
CHAPTER 1 

During the year under review, one of the most important developments for bank super- 
visors worldwide was the issuing, by the Basle Committee on Banking Supervision, of the 
Core Principles for Effective Banking Supervision, which are discussed in more detail 
below. I am very honoured to have been invited by the Basle Committee to become a 
member of the Core Principles Liaison Group, which will work alongside a larger Core 
Principles Consultation Group toward the implementation of the Core Principles. The 
objective of the Liaison Group, on which representatives of seven Group-of-ten (“G10”) 
countries and 12 non-G10 countries will serve, is to provide a forum for the exchange of 
experiences and the identification of areas in which practical support and more guidance 
are required. The Liaison Group will also discuss more problematic issues pertaining to the 
implementation of individual principles and will make recommendations to the Basle 
Committee. Together with my Department, I look forward to contributing to the work of the 
Liaison Group and, in particular to, the successful implementation of the Core Principles 
worldwide. 

Other topics highlighted in my review are, amongst others, lessons of the financial crisis in 
South-East Asia for bank supervisors and bankers, the implementation of a new system of 
accommodation in March 1998 and the liquidation of a bank in South Africa during the year 
under review. 

BASLE CORE PRINCIPLES FOR EFFECTIVE BANKING SUPERVI- 
SION 

principles represent the 
basic elements Of an effect- 
ive supervisory system 

In September 1997, the Basle Committee on Banking Supervision, the most authoritative 
standard-setting body for banking supervision, issued a comprehensive set of principles, 
the Core Principles for Effective Banking Supervision. Generally known as the Basle Core 
Principles, the twenty-five principles represent the basic elements of an .effective supervis- 
ory system. They address the preconditions for effective banking supervision, licensing 
and structure, prudential regulations and requirements, methods of ongoing banking 
supervision, information requirements, formal powers of supervisors, and cross-border 
banking. The Basle Core Principles were developed through a collaborative process 
between supervisory authorities of the G10 countries and fifteen emerging market coun- 
tries, including South Africa, as well as broad consultation with many other supervisory 
authorities throughout the world. 

The Bank Supervision Department considers the Basle Core Principles to be an important 
development because of the basic rationale for promoting a common set of bank supervis- 
ory principles. As is the case for other activities requiring regulation, such as air traffic, the 
factors that cause problems are essentially the same worldwide, although they may differ in 
prevalence. It is therefore not surprising that different countries will adopt much the same 
types of rule in order to prevent problems. The increase in financial cross-border activity, 
such as has occurred in the South African banking sector during the past three years, has 
resulted in an increased need for the harmonisation of banking regulations. 

benchmark for assessing 
the ongoing effectiveness 
of supervisory processes 

The Department has therefore not only contributed to the development of the Basle Core 
Principles, but has wholeheartedly adopted these principles as the benchmark for assess- 
ing the ongoing effectiveness of its supervisory processes. Consequently, the Department 
commissioned an independent evaluation of its compliance with the Basle Core Principles, 
in order to assist it in prioritising any required changes. The evaluation concluded that the 
Department already complied with most of the Basle Core Principles, but, as was expect- 
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ed, areas requiring improvement were identified. The Department has therefore made a 
strategic decision to address the recommendations in this regard by means of scheduled 
action plans throughout the coming year. Some of the anticipated changes are described 
below, as well as in other parts of this Annual Report. 

Phasing in of large-exposure limits 

At present, the Banks Act, 1990, deviates from the Basle principle relating to the setting of 
prudential limits in order to restrict banks' exposures to single borrowers or groups of relat- 
ed borrowers. Although the Banks Act requires large exposures that exceed a specified 
limit of 10 per cent of capital and reserves to be reported, bank 
prior approval from the Registrar of Banks for exposures excee 
Instead, the Banks Act requires a bank to obtain such approval 
The rationale for this requirement was the high concentration of ownership through con- 
glomerates in South Africa, which, together with the isolation of the country in the past, 
resulted in local banks incurring large exposures. The requirement was also in line with 
good corporate governance principles, since it emphasised where the responsibility for 
lending decisions lay. 

