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S IN BANKING SUPERWSIO 

This chapter contains an overview of some of the most important regulatory and supervis- 
ory trends and developments, both locally and internationally, during the year under review. 

CONSOLIDATED SUPERVISION 

Supervision on a consolidated basis may be defined as an overall evaluation - both quant- 
itative and qualitative - of the strength of a group to which a bank belongs, in order to 
assess the potential impact of other group companies on the bank. Supervision on a con- 
solidated basis is aimed at, amongst other things, protecting the interests of depositors of 
banks in the group and ensuring the stability of the financial system. 

During the year under review, the Bank Supervision Department made substantial progress 
with the development of procedures for the assessment of the overall strength of a banking 
group. Consolidated supervision will be applied to all South African banking groups. The 
entities that will be subject to consolidation, for purposes of consolidated supervision, are 
the bank controlling company, its subsidiaries, joint ventures and companies in which the 
bank controlling company or its subsidiaries have a participation. 

Quantitative supervision of banking groups 

Quantitative consolidated supervision entails the collection, review and analysis of informa- 
tion. The main purpose is to assess the financial position and strength of a banking group 
to which a bank belongs. 

During the past year, the Bank Supervision Department devoted much time and effort to 
developing statutory returns for banks to report consolidated information on a regular 
basis. The Department discussed these statutory returns with all interested parties during 
the year under review and obtained valuable inputs. Banks will start reporting the consol- 
idated information as from 1 July 2000. In deciding upon a date for implementation, the 
Department took into account the efforts of banks to ensure year 2000 compliance, as well 
as the time that banks required for the necessary system developments. 

The consolidated returns address the following aspects: 

A Group capital adequacy 

The procedures that the Department has adopted will serve to ensure that all banking 
groups are adequately capitalised in order to sustain both their banking and non-banking 
operations. All South African banks are required to maintain adequate capital at all times. 
At present, the minimum capital-adequacy ratio for a banking group has been set at 8 per 
cent of risk exposures. 

A Group large exposures 

In terms of international standards, a banking group may not incur an exposure to an indi- 
vidual borrower or group of closely related borrowers that exceeds 25 per cent of the 
banking group’s qualifying capital and reserves, and the total of all large exposures may 
not exceed 800 per cent of qualifying capital and reserves. These limits were implemented 
to ensure diversification of portfolios and to safeguard against excessive risk taking by 
banking institutions, which are some of the most important components in any system of 
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supervision of banking groups. Certain large exposures will be made subject to the 
approval of the Registrar of Banks. I 
A Intragroup exposures 

Contagion risk is one of the important issues that has to be considered in the conduct of 
Lonsolidated supervision. From a bank supervisor’s perspective, contagion refers to a situ- 
ation in which a bank is affected by financial problems, such as liquidity problems and insol- 
vency, arising in another member of the group. Contagion is of such concern that it justifies 
the application of supervision to all group members. For this reason and to prevent abuses 
by banks arising from connected lending, the Department has developed a risk-based 
statutory return for intragroup exposures. Although the Department has not introduced lim- 
its at this stage, it will monitor the situation closely. 

I 
A Group currency risk 

As part of its ongoing efforts to monitor all risks to which a banking group is exposed, the 
Department has developed a risk-based return to monitor a banking group’s currency-risk 
exposures. i 

Qualitative assessment of banlung groups 1 

The Department will also assess all banking groups on a qualitative basis. The main object- 
ive will be to obtain a better understanding of the risk environment in which a banking 
group operates. During the coming year, the Department plans to continue refining the 
qualitative issues. 

Because each banking group has a unique risk profile, the Department will have to place 
greater emphasis on a case-by-case evaluation of individual banking groups relative to 
established prudential standards and norms. The Department will focus on improving its 
ability to monitor and supervise the risk-management practices of banking groups. 

International developments in assessing financial conglomerates 

The Joint Forum on Financial Conglomerates was established in early 1996, under the 
aegis of the Basel Committee on Banking Supervision, the International Organisation of 
Securities Commissions and the International Association of Insurance Supervisors, to take 
forward the work of a predecessor group, the Tripartite Group. 

In February 1999, the Joint Forum released its final document on the supervision of financial 
conglomerates. This document is a significant step forward in addressing some of the 
most important issues that arise from the continuing emergence of financial conglomerates 
and the blurring of distinctions between activities in the banking, securities and insurance 
sectors. The matters addressed in the document include: 

A 

A 

Techniques for assessing the capital adequacy of conglomerates. 

Facilitation of information exchange among supervisors. 

A Co-ordination among supervisors. 

I, Testing of the fitness and propriety of managers, directors and major shareholders of 
a conglomerate. 

In December 1999, the Joint Forum released two further final documents. These docu- 
ments outline principles for supervisors to monitor, through the regulatory and supervisory 
process, the prudent management and control of: 
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CO-OPERATION AND INFORMATION SHARING 

An aspect to which the Bank Supervision Department will pay specific attention during the 
coming year is the enhancement of supervisory co-operation and information sharing, par- 
ticularly at the international level. As markets continue to integrate, formal and explicit co- 
operation and information sharing will have to become more widespread across a broader 
range of financial markets and their regulators. For supervisors with internationally active 
financial conglomerates, international co-operation and information sharing are essential 
elements of the supervisory process. The Department will also continue to monitor interna- 
tional developments closely, in order to ensure that it stays abreast with the latest interna- 
tional developments in and thinking on consolidated supervision. 

Domestic co-operation 

As reported in the 1998 Annual Report, there is already active liaison, co-operation and 
information sharing, formalised by a memorandum of understanding, between the 
Department and the Financial Services Board, the regulator of non-bank financial institu- 
tions in South Africa. 

