
CHAPTER 2 

As in previous years, this chapter deals ‘with some of the most important regulatory and 
supervisory trends and developments, both locally and internationally, during the year under 
review. 

NEWS FROM THE BASEL COMMITTEE ON BANKING SUPERVISION 

standard-setting body for 
banking supervision 

The Basel Committee on Banking Supervision is acknowledged to be the standard-setting 
body for banking supervision. Therefore, banking supervisors worldwide pay great atten- 
tion to any developments emanating from the Committee, and the Bank Supervision 
Department is certainly no exception. 

Of particular interest and relevance during 2000 was the Basel Committee’s progress with 
the proposed new Capital Accord. Of particular relevance to supervisors from countries 
not forming part of the Group of Ten (G10) was the work of the Working Group on Capital, 
which comprises the non-G1 0 countries represented on the Core Principles Liaison Group, 
the International Monetary Fund (IMF) and the World Bank. 

higher supeMsoly and 
compliance burden, 
because of Accord’s 
greater complexity 

internal rating-based 
approach to credit risk 

New Capital Accord 

In the previous Annual Report, the Bank Supervision Department reported comprehensively 
on the proposed new capital-adequacy framework, issued by the Basel Committee on 
Banking Supervision in June 1999. During 2000, this framework, now generally referred to 
as the new Capital Accord, continued to constitute the core business of the Basel 
Committee, which intends to produce a sound and credible framework for capital regulation 
globally. 

As mentioned in Chapter 1 of this report, the new Capital Accord will evidently bring with it 
a higher supervisory and compliance burden, because of the Accord’s greater complexity. 
Although the Basel Committee regards this burden as justified by the envisaged contribu- 
tion to global financial stability, supervisors from non-G1 0 had expressed concern about 
such a higher burden, amongst others, because of resource constraints in those countries. 
Much work still needs to be done on the standardised approach in order for the Accord to 
be generally acceptable to both G10 and non-G10 countries. The Basel Committee, there- 
fore, continued its dialogue with the banking industry, the supervisory community and other 
interested parties. 

The new Accord is an attempt to adapt to new developments and instruments and to be 
neutral towards financial innovation. Although the aim is not to stifle innovation, the new 
Accord is not intended to encourage capital arbitrage. 

As discussed in the 1999 Annual Report, the new Capital Accord is based on three pillars, 
namely, minimum capital requirements, a supervisory review process, and effective use of 
market discipline, through minimum disclosure standards. With regard to the first pillar, a 
material development was the internal rating-based approach to credit risk. Since the 
board of directors and management of a bank have, or ought to have, the most complete 
understanding of the risks that their bank faces, the board and management have primary 
responsibility for the management of these risks. Internal ratings are intended to become 
an integral part of a bank’s risk-management process and its own assessment of capital 
adequacy before such ratings may be applied in the determination of the bank’s statutory 
capital requirement. 
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supervisory review will be a 
critical complement to min- 
imum capital requirements 

Supervisory review of capital, the second pillar of the new Accord, will be a critical comple- 
ment to minimum capital requirements. Supervisors will have to evaluate how well banks 
are assessing their capital needs relative to their risks, including whether banks are appro- 
priately addressing the relationship between different types of risk. 

guidance on what disclos- 
ures 

In January 2000, the Basel Committee published a further consultative paper on the third 
pillar of the new Capital Accord. The paper provides detailed guidance on what disclos- 
ures should be made in order to advance the role of market discipline in the promotion of 
bank capital adequacy. 

Market discipline performs an essential role in ensuring that the capital of banking institu- 
tions is maintained at adequate levels. Since effective public disclosure enhances market 
discipline and allows market participants to assess a bank’s capital adequacy, disclosure 
can be a strong incentive for banks to conduct their business in a safe, sound and efficient 
manner. The Bank Supervision Department has therefore included a regulation on public 
disclosure in the amended Regulations relating to Banks. As discussed in the 1999 Annual 
Report, the particular regulation prescribes minimum requirements for disclosure of. 
amongst other matters, a bank’s capital adequacy. 

As indicated in Chapter 1 of this report, the new Capital Accord is expected to be finalised 
by the end of 2001, for implementation in 2004. 

Work of Core Principles Liaison Group 

Core Principles provide a 
benchmark 

The Basel Committee’s Core Principles for Effective Banking Supervision, one of the twelve 
key standards for sound financial systems referred to in Chapter 1 of this report, were dis- 
cussed comprehensively in the past three annual reports of the Bank Supervision 
Department. Suffice it to say that the objective of the Core Principles is to provide a 
benchmark against which the effectiveness of bank-supervisory requirements can be 
assessed. In other words, the Core Principles set out the basic features of an effective 
bank-supervisory regime. 

increased pressure to 
implement 

As indicated in other chapters of this report, owing to international financial-stability con- 
cerns, there is increased pressure on countries to implement the Core Principles. The 
work of the Core Principles Liaison Group, on which the Registrar of Banks is honoured to 
serve, is specifically directed at effecting the successful implementation of the Core 
Principles. 

During the year under review, the Core Principles Liaison Group not only focused on the 
implementation of the Core Principles, but devoted much of its efforts to the new Capital 
Accord. 

Focus on new Capital Accord 

internal rating-based 
approach to credit risk 

With regard to the first pillar of the new Capital Accord, the Basel Committee briefed the 
Core Principles Liaison Group on the latest thinking regarding the internal rating-based 
(IRB) approach to credit risk and the resulting improvements to the standardised approach 
to the risk weighting of banks’ credit risk that are likely to result from the lessons learnt dur- 
ing the preparation of the IRB approach. The Working Group on Capital, to which refer- 
ence was made earlier in this chapter, stressed that the IRB approach should be devel- 
oped further to ensure its robustness, since many banks in industrialised countries were 
likely to implement this approach. The Working Group was further of the opinion that 
supervisors from non-G10 countries had to have to a good understanding of the IRB 
approach, since many G10 banks, which would be regulated under this approach, had 
branches or subsidiaries in non-G1 0 countries. 

necessary to distinguish 
bewtween issues 

With regard to the second pillar (supervisory review) of the new Accord, the Working Group 
on Capital reported to the Liaison Group that it was necessary to distinguish between two 
issues: 
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need for specific guidelines 

procyclicality 

international accounting 
stand a r d s 

other issues 

IMF reported its views 

A 

A 

The circumstances under which a country should have a higher capital ratio (in excess 
of 8 per cent) for all its banks. 

The conditions under which capital ratios should be higher for individual banks. 

The Working Group was of the opinion that the Basel Committee should provide specific 
guidelines on the circumstances in which the capital ratios should be higher either for the 
entire banking industry in some countries, or for individual banks. 

