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While all reasonable care has been taken in the preparation of this publication, it should not be considered as a
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Series 1/2007
South African Securitisation Industry

Overview

The publication, Deloitte Top 10 Issues for 20006, was very well received and now two years
later we list our Top 10 Issues for 2008. We also revisit the issues we listed for 20006 in
considering the status of those issues compared to the issues for 2008.

Securitisation

Securitisation provides local institutions with additional flexibility in managing credit,
liquidity and other risks involved in originating and funding loans. Depending on the
particular structures utilised, these risks can either be retained by an originating institution
or passed on to investors and others involved in the transaction.

Securitised instruments generally offer investors an attractive yield premium over sovereign
issues of comparable credit quality and maturity. The securitisation sector permits investors
to diversify their investment portfolios and corresponding risks, while offering a significant
variety and flexibility of credit, maturity and payment structures and terms, attributes that

may be tailored to meet specific investor needs and demands.

Industry performance

The South African securitisation industry had a successful year in 2006 flowing through
to the first half of 2007. We saw issuers executing transactions geared for participation
by international investors through offshore SPV structures. As excess liquidity was utilised
in our local market and spreads moved wider, it became possible to place notes in the
offshore market, with an all inclusive currency swap, at rates comparable to those being
achieved in the South African market.

The cost of a currency swap for a South African asset backed issuance in the offshore
markets had declined as a result of the improved sovereign rating and general stability in
the local currency market.

The breaks were applied by our local issuers and arrangers when the contagion effect of
the US sub-prime mortgage market meltdown started to ripple through to the European
and domestic capital markets. The credit environment in South Africa during the third
quarter of 2007 was dominated by increasing inflation, increasing interest rates and slower
growth in equity prices. However, business confidence remains high for the short term
with some uncertainty around the period after 2010, the year that South Africa is hosting
the FIFA World Cup soccer tournament.

Consumer spending is also showing signs of reducing, although there is some concern as
to whether the slow down will be sufficient to curb inflation. There is a view that the slow
down in consumer spending is attributed to the implementation of the National Credit Act
("NCA"), which has made the process of obtaining credit more onerous. This view implies
that consumers have not consciously made a decision to reduce the extent of spending.
While consumer spending creates economic growth, this growth is not sustainable when it
is primarily debt funded.
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Overview (cont.)

Figure 1.1: Corporate debt outstanding by issuer class

100,000 1
90,000 -
80,000 -
70,000 -
60,000 -
50,000 -
40,000 A
30,000 -
20,000 -
10,000 4
0

Nominal (Rand million)

1998 1999 2000 2001 2002 2003 2004 2005 2006 2007

[ Other corporate Commercial paper P securitisation

Source: Bond Exchange of South Africa

As indicated in the graph above, the volume of securitisation issuance in 2007 has
continued to increase exponentially. The securitisation issuance has been evenly spread
across the various assets classes. Residential Mortgage Backed Securitisation (“RMBS”)
issuance has been bolstered by Absa Bank’s RMBS issuance called HOMES for R3.3bn.
Imperial Bank issued its R2bn Asset Backed Securitisation (“ABS"”) deal of auto loans and
Rand Merchant Bank, amongst other deals, brought the second round of Fresco 2 to
market, being a synthetic transaction for R2bn.

The market continues to be characterised by a broad variety of transactions that provide
new and diverse investment opportunities to investors in the capital markets. The local
securitisation market has matured in such a way that data collected for historic issuance is
providing useful information when comparing new deals that come to market.
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Overview (cont.)

Figure 1.2: Credit rating yield curve for 2006/2007
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One example of the extent of information available is the graph above that reflects the
time-weighted average historical issue spreads for local securitisation transactions across
the credit rating range of AAA to B for the 2006/2007 period.

Industry award

We are very excited about the success of our local securitisation practice but even more
excited about the fact that Deloitte has again been named the world's " Best Securitisation
Accounting Firm " by the International Securitization Report. Deloitte has won the
accounting award for nine consecutive years since its inception.

Top 10 issues for 2008

This publication lays out what we consider to be 10 of the most significant issues likely to
affect the industry in the coming year. We believe that recovering from the effects of the
US sub-prime mortgage market meltdown is going to be the most significant issue for
2008. The remaining nine issues are listed in no particular order.
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1. Sub-prime mortgages never
made it to Africa

The US sub-prime mortgage market has recently experienced a level of stress not seen
in many years. Emerging markets have weathered the storm in global financial markets
reasonably well. We are seeing an increase in spreads, reduced liquidity and smaller deal
sizes for local securitisation transactions. However, this has been as a result of the local
increasing interest rate environment.

Sub-prime mortgages are loans originated by lending money to borrowers who are
considered to have high credit risk. These borrowers are called sub-prime borrowers.
During the mid 1990’, the sub-prime mortgage market expanded in the US because of
the innovative methods designed, by the mortgage lenders, to make it easier for them
to assess and price risks when lending to sub-prime borrowers. In addition, regulatory
changes and the ongoing growth of the secondary mortgage market in the US increased
the ability of lenders, who once typically held mortgages on their books until the loans
were repaid, to sell the mortgages to various intermediaries, such as securitisation issuers.
This innovation gave lenders greater access to the capital markets, lowered transaction
costs, and allowed risk to be shared more widely. The benefit for these sub-prime
borrowers, who previously could not borrow money because of their credit rating, was
that they had access to a source of funds for buying residential property.

However, the broadening of access to this source of funding during the past decade also
had important negative aspects. Not surprisingly, given their weaker credit histories and
financial conditions, sub-prime borrowers default on their loans more frequently than
prime borrowers. The consequences of default may be severe for the borrowers who face
the possibility of foreclosure, the loss of accumulated home equity, and reduced access to
credit.

Markets do tend to self-correct. In response to the serious financial losses incurred by
investors, the market for sub-prime mortgages has adjusted sharply downwards. Investors
are demanding that originators employ tighter underwriting standards, and some large
lenders are pulling back from the use of brokers. The reassessment and resulting increase
in the attention to loan quality should help prevent a recurrence of the recent sub-prime
problems.

