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Purpose of the Financial Stability Review

The primary objective of the South African Reserve Bank (the Bank) is to protect the value 
of the currency in the interest of balanced and sustainable economic growth in South Africa.  

In addition to this, the Bank’s function and mandate of maintaining, promoting and 
enhancing financial stability in the Republic of South Africa is affirmed in the Financial 
Sector Regulation Bill, 2013 which is expected to be promulgated in 2015. In pursuit of 
this objective and to promote a stable financial system, the Bank publishes a semi-annual 
Financial Stability Review. The publication aims to identify and analyse potential risks to 
financial system stability, communicate such assessments and stimulate debate on pertinent 
issues. The Bank recognises that it is not the sole custodian of financial system stability, but 
that it contributes significantly towards and coordinates a larger effort involving government, 
other regulators, self-regulatory agencies and financial market participants.

Defining financial stability

Financial stability is not an end in itself but, like price stability, is generally regarded as an 
important precondition for sustainable economic growth, development and employment 
creation.

Financial stability refers to a financial system that is resilient to systemic shocks, facilitates 
efficient financial intermediation and mitigates the macroeconomic costs of disruptions in 
such a way that confidence in the system is maintained.
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Overview

Domestic financial stability was again challenged during the period under review, and 
is likely to be challenged further in future by international and domestic developments. 
The risk of serious electricity constraints and possible blackouts, global financial market 
volatility and risk aversion, a protracted period of slow growth globally and domestically, 
and the possible escalation of global geopolitical tensions posed some challenges to both 
domestic and global financial stability prospects. Electricity constraints domestically have 
not only been impacting negatively on the output of productive industries, but have also 
been impacting negatively on local business confidence. One of the rating agencies has also 
expressed its concern over Eskom’s ability to provide sustainable electricity and that this 
would be one of the factors to be taken into account in the next rating review of South Africa 
in June 2015. Moreover, proposed higher electricity tariffs could further impact negatively 
on households’ disposable income and their ability to service debt. 

The global economic recovery remained hesitant and uneven in 2014; still largely dependent on 
accommodative monetary policy in advanced economies. While lower oil prices could support 
global economic growth prospects, positive effects could at the same time be overshadowed by 
higher market volatility, stagnation of economic growth in the euro area and Japan, and some 
global geopolitical events. Against this backdrop, the International Monetary Fund (IMF) in 
January 2015 downgraded its global growth forecasts for both 2015 and 2016. The possible 
effect of monetary policy normalisation in advanced economies, including the United States 
(US), on emerging-market economies (EMEs) in general and on South Africa in particular, 
remains a prominent exogenous risk to financial stability. Although such monetary policy 
normalisation has already been discounted to an extent and forward guidance allows markets 
to anticipate policy moves better, the timing and magnitude of interest rate increases and their 
effects on capital flows and financial markets remain uncertain. Given the high correlation 
between domestic long-term yields and those on US Treasuries, domestic yields are vulnerable 
to a sudden steepening of the US yield curve.

Although domestic production activity normalised to a large extent in the fourth quarter 
of 2014, domestic developments such as lower consumer spending and electricity-supply 
constraints have had a negative impact on the financial position of corporates. Despite labour 
strikes and job losses in the first half of 2014, the level of unemployment fell marginally 
in the final quarter of 2014, but remained high with youth unemployment remaining 
close to 50 per cent. The growth rate of household wealth slowed during the period under 
review, mainly as a result of a significant slower rate of growth in the value of financial 
assets. Accordingly, the credit standing of consumers in general appears to have improved 
somewhat during the second half of 2014, but households’ finances remained exposed in 
terms of their debt-servicing ability. 

A growing trend in EMEs, but to a lesser extent in South Africa, is the issuance of international 
debt by non-financial corporates. The growth rate of these issuances has moderated in South 
Africa in 2014. Generally, this type of leverage could render corporates more vulnerable to 
external shocks since upward movements in global interest rates and currency depreciation 
will increase the burden of servicing these debts.  

The South African banking sector remained sound with banks holding adequate levels of 
capital well above the minimum regulatory requirement, despite a slight decrease in these 
levels due to the net effect of the losses incurred by some banks which was offset by an 
increase in capital issuances and an appropriation of profits by some large banks. Temporary 
market disruptions during the second half of 2014 mainly caused by the curatorship of 
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African Bank Limited do not appear to have caused lasting negative effects on funding 
costs for South African banks, as the large banks effectively managed liquidity in the face of 
these market disruptions. However, funding costs increased marginally as banks competed 
for longer-term finance against a backdrop of low savings rates. The liquidity structure of 
domestic banks is also significantly exposed to wholesale funding, making it susceptible to 
expectations of higher domestic and international interest rates. 

The stability of South Africa’s financial system was confirmed by an assessment performed in 
December 2014 by the IMF. Despite a number of recommendations for further development 
and enhancement mainly relating to strengthening the powers and operational independence 
of regulators in specific areas, the winding down of financial entities and resolution powers 
of authorities, and improving macroprudential supervision and the identification of systemic 
risks, the overall assessment was very favourable.  

From a macroprudential regulation perspective, there is currently no need to consider a 
countercyclical capital buffer (CCB) add-on for South African banks given that the credit-to-
GDP gap remained well below its lower threshold. According to the phase-in arrangements 
for the minimum requirements of the Basel III framework, the CCB will be phased in for 
South African banks by 2016.

In anticipation of the approval of the expanded mandate for the South African Reserve 
Bank (the Bank) to officially take responsibility for maintaining, promoting and enhancing 
financial stability in South Africa, risks identified as possible threats to domestic financial 
stability and concomitant mitigating policy measures the Bank has taken as a result will in 
future also be communicated in the Financial Stability Review. In this edition, the results 
of the application of some of the measures proposed internationally for the identification of 
distress in a financial system, such as the Financial Stress Index and the Risk Assessment 
Matrix, are also discussed.

The South African financial system continues to be resilient in the wake of a volatile and 
uncertain global economic and political environment, including some domestic concerns. 
Despite these challenges, the financial system remains sound. Developments are monitored 
consistently and the authorities will respond appropriately to any disorderly adjustments that 
threaten the stability of the financial system.
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Financial stability developments and trends

Economic growth and outlook

The global economic recovery continued in the second half of 2014, but 
global economic growth slowed between the third and fourth quarters. 
Even though several economies contributed to the moderation in the fourth 
quarter gross domestic product (GDP) growth, it was mainly brought about 
by slower economic growth in EMEs, specifically China, Russia and India. 

Global growth continued to be weighed down by high levels of 
unemployment, lacklustre investment and high levels of debt.1 In January 
2015 the IMF revised downwards its projections of global economic growth 
for 2015 and 2016 to 3,5 per cent and 3,7 per cent respectively.2 The 
downward revisions were driven by a re-evaluation of the growth prospects 
of China, Russia, Japan and the euro area. The US was the only economy 
whose growth projections were adjusted upwards. Global economic growth 
prospects are diverging in advanced economies and EMEs alike. Purchasing 
managers’ indices (PMIs), used as leading indicators for the GDP, have 
decreased further for the US (Figure 2). Nevertheless, the PMI of the US 
remained above 50 index points.3 For France (not shown in graph) and 
Russia it fell to below 50 index points.  

The PMI for the euro area increased during the first two months of 2015 
given higher-than-expected growth and indications of continuous 
improvements during the period under review. Concerns over prospects for 
the euro area have however resurfaced, fuelled mainly by concerns regarding 
a Greece exit. However, the new coalition government has since reached an 
agreement with its euro area partners to extend the financial assistance 
programme to 30 June 2015. Also, slow economic growth in Europe could 
lead to even lower inflation and hence higher real interest rates with 
complicated debt dynamics. This, in turn, could lead to lower external 
demand and impact South Africa’s growth prospects given that a sizeable 
portion of South Africa’s exports are destined for Europe. 

According to the IMF, other downside risks to the outlook for improved 
global economic growth include investment weakness, higher financial 
market volatility, stagnation of economic growth in Japan and the euro area 
as well as some geopolitical events.4 While lower oil prices could boost global 
economic growth even more than forecast, they might not be sufficient to 
offset the aforementioned negative factors. 

Economic growth in sub-Saharan Africa remained strong and it was one 
of the fastest growing regions in 2014. While the economic growth of this 
region has largely remained constant at 5,1 per cent in 2014, it is expected to 
accelerate marginally to 5,8 per cent in 2015 (Figure 3).5 The strong growth 
in the region was due to sustained infrastructure investments, buoyant 
services sectors and strong agricultural production, resulting in solid growth  

1 See http://www.imf.org/external/np/speeches/2015/032015.htm.

2  In the International Monetary Fund’s April 2015 World Economic Outlook, projections of global economic growth 
remained in line with the January 2015 World Economic Outlook Update - at 3,5 per cent and 3,8 per cent for 2015 
and 2016 respectively.

3  The PMI indicates activity in manufacturing. An index level below 50 suggests a contraction in activity while an index 
level above 50 indicates expansion. 

4 See http://www.imf.org/external/pubs/ft/weo/2015/update/01/info.htm.

5 According to the IMF World Economic Outlook database, March 2015.
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in the region. While inflation in sub-Saharan Africa decelerated to 
6,6 per cent in 2014 from 9,3 per cent in 2012, it is forecast to increase to 
6,7 per cent in 20156 amid weaker currencies in countries such as Ghana 
and Zambia.

Despite the strong economic growth in the sub-Saharan Africa region, 
several domestic and international factors in a number of countries could 
limit future growth. Expanding fiscal deficits, large government debt 
levels and large current-account deficits could be limiting factors to future 
economic growth and could result in additional risks to the financial systems 
of these countries. 

In South Africa, domestic economic growth picked up in the last quarter 
of 2014 to 4,1 per cent (quarter on quarter, annualised and seasonally 
adjusted). This is significantly higher compared to the third-quarter growth 
which was revised downwards to 2,1 per cent. The manufacturing, mining 
and quarrying, and the finance, real-estate and business services industries 
were the main contributors to economic activity in the fourth quarter. The 
growth, however, comes from a low base as various strikes in the domestic 
economy stymied growth earlier in 2014. 

The latest BankservAfrica Economic Transaction Index (BETI),7 an early 
indicator of economic activity in the near term, grew by 2,1 per cent year 
on year to the end of February 2015; the highest growth rate in 17 months. 
Reasons given for the strong performance include the absence of industrial 
action thus far in 2015 and lower oil prices. The BETI correlates with the 
Bank’s coincident business cycle indicator that is also currently displaying 
an upward trend. There are, however, some indications of strain in the 
manufacturing sector as the Kagiso PMI8 fell below the neutral 50 index 
point level to 47,6 index points in February 2015. The main contributor to 
the decline was the business activity sub-index.

Short-term indicators of real economic activity recorded mixed results 
but generally seem to support an upturn in economic growth in 2015 
(Table 1). Building plans passed and buildings completed ended 2014 
relatively high. Moreover, retail sales also remained positive, but wholesale 
trade sales continued on its negative trend throughout the second half of the 
year. New vehicle sales and new passenger car sales recorded mixed results, 
but both indicators had turned positive by December 2014. As could be 
expected, electric current generated recorded disappointing growth rates for 
the whole period under review, with the biggest decline observed in August 
2014. Utilisation of production capacity remained relatively stable.

The growth outlook for 2015, according to the Bank’s estimates, remains 
subdued and has been revised downwards from 2,5 per cent in November 
2014 to 2,2 per cent in January 2015 but remained unchanged in March. The 
revision takes into account electricity disruptions that might offset growth 
stimulation that originated from lower oil prices. Furthermore, the Bank’s 
growth forecast for 2016 has also been revised downwards to 2,3 per cent.

6 IMF World Economic Outlook database, March 2015.

7  BankservAfrica BETI, Johannesburg: BankservAfrica, 11 March 2015. The BETI is designed as an early economic 
scorecard which will give an overall trend in economic activity in the near term.

8 Kagiso PMI, Stellenbosch, 2 March 2015. 
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Table 1 Selected indicators of real economic activity1

Annual percentage change in monthly indicators

Activity indicators
2014

Jul Aug Sep Oct Nov Dec

Building plans passed ....................... -0,57 6,84 4,60 17,32 11,75 11,58

Buildings completed .......................... -0,36 -18,45 -9,78 8,45 13,47 45,63

Retail sales ........................................ 2,62 2,25 1,97 2,55 3,07 1,00

Wholesale trade sales ........................ -3,93 -0,01 4,42 -2,49 -7,43 -4,29

New vehicle sales .............................. -2,34 -0,90 11,41 4,92 1,70 10,37

New passenger car sales .................. -1,91 -1,91 7,00 1,48 -1,41 8,64

Electric current generated .................. -3,05 -3,15 -0,95 -1,07 -0,92 -1,11

Utilisation of production capacity2...... … … 80,71 … … 81,47

1 At constant prices, seasonally adjusted
2 Quarterly indicator, per cent
… Denotes unavailability of data

Sources:   Statistics South Africa. Data on new vehicle and new passenger car sales were obtained from the National 
Association of Automobile Manufacturers of South Africa

Unemployment

Unemployment in South Africa remained high even though there was a slight 
decrease in the unemployment rate from 25,4 per cent in the third quarter 
to 24,3 per cent in the last quarter of 2014. The number of unemployed 
persons decreased by 242 000 during the fourth quarter compared to the 
third quarter; however, on an annual basis unemployment still increased 
by 143 000. Youth unemployment9 remained close to the 50 per cent mark 
(48,8 per cent in the final quarter of 2014), but nevertheless displayed an 
improvement from 51,3 per cent in the third quarter.

The relatively weak economic growth outlook for South Africa presents 
significant economic and social challenges that could impact negatively on 
the stability of the domestic financial system.

Financial market developments and trends

Global liquidity conditions

Global liquidity10 remained abundant in the third quarter of 2014. On 
aggregate, international bank claims rose by 2,5 per cent in the three months 
to the end of September 2014, marking the second quarter of growth 
following a 0,4 per cent rise in the quarter ended June 2014 (Figure 4). Bank 
lending also strengthened as a channel for global liquidity alongside 
persistently high volumes of global market debt issuance. According to the 
Bank for International Settlements (BIS), the historic pattern where low 
levels of volatility coincided with a rapid growth of cross-border flows may 
be starting to reassert itself.11 This could set the scene for further build-ups 
of both time-varying and cross-sectional risks in the global financial system, 
resulting in unsustainable growth in asset prices and credit growth.

9 Youth unemployment refers to the unemployed between the age of 15 and 24 years.

10 Includes all BIS reporting banks’ cross-border credit and local credit in foreign currency.

11 See the note by the BIS titled Global liquidity: selected indicators, dated February, 2015.
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The global measure of risk aversion, the VIX®,12 remained below 20 per cent 
during the reporting period, a level that previously coincided with increases 
in global credit during the 2004–06 and the 1990–97 periods, with the 
exception of the 2012–14 period when global credit to banks lagged credit 
to non-banks. It is during periods of sustained levels of low risk aversion that 
build-ups of global financial imbalances materialise. 

