
CHAPTER 2 

CURRENT ISSUES IN BANKING SUPERVISION 

INTRODUCTION 
The purpose of this chapter is briefly to discuss the most 
important regulatory and supervisory developments and 
trends, both locally and internationally, during the year 
under review. 

CORPORATE GOVERNANCE 
Corporate governance in banks is a key tenet of the regula- 
tory and supervisory approach followed by the Bank 
Supervision Department. In its broadest sense, corporate 
governance encompasses the whole framework, as estab- 
lished by legislation and the participants themselves, within 
which companies operate. The Cadbury Committee in the 
United Kingdom defined corporate governance as the sys- 
tem, or process, by which companies are directed and con- 
trolled. It may also be defined as the system whereby busi- 
ness is conducted and information is reported to stakehold- 
ers, requiring, on the one hand, appropriate controls and 
effective accountability and, on the other, adequate disclo- 
sure. 

In recent times, the spotlight on corporate governance has 
intensified. A result thereof has been the implementation, 
during 1996, of an amendment to regulation 37(5) of the 
Regulations relating to Banks, requiring a bank’s directors 
and auditors, inter alia, to express opinions on the adequacy 
and effectiveness of the systems of internal control of the 
bank concerned. 

Role and duties of directors 

Directors stand at the very heart of a corporation and guide 
and control enterprises. The growth and development of the 
powers and control of directors has steadily diminished the 
influence of shareholders. The power of directors, if exer- 
cised capriciously, threatens all interested parties, employ- 
ees, shareholders, creditors and the like. Consequently, 
directors of companies are required to comply with fiducia- 
ry duties and duties of care and skill pertaining to the entity 
in respect of which they have been appointed as directors. 
What may be regarded as a fundamental fiduciary duty of a 
director of a company is the director’s duty to act bonafide, 
in the interests of the company. Observance of this duty 
entails the honest exercise by directors of their judgement as 
to what is in the company’s interests. 

In the case of a company that has been registered as a bank, 
due conformity with the aforementioned fiduciary duty evi- 
dently requires adequate knowledge of the business of a 
bank, which entails the management of risks. The prime 
responsibility for monitoring the risks inherent in banking 
lies with a bank‘s management, which accounts to the board 

of directors of the bank concerned. The board of directors, 
in turn, is ultimately responsible for supervising the risk 
management of the bank. Supplementary thereto, the con- 
cept “company’s interests” needs to be expanded in respect 
of a bank, in order to provide for an additional interest, the 
origin of which may be related to the conflict between a 
bank’s risk-averse depositors, who make loans to the bank, 
and the bank’s residual shareholders, who invest risk capital 
in the bank. 

Obligations of directors with regard to internal controls 

Failure by a bank’s directors to observe their customary 
duties may hold dire consequences for the bank and its 
shareholders and depositors. Several highly publicised fail- 
ures and near failures of banks have specifically highlighted 
the importance of a sound system of internal control. For 
these reasons, the legislature has anticipated events by 
imposing, in regulation 37(5) of the Regulations relating to 
Banks, certain obligations on directors of banks. 

In terms of regulation 37(5), the directors of banks have to 
report annually to the Registrar of Banks whether or not: 

the bank’s internal controls provide reasonable assurance 
as to the integrity and reliability of the financial state- 
ments and safeguard, verify and maintain accountability 
of the bank’s assets; 

the internal controls are based on established policies and 
procedures and are implemented by trained, skilled per- 
sonnel, whose duties have been appropriately segregated; 

adherence to the implemented internal control is con- 
tinuously monitored by the bank; 

all bank employees are required to maintain high ethical 
standards, thereby ensuring that the bank’s business prac- 
tices are conducted in a manner that is above reproach; 

anything has come to the directors’ attention to indicate 
that any material malfunction, as defined and document- 
ed by the board of directors, which definition and docu- 
mentation has to be submitted to the Registrar, in the 
functioning of the aforementioned controls, procedures 
and systems has occurred during the period under review. 

Furthermore, the directors of a bank have to report annually 
to the Registrar that there is no reason to believe that the 
bank will not be a going concern in the year ahead, or other- 
wise to provide reasons. These reports have to be submitted 
to the Registrar within 120 days after the financial year com- 
mencing on or after 1 January 1996 and annually thereafter. 
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In addition, the external auditors of a bank have to report 
annually to the Registrar whether or not they concur with the 
directors’ reports on the internal controls and going-concern 
aspect of their bank, or to provide reasons should they not 
concur therewith. 

The requirements of regulation 37(5) are to a large extent 
similar to the recommendations arising from the King 
Committee’s Report on Corporate Governance. Additional 
guidance on the impact and interpretation of the require- 
ments of regulation 37(5) was provided in Banks Act 
Circular 16/96. The Department will continue to monitor the 
ability of banks and their auditors to establish effective inter- 
nal control systems and will issue further guidance when- 
ever appropriate and helpful. After close liaison with the 
Bank Supervision Department, the South African Institute of 
Chartered Accountants recently also issued guidance in this 
regard to auditors. 

The aforementioned reporting requirements affirm the con- 
cept that a bank’s board of directors is ultimately responsible 
for all aspects of the bank’s system of internal control and for 
monitoring its effectiveness. The detailed design, imple- 
mentation, reporting and operation of adequate internal con- 
trols will normally be delegated to management by the board 
of directors. Directors, however, have to judge whether or 
not the system of internal control is adequate and whether 
the right balance between cost and benefit is being main- 
tained. 

Clearly, the intention of regulation 37(5), some of the 
requirements of which are relatively onerous, is not to mere- 
ly increase the liability of directors and auditors of banks, 
but to ensure that banks have a systematic process whereby 
directors can fulfil their fiduciary responsibilities with 
regard to the establishment of internal controls, even in com- 
plex systems of which directors cannot be expected to know 
every detail. To this end, the auditors, both internal and 
external, can play a key role in facilitating a process of con- 
trol self-assessment. Self-assessments of the adequacy and 
effectiveness of internal controls at each level can systemat- 
ically be built up into a clear and coherent synthesis in such 
a way that the directors can make confident assertions about 
the system as a whole. 

Having regard to the duties of directors of banks, service as 
a director of a banking institution evidently carries substan- 
tial responsibilities that may well have major personal finan- 
cial repercussions. In view thereof, it is advisable that the 
decision to become a director of a bank be reached only after 
it has been duly determined whether the proposed director’s 
knowledge, abilities, interests and expectations are compat- 
ible with those of the bank in question. In the deliberation 
of such an appointment, it is suggested that consideration be 
given to factors such as the composition of the board of 

directors, its functions and relationship with the bank’s man- 
agement and shareholders, and, in respect of the bank, its 
ownership structure, financial condition, activities and 
prospects, as well as its relationship and standing with the 
regulators. 

Role of the internal auditors 

The internal audit function is an important part of corporate 
governance and one of the mechanisms of the system of 
checks and balances in an institution. 

Since management has to meet both rigorous business and 
risk-management goals, the internal audit function is being 
placed under increasing pressure to perform better, faster and 
with greater assurance, in order to alleviate management’s 
fears of increased financial and operational risk. Well-publi- 
cised victims of internal control malfunctions, such as 
Barings and Daiwa, have confirmed that lack of control, or 
ineffective control, can have devastating consequences. 

Internal audit has been recognised as an increasingly import- 
ant player in the risk-management process of a bank. 
Among the many mechanisms that a bank can use to assess 
risk and maintain control, internal audit is possibly the most 
important. Since the control environment in which banks 
operate is, however, changing continuously, a bank’s internal 
audit function has no choice but to transform as well. For the 
internal audit function to succeed in this changing environ- 
ment, it is essential for a bank’s internal auditors to expand 
their skills, learn to apply new techniques and interact close- 
ly with the bank’s actual business units. 

Internal audit is concerned with identifying the risk to which 
a bank is exposed and ensuring that risk is adequately con- 
trolled. Internal audit is, however, not a supplement to, nor 
a substitute for, management control. Instead, the tasks of 
the internal audit function are to examine the risks that a 
bank faces, to review the adequacy of the controls that have 
been implemented to protect the bank from those risks and to 
verify that the controls are working as intended. The inter- 
nal audit function should therefore be an independent func- 
tion within an organisation, and its effectiveness will depend 
on: 

The independence of the internal audit function’s report- 
ing lines. 
The standing of the internal audit team. 
Unrestricted access to all activities, records, property and 
personnel of a bank by the internal auditors. 

The following can be cited as some of the reasons for bank 
supervisors’ increased interest in the work of banks’ internal 
auditors : 
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Internal audit is an integral component of a bank’s con- 
trol procedures. 
The external auditors of banks are placing greater 
reliance on the work of the internal auditors. 
The internal audit function should enable the board audit 
committee to assess whether the risk-management 
process is effective. 
The internal audit function is considered to be an integral 
part of the overall system of prudential supervision. 

Common auditors within a banking group 

During 1996, the Bank Supervision Department analysed 
banking groups with a view to ascertaining the commonali- 
ty of.auditors within such groups. It was found that, in most 
cases, banking groups had appointed, as far as possible, one 
or both of the controlling company’s auditors to audit all 
entities within the particular group, and there were only iso- 
lated cases of several sets of auditing firms having been 
appointed within a group. 

In order to enhance both corporate governance and the risk- 
management process within a banking group, and to ensure 
that the auditors had a clear understanding of all the entities 
within such a group, those groups that did not have common 
auditors were urged to rationalise the number of auditing 
firms involved in audits of group entities. Based on the 
response to this request, the Department is satisfied that, as 
far as is practically possible, each banking group now has 
common auditors within the group. 

exposed. Such offences will in future have to be reported to 
the Bank Supervision Department, in terms of regulations 
still to be promulgated, by the chief executive officer of the 
bank concerned in cases where: 

b 

b 

b 

b 

Assessment of management by auditors 

One possible consequence of the increased focus on corpor- 
ate governance in banks is that both internal and external 
auditors may focus less sharply on the financial reporting 
objective, and accept the challenge of being the watchdog of 
company behaviour as well. This could be the forerunner of 
another potentially controversial development, namely, that 
the auditors express themselves on the quality of manage- 
ment, which would be of value to bank supervisors, who 
have always been aware of the importance of the quality of 
management in ensuring stability in banks. It is possible that 
auditors may soon be required to assess the strength of man- 
agement and to report thereon to the supervisor. This may 
possibly lead to shareholders in fact appointing directors, 
and directors indeed appointing auditors, as should be the 
case. 

