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Abstract

This research paper explores the importance of effective banking policies in stabilizing the financial sector
of emerging nations during economic cycle fluctuations. Focusing on India, South Africa, and Nigeria,
the study examines how these countries have developed and implemented banking policies to stabilize the
economy and minimize the impact of economic cycle fluctuations, such as recessions and periods of rapid
growth. In India, the Reserve Bank of India’s use of the repo rate plays a critical role in managing liquidity
and inflation. South Africa’s introduction of the twin peak model and the roles of the Prudential Authority
and the Financial Sector Conduct Authority contribute to enhanced financial stability. In Nigeria, the
Central Bank’s regulatory measures, including interest rate adjustments and foreign exchange controls,
help manage the economic volatility tied to the oil sector. The findings underscore that while each country
faces unique challenges, effective banking policies are key to ensuring financial stability and resilience in
the face of fluctuating economic cycles.
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Research Question: How effective are banking policies in stabilizing the banking sector and financial
systems during economic cycle fluctuations in emerging and developing nations?

Introduction

A banking system functions as the heart and lifeblood of any functioning economy (Douglas, 2008). The
banking industry includes systems of financial institutions called banks that help people store and use their
money. Banks allow clients to open accounts for different purposes, like saving or investing money
(Indeed, 2021). They act as a link between depositors and borrowers, using the funds their customers
deposited to provide credit facilities to people who want to borrow. Banks make money by charging an
interest rate on loans, where they profit by charging a higher rate than the interest rate they pay on customer
deposits (CFI, 2024a). These are fund-based services provided by the banks. Fund-based services are those
where banks provide short and long-term funds to individuals and businesses. The financing is provided
based on the repayment power of an individual or a business. Banks also provide fee-based services to
their customers. Fee-based services are those where banks operate certain functions and earn a fee out of
the same. This fee can be in the form of dividends, brokerages, or a commission.
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A robust banking sector, ultimately, is essential in promoting economic growth, enhancing financial
stability, and improving access to financial services. That being said, the ability of the banking sector to
achieve the aforementioned is greatly influenced by a plethora of factors, including changing regulations
set by the central banks or national governments and the economic cycle. The economic cycle is the
fluctuating state of an economy consisting of four distinct phases: expansion, peak, contraction, and trough
(CFI, 2024b). It is usually measured by a country or region's Gross Domestic Product (GDP). Other
economic factors, such as employment rates, consumer spending, and interest rates, can also be used to
determine the stage of the economic cycle. Considering the constant fluctuations and their ability to impact
the banking industry, corrective banking policies must be implemented to safeguard the industry from
cyclicality.

An emerging market economy is the economy of a developing nation that's becoming more engaged with
global markets as it grows (Investopedia, 2022). The financial system plays a vital role in uplifting
emerging nations' economies. Financial systems in developing countries are typically dominated by banks
(Weisbrod and Rojas-Suérez, 1995). Banks assist emerging economies in many ways. However, they can
primarily assist with catalyzing and supporting economic development by providing essential financial
services to the population, enabling financial inclusion and potential poverty reduction. However, the
banking industry of these nations may face some challenges inherent to developing countries, including
political instability, government corruption, and weaker institutional frameworks. Effective banking
policies, therefore, become even more important in protecting the banking sector of developing and
emerging nations from cyclicity in the economy. Considering the aforementioned, this paper aims to
answer the following research question: ""How effective are banking policies in stabilizing the banking
sector and financial systems during economic cycle fluctuations in emerging and developing nations?"*
This research paper argues that effective banking policies are essential for mitigating economic cycle
fluctuations and ensuring financial stability in emerging and developing nations.

Literature Review

As defined in the introduction, the economic cycle refers to the fluctuations in economic activity marked
by periods of expansion and contraction. Demand and supply pressures across variables such as global
economic conditions, trade balances, productivity, inflation, interest rates, and exchange rates influence
these cycles. These factors shape the economic cycle's phases and determine long-term economic growth.