The problem with this pragmatic approach, however, is that it does not recognise that the 
credit-risk management principles upon which both banks and supervisors rely are based 
on the assumption of a diversified lending portfolio. In addition, the aggregate large expos- 
ures of some banks exceed the Basle guideline of 800 per cent of a bank's capital and 
reserves, a factor that is more of a concern now that South Africa has re-entered the inter- 
national arena and is constantly under the scrutiny of international banks, rating agencies 
and other regulators. Therefore, the time has come to provide a catalyst for more specific 
action in the direction of better management of credit risk on a diversified basis. 

The Department will consider measures, such as graduated capital ratios, to phase in the 
Basle large-exposure standard in order to provide incentives for compliance, instead of 
impairing excessive large exposures against capital and reserves. It should also be men- 
tioned that, following certain recent reports on the regulatory environment in South Africa, 
the Department had already identified a need to tighten the large-exposure requirements. 

Detailed restrictions on connected lending 

Currently, the banking regulations comply only to a limited extent with the Basle principle 
requiring bank supervisors to prevent abuses by banks arising from connected lending. 
Although general restrictions on investments with, and loans and advances to, certain 
associates of banks are embodied in the Banks Act, a number of detailed requirements of 
the Basle Core Principles are not specifically addressed by the Banks Act or the 
Regulations thereto. 

The Department intends to revisit the arguments surrounding the circumstances that gave 
rise to the limited implementation of the connected-lending requirements and to consider 
whether the circumstances have changed sufficiently for the more detailed requirements of 
the Basle Core Principles to be implemented in South Africa. These detailed requirements 
could include, but would not be limited to, measures aimed at ensuring that connected 
lending takes place on an arms-length basis, that the Registrar of Banks has the authority 
to establish absolute limits on connected lending and to treat such lending as an impair- 
ment of capital, and that the Registrar has the authority to make discretionary judgements 
about the existence of interconnections between a bank and other parties. As is the case 
for all changes to the banking legislation, these anticipated changes will be made only after 
due consultation with the banking sector. 

Impairment of cross-holdings in financial conglomerates 

A relatively large proportion of the Basle Core Principles is devoted to the consolidated 
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supervision of financial conglomerates. Although many of these principles have already 
been adopted by the Bank Supervision Department, some will be implemented only as part 
of its full solo-plus approach once the consolidated supervision project, reported in 
Chapter 2 of this Annual Report, has been fully implemented. 

An example of the type of matter still requiring attention, as highlighted not only by the 
above-mentioned compliance evaluation, but also by other commentators, is the introduc- 
tion of a more comprehensive approach to the consolidated capital requirement of a bank 
that is part of a financial conglomerate. The Basle standard requires a deduction from 
(impairment of) capital of a bank's investments in subsidiaries engaged in banking and 

, financial activities that are not included in the consolidated financial statements. Currently, 
the Department treats only shares, or debt-instrument investments ranking as capital, in 
other banks as impairments of an investing bank's capital. The Department has already 
decided to correct this aspect as a key element of the supervision of banking groups on a 
consolidated basis. 

LESSONS OF THE FINANCIAL CRISIS IN SOUTH-EAST ASIA 

The currency and stockmarket turmoil during the fourth quarter of 1997 has left many of 
South-East Asia's financial institutions technically bankrupt. The crisis in the region's bank- 
ing sector holds many lessons for both bank supervisors and bankers. Amongst other 
issues, the crisis has again highlighted that the globalisation of finance, capital and trade 
flows increases the vulnerability of countries to financial shocks from other countries. 
Developing countries, in particular, should thus strengthen their banking systems, since the 
banking industry invariably forms the core of their financial systems. 

Significant financial weaknesses of South-East Asian banks in general can be ascribed to: 

A Thevirtual n 

Two further factors, which were prevalent and widespread in South-East Asia, impacted 
negatively on the region's banking sector: 

. . . . .. .... . . . 
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)oorly run and poorly regulated banks. 
2overnments were slow to accept that tough remedies are needed to avert banking 
:ollapses. 

Although South Africa has avoided many of the weaknesses inherent in the South-East 
Asian banking sector, one has to guard against complacency. The crisis in South-East 
Asia has re-emphasised the need for sound banking practice and effective supervision. 
Particular lessons in this regard include the following: 



I 

It is also important for supervisors to ob ain assurance that the statutory financial informa- 
tion reported to them is reliable. Further 4 ore, bank supervisors should have adequate legal 
powers in order to take timely and adeq@te corrective action when banks fail to meet pru- 
dential requirements, when there are rqulatory violations, or when the monies of depos- 
itors are threatened in any way. 

