of the income 
statement** 666 132 798  

Latent revaluation 
gains not recognised 
in the balance sheet** - 3 097 3 097  

Economic capital held 474 1 176 1 650  
* Fair values for listed private equity associates based on their 

values in use exceeded the quoted market prices by R511million. 
** These unrealised gains or losses are not included in Tier 1 or 

Tier 2 capital. 

 

LIQUIDITY RISK 

Liquidity risk is the risk that the bank will not be able to 
meet all payment obligations as liabilities fall due. It is 
also the risk of not being able to realise assets when 
required to do so to meet repayment obligations in a 
stress scenario. 
 

Introduction and objectives 

The Banking Group applies a comprehensive definition 
of liquidity risk and further distinguishes two types of 
liquidity that may pose a risk, namely: 
 
1. Funding liquidity, which relates to the risk that the 

bank will be unable to meet current and/or future 
cash flow or collateral requirements without 
adversely affecting the normal course of business, 
its financial position or its reputation; and 

2. Market liquidity, which relates to the risk that the 
bank may be unable to trade in specific markets or 
that it may only be able to do so with difficulty due 
to market disruptions or a lack of market liquidity. 

 
The principal objective of the bank’s liquidity risk 
management efforts is to optimally fund the Banking 
Group under normal and stressed conditions. 
 

Organisational structure and governance 

Liquidity risk management efforts are governed by the 
Liquidity Risk Management Framework (“LRMF”), 
which provides relevant standards in accordance with 
regulatory requirements and international best 
practices. As an ancillary framework to the BPRMF, 
the LRMF is approved by the board and sets out 
consistent and comprehensive guidelines with respect 
to the following: 
 
 governance (strategy as well as control and 

oversight of liquidity risk); 
 principles for the management of liquidity risk; 
 systems for measuring, monitoring and reporting 

liquidity exposures and risks as well as disclosure 
requirements and policies; and 

 contingency funding plans. 
 
The FRBH board retains ultimate responsibility for the 
effective management of liquidity risk. The board has 
delegated its responsibility for the assessment and 
management of this risk to a subcommittee of the RCC, 
the FRBH Asset and liability management committee 
(“FRBH ALCO”). FRBH ALCO’s primary responsibility is 
the assessment, control and management of both 
liquidity and interest rate risk for FRB, FNB Africa and 
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international subsidiaries or branches, either directly 
or indirectly through providing guidance, management 
principles and oversight to the ALM functions and 
ALCOs in these subsidiaries and branches. 
 

FirstRand Bank Limited 

Liquidity risk for FRB (RMB, FNB and WesBank) is 
centrally managed by a dedicated liquidity risk 
management team in the BSM function. It is this 
central function’s responsibility to ensure that the 
liquidity risk management framework is implemented 
appropriately, i.e. that suitable measurement and 
management tools are in place to control liquidity risk 
and to support relevant decision processes at the 
Banking Group level. ERM provides governance and 
independent oversight of the central liquidity 
management team’s approaches, models and 
practices. 
 
The Group’s liquidity position, exposures and auxiliary 
information are reported bi-monthly to the Funding 
executive committee. In addition, management aspects 
of the Banking Group’s liquidity position are reported 
to and debated at the BSM Committee. The liquidity 
risk management and risk control teams in BSM and 
ERM also provide regular reports to FRBH ALCO, 
which is the designated governance and risk 
management forum for liquidity risk.  
 

FNB Africa 

Individual ALCOs have been established in each of the 
FNB Africa businesses that manage liquidity risk on a 
decentralised basis in line with the Banking Group’s 
principles under delegated mandates from their 
respective boards. Reports from these committees are 
presented to FRBH ALCO on a regular basis and the 
management and control of liquidity risk in the 
subsidiaries follows the guidance and principles that 
have been set out and approved by FRBH ALCO. 
 

International subsidiaries 

Similarly, liquidity risk for international subsidiaries is 
managed on a decentralised basis in line with the 
Banking Group’s LRMF. Each of the international 
subsidiaries and branches reports into the 
International ALCO, which is a subcommittee of FRBH 
ALCO and meets on a monthly basis to review and 
discuss region specific issues and challenges for 
liquidity and interest rate risk. 
 

Liquidity risk assessment and management 

As indicated in the preceding section, liquidity risk for 
FRB is managed centrally by a team in BSM. The 
Banking Group explicitly acknowledges liquidity risk as 
a consequential risk that may be caused by other risks 
as demonstrated by the reduction in liquidity in many 
international markets as a consequence of the credit 
crisis. The bank has remained largely unaffected by 
these events, as highlighted in the introduction to this 
report. Therefore, the Banking Group is focused on 
continuously monitoring and analysing the potential 
impact of other risks and events on the funding and 
liquidity position of the organisation. 
 

Measurement and assessment 

The following are the primary tools and techniques 
employed for the assessment of liquidity risk: 
 

Liquidity mismatch analyses 
The purpose of these analyses is to anticipate the 
mismatch between payment profiles of balance sheet 
items under normal, stressed and contractual 
conditions. The bank has developed three forecasting 
models for this purpose: 
 
1. Business as usual model: Forecasting the Banking 

Group’s liquidity situation on an ongoing basis. This 
model provides an estimate of the funds the 
Banking Group is required to raise under routine 
circumstances, taking into account behavioural 
assumptions around the optionality inherent in 
some products on the balance sheet. 

2. Contractual maturity model: This model provides a 
forecast of the liquidity position based on the 
assumption that assets and liabilities will be 
liquidated at the contracted date. 