Graphically, the four phases are identified as follows:

THE ECONOMIC CYCLE
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Each of the phases has its characteristics, as detailed below (Montevirgen, 2023):
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e Expansion - During this period of expansion, interest rates are typically low, making it easier for
consumers and businesses to borrow money. Consequently, this period is marked by a growth in the
demand for consumer goods and increased production levels by businesses to meet the
aforementioned. To increase production, businesses hire more workers or invest capital to expand their
physical infrastructure and operations. Thus, this creates more employment opportunities and reduces
unemployment rates. According to the Phillips curve, inflation and unemployment rates are inversely
related. It is, therefore, likely that inflation rates will rise as expansion matures. As the above graph
indicates, GDP also begins rising as the economy gets its “boom” cycle underway.

e Peak - At this stage, the economy reaches a maximum growth rate. Consumer demand still rises, but
at a certain point, businesses may need help to ramp up production and supply to match the increasing
demand. During this phase, businesses might even face a rise in production costs, which are then
transferred to consumers by charging higher prices - indicating a rise in inflation rates. Unemployment
rates are still lower, justifying the Phillips curve. Thus, there’s the start of a bubble, and the economy
begins to overheat. To control overheating, central banks may hike interest rates.

e Contraction - During this phase, economic activity slows as businesses curtail production and hiring.
Unemployment rises, disposable incomes drop, and consumers save more. Banks reduce lending and
focus on safer assets like government bonds to maintain the Capital Adequacy Ratio (CAR), a critical
metric to ensure solvency (The Economic Times, 2019). A severe contraction can lead to a recession,
as seen during the 2007-08 global financial crisis.

e Recovery - After hitting its trough, the economy begins to recover. During this period, businesses that
retrenched during the contraction begin ramping up. This results in an increase in consumer demand,
ultimately leading to increased employment and income. A rise in consumer demand and business
investment due to increased demand leads to a rise in GDP.

The fluctuations or the phase that the economy is in can greatly influence all sectors of an economy,

specifically the banking sector. For instance, as discussed above, during expansions, low interest rates and

high demand for loans boost bank earnings. Conversely, during economic downturns, the volume of new
loans typically declines (Cumbrera, 2024) as rising layoffs, increasing unemployment, and reduced
disposable incomes erode consumer confidence, prompting individuals to prioritize saving over
borrowing. Companies also tend to be more conservative with their spending if they are unsure about their
growth expectations. Furthermore, central banks and bank regulators decide to prevent commercial banks
from taking excess leverage and becoming insolvent in the process. Hence, specifically during an
economic recession, the bank’s profit decline and drop in lending activities lead to a further decline in

economic activity (Athanasoglou, Daniilidis, and Delis, 2014).

A prime example of the global banking sector's vulnerability to economic downturns is the 2007-08

financial crisis. This crisis was triggered by a severe contraction of liquidity in global financial markets,

originating in the United States due to the collapse of the U.S. housing market (Duignan, 2024). It
escalated into a systemic crisis, threatening to dismantle the international financial system. The collapse
led to numerous investment and commercial bank failures, driven by bank runs and widespread panic,
ultimately precipitating the Great Recession (2007—09), which became the most significant economic
downturn since the Great Depression (1929-1939). The short-term effects on the banking sector were
devastating. Banks incurred massive losses due to mortgage defaults while interbank lending froze, and
credit availability for consumers and businesses dried up. These factors collectively destabilized the
financial system and eroded trust in banking institutions. In the longer term, the crisis spurred significant
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capital requirements and enhanced oversight to strengthen bank resilience. In the United States, the Dodd-
Frank Wall Street Reform and Consumer Protection Act was enacted (Scott, 2023). Commonly referred
to as the Dodd-Frank Act, it imposed stricter regulations on financial institutions, introduced mechanisms
to prevent predatory practices by mortgage lenders, and enhanced governmental oversight of the financial
industry. This included the establishment of the Consumer Financial Protection Bureau (CFPB) and
provisions to regulate systemic risks posed by large financial institutions (Rosencrance, 2023).

Banking Policies and Their Role in Stabilization

Bank policy and procedures are the heart of any bank. The term “bank policy and procedure” is the

comprehensive or systematic approach to managing a bank’s operations, ensuring alignment with its

business objectives, and promoting a culture of compliance, risk management, and customer-centricity.

