
The Southern 
Africa Financial 
Services Journal

Sharing insights on key 
industry issues

January 2011

www.pwc.com/za



2 PwC

Contents



         The Southern Africa Financial Services Journal 3

Editor’s comments 4

Basel III  
South African banks must concentrate  
on stringent reforms 6

Credit risk management and modelling  
in a post-financial crisis landscape 12

Marginalising Embedded Values 18

Creating binding obligations for the  
benefit of policyholders 24

Service organisations: A new standard  
for internal controls reporting 30

GIPS 2010: A new standard for 
investment performance measurement 34

Governance to protect your pension 38

Islamic Finance: An emerging alternative 44

PoPI, the vehicle to achieving customer  
trust and performing business across  
borders 48

Impact of the IFRS 4 Insurance Contract  
exposure draft on Medical Schemes 52

Selected industry statistics 56

PwC contacts 62



4 PwC

Editor’s comments



         The Southern Africa Financial Services Journal 5

The objectives of this journal are to 
address strategic, operational and 
technical issues and their impact on the 
financial services sector, and we trust 
that you will find it insightful and 
thought provoking.

If you would like to discuss any of the 
articles in more detail, please speak to 
your usual contact at PwC or those listed 
at the end of the publication.

As always, we look forward to feedback 
on this publication and on topics to be 
included in future publications on the 
financial services sector.

 
Tom Winterboer 
January 2011

The South African financial services 
sector can be proud as it is seen as one of 
the finest in the world. The 2009/2010 
World Economic Forum Global 
Competitiveness Index ranked South 
Africa’s financial services sector at 6th 
out of 133 countries for financial market 
sophistication and the soundness of its 
banks. In each of these categories South 
Africa ranked ahead of the United 
Kingdom, the United States of America 
and Germany. The International 
Monetary Fund also commended South 
Africa’s “impressive” economic 
performance in recent years and praised 
South Africa for the strength and solid 
regulation of its financial services sector. 

At the start of 2011, the dynamics and 
competitiveness of the South African 
financial services sector will increase in 
complexity with concerns about 
European debt, uncertainty about the 
future of the value of the Rand and with 
new developments in regulation and 
International Financial Reporting 
Standards. Financial services 
organisations are facing an increasingly 
intricate jigsaw of challenges and 
opportunities - being able to identify 
and adapt to the new challenges is a key 
success factor for the leaders of 
tomorrow.

Tom Winterboer
Financial Services Leader Southern Africa and  
Africa 
+27 11 797 5407 
tom.winterboer@za.pwc.com

We are pleased to release our 2011 edition of the 
Southern Africa Financial Services Journal.
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Basel III 
South African banks must concentrate  
on stringent reforms
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 Introduction

Taking its cue from the G20, the Basel 
Committee on Banking Supervision 
(BCBS) has been developing 
international standards to give effect to 
banking reforms. The proposed reforms, 
commonly called ‘Basel III’, should mean 
better capitalised and less leveraged 
banks. 

These reforms have attracted criticism 
due to some of their unintended 
consequences, the inclusion of unsound 
rules, and their expected economic cost 
during times of sluggish growth. 
Subsequent to the reform proposals of 
December 2009, the BCBS responded to 
some of these concerns by softening a 
number of Basel III requirements. 
However, some important issues that SA 
banks must consider remain on the 
table.   

A brief recap of the proposals

In December 2009, the BCBS issued two 
consultative documents entitled 
Strengthening the resilience of the 
banking sector and International 
framework for liquidity risk 
measurement, standards and 
monitoring. 

Broadly, the proposals in these papers 
address the following areas:

1. Improving the quality, consistency 
and transparency of banking capital 
– particularly the size and 
composition of Tier 1 capital, which 
should consist predominantly of 
tangible common equity and 
retained earnings, being instruments 
that have a high loss-absorption 
capacity;

2. Implementing capital buffers and 
capital conservation to reduce 
pro-cyclicality; 

3. Introduction of a limit on the 
leverage ratio to prevent build up of 
excessive leverage;

4. Increasing counterparty credit risk 
coverage to capitalise credit 
migration on trading book exposures 
and increasing asset value 
correlations for financial institutions 
under stress; 

5. Addressing systemic risk and 
interconnectedness, and institutions 
that are ‘too big to fail”; and

6. Introducing liquidity risk metrics. 

This discussion focuses on the important 
issues of capital (1) and liquidity risk 
metrics (6) as these issues are 
particularly relevant to SA banks.    

The November 2010 Seoul G20 summit means 
final agreement on still hotly debated banking 
reform proposals
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Banks adopting the internal rating 
based (IRB) approach to credit risk 
would be particularly concerned about 
the proposed re-introduction of the 6% 
scaling factor’ to credit risk weighted 
assets.  This is not strictly a Basel III 
amendment but has been proposed in 
draft two of the 
amendments to South 
African Regulations to 
the Banks’ Act and will 
be implemented with the 
other Basel III amendments. This 
proposed 6% scaling factor could 
drastically increase the capital 
requirement of banks that apply IRB 
approaches to credit risk. It is estimated 
that the 6% scaling factor could result 
in a 45 to 60 basis points (0.45% to 
0.60%) reduction in the capital 
adequacy ratio of South Africa’s top four 
banks.

Introduction of liquidity risk 
metrics to ensure that banks 
contain their liquidity risks

This is the first time that a liquidity 
framework has been proposed as part of 
a global banking regulatory framework. 
It is intended to strengthen liquidity risk 
management and introduces 
quantitative standards for funding 
liquidity. Two new ratios, very relevant 
to SA banks, are introduced:

• Liquidity Coverage Ratio; and 

• Net Stable Funding Ratio.

Liquidity Coverage Ratio (LCR) 

This ratio measures whether a bank has 
sufficient liquid assets to cover fund 
outflows when placed under a 
combination of stress scenarios for a 
period of 30 days. It is measured as:

South African banks will have 
significant implementation difficulties 
with this ratio, due to structural 
characteristics of the South African 
economy and the stage of development 
of the South African debt capital 
markets. 

On the supply of liquid assets (the 
numerator), South Africa and many 
other emerging markets do not have 
sufficient liquidity to satisfy this 
requirement. Assets that qualify as 
liquid assets are cash, Central Bank 
reserves and SA Government bonds and 
T-bills. Even with the recent 
amendment to Basel III that permits the 
inclusion of additional ‘level 2’ liquid 
assets, South African banks will fall 
short on this ratio. This is because level 
two assets are primarily “covered 
bonds” and “corporate assets” – and 
there are no covered bond issues in 
South Africa, and only one6  listed 
corporate is rated AA- or better. So as 
the proposal stands, at least the big four 
banks in South Africa will fail this test, 
as illustrated in Table 1. 

6  According to the RMB FiCC research, only 
Toyota is rated AA on a global scale as at July 
2010.

Improving Banking Capital

Proposals intended to improve the 
quality, consistency and transparency of 
capital are less of an issue for South 
African banks, as they are capitalised 
mostly by common equity consisting of 
share capital and retained earnings. 
They are also capitalised well above the 
current minimum level of 9.5% for 
South Africa. At the close of 2009, the 
SA banking sector was capitalised at 
14.1%, of which the Tier 1 capital ratio 
was 11.0%4. 

However, an uncertainty for local banks 
is the calibration of a new minimum 
capital level. This will be determined by 
the minimum capital ratio laid down by 
the BCBS, as well as the Pillar 2(a) 
add-on, set at the discretion of the 
South African Reserve Bank (SARB), 
and any additional buffer which the 
SARB may require banks to hold. The 
BCBS announcement of 12 September 
20105, has partially cleared this 
uncertainty by setting the new 
minimum capital level at 10.5%. What 
remains unknown is the add-on that 
SARB may apply on top of the BCBS 
minimum and the quantum of any 
additional buffer required. Assuming 
that the Pillar 2(a) remains at the 
current level, the new minimum capital 
level could rise to 12%. Even at this new 
minimum capital level, it is widely 
acknowledged that South African banks 
will pass the capital test, especially as 
the new capital level will be phased in 
over a seven year period starting from 
2013. SA banks should however remain 
mindful that the current Basel II capital 
ratio would not translate at a 1:1 ratio 
into the new capital level for their 
banks, as the new Basel III rules are 
more stringent. 

4 South African Reserve Bank, Banking 
Supervision Department annual report for 
the year ended 31 December 2009 

5 BCBS press release of 12 September 2010: 
“Group of Governors and Heads of 
Supervision announces higher global 
minimum capital standards”

≥100%
Stock of high quality liquid assets

Net cash outflows over a 30-day time period
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The restrictive definition of liquid assets 
therefore means that banks’ only source 
of liquid assets is SA government 
securities and perhaps some parastatals 
such as Eskom. The availability of these 
stocks is limited and future issuance is 
also considered limited, given a 
conservative fiscal policy and tight 
management of the budget deficit. This 
is in contrast to the situation in 
developed countries.

An interesting point to 
note is that the ratios 
used to determine the 
outflow of funds are 
calibrated based on the experience of 
stress events throughout the financial 
crisis. The LCR has previously been in 
use by various regulators around the 
world. What differs in the new Basel 
proposal is the severity of the combined 
stress scenarios. This ratio takes many 
of the shocks experienced throughout 
the crisis and combines them into one 
acute stress. This results in a highly 
unlikely, but very severe, combination of 
scenarios. For South Africa in particular, 
these severe and unlikely stress 
scenarios seem excessive, considering 
the closed nature of our economy and 
that liquidity outflows can generally be 
contained and managed. 

>100%
Available amount of stable funding
Required amount of stable funding

Table 1. 

Market Absa FirstRand Nedbank Standard

LCR 36% 37% 48% 33% 34%

Shortfall (Rbn) 460 102 67 92 91

Source: RMB FiCC research

Clearly, the required build up of liquid 
assets to meet this ratio will reduce 
banking sector earnings. Banks will 
welcome the latest news from the BCBS 
where the implementation date has been 
pushed out to 2015, following an 
‘observation period’.

 Net Stable Funding Ratio (NSFR)

This ratio must be greater than 100% 
and is measured as follows:

The amount of Required Stable Funding 
(denominator) of a specific institution is 
a function of the liquidity characteristics 
of various types of assets held, off-
balance sheet contingent exposures, 
and/or the activities pursued by the 
institution. This ratio really measures 
the extent to which the longer term, less 
liquid assets are funded by more stable 
funding, such as equity and debt capital. 
The 100% calibration encourages banks 
to fund long term assets with longer 
term and more stable funding. 

One of the key functions of the banking 
system is ‘maturity transformation’; a 
process whereby banks hold assets that 
are longer in term than liabilities, thus 
enabling the non-banking sector to hold 
assets that are shorter in term than 
liabilities. This absorbs risks arising 
from uncertainties in the cash flows of 
households and corporates. It also 
results in a term structure of interest 
rates more favourable to long-term 
capital formation than would prevail if 
banks did not perform maturity 
transformation. 
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However, the NSFR ratio encourages 
banks to fund their assets by similar 
maturity liabilities, bringing into 
question the very existence of banks. 
Any shortage of long term stable 
funding, as is the case in South Africa as 
explained later, will therefore reduce 
the banks’ ability to lend in the long 
term. This could have a detrimental 
effect on economic growth and capital 
formation in a growing economy. 

The most important structural issue for 
the South African economy is a lack of 
household savings. This has forced 
banks to rely heavily on wholesale 
funding as an alternative to fund 
growth. Wholesale funding refers to 
funding obtained from any institution 
whose business it is to manage money 
e.g. unit trusts, banks and insurance 
companies. Wholesale funding is 
generally more ‘volatile’ and therefore 
does not count much towards long term 
stable funding in the NSFR. What makes 
matters worse for the SA Banks is that 
the growth of the wholesale funding 
market is being fuelled by the tendency 
in South Africa for individuals to place 
their savings with institutional 
investors, thereby converting household 
savings into even more wholesale 
funding. 

All of this means that South African 
banks will fail the NSFR test if it is 
implemented in its current form. 
However, South African banks are not 
alone and several European Banks are 
expected to fail, as set out in Figure 1.

Figure 1. 

Source: Barclays Capital research  

The implementation date of the NSFR 
has been postponed to 2018, allowing 
an ‘observation period’. Monitoring 
NSFRs will provide regulators with an 
indication of the trend of liquidity 
mismatch, and this could be a useful 
tool in understanding a bank’s risk 
position.

