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Three main themes emerge in this Annual Report. The first and most important is financial 
stability, on which there is currently considerable focus worldwide, including in South 
Africa. This global focus on financial stability is due to a range of factors. These include 
market volatility, increasingly free cross-border movement of capital, integration of financial 
markets, ongoing blurring of boundaries between the various types of financial institution 
and, in the wake of the financial crises in East Asia during the late 1990s, the realisation by 
regulatory authorities that these developments hold the risk of contagion for financial mar- 
kets and institutions, not only within a particular country, but across borders. Such conta- 
gion, in turn, has been shown to result in significant costs to countries’ banking systems - 
more than 10 per cent of gross domestic product in several Asian countries. 

The second main theme in this report is directly linked to the first. It is the need for compli- 
ance with international standards and close cooperation between regulatory and supervis- 
ory bodies, at the international, regional and domestic level. Compliance with international 
standards and internationally recognised principles is regarded as crucial to the achieve- 
ment of financial stability. Authoritative institutions, such as the Base1 Committee on 
Banking Supervision, the International Monetary Fund and the World Bank, as well as other 
standard-setting bodies, are therefore placing increasing pressure on regulators and super- 
visors worldwide to implement and comply with such standards. Regulators and super- 
visors are also exerting pressure on each other in this regard, often through regional group- 
ings, such as, to name but two, the Southern African Development Community and the 
East and Southern Africa Banking Supervisors Group, which are playing an important role 
in Southern Africa. In order to ensure compliance with international standards, not only by 
the institutions that are regulated and supervised, but also by themselves, regulators have 
to review and amend the relevant legislation, as well as supervisory procedures and 
approaches, on an ongoing basis. 

An important emerging theme in South Africa is the provision of access to finance and 
banking services to small, medium and micro enterprises and underbanked communities. 
The authorities in South Africa, including the Bank Supervision Department, are increasingly 
focusing on this issue, without losing sight of financial-stability and compliance issues. This 
will require an integrated effort and balanced approach by all the authorities involved. The 
Department, therefore, envisages that access to finance and banking services for all will 
remain an important area of focus in the years ahead. 

The information that registered banks submitted to the Department during the year under 
review again revealed the prudence with which banks in South Africa are being managed. 
Not only did the banking sector remain fairly stable during 2000, but some positive devel- 
opments could also be detected. 

After slowing down uninterruptedly since June 1998, growth in the total assets of the bank- 
ing sector reached a lower turning point in June 2000. Subsequently, growth in total 
assets recovered and, by the end of December 2000, had accelerated by 13 per cent, to a 
level of R819,2 billion. It would also appear that depositors’ preference shifted from short- 
term to longer term deposits as confidence in the South African economy started improv- 
ing. The year-on-year growth in total loans and advances granted by banks gathered 
momentum during the second half of 2000 and, by the end of the year, increased by 11 
per cent. 

Banks not only remained well capitalised, but the average capital-adequacy ratio increased 
from 113 per cent in 1999 to 12,5 per cent in 2000. Despite a slightly lower average inter- 
est margin for the year, banks were able to increase their profitability through a higher level 
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Of great significance was a decrease in the growth of total gross overdues for the quarter 
ended December 2000, on both a quarter-to-quarter and an annual basis. After reaching a 
peak of 50,7 per cent in March 1999, growth in total overdues subsequently moderated. 
Measured over a 12-month period, overdues had decreased by 2,4 per cent for the quarter 
ended December 2000. Although overdues in respect of mortgage accounts and instal- 
ment accounts decreased through most of 2000, growth in other loans and advances over- 
due, which accounted for more than 50 per cent of total overdues by the end of December 
2000, remained positive and, therefore, a cause for concern. Provisioning by banks, how- 
ever, remained adequate in terms of international best-practice standards. 

FINANCIAL STABILITY 

As indicated above, the focus on the need to strengthen and enhance financial stability 
continued to increase worldwide during the year under review. 

International developments 

The cost of recent financial instability has been significant. According to the International 
Monetary Fund (IMF), the direct costs of banking crises in the past 15 years exceeded 
10 per cent of gross domestic product in more than a dozen countries. Indirect costs, by 
way of slowed economic activity, could be even more significant. In addition, the experi- 
ence of Japan has shown that no economy is immune to the disease of financial instability. 

These costs, coupled with a higher awareness of the interdependence of economies and 
the inherent fragility of the global financial system, have led to many international financial- 
stability initiatives. For example, the initiative of the Group of Twenty, through the establish- 
ment of the Financial Stability Forum (FSF), has culminated in the adoption of twelve key 
standards for sound financial systems. These twelve standards, issued by various stand- 
ard-setting bodies, are categorised below by policy area, although some standards are rel- 
evant to more than one policy area. 

A Monetary and financial policy transparency 

Code of Good Practices on Transparency in Monetary and Financial Policies, issued by the 
IMF. 

A Fiscal policy transparency 

Code of Good Practices in Fiscal Transparency, issued by the IMF. 

A Data dissemination 

Special Data Dissemination Standard (SDDS)/General Data Dissemination System (GDDS), 
issued by the IMF. Economies with access to international capital markets could be 
encouraged to subscribe to the more stringent SDDS, whereas all other economies could 
be encouraged to adopt the GDDS. 