A breakdown of drivers of global liquidity show that bank loans in US 
dollars to non-banks outside the US, euro area and Japan grew faster than 
US dollar debt securities issued by the non-financial sector outside the 
US for the first time since 2011. Bank loans in US dollars to non-financial 
borrowers rose by 9,7 per cent in the year to September 2014 to 
US$4,9 trillion, while securities issued by these borrowers rose 8,6 per cent 
to US$2,4 trillion over the same period (Figure 5). 

Since the global financial crisis, banks and bond investors have increased 
the outstanding US dollar credit extended to non-bank borrowers outside 
the US from US$6 trillion to US$9 trillion, with major implications for 
global liquidity, monetary policy transmission and financial stability. The 
US$3 trillion injection into the global financial system since the crisis creates 
a challenge, namely “to prevent the build-up of financial imbalances, in a 
form of unsustainable credit and asset price booms that overstretch balance 
sheets, thereby leading to serious banking crises and macroeconomic 
dislocations across the globe”.13  

A new round of quantitative easing (QE) by central banks would support 
increased global liquidity further. While the US Federal Reserve (the Fed) 
and the Bank of England (BoE) maintained their respective monetary policy 
stances, global policy divergence accelerated as the Bank of Japan (BoJ) and 
European Central Bank (ECB) strengthened QE measures in an attempt to 
support economic growth and prevent unwanted deflation, the latter which 
was underpinned by significantly lower oil prices. In October 2014, the BoJ 
expanded its bond purchasing programme to JPY80 trillion per year 
(approximately US$720 billion), while in 2015 the ECB started its sovereign 
bond purchasing programme to increase its balance sheet by approximately 
€1,1 trillion.

The ECB’s firm signal regarding possible QE in November last year, as 
well as the actual implementation earlier this year, had a profound impact 
on government bond yields across the globe. The 10-year bond yields fell 
significantly from November 2014 to reach zero in a number of eurozone 
countries and posted negative yields in Switzerland and Canada. The 
benchmark government bond yields also fell in the US, South Africa and 
the United Kingdom (UK) following a new round of QE and low oil prices.  

Global liquidity and asset prices

Overvalued bond market

The global bond market has benefited from the accommodative international 
monetary policy stance. 

12  VIX® is a symbol for the Chicago Board of Options Exchange. It measures implied volatility of the Standard & Poor’s 
500 Index for equities over the next 30-day period. 

13  See the BIS document titled The international monetary and financial system: its Achilles heel and what to do about 
it, dated August, 2014.
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Bond prices rallied as investors indiscriminately searched for higher-yielding 
securities (Figure 8), buying low- and high-rated securities alike at a brisk 
pace. As a result, the performance of the so-called ‘junk bonds’ is comparable 
to that of high-rated sovereign debt from advanced economies. This could 
be a reflection of a mispricing of risk in the bond market, setting the stage 
for a disorderly unwinding of investment positions should the market turn 
abruptly. 

The risk for EMEs could therefore emanate from the timing and pace of 
the Fed’s interest rate normalisation. Given the high correlation between 
domestic long-term yields and yields on US Treasuries, especially since the 
post-tapering period, domestic yields are vulnerable to a sudden steepening 
in the US yield curve. 

Between 2010 and early 2013, the general appreciation of EME currencies 
against the US dollar made investing in EME local currency bonds an 
attractive proposition for international investors (Figure 9). In the past, 
EME local currency bonds had not been able to attract much foreign 
investment because of fears that EME currencies were inherently unstable or 
could easily weaken in case sentiment in global markets turned against 
EMEs.14 However, any such perceived concerns over exchange rate risk did 
not seem to moderate investment into such bonds.

Excessive global liquidity does, however, provide a temporary cushion 
against the build-up of exchange rate risk for EME bonds whose currencies 
have depreciated significantly since 2011 (Figure 10). A continued high 
demand for EME bonds and the weakening of EME currencies (against the 
US dollar) add to this temporary protection and could therefore amplify any 
financial stability risks associated with an abrupt reversal. South Africa in 
particular is exposed to such vulnerabilities against the backdrop of a 
synchronised move between the rand and broad EME currency index, 
notwithstanding any country-specific factors. 

Moreover, the exposure to possible destabilising exchange-rate and/or 
interest rate risk is reflected in the persistent wedge between the South 
African local currency bond index and the US dollar Emerging Market 
Sovereign Bond Index, which moved broadly in parallel between 2010 and 
2013. Appetite for the EME bond market has benefited the domestic banks 
that have embarked on sizeable bank issuance since the beginning of 2014. 
Local banks raised capital in the international markets that could assist 
them to meet the Basel III net stable funding requirements.   

A total of R110 billion worth of debt instruments has been issued by South 
African banks since the beginning of 2014. Only 29,7 per cent is dollar-
denominated compared to 66,4 per cent which is rand-denominated debt.  
A cumulative 3,8 per cent was issued in other currencies (Figure 11). The 
market share of South African banks’ debt issuance in foreign currencies is 
thus heavily skewed towards the US dollar.

The continued increase in global foreign-exchange volatility since June 2014 
raises concerns that banks’ balance sheets could be exposed to an 
unanticipated, heightened level of exchange rate risk. The three-month 
implied volatility of the rand increased from 9 per cent in September 2014 
to 15 per cent in March 2015, while the global currency implied volatility 

14  B Gadanecz, K Miyajima and C Shu, ‘Exchange rate risk and local currency sovereign bond yields in emerging 
markets’, BIS Working Papers No. 474, December 2014.
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index has also rallied since July 2014 (Figure 12). Even though foreign-
exchange volatility has increased since June 2014, current levels remain 
lower than the peak reached in 2011. In addition to persisting geopolitical 
tension and large swings in oil prices (see Box 1), the actual and expected 
divergence in monetary policy paths of major central banks contributed to 
increased uncertainty, despite forward guidance which has delayed the 
expected tightening of policy rates by the Fed and the BoE. A volatile US 
dollar could also contribute to investors unwinding record-high US dollar-
based carry trade positions that have been accumulated in recent years, 
estimated at US$9,0 trillion,15 amid the normalisation of US interest rates. 
Abrupt changes in positioning were also evident in commodities, which 
make financial markets vulnerable to a sudden unwinding, and could 
adversely impact the broader financial markets through potential portfolio 
rebalancing. An area of concern for local financial institutions is the extent 
to which shocks to interest or exchange rates could generate damaging 
feedback loops if credit risk concerns were to prevent existing bank or bond 
market funding from being rolled over.16 

Global equity markets

According to the cyclically adjusted price-to-earnings (P/E) (CAPE)17 
ratio, the US Standard & Poor’s (S&P) 500 equity market is significantly 
overvalued. It is now above 25, a level that has been surpassed since 1881 in 
only three previous periods, namely 1929, 1999 and 2007 (Figure 13). 

Major market corrections followed those peaks. Although CAPE is not 
intended as an indicator of impending market crashes, high CAPE values 
have been associated with such events in the past. The market also can 
remain at these high valuations for extended periods. The fall in both the 
institutional and individual confidence indices indicates that the current 
valuation of the equity market is not seen as sustainable and could indicate 
that investors could reduce their exposure to the market in the near term, 
increasing the risk of an abrupt correction.

When the CAPE ratio reached its record high of 44 in 2000, the confidence 
index hit a record low. However, as the market fell from its 2000 peak, 
the confidence index rose to high levels again, where it has remained until 
recently. The confidence of both professional and individual investors has 
fallen sharply since 2011 (Figure 14).  

The local equity market performance mirrors that of developed economies. 
The MSCI equity index for South Africa18 is up 124 per cent since its 
February 2009 trough. This compares well with the 132 per cent rise in the 
MSCI equity index for developed economies since February 2009, leading 
the surge in global equities is the US market, which increased by 183 per 
cent during the same period (Figure 16).

15 Institute of International Finance. 

16  See the BIS document titled Risks related to EME corporate balance sheets: the role of leverage and currency 
mismatch, dated September 2014.

17 CAPE is defined as price divided by the average of ten years of earnings (moving average), adjusted for inflation.

18  The MSCI South Africa Index is designed to measure the performance of the large and mid-cap segments of the 
South African market. With 51 constituents, the index covers approximately 85 per cent of the free float-adjusted 
market capitalisation in South Africa.
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Domestic market exposure to international monetary and 
financial conditions 

Domestic banks debt issuance: exchange rate and interest 
rate risk

Meeting the liquidity coverage ratio requirements under Basel III in South 
Africa’s banking industry is complicated by less liquid corporate debt and 
limited availability of government debt. The liquidity funding structure 
of domestic banks is significantly exposed to wholesale funding, making 
it susceptible to expectations of higher domestic and international 
interest rates. 

Funding costs have increased thus far in 2015 as banks compete for longer-
term finance against the backdrop of low savings rates. The spread between 
the 12-month negotiable certificate of deposit rate and one-year swaps 
widened by more than 50 basis points over the last 12 months (Figure 17). 
The widening of liquidity spreads points to a continued deterioration of 
domestic macroeconomic conditions during the period under review. 
Notwithstanding the rise in short-term funding costs over the past 12 
months, prevailing spreads nevertheless reflect low-risk profiles and higher 
capital adequacy of domestic banks.

Temporary market disruptions during the second half of 2014 caused by the 
curatorship of African Bank Limited do not appear to have caused lasting 
negative effects as liquidity management of big banks proved to be resilient 
in the face of these market disruptions. Apart from the above short-term 
analysis of domestic banks’ funding conditions, an analysis of the sensitivity 
of banks’ funding costs to leverage is informative.

By mapping the market-based capital ratio (i.e. market capitalisation of a 
bank divided by its risk-weighted assets) against the funding cost of capital, 
proxied by the weighted average cost of capital (WACC), a sensitivity 
analysis is performed (Figure 18). The market-based capital ratio should 
intuitively point to a bank’s ability to withstand a shock to its asset side of 
the balance sheet. Therefore, banks with higher market-based capital ratios 
should theoretically have a lower cost of funding, that is, if the market 
is correctly pricing in the risks. Conversely, a lower market-based capital 
ratio should result in higher funding costs. For the four largest banks in 
South Africa, the WACC dropped marginally from its December 2007 
to December 2014 levels, while the market-based capital ratios increased 
across all four banks over the same period. This indicates that the market 
assessment of the banks’ assets was favourably interpreted by investors 
between the two periods, thus the equity values rose sharply, minimising 
the need to aggressively tap funding in the debt market.

In addition, from a financial stability perspective, investors are not attributing 
any significant adverse effect of solvency risks for the four largest banks. 
This indicates that despite the steady rise in the bank’s liquidity funding 
cost over the past 12 months, banks’ funding structures have improved 
compared to what they were during the financial crisis period. 
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Capital flows

During the period under review, capital flows into EMEs were more 
subdued and continued to adjust to international developments. Portfolio 
flows were impacted by diverging economic growth prospects among both 
advanced and emerging-market economies, and have continued to reflect 
signs of greater investor differentiation across emerging markets. 

Another driver of portfolio flows in the second half of 2014 has been shifts 
in the outlook of the ECB and Fed policy. Rapid shifts in investor sentiment 
and evolving prospects for monetary support in certain mature economies 
contributed to higher levels of volatility in portfolio flows to EMEs in recent 
months. For example, in December 2014, portfolio flows suffered 
the sharpest reversal since the 2013 tapering tantrum, declining by 
US$11 billion according to the Institute of International Finance (IIF).19 
This reversal was followed by a rebound in January 2015 to US$18 billion, 
led by an increase in portfolio debt flows. 

In South Africa, the financial account of the balance of payments (including 
reserve assets but excluding unrecorded transactions) recorded a net inflow 
of capital of R155,8 billion in 2014. The capital inflows into South Africa in 
2014 were mainly inthe category ‘net other investment’, increasing almost 
threefold fromR50,4 billion in 2013 to R146,6 billion in 2014. In the fourth 
quarter of 2014 an inflow of R53,8 billion was recorded compared to R49,7 
billion in the third quarter, largely as a result of an increase in foreign 
currency-denominated loans extended to the South African banking sector. 

Table 2 Net financial transactions 

R billions

2013 2014

Year 1st qr 2nd qr 3rd qr 4th qr Year

Change in liabilities

Direct investment .................................. 80,1 7,2 27,4 10,2 17,2 62,0

Portfolio investment .............................. 69,5 12,3 27,4 50,8 -16,8 73,7

Financial derivatives .............................. -188,3 -48,0 -43,7 -39,6 -63,6 -194,8

Other investment .................................. 50,4 38,0 5,1 49,7 53,8 146,6

Change in assets

Direct investment .................................. -64,1 -7,7 -14,4 -43,8 -9,4 -75,3

Portfolio investment .............................. -11,5 -8,9 -11,2 -3,2 -0,9 -24,2

Financial derivatives .............................. 195,8 54,2 48,4 40,3 68,4 211,3

Other investment .................................. 3,2 -29,4 2,9 17,2 -17,4 -26,8

Reserve assets ..................................... -4,7 4,7 10,0 -23,4 -7,9 -16,6

Total identified financial transactions* 130,4 22,4 51,8 58,3 23,3 155,8

As a percentage of gross domestic 
product ................................................

3,7 2,4 5,5 6,1 2,4 4,1

* Including reserve assets but excluding unrecorded transactions

Source:   South African Reserve Bank

Foreign portfolio investment inflows increased slightly from R69,5 billion 
in 2013 to R73,7 billion in 2014, but recorded an outflow of capital in the 
fourth quarter of the year. In the fourth quarter of 2014 foreign investors 
sold domestic equity and, to a lesser extent, debt securities, resulting in a net 
outflow of R16,8 billion. 

19 See the IIF document titled Capital Flows to Emerging Markets, dated January 2015.
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On the asset side, the acquisition of foreign portfolio assets more than doubled 
from R11,5 billion in 2013 to R24,2 billion in 2014, mainly as a result of 
increased investment during the first half of 2014. Other outward investment 
reversed from an inflow of R3,2 billion in 2013 to an outflow of R26,7 billion 
in 2014, recording an outflow of R17,4 billion in the fourth quarter of 2014. 
The reversal of capital flows occurred primarily as a result of an increase in the 
domestic banking sector’s foreign-currency deposit holdings. 

Box 1  The fall in oil prices and debt 

The drop in oil prices since June 2014 is attributed to supply and demand factors in 
addition to developments in the oil derivatives markets. A study by the Bank for 
International Settlements shows that the value of swap dealers’ short positions was 
on a steep upward trajectory between 2007 and 2013. It attributes the fall in the oil 
prices, among other things, to a significant drop in the swap dealers’ short positions 
since 2013, which intensified as volatility of the crude oil price rose sharply during 
2014. Lower oil prices also found support from the outflow from energy-backed 
investment products such as the exchange-traded funds, which provided a natural 
match to oil producer’s hedging needs.