Opinion is that the NSFR is 
fundamentally flawed. It is not a 
‘one-size-fits-all’ metric as the liquidity 
profiles of banks vary, depending on 
their strategic view of the level of 
liquidity mismatch they are prepared to 
accept. Many analysts believe this ratio 
may be abandoned. 
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Conclusion

As a member of the G 20, 
South Africa must comply 
with directives from this 
body. However, there is a 
concern that being part of 
this global reform agenda 
could mean changes which 
do not give credit to the 
underlying soundness of the 
local banking industry. This 
is most relevant regarding 
liquidity reforms, as the 
closed nature of the South 
African economy is a 
shielding and protective one. 
Measures being proposed 
could negatively, and 
unnecessarily, affect local 
banks and the economy. 
However, we would have to 
comply with these 
regulations or risk isolation 
and declining credibility in 
the international financial 
markets. Some banks have 
already started to build up 
liquid asset reserves but may 
still find it difficult to meet 
the required levels for 
reasons mentioned above.
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Credit risk management and 
modelling in a post-financial 
crisis landscape
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Sound credit risk management lies at 
the heart of every bank’s risk 
management and business operations.  
The global financial crisis highlighted a 
need to review the current impairment 
accounting framework for financial 
assets, resulting in International 
Accounting Standard 39 – Financial 
instruments: Recognition and 
Measurement (“IAS 39”) potentially 
reaching its expiry date.  But how did 
the global financial crisis impact 
impairment of financial assets, what 
does IAS 39 prescribe in this regard and 
what are the shortfalls of this 
methodology? More importantly, how 
will the newly-suggested expected loss 
impairment methodology work and 
what challenges does this pose for local 
and global banks? 

A global crisis and a local recession

The global financial crisis and its 
far-reaching consequences have re-
emphasised the fact that credit risk 
remains one of the key financial risks 
facing the banking industry and 
economies worldwide. It was no surprise 
that credit risk was rated the number 
two Banking Banana Skins* risk 
worldwide, taking the number one slot 
in emerging economies such as ours.  

Globally, consumer impairments 
reached soaring levels combined with a 
large number of corporate and bank 
failures for the period 2007 to 2009. 
South Africa did not escape the effects 
of the global crisis and although no large 
corporate or bank failures were 

observed locally as a direct result of the 
global financial crisis, consumers bore 
the brunt of the crisis in the form of a 
global recession. The combination of all 
these events highlighted significant 
weaknesses in the current credit risk 
management and reporting frameworks. 

Management and reporting of 
credit risk today

The management and reporting of credit 
risk from an accounting perspective is 
currently covered by IAS 39 pertaining 
to impairment for assets carried at 
amortised cost. The measurement and 
reporting of capital from a regulatory 
perspective is covered under the Basel II 
accord (Basel II) for capital 
management. Whilst many of the 
requirements and source data used to 

calculate capital and impairments may 
be similar under both approaches, the 
objectives of IFRS and Basel II differ 
fundamentally.  The main objective of 
International Financial Reporting 
Standards is to ensure that banks’ 
financial statements adequately reflect 
losses incurred at balance sheet date, 
whilst Basel II primarily aims to ensure 
that banks have sufficient capital to 
support unexpected losses over a 
12-month horizon. Although not 
specifically included in the calculation 
of a bank’s risk-weighted assets, Basel II 
does require banks to compare their 
Basel provisioning levels to their best 
estimate of expected loss (BEEL) to 
ensure they have adequate capital to 
also cover expected losses over a 
12-month horizon. 

“Credit risk is a complex and subtle beast. 
Even if the upturn continues it will manifest 
itself in a number of different ways.” 
UK banking consultant, 2010 Banking Banana Skins.

Costa Natsas
Partner 
+27 11 797 4105 
costa.natsas@za.pwc.com

Emmarentia Naude
Senior Manager 
+27 11 797 4439 
naude.emmarentia@za.pwc.com

*Banking Banana Skins 2010
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Basel II therefore seeks to provide a 
stable level of capital over the economic 
cycle whilst IFRS seeks to reflect 
economic volatility in impairment 
levels. The main difference is illustrated 
in the diagram below and it is clear that 
there is a risk of “shortfall” between the 
accounting incurred loss model and the 
Basel II expected loss model. 

O
bj

ec
tiv

e 
ev

id
en

ce
 o

f im
pa

irm
en

t

Observable data indicating there is a measurable decrease in cash flows since initial 
recognition, although decrease cannot be identified on any individual asset due to: 
1. Adverse change in payment status of borrowers.
2. Changes in national or local economic conditions.

Actual breach of contract (e.g. Default or delinquency in interest or principal payments)

Borrower granted concessions due to financial difficulties

Probability of bankruptcy or financial reorganisation

Disappearance of an active market in the asset

Issuer has significant financial difficulty

Impairment provision

Total losses
Basel II

IAS 39

Expected Unexpected

Incurred

Capital
“Shortfall”

Is IAS 39’s incurred model flawed?

Subsequent to the global financial crisis 
many people criticised IAS 39 for only 
recognising expected losses when 
incurred, the so-called ‘too little too late’ 
theory. Let’s recap on the requirements 
of IAS 39.

IAS 39 defines impairment as the 
difference between the financial asset’s 
carrying amount and the present value 
of estimated future cash flows 
(excluding future credit losses that have 
not been incurred), discounted at the 
financial asset’s original effective 
interest rate. The incurred loss model 
allows for impairments to be raised on 
portfolios of loans where there is 
observable data to suggest deterioration 
in the expected cash flows from these 
assets since their initial recognition. The 
standard provides examples of “triggers” 
for the identification of such 
deterioration.  

Objective evidence of impairment per 
IAS 39 can be summarised as per the 
diagram below:
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An incurred loss at balance sheet date is 
one where the trigger event that gives 
rise to an impairment loss has already 
happened. In contrast, an expected loss 
is one that is anticipated - irrespective of 
whether the trigger event has happened 
at balance sheet date.  

IAS 39 specifically states that losses that 
are expected as a result of future events, 
“no matter how likely” are not 
recognised, as there should be objective 
evidence of impairment. The current 
incurred loss model also assumes that a 
loan will be repaid in full unless 
contradicting evidence of impairment 
arises. 

A new way of calculating 
impairment?

In response to the global financial crisis 
and criticism of the current incurred loss 
impairment model, the International 
Accounting Standards Board (“IASB”) 
drafted a new exposure draft (“ED”) 
issued in November 2009 – “The 
expected loss methodology for  
accounting for impairment of financial 
assets carried at amortised cost”.  

The expected loss methodology aims to 
negate some of the shortcomings of the 
current incurred loss model through:

• Elimination of the need for trigger 
events to occur before the 
recognition of a credit event and 
subsequent recognition of 
impairment.

• Elimination of judgment and 
subsequent inconsistencies applied 
by various entities in identifying the 
above-mentioned trigger events. 
However as discussed below, 
judgment will always be inherent 
when considering impairments. 

• Earlier recognition of losses and 
enhanced assessment of the financial 
position of entities. 

• Alignment of the profitability/pricing 
of loans to impairments by 
recognising that pricing already 
includes an element of credit risk. 
This approach effectively separates 
credit risk from the return on the 
asset and enables banks to recognise 
impairments over the expected 
lifetime of the financial assets to 
reflect the “real” credit risk as it is 
currently managed by banks.

The IASB requested various parties 
including accounting bodies, banks, 
corporate and auditing firms to provide 
comments on the proposed expected 
loss methodology. The ED is currently in 
the process of being finalised but lets 
take a look at:

• What was proposed in the ED?

• What feedback did the IASB receive 
from respondents to the ED

• How has the IASB considered the 
feedback it received?

Unlocking the complexities of an 
expected loss methodology 

The expected loss methodology is set to 
significantly change the way we account 
for impairments. Simplified, the 
expected loss model in the November 
ED required banks to:

• Determine the expected credit losses 
on a financial asset when the asset is 
first recognised.

• Recognise contractual interest 
revenue, less the initial expected 
credit losses, over the lifetime of the 
financial asset. This will require the 
use of an integrated effective interest 
rate calculation for amortised cost 
using expected cash flows (including 
future cash flows).

• Build up impairment of expected 
losses over the lifetime of the 
financial asset.

• Continuously reassess expected cash 
loss.

• Immediately recognise the effects of 
any changes in the credit loss 
expectation.

• Represent the present value of the 
expected cash flows over the 
remaining life of the financial asset 
discounted at the original effective 
interest rate on the balance sheet.

At the heart of any impairment 
methodology lie state-of-the-art 
impairment models. How will credit 
modelling change and what challenges 
does the new expected loss methodology 
present to banks and auditors?

Due to the incurred loss principle being 
applied for impairment, current credit 
modelling projections are done over a 
reasonably short period for most 
portfolios. The projection period is 
limited to the time it takes between one 
becoming aware of the incurred event 
(the point which many banks define as 
the first payment being missed) and 
eventual default (usually a maximum of 
18 months). Although moving to an 
expected loss regime will not necessarily 
change the modelling methodologies 
applied, the time horizon over which 
these projections need to be done will 
lengthen considerably. 
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The current ED requires one to assess 
cash flows over the effective term of a 
loan. This will, in turn, make 
assumption setting a much more 
challenging and possibly more 
subjective exercise, especially in the 
absence of adequate data. How, for 
example, will one set the assumption of 
a mortgage holder, currently in the first 
year of his mortgage, defaulting on the 
loan in year seventeen? Projections over 
lengthy horizons are however nothing 
new in the financial services industry. 
Actuaries in life insurance companies 
have been projecting the expected cash 
flows of life insurance policies for years, 
showing that it is possible. Banks will, 
however, need to get up to speed quickly 
in terms of data collection and 
assumption setting if this requirement 
materialises. 

Other key considerations and challenges 
in considering the expected loss 
approach include:

• Identification of available and 
reliable data sources to forecast 
expected losses. Data sources can 
include both internal and external 
data such as internal historical credit 
loss experience, internal ratings, 
credit loss experience of other 
entities, external ratings, reports, 
statistics or peer group data. Special 
consideration should be given to 
traditionally low default corporate 
portfolios.

• How historic credit loss information 
will be adjusted to reflect current 
and future economic conditions.

• Assessment of system requirements 
such as the recording and 
measurement of the effects of an 
effective interest rate, and the 
accurate, timely updating of risk 
systems with all credit loss 
information.

• How high-volume, low-value loans 
will be stratified and grouped.

• How changes in expected losses will 
be monitored on an ongoing basis 
and how accounting records will be 
updated in a timely manner.

• How to leverage off knowledge gained 
in the insurance industry on long-
term assumption setting.

• Ensuring that modelling teams have 
sufficient insight into the new 
requirements and have the 
appropriate skills mix.

• Implementing robust governance 
procedures around the development 
of the new models and ensuring 
technical committee members who 
approve the final models have 
sufficient knowledge of the new 
accounting requirements to challenge 
modelling assumptions and 
methodologies applied.

What have been the comments received 
to date from respondents to the ED?

1. Respondents were supportive of a 
move to an expected loss model for 
impairment requirements.

2. Operationally many felt, the expected 
cash flow (ECF) approach in the ED 
was too difficult to apply. Operational 
concerns include the lack of historical 
data, and the fact that an integrated 
EIR will be required. Many 
respondents believe that the EIR 
calculation should be performed 
separately to the expected loss 
calculation (the so called decoupled 
approach).

3. Certain measurement principles were 
deemed too prescriptive or 
inconsistent with other parts of the 
ED. For example, many respondents 
believe that the requirement to 
immediately recognise changes in 
estimates of expected loss in the 
statement of comprehensive income is 
inconsistent with the objective of an 
amortised cost measurement model. 
Many banks in the industry have 
suggested various alternatives to the 
recognition of changes in expected 
loss. For example, many believe this 
“change” should be allocated over the 
remaining life of the asset. Other 
alternatives include, a partial ‘catch-
up’ approach, where one records 
immediately amounts that would 
have been recorded from the 

beginning of the instrument’s life up to 
the point in time such change occurs, 
and allocating the remaining change 
over the remaining life of the asset.  
Also, many respondents found the 
wording in the ED unclear as to 
whether the ED approach would 
require one to consider future 
information when estimating future 
cash flows. 

