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CHAPTER 1 

REGISTRAR'S REVIEW 

reform to achieve several 
goals 

The financial problems that began in Asia in the second half of 1997 have exposed weak- 
nesses in both emerging-market countries and the international financial system. The 
recurrence of currency and financial crises in the world economy poses major challenges to 
policymakers. A broad international consensus now supports reform of the global financial 
architecture to achieve several goals: to increase transparency; to strengthen and reform 
domestic financial mechanisms available to prevent such crises from occurring; and to 
improve the mechanisms available to resolve those crises that do occur. 

liquidity pressures 

The financial system can be thought of as having three pillars. The first is the set of institu- 
tions that are the principal intermediaries, the second is the markets in which financial 
claims are traded and the third is the infrastructure within which institutions and markets 
interact. Each of the three pillars displayed significant weaknesses in recent years. 
Strengthening of the international financial system requires measures to address all these 
sources of weakness. For financial institutions, what is needed is an improved culture of 
risk management and a capital cushion that is sufficient to absorb unavoidable fluctuations 
in economic fortunes. The challenge would be to refine the methodology to manage risks 
and hedge against volatilities that inevitably will occur, given the types of business to which 
banks are exposed. In South Africa, banks also have to address the additional challenge 
of increasing banking services. to the previously disadvantaged groups and empowering 
the new generation of black professionals. 

For the South African banking sector, the year 1999 started in the wake of the crisis that 
had a devastating effect on developing countries. Despite the improvement in economic 
conditions during the past year, the lagging effect of the high domestic interest rates, 
coupled with high-profile corporate failures, adversely effected banks' financial results in 
the sense that growth in non-performing loans remained relatively high. Also, as reported 
later in this chapter, there were liquidity pressures on the smaller banks in South Africa dur- 
ing the latter part of the year under review. 

banking sector remained 
remarkably stable 

Despite these developments, the banking sector in South Africa remained remarkably 
stable during the past year. The aggregated balance sheets of banks grew to a record 
high of R724 billion, and capital and reserves increased by more than 20 per cent to a level 
of R58,7 billion. Moreover, the overall trend in the efficiency of the banking sector was 
positive and, in fact, the cost-to-income ratio improved to about 58 per cent by the end of 
the year. 

FINANCIAL STABILITY REVIEW 

Financial Sector Assess- 
ment Program (FSAP) 

In view of the greater worldwide emphasis that is being placed on systemic stability in the 
wake of the recent financial crises in Asian countries, the IMF and the World Bank identified 
South Africa, amongst other countries, to form part of the pilot Financial Sector 
Assessment Program (FSAP). The aim of the FSAP is to assess the strength of the finan- 
cial system and the key issues that govern its efficient and sound functioning, and to identi- 
fy potential vulnerabilities and exposures that could have significant systemic con- 
sequences. The FSAP includes, amongst others, the development of a forecasting model 
to simulate, and aid in the prediction of, scenarios that could negatively affect the systemic 
stability in South Africa. The FSAP further entails evaluation of the levels of compliance 
with international standards, for example, compliance with the Basel Core Principles for 
Effective Banking Supervision by means of the methodology for assessing compliance with 
the Core Principles. 



forecasting model 
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The development of the forecasting mod requires extensive levels of information gather- 
ing, and several banks were approached to support the Bank Supervision Department in its 
efforts to populate the model. Although the model is still at an early stage of development, 
it has already placed renewed emphasis on the need for more detailed credit-risk informa- 
tion, such as changes over time in the credit quality of bank clients, given certain prevailing 
economic and other circumstances. I 
In an initial assessment of the Bank Supervision Department and its activities, the 
Department was evaluated as being pro-active in addressing areas in which it did not fully 
comply with the Basel Core Principles. Most of these issues will be addressed during 
2000, by the promulgation of the new Regulations relating to the Banks, an overview of the 
main amendments to which is contained in Chapter 4 of this report. As reported in the 
1997 and 1998 Annual Reports, such areas of non-compliance with the Core Principles 
relate mainly to limits on large exposures and supervision on a consolidated basis, which 
latter issue is discussed in more detail in Chapter 2 of this report. In line with a proposal 
made by the Executive Committee of the East and Southern Africa Banking Supervisors 
Group in Mauritius, in June 1999, the Bank Supervision Department is pleased to report 
that it is making good progress towards full compliance with the Core Principles. 

The further development of, and co-operation with, the FSAP is an area of great interest to 
the Department, which will strongly support future activities and developments in this 
regard. 

NEW CAPITAL FRAMEWORK 

A It provides a permanent source of revenue for the shareholders of the bank, as well as 
funding for the bank. 

A It is available to bear risk and to absorb losses. 

A It provides a base for further growth. 

A It gives the shareholders reason to ensure that the bank is managed in a safe and 
sound manner. 

1988 Capital Accord 

Following the introduction of the Basel Capital Accord in 1988, the Group of Ten (G10) 
countries initially adopted the common minimum capital requirements set out in the Accord. 
Since then, about 100 countries worldwide, including South Africa, have implemented the 
Accord. 

The Basel Committee on Banking Supervision had two main objectives in adopting the 
Capital Accord. Firstly, the Basel Committee believed that the framework would help to 
strengthen the soundness and stability of the international banking system by encouraging 
international banking organisations to boost their capital positions. Secondly, the Basel 
Committee believed that the application of a standard approach to internationally active 
banks in different countries would reduce competitive inequalities. Importantly, the frame- 
work established a structure that was intended to: 



A Make regulatory capital more sensitive to differences in risk profiles among banking 
organisations. 

financial innovation 

capital-arbitrage opportun- 
ities 

capital requirements are 
only one important supewi- 
sory tool 

goal of revised capital 
framework 

A Take off-balance-sheet exposures into account explicitly in assessing capital ad- 
equacy. 

A Lower the disincentives to holding liquid, low-risk assets. 

Need for new capital requirements 

Although the 1988 Capital Accord achieved its objectives and still continues to serve as a 
significant tool for supervisors, the banking industry has evolved rapidly during the past 
decade. Financial innovation has been at the forefront of developments in the financial 
industry. This has included the development of innovative financial products, such as cre- 
ative capital instruments, asset-securitisation techniques and off-balance-sheet structures. 
Regulatory developments, however, failed to keep abreast with developments in the bank- 
ing industry. The financial services industry, therefore, explored regulatory capital-arbitrage 
opportunities and used these opportunities to the industry’s advantage. 