The total debt of the oil and gas sector globally currently stands at roughly US$2,5 
trillion – two and a half times what it was at the end of 2006. The recent fall in oil prices 
represents a significant decline in the value of assets backing this debt. Since 2008, 
companies in the oil sector have borrowed both from banks and bond markets. The 
issuance of debt securities by oil and other energy companies has outpaced the 
substantial overall debt outstanding.20 The US corporate debt outstanding to the 
energy sector increased from US$400 billion in 2009 to US$886 billion in February 
2015, representing growth of 121 per cent (Figure A). 
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Figure A Debt and leverage of the energy sector
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Source: Bank for International Settlements
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At low oil prices, the highly-indebted, high-cost US shale oil producers would find it difficult 
to cover expenses. This could cause bankruptcies and defaults with negative spillover 
effects to banks that were providers of loans. In addition, the drop in oil prices has increased 
concerns over global growth prospects, fuelling fears over deflation and intensifying scrutiny 
of capital spending across the energy sector, with companies set to adjust downwards their 
exploration and development budgets. Major oil projects have been put on hold or 
completely abandoned as the pressure to improve cash flow increases.

The number of active oil rigs in the US fell to below 900 in March 2015 as companies 
were challenged to break even at prevailing low oil prices (Figure B). Uncertainty about 
future oil prices remains well entrenched against the backdrop of geopolitical 
instability, low oil prices, weak demand from Europe and Asia, and the continued drop 
in capital expenditure spending by energy companies in the production and 
exploration sector. The oil volatility index spiked from below 20 per cent in May 2014 
to above 50 per cent in March 2015. 

20

20  Bank for International Settlements, ‘Oil and debt’, BIS Quarterly Review, Basel: Bank for International Settlements, 
March 2015.
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EME countries whose national budgets are dependent on oil revenues have also been 
adversely affected. The fall in oil prices has negatively affected revenue projections of 
oil-exporting countries and caused a depreciation of their currencies. While emerging-
market currencies generally track inflation differentials over the long run, large 
movements in the price of oil have directly affected exporters’ currencies in the short 
term because of diminished export revenues.  

South Africa, not being a significant producer of oil or gas, does not currently face 
challenges from this source to such a large extent despite an established correlation 
of oil and gas prices with some other South African export commodity prices.

Low oil prices could negatively impact the economic growth prospects of countries 
that heavily depend on oil for government revenue, leading downgrades by rating 
agencies and cuts in government projects. The subsequent effect of low GDP growth 
in these countries could be accompanied by a rise in non-performing loans, rendering 
the financial system vulnerable as the economy sheds jobs.

Financial institutions

Banks and bank-lending conditions 

In South Africa, the four largest banks continued to hold over 80 per cent of 
the total banking sector’s assets in the year to December 2014 (Table 3). The 
Herfindahl–Hirschman Index (H-index) confirmed the continued high level 
of concentration in the domestic banking sector. Despite African Bank being 
placed under curatorship in August 2014, the South African banking sector 
remained sound and adequately capitalised. The banking sector’s total capital-
adequacy ratio (CAR) remained well above the regulatory requirement of 
10 per cent at 14,74 per cent as at the end of December 2014. The tier 1 and 
the common equity tier 1 CARs increased marginally to 11,8 per cent and 
11,4 per cent respectively at the end of December 2014. 

The average liquid assets held by banks remained well above the minimum 
liquid assets requirement during 2014. In fact, liquidity in the banking 
sector, as reflected by the liquid-assets ratio and liquid-assets-to-short-
term-liabilities ratio, increased further over the six months to December 
2014. The ratio of liquid assets held in relation to short-term liabilities 
increased mainly as a result of the phasing in of the liquidity coverage 
ratio (LCR) from 1 January 2015. This has been reflected in the continued 
increase in liquid assets held by the banks as well as increases in holdings 
of high-quality liquid assets (HQLA) reported by the banking sector in 
the second half of 2014 leading up to the phasing in of the LCR in 2015.
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Table 3 Selected indicators of the South African banking sector1

Per cent, unless indicated otherwise

2014

Jul Aug Sep Oct Nov Dec

Market share (top four banks) .............. 82,94 82,84 82,97 83,24 83,14 83,23

Gini concentration index ...................... 82,74 82,65 82,65 82,73 82,66 82,73

Herfindahl–Hirschman Index 
(H-index) .............................................. 0,182 0,181 0,182 0,183 0,183 0,184

Banks’ share prices (year-on-year 
percentage change) .............................

34,01 30,33 21,52 11,65 25,30 29,70

Capital adequacy

Total capital-adequacy ratio ................. 14,53 14,63 14,34 14,28 14,39 14,74

Tier 1 capital-adequacy ratio ............... 11,69 11,77 11,66 11,64 11,74 11,76

Common equity tier 1 capital- 
adequacy ratio..................................... 11,14 11,22 11,12 11,07 11,17 11,38

Credit risk

Gross loans and advances 
(R billions) ............................................ 3 145,6 3 149,3 3 206,8 3 172,3 3 232,3 3 233,7

Impaired advances (R billions)2 ............ 108,5 107,6 107,4 106,2 105,6 105,8

Impaired advances to gross 
loans and advances ............................ 3,45 3,42 3,35 3,35 3,27 3,27

Specific credit impairments 
(R billions) ............................................ 52,4 53,1 52,6 52,8 51,8 51,8

Specific credit impairments to 
impaired advances .............................. 48,33 49,36 48,95 49,67 49,02 48,99

Specific credit impairments to 
gross loans and advances ................... 1,67 1,69 1,64 1,66 1,58 1,59

Profitability

Return on assets (smoothed)............... 0,97 1,00 1,05 1,06 1,05 1,06

Return on equity (smoothed) ............... 13,04 13,43 14,13 14,37 14,27 14,47

Interest margin to gross income 
(smoothed) .......................................... 55,73 55,86 55,45 55,44 55,50 55,97

Operating expenses to 
gross income (smoothed) .................... 54,93 54,85 54,32 54,23 54,60 54,39

Liquidity

Liquid assets to total assets 
(liquid-asset ratio) ................................ 8,68 8,69 8,43 9,02 8,97 9,09

Liquid assets to short-term 
liabilities ............................................... 16,92 16,65 16,09 17,55 17,27 17,25

Effective net open foreign-currency 
position to qualifying capital and 
reserve funds ....................................... 0,64 0,76 0,83 -0,69 -0,57 0,28

1  Data were updated on 19 March 2015 
2 Impaired advances are advances in respect of which the bank has raised a specific impairment

Sources:  South African Reserve Bank. Data on share prices were obtained from the JSE Limited

The banking sector remained profitable during the second half of 2014. The 
return on equity (ROE) ratio (smoothed) for the banking sector increased 
to 14,47 per cent in December 2014. Net interest income (12-month 
cumulative) increased by 16,8 per cent year on year to December 2014 but 
the non-interest income contracted by 5,6 per cent during the same period. 
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The cost-to-income ratio (or efficiency ratio), an indication of the proportion 
of operating expenses used to generate operating income, improved to  
54,4 per cent at the end of December 2014 (Table 3). 

Gross loans and advances remained the largest component of banking-
sector assets, increasing marginally to 75,5 per cent of total assets at the end 
of December 2014, that is, an increase of 9 per cent year on year (Figure 20). 
All categories of loans and advances supported this increase, with term loans 
making the largest contribution (20,1 per cent increase year on year). 
Impaired advances, an indicator of the banking sector’s credit risk, contracted 
by 2,6 per cent from R108,6 billion in June 2014 to R105,8 billion in 
December 2014. The ratio of impaired advances as a percentage of total 
loans and advances eased to 3,3 per cent in December 2014 from 3,4 per 
cent in June 2014, mainly due to the combined effect of increased gross 
loans and advances, and decreased impairments. Against the backdrop of 
decreasing impaired advances, the banking sector’s specific credit 
impairments decreased by 3,4 per cent in the second half of 2014 to 
R51,8 billion in December 2014, mainly due to a decline in specific credit 
impairments raised against retail mortgages (Table 3). 

A credit analysis of the five largest banks indicates an improvement in asset 
quality as impaired advances decreased from a peak of R124 billion in 
November 2009 to R79,2 billion in December 2014 (Figure 21). For the 
period under review, impaired advances for the other local banks decreased 
marginally from R24,4 billion in June 2014 to R24,3 billion in December 
2014. Over the same period, the ratio of impaired advances to gross loans 
and advances has remained stable at about 17 per cent (Figure 22).

Banking sector’s exposure to unsecured lending

Total gross unsecured credit exposure of six local banks to retail 
counterparties (total unsecured lending) increased by 2,6 per cent to 
R504,4 billion in December 2014 (Figure 23). This was mainly driven by a 
R12,16 billion (4,7 per cent) increase in the retail revolving credit category 
which includes credit cards and other unsecured revolving facilities. The 
year-on-year growth in total unsecured lending continued to moderate, 
albeit only marginally in the second half of 2014. The default ratios of total 
unsecured credit portfolios also moderated during this period, suggesting a 
general improvement in the quality of these loans. 

Non-bank financial institutions

Growth in assets of pension and provident funds (including both official and 
private self-administered funds) increased by 12,5 per cent year on year in the 
third quarter of 2014. The size of the pension fund industry in the domestic 
economy – as measured by the ratio of assets to GDP – dropped marginally 
to 78,9 per cent in the fourth quarter from 79,7 per cent in the third quarter. 
The investment of official pension and provident funds in fixed-income 
securities increased by 16,3 per cent year on year in the fourth quarter of 2014, 
while investment in equities increased by 10,2 per cent over the same period. 
During the fourth quarter of 2014 private and self-administered pension and 
provident funds’ holdings of bonds increased by 16,2 per cent year on year 
and investment in equities by 7,0 per cent. 
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During the fourth quarter of 2014, the life insurance industry experienced 
strong growth in share prices, increasing by an average annual rate of 20,3 per 
cent. The assets of the industry increased at an annual rate of 9,9 per cent in 
the fourth quarter, slightly down from 10,7 per cent during the previous 
quarter. Compared to the size of the domestic economy, the total assets of life 
insurers amounted to 64,2 per cent of South Africa’s annual GDP.

Table 4  Spread and categorisation of assets of primary long-term insurers 
(excluding professional reinsurers and insurance companies in runoff)

Kinds of assets
Dec 2012 Dec 2013 Dec 2014

R millions Per cent R millions Per cent R millions Per cent

Cash and deposits ............. 221 377 11 193 901 9 186 022 7

Government and semi-
government ........................ 173 874 9 178 194 8 190 478 8

Equities and collective 
investment schemes ........... 1 221 629 61 1 470 533 65 1 637 469 65

Debentures and loan stock . 176 585 9 215 743 9 257 257 10

Immovable properties ......... 56 152 3 49 571 2 49 473 2

Fixed assets ....................... 2 112 0 2 367 0 2 153 0

Debtors .............................. 118 589 6 133 930 6 147 790 6

Other assets ....................... 28 235 1 33 909 1 34 007 1

Total ...................................  2 000 555 100 2 278 148 100 2 504 650 100

Source:   Financial Services Board

While long-term insurers have benefited from strong investment market 
performance over the past few years, the outlook in South Africa remains 
challenging. Nevertheless, long-term insurers have been resilient and 
consistently produced, on average, a return on equity of around 20 per cent.21

The biggest risk currently facing the long-term insurance sector is market 
risk since more than half of its assets are invested in equities. A large portion 
of these equity investments, however, relates to linked business where the 
policyholders carry the risk but also benefit from the gains. 

Long-term primary insurers22 maintained adequate capital buffers. Most 
long-term insurance companies were covered by a free assets-to-capital-
adequacy requirement – also referred to as CAR cover – of two to five times 
(Figure 24). Any insurer with a CAR cover below one is investigated and 
corrective measures are taken by the Registrar of Long-term Insurance. 
There is currently only one insurer with a CAR cover below one.

In December 2014, the net premiums of the short-term typical insurers 
increased by 11,2 per cent when compared to December 2013. The biggest 
contribution to total net premiums of the primary short-term insurers came 
from motor vehicle insurance (45 per cent), followed by property insurance 
(33 per cent).

Underwriting results (where underwriting profit is expressed as a percentage of 
net written premiums) for the primary short-term insurers23 sector remained 
unchanged at 9 per cent in 2014 compared to the previous year (Figure 25).  

21 PricewaterhouseCoopers, ‘Insuring African Growth’, March 2015.

22  The primary long-term insurance industry includes typical insurers, niche insurers, cell captive insurers, linked 
investment insurers and assistance insurers, but excludes reinsurers.

23  Primary short-term insurers include typical insurers, niche insurers, cell captive insurers and captive insurers, but 
exclude reinsurers.
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 exposure
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Confidence in the financial services sector

Sentiment in the financial services industry improved during the second 
half of 2014, with the EY Financial Services Index recording an improvement 
to 66 index points from 57 index points in the third quarter of 2014 as three 
of the four sub-indices recorded higher levels during this period (Table 6). 
Despite the increase, the index still remains below the long-term average24 
of 76 index points. 

Table 6 EY Financial Services Index and its components

Indices
2013 2014

1st qr 2nd qr 3rd qr 4th qr 1st qr 2nd qr 3rd qr 4th qr

EY Financial Services Index .............. 85 73 69 72 67 61 57 66

 Retail banking ................................ 80 46 25 30 38 46 50 60

 Investment banking and  
specialised finance ........................ 83 78 93 82 73 69 64 89

 Asset management ....................... 83 85 92 96 77 66 52 33

 Life insurance ................................ 95 83 67 80 79 64 62 81

Source:  EY

In the fourth quarter of 2014, asset management confidence fell to its lowest 
level since the inception of the index, from 52 index points in the third 
quarter of 2014 to 33 index points in the fourth quarter, mainly as a result 
of decreasing net institutional inflows resulting in slower profit growth. 
By contrast, confidence levels in retail banking, investment banking and 
life insurance increased substantially in the fourth quarter of 2014. Retail 
banking confidence continued to improve and rose from 50 index points 
in the third quarter of 2014 to 60 index points in the fourth quarter, 
primarily attributable to an increase in income and profits of the banking 
industry, which offset the expected increase in total expenses. Despite a 
slowdown in business volumes in all segments except corporate finance, 

24  The long-term average is calculated over the past 52 quarters, that is, since inception of the EY Financial Services 
Index in 2002.

Table 5 Performance indicators for primary short-term insurers

Performance indicators
12 months ended 

Dec 2012
12 months ended  

Dec 2013
12 months ended  

Dec 2014

Net premium increase  
(year-on-year percentage change) ...........

8 6 11

Loss ratio* ............................................... 59 58 60

Combined ratio*# .................................... 90 83 83

Management expenses** ......................... 23 23 24

Commission** .......................................... 8 7 7

Underwriting profit/loss ratio** ................. 10 9 9

Underwriting and investment  
income ratio** ..........................................