4. A few respondents introduced the 
concept of a good book/bad book 
model which is based on the way many 
entities manage their books. 
Respondents that have commented on 
this model suggest that the full 
amount of the updated expected loss 
be recognised for the “bad book”, 
whereas the expected loss of the “good 
book” is allocated over the total life of 
the portfolio by building an allowance 
that at each measurement date is 
based on a time proportion approach.

5. Respondents felt there was a lack of 
consideration for non-financial entities 
which may have mostly non-interest 
bearing financial instruments, and for 
investment-grade bond portfolios. 
Respondents from non-financial 
institutions and those with a 
professional interest in non-financial 
institutions commented on a need for a 
different approach for non-interest 
bearing financial instruments (eg 
short-term trade receivables) and 
non-financial institutions, in general.

6. When it comes to presentation and 
disclosure requirements, respondents 
felt the ED requirements were too 
onerous and voluminous.

7. Most respondents welcome practical 
expedients, but felt the need to be 
more flexible. Many felt certain 
definitions were too restrictive. For 
example, many respondents 
commented that the definition of 
‘non-performing’ was too restrictive, 
and entities should be allowed to 
define a non-performing asset in 
accordance with their own internal 
policies, and that bright lines for 
definitions should not be provided by 
the IASB. 
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8. Many respondents commented on 
the need to develop a converged 
model with the FASB. 

The road ahead

The new IFRS statement is expected to be released towards the end of January 2011 
with adoption in 2013. The IASB Board expects to permit early application of the IFRS. 
Whether the methodology as described above is implemented in its expected form 
remains to be seen. It is generally accepted in the market that the incurred loss model 
has reached its expiry date and that, going forward, the expected loss impairment 
methodology is here to change the impairment landscape. Given that the expected loss 
impairment approach is imminent, the sooner entities consider systems, data, resource 
and other requirements the more prepared they will be to consider the numerous 
challenges the new impairment standard will offer. 

The Board tentatively decided to 
permit the use of a ‘decoupled’ 
effective interest rate (i.e. the 
expected loss estimate and effective 
interest rate are calculated and 
accounted for separately over the life 
of the portfolio).

Although many alternatives have been 
considered, at the joint FASB and 
IASB December meeting, the joint 
boards considered the following three 
methods for accounting for credit 
impairment:

1. Immediate recognition of losses 
expected to occur over a period 
shorter than the expected life of 
the loan (for example, a reliable 
period in the future).

2. Recognition of lifetime expected 
credit losses using a time 
proportionate approach for a good 

Anticipated changes to the November ED, following discussions 
taking place at the IASB subsequent to receiving the comment letters 
to the ED

book and full recognition of 
lifetime expected losses for a bad 
book. (A variation of this 
approach was also discussed, 
which would establish a floor for 
the good book allowance). 

3. Same as the second method but 
with a mechanism to accelerate 
recognition of expected losses in 
a good book to accommodate 
‘front loaded’ expected loss 
recognition patterns.

The IASB Board indicated that 
short-term trade receivables should 
be excluded from the scope of the 
impairment ED and should instead 
be considered when the 
measurement of revenue (which is 
also the initial measurement of a 
trade receivable) is decided as part 
of its project on revenue recognition.
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Marginalising Embedded Values
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Are Embedded Values still needed and is there a 
substitute?

Embedded Values have long been a 
fundamental tool for understanding 
insurers. With both International 
Financial Reporting Standards (IFRS) 
and regulatory reporting rules 
changing, Embedded Values may 
disappear entirely. Will this lead to 
improved valuations for insurers - or 
will the additional changes further 
frustrate and deter investors?

Insurance financial reporting is 
again undergoing extensive change

The International Accounting Standard 
Board (IASB) and the Financial Services 
Board (FSB) have serendipitously or 
otherwise arrived at the same 2014 date 
for far-reaching changes to accounting 
standards and regulatory reporting 
rules, with the aim of dramatically 
improving reporting for insurers. 

The question is, what does this mean for 
Embedded Value reporting?

An Exposure Draft of the new IFRS 4 is 
out for comment with far-reaching 
implications. IAS 18 is being revisited 
with a controversial impact on profit 
recognition for investment management 
business. IAS 39 (in the process of 
becoming IFRS 9) may result in 
modifications for investment contracts.

Critically, Solvency Assessment and 
Management (SAM) in South Africa is 
being developed from the framework of 
Solvency II in Europe. SAM will result in 
an all-new Insurance Act and critical 
changes to regulatory reporting 
measures.

Revisiting Embedded Values

Embedded Values were originally 
created because prudent regulatory 
measures of liabilities (actuarial 
reserves or technical provisions) were 
also used to determine the Net Asset 
Value of insurers for investors. This 
prudence (embedded into liabilities 
through the use of margins) obscured 
the shareholder value in excess of the 
shareholders’ Net Asset Value. The 
measurement of this value is called the 
Value of In-Force (VIF) or Present Value 
of Future Profits (PVFP).

Different regulatory and accounting 
rules between countries, and even 
between companies within the same 
country, limit the usefulness of the 
traditional balance sheet and income 
statement. Embedded Values have given 
a clearer picture of the value of an 
insurer’s existing business; the changes 
in the Embedded Value over time 
provide a more reliable measure of value 
creation.
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IFRS4 aims to ensure the income 
statement is a useful measure of 
performance over a period, with the 
balance sheet receiving secondary 
consideration.

The margins included in the IFRS 4 
liabilities reflect shareholder value 
embedded in prudent liabilities; exactly 
the problem Embedded Values were 
created to deal with.

Further, the proposed transition 
arrangements will measure liabilities for 
policies in force at transition so 
differently from new contracts, that the 
income statement and balance sheet will 
require unscrambling for more than a 
decade for some insurers.

Lastly, the treatment of investment 
contracts and insurance contracts still 
differs such that otherwise similar 
policies can have very different 
liabilities and patterns of profit 
recognition.

This is not the solid foundation needed 
to make sound economic decisions.

SAM – a surprising solution

SAM’s purpose is to ensure insurers 
have sufficient assets available to meet 
policyholder obligations when they fall 
due. However, the way Solvency II 
achieves this is by measuring assets and 
liabilities on a near-market-consistent 
basis; including a risk margin calibrated 
to provide shareholders with an 
adequate return on the regulatory 
capital required to back the business.

It is almost certain that SAM will follow 
this exact route too.

European Embedded Values were hailed 
as an imperfect improvement. Market-
Consistent Embedded Values, arriving 
on the eve of the Global Financial Crisis, 
were both revered and reviled.

Market-Consistent Embedded Values’ 
basic tenet is that assets and liabilities 
should be measured consistently with 
the observable prices of traded 
instruments. An additional cost of 
capital for risks that cannot be 
completely hedged is deducted from the 
value to reflect the increased returns 
that shareholders will require for 
bearing this risk.

The complex calculations underlying 
this method are frequently 
misunderstood, but, applied correctly, 
provide an objective measure of value 
far less distorted by assumptions about 
future economic conditions or 
investment performance than previous 
Embedded Value methodologies.

Is the proposed accounting 
treatment a solution?

The IASB focuses on useful, internally-
consistent accounting standards that 
follow on from fundamental accounting 
principles. The application of IFRS 4 
internationally will increase consistency 
across reporting, but the modified 
fulfilment value measurement approach 
chosen provides no guarantee that the 
resultant balance sheet is a useful 
starting point for company valuation or 
a tool in management decision-making.

The modified fulfilment value measure 
approximates what it will cost the 
insurer to fulfil its obligation towards its 
policyholders, adjusted upwards to defer 
upfront profits. This can be very 
different from what a third party would 
pay for the business.

Embedded Values were expanded to 
include the expected future profits 
arising out of annually-renewable 
business (such as group life, short-term 
insurance, health administration and 
asset management), in addition to the 
value embedded in prudent actuarial 
liabilities for long-term contracts.

Embedded Values are also flawed. 
Problems included crude adjustments 
for risk that don’t change in response to 
changes in risk, and technical 
weaknesses resulting in valuations 
inconsistent with observable prices for 
traded instruments.

Tellingly, listed insurers in South Africa 
almost invariably trade in the market at 
a persistent discount to their Embedded 
Values.

The CFO Forum in Europe tried to 
address these concerns and provide 
consistency of Embedded Values sorely 
missing in Europe. It did this by first 
standardising European Embedded 
Values then providing a formal 
definition of Market-Consistent 
Embedded Values.
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This metric is very similar to a Market-
Consistent Embedded Value, down to 
the allowance for an illiquidity 
adjustment to the discount rate in some 
situations, and no allowance for own 
credit risk. Importantly, most future 
premium increases will be factored into 
the measure on an expected basis, 
removing a key difference between 
currently regulatory measures and 
Embedded Values.

There remain subtle differences, 
particularly with respect to the 
magnitude of the cost of capital and 
which future profits are factored into the 
calculation for annually-renewable 
business, or where the policy can be 
repriced during its term. Tax may 
represent the biggest single adjustment 
required.

Details on some of the necessary 
adjustments are covered in Box One.

Both measures treat insurance and 
investment contracts consistently, value 
assets at market value and liabilities in a 
market-consistent manner (including 
embedded options and guarantees), 
focus on getting the balance sheet 
correct and apply a cost for holding 
capital against unhedgeable risks.

The new measure for mergers and 
acquisitions

Traditionally, transactions have been 
performed at or around Embedded 
Value, with a key intangible asset 
created on the acquirer’s balance sheet 
being the “value of business acquired” 
relating to the VIF of the acquired 
company.

Under the new dispensation, it is likely 
that an adjusted SAM value will form 
the base for transactions, with the 
difference between this value and the 
IFRS4 best estimate plus risk margin 
treatment going to a residual margin if 
positive - or goodwill if negative.

Marginalising Embedded Values

Insurance is a complex industry with 
insurance, market and credit risks of a 
nonlinear nature buried inside the 
numbers. Superficial valuation 
approaches which consider only 
expected cashflows or projected 
dividends alone, are at risk of 
misestimating value when underlying 
factors or economic conditions change. 

Box One 
Adjustments to SAM required to replace 
Embedded Values
There are several critical adjustments that must be made to SAM measures of 
net asset value before they can be used as a measure of shareholder value. 
These items are some of the primary areas to be considered for adjustment:

• Shareholder taxes and treatment of deferred tax assets and liabilities

• Impact of non-economic boundaries of the contract

• Factoring in value from expected renewal of repriceable business

• Value from short-term insurance, health insurance and other assets not 
included at economic value under SAM

• Changes to the size of the risk margin due to a different cost of capital 
assumption

• Further changes in the size of risk margin if economic capital is viewed 
differently from regulatory capital

• Change in value for an adjustment to the liquidity premium used if the 
users’ view differs from the prescribed rules

• Allowance for goodwill and the value of future new business if an appraisal 
value is required

A coherent, consistent and reliable 
measure of the economic value of 
insurers is still required.

It is likely that Embedded Values will 
mostly fall by the wayside, succeeded 
not by updated accounting standards, 
but by the new regulatory rules of SAM.

The adjustments to the SAM value are 
critically important for analyst 
interrogation, acquirer consideration 
and management targeting. Thus, 
Embedded Values may live on as a 
formalised set of adjustments to SAM 
reporting measures, but must surrender 
their place of pride as the guiding light 
in insurance financial reporting.
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 How many valuation bases?
Worst case scenario
Despite efforts to limit the number of different reporting requirements, there 
is a risk that irreconcilable differences between bases will result in up to five 
different valuation bases. If management does not adopt another existing 
measure as its internal metric, and if South African Reserve Services (SARS) 
decides to adopt a different measure of taxable surplus (or stays on our current 
measure) and Embedded Value reporting discards SAM as a base, we could 
end up with the following five bases:

• IFRS

• SAM

• Embedded Value

• Tax

• Internal management reporting
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Best case scenario
The best case scenario is where tax follows either IFRS or SAM with 
adjustments and management / shareholder reporting is based on an adjusted 
SAM basis. This reduces the number of reconciliations required and 
streamlines decision-making.

The differences between IFRS and SAM at this stage appear wide and 
therefore entirely separate valuations will still be required.