The defaults that have arisen in these sub-prime transactions were expected to have a
greater affect on the European market, but the effect has not been as severe as initially
expected. This is evidenced by the increase in the share price of UBS when it announced
significant losses due to exposure to sub-prime mortgages. Analysts commented that they
were relieved to hear the exact results, as they had been waiting in eager anticipation

to understand the extent of exposure companies, such as Citigroup and UBS, had to the
sub-prime mortgage market. The UK market, as at the end of the third quarter, has been
relatively strong, with a few isolated exceptions such as Northern Rock. Northern Rock was
exposed to the sub-prime mortgage market meltdown because it did not have sufficient
liquidity, rather than a problem with the quality of the underlying mortgage assets. The
Bank of England provided support for Northern Rock by guaranteeing depositors that they
would receive their cash back. This injection of liquidity into the company assisted with the
run on its deposit book, but was still not sufficient to defray the hype created by the media
around the meltdown.
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1. Sub-prime mortgages never
made it to Africa (cont.)

Investors have criticised Standard & Poors, Fitch Ratings and Moody's Investors Service,
saying their ratings on bonds backed by US mortgages to people with limited credit, did
not reflect the gaining default rate. They often gave top ratings to the securities. Some
bonds have lost more than 50%, while their credit ratings have not changed.

Emerging markets have weathered the storm in global financial markets reasonably

well. South Africa will continue to feel the effects of the global credit crunch, but we

do not expect to see any contagion effect on the South African market because there

are no deals in the South African market that fall into the sub-prime mortgage category.
However, we are seeing it in increased spreads, reduced liquidity and smaller deal sizes

for local securitisation transactions. The South African retail market has experienced a
slight increase in default rates recently, but that has been as a result of the local increasing
interest rate environment. The NCA should also counteract reckless credit that possibly
could lead to an increase in default rates.

We expect the first and second quarter of 2008 will be characterised by caution from
investors, as they wait on the sideline to see the actual effect of the sub-prime mortgage
meltdown appearing in the reported results of companies with exposure to this specific
class of sub-prime asset. However, we are confident that the South African securitisation
market is well placed to rebound strongly and that deal flow will start to pick-up in the
third quarter of 2008.
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2. Changing spreads for different
reasons

Significant spread compression was evident in South African securitisation transactions
between 2002 and the beginning of 2007. This compression was attributed to a number
of factors, the most prevalent, was the maturing securitisation market. Another factor was
the excess liquidity from the net redemption of government bonds. This maturing market
phenomenon together with a declining interest rate environment, lead to spreads reaching
as low as 23 basis points over the Johannesburg Interbank Agreed Rate ("JIBAR").

There was a reversal of this spread compression as liquidity in the South Africa market
dried up during the first quarter of 2007. As excess liquidity dried up in our local market
and spreads moved wider, it became possible to place notes in the offshore market, with
an all inclusive currency swap, at rates comparable to those being achieved in the

South African market. During this period, spreads moved out to a range of 45 to 50 basis
points over JIBAR, as indicated in the graph. The spread compression was also heavily
offset during the third quarter of 2007 as a result of the contagion effect of the US
sub-prime mortgage market meltdown. Please refer to the graph below.

Figure 2.1: Historical South African spreads for AAA rated
securitisation issuance

0.80 7
*
0.70 1
*
0.60
o . .
*
= 0507 73 RS
2 040 ¢ . : T .3‘.’
K4
g IR N oo P LR ¢
T 0,30 1 S 08400 e
2030 . * ".0’. > ¢
9O 20 * ¢ * * o
© V.U *
> * ’00’ o o*
0.101
*
OOO T T T T 1
— o < wn O [}
2 2 =) ] = 2
2 & kS g 8 g
* AAA rated — Linear (AAA rated)

Source: Deloitte

While the fundamentals of the South African economy remain strong, there is merit in an

optimistic view that spreads will certainly return to levels seen in early 2007. How far the
spreads will come back down is uncertain at this point in time.

The extent to which spread compression will continue in 2008 is a factor of how long the
global credit markets will take to recover from the fall out of the credit issues in the US
sub-prime mortgage lending industry. Another point to consider in the analysis of what to
expect in 2008, is what damage the South Africa securitisation industry will sustain. In our
view, South Africa will bounce back relatively quickly. However, it will not be without any
evidence of its effect on the issuance levels and spreads during the third quarter of 2007.
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2. Changing spreads for different
reasons (cont.)

The local market is expected to be weary and take a slightly more conservative approach to
investing in securitisation structures.

In addition to the afore-mentioned points, there is an ever increasing realm of internal
factors in our economy, which impact on the spread levels locally. One of these factors

is that the South African government is in a position where it is significantly reducing its
supply of government bonds into the capital markets. As quoted by Mr T.T. Mboweni,
Governor of the South African Reserve Bank ("SARB") on 6 June 2007, “Corporate bond
issuances are currently increasing at a much faster rate than government bond issuances.
In fact, on a net basis so far in 2007, government is a redeemer of bonds." Please refer to
the graph below.

Figure 2.2: Forecast South Africa government
bond issuance
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This is likely to impact the spreads achieved in a securitisation transaction in the local
market, as the same pool of investors looks to the private sector for bonds and commercial
paper to replace their reduced government bond holdings. We expect the supply and
demand principles will come into play forcing spreads lower. The full extent to which these
factors are able to move spreads, will be seen in the months to come.
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3. Amended regulations for a
maturing market

Prudential supervision in South Africa has aimed to facilitate the development of the
securitisation market, recognising the potential benefits for financial institutions, whilst
seeking to ensure that the associated risks are adequately captured by regulated institutions
risk management systems. On the regulatory front, the emphasis has been on ensuring
that minimum capital adequacy guidelines provide appropriate coverage where risks are
retained, rather than shed by regulated institutions.

’

Capital utilisation is becoming more widely discussed within the risk management teams
of banking institutions. These risk management professionals are looking at the optimal
capital structure and how to spread risk so as to narrow the differential between economic
and regulatory capital.

Basel Il

Basel Il presents the outcome of the Basel Committee on Banking Supervision’s work over
recent years to secure international convergence on revisions to supervisory regulations
governing the capital adequacy of internationally active banks. Therefore Basel Il will

not itself become legislation in South Africa, but will guide the revision of supervisory
regulations by the South African Reserve Bank.

One of the concerns around implementing Basel Il, is the pace at which the banks have
been implementing data management systems. The Basel Il capital models rely on historical
information, such as ratings information, but without the historical information, the bank
will not have access to quality default data.

