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This article presents the
results from Deloitte’s
recent investment
management risk survey.
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1. Introduction
In the current climate of macro-economic
volatility and ever-increasing regulatory
prominence, asset managers are compelled
to enhance their investment management
risk identification, measurement, mitigation
and monitoring processes and frameworks.
This article presents the results from
Deloitte’s recent investment management
risk survey. In this survey we defined
investment management risk as the risk of
losses arising from errors, negligence and
operational incapability of asset managers
in charge of financial portfolios. Failure in
risk management in this regard may lead
to unexpected financial or non-financial
impacts on the value of client investment
assets or portfolios, and consequently will
have unexpected impacts on an investment
management firm, its earnings and its
reputation.
Investment management risk mainly arises
from:
•• Client portfolios that are inappropriately
benchmarked or not managed in line
with client risk-return expectations as
per the agreed mandates;
•• Unfavourable movements in market
factors (such as interest rates, inflation
rates, currency exchange rates, equity or
property prices) creating asset price risk
in client portfolios, which, if inadequately
evaluated or monitored, compromises
effective investment risk management
activities; and

•• Operational issues stemming from
investment management business
operations. These include losses caused
by inadequate or failed processes,
people, systems or external events in the
undertaking of client interaction, client
registry, unit registry and asset registry
activities. This includes third party risk
arising from outsourced middle or back
office duties or functions.
Broadly speaking, an asset manager’s
activities can be classified as either
operational or related to investment
management. In line with this, our survey
comprised of the following two sections:
•• Investment management activities
This encompasses all processes associated
with investment decision making and
mainly includes:
–– setting the investment strategy (asset
allocation and security selection);
–– investment research and analysis; and
–– risk management.
•• Operational activities
This refers to operational and
administration processes that facilitate
investment activities and includes:
–– capturing and storing client data;
–– executing and recording client
instructions and transactions; and
financial reporting.
This article should be read in conjunction
with our recent publication on investment
management risk, Change on the Horizon1 ,
where we explain investment management
risk in greater detail.

https://www2.deloitte.com/za/en/pages/financial-services/articles/changes-in-the-horizon.html
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2. Objectives of the survey
Our survey examined the levels of sophistication of South African asset managers in the
execution of investment risk management and operational activities.
Given the lack of formal South African regulations in this regard, the survey was based on
the ERM process from the “Risk Management Principles guidance”. This was published in
February 2009 by the Committee of European Securities Regulators (now ESMA - the European
Securities and Markets Authority), and outlines the general risk management principles
which underlie the UCITS (Undertakings for Collective Investment in Transferable Securities)
regulations. Using this document as a reference, we have determined:
•• the level of sophistication of South African asset managers’ investment risk management
practices; and
•• the state of readiness of South African firms with regards to the adoption of a regulatory
regime similar to the UCITS framework.
The output from the survey was grouped into the following themes:

Investment activities
Governance and
organisation

Identification and
measurement of risks

•• Risk management
policy

•• Identification of risks
relevant to the fund

•• Risk management
function and risk
management
practices

•• Risk measurement
techniques

•• Remuneration
•• Outsourcing of
risk management
functions or
activities
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•• Risk models and
back-testing
•• Links between risk
measurement and
asset valuation

Risk management
•• Risk limits
•• The effectiveness
of the risk
management
process

Monitoring and
reporting
•• Reporting to the
board of directors
and the senior
management
•• Monitoring of the
risk management
process

Operational
activities
•• Risk governance
and organisation
•• Identification and
measurement of
risks
•• Risk management
•• Risk monitoring
and reporting
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3. Executive Summary
Generally, the results from the survey
indicate that risk management practice
levels are well developed and that South
African asset managers appear to have
taken some steps in the path towards
UCITS preparedness. There are however
key gaps that need to be addressed.

3.1. Investment activities

The online survey was conducted with
a questionnaire based on the “Risk
Management Principles guidance”
which was published in Feb 2009 by
the Committee of European Securities
Regulators (now the ESMA) and outlines the
general risk management principles which
underlie UCITS. Using this as a reference
we have been able to determine the level
of sophistication of the South African asset
management industry’s practices with
regards to:
•• Investment activities: All processes
associated with the making of investment
decisions. This mainly includes setting the
investment strategy (asset allocation and
security selection), investment research
and analysis as well as risk management.
•• Operational activities: Operational and
administration processes that facilitate
investment activities. This includes
activities that involve executing and
reporting at individual and aggregate
level such as: calculating returns and
fees, capturing contributions and
redemptions, accounting and financial
reporting, accounts processing, pre
and post trade-management as well as
treasury management.
In addition, we used the questionnaire to
determine South African asset managers’
state of readiness to adopt a regulatory
regime similar to UCITS.