Some members of the Working Group on Capital remained of the opinion that the Basel 
Committee should address the issue of procyclicality, that is, the effect of the business 
cycle on credit quality. In this regard, the Basel Committee noted that there was definitely a 
correlation between the business cycle and credit risk, the challenge being to find the 
proper balance. The Research Task Force of the Basel Committee is currently working on 
a paper to address this issue. 

With regard to the third pillar (market discipline) of the new Accord, the Working Group 
noted that international accounting standards were the key to more effective disclosure. 
The Basel Committee supported the view that accounting was an important issue for the 
near future. The Working Group proposed a gradualist approach, initially focusing on core 
disclosure. 

With regard to other issues, the Working Group on Capital was of the view that: 
I 

A The scope of application of the new Capital Accord should be extended to invest- 
ments in financial entities in the banking group. 

A The distinction between the banking and the trading book should be examined more 
closely, particularly in respect of emerging market instruments. 

A With regard to the treatment of interest-rate risk in the banking book, the volatility of 
the banking book in non-G10 countries was likely to be higher than in G10 countries. 

A Trading-book techniques should be used to measure the interest-rate risk of the 
banking book. 

I 
The IMF also reported its views on the proposed new Capital Accord to the Core Principles 
Liaison Group and indicated that: 

A IMF staff supported both the general objectives of the new Accord and the three-pillar 
approach. 

A The Basel Committee should strongly encourage all countries to apply the new stand- 
ards to all banks, including domestic banks. 

A External ratings for the determination of risk weightings were likely to play a smaller 
role than initially thought. 

A Rapid progress was needed to provide guidance on or standards for asset valuation, 
loan classification and loan-loss provisioning, as well as internationally consistent 
capital calculation. 

A The time frame for implementation by developing and transitional countries would 
have to be considered carefully. 

Assessment of compliance with the Core Principles 

During the year under review, the IMF presented a draft report, prepared in collaboration 
with the World Bank and providing a preliminary summary analysis of the assessments of 
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ESAF Website 

The ESAF Website was launched on 31 March 2000. By enabling the distribution of ESAF- 
related information and documentation, the Website will enhance communication in the 
region. It will also enhance cooperation among the region’s supervisors, since they can 
make use of the interactive part of the Website to discuss urgent issues and other 
supervisory matters. 

Deposit-insurance scheme for the region 

The Executive Committee decided that a report on deposit-insurance schemes in various 
member countries should be compiled and discussed. The objective is to determine min- 
imum standards for and a common approach to deposit insurance in the region. 

Regional banking supervisory guidelines 

It was decided that efforts should be pooled to issue guidelines on general supervisory 
subjects to banks. This will require inputs from all regional supervisory bodies. Work has 
commenced on electronic-banking guidelines. Once agreement on the guidelines has 
been reached, they will be issued by all supervisory bodies forming part of ESAF. 

Heads of Supervision Workshop 

The fifth ESAF/IMF/World Bank Heads of Supervision Workshop was held in Kenya, in 
June 2000. The theme of the workshop was the regulation of micro-finance institutions and 
other topical bank-regulatory issues. 

Courses in banking supervision 

regionally focused seminars 
and workshops 

Attendance of training courses in Basel, Switzerland, has significant cost implications for 
representatives of countries outside the European Union. The Financial Stability Institute of 
the Bank for International Settlements, therefore, decided to present regionally focused 
seminars and workshops in various parts of the world. The first regional seminar for ESAF 
members was held in Mauritius, during the year under review. The seminar, which covered 
credit risk, was attended by 22 participants from 13 ESAF countries, including two particip- 
ants from South Africa. 

At the invitation of the National Bank of Agriculture and Rural Development (NABARD) in 
India, the Bank Supervision Department again presented two courses in Lucknow, India, 
which were attended by 49 representatives of NABARD. 

intermediate course in 
banking supervision 

The Department also successfully hosted an intermediate course in banking supervision in 
Pretoria, from 28 August to 8 September 2000, attended by 31 participants from 10 of the 
16 ESAF member countries. As in previous years, a one-day seminar on updates and 
trends in bank supervision preceded the ESAF course. The some 170 participants includ- 
ed representatives of the banking sector, external auditing firms, the financiat press and the 
central bank. The speakers from the Bank for international Settlements, the Federal 
Reserve System, the International Monetary Fund and the South African Reserve Bank 
covered the following topics: 

topics covered A The Basel Committee’s recent work, with specific reference to the new Capital 
Accord, risk management and corporate governance. 

A Safeguarding of the consumer: the role of the supervisor in a competitive banking 
system. 

A Latest trends in securitisation and credit enhancemenr 

A The role of micro-finance institutions in the financing of small, medium and micro 
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enterprises. 

joint quarterly report 

projects that received 
attention 

on-site supervision became 
fully operational 

has enabled the Depart- 
ment to benchmark the 
risk-management practices 
of banks 

asset-quality assessment 

As part of its ongoing initiative to work with central banks in Southern Africa on technical 
bank supervisory training, the South African Reserve .Bank has indicated its willingness to 
host further courses in bank supervision in 2001. 

COOPERATION AT LOCAL LEVEL 

The Bank Supervision Department and the Financial Services Board (FSB) took their active 
liaison, cooperation and information sharing, underpinned by the formal memorandum of 
understanding referred to in Chapter 1 of this report, a step further during 2000. The regu- 
lators’ Executive Committee, which meets on a quarterly basis, submits a joint quarterly 
report to the Policy Board for Financial Services and Regulation. The purpose of this report 
is to provide information on, firstly, the projects to which the regulators are attending and 
the progress made therewith and, secondly, new developments in the regulatory field and 
the possible future implications thereof for the financial system in South Africa. 

Among the projects that received attention in 2000 were personal account trading and the 
implications thereof for financial institutions, contingency planning for the handling of dis- 
tress in the financial system, consumer education and prevention of crime and fraud. As 
indicated earlier in this chapter, much of the cooperation between the Department and the 
FSB related to consolidated supervision. This included identification of a lead supervisor for 
each financial conglomerate in South Africa and issues pertaining to the assessment of 
group capital adequacy for these financial conglomerates. 

Since this interaction proved to be as inv I luable as in previous years, the Department looks 
forward to continued improvement in 2001. 

IMPLEMENTATION OF ON-SITE SUPERVISION 

As envisaged in the 1999 Annual Report, the process of on-site supervision became fully 
operational during the year under review. The Bank Supervision Department’s human- 
resource capacity was expanded, and a number of on-site reviews were undertaken during 
the year. 

