


Risk services (Insurance)

Monarch

Paswrapce Compeny Lid,
2008 % 2007
Change
Revenue 564.3 21.4% 464.7
Operating costs* (388.9) 38.3% (281.3)
Operating profit 175.4 183.4
Operating margin 31.1% 39.5%

* See Financial services

Risk services covers the activities of the group’s
insurer, Monarch Insurance Company Limited
(“Monarch”).

Revenue has increased by 21.4% due to the earn-out
of premiums raised during prior buoyant trading
periods and an adjustment to the insurance fee
structure.

Operating costs covers policy administration,
collection and accounting for premiums. The segment
leverages off the group’s existing infrastructure.
The operating margin declined from 39.5% to 31.1%
in 2008.

Monarch

Customers purchasing goods on credit are required to
have insurance cover for the duration of the contract.
In the event of a customer not having such cover,
Monarch offers a range of insurance products.

The basic insurance package covers customers for
the duration of their contracts and includes the
settlement of the customers’ outstanding debt in the
event of death or permanent disability. Other
insurance products cover the replacement of goods

as a result of any form of accidental loss, such as fire,
theft or a natural disaster. A retrenchment cover
benefit is also available. Customers taking out
insurance products through Monarch qualify for free
membership of the Lewis Club.

Monarch operates under a restricted short-term
insurance licence and is registered with the Financial
Services Board. The Short-term Insurance Act
requires the company to hold assets to meet future
financial obligations. Total insurance assets amount
to R664.9 million at year-end.

The investment of the insurance portfolio is
outsourced to Sanlam Investment Management
(“SIM”). The investment and asset allocation
strategies are determined by SIM in consultation with
the boards of Lewis and Monarch. Funds may only be
invested in specific, conservative asset classes and
within prescribed regulatory limits.

Contracted third-party insurance partners in
Botswana, Lesotho, Namibia and Swaziland allow the
group to offer customers similar insurance products
on their credit purchases.
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credit

Brett van Aswegen: credit risk director

“‘Centralised
credit scoring
reduces
credit risk.”

34 = Lewis Group Annual Report 2008

Credit management

Lewis remains at the forefront of technology-based
credit scoring systems to determine the credit risk of
applicants. The implementation of these scorecards,
together with ongoing improvements in customer
segmentation, enables Lewis to reduce its credit risk
levels and increase the volume of re-servable
customers.

All credit applications are transmitted by the stores via
the VSAT Satellite Network to the Transact Strategy
Management credit application processing system.
Transact interfaces with several databases, including
the internal client payment history, the credit bureau,
the national loans registry and the Hunter fraud
database before passing the consolidated information
onto the Strategy Manager system, where the credit
application scorecards and credit policy rules are
applied (refer diagram 1). A decision is then relayed to
the store. A scorecard decision to decline a credit
application may be appealed by a store manager to
the credit referral department at head office who will
review the decision. The final decision, however, rests
with the head office credit underwriter and no store
operator may override this decision.

Industry-leading credit
approval process

It takes an average of just nine
seconds for a decision to be made
on a credit application from any
Lewis store anywhere in South Africa.



Key features of credit management

Credit sales as % of total sales

Net debtors book

Increase in net debtors book

Doubtful debt provision

Doubtful debt provision as % of net
debtors book

Debtors costs

Debtors costs as a percentage of net
debtors

Slow-paying and non-performing
accounts as a % of net debtors book
Arrear instalments on slow-paying and
non-performing accounts as a
percentage of net debtors book
Arrear instalments on satisfactory paid
accounts as a percentage of net debtors
book

Doubtful debt provision coverage on
non-performing accounts

Credit application decline rate
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Diagram 1: Credit Approval Process
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Cl’ed |t continued

Scorecards

There are two types of scorecards in use:

e Application risk scorecard for new customers.
e Behavioural scorecards for existing customers.

Scorecards are developed using information about
a selected population to identify common
characteristics that explain the payment behaviour
of that population. Scorecards are continuously
enhanced to take account of shifts in the population.
The risk score for a customer determines the
probability of that customer becoming delinquent

in the future.

Application risk scorecards are used to predict the
risk of a potential new customer. The majority of the
predictive strength of these scorecards is based on
the customer’s credit record at the credit bureau,
which indicates the applicant’s payment record with

other credit providers (refer diagram 2).