Investment activities are a crucial part
of an asset manager’s operations and
distinguishes it from competitors. While
we expect each participants’ investment
activities to be unique, some broad
principles should be followed in terms of
risk management.
Risk management themes emerging from
this section of our survey were:
•• 57% of participants indicated that they
follow a structured process to identify
risks which stem from the investment
style and valuation process underlying
their funds . This was lower than
expected since the risk identification
process is expected to be updated
regularly and incorporate for all current
and emerging risks (including investment
style and valuation process) that an asset
manager faces.
•• 89% of participants have a stand-alone
risk policy for investment risk, while 67%
of participants a have standalone risk
policy for mandate compliance risk. Given
the importance of mandate compliance,
we expected more participants to
have a standalone policy for this risk
(the stand-alone policy is mentioned
in the context of investment risk and
mandate compliance). The focus of
managing investment risk and mandate
compliance risk differs across firms,
but risk management policies of most
participants cover the processes and
frameworks used to identify, measure,
manage and monitor investment risks.
Also included in these policies is the

escalation framework for level of risks
that are reported to senior management
and the board as well as segregation of
duties.
•• Participants use the following
quantitative risk metrics to measure the
investment risks indicated below:
–– Market risk: 57% of firms use asset
price volatility as a key measure and
14% use TVaR or Expected Short fall.
–– Credit risk: 80% of firms use the
exposure per counterparty and 20%
use credit ratings as a key measure.
–– Liquidity risk: 60% of firms use the
number of days to liquidate the
portfolio as a key measure.
–– Operational risk: 80% of firms use risk
maps as a key measure.
•• Half of the participants indicated that
they had full alignment (same systems
are used and data, assumptions and
calculations acquired from the same
source) between their investment risk
quantification and valuation process.
•• 43% of firms indicate that the board,
senior management and audit risk
committee are aware of, but do not
actively attend to, investment risk and
mandate compliance risk. Due to the
increasing complexity in financial markets
and expected regulatory developments,
there will be an increasing demand
for senior management to become
more involved in the investment risk
management.
•• All participants indicated that there is
independent oversight of investment
risk and mandate compliance risk
management by their middle office
functions. In addition, middle office
functions independently validate the
performance of various components of
the risk management process such as:
risk measurement; risk monitoring; and
risk identification (to a lesser extent).

3
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•• All participants indicated that they
have risk measurement frameworks
which are adapted to the nature, scale
and complexity of their funds. This is
expected since funds are registered and
regulated on an individual basis.

trade management as well as treasury
management. Our survey focused only on
asset registry activities.

•• All participants indicated that their
remuneration policies are structured in
a way that ensures that those who are
in oversight roles remain independent;
and that those who are in investment
decision roles are aligned to clients’
interests.

•• All participants indicated that their risk
management policy covers asset registry
related risks. This was expected due the
critical nature of asset registry functions
within investment managers.

The above results show that South African
asset managers have well-developed
risk management practice levels. This
is evidenced through the existence of
stand-alone risk policies for investment
risk and mandate compliance risk;
formalised risk management frameworks
to identify, measure, management monitor
risks. However, there some key gaps that
asset managers should address. The
latter mainly refers to the investment
management risk oversight by the board,
senior management and the audit risk
committee.

3.2. Operational activities
Operational activities support and
facilitate the execution of investment
activities and can be classified into two
components namely, client registry and
asset registry.
Client registry refers to all sub-activities
and processes that are involved in
capturing and storing client information
such as client take-on, client advice
and expectation management, postsale administration and data security
management. Asset registry refers
to operational activities which involve
executing and reporting at individual
and aggregate level such as calculating
returns and fees, capturing contributions
and redemptions, accounting and
financial reporting, pre- and post4

The following key results were observed
from this section of the survey:

•• 75% of participants indicated that they
formally assess registry systems risks
on a quarterly basis, the remaining 25%
assess these risks on a monthly basis.
We expected the frequency of formal
assessments to be higher due to the
materiality of the risk exposure and
frequency at which systems are used.
•• All participants indicated that they had
an independent function or business unit
responsible for managing operational
risk (which includes asset registry risks).
This is expected given the specific nature
and scale of the operational risks faced
by asset managers (i.e. continuous
trading; daily reporting on returns and
regulatory compliance). Furthermore,
it is also common practice to have an
independent function or unit responsible
for risk management according to the
three lines of defence model. This is
because this independent function
serves as a second line of defence and
determines if front office staff, the first
line of defence, adhere to the risk policy.
•• All participants indicated that they have
some asset registry activities outsourced
to a third party. The reasons mentioned
for outsourcing were efficiency (75%) and
not having appropriate systems (25%) .
This may imply that third party providers
have achieved economies of scale in
their services in terms of efficiency and
this cannot be matched by individual
asset managers (especially small or
medium size managers).

•• All participants indicated that they
formally identify, measure, mitigate and
monitor risks related to outsourcing
administration functions or activities to
third parties (e.g. Maitland, Silica, AOS
etc.). Third party providers’ services
are generally integrated within asset
managers’ operational processes
and asset managers are materially
dependent on them.
•• 75% of participants stated that they
perform due diligence on a vendors’
ability to meet requirements on an ongoing basis.
Our main concern in terms of operational
activities is the reliance that asset
managers place on third parties, without
necessarily having close oversight of such
parties’ control frameworks. Given this,
we recommend more frequent monitoring
of third parties and the formal inclusion
of third party risk in asset managers’ risk
management framework.

Our main concern in
terms of operational
activities is the
reliance that asset
managers place on
third parties, without
necessarily having
close oversight of
such parties’ control
frameworks.
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4. Investment activities results
4.1. Participants and key results
Participants’ total assets under management
The survey participants represent
about R2.7 trillion in assets under
management (where the total
market size for South Africa is about
R4.6 trillion as at Dec 20172) and
manage about 620 funds in total.
27% of the respondents manage
63% of the combined assets under
management (AUM) from our
participants - R2.6 trillion.

Combined Aum %

19.52%

% of Respodants

18%

41.82%

27%

37.17%

27%

18%

1.30%

9%

0 - R5 billion

R5 billion - R10 billion

R50 billion - R100 billion

R100 billion - R250 billion

R250 billion - R500 billion

Greater than R500 billion

R10 billion - R20 billion

R20 billion - R50 billion

Asset Manager type
36%
55%

Combination of single and multi
manager
Single manager
Multi manager

9%
55% of respondents are multimanagers and 36% are single
managers. Of these respondents,
55% are stand-alone asset
managers while 36% are part of a
banking or insurance group.