NEW SYSTEM OF ACCOMMO~ATION , 

As reported in Chapter 2 of this Annual heport, a new online system for the daily automat- 
ed settlement of outstanding interbadk positions, the South African Multiple Option 
Settlement (“SAMOS”) system, was impkmented in March 1998, as part of the reform of 
the South African National Payment Syqem. In August 1997, the Governor of the South 
African Reserve Bank (“the SARB”) anno nced that the implementation of a new system of 
accommodation, in order to enable mo r l  flexible monetary-policy operations, would coin- 
cide with the implementation of the SAMbS system. 

change to active 
management 

The new approach will entail a change f om automatic and unlimited accommodation at a 
predetermined Bank rate to active liquid 1 ty management, through discretionary open-mar- 
ket operations and the fixing of the daily amount of central-bank accommodation to be 
made available to banks. The main accc+nmodation instrument will be repurchase transac- 
tions between banks and the SARB. Bhnks will be able to tender for central-bank funds, 
on a daily basis, and the SARB will 
transactions with banks. The new 
positions more effectively, and this 
market. 

PRIMARY DEALERS 

accommodation by entering into repurchase 
require banks to manage their own liquidity 

to a more smoothly functioning interbank 

phase in the marketing With effect from 1 April 1998, South Afri a will enter a new phase in the marketing of gov- 
ernment bonds. The State Debt Manag ment Office of the Treasury has appointed twelve 
banking institutions - six branches of i oreign banks and six local banks - as primary 
dealers. These primary dealers will hav exclusive dealing rights with the issuer in respect 
of all auctions of domestic governme stock. Accommodation by the South African 
Reserve Bank will include repurchase a reements based on government securities traded 
in market-making activities. 

The South African bond market has gro n to be a large and liquid market, with an average 
daily turnover of R20 billion, approximate twenty times the average daily turnover in equit- 
ies listed on the Johannesburg Stock Ex 1 hange. Since South Africa’s re-entry to the global 
market and the opening of its financial bbrders, international investors have shown a great 
deal of interest in the South African bon market. In order to facilitate the further develop- 
ment of the secondary bond market in (L outh Africa, suitable foreign participation was of 
paramount importance. The views and derceptions of foreign participants often differ from 
those of local institutions, resulting in thk necessary breadth and depth of liquidity being 
created in the market. Foreign participatibn has, however, also introduced a greater volatil- 

of government bonds 
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ity to the South African market, thereby increasing the risk for local banks wishing to 
become market makers. 

LIQUIDATION OF ISLAMIC BANK LIMITED 

As part of the Bank Supervision Department’s ongoing process of obtaining and analysing 
information on Islamic Bank Limited (“IBL”), the South African Reserve Bank (“the SARB”) 
appointed two SARB employees as inspectors, in terms of section 11 of the South African 
Reserve Bank Act, 1989 (Act No. 90 of 1989 - “the SARB Act”), in order to obtain financial 
information on IBL from sources other than IBL itself. The information gathered by these 
inspectors indicated that an urgent independent inspection of the affairs of IBL had to be 
undertaken. Two independent chartered accountants were therefore appointed by the 
SARB, again in terms of section 11 of the SARB Act, to perform such an inspection at the 
premises of IBL. Following their inspection, the inspectors presented the Registrar of 
Banks with a report, which indicated that, as at 30 September 1997, IBL was insolvent. 

Having regard to IBL‘s circumstances, the only just and equitable option available to the 
Registrar was to apply to a competent court for the winding-up of IBL. Consequently, on 
21 November 1997, the Registrar, in terms of section 68 of the Banks Act, and with the 
approval of the Minister of Finance, lodged an urgent application in the High Court of South 
Africa (Transvaal Provincial Division) for the winding-up of IBL. The bank did not oppose 
the application, and, on the same date, the High Court granted an order that IBL be placed 
in provisional liquidation and appointed a provisional liquidator to the bank. At the same 
time, a rule nisi was issued, calling upon IBL to show cause, if any, on or before 13 January 
1998, why the provisional liquidation order was not to be made final. On that date, the 
High Court granted an order, whereby IBL was placed in final liquidation, and the provi- 
sional liquidator was appointed as final liquidator to the bank. 