Reportable offences 

In the past, bank officials that misused the banking system 
and defrauded banks generally went unpunished, because 
banks tended to be too embarrassed to declare publicly that 
a shortcoming in their financial controls had been misused or 

A breach of a fiduciary duty by a bank official resulted in 
a financial loss to the bank. 

Non-compliance with a corporate-governance principle 
resulted in a financial loss to the bank. 

A fraud in a bank resulted in a loss of R1 million or more 
to the bank. 

A break-down in internal controls, or deficiencies that 
were exposed, resulted in a material loss to the bank. 

The exposure of transactions in contravention of the 
Banks Act, in terms of both the spirit and the letter of the 
law, would adversely affect the reputation of the bank 
concerned and bring it under suspicion. 

Securities trading transactions breached the code of con- 
duct or the ethical code of the financial market con- 
cerned. 

The bank reneged on a transaction in excess of R1 mil- 
lion that was disputed by a counterparty and which could 
result in a material loss to the bank. 

The nature of the offence was so serious that it led to a 
disciplinary action against the person and resulted in the 
dismissal of that person. 

The bank concerned will have to furnish the name of the 
official responsible for the offence, as well as a report on the 
nature of the deficiency and the steps taken to rectify the 
deficiency, to the Department. 

Syndicated crime and fraud 

The seriousness of the worsening crime situation is probably 
the area of greatest concern amongst South Africans in gen- 
eral and business people in particular. Banks have respond- 
ed in various ways, including their involvement in the 
Business Against Crime initiative. 

Despite ongoing efforts to combat white-collar crime, banks 
are clearly not immune therefrom. There is also some evi- 
dence that banks may have become targets of local and inter- 
national crime and fraud syndicates, a development, albeit 
negative, that was to be expected in view of South Africa’s 
sophisticated banking industry and its reacceptance into the 
international fold. 
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A factor that should impact on such syndicates and crime as 
a whole is the imminent introduction of anti-money launder- 
ing measures, reported elsewhere in this chapter. In terms of 
recently promulgated legislation, as well as proposed laws 
and regulations, banks will be required to comply with fair- 
ly onerous anti-money laundering measures. Although these 
measures will unavoidably increase the reporting burden on 
banks, they may in the long term create an environment in 
which the threat of syndicated crime and fraud can be over- 
come. 

This Department is not only aware of, but actively partici- 
pating in various broad initiatives aimed at fundamentally 
addressing the vulnerability of South Africa’s business envi- 
ronment to fraud, such as the debate on enforcement of 
financial legislation that has been initiated by the Deputy 
Minister of Finance. 

i. 

1 

CREDIT RISK 
Credit risk may be defined as the risk of a counterparty fail- 
ing to meet its contractual obligations. Although other risks, 
such as market risk, have gained in prominence and impor- 
tance in recent years, credit risk still remains the most impor- 
tant single risk in banking. Effective management of all 
dimensions of credit risk, such as quality, concentration, cur- 
rency, maturity, security and type of credit facility, is there- 
fore an essential component of sound banking practice and 
of a bank‘s overall risk-management process. 

Growth in mortgage-related lending 

The Bank Supervision Department has become increasingly 
uncomfortable with the significant growth in mortgage-relat- 
ed lending by banking institutions over the past two years. It 
is felt that the increase in mortgage loans of 37,7 per cent 
since December 1994, from R110,4 billion to R152,O billion 
in December 1996, may be attributed to the utilisation of 
more flexible mortgage loans, which are used to finance not 
only purchases of residential property, but also consumer 
spending. New mortgage bonds are also being granted to a 
higher percentage of a residential property’s valuation than 
was previously the case. 

The growth in arrears on mortgage loans over the past two 
years, from R4,l billion in December 1994 to R5,06 billion 
in December 1996, an increase of 23,41 per cent, is also a 
matter of concern to the Department as regards the ability of 
borrowers to service their debt. Furthermore, the increased 
exposure is not collateralised on the residential property 
commensurate with the increase in the advance and, conse- 
quently, the risk cover afforded by the property is reduced. 

It has to be borne in mind that in the event of a slump in the 
property market, as was experienced in the United Kingdom 

I 

in the early 1990s, the outstanding amount on such a mort- 
gage loan may well exceed the market value of the property. 

Rigorous assessment and lending criteria, therefore, have to 
be applied to prevent risk to the soundness of the banking 
system. Collateral in the form of real estate, therefore, also 
has to be valued conservatively. 

In terms of the provisions of the Regulations relating to 
Banks, a risk weighting of 50 per cent is assigned to loans 
that are both fully secured by a mortgage on urban residen- 
tial dwellings or individual sectional title dwellings and 
repayable in equal monthly instalments, provided the month- 
ly instalments are not four months or more overdue and the 
capital amount outstanding does not exceed the market val- 
uation of the property. Otherwise, a risk weighting of 100 
per cent is applied. 

The intention of the 50 per cent risk category was to give 
recognition to the experience worldwide that loans fully 
secured by a mortgage on occupied urban residential proper- 
ty show a relatively low record of loss. The risk category of 
50 per cent is in line with the so-called Basle convergence 
agreement, issued by the Committee on Banking 
Regulations and Supervisory Practices of the Bank for 
International Settlements in July 1988. 

In terms of the Basle convergence agreement, supervisory 
authorities also have to satisfy themselves that the applica- 
tion of this concessionary risk weighting is restricted to res- 
idential property, in accordance with strict prudential crite- 
ria and national arrangements for the provision of housing 
finance. Some countries, such as Britain, will therefore 
apply the risk weighting of 50 per cent only to first mort- 
gages, creating a first charge on the property. Other coun- 
tries will apply this risk category only when strict legal val- 
uation criteria ensure a substantial margin of additional 
security over the amount of the loan. In Germany, for exam- 
ple, the 50 per cent risk category is applied only when the 
sum borrowed does not exceed 60 per cent of the value of the 
mortgaged property, and the calculation has to be based on 
strict regulatory and statutory assessment criteria. 

In view of the Bank Supervision Department’s unease with 
banking institutions’ current application of the 50 per cent 
risk category to the full outstanding balance of a mortgage 
loan, as well as in the light of the provisions of the Basle 
convergence agreement, it may become necessary, for pru- 
dential purposes, to reassess the risk weightings applicable 
to mortgage loans on urban residential property. The objec- 
tive of such a reassessment would be to ensure that the risk 
weightings reflect the risks inherent in banks’ mortgage-loan 
exposures. 



Domestic debt owing by local authorities and service 
councils 

During October 1996, the Bank Supervision Department, at 
the request of the Department of Finance, undertook a sur- 
vey of domestic debt owing to banks by local authorities and 
regional service councils. Banks were requested to complete 
a schedule detailing, as at 30 June 1996, the aggregate extent 
of loans and advances, instalment credit, leases and over- 
draft facilities granted to local authorities and regional ser- 
vice councils in the Republic of South Africa, as well as 
banks’ investment, in the form of marketable stock and other 
securities, in these utilities and the maturity structure of the 
aforementioned facilities and investments. 

The data contained in the schedules received from banks 
fairly matched those contained in the DI 900 returns submit- 
ted by banks on a monthly basis. The maturity structure of 
the debts was, however, of value in assisting the Department 
of Finance to confirm the due dates for these obligations. 

Credit extension to South African households 

In 1996, growth in the extension of credit to households in 
South Africa again exceeded the money-supply growth 
guidelines. This may be ascribed to many factors, such as 
new housing-related demand for credit, the growth in pri- 
vate-label credit cards and the emergence of a new genera- 
tion of salaried workers from the recently enfranchised com- 
munities. Some banks have already started seeing changes 
in their credit risk and have responded appropriately by 
amending their credit-assessment, collection and provision- 
ing policies. 

It should be remembered that, at 67 per cent of personal dis- 
posable income, the household debt of South Africans 
exceeds the international average of similar countries by a 
considerable margin. Although this has always been the case 
and can be considered to be a feature of the South African 
economy, households’ average debt has recently shown a 
marked increase, which is of concern to both the monetary 
and the supervisory authorities. Banks would therefore be 
well advised to exercise considerable caution by closely 
monitoring their collections and rapidly adapting their pric- 
ing policies accordingly. 

Private-label credit cards 

During the past two to three years, several banks forged links 
with retail firms and issued so-called private-label credit 
cards. These cards have enabled the holders thereof to pur- 
chase goods on credit from the retailers concerned, whilst 
the credit risk was generally carried by the relevant banks. 
In some cases, the screening of applicants for credit was con- 
ducted by the retail firm itself, which often had no previous 

experience with the granting of credit. In other cases, 
although the screening process was conducted by the rele- 
vant bank, not enough was known about the creditworthiness 
of the retailer’s client base to make informed credit deci- 
sions. 

In several instances, the lack of controls in the issue of pri- 
vate-label cards resulted not only in the non-payment of 
accounts, but in banks suffering substantial losses. In gener- 
al, banks have, however, subsequently tightened controls 
considerably, and valuable lessons have been learned. In 
particular, the need for banks carefully to assess all the risks 
associated with new products, and to ensure that the systems 
and controls related thereto are sufficient and appropriate, 
has again been highlighted. 

Securitisation 

An international trend that cannot be ignored is that of banks 
entering the growing market for securitised assets and the 
sale of credit in capital markets. In the United States of 
America alone, the residential mortgage-loan securitisation 
market exceeds US$3 trillion per year, a figure that excludes 
the burgeoning commercial real-estate securitisation market, 
and banks in the United States are actively exporting this 
business. Not wishing to sacrifice the possibility of attract- 
ing capital to their markets, several countries have gradually 
started to address their legislative and regulatory structures 
in order to make better provision for securitisation. Belgium 
has taken an approach of major reform in one fell swoop 
and, within a short period, has become one of the more 
“securitisation-friendly” countries. 