There are various categories of banking policies, each with its own rules and regulations. These categories

are identified as follows:

e Macroprudential policies - These are financial measures designed to ensure the financial system's
stability, aiming to prevent significant disruptions in credit and other essential financial services
critical for sustained economic growth. The financial system's stability is at greater risk when excessive
financial vulnerabilities exist. These vulnerabilities increase the likelihood of the failure of financial
institutions, particularly banks, which can trigger a cascade of distress. For instance, the failure of one
bank may provoke bank runs at others, potentially culminating in a full-scale bank panic, as
exemplified during the 2007-08 financial crisis. To mitigate such risks, macroprudential policies focus
on reducing the financial system’s sensitivity to shocks by addressing the accumulation of
vulnerabilities before they escalate. These policies are categorized into structural and cyclical tools.
Structural macroprudential policies are designed to enhance the resilience of lenders and borrowers
against adverse events at any stage of the business cycle. They focus on building a robust financial
foundation to withstand unforeseen shocks. Cyclical macroprudential policies, on the other hand, aim
to bolster resilience in anticipation of economic downturns. By implementing these measures
proactively, policymakers seek to minimize the contraction in the supply of credit when a downturn
occurs, thereby mitigating its economic impact (Yilla and Liang, 2020).

e Monetary policies - Monetary policy is an economic tool that manages an economy's money supply
and growth rate, regulating key macroeconomic variables like inflation and unemployment. It is
implemented through adjusting interest rates, buying or selling government securities, and altering
cash reserves. Central banks or similar regulatory bodies are responsible for formulating these policies.
For instance, central banks can influence interest rates by adjusting the discount rate - the rate they
charge commercial banks for short-term loans - or by changing reserve requirements, the minimum
reserves banks must hold. Additionally, buying or selling government securities allows central banks
to control the money supply. Monetary policies are classified as either expansionary or contractionary.
Expansionary, or monetary loosening, policies increase the money supply by lowering interest rates,
purchasing government securities, or reducing reserve requirements to stimulate economic growth,
albeit at the risk of higher inflation. In contrast, contractionary or monetary tightening policies aim to
reduce the money supply by raising interest rates, selling securities, or increasing reserve requirements
to control inflation (CFI, 2024c).
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e Prudential regulations - Prudential regulations aim to enhance financial system stability by
mitigating risks to financial institutions and protecting depositors' interests (Brownbridge, Kirkpatrick,
and Maimbo, 2002). These regulations safeguard financial health by enforcing measures such as
minimum capital requirements, liquidity standards, loan portfolio diversification, and restrictions on
investment portfolios or business activities to limit risky practices. Like monetary policy, prudential
regulations can be tightened or loosened based on economic cycle fluctuations to effectively address
systemic vulnerabilities.

Challenges in Emerging and Developing Nations

As described above, economic fluctuations are caused by factors such as employment levels, productivity,
and trade activities. Developing countries experience greater economic volatility than developed nations,
often due to their vulnerability to external shocks, such as commodity price changes, natural disasters, or
global financial crises. While rich in resources, developing nations often struggle with insufficient
productivity due to factors such as limited technological advancement, inadequate infrastructure, and
underinvestment in education. This, in turn, leads to irregular employment opportunities and poor human
development, which are key contributors to economic instability.

In addition to these challenges, several structural barriers disrupt developing nations' economies.
Corruption, political instability, and weak institutional frameworks are the most significant among these.
Corruption is a major impediment to development, leading to inefficiency and misallocation of resources.
It also increases the volume of black money in the economy, often fueling inflation. Economic theories,
such as the optimal taxation theory, suggest that corrupt governments may rely on inflation as a revenue
source, especially when tax evasion and collection costs are high. Corruption also drives businesses
underground, increasing the reliance on inflationary taxes and may result in capital flight, further
weakening the economy. Moreover, exacerbated by corruption, the resulting fiscal deficits contribute to
inflationary pressures in countries with underdeveloped financial markets (Al-Marhubi, 1999). In addition,
corruption undermines public trust, weakens governance structures, and hinders the ability to implement
effective economic policies.