Regional co-operation 

At the regional level, the Department has continued to participate actively in the initiatives of 
the East and Southern Africa Banking Supervisors Group (ESAF). The main objectives of 
ESAF are to harmonise banking legislation and banking supervisory practices of member 
states and to share information on matters relating to banking supervision. ESAF is also 
committed to co-operation with international banking supervisory bodies as regards the 
implementation of best practices for sound banking institutions within the ESAF region. 
Furthermore, ESAF endeavours to play an active role in the development of the interna- 
tional regulatory framework. In this regard, ESAF endeavours to be proactive and progres- 
sive in providing the Basel Committee on Banking Supervision with comment, instead of 
merely receiving and implementing the advice of the Basel Committee. 

Projects of the ESAF Executive Committee 

As in 1998, the Registrar attended three meetings of the ESAF Executive Committee dur- 
ing the year under review. Projects of the ESAF Executive Committee include: 

A Compliance with the Core Principles for Effective Banking Supervision 

The Core Principles form the basis for co-operation among the ESAF member countries. 
At the ESAF Executive Committee meeting held in Mauritius, on 24 June 1999, it was pro- 
posed that ESAF member countries should include a report on the status of their compli- 
ance with the Core Principles in their respective annual reports. 

A Harmonisation of accounting and auditing standards 

A project on the harmonisation of accounting and auditing standards is being undertaken. 
At the ESAF Executive Committee meeting held in Mauritius, in June 1999, it was decided 
that members should make a concerted effort to ensure the adoption of International 
Accounting Standard 30, pertaining to disclosures in the financial statements of banks and 
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similar institutions, as the minimum standard by all banks in their respective jurisdictions. 

A Harmonisation of licensing standards 
I 

Since licensing standards are an important prudential requirement to ensure that estab- 
lished banks in the region meet international standards, there has been a move towards 
harmonising the licensing standards in the region. 

A Harmonisation of provisioning standards 

Since provision for loan losses is an element essential to the business of banking, harmoni- 
sation in this area is also deemed important for ESAF member countries. 

A On-site supervisory model 

A questionnaire pertaining to on-site surveillance was distributed to ESAF member coun- 
tries, for completion. A risk-based approach to on-site supervision is preferred. 

Other ESAF matters 

The fourth ESAFIIMFNVorld Bank Heads of Supervision Workshop was held in Mauritius, in 
June 1999. The topic of the workshop was challenges to banking supervision in the next 
millennium. At the Seventh Annual General Meeting of ESAF member countries held in 
Mauritius, on 23 June 1999, a new ESAF Executive Committee was elected. 

Courses in banking supervision 

The Department successfully hosted two dourses in banking supervision in Pretoria, includ- 
ing one course presented in conjunction with the International Monetary Fund. These 
courses were aimed at ESAF member countries and were attended by thirty-one particip- 
ants from 10 of the 16 ESAF countries, as well as two participants from the National Bank 
of Agriculture and Rural Development (NABARD) in India. At the invitation of NABARD, the 
Department also presented two courses in Lucknow, India, and forty-eight participants 
from NABARD attended these courses. 

As in previous years, a one-day seminar, titled "Financial stability in a turbulent market", 
preceded the second ESAF course. The audience of some 160 people included represent- 
atives of the banking sector, external auditing firms, the financial press and the central 
bank. The topics covered by speakers from the Bank for International Settlements, the 
Federal Reserve System, the Financial Services Authority, the International Monetary Fund, 
the Johannesburg Stock Exchange and the South African Reserve Bank included: 

A The Basel Committee's recent work, with specific reference to the implementation of 
the Core Principles and the work of the Financial Stability Institute. 

A The new capital framework, which focuses on internationally active banks. 

A Supervisory and regulatory issues involving banks' relationships with highly leveraged 
institutions. 

Risks, causes and lessons for supervisors arising from bank failures. 
I 

A 

A International standards for cross-border offerings. 

As part of its initiative to assist central banks in Southern Africa with technical bank super- 
visory training, the South African Reserve Bank has indicated its willingness again to host 
courses in banking supervision in 2000. 



review visits 

Visits to foreign operations of South African banks 

During the past number of years, the Bank Supervision Department, in its capacity as prim- 
arily home-country supervisor, has actively established proper liaison with the foreign oper- 
ations of local banks and their respective host-country regulators. 

During 1999, representatives of the Department paid review visits to the Republic of 
Ireland, the United Kingdom and the Isle of Man. The Department is of the view that these 
prudential meetings are developing into extremely pro-active, open and frank sessions with 
not only the banks concerned but also their external auditors and their host regulators. 

The initiatives of South African banks in Dublin, Ireland, as a newly formed international 
financial centre, are currently still at an initial or exploratory stage. None the less, the 
Department deemed it important, in line with the Basel Committee’s Core Principles for 
Effective Banking Supervision, for its activities to be actively demonstrated to, and agreed 
with, the relevant regulatory authorities in Ireland. The outcome of the visit was that the 
Department and the banking regulatory body in Ireland agreed to formalise their relation- 
ship by means of a memorandum of understanding (MOU). It is envisaged that a formal 
MOU will be signed during the first quarter of 2000. 

As in the past, the respective host regulators are generally comfortable with the conduct of 
South African banks in their jurisdictions. The Department has also given feedback on the 
visits to the senior executives of the parent banks in South Africa. 

The Department has noted that, as a result of these initiatives, more primarily host-country 
regulators have not only been calling on the Department and the relevant banks in South 
Africa, but have been doing so at more regular intervals. The opening up and broadening 
of information sharing certainly adds to the maintenance of standards, whilst also affording 
South African banks wider acceptance in their initiatives abroad. 