3. Stress test and event model: This model provides 
forecasts of the potential outflow of liquidity under 
extraordinary circumstances such as times of 
economic stress or event related adverse impacts 
on the Banking Group’s reputation. 

 

Early warning systems and key risk indicators 
As indicated above, liquidity risk is considered to be a 
consequential risk that may be driven by a number of 
variables unrelated to the structural composition of the 
balance sheet and may thus not be easily quantified 
and summarised. Therefore, the Banking Group 
employs an early warning system composed of a 
number of key metrics and indicators to assess 
potential risks to its liquidity position. The indicators 
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monitored in this regard can be grouped broadly as 
follows:  
 
 diversification (term, source, product); 
 off balance sheet exposures; 
 available funding resources; 
 performance measurement; 
 reputation (risks and events); 
 regulatory requirements; 
 asset quality; and 
 other risks/events. 
 
For each of these categories, multiple key risk 
indicators are defined that highlight potential risks 
within defined thresholds that distinguish two levels of 
severity for each indicator. Monitored on a daily and 
monthly basis, the key risk indicators may trigger 
immediate action where required. Their current status 
and relevant trends are reported to the FRBH ALCO 
and RCC on a monthly and a quarterly basis, 
respectively. 
 

Stress testing and scenario analysis 
Regular and rigorous stress tests are conducted on the 
bank’s funding profile and liquidity position as part of 
the bank’s overall stress testing framework with a 
focus on: 
 
 quantifying the Banking Group’s potential exposure 

to future liquidity stresses; 
 analysing the possible impact of economic and 

event risks on cash flows, the liquidity, profitability 
and solvency position; and  

 pro-actively evaluating the potential secondary and 
tertiary effects of other risks on the bank.  

 

Management 

The approach to liquidity risk management 
distinguishes between structural, daily and 
contingency liquidity risk, and various approaches are 
employed in the assessment and management of these 
on a daily, weekly and monthly basis as illustrated in 
the chart below. 

 

Aspects of liquidity risk management 
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Structural liquidity risk management 
Structural liquidity risk denotes the risk that 
structural, long term on and off balance sheet 
exposures cannot be funded timeously or at 
reasonable cost. Risk management in this area 
therefore seeks to maintain an appropriately balanced 
asset and liability structure to avoid undue pressure on 
current or future sources of liquidity. The liquidity 
management team is responsible for determining the 
Banking Group’s liquidity strategy and for establishing 
its liquidity risk tolerance, subject to approval by FRBH 
ALCO and the board. In doing so, the team retains 
responsibility for maintaining adequately diversified 
sources of funding in terms of instrument type, term, 
geography, counterparty and currency. 
 

Daily liquidity risk management 
The team is responsible for ensuring that intraday and 
day to day anticipated and unforeseen payment 
obligations can be met by maintaining a sustainable 
balance between liquidity inflows and outflows. This 
also includes responsibility for the management of 
daily payment queues, Central Bank clearing systems 
as well as the maintenance of collateral and the 
statutory liquid asset inventory. 
 

Contingency liquidity risk management 
The Banking Group seeks to maintain a number of 
contingency funding sources that it is able to draw 
upon in times of economic stress. To this end, the 
liquidity risk management team carries out stress 
analyses to determine the possible impact of various 
scenarios on the bank’s cash flows, liquidity, 
profitability and solvency position on a regular basis. 
The team also maintains and monitors early warning 
systems and key risk indicators, which it reports on to 
the funding EXCOs and FRBH ALCO, as appropriate. 
 

Liquidity contingency funding planning 
The Banking Group’s formal contingency funding plan 
sets out policies and procedures as a blueprint for 
handling a potential liquidity crisis. Addressing both 
temporary and long range liquidity disruptions, it is a 
comprehensive framework that is tightly integrated 
with ongoing analyses, stress tests, key risk indicators 
and early warning systems, as described above. It is 
reviewed, updated and debated on a regular basis and 
structured to provide for reliable but flexible 
administrative structures, realistic action plans as well 
as ongoing communication with key external 
stakeholders and across all levels of the Banking 
Group. 
 

Liquidity risk management cycle 
These management activities are subsumed in the 
liquidity risk management cycle, which is illustrated in 
the chart. 
 
The target liquidity risk profile is determined by the 
Banking Group’s risk appetite framework. It is 
compared to the current risk profile as set out in the 
LRMF and evaluated under a range of scenarios and 
business conditions, including economic and event 
stresses as described variously in the preceding 
points. These analyses in turn inform the size of  
 

 
 
liquidity buffers held in excess of statutory 
requirements. Liquidity buffers are actively managed, 
high quality, highly liquid assets that are available as 
protection against unexpected events or market 
disruptions.  
 
As an outcome of these analyses, the current funding 
profile is adjusted through a range of short, medium 
and longer term actions to ensure that the Banking 
Group remains within its chosen risk profile. The cost 
of these actions is then passed on to the businesses 
through the internal matched maturity funds transfer 
pricing mechanism. It should be noted in this context 
that financial transactions utilising special purpose 
vehicles are treated as if they are part of the bank’s 
balance sheet and are considered in the liquidity risk 
management cycle and thus managed consistently and 
conservatively across the Banking Group. 
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Discussion of the liquidity risk profile 

The table below presents the undiscounted cash flows 
of liabilities for the Banking Group and includes all 
cash outflows related to the principal amounts as well 
as future payments. These balances will not concur 
directly with the balance sheet for the following 
reasons: 
 
 they are contractual, undiscounted amounts 

whereas the balance sheet is prepared using the 
discounted amounts; 

 the table includes contractual cash flows with 
respect to off balance sheet items which have not 
been recorded on the balance sheet; 

 all instruments held for trading purposes are 
included in the “call to 3 months” bucket and not by 
contractual maturity as trading instruments are 
typically held for short periods of time; and 

 cash flows relating to principal and associated 
future coupon payments have been included on an 
undiscounted basis. 