17 17 17

Capital-adequacy ratio cover (median) ..... 1,6 2,1 2,3

* Expressed as a percentage of net earned premium during the period
** Expressed as a percentage of net written premium during the period
# Claims plus commission plus expenses less total investment income as a percentage of net earned premium

Source:  Financial Services Board
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investment banking confidence jumped 25 index points from 64 index 
points in the third quarter of 2014 to 89 index points in the last quarter 
of 2014. Accelerated growth in premium income supported the increase in 
confidence in the life insurance sector. 

The assets of other financial intermediaries (OFIs),25 a broad proxy for 
shadow banking, continued to increase at a faster pace than the assets of 
banks during the period under review (Figure 26). This higher growth rate 
is rooted in the increases in assets held by unit trusts (excluding money-
market funds).

In future, the narrowing-down approach may leverage off the results 
of the information-sharing exercise on shadow banking entities and 
activities, which are being developed by the international Financial 
Stability Board’s (FSB) Workstream on Other Shadow Banking Entities 
(Workstream 3) based on the forward-looking high-level Policy Framework 
for Strengthening Oversight and Regulation of Shadow Banking Entities. 
An initial information-sharing exercise was conducted by Workstream 3 
involving a subset of FSB member jurisdictions. It is envisioned that the 
scope of the exercise will be extended to cover the entire FSB membership 
in 2015 (see Box 2).

Box 2  Shadow banking information-sharing exercise conducted by the 
Workstream on Other Shadow Banking Entities

In response to the G-20 request, the Financial Stability Board (FSB) published a report 
on a forward-looking high-level policy framework for shadow banking entities other 
than money-market funds (MMFs) in August 2013. The framework comprises: 

(i)  an assessment of non-bank financial entity types based on five economic 
functions; 

(ii)  the adoption of appropriate policy tools where necessary to mitigate financial 
stability risks; and 

(iii)  information sharing among member authorities through the FSB process to maintain 
international consistency in applying the framework, minimise gaps in regulation and 
detect new adaptations. It also sets forth key principles by which authorities can 
identify, monitor and address financial stability risks by applying appropriate policy 
tools from a menu of optional policies for each economic function. 

Based on the framework, the FSB, through its Workstream on Other Shadow Banking 
Entities (Workstream 3), launched an initial information-sharing exercise in May 2014 
to exchange information on the status of national authorities’ implementation of the 
high-level policy framework and to adjust the detailed information-sharing process in 
preparation for future exercises that will cover all FSB member jurisdictions. The key 
steps include: 

(i)  classification of non-bank financial entities into one or more of the five economic 
functions; 

(ii  collection of risk metrics associated with these functions (e.g. liquidity and 
maturity transformation, and leverage); and 

(iii)  identification of relevant authorities with oversight of such entities, and review of 
availability of policy tools to address the identified risks.

Fourteen jurisdictions participated in the initial exercise. They shared the relevant 
information and data using common templates, and exchanged information through 
two workshops that enabled participating authorities to better understand each 
other’s approaches to identifying entities according to the economic functions and 
available policy tools to address risks posed by these entities.

25  Consisting of unit trusts, finance companies, hedge funds, participation bond schemes and real-estate investment 
trusts.
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The five economic functions include credit intermediation with relevant shadow 
banking risks to ensure that such risks are captured across jurisdictions irrespective 
of the legal forms of the non-bank financial entities in which they occur.

Based on the results of the initial information-sharing exercise, the FSB refined the 
information-sharing process as necessary and launched a more comprehensive 
exercise in 2015 covering all FSB member jurisdictions, in which South Africa will 
participate.

Table B2.1  Classification by economic function  

Economic function Description of risks Example of entities

EF1 Management of collective investment 
vehicles with features that make 
them susceptible to runs

Credit hedge funds, fixed income 
mutual funds, trust companies

EF2 Loan provision that is dependent on 
short-term funding

Finance companies

EF3 Intermediation of market activities 
that is dependent on short-term 
funding or on secured funding of 
client assets

Broker-dealers

EF4 Facilitation of credit creation Mortgage insurers

EF5 Securitisation-based credit 
intermediation and funding 
of financial entities

Structured investment vehicle

Source:   Financial Stability Board

Non-financial institutions

Growth in credit extended to the corporate sector by banks moderated to 
13,3 per cent in the final quarter of 2014 from 15,1 per cent in the third 
quarter. The growth rate of deposits by corporates also moderated to 
10,2 per cent in the fourth quarter from 13,7 per cent in the third quarter 
(Table 7). Furthermore, the gross operating surplus of this sector declined on 
a seasonally adjusted basis in the fourth quarter of 2014. The relatively high 
level of finance extended to the corporate sector can partly be attributed to 
renewable energy projects and some corporate restructuring. 

Table 7 Selected indicators for the corporate sector

Annual percentage change, unless indicated otherwise

Performance indicators
2013 2014

4th qr 1st qr 2nd qr 3rd qr 4th qr

Bank credit granted1 ......................................... 7,4 12,5 13,8 15,1 13,3

Gross fixed capital formation2 ............................ 20,9 13,7 7,7 2,8 1,6

Credit as a percentage of GDP.......................... 35,9 38,2 39,2 40,5 40,2

Credit as a percentage of annualised profits3 .... 173,6 183,2 167,8 185,0 205,7

Net operating surplus4 ....................................... 6,3 17,0 -1,5 3,5 -4,3

Deposits ............................................................ 7,0 10,4 7,9 13,7 10,2

1  Bank credit to the corporate sector in this case includes instalment sale and leasing finance, mortgage advances, 
overdrafts, credit card debtors, and other loans and advances

2 At current prices (seasonally adjusted) 
3  Bank credit to the corporate sector and net operating surpluses of corporations were used as proxies for corporate 

debt and for corporate profits respectively
4 Gross operating surplus minus depreciation (seasonally adjusted rates)

Source:   South African Reserve Bank
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While production levels normalised in the fourth quarter of 2014, profits were 
negatively affected as load shedding, mandatory electricity consumption 
cutbacks by major industrial users and weak economic growth prospects 
weighed on production levels of manufacturers in the final quarter of the year. 
The contraction in profits had a negative impact on the corporate sector’s 
ability to manage its debt as reflected in the decrease in the Experian Business 
Debt Index (BDI)26 since the second quarter of 2014 (Figure 27). This 
suggests that there has been a marked slowdown in the rate at which the 
financial health of corporates might be improving. Growth in gross fixed 
investments by the corporate sector fell sharply in the period under review 
which, according to the Bureau of Economic Research (BER),27 is due to the 
current level of manufacturing production remaining below its full potential. 
The BER does, however, expect investment in machinery and equipment to 
increase in 2015 in order to replace existing capacity and build inventories.

Domestic non-financial corporate debt28 moderated in the last two quarters 
of 2014 (Figure 27), which can be attributed to a decrease in the growth of 
corporate bond issuances, while corporate bank credit continued to increase. 
Corporate bond issuances have slowed for a number of reasons. Demand 
for domestic corporate bonds has decreased due to investor concern about 
weakened domestic economic conditions, which also made other emerging-
market corporate debt relatively more attractive. The supply of corporate 
bonds has also been affected amid a negative outlook for domestic corporates 
given the sluggish economic growth, high cost of inflation and generally 
weak commodity prices. Internationally, the deterioration in emerging-
market corporate bond quality, given the increase in the number of bonds 
being downgraded, has also affected demand. Further, poor economic 
growth prospects in most EMEs, including China, Brazil and Russia, have 
made emerging-market bonds less attractive.

Domestic developments, including subdued economic growth, lower 
consumer spending and electricity-supply issues have had a negative impact 
on the financial health of domestic corporates. As shown by the Experian 
BDI in Figure 27, the ability of corporates to manage their debt levels 
decreased for three consecutive quarters in 2014 and is now at 0,2 index 
points, down from 0,35 index points, but still above the neutral level of 
zero. Such developments could have contributed to the moderation of bond 
issuance by corporates.

Overall, business confidence deteriorated in the first quarter of 2015, 
falling by 2 index points to 49 index points. This indicates that only about 
half of the surveyed respondents were satisfied with the current business 
conditions. The fall in the business confidence index was driven by a fall in 
the building contractors’ and manufacturers’ confidence subcomponents. 
The fall in the manufacturers’ confidence was mainly due to the negative 
impact of electricity-supply constraints. Also, the initial improvement 
in manufacturing production in the fourth quarter of 2014 did not last. 
According to the BER, the slowdown in production levels was also due 
to weak local and global demand. On the upside, increased confidence in 
retail traders’ and new vehicle dealers’ subcomponents can be attributed 
to increased sales volumes following relatively lower fuel prices and lower 
inflation. Given the correlation between the business confidence index and 
gross fixed investment, a sustained decrease in business confidence is highly 
probable and could have unfavourable consequences for real economic 
developments and, ultimately, for financial system stability.

26 The Experian Business Debt Index is a measure of the debt stress experienced by domestic corporates.

27  Bureau for Economic Research, Manufacturing Survey, Stellenbosch: Bureau for Economic Research, December 
2014.

28 Bank credit to corporates and domestic corporate bond issuances were used as proxies due to data constraints.
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Figure 27 Non-financial corporates’
 domestic debt and the
 Experian Business Debt Index1 
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Table 8 Business confidence index1

Indices
2014 2015

1st qr 2nd qr 3rd qr 4th qr 1st qr

Business confidence index ........................... 41 41 46 51 49

 New vehicle dealers’ confidence ................ 27 43 28 30 44

 Retail traders’ confidence ........................... 39 49 60 55 60

 Wholesale traders’ confidence .................... 47 44 59 60 61

 Building contractors’ confidence ................ 49 45 53 66 49

 Manufacturers’ confidence ......................... 41 25 28 42 30

1  The business confidence level is measured on a scale of 0 to 100, where 0 indicates ‘an extreme lack of confidence’, 
50 ‘neutral’ and 100 ‘extreme confidence’

Source:  Bureau for Economic Research, Stellenbosch University

Although decelerated, the increase in bank credit to corporates since the 
fourth quarter of 2013 has been driven mainly by increases in other loans 
and advances, particularly general loans and advances, and mortgage 
advances (Figure 28). Therefore, the growth in finance to the corporate 
sector has been boosted by the renewable energy projects by government and 
corporate action, while the growth in corporate credit may suggest an 
improvement in economic conditions of domestic corporates. 

A growing trend in EMEs, but to a lesser extent in South Africa, is the 
issuance of international debt by non-financial corporates. The growth rate 
of these issuances has moderated in South Africa in 2014 (Figure 29), and 
made up less than 10 per cent of total corporate debt in the last quarter 
of 2014. Generally, this type of leverage could render corporates more 
vulnerable to external shocks since upward movements in global interest 
rates and currency depreciation will increase the burden of servicing these 
debts. The risk of increased leverage can be justified if the funds are used 
to increase earnings through increased capital formation. Figure 29 shows 
that the growth in gross fixed capital investment by domestic corporates 
has tracked the issuance of international debt (particularly since 2010). A 
mitigating factor for South Africa is the fact that the corporates who have 
access to this market are likely to have matching foreign currency assets and 
liabilities as they are mostly made up of commodity exporters.29 

A firm’s ability to generate cash flows to finance its interest expenses on 
outstanding debt can be determined by an interest coverage ratio (ICR).30 
South African corporates (Figure 30) remained well above the benchmark 
of 2 used by the IMF, which indicates that corporates in aggregate have 
generated enough cash over the last year to service their commitments.

At an economic industry level (Figure 31), all industries have ICRs above the 
benchmark of 2 in the period up to the fourth quarter of 2014.31 The ICR 
for the electricity, gas and water supply industry went from an ICR below 
the benchmark in the third quarter of 2014 to well above the benchmark in 
the final quarter of the year, following a substantial increase in profits. The 
increase was a result of the higher winter electricity tariffs applied in the 
second quarter of 2014.

29  Commodity exporters earn a significant portion of their revenue in foreign currency and are therefore able to 
withstand the increased debt-servicing cost associated with currency depreciation.

30 This is done by dividing a firm’s earnings before interest and taxes (EBIT) by its annual interest expenses.

31 According to a benchmark set by the IMF, ‘weak firms’ are identified as those with an ICR below 2.
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Figure 28 Bank credit to non-financial
 corporates by type of credit 
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Figure 29 International debt securities
 issued by non-financial
 corporates1 
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An expected default frequency (EDF) of a firm measures the probability 
that a firm will default within a given time horizon by failing to make an 
interest or principal payment.32 The majority of South African corporates 
have EDFs below 3 per cent (Figure 32), meaning that there is a less than 
3 per cent chance that these corporates will not be able to honour their debt 
obligations in the following year. The percentage of corporates with an EDF 
above 10 per cent has increased from 8,7 per cent to 9,8 per cent since 
September 2014, showing a very marginal deterioration in the debt-servicing 
ability of domestic corporates during the period under review. South African 
non-financial corporates have an average one-year EDF of 2,95 per cent.33 

Households 

Consumption expenditure by households increased by 1,2 per cent in both 
the third and fourth quarters of 2014 (Table 9). As a percentage of GDP, 
consumption expenditure remained stable at around 60 per cent. The 
growth in consumption expenditure over this period was supported by an 
increase in disposable income. This is in line with the BankservAfrica 
Disposable Salary Index which shows that disposable income from salaries 
increased by 5,6 per cent in the past year. Households’ saving as a percentage 
of disposable income remained negative in the fourth quarter of 2014, and 
higher disposable income therefore did not translate into increased savings.

Driven by a deceleration in the growth rate of credit card advances and 
general loans and advances, growth in total credit extended to households 
moderated further in the last two quarters of 2014.  The subdued growth rate 
of credit extended to households could be an indication of weaker confidence 
given the weak employment prospects and high overall indebtedness of  

32  Higher market values serve as an incentive and generate the ability for equity holders to pay the debt obligations of a 
firm by selling its assets to raise cash or by issuing additional debt or equity. Therefore, the value of the firm’s assets 
and liabilities drives the EDF of that firm. In general, an EDF measures the probability that a firm’s future market value 
will be insufficient to meet its future debt obligations.

33 Measured at 12 March 2015.
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Table 9 Selected indicators for the household sector 

Annual percentage change, unless indicated otherwise

2013 2014

4th qr 1st qr 2nd qr 3rd qr 4th qr

Disposable income .................................................. 6,5 7,5 7,5 7,3 7,0

Real consumption expenditure ................................ 1,8 1,6 1,4 1,2 1,2

Consumption expenditure to GDP ........................... 60,4 60,2 61,2 60,8 60,2

Credit extension ...................................................... 5,5 4,8 4,3 3,8 3,4

Mortgage advances extended to domestic 
private sector  .........................................................

1,9 2,9 3,4 3,3 4,3

Savings as a percentage of disposable income  ...... -2,7 -2,7 -2,5 -2,4 -2,3

Debt to disposable income ...................................... 78,9 78,8 78,5 78,1 77,6

Debt to GDP ........................................................... 46,4 46,2 46,9 46,4 45,7

Mortgage debt as a percentage of household 
disposable income ..................................................