IMPLEMENTATION OF ON-SITE SUPERVISION 

on-site reviews of credit- 
risk management systems 
and evaluations of asset 
quality 

In the 1998 Annual Report, it was envisaged that the Bank Supervision Department would 
expand the on-site element of its supervisory process, in line with the recommendations 
arising from the International Monetary Fund’s 1998 Article IV consultation. During the year 
under review, the Department established a new division for this purpose. Initially, the divi- 
sion’s focus will be on on-site reviews of credit-risk management systems and evaluations 
of asset quality. 

The Department undertook research on appropriate models to be followed and also made 
good progress with expanding its personnel capacity to undertake such on-site reviews. In 
October 1999, the Department advised all banks, by means of a Banks Act circular, of the 
commencement of on-site credit reviews and asset-quality evaluations. The process is 
expected to become fully operational during 2000, and a number of on-site visits have 
been planned. 

REMUNERATION PRACTICES IN THE BANKING SECTOR 

incentive schemes The Bank Supervision Department initiated an investigation into the remuneration practices 
- in particular, incentive schemes - of the banking sector in South Africa. Although incent- 
ive schemes are not in themselves regarded as an undesirable practice, international 
trends in the application of such schemes have resulted in regulators becoming increasing- 
ly concerned about the implications thereof on the risk profiles of banks. The Department 
shares these concerns and is of the opinion that the extent and nature of such schemes 
might in some instances encourage higher risk taking. Since one of the Department’s 
responsibilities is to monitor that banks do not unnecessarily expose themselves to risks, it 
was decided to launch an investigation into the current extent and application of the differ- 
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I 
ent types of incentive scheme in South African banks. 

At the outset of the investigation, the Department made it clear that it had no intention of 
intervening in the normal management functions of banks, the prudent management of their 
risk and their rewarding of key staff. The Department, however, believes that a bank's 
remuneration arrangements for individuals should be organised in such a way that they do 
not give rise to conflict between the objectives of the bank and those of the individual, and 
that a bank has to ensure that its fee, commission and salary arrangements for staff do no 
promote the unsanctioned taking of risk on behalf of the bank. The Basel Committee on 
Banking Supervision specifically drew attention, in 1994, to the enhanced risks when remu- 
neration is "too closely linked" to the profitability of a firm's derivatives book. 

Because there are no international or national guidelines available against which remunera- 
tion schemes could be evaluated, the investigation focused mainly on the identification of 
significant deviations from industry norms or generally accepted practice standards. The 
banks were requested to aggregate data on the remuneration of employees in the cat- 
egories of executive management and treasury dealers, whereas the generic components 
of remuneration were divided into the guaranteed base package, attraction/ 
retentionkestraint payments and performance incentives (both short and long term). 

From the data submitted by the banks, it was clear that nearly all banks make use of some 
kind of incentive scheme, be they share-option schemes, attraction, retention or restraint of 
trade payments. It would appear that about 53 per cent of banks currently make use of a 
share-option scheme, and that about 30 per cent make use of attraction, retention or 
restraint payment. I 
The Bank Supervision Department will continue to monitor the remuneration practices of 
banks and will in due course discuss its findings with banks on an individual basis. 

~ 

BANKING MERGERS AND ACQUISITIONS FROM THE PERSPECT- 
IVE OF THE BANKS ACT, 1990 

The regulatory process with regard to banking mergers is governed by the provisions of 
section 54 of the Banks Act, 1990. This section provides that no compromise, amalgama- 
tion or arrangement referred to in Chapter XI1 of the Companies Act, 1973, and involving a 
bank as one of the principal parties to the relevant transaction shall have legal force unless 
the consent of the Minister of Finance, conveyed in writing through the Registrar of Banks, 
to the transaction has been obtained beforehand. The Minister shall not grant his consent 
unless he is satisfied that the transaction will not be detrimental to the public interest. 

I 

A merger of two banks inevitably also involves the acquisition of one bank's shares by the 
other bank. Section 37(2)(a) of the Banks Act provides that the written permission of the 
Registrar is required when a person wishes to acquire more than 15 per cent, but not more 
than 49 per cent, of the shares in a bank. When a person wishes to acquire more than 49 
per cent of the shares in a bank, the written permission of the Minister of Finance, con- 
veyed through the Registrar, is required. Permission for the acquisition of shares in a bank 
or controlling company is not given lightly and is granted only if the Registrar and, when 
required, the Minister are satisfied that the proposed acquisition of shares is not contrary to 
the public interest and is also not contrary to the interest of the bank concerned. 

Section 37(2)(b) of the Banks Act provides that the above-mentioned permissions shall be 
granted only after consultation with the Competition Board. This Board has since been 
replaced by the Competition Commission, established in terms of the provisions of the 
Competition Act, 1998. The section, however, does not require the Registrar or the 
Minister, as the case may be, to obtain the consent or approval of the Competition 
Commission in order to approve the acquisition of shares in a bank. In accordance with 
administrative law principles, however, the Registrar and the Minister, as the case may be, 
should have due regard for the advice received from the Competition Commission in mak- 
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ing their final decision, but are not bound thereby. 

Based on financial regulatory theory, it is submitted that section 37(2)(b) of the Banks Act 
provides for a consultation process, which is advisory in nature. Competition considera- 
tions, although of great importance, are but one of the aspects of the jurisdictional facts 
that the Registrar or the Minister, as the case may be, has to consider. Since competition 
issues are obviously critical to an effective market environment, there should be meaningful 
consultation between the Registrar and the Competition Commission. In certain circum- 
stances, however, financial stability or the interest of depositors may supersede competi- 
tion considerations, which advance financial efficacy as an objective of financial regulation. 