Diagram 2: New Credit Applications

Lewis Stores
Branch

Credit Bureau
(CPA & NLR)

Final Decision
& Credit Policy

Apply Policy Rules
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Lewis has developed a “priority expense model”
following research conducted with Lewis customers.
A customers’ risk score, together with the expense
assessment and outstanding debt obligations
reflected at the credit bureau, is used to calculate a
credit limit for each customer. The risk score and more
than 30 policy rules are used to determine the
decision for each application for credit with the group.

Behavioural scorecards predict risk for repeat
customers. In these scorecards, the majority of the
predictive strength comes from the customer’s
payment behaviour with Lewis Group. Internal
payment behaviour tends to be more predictive than
bureau credit records as it is based on the customer’s
actual payment relationship with Lewis. Behavioural
scorecards also factor in the payment behaviour of
Lewis customers across the entire credit industry.
Overall levels of indebtedness are also assessed to
ensure that Lewis customers are not over-indebted
and that customers re-served with promotional offers
can afford the credit (refer diagram 3).

Expense

re Appli ion
Score Applicatio Assessment

Calculate
Credit Limit

Affordability
Assessment



Diagram 3: Repeat Credit Applications
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Affordability
Assessment

Lewis currently applies 13 risk scorecards, while 69 unique risk segments have been defined for the application of
credit policies across the group. The credit policy will determine the credit limit, term and deposit requirement for
each customer.

Lewis has recently acquired scorecard development software which will enable the group to enhance the current
risk scorecards more frequently and cost effectively. This will also allow the group to continue to refine and
differentiate the market segments allowing for new scorecards to be developed for niche segments of the
population.
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Credlt continued

Credit collection

The cash collection and follow-up of defaulting
customers is the responsibility of each store,
supported by regional and divisional account
managers and collectors. This decentralised
collection process has the following advantages:

e QOur branches are situated where our customers
work, shop, commute and live. Customers find it
convenient to pay at our branches and this
improves the overall collection rate.

e Qur branch collection staff have a relationship with
our customers which has significant advantages in
the collection process.

e With the customer regularly entering the store to
pay their accounts, a positive relationship is
developed with our sales staff which in the majority
of cases, results in re-serve sales opportunities in
the future.

We believe this decentralised collection process
allows for more efficient collection.

Customer ratings

The Lewis Group operates a payment rating system
which assesses the customers payment behaviour.
A payment rating is assigned to each customer, based
on the payment performance over the lifetime of the
account. There are 13 payment ratings. Customers
are allocated to one of these 13 payment ratings in
accordance with their payment behaviour. The rating
system is dynamic with customers being assessed
each month and ratings improving or deteriorating in
accordance with payments. Payment ratings have
been in operation for many years and are integral to
the calculation of the doubtful debt provision
(impairment provision) under IAS 39. IAS 39 requires
that all impaired receivables are carried at their net
present value of the expected cash flows from such
accounts, discounted at the original effective rate
implicit in the credit agreement.

The 13 payment categories referred to have been
summarised into four main grouping of customers and
this analysis of the debtors book is presented below:

Debtor payment analysis

Number of customers

Doubtful debt
provision %

Satisfactory paid No.
Customers fully up to date including those %
who have paid 70% or more of amounts due
over the contract period

Slow payers No.
Customers who have paid between 70% and %
65% of amounts due over the contract period

Non-performing customers No.
Customers who have paid between 65% and %
55% of amounts due over the contract period

Non-performing customers No.
Customers who have paid 55% or less of %
amounts due over the contract period
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2008 2007 2008 2007

542 142
76.4% 0%

19%

50%

100%

709 218

14.9%




Despite the tough economic environment, there has
been no significant deterioration in the payment
ratings of customers. This is evidenced by the small
decrease in customers in the satisfactory paid
category when compared to our customer base of
approximately 712 000 customers. The lower doubtful
debt provision percentage (calculated on the same
basis as last year) is due to the write-off of older

accounts.