A Insolvency 

The World Bank is coordinating a broad-based effort, involving relevant institutions and 
legal experts, to develop a set of principles and guidelines on insolvency regimes. The 
United Nations Commission on International Trade Law, which adopted the Model Law on 
Cross-border Insolvency in 1997, will help to facilitate implementation. 



A Corporate governance 

public-debt management 
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change in thinking 

Principles of Corporate Governance, issued by the Organisation for Economic Co-opera- 
tion and Development, which is considered to be the de facto standard-setting body on 
corporate-governance matters in developed countries. 

A Accounting and Auditing 

International Accounting Standards (IASs), issued by the International Accounting 
Standards Committee (IASC), and the International Standards on Auditing (ISAs), issued by 
the International Federation of Accountants (IFAC). The IASC and the IFAC are distinct 
from the other standard-setting bodies in that they are private-sector bodies. 
Consequently, the IASs and the ISAs are used in some jurisdictions, but are not endorsed 
by all jurisdictions. The Basel Committee on Banking Supervision, the International 
Association of Insurance Supervisors and the International Organisation of Securities 
Commissions are currently reviewing the IASs. 

A Payment and settlement 

Core Principles for Systemically Important Payment Systems, issued by the Committee on 
Payment and Settlement Systems established by the central banks of the Group-of-ten 
countries. 

A Market integrity 

The Forty Recommendations of the Financial Action Task Force, issued by the Financial 
Action Task Force established by the Group-of-seven leaders. 

A Banking supervision 

Core Principles for Effective Banking Supervision, issued by the Basel Committee on 
Banking Supervision and on which the Bank Supervision Department reported compre- 
hensively in its 1998 and 1999 Annual Reports. A report on the work of the Core Principles 
Liaison Group follows in Chapter 2 of this report. 

A Securities regulation 

Objectives and Principles of Securities Regulation, issued by the International Organisation 
of Securities Commissions. 

A Insurance supervision 

Insurance Supervisory Principles, issued by the International Association of Insurance 
Supervisors. 

An additional policy area that could be considered relates to public-debt management. 
The IMF and the World Bank have embarked on the development of guidance in this area. 

In a related development, the IMF and the World Bank have been cooperating in the 
Financial Sector Assessment Program (FSAP), which uses this framework to assess the 
compliance of the financial systems of countries with these international standards. A 
report on the actions that the Bank Supervision Department has taken in response to the 
FSAP pilot project undertaken in 1999 follows later in this chapter. 

There have, however, not only been structured initiatives to improve the level of adherence 
to standards that are material to the strengthening of financial systems. There has also 
been a perceptible change in thinking about the link between monetary policy and financial 
stability. For many years, central banks have focused on the monetary-stability objective. 
Now that the war against inflation seems to have been all but won in industrialised coun- 
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tries, there is increasing emphasis on the financial-stability objective. 

Financial-stability functions of central banks 

Recent studies by the Bank for International Settlements and the Bank of England have 
shown that the financial-stability functions of central banks can be divided into three broad 
areas, namely: 

A Functions that, in a sense, provide services that are necessary for financial stability, 
such as the provision of emergency liquidity. These are functions that are always 
retained by central banks the world over. 

A Functions aimed at ensuring the ongoing safety and soundness of the banking sys- 
tem as a whole. These functions are objective driven and comprise the functions 
most frequently retained by a central bank as part of its role and function in the finan- 
cial system. 

Functions aimed at ensuring the safety and soundness of individual banks. These 
functions are institution centred, and it can be argued that, under certain circum- 
stances, a suitably equipped agency outside the central bank can perform these func- 
tions. The key determinant is the collective ability of the agencies involved to achieve 
satisfactory regulation and supervision of systemically significant banks and complex 
conglomerate groups. 

A 

All central banks surveyed considered the pursuit of systemic stability of the banking sys- 
tem and stability of the payment and settlement system as key mandates. Some are com- 
fortable with taking some responsibility for the stability of the financial system as a whole, 
but never of insurance institutions. All central banks have somehow, directly or indirectly, 
retained the following functions as part of their systemic role: 

A Some (even if just oversight) or all aspects of payment- and/or settlement-system ser- 
vices. 

A Emergency liquidity assistance to the system/market. 

A Emergency liquidity assistance to individual banks. 

Central banks that have retained the function of prudential regulation and supervision of 
banks are becoming less common in industrialised countries, but are still the norm in devel- 
oping countries. 

The main tools used towards the achievement of these stability mandates are: 

A Regulation and supervision of individual institutions. 

A Oversight of payment and settlement systems. 

A Provision of liquidity to the market or individual institutions. 

A Monetary policy. 