The prospect for any emerging country is one of attracting 
large amounts of capital, which they would otherwise not 
have been able to attract, from countries such as the United 
States of America and Japan. Although demand securitised 
assets from large institutional investors is already immense 
and growing, many developing countries have deal-stopping 
features, such as withholding taxes, transfer duties, value- 
added tax (“VAT”) at the special-purpose vehicle level and 
VAT on custodial and trustee services. All regulators in 
South Africa are clearly faced with a challenge to review the 
impediments to legitimate and prudent securitisation within 
their jurisdiction and to work towards removing such imped- 
iments where appropriate. 

South African banks will obviously have to make a com- 
mercial decision on whether to become involved in this mar- 
ket. There are, however, clear indications that more aggres- 
sive institutions in other parts of the world have benefited 
from positioning themselves as multi-purpose players in the 
real-estate capital markets, often profiting from additional 
sources of positive income streams and countering disinter- 
mediation by offering their clients new forms of real-estate 
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risks to take on or to shed. Indirectly, such institutions and 
their clients also benefit from the additional long-term 
financing, liquidity and flexibility that are breathed into the 
real-estate market. 

MARKET RISK 
As reported in the Bank Supervision Department’s 1995 
Annual Report, capital-adequacy requirements were 
imposed on the securities trading activities of banks as from 
1 January 1996. Although these requirements have not yet 
been promulgated as regulations, banks conducting secur- 
ities trading activities were requested to complete the rele- 
vant returns on a pilot-project basis. The main objective was 
to afford these banks the opportunity to implement the nec- 
essary systems, as well as to give both banks and the 
Department the opportunity to identify and resolve matters 
requiring further attention in the implementation of the 
requirements and the completion of returns. 

In order to achieve the above-mentioned objective and to 
enable best market practice with regard to certain matters to 
be determined, a risk advisory committee, consisting of the 
risk managers of several banks conducting securities trading 
activities, was constituted. A number of meetings between 
this committee and the Department were held during 1996, 
and the consultative approach adopted by the Department 
was received very positively by the banking sector. It is 
envisaged that the refined capital-adequacy requirements 
resulting from this process of consultation will be promul- 
gated, as regulations, before the middle of 1997. 

In June 1996, after receiving various inputs and comments 
on the proposed method of allowing banks to use their own 
internal models for the computation of their market-risk cap- 
ital requirements, the Basle Committee on Banking 
Supervision issued an amendment to its April 1995 propos- 
als on market risk, which are to be implemented by the end 
of 1997. The amendment suggests only some refinements, 
relating to, inter alia, the greatly discussed multiplication 
factor, greater flexibility in the modelling parameters, prac- 
tical implementation of the so-called plus factor and recog- 
nition of specific risk components captured by banks’ 
models. In essence, the overall approach contained in the 
April 1995 proposals has remained appropriate. 

OFF-BALANCE-SHEET RISK 
Off-balance-sheet risk was chosen as one of the “flavours of 
the year” for the trilateral discussions, in terms of section 7 
of the Banks Act, 1990, between a bank’s management, 
including its audit committee, its external auditors and rep- 
resentatives of the Bank Supervision Department during 
1996. A questionnaire on off-balance-sheet items, which had 

been prepared by the Department, in conjunction with the 
Banking Interest Group of The South African Institute of 
Chartered Accountants, not only formed the basis of the tri- 
lateral discussions, but was also the external auditors’ focus 
during their audits of banks in respect of financial year-ends 
ended after 31 December 1995. 

The two main areas covered in the questionnaire were poten- 
tial credit risk and off-balance-sheet risks emanating from 
the trading of derivatives. In the Department’s opinion, the 
objective of the exercise, namely, to sensitise key players to 
the inherent, but possibly still unidentified, risks was 
achieved. In some instances, banks were possibly overstat- 
ing their capital-adequacy ratios, whereas, in others cases, 
certain off-balance-sheet risks that had previously not been 
known or fully quantified were identified. 

The discussions affirmed the Department’s reason for choos- 
ing the topic as a flavour of the year, namely, that the man- 
agement of off-balance-sheet risk is not a simple matter and 
that it should receive more specific attention from both 
banks and their external auditors. A lesson that emerged was 
that a strict interpretation of the Banks Act, 1990, or the 
Regulations relating to Banks, may on occasion tempt banks 
to “take the regulatory gap”, resulting in an erosion of sound 
risk-management principles. Such erosion would clearly be 
to the detriment of the bank concerned, and not that of the 
Department, except in so far as attainment of the 
Department’s mission to ensure the soundness of banks 
would be adversely affected thereby. Each bank should 
therefore consider whether certain interpretations are correct 
in terms of the principle of substance over form and also 
whether the non-inclusion of certain facilities or transactions 
in the relevant DI returns can be justified to both its external 
auditors and its board of directors. 

On balance, the Department believes that the level of aware- 
ness and understanding of these issues by all parties was 
enhanced, and particular issues will be followed up with the 
relevant banks during prudential meetings, to be conducted 
in the normal course of activities during 1997. 

SETTLEMENT RISK IN FOREIGN- 
EXCHANGE TRANSACTIONS 
In March 1996, the Bank for International Settlements issued 
a report, entitled “Settlement risk in foreign-exchange trans- 
actions”, which had been prepared by the Committee on 
Payment and Settlement Systems of the central banks of the 
“group-of-ten” countries. In view of this report, the 
Department issued a circular requesting all authorised for- 
eign-exchange dealers to answer certain questions on for- 
eign-exchange settlement risk in their respective institutions. 
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The results of the survey indicated that, in general, South 
African banks underestimated the duration of foreign- 
exchange settlement risk and that no uniform methodology 
was used to manage such risk. Because of these and other 
shortcomings, further work will be done by the Department 
in 1997. The co-operation received from the banks con- 
cerned was, however, appreciated, and the Department is 
looking forward to more interaction in this regard during 
1997. 

CONTINGENCY PLANNING FOR FORMAL 
MARKETS 
Notwithstanding the frequently held belief that the bank 
supervisor should prevent all bank failure, bank failures will 
inevitably occur in a dynamic market. For two reasons, the 
Bank Supervision Department will, however, never be indif- 
ferent to the manner in which banks manage their risks: 

Firstly, the Department is part of the central bank, which 
is the lender of last resort and which, therefore, has to 
ensure that the lender-of-last-resort safety net is not 
abused. 

Secondly, a problem in one bank may also affect other 
banks and become widespread, defeating entirely the 
Department’s mission to promote the soundness of 
banks. 

The ever present danger of a systemic crisis begs the ques- 
tion whether it is necessary for regulators to develop crisis- 
management procedures, on the premise that the quicker and 
better the co-operation between supervisors and other parties 
is, the less likely it is that the problem will disrupt the mar- 
kets irreparably. Experience with bank failures has, how- 
ever, shown that it is not possible to decide in advance 
whether one would intervene or allow a bank to fail - each 
case is different and has to be handled on its own merits. 

There is, however, another very compelling argument in 
favour of contingency planning in order to limit the effects 
of systemic failure: the possibility of the markets themselves 
failing. The complexity and volume of trading on the formal 
financial exchanges is increasing at a significant rate. Not 
only the ability to transact and, therefore, to close out posi- 
tions if necessary, but also the ability to obtain risk-manage- 
ment information is entirely dependent on complex comput- 
er and communication systems. Although all the various 
market participants and formal exchanges have business 
continuity and resumption plans in place, there may be a 
need for a holistic, coordinated, overall plan should certain 
adverse events occur, in order to diminish their impact. 

At a recent meeting of the Financial Markets Advisory 
Board, it was therefore suggested that a project be initiated 

to study the effects of various potential crises on the finan- 
cial markets and to develop joint action plans to be followed 
by all the market participants in order to minimise the impact 
of a crisis. In the interest of the stability of the financial sec- 
tor as a whole, this Department is committed to playing a 
key role in the development of such a planning process. 

FAILURE-PREDICTION MODELS 
As has already been argued, the test for good banking super- 
vision is not a total absence of bank failures - it is normal and 
even necessary that banks be seen to be allowed to fail. 
Nevertheless, because of the possibility of a systemic bank- 
ing crisis ensuing from a problem within one bank, the bank 
supervisor has a very keen interest in failure prediction. 
Apart from the natural preference to reduce surprises, 
advance warning allows time to plan a response if circum- 
stances dictate that the supervisor should intervene. The cur- 
rent tendency for bank supervisors to place increasing 
emphasis on qualitative measures - that is, to assess the qual- 
ity of a bank’s risk-management process, corporate gover- 
nance, internal controls and, indeed, its entire culture - is a 
result of the realisation that failure prediction is not an exact 
science and is becoming less so over time. 

Notwithstanding this tendency, the Bank Supervision 
Department is planning to supplement its existing analyses 
of banks’ statutory financial information with carefully 
selected additional financial-sector indicators. These indica- 
tors will be based on research into known failures the world 
over and will be used to populate a model for failure predic- 
tion for banks. Current thinking is that the factors would be 
at both the micro (bank) and the macro (financial environ- 
ment) level and that they will include factors indicating the 
status of the operational environment, internal and external 
governance, and indicators such as the growth rates of loans, 
foreign-currency liabilities and foreign-currency loan assets, 
as well as trends in nominal and real lending rates, differen- 
tials in interest rates paid by banks, the risk-free rate, aver- 
age net deposit maturity, etc. As with any such model, it will 
take time for the model to be fully calibrated and tested, but 
it is envisaged that its benefits may already be evident with- 
in five years. 

CONSOLIDATED SUPERVISION 
From a bank supervisor’s perspective, consolidated supervi- 
sion of banking operations entails two important aspects: 

Ongoing risk assessment of the overall structure of a 
banking group’s business, in order to quantify the poten- 
tial impact that risks arising in any non-banking entity 
within such a group may have on the bank, or banks, in 
that group - the so-called moral hazard that may attach to 
a bank. 
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Supervision, as home-country supervisor, of a domestic 
bank’s local and cross-border operations and, as host- 
country supervisor, of a foreign bank’s operations within 
the supervisor’s jurisdiction. 