 
 
 

Liquidity cash flow analysis (undiscounted cash flow) 

 2009 
  Term to maturity  

  Carrying  Call - 3 3 - 12 Over 12 
Rmillion amount months months months 
Maturity analysis of liabilities based on the undiscounted amount of the contractual payment 
EQUITY AND LIABILITIES     
Liabilities     
Deposits and current accounts        491 785         344 593         85 359         61 833  
Short trading positions          23 434           23 434                -                -   
Derivative financial instruments          55 369           50 639           1 222          3 508  
Creditors and accruals            6 102             2 463           2 658             981  
Long term liabilities          13 352                 18               61         13 273  
Policyholder liabilities under insurance contracts            1 669               202               27          1 440  
Policyholder liabilities under investment contracts                77                   5                 8               64  
Loans from insurance group            4 165             3 533                -              632  
Financial and other guarantees          24 868           21 937           1 190          1 741  
Facilities not drawn          57 786           48 851              215          8 720  

 
 

  2008 
   Term to maturity  
  Carrying Call - 3 3 - 12 Over 12 

R million amount months months months 
Maturity analysis of liabilities based on the undiscounted amount of the contractual payment 
EQUITY AND LIABILITIES     
Liabilities     
Deposits and current accounts    514 537         368 146         81 167         65 224  
Short trading positions       33 689           33 689                -               -   
Derivative financial instruments     48 521           42 229           3 441          2 851  
Creditors and accruals        7 937             2 862           3 549          1 526  
Long term liabilities      19 899                  -                -         19 899  
Policyholder liabilities under insurance contracts       1 378                   5              379             994  
Policyholder liabilities under investment contracts         108                   6                 5               97  
Loans from insurance group       4 203             2 458              662          1 083  
Financial and other guarantees     35 606           23 980           1 501         10 125  
Facilities not drawn    63 484           60 621           1 308          1 555  

 
 
The following table represents the contractual 
discounted cash flows of assets, liabilities and equity 

for the Banking Group. Relying solely on the 
contractual liquidity mismatch when assessing a 
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bank’s maturity analysis would overstate risk, since 
this represents an absolute worst case assessment of 
cash flows at maturity. 
 
Due to South Africa’s structural liquidity position, 
banks tend to have a particularly pronounced negative 
(contractual) gap in the shorter term as more short 
term obligations than short term assets tend to 
mature. 

 
Therefore, in addition to the analysis shown in the table 
above, the Banking Group carries out an adjusted 
liquidity mismatch analysis, which estimates the size of 
the asset and liability mismatch under normal 
business conditions. This analysis is also used as a 
framework to manage this mismatch on an ongoing 
basis. 
 

 

Contractual discounted cash flow analysis 

  2009 
  

Carrying 
amount 

 Term to maturity  
   Call - 3   3 - 12   Over 12  

R million   months   months   months  
Maturity analysis of assets and liabilities based on the present value of the expected payment. 
Total assets 634 398 246 868 56 040 331 490 
Total equity and liabilities 634 398 437 349 86 551 110 498 

Net liquidity gap - (190 481) (30 511) 220 992 
Cumulative liquidity gap  (190 481) (220 992) - 

 

  2008 
  

Carrying 

amount 

Term to maturity 
  Call - 3 3 - 12 Over 12 
R million  months months months 
Maturity analysis of assets and liabilities based on the present value of the expected payment 
Total assets 647 771 234 943 65 223 347 605 
Total equity and liabilities 647 771 610 063 (101 216) 138 924 

Net liquidity gap - (375 120) (166 439) 208,681 
Cumulative liquidity gap  (375 120) (208 681) - 

 
 

As illustrated in the table above, the negative 
contractual liquidity short term gap has remained 
relatively unchanged on a cumulative basis during the 
year under review. This is a consequence of the 
following market conditions and management actions: 
 
 Compared to conditions experienced by banks 

internationally, the domestic funding environment 
has remained fairly calm. There are a variety 
reasons for this, including the insulated nature of 
the South African payments system, the effects of 
exchange controls and the lower gearing of South 
African banks. 

 Asset growth in the banking sector has been muted 
over the period under review. 

 The bank has undertaken efforts to grow retail and 
term funding during the period under review. 

 The roll over risk of international buffer stock of 
liquidity has been reduced by placing these as 
investments in European Central Bank Treasury 
Bills.  

 The bank has built up further stress funding buffers 
both locally and overseas during the period under 
review
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INTEREST RATE RISK IN THE BANKING BOOK 

Interest rate risk in the banking book (“IRRBB”) is 
defined as the sensitivity of the balance sheet and 
income statement to unexpected, adverse movements 
in interest rates. 
The bank identifies and categorises this risk further in 
the following components: 
 
 repricing risk arises from the differences in timing 

between repricing of assets, liabilities and off 
balance sheet positions; 

 yield curve risk arises when unanticipated changes 
in the shape of the yield curve adversely affect the 
bank’s income or underlying economic value; 

 basis risk arises from an imperfect correlation in 
the adjustment of the rates earned and paid on 
different instruments with similar repricing 
characteristics; and 

 optionality is the right, but not the obligation, of the 
holder to alter the cash flow of the underlying 
position, which may adversely affect the bank’s 
position as the counterparty to such a transaction. 