The implementation of on-site supervision has enabled the Department to gain valuable 
insights into the risk-management practices employed by banks in the conduct of their day- 
to-day credit operations. The process has also enabled the Department to benchmark the 
risk-management practices of individual banks against best-practice standards and general 
banking practice. Any weaknesses identified during such reviews were brought to the 
attention of the particular bank’s management, in order to facilitate the institution of remedi- 
al action. During the credit reviews, attention was also given to the implementation of 
sound corporate-governance practices by the banks in the conduct of their credit opera- 
tions. 

The asset-quality assessments conducted have enabled the Department to evaluate the 
quality of the asset portfolios of individual banks and to draw the attention of bank manage- 
ment to the importance of ensuring that prudent practices are employed in the determina- 
tion of provisions for credit losses. The asset-quality reviews have also enabled the 
Department to assess the readiness status of banks for the implementation of the require- 
ments pertaining to credit risk of the amended Regulations relating to Banks. Furthermore, 
the assessments have enhanced the Department’s capacity to evaluate the reasonableness 
and reliability of information relating to credit and counterparty exposures submitted by 
banks. The reviews undertaken to date have highlighted the critical importance of good 
management information systems, utilised by competent personnel, as part of the infra- 
structure necessary for an effective credit-risk management process. Shortcomings that 
were identified were brought to the attention of the banks concerned and were followed up 
by the analysts responsible for supervision of the particular banks. In general, the attitude 
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ongoing process 

of the banks reviewed during 2000 was positive and cooperative. This was of great help in 
ensuring the successful implementation of the on-site supervision process. 

The Department is satisfied with the progress made during the first year of on-site reviews. 
Since such reviews are seen as an ongoing process, the Department will undertake follow- 
up on-site visits to banks previously reviewed in order to reassess the operation of their 
risk-management systems. 

EARLY WARNING SYSTEMS FOR BANK-FAILURE PREDICTION 

complex econometric 
model 

The banking crises of the 1990s emphasised the need to model the relationship between 
financial environment volatility and the potential losses faced by financial institutions owing 
to correlated market and credit risks. As reported in the 1999 Annual Report, a complex 
econometric model on bank stability was populated with data obtained from the Bank 
Supervision Department and selected banks during the 1999 pilot Financial Sector 
Assessment Program (FSAP) referred to in Chapter 1 of this report. The results of the 
model became available during 2000. 

identify potential risks The model explicitly links changes in the relevant variables characterising the financial envir- 
onment and the distribution of possible future bank-capital ratios. The model allows banks 
and the Bank Supervision Department to identify potential risks before they materialise and 
to make appropriate adjustments to bank-portfolio credit qualities, sector and regional con- 
centrations, and capital ratios, on a bank-by-bank basis. The model was applied to select- 
ed South African banks and assessed the correlated market and credit risks associated 
with business lending, mortgage lending, asset and liability matches, foreign lending and 
borrowing, direct equity, real estate and gold investments. Other risk-assessment method- 
ologies that measure market risk and credit risk separately do not capture these various 
interactions and, thus, often do not estimate the overall risk levels correctly. 

larger banks well capk- 
alised 

The main result of the model indicated that the distribution of future bank-capital ratios was 
healthy and that the larger banks were well capitalised in relation to their risk levels. 
Exercises performed to test the short-term robustness of the selected South African banks 
to a credit-risk shock suggested that the selected banks had sufficient provisions and 
excess capital to absorb the potential short-term losses, whilst remaining in compliance 
with the capital-adequacy ratio of 8 per cent. 

The Bank Supervision Department will continue to monitor the behaviour of a wide variety 
of indicators as warning signals of distress in banks. 

CONTRIBUTION TO SOCIAL UPLIFTMENT BY THE BANKING SEC- 
TOR 

banks use “other people’s 
money” 

For a number of years, efforts have been underway in South Africa to encourage the bank- 
ing sector to make a greater contribution to social upliftment in the country. Banks accept 
deposits from the general public and invest these savings of the nation in profitable busi- 
nesses. Because banks use “other people’s money”, they tend to be conservative and are 
run on a strict profitability basis. Banks, therefore, prefer to lend to low-risk borrowers and 
avoid lending to high-risk borrowers. As private enterprises, banks also have no, or at least 
little, ability to consider the social benefits of holding assets, since their investment evalu- 
ation is limited to economic criteria. Consequently, the capital resources available to 
finance certain socially important economic segments are limited. 

Disclosure of lending for housing purposes 

As previously reported, the South African Government, through the Department of 
Housing, decided in 1997 to investigate the possible introduction of legislation to promote 
increased lending, specifically for housing purposes, and fair lending practices by financial 
institutions, through increased disclosure of such credit extension. To this end, the Home 
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Home Loan and Mortgage 
Disclosure Act 

Loan and Mortgage Disclosure Act, 2000, was promulgated on 15 December 2000. 

The objective of the Act is to promote fair lending practices, by requiring financial institu- 
tions to disclose information on their provision of home loans. It is, however, not the inten- 
tion of the Act to promote, in any way, unsound home-loan lending practices by financial 
institutions. The Act also provides for the establishment of an Office of Disclosure and mat- 
ters connected therewith. Therefore, the Registrar of Banks and the Director General of the 
Department of Housing held discussions on the future interaction between their respective 
offices with regard to the collection of information and analysis of data. 

CREDIT BUREAUS FOR PUBLIC AND PRIVATE CREDIT-INFORMATION 
PURPOSES 

As discussed in the 1999 Annual Report, some central banks and bank supervisors in Latin 
America, Europe and East Asia have developed in-house credit-information registries in 
order to strengthen their supervision through the use of detailed loan information and to 
distribute the information to the financial system in some form. Unfortunately, there is no 
clear direction from experts on the appropriate policy to support the development of a cen- 
tralised credit-information bureau. 

The World Bank and other multilateral institutions are increasingly being approached for 
advice on and technical assistance with the establishment of public credit registries (PCRs) 
in central banks or bank-supervisory agencies. The primary objective in the establishment 
of a PCR, as opposed to a private credit bureau, is to assist with the assessment of credit 
risk by supervisors of financial institutions and to improve the supervision of financial institu- 
tions. A successful PCR is not necessarily a prerequisite for an effective supervisory envir- 
onment, or for a well-developed financial system. A PCR, however, could be helpful in 
improving, firstly, the quality of supervision and, secondly, the information available to finan- 
cial institutions in order to make informed decisions. 

primary objective of a PCR 

Should a decision be made to establish a PCR for supervisory purposes, the supervisory 
authority would be able, firstly, to obtain data timeously on the total debt exposure of bor- 
rowers and associated groups of borrowers and, secondly, to determine the riskiness of 
bank portfolios. Such a PCR would also improve banks’ provisioning policy for bad debts 
by developing a common information base on borrower quality, thereby ensuring that the 
same borrower is not treated radically differently by different institutions. Furthermore, if the 
exposures of large corporate borrowers to banks were to be monitored more closely by 
means of a PCR, the probability of such borrowers having a systemic impact on the bank- 
ing system would be reduced. 