A Market surveillance. 

information is crucial A key finding common to the studies by the Bank for International Settlements and the 
Bank of England is that information is crucial to the achievement of the stability objectives. 
A great deal of so-called private information is obtained in the performance of these tasks. 
For instance, the supervisor will obtain information that can be supplied to the regulator in 
order to ensure optimal regulation, or to the deposit insurer for purposes of optimal protec- 
tion of depositors’ funds. 
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Information is particularly important because of interrelationships between the various ele- 
ments in the system. For instance, institutional weaknesses may spill over to the markets 
and infrastructure. Similarly, however, markets and infrastructure can be the source of, 
and channel for, strains among institutions. This has led many of the central bankers sur- 
veyed to question whether, for example, it would be possible to ensure safe settlement 
systems without information about, and some control over, the soundness of participants. 
The question is even more pertinent with regard to the extension of emergency liquidity 
support. 

Debate on the regulatory architecture 

debate about alternative An initiative of the Policy Board for Financial Services and Regulation that has a significant 
bearing on the structuring of the financial-stability functions of the South African Reserve 
Bank (SARB) is the debate about alternative institutional arrangements for financial regula- 
tion. The debate began in March 1999, when the Minister of Finance invited relevant 
stakeholders and four international consultants to debate whether South Africa should fol- 
low the route taken by the United Kingdom and Australia to establish a single financial 
regulator outside the SARB. The theoretical conclusion was that such a change seemed 
inevitable, because of the increasing blurring of the boundaries between different types of 
financial institution. Because of the inevitable risks inherent in such a change owing to 
apparently pragmatic problems, however, no final decision was taken on changing the cur- 
rent arrangements. 

1 institutional arrangements 

In the second half of 2000, the Policy Board commissioned a study to update the issues 
that have to be considered before such a decision is made. One of the main issues is 
whether the Bank Supervision Department is best placed within the central bank, or 
whether significant economies of scale would be gained if this function were to be trans- 
ferred to a new regulatory agency, exclusively responsible for the prudential supervision of 
all financial institutions. 

interaction during a financial 
crisis 

In order for the central bank to exercise its powers as a systemic regulator properly, it is of 
great importance for the dynamic interaction between monetary supervision and micro- 
and macro-prudential supervision to run as smoothly as possible, particularly during a 
financial crisis. An important regulatory issue that has to be addressed is the supervision of 
complex groups. In this regard, South Africa tends to be unique in the sense that, world- 
wide, the holding company of a complex group is usually a bank holding company, where- 
as, in South Africa, insurers are often the holding companies of major banking groups. 

The first interim report arising from the study was produced in November 2000, and anoth- 
er open debate was held at the SARB, on 2 December 2000. The feedback received from 
the various interest groups during the debate will be submitted to the Policy Board in the 
first quarter of 2001. A further debate will take place before the Policy Board makes a rec- 
ommendation to the Minister of Finance. 

I no single correct model The Bank Supervision Department actively participated in the above-mentioned debates 
and is of the view that there is no single correct model. The reasons to move to a single 
regulator are less compelling in emerging countries. Typically, even when such countries 
have a sophisticated financial sector, they tend to have less complex banks. Other consid- 
erations, such as country risk, liquidity pressures, less developed securities markets, etc, 
however, have to be taken into account. The existing problems that are meant to be 
addressed by the single-regulator model can also be addressed in other ways, without 
there being a risk of reduced effectiveness of, specifically, banking supervision. 
Furthermore, the close interaction between monetary-stability information, policy and 
instruments, on the one hand, and regulatory information, standards and tools, on the 
other hand, mitigates strongly in favour of the SARB retaining the functions of regulation 
and supervision of banks. In the final analysis, however, integration, information flows and 
coordination arrangements are more important than the institutional arrangements. Any 
architecture is possible, provided that the coordination and risks of the change process are 



objectives of the SARB 

properly managed. 

The Department is further of the view that as long as there is no other agency competent to 
supervise banks, all banks should be considered to be systemically significant. In these cir- 
cumstances, even institutional prudential supervision should be retained within the SARB. 
If the decision were ultimately to be made to follow the route of a single mega-regulator, the 
responsibility for supervising individual banks should gradually be transferred to such an 
agency only once a competent separate prudential-supervision agency has been estab- 
lished. Ultimately, aspects of the prudential supervision of systemically significant banks 
may be transferred, provided that effective, structured arrangements with regard to co- 
operation in the supervision of complex groups and emergency liquidity assistance have 
been established. 

Organisation of the financial-stability functions of the SARB 

The stated objectives of the SARB are to: 

A Formulate and implement monetary'policy. 

A Ensure a sound money, banking and financial system. 

A Assist in the formulation of macro-economic policy. 

A Provide information about monetary policy and the economy. 

The second objective, to ensure a sound money, banking and financial system, can be 
described as the SARB's financial stability-objective, as opposed to the monetary-stability 
objectives. 

defining financial stability Financial stability is more difficult to define than monetary stability, which relates directly to 
the value of the currency. A way of defining financial stability is in terms of the absence of 
systemic risk. Systemic risk is the risk that the default of one institution in the system may 
lead to the default of one or more otherwise sound institutions, thereby threatening the 
markets and the economy as a whole. One may also informally define financial stability in 
terms of what is necessary to achieve it. Financial stability requires a robust financial sys- 
tem, which may be defined as a system that has the ability to prevent, predict and with- 
stand shocks under all types of domestic and international market condition. Such a sys- 
tem, in turn, requires a sound regulatory environment, effective macro-prudential surveil- 
lance and public confidence in the system. 