 

Introduction and objectives 

The assumption and management of interest rate risk 
can be an important source of profitability and 
shareholder value, but excessive interest rate risk 
positions may pose a significant threat to the bank’s 
earnings and capital base. Effective interest rate risk 
management practices that contain the Banking 
Group’s interest rate risk exposure within prudent 
levels, as stipulated by its risk appetite, is essential to 
the safety and soundness of the enterprise. 
 
The objective of interest rate risk management is 
therefore to protect the balance sheet and income 
statement from potential adverse effects arising from 
exposure to various components of interest rate risk as 
described above. 
 

Organisational structure and governance 

The control and management of interest rate risk is 
governed by the Framework for the Management of 
IRRBB, which is an ancillary framework to the BPRMF. 
Due to regulatory requirements and the structure of 
the Banking Group, different management approaches, 
reports and lines of responsibility exist across the 
various parts of the bank, as discussed below.  
 
All IRRBB related activities are overseen and reported 
to the Banking Group’s board through FRBH ALCO, a 
subcommittee of the RCC, as illustrated on page 34. 

The FRBH ALCO is also responsible for the allocation 
of sub-limits on the basis of mandates given by the 
RCC, and it approves proposed remedial action for any 
limit breaches, as appropriate. 
 
Whilst the margin and performance management 
aspects of interest rate risk management fall within 
the purview of the respective businesses and the 
central BSM function, ERM provides central oversight 
and control across the activities of the deployed risk 
management functions and BSM.  
 
Interest rate risk, unlike credit risk, can only be 
sensibly assessed and managed at an aggregate level. 
Therefore, the net interest rate risk profile of the 
domestic banking book (i.e. FRB, excluding RMB) is 
centrally managed by the MPM team in BSM.  In this 
respect, BSM is responsible for ensuring that adequate 
processes and controls are in place to quantify and 
manage the interest rate risk position by ensuring that 
the framework and relevant regulations are adhered 
to.   
 
RMB has a delegated mandate from FRBH ALCO for 
the management of its interest rate risk (under the 
market risk framework) as well as for ensuring that 
the limits of the Banking Group’s risk appetite are 
observed. The interest rate risk management efforts of 
both BSM and RMB are overseen and controlled by a 
team in the central ERM function. 
 
Individual ALCOs exist in each of the FNB Africa 
subsidiaries for the purpose of interest rate risk 
monitoring and management. Relevant reports are 
submitted by the subsidiaries to FRBH ALCO on a 
monthly basis. International subsidiaries and branches 
are overseen by the International ALCO, a 
subcommittee of FRBH ALCO, which provides central 
oversight and monitoring reflective of each region’s 
specific issues and requirements. 
 

IRRBB assessment and management  

The Banking Group employs a number of 
measurement techniques to quantify interest rate risk 
as defined above, focusing both on the potential risk 
earnings as well as the potential impact on overall 
economic value. 
 
In line with industry practice the pertinent analyses 
include parallel rate shocks, yield curve twists, 
complex stress tests and static repricing gap analyses. 
Results from these analyses are reported to FRBH 
ALCO for review on a monthly basis. Additionally, daily 
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MTM positions of the main risk portfolios are 
monitored daily and all risk measures are managed 
within defined risk tolerance levels.  
 
The management of interest rate risk has been 
delegated by FRBH ALCO to BSM, RMB and the 
regional ALCOs as described above. 

The Banking Group’s activities around the assessment 
and management of interest rate risk have been 
summarised graphically in the chart below. 
 

 

Components of the interest rate risk management approach 

 
 

 
As alluded to previously, the interest rate profile is 
modelled and analysed at an aggregate level, in line 
with the principles and standards set out in the 
respective risk framework. The risk profile is typically 
adjusted by changing the composition of the Banking 
Group’s liquid asset portfolio or through derivative 
transactions where possible based on the Banking 
Group’s interest rate outlook as well as its view on 
potential other risk factors that may impact its balance 
sheet. In this respect, it is important to highlight that 
interest rate risk can, in the Banking Group’s view, only 
be effectively managed if it is understood in the context 
of other risks and how their interaction may adversely 
impact its balance sheet and, ultimately, its interest 
rate risk profile. 
 
In addition to measuring and hedging risk at an 
aggregate (net position) level, individual, large and 
complex transactions may be hedged at a micro level 
where appropriate. Management of the interest rate 
risk profile is carried out within the limits approved by 
the ALCOs. The Investment committee (“Invesco”) 
oversees these activities for the domestic banking 
operations, challenges and debates the 
macroeconomic view and proposed portfolio actions as 

well as existing and proposed management strategies 
from a business perspective. 
 
As indicated in the section covering liquidity risk, the 
costs of these portfolio level risk management actions 
are transferred through the internal funds transfer 
pricing mechanisms and contribute to a suitable 
measurement of risk adjusted performance across the 
various businesses. 
 
The Banking Group applies cash flow hedge accounting 
for derivates used in the aforementioned hedging 
strategies for the banking book. Where hedges do not 
qualify for this treatment, mismatches may arise due 
to timing differences in the recognition of income from 
the fair valued hedges and the underlying exposures, 
which would be accounted for on an accrual basis. 
 