The processes involved in consolidated supervision include, 
inter alia: 

Analysis of statutory information and other financial and 
non-financial information. 

Liaison and interaction with other regulatory and super- 
visory authorities, both locally, as in the case of a bank- 
ing group with non-banking entities, and internationally. 

Regular interaction and discussions with the key players 
directly involved in the risk-management process of 
banks - directors, management, audit committees, includ- 
ing internal audit, and external auditors - both locally and 
abroad. 

It thus becomes evident that consolidated supervision is 
complex and demanding, in terms of time and human and 
infrastructural resources. 

Liaison with other regulatory and supervisory authorities 

At the local level, quarterly meetings continued to be held 
between the Financial Services Board (“FSB”) and the Bank 
Supervision Department, in order to discuss financial con- 
glomerates with common control that are regulated by the 
FSB and the Department, respectively. As a result of these 
discussions, circulars were sent to all institutions falling 
under the control of the two parties concerned in order to 
explain the consolidated supervision process and the planned 
sharing of information on financial conglomerates. 
Reporting of consolidated capital adequacy and transparen- 
cy of a financial conglomerate’s structure were emphasised 
as prerequisites for effective consolidated supervision. 

The extent of co-operation between the FSB and the 
Department is expected to intensify as the process of con- 
solidated supervision is implemented more fully. The 
Department has drawn up clear goals and action plans in this 
regard, and responsibility for addressing consolidated super- 
vision and liaison with the FSB has been assigned to a spe- 
cific person within the Department. lt is also envisaged that 
a co-operation programme, setting out the specific roles, 
objectives and actions of the FSB and the Department, 
respectively, will be drawn up in order to ensure optimum 
progress. 

The Department’s manual on consolidated supervision of 
banking groups, which was reported on in the 1995 Annual 
Report, was updated to reflect the latest international devel- 

opments and thinking. Unfortunately, it has not yet been 
possible to implement the manual fully, as planned, because 
the international debate on certain critical elements is still 
continuing. Since the Department subscribes to the current 
international standards of consolidated supervision, it wish- 
es to ensure that all implemented procedures and policies 
satisfy international standards. 

Contact with foreign bank regulators and supervisors also 
increased during the year under review. Many banking cen- 
tres around the globe were visited by members of the 
Department, who discussed and explained the Department’s 
regulatory and supervisory approach and standards. It is 
believed that a better understanding and knowledge thereof 
by the relevant foreign authorities will greatly facilitate the 
efforts of South African banks to internationalise their activ- 
ities. Continued contact with international authorities will 
also enable the Department to assess the standards by which 
foreign banks wishing to enter South Africa are regulated 
and supervised. 

Black-hole policies 

During 1996, the increasing prevalence of a type of insur- 
ance product commonly known as a “black-hole’’ policy 
came to the attention of the Bank Supervision Department, 
through its regular interaction with the Financial Services 
Board (“FSB”), the regulator of, inter alia, insurance com- 
panies. In brief, black-hole policies can be described as 
transactions that circumvent section 59D of the Insurance 
Act, 1943. The said section, which was implemented fol- 
lowing the Report of the Committee of Investigation into the 
Promotion of Equal Competition for Funds in Financial 
Markets in South Africa - the so-called Jacobs Committee 
report - in 1992, seeks to achieve some demarcation between 
the business of banks and life insurers, by providing for a 
minimum five-year investment term for life-insurance prod- 
ucts. Thereby, life insurers, who have the benifit of access 
to contractual savings, are precluded from providing short- 
term investment products that are comparable to banking 
products. 

The way in which black-hole policies circumvented section 
59D of the Insurance Act can briefly be described as follows: 
A single-premium pure-investment policy was written for an 
amount far in excess of the policyholder’s initial investment. 
The additional premium that was required was borrowed 
from a bank in the same group as the insurer, but was imme- 
diately repaid by the investor, utilising a loan obtained from 
the insurer against security of the policy. Any future “invest- 
ments” that the policy-holder wished to make in the follow- 
ing five years were then no longer subject to the restrictions 
of section 59D, since such “investments” were considered to 
be loan repayments, and not additional premiums. 
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The Department and the FSB considered these transactions 
to be undesirable for a number of reasons, among them the 
distortion of premium income and commissions, tax impli- 
cations and opportunities for abuse, including money laun- 
dering. Through the efforts of the Registrar of Insurance and 
the Life Offices’ Association an agreement was reached 
whereby the life-insurance industry undertook to discontinue 
all business of this type on a voluntary self-regulating basis 
with effect from September 1996. 

Demarcation between banking business and insurance 
business 

Following the Registrar of Insurance’s action to stop the 
marketing of black-hole policies, which were designed to 
circumvent section 59D of the Insurance Act, 1943, the Life 
Offices’ Association and the Deputy Minister of Finance 
have requested that the debate on appropriate demarcation 
between banking business and insurance business be 
reopened. It is considered necessary that the reasons for 
demarcation and the way in which demarcation was 
achieved through section 59D of the Insurance Act be con- 
sidered in the light of recent trends towards a more func- 
tional approach towards regulation, with a view to ensuring 
competitive neutrality across financial industries. This 
debate will be facilitated by the Financial Services Board, 
but will include all parties concerned. The Bank Supervision 
Department has already nominated appropriate resources to 
participate in the debate, and the process of investigating the 
entire matter of demarcation is already well under way. 

Consultation between banks’ audit committees, their 
external auditors and the Bank Supervision Department 

During June 1996, the Department issued a circular re- 
emphasising the role of the external auditors as one of the six 
key players in a bank’s risk-management process, particular- 
ly as regards the evaluation of a bank’s policies, procedures 
and risk-management systems, as well as the opinion 
expressed thereon by the auditors. 

In view of the growing international practice whereby super- 
visory authorities meet with external auditors on a more reg- 
ular basis, the Department, during the second half of 1996, 
started holding preliminary discussions with the external 
auditors of banks prior to the commencement of their annual 
year-end audits. Much value has been gained from these dis- 
cussions, which have highlighted the need for the 
Department to hold more meaningful trilateral discussions 
with banks’ audit committees and external auditors. 
Accordingly, the process has been refined. Following dis- 
cussions with the external auditors prior to the commence- 
ment of a bank’s audit, the aforementioned trilateral discus- 
sions are conducted at a meeting held separately from the 
Department’s annual presentation to a bank’s boards of 

directors. In the past, these two events were conducted with- 
in the ambit of one meeting. The trilateral discussions now 
typically have the following format: 

Feedback on, and discussion of, issues raised during the 
preliminary discussions between the bank’s external 
auditors and the Department prior to the commencement 
of the bank‘s audit. 

Feedback on, and discussion of, the key findings of the 
year-end audit under review that have been brought to 
the attention of the bank’s audit committee. 

Items to be included in the external auditors’ audit plan 
for the following year-end audit, as requested by the 
bank’s audit committee (if applicable). 

Items to be included in the internal auditors’ audit plan 
for the following year, as requested by the bank’s audit 
committee. 

Steps taken by the bank’s audit committee to fulfil its 
obligations in terms of section 64(2) of the Banks Act, 
1990. 

Additional issues that any of the three parties may wish 
to raise. 

This process has proved to be very effective in assisting the 
Department in not only discharging its supervisory duties in 
a responsible manner, but also attaining its mission. 

Offshore expansion of South African banks 

As a result of South Africa’s gradual re-entry into the inter- 
national arena, the acceptance of South Africa as an active 
member of the international financial fraternity has gained 
momentum during the last twelve to eighteen months. This 
has been evidenced not only by increased interest in con- 
ducting business in South Africa being shown by overseas 
banks, but also by the business opportunities abroad that are 
presenting themselves to South African banks and, coupled 
thereto, the approvals being granted to South African banks 
to establish operations in foreign jurisdictions. 

On the one hand, these activities naturally bring with them 
new and diversified risks. On the other hand, however, 
South African banks are being presented with different 
income streams and, it is hoped, over time with recurring 
business opportunities around the globe, which will con- 
tribute to the internationalisation and broadening of the num- 
ber of South Africa’s counterparties. By necessity, these 
developments place demands on all key players in the local 
banking industry to ensure that South African banks’ inter- 
national activities are of such a standard - both quantitative- 
ly and, more importantly, qualitatively - that, at the very 
least, they match best international market practice. 

20 



During the past year or two, South African banks have fair- 
ly actively expanded their international activities, the fol- 
lowing jurisdictions and types of business being the most 
prevalent: 

Jurisdiction Type of business 
Angola Banking 
Botswana Asset management and small equity 

interests 
Hong Kong Representative offices and banking 

subsidiaries 
Isle of Man Reinsurance, asset management, branches 

and shipping 
Israel Banking 
Mozambique Banking 
Sweden Representative offices 
The Netherlands Property 
United Kingdom Asset management, insurance, 

United States 
of America 
Uganda Banking 

stockbroking and representative offices 

Trade finance and equity business 

Viiits to foreign operations of South African banks 

The respective responsibilities of home-country and host- 
country supervisors with regard to the foreign operations of 
banks are becoming more formalised and defined. As part of 
this process, the expectation that home-country supervisors 
will regularly visit the foreign operations of banks under 
their jurisdiction has also increased. Consequently, repre- 
sentatives of the Department paid visits to many of the for- 
eign operations of South African banks during 1996, and fur- 
ther, more detailed, visits to certain operation are planned for 
1997. 

Such visits will contribute greatly to enabling the 
Department to fulfil its commitments and responsibilities 
with regard to consolidated supervision, whilst also enabling 
the Department to gain a better understanding of the busi- 
ness activities and risks of such foreign operations. 

INFORMAL FINANCE 

Informal finance schemes remain a topical issue, not only in 
South Africa, but also in other parts of the world, as indicat- 
ed by recent events in, for example, Albania. In view of the 
growth of informal finance schemes in recent years and, 
more importantly, because of the risks associated therewith, 
it is deemed necessary once again to distinguish between 
lawful and unlawful schemes, with particular reference to 
the legislation in this regard. 

