
OVERVIEW
The financial system in 

South Africa is important to 

every citizen as it either directly 

or indirectly touches the well-

being of everyone living in the 

country. When financial stability 

risks are managed well, systemic 

financial crises are less likely to 

occur, and are more easily 

managed if they do occur, 

mitigating the spill-over effects on 

the broader economy and society. 

In addition, the SARB’s prudential 

supervision of regulated financial 

institutions contributes towards 

an efficient financial system that 

provides financial services to all 

South Africans. Financial stability 

is not an end in itself but, like 

price stability, it is generally 

regarded as an important 

precondition for sustainable 

economic growth, development 

and employment creation.
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PROTECTING AND ENHANCING FINANCIAL STABILITY

HOW DOES THE SARB MANAGE FINANCIAL STABILITY?

FINANCIAL SECTOR REGULATION ACT 9 
OF 2017 (FSRA)

The FSRA was enacted on 22 August 2017, 

marking a significant milestone in the 

implementation of the Twin Peaks framework of 

financial regulation. The FSRA confers on the 

SARB an explicit, statutory mandate to protect and 

enhance financial stability in South Africa. This 

mandate will include efforts to prevent a systemic 

event and, should a crisis occur, assistance with 

restoring financial stability in the country. The FSRA 

also sets out the mechanisms to achieve the 

intended outcomes of the Twin Peaks framework. 

One of these mechanisms is the Prudential 

Authority, which is responsible for assisting the 

SARB with its financial stability mandate. The 

Prudential Authority became effective on 

1 April 2018.

“It is important to 
acknowledge that the 
financial sector and the risks 
associated with it are 
constantly evolving.
It therefore follows that 
regulatory frameworks need 
to evolve with the sector. 
Increased regulation should 
not be construed as a 
burden of over-regulation, 
but should rather be viewed 
as evidence of the evolution 
of the financial sector as 
well as the associated risks 
and the regulatory response 
to them.”

Deputy Governor of the SARB 
Francois Groepe

A framework to monitor financial stability

 > Monitoring and mitigating against risks to 

financial stability.

 > Stress testing the South African banking 

sector.

 > Partnering with external research experts 

and promoting excellence in financial 

stability research.

 > Evaluating the impact of regulatory reforms 

on the financial system and providing input 

into global regulatory, supervisory and 

financial sector standards.

A macroprudential 

policy framework

A calibrated toolkit 

of macroprudential 

instruments for the 

Financial Stability 

Committee (FSC) to 

apply in mitigating 

potential systemic 

risks.

A legal framework for 

resolving SIFIs1

 > The draft Resolution Bill.

 > A deposit insurance 

scheme to enhance 

depositor protection.

1.   A systemically important financial institution (SIFI) is an entity whose failure may trigger a systemic event. A systemic event is an 
event or circumstance that may reasonably be expected to have a substantial adverse effect on the financial system or on economic 
activity in South Africa, including an event or circumstance that leads to a loss of confidence in the ability of operators in the 
payment and settlement systems, financial institutions and financial markets to continue to provide financial services and products.

RISKS TO FINANCIAL STABILITY
DURING THE REPORTING YEAR PG 39
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The FSOC, in its capacity as an advisory 

committee, works closely with the FSC, as 

the SARB’s policymaking committee on 

financial stability.

THE ROLE OF THE FINANCIAL 
STABILITY COMMITTEE
The SARB fulfils its responsibility to protect 

and enhance financial stability through the 

FSC. The committee comprises the Governor 

as Chairperson, the Deputy Governors, all 

members of the MPC and a maximum of 

seven other SARB officials.

The FSC met three times during the reporting 

year to monitor vulnerabilities in the global 

and domestic environments, assess their 

possible implications for domestic financial 

stability and decide whether any mitigating 

measures needed to be taken. The issues 

discussed by the FSC and any decisions 

taken are communicated in the biannual 

Financial Stability Review publications.