The activities of the SARB relating to financial stability can therefore be defined as the pol- 
icies, instruments, norms, and tools applied to prevent, detect and manage systemic in- 
stability in institutions, markets and the payment and settlement system. Clearly, safe- 
guarding of financial stability requires adequate information about, and leverage with regard 
to, the behaviour of market participants, regardless of the institutional arrangements of the 
authorities. 

Establishment of and progress with financial-stability structures 

objectives of the Financial 
Stability Unit 

As reported in the 1999 Annual Report, a financial stability unit, currently operating as a unit 
of the Bank Supervision Department, was established within the SARB. The objectives of 
the Financial Stability Unit (FSU) were set out in detail the previous Annual Report. In short, 
the objectives of the FSU are to support the financial-stability functions of the SARB by 
monitoring and promoting the overall stability of the financial system. The FSU has already 
made significant progress with establishing initiatives towards the achievement of these 
objectives. Some of these initiatives are: 

initiatives A Research and monitoring of international stability developments. 
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A 

A 

A 

A 

A 

A 

A 

A 

Participation in subcommittees of the Financial Stability Forum and other standard- 
setting forums. 

Preparation of a paper on the criteria for entry to the banking system, the process of 
managing distress in banks and the lender-of-last-resort policy of the SARB. 

Development of a normative framework of criteria for the evaluation of bank-merger 
applications that have potentially systemic implications. 

Refinement of a monthly banking-stability report, which is submitted to, amongst 
others, the Monetary Policy Implementation Committee and the Financial Stability 
Committee of the SARB. 

Participation in several Policy Board projects, such as a book on financial regulation in 
South Africa, for publication early in 2001 ; a paper on alternative regulatory architec- 
tures; the debate on a single regulator, to follow up the earlier round-table debate on 
the matter; regulation of electronic commerce; and access to banking services for 
all. 

Provision of information to the IMFNVorld Bank mission that conducted an FSAP 
investigation as a pilot project in 1999, followed by an update in 2000, discussed later 
in this chapter. 

Management of the deposit-insurance scheme project, discussed in Chapter 2 of this 
report. 

Involvement in Bank Supervision Department projects with systemic implications, 
such as combating of illegal deposit-taking schemes; ensuring a relevant regulatory 
environment for the development of informal banking, including a submission to the 
Portfolio Committee on Finance’s public hearings on the financing of small, medium 
and micro enterprises; and anti-money-laundering measures. Most of these projects 
are discussed in Chapter 2 of this report. 

~ i ~ ~ ~ ~ i ~ l  Stability Commit- 
tee established 

During the year under review, it became apparent that achievement of the SARB’s 
financial-stability objectives would require, in addition to the FSU, a high-level multidiscipli- 
nary committee to consider strategic issues, initiate projects and recommend initiatives to 
the Governors. The Financial Stability Committee (FSC) was therefore established in 
August 2000. The ultimate authority for financial-stability matters remains vested in the 
Governors’ Committee of the SARB. 

The objective of the FSC is to enhance financial stability through continuous assessment of 
the stability and efficiency of the financial system, formulation and review of appropriate 
policies for intervention and crisis resolution, and strengthening of key components of the 
financial system. The FSC thus has both a strategic task, focused on systemic and macro- 
financial stability issues, and an operational task, focused on micro-financial issues. 

The terms of reference of the FSC include the following: 

terms of reference A 

A 

Facilitation of the discussion and analysis of stability issues. 

Monitoring and analysis of international financial-stability documentation and trends, 
and interaction with international financial-stability bodies and forums. 

A Monitoring of the risks to the SARB of systemic weaknesses or failure in the financial 
system. 

A 

A 

Supervision of the proactive analysis of macro-prudential stability indicators. 

Evaluation and recommendation of policy with regard to financial-stability issues, 
lender-of-last-resort (LOLR) facilities and financial-system problem resolution. 
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A Oversight of the implementation of LOLR facilities and banking-system problem res- 
olution. 

topics deliberated 

A Oversight of the design and planning of contingency arrangements for crisis resolu- 
tion, and active participation in the execution of the plan in times of crisis. 

A Initiation and oversight of strategic projects to strengthen the financial system. 

Typical topics that the FSC has deliberated thus far include, amongst others: 

A 

A 

A 

A 

A 

A 

Review of infrastructure and markets, such as the regulatory architecture and devel- 
opments in the South African financial exchanges. 

Policy issues, such as criteria for the approval of applications to register banks and 
the management of distress in banks. 

Projects in process, such as access to banking services, contingency planning for the 
handling of a systemic crisis, deposit insurance, illegal deposit-taking schemes, regu- 
lation of electronic commerce and of asset securitisation. All these projects are dis- 
cussed elsewhere in this report. 

Review of the banking sector, such as stability issues impacting on smaller banks and 
discussion of the banking-stability report referred to earlier. 

Impact of real economic issues, such as corporate failures, on the stability of banks. 

International developments, such as the implications of the United States economy on 
South Africa, consolidation in the financial sector, the experience with a single super- 
visor in the United Kingdom, etc. 