A further contentious issue in this regard is the interpretation of certain of the provisions of 
the Competition Act. In particular, section 3(l)(d) of the Competition Act provides that the 
Act applies to all economic activity within the Republic, except activities that are subject to 
or authorised by public regulation. In the opinion of the Bank Supervision Department, the 
functions of the Registrar, and when applicable, the Minister of Finance, owing to the func- 
tion of regulating shareholding in banks in terms of the provisions of section 37 of the 
Banks Act, are clearly activities that are subject to or authorised by public regulation, as 
contemplated in the Competition Act. Consultation with the Competition Commission is 
currently not a requirement in terms of the provisions of section 54 of the Banks Act. 

The applicability of the provisions of the Competition Act to banking mergers is, however, 
currently one of the legal issues that is subject to interpretation by the High Court of South 
Africa. Clarity on the regulatory roles of the Registrar of Banks and the Competition 
Commission with regard to banking mergers will probably be attained only once the Court 
has delivered its judgement in this regard. 

CONCENTRATION IN THE SOUTH AFRICAN BANKING SYSTEM 

Several indices may be used to measure the concentration and the extent of competition in 
a banking system. The most widely used index of concentration in the literature is the 
Herfindahl-Hirschmann Index (H-index). The H-index is calculated as the square of the 
market share of the banks in the industry and ranges between 1 and l/n, where n is the 
number of banks in the system. Alternatively, the H-index can be calculated as the square 
of the deviation of market segments of single banks from the average bank, plus 1 divided 
by the number of banks in the industry. 

Hence, the H-index ranges from 1 (for a monopoly) to I/n, when there are many banks in 
an industry. In a competitive system, l /n tends towards 0. For South Africa, which cur- 
rently has some 56 banking institutions, the adjusted index improved from 0,16 in 1996 to 
0,15 in 1997 and 0,13 in 1998, before returning to a level of 0,15 in 1999. A comparison 
of H-indices for different countries shows that South Africa belongs to a group of countries 
with a relatively high level of concentration, such as Finland (0,33), New Zealand (0,18), 
Israel (0,22), Ireland (0,17), Denmark (0,20), Sweden (0,18) and Holland (0,19). 

Concentration has recently increased in several western countries, primarily as a result of 
the mergers of large banks. In Europe, this process is taking place in the context of the 
European Union and monetary unification. In the United States of America (USA), on the 
other hand, the process is due to the lifting of restrictions on interstate branches (the 
McFadden Act) and on the range of permitted banking activities (the Glass-Steagell Act). 
Examples of significant mergers can be found in Switzerland, where Union Bank of 
Switzerland and Swiss Bank Corporation have merged; in France, where Banque 
Nationale de Paris and Paribas have merged; and in the USA, where mergers have 
reduced the number of banks from 12 500 at the end of the 1980s to a little over 7 000 in 
1997. During this period, the market share of the ten largest banks in the USA rose from 
18,9 per cent to gbout 30 per cent. 
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Several mergers are known to be in the offing in various European countries, mainly 
between the largest banks in those countries, as well as between banks from different 
countries (cross-border mergers). Although these mergers could serve to reduce produc- 
tion costs, improve risk-diversification and increase income, they could also lead to an 
increase in the concentration of the banking systems in those countries. 

According to banking theory, a rise in t ll e concentration of a banking system, subject to 
certain assumptions about the interactiqn between the banks in the system, leads to an 
increase in the market power of banks ih that country or region. Most studies in the liter- 
ature found a significant positive correlatibn between the level of concentration in a system, 
measured by the H-index, and the perfdrmance or profitability of banks in that system. A 
positive correlation coefficient was also fdund between the financial margins (rate of income 
on assets less loan-loss provisions less, rate of expenses on liabilities) and the extent of 
concentration. This confirms the hypothesis about the link between concentration and the 
market power of banks. Most data for $uropean banking systems indicate a positive and 
significant relationship between concentr4tion and financial margins. 

The financial margin on total assets pf the South African banking system is 2,28. 
Compared to other countries, South Afrib has a relatively high financial margin and com- 
pares to countries such as New Zealadd (2,56), Norway (2,80), Ireland (2,40), Australia 
(2,38) and the USA (3,23). Again, like th$ H-index, this confirms the relatively high concen- 
tration of the South African banking systeh. 

BANK-FAILURE PREDICTION MODELS 

Banking crises have a long history and, during the 1930s, the Great Depression was exac- 
erbated by bank failures in the United $ates of America and elsewhere. More recently, 
several countries experienced financial and banking distress of varying degrees of severity. 

Since 1980, there have been more than' a dozen banking crises in developing countries. 
Recent studies place the cumulative totaliof bail-out costs at approximately US$250 billion. 
The financial crisis in Asian countries also left significant costs in its wake, and several of 
these countries are facing costs in excelss of 10 per cent of gross domestic product to 
rebuild their banking systems. 

In addition, in almost all countries that trajnsformed their economies from a command sys- 
tem to a market-based system, major bdnks incurred large losses as a result of high and 
fluctuating inflation and the loss of traditioval enterprise clients. Recent events in Asia again 
reminded the world of how rapidly and fo/-cefully banking crises can erupt and how difficult 
it is to anticipate the full ramifications of $uch events. Even Japan recently experienced a 
banking crisis. These events have simply highlighted the importance of, and the urgent 
need for, a system of early-warning indicators to identify problem banks at an earlier stage. 

I 

Although early-warning systems are noti designed to be a substitute for existing bank- 
supervision procedures and personnel, spch systems could be a valuable adjunct to the 
process of bank examination and supervision. An effective early-warning system has sev- 
eral major potential advantages: 

A An early-warning system could prevent bank failures by identifying problem banks at 
an earlier stage, whilst ensuring the more efficient allocation of the supervisor's 
resources. 

A The usefulness of balance-sheet income-statement data received from banks will 
problem banks will be more objective. be increased, and the identification 

A The supervisor will be placed into a position of being able to compare the results of 
financial analyses and on-site examinations of banks to the findings of the early-warn- 
ing system. 
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A The supervisor would be able to discuss the above-mentioned results and findings 
with problem banks, with more confidence. 