The FSRA makes provision for a Financial 

Stability Oversight Committee (FSOC) to 

support the SARB in protecting and 

enhancing financial stability. The FSOC will 

meet at least every six months and its 

membership comprises representatives from 

the SARB, National Treasury and all financial 

regulators. The Governor chairs the 

committee.

FSOC’s primary objectives are to:

 > coordinate appropriate plans, 

mechanisms and structures in the 

financial sector to mitigate financial 

stability risks and vulnerabilities and 

support the SARB when it performs its 

functions in relation to financial stability; 

and

 > facilitate cooperation and collaboration, 

and coordination of action, between 

financial sector regulators and the 

SARB.
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PROTECT AND ENHANCE FINANCIAL STABILITY TO 

ACHIEVE A SAFER FINANCIAL SYSTEM (MACRO)

VALUE 

PROPOSITION

UNIQUE 

STRATEGIC 

OBJECTIVES

SARB STRATEGIC PLAN: SFA 2

Develop 

and enhance 

the frameworks for 

systemic risk 

identification, 

monitoring and 

mitigation

Enhance the 

framework for 

managing systemic 

events

Improve and 

enhance the 

regulatory, 

supervisory and 

oversight framework 

of the NPS

No systemic risk events occurred in the financial system during the reporting year, and there was no need to resolve any 

SIFIs. The SARB is on track to meet its objectives (frameworks, toolkits, policy development and simulation exercises) set 

out in the scorecard.

1.  The primary objective of the FSCF is to identify potential risks in the financial sector that may become systemic events and to coordinate 
appropriate plans, mechanisms and structures to mitigate these risks. 

PERFORMANCE SCORECARD

Target (annual) 2017/18 (annual)

Complete research on 
key elements of the 
macroprudential toolkit

Introduce enhanced 
systemic risk measures 
(SRMs)

Complete a simulation 
exercise and evaluate 
the results

Policy action based on a set 
of macroprudential indicators 
(mitigation of vulnerabilities)

Frameworks for identifying, 
monitoring and mitigating 
systemic risk

Crisis management and 
resolution plans and a legal 
framework

Policy papers on three instruments 
completed and presented to the FSC

Enhanced SRMs incorporated into 
the monitoring framework

Simulation exercise completed and 
evaluated by the Financial Sector 
Contingency Forum1 (FSCF)

Target met

Target met

Progress made but target 
not met
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Conducted and completed the public 

consultation process on the resolution 

framework, paving the way for the 

approval of the draft Resolution Bill. 

The Bill includes proposals to establish 

a pre-funded deposit insurance 

scheme. Once approved, the process 

to submit the Bill to Parliament for 

promulgation into law will begin. 

This work is expected to continue 

into the next financial year.

To enhance the framework for 
managing systemic events, the 
SARB:

Completed the research paper 

on SRMs and presented it to 

the FSC for consideration and 

approval. Additional SRM 

research papers are in 

progress.

While the NPS oversight 

framework has been 

approved, further 

enhancements to the 

legislation have been delayed 

due to the extended deadline 

for inputs requested from 

external experts.

To develop and enhance 
the frameworks for 
systemic risk 
identification, monitoring 
and mitigation, the SARB:

To improve and 
enhance the regulatory, 
supervisory and 
oversight framework 
of the NPS:
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REPORT ON 
FINANCIAL 
STABILITY
Financial stability refers to a 

condition where the financial 

system 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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The FSRA specifically refers to SARB’s 

responsibility to monitor global and domestic 

environments, using quantitative and qualitative 

indicators to identify possible vulnerabilities. 

In ordinary circumstances, the SARB may 

advise financial regulators on what steps to 

take and information to provide to mitigate these 

vulnerabilities. Furthermore, the Governor may, 

after consultation with the Minister of Finance, 

declare that a systemic event has occurred 

or is imminent. The SARB is responsible for 

implementing the action required to prevent, 

mitigate and manage such an event, and is 

provided with certain additional directive powers. 

