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The recent downgrade of the credit of South African banks to speculative
status has blown a big hole in the industry’s steady expansion into the rest of
the continent in pursuit of growth from favourable demographics and low
banking penetration rate. In so doing, banks have failed to weigh the cost of
this growth against the incongruence of banking systems and cultural
attitudes towards credit between South Africa and the other African
countries. They have chased yield pick-up instead of yield integrity (better
cross-selling and enhanced customer service to existing customers). SA
banks should have expanded into countries with a similar regulatory fabric
and cultural attitude to credit. These countries are Australia, New Zealand,
Finland, Sweden, and Singapore. That way, both their sources of funding
and yield pick-up (lending and investment) would not have been
compromised by the downgrade to South Africa’s sovereign rating. In fact,
the whole matter begs the question: “now that South Africa’s credit rating is
speculative, like all the countries the industry has expanded into, should SA
banks hold SA government bonds? In an economic environment
constrained by sovereign distress, what price will banks pay to make up for
lacklustre deposit growth? In the absence of a culture that returns capital to
shareholders through share buy backs and/or special dividends, how will
they cope with returns required by investors?

Buying customers abroad
Spurred on by fears of anaemic growth domestically, South African banks have steadily expanded into
other African countries over the last decade or so. While economic growth in SA has slowed down
materially, domestic operations of the big four banks have not only been resilient, they continue to
provide the strong capital base lauded the world over. Earnings contribution from “Rest of Africa”
operations can best be characterised as inconsistent (Standard Bank and Barclays Africa) to
inconsequential (Nedbank and First Rand).
Figure 1: Effect of Continental Expansion on Economic Profits of SA Banks

Source: First Avenue, Company Reports

Low banking penetration rates and favourable demographics (young population) on the continent
serve as the primary attractions for South African banks. The tailwind commodity prices bestowed on
economic growth during the resource super-cycle drew similarities between Africa and China from
economic commentators and investors alike. The subsequent slump in commodity prices has impeded
if not stunted that growth. Earnings sourced from the African operations of South African banks, and
valuations of African banks, have simply reflected this ebb and flow in fortunes. Drawn to the pollen of
bank valuations in Nigeria, FirstRand expressed renewed and urgent interest in making acquisitions in
the country. Management believes African banks are trading at very attractive valuations now than in
2011/2012. We doubt whether this pollen will translate into honey for First Rand. The weight of
evidence in banking is against geographic diversification unless such expansion is expressly in a
“contiguous regulatory and sovereign belt”.

There are risks beyond which you shouldn’t seek a payoff
Whether every asset has a price is a definitive “watermark” in the search for value by investors and
companies alike. You will know by now that we at First Avenue believe that risk, not value, has a
continuum from low to extreme. We search for value in opportunities that have low to medium risk
and shun those with high to extreme risk.
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Our objective is two-fold; (i) to avoid ever impairing capital while, (ii) allowing capital to grow for
decades at a time through compounding. No one has ever accumulated wealth by impairing it often.
Nowhere is this mind-set more important than in banking. Regulations have spawned and evolved
over centuries in different parts of the world for the precise purpose of limiting capital and deposit
impairment. The risk of a run on banks can bring the entire economic system of a country to its knees.
So vigilant are regulators against systemic risk that all sorts of moral hazards have developed over
time from efforts by regulators to haul back bad banks from over the cliff. These moral hazards are
encapsulated in the term “Too-Big-To-Fail”.
Because regulatory frameworks place capital constraints on the risks banks can take, successful banks
are those that demonstrate an ability to go up the regulatory experience curve. Unfortunately, this
process takes a long time, decades even, and requires both stability and incremental evolution. Some
systems have greater reach than others into the surveillance of risks banks can take. The banking
system and financial infrastructure of South Africa is one of the best in the world according to the
World Economic Forum (The Global Competitiveness Report) shown in Figure 2. South Africa ranks
second, just behind Finland in the Soundness of Banks category, while many African countries rank out
of sight.
The incongruence of banking systems between South Africa and the rest of the continent is the source
of our scepticism, if not, dissonance about the continental expansion of local banks. In the absence of
the long and experienced arm of the regulator, competitors fall prey to the strongest form of Game
Theory. They chase the same growth, at the same time, and hope for differentiated results. In this
regard, not understanding cultural attitudes toward credit by customers places a new entrant at a huge
disadvantage. Handicapping cultural attitudes to credit by locals also takes a long time, if not decades,
and is highly complementary to the regulatory regime.
Figure 2: Soundness of Banks Ranking