• IFRS

• SAM

• Adjusted SAM for shareholder reporting and management information
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Creating binding obligations for 
the benefit of policyholders.
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In 2008, the Insurance Laws Amendment Act 
introduced the concept of binder agreements in 
Section 49A of the Long-term Insurance Act. It 
also introduced Section 48A to the existing 
provisions in the Short-term Insurance Act, to 
address difficulties in interpreting the existing 
provisions. These new sections of the Acts have 
not yet come into force. Regulations were deemed 
necessary to explain what was envisaged in the 
amendments and new provisions.

The Financial Services Board issued the 
draft regulations in this regard for 
public comment in September 2010.

This article summarises the more 
pertinent aspects of the proposed 
regulations and the likely effect on the 
insurance industry. 

What is a binder agreement?

A binder agreement is an agreement 
between an insurer and a third party, 
known as the binder holder, in terms of 
which the insurer mandates the binder 
holder to perform certain functions for 
and on behalf of the insurer in 
connection with the administration of 
insurance policies.

What were the deficiencies in 
existing legislation relating to such 
agreements?

There are currently no long-term 
insurance regulations with respect to 
such relationships between long-term 
insurers and providers of the above-
mentioned services. New legislation is 
therefore required to regulate these 
arrangements.
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In respect of short-term insurance, while 
the current Section 45 of the Act 
stipulates that independent 
intermediaries can only hold or deal 
with any premiums in respect of 
short-term policies if authorised to do so 
by the short-term insurer, the following 
limitations have existed to date:

• Agreements between insurers and 
third parties are not always 
concluded in writing, resulting in a 
lack of clarity as to the rights and 
obligations of the concerned parties.

• The third party could further 
delegate certain functions without 
the knowledge and permission of the 
insurer. The control by the insurer 
over the provision of services to 
policyholders was therefore 
diminished.

• Certain services rendered as an 
intermediary and those rendered in 
terms of a binder agreement may be 
the same, resulting in circumvention 
of existing commission regulations.

• Possible conflicts of interest emerged 
when services as an independent 
intermediary and services in terms 
of a binder agreement were rendered 
by the same person.

• There is always a risk that an insurer 
may not accept liability for the 
actions of the third party.

• A risk also exists that termination of 
such agreements would result in 
some insurance business sold not 
being registered, contravening the 
Act.

These deficiencies resulted in 
circumstances where the interests of 
policyholders were not always protected 
when entering into transactions on their 
behalf.

What do the amendments and 
proposed regulations seek to 
achieve?

To address the gaps highlighted above 
and to ensure that the interests of 
policyholders are always protected, the 
following broad principles have been 
applied in drafting the amendments and 
regulations to govern binder agreements 
in the future:

• Accountability of the insurer – 
the insurer remains responsible for 
compliance with all aspects of the 
Act irrespective of the fact that the 
insurer outsources some of its 
functions.

• Promotion of responsible 
outsourcing – the insurer must 
ensure that the agreements and the 
oversight and management of the 
agreements facilitate the insurer’s 
compliance with the Act and the fair 
treatment of policyholders.

• Promotion of policyholder 
protection – under no 
circumstances may the interests and 
fair treatment of policyholders be 
prejudiced by the outsourcing 
agreements.

• Avoidance of conflicts of 
interest – any potential conflicts of 
interest that may arise where an 
intermediary is also a binder holder 
must be avoided.

Legislative provisions included in 
the Insurance Amendment Act with 
respect to Binder Agreements

The legislative provisions in the Long-
term and Short-term Insurance Acts 
provide that in terms of a written 
agreement (being the binder 
agreement), an insurer may permit the 
binder holder to perform the following 
functions on its behalf:

• enter into, vary or renew a policy;

• determine the wording of the policy;

• determine the premiums under the 
policy;

• determine the policy benefits; and

• settle claims under the policy.

The binder agreement must also provide 
for disclosure to the policyholder of the 
name of the insurer and the 
remuneration payable to the binder 
holder. The binder holder is required to 
maintain proper records in respect of 
this business. The insurer, its actuary 
and auditors are to have access to these 
books and records at any time.

A binder holder may not add an amount 
to the premium determined or deduct an 
amount from the policy benefits.

The legislation also stipulates that the 
insurer remains responsible for 
compliance with the Act and is liable for 
claims arising under such policies.
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Key provisions included in the draft 
regulations on binder agreements

The draft regulations provide further 
guidance on the application of the 
proposed legislation requirements. The 
key provisions in this regard are 
summarised below.

An insurer may have a binder agreement 
only with one or more of the following 
persons:

• a non-mandated intermediary;

• an underwriting manager; or

• in the case of a long-term insurer, an 
administrative Financial Services 
Provider.

A non-mandated intermediary is defined 
as a representative or an independent 
intermediary that does not hold a 
written mandate from a policyholder or 
potential policyholder that authorises 
that intermediary to terminate the 
policy of the policyholder or perform 
any act, in relation to a policy, that 
legally binds that policyholder or 
potential policyholder. A non-mandated 
intermediary may be a binder holder for 
all types of business or only certain 
categories. The categories of business for 
which the binder agreement is 
applicable must be specified in the 
binder agreement.

An underwriting manager is a person 
rendering services to an insurer only 
and therefore acts as the agent of the 
insurance. An underwriting manager 
does not render services as an 
intermediary. An underwriting manager 
who is a binder holder in respect of 
certain types of insurer policies cannot 
also be a binder holder for another 
insurer in respect of the same types of 
policies.

An administrative Financial Services 
Provider acts as the agent of the insurer 
but may hold a written mandate from a 
policyholder to change the underlying 
investment portfolio of a policy.

As per the legislation, an insurer may 
permit a binder holder in terms of a 
written binder agreement to enter into, 
vary or renew a policy or to settle a 
claim. To “enter into” a policy is defined 
as any act resulting in an insurer 
becoming liable to provide policy 
benefits under a policy where that 
insurer becomes aware of such liability 
only after it has arisen.

Similarly, to “settle a claim” means 
accepting a claim, determining the 
liability of an insurer under a claim for 
policy benefits, or rejecting or refusing 
to pay a claim.

The draft regulations prohibit a binder 
holder from delegating binder functions. 
A binder holder may however outsource 
functions outside the definition of 
binder functions.

The binder agreement must specify the 
following:

• the duration of the agreement;

• the level and standard of services to 
be rendered by the binder holder;

• the disclosures to be made and 
information to be provided to 
policyholders;

• the type and frequency of reporting 
by the binder holder;

• the manner in which an insurer must 
monitor the binder holder’s 
performance and compliance with 
the binder agreement;

• the intervals (not longer than 60 
days) at which the policyholder’s 
information will be updated by the 
binder holder in the records of the 
insurer;

• any warranties or guarantees to be 
furnished and insurance to be 
secured by the binder holder in 
respect of its ability to fulfil its 
contractual obligations;

• a dispute resolution process;

• a termination period of at least 90 
days. This period is necessary to 
provide for the orderly winding-up of 
the binder agreement; and to

• provide for service continuity if the 
binder holder is no longer able to 
conduct business.
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The binder agreement must limit the 
discretion of the binder holder in respect 
of the maximum value of policy benefits 
that may be determined under each 
policy or the maximum value of any 
claim that may be settled by the binder 
holder. The discretion used in 
determining the morbidity, mortality or 
other risk factors to be considered in 
varying or renewing a policy or 
determining policy benefits must also be 
limited in terms of the binder 
agreement.

The agreement must also specify that:

• the insurer has continued access to 
the policyholder and policy 
information held by the binder 
holder.

• the binder holder commits to 
maintaining appropriate 
management systems, risk 
management systems and 
information technology systems to 
render the services under the binder 
agreement.

A binder agreement with a non-
mandated intermediary may not 
authorise the binder holder to:

• refuse to renew a policy;

• reject or refuse to pay a claim;

• terminate, repudiate or deny an 
insurer’s liability; or

• declare a policy void.

A binder agreement may not regulate 
any other arrangement or relationship 
with the binder holder and may not 
prohibit the insurer from 
communicating directly with any 
independent intermediary or 
policyholder.

All costs associated with the policy 
should be determined by the insurer and 
be included in the gross premiums of the 
policy. An insurer may pay a binder 
holder a fee for the services rendered 
under the binder agreement. The fee 
must be reasonable to cover the actual 
costs of the binder holder with 
allowance for a reasonable rate of return 
for the binder holder, but may not be 
based on a percentage of the difference 
between the claim value and the amount 
actually paid. This is necessary to avoid 
circumvention of commission 
regulations and the provision of 
inappropriate incentives. Fees payable to 
non-mandatory intermediaries must be 
disclosed to the policyholders.

Only an administrative Financial 
Services Provider or underwriting 
manager may share in the profits of the 
insurer attributable to the policies 
referred to in the binder agreement.

An insurer must inform the Registrar in 
writing within 30 days of giving or 
receiving notice of termination of a 
binder agreement of:

• the date on which the binder 
agreement will terminate;

• the reasons for termination;

• how the policies to which the binder 
agreement relates will be dealt with; 
and

• how any legislative requirements 
relating to the termination will be 
complied with.

In terms of the transitional provisions, 
binder agreements concluded before or 
on the date on which the regulations 
become effective must be aligned with 
the requirements of the regulations 
within one year of the regulations’ 
effective date.
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Conclusion

The new legislation and regulations are 
expected to formalise and standardise 
agreements with providers such as 
underwriting managers and ensure 
proper accountability, governance and 
risk management of binder functions 
performed on behalf of insurers. 
Non-compliance with the Act or the 
regulations is a criminal offence that 
may be referred to the enforcement 
committee and insurers are therefore 
encouraged to review all existing 
agreements and take the requirements 
of the regulations into account in 
drafting current and future 
arrangements to ensure compliance 
with the Act.
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Service organisations:
A new standard for internal 
controls reporting
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Organisations that provide services to their 
customers (“service organisations”), that impact 
financial reporting processes, are often subject to 
audits of the processes executed on behalf of their 
customers. 

Statement on Auditing Standards (SAS) 
No. 70 has long been the governing 
standard in the US for performing these 
audits and giving the service 
organisation a mechanism for providing 
an independent audit report to their 
customers and their customers’ auditors. 
Third party assurance reports provide 
customers of the service organisation 
with information on the internal 
controls over these processes. The 
requirements and guidance for US 
auditors reporting under SAS 70 will be 
superseded by the recently released 
Statement on Standards for Attestation 
Engagements 16 (SSAE 16). SAS 70 was 
also used extensively outside the US as 
most countries do not have their own 
standard for performing service 
organisation audits. This led to the 
creation of an international standard, 
International Standard on Assurance 
Engagements 3402 (ISAE 3402). The 
international standard will provide a 
reporting option for service 
organisations with the need for a global 
attestation standard to deliver 
consistent reporting worldwide.

Although initial discussions on these 
new standards considered broadening 
the scope beyond financial reporting, 
the final standards both focus on the 
controls at service organisations that are 
likely to be relevant to a customer’s 
internal control over financial reporting. 
The standards are effective for reports 
with periods ending on or after 15 June  
2011. While SSAE 16 and ISAE 3402 
have some minor differences, they are 
substantially the same. Although many 
companies in the US are not opting for 
early adoption of the new SSAE 16, 
there are indications that many non-US 
based companies are opting for early 
adoption of ISAE 3402. This is 
particularly relevant for companies 
based in countries that currently do not 
have a local auditing standard for 
service organisation audits, such as 
South Africa.

Benefits of a New Standard

• First, it would provide more 
consistent reporting globally. This 
benefits the users of the reports as 
they would no longer be required to 
understand or interpret multiple 
reporting standards.
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• Second, although the standard is 
limited to reporting on controls for 
financial reporting, there are 
instances where the scope may be 
broadened. An example of this is 
within a back office support 
administration. The service 
organisation’s controls over the 
acceptability of investment 
transactions from a regulatory 
perspective may be considered 
relevant to a user organisation’s 
presentation and disclosure of 
transactions and account balances in 
its financial statements. Professional 
judgment should be used to 
determine whether controls at a 
service organisation related to 
operations and compliance are likely 
to be relevant to user organisations’ 
internal control with regards to 
financial reporting.

• Third, management of the service 
organisation is required to provide a 
formal assertion acknowledging its 
responsibilities for the controls. This 
provides the user auditors and user 
organisation with a greater level of 
comfort.

• Fourth, auditors in countries which 
did not have their own standard will 
now have clear guidance regarding 
their duties in reporting, which 
would also lead to more consistency.