Contingency planning for systemic-crisis handling 

have to react with great 
speed, care and precision 

A high priority on the list of strategic issues to be addressed by the FSC is the need to 
develop detailed contingency plans for the handling of financial-system distress. Situations 
of systemic crisis usually emerge suddenly. Regulators and supervisors, therefore, have to 
react with great speed, care and precision. Recent international experience has shown 
that, even though each crisis is unique, there is great benefit in contingency planning prior 
to a crisis. Any efforts expended on the identification of the information flows, resources, 
skills, procedures and actions needed to resolve a crisis, and preassignment of responsibil- 
ities for required actions, will render dividends. Because it is virtually impossible to foresee 
or classify every possible crisis event, the value lies more in the process of planning than in 
the plan itself. 

The FSU has embarked on research in this regard, on behalf of the FSC, and will initiate a 
process of consultation with other stakeholders, such as the National Treasury and the 
Financial Services Board. It is envisaged that this cooperation will culminate in the formula- 
tion of a multilateral and multidisciplinary crisis-management team, with predetermined 
leadership, role allocations, procedures, action plans, trigger events, venues and infrastruc- 
ture. The FSC also intends to conduct simulated crisis-handling exercises, since such 
preparation and planning should take place in the absence of any crisis. 

Future developments 

proposed new Capital 
Accord 

The proposed new Capital Accord, which is discussed in Chapter 2 of this report, is likely 
to be finalised by the end of 2001, for final implementation in 2004. Implementation of the 
new Accord will no doubt require an exceptional effort by both the Bank Supervision 
Department and the banking industry. The new Accord may require the augmentation of 
resources, not only to revise the regulations pertaining to capital adequacy, but also 
because of the evidently higher supervisory and compliance burden resulting from the 
increased complexity of the Accord. It should be noted, however, that the Basel 
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Committee on Banking Supervision believes that the Accord will contribute to financial sta- 
bility globally, thereby justifying any required additional resources. 

other critical projects 

actions taken 

cooperation 

supervision of conglomer- 
ates 

elimination of vault cash in 
calculation of reserve 
requirements 

Apart from the implementation of the new Capital Accord, many other critical projects are 
likely to have an impact on financial stability in forthcoming years. Examples include pro- 
jects discussed elsewhere in this report, such as deposit insurance, asset securitisation 
and the regulatory framework for the development of access to banking services for all. 

UPDATE ON FINANCIAL SECTOR ASSESSMENT PROGRAM 

As reported in the 1999 Annual Report, South Africa participated in the pilot Financial 
Sector Assessment Program (FSAP) of the International Monetary Fund (IMF) and the 
World Bank. The FSAP mission completed the pilot project, in which a total of 12 coun- 
tries participated, in April 2000. In view of the strong support that the international 
community and the participating countries had given the pilot project, the IMF and the 
World Bank decided to expand the FSAP to another 12 IMF member countries in 2001. 

South Africa was selected as the first country to participate in a follow-up FSAP, which 
took place in late 2000. It was envisaged that the report on the follow-up FSAP report 
would be presented to the IMF board in March 2001 and might then be published more 
widely. The Bank Supervision Department was requested to indicate, before the follow-up 
assessment, the actions that the Department had taken in response to the recommenda- 
tions made by the FSAP mission in 1999. The actions taken are discussed below. 

Legal framework and enforcement 

The FSAP mission recommended more effective cooperation with regard to the supervision 
of financial conglomerates between the Bank Supervision Department, as the regulator of 
banking institutions, and the Financial Services Board (FSB), as the regulator of non-bank 
financial institutions. In this regard, full implementation of the memorandum of understand- 
ing (MOU) that was signed by the Department and the FSB in December 1998, and which 
was discussed in the Department’s 1998 Annual Report, was regarded as essential. 

The salient features of the MOU, which has formally been implemented, are mutual assist- 
ance and exchange of information, provision of unsolicited information, referrals, permis- 
sible uses and confidentiality of information, supervision of financial conglomerates and 
day-to-day liaison. As regards the supervision of conglomerates, the Department and the 
FSB are cooperating very closely on the development and implementation of principles and 
methodologies in line with internationally recognised principles and techniques. The two 
regulators have also continued to hold executive meetings on other topics of mutual inter- 
est, such as, amongst others, personal account trading, incentives (such as share-option 
schemes) for staff in private-sector financial institutions and contingency planning for finan- 
cial-system crises. The closer cooperation between the Department and the FSB is also 
discussed in Chapter 2 of this report. 

Liquidity-management framework and payment system 

The FSAP mission recommended that consideration be given to the elimination of banks’ 
vault cash in the calculation of their reserve requirements. This would level the playing-field 
for banks and reduce the need for special foreign swaps. 

The South African Reserve Bank Act, 1989, was therefore amended. Instead of banks’ 
vault cash being allowed to qualify as cash-reserve requirements, the South African 
Reserve Bank (SARB) will determine the percentage of vault cash to qualify as cash 
reserves. The SARB has, however, not yet made a final decision on the percentage of 
vault cash, if any, that will qualify as banks’ cash-reserve requirements. 
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connected lending 

controlling shareholders 

Banking regulation and supervision 

With regard to banking regulation and supervision, the FSAP mission made six recommen- 
dations. 