Source: World Economic Forum, Executive
Opinion Survey. For more details, refer to
Chapter 1.3 of The Global Competitiveness
Report 2016–2017

However, banks tend to place growth opportunities (demographic or penetration based) for ubiquitous
bank products above both regulatory and cultural experience when considering international
expansion. We suggest, rather, that banks consider commonality in banking systems (regulatory
strengths and cultural attitudes) between their home markets and the markets they wish to enter.
Their long earned experience at both allows them to acquire abroad risks they know and have exceled
at arbitraging!
In Figure 3 and Figure 4 below, we plot the percentage of time a country spends in a (i) banking crisis
versus (ii) time a spent in sovereign default since 1800. A default by the sovereign on its debt can easily
cause a banking crisis, depending on how invested banks are in sovereign issued securities
(government bonds). So, systemic risk can arise either from within the banking system (banks taking
on risks they don’t get paid for) or the government failing to make good on its obligations.
Geographies with the least experience of systemic risk coming from either banking crises or default in
sovereign debts cluster in the south west corner of the charts below. We see that South Africa’s
position on the chart mirrors that of developed rather than developing countries.
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Figure 3: Share of Years in a Banking Crisis vs Sovereign Default: Developed Markets

Source: Banking Crises: An Equal Opportunity Menace, K. Rogoff and C. Reinhardt

Figure 4: Share of Years in a Banking Crisis vs Sovereign Default: Developing Markets

Source: Banking Crises: An Equal Opportunity Menace, K. Rogoff and C. Reinhardt

So it turns out that, since 1800, South African banks have operated in both a regulatory compliance
system and credit culture akin to Australia, Netherlands, Sweden, and New Zealand. These countries
present a contiguous regulatory and sovereign belt for South African banks to expand into. Thinking
this way has material implications on the harmonious extension of operating systems (administrative,
legal and compliance, and accounting) to the market being entered. As it stands, most mission critical
systems used by South African banks back home are different from the ones they use abroad. This
frictional cost presents a lack of “genealogy conterminous” with their experience. In other words,
systems used in Rest of Africa operations of South African banks speak a different language to that
used on home soil.
The elevated levels of credit loss ratios and wild gyrations in returns on equity (ROE) resulting from
continental expansion suggest the introduction of higher levels of risk. In a good year, ROE can be as
high as 55% but, in a bad year, it can be halved or negative, driven by the steep deterioration in the
quality of the loan book.
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Figure 5: ROE and Credit Loss Ratios of African Banks

Figure 6: Non-performing Loans

Source: Reuters, Datastream, The Economist

Take one of the big four South African banks, Standard Bank, as an example. The higher level and
variability in the credit loss ratio of its “Rest of Africa” operations is in stark contrast with its SA
operations (see Figure 7).
Figure 7: SBK Credit Loss Ratios