FIRSTRAND BANK HOLDINGS LIMITED BASEL II PILLAR 3 DISCLOSURE//09 

{p62} 
 

 

Discussion of the interest rate risk profile 

The Banking Group’s natural position of the banking 
book is asset sensitive, since interest earning assets 
tend to reprice faster than interest paying liabilities in 
response to interest rate changes. This results to a 
natural exposure of net interest income (“NII”) to 
periods of falling interest rates, which represents the 
largest component of interest rate risk to the bank. 
The bank seeks to employ hedges against this 
exposure, wherever economically feasible. These 

hedges tend to be predominantly interest rate swaps 
(receive fixed, pay floating). 
 
The change to the interest rate gap shown in the tables 
below can be ascribed to this hedging activity in 
response to the change in interest rates over the 
reporting period. The decrease in the positive gap in 
the within 3 months category is driven by the increased 
pay floating leg of the swaps used for hedging 
purposes.

 

Repricing schedule for the FRBH banking book  

 2009 
 
 
 
R million 

Within  3 
months 

After 3 
months,  

but within  
6 months 

After 6 
months,  

but within  
12 months 

After 12 
months 

Non-rate 
sensitive 

FirstRand Bank Limited      
Net repricing gap 2 401 14 101 (527) 127 (16 101) 
Cumulative repricing gap 2 401 16 501 15 974 16 101 0 
FNB Africa      
Net repricing gap 2 693 212 (479) 1 393 (3 819) 
Cumulative repricing gap 2 693 2 905 2 425 3 819 0 
Total Cumulative repricing gap 5 094 19 406 18 399 19 920 0 

 

 2008 
 
 
 
R million 

Within  3 
months 

After 3 
months,  

but within  
6 months 

After 6 
months,  

but within  
12 months 

After 12 
months 

Non-rate 
sensitive 

FirstRand Bank Limited      
Net repricing gap 30 349 4 561 (10 343) 375 (24 942) 
Cumulative repricing gap 30 349 34 910 24 567 24 942 - 

FNB Africa      
Net repricing gap 2 503 505 (556) 693 (3 144) 
Cumulative repricing gap 2 503 3 008 2 452 3 144 - 

Total Cumulative repricing gap 32 852 37 918 27 019 28 086 - 
Note: This repricing gap analysis excludes the banking books of RMB and the international balance sheet, both of which are separately 

managed on an ETL and VaR basis. 

 
Net interest income sensitivity has reduced in Rand terms compared to last year. The sensitivity is subject to 
approved internal board limits. Utilisation of the risk limit was well within permitted exposures at year end and 
during the year. 
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Sensitivity of FRBH projected NII  

 2009 
 FRB FNB Africa FRBH 

R million 
Change in projected 12 

month NII 
Change in projected  

12 month NII 
Change in projected  

12 month NII 
Downward 200 bps                     (1 111)                             (74)                 (1 185)  
Upward 200 bps                        1 123                                 74                   1 197   

 

 2008 
 FRB FNB Africa FRBH 

R million 
Change in projected  

12 month NII 
Change in projected  

12 month NII 
Change in projected 

12 month NII 
Downward 200 bps (1 423) (71) (1 494) 
Upward 200 bps 1 438  71  1 509  

Note: The NII sensitivity analysis excludes the banking books of RMB and the international balance sheet, both of which are managed 
separately on a fair value basis. 

 
 
The following represents the sensitivity of available-
for-sale assets and cash flow hedges to interest rate 
movements. The valuation is based on a static balance 
sheet and measures the expected decrease or increase 
in valuation due to a parallel movement in the yield 
curve of 200 basis points. 
 

Sensitivity of FRB reported reserves to  

interest rate movements as at 30 June 2009  

R million 

As a % of total 

shareholders’ equity 

Downward 200 bps 0.41% 
Upward 200 bps (0.25%) 
Note:  The sensitivity analysis excludes the banking books of 

RMB and the international balance sheet, both of which 
are managed separately on a fair value basis. 

 

Sensitivity of FRB reported reserves to  

interest rate movements as at 30 June 2008  

R million 

As a % of total 

shareholders’ equity 
Downward 200 bps (0.48%) 
Upward 200 bps 0.60% 
Note: The sensitivity analysis excludes the banking books of 

RMB and the international balance sheet, both of which 
are managed separately on a fair value basis. 

 

OPERATIONAL RISK 

Operational risk denotes the risk of loss resulting from 
inadequate or failed internal processes, controls and 
systems, human factors or from external events.  
 

Introduction and objectives 

Over the reporting period FRB obtained approval from 
the SARB to adopt the AMA for operational risk on a 
partial use basis from 1 January 2009. This 
achievement highlights the sound operational risk 
governance practices across the bank’s operations, 
which are aimed at ensuring the proper identification 
of all operational risks, their mitigation where 
appropriate and their management as part of the 
business operations. 
 
Unlike other major risk types, operational risk is not 
assumed deliberately in pursuit of a commensurate 
return. It exists, to a varying degree, in all 
organisational activities. Major sources of this risk 
include: 
 
 fraud; 
 regulatory compliance; 
 recruitment;  
 training and retention of talent; 
 operational process reliability; 
 information technology security; 
 outsourcing of operations; 
 dependence on key suppliers;  
 implementation of strategic change; 
 integration of acquisitions; 
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 human error; 
 customer service quality; 
 regulatory compliance; and 
 social and environmental impacts. 
 

Organisational structure and governance 

Operational risk is managed on the basis of the 
policies, standards, approaches and procedures set 
out in the Operational Risk Management Framework 
(“ORMF”), a subframework of the BPRMF, which is a 
policy of both the board and Executive committee. 
 