After considering several models for predicting bank failures, the Bank Supervision 
Department has identified certain sets of indicators that could provide an early warning that 
a particular bank, or group of banks, is likely to experience difficulties. These indicators 
consist of bank-specific information contained in the statutory returns that banks submit to 
the Department. In addition, economic data, complementary statistics from other sources 
and qualitative indicators would be used in conjunction with the bank-reported data. It is 
envisaged that the Department would monitor the behaviour of as wide a variety of indica- 
tors as possible and would decide on thresholds or critical levels for each indicator. As 
soon as an indicator moves beyond a critical level, it would act as a "warning signal" and 
set a corrective procedure in motion. 

In addition to the set of identified indicators, the International Monetary Fund (IMF) has 
recently populated a more complex econometric model on bank stability with data 
obtained from the Bank Supervision Department and selected banks. This model forms 
part of the IMFNVorld Bank Financial Sector Assessment Program in respect of South 
Africa, discussed in Chapter 1 of this report. The model integrates interest-rate, exchange- 
rate and credit-risk analysis into one overall risk assessment for selected financial institu- 
tions. The results of the analysis should be finalised soon, and the IMF will then give 
detailed feedback to the Department and the banks that were involved in the analysis. 
There is a possibility that the model will also be applied to the rest of the banking sector, 
and that the Department will apply the model to the banking sector on an ongoing basis. 

CREDIT BUREAUS AND PUBLIC CREDIT REGISTRIES 

The establishment of credit-information registries in many different regions of the world is 
fuelled by demand from banks, other financial intermediaries, private firms and retailers for 
the data that these registries contain. Some central banks and bank supervisors in Latin 
America, Europe and East Asia have developed in-house credit-information registries in 
order to strengthen supervision through the use of detailed loan information and the dis- 
tribution thereof to the financial system in some form. 

objectives of a public credit 
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The primary objective in the establishment of a public credit registry (PCR), as opposed to 
a private credit bureau, is to assist with the,supewision of financial institutions. A sec- 
ondary objective is to improve the information that is available to financial institutions in 
order to enable them to make better credit decisions. In South Africa, private credit 
bureaus are fulfilling the second of these objectives. Therefore, no direct government or 
central bank intervention appears to be necessary in this regard. At this stage, it is not 
clear whether or not a PCR would improve the supervision of financial institutions. 

In Europe, where PCRs originated, seven of the fifteen European Union (EU) members - 
namely, Germany, France, Spain, Portugal, Belgium, Italy and Austria - have established 
PCRs. The other members of the EU, including the United Kingdom, have thus far resisted 
attempts to establish PCRs as a European-wide policy. Since private registries are operat- 
ing in most of these countries, they are of the view that establishment of a PCR will not be 
cost effective. Neither the United States of America nor Canada has a PCR, but both of 
these countries have a strong private credit-bureau system. 

In the establishment of a PCR, certain issues have to be kept in mind: 

A Firstly, a minimum loan amount should be specified for inclusion in the registry. 

A Secondly, the central bank or government should be prepared to facilitate consumer 
support of this nature. 
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A Thirdly, thought should be given to which information will be made available and to 

whom, specifically in view of privacy considerations. 

A Fourthly, the lending community should be included in the development of a PCR in 
order to minimise reporting costs and improve the quality of data. 

A Fifthly, careful decisions should be made about the data to be collected for the PCR, 
so as to minimise the reporting burden and increase the likelihood of financial institu- 
tions providing sound data. 

Establishment of a PCR could have several advantages: 

A A PCR enables the supervisory authority to obtain data on the total debt exposure of 
borrowers in the system so as to determine the riskiness of bank portfolios. 

A A PCR will strengthen provisioning for bad debts by developing a common informa- 
tion base on borrower quality. 

A The possibility that large corporate borrowers could have a systemic impact on the 
banking system will be reduced substantially if their exposures are monitored more 
closely through the use of a PCR. 

A Use of a PCR can guide bank supervisors to identify anomalies during on-site inspec- 
tions. 1 

Disadvantages of the establishment of a PCR are: 

A Since private credit bureaus are already operating in many countries, there may be 
some unnecessary duplication. 

A 

A 

Access to detailed lending data on individual loans, especially small consumer loans, 
may provide little additional useful information about the underlying soundness of the 
management, strategies or risk management of financial institutions and may provide 
a false sense of confidence in this regard, as well as distract supervisors from more 
important supervisory activities. 

In view of the increasing financing opportunities available to firms (equity markets, 
international finance, interfirm finance), the data that a supervisor can collect may not 
be adequately robust to give a good picture of the financial standing of the largest 
borrowers that pose a systemic risk. 

Access to detailed lending information in a PCR may encourage supervisors to take 
on some of the portfolio-management responsibilities of a bank, blurring the line 
between 'supervision and management and reducing the willingness of supervisors to 
act against institutions in distress. 

I 

There may be a number of alternatives to the establishment of a PCR in the short and 
medium term: 

A Certain legal changes could be made in order to promote both investments in private 
credit bureaus and the willingness of financial institutions and other lenders to share 
information. 

A Prudential regulations could be introduced in order to encourage lending institutions 
to share and use credit information. 

A The present database on large exposures could be improved and extended. The 
question remains whether such a database is adequate to meet the needs of super- 
visors for credit information. 
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A The development of the private credit-bureau industry could be encouraged and even 
facilitated by the involvement of either the government or the central bank, through its 
supervisory authority. 

In South Africa, there are currently two types of private credit bureau: those providing 
information on household credit and those providing information on business credit. For 
household credit, there are three main credit bureaus: 

A The Joint Bank Credit Bureau, which comprises the four largest banks and provides 
negative debt information and judgement information. Since the banks concerned 
view the credit database as a proprietary system, they permit sharing of information 
amongst the four banks, but do not necessarily allow nonmembers access to the 
information. 