Industry segment

9%

Standalone

55%

36%

Part of banking group
Part of insurance group

2

Annual Survey as at September 2017 by 27 Four Investment Managers, page 17
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We had fair representation across a
variety of fund types:
a. Type A - Vanilla fund(s):
Traditional long-only nonleveraged, single or multi-asset
fund(s). These funds were
further segmented between
retail and institutional funds.
b. Type B - Moderately complex
fund: Single or multi asset
fund, which features
embedded guarantees.
c. Type C - Complex fund: Fund
primarily based on complex
financial instruments or
strategies e.g. hedge funds
.
A cross-sectional analysis of our
respondents’ fund types revealed that
about 76% of respondents have Type
A funds with equal representation of
retail and institution funds.

Fund Type Distribution

12%
12%

Type A - Retail

38%

Type A - Institutional
Type B

38%

Type C

Proportion of funds within each fund type
Type C

70%

20%

70%

Type B

33%

Type A - Institutional

11%

30%

Type A -Retail
0%

0-5%
6%-15%

10%

10%
11%
30%

20%

30%

40%

50%

11%

10%

70%

6%-15%

46%-55%

76%-85%

36%-45%

66%-75%

86%-95%

10%

20%

80%

90%

96%-100%

4.2. Governance and organisation
4.2.1. Risk management policy
The ESMA ERM guidance principles state that the risk management policy must establish a robust and transparent framework for
managing risks and ensure that there is appropriate segregation of duties, effective utilisation of resources and accountability. Ideally,
the risk management policy should take the form of a separate document. However, it can also be documented within the existing
organisational and procedural rules. In the latter case, the different documents should allow for a clear identification of risk management
roles, responsibilities and operating procedures.
With respect to the organisation and functioning of the risk management process, the risk management policy should:
a. identify the allocation of roles and responsibilities for the different parts (identification, measurement, mitigation and monitoring)
of the risk management process
b. define the principles and methods for the periodic identification of risks
c. set out the terms of the interaction between the risk and the investment management functions in order to keep the risk profile
consistent to the investment strategy
d. define the reporting arrangements to senior management and the Board of Directors

6

10%

22%

10%
60%

10%

100%

Investment Management Risk: 2017 Deloitte Survey

Investment risk within the mandate
Our survey indicated that 89% of firms have a formal stand-alone risk management policy for investment risk within their
mandates i.e. the risk that arises from the portfolio managers’ investment strategy whilst meeting client mandates, for
example liquidity, market and credit risk.
Within these firms, the following was observed:

•• 83% of firms indicate that their
policy establishes a robust and
transparent framework to identify,
measure, mitigate and monitor
investment risks within the mandate
•• All participants include an element
of reporting risk to the board,
senior management and the audit
committee
•• 67% of policies ensure that there is
appropriate segregation of duties in
terms of managing investment risk
within approved mandates
•• 40% of policies do not ensure
that there is accountability for
the risk management decisions
taken. This number is concerningly
high. A lack of accountability
breeds complacency, which is the
breeding ground for oversights
and unwelcome surprises. South
African firms would benefit from
aligning their policies with the ESMA
guidelines on risk management
regarding this aspect of their
policies.

17%

To what extent does the risk management
policy establish a robust and transparent
framework for managing investment risk
Not covered at all

33%

Covered but material details are missing. High
level principles considered

50%

Material aspects covered. High level principles
broken down to BU level
Covered in detail. Detailed description for definitions
and methodology covering day-today functioning

Scope of risk management policy : Front Office
Reporting to the board of directors, senior
management and audit risk committee

Accountability for decisions taken and functions
performed

Ensuring that there is an appropriate segregation
of duties i.e. defines roles and responsibilities

40%

20%

60%

20%

33%

60%

17%

50%

Not covered at all
Covered but material details are missing. High level principles considered
Material aspects covered. High level principles broken down to BU level
Covered in detail. Detailed description of definitions and methodology converting day-to-day
funtioning
Covering day-to-day functioning

7

Investment Management Risk: 2017 Deloitte Survey 

Mandate Compliance Risk
75% of firms have a formal standalone policy that addresses mandate
compliance risk. Of these, 75%
indicated that such policies establish
robust and transparent frameworks
for managing mandate compliance
risk. This is done by having detailed
policies containing:

25%

Not covered at all

•• comprehensive descriptions for
definitions (i.e. the internal risk
taxonomy)
•• methodologies and approaches
to identify, measure, mitigate and
monitor mandate compliance risks

To what extent does the risk
management policy establish a robust
and transparent framework?

Covered but material details are missing.
High level principles considered
Material aspects covered. High level
principles broken down to BU level
Covered in detail. Detailed description for
definitions and methodology covering daytoday functioning

75%

•• procedures which facilitate the dayto-day application of the risk policy
(i.e. exception management, policy
breach procedures, etc.)

Scope of mandate compliance risk policy
Reporting to the Board of Directors, Senior
Management and Audit Risk Committee

In addition, the results show that
all risk policies include provisions
to ensure that there is appropriate
segregation of duties in terms of
ensuring mandate compliance and
that there is reporting to the board,
senior management and the audit
committee.