The time required to implement the locally enacted principles of Basel Il is directly
proportional to the length of the draft amended Regulations to the Banks Act. It has

been a long road for members of committees and implementation teams as they grapple
with the consequences of the draft amendments. The end of the road often appears, but
then disappears around the next corner. Globally, there are extensive resources, time and
money being ploughed into understanding and implementing the requirements of Basel I
across the banking industry. The securitisation framework encapsulated in Basel Il has been
receiving its fair share of attention. It has been imperative for banks to get to grips with
the expected changes to the level of regulatory capital required to maintain their current
asset base. It is clear that there is huge incentive for banks to manage their assets in a way
that reduces the regulatory capital requirement, especially at the high end of the asset
quality spectrum. For example, assets in the form of residential mortgage loans for banks
adopting the Advanced Internal Ratings Based approach, receive a lower regulatory capital
charge under Basel Il than under Basel I.

Basel Il will have a significant impact on the pricing of risk and it can be expected that
banks will pass on the cost of new capital charges to customers. Banks that qualify for
using the Internal Rating Based approach could find it harder to securitise any high quality
assets, as they compete with other forms of cheaper funding that do not require an
expensive SPV structure.
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3. Amended regulations for a
maturing market (cont.)

We also expect that highly rated tranches of securitisation issuers will become more
attractive to bank investors, some asset classes (e.g. project finance where the rating

is usually lower than the rating for residential mortgage assets), will be relatively less
attractive and subordinate tranches will be treated more harshly because they will attract a
bigger regulatory capital charge.

South African securitisation regulations

The SARB issued draft four of the revised securitisation regulations for South Africa in
April 2007. The public comment period on the proposed amended legislation closed on
25 June 2007. The amended securitisation regulations are expected to be implemented
by 1 January 2008 in accordance with the overall implementation plan of Basel Il for
South Africa. The proposed amendments are intended to bring the current securitisation
regulations in line with the principles embodied in the Basel Il Securitisation Framework.
This amendment process has also provided the opportunity to move certain of the
requirements in the current securitisation regulations into the Regulations to the Banks
Act.

The existence of the securitisation regulations in South Africa is one of the main
contributing factors to a successful local industry. The regulatory environment is well
established as this is the third time the securitisation regulations have been amended.
Each time the enhancements to the legislation send a message to both the local and
international community of the level of sophistication in our market. The issuance volumes
in South Africa are not big by any stretch of the imagination compared to the US or
Europe, but the fact that we have a well regulated environment provides inherent support
to our industry when we engage international investors to participate in South African
asset-backed deals.

There are very few jurisdictions around the world outside of South Africa that require the
auditor of the issuer to provide a compliance certificate to be included in the Offering
Circular, regarding the compliance of the information in the Offering Circular and

the conduct of the securitisation scheme with the requirements of the securitisation
regulations. This is one of the tangible methods for investors to gain additional comfort
about the transaction and for the Regulator to supervise transactions without hindering
the efficient flow of securitisation transactions into the capital markets.

The South African securitisation regulations are an example to other African countries
such as Kenya and Nigeria, as they seek to establish a regulatory platform for supervising
the maiden securitisation deals in those countries. As an example, the Capital Markets
Authority in Kenya has issued for public comment The Capital Markets (Asset Backed
Securities) Regulations, 2006. In a similar way to South Africa, these regulations set out
the basic requirements for the issue, offer and listing of Asset Backed Securities in Kenya.

We expect the implementation in South Africa of the amended securitisation regulations
and Banks Act, will be a smooth and uneventful process, especially considering the
detailed work programmes that have been performed by the Regulator, relevant industry
bodies and banking institutions.



Series 1/2007
South African Securitisation Industry

4. Are Collateralised Debt
Obligations coming to town?

We have only seen three listed synthetic securitisation transactions in South Africa, but this
is likely to change with the continued growth and development of the credit derivatives
market in the future. Credit derivatives have taken off globally and become the corner
stone for many synthetic transactions, such as a Collateralised Debt Obligation (“CDO”)
structure.

There are actually a variety of different instruments that are grouped together under the
category “CDO". CDQ's are mostly about repackaging and transferring credit risk.

There is an important distinction between cash and synthetic CDO's. Cash CDO's

expose investors to credit risk by actually holding collateral that is subject to default. By
comparison, a synthetic CDO holds high quality or cash collateral that has little or no
default risk, but it exposes investors to credit risk by adding a Credit Default Swap (“CDS")
to the collateral.

CDO's gain exposure to the credit of a portfolio of fixed income assets and divide the
credit risk among different tranches: senior tranches (rated AAA), mezzanine tranches (AA
to BB), and equity tranches (unrated). Losses are applied in reverse order of seniority, and
s0, junior tranches offer higher coupons (interest rates) to compensate for the added risk.
CDO's serve as an important funding vehicle for portfolio investments in credit-risky fixed
income assets.

A CDO transaction can be viewed from two perspectives when considering the value to be
obtained from investing in a CDO structure:

e The first is the cash flow CDO, which pays interest and principal to investors using
the cash flows produced by the CDO's assets. Cash flow CDOs focus primarily on
managing the credit quality of the underlying portfolio.

e The second is the market value CDO, which attempts to enhance investor returns
through the more frequent trading and profitable sale of collateral assets. The CDO
asset manager seeks to realise capital gains on the assets in the CDO's portfolio. There
is greater focus on the changes in market value of the CDQ's assets. Market value
CDO's are longer-established, but less common than cash flow CDO's.

The motivation from an issuer’s perspective for facilitating a CDO deal is typically based on
one of the following:

e Arbitrage transactions (cash flow and market value CDQ's) attempt to capture for
equity investors the spread between the relatively high yielding assets and the lower
yielding liabilities represented by the rated bonds.

e Balance sheet transactions, by contrast, are primarily motivated by the issuing
institutions’ desire to remove the credit risk of the assets from their balance sheets, to
reduce their regulatory capital requirements and improve their return on risk capital. A
bank may wish to offload the credit risk on a large amount of loans in order to reduce
its balance sheet's credit risk. Using a synthetic balance sheet CDO, the bank can
achieve that result without selling the assets.
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4. Are Collateralised Debt

Obligations coming to town?
(cont.)

The sub-prime mortgage issue in the US has had a significant impact in the current market
for credit derivatives, but once the dust has settled, there is no doubt that this market

will resume its pace of growth. We are likely to see an increase in the appetite for credit
derivatives as a source of transferring credit risk to a counter party in our local market.
Internationally, the synthetic CDO market has been one of the fastest developing areas

in securitisation, but the synthetic CDO market is also the most controversial in terms of
transparency of these complex structures.