A The Commercial Credit Bureau, which was established by retailers to share negative 
and positive information. This bureau enables many retailers to enter into credit busi- 
ness. 

A The Micro-lenders Credit Bureau (Ply) Limited, which was established by the Micro- 
lenders Association of South Africa. Information is shared among all registered 
micro-lenders, and the bureau operates on a dial-up basis. This is a sophisticated 
but inexpensive system, which requires the electronic entry of an identity number. An 
automated message then discloses whether any credit was advanced recently and 
by whom. 

On the business credit side, there are also three credit bureaus, namely, Credit Inform, ITC 
and the Joint Bank Credit Bureau. The Joint Bank Credit Bureau functions along the same 
lines as the bureau for household credit discussed above, whereas ITC and Credit Inform 
consist of the largest six banks sharing information on commercial loans. Since the infor- 
mation shared between banks is of a negative nature only, the information will not make 
any major contributions to addressing the supervisory concern about the potential systemic 
impact of default. What is essential from a supervisory point of view is for banks to share 
both positive and negative information of all exposures above a certain percentage of cap- 
ital and reserves. 

The fact that the banks view the information in the Joint Credit Bureau as proprietary 
restricts access by small banks and by new entrants into the market. This practice could 
be seen as monopolistic and places small banks at a severe disadvantage. If this issue 
were to be addressed, competition in the credit information industry would improve, and 
the availability of credit information would be enhanced considerably. 

The credit-information industry in South Africa is at a very early stage of development. A 
variety of factors are currently hampering the growth and development of the industry, as 
well as the effective sharing of credit information. Amongst these restricting factors, the 
lack of sufficient information and the fact that available information is not widely shared 
among stakeholders seem to be at the root of the problem. It is clear that the factors cur- 
rently retarding the development of the private credit-information industry need to be 
addressed in step with current efforts to establish a PCR. 

REGULATION OF THE MICROFINANCE INDUSTRY 

As indicated in previous annual reports, there has been ongoing growth in the microlending 
industry in South Africa. Since most of the players in that industry evidently provide much 
needed financial services to a portion of the market that has little access to formal financial 
services, it became clear that there was a need for a suitable regulatory framework in order 
to regulate the industry. 
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The process followed in order to establish such a regulatory framework and the main ele- 
ments of the proposed framework were described in the 1998 Annual Report. In essence, 
the regulatory framework is based on the principles of self-regulation. 

The envisaged regulatory body, styled Micro Finance Regulatory Council (MFRC), was 
established in 1999 as an association not for gain, in terms of section 21 of the Companies 
Act, 1973. As envisaged, designated officials of the Alliance of Microenterprise 
Development Practitioners, the Microlenders Association, the National Housing Finance 
Corporation, the Land Bank, Khula Enterprise Finance and the Department of Trade and 
Industry, as well as an official of the Bank Supervision Department, have been appointed to 
the board of directors of the MFRC. 1 
In a related development, the Minister of Trade and Industry raised the loan ceiling for regis- 
tered moneylenders that comply with laid-down conditions from R6 000 to R10 000 (not 
R50 000 as originally envisaged), by exempting money-lending transactions that do not 
exceed R10 000 from the ambit of the Usury Act, 1968. 

The main objective of the MFRC is to promote the common interests of microfinance mem- 
bers advancing small loans through compliance with the regulations of the Council. With 
regard to the regulation of the microlending industry, the MFRC has specific powers to: 

I 
A Perform such specific functions as hay be set out in terms of any exemption under 

the Banks Act, or the Usury Act, or any substituting legislation in respect of a regula- 
tory institution contemplated in any such notice for the purposes of regulating the 
activities of microfinance members advancing small loans (referred to below as micro- 
finance members). 

A 

A 

A 

A 

Regulate the activities of microfinance members and to keep and maintain a register 
of microfinance members registered with the MFRC. 

Establish an independent complaints mechanism for members of the public in relation 
to the activities of microfinance members. 

I 

Establish, by resolution, specific committees or "chambers" in respect of the regula- 
tion of various small loan or industry categories, which committees will have such 
powers as may be appropriate, subject to the overall control of the board of directors 
of the MFRC. 

Make and enforce rules with which microfinance members registered with the MFRC 
and any category of small loan in particular have to comply. 

During board meetings of the MFRC, it was resolved that any applicant would pay a non- 
refundable application fee of R3 000,OO and an annual licence fee of R5 000,OO. The cur- 
rent fee structure does not provide for any correlation with the size of the microfinance 
members. I 
The MFRC is required to conduct regular inspections of all accredited microfinance mem- 
bers. The number of inspections per member will depend on the number of queries that the 
MFRC receives from consumers and on the number of branches or outlets of a micro- 
finance member. Based on the assumption that the number of queries will be similar for all 
entities, the monitoring and inspection of large entities will incur more costs owing to their 
size. For this purpose, the MFRC believes that an equitable solution is to introduce a fee 
that is based on the number of inspections. This would enable the MFRC, to a certain 
extent, to base its fee structure on the number of branches or outlets and to address the 
financial needs of the smaller microlending members. 

The Bank Supervision Department believes that the establishment of a regulatory frame- 
work has placed the microlending industry in South Africa on a more formal footing and 



that this will impact positively on the formal banking sector. It will be important for the 
MFRC to adhere to market principles in allowing new entrants to the microlending industry. 
Many issues, such as the taking of wholesale deposits, still remain unresolved, but will 
receive attention during the coming year. The trend worldwide is for microlenders to 
mobilise savings of borrowers, and further research needs to be done in this field. 
The Department is of the opinion that the new regulatory system provides greater protec- 
tion to the general public, especially micro borrowers and wholesale depositors. The new 
system will build capacity by accommodating the microfinance industry's development and 
enhancing the sustainability of the microfinance industry, thereby increasing access to 
finance. 