Accountability for decisions taken and
functions performed

50%

25%

Ensuring that there is an appropriate segregation
of duties i.e. defines roles and responsibilities

50%

25%

50%

75%

25%

Not covered at all
Covered but material details are missing. High level principles considered
Material aspects covered. High level principles broken down to BU level
Covered in detail. Detailed description of definitions and methodology covering
day-to-day functioning

There is no clear industry practice on having a stand-alone policy that addresses mandate compliance
risk, instead mandate compliance risk appears to be addressed in other firm-wide policies. Given
that mandate compliance forms a crucial part of client expectation management and regulatory risk
management, it may be preferable to address it in a standalone policy.

8
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The application of the risk policy
Where respondents do have stand-alone risk management policies in place, these policies formally assign
responsibility for risk oversight to specific departments or personnel in 86% of cases. Having a separate
function, unit or department responsible for oversight over the risk policy appears to be the industry practice
and this is crucial to ensure proper segregation of duties.

In terms of organisational
governance of the risk policy, 43%
of firms indicated that the board,
senior management and audit risk
committee are aware of but do not
actively attend to investment risk
and mandate compliance risk. This is
a key gap. As regulations continue to
develop, there will be an increasing
demand for senior management
to become more involved in the
investment risk management of the
firm.

14%

The management concerns itself with
investment risk within the mandate
and mandate compliance risk?

43%
Not a key focus area
Aware but not actively attended to

43%

Key focus area receiving regular attention

For the purpose of our survey, we defined key areas involved in the risk management process as follows:
•• Front office: function or business unit responsible client interaction and expectation management; the
investment process (research and analysis, investment strategy, asset allocation, security selection); and trade
order management and execution.
•• Middle office: function or business unit typically responsible for monitoring investment risk within the mandate
against risk limits; monitoring mandate compliance risk and overseeing the application of the risk management
policy.
•• Back office: function or business unit responsible for accounting processes (general ledger and journal entries);
daily, monthly and ad-hoc reporting; asset custody; and trade settlement.
Interestingly, 86% of firms indicated that there is regular interaction between middle and front office staff to
discuss, review and challenge investment decision making. This exceeded our expectations as it is generally
assumed that front office functions make decisions without the involvement of the middle or back office.
Collaboration between front, middle and back office functions to discuss, review and challenge investment
decisions leads to a holistic understanding of the market environment and improved decision-making.

9

Investment Management Risk: 2017 Deloitte Survey 

4.2.2. The risk management function and risk management practices
According to the ESMA ERM guidance principles, an asset manager’s risk management function should
be appropriately resourced, and should operate in accordance with adequate standards of competence and
efficiency. In addition, the risk management function should be hierarchically and functionally independent,
where appropriate in light of the nature, scale and complexity of the asset manager and the underlying funds. The
risk management function should also implement the risk management policy and procedures and report to the
board of directors and senior management.

Independent oversight

Credit Risk

Liquidity
Risk

Market Risk Operational
Risk

All firms surveyed indicated that the middle office provides independent oversight of both mandate
compliance risk and investment risk within the mandate. In addition, middle office functions
independently to validate the performance of various components of the risk management process
such as risk measurement, risk monitoring and risk identification across the main risk types.

Independent monitoring of limits
Independent measurement of risk
Independent identification of risk
Independent monitoring of limits
Independent measurement of risk
Independent identification of risk
Independent monitoring of limits
Independent measurement of risk
Independent identification of risk
Independent monitoring of limits
Independent measurement of risk
Independent identification of risk
0%

Not performed

10

10%

Performed to some extent but
significant room for improvement

20%

30%

40%

50%

Performed well with some room for
improvement

60%

70%

80%

90%

100%

Performed well. Fully appropriate for
nature, scale and complexity of fund
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Risk Management Capacity
The middle office’s systems and modelling capability to identify, measure and monitor investment
risks on an on-going basis differs according to risk type. In particular,
•• All firms surveyed have systems in place for market risk
•• 33% of firms have no system in place for credit and liquidity risk
•• All firms have systems in place for Operational Risk
•• All firms have methodologies in place for market, credit, liquidity and operational risks.

Fully appropriate and well documented for
nature, scale and complexity of funds

Systems

Operational Risk

Fully appropriate for nature, scale and
complexity of funds

Market Risk

Liquidity Risk

Methodology in place but room for
improvement

Credit Risk

Methodology in place but room for
improvement

Methodology

Operational Risk

No system in place
Market Risk

Robust methodology in place
Liquidity Risk

Robust methodology in place

Credit Risk

Systems in place but room for
improvement
0%

10%

20%

In addition, 86% of respondents
indicated that their middle office
is moderately capable (i.e. has
adequate staff, methodologies/
models and systems) or fully
capable (i.e. with established
staff, methodologies/models and
systems) of identifying, measuring
and monitoring mandate compliance
risk.

30%

40%

50%

60%

70%

80%

14%
43%

90%

100%

Middle Office’s capacity to identify,
measure, mitigate and monitor
mandate compliance risk
No capability
Some capability. Deficiency in staff,
methodologies or systems

43%

Moderate capability. Adequate staff,
methodologies or systems
Full capability. Full established staff,
methodologies or systems
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Governance and risk limits
All participants surveyed indicated that they use risk limits in their governance framework to manage investment
risks. However, the involvement of the middle office in the determination of risk limits differs across risk types as
follows:
•• Market risk: About 57% of participants’ middle offices are moderately involved in determining risk limits i.e.
the risk function is a key stakeholder in the process. In addition, the risk function is responsible for setting risk
limits in a further 29% of participants.
•• Credit risk: About 50% of participants’ middle offices are moderately involved in determining risk limits.
In addition, the risk function, though involved, is not a key stakeholder in the process in a further 33% of
participants.
•• Liquidity risk: About 50% of participants’ middle offices are moderately involved in determining risk limits i.e.
the risk function is a key stakeholder in the process. In addition, the risk function, though involved, is not a key
stakeholder in the process in a further 17% of participants.
•• Operational risk: About 67% of participants’ middle offices are fully involved in setting the risk limits. In
addition, the risk function is a key stakeholder in the process in a further 17% of participants.