38,8 38,3 37,9 37,5 37,2

Debt-service cost of household debt  ...................... 7,7 11,3 12,2 14,5 15,3

Debt-service cost1 as a percentage of 
disposable income ..................................................

8,6 8,9 9,0 9,1 9,3

Insolvencies .......................................................... -4,4 -37,5 -8,2 7,4 7,7

1 Interest payments on housing and personal debt

Sources:   South African Reserve Bank and Statistics South Africa
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consumers. Mortgage debt as a percentage of household disposable income 
also moderated, mainly because household income grew at a slightly faster 
pace than mortgage advances. Growth of mortgage advances, however, 
continued to improve, accelerating to 4,3 per cent in the fourth of 2014 
quarter from 3,3 per cent in the previous quarter.

The prolonged period of relatively low interest rates has allowed households 
to gradually deleverage. While this means that households should be better 
able to withstand economic downturns and interest rate or income shocks, 
household debt remains elevated as indicated by the fourth quarter First 
National Bank (FNB) Household Debt-Service Risk Index34 of 5,57 index 
points, which remains in the high risk range.35 Moreover, the debt-service 
cost of households increased by 15,3 per cent in 2014 to the fourth quarter 
from 14,5 per cent in the third quarter, mainly due to the higher cost of 
borrowing following the increase in the repurchase rate in July 2014. This 
could further contribute to the growth in the number of insolvencies, which 
increased to 7,7 per cent in the fourth quarter of 2014. 

The credit standing of consumers in general appears to have improved 
somewhat in the second half of 2014. According to the National Credit 
Regulator (NCR),36 the number of consumers classified as being ‘in good 
standing’ (12,58 million) increased by 17,5 per cent in the fourth quarter of 
2014, accounting for 55,1 per cent of total credit-active consumers (Figure 33).  

Household balance sheets can be used to analyse the risk profile of domestic 
households. The share of non-financial assets in households’ wealth 
increased from 2005 to 2011, but has been trending downwards since 2012, 
indicating an increased reliance on financial instruments for wealth 
accumulation (Figure 34). By contrast, residential buildings accounted for 
approximately 83 per cent of total non-financial assets in 2014, representing 
approximately 24 per cent of total assets owned by households. The 
proportion of this particular asset to household wealth is, however, in 
contrast with other developing countries (where housing can constitute up 
to 80 per cent of total assets), rendering South African households relatively 
less sensitive to housing price movements. Exposure to pension funds and 
long-term insurers continued to be the biggest portion of households’ total 
assets. Assets with monetary institutions, the most liquid asset category for 
households, have shown a decreasing trend since 2011 and accounted for 
about 9 per cent of total assets by the end of 2014. Holdings of debt securities 
and equity accounted for 24 per cent of total assets in 2014, indicating that 
households were more willing to invest their money in equity and bond 
markets than in deposits. Mortgage debt made up around 48 per cent of 
total liabilities of households in 2014. 

While the net wealth (in absolute terms) of households has been increasing 
consistently (Figure 35), the growth rate moderated significantly to 
9,8 per cent year on year in the fourth quarter of 2014 from 21,1 per cent in 
the second quarter  (Table 10). The slowdown was largely due to a marked  

34  The FNB Household Debt-service Risk Index is compiled from three variables, namely the debt-to-disposable 
income ratio of the household sector, the trend in the debt-to-disposable income ratio, and the level of interest rates 
relative to long-term average (five-year average) consumer price inflation.

35  An index can very between 1 and 10. Scores of 1–3,4 mean ‘low risk’, 3,5–5,4 mean ‘medium risk’ and 5,5–10 mean 
‘high risk’.

36 National Credit Regulator, Credit Bureau Monitor, Midrand: National Credit Regulator, December 2014.
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deterioration in the growth rate of household total assets, which moderated 
at a rate of 9,2 per cent in the fourth quarter of 2014, down from 17,9 per 
cent in the second quarter. The growth rate of total assets was weighed 
down by a moderation in the growth rate of households’ financial assets. 
The findings are consistent with the Momentum/Unisa Household Wealth 
Index,37 which attributes the decrease to weakening share prices. Growth in 
capital gearing has been constant in the second half of 2014 as household 
assets grew at a slower rate than their debt.

The FNB/BER Consumer Confidence Index (CCI) edged up in the fourth 
quarter of 2014 to 0 index points following a dip to -1 index points in the 
third quarter (Figure 36). While the latest recording is below the long-term 
average of 5 index points, it remains higher than the 2013 third-quarter 
value of -8 index points. This improvement was driven by an improvement 
in the economic outlook sub-index (from -6 to -3 index points in the fourth 
quarter of 2014). This means that fewer consumers expect the economic 
situation to worsen in the next 12 months. While the ratings of the 
appropriateness of the present time to buy durable goods also improved in 
the fourth quarter of 2014 to -5 index points from -6 index points, consumers’ 
rating of their financial prospects remained constant at 9 index points. The 
improvement in all three sub-indices indicates that consumers are not only 
feeling less strained by their current conditions, but they expect their 
situation to continue to improve over the next 12 months. In general, while 
the financial position of high-income households remained higher than that 
of low-income households, the latter also showed slightly improved positions. 
However, this was largely due to the decrease in fuel prices in the second 
half of 2014. 

The MBD Credit Solutions/Bureau of Market Research (MBD/BMR) 
Consumer Financial Vulnerability Index (CFVI)38 confirmed that while 
credit to households moderated in the fourth quarter of 2014, their financial 
situation continued to be mildly exposed, with the index lowering to 
51,4 index points (Figure 36). While the debt-servicing vulnerability index 
improved in the fourth quarter of 2014, households’ finances remained very 
exposed in terms of their ability to service their debt. 

37 Momentum and Unisa, Summary: South African Household Wealth Index, Q3 2014.

38 Compiled by MBD Credit Solutions and the Bureau of Market Research, Unisa.
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Table 10 Selected indicators for the household-sector balance sheet 

Annual percentage change, unless indicated otherwise

2013 2014

4th qr 1st qr 2nd qr 3rd qr 4th qr

Financial assets ................................................. 14,5 14,0 20,4 13,4 9,2

Total assets ....................................................... 12,9 12,2 17,9 13,4 9,0

Debt .................................................................. 5,6 6,6 5,2 5,7 5,3

Net wealth ......................................................... 14,7 13,6 21,1 15,3 9,8

Capital gearing1 ................................................. 18,7 18,7 18,0 18,1 18,1

1  ‘Capital gearing’ refers to household debt as a percentage of total assets of households. Data are preliminary

Sources:   South African Reserve Bank and Statistics South Africa
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1 CFVI: 0–20 means ‘financially very vulnerable’, 20–39,9 
 ‘financially vulnerable’, 40–49,9 ‘financially very exposed’,  
 50–59,9 ‘financially mildly exposed’, 60–79,9    
 ‘financially secure’ and 80–100 ‘financially very secure’

2 The consumer confidence index is expressed as a net 
 balance between optimistic and pessimistic consumers. 
 According to the Bureau for Economic Research (BER) at  
 the University of Stellenbosch, the index can vary   
 between -100 for ‘extreme pessimism’ and +100 for  
 ‘extreme optimism’, with 0 being ‘neutral’

Sources: MBD Credit Solutions; Bureau of Market 
Research,University of South Africa; First National Bank and 
Bureau of Economic Research, Stellenbosch University
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Therefore, while consumers are feeling relatively more confident about 
the economy, their persistently high levels of debt, coupled with the high 
unemployment rate, continue to affect their financial positions, leaving 
them feeling financially vulnerable.

Residential real estate 

The average price-to-rent (P/R) ratio (Figure 37) recovered slightly during 
the period under review, indicating that it is becoming relatively cheaper to 
rent. Household demand for mortgages increased marginally during the 
fourth quarter of 2014, which could support house prices in the near future 
as a result of the uptick in demand.

From Table 11 it is evident that when considering the credit standing of 
consumers, the repayment of both residential and commercial real estate 
is a priority for consumers since the proportion of consumers in good 
standing for commercial and residential real estate (79,8 and 85,9 per cent 
respectively) is significantly higher than the average of all consumer credit 
(55,1 per cent for the final quarter of 2014).

Table 11 National credit repayments in good standing1

2013 2014

1st qr 2nd qr 3rd qr 4th qr 1st qr 2nd qr 3rd qr 4th qr

 Commercial real estate ......... 83,54 82,68 82,66 80,99 80,13 81,85 74,79 79,83

 Residential real estate ........... 83,82 85,84 85,95 85,48 85,07 85,57 85,95 85,89

 Consumer credit ................... 52,50 52,00 51,90 51,90 55,80 55,00 55,30 55,10

1 Good standing includes payments made on time, grace payments and late payments

Sources:  National Credit Regulator and TPN credit bureau

When considering commercial real-estate payment profiles (Figure 38), 
payment behaviour tends to correlate with the rental value where the 
proportion of consumers in good standing never falls below 80 per cent for 
properties with rent of over R50 000 per month.

The FNB/BER Building Confidence Index,39 which increased towards 
the end of 2014, again fell from 60 to 55 points in the first quarter of 
2015. This was mainly due to an overall decline in the confidence of main 
contractors and manufacturers of building material in residential building 
activity. Nevertheless, the decline was partly offset by higher confidence 
among architects, sub-contractors and retailers of building material – 
likely boosted by improved consumer spending. Overall, despite lower 
building-sector confidence, more than half (55 per cent) of the respondents 
were satisfied with the current prevailing business conditions. 

Government finances

Fiscal pressures have increased in sub-Saharan Africa and, as a result, 
government debt has started to expand in a number of sub-Saharan Africa 

39  The FNB Building Confidence Index measures the business confidence of all the major role players and suppliers 
involved in the building industry such as architects, quantity surveyors, contractors, sub-contractors, retail merchants, 
and manufacturers of building materials. The index is compiled quarterly from the building, manufacturing, retail and 
wholesale opinion surveys undertaken by the BER at Stellenbosch University. FNB/BER Building Confidence Index, 
Johannesburg: FNB/BER, 17 September 2014.
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countries (Figure 39). Governments’ debt-to-GDP ratios in the region have 
been relatively stable since the late 2000s, supported by strong economic 
activity. This trend has started to reverse, however, as countries with high 
fiscal deficits started to expand government debt levels (Figure 40). In some 
of these countries, the widening fiscal deficit can be attributed to higher 
primary spending rather than weak revenue performances. Given the higher 
debt, a moderation in economic growth could make debt servicing for these 
countries very difficult.

Total loan debt of the South African government has been steadily increasing 
since the latter part of 2008 – the biggest contributor being domestic debt, 
representing slightly more than 90 per cent of total government debt at the 
end of 2014 (Figure 41). Gross loan debt amounted to R1,78 trillion in 
December 2014, which is almost three times more than the R602 billion 
recorded in September 2008. The year-on-year growth rate of government 
debt, however, slowed from a peak of almost 30 per cent in April 2010 to 14,5 
per cent in the last month of 2014. The total loan debt as a percentage of GDP 
was about 47,1 per cent at the end of December 2014. Government announced 
fiscal rebalancing in the 2015 Budget Review and intends narrowing the 
budget deficit to 2,5 per cent of GDP by 2017/18 by lowering expenditure and 
increasing taxes. The increase in the government debt-to-GDP ratio can be 
attributed to, among other things, high growth of government expenditure 
driven by a high public-sector wage bill, coupled with generally weaker tax 
revenue following the global financial crisis. Capital expenditure has been the 
fastest growing component of government’s non-interest expenditure as 
spending on infrastructure remains a key priority.

Compared to other BRICS countries (Brazil, Russia, India, China and 
South Africa), South Africa had the third-highest government debt-to-GDP 
ratio (Figure 42) in 2013. The IMF estimates that the country’s debt-to-
GDP ratio, if continuing at this rate, could reach around 60 per cent of 
GDP in 2019. Nevertheless, in 2014 the IMF conducted a debt sustainability 
analysis on South Africa using 70 per cent of debt-to-GDP as a benchmark, 
beyond which  a country is regarded as risky according to the IMF. The 
IMF’s analyses showed that South Africa’s public debt remains sustainable 
under its baseline scenario. Public debt, however, remains vulnerable to 
shocks according to the debt sustainability analysis. Should none of the 
fiscal consolidation measures envisaged in the 2014 Medium Term Budget 
Policy Statement (MTBPS) materialise, the debt level is projected to increase 
to slightly more than 60 per cent of GDP. Only in cases of extreme shocks 
could the 70 per cent benchmark of the analysis be breached, and although 
the scenarios used in the analysis were quite extreme, the results nevertheless 
highlighted the increased risk posed by the contingent liabilities of state-
owned enterprises. 

Domestic financial institutional investors have displayed strong appetite 
for local government debt since 2008, with pension and provident funds 
holding the largest proportion. During the third quarter of 2014 pension 
and provident funds held close to R500 billion worth of government debt, 
representing an annual increase of 19,1 per cent. Domestic commercial 
banks were holding R203 billion in government bonds in January 2015, 
while insurers held R198 billion in government bonds in the fourth quarter 
of 2014. 
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Nevertheless, the high and rising levels of South Africa’s public debt and 
debt-to-GDP ratio are, among other factors, weighing on the country’s 
sovereign rating. In June 2014, S&P cut the country’s long-term currency 
sovereign rating from BBB to BBB- with a stable outlook. Although Fitch’s 
rating is one notch higher than S&P’s, the outlook was revised from stable 
to negative in June 2014. In November last year Moody’s cut the country’s 
rating from Baa1 to Baa2 (the same level as Fitch), but with a stable outlook. 
The lacklustre economic growth outlook and rising public debt remain the 
most crucial factors that can lead to negative ratings from the three rating 
agencies. Commitments to reduce the fiscal deficit and stabilise debt levels 
should support future credit ratings. South Africa therefore needs to 
implement policies that support economic growth, make further progress 
on fiscal consolidation (some steps have already been taken in the 2015 
Budget Review) and implement regulatory reforms that make it easier to do 
business in order to support investment and growth. Inadequate 
infrastructure, a rigid and strike-prone labour market and high income 
inequality are some of the factors that threaten the country’s growth outlook. 
A downward revision of the credit rating will negatively impact the 
investment climate, increase the country’s funding costs, put pressure on the 
external value of the rand and have negative consequences for financial 
stability.

Foreign-exchange reserves

South Africa held foreign-exchange reserves of US$47,6 billion in January 
2015, a decrease of 3,5 per cent from a year earlier. This translates into an 
import cover ratio that remains comfortably above the required three 
months at a level of about 4,5 months during the last quarter of 2014. 
During the fourth quarter of 2014 the Guidotti ratio40 dropped to 1,16 after 
falling to 1,20 in the third quarter. This was mainly due to annual growth 
of about 17 per cent in short-term foreign debt, while foreign-exchange 
reserves contracted by 0,98 per cent over the same period. This implies that 
should access to foreign-exchange markets be reduced, there would still be 
sufficient funding to service short-term external debt due within the next 
year. The augmented Guidotti ratio (AGR) remained relatively stable over 
the same period at 0,82, with a slightly improved current-account deficit 
being countered by a weaker rand/US dollar exchange rate.