Lawful informal finance schemes versus unlawful 
deposit-taking schemes 

Under the provisions of the Banks Act, 1990, the Office of 
the Registrar of Banks, as part of the South African Reserve 
Bank, is responsible not only for supervising the business of 
banks and mutual banks, but for the prevention of activities 
whereby deposits are solicited or accepted from the general 
public in contravention of the Banks Act. 

Since the central theme of the Banks Act is to address the 
functions of accepting and employing deposits, rather than 
the specific institutions that accept and employ such 
deposits, a wide meaning has been given to the term 
“deposit”. “The business of a bank”, as defined in the Banks 
Act, describes the distinctive features of the business of 
institutions to be regulated by the Banks Act and incorpo- 
rates two distinct functions, namely, that of accepting 
deposits as a regular feature of the business in question, and 
that of acting as a financial intermediary in the employment 
of funds accepted by way of deposit. Since both of these 
definitions are extremely wide, several exemptions were 
provided for by the legislature. 

In general, the legal consequence of such an exemption is 
that the persons designated by the Minister or the Registrar, 
by notice in the Government Gazette, may lawfully conduct 
business tantamount to “the business of a bank” without 
being registered as a bank in terms of the Banks Act or as a 
mutual bank in terms of the Mutual Banks Act, 1993, 
provided that the designated persons conduct their designat- 
ed activities strictly in accordance with the provisions of the 
notice. 

“The business of a bank” means, inter alia, the acceptance of 
deposits from the general public as a regular feature of the 
business in question. Subject to certain exceptions, no per- 
son may conduct the business of a bank in this country 
unless such a person is registered as a bank in terms of the 
Banks Act, or as a mutual bank in terms of the Mutual Banks 
Act. A “deposit” may be described as an amount of money 
paid by one person to another, subject to an agreement that 
an equal amount, with or without interest, is subsequently to 
be repaid to the person making the payment. 

Schemes such as stokvels, credit unions and employees’ sav- 
ings clubs, because of the nature of their business operations, 
accept deposits in a manner that is tantamount to the con- 
ducting of “the business of a bank”. Stokvels, however, gen- 
erally enable people from within a particular group in the 
society to save and, in addition to being afforded a turn to 
receive the contributions of all members of the group, afford 
members the opportunity to satisfy their need for social 
interaction, sharing, caring and belonging. Therefore, in 
recognition of, inter alia, the social and economic upliftment 



role of stokvels, credit unions and employees’ savings clubs 
in the South African environment, the Bank Supervision 
Department conducted intensive research into such schemes, 
and widely consulted interested parties, in an endeavour to 
legalise such informal financial schemes. 

Ensuing from the aforementioned research and consulta- 
tions, the “common bond” principle was identified as a col- 
lective feature of the informal financial schemes in question. 
Consequently, on 4 January 1994, the Registrar, with the 
approval of the Minister of Finance, issued a Government 
Notice based on the “common bond” principle, whereby 
such schemes could henceforth lawfully conduct their 
respective operations within South Africa, provided that 
such schemes are operated within the scope and ambit of the 
contents of the Government Notice. 

In recent times, the Bank Supervision Department has 
become aware of the existence of numerous deposit-taking 
schemes that, by means of advertisements or otherwise, 
promise members of the general public extraordinarily high 
returns on short-term cash “investments”. In order to earn 
the promised high returns, members of the public are usual- 
ly called upon to pay a membership fee in order to become 
members of such a “get-rich-quick” (“GRQ’) scheme, to 
deposit a chosen amount with the GRQ scheme and to intro- 
duce a specified number of further members, who are then 
required to follow the same procedure. 

GRQ schemes generally purport to be formed for the pur- 
pose of advancing some form of social benefit and usually 
promise extraordinarily high rates of return on monies put 
into the schemes. Experience has shown that GRQ schemes 
usually claim that their operations are legal. Such claims of 
legality are mostly purported to be based either on the pro- 
visions of the Government Notice or on culturally estab- 
lished rotating credit schemes such as stokvels. 

In order to qualify as a stokvel, credit union or employee 
savings scheme, the provisions of the Government Notice, 
however, require that a common bond exists between the 
members of a group or scheme that purports to be a stokvel, 
credit union or employee savings scheme. It is therefore 
important to highlight some of the characteristics of a group 
between the members of which a common bond exists and to 
indicate how GRQ schemes differ therefrom. A common 
bond exists between members of a group, which: 

Is a formal or informal rotating credit scheme with enter- 
tainment, social and economic functions 

In such a “common-bond” credit scheme, a group of 
people enter into an agreement to contribute a fixed 
amount of money to a common pool periodically. This 
money, or a portion thereof, may be drawn by members 

either in rotation or in a time of need. Although mutual 
financial assistance is the main purpose of stokvels, they 
also have valuable social and entertainment functions. 

Under the operations of GRQ schemes, however, persons 
may invest fixed amounts with a scheme for a limited 
period and then qualify for payouts of exorbitant returns 
on their investments. 

Fundamentally consists of members who have pledged 
mutual support to each other towards the attainment of 
specific objectives 

Stokvels and credit unions go to great lengths to admit 
only reliable and trusted members, following personal 
recommendations, since continuity and credibility are 
crucial to the working of such operations. Therefore, 
stokvels and credit unions are often formed by neigh- 
bours, people working in the same place, members of the 
same family, members of the same community or mem- 
bers of a church congregation. 

Any member of the public throughout South Africa may, 
however, become a member of a GRQ scheme by simply 
paying membership fees. Owing to the methods of oper- 
ation of GRQ schemes, the recruitment of new members 
in large numbers, regardless of the existence of any com- 
mon bond between such members, is crucial for the 
viability of such schemes. 

Establishes a continuous pool of capital by raising funds 
by means of the subscriptions of members 

GRQ schemes allow persons to invest single amounts in 
such schemes for a limited period, in return for exorbi- 
tant payouts on the amounts invested. Since payouts are 
funded from the contributions of new members, GRQ 
schemes depend to a great extent upon the recruitment of 
new members. GRQ schemes can therefore maintain a 
continuous pool of capital only by the continuous intro- 
duction of new members and the utilisation of such mem- 
bers’ membership fees and investments. 

Grants credit to and on behalf of members 

GRQ schemes do not grant credit to and on behalf of 
their members. 

Provides for  members to share in profits and to nominate 
management 

The structures of GRQ schemes do not allow for profits 
in the true sense of the word. Although purported con- 
stitutions of GRQ structures may provide for the nomi- 
nation of management by its members, often the size, 
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duration and spread thereof appear to render such nomi- 
nation impractical. 

Relies on self-imposed regulation to protect the interest 
of its members 

One of the most serious problems facing stokvels and 
credit unions is the problem of defaults. In the case of a 
stokvel, a common category of default is a member’s 
failure to maintain regular periodic payments. Therefore, 
stokvels rely on carefully selected members, who are 
known to other members of the group, for their survival. 
For purposes of self-regulation, stokvels are required to 
be members of the National Stokvels Association of 
South Africa (“NASASA”), and credit unions are 
required to be members of the Savings and Credit Co- 
operative League of South Africa (“SACCOL”). 

GRQ schemes neither require that members maintain 
regular payments into such schemes, nor do they rely on 
carefully selected members for their survival. Because of 
the nature of GRQ schemes, such schemes ostensibly do 
not qualify for membership of NASASA or SACCOL. 

It is also important to highlight the most important condi- 
tions contained in the Government Notice pertaining to a 
“common-bond” group and to indicate GRQ schemes’ non- 
compliance therewith. In terms of the prescribed conditions: 

The rules of the group shall not entitle any member at 
any time, albeit subject to any such notice as may bepre- 
scribed in the rules of the group, to withdraw the full 
amount of such member S contributions 

Under the rules of GRQ schemes, members are entitled, 
after a period of time, usually with prior notice, to with- 
draw their total contribution plus interest. 

Some GRQ schemes have claimed to be based on the cul- 
turally proved “mogodisano” and “letsima” schemes. In 
the case of a “mogodisano” scheme, however, a group of 
people get together under certain rules and contribute 
some money to one person’s account in a particular 
month. In the following month, all members contribute 
to the account of another member in the group, and the 
procedure is repeated until every member in the group 
has benefited. In the case of a “letsima” scheme, there 
appears to be no physical flow of cash, since members 
pool their funds for purposes of investing such funds or 
utilising the pooled funds to establish a joint venture. It 
is therefore clear that even these historical schemes, in 
contradistinction to GRQ schemes, do not provide for 
members at any stage to withdraw their contributions and 
to receive exorbitant returns. 

The benefits of the members of the group shall not bepro- 
vided exclusively by way of loans that, in terms of the 
rules of the group, must be repaid 

In terms of the operations of GRQ schemes, members are 
required to invest amounts of money with such schemes. 
After a period of time, the members are supposed to 
benefit from their loans, since GRQ schemes are obliged 
to repay the amount of the investment plus an exorbitant 
return thereon. 

A group shall keep, in one of the oflcial languages of the 
Republic of South Africa, such accounting records as are 
necessary to fairly reflect the state of affairs and business 
of a group and to explain the transactions andfinancial 
position of such group 

GRQ schemes normally fail to keep the required 
accounting records. 

A group mustfit into one of the following categories- 
- a group that does not at any time hold subscriptions 

from members amounting in the aggregate to more 

a group that at any time holds subscriptions from 
members amounting in the aggregate to more than 
Rl million but not amounting in the aggregate to 
more than R9,99 million 

I than R1 million; or 
- 

This division of the business of stokvels and credit 
unions into two groups relates to such groups being 
required to keep financial records. All stokvels and credit 
unions are required to keep such accounting records as 
are necessary to reflect the state of affairs and business of 
such a group fairly, and annual financial statements are 
required to be made out. In the case of stokvels and credit 
unions that hold funds of not more than R1 million, a 
report by an accountant and auditor report is not 
required. In the case of stokvels and credit unions with 
funds in excess of R1 million, but not more than R9,9 
million, the annual financial statements, however, have 
to be accompanied by a report by an accountant and aud- 
itor. 