Political instability also severely affects economic growth. It often leads to volatile policy shifts and short-
term decision-making, destabilizing macroeconomic performance. Frequent regime changes or civil unrest
prevent long-term economic planning, making it harder for governments to maintain policy consistency.
As a result, countries experiencing political instability often have difficulty fostering investor confidence
and attracting long-term investments. For example, nations in Sub-Saharan Africa with histories of
political turmoil have often seen lower growth rates and limited foreign direct investment due to
uncertainty surrounding governance and policy continuity.

A strong institutional framework is vital for economic growth. Well-developed institutions provide the
necessary legal infrastructure for efficient markets, enforce property rights, and promote transparency and
accountability. However, weak institutional frameworks in developing nations often result in inadequate
rule of law, poor enforcement of contracts, and a lack of regulatory oversight. These deficiencies
discourage investment, both domestic and foreign, and perpetuate cycles of economic stagnation. For
example, in many developing countries, weak legal systems hinder the growth of entrepreneurship and
limit access to justice, reducing the overall dynamism of the economy.

Therefore, the importance of effective policy implementation for the stability of emerging nations'
financial systems cannot be overstated.
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Methodology
This research study will take a qualitative approach to examine how effective banking policies are in
stabilizing the banking sector of developing nations during economic cycle fluctuations.

Data Collection

The data required for this study will be collected by analyzing various policies and their implementation
in emerging and developing nations through case studies of several emerging nations. Four case studies
will be included, with all nations on the path of development. The reason for these case studies being
included in the study is that these will assess the effectiveness of each policy, considering factors like
economic stability, financial resilience, and the ability to mitigate economic cycle fluctuations. Thus, this
research study will help understand the importance of the banking sector in developing nations and the
effectiveness of banking policies in mitigating economic cycle fluctuations in such nations.

Selection Criteria

While the case studies of nations included in the study will be randomly selected, to ensure the selected
countries are relevant and impactful, the following criteria will be applied:

e Development - The nation must be classified as a developing nation.

e Policy implementation - At least one banking-related policy must be implemented within the nation.

Random Selection Process

To ensure an unbiased selection of nations, the following random selection process will be followed:

e A comprehensive list of the eligible countries as per the criteria noted above will be created

e Each of these countries will be numbered

e Using a random number generator, four of the countries will be chosen

This random selection method ensures that the nations chosen are based on their development, policy
implementation, and effectiveness without researcher bias.

Analysis

Below are real-life case studies of banking policies implemented in emerging and developing nations.
These case studies will help us understand the implementation and effectiveness of banking policies for
the stability of financial systems during economic cycle fluctuations in these nations.

India - Interest Rate Adjustments by the Reserve Bank of India (Monetary Policy)

The Reserve Bank of India (RBI) is often called the ‘banker's bank’. But it is not just any bank; it plays a
crucial role in maintaining the stability of India's economy. The RBI employs several important tools to
maintain financial stability and control inflation. Its primary mission is to create and implement monetary
policies that align with the nation's economic goals. These policies are like financial roadmaps designed
to help the country achieve its economic objectives. In simple terms, the RBI decides how much money
should be in circulation, influencing interest rates, economic growth, and inflation control. The RBI uses
many tools, including repo rate, reverse repo rate, cash reserve ratio, statutory liquidity ratio, and open
market operations.

For an emerging country like India, which is highly populated, central banks play a vital role in enhancing
the country's economy, and commercial banks play an important role in the enhancement of citizens. The
RBI tends to adjust interest rates by making significant changes in repo rates, which affects the banking
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industry in India. A repurchase agreement is a short-term secured loan wherein one party sells securities
to another and agrees to repurchase those securities later at a higher price. The difference between the
securities’ initial and repurchase prices is the interest paid on the loan, known as the repo rate. A reverse
repurchase agreement (reverse repo) is the mirror of a repo transaction, and the difference in the
transaction is known as the reverse repo rate.

The RBI changes interest rates due to fluctuations in the supply and demand of credit. Interest rates tend
to rise when the demand for credit is high or when the supply of credit is low. Interest rates tend to fall
when the demand for credit is low, or the supply of credit is high. Other important factors that influence
interest rates include the rate of inflation and government monetary policy (Heakal, 2024). The reverse
repo rate also plays a significant role in managing liquidity during periods of surplus cash in the banking
system. When the RBI increases the reverse repo rate, it incentivizes banks to park their surplus funds
with the central bank, thereby reducing excess liquidity in the system. This mechanism is particularly
effective during inflationary periods, helping to control the money supply and stabilize prices.