40  The Guidotti-Greenspan rule states that a country’s reserves should equal short-term external debt (maturity of one 
year or less), implying a ratio of reserves to short-term debt of 1.

        Brazil      China     India   Russia
        South Africa
* Data after 2013 are International Monetary Fund estimates

Source: International Monetary Fund
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Table 12 Sovereign debt ratings for South Africa  

Agencies
2014 2015

1st qr 2nd qr 3rd qr 4th qr 1st qr

Moody’s Investor 
Services .....................

Baa1
Negative

Baa1 
Negative

Baa1 
Negative

Baa2
Stable

Baa2
Stable

Standard & Poor’s ......
BBB

Negative
BBB-
Stable

BBB-
Stable

BBB-
Stable

BBB-
Stable 

Fitch Ratings ..............
BBB

Stable
BBB

Negative
BBB

Negative
BBB

Negative
BBB

Negative

Sources: Moody’s Investor Services, Standard & Poor’s and Fitch Ratings

       Guidotti ratio 
 Augmented Guidotti ratio
 Threshold (Guidotti-Greenspan rule of a ratio of reserves 
 to short-term debt of 1)

Source: South African Reserve Bank
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The robustness of the domestic 
financial infrastructure

Progress made with implementing the Twin Peaks 
model of financial regulation 

In the September 2014 Financial Stability Review, developments 
regarding the Twin Peaks regulatory reform initiative were discussed. 
In December 2014, the National Treasury released a second draft of the 
Financial Sector Regulation Bill (FSRB) for public comment. Key changes 
have been made to the second draft of the FSRB in order to:

• improve its legal enforceability;
•  provide both the Prudential Authority and the Financial Sector Conduct 

Authority (FSCA) with powers in addition to the existing institution-
specific laws;

•  empower both authorities to issue standards for financial institutions to 
follow;

•  clarify the role of other financial-sector regulators under the Twin Peaks 
model;

• better align the governance arrangements for the new regulatory agencies;
•  introduce a legal framework for regulating and supervising financial 

groups from both a prudential and a conduct perspective; and
•  strengthen the ombuds system by creating a stronger central coordinating 

role for the Financial Services Ombuds Council.

The closing date for comments was 2 March 2015. It is envisaged that the 
FSRB will be presented to Parliament during 2015, which would enable full 
implementation of the Twin Peaks framework.

A favourable assessment by the International Monetary 
Fund on the stability of South Africa’s financial system 

In December 2014 the IMF released its assessment on the stability of South 
Africa’s financial system.41 The Financial System Stability Assessment 
(FSSA) covers risks and vulnerabilities in the financial system as well 
as, among other things, stress-testing and structural reforms to enhance 
resilience (including matters relating to the proposed Twin Peaks model). 
The assessment also includes a report on compliance with standards and 
codes (ROSC) in the areas of banking, insurance and securities regulation. 

A number of recommendations for further development and enhancement 
were made which relate to the strengthening of powers and operational 
independence of regulators in specific areas, the winding down of 
financial entities and resolution powers of authorities, and improving on 
macroprudential supervision and the identification of systemic risks. 

41  International Monetary Fund, Country Report No.14/340 (FSSA) on South Africa, Washington DC: International 
Monetary Fund, December 2014.
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Other high-priority recommendations in the report include the following:42

•  Regarding the Twin Peaks regulatory reform process, the IMF recommended 
that institutional, governance and accountability arrangements for prudential 
and market conduct regulation for relevant institutions such as the NCR be 
clearly defined. It was also recommended that a road map for regulatory 
reform be published to minimise transition risks. 

•  Microprudential supervision relating to group-wide supervision should 
be strengthened, with specific focus on credit risk and risks related to 
interconnectedness, intra-group transactions and aggregate exposures. 
Regulatory requirements of collective investment schemes should be 
enhanced, particularly for disclosure, valuation and accounting. Full 
implementation of Solvency Assessment and Management (SAM) 
and treating customers fairly (TCF) initiatives is also recommended, 
and legislation for the protection of the rights and entitlements of 
policyholders should be prioritised. 

•  Macroprudential supervisors should continue building a top-down stress-
testing framework for the banking sector and improve on resources for 
data collection and analyses.

•  To improve the financial safety net, the IMF recommended the 
introduction of a resolution regime for all banks and systemically 
important financial institutions (SIFIs) that is compliant with the Key 
Attributes of Effective Resolution Regimes for Financial Institutions 
(Key Attributes),43 and that the Bank should be the resolution authority. 
It was also recommended that an ex ante-funded deposit insurance 
scheme be introduced, and that constraints to early intervention powers 
be removed and legal protection for resolution officials be improved.

•  To reform the over-the-counter (OTC) derivatives market, the IMF 
recommended that data collection in respect of OTC derivatives be 
improved and surveillance of the OTC derivatives market be enhanced. 
Also, consideration should be given for the establishment of a local 
central counterparty (CCP).

Implementation of these recommendations is likely to add to the 
robustness of the financial system. It may be noted that a number of these 
recommendations are either already covered or have been incorporated 
into the latest draft of the aforementioned FSRB, which is currently before 
Parliament for consideration.

A dedicated unit has been set up in the Financial Stability Department of 
the Bank to address, among other things, the stress-testing needs identified 
in the IMF’s report. Plans are also at an advanced stage to set up a dedicated 
unit in the Prudential Authority that will focus on group-wide supervision. 
The Bank, with support from the National Treasury, finalised a resolution 
framework policy paper containing proposals to align South Africa’s 
resolution framework to the requirements of the Key Attributes. This 
policy paper is expected to be published by mid-2015, whereafter public 
consultation will take place.

42  International Monetary Fund. Country Report No.14/340 (FSSA) on South Africa, Washington DC: International 
Monetary Fund, December 2014. 

43  The FSB first published the Key Attributes in October 2011. The latest version is available on the FSB website at  
http://www.financialstabilityboard.org/publications/r_111104cc.pdf.
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The drafting of the bill will commence once all relevant comments on the 
policy paper have been considered. In addition, during 2014 the Governors’ 
Executive Committee of the Bank approved policy proposals for the 
development and implementation of a deposit guarantee scheme (DGS) for 
South Africa. A research project will be undertaken during 2015 to finalise 
the proposals on the specific design features of the DGS before publishing 
the final policy proposals. 

Regulatory developments impacting the domestic 
banking sector

The Banks Amendment Act 2014

In order to promote the soundness of the banking system, it is imperative that 
the regulation and supervision of banks, including the resolution thereof, are 
based on international standards and best practice. To this end, the Banks 
Amendment Bill (the Bill) was tabled in Parliament during the last quarter 
of 2014. The Bill improves South Africa’s resolution framework by taking 
steps to implement certain provisions of the Key Attributes, responding to 
recommendations from the IMF’s Financial Sector Assessment Programme 
(FSAP)44 and clarifying the powers of the curator of a bank. To achieve 
these objectives, the Bill provides for (a) an alternative to the recovery of a 
bank within the existing corporate entity; (b) the transfer of all or part of 
a bank’s business to a successor entity; and (c) the implementation of the 
above measures by the curator. 

The speed with which a bank can be resolved is often critical to minimising 
the loss of confidence in the banking sector and to reducing the economic 
costs associated with banks failing. The Bill gives the curator the right 
to transfer assets without the creditors’ approval, but subject to a fair 
administrative process. These specific provisions are part of a broader 
comprehensive initiative to ultimately align the South African resolution 
framework with the Key Attributes. It is envisaged that the Bill will be 
promulgated during the first half of 2015. 

National Credit Act and Regulations and the ‘in duplum’ rule

The National Credit Act 34 of 2005 (the NCA) and its accompanying 
regulations provide the legal framework for the extension of credit in South 
Africa. Two of the pillars of this framework are to create the conditions for 
the provision of credit on a sustainable basis and to curtail unaffordable 
credit (or so-called ‘reckless lending’) practices. In January 2015 the NCR 
gazetted proposed guidelines relating to the interpretation and application 
of the in duplum rule and the relevant section of the NCA, namely section 
103(5).45 The in duplum rule has been part of the South Africa common 
law for more than 100 years and broadly limits the interest accumulation 
on debt to an amount equal to the principal debt or the capital sum. It is 
based on public interest policy and seeks to protect borrowers from potential 
exploitation by ensuring that creditors cannot allow interest to accumulate 
without any limitations.

44 The FSAP of South Africa performed by the IMF commented on matters related to the resolution of banks.

45  Part of the guidelines is based on the Supreme Court of Appeal judgment handed down in Nedbank versus National 
Credit Regulator [2011] ZASCA 35.
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The statutory in duplum rule as outlined in section 103(5) of the NCA 
and in the proposed guidelines extends and clarifies the rule in distinct 
ways for agreements regulated by the NCA and does not merely replicate 
the old common law rule.46 These principles will apply to credit providers 
(including banks), debt collectors, debt counsellors and payment distribution 
agents in respect of the recovery of debt from consumers arising from credit 
agreements to which the NCA applies. Due to its broader and more extensive 
scope, the statutory in duplum rule will provide greater consumer protection 
and lenders will have to assess their risks and enforce their rights in a more 
meticulous manner. 

Financial integrity and penalties imposed on some banks 

In recent years some global banks have faced penalties with regard to anti-
money laundering-related violations in a number of jurisdictions. Over the 
past year the Bank, as the mandated authority to supervise and enforce 
banks’ compliance with anti-money laundering/combating the financing of 
terrorism (AML/CFT) legislation, has imposed administrative sanctions on 
six banks operating in the domestic banking sector. These sanctions flowed 
from inspections conducted by the Bank at various institutions and in one 
instance from a voluntary disclosure to the Bank. The sanctions consisted 
of directives to take remedial action as well as fines, which ranged from 
R5 million to R60 million per institution. 

The sanctions were based on the identification of a combination of deficiencies 
relating to identifying and verifying customer details (commonly known as 
‘know-your-customer’ or KYC requirements), maintaining customer and 
transactional records, lack of adequate controls and governance processes 
relating to suspicious transactions. The deficiencies identified were more 
related to processes around AML/CFT matters and are not “an indication 
that the banks in question have in any way facilitated transactions involving 
money laundering and the financing of terrorism”.47 None of the banks 
fined challenged the sanctions imposed on them and all have undertaken 
to remediate the deficiencies identified. It is important from a financial 
stability perspective that the domestic financial authorities remain vigilant 
over AML/CFT matters to maintain the integrity of South African financial 
markets and institutions.

Regulatory developments impacting the domestic 
insurance sector

Treating customers fairly initiative 

The March 2014 edition of the Financial Stability Review provided a 
short update on the TCF initiative that the Financial Services Board had 
embarked on in 2011. In the period under review, the National Treasury 
released a discussion document titled ‘Treating customers fairly in the 
financial sector: a market conduct policy framework for South Africa’48 
(the TCF discussion document). The TCF discussion document proposes  

46  The common law rule still applies to credit agreements that do not fall in the ambit of the NCA.  

47  See the media release by the Bank, titled ‘The South African Reserve Bank imposes administrative sanctions on 
banks’, dated 16 April 2014 and available on the Bank’s website at http://www.reservebank.co.za.

48  The policy document ‘Treating customers fairly in the financial sector: a draft market conduct policy framework for 
South Africa (discussion document)’ is available at http://www.treasury.gov.za.
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a framework for the operation of the market conduct regulator. Although 
the TCF is being driven by the Financial Services Board, its scope is broader 
than the insurance sector. The TCF framework will be cross-cutting and 
will cover the banking sector, retail credit and retirement funds.

The TCF discussion document makes firm proposals on how the FSCA 
should protect financial services consumers. The prevalence of some unfair 
market practices against financial services consumers has reinforced the 
need to strengthen oversight on the conduct of financial institutions. 
To protect consumers better, the financial sector must be held to higher 
standards than ‘generic’ consumer protection, and such standards must be 
applied consistently across the sector. 

The market conduct framework proposes that all market conduct-related 
legislation be consolidated. The FSRB will give more powers to the FSCA 
to intensify oversight and to enforce corrective measures on financial 
institutions that breach the rules. The market conduct framework also 
addresses the role of ombudsmen. In the proposed new Twin Peaks regime, 
consumers will be empowered to better utilise the ombuds system. 

These efforts to enhance and strengthen the market conduct framework are 
aimed at ensuring that financial services consumers are protected and that 
providers of such financial services engage in appropriate market conduct 
practices. The implementation of this framework will go a long way in 
strengthening the resilience of the financial system.  

Box 3  Solvency Assessment and Management project’s results of the 
third quantitative impact study

The September 2013 edition of the Financial Stability Review reported on the third and 
final quantitative impact study in South Africa (SA QIS3) that was conducted by the 
Financial Services Board ahead of the parallel run in the second half of 2014. 
SA QIS3 marked an important milestone in the development of the Solvency 
Assessment and Management (SAM) framework: it was the final quantitative impact 
study, and was compulsory for all registered insurers.

The overall capital impact of SA QIS3 for life insurers is summarised in Table B3.1.

Table B3.1 Aggregate impact of SA QIS3 on life insurers
R billions, unless indicated otherwise

Current 
position

(SA) SA QIS2

Higher 
under 

SA QIS2

Current 
position

(SA) SA QIS3

Higher 
under 

SA QIS3

Available ....................... 122,5 200,5 78% 154,3 237,7 64%

Capital requirement ...... 35,6 116,5 74% 42,0 133,1 71%

Free surplus.................. 86,9 84,0 71% 112,3 104,6 56%

Coverage ratio .............. 3,4 1,7 29% 3,7 1,8 25%

Source:   Financial Services Board

The SA QIS3 basis specifies the release of prudential margins from the valuation of 
technical provisions, and a more risk-based capital requirement. The industry as a 
whole therefore shows higher available capital, and a higher capital requirement.  The 
industry capital coverage ratio for SA QIS3 is broadly consistent with that under the 
SA QIS2 basis.
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The overall capital impact of SA QIS3 for non-life insurers is summarised in Table B3.2.

Table B3.2 Aggregate impact of SA QIS3 on non-life insurers
R billions, unless indicated otherwise

Current 
position

(SA) SA QIS2

Higher 
under 

SA QIS2

Current 
position

(SA) SA QIS3

Higher 
under 

SA QIS3

Available ....................... 42,8 49,5 63% 50,6 57,2 54%

Capital requirement ...... 17,9 33,2 98% 21,8 38,9 83%

Free surplus.................. 24,9 16,3 24% 28,8 18,3 41%

Coverage ratio .............. 2,4 1,5 13% 2,3 1,5 37%

Source:   Financial Services Board

Overall capital results for the non-life industry are in line with the results that emanated 
from the SA QIS2 exercise.

Although the calculations submitted in SA QIS3 show that the insurance industry is 
better prepared than in SA QIS2, the insurance group solvency calculation remains 
one of the areas requiring further effort before full implementation.  Some of this work 
is to provide more clarity on the detail of the calculation.