It may direct financial regulators to provide 

information and take action to increase the 

resilience of financial institutions, prevent the 

risk from spreading, and to restructure, resolve 

or wind-up a SIFI.

RISKS TO FINANCIAL STABILITY
The SARB regularly assesses the risks to financial 

stability and has developed a framework to 

identify vulnerabilities in South Africa’s financial 

system and how they change over time. During 

the reporting year, the following key risks were 

identified and tracked:

 > the deteriorating domestic fiscal position 

as a result of lower-than-expected revenue 

collection and the rising contingent liabilities 

of state-owned enterprises (SOEs);

 > the continuing synchronised downward phases 

of the South African financial and business 

cycles, implying recessions could potentially 

be longer and deeper, and impact the banking 

sector in terms of higher impairments and 

lower asset quality;

 > rising prospects of trade protectionist 

measures by the USA and potential retaliatory 

measures by other jurisdictions could have 

negative implications for global asset prices 

and potentially result in a trade war, impacting 

global trade;

 > an abrupt repricing of risk premiums against 

a backdrop of global policy uncertainty opens 

channels of negative spill-overs and financial 

contagion, particularly for fragile and/or risky 

emerging markets; and

 > China’s rising corporate, non-corporate, 

government and shadow-banking debt may 

be larger than estimated.

The amplification mechanisms and contagion 

effects are key for the systemic risks identified, 

as well as for ‘other’ identified risks that have not 

featured that prominently. Some of these ‘other’ 

risks include global geo-political events that flare 

up from time to time (North Korea, Gulf States, 

Brexit) and political uncertainty in South Africa at 

the time. In addition, the banking sector in 

South Africa could be exposed to risk depending 

on how the proposed policy of land expropriation 

without compensation is implemented.

Another event risk that arose during the 

reporting period, was the announcement of an 

investigation of accounting irregularities and the 

subsequent resignation of the Chief Executive 

Officer (CEO) of Steinhoff International Holding 

NV. The conglomerate’s share price declined 

more than 90%, resulting in a short-term liquidity 

crisis for the company. The Steinhoff group has 

taken various actions to stabilise the impact 

of the event on its finances and operations in 

the medium term. Potential financial stability 

implications arising from this event have been 

assessed by the SARB and to date, have proved 

not to be systemic. The impact of a potential 

default on the conglomerate’s debt exposure, 

and impact of this default on the South African 

banking sector, are being monitored.

Furthermore, an increase in the volatility of some 

equities listed on the JSE Limited has been 

observed since December 2017. This could have 

been triggered by a 'short-selling' strategy which 

is not commonly used in South African financial 

markets. This type of short-selling strategy has 

the potential to create financial instability if the 

target company is a deposit-taking institution and 

the short-selling campaign results in a negative 

feedback loop between declining investor 

confidence (as reflected in a declining equity 

price) and a loss of depositor confidence in the 

institution (as reflected in a decline in deposits 

or a ‘run’ on the bank). Although banks are 

potentially systemically important in nature, a 

significant decline in their equity price is not 

necessarily regarded as a systemic risk.

DOMESTIC FINANCIAL STABILITY 
DEVELOPMENTS
Both S&P’s and Fitch downgraded South Africa’s 

sovereign credit rating to sub-investment grade in 

late 2017, while Moody’s Investors Service kept 

South Africa’s rating unchanged at investment 

grade. Political developments since the governing 

party’s electoral conference in December 2017 

have improved confidence levels and helped to 
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stabilise the domestic economic outlook, 

resulting in the risk of a ratings downgrade 

abating somewhat. In March 2018, Moody’s 

Investors Service changed the outlook for 

South Africa from negative to stable, with positive 

macroeconomic indicators, institutional changes 

at some SOEs and a well-received budget, 

contributing to the decision.

The SARB’s forecast for domestic economic 

growth for 2018 and 2019 has been revised 

upwards. This improved outlook is in line with the 

relatively high level of the SARB’s composite 

leading business cycle indicator of economic 

activity in December 2017.