The graph below shows RBI's changes in repo rates since 2022 (Nayar, 2022).
Before May 2022, RBI raised repo rate in August 2018
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As we can see from the above graphical representation, at the start of August 2018, the repo rate revised
by the RBI was 6.5%. Gradually, over the years, the RBI kept decreasing the repo rate. From the bank's
perspective, lowering the repo rate encourages banks to increase liquidity by borrowing more money. This
helps the borrowers as interest rates are linked with the repo rates. Therefore, a cut in repo rate eventually
increases borrowing as interest rates on loans tend to fall. Thus, this leads to increasing borrowing
activities as banks provide loans at relatively lower interest rates. Also, RBI tends to enhance investment,
as reducing the repo rate significantly reduces interest rates on borrowing, increasing business investment
by making it cheaper and easier for businesses to borrow money to finance new projects (Neugarten,
2023). For example, during the COVID-19 pandemic, the RBI slashed the repo rate to 4% in May 2020,
the lowest in over a decade, to provide liquidity support to the economy. This measure eased the financial
burden on businesses and households by ensuring credit availability and reducing borrowing costs during
the crisis.

In contrast, the upward adjustments in 2022, as seen in the table below, addressed rising inflation following
economic recovery post-pandemic.
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Month and year Basis points Hike/Cut Repo rate

May 2022 40 4.4%

June 2022 50 4.9%

August 2022 50 5.4%
September 2022 50 5.9%
December 2022 35 6.25%
February 2023 25 6.5%

Changes in repo rates also influence the interest rates offered on fixed deposits (FDs), a common
investment product in India. When repo rates increase, interest on FDs typically rises, and FD interest
rates tend to decrease when repo rates fall. This mechanism reflects the direct impact of RBI’s monetary
policy on consumer banking products, indirectly affecting savings and investment patterns (Bajaj Finserv,
2024).

In conclusion, the RBI’s strategic adjustments to interest rates, particularly through changes in the repo
rate, play a crucial role in stabilizing India's financial system during economic cycle fluctuations. By
influencing borrowing, investment, and inflation, these monetary policy tools help mitigate the adverse
effects of economic downturns and foster sustainable growth. Thus, the RBI's proactive monetary policies
are integral to maintaining economic stability in an emerging economy like India.

Nigeria - Deposit Insurance Scheme (Financial stability policy)

Over the years, banking instability has been a major problem for developing nations, prompting the search
for ways to protect savers and ensure the viability of banking systems. The causes of this distress include
(Mas and Talley, 1990) :

e severe external macroeconomic shocks

e distortions arising from inappropriate domestic monetary and fiscal policies

e rapid liberalizations that have inflicted large losses on bank borrowers

e imprudent policies and fraudulent behavior by bank management

In response to these highly unstable conditions, governments in some countries have established deposit
insurance systems to guarantee the nominal value and liquidity of deposits up to a certain size and restore
their banking systems to health. One such country facing banking instability was Nigeria. Thus, this case
study shows how Nigeria overcomes economic crises that tend to follow financial crises by establishing
and effectively executing the Deposit insurance system (DIS). Deposit insurance systems are one
component of a financial system safety net that promotes financial stability.

The history of Nigeria shows that economic crises tend to follow financial crises. To curtail economic
disruptions that typically follow bank failures, a Deposit Insurance System (DIS) was established. A
deposit insurance system generally has two separate but complementary objectives within the overall
framework of the financial safety net (Hoelscher et al., 2006). The first is to contribute to the financial
system's stability as an adjunct to the central bank’s lender-of-last-resort function. The second is to provide
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a minimum level of protection to the average household's wealth in case of a bank failure. Nigeria Deposit
Insurance Corporation (NDIC) administered the deposit insurance system. NDIC is an autonomous agency
and is completely owned by the Central Bank of Nigeria (CBN) and the Federal Ministry of Finance. The
NDIC was created through the NDIC Decree No. 22 of 1988 (now repealed and replaced with NDIC Act
No. 16 of 2006).