One of the key remaining activities prior to the intended implementation date of 
1 January 2016 is the comprehensive parallel run, which will span the whole of 2015, 
and include quarterly, annual and group submissions on the templates developed for 
SAM final measures.

Regulatory developments impacting the domestic 
financial markets

Hedge fund developments

In the September 2012 and March 2014 editions of the Financial Stability 
Review, proposed reforms in the hedge fund sector were outlined. Since the 
global financial crisis, shadow banking activities have come under scrutiny 
and in order to align itself with the global regulatory reforms underway, 
South Africa embarked on a process to enhance and expand its scope of 
regulation and oversight over hedge funds. 

In the February 2015 budget speech, the Minister of Finance announced 
that hedge fund business would be regarded as collective investment 
schemes. Following this announcement, a determination was published on 
6 March 2015 which was aligned to international best practice and set out 
the regulatory practices for retail hedge funds and qualified investor hedge 
funds.49 Retail hedge funds will be regulated more strictly than qualified 
investor hedge funds, although both types of funds will have measures 
in place to protect consumers.50 The Determination became effective on 
1 April 2015.

Until now only the conduct of hedge fund managers was regulated through 
the Financial Advisory and Intermediary Services Act 37 of 2002 (FAIS Act). 
However, the new Hedge Fund Determination will ensure that regulators 

49  The Hedge Fund Determination is available at http://www.treasury.gov.za/legislation/acts/2002.

50   A qualified investor is defined as any person who invests a minimum investment amount of R1 million per hedge fund 
and who has knowledge to assess the merits and risks of a hedge fund investment, or who has appointed a financial 
services provider who has the knowledge and experience to advise the investor regarding the merits and risks of a 
hedge fund investment.
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have better oversight over any systemic issues that may arise from these 
funds, among other things. The Determination also covers the duties of 
managers for both types of funds, leverage, liquidity, collateral and monthly 
reporting to the Registrar of Collective Investment Schemes. One of the 
major provisions in the Determination relates to disclosure of information 
to investors. Furthermore, the Determination stipulates exposure limits for 
permitted asset classes.  

The strengthening of the regulation of the hedge fund sector is in line with 
global reforms which aim to enhance oversight and supervision of financial 
market participants. The new regulatory regime for hedge funds is expected 
to improve investor protection, prevent systemic risk and promote market 
integrity. 

Transition from a T+5 to a T+3 equities settlement cycle in 
South Africa. 

The ‘T+3’ project was initiated by the JSE Limited (JSE) in 2013 and aims 
to shorten the settlement cycle51 for equity transactions from the current 
five-day or ‘T+5’ cycle to a shorter three-day or ‘T+3’ cycle.52 

The motivation for the JSE to implement this project is to align South Africa 
with other leading markets and ensure compliance with the local regulatory 
mandate from the Financial Services Board. Anticipated benefits of moving 
to a shorter settlement cycle include the following:

•  increased liquidity due to the faster reinvestment of assets that are 
released from the settlement process;

•  reduction in the number of outstanding unsettled trades which could 
reduce settlement exposure or credit risks;

• reduction of systemic risk in the securities markets. 

The first phase of the project, involving regulatory and automation changes, 
was implemented in July 2013. This was followed by a second phase which, 
in October 2014, successfully introduced a more integrated and automated 
platform to enable the move to a T+3 settlement cycle. This was done 
primarily through further enhancements to the Broker Dealer Accounting 
system and the introduction of the new Equities Clearing System (ECS).

The last phase of the project will be to move to the new T+3 settlement cycle 
across the market. This will be enabled by changes to the JSE’s ECS system 
at the centre, and process and system changes made by the rest of the market 
participants (covering post-trade and post-settlement). The JSE anticipates 
implementing the move to T+3 in mid-2016.

Electronic trading platform for government bonds

The National Treasury is in the process of implementing an electronic 
trading platform (ETP) for the primary dealers (PDs) trading government 
bonds where the secondary market quoting obligations under the PD 
contract will need to be met and satisfied on the ETP. The main aim of this  

51  A settlement cycle refers to the number of business days that elapse from the day on which a transaction is initiated, 
to the day on which the transaction must be settled.

52  An update on the T+3 project is available on the JSE’s website at https://www.jse.co.za/services/post-trade-
services/t3settlement.
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initiative is to enhance transparency in the South African bond market and 
to enable the National Treasury to more accurately monitor the activities of 
the PDs.53

The move to an ETP will enable market participants to trade anonymously 
and therefore have open trading lines with other ETP participants as 
compared with the prevailing model in the JSE reported market or the 
offshore market where market participants allocate trading lines to each 
other based on internal credit processes. The National Treasury, the Bank, 
the JSE, Strate and other key representatives from the settlement banks are 
working through the legal, regulatory, operational and risk issues raised by 
the proposed trading model so that under all circumstances, including the 
default of an ETP participant, outstanding matched trades will settle. From 
a market architecture perspective, the ETP model that is being implemented 
is aligned with the European model, and with the International Organization 
of Securities Commissions’ (IOSCO) Objectives and Principles of Securities 
Regulation (OPSRs). As they relate to the secondary market, these OPSRs 
mandate, among other things, that systems for clearing and settlement of 
securities transactions should be subject to regulatory oversight and reduce 
systemic risk.

Regulatory developments impacting the national 
payment systems 

The SADC Integrated Regional Electronic Settlement System

The Southern African Development Community (SADC) Integrated 
Regional Electronic Settlement System (SIRESS) was implemented in 
the Common Monetary Area countries on 22 July 2013.54 The SIRESS 
platform provides a single payment platform among participating countries 
for the settlement of cross-border transactions within the SADC region.

The September 2013 edition of the Financial Stability Review accordingly 
reported on the background and introduction of the SIRESS system in 
greater detail. 

In 2014, SIRESS was further rolled out to Malawi, Mauritius, Tanzania, 
Zambia and Zimbabwe. At the end of February 2015, there were 
62 participants (5 central banks and 57 commercial banks) in SIRESS. 
In October 2014, the SIRESS settlement schedule was amended to allow 
settlement of customer and interbank payments from 00:01 to 16:00. This 
initiative provides banks and their customers with extended intraday time to 
make cross-border payments and transactions. This development coincided 
with a growing number of countries and institutions that joined the system. 
There has thus been a noticeable increase in terms of values and volumes 
settled in the system during 2014, especially during the fourth quarter 
(Figure 45).

53  A media statement outlining the rationale behind the ETP initiative was released on 19 September 2014 and is 
available on the National Treasury website at http://www.treasury.gov.za/comm_media/news_archive_2014.aspx. 

54 As reported in the September 2013 issue of the Financial Stability Review.
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As at December 2014, SIRESS’s share of eligible payments55 from 
participating countries was 43 per cent. The SIRESS implementation 
project team is now working with the SADC Committee of Central Bank 
Governors (CCBG) Payment System Subcommittee, SADC member 
states’ central banks and the SADC Banking Association to finalise the 
implementation of settlement of cross-border retail batches in SIRESS. 
The SIRESS system is one of the building blocks that contribute to greater 
regional financial integration – one of the key goals of SADC.  

Extending the regulatory spotlight to virtual currencies  

Over the past two years, a number of financial authorities globally have 
focused on virtual currencies and have taken various steps to appropriately 
manage the risks associated with these currencies. In December 2014 the 
Bank issued a position paper on virtual currencies56 which, among other 
things, distinguishes between various categories of virtual currencies, 
highlights several risks associated with the virtual currency landscape and 
provides a cautionary note to virtual currency users. 

The position paper further highlights that the Bank currently does not 
oversee, supervise or regulate the virtual currency landscape, systems or 
intermediaries for effectiveness, soundness, integrity or robustness. End users 
are therefore cautioned that they participate in virtual currency activities at 
their own risk. Given the current virtual currency landscape and available 
information on the values and volumes of these currencies being traded, 
virtual currencies are viewed as neither broad nor pervasive enough in the 
domestic market to be classified as systemic. The Bank therefore maintains 
that currently virtual currencies do not pose a significant risk to financial 
stability, price stability or the national payments system. Nevertheless, the 
ongoing monitoring of virtual currencies remains important for the Bank 
and it will continue to monitor developments in this regard closely. 

55 Cross-border South African rand (ZAR) payments within the participating SADC members’ countries.

56  The document is available under the ‘Regulation and supervision’ tab on the Bank’s website 
(www.reservebank.co.za).  
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Financial stability risks and outlook

Assessing financial stress: an application for South Africa

The recent financial crisis has confirmed the importance of understanding and 
measuring systemic risks as well as predicting future systemic events. The stress 
resulting from these instabilities in the financial system can feed through to 
macroeconomic instabilities and lead to further deterioration in the soundness 
of the financial system. Composite indicators called ‘financial stress indices’ 
(FSIs) are constructed to capture this multi-dimensionality of instability of 
financial systems. Currently it is not evident that an FSI can clearly predict 
financial stress situations. The sample used in this illustration is limited and 
there are very few domestic crisis events on which to conduct back tests. 

Figure 46 shows the results of applying an FSI for South Africa for the 
period January 2006 to January 2015. It would appear that the FSI correlates 
well with past episodes of financial distress, in particular increasing sharply 
over the period 2006 to 2009. More recently, it remained relatively stable 
from 2009 to 2013, but has increased quite markedly since the beginning 
of 2014. This increase is mainly driven by the domestic equity market and 
rand volatility and, to a lesser extent, by real-estate prices. The FSI captures 
maximum cumulated index losses over a moving one-year window for both 
the equity market and the real-estate prices. Thus, the marked increase in 
the FSI since the beginning of 2014 indicates increased levels of stress. 

Although the FSI might not be sufficient on its own as an early indicator 
of financial stress, it can still be useful as a tool to analyse developments in 
coordination with other indicators of risk.  

Box 4  Compilation of a Financial Stress Index for South Africa

Financial distress can lead to financial crises, which have significant and persistent 
adverse effects on the real economy, as the recent financial crisis confirmed. The 
Financial Stress Index (FSI) is one of the tools that policymakers and regulators can 
use to identify signs of possible distress in the financial sector. The FSI uses five broad 
indicators as a base to create a general and simple index to quantify vulnerability in a 
financial system. Although a single aggregate indicator such as an FSI will never be 
sufficient on its own, it can be a useful tool for policymakers to analyse developments 
in financial stress in various parts of the financial system. Besides being a stress-
testing tool, the FSI represents a single quantitative measure that can be used to 
forecast instability. Consistent high levels of the FSI could be indicative of deterioration 
of stability of the financial system.

Currently there are a number of such indices being applied globally. For South Africa, 
its FSI was derived from five financial markets which are important sources of funding 
for banks, namely the markets for credit, funding, equity, foreign exchange and real 
estate. In turn, these markets were represented by a selection of variables (Table A). 
The selection of these variables was guided by theoretical and empirical considerations 
as well as the availability of data in the analysed period. While ideally the FSI should 
be available with higher frequency, the current situation dictates a monthly frequency. 

Constructing an FSI requires that many methodological choices be made. However, 
the FSI was formulated as an aggregated index that involves two-level construction 
processes that use variance-equal weight techniques across indicators. In general, 
the first level is concerned with the transformation of variables in order to eliminate 
disparity in units of measurement among variables as well as indexing with respect to 
a tranquil period. 

The standardisation procedure is therefore used according to the formula:
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The next level involves aggregating the variables by variance-equal weights. In 
particular, at this initial stage the FSI is founded on variations of approaches conceived 
by researchers at the Deutsche Bundesbank57 and the central banks of Canada58 and 
Jamaica.59 

In general, the FSI was constructed from a series of linear functions 

 FSI = f (X
i
) (2)

where

 X
i
 = f

1
 (ei

j
) (3)

 ei
j  

=f
2
 (aj

k
) (4)

 (aj
l
)=f

3
 (vk

l
) (5) 

The main aim of the FSI is to provide a contemporary measure of stress on a 
continuum. The index is mean-reverting and therefore its level should provide more 
useful information than its growth rate because the focus is on stress above the mean 
(normal stress level). Also, since each variable in the FSI is normalised, the level of 
stress for a current event can be compared only with that of an historical event in 
terms of its deviations from the mean. Moreover, a value of the index is likely to change 
when the sample period and the tranquil are altered, but the ordinal ranking of two 
events should remain the same. 

Table B4.1 Variables selected for calculation of the FSI

Markets Variables Comments

1. Funding 1.  Government bond 
spread

2.  Interbank liquidity 
spread

3. Cost of borrowing
4. Treasury yield spread

1.  The 10-year non-government bonds yield 
(OTHI) less government bond yield (GOVI)

2.  Jibar less yields on 3-month Treasury bills 
(TBs)

3.  Repo less the yields on 3-month TBs
4.  Moving average of 3-month TBs minus 

yield on 10-year bonds

2. Equity 1.  CMAX60: All-share 
Index

2. VIX

1.  The extent to which the All-share Index 
has dropped over a year before

2. Uncertainty in share prices

3.  Foreign 
exchange

1.  US dollar/rand volatility 
index

2.  Euro/rand volatility 
index

3. Sovereign bond spread

1.  Uncertainty in value of rand relative to 
US dollar 

2.  Uncertainty in value of rand relative to 
euro

3.  South African bond yield minus US bond 
yield

4.  Real 
estate

1.  CMAX: Absa House 
Price Index

2.  CMAX: Commercial 
real property prices

1.  The extent to which property prices in the 
real Absa House Price Index have 
deteriorated in the past year

2.  The extent to which listed commercial 
property prices have declined over the 
past year

Assessing financial stability risks
The Bank considers developments and trends in the global and domestic 
environments on a continuous basis in an attempt to pre-emptively detect 
and mitigate possible risks to and weaknesses in the domestic financial 
system. All possible scenarios of potential threats to financial stability are 
identified and rated according to the likelihood of its occurrence as well as 
the expected impact on the domestic financial system. Risks identified are 
classified as ‘high’, ‘medium’ or ‘low’. The results are displayed in the form 
of a ‘risk assessment matrix’. 57 58 59 60

57  M Islami and J-R Kurz-Kim, J-R. ‘A single composite financial stress indicator and its real impact in the euro 
Area’. Deutsche Bundesbank Discussion Paper 31/2013. Frankfurt am Main: Deutsche Bundesbank, 2013.

58  M Illing Y and Lui. ‘An index of financial stress’. Bank of Canada Working Paper 2003-14, Ottawa: Bank of Canada, 
June 2003.

59  V C Morris. ‘Measuring and forecasting financial stability: the composition of an aggregate financial stability index 
for Jamaica’. Journal of Business, Finance and Economics in Emerging Economies 6(2), The Caribbean Centre for 
Monetary Studies, 2011.

60  CMAXt  = xt/max [xЄ(xt–j |j = 0,1,LT where T=12. It gives the extent to which a variable has dropped over the previous 
year.
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Risk Assessment Matrix

Source of risk and relative likelihood
(high, medium or low)

Expected impact if threat is realised
(high, medium or low)

The possibility of an extended electricity blackout

Low High

•  Unexpected event in any power-generating station. 
Electricity-generating plants are old and need extensive 
maintenance and repair.