Level of Middle Office’s involvement in determining and monitoring risk limits
100,00%
90,00%
80,00%
70,00%
60,00%
50,00%
40,00%
30,00%
20,00%
10,00%
0,00%
(i) Market risk

No limits defined

12

Full involvement. Limits
are set by the risk function

(ii) Credit risk

(iii) Liquidity risk

Moderate involvement.
The risk function is a key
stakeholder in the process

(iv) Operational risk

Some involvement. The
risk function is not a key
stakeholder in the process

No involvement

Investment Management Risk: 2017 Deloitte Survey

Ideally, the middle office should be involved
in limit setting to ensure that they are
translated correctly from the stated risk
appetite statements.

4.2.3. Remuneration
The ESMA ERM principles state that,
functions or business units responsible for
implementing the risk management policy
are required to be operationally independent.
In addition, the method of determining
the remuneration of the risk management
function should not compromise its
objectivity.
In all firms surveyed, the remuneration
policy is structured in a way that ensures
that those who are in oversight roles
remain independent. This may be done
through share options or shares to ensure
long-term profitability and alignment
with shareholders’ interests. Similarly, all
respondents indicated that individuals
who are in investment decision roles are
remunerated in a manner that serves
to clients’ interests. This is done using
performance based incentives (which
may have claw-back provisions) to ensure
alignment to client interests and also avoid
excessive risk taking.

4.2.4. Outsourcing of risk
management functions or activities
According to the ESMA ERM guidance
principles, outsourcing of risk management
activities does not exempt asset managers
from retaining full responsibility for the
effectiveness and appropriateness of the
risk management process. Asset managers
should take the necessary steps to ensure
that the third party is able to carry out the
outsourced activities reliably and effectively
and in compliance with applicable laws and
regulatory requirements. Sufficient human
and technical skills must be maintained by
an asset manager to ensure proper and
effective supervision on the carrying out of the
outsourced activities. Asset managers should
also establish procedures for the periodic
assessment of the third part’s governance,
technical and business environment to the
extent that it is material to the quality and
the appropriateness of the risk management
process.
Our results have shown that about 86%
of participants perform risk management
in-house and do not outsource it to an
external party. This is expected since the
asset manager’s risk profile will be best
understood by its own personnel. There
may be other factors to this decision, such
as protecting intellectual property and
confidential trading strategy information.
Of the firms who do outsource their risk
management function, cost considerations,
rather than capacity, inadequate systems
or shortage of expertise, was cited as the
main reason.

13
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The ESMA ERM principles state
that, functions or business units
responsible for implementing
the risk management policy are
required to be operationally
independent.

14
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4.3. Identification and measurement of risks
4.3.1. Identification of risks relevant to the fund
According to the ESMA ERM guidance principles, asset managers should ensure that risks relevant to a fund are identified,
according to the methods and principles defined by the risk management policy. In addition, the risk management process
should assess and address all risks relevant to a fund.
Our results show that 57% of
participants follow a structured
process to identify risks stemming
from the investment style chosen by
portfolio managers and the valuation
process for their funds.

How are investment risks identified?

43%

Having a structured risk identification
process is beneficial since it ensures
that an asset manager’s risk profile
is updated and incorporates all
current and emerging risks (including
investment style and valuation
process).

57%

Structured process is followed regularly with
a robust risk taxonomy. Current risk register is
used and updated (if applicable)

Process is not structured or formalised.
Identified risks are not documented in a
central risk register

4.3.2. Risk management techniques
The ESMA ERM principles recommend that the risk management policy specify the techniques and tools that are deemed
suitable to measure the relevant risk factors attached to the investment strategies and management styles adopted for the
fund. In addition, the risk measurement process should allow adequate assessment of the concentration and interaction of
relevant risks at the portfolio level.
The risk metric results from the survey are shown below.

Frequency

Risk Metrics

Market Risk

Credit Risk

•• 57%: Asset Price
Volatility

•• 80%: Counterparty
exposure

•• 14%: TVaR

•• 20% Credit rating

Liquidity Risk
•• 60% : Number of
days to liquidate the
portfolio

Operational Risk
•• 80%: Risk maps
•• 20%: Other

•• 40%: Instrument level
Notional holding vs
Free-float

•• 29% Other

- 57%: Daily

- 50%: Monthly

- 60%: Daily

- 43%: Monthly

- 33%: Daily

- 40%: Monthly

- 100%: Monthly

- 17%: Quartely
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Our survey results indicate that a variety of quantitative risk metrics are used to measure risk. Volatility is a popular
metric for market risk. This is expected since it is easy to compute, however more sophisticated metrics may be
required in future, e.g. hedge funds are required to use Value at Risk by the FSB3.
The preferred metric for credit risk is the total exposure per counterparty – also easily calculable and without
significant data availability constraints.
The percentage held of a security relative to the total available on a free-float basis is a popular measure for liquidity
risk. This measure is easy to calculate and the required data is easily available.
Lastly, the use of risk maps (a schematic which maps out the expected severity and probability of operational risk
events) is commonly used for operational risk. This measure is simple but is heavily dependent on expert judgement.
All participants indicated that they have risk measurement frameworks which are adapted to the nature, scale and
complexity for of their each funds. This was expected as each fund is registered and regulated on an individual basis.