Key similarities and differences 
between ISAE 3402 and SAS 70

Similarities

• For both standards the scope is 
focused on controls that are likely to 
be relevant to user entities’ internal 
control over financial reporting.

• Type 1 and Type 2 reports may be 
issued by the service auditor (In a 
Type 1 report the service auditor 
opines on the design of the controls 
whilst for a Type 2 report the service 
auditor opines on design as well as 
the operating effectiveness).

• Reports may include (inclusive 
method) or exclude (carve-out 
method) services provided by 
sub-service organisations.

• A service organisation’s description 
of controls under SAS 70 generally 
will provide a basis for the system 
description under ISAE 3402.

• The service auditor’s report is 
restricted to service organisation 
management, user entities of the 
service organisation and the user 
auditors.

Differences

• The new standard is an attest 
standard, not an audit standard; a 
separate audit standard addresses 
the requirements of the user auditor 
(refer to ISA 402).

• Management of the service 
organisation is required to provide a 
written assertion. In a Type 2 report, 
this assertion should state, amongst 
other things, that the system 
description in the report fairly 
presents the service organisation’s 
system for processing customer 
transactions and that the controls 
related to the control objectives 
stated in their system description 
were suitably designed and operated 
effectively throughout the period.

• Sub-service organisations are 
required to provide a similar 
assertion when the inclusive method 
is used.

• In a Type 2 report, the service 
auditor opines on the suitability of 
the design of controls related to the 
control objectives throughout the 
entire period, as opposed to at a 
point in time.

• The service auditor is required to 
disclose any reliance on the work of 
Internal Audit (or other independent 
management testing functions) 
within the report.

• The format of the service auditor’s 
opinion will change. For example, 
the audit opinion will now include 
the fact that the service 
organisation’s management is 
responsible for the preparation of the 
description and the accompanying 
assertion. It will also include the 
criteria in forming the audit opinion, 
i.e. in the case of a Type 2 report:

 � the description fairly presents the 
service organisation’s system that 
had been designed and 
implemented throughout the 
specified period;

 � the controls related to the control 
objectives stated in the service 
organisation’s description of its 
system were suitably designed 
throughout the specified period; 
and

 � the controls tested operated 
effectively throughout the 
specified period.

The Impact on the Service 
Organisation

Service organisation management 
should consider performing both 
comprehensive design effectiveness 
analysis and operating effectiveness 
testing to identify control gaps, prior to 
performing an attestation of any new 
control activities. This pre-assessment 
would enable management to undertake 
remedial action, as necessary, to address 
any design or operating effectiveness 
observations prior to commencing the 
attestation. However, the overall impact 
of the changes on service organisations 
should not be significant.
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The Impact on the User 
Organisation

The outsourcing business in South 
Africa is experiencing significant 
growth, with more companies looking 
towards the possibility of outsourcing 
non-core but critical functions related to 
finance, information technology and 
operations. Today, outsourcing is 
particularly prevalent in the financial 
services industry – for example, asset 
managers often outsource their back 
office support, administration and/or 
compliance functions. A third party 
assurance report provides the user 
organisation with key information about 
the internal controls at the service 
organisation. This should provide the 
management of the user organisation 
with a degree of comfort over controls in 
place at the service organisation. It 
should also reduce costs for the user 
organisation as it usually results in 
reduced queries and testing by other 
user auditors.

ISA 402 and its relationship to ISAE 
3402

ISAE 3402 is not an audit standard; 
however it provides guidance on third 
party assurance reports issued by 
service organisations. The audit 
standard that relates to an entity using a 
service organisation is ISA 402. This 
standard addresses the requirements of 
the user auditor. It states that the nature 
and the extent of the work performed by 
user auditors regarding the services 
provided by the service organisation 
depend on the significance of those 
services. When evaluating a third party 
assurance report, the user auditor 
should be satisfied with the standards on 
which the report was based. Therefore it 
is preferable that the service 
organisations adopt ISAE 3402 as this 
standard would be acceptable to the 
user auditor for this purpose.
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Conclusion

The introduction of the new standard has set a benchmark for the completion of third party assurance 
reports in South Africa. This new standard may be used by service organisations to position themselves 
competitively not only locally, but also internationally. Management of user organisations now has 
insight into the activities at the service organisation which may not have been possible without the 
guidance of these standards.
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GIPS 2010: 
A new standard for investment 
performance measurement
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The Global Investment Performance 
Standards (GIPS®) has been in effect 
since 2005 and enables asset managers 
to voluntarily provide standardised and 
transparent measures of their 
performance. Initially, the development 
of GIPS was driven by a desire to:

• allow investors to make meaningful 
comparisons in and across 
geographical areas;

• enable asset managers to compete in 
international markets; and

• attract assets from institutional 
investors who often have high 
standards of transparency and 
disclosure.

GIPS has a second focus in a world in 
which investor trust needs to be 
restored. The Standards provide a way 
for asset managers to not only supply 
independent, third-party assurance of 
their financial performance, but also 
help rebuild investor confidence.

GIPS® 2010 was not meant to be an 
overhaul of the Standards, but rather an 
evolutionary fine-tuning–with a few 
new concepts to keep them timely and 
relevant. The effective date of 1 January 
2011 is intended to provide adequate 
time for asset managers to incorporate 
the changes, some of which could have a 
significant impact on their operating 
policies, processes and systems.

The key changes include:

• Fair value: The Standards reflect 
the greater sensitivity in recent years 
to questions around how to value 
assets, particularly less liquid assets 
and distressed investments suffering 
from financial crisis events. The 
Standards introduce the 
recommended usage of a valuation 
hierarchy for use when no market 
value is available.

• Investment risk: A controversial 
provision in the exposure draft 
which would have required that a 
discussion of risk be included within 
the description of composite 
strategies was dropped in the final 
version. However, asset managers 
need to provide information 
appropriate to the risk profile and 
further guidance is expected to be 
issued on this. A new measure of the 
total investment risk (volatility) has 
been introduced, being a three-year, 
annualised ex-post standard 
deviation of monthly composite and 
benchmark returns for each annual 
period. However, the Standards give 
firms flexibility if they determine 
that the use of standard deviation is 
not relevant to the particular 
composite. In that case firms would 
still have to present the standard 
deviation along with another 
measure of risk and explain why the 
standard deviation is not appropriate 
and why an additional risk measure 
is necessary. Here too, additional 
guidance will be forthcoming.

Pierre de Villiers
Asset Management Leader 
+27 11 797 5368 
pierre.e.de.villiers@za.pwc.com
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• Compliance statement and 
verification status: The standards 
include new compliance statements 
explicitly stating whether or not a 
firm is verified. Additional 
information around what verification 
covers is also included as part of the 
compliance statement.

• Firm assets: A key proposed 
change in the exposure draft that has 
been retained requires that all 
managed assets with a fair value be 
included in firm assets. Firms which 
previously excluded stable value 
assets might need to evaluate what 
this change will mean to these 
assets.

• Net of fees returns: New 
disclosures are included as to how 
net returns are calculated (i.e. use of 
actual or model fees) and how 
performance-based fees are 
reflected.

• Disclosure of 
benchmarks: Composite 
benchmark descriptions and, for 
balanced benchmarks, the 
component weightings, must be 
disclosed. In addition, it has been 
clarified in a Q&A that for composite 
benchmarks based on the 
benchmarks of underlying portfolios, 
changes in the benchmark 
composition due merely to changes 
of the composite constituents do not 
have to be disclosed.

• Partial-year presentation: An 
explicit provision that partial-year 
returns (e.g. in the case of new or 
terminated composites) must also be 
presented, has been included in the 
revised Standards.

• Withholding taxes: The current 
disclosure of the treatment of 
withholding taxes on income and 
gains has been revised to be required 
only if investments subject to 
withholding taxes are material to the 
composite. In addition, the current 
requirement for disclosure of the tax 
basis for net dividend benchmark 
indices has been removed.

• Portability criteria: A 
clarification explicitly indicates that 
portability tests in the case of 
corporate acquisitions must be met 
on a composite-specific basis. The 
current portability criteria have been 
modified such that the staff and 
decision-making process must 
remain substantially intact and 
independent within the new firm. 
The current criterion that 
substantially all of the assets from 
the prior firm must be transferred to 
the new firm has been eliminated.

• Provision of GIPS-compliant 
information to prospective 
clients: The revised Standards 
emphasise the duty of GIPS-
compliant firms to provide all 
prospective clients with a GIPS-
compliant performance presentation. 
The term “prospective client” has 
been defined in the GIPS Glossary. In 
addition, there is a new 
recommendation that firms provide 
their existing clients with an annual 
GIPS-compliant report of the 
composite in which the client’s 
portfolio is included.

• Real estate investments 
valuation: A new requirement has 
been introduced that from 1 January 
2012, real estate investments must 
have external valuation every 12 
months unless client agreements 
stipulate otherwise. Currently, this is 
required only every 36 months.

• Real estate component 
returns: Component returns of real 
estate investments (income and 
capital returns) must be recalculated 
separately, using geometrically-
linked time-weighted returns. The 
current GIPS allow two options; 
separate calculation and a “plug” or 
“residual” methodology. The 
consequence of the new requirement 
to calculate component returns 
separately will be that the sum of 
component returns may not be equal 
to the total composite return (due to 
mathematical cross-products) which 
has, we understand, been accepted 
by GIPS standard setters.
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• Real estate closed-end 
funds: GIPS 2010 include a new 
subsection of provisions for real 
estate closed-end fund composites 
which are in substance closely 
related to private equity, e.g. a 
requirement to calculate since 
inception, internal rates of return 
and construct composites around the 
vintage year principle.

In addition to the new provisions above, 
a new GIPS Error Correction Guidance 
Statement was issued and is effective as 
of 1 January 2010. Some asset managers 
have found implementation of this 
guidance to be difficult because it 
requires them to define materiality for 
errors and then decide on one of four 
courses of action based on the error’s 
materiality, in ascending order:

• Take no action

• Correct the presentation with no 
disclosure

• Correct the presentation with 
disclosure but no distribution of a 
corrected presentation (note that, for 
prospective clients who did not 
receive the previous erroneous 
presentation, no disclosure is 
required)

• Correct the presentation with 
disclosure and also make “every 
reasonable effort” to avail it to 
clients and others who received the 
erroneous version.

While some firms are still deciding on 
how to implement the guidance, others 
intend to use materiality thresholds by 
asset class and a streamlined approach 
to deciding whether to restate or not.

In South Africa a large number of 
traditional asset managers have 
complied with the GIPS. Managers of 
alternative investments, including 
hedge funds, private equity funds and 
real estate funds, are increasingly 
becoming interested in exploring 
compliance with the Standards. For 
alternative managers, the added 
transparency, credibility and validation 
brought on by the claim of GIPS 
compliance can help them keep up with 
best practice, reinforce investor trust 
and create new relationships with new 
prospective clients. Furthermore, 
adherence to GIPS can help to establish 
a more consistent set of procedures 
regarding calculation and reporting of 
performance.

Alternative managers face an additional 
hurdle in complying with GIPS, given 
the unique characteristics and 
complexity of alternative products. 
Therefore, the GIPS standard setters are 
currently working on a dedicated GIPS 
guidance for alternative investment 
strategies, which was due for public 
comment in 2010.

In order to remain relevant in times 
when the financial services industry is 
constantly changing, asset managers 
need to focus on their clients’ need for 
transparency. GIPS 2010 provides a 
solid base to rebuild and restore investor 
confidence.
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Governance to protect 
your pension
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The King Code of Governance Principles for 
South Africa – 2009 (“King III”) became effective 
on 1 March 2010 and consists of practices and 
principles which are to be applied on a non-
legislative basis.

It has been widely stated that King III is 
applicable not only to companies but to 
all entities within South Africa – 
regardless of their nature, size or 
incorporation. In the recent PwC Trustee 
Remuneration Survey (April 2010), it 
was found that the majority of 
respondents, across all types of 
retirement funds, not only shared this 
view but were also of the opinion that 
King III would add great value to the 
further enhancement of governance in 
the retirement fund industry.