As indicated in Chapter 1 of this report, the Bank Supervision Department will continue to 
investigate and research the establishment of a PCR in South Africa. 

INFORMAL AND ALTERNATIVE FINANCIAL AND BANKING SERVICES 

As indicated in Chapter 1 of this report, the need to provide access to finance and banking 
services to all remains not only topical, but is gaining in importance in South Africa. During 
the year under review, continued attention was given to the formalisation of the microlend- 
ing industry. Further attention was also given to the provision of banking and financial ser- 
vices to rural communities and alternative means of increasing access to finance for small, 
medium and micro enterprises. 

Formalisation of the microfinance industry 

As reported in the previous Annual Report, the regulatory framework for the microlending 
industry, which is continuing to show sustained growth, became concrete in 1999, when 
the Micro Finance Regulatory Council (MFRC) was established. 
During the year under review, the Department of Trade and Industry published a report, 
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major trends in rnicrofi- 
nance 

dangers of overindebted- 
ness 

consumer-protection 
advice 

titled “Report on costs and interest rates in the small loans sector”, as a notice in the 
Government Gazette of 21 July 2000. The scope of the report was limited, in that only 
interest rates were highlighted to determine the cost to the borrower. The report itself con- 
cluded that the mere fixing of an interest rate at a specific level was a naive approach to 
the regulation of the microlending sector. Cognisance should, however, be taken of the 
major trends in microfinance in South Africa that were highlighted in the report: 

A Increased formalisation of the industry 

Since the establishment of the MFRC, many new microlending firms had been registered. 
This trend would continue, and competition among suppliers would increase. In this 
regard, it may be interesting to note that, during 2000, the MFRC registered 1 357 lenders, 
with 6 708 branches, and that the applications of a further 323 lenders, with 1 01 6 branch- 
es, are currently being processed. Approval of these applications would bring the total to 
1 680 registered lenders, with 7 724 branches. 

A Increased interest in microlending by the formal financial sector and commercial- 
banking sector 

Some nine of the larger clearing banks had registered a microlending institution since the 
creation of the MFRC. This trend was also expected to continue. 

A Increased direct formal investment in microlending 

Funds were being raised on the stock market, or through private placement, for investment 
in microlending. This trend was expected to continue, and other financial products, such 
as bonds, would also play a role in the financing of microlending in the future. 

A Emergence of new players in microlending 

In addition to the formal financial sector, leading retail stores and furniture dealers were 
becoming active in microlending. For some general retail outlets, their existing client base, 
knowledge of their clients, existing credit systems and credit-scoring abilities were making 
microlending a reasonable investment. As long as microlending remained profitable, this 
trend would continue. 

A Increased levels of client indebtedness 

The figures from the Government’s Persal system, which constitute the best time-series 
data available, showed that, since the increased formalisation of the sector in 1999, there 
had been an unprecedented push towards increasing the amounts of credit in the sector. 
This trend should be analysed further, and lenders should endeavour to stem the tide of 
credit growth. 

The Bank Supervision Department is in broad agreement with the recommendations of the 
above-mentioned report. The Department believes that both borrowers and lenders 
should receive more education. In particular, education on the dangers of overindebted- 
ness should receive urgent attention, in order to assist in breaking the debt spiral in South 
Africa. Greater transparency and availability of information, in the form of, for example, a 
public credit registry, would allow lenders to identify the level of debt exposure already 
incurred by an individual. Such a loans register would also restrict access to credit by an 
individual, thereby reducing the danger of a borrower becoming overindebted. 

During 2000, the MFRC took steps in the above regard. Firstly, the MFRC started educat- 
ing consumers about their rights when borrowing from microlenders. The consumer-pro- 
tection advice issued by the MFRC, in the form of a brochure, included, amongst many 
other issues, that consumers had a right to a written contract, showing all costs and 
charges, before accepting a loan from a registered lender, to request information on the 
interest rate, as well as the calculation thereof, and to a statement, showing the cost of the 
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loan, payments made and the remaining balance. Consumers were also warned not to 
borrow more than they needed and to avoid borrowing from one lender to pay another. 

National Loans Register 

wholesale deposits 

increased competition 

codes of conduct 
r 

Secondly, the MFRC launched the National Loans Register (NLR) on 23 November 2000. 
Once it has been implemented, the NLR will provide a lender with information on the exist- 
ing microloans of an applicant and, thereby, enable the lender to assess the potential bor- 
rower's ability to afford a loan before it is granted. Use of the NLR should contribute to 
stability and sustainability in the microlending industry, by promoting responsible lending 
and guarding against reckless lending, allowing microlenders to manage their bad debts 
and providing a mechanism to guard against overindebtedness, thereby also serving to 
protect consumers. 

The Bank Supervision Department participated in the MFRC's lender workshops, which 
were held in Johannesburg, Durban and Cape Town, during July 2000, and which were 
attended by approximately 550 registered lenders. The Department also attended an 
employer seminar presented by the MFR . 

Some issues discussed in the 1999 Annual Report, such as allowing microlenders to take 
wholesale deposits, still remain unresolved. Since the microlending industry is now on a 
firmer footing, and in view of the efforts of the MFRC and other players to formalise the 
industry, further research and consultation in this regard will be undertaken. A suitable 
exemption notice under the Banks Act will then be drafted, as indicated in Chapter 1 of this 
report. Wholesale deposits would enable the microlending industry to advance credit for 
use as operating capital by small, medium and micro enterprises (SMMEs). At present, 
only 4 per cent of the loans advanced by the microlending industry is destined for SMME 
development. 

I 
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As indicated above, the microlending in d ustry is faced with increased competition. Since 
commercial banks are now establishing microlending outlets, the industry will also become 
more diversified. Greater competition may lead to lower interest rates, since interest rates 
will ultimately be determined by the market. 

The codes of conduct of the MFRC and the Association of Microlenders are important vehi- 
cles to formalise the industry further. These codes have to be extended to all microlenders 
to enhance the industry's reputation and to give it its rightful place in the provision of 
finance to the underserviced sectors of the community. 

Development of village financial service cooperatives 

During 2000, the Bank Supervision Department participated in several forums at which the 
concept of village financial service cooperatives (FSCs) was deliberated. The framework 
within which village FSCs in South Africa operate was published as an exemption from the 
Banks Act, 1990, under Government Notice No. 367, in Government Gazette No. 18741 
on 10 March 1998. In terms thereof, village FSCs are regarded as designated institutions 
of which the activities do not fall within the definition of "the business of a bank" in section 1 
of the Banks Act. Consequently, village FSCs may take deposits under certain conditions, 
without being subject to the stringent prudential requirements of the Banks Act. Since this 
exemption noticed expired on 31 December 2000, a new notice was published in 
Government Gazette No. 6974 on 28 December 2000, extending the exemption until 
31 December 2003. 