The legislature intended some limit to be placed on the total 
amount of funds solicited or managed by, amongst others, 
stokvels and credit unions. Sound financial principles and 
investors’ interests dictated that prudential requirements be 
introduced at a suitable level. It was therefore regarded as 
appropriate to take cognisance of the provisions of the 
Mutual Banks Act, in terms of which the minimum required 
capital to register as a mutual bank is an amount of R10 mil- 
lion. Ostensibly, the intention of the legislature was that if 
the subscriptions of any stokvel or credit union exceeded 
R9,99 million, it would be required to register as a mutual 
bank. 
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Salient features of GRQ schemes are their ability to solicit 
huge amounts of money from the general public and their 
failure to keep proper accounting records. 

It is therefore regarded as reasonably clear that the activities 
and scheme of operations of GRQ schemes do not qualify as 
stokvels or credit unions and that GRQ schemes do not fall 
within the scope and ambit of, and do not comply with the 
conditions of, the Government Notice. GRQ schemes, there- 
fore, primafacie conduct “the business of a bank” in contra- 
vention of the provisions of the Banks Act, which is a crim- 
inal offence. 

A typical GRQ scheme may be classified as a “revolving 
scheme”, as defined in section 1 of the Trade Practices Act, 
1976 (Act No. 76 of 1976). . Such revolving schemes may 
also be described by using the commercially established 
term “pyramid schemes”. A pyramid scheme applies or fol- 
lows a method of practice that contains a risk of financial 
loss for any or all of the participants in the scheme in the 
event of a decline in the participation in the particular 
scheme. In order to pay high returns on the investments of 
members, the investments of new members are used to pay 
out the promised returns of each previous level’s members. 
In order for everyone to profit, an unlimited supply of will- 
ing investors have to be introduced continuously as new 
members to the scheme. Simple mathematics, therefore, dic- 
tates the certainty of failure of the scheme, resulting in par- 
ticipants losing their investments. 

Revolving pyramid schemes are regarded as harmful and 
undesirable and, in the public interest, should be prohibited 
from functioning in the Republic of South Africa. 

Micro-finance 

The micro-finance sector in South Africa has grown rapidly 
in recent years. Non-bank institutions that offer small loans 
to individuals for a variety of purposes have mushroomed. 
According to statistics, some 15 non-bank institutions cur- 
rently make over 175 000 micro-loans, worth R450 million, 
annually, mainly for the purposes of housing, micro-enter- 
prise and education. By some estimates, at least a further 
650 operators provide 500 000 loans, or R250 million, per 
month for emergency or consumption credit. 

The rapid growth in the micro-finance sector has ostensibly 
been driven largely by the innovativeness of practitioners in 
developing products and their capacity to fulfil the large 
demand for small loans. By and large, the banking sector in 
South Africa has not engaged this sector on any significant 
scale. International recognition has been given to the fact 
that micro-lenders constitute effective credit providers to 
people with limited or no access to credit sources other than 

informal money lenders. By creating another, more appro- 
priate tier between large formal financial institutions and 
informal money lenders in the financial system, these micro- 
financiers may fulfil a valuable role in the intermediation 
process of a developing economy. 

The Bank Supervision Department, in consultation with 
interested parties in the micro-finance sector, is currently 
considering options in this regard, including the promotion 
of an option allowing at least an interim regulatory dispen- 
sation, which would assure the protection of consumers and 
also allow the industry to achieve scale. It is envisaged that, 
as a consequence of the introduction of appropriate legal 
measures, the micro-finance sector would be afforded the 
opportunity to operate and grow in a manner that could be 
monitored in terms of the principles of self-regulation. The 
achievement of scale and the reduction of risk through 
proper self-regulation, in their turn, could result in a decline 
of interest rates in the micro-finance sector. 

Proposals under consideration are: 

a 

The establishment of a regulatory panel for non-bank 
micro-lenders, which would set standards for the indus- 
try, accredit practitioners and enforce compliance, or else 
disaccredit those that do not comply. Micro-lenders eli- 
gible for accreditation would have to be non-bank legal 
entities in the business of providing loans with a maxi- 
mum size of, for example, R20 OOO. In this way, a 
threshold, which would distinguish the sector from the 
mainstream banking sector, would be created. 

The drafting of a suitable exemption notice under the 
provisions of the Banks Act, in order to provide explicit- 
ly for accredited institutions lawfully to solicit or take 
wholesale deposits only (for example, deposits in excess 
of R1 million). Since the proposed notice would not 
allow retail deposit-taking, the proposed notice would 
affect only wholesale deposits of larger investors who are 
able to assess the risks involved, but not deposits of small 
depositors. In the event of an accredited institution los- 
ing its accreditation, such an institution could forthwith 
be in violation of the Banks Act should it take further 
deposits. 

Investor awareness 

During 1996, there was a marked increase in the number of 
get-rich-quick “(GRQ’) schemes in South Africa, and the 
Bank Supervision Department received many complaints of 
possible unlawful deposit taking, in contravention of the 
Banks Act. GRQ schemes, promising high returns on 
monies invested with them, not only targeted investors in a 
number of metropolitan and rural areas in South Africa, but, 
according to reports and enquiries received by the 
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Department, appeared to have extended their operations 
beyond South Africa’s borders to neighbouring countries. 

In view of the proliferation of GRQ schemes, it has become 
of crucial importance that investors be made aware not only 
of their own responsibility when investing their money, but 
also of the pitfalls and possibly negative consequences 
should they not take the necessary care before entrusting 
their monies to persons or organisations purporting to be 
operating lawfully. The Department has therefore investi- 
gated a number of methods by means of which investors 
could be made aware of these matters. It is envisaged that 
the first awareness programme may be launched during the 
first half of 1997. 

DEPOSIT INSURANCE 
During the year under review, further steps were taken to 
advance investor protection through the formulation of a 
comprehensive proposal for the establishment of a deposit- 
insurance scheme. A lengthy consultative process, conduct- 
ed through a committee under the chairmanship of the Bank 
Supervision Department and involving many interested par- 
ties, preceded the formulation of the proposal. The main 
objective of the development of the proposal was the protec- 
tion of small unsophisticated depositors, in order to promote 
public confidence in the banking system and, thereby, pro- 
mote its stability and encourage saving by the public. A 
deposit-insurance scheme would also provide a formal, 
structured and consistent administrative process for the 
handling of bank failures. 

In August 1996, draft legislation on money laundering and 
related matters, which was developed by a project commit- 
tee appointed by the Minister of Justice, was approved by the 
South African Law Commission. This draft legislation deals 
with the more practical aspects of the implementation of 
anti-money-laundering measures by several designated insti- 
tutions in South Africa. Unfortunately, the draft legislation 
could not be tabled in Parliament in 1996 and had to stand 
over to the first session of Parliament in 1997. Although the 
development of the proposed act has been completed, much 
work remains to be done, since regulations under the pro- 
posed act still have to be formulated. This aspect will need 
particular attention in 1997, in order not to delay the imple- 
mentation of anti-money-laundering measures any further, 
provided the proposed act on money laundering and related 
matters is passed by Parliament. 

Also of importance is the establishment of a reporting 
agency, a body to whom the designated institutions can 
report their suspicions, as required by the Proceeds of Crime 
Act and the draft legislation on money laundering. In order 
to enhance the process of implementing anti-money-laun- 
dering measures in South Africa, it is therefore of the utmost 
importance that such a body be designated as soon as pos- 
sible. Such a body will need to establish practical working 
relationships with the appropriate enforcement agencies, as 
well as implement the necessary internal systems and proce- 
dures, in order to ensure that an effective system is in place 
as soon as the necessary legislation and the regulations per- 
taining thereto become effective. 

The proposal was discussed and adopted by the Standing 
Committee for the Revision of the Banks Act, 1990, on 27 
September 1996. Thereafter, the proposal was approved by 
the Governors’ Committee of the South African Reserve 
Bank on 21 October 1996, and it has since been submitted to 
the Minister of Finance for consideration by his office. 

MONEY LAUNDERING 
In 1996, good progress was made with the development of 
measures to combat money laundering in the Republic of 
South Africa. The most important development was the 
passing, by Parliament late in 1996, of the Proceeds of Crime 
Act, 1996 (Act No. 76 of 1996), which criminalises the laun- 
dering of the proceeds of any crime, not just drug-related 
offences. This development is in line with the latest recom- 
mendations and intentions of the Group of Seven’s Financial 
Action Task Force (“FATF”) on Money Laundering, where- 
by it will be mandatory for all FATF members to extend 
money-laundering offences beyond narcotics trafficking to 
all serious offences. 

A further development was the hosting, by South Africa, of 
the Southern and Eastern African Money Laundering 
Conference in Cape Town, in October 1996. The main 
objective of this conference, which was sponsored by the 
Commonwealth Secretariat and the FATF, was to enhance 
the coordination of anti-money-laundering measures in the 
region and to investigate the possibility of establishing a 
regional FATF, similar to the FATFs operating elsewhere in 
the world, such as the Asian FATF and the Caribbean FATE 
It was agreed that there was indeed a need to establish a 
regional FATF, and the matter was handed to the office of the 
Minister of Justice for further coordination of the necessary 
actions. 

REGIONAL CO-OPERATION 

During the year under review, co-operation with other bank 
supervisors in the Southern African region mainly took the 
form of technical assistance through the presentation of 
training courses. 

25 



East and Southern Africa Banking Supervisors Group 
(“ESAF’”) 

The Bank Supervision Department successfully hosted the 
third course in banking supervision for ESAF member coun- 
tries from 2 September 1996 to 13 September 1996. 
Seventeen participants from 11 of the 14 ESAF member 
countries attended the course. 

As for the previous two courses, the main objectives of the 
course were to enhance the participants’ knowledge of 

The various principles, philosophies, approaches and 
methods underlying regulation and supervision. 

The duties and responsibilities of the various key players 
in the regulation, supervision and risk management of 
banks. 

The minimum standards, basic principles and methods in 
the management and evaluation of various risks in bank- 
ing. 

The promotion of co-operation between supervisors, by 
arranging opportunities for the participants to interact, 
exchange views and become better acquainted, was another 
important objective. 