The controversial aspect of the CDO market is that as the assets underlying the CDO's
collateral decline in value, banks and investment funds holding CDO's, face difficulty in
assigning a precise value to their CDO holdings. The complex nature of a CDO makes it
difficult to value. Access to the underlying data and the ability to perform the calculations
is critical to deriving a valuation. Typically, there has been very little transparency regarding
the data inputs for this type of calculation. Only when an investor has access to the data
inputs and the appropriate mathematical tools, will they be able to successfully determine
what the derivative counterparty is actually gaining. The importance for the investor to
understand the sensitivity of the credit derivative increases as the investors takes a lower
tranche in the capital structure. Ideally, the investors need to be able to compare deals
across different performance metrics.

Other types of CDO’s include:

e Commercial Real Estate CDO's (“CRE CDQ's") are backed primarily by Real Estate
Investment Trusts (“REIT") assets

e (Collateralised Bond Obligations (“CBQ's"”) are CDO's backed primarily by corporate
bonds

e (Collateralised Loan Obligations (“CLO's") are CDO's backed primarily by corporate
loans

e (ollateralised Insurance Obligations (“CIO's") are backed by insurance or, more usually,
re-insurance contracts

e (CDO-Squared are CDO's backed primarily by the tranches issued by other CDO's

e (CDO-Cubed and higher, where the CDO is backed by other CDO's/CDO Squared,
etc. These are particularly difficult vehicles to model, due to the possible repetition of
exposures in the underlying structures

We believe the future success of CDO’s in South Africa is dependent on the expansion of
the available South African rated corporate loan pool. Suitable corporate entities that are
rated are a necessity when compiling a loan portfolio in a CDO transaction. It is important
that the rated corporate entities display representation across the rating spectrum to avoid
concentration of the pool in one rating category. A broad range of ratings across this
expanded corporate loan pool will facilitate a tranched structure for sale into the capital
markets. We expect South Africa will see greater issuance of synthetic CDO’s in the future,
rather than cash CDO’s, as the credit derivative market in South Africa gains momentum.
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5. Standing reports side by side

Standardised post issuance reporting was listed as a Top 10 issue for 2006. It remains an
issue across the globe. However, certain developed markets have made huge strides in
addressing the extent of information reported to investors.

Once an investor has made the decision to invest in a specific securitisation deal by buying
the commercial paper, they will monitor the timely cash payments due to them. They

will be less focussed on the information reported in the annual financial statements, as
the lead time is too long in comparison to today's information age, where daily updates
to market information is the expectation. Investors are traditionally concerned about

the ability of the issuer to pay cash. Once the investors have received their coupon and
principal repayments, they are not too concerned about the financial statements reporting
for the underlying investments.

This has led to the situation where there is very little, if any at all, guidance on what
information should be reported by issuers to investors, once the initial tranche of paper
has been issued. This said, there has been a move by investors over the recent years to
request more detailed information in monthly or quarterly reports. Investors are becoming
more tuned into the need to have a level of knowledge of existing deals to benchmark
their next investment decision into a new securitisation paper deal.

There has been a drive by many of the securitisation forums around the world, such as the
European Securitisation Forum (“ESF”) and the Australian Securitisation Forum (“ASF”) to
develop market standards for post issuance reporting. These standards are guidelines and
cannot be enforced, but do provide a common platform for investors to assess how the
assets in the transaction are performing.

The investor sub-committee of the South African Securitisation Forum (“SASF”) has a
working group that is drafting market practice guidelines for South Africa. Deloitte is
actively participating in this initiative as we have followed the progress in this issue over
the years through surveys and various presentations. Once these guidelines are issued, we
expect to see an improvement in the reported information. This will also assist local issuers
as they compete in the international arena as the market practice guidelines for South
Africa will be based off the guidelines such as those issued in Europe.

The important consideration for the industry is that good quality information that is easily
accessible enhances the potential of creating a vibrant secondary market. Internationally,
investors have expressed the view that if post issuance reporting is poor and not publicly
available, then those issuers should pay a premium for transactions brought to market.

As a consequence, the preparation and dissemination of timely, accurate and consistent
transaction reporting data is essential to developing a more liquid and efficient
securitisation market. The further growth and expansion of this industry will require
significant advancements and improvements in transaction reporting and hopefully in the
not too distant future. We will have the ability to compare similar transactions side by side
in an electronic format.
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0. Regulating against reckless credit

South Africans have enjoyed a period of “easy credit” over the previous few years. The
obvious result is that people are likely to take on more debt than they can afford. It is
estimated, by the National Credit Regulator, that there are about 300 000 people in

South Africa who are in desperate need of debt counselling because they have financially
extended themselves beyond the point where they are able to manage the repayments on
their own.

It is also estimated that half of these people are indebted to the extent that they owe three
to four times the amount of their monthly income just in debt repayments. Clearly, this is
bad for both the credit providers and the individual people involved.

The National Credit Act (“NCA") was promulgated into law with an effective date of
1 June 2007. There are several purposes for the NCA, some of which are:

e to provide for the general regulation of consumer credit and improved standards of
consumer information

e to prohibit certain unfair credit and credit-marketing practices

e to promote responsible credit granting and use and for that purpose to prohibit
reckless credit granting

e to provide for debt re-organisation in cases of over-indebtedness
e to regulate credit information

e to provide for registration of credit bureaux, credit providers and debt counselling
services

Reckless credit

The NCA aims to increase access to credit to as many consumers as possible, while
simultaneously preventing over-indebtedness. One of the mechanisms introduced by the
NCA to counter over-indebtedness, is the concept of reckless credit. The NCA obliges
the credit provider to conduct a proper assessment of each consumer’s ability to meet
their obligations, taking the follwoing reasonable steps to investigate and evaluate the
consumer’s:

e understanding and appreciation of the obligations of the proposed agreement

e their ability to meet those obligations in a timely manner

Failure to conduct such an assessment might lead to a setting aside of the consumers
obligations or a suspension of the credit agreement.

In order to meet the requirements of the NCA, and to avoid entering into a reckless
credit agreement, the credit provider has to ensure that the consumer understands and
appreciates the risks, costs and obligations under the agreement, and needs to conduct
an affordability assessment to ensure that the consumer will be in a position to meet their
obligations under the proposed agreement.
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0. Regulating against reckless credit
(cont.)