FSCS may take deposits 
under certain conditions 

self-regulatory bodies 

Since the publication of the first exemption notice, the Registrar of Banks has appointed 
FinaSol and the Financial Services Association as approved self-regulatory bodies for village 
FSCs. Currently, approximately 30 village FSCs, with a combined membership of more than 
6 000, are registered, and five more village FSCs are in the process of being registered. In 
terms of the process that has been established, the two self-regulatory bodies submit 
applications for new village FSCs to both the Registrar of Cooperatives, resorting under the 
Department of Agriculture, and the Registrar of Banks. After scrutiny of an application, the 
Registrar of Banks will make a recommendation to the Registrar of Cooperatives. The two 
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Registrars and the two self-regulatory bodies thus work in close cooperation. 

The vi 
characteristics of FSCs comm 
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llage FSC framework may be an important vehicle to broaden the access of rural 
unities to banking and financial services. In essence, FSCs are member-owned and 
)er-controlled cooperatives, which provide easy and safe access to much needed 
ial services in rural communities. FSCs simplify and reduce the cost of providing 
‘le and effective financial services (savings, loans and fund transmission) to rural com- 
es that have no or limited access to commercial banking services. FSCs are non- 
m organisations, which are open to all persons qualifying within the geographic areas 
ration. Discrimination on the basis of race, gender, religion or political association is 
owed, and FSCs are largely apolitical. 

The Bank Supervision Department also made contact with the Deutsche Genossenschafts- 
und Raiffeisenverband (DGRV - German Cooperative and Raiffeisen Confederation), the 
national apex organisation of the German cooperative sector. In Germany, cooperatives 
have contributed significantly to the development of the economy as a whole, especially to 
the strengthening of the rural areas. 

At the invitation of the DGRV, members of the Department visited Germany, in order to 
gain an understanding of the DGRV’s regulation and supervision of cooperative banks and 
to obtain first-hand experience of such banks. The visit also provided an opportunity to 
obtain the German authorities’ views on the South African approach and on possible modi- 
fications to increase access to basic banking services in rural and peri-urban areas. 

In Germany, cooperative banks, as universal banks, offer the whole range of banking ser- 
vices to both members and, since the 1950s, non-members. In South Africa, on the other 
hand, village FSCs are allowed to have dealings only with their members, as was initially the 
case in Germany. In Germany, all banks, including cooperative banks, are regulated by the 
German Banking Act and only one type of bank licence is issued to all types of bank. The 
German authorities see this as a key factor in the ongoing success of cooperative banks, 
which do not want any special dispensation. As indicated above, village FSCs in South 
Africa operate in terms of an exemption from the provisions of the Banks Act. 

I German cooperative banks 

guarantee fund I’ 

possible lessons 

save first, then borrow 

The German Banking Act contains a broad definition of banking, distinguishes 12 broad 
types of banking service and prescribes different capital and prudential requirements for 
each type of bank, depending on the banking services provided. The licensing authority for 
banks in Germany is the Federal Banking Supervisory Office, which is independent from 
the central bank. In Germany, cooperative banks first register under the Cooperatives Act 
and then receive a licence under the Banking Act. 

During the past number of years, no new licences were issued to cooperative banks, since 
most of these banks are in a process of merging and consolidating, in order to enable 
them ta compete with the other types of bank. Competitive forces, high overheads and 
compliance burdens have made it difficult for very small cooperative banks (with, say, less 
than 10 staff members) to operate in Germany’s competitive banking environment. 

Over 60 years ago, the cooperative banks in Germany established their own guarantee 
fund, which serves to protect the cooperative bank and not the depositor. The fund is 
thus not a deposit-insurance scheme, but indirectly provides depositor protection. The 
success of the German model is evidenced by the fact that there has not yet been a coop- 
erative-bank failure in Germany. 

Possible lessons for FSCs in South Africa arising from the German model 

The German cooperative-banking model holds a number of important lessons for South 
Africa. It became clear that the self-help principle, the main pillar of the German co- 
operative model, is not so well understood, or emphasised, in South Africa. The principle 
of “save first, then borrow”, applied in Germany, should be stressed. In Germany, it was 
also important for cooperative banks to limit their external funding and to grow organically 
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over a long time. Further, it was critically’important for borrowers not to be allowed to bor- 
row beyond their proved means of repayment. This philosophy is regarded as slower, but 
surer and more sustainable, than that currently prevailing in South Africa. 

When the German cooperative movement started, there was a link between cooperative 
banks and agricultural trading cooperatives, in that a cooperative bank provided finance, in 
the form of advances, for implements or seed, against the future delivery of the crop. This 
element was also present in the origirlal South African Sugar Association’s Financial 
Assistance Programme (FAP), but no longer appears to be prevalent. A question that aris- 
es is whether the large commercial farpers’ cooperatives in South Africa, which have 
already implemented the trading aspect, could register as FSCs and “adopt” a village, in 
order to provide assistance and finance tO neighbouring areas. 

ink between cooperative 
banks and agricultural trad- 
ing cooperatives 

In South Africa, cooperative banks could be organised on a regional basis, under another 
cooperative structure, with the purpose of providing: 

purpose 

funding 

A Lender-of-first-resort liquidity assist nce. 7 
A A guarantee fund for FSCs. 

A Audits. 

A Management advice and assistance. 

A 

A Payment and transmission services. 

Training in the management of cooperatives. 

In order to achieve the purpose envisaged above, the role of the two self-regulatory bodies, 
FinaSol and the Financial Services Assodiation, could be extended to include audits of the 
FSCs registered with them and to establigh a guarantee fund. 

Developmental lending should be encouraged in a way that not only channels credit to rural 
areas, but also supports cooperative barhks by providing them with funding. For instance, 
the Kreditanstalt fur Wiederaufbau, a type of development bank in Germany, will place 
funds for an approved, deserving project with a cooperative bank, which takes the credit 
risk and, therefore, ensures that there is no default. In this way, the cooperative bank can 
obtain some funding other than from its qwn community, but without the community’s abili- 
ty to repay being impaired by growth that is too rapid. 

The possibility of a full banking licence for FSCs should also be considered. In Germany, 
the unanimous opinion was that the sudcess of cooperative banks in that country was in 
large part due to the credibility that they enjoyed because they were registered as fully 
fledged banks, regulated under the samei Banking Act as commercial banks. 