Pension Funds in South Africa are 
governed by the Pension Funds Act, 24 
(Act No. 24 of 1956) (“the Act”) with 
Section 7 of the Act dealing specifically 
with the responsibilities bestowed on 
Boards of Trustees. The Financial 
Services Board (“FSB”) issued Circular 
PF No. 130 – Good Governance of 
Retirement Funds (“PF 130”) – the 
purpose of which was to give additional 
guidance to Boards of Trustees on how 
to always act with the utmost good faith 
towards the fund and in the best interest 
of its members.
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Retirement Fund Leader
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gert.kapp@za.pwc.com
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Allignment of principles

In this article we compare the principles of PF 130 to that of 
King III, to assess the extent to which PF 130 already 
addresses the King III principles.

PF 130 Reference to KING III

Principle 1: Roles, Responsibilities and Accountabilities of the 
Board

•	 The Board is responsible for and accountable to the members 
for the administration of the fund, including the prudent 
investment of fund assets.

•	 The Board may delegate some of its responsibilities to Board 
committees etc.

 

2.1 The Board should act as the focal point for and custodian of 
corporate governance. 

2.23 The Board should delegate certain functions to well-structured 
committees.

•	 The role of the principal officer is vital for the proper performance 
of the Board. The principal officer should not be a Board 
member.

•	 Avoid conflicts of interest, demonstration of independence. 

•	 Each Board must have a code of conduct.

Not addressed in King III. 
 

2.14 The Board and its directors should act in the best interests of 
the company.

1.3 The Board should ensure that the company’s ethics are 
managed effectively.

Principle 2: Composition and Competency of the Board and the 
Use of Sub-Committees

•	 Board members must have sufficient capacity.

•	 Sub-committees of the Board should be established to exercise 
a specific oversight responsibility.

 

2.23 The Board should delegate certain functions to well-structured 
committees.

Principle 3: Board Orientation and Education

•	 New Board members are entitled to receive training in order to 
equip themselves better to properly carry out their 
responsibilities as Board members.

2.20 The induction of, and ongoing training and development of 
directors should be conducted through formal processes.

Principle 4: Board Assessment and Breach of Code of Conduct

•	 The Board and the principal officer should annually undergo an 
appraisal of their performance.

•	 Board members in breach should be dealt with.

2.22 The evaluation of the Board, its committees and the individual 
directors should be performed every year.

1.1 The Board should provide effective leadership based on an 
ethical foundation.

1.3 The Board should ensure that the company’s ethics are 
managed effectively.
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PF 130 Reference to KING III

Principle 5: Internal Controls

•	 The Board must ensure that there is adherence to and 
compliance with all statutory and regulatory requirements as well 
as the other requirements of the law.

•	 The primary function of the Board is to ensure that it exercises a 
rigorous oversight function.

•	 The Board should receive regular reports to enable informed 
assessments of performance.

6.1 The Board should ensure that the company complies with 
applicable laws. 

2.1 The Board should act as the focal point for and custodian of 
corporate governance.

2.13 The Board should report on the effectiveness of the 
company’s system of internal controls.

Principle 6: Expert Advisors

•	 Board members may engage professional accounting, actuarial, 
investment, legal and other skills for advice.

3.2 The audit committee should be permitted to consult with 
specialists or consultants.

Principle 7: Risk Management

•	 Every fund must have in place a risk management policy which 
should be reviewed annually.

•	 The risks to be identified should include risks which relate to the 
governance of the fund.

4.1 The Board should be responsible for the governance of risk. 

4.5 The Board should ensure that risk assessments are performed 
on a continuous basis.

Principle 8: The Investment Performance of the Fund Assets

•	 The investment performance of the fund assets are of most 
importance.

•	 The proper management of the investments is a critically 
important component of the governance of a fund.

•	 A fund must have an investment policy statement.

2.1 The Board should act as the focal point for and custodian of 
corporate governance.

2.14  The Board and its directors should act in the best interests of 
the company.

Principle 9: Communication and Access to Information

•	 Board members should have unhindered access to all relevant 
information.

•	 All information about the fund is confidential.

5.6 The Board should ensure that information assets are managed 
effectively.

2.14 The Board and its directors should act in the best interests of 
the company.
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PF 130 Reference to KING III

Principle 10: Members and Beneficiaries

•	 The fund must establish a communication policy. 8.1 The Board should appreciate that stakeholders’ perceptions 
affect a company’s reputation.

8.2 The Board should delegate to management to proactively deal 
with stakeholder relationships.

Principle 11: Employer and Sponsor

•	 A fund owes the employer and sponsor a duty of good faith.

•	 The Board should establish a channel of communication with the 
employer and sponsor.

8.2 The Board should delegate to management to proactively deal 
with stakeholder relationships.

Principle 12: Approved Service Providers

•	 The Board should be alert for possible conflicts of interest when 
selecting service providers.

•	 Board is held accountable for any actions and decisions taken 
by its mandated sub-committees.

2.14 The Board and its directors should act in the best interest of 
the company.

2.23 The Board should delegate certain functions to well structured 
committees.

Principle 13: Regulatory Authorities/Effective Supervision

•	 The Board should ensure that the requirements of any regulatory 
authority, particularly those of the Registrar, are complied with.

6.1 The Board should ensure that the company complies with 
applicable laws.

6.2 The Board and each individual director should have a working 
understanding of the effect of the applicable laws, rules, 
codes and standards on the company and its business.



         The Southern Africa Financial Services Journal 43

The regulator and the way forward

It is clear from the above comparison that PF 130 is already quite closely 
aligned to the principles of King III. Pension Fund Trustees should therefore 
not despair as compliance to PF 130 clearly already addresses various 
principles of King III. There are however certain King III principles which are 
difficult to apply in this highly-regulated environment, especially when one 
has to deal with the requirements of integrated reporting. For this reason the 
Regulator, in conjunction with SAICA and the industry, has set up a task team 
to consider the revision of the principles in PF130, and the current status of a 
circular versus that of a directive.

Regardless of the outcome it is clear that good governance principles should 
remain high on the agenda of the Board of Trustees.
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Islamic Finance: 
An emerging alternative
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Islamic Finance has been around for the last 
five decades, having begun in Egypt and Sudan 
in the 1960s. However, just over the last decade, 
Shariah- (Islamic law) compliant assets 
worldwide have approached the $600 billion 
mark, with this figure expected to double 
within the short to medium term. 

These assets have been growing at an 
estimated 15% per annum over the past 
10 years. Islamic finance and banking 
has become the buzz of the decade with 
the industry developing into one of the 
most dynamic and fastest-growing 
sectors in the world.

Essentially, Shariah law prohibits any 
transaction which involves the paying or 
receiving of interest. Equally, 
transactions dealing with any activities 
which are prohibited in Islam, such as 
gambling, pork, weapons, alcohol, 
pornography and any activity where 
there is speculation or uncertainty in the 
outcome of the transaction (“sale of the 
unseen”) is also outlawed. 

In South Africa, Islamic banking assets 
make up roughly 1 – 2% of total banking 
assets. This has been achieved with only 
10 – 15% of the Muslim population 
making use of the Islamic alternative. 
While the Muslim population relative to 
the total SA population is quite small, 
the Islamic finance market is not 
restricted to the Muslim population. 
Malaysia, a predominantly Muslim 
country, has been the hub of activity for 
Islamic finance worldwide, with the 
majority of the Islamic finance business 
coming from the ethnic Chinese 
population there as opposed to the 
Muslim population. With the recent 
turmoil in the banking industry, the 
more ethical, risk-sharing approach 
offered by the Islamic finance industry 
has increasingly attracted attention. 
Almost 25% of Islamic financial 
institutions operate in non-Muslim-
denominated countries.
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The growth potential within the African 
continent is phenomenal, with a Muslim 
population of over 412 million, the 
majority of whom are currently 
unbanked. Africa has been identified as 
the largest untapped market, providing 
huge opportunities for multinational 
organisations such as banks and 
conglomerates. South African banks 
have started moving into Africa, with 
some currently offering Shariah-
compliant banking products in 
Tanzania.

The South African market is 
characterised by only one fully-fledged 
Islamic bank, while the big four South 
African banks either have existing 
Islamic Finance offerings or are looking 
to establish an offering in the near 
future. There are currently only basic 
banking products available, together 
with vehicle and asset financing. 
Investment products are few, however, a 
number of Shariah investment funds are 
available in the market.

South Africa has been making huge 
inroads in establishing itself as the 
Islamic Finance hub for the African 
continent. This process has been 
kick-started by the National Treasury of 
South Africa with the announcement of 
the tax amendments bill. Finance 
Minister Pravin Gordhan says, “The 
development of Islamic finance in South 
Africa is critical to the expansion of 
National Treasury’s strategy to position 
South Africa as a gateway into Africa. 
The treasury envisages South Africa 
being a central hub for Islamic product 
development and ensuring the rollout of 
such products into African markets.”

According to Dr Reshma Sheoraj from 
the Financial Sector Policy Unit of the 
National Treasury of South Africa, 
government would like to create an 
enabling regulatory and legislative 
framework for Islamic Finance in South 
Africa in order to level the playing field 
for Islamic finance products and 
promote the development of the 
industry. Harmonisation of the 
regulatory framework will facilitate the 
growth potential of Islamic financial 
institutions by enabling the 
development of products for both the 
South African and African markets. The 
National Treasury has had and 
continues to have robust consultations 
with industry participants in order to 
ensure that changes required to the 
legislation are fair and transparent; but 
also to ensure the establishment of rules 
and parameters governing products.

The proposed tax amendments bring in 
the principle of “substance over form” 
which eradicates the disadvantage 
which Islamic finance products 
currently experience. Draft 
amendments to Regulation 28 of the 
Pension Fund Act and Notice 1503 of the 
Collective Investment Schemes Act have 
also been announced, which aim to 
include Islamic products in the South 
African regulatory framework. The 
Islamic insurance market is relatively 
small with only one company, offering 
insurance products. The National 
Treasury will be looking to suggesting 
similar amendments to the Insurance 
Act to cater for the development of this 
industry.

The broader thinking and next step that 
would be welcomed is the issuance of a 
sovereign sukuk (bond) by the National 
Treasury. This would place South Africa 
ahead of the curve when compared to its 
international counterparts such as the 
UK, Germany and France, all of which 
are interested in issuing sovereign 
sukuks. For South Africa, the issuance 
would provide multiple benefits for both 
the government as well as the industry. 
A sovereign sukuk would enhance the 
country’s credibility and provide the 
grounding for South Africa to position 
itself as an Islamic finance hub for 
Africa. It would also lure foreign direct 
investment into the country, particularly 
from Middle East governments and 
financial institutions. This would also 
present government with alternative 
sources of funding and provide real 
growth for the economy, as all 
transactions are backed by tangible 
assets. For the industry, the sukuk 
issuance would ease one of the major 
constraints currently faced, as there is a 
serious shortage of Shariah-compliant 
liquidity management instruments.

Other constraints faced by the industry 
are the lack of awareness and education 
by the market and the shortage of 
learned scholars in both Shariah Law 
and modern economics, resulting in the 
slow development of investment 
products.
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South Africa is well positioned to 
promote the development of this 
industry within the African continent 
with its robust regulatory and legislative 
structures, its strict risk management 
frameworks and its governance and 
compliance structures. The proposed 
amendments to the tax legislation and 
Pension Fund and Collective Investment 
Scheme regulations are the first step in 
promoting the development of an 
all-encompassing sustainable multi-
dimensional Islamic finance industry. 
This will create an industry that is not 
only available to Muslim clientele but 
also open to anyone preferring a more 
socially responsible form of financing 
and investment. Islamic finance has 
been promoted by the Vatican 
newspaper Osservatore Romano, which 
wrote that banks should look at the rules 
of Islamic finance to restore confidence 
amongst their clients at a time of global 
economic crisis. The paper stated, “The 
ethical principles on which Islamic 
finance is based may bring banks closer 
to their clients and to the true spirit 
which should mark every financial 
service.”

PwC has formed a Global Islamic 
Finance Team (GIFT) which comprises a 
number of experts from the various 
territories, each bringing a dynamic skill 
set to the team. This not only serves to 
provide clients with a complete service 
offering but also counters the skill 
shortage constraint faced by the 
industry. Our dedicated GIFT has been 
extensively involved in the Islamic 
finance sector since the 1980s and has a 
deep knowledge of the industry. 