4.3.3. Model risk and back testing of the risk management framework
According to the ESMA ERM guidance principles, asset managers should deal appropriately with the possible vulnerability
of their risk measurement techniques and models (model risk). The risk measurement framework should be subject to ongoing assessment and revision, and its techniques, tools and mechanisms must be adequately documented.

Back testing and data verification
Measures in place to test valuation model quality
Results show that only 50% of firms
compare results across different
systems to test the quality and
accuracy of their valuation results.
The performance of this exercise
is crucial since erroneous data will
result in incorrect results for risk
or performance metrics. While this
done by some asset managers,
others may not be performing it
since the FSB does not specifically
require this currently.

50%

0%

20%

17%

40%

60%

33%

80%

Periodic model validation
Comparison between results from different systems
Not tested
Other (please specify)

3

FSB Board Notice 52 of 2015
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Back testing and data verification
50% of our participants have
moderately mature back-testing
techniques to compare valuation
models across front office / finance
/ risk systems. We have defined
a moderately mature process to
be one where there is an existing
documented process but it is
infrequent and not included in the
governance framework. This is
expected since it is accurate valuation
models that give an asset manager a
market leading advantage.
No participant indicated to have
a formal process which considers
shortfalls underlying the risk
management process. Instead, 50% of
participants have informal processes
and 16% have no processes in place.
It recommended for South African
asset managers to formally review
their risk management process (at
least annually) as it ensures that the
risk framework used (including risk
profiles, appetite and limits) is up to
date.

What is the maturity level of the backtesting techniques
17%

17%

17%
50%

Not applicable
Not mature. No formal processes or governance
structures. No review of mechanism. Below industry
levels
Moderately mature. Existing process not included in
governance structure. Infrequent review of process
Fully mature. Well structured embedded formal
processes and appropriate governance structures
are in place. Regular independent reviews or
process. Meets industry practice levels

Processes in place to consider short-falls
17%

16%

No processes in place
Independent validation

17%

Reviewed by external auditor
Ad-hoc informal reviews

50%

Other (please specify)

Stress testing
In terms of stress testing, 23% of
asset managers perform multi-asset
stress tests to quantify tail risks that
arise from investment risks within the
mandate. Multi-asset approaches are
expected to give more realistic and
accurate stress test results assuming
correlations under stress scenarios
are properly modelled.

23%

15%

Stress tests performed to
quantify tail risks
Historical
Hypothetical

23%

Select multiple

23%
8%

Singe asset class
Multiple asset class

8%

Other
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Stress testing
It was interesting to note that 50%
of participants do not have a welldocumented stress testing process.
This was not expected since stresstesting is a key part of the investment
decision process and it is beneficial to
follow a well-documented process as
subsequent decisions will be based
on a signed off framework.

Stress test documentation

50%

17%

33%

Not documented
Moderately documented. There is a high-level or principle based policy. This policy is not
regularly reviewed and has no governance
Well documented. Detailed policy is drafted. The policy is reviewed regularly and has
approved governance

Another surprising result was that
only about 50% of participants ensure
that their stress testing process is
up to date and allow management to
include stress scenarios using their
subjective judgement. This rate is
lower than expected since models
may have shortfalls and experienced
professionals use their judgment to
compensate for these shortfalls.
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Measures to ensure that stresses
that are appropriate and up to date
17%

33%

No measures are in place
Stress tests process formally includes
recent extreme loss events regularly
Stress test process allows management to
include events using subjective judgement

50%

Regular updates to calibrations
Other (please specify)
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4.3.4. Links between risk measurement and asset valuation
According to the ESMA ERM guidance principles, risk measures should be computed only with up to date and reliable data.
An asset manager’s risk management function should review and, if needed, provide appropriate support to the valuation
process concerning exposures to assets requiring complex evaluation.
50% of participants use the same
systems for risk measurement and
valuation purposes, with the same
underlying data, assumptions and
calculation principles. In addition,
some efforts are made to align
calculation principles from the
different systems. Having full
alignment is advantageous since it
avoids errors and inefficiencies that
arise from having multiple versions of
the same values, since there is ‘one
version of the truth’.

The frequency of market data
updates is in line with the frequency
of risk measurement and reporting.
67% of the participants update the
market data for risk measurement on
a daily basis, while the rest update
their market data on a monthly basis.

Extent between risk and systems

17%

50%

33%

Different systems used, no reconciliations done. Tasks performed within separate
independent function which don’t interact.
Partial alignment - different systems, reconciliations done. Some level of interaction to align
views and calculation principles
Full alignment - same systems. Data, assumptions and calculations acquired from the same
source

Frequency of market data updates
Daily

33%

Weekly

67%

Monthly
Yearly
On an ad hoc basis
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4.4 . Management of risks
4.4.1. Risk limits
The ESMA ERM guidance principles recommend that the risk management policy of an asset manager specifies, for each
fund, a set of limits for the measures used to monitor and to control the identified risks. These limits should be approved by
senior management and the board of directors.

Frequency of risk limit calibrations
Monthly

Risk limits for all risk types are set on
the metrics defined in section 4.3.2.
Furthermore, 67% of firms recalibrate
their risk limits on an annual basis
and monitor risk limit utilisation on
a quarterly basis. All respondents
have indicated that they set risk limits
specific to each fund.