The introduction of the formal minimum capital requirements appears to have induced rel- 
atively poorly capitalised institutions to maintain higher capital ratios. In this context, a com- 
mon structure of formal regulatory capital requirements across countries may have enabled 
financial markets to exert greater market discipline on undercapitalised banks than would 
otherwise have been the case. 

Over time, however, well-capitalised banks in particular have learnt how to exploit the 
broad-brush nature of the requirements, especially the limited relationship between actual 
risk and the regulatory capital charge. For some banks, this has probably started to under- 
mine the meaningfulness of the requirements. The recent financial crisis in Asia showed 
that apparent compliance with the capital requirement of 8 per cent did not prevent banks 
from experiencing major difficulties. 

It has to be borne in mind that capital requirements are only one important supervisory tool 
among many and cannot alone deliver financial stability. The task of supervisors is to 
ensure the maintenance of a meaningful capital-adequacy framework, which will be an 
effective supervisory tool and responsive to the continually evolving banking industry. 

Revised capital framework 

In view of the apparent shortcomings of the 1988 Capital Accord, the Basel Committee on 
Banking Supervision, in June 1999, published and invited comments on a consultative 
paper on a revised capital framework to replace the 1988 Capital Accord. The goal of the 
revised capital framework is to develop a relatively simple, flexible regime, which reflects 
the risks to which banks are exposed. The goal is, however, not to reduce the overall cap- 
ital requirements of banks. It is envisaged that the new framework will be implemented dur- 
ing 2002. 

Current status of the revised framework 

The Basel Committee on Banking Supervision established the Working Group on Capital, 
comprising the non-G1 0 supervisors represented in the Core Principles Liaison Group, the 
World Bank and the International Monetary Fund. South Africa is represented on the 
Working Group on capital by way of the Registrar of Banks being a member of the Core 
Principles Liaison Group. The Working Group on Capital is analysing the new capital-ad- 
equacy framework and is engaged in continued dialogue with the Basel Committee and 
other relevant parties. 
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The revised framework, which is responsive to identified problems, focuses on the following 
specific supervisory objectives: 

A Promotion of safety and soundness in the financial system, which remains the primary 
objective. 

A Enhancement of competitive equality (a level playing-field). 

A Introduction of a more comprehensive approach to addressing risks and creation of a 
new methodology suitable for application in all countries and to banks of varying 
levels of complexity and sophistication. 

The revised capital framework is an attempt to adapt to new developments and instru- 
ments and to be neutral towards financial innovation. Although the aim is not to stifle in- 
novation, the framework is also not intended to encourage capital arbitrage. 

The revised capital framework attempts to address all risks to which a bank is exposed, as 
well as systemic risk. This, however, does not necessarily mean that separate capital 
charges for individual risks would be calculated and aggregated. Risks that do not create 
directly calculable financial exposures, such as in relation to loans or market position, are 
not amenable to being dealt with through supplementary capital charges. This is an aspect 
of internal management and control and should be dealt with as such. 

Three pillars of revised capital framework 

In order to meet the above-mentioned objectives, the framework was built on three pillars: 

A Quantitative minimum capital requirement 

Three elements have been identified with regard to the minimum capital requirement: firstly, 
a definition of regulatory capital, including what should be appropriate elements of core 
capital and of supplemental capital instruments; secondly, a rule specifying the required 
level of capital in relation to the level of financial soundness, as agreed by supervisors; and, 
thirdly, a measure of risk exposure. 

Three general approaches that are aimed at different levels of bank complexity and soph- 
istication are currently under consideration. These include a basic modified approach, an 
improved risk-bucketing approach and a full models approach. 

A Supervisory review process 

A key component of the capital framework would be a supervisory review process that is 
consistent with a risk-focused approach to supervision. Supervisors would require banks 
to demonstrate that they have in place risk-measurement and capital-adequacy assess- 
ment processes that are consistent with, and appropriate for, their chosen activities and 
level of risk exposure. I 
The supervisory review process should provide for supervisory intervention, for example, in 
cases of non-compliance with the capital framework, inappropriate loan validation and pro- 
visioning, and non-compliance with the Core Principles. One of the main elements of the 
revised capital framework is that it gives bank supervisors more discretion in setting capital 
requirements for individual banks. 1 
A Minimum disclosure standards I 
The final component of the revised capital framework would include the development of 
disclosure standards for banks and supervisory practices. Market discipline is an essential 
regulatory force and depends significantly on investor access to timely performance-related 
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information, including information on a bank‘s capital adequacy. 

CORE PRINCIPLES LIAISON GROUP 

As was mentioned in previous annual reports, the work of the Core Principles Liaison 
Group is directed at effecting the successful implementation of the Core Principles for 
Effective Banking Supervision in individual countries. During 1999, the Liaison Group con- 
tinued its programme of work in this regard and focused, in particular, on the methodology 
for assessing compliance with the Core Principles. The Liaison Group also discussed the 
preliminary assessments, by the International Monetary Fund (IMF)NVorldBank, of compli- 
ance with the Core Principles by Lebanon, Columbia, Canada and South Africa. As 
regards the publication of such assessments, the IMF board still has to formalise a policy 
thereon. As mentioned earlier in the chapter, most areas of non-compliance with the Core 
Principles by South Africa will be addressed during 2000. 

The Core Principles Liaison Group is also actively following the activities and progress of 
the International Accounting Standards Committee (IASC), with specific reference to 
International Accounting Standards 30 and 39, pertaining to disclosures in the financial 
statements of banks and similar institutions, and recognition and measurement of financial 
instruments, respectively. The Liaison Group commented on these standards from a 
supervisory perspective, with a view to ensuring that supervisory concerns will be 
addressed by the IASC’s standards. 

The Working Group on Capital, to which reference is made earlier in this chapter and which 
comprises the non-GI 0 supervisors represented in the Core Principles Liaison Group, the 
World Bank and the IMF, devoted much attention to the revised capital framework during 
the year under review. The main focus of the Working Group is to ensure the production of 
a sound and credible framework for capital regulation that is acceptable to both G10 and 
non-GI 0 countries. The Working Group is therefore contributing actively to the process of 
consultation on the revised framework. Much attention was paid to the standardised 
approach for the risk weighting of banks’ credit risk, which places greater reliance on ex- 
ternal assessment agencies than the 1988 Capital Accord does. 