•  An extended electricity blackout could negatively impact 
on the financial system’s functions.  

•  This will not only impact the financial sector but also the 
other sectors of the economy. 

•  Load shedding by the power utility, Eskom, is 
conducted to mitigate the risk of an extended period of 
electricity loss. Also, the Financial Sector Contingency 
Forum (FSCF) has embarked on several initiatives and 
engagements to establish a national contingency plan 
for the financial system.

Volatility and risk aversion in global financial markets

High Medium

•  Global financial market volatility triggered by 
asynchronous monetary policy. Economic recovery in 
the US and increased confidence in the US economy 
could result in an upward turn in the interest rate cycle. 
Low economic growth coupled with low inflation in the 
euro area prompted the ECB to boost economic 
activity by intensifying its unconventional monetary 
policy measures, with most ECB key interest rates at 
their lowest.

•   Uneven global expansion and the threat of deflation, 
prompting other economies to increase interest rates. 

•  A sharp reversal of capital flows as US Treasury bonds 
become attractive, resulting in increased difficulties to 
finance the current-account deficit. Changing investor 
sentiment could lead to asset price adjustments with 
adverse spillover effects in the domestic financial market. 

•  The rand depreciates sharply against the US dollar.
•  Interest rates could be increased to curb capital 

outflows. This could result in increased cost of 
borrowing and debt-servicing costs for consumers, 
culminating in an increase in consumer bad debts and 
deteriorating asset quality of banks.

Protracted period of slow growth in the euro area and the rest of the world

Medium Medium

•  The euro area and Japan could be trapped in 
conditions of low growth and low inflation (possible 
deflation) for a long time.

•  Japan falls into a technical recession and lower growth 
in China, negatively impacting the growth prospects of 
other Asian economies.

•  Downward revision to the 2015 global economic 
growth projection.

• Failure to resolve Greece’s debt crisis.

•  Domestic economic growth weakens as South Africa 
relies on a pick-up in global growth to boost external 
demand, especially from the euro area.

•  Weak growth globally spills over into the domestic 
economy, resulting in further job losses, increased 
indebtedness, higher credit defaults and reduced 
profits for financial and other institutions. 

Low domestic economy growth

Medium Medium

•  Materialisation of slow global economic growth and a 
quick and strong rebound in oil prices.

•  Extensive electricity constraints, prolonged labour 
market tensions, over-indebtedness, high electricity 
tariff increases, fiscal deficit.

•  Extended period of weak growth and high 
unemployment weighs on loan quality and asset prices, 
limiting bank profitability.

•  Very low credit demand further weakening economic 
activities.

• Sovereign downgrade.    

Escalation of geopolitical tensions

Low Medium

•  Tensions in Russia/Ukraine, Middle East and 
sub-Saharan Africa.

•  The domestic financial system could become 
vulnerable as a vehicle or channel for financing terrorist 
activity and money laundering.

•  Confidence in the domestic financial system 
undermined.

•  Jeopardise consumer protection objectives.

Keys to interpretation:
•  High: almost certain to occur in most circumstances or within a short period of time.
•  Medium: possible and likely to occur at some time.
•  Low: unlikely to occur but could happen or may occur but only in rare and exceptional cases.
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Explanatory notes to the Risk Assessment Matrix

The possibility of an extended electricity blackout

In order to mitigate the risk of having to switch off the electricity for an 
entire city or region or losing the entire grid, Eskom has been implementing a 
phased approach to load shedding whenever electricity demand threatens to 
exceed supply. Even though financial institutions and financial infrastructure 
organisations have contingency plans to continue with operations during 
periods of extended power outages, their ability to be fully operational 
depends on, among other things, how extensive the outage is, whether it is 
regional or national, and the availability of communication networks and 
fuel supply. To this end, the Financial Sector Contingency Forum (FSCF) 
has engaged the petroleum industry (to determine its capacity to provide 
fuel during periods of prolonged power failure) and the communication 
networks, payment systems cash distribution functions and major retailers 
(to confirm their contingency plans). Given that the availability of fuel 
is key to ensuring generating capacity during extended power outages, a 
country-wide contingency plan is being developed, including a preference 
list of some industries (e.g. banks, telecommunication, emergency services 
and key retailers), to determine both the quantities of fuel needed by these 
industries and the location where it has to be delivered.

Volatility and risk aversion in global financial markets

Risks related to shifts in financial markets and bouts of volatility remain 
elevated. Against a backdrop of generally buoyant financial markets, higher 
equity prices, compressed spreads and relatively low levels of volatility, 
there are concerns that markets have been under-pricing risk. This could 
be as a result of market participants not fully internalising the uncertainties 
surrounding the macroeconomic outlook and their implications for the pace 
of withdrawal of monetary stimulus in some major advanced economies.

Potential triggers for shifts in financial markets and bouts of volatility 
could be surprises in the path of monetary policy normalisation, specifically 
in the US. This path could be the result of a stronger-than-expected US 
economic recovery. 

An increase in US interest rates, especially if it occurs at a quicker pace 
than expected, could have more destructive spillover effects as long-term US 
Treasury bonds become more attractive to investors. As confidence in the US 
economy increases, expectations of more rapid monetary policy tightening 
may be created. The IMF argues that even if the process of interest rate 
increases by the Fed is well managed, it may result in excessive volatility 
in financial markets and trigger a reversal of capital flows, particularly 
from vulnerable EMEs, as investors reassess their perception of risk.61 
South Africa, with its relatively large fiscal-budget and current-account 
deficits, remains vulnerable to capital outflows and currency weakness. Any 
disorderly adjustments that might threaten the resilience of the financial 
system will be monitored closely.

61  C  Lagarde, ‘Time to act on the G-20 agenda: the global economy will thank you, iMFdirect (The International 
Monetary Fund’s global economy forum), 6 February 2015.
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 Protracted period of slow growth in the euro area and the rest of 
the world

Global growth revisions in the January 2015 World Economic Outlook 
(WEO) Update were a reflection of the reassessment of prospects in China, 
Russia, the euro area and Japan, as well as weaker activity in some major oil 
exporters because of the sharp drop in oil prices.

There is a risk that the recovery in the euro area could stall, that demand 
could weaken further and that low levels of inflation could turn into 
deflation. Together with Japan, the euro area could be trapped in conditions 
of low economic growth and low inflation for a prolonged period. However, 
growth picked up in the fourth quarter, supported by higher consumption 
(due to lower oil prices), lower interest rates and higher net exports. The 
uncertainty about the persistence of the so-called ‘low-low conditions’ 
prompted the ECB to expand its asset purchasing programme towards the 
end of January 2015. The programme will provide monetary stimulus to 
the economy in a context where key ECB interest rates are at their lower 
bound, ease monetary and financial conditions and make access to finance 
cheaper for firms and households. This should support investment and 
consumption, and ultimately pull the economy into a sustainable growth 
path, contributing to a return of inflation rates towards the 2 per cent target. 

The weak economic situation in the euro area is exacerbated by developments 
in Greece even though Greece came out of a recession in the third quarter 
of 2014 after six years. The country’s membership of the single currency 
area hangs in the balance after the new government vowed to scrap the 
€240 billion bail-out, reverse austerity policies and end cooperation with 
EU/IMF inspectors. Greek borrowing costs soared and the euro depreciated 
against the US dollar after the new government refused a demand by the 
eurozone partners to apply for an extension to its bail-out and the ECB cut 
off its main line of support to Greek banks. It is uncertain for how long the 
Greek state and its banks can keep afloat without foreign support, as the 
appetite to lend to Greece has waned in other European states. 

The Japanese economy fell into a technical recession in the third quarter of 
2014 as domestic demand failed to accelerate as expected. Economic growth 
for 2014 was close to zero as consumption expenditure remained weak 
and residential investment fell. China also experienced lower economic 
growth as investment growth declined, with leading indicators pointing to 
a further slowdown. The downward revision of growth forecasts in much 
of emerging Asia in the January 2015 WEO Update stemmed from the 
negative implications that slower growth in China will have on the region. 
The outlook for Russia is also weak due to the impact of lower oil prices 
and increased geopolitical tension. The sharp slowdown of the Russian 
economy and the depreciating rouble will severely weaken the outlook for 
other economies in the Commonwealth of Independent States. There were 
also downward revisions to the potential growth of commodity exporters as 
the impact of lower oil and commodity prices on the terms of trade and real 
incomes is projected to be heavier than previously estimated. Lower oil and 
commodity prices also explain the weaker growth forecasts for sub-Saharan 
Africa economies.

Slower global economic growth will weigh on South Africa’s growth 
prospects as the country relies heavily on a pick-up in global growth, 
especially in the euro area, to boost external demand. With growth for 
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2014 expected to have been stymied by labour market tensions and delays 
in bridging infrastructure gaps, including electricity constraints, a recovery 
in growth could be muted in 2015.

Low growth rate in the domestic economy

In South Africa, economic growth in 2014 was dragged down by labour 
tensions and delays in fixing infrastructure gaps, including electricity 
constraints. Although low oil prices had a positive effect in terms of 
containing inflation, this was partly offset by the recent depreciation of 
the rand against the US dollar. The risks of slow growth of the global 
economy and of a quick and strong rebound in oil prices will have a 
negative impact on the growth outlook for South Africa. Hopes for strong 
growth in consumption expenditure are limited as consumer finances are 
burdened by slow employment growth, prolonged labour tensions, higher 
debt levels and high electricity tariff increases. Furthermore, the large fiscal 
deficit will make it difficult for the government to boost economic growth 
through increased spending. In this regard, S&P recently warned that for 
South Africa’s credit rating to remain unchanged, the country needs to 
tackle lacklustre economic growth, the large current-account deficit, high 
public-sector wages and the financing of Eskom and other state entities. 
S&P emphasised that Eskom’s ability to provide electricity and public-sector 
wage negotiations are two factors they will monitor closely before the next 
rating review in June 2015. 

Escalation of geopolitical tensions 

Growing geopolitical tensions in Russia/Ukraine, the Middle East and sub-
Saharan Africa have contributed to periods of heightened market uncertainty, 
and have been identified as a factor that could weigh on growth outlooks 
in both advanced economies and EMEs. Risks of disruptions to global oil 
markets have, however, abated due to sufficient supply. Several major central 
banks have noted geopolitical developments as a potential factor in 2015 
that could affect financial stability, for example through sharp adjustments 
in asset prices and increased volatility, and dampen the growth outlook. 
The risk for the South African financial system would arise if the system 
becomes a channel for financing terrorist activity and money laundering.

Assessing the application of the countercyclical capital 
buffer for banks

To comply with the Basel III framework, the countercyclical capital buffer 
(CCB) was designed to take into account the macrofinancial environment 
in which banks operate. The methodology suggests that imposing the CCB 
should be considered for banks during periods of excessive credit extension 
or if the private-sector credit-to-GDP ratio is above its long-term trend.62 
The private-sector credit-to-GDP gap for South African banks is presented 
in Figure 47.63

62  The credit-to-GDP gap is calculated as the difference between the credit-to-GDP ratio and its long-term trend. In 
accordance with recommendations by the Basel Committee on Banking Supervision, the trend is estimated using a 
one-sided Hodrick-Prescott filter using a recommended smoothing parameter (λ) of 400 000. See Basel Committee, 
Guidance for national authorities operating the countercyclical capital buffer, Basel: Basel Committee, December 
2010. 

63 Calculations were done using data from 1965 onwards.
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The decreasing trend in the private-sector credit-to-GDP gap persisted 
during the period under review, causing the gap to remain well below its 
long-term average. Diverging trends in the various loan categories also 
persisted, with the credit-to-GDP gaps of other loans and advances and 
instalment sale credit remaining positive. In line with the year-on-year 
growth rate moderation observed in total unsecured loans, the credit-to-
GDP gap for this category of loans decreased in the second half of 2014, 
reversing the increases that were recorded during the first half of that year. 

Even though growth in mortgage advances to the private sector improved 
somewhat, the credit-to-GDP gap for this category of credit not only 
remained well below its long-term trend, but declined even further. The 
credit-to-GDP gaps of leasing finance and instalment sales remained 
relatively constant, growing in line with their respective long-term trends. 
According to the phase-in arrangements for the minimum requirements of 
Basel III, the CCB will be phased in for banks in South Africa from 2016 if 
required.64 

However, given that the credit-to-GDP gap remains well below the lower 
threshold of the countercyclical buffer add-on for South African banks, 
there is currently no need from a macroprudential regulatory perspective to 
consider a CCB add-on for South African banks.65

64 Guidance Note D5/2013 issued by the South African Reserve Bank.

65  Note that instruments for macroprudential policy should not be applied mechanistically, but should be subject to 
judgement.
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Abbreviations

AML anti-money laundering
BDI [Experian] Business Debt Index
BER Bureau for Economic Research
BETI BankservAfrica Economic Transaction Index
BIS Bank for International Settlements
BMR Bureau of Market Research
BoE Bank of England
BoJ Bank of Japan
BRICS Brazil, Russia, India, China and South Africa
CAR capital-adequacy ratio
CCB countercyclical capital buffer
CCI  Consumer Confidence Index
CFT combating the financing of terrorism
CFVI Consumer Financial Vulnerability Index
DGS deposit guarantee scheme
ECB European Central Bank
ECS Equities Clearing System 
EDF expected default frequency
EME emerging-market economy
ETP electronic trading platform 
EU European Union
EY Ernst & Young
FNB First National Bank
FSAP Financial Sector Assessment Programme
FSB Financial Stability Board
FSCA Financial Sector Conduct Authority 
FSI financial stress index
FSRB Financial Sector Regulation Bill 
FSSA Financial System Stability Assessment 
GDP gross domestic product
H-index Herfindahl-Hirschman Index
HQLA high-quality liquid assets
ICR interest coverage ratio
IIF Institute of International Finance
IMF International Monetary Fund
IOSCO International Organization of Securities Commissions
Jibar Johannesburg Interbank Agreed Rate
JSE JSE Limited
Key Attributes  Key Attributes of Effective Resolution Regimes for Financial 

Institutions
LCR liquidity coverage ratio
NCA  National Credit Act 34 of 2005
NCR National Credit Regulator
OFI other financial intermediary
OTC over the counter
P/E price to earnings
P/R price to rent
PD primary dealers
PMI Purchasing Managers’ Index
PPSRs Objectives and Principles of Securities Regulation 
QE quantitative easing
ROE return on equity
S&P Standard & Poor’s 
SADC  Southern African Development Community
SAM Solvency Assessment and Management 
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SIRESS [SADC] Integrated Regional Electronic Settlement System 
SME small and medium enterprise
Strate  Strate (Pty) Limited
TCF treating customers fairly 
the Bank South African Reserve Bank
the Bill Banks Amendment Bill
the Fed United States Federal Reserve
UK United Kingdom
Unisa University of South Africa
US United States
WACC weighted average cost of capital
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