Quarterly

Annually

Never

17%

17%

17%

17%

67%

67%

67%

67%

17%

17%

17%

17%

Credit Risk

Liquidity Risk

Operational Risk

Market Risk

Frequency of risk limit monioring
17%
Daily

50%

Monthly

33%

Quarterly
Annually

The annual calibration of risk limits likely corresponds to the frequency of risk appetite statements reviews.
Furthermore, the frequency of risk limit utilisation monitoring is determined by the frequency of the corresponding
risk metric calculations. As such, risk limit monitoring is performed on a monthly basis for credit and operational
risk and on a daily basis for market and liquidity risk.

4.4.2. Adherence to risk limits
The compliance function and investment management risk committees are responsible for monitoring adherence
to limits at 67% and 33% of participants respectively. In the event of risk limit breaches, 83% of participants record
all instances and the corresponding mitigating actions to rectify the risk limit breach. Keeping these records
enables clear reporting and oversight on excesses. In addition to this, 83% of participants indicate that they have
early warning mechanisms to allow for pro-active risk mitigation, while 67% of participants have pre-determined
mitigating actions for risk limit breaches.
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4.5. Monitoring of risks
4.5.1. Reporting to senior management and the board
According to the ESMA ERM guidance principles, asset managers should implement and maintain effective internal
reporting by the risk management function. The terms, contents and frequency of this reporting should be defined by the risk
management policy. Periodic written reports should be submitted to senior management and the board, providing an indepth analysis of the consistency between the actual risks and the risk appetite approved by the by the board of directors.
83% of participants provide formal periodic reports to the board and senior management detailing on investment
management risk within the mandate, compared to 100% of participants who report on mandate compliance risk. We
assume that mandate compliance risk is given more prominence because it is the client (and not the asset manager)
who assumes the investment risk inherent in the agreed mandate. Mandate non-compliance, on the other hand,
has severe consequences for the asset manager resulting in poor client expectation management and possible
regulatory implications.

In addition to the above, senior
management; the audit risk
committee and the board of
67% of the participants ensure
that investment and compliance
risk management is subject to
independent review (investment
risk on annual basis and mandate
compliance risk on an ad-hoc basis).

Is the management of investment
risk and mandate compliance risk
externaly reviewed?
33%
Yes

67%

No

4.6. UCITS readiness
Overall, it appears that South African asset managers are generally aware of UCITS regulations and the key
requirements underlying its provisions. As per our previous article4, European regulators apply detailed risk
management requirements to all investment schemes, whereas in South Africa the risk management regulations for
simpler schemes are vague compared to the risk management regulations for more complex schemes like hedge
funds. Local regulators are expected to align the South African regulatory landscape, in principle, with that of Europe
due to the local regulator’s membership in IOSCO (International Organization of Securities Commission). Moreover,
alignment is required to ensure that the South African market remains internationally competitive; and to avoid
regulatory arbitrage and embed best practices. Early preparation in anticipation of this would be beneficial to the
investment management industry.

4

https://www2.deloitte.com/za/en/pages/financial-services/articles/changes-in-the-horizon.html
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Participants showed the following results:

UCITS Principle

Results
50% of firms are in the process of preparing

a. On-going supervision from the
prudential regulator on the adequacy
and effectiveness of the risk
management process.

17% of firms are aware and are in the process of
preparing
17% of firms are aware but have not started the
process of preparing
16% of firms are not aware

b. A risk management process which
takes into account the nature, scale
and complexity of the company’s
activities and the funds it manages
c. A risk management policy which
documents and formalises the
risk management process and the
organisational rules of the company

67% of firms already prepared
33% of firms are aware and are in the process of
preparing
83% of firms already prepared
17% of firms are aware and are in the process of
preparing

d. Periodic review of a risk management
policy by the Board of Directors,
Senior Management or the Audit
Risk Committee with respect to
the policy’s appropriateness and
effectiveness

83% of firms already prepared

e. An independently operated and
sufficiently resourced risk and
oversight function which overseas
implementation, monitoring and
reporting (to the Board and Senior
Management) of the risk management
policy

67% of firms already prepared

17% of firms are aware and are in the process of
preparing

33% of firms are aware and are in the process of
preparing

33% of firms are prepared
f.

Periodic assessment of the
capability of a third party to which
risk management and operational
activities have been outsourced to
carry out their assigned activities

33% of firms are aware but have not started the
process of preparing
17% of firms are aware and are in the process of
preparing
17% of firms are not aware
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5. Operational activities results
5.1. Participants and key results
The survey participants represent
about R1.5 trillion in assets under
management (where the total market
size for South Africa is about R4.6
trillion as at Dec 20175) and manage
about 267 funds in total. About 67%
of the survey participants manage
about 31% of the respondent’s
combined assets under management.

AUM %

2% 5%
50%

69%

0 - R50 bn

24%

R50 bn - R100 bn
R100 bn - R250 bn
R250 bn - R500 bn

Count %

17%

17%

33%

33%

Greater than
R500 bn

5.2 . Governance and organisation
As expected, results show that the risk management policy of all firms addresses risks related to asset registry systems
or processe. As mentioned in section 3.2, Asset registry refers to operational activities which involve executing
and reporting at individual and aggregate level such as: calculating returns and fees, capturing contributions and
redemptions, accounting and financial reporting; accounts processing, pre- and post trade-management; and
treasury management. All asset managers are exposed to asset registry activity failure and this could have significant
consequences in the firm’s daily functioning.
All participants have an independent function which is responsible for managing operational risks in line with the risk
policy. This was expected given the specific nature and scale of the operational risks faced by asset managers (i.e.
continuous trading; daily reporting on returns and regulatory compliance). It is also essential, according to the three
lines of defence model, to have an independent function responsible for risk management. This function serves as a
second line of defence and determines if front office staff (i.e. the first line of defence) adhere to the risk policy.