The FRBH board has delegated its responsibility for the 
adequate identification and management of operational 
risk to the Operational risk committee (“ORC”), a 
subcommittee of the RCC. The ORC provides 
governance, supervision, oversight, and coordination of 
relevant risk processes as set out in the framework. To 
ensure appropriate visibility at a board level, the ORC 
includes two non executives, one of which is a member 
of the board. Other members include the divisional 
heads of risk and senior personnel of the central ERM 
function. 
 
As is the case with other risk types, ERM provides 
independent supervision over the business 
implementation of the respective frameworks and 
policies. Apart from operational risk governance, these 
teams also oversee business continuity, legal risk, 
information risk services, and forensic services as 
these are integral to the operational risk management 
process. 
 

Operational risk assessment and management 

In line with international best practice, Banking Group 
employs a variety of approaches and tools in the 
assessment of operational risk. The most pertinent of 
these are: 
 
 key risk indicators (“KRIs”) – KRIs have been put in 

place across all businesses as an early warning 
measure to highlight areas of increasing potential 
exposure to operational risk. KRI reports are 
included in regular management reports to support 
ongoing risk identification and mitigation efforts by 
the business; 

 self assessments – risk and control self 
assessments (“RCSA”) are integrated in the 
business and risk management processes to assist 
risk managers in identifying key risk areas and to 
assess the effectiveness of existing controls. Other 

risk self assessments include business continuity 
self assessments, risk effectiveness reports for IT 
(“RERIT”) and physical security self assessments; 

 audit findings – GIA acts as the third line of risk 
controls across the organisation and audit findings 
are used to verify whether controls put in place by 
the businesses are acceptable in mitigating the 
risks associated with their key and supporting 
processes. The number of findings issued, as well 
as audit findings that have not been resolved before 
the due date, are tracked, monitored and reported 
on through the risk committee structures; 

 internal loss data – loss data reporting and 
analyses are used by risk managers to understand 
the root causes of loss incidents and to understand 
where corrective action should be taken to mitigate 
losses; 

 external data – external loss data bases are used to 
derive lessons from other organisations and loss 
events and to inform quantitative operational risk 
assessments through risk scenario analyses; and 

 incident and issue reporting – a well defined and 
embedded process for the reporting of incidents 
and potential issues is in place to ensure that 
operational risk losses can be managed and 
potentially mitigated and to facilitate a feedback of 
any lessons learned into the organisation’s 
operational risk management practices. 

 
The Banking Group recognises that operational risk is 
a consequential risk that it cannot avoid or mitigate 
entirely. Accordingly, frequent operational risk events 
resulting in small losses are expected as part of 
business operations (e.g. fraud) and are budgeted for 
appropriately. The businesses seek to minimise these 
through continuously monitoring and improving 
relevant business and control practices. Operational 
risk events resulting in substantial losses occur much 
less frequently and the Banking Group seeks to 
minimise their incidence and contain their severity 
within its risk appetite limits.  
 
As is the case for other risk types, regulatory and 
economic capital requirements are established to 
provide a buffer against very rare and severe loss 
events. FRB began applying the AMA under the Basel II 
framework from 1 January 2009 for the bank’s 
domestic operations. Other subsidiaries and offshore 
operations continue to utilise the Standardised 
Approach for operational risk, as was the case for all 
domestic operations until the beginning of this year. 
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The AMA allows the bank to employ a sophisticated, 
statistical model based approach for the estimation of 
capital requirements, which enables more granular 
and more accurate estimates of the capital 
requirements associated with the operational risks in 
each business. A number of operational risk scenarios 
covering key risks that, although low in probability, 
may result in severe losses are the basis for this 
model. These scenarios were derived through an 
extensive analysis of the bank’s operations in 
consultation with business experts from the respective 
areas. All scenarios were subsequently cross 
referenced to external loss data, internal losses, the 
control environment and other pertinent information 
about relevant business processes. To ensure the 
ongoing efficacy of the capital assessment, all 
scenarios are reviewed, supplemented or updated 
semi annually, as appropriate. 
 
The internal loss scenarios are combined with loss 
data in a simulation engine to derive the distribution of 
potential operational risk losses. Regulatory and 
economic capital requirements are then calculated as 
the potential loss at the 99.9% confidence level, 
excluding the effects of insurance and potential 
diversification effects.  
 
The loss data used for this purpose is collected for all 
seven Basel II event types across various business 
lines. Data collection is the responsibility of the 
respective business units and is overseen by the 
central risk control function. 
 
Business practices evolve continuously and the 
operational risk control environment is therefore 
constantly changing as a reflection of the underlying 
risk profile. The assessment of the operational risk 
profile and associated capital requirements takes the 
following into account: 
 
 changes in risk profile parameters, such as 

applicable loss estimates, which are evaluated 
continuously; 

 material effects of expansion into new markets, 
new or substantially changed activities as well as 
the closure of existing operations; 

 changes in the control environment - the 
organisation targets a continuous improvement in 
the control environment, but deterioration is also 
possible due to, for example, unforeseen increases 
in transaction volumes; and 

 changes in the external environment, which drives 
certain types of operational risk. 

 
For management and performance measurement 
purposes, aggregate operational risk capital figures 
are broken down to lower levels of the organisation on 
the basis of a risk scorecard that has been aligned to 
the risk scenarios, control assessments and internal 
loss experience.  
 
As indicated in a preceding section, the ERM function 
also oversees a number of areas closely related to or 
integrated with the operational risk management 
processes. These are described in the following 
subsections. 
 

