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SME, employment & credit I5A

Gross Credit Exposure (BA200) - R'bn
2008- 2018

C Extreme constraints on bank credit to SME ..,
sector since 2008 SME Retail grew by only .o
2.5% per year, declining in real terms and
lower than any other category of credit.

500

C As % of business credgiboth SME Retail
and SME Corporate are well below the o . 4
. . SME Retail static, no real growth since 2008/2010 contraction. Very small compared to
comparative levels in OECD as well as most other credit segmens
middle income countries

Consumer Retail SME Retail SME Corporate Corporate

SME Loans as % of Business Loans

C SME sectoand SME labouabsorbtion . e
declined over the same periofrom 62% ’
of private sector employment in 2000 to .
55%in 2015), partly du¢o a sharp increase =
in SME closure arfailure. CiEfziszpBiiiiiiiiss
C Contraction in bank credit not the sole SR LI
reason but a significant contributor. SME credit in SA small compared to intemnational benchmarks.
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Small/Medium business sector critical for
economy, employment &growth

It has long been recognised that tidVEsector plays a critical role in the
economy, with a key role in different areas

» SME9lay a key role in employment creation

» SMEglay a key role in innovation, as the incubator for new businesses
and new innovations

» SMEglay a key role in economic growth and exports

Bank finance is a critical factor, both in terms of working capital finance and
finance for expansion. Limited availability of bank finance or credit
contraction in times of adverse economic conditions are major obstacles to
SME growth and a major reason for SME closure.

Due to strategic importance, substantial domestic and international funding
available to support expansion in SME finance )
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Banksaccept SMEs as important and profitable part of the client base,
with a high potentiafor growth in developing markets.

However, significant challenges in financing the SME sector
Weaknesses in collateral quantity & quality

Financiabtatementsweak varying reliability

Sensitivity to swings in the business cycle

Sensitivity to management changes

Credit information incomplete, unreliable

Risk & cost on contract enforcement & collateral recovery

High regulatory capital and provisioning requirements (Basel I#+/IFRS 9)

X X X X X X X

Despite importance, significant challenges in financing SME sector

SMEE Einance: constraints, risks )
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Proposition: Credit Insurance on SME Loan
Portfolios

An effective National SME Credit Insurance Mechanisti impact in

an area of national priority, through unlocking bank lending to the SME
sector and addressing national priorities in job creation and business
expansion

To{ a 9 Mceased loan access, determined increasingly by sedbticing
capacity(not only collateral availability).

To BanksSignificant increas@ economic value addefdr SME Business (30%-+).
Insurance against defaulimprove CrediRisk management. Lowprovisions.
Lower regulatory capital requirements.

To Economy & Financial SectSME growth & job creation; Protection against
SME credit contractions; Increase bank stability. )



Credit Insurance Facility for bartkMElending:
Value for banks

C Credit insurance improve the level and quality of the collateral offered by

SMEclients and reduces the bank loss in the case of default.
o Improves collateral ocEMEclients
Enables increased loan sizéhout increasing the loan to valuatio
Reduces loalosses & improve credit loss ratio
Reduces loatoss provisions
Reduces the capital requirement & improvesurn oncapital

0]
0]
0]
0]
C The product is supported bgternationalreinsurers

C Risk management is improved with the support of leading
credit bureaus and leaders 8MEcredit risk management

C Allows banks to increas&MBendingwhile reducing risk ) 6
exposure and losses
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Internationally, guarantee funds play a critical role
In bank lending to SMEs

» Guarantee funds mitigate bank risk on lending
to SME segment: illion

USA $ 30bn

» Guarantee funds in most OECD countries; and  S.Korea $ 50bn
leading middle income / export orientated Malaysia $ 2bn
countries Chile $ 1bn
Taiwan $ 12bn

» Best practiceprofessionally managed;
portfolio based;pricing based on bank Risk profile: SME vs other