The Working Group on Capital expressed some concerns about the broad acceptability of 
the framework to non-GI 0 countries, particularly in view of the resource constraints faced 
by supervisors in these countries. Reservations were also expressed about specific 
aspects of the revised framework, such as the: 

A Proposed methodology for calculating minimum capital requirements. 

A Use of rating agencies. 

A Inclusion of preconditions to preferential risk weightings. 

A Potentially adverse impact on competitive equality. 

A Flow and cost of funds for emerging markets. 

Another focus of debate was the effect of the business cycle on credit quality. The Working 
Group reached the conclusion that there was a correlation between credit risk and the 
business cycle, the challenge being to find the proper balance. The Working Group was in 
favour of market discipline, the third pillar of the revised capital framework, playing a role in 
fostering bank safety and soundness. The Working Group, however, stressed the import- 
ance of compliance with international accounting standards, to facilitate proper disclosure 
requirements. 

The Working Group also revisited the rationale for the inclusion of general reserves in the 
definition of capital. General reserves, which are general debt provisions available to cover 
unexpected losses and probabilities of default, should be included in the definition of capi- 



tal only to the extent that such general provisions are available to cover unexpected losses. 
It was decided that, with regard to the utilisation of general provisions, much more empha- 
sis should be placed on past experiences to determine the extent to which reliance should 
be placed on the amount included in the definition of capital. 

FINANCIAL STABILITY 

As indicated earlier in this chapter, the past year has seen increased focus on the need to 
strengthen financial systems in order to enhance financial stability, both internationally and 
locally. 

International developments 

During the year under review, the recently established Financial Stability Forum (FSF) of the 
Bank for International Settlements (BIS) established the Implementation of Standards Task 
Force (ISTF). The purpose of the ISTF is to explore issues related to promoting the imple- 
mentation of international standards relevant to strengthening financial systems. 

Financial Stability Forum 
(FSF) 
Implementation of Stand- 
ards Task Force (ISTF) 

The ISTF comprises senior officials from several national authorities (including represent- 
atives of ministries of finance, central banks and supervisory agencies), international finan- 
cial institutions, and international regulatory and supervisory bodies. Standard-setting bod- 
ies represented include the Basel Committee on Banking Supervision, the International 
Association of Insurance Supervisors, the International Organisation of Securities 
Commissions, the Committee on Payment and Settlement System and the Organisation for 
Economic Co-operation and Development (the last mentioned is considered to be the de 
facto standard-setting body on matters of corporate governance in developed countries). 

Following an invitation by the Chairman of the FSF, Mr Andrew Crockett, to the Governor of 
the South African Reserve Bank (SARB) to nominate a senior SARB official to participate in 
the ISTF, a representative of the Bank Supervision Department attended the ISTF meetings. 
The ISTF is due to report to the FSF in April 2000. 

Some of the issues receiving attention from the FSF and the ISTF include: 

A I 
I 

Identification of the standards that are material to the strengthening of financial sys- 
tems 

The FSF has started to compile a compendium of relevant international standards. The 
compendium, which is available on the FSF Website, covers public-sector, banking, securi- 
ties, insurance, corporate and settlement best-practice standards. Most familiar to the 
Bank Supervision Department and banks are the banking standards, which have been 
taken directly from the Basel Committee’s compendium and which include the current 
standards on topics such as the Core Principles for Effective Banking Supervision, capital 
adequacy, transparency and disclosure, risk management and internal controls. The 
standard-setting bodies of other industries have similarly provided the basis for the FSF 
compendium. The FSF Website also contains various recent papers on the topic of ob- 
servance and surveillance of standards and best practices issued by the International 
Monetary Fund (IMF) and World Bank. A paper that is of particular interest to South Africa 
is a progress report on the IMF-World Bank Financial Sector Assessment Program (FSAP), 
since South Africa is only the fourth country to benefit from the FSAP, as reported earlier in 
this chapter. 

compendium of internation- 
al standards 

I 
The FSF compendium contains 48 standards, some of which are still being hotly debated. 
Even if agreement could be reached on the validity of the standards, the problem of inter- 
pretation will remain. Delegates to the ISTF meetings mentioned examples of country-spe- 
cific aspects having caused implemented standards to have the opposite effect to that ori- 
ginally desired. Therefore, standard setting should accommodate country-specific issues. 
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Some standards are directly related to safety and soundness and financial vulnerabilities. 
Others are related thereto only indirectly, such as the standards pertaining to accounting 
and payment systems. At this stage, there is very l i le consensus on the accounting stand- 
ards, given the lack of both a single standard-setting body and common endorsement. 
Even the European Union countries appear to have problems with the harmonisation of 
accounting standards (not with the adoption of standards, but with the application thereof). 
Insolvency standards are even more diverse. 

A Methods to assess the degree of implementation 

The thinking is that some process such as the IMF Article IV consultations or the World 
BanMMF FSAP should form the cornerstone of a process to help countries to assess vul- 
nerabilities and to establish standards. This would enable capacity building to follow direct- 
ly on assessment. 

A Ownership of the implementation process and the role of other stakeholders 

Some country representatives are concerned that the ISTF will see assessments as a tech- 
nical issue only and will lose sight thereof that assessments are often also a political issue. 
These country representatives are concerned about the effect, on their markets, of the use 
of the word "vulnerabilities" in assessments of their countries and appear to be pleading for 
two tiers of standards - critical minimum standards and best-practice standards. 

A Prioritisation of countries and of standards, both within countries and in the context of 
other policies affecting the implementation of standards 

The IMF strongly favours a modular approach, whereby a complete assessment of a coun- 
try would be done over a period of several years and a new section of a country's "manual" 
would be provided every year. 

A official and market incentives for the implementation of standards 

There is a strong view that market incentives should be sufficient to ensure full commitment 
by countries. In the case of systemically significant economies that do not self-select on 
this basis, official incentives or disincentives may be required. 