A Connected lending and shareholder control 

The FSAP mission regarded the Bank Supervision Department as an effective supervisor 
and in broad compliance with the Core Principles for Effective Banking Supervision. 
Although the Department was addressing existing gaps in compliance with the Core 
Principles, the mission recommended the introduction of more comprehensive powers to 
deal with connected lending and controlling shareholders. 

Connected lending is addressed in section 77 of the Banks Act and regulation 34, pertain- 
ing to the form DI 700 (restriction on investments, loans and advances), of the Regulations 
relating to Banks. In terms thereof, a bank’s investments, holding of preference shares, 
loans or guarantees to any of its associates shall not at any time exceed 10 per cent of the 
bank’s liabilities, excluding capital and reserves. Furthermore, in terms of regulation 22, 
pertaining to the form DI 401 (consolidated return), of the amended Regulations, a bank 
has to report particulars of all exposures entered into with an entity within the banking 
group that result in the banking group being exposed to an amount exceeding 1 per cent of 
its qualifying capital and reserves. Banks also have to indicate whether such loans were 
granted on the same terms and conditions as loans granted to any other party. 

Controlling shareholders are addressed in the above-mentioned regulation 22 of the 
amended Regulations, as well as sections 37(7) and 42 of the Banks Act. Regulation 22, 
together with the form DI 401, deals with connected lending, as well as group capital ade- 
quacy, group large exposures, intragroup exposures and group currency risk. Section 
37(7) of the Banks Act defines an “associate” as a bank’s subsidiary or controlling com- 
pany, any other subsidiary of that controlling company and any other company of which 
that controlling company is a subsidiary, whereas section 42 of the Act deals with restric- 
tions on the right to control a bank. 

A Eiposure to country risk 

supervision of country risk 
intensified intensified. 

The FSAP mission recommended that supervision of banks’ exposure to country risk be 

In terms of regulation 28 of the amended Regulations, banks have to report the geograph- 
ical distribution of discounts, loans and advances in the form DI 500 (credit risk). The value, 
number of clients and specific provisions made have to be reported on a monthly basis. 

A Depositor protection 

The FSAP mission recommended that the need to use public funds to compensate, even if 
only partially, failed institutions’ depositors be mitigated by the establishment of a well- 
designed deposit-protection scheme. 

deposit-insurance scheme In view of the nature and structure of the retail-banking sector in South Africa, the need for 
a deposit-insurance scheme had been identified by the Minister of Finance. A report on the 
work done during the year under review to implement such a scheme in South Africa fol- 
lows in Chapter 2 of this report. 

A Lender-of-last-resod procedures 

LOW support only to SOIV- The FSAP mission regarded the SARB’s I ender-of-last-resort (LOLR) procedures as appro- 
ent instiutions priate and well designed. The mission recommended, however, that care be taken to 

ensure that LOLR support remained available only to solvent institutions that had adequate 
collateral available, as discussed in the Bank Supervision Department’s 1999 Annual 
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Report. The previous report also spelled out the SARB’s role as LOLR and the precondi- 
tions for LOLR support. 

A Measurement of capital 

In the view of the FSAP mission, the economic value of bank capital might be overstated 
by the existing cross-shareholdings between financial institutions and by the reliance on 
collateral security. Although it was impossible to quantify the extent of the overstatement 
of bank capital resulting from cross-shareholdings, there was consensus that banks would 
remain well capitalised even after the netting out of cross-shareholdings. The FSAP mis- 
sion recommended that the Department and the FSB continue with the project undertaken 
to obtain a more exact measurement of cross-shareholdings between banks and insurance 
companies. 

The Department is following the principles and techniques developed by the Joint Forum 
on Financial Conglomerates, which were discussed in the 1999 Annual Report. The tech- 
niques, which have been developed in line with the principles and methodologies of bank- 
ing, insurance and security supervisors, are successful in eliminating any double counting 
of capital. The Department and the FSB are cooperating very closely on this issue. 

In addition, the issue has been addressed in both regulation 21, pertaining to the form DI 
400 (capital adequacy), and regulation 22, pertaining to the form DI 401 (consolidated 
return), of the amended Regulations, by the inclusion of cross-shareholdings as impair- 
ments against both bank capital and group capital. Large cross-shareholdings of capital 
can permit difficulties in one entity to be transmitted quickly to other entities in a group. 
Since none of the reciprocal holdings represent externally generated capital, existing cross- 
shareholdings within a banking group should be phased out. 

A Overreliance on collateral 

In the view of the FSAP mission, there was clearly some danger in overreliance on collateral 
in the management of credit risk. Since prices of collateral were subject to market and Ii- 
quidity risks, particularly in times of market pressures, valuation of collateral might be diffi- 
cult. The mission recommended that this issue be addressed, since it might become crit- 
ical if the prices of collateral were to plummet and banks had to face large, unexpected 
losses. 