Government finances
South Africa’s current fiscal position remains a key 

domestic challenge that could impact the stability 

of the financial system, and therefore continues to 

be a focus point for financial stability analysis. The 

sustainability of government finances is crucial for 

any economy as it directly impacts on the 

government’s debtholders, which in South Africa’s 

case, are mainly pension and provident funds and 

banks. Fiscal sustainability is also a key 

consideration for rating agencies when they 

assess sovereign credit ratings. Issues of 

particular relevance include higher debt levels, the 

budget deficit, and the size of liabilities 

underwritten by government. Although the 

containment of government debt remains an 

important focus area for the South African 

Government, debt continued to trend upwards 

during 2017, albeit at a less concerning rate. 

A fine balance between maintaining spending 

commitments and ensuring the long-term health 

of government finances is required. 

Governance issues at SOEs, rising contingent 

liabilities of government and associated liquidity 

shortfalls could put additional pressure on 

government finances. Should SOEs fail to roll over 

debt, the government would be liable and most 

likely would have to take on further debt. 

Banking sector
South African banks remained healthy and well 

capitalised during the reporting period, with the 

sector’s capital adequacy ratio at 16.23%. 

However, credit defaults continued to increase in 

the first half of 2017, while the ratio of total 

impaired advances as a percentage of total gross 

loans and advances (a key indicator of credit risk), 

remained below 3% for most of 2017 before 

increasing to 3.24% in March 2018. Impaired 

advances increased by 16% for the quarter to 

March 2018, and total credit impairments 

increased by 25% over the same period.

Source: Fykstrom, N and Li, J., IFRS – the new accounting 
standard for credit loss recognition.

PROVISIONING UNDER IFRS 9

IFRS 9

IAS 39

DefaultSignificant increase in credit risk

Change from 12-months 
to lifetime expected 
credit loss

Lo
ss

 p
ro

vi
si

on

IFRS 9 STAGE 1 
‘PERFORMING’

IFRS 9 STAGE 2 
‘UNDER-

PERFORMING’

IFRS 9 STAGE 3 
‘IMPAIRED’

Increase in credit risk since initial recognition

1.  Novotny-Farkas, Z., The Significance of IFRS 9 for Financial 
Stability and Supervisory Rules, p12.

IFRS 9 specifies how an entity should classify and 

measure financial assets, financial liabilities and some 

contracts to buy or sell non-financial items. Banks and 

other reporting entities must account for impairments 

on loans (financial assets or instruments) by applying 

the expected credit loss model as opposed to the 

incurred loss model used previously. IFRS 9 is forward-

looking in its approach to expected credit losses and 

incorporates a broader range of factors such as past 

events, current conditions and supportable forecasts, 

including current macroeconomic conditions, to 

determine credit losses1. This results in a sharp 

increase in loss provisions and a step change in the 

manner and timing of calculating impairments. 

The SARB conducted a quantitative impact survey on 

the South African banking sector during November 

2017. The preliminary results indicate that although the 

changes in the treatment of credit impairments will 

impact the regulatory capital of the sector over the 

course of 2018, it is unlikely to result in financial 

instability. Further analysis will be conducted. The 

standard is effective for annual reporting periods 

beginning on or after 1 January 2018.
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Profitability in the banking sector, while remaining 
strong, has been decreasing since the first half 
of 2017. Measured by return on equity, the 
sector’s profitability has declined from 17.4% 
in February 2017 to 16.0% in January 2018. 
The sector’s cost-to-income ratio (also known 
as the efficiency ratio) has increased marginally 
from 55.2% in February 2017 to 56.7% in 
January 2018, mainly as a result of the average 
growth in operating expenses exceeding the 
average growth in operating income. Profitability 
has also been impacted by subdued economic 
activity. Lower profitability impacts a bank’s ability 
to accumulate retained earnings, which forms 
part of its regulatory capital. An ongoing, 
sustained decline in banking sector regulatory 
capital could make the banking sector less 
resilient to shocks and result in financial instability.