Having regard to the financial position of IBL, it became clear that depositors in the bank 
would suffer financial loss. In the absence of any form of deposit-insurance protection in 
South Africa, the Minister of Finance and the SARB, in the interest of the financial stability 
of the country, announced that the SARB would compensate the loss of all depositors in 
IBL up to a maximum amount of R50 000,OO per individual depositor, subject to appropri- 
ate conditions. This arrangement should, however, not be seen as creating a precedent. 

COMMISSION OF ENQUIRY INTO THE AFFAIRS OF THE MAS- 
TERBOND GROUP AND INVESTOR PROTECTION IN SOUTH 
AFRICA 

A first report of the Commission of Enquiry into the Affairs of the Masterbond Group and 
Investor Protection in South Africa (generally known as the Ne1 Commission) was issued 
during November 1997. In the report, which consists of some 1 004 pages contained in 
four volumes, a number of areas described as weaknesses relating to investor protection 
were identified, such as: 

The Bank Supervision Department does not regard it as appropriate to discuss the findings 
of the Commission in this Annual Report. Suffice it to state that the Department does not 
necessarily concur with all the conclusions of the Commission. 



EXPANSION OF BANK SUPERVISION RESOURCES 

The changing nature of banking activities has resulted in the Bank Supervision Department 
having to deal with an ever increasing number of complex issues. 

As a result of banks’ increasing use of non-intermediation methods in order to bolster their 
income and of risk-evasion methods, the risks to which banks are exposed need to be 
assessed by specialists. Furthermore, in view of banks’ use of models for the quantifica- 
tion and measurement of their value at risk and the computation of their market-risk capital 
requirements, specialised knowledge is required in order to investigate and approve the 
models used in the calculation of capital-adequacy requirements. Consequently, the 
Department has to establish, in addition to other competencies, the ability to quantify the 
risks to which banks are exposed and to evaluate the models used by banks. 

One of the challenges facing the Department is the need to keep abreast of international 
developments in risk-measurement techniques and risks associated with new products 
developed by banks, requiring in-depth research on both a macro and a micro basis. 
Furthermore, existing staff members require training in such new concepts and techniques. 

need to keep abreast of 
international developments 

The effect of the skills shortage in South Africa has been that the cycle in which staff mem- 
bers of the Department are trained and lost to the banking industry is about three years. 
Consequently, in order to counteract the loss of staff members, the Department has accel- 
erated the rate at which individuals are given more challenging assignments. 

The number of new banks, both foreign and local, established during the past year has 
necessitated an expansion of the staff complement from 51 to 68 approved positions. In 
order to enable the Department to keep abreast of the changing dynamics within the bank- 
ing sector, the organisational structure had to be changed to accommodate four positions 
in the Research Division. 

The Department’s initiatives with regard to the harmonisation of bank supervisory practices 
in the Southern African Development Community (”SADC’) have resulted in the Department 
having to dedicate a senior official to take charge of these duties. This will enable the 
Department to liaise more frequently with supervisors in other SADC countries. 

ISSUES THAT WILL RECEIVE PARTICULAR ATTENTION DURING 
1998 

During 1998, the Bank Supervision Department will focus on, inter alia, the following issues, 
which are discussed in more detail in this review and in Chapters 2 and 4 of this Report: 

focus areas for 1998 
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CONCLUSION 

Once again, I wish to record my sincere appreciation to both the Minister and the Deputy 
Minister of Finance, for their valued inputs to requests in terms of statutory requirements, 
and for the co-operation and support received from the Chairman of the Policy Board for 
Financial Services and Regulation, the Governor and Deputy Governors of the South 
African Reserve Bank, the senior executives of banking institutions, The Banking Council 
South Africa and the banking associations, the Standing Committee for the Revision of the 
Banks Act, 1990, the staff of the South African Reserve Bank and the many organisations 
and individuals, locally and internationally, with whom this Department has had contact 
during the past year. A special word of thanks is extended to the staff of my Department 
who, as in previous years, continued to handle their workload with dedication. 

I am confident that my staff and I will continue to receive the co-operation of everyone 
involved in the banking industry, both in the private and the public sector, in order to 
enable us to meet the diverse challenges that lie ahead. 

C F Wiese 
Registrar of Banks, and General Manager: Bank Supervision Department 