MONEY LAUNDERING 

From incidents that are regularly being brought to the attention of the Bank Supervision 
Department, it has become evident that there has been a marked increase in the occur- 
rence of possible money laundering in South Africa. Although South Africa does have le- 
gislation that requires the reporting of suspicions of money laundering, the matter of inte- 
grated analysis of such incidents, for example by a reporting agency, which could lead to 
the uncovering of money-laundering networks, remains unresolved. The Department is 
heartened to note, however, that the legislation pertaining to the reporting and analysis of 
money-laundering incidents will be promulgated during the third quarter of 2000. 

At the beginning of 1999, the Department and the Financial Services Board (FSB) jointly 
endeavoured to investigate practical solutions to the lack of appropriate administrative le- 
gislation to address the increasing occurrence of possible money-laundering and fraud- 
related incidents. This initiative was reconsidered when it appeared by late 1999 that there 
was a strong possibility that anti-money laundering legislation would be promulgated. In 
the interim, the introduction of regulatory requirements in order to counter the misuse of 
the banking and financial system for purposes of money laundering could be considered. 
Such regulatory measures would entail requiring banks and other financial institutions to 
comply with at least certain broad minimum requirements, such as the "know your client" 
principle. Any such minimum regulatory requirements would serve only as interim meas- 
ures until a fully integrated analysis facility, such as a reporting agency, has been estab- 
lished. Although many banks have already implemented most of the basic measures, 
much still needs to be done in terms of staff training and the establishment of an anti- 
money laundering culture. 

ILLEGAL DEPOSIT-TAKING AND INVESTOR AWARENESS 

The main function and focus of the Bank Supervision Department are the regulation and 
supervision of registered banks. In terms of its auxiliary functions, the Department is 
responsible for the regulation and control of the use of the name "bank" and of illegal 
deposit-taking activities conducted by persons not registered as banks. Because of its 
focus and its staffing structure, the Department acts as a "watchdog", and not as a "blood- 
hound", with respect to the above-mentioned responsibility. The Department reacts to 
complaints received or information supplied to it with regard to contraventions of the provi- 
sions of the Banks Act, 1990. 

"watchdog" 

Investigation of contraventions of the Banks Act 

investigations During the year under review, the Department was involved in the investigation and inspec- 
tion of twenty persons and institutions. Some of the cases related to the use of the word 
"bank" in a name and apparently illegal schemes that were relatively small in size. The 
Department resolved such cases with relative ease. When the cases were more complex 
and greater in size, the Department employed leading auditing firms to investigate the 
affairs of the institutions in question and to report their findings to the Department. In this 
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regard, the Department closed down the business of four institutions that were found to be 
taking deposits from the general public in contravention of the Banks Act. Where possible, 
a percentage of the investors' deposits was repaid. Three matters are still under investiga- 
tion. 

Nearly all of the schemes that were investigated contained the elements of a so-called 
"pyramid scheme". The "success" of these schemes relied on a steady flow of new 
investors and the reinvestment, by current investors, of returns paid by the schemes, in 
order to provide the unusually high returns promised by the operators of the schemes. The 
means and tactics employed by the operators of some of these schemes in order to attract 
and secure investor funds fall in two categories: investment schemes in respect of second- 
hand insurance policies and investment schemes involving so-called specialised techniques 
or computer-software programs with regard to the optimisation of foreign-exchange deals. 

A 

A second-hand insurance policy is a policy that the original policyholder has not surren- 
dered, but has sold to another person. The reasons for such a sale may include that the 
original policyholder is no longer able to make the premium payments or needs immediate 
funding. 

Schemes in respect of second-hand insurance policies 

I 

Trading in second-hand insurance policies is not illegal, and the returns can indeed be fairly 
high. The existence of second-hand policies in a scheme is, however, often no more than a 
ruse to disguise what is in fact a pure pyramid. In addition, some of the schemes that are 
devised to trade second-hand insurance policies have abused the trust of the public and 
are illegal. The illegality of such schemes usually stems from the manner in which these 
schemes are funded. The pooling of investors' funds in order to purchase second-hand 
insurance policies is an indication of possible illegality. In this context, pooling involves the 
utilisation of more than one investor's funds to purchase a second-hand insurance policy. 

A 
I 

Schemes involving so-called specialised techniques or computer-software programs 
with regard to the optimisation of foreign-exchange deals 

These schemes involve the operator of a scheme falsely claiming to have devised a spe- 
cialised technique or to have developed a sophisticated computer software program, such 
as one that purportedly enables the operator to optimise the returns on foreign-exchange 
deals. These schemes usually guarantee the initial investment and state (not promise) the 
expected return at an exorbitant 8 per cent per month, or 96 per cent per annum. 
Unfortunately, the so-called "specialised techniques" and "computer-software programs" 
do not exist. I 
The vague statements of exorbitant returns have, however, induced hundreds of unsus- 
pecting investors to part with their hard-earned funds, only to realise later that the survival 
of the scheme is dependent on their investment being used to pay a high return to a prior 
entrant into the scheme. 