A Publication of assessment results 

One view is in favour of mandatory publication of assessment reports, even if the assess- 
ments are adapted and shared only with other member countries. The market will take 
note that an assessment exercise was conducted and will assume the worst if a report of 
some kind is not published. There should be a discipline to force publication; otherwise, 
only good news will be published, and the information will not be regarded as credible. 
Publication of the results of an assessment has an in-built benefit in that it starts to lay 
down a benchmark, which would add momentum to the process and to what the interna- 
tional financial institutions can achieve with their modular approach. It is therefore likely 
that the ISTF will recommend that the presumption should be in favour of publication, even 
if a country could veto publication if this clearly holds systemic dangers. 

A Resources for promoting and monitoring implementation 

The IMF has found that assessments of countries' level of implementation of standards are 
very resource intensive; yet, self-assessments can clearly not stand on their own. The 
standard-setting bodies are keen to see the promotion of standards, but are not in a good 
position to provide technical assistance or resources for assessment. The international 
financial institutions have the capability to combine the assessments with their normal 
activities, in a process that can best be described as joint and modular, but which may 
take a long time to complete for every member country. National regulators should there- 
fore begin to make budgetary provision either for resources to be seconded to the intema- 



resources will have to be 
budgeted 

specialised unit to focus on 
stability and holistic design 

soundness 

focus on stability and 
robustness 

multidimensional causes of 
CriS0S 

competiive pressures 

responsibility for monitoring 

tional financial institutions, or for peer assksments. The use of private-sector resources, in 
the form of recent retirees with the appropriate experience, should also be considered. It 
has become clear, however, that resources will have to be budgeted to facilitate a country's 
own assessment, for instance, to prepare objective descriptions of the country's financial 
systems, so that the independent assessors can focus solely on identifying vulnerabilities. 

I 
Domestic developments 

As a result of recent events internationall; and in South Africa's markets, consideration has 
been given to the establishment of a specialised unit within the SARB to focus on the over- 
all inherent stability of financial systems and the holistic design of the financial regulatory 
regime. Since many detailed considerations apply, the idea will be discussed widely within 
the SARB, as part of a formal consultation process. 

Rationale for the establishment of a financial stability unit within the SARB 

A number of factors indicated the need for such a stability unit. Some of these factors may 
be summarised as follows: 

A "Stability" objective of the SARB 

One of the functions of the SARB is to ensure that the South African money, banking and 
financial system as a whole is sound, meets the requirements of the community and keeps 
abreast of developments in international finance. In this context, the term "sound" is gener- 
ally considered to mean stable and efficient under a wide range of market conditions and 
shocks. 

I, International trend to focus on stability 

Following recent financial system crises, a number of developments tend to indicate a focus 
on stability and robustness of financial systems. An example is the establishment of the 
FSF of the BIS. In general, the tendency is towards globalisation of regulatory standards. 
Robustness of financial systems is generally considered to mean flexibility, resilience and 
internal stability. The last-mentioned term implies that the financial system does not itself 
generate or magnify shocks in the economy. 

A Recent financial crises ~ 

general multidimensional causes of international systemic crises need to be addressed. At 
the national level, South Africa also experienced pressures on the liquidity of small banks in 
the last quarter of 1999, and the lessons learnt still have to be built into the system. 

Despite many country-specific factors co jl tributing to recent financial system shocks, some 

A Need for rationalisation and reform 

In addition to international regulatory reform, globalisation of markets has brought with it a 
need for our financial market players to respond to increasingly competitive pressures. 
Examples of areas in which changes need to be managed properly include securitisation, 
credit derivatives, cyber money and deposit insurance. In the past, the tendency has been 
to favour a piecemeal, pragmatic approach. There is thus a clear need for a holistic 
redesign of the financial regulatory regime. 

A Need for effectiveness monitoring 

There is a need to fix responsibility for monitoring the effectiveness of financial regulation. 
The need for closer co-operation with securities regulators, for example, is apparent. 
Unless responsibility for effectiveness monitoring is fixed, however, this is unlikely to 
progress in the near future. 



advantages 

Advantages of a separate stability unit 

It would appear that a number of distinct advantages can be realised if a financial stability 
unit is established correctly. Some of these potential advantages are: 

A More holistic view 

Currently, the Bank Supervision Department focuses on the banking sector alone. 
Although the Financial Markets Advisory Board and the Policy Board for Financial Services 
and Regulation have a brief to view the financial system holistically, they have limited 
resources to do so. 

Better focus on design and policy 

The clear statutory responsibilities of the Bank Supervision Department, combined with the 
often frenetic pace of change in the banking sector and the intention to allow the market to 
work as best possible, implies that, in the past, the approach adopted to resolve issues 
was largely pragmatic. It is clearly better, and very necessary, to attempt to pre-empt pol- 
icy decisions by pro-actively focusing on a normative design that will accommodate future 
changes. 

1. Independence from executive functions 

In order to ensure inherent stability of the system, it is probably necessary to maintain an 
objective frame of mind. Objectivity is likely to be better if the many executive responsibil- 
ities of the line supervisors are somehow separated from the responsibility to ensure the 
correctness of the overall design. 

A L e s s  susceptibility to operational research 

Currently, investigations or research into stability issues, however important they may be, 
are prone to be interrupted by ad hoc issues of a more urgent nature. This can be avoided 
only if the responsibility for stability is separated from the responsibility for supervision. 

A More alertness to system-design weaknesses 

The ability to monitor the system as a whole at the macro level will place the financial stabil- 
ity unit into a better position to identify system-design weaknesses. Currently, most of the 
professional analysis capacity is focused at the micro level. 

A More influence and credibility 

The establishment of a separate stability unit is bound to enhance the credibility of the 
Bank Supervision Department in matters related to overall system safety and soundness. It 
would be possible for the unit to mobilise well-known experts on stability theory, either per- 
manently or on a project or contract basis. 