Anc 2001

portfolio quality; performance incentives

International benchmarks 2°



History & track record

Table 15: Outreach of Guarantee Schemes in Benchmark Countries

Extensive research and benchmark statistics
available on all these funds

Credit Guarantee Schemedave a IOng hlStOI’y Number of guarantees Outstanding guarantees in Average value of guarantees
in many OECD and developing countries issued in 2009 2009 issued in 2009
- Amount Scaled by
Number Per million in US$ % GDP Amount GDP per
1 Japan (1937), USA (1953), Germany (1954), people il in US$ o
Canada (1961), Italy (1960); France (1971). Ton e “*‘;’;
More than 10 years experience in 13 Canada 10,000 300 2,000 0.1 ’ '
developing countries
Chile 60,000 1,800 1,000 0.6 10,000 10
1 Value: Mitigate uncertainty (perceived risk); 60,000 14
Improve collateral; Reduce contract France A 1230 10000 04
enforcement problems, Economic Hungary G T, T 10 76,500 55
development. Information benefits through : :
aggregation of information India 100,000 100 1300 0.1 10,000 10
.. L . . 125,000 7.0
1 Traditionally govt initiated, but increasing Korea 200,00 5,000 50,000 50
interest in commercial participation
P P Malaysia 14,000 400 2,000 1.0 66,000 o4
1 Lijspéc2<'z_1)logl]<lf_arantee size from US$10k to Netherland 3200 200 1,500 0z 230,000 50
_ Taiwan 220,000 8,000 12,000 35 LD &0
1 Grossguarantee portfolios from US$1bn to e o
US$50bn in different countries United States 50,000 130 30,000 0.2 ’ '
Average 62,000 2,100 13,500 137 100,000 e




International: Impact CHILE

Montos de Financiamiento 2000-2011 (*)

Millones de USD

@Monto de FmancamentoMYPE (USD)  @Monto de Financiamento Mediana (USD)

Incentive for bank finance to SME sector = job
creation, exports, economic growth, innovation

£ ¢

aMonto de Fnanc

lamento Grande (USD)

3075

1.750

C Increaged Iendi_ng to existing SMEs + acceptance ~| , HEEHE ﬁ 5
of previously rejected SMEs Exponentol ot n e years 2000 8.2010 (1 sme 11 e e

(capitalization $130 m, January 2009).

010

g RiSktranSfer: m|t|gate Weaknesses in CO”ateraI, Chile: Portfolio cover, risk based pricing, strong commercial foundation

& risk management framework.

countering distress valuations downturn +

substantial regulatory capital relied

C Strongcountercyclical impact, preventing credit TAIWAN

crunch in economic downturn e et

C Strongnetwork effect: improve information oo | e S
sharing on SME risk; improve participation in o :gsf“fﬁf“f‘f“:“i_f o
creditbureaus v | (200909

o | | s
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Secured via Guarantee

Outstanding Amount |
Guaranteed
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Taiwan: Countercyclical effect after credit contraction, through improved

guarantee terms & qualifying criteria

10



&

Proposition



Structure

Insured Banks
SME Retail Loan Portfolios

] O
Premium Claims
A Guar ant ee Fundzgt/ a
Implementation agency &
risk manager . . .
[ Primary international Insurer }

x Qrigination support

x Creditpolicy & portfolio Premium Claims
risk assessment

x Claims management

x Risk monitoring & early International reinsurer(s)
warning indicators Traditional reinsurance role + product support a rating enhancement
x Specialistsupport to
banks & insurers

Risk mitigation
for reinsurers

Risk Mitigation Fund

Developmentundingto mitigate insurance risk in implemenhtation phase
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Features

To provide credit insurance to banks on finance provided to small and medium
businesses with 3 foundations:

C Sustainable, Commercial Terms

Credit insurance on SME loan portfoliogthin definedparameters. Insurance provided with substantial risk
mitigation, supported by dedicated risk management capacity.

C Riskmitigation
Substantial risk share between insurance & lenders. Claims levels & loan quality determines future premiums

Additional risk mitigation during inception period through risk mitigation funding provided by international
development finance institutions.

C Riskmanagement

Risk management & claims administration through dedicated risk management structure & agreements with
domestic insurers. Strigntry requirements. Minimumapproval & loans management procedures. Strict limits
on size and terms of insured loans, and collategguirements. Claimsubject to formal claims audits. Portfolio
guality & performancemonitored through database of lodrvel creditinformation. Exposure & concentration
monitoring. Regulaengagement with lenders on portfolio performance. Regular portfolio performance reports
to insurers & reinsurers.