In 1986, the CBN introduced a Structural Adjustment Programme (SAP) (World Bank, 1994).
Deregulation under SAP involved liberalization of the banking licensing process with a significant
increase in the number of banks. The number of banks increased from 42 in 1986 to 107 in 1990 and 120
in 1992 (Eriki and Osagie, 2014). However, the increase in the number of banks as a result of the
liberalization of banking licensing brought fierce competition and excessive risk-taking among banks.
Therefore, a DIS with supervisory powers over banks was considered necessary to complement CBN’s
efforts. The main function of NDIC was to ensure that participation in the Scheme is compulsory for all
licensed banks and other deposit-taking financial institutions in Nigeria such as MFBs, PMBs & NIBs,
and subscribers of mobile money (Osuji, 2019). Therefore, a DIS was established to protect depositors,
especially small savers, against losing their deposits and implement failure resolution options for badly
managed banks.

One significant impact of the DIS is its role in reducing the likelihood of bank runs. By guaranteeing the
safety of deposits, the system encourages public confidence in the stability of banks, even in times of
financial distress, thereby preventing large-scale withdrawals that could exacerbate a crisis.

The effectiveness of the DIS becomes particularly evident during periods of economic downturns when
banks are more vulnerable to failure. By ensuring that depositors are protected, the system reduces the
systemic risks associated with a potential banking collapse, thereby allowing the financial system to
recover more smoothly and quickly during and after economic fluctuations.

South Africa - Prudential Regulatory Framework

The financial sector is central in supporting the real economy and ensuring financial stability. Yet, it also
introduces risks, particularly when it recklessly chases short-term ‘artificial’ profits, as was proved during
the global financial crisis. As a result, much has been done internationally to improve the regulation of the
financial sector. In South Africa, while the financial sector successfully weathered the crisis, millions still
lost their jobs. Recognizing the need for coordinated international efforts to secure global financial and
economic stability, South Africa has committed to important obligations to try and prevent a similar crisis
in the future. These commitments are also shaped by their own domestic challenges and needs.

This case study examines South Africa's financial sector and the introduction of a prudential regulatory
framework aimed at ensuring financial and economic stability, particularly through the implementation of
the "twin peak model" in the country's financial reform system.

An important component introduced in their financial framework is effective prudential regulation. As we
know, prudential regulation is a legal framework that aims to keep financial institutions and the financial
system safe and stable. Financial institutions must comply with rules to manage the risks associated with
their financial activities. The goal is to reduce the likelihood of a "domino effect” in which the collapse of
one institution could trigger a broader financial crisis.