The first part of the course, in the form of a one-day seminar 
on the latest trends in banking supervision, was well 
received and regarded as very beneficial by ESAF partici- 
pants. The audience of some 120 people, who included rep- 
resentatives of the auditing profession and local banks, was 
addressed by an international panel of speakers from as far 
afield as the Bank of England, the Bank for International 
Settlements, the Reserve Bank of Australia, the World Bank 
and the International Monetary Fund, as well as the 
Financial Services Board and the South African Reserve 
Bank. 

The second part of the course consisted of 29 modules, 
which the participants were requested to evaluate in terms of 
criteria such as overall impression, scope, content and prac- 
tical value of each module. Participants requested not only 
the use of more case studies, but additional information on 
the following topics: 

Credit risk. 
Role of the supervisor in relation to the various risks. 
Operational aspects of the Bank Supervision 
Department. 

South Africa appears to be the only country in the region that 
emphasises the role of the key players in the risk-manage- 
ment process and that actively promotes this concept. From 
a survey conducted amongst the course participants, it would 

appear that South Africa can play a pivotal role in promoting 
the aforementioned concept among the ESAF member coun- 
tries, in support of ESAF’s ultimate goal, namely, to ensure 
the harmonisation of supervisory standards in the region. 

An escalation in the cost of hotel accommodation since the 
previous course, as well as a desire to encourage a greater 
exchange of ideas amongst the participants, prompted a 
change in venue for the course, which was held at a self-con- 
tained conference centre in one of Pretoria’s residential sub- 
urbs. In the evenings and at weekends, transport was avail- 
able to take participants to various shopping malls in and 
around Pretoria. Visits were also undertaken to the South 
African Bank Note Company, the South African Mint and 
Sun City, and a major bank, which has interests in many 
African countries, hosted a cocktail party for participants. 

Although it is likely that the course content will be retained 
and, as in previous years, updated, participants’ comments 
will be investigated. The introduction of a theme or flavour 
of the6year will also be discussed with the ESAF Training 
Steering Committee. 

The current course format will be retained for 1997, and the 
South African Reserve Bank has indicated that it will again 
host the course during 1997, as part of its initiative to pro- 
vide other central banks in Africa with assistance in the train- 
ing of their supervisors. 

Technical assistance to the Bank of Mozambique 

The need for training of the Bank of Mozambique’s bank 
supervisors originated from a recent World Bank report and 
was also discussed at an ESAF meeting held in Harare, 
Zimbabwe, in May 1996. 

Following discussions, the Bank Supervision Department 
agreed to provide technical assistance and training to the 
Mozambican bank supervisors, on the basis of providing 
time and training material by means of an initial two-week 
technical training course, an ongoing on-site training pro- 
gramme of two days every second month and attachments of 
staff from the Bank of Mozambique, whereby practical on- 
the-job training would be provided in both the policy and 
analytical dimensions of bank supervision. 

The initial two-week course, which was attended by 13 per- 
sons, was held in Maputo, Mozambique, from 18 to 22 
November 1996 and from 2 to 6 December 1996. The 
course consisted of 29 modules, discussion periods and case 
studies. One of the case studies was modelled on the reports 
and graphs produced by the Bank Supervision Department 
for presentation to banks’ management and directors. 
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Participants were divided into teams, representing supervi- 
sors, directors and management of banks. The use of case 
studies to test participants’ knowledge provoked lively 
debates amongst the participants, who gave a high rating to 
this training method. An important aspect of the case stud- 
ies was to demonstrate the interrelationship between the 
risks that banks have to manage. The role of the various key 
p1ayers.b the risk-management process formed the central 
theme of the course. 

In order to ensure that the momentum of the Mozambican 
course is not lost, various recommendations have been 
made, and the Department is committed to assisting the 
Bank of Mozambique, by sharing its experience and exper- 
tise in implementing these recommendations. 

INTERACTION WITH AUDITING 
PROFESSION 
The Bank Supervision Department places great emphasis on 
the importance of the various key players that are involved 
in the management of risks and bank supervisory processes. 
A factor that is also regarded of importance to the success of 
these processes is the formulation of and adherence to stan- 
dards, particularly accounting and auditing standards. Such 
standards enable the Department to require compliance with 
laid-down standards in respect of statutory information that 
has to be submitted to the Department on a regular basis and 
to expect that minimum standards are met in the execution of 
investigations and audits of banks. 

In South Africa, the external auditors of banks play an 
important role in the supervisory process, since the 
Department places great reliance on the external auditors’ 
opinions of a bank‘s system of internal controls and checks 
and balances, including the integrity of the statutory infor- 
mation furnished to the Department by a bank. In this 
regard, the Department has worked hard to establish a very 
positive working relationship with the auditing profession in 
South Africa through, inter alia, the Banking Interest Group 
of The SouthiQfrican Institute of Chartered Accountants. 

Among the wide range of issues discussed at regular meet- 
ings with members of the Banking Interest Group are 
amendments to banking legislation that affect the auditing 
profession, disclosure issues, “flavour-of-the-year” focus 
areas and matters that relate, directly or indirectly, to the 
supervisory responsibilities of the Department and the audit- 
ing profession. Thereby, the effectiveness of audits and spe- 
cial investigations is greatly enhanced, and potential expec- 
tation gaps in this regard are addressed. 

The Department regards it as advantageous that it is in a 
position of being able to utilise the technical expertise of the 
auditing profession in its supervisory approach, especially in 
view of the skills shortage in South Africa. It would, how- 

ever, appear that, since an on-site approach to supervision is 
followed in several other countries in the region, these coun- 
tries do not necesarily place the same emphasis on the role 
of the auditing profession in the discharge of their supervi- 
sory responsibilities as is done in South Africa. In view of 
the increasing importance of consolidated supervision 
worldwide, it has, however, become of critical importance 
that acceptable minimum accounting and auditing standards 
be developed for the auditing profession in the region, and 
the establishment of such minimum standards will require a 
concerted regional effort. 

HARMONISATION OF ACCOUNTING 
STANDARDS 

From past experience, the World Bank has come to the real- 
isation that economic development in Africa requires more 
than financial assistance. During the past year, the World 
Bank, together with African countries, has concentrated on 
what can be done to raise the capacity of these countries to 
initiate, manage and monitor the process of economic devel- 
opment. 

Recently, an interesting study on capacity building, prepared 
by the African Governors of the World Bank, was released at 
the annual meetings of the World Bank and the International 
Monetary Fund in Washington, DC. It is stressed in the 
study that a sound accounting infrastructure and appropri- 
ately trained accounting and auditing professionals are criti- 
cal prerequisites for sustained economic growth. According 
to the study, it will not be possible to develop an ethical cul- 
ture, emphasising financial discipline, transparency and 
accountability, unless capacity in the accounting profession 
is strengthened. 

Some of the specific recommendations on actions that could 
be taken in order to build more capacity in the accounting 
profession include that: 

National governments should give more support with 
regard to the training of quality personnel and the estab- 
lishment of a legal framework, including annual report- 
ing requirements and standards. 

National accounting bodies should become more active- 
ly involved in the development of the profession, for 
example, by taking responsibility for evaluating the 
appropriateness and relevance of existing accounting and 
auditing standards, taking the lead in adapting them to 
local conditions and, in collaboration with governments 
and other relevant public and private entities, instituting 
appropriate mechanisms for monitoring and promoting 
compliance with such standards. 

27 



Grant funds should be mobilised to assist regional 
accounting bodies with the development of regional 
qualifications and standards, and to assist national 
accounting bodies with the harmonisation of standards 
and education. 

Indications are that the World Bank wishes to pursue and 
support this proposed programme for capacity building in 
Africa, as part of its economic development assistance to the 
continent. The initiative holds a clear challenge for the 
accounting and auditing profession in Africa, including 
South Africa, to make an important contribution towards this 
programme. The Department would therefore like to 
encourage the Public Accountants’ and Auditors’ Board of 
South Africa to become involved in this World Bank initia- 
tive, which, in the longer term, should benefit economic 
development in our region. 

INFORMATION TECHNOLOGY 

As a result of rapid, ongoing developments and innovations 
in the area of information technology, the banking sector is 
faced with an ever increasing number of, on the one hand, 
challenges and opportunities and, on the other hand, risks. 

Integration of risk-management systems 

Technological improvements are making ever more complex 
risk-management models possible, and the leading banks 
have highly sophisticated risk models for each of the risks 
involved in modem banking. These models are, however, 
largely discrete and do not fare well with the aggregation of 
positions to provide a holistic view of a bank’s risk profile. 

In view of the increasing centralisation of risk-control func- 
tions, it becomes clear that the challenge for the future lies in 
the integration of banks’ stand-alone risk systems. So far, 
few of the big players have embarked on such an integration 
process, since the larger and better their stand-alone systems 
are, the more difficult it is to integrate them. It is, however, 
possible to envisage that, in time, all banking risks will be 
modelled by a single integrated risk model in each bank. 
Such integration, in turn, may bring about increased depen- 
dency risk, which will have to be managed carefully. The 
task of integrating the existing discrete risk-management 
systems within an organisation may therefore well be the 
most critical task facing the risk-management discipline 
today. 

“Year 2MO” challenge 

In October 1996, the Bank Supervision Department issued a 
circular to all banking institutions highlighting the techno- 
logical challenge relating to the “year 2000”, with a view to 

ensuring that any problems that could result from a failure of 
computer-based solutions in the year 2000 are resolved well 
before then. 

The information technology world is currently faced with 
one of its greatest and most significant challenges yet. It is 
generally known that a large number of computer-based 
solutions will fail after midnight on 31 December 1999. 
Essentially, this is due to the fact that many computer sys- 
tems have not been designed to store or use more than two 
digits to identify a year and are incapable of handling years 
beyond 99 (that is, 1999). Thus, unless designed for this 
eventuality, the majority of systems will not be able to dis- 
tinguish between the years 1900 and 2000. 

Banking institutions are but some of the many organisations 
that must now take steps to ensure that all computer systems 
are prepared for the year 2000. It is in the best interest of 
every organisation and computer user to ensure that systems 
are “year 2000” compliant as soon as possible, in order to 
avert a possible catastrophe. 