Source: Company Data, Avior

The impact on the group is limited for now, since its “Rest of Africa” operations contribute a quarter of
its overall headline earnings (FY2015). But when it contributes half of the group earnings, the
cyclicality and volatility of the overall group profitability will focus the minds of investors on risk. We
like to caution that the idea is to extract more economic profits from a set risk budget rather than
increased risk resulting in higher returns. The pattern just described is characteristic of the African
banking landscape. Are South African banks fully aware of the implications of deeply cyclical credit
loss ratios and returns on equity on the instability of the banking systems they have bought into?
Industry specific and sovereign default risks from undiversified (mostly resource producing) economies
raise the probability of a banking crisis. To the contrary, South Africa is a highly diversified, consumer
driven economy with historically little risk of sovereign risks contaminating the capital adequacy of the
banking system.
Turning our attention to microeconomic factors, structural advantages responsible for enduring
business success, we advise South African banks to realise that they will never have it as good
anywhere else as they have it on their home turf. The environment has allowed them to develop
strong competitive advantages that are hard to come by in most countries around the world. That
they fall short of growth from time to time is, perversely enough, a result of how good they have it!
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The concentration levels of the banking industry in South African, similar to Canada, Australia, and
New Zealand; bestow market shares to local banks with which they can build economic moats in (i)
cheap funding costs (ii) non-interest revenue, and (iii) credit quality. Consequently, South African
banks have highly attractive net interest margins, diverse income streams to absorb the effects of
cyclicality in interest rates, and credit loss ratios culturally similar to those in the most developed
markets. These are all hallmarks of structurally advantaged banks. Concentrated market shares also
mean South African banks are too big to fail. A potential bail out by the government in the event of an
impairment of capital by any one bank (“put” to the fiscus) is an extra layer of protection South African
banks enjoy.
Looking for growth in some of the world’s riskiest geographies to compensate for failing to create
greater economic profits from such a sure thing, says more about the stewardship of South African
banks than it does about the country. The best banks in the world - Wells Fargo, Svenska
Handelsbanken, US Bancorp, M&T Bank, Commonwealth Bank of Australia, ANZ Banking Group,
Toronto Dominion Bank and Royal Bank of Canada to name a few – also largely operate domestically
and face structurally low GDP growth rates. Yet, they create enormous growth in shareholder value
than most South African banks. Stunningly, nowhere is this truer than for Wells Fargo, US Bancorp,
and M&T Bank, who compete against another 5, 000 banks in the United States! The banks we named
have an average of five products per customer compared to two at most, for South African banks.
We posit that it is lack of creativity and competition, rather than a dour local economy, which hampers
additional growth among South African banks. Instead of using competition as an excuse for low
growth, Walt Disney once remarked, “I have been up against tough competition all my life. I wouldn’t
know how to get along without it”. What would management of South African banks do if they found
themselves around so much competition as exists in the US?

Customers buying you at home
Rather than learning and inculcating in their culture to how the best banks in the world extract more
growth from their home markets, South African banks have gone looking for troublesome growth. To
begin with, banks in Africa do not necessarily pose systemic risk in the local economies and thus do not
enjoy the “put” embedded in South African banks. In other words, these banks can go the way of the
flesh with far more ease, even if they are the market leader in their territory. The ratio of bank assets
to GDP among some of the better and demographically attractive banking systems, especially Nigeria,
is woefully low. In addition, although Nigeria is the second largest banking market on the continent, it
holds only US$0.27 in bank assets for US$1 in GDP. Put another way, the oil industry, not the banking
industry, poses much greater systemic risk to Nigeria!
Figure 8: Ratio of Bank Assets-to-GDP

Source: Sub Saharan African Banking Review 2014, Ernst & Young.

Hyper competition is another risk South African banks step into when they expand into continent.
Kenya, a highly attractive market, not least for the Anglo Saxon influence on its commercial culture
and legal system, contains far too many competitors for its size.
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Figure 9: Banking in Kenya - Competitive Landscape

Source: Sub Saharan African Banking Review 2014, Ernst & Young.