Debtors Analysis post implementation of
National Credit Act (“NCA”)

The introduction of the National Credit Act enabled
the business to extend credit terms for top-rated
customers during the year. The condition of these
extended term accounts is similar to that of shorter
term accounts. A detailed analysis of both extended
term accounts and shorter-term business since the
implementation of the National Credit Act appears
below:

Analysis of business since introduction of NCA

Number of customers

Satisfactory paid

Customers fully up to date including those who have paid 70% No.

or more of amounts due over the contract period

NCA NCA over
24 months

24 months

69 139

% 87.5%

Slow payers

Customers who have paid between 70% and 65% of amounts No.

due over the contract period

2 442

% 3.1%

Non-performing loans

Customers who have paid between 65% and 55% of amounts No.

due over the contract period

2 930

% 3.7%

Non-performing loans

Customers who have paid 55% or less of amounts due over No.

the contract period

4 508

% 5.7%

79 019

The satisfactory paid percentage for the longer-term business is 87.5% compared to 88.0% for the shorter- term
business (i.e. 24 months or shorter). Extending terms to our top-rated customers has had no impact on the
condition of the debtors book and afforded the group additional revenue opportunities.
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corporate services

Information and communications technology

In line with the group’s business model, a balance is
maintained between centralised head office systems
and decentralised systems to support administrative
and decision-making processes at stores.

Most transactions are initiated in the store
environment and the system automatically updates on
a daily basis via satellite. Both the debtor and
inventory databases are located at store and head
office levels.

Lewis operates a distributed network that allows
branches to operate independently of each other and
head office. However, the credit vetting process for
new applications requires real time connectivity to the
credit bureau, which is achieved through Transact. To
prevent downtime, an off-site disaster recovery server
for the Transact system is in operation. This disaster
recovery site connects to the branch satellite network
infrastructure and the credit bureau independently of
the live environment. The whole Transact system is
replicated at the disaster recovery site on a daily basis
and can be activated within minutes of a disaster. A
generator has been installed at head office to ensure
that key systems are maintained.

Substantial progress has been made in improving the
effectiveness and resilience of the technology platform
both in stores and in the group’s central data centres
over the past year, including:

e Strengthening the group’s off-site data recovery
facility.
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e Expanding the self-generating electricity at head
office to counteract power outages.

e Rolling out a new telephone system to stores.

e |nstalling new Microsoft-based terminals in-store to
enhance work quality.

e Improving printing facilities to reduce the
distribution of pre-printed materials.

Electronic catalogue cubicles were installed in all
stores with interactive touch-screen capability to
assist customers and allow sales staff to provide
better service at the point-of-sale.

Over half of the central systems operating in the
group’s data centre were upgraded. This will limit
downtime on these critical servers and enhance
efficiency by reducing the number of servers, despite
the ever increasing volume of data.

Both the central credit management and branch
systems were upgraded for the implementation of the
National Credit Act in June.

Lewis operates on a stable satellite network within
South Africa and during the year extended satellite
connectivity to the branches in Lesotho, Botswana
and Swaziland. The terrestrial network servicing
Namibia was also upgraded. These changes have
improved systems functionality while reducing the
amount of downtime historically experienced in these
territories.



Group property and development

Best Lifestyle

Lewis  Electric Living Total

Stores at start of financial year 410 79 19 508
Opened 11 8 3 22
Closed 4 - 1 5
Stores at year-end 417 87 21 525
Stores relocated 4 - - 4
Stores refurbished 23 - 6 29

The group has continued to expand its store base
despite the more challenging trading environment
experienced in the second half of the year. 22 new
stores were opened while 4 stores were relocated to
improved trading sites.

Store location is key to trading performance and the
three retail chains in the group have distinctive trading
formats and store siting strategies:

e |ewis outlets are generally situated in main streets
and town centres, with some presence in shopping
centres. Eleven new stores were opened.

e Best Electric stores adopt a smaller format with
high trading densities, and are generally located in
shopping areas with higher footfall.

e |ifestyle Living’s stores are still predominantly in
shopping centres.

The group’s property procurement and development
is managed centrally to maximise operational
efficiencies. The majority of premises are leased and
the group currently occupies 479 rented sites in
Southern Africa.

The costs of upgrading and maintenance of stores are
controlled through the use of dedicated upgrading
teams and contractual relationships with BEE
partners.

Security measures are continually being reassessed.
All stores are fitted with alarm systems and roller
shutters to secure premises in higher risk areas.

Most of the group’s stores are equipped with drop
safes and security contractors handle cash-in-transit.
The impact of crime on the group is well within
manageable levels.
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Investment in our staff is of paramount
importance and drives our training

and development programmes.

Similarly, our investment in the community
where we trade, Is not just about goodwill,

but about making a difference.

o8

42 = |ewis Group Annual Report 2008