Purpose of financial stability unit 

The purpose of the proposed stability unit could be said to be to support the financial sta- 
bility mission of the SARB and to promote inherent stability in financial systems, by propos- 
ing appropriate design of financial regulation infrastructure and monitoring the overall stabil- 
ity of financial systems. The aim is to enhance confidence in the South African financial 
system, increase South Africa’s attractiveness as a regional financial centre, attract foreign 
investments and respond to recent international trends of focusing specifically on overall 
financial stability. 

to support the financial sta- 
bility mission of the SARB 
and to promote inherent 
stabilii 
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Objectives of financial stability unit 

The objectives of the unit will be taken tc 3 the following: 

A 

Regulation is considered to be only one of six components of a robust regulatory regime. 
The ambit of these six components is wider than merely externally imposed regulation on 
financial institutions and comprises regulation, monitoring and supervision, intervention and 
sanctions, incentive structures, market discipline, and corporate governance. The intention 
is for the stability unit to focus on strengthening the last-mentioned three components, 
which fall outside the ambit of the Banks Act and the Regulations thereto. It is not always 
possible to enforce good incentive structures, market discipline and corporate governance 
fully through regulation, monitoring and supervision. For this reason, the stability unit 
should engage other role players and stakeholders in order to influence them to act in ways 
that will enhance these important components of the system. 

Strengthening of non-regulatory aspects of a sound regulatory regime 
I 

A Continuous assessment of the stability and efficiency of the financial system 

This objective of the stability unit would entail the implementation and maintenance of 
processes to facilitate the ongoing assessment of the overall stability of the system by mon- 
itoring macro indicators. Such a "macro-prudential'' analysis is likely to involve systems and 
techniques to ensure early warning of potential shocks to the system, modelling of the 
downside risks of any development or change in the markets, quantification and reporting 
of the indicators of robustness or the lack thereof, and early identification of systemic vul- 
nerabilities. 

A Assessment of the appropriateness of the policy on intervention and sanctions with 
respect to stability 

I Although execution of the policy on intervention and sanction clearly does not fall within the 
responsibility of the stability unit, many aspects of intervention have a direct bearing on sta- 
bility. In fact, it can be argued that all decisions taken during the management of a potential 
systemic problem are taken with stability uppermost in mind. For this reason, it is envis- 
aged that the stability unit would adopt an objective to focus on the appropriateness of the 
policy on intervention and sanctions in so far as it has a bearing on stability. A logical first 
priority under this objective would be to help to establish a deposit-insurance scheme for 
South Africa. In this regard, it may be of interest to note that a project team has been 
appointed to make a firm proposal on a deposit-insurance scheme by the end of 2000. 

LIQUIDITY PRESSURES ON SMALL BANKS 

In the latter part of 1999, liquidity pressures were experienced by small banks in South 
Africa. The liquidity problems started in a relatively small bank, FBC Fidelity Bank Limited 
(FBC Fidelity). The funding structure of FBC Fidelity was similar to that of most other small 
banks, in that funding consisted mainly of investor funds and was relatively short term. 

Influenced by concerns relating to the year 2000 computer issue, a relative unease devel- 
oped among the fund managers placing funds with small banks, rated as A2 by rating 
agencies. This culminated in a flight to quality by investors. The small banks immediately 
experienced cash shortages, which were funded by the discounting of their cash reserves 
held at the South African Reserve Bank and of their statut-ory liquid-asset portfolio through 
the accommodation facility. 

As has often been proved in the past, small banks are more prone to suffer from any uncer- 
tainty in the banking sector. It would appear that the ratio of short-term funding to total 
funding is much higher for small banks in South Africa than is the trend internationally, 
inevitably leading to larger short-term mismatches and greater liquidity risk. The A2 rating 
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Corrective actions 

of these small banks places a strain on their ability to lengthen the maturity profile of their 
funding. The answer to the dilemma appears to lie in the implementation of a matching 
principle, namely, that the short-term liabilities should be matched more fully by short-term 
assets and that long-term assets should be funded by long-term liabilities. 

The liquidity shortage of the small banks highlighted vulnerabilities in the banking system in 
South Africa. The corrective actions taken by the Bank Supervision Department included 
requiring such banks to downsize their asset portfolios in order to enable the banks to fund 
their remaining assets through utilisation of the core funding base. The Department also 
intensified its supervision by requiring these banks to submit daily cash-flow statements 
and maturity profiles to allow the Department to monitor the situation in each of the small 
banks. In some instances, the shareholders of the banks were forced to inject fresh capital 
to improve the gearing ratio between deposits and the available capital. 

The Bank Supervision Department is heartened that the first quarter of 2000 has shown 
that the prompt corrective action taken by the Department was effective in enabling all the 
small banks to restore their statutory requirements and to fund their activities on a sustain- 
able basis. 

ROLE OF THE SOUTH AFRICAN RESERVE BANK A S  LENDER OF 
LAST RESORT 

In recent dealings with banks, the Bank Supervision Department has become aware of a 
level of uncertainty about the role of the South African Reserve Bank (SARB) as the lender 
of last resort (LOLR). 

policy is the domain of the 
Governor 

For this reason, it is deemed necessary to give a brief Overview of the position as it is per- 
ceived by the Department. It should be clearly understood, however, that the policy on the 
SARB's role as LOLR is not the domain of the Registrar of Banks, but that of the Governor 
of the SARB. 

The following overview is based on the internationally acceptable theoretical approach to 
the issue and should serve to clarify the extent to which banks can expect the SARB to 
give them LOLR support. The objective is to help to dispel any doubts and uncertainties 
about the SARB's role, and readiness to act, in this regard and to contribute positively to 
banking sector stability. 

Nature of LOLR support 

three categories of support The funding or liquidity support that monetary authorities provide to banks can broadly be 
classified into three categories, namely, provision of: 

A lntraday or overnight liquidity in order to alleviate short-term cash-flow shortages 
(accommodation system, or repurchase-agreement system - the so-called "rep0 sys- 
tem"). 

A LOLR support to banks experiencing funding difficulties on a short-term basis (LOLR 
function). 

A Longer term liquidity support and/or solvency support (a so-called "life boat"). 



I 

objective of LOLR support 

gory of liquidity support, that is, the LOLR func- This overview focuses on the second ca 
tion of the SARB. The objective of LOLR support is twofold: 

A Firstly, to provide some breathing space to an institution facing short-term funding 
problems in order to enable it to implement corrective measures. 

A Secondly, to prevent illiquidity from precipitating a situation of insolvency and to pre- 
vent the contagion effect of bank runs. 

The LOLR function should be distinguished from the SARB’s normal liquidity-provision facil- 
ities through the daily rep0 auctions and marginal lending facility. Decisions on LOLR sup- 
port are made on a case-by-case basis, having regard to the implications of a bank failure 
for the stability of the monetary and financial systems of South Africa. 