In order to ensure compliance with international best practice, the Bank Supervision 
Department incorporated explicit and mandatory loan-classification and provisioning rules 
into the amended Regulations relating to Banks, as reported in 1999 Annual Report. As a 
result of, amongst other supervisory activities, the on-site reviews of banks’ asset quality 
undertaken during 2000, it also became apparent to the Department that, in certain limited 
instances, the bad- and doubtful-debt position had been downplayed somewhat, because 
of management’s relatively optimistic valuations of security. Where appropriate, the 
Department brought such instances to the attention of banks’ boards of directors and 
external auditors and required them to pay specific attention to the methodologies 
employed for the valuation of the security taken into account in respect of bad and doubtful 
debtors. 

Financial services for small and medium-sized enterprises and low- 
income groups 

The FSAP mission made recommendations on four aspects pertaining to the provision of 
financial services to underserviced enterprises and groups. 
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A Finance for private-sector enterprises 

The FSAP mission recommended that factoring, leasing and venture-capital companies be 
supported by expanding the role of independent institutions, promoting the development of 
markets for commercial paper and corporate bonds and encouraging institutional investors 
to play a bigger part in supporting non-bank financial intermediaries, while maintaining pru- 
dent levels of risk diversification. 

alternative methods of 
financing SMMEs 

As indicated earlier in this chapter, the Bank Supervision Department made a presentation 
on alternative methods of financing small, medium and micro enterprises (SMMEs) to the 
Parliamentary Portfolio Committee on Finance. In this presentation, the development of 
markets for commercial paper and corporate bonds was discussed as an alternative 
method of financing SMMEs. The issue is currently being investigated further by a sub- 
committee of the Policy Board for Financial Services and Regulation. 

A Consumer protection in the microlending industry, and funding for microlenders 

The FSAP mission was of the view that the authorities faced a difficult challenge in ensuring 
adequate consumer protection in the microlending industry. In order to offer more effective 
consumer protection, the mission recommended the enactment of a National Consumer 
Credit Act, with “truth-in-lending” provisions, to replace the Usury Act, 1968, and to apply 
to both banks and registered microlenders. In order to help to extend the reach of the 
financial system into rural and low-income communities, the mission also recommended 
strengthening of the role of credit unions and the promotion of employer-based institutions, 
perhaps by a gradual increase in the limit on aggregate deposits of R1 0 million before such 
institutions would fall under the full rigor of the Banks Act. 

Furthermore, the FSAP mission recommended that microlenders be supported with new 
sources of funds, such as large deposits or commercial paper issued to institutional 
investors. 

wholesale deposits The Bank Supervision Department agreed that non-traditional retail-lending institutions 
should be allowed to take wholesale deposits from corporate investors. After research and 
consultation, a suitable exemption notice under the provisions of the Banks Act will be 
drafted in order to provide explicitly for accredited institutions lawfully to solicit or take 
wholesale deposits, that is, deposits of not less than R1 million. Since the proposed notice 
would not allow retail deposit-taking, the notice would affect only the wholesale deposits of 
larger investors that are able to assess the risks involved. 

funding for microlenders In addition, funding for microlenders by way of commercial-paper issues is being addressed 
in the Collective Investment Schemes Control Bill, 1999, drafted under the auspices of the 
Financial Services Board. 

A Credit information 

sharing of information In the view of the FSAP mission, it would be highly beneficial to strengthen credit informa- 
tion by encouraging wider sharing of both positive and negative information on credit and 
non-credit payments among banks, microlenders, retailers, public utilities and municipal- 
ities. 

The Bank Supervision Department has recognised the advantages of establishing a public 
credit registry (PCR) in South Africa. The data contained in such a PCR would not only be 
useful to banks, other financial intermediaries and retailers, but also to the regulators in the 
supervision of financial institutions and the maintenance of systemic stability. As discussed 
in Chapter 2 of this report, the Department is currently undertaking investigations and 
research in this regard. 
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HUMAN-RESOURCE PLAN 

1 employment equity As reported in the 1999 Annual Report, the Bank Supervision Department is shaping its 
employment plan to accord with the philosophy of promoting equity through diversity, in 
line with the 2005 human-resource (HR) plan of the South African Reserve Bank (SARB). 
The main aim of this plan is to promote employment equity in the SARB. Another import- 
ant aim is to ensure a competent and motivated workforce, capable of performing, in the 
case of the Department, the tasks of a supervisor and regulator and, thereby, enabling the 
Department to contribute to the larger enterprise of South Africa and the Southern African 
subcontinent. 

1 SARB’s 2005 HR plan In brief, the SARB’s 2005 HR 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 drawing up its HR plan to meet this target, the 
Department took cognisance of the need to retain the corporate and organisational mem- 
ory within a transforming and ever changing banking and financial environment. 

1 initiatives 

1 focusareas 

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. In 
this regard, it should be noted that the designated group includes Africans, Coloureds, 
Asians, females and disabled persons. 

At the end of 2000, 40 per cent of the Department’s workforce was black (that is, African, 
Coloured and Asian). In terms of gender, 59 per cent of employees were males and 41 per 
cent were females. Since the workforce profile was still biased in favour of white em- 
ployees, the Department continued to implement a number of initiatives, including: 

A Recruitment of candidates from the designated group for intensive training, develop- 
ment and subsequent placement, including at managerial level. 