ILLEGAL DEPOSIT-TAKING ANI 

As explained in the 1999 Annual Repo 

of the word “bank” and illegal deposit-ta 
as banks. Arising therefrom, the Departr 
the public about the dangers inherent in 
in that regard. 

auxiliary functions of Department in terms of the Banks Act, 
Department 

INVESTOR AWARENESS 

, the auxiliary functions of the Bank Supervision 
390, include the regulation and control of the use 
ng activities conducted by persons not registered 
mt several years ago identified a need to educate 
uch activities and has continued to take initiatives 
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I investigations 

pyramid schemes 

Investigation of contraventions of the Banks Act 

During the year under review, the Department was involved in the investigation and inspec- 
tion of 30 persons and institutions. The Department resolved most of these cases relatively 
easily. When the cases were more complex and of greater magnitude, however, the 
Department employed leading forensic auditing firms to investigate the affairs of the per- 
sons and/or institutions in question and to report their findings to the Department. In this 
regard, the Department closed down the business of 10 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 were repaid. A number of these matters are still 
under investigation. 

The majority of the schemes investigated contained the elements of so-called get-rich- 
quick or pyramid schemes. Although the operation of such schemes has been described 
comprehensively in previous annual reports, the Department considers it necessary to do 
so again, albeit briefly, in the interests of educating and protecting the public. 

Get-rich-quick or pyramid schemes generally promise the public extraordinarily high returns 
on short-term cash "investments" and often purport to have been formed for the purpose 
of advancing some form of social benefit. In order to earn the promised high returns, 
members of the public are usually called upon to pay a membership fee, to deposit a 
chosen or prescribed amount with the scheme for a limited period, in return for the promise 
of exorbitant payouts on the amounts invested, and, in many instances, to introduce a 
specified number of further members. Such further members are then required to follow 
the same procedure, thereby creating a pyramid of a few initial members and numerous 
members at later levels of membership. Since payouts are funded from the contributions 
of new members, such schemes depend to a great extent on the recruitment of new mem- 
bers. In order for everyone to profit, an unlimited number of willing investors have to be 
introduced to the scheme continuously as new members. Simple mathematics, therefore, 
dictates that such a scheme is certain to fail and that participants will lose their invest- 
ments. 

Some of these schemes have claimed to be based on stokvels, credit unions or the cultur- 
ally based "mogodisano" and "letsima" schemes, for which provision to operate legally is 
made by the so-called common-bond exemption from the Banks Act. The provisions of 
this exemption and the differences between such exempted schemes and get-rich-quick 
schemes were described in detail in the 1996 Annual Report. 

'mogodisano" and "letsi- 
ma" schemes 

In the case of a "mogodisano" scheme, a group of people get together under certain rules 
and contribute some money to one person's account in a particular month. In the follow- 
ing month, all members contribute to the account of another member in the group, and the 
procedure is repeated until every member in the group has benefited. In the case of a "let- 
sima" scheme, there appears to be no physical flow of cash, since members pool their 
funds for purposes of investing such funds or utilising the pooled funds to establish a joint 
venture. It is therefore clear that even these historical schemes do not provide for mem- 
bers at any stage to withdraw their contributions and to receive exorbitant returns, as get- 
rich-quick or pyramid schemes do. 

pyramid shemes are pro- Pyramid schemes are regarded as harmful and undesirable and not in the public interest. 
Such schemes are therefore prohibited from functioning in the Republic of South Africa. 
The Bank Supervision Department has taken due cognisance of the epidemic proportions 
that such schemes can reach and the potentially negative impact that they can have on the 
country's economy. The Department is therefore expending much effort on closing down 
such illegal schemes. 

1 hibited from functioning 

Investor education 

The increase in illegal get-rich-quick or pyramid schemes during the year under review 
again confirmed the urgent and ongoing need for investor education in South Africa. 
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second educational booklet 

warning campaign 

In mid-2000, the Bank Supervision Department released its second educational booklet on 
basic financial matters. The main objective of the booklet, titled “Banking explained”, was 
to give readers a basic understanding of the terminology used in banking. The booklet also 
dealt with matters such as the way in which banks function, the services that they offer, 
recent developments such as electronic money and smart cards and, in view of the level of 
overindebtedness in South Africa, the dangers of incurring too much debt. The positive 
feedback received once the booklet had been distributed again proved that there was a 
dire need for educational initiatives to help the general public to improve the management 
of personal financial matters. 

Late in 2000, as a result of the Department having received many reports of illegal get-rich- 
quick schemes, it was deemed necessary to warn the public not to become involved in 
such schemes over the festive season. Since many people stood to lose their hard-earned 
money, a warning campaign was launched in the print media and on radio. The campaign 
resulted in the Department receiving several requests from, in particular, employers for 
information that could be conveyed to employees, in order to enhance the messages of the 
campaign. Tests on the effectiveness of the campaign will be conducted early in 2001. 

Another positive development pertaining to investor education during 2000 was that the 
Financial Services Board, the regulator of non-bank financial institutions, was charged with 
the legal responsibility for investor education in South Africa. The Bank Supervision 
Department welcomes and supports the development of an overarching strategy for 
investor education in South Africa. In the longer term, such a strategy will undoubtedly 
contribute to protecting the public from the unscrupulous operators of get-rich-quick 
schemes, whilst also contributing to a more efficient and effective financial system in South 
Africa. 

DEPOSIT INSURANCE 

explicit, limited, mandatory During 2000, the Bank Supervision Department, in collaboration with the National Treasury, 
commenced with a project to establish an explicit, limited, mandatory deposit-insurance 
scheme for South Africa. A broadly representative working group, comprising members of 
the Policy Board for Financial Services and Regulation and other co-opted experts, includ- 
ing members of the Bank Supervision Department, was formed. 

scheme 

Currently, the report of the Study Group on Deposit Insurance of the Financial Stability 
Forum (FSF) represents the best-practice thinking internationally on deposit insurance. The 
working group, therefore, adopted the report as a basic framework for discussions and as 
a basis for the approach to the envisaged scheme. Ongoing monitoring of the activities of 
the FSF Study Group on Deposit Insurance enables the working group to assess the latest 
international developments in this regard. The working group also had the benefit of a first- 
phase report on the design and structure of a South African deposit-insurance scheme 
(SADIS) commissioned by the National Treasury during 1999. 

object& will be to 
protect the small depositor 

During the year under review, the working group met on a regular basis and discussed and 
resolved several policy issues. Although agreement was reached on the main characteris- 
tics of the scheme currently envisaged, this should not be regarded as definitive, because 
discussions have not yet been finalised. The objectives of the SADIS will be primarily to 
protect the small depositor, and only indirectly to improve stability through enhanced 
confidence in the banking system. The scheme will be based on the latest international 
best practice, as formulated by the FSF. The SADIS will be a “payout-box’’ style of 
scheme, such as that in the United Kingdom, and will not use a full “risk-reduction” 
approach, such as that of the Federal Deposit Insurance Corporation in the United States of 
America. The scheme is likely to be compulsory, prefunded and limited to an amount of, 
say, the first R50 000 of a deposit. Furthermore, the scheme is likely to have a 
co-insurance element, in that it will provide cover for, say, only 85 per cent of a deposit. 