While Kenya’s economy is far more diversified than Nigeria’s, medium and small banks are
participating strongly in funding this diversification. Big banks are losing share to smaller banks as real
estate and financial services contribute strongly to economic growth. On the liability side, a
fragmented deposit base weakens one of the core tenets of economic moats in banking, namely, low
funding costs. Last, one of the rules of banking is that the smaller the bank, the higher its capital
adequacy precisely because it is not likely to receive a bail out should it fail. Yet the average capital
adequacy ratio in the country rose from 12.9% in 2 000 to 14.4%. This is woefully low for a country that
has experienced a banking crisis of one sort or another in 20 out of its 54 years of independence.
Consider that a small 144 year old bank in Sweden (and one of the best banks in the world), Svenska
Handelsbanken, operating in one of the most stable and oldest banking and sovereign systems in the
world has a Core Tier 1 ratio of 25% coupled with an AA credit rating by Fitch. Capitec, a recent
addition to the banking sector in South Africa, has a Core Tier 1 Ratio of 30%. None of the Kenyan
banks bat at this level. On the weight of this analysis, we surmise that South African banks see the
ubiquity of banking products, low banking penetration levels and growth supported by demographics
as the ONLY reasons for continental expansion.

How should management be thinking about capital allocation?
How you think about growth has material implications on total shareholder returns. There are two
kinds of growth, namely, (i) risk-induced and (ii) risk-free. Both have a place in capital allocation. In an
economy such as South Africa where banking penetration is very high (75% of adult population has a
bank account), growth from signing up accounts is more expensive and risky than growth from an
existing client base. The former requires investment to go through a competitive and price sensitive
battle you may, if not often lose. The latter relies heavily on the experience and access you have to,
and the appeal you already hold for, a customer.
Looking to do more with the same customer is worth it in at least three ways; it is cheaper than
acquiring a new customer, strengthens your relationship with the customer, and earns you a greater
share of the customer’s wallet. According to Bank Intelligence Solutions (BIS), an online advisory
solution for executives owned by Fiserv in the US, a customer with just one product at their bank will
stay with his bank for about 18 months. Add just one more product and the bank extends that
relationship to four years. At three products, that relationship will last an average of 6.8 years.
Industry sources in the US show that more than 50% of customers today have only one product with
their bank. RPM Consulting, for example, says most of the banks it consults to lose about 50 percent
of customers each year whose only product is a cheque account. However, adding a savings account
improves retention by 67 %; and adding a loan as well improves retention to 90% or more. Indeed
cross-selling is more cost-effective than acquiring new business. BIS says that it costs 8 to 10 times
more to acquire a new customer than to reach out to an existing one!
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Very little of capital allocated by management to this kind of growth incurs competitive risk. More
importantly it is concentrated on credit risks a bank is intimately familiar with, resulting in lower
impairment charges. The upshot of this efficiency in capital is that a lot more cash is available to (i)
increase dividends at a rate greater than net profits, (ii) increase the dividend pay-out ratio and, (iii)
buy shares back. Nowhere is this better orchestrated than at Wells Fargo:
Figure 10: Thanks to Cross Selling, Capital Return Has Outpaced Peers: Wells Fargo

Source: Wells Fargo 2016 Investor Day Presentation

Where the rubber meets the road is that shareholder returns simply expand over time as both the
cumulative yield (from dividends) rises, and shares outstanding fall. This expansion is known as
compounding. The simplicity of risk-free growth is so beguiling that management teams forsake it for
risk-induced growth. That is, allocating capital to investment initiatives that course through
competitive forces in the economy in an effort to snatch growth from others in the industry. Returning
to the banking industry in the United States, a survey by Forrester Research found 41% of U.S. adults
to be “interested in” or very “interested in” putting or keeping all of their financial products and
accounts with one firm. Yet, in the 2012 ABA Marketing Survey Report, less than half (49.6 %) of the
participating banks have a company-wide cross-selling strategy. That is a decline from 57.3 % in 2009,
and 60.1 % in 2007. When BIS surveyed more than 400 community banks (again in the US), they found
that 60 % do not even have ongoing marketing efforts to existing customers.
Why is this so? With an average of more than 100 products and services in existence, most financial
institutions are not lacking for products to pitch. Research from Wells Fargo shows that the average
banking customer (in the US) has 16 financial services products across their providers. And yet, the
ABA survey points out, US banks average just a 2.3 cross-sell ratio (products per customer). The
reason we do not have these statistics for South Africa is because of how far behind South Africa is in
cross- selling. Instead, South African banks have sought to invest in the acquisition of new, higher risk
banking opportunities at the expense of existing low risk opportunities.
“Management often confuse benign industry conditions with their own skill” – Capital Returns, Edward
Chancellor
We use one of our preferred holdings in the sector (First Rand) to illustrate the two choices we just
described; allocating capital between traditional (risk induced) and judicious (risk-free) growth.
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Figure 11: Traditional Capital Allocation