A Fast tracking of deserving current employees from the designated group and an 
increase in the intake of cadets. In this regard, one staff member from the designat- 
ed group was identified to study full time at a university and has completed the first 
year of study of a four-year law degree. The current intake of cadets stands at six. 

In view of the need for human resources in the Financial Stability Unit and the On-site 
Supervision Division, as well as the more onerous regulatory and supervisory burden that is 
likely to arise from the new Capital Accord, the Department envisages having to increase its 
staff complement further. This will be done in line with the SARB’s HR for 2005 and should 
help to increase capacity throughout the Department. 

ISSUES THAT WILL RECElVE PARTICULAR ATTENTION DURING 2001 

During 2001, the Bank Supervision Department, including the Financial Stability Unit, will 
focus on, amongst others, the following issues, which are discussed elsewhere in this 
report: 

A Continued involvement in financial-stability issues, including, amongst other things, 
research and monitoring of international stability developments, participation in sub- 
committees of the Financial Stability Forum and other standard-setting forums, parti- 
cipation in projects with financial-stability implications of the Policy Board for Financial 
Services and Regulation, participation in the debate on the regulatory architecture for 
South Africa, and cooperation on stability issues with other agencies in South Africa 
and other departments of the South African Reserve Bank. 

A Further research on contingency planning for the handling of financial-system distress 
and consultation in this regard with other stakeholders, such as the National Treasury 
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and the Financial Services Board. 

A Ongoing monitoring of a wide range of indicators identified as warning signals of dis- 
tress in banks. 

A Monitoring of the implications of the proposed new Capital Accord on the regulatory 
framework and supervisory procedures, and hosting of a workshop on the new 
Accord. 

A 

A 

Further participation in the work of the Core Principles Liaison Group, particularly as 
regards compliance with the Core Principles for Effective Banking Supervision. 

Further refinement of the approach to, and procedures for, the consolidated supervi- 
sion of banking groups and, in collaboration with the Financial Services Board, of the 
supervision of financial conglomerates. 

On-site reviews of banks’ asset quality, including follow-up assessments of banks 
previously reviewed. 

A 

A 

A 

Further investigation of alternative methods of financing small, medium and micro 
enterprises. 

Further work on a relevant regulatory framework and environment for the develop- 
ment of informal banking, with the emphasis on the provision of finance to all. 

A Investigation into and research on the development of a public credit registry in South 
Africa. 

Management of and participation in the project on a deposit-insurance scheme for 
South Africa. 

A 

Investigation and combating of illegal deposit-taking schemes, underpinned by con- 
tinued investor-education initiatives. 

A 

A Monitoring of developments with local anti-money-laundering measures and the im- 
plications thereof for the banking regulatory framework. 

Continued monitoring of banks’ liquidity profiles. A 

A Continued evaluation of trading banks’ capital-adequacy calculations and of the 
models used for this purpose. 

Greater emphasis on the surveillance of new financial products, such as credit deriv- 
atives and asset securitisation, and investigation of guidelines for the capital-adequa- 
cy treatment of credit derivatives. 

A 

A Research on solutions to the regulatory problems and risks associated with so-called 
virtual banks and Internet banking, as well as the implications of electronic commerce 
for the banking regulatory framework and the banking sector. 

A Ongoing review of banking legislation to ensure that it keeps pace with local and inter- 
national developments and standards pertaining to banks. 

Focus on the compliance function as a flavour-of-the-year topic in the annual trilateral 
discussions and regular prudential meetings with banks. 

A 

A Monitoring of the compliance of preference-share investment structures with the 
regulatory requirements. 

A Amendment of the legislation on asset securitisation and the issuing of commercial 
paper. 
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A 

A 

Planning and coordination of the next biennial International Conference of Banking 
Supervisors, to be hosted by South Africa, in Cape Town, in 2002. 
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. 

A WORD OF THANKS 

As in previous years, 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. I 
also wish to express particular thanks to the Chairperson of the Policy Board for Financial 
Services and Regulation and the Governor and Deputy Governors of the South African 
Reserve Bank for their cooperation, guidance and support, without which my staff and I 
would find it extremely difficult to fulfil our tasks. Once again, my staff and I greatly appreci- 
ate the cooperation received from the many organisations and individuals with whom this 
Department had contact during the past year - to name but a few, particular thanks go to 
the Chief Executive of the Financial Services Board and his staff, the senior executives of 
banking institutions, The Banking Council South Africa, the Standing Committee for the 
Revision of the Banks Act, 1990, the staff of the South African Reserve Bank, the East and 
Southern Africa Banking Supervisors Group, the Basel Committee on Banking Supervision 
and the Financial Sector Assessment Program mission of the International Monetary Fund 
and World Bank. 

As can be seen from the above list of focus areas for 2001, the Department’s workload is 
continuing to increase in line with the many and diverse developments in the local and 
international financial arena. Therefore, I wish to extend a special word of thanks to my 
staff for handling their growing workload with professionalism, dedication and enthusiasm. 

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