Business continuity management 

Business continuity management (“BCM”) is focused 
on ensuring that the Banking Group’s operations are 
resilient to the risk of severe disruptions caused by 
internal failures or external events. The organisation 
carries out regular reviews of BCM practices, and any 
disruptions or incidents are reported regularly to a 
number of relevant risk committees so that they can be 
integrated with future BCM efforts. Over the reporting 
period, all areas remained at an acceptable status of 
readiness. 
 

Legal risk 

The organisation is counterparty to a large number of 
contractual agreements and is therefore at risk of loss 
due to deficient contractual arrangements, due to legal 
liability (civil and criminal) that may be incurred by its 
inability to enforce its rights or by its failure to address 
and remedy concerns about proposed changes in 
applicable law (existing law is covered by compliance 
risk, managed by RRM. 
 
The Banking Group manages this risk on the basis of 
its Legal Risk Management Framework, which 
prescribes activities such as the monitoring of new 
legislation, creation of awareness, identification of 
significant legal risk, as well as the monitoring and 
managing of the potential impact of these risks. The 
organisation strives to maintain appropriate 
procedures, processes and policies that enable it to 
comply with applicable regulation and that minimise 
any potential exposure to legal risk. During the period 
under review there were no significant incidents 
related to legal risk. 
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Information risk 

The Banking Group’s clients entrust it with highly 
sensitive information and the Banking Group accepts 
its fiduciary duty to safeguard this information in the 
course of its business activities. Information risk, i.e. 
the risk of adverse business impacts, including the loss 
of reputation caused by a failure of data confidentiality, 
integrity and availability controls is therefore a key 
area of ongoing focus. 
 
The organisation’s Information Technology Governance 
and Information Security Framework (“IT framework”) 
is a customisation of ISACA’s Control Objectives for 
Information and related Technology (“COBIT®”) 
framework and the Information Security Forum’s 
Standard of Good Practice for the Banking Group. The 
IT framework is approved by the Technology and 
Information Management Risk committee (“TIMCO”), a 
subcommittee of the ORC and applies to all operations 
within FRBH. 
 
The IT framework clearly defines the objectives for 
managing information risk, outlines the processes that 
need to be embedded, managed and monitored across 
the organisation, and it also sets out a measurement 
framework for information risk across FRBH. 
 
The Information risk team in ERM is tasked with 
ensuring compliance to the principles set out in the IT 
framework by developing appropriate policies and 
validating their implementation in the respective 
functions across the Banking Group. 
 
Like many other large organisations, the Banking 
Group constantly faces a number of new and changing 
threats across the evolving IT landscape. The risk 
monitoring and management structures are designed 
to enable it to adapt and evolve its risk management 
strategy with the continuously changing IT 
environment. 
 

Fraud and security risks 

The Banking Group is committed to creating an 
environment that safeguards its customers, staff and 
assets through policies, frameworks and actions. To 
this end, it distributes and communicates its ethics 
policy to existing staff members on a quarterly basis. 
The ethics policy reiterates the Banking Group’s 
commitment to a stance of “zero tolerance” towards 
crime. Executive management throughout the Banking 

Group is committed to living the values of “zero 
tolerance” and enforcing them stringently. 
 
The organisation utilises a deployed fraud risk 
management model that requires businesses to 
institute processes and controls specific and 
appropriate to their operations within the constraints 
of a consistent governance framework that is overseen 
centrally by ERM.  
 

STRATEGIC AND BUSINESS RISK 

Strategic risk denotes the risk to current or 
prospective earnings arising from adverse business 
decisions or the improper implementation of such 
decisions. Business risk denotes the risk to earnings 
and capital due to potential changes in the business 
environment, client behaviour and technological 
progress. It is often termed volume and margin risk 
and relates to the Banking Group’s ability to generate 
sufficient levels of revenue to offset its costs. 
 

Introduction and objectives 

The risk of choosing of an inappropriate strategy or 
failing to execute the chosen strategy appropriately is 
inherent in all business endeavours. The Banking 
Group’s objective is to minimise this risk in the normal 
course of business.  
 
Business risk is considered as a potential outcome in 
the strategic planning process and it is also considered 
as a part of regular and pervasive stress testing and 
scenario analyses carried out across the businesses. 
The Banking Group’s objective is to develop and 
maintain a portfolio that delivers sustainable earnings 
and thus minimises the chance of such an adverse 
scenario occurring. 
 

Organisational structure and governance 

The development and execution of business level 
strategy is the responsibility of the individual business 
areas, subject to approval by the board, which sets the 
Banking Group’s overall strategy and ensures that 
strategic objectives set at a business level are 
consistent with its overall strategy. This includes the 
approval of any subsequent material changes to 
strategic plans, acquisitions, significant equity 
investments and new strategic alliances.  
 
Business unit and executive management, as well as 
the central BSM and ERM functions, review the 
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external environment, industry trends, potential 
emerging risk factors, competitors’ actions, and 
regulatory changes as part of the strategic planning 
process. Through this review, as well as through 
regular scenario planning and stress testing exercises, 
the Banking Group assesses the risk to its earnings 
and thus the level of potential business risk it faces. 
Reports on the results of such exercises are discussed 
at various business, risk and board committees and 
are ultimately taken into account in the setting of risk 
appetite and in potential revisions to existing strategic 
plans. 
 

Strategic and business risk  

assessment and management 

Strategic risk, as defined above, is not readily 
quantifiable and is therefore not a risk that an 
organisation can or should hold a protective capital 
buffer for. The risk to the Banking Group’s earnings on 
the other hand can be assessed, and this forms an 
explicit part of the Banking Group’s risk appetite and 
ICAAP (including the regulatory ICAAP).  
 