5.3. Identification and measurement of risks
All participants formally identify, measure, mitigate and monitor the material risks associated with outsourcing asset
registry functions and administrative functions to third parties (e.g. Maitland, Silica, AOS etc.). Third party providers’
services are generally integrated within asset managers’ operational processes and asset managers are materially
dependent on them. Given this, asset managers are expected to have processes in place to identify asset registry
operational risks.

Furthermore, all participants formally
assess asset registry systems risks,
75% of which on a quarterly basis. All
firms outsource their asset registry
administration function to third party
providers and 75% of participants
have used efficiency as a reason.

Reasons for outsourcing
25%
Cost

75%

Efficiency
Expertise
Systems

5

Annual Survey as at September 2017 by 27 Four Investment Managers, page 17
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5.4. Management of risks
It was found that 75% of firms
perform due diligence on vendors’
ability to meet requirements (as per
the outsource agreement) on an ongoing basis. This was expected since
disaster recovery planning forms
a crucial part of risk management
and would be part of the stress test
process.

Due diligence performed on
vendors’ ability on-going basis?

35%

Yes

75%

No

75% of participants indicated that their disaster recovery and resolution plans are reviewed on an annual
basis, the remaining firms reviewing them on a bi-annual basis. All participants cover dependencies on
outsourced vendors in their disaster recovery plan.

5.5 . Monitoring of risks
All participants indicated that all risk limit breaches for operational risk are reported to senior
management or the board. This is expected due to materiality of asset registry risks and a failure to have
such measures in place could results in unplanned system down time or delays in trade processing,
incorrect financial reporting and incorrect return calculations.

5.6. General
Overall, participants are most concerned about the following phases of the risk process: identification
and measurement; mitigation; and monitoring and reporting. The following reasons have been cited:
•• failures could result in reputational and/or financial damages to the firm
•• expertise and buy-in are needed to manage risks adequately
•• most operational processes are not automated
The most significant regulatory changes (affecting operational activities) foreseen by participants over
the next five years are RDR, POPI and FICA.
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Given that South African asset
managers have shown, through
the survey’s results, to have well
developed risk management practices,
addressing the key gaps would create
a competitive advantage.
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6. Conclusion
A sound investment management risk
framework enables a proactive approach
to the prevention of undue or extreme
losses in client investment portfolios
and thus contributes towards long term
performance and client retention. It also
creates a platform for consistency in the
identification, measurement, management,
monitoring and reporting of risks across all
portfolios. This, in addition, enables asset
managers to translate the house view on
market movements and the investment
philosophy into a risk appetite statement
which clearly articulates the way asset
managers sees risk, to investors. This has a
number of benefits including:
•• Reduced earnings volatility leading to
higher accuracy in earnings forecasts
•• Enhanced client satisfaction as riskreturn expectations are better managed.
While clients assumes the investment
risk inherent to the agreed mandates, a
holistic forward-looking framework proactively avoids undue or extreme losses
and thus contributes towards long term
fund performance and client retention.
•• An investment management risk
framework also provides an asset
manager with a means to systematically
translate the house view on market
movements and investment philosophy
into a cohesive risk appetite statement.
•• The investment management risk
framework also creates a platform
for consistency in the identification,
measurement, management, monitoring
and reporting of risks across all
portfolios.
•• A reduction in withdrawals triggered by
extreme market movements that were
not adequately hedged or mitigated.
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•• Improved investor confidence arising
from clearer, more informative risk
disclosures which provide comfort
regarding risk management practices.
•• Operational effectiveness resulting from:
–– formalisation and clarity of roles and
responsibilities for first and second line
staff
–– improved risk reporting to all key
stakeholders (both internal and
external).
–– enhanced decision making ability due
to additional information.
–– effective disaster recovery planning for
counterparty risk events or third-party
failures.
Given that South African asset managers
have shown, through the survey’s results,
to have well developed risk management
practices, addressing the key gaps would
create a competitive advantage. The key
gaps to be addressed are: investment
management risk oversight by the board,
senior management and the audit risk
committee; more frequent monitoring
of third parties; and the formal inclusion
of third party risk in asset managers’ risk
appetite framework.
Furthermore, based on international
regulatory developments, local regulatory
obligations are expected to become
more stringent, and asset managers who
prepare for the additional requirements
early on, will naturally have a further
advantage.
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7. Contacts
Deloitte is a trusted and well-established partner in the provision of risk advisory services.
Our service offering for the purposes of managing investment management risk includes
the following:
•• Design or review of risk governance structures;
•• Design or review of risk management frameworks for investment management risk
(including related policies and procedures);
•• Quantitative risk analysis for investment funds (market risk, liquidity risk, credit risk, back
testing and stress testing;
•• Design or review of business processes for the purpose of risk management;
•• Independent assurance on efficiency and effectiveness of current governance
structures and risk management frameworks;
•• Outsourcing risk assessment (third party outsourcing arrangements and internal control
procedures);
•• Designing and implementing risk dashboard capabilities for governing bodies; and
•• Provision of risk training for decision making stakeholders or governing bodies.
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