Source: First Avenue, First Rand Results Presentation for FY2016

Figure 12: Judicious Capital Allocation

Source: First Avenue, First Rand Results Presentation for FY2016

First Rand management’s stated intention is to acquire a bank in Nigeria which has been earmarked
for up to R7.5bn (Search for Acquisitions, Figure 11). This risk-induced growth will endure incredible
competitive and systematic risk forces and is constrained by a desire to maintain dividend cover of
between 1.8x and 2.2x (see Increase Dividend Pay-Out Ratio, Figure 11).
Contrast this with our suggestion for First Rand to spend R6bn out of R7.5bn earmarked for a Nigerian
acquisition on a share repurchase program (see Figure 12). This would amount to reducing shares in
issue by 2%, calculated on the share price at time of writing. We also suggest that management spend
R2.4bn (from a combination of a capital buffer of R1.9bn and R500m left over of funds earmarked for
Nigeria). You will notice that our suggestion to management to allocate judiciously does not interfere
with investments needed to strengthen their existing franchises in South Africa and the rest of the
continent. Evidence from international experience validates our suggestions for judicious capital
allocation. Investors have heavily rewarded banks that have allocated structurally strong cash flow to
initiatives that compound shareholder returns without compromising the competitiveness of the
franchise. Banks such as Wells Fargo and US Bancorp have done share buybacks for many years on the
trot.
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The business that management understands best is the business it currently operates. If it
(management) manages the existing business so well, the best investment it should be buying is the
current business. That is the investment where investors will incur minimal risk. Once investors gain
superior understanding that not all growth should incur risk, they start to reflect the value created
(through judicious capital allocation) in the share price relative to other options on the stock market.
Figure 13: Wells Fargo and US Bancorp Share Buybacks and Dividends

Source: Reuters, Datastream, Bloomberg

Figure 14 shows the level of uplift to EPS growth and dividend yield enabled by share buybacks, a
direct transfer mechanism to uplift in the valuations of Wells Fargo and US Bancorp.
Figure 14: Wells Fargo and US Bancorp EPS and Dividend Yield Uplift

Source: Reuters, Datastream, Bloomberg
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The sequence in which judicious capital allocation occurs is also flexible enough to allow companies
who want to reserve more capital for future uncertainties to increase dividends progressively, and
lower cover, at the expense of share buy backs. On the strength of that, investors may very well
decide to reinvest dividends received right back into buying shares of the paying bank. This is an
investor executed share buyback, where in the end the investor owns more and more of a wonderful
investment thereby compounding his returns. By the way, at First Avenue we re-invest dividends
received from our portfolio holdings right back into the company that paid it. This way we lay an
increased claim to a good thing! Svenska Handelsbanken and Bankinter (of Spain) are examples of
non-US banks which have done less share buybacks but paid out more dividends.
Figure 15: Svenska Handelsbanken and Bankinter Share Buybacks and Dividends