Business risk is a residual risk (to the extent that its 
impact is not captured by other risk types) and is 
assessed regularly as part of the ICAAP. It is managed 
strategically at a Banking Group level through the 
development, review and updating of the strategic plan 
in light of the organisation’s evolving view of the 
business environment. 
 
For capital purposes, the bank reviews the past history 
of revenues and costs on a suitably adjusted basis to 
determine whether it is likely that revenues would be 
insufficient to cover costs in a very severe scenario. At 
present, the Banking Group’s projections indicate an 
adequate coverage of the projected cost base, and no 
economic capital is therefore held against this risk 
type. 
 
As a financial services provider, the Banking Group’s 
business is one that is inherently built on trust and 
close relationships with its clients. Safeguarding the 
Banking Group’s reputation is therefore of paramount 
importance to ensure its continued prosperity and is 
thus seen as the responsibility of every staff member. 
Reputational risks can arise from environmental, 
social and governance issues or as a consequence of 
financial or operational risk events.  
 

The Banking Group’s reputation is built on the way in 
which it conducts its business and protects its 
reputation by managing and controlling these risks 
across its operations. It thus seeks to avoid large risk 
concentrations by establishing a risk profile in its 
operations that is balanced both within and across risk 
types. In this respect, potential reputational risks are 
also taken into account as part of stress testing 
exercises, which are a component of the planning and 
strategy setting processes. As indicated in the 
introduction of this report, the Banking Group aims to 
establish a risk and earnings profile within the 
constraints of its risk appetite and thus seeks to limit 
potential stress losses from credit, market, liquidity 
and operational risks that may otherwise introduce 
undesirable volatility in its financial results and 
adversely affect its reputation. 
 

REGULATORY RISK 

Regulatory risk denotes the risk of legal or regulatory 
sanction and material financial loss or reputational 
damage as a result of a failure by the Banking Group or 
any part thereof to comply with any applicable laws, 
regulations or supervisory requirements. 
 

Introduction and objectives 

Regulatory risk management is an integral part of 
managing the risks inherent in the business of 
banking. Non compliance may potentially have serious 
consequences, which could lead to both civil and 
criminal liability, including penalties, claims for loss 
and damages or restrictions imposed by regulatory 
bodies.  The Banking Group therefore aims to establish 
a compliance culture in its operations that contributes 
to the overall objective of prudent regulatory 
compliance and risk management. 
 
The objective of the Banking Group’s compliance and 
regulatory risk management efforts is thus to ensure 
that business practices, policies, frameworks and 
approaches across the organisation are consistent 
with applicable laws and that any risks to compliance 
can be identified and managed pro-actively prior to 
incurring a potential liability. 
 
It is of paramount importance to ensure compliance 
with the requirements of the Banks Act 94 of 1990 (as 
amended) and the Regulations thereto, and to ensure 
that all non compliance risks identified in this context 
are addressed and managed in accordance with these 
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rules and regulations and are in line with international 
best practice.  
 
To achieve this, all staff must be aware of compliance 
requirements, have a high level of understanding of the 
regulatory framework applicable to the Banking Group, 
and they must be aware of the potential regulatory 
risks to which it is exposed. Ethical behaviour is both a 
keystone and an important contributor to the success 
of the entire compliance process. Therefore the 
Banking Group expects all its staff members to 
maintain standards of honesty, integrity and fair 
dealing and to act with due skill, care and diligence.  
 

Organisational structure and governance 

While the responsibility for ensuring compliance with 
all relevant laws, internal policies, regulations and 
supervisory requirements rests with the board, the 
role of monitoring, assessing and reporting the status 
of compliance is delegated by the board to the Head of 
RRM. The RRM function carries out its duties in terms 
of Regulation 49 of the Banks Act, and their mandate is 
set out in the Compliance Risk Management 
Framework, a subpolicy of the BPRMF.  
 
Supervision of regulatory risk is provided and managed 
by a number of committees such as the Regulatory risk 
committee, the RCC and the FRBH Audit committee, 
which receive detailed reports on the status of 
compliance and instances of material non compliance 
from RRM on a regular basis.  
 
The RRM function retains an independent reporting 
line to the CEO as well as to the board through its 
designated committees. 
 
In addition to the centralised RRM function, each of the 
operating divisions have appointed compliance officers 
responsible for implementing and monitoring 
compliance polices and procedures related to their 
respective divisions.  
 

Regulatory risk assessment and management 

The RRM function and its board mandate prescribe a 
“zero tolerance” approach to compliance breaches. To 
achieve this, RRM has implemented appropriate 
structures, policies, processes and procedures to 
identify regulatory risks monitor the management 
thereof and report on the status of compliance risk 
management to both the board and the Registrar of 
Banks. These include:  
 risk identification through documenting which laws, 

regulations and supervisory requirements are 
applicable to FRBH; 

 risk measurement through the development of risk 
management plans; 

 risk monitoring and review of remedial actions; 
 risk reporting; and  
 providing advice on compliance related matters.  
 
In support of the Compliance Risk Management 
Framework, a compliance manual has been drafted 
which also fulfils the function of assisting the 
businesses in addressing all material compliance 
risks.  
 
Although independent of other risk management and 
governance functions, the RRM function works closely 
with GIA, ERM, external audit, internal and external 
legal advisors and the Company Secretary’s Office to 
ensure the effective functioning of the compliance 
processes. 
 
 