Value for banks



Primary features of Facllity

C Risk transfer to Aated insurers / reinsurers, at 10% to 50% of portfolio risk (structured
based on bank preference) = Basel Il/lll requirements

G
G

implemented through primary domestic insurers

Proposal structured based on profile & performance history of specific bank portfolio
Supported by a consortium of leading international reinsurers & credit risk managers;

Portfolio:

Primary Features

SME Retail loan portfolios, loan sizggproxUSD5,000 to USD2 mil (adjusted to confor
to bank internal definition)
Full portfolio, defined segment or new advances only

Security profile

Partially or fully secured loans, related to trade, services, production

Approval
requirements

No individual loan acceptance required. Cover subject to compliance with bank cred
policy.

Risk transfer

Net risk transfer of 10% to 50%, structured to meet bank requirements
Retention: 10% to 75%
Risk share net retention: 75% to 10%

Claim payment

Proportional claim payment after final default + share in final surplus / loss after reco
on collateral

very

Administration

Low cost insurance administration, through customised reporting & claims administrg
system

)‘t; 15

Options

Regional portfolios Keymaninsurance / Asset insurance / Share in surpluses




StrategicValue for Bank

Risk reduction, capital release
Net risk reduction, reduced provisions & reduced capital requirements,
deployed in high return / high growth business segment(s

Improve SME Credit Products

Create superior loan product, with better loan value / collateral offer
at reduced credit risk & capital requirements

Support growth strategy

Reduce capital requirements for portfolio growth,
limit on maximum credit losses over business cycle

Early warning indicators & risk modelling

specialised credit risk management support, access to SME risk scores,
early warning indicators & portfolio monitoring tools

Incentives to increase SME lending
within framework of best practice in credit risk management, consistent with Basel Il standard

U)
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FINANCIAL VALUE FOR BANK

C Client offering Increase loan size & client acceptance rate, while maintaining required
collateral cover.

C Portfolio growth, reduced CLR & provision requirements (IFRS 9), reduced capital
requirement & improved investor confidence

C Net positive return after cost of insurancemproving incomestatement and balance
sheet

160 Effect of Credit Insurance

Financial Value Added

140

120

40% -

+40%
potential

30% -

20% -

10% -

0%

Financial lmpact »u



Financial value fobank

Income statement
» Reduced losses ddMEdefaults
» Net impact on income = premiunioss transfer client margin

Balance Sheet
» Reduced provisions,
» Reduced capital requirement,

Financial Ratios

» Improved Credit Loss Ratio

» ImprovedReturn on Gpital

» Risk transfer to Aated International Reinsurers




Premium Cost Financial benefits

M Cost transfer to
client

Potential 4% to +8%
improvement in margin

on SME loan portfolio M Increased interest

earned on SME loans

W Regulatory capital
relief

M Portfolio Risk
Transfer

» Net positive impact on interest margietween3%and 10%, after
covering cosbf creditinsurance,

» Consisting of premium cost, set off against

Reduced credit losses

Reduced capital requirements & cost of capital

Premium passhrough (partial)

Margin on improved loan/collateral ratio

O O 0O O

Income Statement )



Provisions Capital

o o I

Comparison: before and after risk transfer

Potential 10% to 50%
reduction in provisions

& capital requirements

=> Improved ROE & ROA

» Reduced provisions & reduction in capital requirements:

=reduce between 10% and 508epending on selected risk transfer
structure

» Reduction in effective cost of capital
» Significant improvement in ROE & ROA

Balance Sheet VE
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Gabriel Davelprevious CEO of the National Credit Regulator is
leading the initiative

Dr AnthonyValsamakigEikosRiskCapital), leads the insurance
structuring and reinsurance broking. Y2slsamakidas a long track
record in both the SA and UK insurance markets. Previous
engagement with Guy Carpent&cor& others

Dr Frank BrokeriGermany) leads the technical credit risk analytics.
Dr Broker is a specialist in credit risk analytics and previous head o
riskanalytics & scorecardevelopment foSchufgleading German
credit bureau)

Mr PatrickBracher(NortonRoseFulbright) advised on all areas of
legal structuring and compliance. Mrachens a prominent
financial services and human rights lawyer in South Africa

Donorsupport Potential, depending on target market

)22
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Further intormation:s-=

Alaa Abassi: alaa@abbassilaw.com
Gabriel Davel - gdavel@davelassociates.com
Dr Anthony Valsamakis - valsamakisa@eikos.co.uk