Source: Reuters, Datastream, Bloomberg

The market is anything but stupid about spotting superior capital allocation. Over time, share prices
underpinned by superior capital allocation will gravitate toward the rate at which management
extracts value (ROE) from the economy. This is what differentiates a good company from a great
investment. South African banks are good companies and good investments. But they are just one
revolutionary board meeting away from being great investments of the ilk of Wells Fargo, US Bancorp,
Svenska Handelsbanken, and Bankinter, who deliver superior returns relative to the market. For
instance, First Rand has an industry leading cross-selling ratio of 2.6 products per customer in South
Africa. But its capital return track record is not distinguished from its peers. This is a lost opportunity
to be a great investment!
Figure 16: Market Returns of Wells, USBancorp, Svenska Handelsbanken and Bankinter
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Source: Reuters, Datastream, Bloomberg

We therefore prefer banks:




Whose virtuosity (e.g. cross selling, customer service, etc.) consistently generates strong cash
flows
That reinvest in this virtue to increase its momentum as the best defence against competition
and disruption
That consistently return a meaningful portion of the proceeds of their virtue to shareholders
by way of share buy backs, progressive dividend growth, and increase in dividend pay-out
ratio

“By our avoiding the issuance of Berkshire stock, any improvement in earnings will translate into
equivalent per share gains.” – Warren Buffett

Lessons from global banks - regional is superior to global
We stepped back to investigate if our preference for domestic or regional franchises bears out globally
in distinguished profitability and returns to investors. To do so, we selected preeminent globally
diversified banks on the one hand and compared them with preeminent domestic or regional banks on
the other. Our sample is geography and size agnostic. Comparisons show that international banks
(blue section of Figure 17) underperform domestic or regional banks (grey section in same table). In
fact, their fundamental and market performance is woeful! It is astonishing to note that regional banks
were characterised by “Narrow” and “Wide” moats compared to international banks with “Narrow” or
“No” moats at all.
A Wide moat rating is not easy to achieve. It signals that a bank has competitive advantages that its
competitors find hard to replicate despite hiding in plain sight. For instance, cross-selling is not just a
strategy, but a culture. So is customer service. Svenska Handelsbanken’s customer service is
legendary. The bank achieved industry leading scores in customer service across its operations in a
survey by renowned Norwegian global customer service rating firm, EPSI. In a branch centric strategy,
branch managers have the authority to make credit underwriting and loan granting decisions. The
rationale is that proximity to clients allows the branch greater intimacy with and insight into the
customer. Excelling at either cross selling and/or customer service allows a bank to increase its share
of profits in the industry, and earn above its cost of capital sustainably. This is the phenomenon that
investors reward.
It is clear in Figure 17 that our holdings, First Rand and Standard Bank, punch way above global
averages in line with the domestic/regional cohort. This begs the question, “why ruin a good thing?”
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Figure 17: International Banks vs Regional Banks in ROE and Total Returns
Total
Total
Morningstar Moat Moat Trend Return 20 Return 15 Average Average
yr (USD) yr (USD) ROE 20 yr ROE 15 yr
BARCLAYS
None
Stable
4.7%
-1.6%
14.3%
12.4%
JP MORGAN CHASE & CO.
Narrow
Stable
9.4%
5.6%
11.1%
8.8%
GOLDMAN SACHS GP.*
Narrow
Stable
5.2%
4.6%
17.8%
15.1%
CITIGROUP
Narrow
Stable
-1.5%
-12.2%
10.5%
7.5%
UBS GROUP
Narrow
Stable
2.6%
0.2%
6.5%
6.0%
CREDIT SUISSE GROUP
Narrow
Stable
2.2%
-1.9%
7.2%
7.0%
DEUTSCHE BANK
None
Negative
-0.2%
-4.6%
6.4%
5.1%
SOCIETE GENERALE
None
Stable
6.0%
2.0%
10.2%
9.0%
STANDARD CHARTERED
None
Negative
4.4%
1.3%
13.9%
11.7%
BBVA*
Narrow
Stable
0.8%
1.5%
15.9%
14.6%
WELLS FARGO & CO
Wide
Stable
12.8%
7.4%
15.4%
14.5%
US BANCORP
Wide
Stable
13.0%
7.5%
18.1%
17.0%
SVENSKA HANDBKN.'A'
Wide
Stable
13.7%
10.3%
16.5%
15.5%
ROYAL BANK OF CANADA
Wide
Stable
15.7%
11.9%
17.8%
17.7%
BK.OF NOVA SCOTIA
Wide
Stable
14.4%
11.1%
17.8%
18.1%
COMMONWEALTH BK.OF AUS.
Wide
Stable
17.2%
15.1%
17.4%
17.1%
AUS.AND NZ.BANKING GP.
Wide
Stable
13.7%
12.6%
17.1%
17.0%
Average of Global Banks
3.4%
-0.5%
11.4%
9.7%
Average of Regional Banks
14.3%
10.9%
17.2%
16.7%
FIRSTRAND**
Narrow
Stable
12.6%
12.4%
24.8%
25.4%
STANDARD BANK **
Narrow
Stable
6.0%
8.5%
19.9%
19.5%
Name