In order to verify some of the information provided by the consumer, the credit provider
may conduct a credit check with a registered credit bureau, and may also consult the
National Credit Register.

The consequences for a credit provider, should a credit agreement be declared reckless in
terms of the NCA, are severe. If an agreement is set aside, the credit provider will have no
legal right to claim either payment for any outstanding amount, or the return of goods
purchased on credit in terms of the agreement. If the agreement is suspended, for the
duration of the suspension, the:

e the consumer is not required to make any payment required under the agreement
e no interest, fee or other charge under the agreement may be charged to the consumer
e the credit provider's rights under the agreement are unenforceable

Thus, credit providers have to ensure that they do not enter into agreements with
consumers that might be classified as reckless credit. It is proposed that credit providers:

e keep arecord (even if it is in electronic form) of the affordability assessment and the
pre-agreement disclosure statement

e consider including a declaration/statement in the affordability assessment, to be signed
by the consumer, where the consumer declares that he/she:

e understands the costs, risks and obligations contained in the agreement

e fully and truthfully answered all requests for information

Consumer may surrender goods at any time

The NCA provides for a procedure in terms of which the consumer may, at any time during
the life of a credit agreement, notify the credit provider that he/she wishes to terminate
the agreement. If the credit agreement is an instalment agreement, a secured loan or a
lease (for example where furniture was bought on credit from a furniture store, or a motor
vehicle was bought on credit from a motor dealership), the consumer has to surrender to
goods to the credit provider for the goods to be sold. This arrangement does not apply

to credit facilities, thus, if clothing was bought using a store card, the consumer may not
surrender the clothing in terms of this provision.

The goods must be returned to the business premises of the credit provider — where goods
were purchased from a merchant or dealership, and credit was provided by a separate
institution, the goods should not be returned to the merchant or dealership, but rather to
the credit provider.
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0. Regulating against reckless credit
(cont.)

Debt counselling
When a consumer is in default, the credit provider may draw the default to the notice of
the consumer and propose that the consumer refer the credit agreement to:

* adebt counsellor
e alternative dispute resolution agent
e consumer court or

e ombud with jurisdiction

in an attempt to resolve any dispute under the agreement, or to develop and agree on a
plan to bring the payments under the agreement up to date. Although a credit provider

is not obliged to send such a letter to the consumer, it should be noted that the credit
provider may not commence any legal proceedings to enforce the agreement before it has
sent this letter.

The introduction of the debt counselling procedure has led to a lengthening of the
enforcement process. The credit provider has to ensure that they account for the longer
credit enforcement process by amending their risk management policies and procedures
accordingly. The impairment modelling for these assets will also need to take into account
the extended period required to enforce the security, which would also imply a longer
discounting period.

The debt counselling process should be concluded within 40 business days. However, if
this process is not concluded within 60 business days, the credit provider may give notice
to terminate the debt counselling process and proceed to enforce.

It is clear that the requirements of the NCA are extensive and far reaching. Originators of
assets for funding through securitisation will have to ensure that their systems are updated
and are able to deal with the detailed requirements of the NCA.

The exact ramifications of the NCA for the securitisation market will be revealed in the
coming months. Our view is that the NCA will lengthen the lead time for credit approval
as credit providers work through the process of ensuring they are not providing reckless
credit. We also expect consumers will become frustrated with the change in the way
credit is extended and in some cases will choose not to transact because of this additional
administrative burden. The impact of the NCA on the local securitisation market is
expected to be seen in the reduced volumes of assets available for sale into a securitisation
transaction and longer collection periods for those assets subject to enforcement
procedures.
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7. Disclosing instruments that
are financial

In August 2005, the International Accounting Standards Board issued IFRS 7, Financial
Instruments: Disclosures (“IFRS 7”). IFRS 7 is applicable to all entities reporting in
accordance with IFRS for financial periods beginning on or after 1 January 2007, with
earlier application encouraged.

It should be noted that in most instances, comparative financial information will be
required, except for first time adopters of IFRS that adopt IFRS 7 for financial years
beginning before 1 January 2006. South African entities who report under South African
Standards of Generally Accepted Accounting Practice (“SA GAAP") are required to comply
with the requirements of AC144, Financial Instruments: Disclosures (“AC 144"). AC 144 is
the same as IFRS 7 and also has an effective date of 1 January 2007.

IFRS 7 replaces the disclosure requirements for financial instruments currently required
by both IAS 30, Disclosures in the Financial Statements of Banks and Similar Financial
Institutions (“1AS 30") and IAS 32, Financial Instruments: Disclosure and Presentation
("IAS 32"). The primary objective of IFRS 7 is to provide risk and financial instrument
disclosures that enable users to evaluate the significance of financial instruments to an
entity’s financial position and performance. Furthermore, IFRS 7 requires disclosure of the
nature and extent of risks arising from financial instruments to which an entity is exposed
and how those risks have been managed. Importantly, the level of disclosure required
will depend on the extent of the entity’s use of financial instruments and its exposure

to financial risk. Quantitative disclosures will need to be based on information provided
internally to key management personnel (defined in IAS 24: Related Party Disclosures).

Some of the mandatory disclosures previously required by IAS 32 have been eliminated.
At the same time, IFRS 7 introduces a number of additional and far reaching disclosure
requirements. Comparative financial information will, in most instances, be required. The
most significant additions include the:

e requirement to provide quantitative data of exposures to the relevant financial risk
at the reporting date based on information reported internally to key management
personnel of the entity

e preparation of a market risk sensitivity analysis for each type of market risk to which
the entity is exposed at the reporting date showing how profit or loss and equity
would have been affected by changes in the relevant risk variable that were reasonably
possible at that date (alternatively, a sensitivity analysis, such as value-at-risk, that is
used to manage financial risks may be used)

e preparation of a contractual, undiscounted liquidity analysis for all financial liabilities,
including derivative financial instruments

e disclosure of the credit quality of financial assets that are neither past due nor impaired

e presentation of various disclosures for financial assets that are either past due or
impaired

e preparation of a reconciliation of the amount yet to be recognised at the beginning
and end of the period with respect to day one profit or loss together with an
accounting policy for the recognition of those amounts in profit or loss



Series 1/2007
South African Securitisation Industry

7. Disclosing instruments that
are financial (cont.)

e disclosure of the carrying amounts of financial assets and financial liabilities under each
of the classifications of IAS 39, Financial Instruments: Recognition and Measurement,
together with net gains and losses for each of those categories

e disclosure of hedge ineffectiveness

This list is by no means exhaustive. There are many other disclosure requirements, each of
which will present its own unique set of challenges.