Compatibility of the LOLR function with the objectives of the SARB 

decisions made on a case- 
by-case basis 

The LOLR function of the SARB is totally compatible with its objectives. Universally, central 
banks are tasked with the function of promoting, supporting and maintaining overall finan- 
cia1 stability. 

Financial stability may be defined as overall stability attained simultaneously in a number of 
financial aggregates, such as money supply, bank-credit extension, interest rates, inflation, 
exchange rates and the level of foreign reserves. Financial stability is regarded as essential 
for economic growth and as a minimum prerequisite for sustainable economic development 
in the long term. Stability in these mentioned aggregates can be attained only through 
effective monetary and fiscal policies. These policies, however, can be implemented suc- 
cessfully only in the presence of sound and well-managed banking institutions, operating in 
and through efficient and effective financial markets. 

Resources available to the SARB 

The SARB derives its power and duty of acting as LOLR from the provisions of the South 
African Reserve Bank Act, 1989 (Act No. 90 of 1989 - the SARB Act). In terms of section 
lO(l)(f) of the SARB Act, the SARB may grant secured loans and advances to a bank ex- 
periencing liquidity difficulties. 

creation of money 

systemic risk 

Many of the functions of a central bank result in the creation of money. For instance, the 
function of issuing of notes, the role as custodian of the cash reserves of banks and the 
execution of monetary policy through open-market operations all ensure access to a per- 
manent stream of liquidity, enabling the SARB to act as LOLR. 

Preconditions for LOLR support 

The basic precondition for the provision of LOLR support is the judgment of the SARB that 
the failure of an illiquid banking institution, if it were to be deprived of liquidity assistance, 
would damage the stability of the monetary or financial system (that is, systemic risk would 
result). In addition, a number of preconditions for LOLR support would apply. These pre- 
conditions include that: 

A The institution has a sufficient margin of solvency. 

A The LOLR support will be collateralised adequately. 

b 4 

A The institution has sought other reasonably available sources of funding before seek- 
ing LOLR assistance. 



A The shareholders of the institution have made all reasonable efforts to provide liquidity 
and/or solvency support as a demonstration of their own commitment to the institu- 
tion. 

A There is no prima facie evidence that the management is not fit and proper, or that 
the liquidity problem is due to fraud. 

A The institution has developed and is committed to the implementation of a viable plan 
of appropriate remedial action to deal with its liquidity problems. 

As a measure of whether an institution has a sufficient margin of solvency, the SARB will 
generally require the institution to demonstrate that it maintains a capital-adequacy ratio 
that is appropriate for its operations after making adjustment for any additional provisions 
that might be necessary. These calculations will usually be the subject of a due diligence 
review by an investigating accountant, appointed by the Registrar of Banks. 

Instruments used to provide LOLR support 

four basic instruments The four basic instruments, in order of preference, that the SARB could use to provide 
LOLR support to an illiquid institution are: 

A Purchase of the negotiable certificates of deposit of other banks that the institution 
holds and that are acceptable to the SARB. The purpose would be to assist the insti- 
tution to turn its existing liquifiable assets into readily available cash. 

A Utilisation of the institution's statutory liquid assets and cash reserves for special rep0 
transactions with the SARB. This can take place only with the specific permission of 
the Registrar of Banks. 

A Repos of acceptable South African rand securities other than those eligible for normal 
daily accommodation. These could consist of a variety of liquifiable assets, such as 
certain quasi-government paper, and have to be approved on a case-specific basis. 

A Granting of a credit facility against the security of the institution's asset portfolio pro- 
vided that the assets were not "delinquent" at the time of purchase (in the sense that, 
during the preceding six months, none of the borrowers should have been in pay- 
ment default for more than 30 days from the due date for any payment under the 
loan). 

short-term basis 

value of collateral 

interest 

Liquidity support under the LOLR function would be provided only on a short-term basis, 
since the purpose is to provide the institution with a temporary breathing space to resolve 
its difficulties. Such funding would be provided for an initial term not exceeding 30 days. 
There would, however, be provision for the funding to be rolled over for a further 30 days 
on maturity. This period will allow the SARB to perform a due diligence review of the illiquid 
institution in order to ascertain whether the illiquidity is due to a temporary loss of con- 
fidence by depositors or a solvency problem. Extension of such periods in a strongly con- 
trolled environment is possible. 

In order to mitigate the risk to the SARB, the value of any collateral used to secure LOLR 
funding in the form of repos or credit facilities would have to exceed the principal amount of 
the funding by a minimum of 30 per cent. 

Interest on LOLR support would be charged at a rate sufficiently high to maintain incentives 
for management to resolve the bank's difficulties, but not at a level that would defeat the 
purpose of the facility, namely, to prevent illiquidity from precipitating insolvency. lnterest 
would be payable daily, and the rates would be set at the prevailing rep0 rate plus a margin 
to be determined in line with prevailing market conditions. 



SARB might provide finan- 
cial assistance to a branch 
in three circumstances 

specific prior approval of 
the Minister of Rnance 

LOLR support for branches of foreign banks 

The pdicy outlined above applies to the provision of liquidity to locally incorporated au- 
thorised institutions whose failure might have systemic implications. It would not normally 
be the policy of the SARB to provide LOLR support to branches of foreign banks operating 
in South Africa. This recognises that the liquidity of a branch cannot readily be divorced 
from that of the parent bank as a whole. It follows therefore that the parent of a branch, 
supported if necessary by the LOLR in the parent’s home country, would be expected to 
provide enough funding to enable the branch in South Africa to meet its obligations. If the 
parent were unable to do so, there would be no alternative but for the branch to close its 
operations in South Africa. In such circumstances, the SARB would consider whether to 
use its powers under section 69 of the Banks Act to appoint a curator to take control of the 
affairs, business and property of the branch in South Africa. 