Source: Reuters, Bloomberg, Company Financial Reports, Morningstar, Returns as at 31 December 2015
*Since inception for 20 year return data
**First Avenue Analysis for Moat rating

Operating metrics in Figure 18 supported the findings in Figure 17, where regional banks had on
average higher net interest margin, lower impairment ratio, and a better efficiency ratio. From the
table in Figure 18, one can see that FirstRand and Standard Bank behave more like US Bancorp and
Svenska Handelsbanken than Citigroup. Big isn’t always beautiful!
Figure 18: International Banks vs Regional Banks in Operating Metrics
Non Interest
Non Interest
Income/ (Interest Income/(Net Interest Impairment/
Income + Non Income + Non Interest Net Interest
Name
Interest Income)
Income)
Income
BARCLAYS
46.0%
53.9%
16.8%
JP MORGAN CHASE & CO.
49.5%
53.5%
8.8%
GOLDMAN SACHS GP.
78.4%
90.9%
6.1%
CITIGROUP
33.9%
38.9%
15.2%
UBS GROUP
64.5%
78.1%
1.7%
CREDIT SUISSE GROUP
41.1%
59.2%
3.5%
DEUTSCHE BANK
45.0%
57.0%
6.0%
SOCIETE GENERALE
73.1%
86.7%
32.9%
STANDARD CHARTERED
28.8%
41.1%
52.9%
BBVA
28.7%
42.4%
26.5%
WELLS FARGO & CO
45.3%
47.4%
5.4%
US BANCORP
42.3%
45.2%
10.3%
SVENSKA HANDBKN.'A'
24.4%
34.8%
5.8%
ROYAL BANK OF CANADA
47.3%
54.4%
7.4%
BK.OF NOVA SCOTIA
33.1%
45.6%
14.8%
COMMONWEALTH BK.OF AUS.
16.7%
31.1%
7.4%
AUS.AND NZ.BANKING GP.
15.9%
31.1%
8.1%
Average of Global Banks
48.9%
60.2%
17.1%
Average of Regional Banks
32.1%
41.4%
8.5%
FIRSTRAND
37.2%
50.2%
16.4%
STANDARD BANK
68.6%
45.9%
19.0%

Tier 1 Capital
Ratio
11.4%
13.7%
14.1%
14.8%
17.4%
18.0%
12.3%
13.5%
14.1%
12.1%
13.0%
14.7%
23.8%
12.2%
11.5%
11.2%
11.3%
14.1%
14.0%
14.6%
13.3%

Efficiency Ratio
84.6%
63.1%
74.0%
81.8%
109.2%
108.8%
113.9%
86.9%
78.4%
68.2%
58.1%
54.4%
48.1%
57.6%
54.2%
42.6%
51.4%
86.9%
52.3%
55.5%
56.7%