The requirement to present market risk sensitivity analyses, as well as other quantitative
disclosures, represents one of the most significant challenges to securitisation SPV's. It

will require the development of, and/or investment in, additional systems and processes.
Striking the balance will be key — disclosing too much or too little is one of the many
issues that will need to be addressed. Entities need to guard against disclosing insufficient
information since key stakeholders may interpret this as a sign of poor financial risk
management. Similarly, entities will need to ensure that internal risk and financial reporting
provides an appropriate base, in terms of quantity, quality and depth of information, on
which externally provided financial information is generated.

Whilst there are many challenges, IFRS 7 will afford entities the opportunity to provide
users with enhanced financial instrument disclosures. The disclosure requirements are
designed to enable users to evaluate the significance of financial instruments on the
financial position and performance of an entity and to provide stakeholders with greater
transparency regarding the manner in which financial risk is monitored, measured and
managed. This transparency should be rewarded through a more accurate pricing of
capital. The time and resources required to generate this information should not be
underestimated, especially considering most securitisation transactions in South Africa
are originated from the balance sheet of a bank. This would imply that the reporting
requirements for the securitisation SPV will be reliant on the progress made by the bank to
report such information.
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8. Out with the old, in with
the new

The current framework of South African company law is built on foundations that were
put in place in Victorian England in the middle of the nineteenth century. Since the
introduction of the 1926 Companies Act there has been only one significant review of
company law, which was initiated in 1963 and culminated in the Companies Act, 1973.
Although a major review of company law in South Africa, the 1973 Act is still based on the
framework and general principles of English law.

Following the corporate scandals of the late 1990's, governments and regulators of capital
markets across the world set about reviewing the regulatory environment of key players in
capital markets.

The US saw the introduction of the Sarbanes-Oxley Act, which sought to stabilise capital
markets in North America through increasing the personal accountability of CEO's and
CFQO's to stakeholders. Further measures saw direct accountability for internal controls by
companies to stakeholders, supported by external attestation by independent auditors. The
regulation of auditors and setting of standards for the conduct of audits was moved to a
government agency, staffed mainly by lawyers and politicians.

In Australia, Canada, France, China and Japan similar regulator driven changes have
followed. The United Kingdom and Germany are considering various aspects of final
regulatory changes.

In South Africa, the Department of Trade and Industry (“DTI"”) has embarked on a
corporate law reform process, which promised the development of a “clear, facilitating,
predictable and consistently enforced law” to provide “a protective and fertile environment
for economic activity”. The required result would be that company law should promote
the competitiveness and development of the South African economy by encouraging
entrepreneurship and enterprise development, promoting innovation and investment in
South African markets, and making company law compatible and harmonious with best
practice jurisdictions internationally.

The corporate law reform process will completely overhaul and update the Companies
Act, 1973. The process is being executed in two phases. The first phase, namely the
Corporate Laws Amendment Act only addressed a number of urgent matters. The second
phase entails a complete review of the Companies Act and a draft was issued for public
comment in early 2007.

The Companies Bill was the first opportunity business had to understand and engage with
government on the replacement of the existing Companies Act.
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8. Out with the old, in with

the new (cont.)

The Companies Bill responds to calls for modernisation of the Companies dispensation
within South Africa. This modernisation sees a few key principles being achieved:

e The formation of Companies is simplified when compared to the previous Act

e Various regulatory oversight bodies are established to regulate companies, rather than
the previous reliance on the courts in isolation to enforce the Act

¢ Introducing additional requirements on Public Interest Companies, while alleviating
certain requirements from Closely Held Companies

e The roles, duties, responsibilities and consequences for not meeting these for directors
are better defined

e Introducing a business rescue system to replace the administration and liquidation
approach applied previously to companies in distress

e Recognising modern communication tools, for instance, by allowing electronic
distribution of financial information and requiring electronic access for shareholders to
meetings of Public Interest Companies

e Replacing the capital maintenance model with a capital adequacy model that allows
the use of funds, within authority limits, subject to a solvency and liquidity test only

e Enhancing the protections offered to minority shareholders

The DTl has indicated that the Companies Bill will be submitted, in October 2007, to
Cabinet for approval, to introduce the Bill to Parliament. The Companies Bill is expected to
be enacted in July 2008 and then implemented by January 2010.

The Companies Bill removes the current Companies Act and replaces it with new corporate
legislation. This legislation will need to be interpreted in accordance with the Constitution,
with the common law only being considered in the absence of a clear interpretation under
the Bill, its explanatory memorandum or the constitution. The current body of case law will
therefore have limited implications in the interpretation of the Companies Bill when this
becomes law.

The Companies Bill changes some fundamentals of how business has operated in South
Africa, while bringing into law some Common Law interpretations applied in the past.

A capital adequacy regime based on liquidity and solvency has been incorporated in the
Companies Bill. In this regard, a solvency and liquidity test has been incorporated, which
must then be applied when making distributions. All distributions will be subject to the
same liquidity and solvency test.

A new framework for debentures has been introduced. This new framework seeks to
give effect to one of the underlying policy objectives of the Companies Bill, namely that
companies should have significant freedom to create financial instruments. These aspects
of the Bill should be assessed in terms of securitisation transactions and other debt issues.

The Companies Bill proposes that certain companies be classified as Public
Interest Companies.
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8. Out with the old, in with
the new (cont.)

The Companies Bill distinguishes between Public Interest Companies, which have a greater
responsibility to a wider public, and therefore ought to be subject to more demanding
disclosure and transparency provisions, and Non-Public Interest Companies, which will
operate under a more relaxed regulatory scheme.

In line with the accountability and transparency requirements, the Companies Bill proposes
that Public Interest Companies should, among other requirements, appoint at least

four directors, appoint an audit committee, comply with financial reporting standards
applicable to Public Interest Companies, and appoint and receive an auditor’s report on its
financial statements.