The countercyclical capital buffer
The countercyclical capital buffer (CCB) forms an 
integral part of the internationally agreed-upon 
standards for risk-based capital requirements, and 
is being phased in between January 2016 and 
January 2019. The CCB provides macroprudential 
supervisors with a tool to increase or decrease 
capital requirements for banks to protect the 
financial system from the boom and bust phases 
of the financial cycle. The Basel Committee on 
Banking Supervision (BCBS) has suggested in its 
guidance to national authorities that the credit-to-
GDP gap be used as a guide for deploying Basel III 
CCBs, although most jurisdictions, including South 
Africa, supplement this with additional indicators.

The FSC is responsible for setting the CCB rate. 
During the reporting period, the committee 
decided not to activate the CCB add-on for 
banks, supported by developments in the 
credit-to-GDP gap and other indicators.

Stress testing
The SARB conducted a combined bottom-up 
and top-down common scenario stress-testing 
exercise during 2015/16. The exercise assessed 
the vulnerability of the South African banking 
system to adverse economic developments. 
To ensure the robustness of the procedures and 
future stress-testing exercises, the Deutsche 
Bundesbank and the IMF undertook peer reviews 
of the exercise. The outcomes have been used 
to refine the SARB’s stress-testing models and 
framework, including the addition of liquidity risk. 
In line with the SARB’s stress-testing governance 
framework, full stress-testing exercises are 
generally conducted once every two years. 
The SARB is preparing for the 2018 Common 
Scenario Stress Testing Exercise and will publish 
the results of the exercise in the second edition 
of the Financial Stability Review in 2018.
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Insurance sector
The Financial Services Board launched the SAM 

project in 2009 to establish a risk-based solvency 

regime for the prudential regulation of long- and 

short-term insurers. The risk-based framework, which 

emerged from the Twin Peaks model of financial 

regulation, is close to completion and is focusing on 

ensuring that both the industry and the Prudential 

Authority are ready for implementation in July 2018.

The South African insurance industry has been 

impacted by subdued economic activity. New 

business volumes and profit margins are under 

pressure and a strong increase in the number 

of surrenders and lapses indicates that many 

policyholders are not in a position to maintain their 

policies. This could negatively impact the profitability 

of long-term insurers as the costs associated with 

entering into a policy are incurred upfront and 

recovered over the lifetime of the policy. The growth 

in the gross written premiums of the short-term 

insurance industry has also slowed due to the 

subdued economic conditions.

DEVELOPMENTS IN FINANCIAL 
SERVICES TECHNOLOGY
The rapid adoption of technology-enabled innovation 

in financial services and the adoption of new business 

models has attracted the attention of financial 

authorities in a number of jurisdictions. The FSB’s 

June 2017 report on the potential financial stability 

implications of fintech provides a framework to 

assess the fintech landscape. It defines the scope of 

fintech activities and explores the potential benefits 

and risks to financial stability. In addition, the report 

discusses the regulatory and supervisory issues 

related to fintech and identifies a number of issues 

that merit attention. The report prioritises managing 

operational risks from third-party service providers, 

mitigating cyber-risks and monitoring macrofinancial 

risks.

In 2017, the SARB established a Fintech Programme 

to develop its capacity to better understand the risks 

and benefits of fintech. 

FINTECH PROGRAMME
PG 18 

The potential impact of fintech on financial stability 

is considered to be low at this stage. However, as 

new alternative platforms expand and experience 

a full business cycle, regulators will need to remain 

vigilant to familiar micro- and macro-level financial 

services risks. These include financial risks (such 

as maturity mismatches) and operational risks. 

The interconnectedness of systems may result in 

other risks such as procyclicality and contagion risk.
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Source: Financial Services Board.

42 SOUTH AFRICAN RESERVE BANK ANNUAL REPORT 2017/18

FINANCIAL STABILITY – continued