Ongoing investor-awareness programme 

Although the relevant provisions of the Banks Act are clearly aimed at investor protection, 
the Bank Supervision Department regards itself as but one of the players in this regard. 
Investors themselves also have a responsibility to ensure the safety of their investments. 
The Department has, however, initiated an investor-awareness programme, which is aimed 
at informing the general public of the various unlawful schemes that have come to the 
Department's attention, as well as the rights and duties of investors with regard to entrust- 
ing their funds to such schemes. Where appropriate, the Department has co-ordinated its 
efforts in this regard with those of the Financial Services Board. 
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In view of the positive feedback received from the public to the "Money" booklet that was 
issued in 1998, and which was reissued in 1999 jointly by the big four banks and The 
Banking Council South Africa, the Department intends to issue another booklet of this 
nature in 2000. Although the main objective is to inform and educate the general public 
about personal financial issues, such booklets could also be used to address a variety of 
other issues, such as basic banking terminology, investor responsibilities and related finan- 
cial services. Although the Department realises that investor-awareness programmes have 
to be ongoing in nature, the Department is confident that its first efforts have succeeded in 
making more members of the general public aware of the dangers inherent in illegal 
deposit-taking schemes. 

DETERIORATION OF ASSET QUALITY 

During the period under review, there was again a deterioration in the quality of the loan 
assets of banks. Although this deterioration was due to various conditions prevailing in the 
market, the root cause of a bad loan is usually a bad lending decision. In this regard, the 
Bank Supervision Department again emphasised the need for loan-advancement policy to 
focus more on the source of repayment than on security. 

In the light of the current circumstances, the Department wishes to highlight that both the 
boards of directors and external auditors of banks should now pay more specific attention 
to the methodologies employed for the valuation of the security that is taken into account in 
respect of bad and doubtful debtors. The reason therefor is that it became apparent to the 
Department that, in certain instances, the bad and doubtful debt position had been down- 
played significantly, because of management's overly optimistic valuations of security. 
Accordingly, in such instances, provisions could be inadequate, and profits could be over- 
stated. Where appropriate, the Department brought such instances to the attention of 
boards of directors and external auditors. The Department has also revised the framework 
relating to provisioning for bad and doubtful debt in the new Regulations relating to Banks, 
to be implemented with effect from 1 July 2000 and discussed in Chapter 4 of this report. 

MARKET RISK 

During 1999, the Bank Supervision Department had two main objectives with regard to 
market risk. The first objective was to continue the evaluation of the risk-management pro- 
cedures and internal controls within trading banks in order to improve the quality of risk 
management in South African banks. The second objective was to finalise the implementa- 
tion of the Regulations relating to Capital-Adequacy Requirements ("CAR") for Banks' 
Trading Activities in Financial Instruments (CAR Regulations), which were promulgated in 
Government Gazette No. 191 65 on 21 August 1998. 

Evaluation of trading banks' risk-management procedures, internal 
controls and valuation models 

The evaluation of the risk-management procedures and internal controls within trading 
banks in South Africa was divided into, firstly, a review of the risk-management procedures 
and controls instituted by trading banks in South Africa and, secondly, a review of the valu- 
ation and risk-aggregation models used by these banks. In both instances, the 
Department undertook preliminary reviews of the quality of the risk-management proced- 
ures and controls by evaluating responses to questionnaires. As a second step in the eval- 
uation process, the Department undertook on-site evaluation visits to trading banks. 

The on-site visits in respect of banks' risk-management procedures, controls and valuation 
models were completed during 1999. The Department conveyed the results of the evalua- 
tions to the trading banks, which had to respond with plans of action to rectify the deficien- 
cies that the Department had identified. The objective of the evaluation process was to 
bring South African trading banks in line with international best practice. 
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The Department plans to continue with on-site evaluations during 2000, with a view to moni- 
toring the development and improvement of risk-management practices in trading banks in 
South Africa. 

Implementation of CAR Regulations 

As indicated in the 1998 Annual Report, trading banks have been required to calculate CAR 
on a daily basis and to report the relevant CAR values to the Department on a quarterly 
basis as from 1 October 1998. 

In line with international best practice of risk management, however, it was subsequently 
decided that trading banks would have to report their CAR values to the Department not 
only on a quarterly basis, but also on a daily basis. With effect from 1 May 1999, trading 
banks have therefore been required to submit the following CAR values, irrespective of the 
calculation method used by a particular bank, to the Department on a daily basis: 

A Total capital allocated for trading activities. 

A Position-risk capital requirement, excluding foreign-exchange positions. 

A Counterparty-risk capital requirement. 

A Large-exposure capital requirement. 

At the end of 1999, 29 banks were trading actively and were reporting their CAR figures on 
a daily basis. These trading banks had allocated approximately R5 billion of their capital for 
trading purposes and used approximately 55 per cent of this capital for trading purposes on 
a daily basis. Only a few banks had large exposures. 

During the coming year, the Department will continue to monitor the CAR figures of trading 
banks on a daily basis, whilst also ensuring that the CAR Regulations are correctly interpret- 
ed and implemented by banks. The focus for 2000 will, however, change to fully fledged 
surveillance. This will include activities such as ad hoc visits to trading banks and monitoring 
of trading positions, as well as of progress made with the rectification of the deficiencies that 
had been identified during the evaluation of banks' risk-management procedures and con- 
trols. 

OPERATIONAL RISK IN TRADING BANKS 

In order to ensure sound risk-management practices in South Africa, it became necessary 
for the Bank Supervision Department to highlight operational risk in the risk-management 
procedures of trading banks. In this context, operational risk refers to potential losses 
resulting from inadequate systems, management failure, faulty controls, fraud or human 
error. This includes execution risk, which encompasses situations in which trades "fail" to be 
executed or, more generally, any problem in back-office operations. 

The Department initiated a process of evaluating banks' operational-risk procedures and 
controls at the beginning of 1999. The objective of the evaluation process was to: 

A Ensure that effective operational risk-management procedures were in place within 
trading banks so that depositors' money would not be placed at undue risk and so 
that trading banks would not pose a systemic risk to the banking system. 

A Ensure that the board of directors and senior management of a bank were suitably 
informed and undertook appropriate monitoring of operational risk procedures in the 
particular bank. 
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