Overall, we welcome the Companies Bill and believe the objective to be appropriate

and applicable to the business environment in South Africa. However, we believe the
Companies Bill will bring about additional administrative issues for SPV's in a securitisation
transaction that may not particularly achieve the objectives of the corporate law reform
process, when compared to the requirements under the current Companies Act. The ideal
solution would be to scope out of the Public Interest Companies definition, those SPV's
incorporated for the purpose of a securitisation transaction.

Figure 8.1: Time frame for implementation of the new
Companies Act

Bill submitted Enactment of Promulgation Implementation
to Parliament the Bill of the Bill of the Act
October 2007 July 2008 December 2008 January 2010

Source: Department of Trade and Industry
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9. Taking insurance to the
capital markets

In spite of the relatively small volume of insurance securitisation transactions across the
globe to date, securitisation has significant potential to improve market efficiency and
capital utilisation in the insurance industry.

Generally, the insurance securitisation process involves the following key elements:

e the transformation of underwriting cash flows into tradable financial securities

e the transfer of underwriting risks to the capital markets through the trading of those
securities

Instead of an insurance company transferring its underwriting risk to a reinsurance
company within the insurance industry, the risk is transferred to the broader capital
markets. This approach diversifies risk for investors by giving them a different asset class
and provides liquidity and funds to the insurance sector.

A Catastrophe Bond is one example of a bond issued from an insurance securitisation
transaction. There are insurance companies all over the world that have suffered
catastrophe losses as a result of claims paid out due to certain natural disasters. For
example in Ireland, the insurance industry suffered significant catastrophe losses in 1990.
The insurance industry subsequently reassessed the catastrophe risk to which it was
exposed and successfully transferred some of that risk into the capital markets through
insurance securitisation structures.

The role of the SPV is identical in an insurance securitisation as in any other securitisation
structure. Investing in Catastrophe Bonds also has the distinct advantage that catastrophe
exposure is uncorrelated with movements in the capital markets and therefore provides
diversification potential for investors.

The risk taken on by investors is that actual insurance payments will exceed the economic
reserves, which will mean that investors may lose some or all of the capital invested, which
would be paid to the insurer to cover the losses arising.

Other examples of insurance securitisation are:

e securitisation of future cash flows from a block of insurance business or annuity
business

e reserve funding securitisations to reduce the risk based capital requirements

¢ life insurance risk transfer securitisation, which protect against deteriorating mortality
or longevity when dealing with annuities
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9. Taking insurance to the
capital markets (cont.)

Some of the potential advantages of insurance securitisations include:

® increased liquidity for the insurance company

e lower cost of capital for the insurance company

e capital markets have the capacity to absorb large amounts of funding
e possibility of reducing capital requirements

e price could be cheaper if there are arbitrage opportunities

e removal of credit risk of re-insurance

e reduced volatility for the insurance company

e source of finance to fund new business and acquisition activity

In 2001, the European Union initiated the Solvency Il process to ensure the protection of
policyholders and improve the safety and soundness of the insurance market. Solvency |l
has a three pillar framework which has been “inspired” by Basel Il for banks. Like Basel Il
it is part of the global trend for responsible business growth driven by market forces and
transparency, within a flexible regulatory framework. Solvency Il will only directly affect
insurance business in Europe at this stage, but will form the basis of global best practice
for the industry as a whole.

It is still early for insurers to agree on “best-in-class” responses to their requirements in the
context of Solvency Il. However, in line with Basel Il, insurers should begin to prepare for
the implementation of Solvency II.

Therefore, the issue is not whether or not you comply with Solvency Il, or even when, the
only issue is how.

The development of insurance securitisation is increasing the ability of the insurance sector
to access the capital markets. This could eventually establish a highly tradable and liquid
market in insurance assets, such as life portfolios, which have not been freely available to
investors. Insurance companies will benefit from a lower cost of capital and investors will
also benefit from being able to diversifying their investments with another asset class.
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10. Seizing opportunities in

Islamic securitisation

Islamic institutions are concerned with the Islamic acceptability of the securitisation
business, so their focus is as much on the content of the underlying asset pool as on the
process of packaging the structure. Therefore, they tend to ensure that the assets in the
package - and not simply the package alone - are acceptable to Islamic investors.

23

Islamic securitisation was included in our Top 10 issues for 2006 and remains as a Top 10
for the South African securitisation industry in 2008. Islamic institutions have a growing
participation in the global securitisation industry.

The securitisation process has some specific benefits for Islamic institutions as long as these
assets are structured in accordance with Islamic principles. The concept of asset backing

is prevalent in all other Islamic compliant structured transactions. For example, in trade
finance the use of the "Morabaha" contract, which enables the Islamic institutions to
purchase certain goods and sell the same to a client at a pre-agreed profit margin, rather
than giving an interest-bearing loan to the client. In project finance, the preference is to
buy equipment and lease it to a project-promoter, instead of providing him with liquid
capital against payment of interest. Therefore, the use of securitisation will bring in much
needed liquidity to these institutions, by enabling Islamic institutions to free part of their
capital which is tied-up with these illiquid project and trade financing activities.

Securitisation creates net gains for the community as almost everybody gains something
from the process. It reduces overall industry concentration risks, results in better
transparency of operations, imposes industry benchmarks, creates significant fee income
for originators and investment bankers, reduces cost of funding to businesses and
consumers, and provides better returns for investors.

As information about pools of assets become more freely available through extensive
use of electronic information sources, through deregulation of global financial markets,
and as a result of on-going globalisation of banking and finance - it is envisioned that
securitisation business will only grow. The trend is also consistent with the growing
demand for disintermediation in the financial markets, which is widely documented.

Islamic institutions, on the other hand, have all along promoted a philosophy in financing
based on direct asset financing, rather than lending funds to entities and individuals.
They have struggled with having to deal with financial intermediaries whose interest-
based products are not acceptable to Islamic institutions. Securitisation enables Islamic
institutions to by-pass these shortcomings by engaging themselves directly with the assets
to be financed, and with investors in the pools of these assets. It also enables Islamic
institutions to negotiate the Islamic acceptability of the terms under which the users hold
these assets.
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10. Seizing opportunities in
Islamic securitisation (cont.)