In August 1999, the SARB cleared its intent to align its monetary policy framework with global
developments (Hollander and van Lill, 2019). Adopting an explicit inflation targeting framework
coincided with its efforts to position itself within global regulatory and supervisory standards set out in
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Basel standards accords. The Bank Act of 1990 and exchange control regulations provided financial
institutions a strong buffer to absorb internal and international shocks. As per certain de facto evidence,
during the 2003-2006 year span, the SARB took measures to raise bank capital adequacy ratios in response
to credit growth concerns (Hollander and van Lill, 2019). However, these measures were insufficient to
shield the entire South African financial system from the unexpected shocks generated by the global
financial crises. In response, the Ministry of Finance reaffirmed the SARB's role as the country's
macroprudential supervisor.
The primary objective of SARB is to protect the value of the home currency in the interest of balanced
and sustainable economic and financial growth in South Africa (Stolp, Coetzer, and Naicker, 2023). To
achieve this, SARB is tasked with assessing the stability and efficiency of the financial system. To this
end, the Financial Sector Regulation (FSR) Act commenced on 29 March 2018. After its commencement,
the twin peak model was immediately implemented on 1 April 2018, marking a significant reform in South
Africa's financial sector.
The twin peak model basically sees financial regulation split into two broad functions: market conduct
regulation and prudential regulation (Godwin and Schmulow, 2021). In South Africa, the implementation
of this model occurred in phases. Phase 1 commenced with the enactment of the Financial Sector
Regulation Act in August 2017 and the creation of the Prudential Authority and the Financial Sector
Conduct Authority in April 2018 (McKenzie, 2019). The South African Treasury confirmed that existing
sector-specific legislation would remain in place during this phase (Phase 1). Phase 2 involves the
amendments required to implement uniform rules and standards across all financial sector participants,
replacing the existing legislation (McKenzie, 2019).
Focusing primarily on the second function of the twin peak model - prudential regulation - the Prudential
Authority is responsible for regulating areas previously overseen by the Bank Supervision Department of
the SARB. This includes overseeing prudential standards for insurers and market infrastructures. The
Prudential Authority has the authority to exercise supervisory powers and enforce industry-specific
legislation concerning the prudential aspects of financial institutions. Establishing the Prudential Authority
and the FSCA has provided critical support to South Africa's financial sector. The PA and FSCA, operating
under the twin peak model, have positively impacted the South African economy by strengthening its
financial system (Van Zyl & Lopes, 2019).
Some of the key ways these authorities have helped uplift the financial sector include (South African
Reserve Bank, 2021):
e Ensuring financial stability - The PA and FSCA work with the SARB to maintain financial stability.
e Protecting consumers - The PA protects customers from financial institutions that fail to meet their
obligations.
e Regulating market infrastructure - The PA regulates market infrastructures like securities exchanges,
central securities depositories, and clearing houses.
e Promoting safety and soundness - The PA promotes the safety and soundness of financial institutions
and market infrastructures.
e Enhancing resilience - The PA ensures that market infrastructures adhere to international principles.
The Prudential Authority has also set out several future plans, including (South African Reserve Bank,
2021):
e Transformation - The PA is undergoing a multi-year transformation program to improve its processes
and systems, and to use advanced analytics to gain insights from data.
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e Climate change - The PA is working to develop a national framework for sustainable finance in South
Africa, focusing on climate change.

e Industry engagement - The PA regularly engages with industry executives, officials from the Financial
Sector Conduct Authority (FSCA), and representatives from industry bodies and auditing firms.

e Regulation and supervision - The PA's priorities include strengthening the regulation and supervision
of banking institutions and developing prudential standards for CFls.

In summary, the prudential regulatory framework, especially through the twin peak model, is crucial in

stabilizing South Africa's financial system during economic fluctuations. By focusing on both market

conduct and prudential regulation, the South African financial system has become more resilient to

external shocks, ensuring long-term stability and consumer protection. The reforms, including establishing

the Prudential Authority and its future plans, reflect a forward-looking approach that positions South

Africa’s financial sector for sustainable growth and stability.

Conclusion

As the case studies of India, South Africa, and Nigeria illustrate, effective banking policies are vital for
stabilizing the banking sector during economic fluctuations. In India, the RBI’s adjustments to the repo
rate play a key role in managing liquidity and controlling inflation, ensuring the banking sector's stability.
In Nigeria, the Central Bank’s regulatory measures, such as managing interest rates and foreign exchange
controls, are essential in stabilizing the financial sector amidst economic challenges. Finally, in South
Africa, the introduction of the twin peak model and the role of the Prudential Authority and the Financial
Sector Conduct Authority have been instrumental in maintaining financial stability, especially after the
global financial crisis. Together, these examples demonstrate that well-implemented banking policies are
crucial for mitigating the impact of economic cycles and ensuring financial stability in emerging markets.
However, while striving to enhance their banking sectors as part of their overall economic development,
emerging nations encounter significant challenges and limitations when implementing policies. These
challenges hinder policy effectiveness, particularly political instability, corruption, and weaker
institutional frameworks. Political instability, characterized by frequent changes in government, shifts the
focus of policymakers to short-term objectives, often at the expense of long-term goals. Additionally, this
instability leads to policy volatility, as new leadership frequently introduces policy changes, creating
uncertainty and reducing the impact of policy implementation. Corruption is another major issue in
emerging nations, affecting multiple sectors, including essential services such as water, healthcare,
education, and justice. Corruption often obstructs the fair administration of these services, undermining
public trust and hindering effective policymaking.

These pervasive issues complicate the work of policymakers, who must account for these barriers while
designing and implementing policies to improve the welfare of citizens, the banking sector, and the
broader economy.
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