The SARB might, however, provide finan ial assistance to a branch with funding problems 
in three circumstances: P 
A Firstly, for purposes of normal liquidity accommodation in special circumstances, the 

SARB might accept foreign collateral of equivalent standing to that eligible for daily 
repos in order to provide liquidity to branches of foreign banks operating in South 
Africa. For example, central government paper of most member countries of the 
Organisation for Economic Co-operation and Development should be acceptable for 
this purpose. Foreign banking institutions are advised to consult, in advance, with the 
Money and Capital Market Department and the International Banking Department of 
the SARB in order to confirm the acceptability of such paper when there is an expec- 
tation that such assets will have to be used as collateral to obtain rand-denominated 
liquidity. I 

A Secondly, the SARB might swap SA rand for US dollars held by the branch if no suit- 
able counterparty can be found in the market. 

A Thirdly, the SARB might provide urgently required bridging finance on a secured basis 
to a branch pending the branch’s receipt of funds from its parent. This would be 
done only if the SARB is satisfied that the funds would indeed be forthcoming from 
the parent and if the home-country supervisor has given assurances to that effect. 

Funding support requiring spkcific approval from the Minister of 
Finance 

Based on the criteria set out above, the SARB would provide LOLR support at its discre- 
tion. When the criteria are not met, funding support would be provided only with the spe- 
cific prior approval of the Minister of Finance. This would include situations in which: 

A The institution is unable to comply with the preconditions for LOLR support set out 
above. This would involve more serious situations falling outside what the SARB 
would consider to justify LOLR support. 

A It is considered necessary to give the institution a breathing space longer than that 
normally provided. 

A It is considered necessary to provide funding support that exceeds the LOLR support 
criteria set out above. 

A 

Any funding provided in these circumstances would have to be considered on its merits in 
the light of the implications thereof for systemic stability. In addition, the SARB would con- 

The institution concerned cannot provide eligible security, as prescribed. 
I 
I 



sider whether to appoint a curator under section 69 of the Banks Act to safeguard the 
assets of the institution and to protect the interests of depositors and other creditors. 

Default situations 

Should LOLR support not be repaid on maturity or the SARB not be prepared to roll over 
the funding, the SARB would have to consider a number of options, including the appoint- 
ment of a curator under section 69 of the Banks Act to manage the affairs, business and 
property of the institution. 

EFFECT OF COURT INTERPRETATION ON EXIT POLICY 

salient features of exit POI- 
icy 

The exit policy and process for managing banks in distress employed by the Bank 
Supervision Department were set out concisely in the 1998 Annual Report. In order to 
place into context a High Court interpretation of the sections of the Banks Act, 1990, relat- 
ing to the winding-up and curatorship of a bank, it is necessary to repeat the salient fea- 
tures of the Department's exit policy. 

Because of the unique nature and specialised functions of banks, it is necessary for the 
procedures pertaining to the handling of distress in banks also to be unique and spe- 
cialised. In essence, the policy is that the central bank may extend lender-of-last-resort 
assistance to a bank with temporary liquidity problems provided it is solvent. When a 
bank's temporary liquidity problems result in more serious financial difficulties, the bank in 
question may be placed under curatorship in terms of the provisions of section 69 of the 
Banks Act. When a bank is insolvent, however, it should exit the system in an orderly, effi- 
cient manner, which minimises losses to depositors and which does the least harm pos- 
sible to confidence in the banking system. In such an instance, the Registrar of Banks may 
apply for the winding-up of an insolvent bank in terms of the provisions of section 68 of the 
Banks Act. This policy is in line with, and conforms to, international banking regulatory and 
supervisory standards. 

interpretaton of sections 68 
and 69 of the Banks Act 

During the year under review, in h 9 9 j  2 
All SA 459 ID], the Durban and Coast Local Division of the High Court was called upon to 
interpret and apply sections 68 and 69 of the Banks Act. New Republic Bank Limited 
('"RBI') was placed under curatorship on 29 January 1999, in terms of the provisions of 
section 69 of the Banks Act. On 19 February 1999, the Registrar of Banks lodged an 
application for the winding-up of NRB as a matter of urgency. The basis for the application 
was, amongst others, that NRB was insolvent, that it had lost its entire share capital and 
that it was unable to comply with the prudential requirements provided for in sections 72 
and 74 of the Banks Act. 

profound effect on exit 
icy 

The Court, however, rejected the Registrar's application for the provisional winding-up of 
NRB. The relevant reasons for the judgement that have a profound effect on the above- 
mentioned exit policy of the Department are set out below. The Court held that: 

4 Curatorship, as provided for in section 69 of the Banks Act, was not a temporary 
measure only and was not to be seen as a temporary shield against a "run on the 
bank". Curatorship had to persist for as long as it was required to protect the inter- 
ests of a bank's creditors, especially those of its depositors. 

A One of the most important tools in the hands of a curator to protect the interests of 
depositors was the power to convene meetings of creditors. The Registrar had 
brought the application for the winding-up of NRB before the curator had consulted 
with the creditors of NRB. 

A Section 69(6)(a) of the Banks Act was couched in the widest of terms and was not 
qualified by wording such as "save as is otherwise provided in the Act". The winding- 



detrimental effect 

amendments to sections 
68 and 69 

employment equity 

up order had to be stayed while the curator was going about his duties. The 
Registrar was precluded from applying for the winding-up of NRB in terms of the pro- 
visions of section 68 of the Banks Act without the leave of the Court, and the 
Registrar has not sought such leave. 

Without expressing a view on the merits of the reasons for the judgement, the Department 
has deduced the following consequences: 

A The main purpose in appointing a curator to a bank under section 69 of the Banks 
Act is for such a curator to consult with the creditors of the bank and to act in the fur- 
therance of their interests, especially in the interests of the depositors of the bank. 

A Until such consultation has taken place, a court will be extremely reluctant to order 
the provisional winding-up of a bank. 

The appointment of a curator to a bank stays all legal proceedings, including the right 
of the Registrar of Banks to apply for the winding-up of a bank in terms of the provi- 
sions of section 68 of the Banks Act. 

1 A 

The above-mentioned judgement and its consequences will have a detrimental effect on 
the effective application of the Department’s exit policy, for the following reasons: 

A The Registrar will be unable to apply for the winding-up of an insolvent bank when 
such a bank has previously been placed under curatorship. 

A The Department will lack a fundamental regulatory tool that is required internationally. 

The matter was therefore taken on appeal by the Registrar. The appeal, however, was 
withdrawn, because, on 23 November 1999, the Durban and Coastal Local Division of the 
High Court of South Africa sanctioned a scheme of arrangement proposed by Saambou 
Bank Limited between NRB and its creditors, depositors and employees, in terms of sec- 
tion 31 1 of the Companies Act, 1973. 