The GIFT has been responsible for major 
assignments such as the development of 
strategy and implementation of 
operating models for Dubai Bank and 
Islamic Commercial Bank of Bahrain, 
and the operational set-up of Swiss 
Islamic Bank of Zurich, amongst others. 
The GIFT has also assisted the UK 
Treasury in incorporating the Shariah 
principles into their current Regulations 
and Tax legislation. The GIFT operates 
across borders and has a network that 
covers the following regions:

• South Africa

• Middle East and North Africa

• Turkey

• Central Asia

• South East Asia

• Western Europe

• North America

The South African representatives on 
GIFT are Zuhdi Abrahams and Shereen 
Osman. 
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PoPI, the vehicle to achieving 
customer trust and performing 
business across borders 
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The Protection of Personal Information Bill, or 
PoPI, has been under discussion for years and 
will become a law which deals with a critical part 
of global society today – the increasing ability to 
store and process personal information.

However, protecting personal 
information has become more and more 
complex due to a number of factors. 
These include the increasing stores of 
information, the access requirements 
needed to develop new business, the 
never-ending changes in technology and 
the risk of security breaches.

PwC, CIO Magazine and CSO 
Magazines4 jointly-conducted Global 
State of Information Security Survey 
took place between February and March 
2010 and is based on responses of more 
than 12,840 CEOs, CIOs, CSOs, VPs and 
directors of IT and security companies. 
It reported that for financial services 
firms, 29% of security-related incidents 
involved the exploitation of data. 
Furthermore, 37% of the incidents 
related to current employees and 
another 20% to former employees. This 
exceeded exploitation by hackers, which 
was 33%.

This means that the most important 
aspect to get right is the protection of 
data and the controlling of processes 
around employees, when embarking on 
a Protection of Personal Information Bill 
(PoPI Bill) compliance project.

4 CIO Magazine serves chief information 
officers and other IT leaders and CSO 
Magazine serves chief security officers and 
other security executives.

Angeli Hoekstra, PwC global leader for 
IT Governance and SA leader for 
Privacy, is well aware of the right to 
personal privacy, which is a collective 
human right and is enshrined in the 
Universal Declaration of Human Rights, 
as well as the Constitution and common 
law of South Africa. Abuse of this right 
in SA (and other countries) necessitates 
legislation specifically designed to 
counter this scourge. Legislation already 
exists in several countries around the 
world, which will prevent cross-border 
transfer of personal information to 
countries which do not have such 
legislation; preventing cross-border 
business transactions.

The introduction of the PoPI Bill will 
certainly be a welcome development in 
South Africa. It aims to reduce and 
manage the misuse of personal 
information and will help the country 
increase its national commerce, while 
allowing for cross-border data flows into 
other countries with similar legislation.

Angeli Hoekstra
Partner
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The ability of identity theft and misuse 
of personal information to severely 
compromise a country’s corporate 
integrity is often under-estimated. 
Global businesses looking to relocate to 
or expand into South Africa experience 
hindrances as prospective investors 
require stronger privacy developments 
to protect their companies in other 
jurisdictions. Adopting the PoPI Bill and 
adhering to its regulations allows a 
company to operate more effectively on 
the international stage; while at the 
same time securing client trust by 
ensuring them their information is safe 
and is not subject to any abuse.

Instead of attempting to implement the 
PoPI Bill directly, companies should take 
a holistic approach to its privacy 
practices by first understanding what 
the bill wants to achieve–and what 
measures need to be put in place in 
order to adhere to its requirements.

What do companies need to know?

Forewarned is forearmed. There are five 
essential steps to implementing PoPI in 
your business:

Put privacy governance in place

Support and commit to privacy by 
establishing accountability structures 
and employing a Chief Privacy Officer. 
Since privacy is the responsibility of 
every person in the organisation and 
cannot be implemented by one person 
alone, it is important to establish a 
privacy steering committee, involving 
all parts of the business. These 
governance structures should be 
supported by a privacy charter, backed 
by solid processes around policy, 
principles and governance.

Consideration should also be given to 
governance of third parties/outsourced 
providers.

Focus on the data elements

PoPI specifically names approximately 
40 sensitive data elements. This includes 
data elements from laws in other 
countries and jurisdictions, as well as 
industry regulations.

Identification of the data elements in the 
different areas of business is key, as a 
company can’t protect data and comply 
to PoPI if it don’t know what it needs to 
protect and where it resides. Data in 
transfer should also not be forgotten in 
this case. By consulting a list of data 
elements, it is easier to determine the 
priorities for data protection–and also 
what record retention processes, 
standards and policies should be 
established in order to ensure data 
quality is maintained. It will also help 
identify unnecessary stores or retention 
of data, which can ultimately mean cost 
savings and less risk of identity theft and 
non-compliance to PoPI, by reducing 
your data footprint.

Adopt an integrated framework and 
establish weakness in compliance

The principles and conditions of PoPI 
are based on industry good practices 
that have been accepted and deployed 
globally. Establishing an integrated 
privacy, security and identity theft 
prevention framework will not only 
provide a baseline for complying with 
PoPI, but also other compliance 
requirements such as Payment Card 
Industry Data Security Standard (PCI), 
Financial Intelligence Centre Act (FICA), 
Regulation of Interception of 
Communications and Provision of 
Communication Related Information 
Act (RICA) etc. By reviewing the actual 
environment against the integrated 
framework, control/compliance 
weaknesses can be identified and an 
improvement programme determined.

Privacy awareness

Inform and educate the organisation by 
training executives, relevant non-
executives and management. Implement 
a training and awareness programme 
for all staff including IT, front-line, 
customer services and call centres.

Don’t try to make employees and 
business partners experts in the law, but 
focus the training on what they need to 
protect, why they need to protect it, how 
this adds value to the company and what 
they should do if protection of personal 
information is compromised (by losing a 
memory stick for example).

Develop a road map

Once assessment has taken place against 
the integrated framework and the items 
which are most important to protect, i.e. 
the data elements, a PoPI compliance 
roadmap can be established based on 
the gaps identified. Prioritise 
weaknesses in compliance to PoPI in 
accordance with risk appetite and 
business objectives. Identify short-term 
‘quick-win’ changes (initiatives and 
projects).
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PoPI is a journey, not a deliverable

It should be clear that PoPI is not a once-off initiative but 
a journey. Risk profiles will change all the time, given 
new technological and people challenges and new 
business initiatives. Consistently ensuring that staff and 
all those responsible for managing or handling personal 
information are knowledgeable about privacy 
requirements will not only win new business, but also 
establish the company as a respected player in its field.

Institutions adopting the principles of PoPI will not only 
position themselves in a favourable light to prospective 
foreign investors with similar legislation, but also 
support their business endeavours beyond South Africa’s 
borders and help them gain client trust. Consequently, 
awareness of privacy requirements will improve, helping 
organisations to comply with required law–while 
gaining a competitive advantage.
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Impact of the IFRS 4 
Insurance Contract exposure 
draft on Medical Schemes
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All registered South African medical schemes are 
required to comply with International Financial 
Reporting Standards (IFRS) in preparation of 
their annual financial statements. 

Medical Schemes issue contracts which 
transfer insurance risk in terms of IFRS 
and as such, IFRS 4: ‘Insurance 
contracts’ is applicable to medical 
schemes. The International Accounting 
Standards Board (IASB) recently issued 
an exposure draft proposing a 
comprehensive standard to address 
recognition, measurement, presentation 
and disclosure for insurance contracts.  

The new comprehensive IFRS proposal 
for insurance contracts has a number of 
key changes and challenges which will 
likely impact on medical schemes. The 
following areas of the IFRS proposals 
are likely to have specific relevance to 
medical schemes: 

Definition of an insurance contract

The exposure draft retains the existing 
IFRS 4 definition of an insurance 
contract as “a contract under which one 
party accepts significant insurance risk 
from another party by agreeing to 
compensate the policyholder if a 
specified uncertain future event 
adversely affects the policyholder.”

Contracts entered into between a 
medical scheme and its members 
indemnify covered members and their 
dependents against the risk of loss 
arising on the occurrence of a health 
event, as defined in the rules of the 
medical scheme. 

The contract entered into between a 
medical scheme and its members is thus 
an insurance contract as defined by 
IFRS  4, as:

•  It transfers a risk other than a 
financial risk to the scheme (the risk 
that the member may seek medical 
treatment – the insured event);

•  There is no certainty as to whether 
the member will seek medical 
treatment, when the member will 
seek medical treatment, or how 
much will be payable by the medical 
scheme should the member seek 
medical treatment; and

•  The member (i.e. the policyholder) is 
adversely affected by the insured 
event (i.e. the cost of medical 
treatment in the event of illness) and 
the medical scheme (i.e. the insurer) 
agrees to compensate the member 
for these costs.

A medical scheme is therefore an insurer 
in terms of IFRS 4 and should account 
for all contracts issued in terms of 
IFRS 4.

Fixed-fee service contracts

The IASB is proposing an amendment to 
the scope in IFRS 4 to exclude fixed-fee 
service contracts (such as roadside 

Bryan Ingram
Associate Director
+27 11 797 5730
bryan.ingram@za.pwc.com
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assistance contracts and repair services) 
that have the provision of a service as 
their primary purpose. For some 
fixed-fee service contracts, the level of 
service depends on an uncertain future 
event. 

Medical schemes enter into risk transfer 
arrangements in order to minimise the 
effect of losses for the scheme. This 
transfer of risk can either take the form 
of a commercial reinsurance contract; or 
it can take the form of a provider 
contract in terms of which the provider 
is paid a monthly sum or fixed capitation 
fee to provide defined services, during a 
specified period, according to the needs 
of a pre-determined member group of a 
scheme. The provider carries the risk of 
the number of incidents that occur 
during the specified period and the cost 
of providing the service. As the provider 
mainly provides a service, the 
accounting for these contracts will be in 
terms of IAS 18: ‘Revenue recognition’ 
and not IFRS 4 which would result in a 
mismatch.

Capitation agreements are not 
considered reinsurance agreements, 
although they are currently treated as 
reinsurance for accounting purposes by 
medical schemes. In terms of the 
exposure draft, these contracts are 
effectively service contracts and the 
proposal to scope out fixed-fee service 
contracts would have the effect of 
treating various reinsurance contracts in 
different ways.

Boundaries of the contract

The boundaries of a contract determine 
which cash flows should be modelled as 
part of the measurement model. Cash 
flows to be included in the measurement 
will include only those cash flows 
generated as the scheme fulfils the 
existing contract. 

The exposure draft proposes that 
estimated cash flows are included up 
until a scheme is either:

•  no longer required to provide 
coverage; or 

•  has the right or the practical ability 
to reassess the risk of the particular 
policyholder and can set a price that 
fully reflects that risk.

In South Africa, medical schemes 
currently account for all contracts issued 
in terms of IFRS 4 as short term 
contracts. The definition of the contract 
boundary would have an impact on 
medical schemes where the regulator, 
being the Council for Medical Schemes, 
has imposed constraints on re-pricing 
for individual policyholders. Income or 
the number of dependents or both the 
income and the number of dependents 
currently determines the level of 
contributions to South African medical 
schemes. Medical Schemes may not 
underwrite a single member based on 
age, gender, past or present state of 
health of the member or the member’s 
dependents, or the frequency of 
rendering relevant medical services to a 
member or the member’s dependents. 
Underwriting can only take place on an 
option level and provides for cross-
subsidisation between options. The 
boundary of these contracts is therefore 
only reached when a member is 
expected to terminate the contract. In 
commenting on the exposure draft; 
medical schemes have recommended to 
the IASB that the contract boundary be 
based on a portfolio of contracts as 
opposed to a particular member, as this 
accurately reflects the manner in which 
the risk and business of a medical 
scheme is managed and priced.

Medical schemes may not cancel or 
suspend a member’s membership or that 
of any of their dependants within the 
time allowed in the medical scheme’s 
rules except on the grounds of, for 
example, failure to pay the membership 
contributions required. Under the 

current proposals the expected cash 
flows may extend beyond the one-year 
boundary if the scheme cannot fully 
re-price and re-underwrite the 
individual member. This would 
effectively define medical schemes as 
long-term insurers, as they cannot 
re-price at the individual member level. 
Medical schemes may also want to 
consider recommending to the IASB that 
the definition of a boundary of a 
contract be extended to allow an insurer 
to ignore restrictions that have no 
commercial substance (i.e. no 
discernible effect on the economics of 
the contract) and regulatory restrictions 
that are equally applicable to new 
contracts; which would probably 
address the matter for medical schemes 
in South Africa.