The working group has also identified a number of areas requiring further investigation and 
consultation. The possibility of engaging external experts to conduct research and develop 
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a model to assist with various parameters of the scheme was considered. The tender 
process delayed progress somewhat, but it now appears likely that a suitable model will be 
acquired soon. Such a model will enable the‘working group to consider various permuta- 
tions of controllable parameters, such as cover limits, level of insurance and premiums, in 
the light of uncontrollable factors, such as probabilities of failure, average deposit sizes, 
etc. 

It is envisaged that the process of drafting the necessary legislation will commence as soon 
as the policy framework has been approved. A draft bill will then be submitted to the 
Policy Board, for approval and recommendation to the Minister of Finance. 

LIQUIDITY PRESSURES ON SMALL BANKS 

continued to experience 
pressure 

In the previous Annual Report, mention was made of the liquidity pressures that small 
banks faced during the last quarter of 1999, arising largely from concerns relating to the 
year 2000 date-change computer issue. Although these pressures eased to a certain 
extent during 2000, small banks continued to experience pressure to fund themselves. 

certain degree of asset 
downsizing 

The difficulties with raising unsecured deposits faced by many smaller banks inevitably led 
to a certain degree of asset downsizing. The banks concerned have now reduced their on- 
balance-sheet assets, in order to realign them with their restricted funding base. In order 
to counter the above-mentioned problems further, the banks concerned have begun to 
implement extremely prudent policies for the management of liquidity risk. These policies 
are being supplemented by very reliable management information, in order to facilitate 
accurate liquidity-prediction modelling through the asset-and-liabilty management process. 

The funding pressures on smaller banks are bound to decrease once depositors and 
investors gain confidence that such banks have in place capable management, sound risk- 
management systems and adequate controls, and are beginning to show good earnings 
records. The Bank Supervision Department will continue to monitor the liquidity profiles of 
small banks closely and to engage in regular discussions on the way forward with the man- 
agement of these banks. 

MARKET AND OPERATIONAL RISK OF TRADING BANKS 

daily monitoring of figures During the year under review, the Bank Supervision Department continued to focus on on- 
site evaluations of trading banks’ risk-management practices and the daily monitoring of 
their capital-adequacy figures. As envisaged in the 1999 Annual Report, the Department 
also increased its focus on fully fledged surveillance of trading banks’ activities, including 
the use of new financial products. 

Calculation of capital-adequacy requirements 

In terms of the Regulations relating to Capital-adequacy Requirements (“CAR”) for Banks’ 
Trading Activities in Financial Instruments (the CAR Regulations), trading banks have been 
required to calculate CAR on a daily basis and to report the relevant CAR values to the 
Bank Supervision Department, on a daily basis, as from 1 May 1999. In order to ensure 
that all banks were calculating CAR on a consistent basis, the Department constructed a 
dummy portfolio, consisting of a number of positions in different financial instruments. 
During June 2000, all trading banks in South Africa were requested to calculate the 
required capital based on the positions held in the dummy portfolio. The purpose of the 
exercise was to establish whether there were any problems with the interpretation of the 
CAR Regulations. 

After reviewing all the results received from trading banks, the Department held a CAR 
workshop during October 2000. The topics covered during the workshop were: 

topics covered during 
workshop 

A Interpretation of the CAR Regulations for both market and counterparty risk. 
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A Calculation of the capital requiremei 
folio. 

based on the positions held in the dummy port- 

A Completion of the statutory forms DI 400 (capital adequacy), DI 402 (counterparty risk) 
and DI 420 (marketlposition risk). 

A Calculation of the large-exposure requirement. 

As part of its supervisory programme, the Department will continue to evaluate the CAR cal- 
culations of banks and will then discuss a bank’s figures with the relevant bank on an indi- 
vidual basis. 

Approval of trading banks’ internal models 

granted approval to one 
bank 

In terms of regulation 24 of the above-mentioned CAR Regulations, approval may be grant- 
ed to a trading bank to use an internal model in order to calculate its ‘capital-adequacy 
requirements, subject to certain stringent conditions. During 2000, the Department granted 
approval to one bank to use its internal model for its CAR calculation. Several banks have 
indicated, however, that they would approach the Department during 2001 for approval of 
their internal models. 

surveillance activities 

Surveillance 

As indicated above, the Bank Supervision Department increased its focus on the surveil- 
lance of trading banks’ activities during 2000. This surveillance included activities such as: 

A Ad hoc visits to the treasury divisions of trading banks. 

A On-site monitoring of banks’ trading positions and daily analysis of banks’ capital-ad- 
equacy requirements and value at risk. 

A Continued evaluation, both on and off site, of trading banks’ risk-management proced- 
ures and internal controls. 

A Monitoring of banks’ implementation of new financial products, such as credit deriv- 
atives, in their treasury divisions. 

During 2001 , the Department will continue the above-mentioned activities, but will place 
even more emphasis on the surveillance of new financial products, such as credit derivatives 
and securitised assets. 

Credit derivatives 

Credit derivatives are off-balance-sheet financial instruments that are used to assume or mit- 
igate the credit risk of loans and other assets. Institutions may use these products either as 
end-users, in order to purchase credit protection or acquire credit exposure from third par- 
ties, or as dealers, to intermediate credit risk between buyers and sellers. 

investigated use of credit 
derivatives 

In line with international trends, and as part of its supervisory programme, the Department 
investigated the extent of the use of credit derivatives in the South African market. The 
investigation not only covered banks’ current involvement in credit derivatives, but also tried 
to establish the banks’ possible future involvement. The investigation focused on, amongst 
other aspects, the types of credit derivative and reference asset, maturity structures and 
accounting procedures. I 
Having analysed the results of the above-mentioned investigation, the Department plans to 
investigate the introduction of guidelines for the capital-adequacy treatment of credit deriv- 
atives during 2001. 
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most important concerns 

Personal account trading 

Personal account trading (PA trading) encompasses individual employees of a bank trading 
in financial instruments, the risks and rewards of which trading are for the employees’ own 
benefit. As indicated in the 1998 Annual Report, regulators worldwide have definite con- 
cerns about allowing employees of banks to trade for their own account. The most import- 
ant concerns relate to trading based on insider information, deliberate delays of trades, 
apparent conflicts of interest, distraction of dealers, division of loyalty and opportunity to 
conceal fraud. 