The legal uncertainties brought about by the judgement in the NRB case will thus have to 
be addressed by means of amending legislation. To this end, the Department has pro- 
posed amendments to sections 68 and 69 of the Banks Act, as described in Chapter 4 of 
this report. 
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HUMAN RESOURCE PLAN FOR 2005 

In line with the human resource plan for 2005 of the South African Reserve Bank (SARB), 
the Bank Supervision Department is shaping its employment plan to accord with the philo- 
sophy of promoting equity through diversity. The main aim of this plan is to promote 
employment equity in the SARB, as well as to ensure a competent and motivated work- 
force, capable of performing, in the case of the Department, the tasks of a supervisor and 
regulator and, thereby, to contribute to the bigger enterprise of South Africa and the 
Southern African subcontinent. I 
The plan contemplates a staff complement of, firstly, an equal ratio of black and white staff 
and, secondly, one-third female staff by the year 2005. This target cuts across all levels of 
staff. In this regard, it should be noted that black people are defined as including Africans, 
Coloureds and Asians, who, together with females and disabled persons, constitute the so- 
called designated group. 

In drawing up the plan to transform the personnel of the Bank Supervision Department in 
terms of race, gender and persons with disabilities, cognisance was taken of the need to 
retain the corporate and organisational memory within a transforming environment. 

l 



fairness, equity, 
non-discrimination 
and sound labour- 

‘ relations practices 

The policies, practices and procedures implemented will entrench fairness, equity, non-dis- 
crimination and sound labour-relations practices. The policy includes that there will be 
accelerated development and promotion of employees with potential from the designated 
group, in a constructive manner, but that all promotions will be based on performance. 

special drive to recruit and 
to create links 

increase staff complement 

focus areas 

At present, the workforce profile is heavily biased in favour of white employees, particularly 
at managerial levels. In order to rectify this situation, there will be a special drive to recruit 
candidates from the designated group for intensive training, development and subsequent 
placement, including at managerial level. In addition, there will be a drive to create links 
with black professional groups, with the aim of creating a database of skilled black profes- 
sionals outside the Bank Supervision Department. Further, a plan of fast tracking deserv- 
ing current employees from the designated group, as well as increasing the current intake 
of cadets, will be implemented. 

The Department also envisages increasing its staff complement in line with the SARB’s 
human resource plan for 2005. This will not only enable staffing of the newly created 
Financial Stability Unit and the On-site Supervision Division, but also help to increase 
capacity throughout the Department. New positions at various levels of seniority will be 
created to create the opportunity for senior appointments. 

The Department envisages that, through the implementation of this plan, it will be able to 
meet the targets envisaged for 2005, whilst also expanding the level of skill and profession- 
alism displayed by the Department’s staff over the past 12 years. 

ISSUES THAT WILL RECEIVE PARTICULAR ATTENTION DURING 
2000 

During 2000, the Bank Supervision Department will focus on, amongst others, the following 
issues, most of which are discussed in more detail elsewhere in this report: 

A 

A 

A 

A 

A 

A 

A 

A 

A 

A 

Improvement of the Department’s ability to monitor and supervise the risk-manage- 
ment practices of banking groups. 

Ongoing monitoring of international developments in consolidated supervision in 
order to ensure that the Department stays abreast with the latest developments. 

Assessment of financial group-risk management and contagion risk. 

Education of stakeholders on the importance of conglomerate supervision. 

Evaluation of corporate governance in banking groups. 

Enhancement of supervisory co-operation and information sharing, particularly at the 
international level. 

Promulgation and implementation of amendments to the Banks Act, 1990, and the 
Regulations relating to Banks. 

Ongoing review of the banking legislation, in order to ensure that it remains in line 
with developments and complies with international standards. 

Strengthening of capability to investigate transgressions of the Banks Act. 

Creation of a capacity to ensure financial stability, including strengthening of 
non-regulatory aspects of the financial environment (such as market discipline, incen- 
tive structures and corporate governance) and ongoing assessment of stability indica- 
tors. 



A 

A 

A 

A 

A 

A 

A 

A 

A 

A 

Implementation, of on-site reviews arid evaluations of banks’ credit-risk management 
systems and asset quality. 

Fully fledged surveillance of the activities of trading banks, including ad hoc visits to 
trading banks, on-site evaluations of trading banks’ market and operational risk-man- 
agement practices and controls, daily monitoring of trading banks’ capital-adequacy 
requirement values and monitoring of trading positions. 

Further work on an early-warning system to assist with the timeous identification of 
problem banks. 

Research on trends in the field of banking, such as e-commerce. 

Ongoing efforts to enhance investor awareness. 

Monitoring of developments in the microfinance industry, particularly with regard to 
aspects requiring regulation. 

Facilitation and management, in collaboration with the Department of Finance, of a 
project to establish a limited, mandatory deposit-insurance scheme for South Africa. 

Hosting of a workshop on the compliance function in a bank. 

Continued participation in the activities of the East and Southern Africa Banking 
Supervisors Group (ESAF), in particular with regard to the harmonisation of standards 
and legislation, as well as hosting and presentation of courses in banking supervision 
for ESAF members and other supervisors. 

Continued feedback to the SADC (Southern African Development Community) Central 
Bank Governors regarding the ESAF project on harmonisation of standards and legis- 
lation. I 

CONCLUSION 

Once again, I wish to record my sincere appreciation to the Minister and 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 former and the current Chairperson of the 
Policy Board for Financial Services and Regulation, and the Governor and Deputy 
Governors of the South African Reserve Bank. In this regard, my staff and I wish to express 
particular thanks to Dr C J de Swardt, who retired from his positions as Deputy Governor of 
the South African Reserve Bank and Chairman of the Policy Board in mid-1999, for his very 
valued guidance and support during the past decade. My appreciation for their continued 
co-operation also goes to the Chief Executive of the Financial Services Board and his staff, 
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. I 
wish to extend a special word of thanks to my staff who continued to handle their workload 
with dedication. 

My staff and I look forward to receiving the continued co-operation of everyone involved in 
the banking industry, both in the private and the public sector, locally and abroad, 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 
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