The full impact on medical schemes of 
the contract boundary will thus only be 
known on issue of the final standard. 

Measurement model and risk 
adjustment

The exposure draft proposes a single 
measurement model for all insurance 
contracts that portrays a current 
assessment of the amount, timing and 
uncertainty of the future cash flows that 
the scheme expects its existing 
insurance contracts to generate, as it 
fulfils its rights and obligations under 
the contract. This measure is referred to 
in the proposals as the “present value of 
the fulfilment cash flows”; and is 
measured using the following building 
blocks:

•  An explicit, unbiased and 
probability-weighted estimate (i.e. 
expected value) of future cash flows.

•  A discount rate applied to those cash 
flows to reflect the time value of 
money.

•  An explicit risk adjustment to reflect 
the estimate of the effects of the 
uncertainty about the amount and 
timing of those future cash flows.
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Where medical schemes apply the above 
measurement model, there should be no 
‘day one’ profit recognition for contracts. 
This is consistent with the proposals 
within the revenue recognition project. 
If the model gives rise to an ‘asset’, a 
residual margin is added to eliminate 
any day one gain and the contract is 
therefore measured initially at nil. 
Medical schemes set prices that fully 
reflect the risk based on a portfolio of 
members and cross-subsidise the level of 
contributions for sick members by using 
those of healthy members, which 
promotes community rating in setting 
contributions. All applicants must be 
accepted by medical schemes without 
contribution loadings, irrespective of 
the risks posed, which may trigger an 
onerous contract at inception. If the 
present value of the fulfilment cash 
flows, after the inclusion of a specific 
risk adjustment, is greater than zero; the 
scheme recognises the present value as a 
loss, as it represents a loss on an onerous 
contract. Subsequent changes in the 
present value of fulfilment cash flows 
could create an insurance asset or 
liability.

The discount rates applied in the 
building block model should be 
consistent with observable current 
market prices for instruments with cash 
flows whose characteristics match those 
of the insurance liability in terms of 
timing, currency and liquidity. The 
recent credit crisis has highlighted the 
difficulty in distinguishing between 
illiquidity and credit risk within market 
prices, which may prove challenging to 
schemes when assessing whether to 
apply an adjustment for illiquidity in the 
measurement of contracts. The IASB has 
also indicated that the fulfilment cash 
flows should not reflect the non-
performance risk of the scheme.

One of the issues in the deliberation on 
the insurance contracts project was 
whether or not, in addition to the 
probability-weighted cash flows, an 
explicit risk adjustment should be 
included in measuring the contract 
liability to reflect the uncertainty 
inherent in the estimated future cash 
flows. The proposals require the risk 
adjustment to be measured at a portfolio 
level. A portfolio is defined as 
“insurance contracts that are subject to 
broadly similar risks and managed 

Conclusion

Management and the board of 
trustees of medical schemes will 
need to evaluate how the proposed 
standard will impact on current 
business practices and assess the 
additional demands of the new 
model on data and systems. 
Medical schemes will only be able 
to obtain clarity on the issues 
highlighted above with respect to 
the current proposals, once the 
IASB has considered all comment 
letters on the exposure draft and 
issued the final standard. The 
IASB expects to issue the final 
standard in mid-2011 but has not 
yet proposed an effective date. 
Retrospective application will be 
required but the IASB still needs to 
reconsider transition expedients. 

together as a single pool” i.e. have 
similar dates of inception and coverage 
period. The adjustment will therefore 
allow for risk diversification within that 
portfolio but not between different 
portfolios within a group. The challenge 
for medical schemes will be to reliably 
and consistently measure the 
appropriate risk adjustment. In South 
Africa, solvency of medical schemes is 
currently largely based on accounting 
measures. The boundaries of a contract 
proposal may result in larger liabilities 
for schemes, which may negatively 
impact on the funds available to cover 
solvency requirements. This may 
potentially heighten the need for local 
medical schemes to move to a more 
risk-based solvency model.
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Selected Industry statistics
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Banking

Industry ratios     

     

Profitability*1 2009  % 2010  %

Return on equity 17.26 15.31

Return on assets 0.98 0.98

Cost-to-income ratio 49.7 54.19

Net interest income to interest-earning assets 3.13 3.13

Non-interest revenue to total assets 2.4 2.57

Operating expenses to total assets 2.4 2.75

Profit/Loss (12months) (Rbn) 29.17 29.6

Net interest income (12 months) (Rbn) 75.25 75.35

Operating expenses (12 months) (Rbn) 74.43 82.75

Liquidity 2009  % 2010  %

Liquid assets hold to liquid asset requirement 129.55 171.85

Short term liabilities to total liabilities 54.22 52.33

Short term ten largest depositors to total liabilities 6.12 7.42

Credit risk 2009  % 2010  %

Impaired advances2  (Rbn) 130.35 135.31

Impaired advances to gross loans and advances 5.71 5.8

Specific credit impairments to impaired advances 29.62 31.58

Specific credit impairments to gross loans and advances 1.69 1.83

Capital adequacy 2009  % 2010  %

Capital adequacy ratio 13.62 14.21

Tier 1 capital adequacy ratio 10.62 11.23

Financial leverage 2009  Times 2010  Times

Financial leverage ratio3 16.82 15.38

Market share of top 5 banks (Total assets, Aug 2010)

Absa Bank 
Limited – 22%

The Standard 
Bank of 

South Africa 
Limited – 25%

FirstRand Bank 
Limited – 19%

Nedbank Limited – 18%

Rest of banking 
industry – 10%

Investec Bank 
Limited – 6%

Notes     

1. All ratios based on income statement information are 
smoothed i.e. 12 months moving average.  
2. Advances in respect of which a specific impairment was 
raised.  
3. Formula: Total liabilities and equity divided by total equity 

attributable to equity holders.   

Source: South African Reserve Bank, Bank Supervision, Selected 
South African banking sector  trends, August 2010  
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Long-term insurance  
Premium income 

Unaudited figures indicate that the net premium income for long-term insurers for 
the calendar year 2009 totalled R207,8 billion (2008:R253,7 billion).  
Premiums from business that was transferred between insurers could not be 
identified separately. 

Assets 

Unaudited figures indicate that the total assets of the long-term insurance industry 
in South Africa increased by 6.7% to R1 468 billion, as at 31 December 2009 
(2008: R1 375,4 billion).
Source: Financial Services Board Annual Report 2010 

Assistance – 1%

Fund – 48%

Sinking fund – 1%

Health –  1%

Disability –  2%

Life – 47%

2009 Net premium per class R207.8 billion 2008 Net premium per class R253.7 billion

Assistance – 2%

Fund – 48%

Sinking fund – 2%

Health –  1%

Disability –  2%

Life – 45%

Information from Financial Services Board (“FSB”), Registrar of long-term insurance tenth 
annual report 2007 

Market share of top 5 long-term insurance companies 
(Gross premiums, 2007)

Liberty Group 
– 12%

Momentum 
Group – 16%

Sanlam – 10%

Metropolitan – 5%

Rest of the 
Long-term 
insurance 
market – 41%

Old Mutual – 17%
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Short-term Insurance 
Premium income 

Unaudited figures for 2009 indicate an increase of 10% (2008: 15%) in gross 
premiums written by primary short-term insurers.  

The following charts show the unaudited net premiums per class of short-
term insurance business for short-term insurers for the calendar years 2008 
and 2009, excluding those of Sasria Limited. 

Assets 

Unaudited 2009 figures indicate that the total value of investments of the 
short-term insurance industry, excluding that of Sasria and reinsurers, 
increased by 18% as reported at December 2009 (2008: [-2%]). 
Source: Financial Services Board Annual Report 2010 

Information from Financial Services Board (“FSB”), Registrar of short-term insurance tenth 
annual report 2007 

2009 Net premiums per class total R50.0 billion

Motor – 42%

Property – 35%Miscellaneous – 3%

Accident & 
Health – 7%

Engineering – 3%

Liability – 5%

Guarantee – 2%

Transport – 3%

2008 Net premium per class total R45.6 billion

Motor – 44%

Property – 31%Miscellaneous – 6%

Accident & 
Health – 3%

Engineering – 4%

Liability – 4%

Guarantee – 3%

Transport – 3%

Market share of top 5 short-term insurance companies 
(Gross premiums, 2007)

Hollard – 8%

Mutual & 
Federal – 13%

Zurich – 7%

Outsurance – 5%

Rest of the 
Short-term 
insurance 
market – 48%

Santam – 19%
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Benefits
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Retirement Funds 

Retirement funds: Financial year ending 31 December 2008

2008 2007

Number of funds 11 271 12 758

Membership (‘000) 10 497 10 991

Contributions (R’m) 98 991 91 157

Benefits paid (R’m) 142 344 108 784

Assets (R’m) 1 924 984 1 938 569

Contributions 

Total contributions received by retirment funds in South Africa increased by 8,6% 
from R91,1 billion in 2007 to R99 billion in 2008. 

Benefits 

Total benefits paid by retirement funds in South Africa, which include pensions, 
lump sums on retirement, death and resignations, increased by 30,8% from R108,8 
billion in 2007 to R142,3 billion in 2008. 

Assets 

Retirment fund assets decreased by 0,7% from R1 938 billion in 2007 to just under 
R1 924 billion in 2008. The net assets of privately administered funds decreased by 
5,4% from R950 billion in 2007 to R898 billion in 2008 
Source: Financial Services Board Annual Report 2010 
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Net inflows by funds (June 2010)

Domestic Funds – 92%

Worldwide 
Funds – 1%

Foreign Funds – 7%

Assets of CIS
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Domestic asset 
allocation – 40%

Domestic real 
estate – 4%

Domestic fix 
interest – 52%

Domestic equity – 4%

Collective Investment Schemes (CIS)
The South African CIS industry recorded net inflows of R44-billion in the year 
ended 30 June 2010, bringing assets under management to R824-billion.

The net inflows for the second quarter amounted to R24.2-billion. Domestic Asset 
Allocation funds attracted the bulk of these flows – investors placed a total of 
R8.7-billion into these funds. Domestic Money Market unit trust funds took R7.7-
billion, while other Domestic Fixed Interest funds received R3.9-billion. Only 
R855-million was invested in Domestic Equities. 
Source: Association for savings and investment SA - Local fund statistics 30 June 2010 
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PwC contacts
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We are grateful to the partners, associate directors, managers  and staff 
that assisted in the production of this publication. If you would like to 
discuss any of the issues raised in this publication, please speak to your 
regular PwC contact or one of the following:

Financial Services Leader –  Southern 
Africa and Africa

Tom Winterboer
+27 11 797 5407 
tom.winterboer@za.pwc.com

Southern Africa Industry Leaders

Pierre de Villiers
Asset Management 
+ 27 11 797 5368 
pierre.e.de.villiers@za.pwc.com

Johannes Grosskopf
Banking and Capital Markets 
+27 11 797 4346 
johannes.grosskopf@za.pwc.com

Gert Kapp
Pension Funds 
+ 27 12 429 0059 
gert.kapp@za.pwc.com

Victor Muguto
Insurance 
+ 27 11 797 5372 
victor.muguto@za.pwc.com

Other Southern Africa Service Line 
Leaders

Mark Claasen
PwC Actuarial Services 
+ 27 21 529 2521 
mark.claassen@za.pwc.com

Louis le Grange
Tax – Financial Services 
+27 11 797 4263 
louis.le.grange@za.pwc.com

Ernst Maritz
Advisory – Financial Services 
+27 21 529 2002 
ernst.maritz@za.pwc.com

Financial services – Africa

Botswana

Rudi Binedell
+267 395 2011 
rudi.binedell@bw.pwc.com

Mozambique

Rob Walker

+258 21 307 620 
Robert.david.walker@mz.pwc.com

Namibia

Louis van der Riet
+264 61 284 1018 
louis.van.der.riet@za.pwc.com

Swaziland

Paul Lewis
+268 404 3143 
lewis.paul@sw.pwc.com

Zimbabwe

Clive Mukondiwa
+263 43 383 628 
clive.k.mukondiwa@zw.pwc.com

Central Africa (including Nigeria)

Gabriel Ukpeh
Financial Services Leader 
+234 (802) 778 4967 
gabriel@ukpeh.com

Francophone Africa

Christophe Courtin
Financial Services Coordinator 
+241762371 / 762618 
christophe.courtin@ga.pwc.com
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