The Bank Supervision Department is of the opinion that, in the final analysis, the only way in 
which the problem can be avoided is for banks in South Africa not to allow employees to 
conduct PA trading. Banks, however, often hold the view that they would lose competent 
staff if PA trading were to be forbidden entirely. There is no doubt, however, that, when PA 
trading by employees is allowed, certain minimum industry standards should be applied. 

guidelines on PA trading During 2000, the Department, in consultation with the banking industry and the Financial 
Services Board, prepared guidelines on PA trading and issued them as Banks Act Circular 
5/2000. In terms of the circular, banks are expected to establish their own set of controls 
and rules, based on the guidelines. Should the guidelines not be followed, the Department 
will have to consider issuing a set of regulations to govem PA trading. 

IMPACT OF TECHNOLOGICAL DEVELOPMENTS 

During the past number of years, increasing use has been made of technology, specifically 
the Internet, to undertake commercial transactions and to provide banking services. It is 
foreseen that electronic commerce (e-commerce) and electronic banking (e-banking) will 
continue to show impressive growth. Once agreement has been reached on industry 
standards for smart-card chip formats and security mechanisms, the volumes of e-com- 
merce transactions are likely to increase dramatically. 

operational risk will increase The continued development of information and communication technology will result in 
diversification and improved efficiency, eventually leading to better services for users. A 
consequence, however, is that operational risk will increase considerably. Banks will there- 
fore have to develop the necessary skills to improve their risk-measurement and risk-man- 
agement methods. 

additional and more corn- 
plex risks 

The rapid innovation of information-orientated financial services and networking will give 
rise to additional and more complex risks, and transmission of these risks will be faster, 
because of the globalisation of financial markets. As the global financial markets become 
increasingly linked, the risk of problems in one market being transmitted to other markets, 
including in other countries, will increase. 

In order to safeguard and enhance financial-system stability, the risks arising from e-com- 
merce and e-banking will require regulation. It has become very difficult, however, for 
regulators to foresee changes in the direction of financial markets and to respond with 
appropriate pre-emptive regulations. Therefore, self-regulation, risk management and mar- 
ket discipline have an important role to play. 

Electronic commerce 

regulators have tended to 
issue guidelinW rather than 
regulations 

Worldwide, regulators have tended to issue e-commerce guidelines, rather than regula- 
tions, in order not to stifle innovation in a dynamic field. There are increasing signs, howev- 
er, that the time may have come to formulate and expound a policy position and to 
research and develop a comprehensive regulatory approach. Internet and related tech- 
nologies raise many issues that have to be resolved before the business environment will 
be orderly. Issues requiring resolution include, amongst others, legal jurisdiction, cross- 
border solicitation, cross-sector demarcations, service fees and codes of conduct. 
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Green Paper on e-corn- 
rnerce 

implications on regulatory 
environment 

balance between over- and 
underregulation 

implications on banking 
sector 

need to set guidelines 

In March 1998, the Basel Committee on Banking Supervision issued a document, titled 
“Risk management for electronic banking and electronic money activities”. The document 
defines electronic banking and electronic money and describes the identification and ana- 
lysis of operational, reputational, legal and other risks, such as credit, liquidity, interest-rate 
and market risks. Furthermore, the document discusses cross-border issues, as well as 
the assessment, management, control and monitoring of risks, including cross-border risks. 
An annexure to the document contains examples of possible risks and risk-management 
measures in retail electronic banking and electronic money. The Bank for International 
Settlements (BIS) has also published several documents on the subject, all of which are 
available on the BIS’s Website. 

An important event relating to e-commerce in South Africa occurred late in 2000, when the 
Department of Communication released the Green Paper on e-commerce. The purpose of 
the Green Paper is, amongst others, to raise some of the questions and issues arising from 
e-commerce and to promote discussion on this important new business development, 
which is likely to have a substantial effect on the lives of many South Africans. 

The issues to be considered in an evaluation of e-commerce options are wide ranging and 
often fairly complicated to resolve, since e-commerce brings with it a dimension of intangib- 
ility. Many of the issues, such as the implications of trade laws, electronic signature and 
taxation, will require lengthy deliberation and discussion, one of the principles underlying the 
Green Paper. Since e-commerce has vast potential for business development, such efforts 
are regarded as both necessary and worthwhile. 

As mentioned in Chapter 1 of this report, the Bank Supervision Department is participating 
in an e-commerce project of the Policy Board for Financial Services and Regulation. The 
objective of the project is to examine the implications of e-commerce on the regulatory 
environment and to determine, in coordination with other key players, the necessary initi- 
atives that have to be taken by the various parties. The working group established for this 
purpose, and on which the Department is represented, has the task of investigating and 
formulating a policy and approach to the regulation of e-commerce activities and Internet 
banking. The work group has taken as inputs the vast research done in this field, including 
the above-mentioned Green Paper. The work group is placing particular emphasis on 
maintaining a balance between over- and underregulation, and issues that either impede or 
encourage e-commerce. Issues identified for possible regulation include, amongst others, 
taxation, e-cash, foreign-exchange transactions, royalties, consumer protection, privacy 
and legal issues. 

Both the Bank Supervision Department and banks will have to keep abreast of innovation 
and developments in information and communication technology and will have to respond 
to changes as quickly as possible. 

The Department will also have to research the implications, from a regulatory perspective, 
of e-commerce on the banking sector. Such new developments always beg the question 
whether the concepts, implications and possible consequences are fully understood and 
whether the regulatory environment caters therefor. The Department will therefore continue 
to monitor international and local regulatory developments with regard to e-commerce 
closely. 

Regulation of virtual banks and e-banking activities 

The risks arising from the above-mentioned increasing use of technology for banking activ- 
ities, together with the emergence of so-called virtual banks, have resulted in a need for the 
Bank Supervision Department to set guidelines with regard to so-called virtual banks and e- 
banking activities. 

Most banks currently provide some type of Internet-based banking service. Although there 
is reason to believe that e-banking activities are likely to prove to be an important means by 
which future banking services are provided, specific criteria need to be considered with 
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regard to the establishment of a so-called virtual bank. 

In considering the possible registration of a virtual or Internet bank, that is, a bank existing 
in cyber space only, the Bank Supervision Department needs to take cognisance of, 
amongst other things, the following issues: 

A issues with regard to virtual 
banks 

Jurisdiction and exchange-control regulations, since banks will technically be able to 
use their networks and systems for cross-border value transfers, in a universal cur- 
rency. 

Security on the Internet when transactions are undertaken. 

Liability for the risks attached to e-banking transactions. 

Taxation implications, which need to be considered in consultation with the South 
African Revenue Services. 

Potential impact on employment -the “people factor”. 

A 

A 

A 

A 

In consultation with international regulators, the Bank Supervision Department is currently 
researching possible solutions to the above-mentioned problems. The Department hopes 
to be in a position to address the issue of virtual banks in the near future. 
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