It is expected that Islamic compliant securitisations will encourage many Muslims
world-wide to participate in financial markets, and hence, will be instrumental in
expanding and deepening these markets, particularly in the emerging countries. We
believe that in South Africa, a greater pool of investors will be attracted to this component
of Islamic finance because of the relative simplicity of the structures and similarity between
conventional fixed income securities and Islamic compliant securitisations. The combination
of the developing securitisation industry in South Africa and a large Muslim population set
the stage for the introduction of Islamic compliant securitisations in South Africa.
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Top 10 Issues for 20006 revisited

Overview of items listed in our previous publication of the Top 10 issues for 2006 and its
relevance in 2008.

Issue listed in
Top 10 2006 Comment
publication

Listed as Top 10

issue for 2008

1 Spread compression  There was consistent spread Yes
compression during 2006 and the
beginning of 2007. This has recently
been reversed as we discuss as one of
the issues for 2008.

2 Basel Capital Accord  Draft revision to the Securitisation Yes
leads to new exemption notice on South Africa
legislation issued for public comment in

June 2007. Implementation is
expected for 1 January 2008.

3 Liquidity facilities: Internationally we have seen an No
extendable notes increase in extendable notes being
emerging issued from securitisation structures

to facilitate liquidity. There has been
limited use of these extendable notes
in the South African market to date.

4 Standardising post The Marketing Standards sub- Yes
issuance reporting committee of the South African
Securitisation Forum has a working
group for drafting guidelines to
issuers for reporting information to
the investors.

5 Implications of the The National Credit Act became Yes
National Credit Bill effective on 1 June 2007 in South
Africa. Several other factors in the
current financial markets make it
difficult to assess the full impact
the Act has had on securitisation
issuance.
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Top 10 Issues for 20006 revisited

(cont.)

Issue listed in
Top 10 2006
publication

Listed as Top 10

Restrictions of the
Pension Funds Act

Changes to the
Companies Act

More focus on
taxation

Covered bonds
requiring legislation

Seizing opportunities
in Islamic
securitisation

Selulisns issue for 2008
No change No
The Corporate Laws Amendment Act Yes

was promulgated as phase one of the
corporate law reform process. The
Companies Bill was issued for public
comment in 2007 as phase two of
this process.

No change No
No change No
The asset base is growing in South Yes

Africa, which we expect will still lead
to a Sharia compliant securitisation
transaction out of South Africa in the
future.
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Conclusion
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Securitisation remains as one of the most important innovations in modern finance. The
securitisation industry in South Africa continues to grow at a phenomenal pace when you
compare year on year growth. There is no doubt that the fast start out of the blocks in
2007 has been overshadowed by the hurdles placed along the way from the effects of the
cautious global credit market.

This said, the local industry is showing no signs of real distress and we believe a cautious
approach at this point is wise. The year ahead has both some challenges and opportunities
for another year of building a successful base to support even more record breaking years
ahead.



Series 1/2007
South African Securitisation Industry

Key contacts

André Pottas
Lead Partner — Debt Advisory, Corporate Finance

apottas@deloitte.co.za
+27 31 560 7206

André is a Corporate Finance Advisory partner, and the leader of the Debt
Advisory practice in Southern Africa. He has 13 years of international experi-
ence covering debt origination and securitisation. As part of his debt origination
portfolio, André has provided transaction support services on a large number of
debt capital issuances, in both the South African and Eurobond market. He has
been active in the local securitisation market since its inception in 2001 and is an
executive committee member of the South African Securitisation Forum and the
Association of Corporate Treasurers of Southern Africa.

Andrew Huntley
Senior Manager — Debt Advisory, Corporate Finance

ahuntley@deloitte.co.za
+27 11 806 5732

Andrew is a senior manager in the Debt Advisory division of Deloitte Corporate
Finance. He has worked in the financial services industry for 10 years, of which
eight years have been with Deloitte and the last two years within an advisory
capacity. His experience includes audit and advisory work for companies in the
Banking and Securities sector in Sydney, New York and South Africa. Andrew
has worked on several large transactions to fund various asset classes such as
property, farming equipment, auto loans and lease receivables. He also provides
advisory services to financial services institutions on the impact of the Basel I
Securitisation Framework.

Amrisha Krishna
Senior Manager — Debt Advisory and Securitisation Services

amkrishna@deloitte.co.za
+27 31 560 7089

Amrisha is a senior manager in the Debt Advisory and Securitisation Services
division of Deloitte Corporate Finance. She has six years of experience in the
financial services industry. Amrisha has worked on a number of large
securitisation transactions, providing transaction support services with a focus

on assessing compliance with the securitisation regulations, and performing due
diligence reviews on pool data. Her experience further includes the provision of
transaction support services to both local and offshore debt capital issuances, and
audit and advisory work for companies in the Banking and Securities sector in
South Africa. Amrisha studied and qualified as a Chartered Accountant in

South Africa.

28



ABOUT DELOITTE

Deloitte refers to one or more of Deloitte Touche Tohmatsu, a Swiss Verein, its member firms, and their
respective subsidiaries and affiliates. Deloitte Touche Tohmatsu is an organisation of member firms around the
world devoted to excellence in providing professional services and advice, focused on client service through a
global strategy executed locally in over 140 countries. With access to the deep intellectual capital of 150,000
people worldwide, Deloitte delivers services in four professional areas - audit, tax, consulting, and financial
advisory services - and serves more than 80 percent of the world’s largest companies, as well as large national
enterprises, public institutions, locally important clients, and successful, fast-growing global companies.
Services are not provided by the Deloitte Touche Tohmatsu Verein, and, for regulatory and other reasons,
certain member firms do not provide services in all four professional areas.

As a Swiss Verein (association), neither Deloitte Touche Tohmatsu nor any of its member firms has any liability
for each other’s acts or omissions. Each of the member firms is a separate and independent legal entity
operating under the names “Deloitte”, “Deloitte & Touche”, “Deloitte Touche Tohmatsu” or other related
names.

In Southern Africa, Deloitte & Touche is the member firm of Deloitte Touche Tohmatsu, and services

are provided by Deloitte & Touche and its subsidiaries. Deloitte & Touche is among the region’s leading
professional services firms, providing audit, tax, consulting, and financial advisory services through nearly 3600
partners/directors and staff in more than 16 offices in Southern Africa. Known as an employer of choice for

its innovative human resources programme, it is dedicated to helping its clients and its people excel. For more
information, please visit the Southern Africa website at www.deloitte.com/za.

© 2007 Deloitte & Touche. All rights reserved.
Member of
Designed and produced by the Studio at Deloitte, Johannesburg. (ZA/8296/vee) Deloitte Touche Tohmatsu