“Year 2000” compliance will require the replacement or 
enhancement of many computer systems, including hard- 
ware, operating systems, application packages, personal 
computer productivity tools (such as old versions of Lotus 
and WordPerfect), purchased applications (such as DBIT and 
TSP) and applications developed by an institution’s own 
staff, as well as the inspection and, where necessary, the cor- 
rection of every program and macro in use. In addition, data 
files that are stored anywhere on personal computers, file 
servers and mainframes will have to be expanded and updat- 
ed to include the first two digits of a year. This is a daunt- 
ing and costly task for both banking institutions and every 
other computer user, especially clients of banking institu- 
tions. 

Not only will new computer systems have to be commis- 
sioned, but in many cases, the changes will be so significant 
that all skilled people will have to be retrained in the use of 
computer systems. Systems and productivity tools currently 
in use will no longer be accessible or operational. Every 
computer user will have to adapt to these changes, irrespec- 
tive of personal preferences, the inconvenience that may be 
caused or the financial implications thereof. 

Banking institutions that are already entering into or that 
intend entering into business transactions with an effective 
date beyond 31 December 1999 (for example, forward sell- 
ing of products, long-term investments, long-term mainte- 
nance planning) were cautioned in the circular to ensure that 
such transactions are not prejudiced by existing software, 
applications and data that may have date constraints. Failure 
of computer systems to handle dates correctly could well 
jeopardise the very existence of an institution. 

28 



Successful completion of “year 2000” compliance projects is 
critical to the survival of most organisations, especially 
banking institutions. It is therefore of the utmost importance 
that the systems of banking institutions be “year 2000” com- 
pliant within the very near future. 

In order to ensure that the necessary steps are being taken, 
the chief executive officer of each banking institution was 
required to provide the Department with written confirma- 
tion that the institution concerned had implemented a project 
to ensure “year 2000” compliance. This confirmation had to 
detail specific areas of concern and the magnitude of the 
problem in these areas, as well as the timetable for comple- 
tion of the project. 

Furthermore, the board of directors of each banking institu- 
tion will be required to certify that such a project has been 
completed to its satisfaction and that the systems of the insti- 
tution concerned address the “year 2000” compliance prob- 
lem and ensure that the risks undertaken by the institution 
can be identified and managed. The directors will also have 
to ensure that the clients of banking institutions have been 
alerted to the “year 2000” problem. 

The response received by the Department has indicated that 
banking institutions already have such plans in place. 
During 1997, the Department will be having regular discus- 
sions with banking institutions regarding the progress made 
with the implementation of these plans. 

South African National Payment System 

South Africa has numerous sound and very efficient payment 
mechanisms, as well as a robust, yet sophisticated, infra- 
structure. This infrastructure, which has been built up over 
the past twenty-five years and which provides the banking 
industry with a cost-effective service, includes the systems 
of banks and the processing capabilities of interbank util- 
ities, such as the Automated Clearing Bureau (Pty) Limited 
(“ACB”), for the clearing of cheques and electronic pay- 
ments, and SASWITCH, for the exchange of automated 
teller transactions between banks. 

The current payment system, however, has a number of 
shortcomings: 

A lack of information and systems to manage the inter- 
bank exposures resulting from the payment transactions 
of banks’ customers. 

Clearing banks’ implicit dependence on the financial 
backing of the South African Reserve Bank (“SAFW’) to 
ensure that they will be able to settle their daily expo- 
sures to one another. 

Legal uncertainty with regard to multilateral netting, 
which currently serves as the basis for determining inter- 
bank exposures. 

A lack of appropriate mechanisms to make high-value 
payments. In this regard, it is interesting to note that, 
during ACB’s financial year ended 30 June 1996, no 
fewer than 327,2 million MICR items (cheques), with a 
total value of R4 943,896 million, were processed. Since 
2 per cent of the items processed by ACB represented 95 
per cent of the value, and since this payment mechanism 
is based on “debit-pull” principles, the need for a pay- 
ment mechanism to handle high-value payments 
becomes evident. 

Also of growing importance is the need to reduce the sys- 
temic risk inherent in both domestic and cross-border pay- 
ment systems. Systemic risk not only poses a threat to the 
financial system of a particular country, but could have inter- 
national ramifications should a defaulting local bank intro- 
duce the domino effect of contagion into the financial system 
of a foreign country. 

In order to address these shortcomings, a national payment 
system (“NPS”) project was launched as a collaborative 
exercise between the banking industry and the SARB. As 
reported in the 1995 issue of the Annual Report, the first 
phase of the project resulted in the acceptance of a strategy 
for the reform of the NPS by both the banking industry and 
the SARB. 

The primary goal of the new NPS is to enable the circulation 
of money, used in the broadest sense of the word to include 
all forms of payment, such as cash, cheques, cards and elec- 
tronic payments. This goal emphasises the fact that the NPS 
should be regarded as an enabler of economic activity, pro- 
viding the mechanisms essential for effecting payments, 
both domestically and internationally. The NPS is therefore 
a critical component of the financial system, which enables 
the transfer of money and supports economic activity 
throughout South Africa. In this sense, a sound and robust 
NPS can be seen as being a prerequisite for an effective 
financial system. 

In line with the NPS’s primary goal and in order to address 
the current shortcomings, the objectives of the new NPS are 
to provide effective mechanisms for the exchange of money 
between transacting parties; ensure finality and irrevocabil- 
ity of both payment and settlement; and enable the manage- 
ment, reduction and containment of systemic and other pay- 
ment-related risks. Current settlement cut-off times and 
accommodation arrangements, practices and procedures will 
therefore be adapted to achieve true same-day settlement, for 
and across all payment streams. Furthermore, banks, includ- 
ing those that have previously not utilised settlement facili- 
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ties, will be able to use the settlement network and central 
bank settlement system to effect interbank-fund transfers in 
real time. 

Another important difference between the old and the new 
NPS is the payment practice on which they are based. The 
current system is based mainly on the debit-pull principle, in 
terms of which the beneficiary bank is responsible for col- 
lecting money from the paying bank. In the new NPS, the 
preferred practice will be that the paying bank will be 
instructed by its customer to make a credit transfer. This 
principle, referred to as creditpush, will be applied in inter- 
bank settlements and high-value payment mechanisms. 

The various settlement options that will be available to 
banks in the South African Multiple Option Settlement 
(“SAMOS”) system include immediate settlement of a 
single settlement instruction, or a number of settlement 
instructions concurrently; guaranteed settlement of settle- 
ment instructions, based on collateralised bilateral and/or 
multilateral exposure limits; and settlement of one or more 
settlement instructions at a predetermined time, or on a pre- 
determined condition. The system will also provide banks 
with the infrastructure to monitor and manage their inter- 
bank settlement exposures throughout the day. 

In order to enable the successful implementation of the NPS 
strategies, the banking industry has initiated numerous pro- 
jects, which aim to: 

8 

8 

Communicate with domestic and international stakehold- 
ers, create an awareness of the risks in payment systems 
and educate NPS users. 

Introduce payment risk-management and risk-reduction 
measures. 

Create NPS management shructures. 

Define new NPS business practices, policies and proce- 
dures, as well as common data and processes by, infer 
alia, creating and publishing an NPS business model. 

Develop and enhance systems, in order to enable real- 
time settlement and introduce risk-reduction measures in 
interbank clearing systems. 

Establish a sound legal framework to support NPS prac- 
tices. 

Develop a comprehensive NPS information base in order 
to analyse payment behaviour and payment stream util- 
isation. 

Devise strategies to address, inter alia, cross-border pay- 
ments, regional payments systems and electronic cash. 

During 1997, one of the focus areas for the central bank, as 
settlement provider, will be the development of the SAMOS 
system, which will be implemented in the first quarter of 
1998. In order for banks to participate in the settlement sys- 
tem, they will have to adapt their existing systems and pro- 
cedures in 1997. The settlement system will allow all banks 
that provide payment and clearing services to their cus- 
tomers to participate on an equal footing. The system will 
make exposures visible, expose those that introduce risk into 
the settlement system and contribute to moving credit risk 
(which can cause systemic risk) from the settlement process 
to the balance sheet of banks, where credit decisions can be 
managed best. 

Banking on the Internet 

Use of the Internet has grown extensively during the past 
few years, and the Internet is rapidly becoming a medium 
used for banking and commerce. 

A number of the larger banks in South Africa have recently 
launched, or are conducting pilot projects on, Internet bank- 
ing services, which will enable customers to use the World 
Wide Web to access their accounts and to perform online 
transactions. Security of such facilities is imperative, in 
order to ensure that neither banks nor their customers will 
suffer any losses as a result of the use of Internet banking 
services. In this regard, a project has recently been 
launched, as part of the national payment system reform pro- 
ject, in order to ensure that the identity of the transacting par- 
ties can be authenticated. 

Banking services to be offered on the Internet include, inter 
alia: 

8 General services, which include the services currently 
offered by banks’ automated teller machines, such as: 

- Account balances. 
- Account history. 
- 
- 
- 

Fund transfer (for example, between accounts). 
Fund withdrawal (for example, to a prepaid card). 
Bill payment (whereby it will be possible to add, 
update and cancel payments) and debit orders. 

8 Value-added services, such as: 

- News services, including general and financial 
news. 

- Stock and mutual fund quotations. 
- Portfolio management, including facilities to buy 

and sell stocks. 
- Investment alerts. 
- Expert advice, including graphing and analysis of 

investments. 



Bank and the IT departments of several banks. In this 
process of consultation, the preferred method of transfer, 
namely, the X400, was established and successfully tested. 
Subsequently, it was also decided that unique numbers would 
be used in the electronic transfer of flat files, in order to dis- 
tinguish the various items in the DI returns. The program- 
ming required to effect the necessary changes to the 
Department’s databases should be completed in February 
1997, and once internal testing has been completed, a num- 
ber of banks will be approached to participate in a pilot pro- 
ject. Upon completion of the pilot project, the remaining 
banks will be approached to implement the system. 
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