Loan to
Deposit Ratio
85.6%
64.4%
46.6%
66.6%
77.6%
75.1%
75.4%
84.1%
66.3%
80.9%
74.0%
84.0%
208.8%
67.7%
76.3%
112.7%
96.9%
72.3%
102.9%
93.1%
80.0%

NIM
1.1%
2.0%
0.4%
2.9%
0.9%
1.3%
1.0%
0.8%
1.7%
2.6%
2.9%
2.8%
1.2%
1.5%
1.6%
2.1%
1.9%
1.5%
2.0%
4.9%
3.5%

Source: Reuters, Bloomberg, Company Financial Reports, Morningstar

There are a number of obstacles that deter global banks from outperforming regional banks:





Banking products are ubiquitous across the world (no special IP)
Banking regulations vary markedly by country and are not equally stable across countries
Frequent financial crises lead to frequent changes in banking regulations
Very limited synergies between geographical diverse operations

12

First of all, banking products are commodities. When entering into a new market, you are offering the
same products as existing players. How you differentiate yourself is in part a function of locally
acceptable norms (culture). Regulatory differences across geographies incrementally increase
complexity as opposed to fundamental returns. So, why should an investor buy a globally diversified
bank rather than buy the best franchise in selected countries?
Handelsbanken over the years has expanded into Netherlands, Norway, Denmark, Finland and UK,
which are in a contiguous sovereign risk belt. This way, the bank has picked the same risks an investor
would pick independently anyway. Just that the bank can add value to in these markets in a way the
investor can’t. To illustrate, Handelsbanken achieved growth without any margin pressure (Figure 19),
by expanding into countries where customer behaviours are similar to what it is used to. Credit loss
ratios remained similar (and significantly lower than peers) pre and post geographic expansion as
shown in Figure 20. This indicates that management did not undervalue risk and overvalue growth. By
acquiring risk similar to what it knows and excels at (existing book), Svenska Handelsbanken continued
to deliver an ROE reminiscent of its history (see Figure 21). Such predictability has allowed investors to
accurately handicap the bank’s valuation correctly far more often than not (Figure 22), a plus for
management stock options.
Figure 19: Svenska Handelsbanken Margin

Figure 20: Credit Loss Ratios

Source: SKI, EPSI 2016

Figure 21: Svenska Pre and Post Geographic Expansion ROE is a Picture of Stability

Source: SKI, EPSI 2016
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Figure 22: Svenska Fundamental vs Market Return

Source: Reuters, First Avenue estimates, Swedish Kronor

First Rand and Standard Bank
Looking at the two banks we own through the same prism as Svenska, Standard Bank’s globe-trotting
– Argentina, United Kingdom, and the rest of the African continent has in fact weighed on its
fundamental returns badly. These returns reduced from 26% in 2005 to 14.5% currently. Its market
(share price) returns have predictably gravitated toward the lower rate. First Rand, on the other hand
has mostly stayed put and looked for growth from existing and new clients in South Africa. Its
fundamental return (on a rolling 5 year basis) has towered over the industry consistently for a long
time. Yet, the market seems to doubt if this rate of return is sustainable, and as a result, has failed to
value it appropriately. Management must have listened to the ‘doubting Thomases’ for it to go
hunting for a new growth vector in Nigeria. Far from closing the valuation gap between fundamental
and market returns, we believe an acquisition in Nigeria will worsen it. We propose First Rand:



Reduce dividend cover
Launch an ongoing share buyback program

We propose Standard Bank do the same as First Rand and;



Exit unprofitable and problematic markets and focus on a few core markets
Become more client centric and enhance customer satisfaction

Figure 23: ROE vs Total Return for FirstRand and Standard Bank

Source: Reuters, First Avenue estimates

Of our two holdings, First Rand’s home bias has seen it post globally competitive market returns. We
strongly urge First Rand to not only stay home, but slam the door shut.
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Credit downgrading of SA banks corroborates our view on strategy
First, it is important not to confuse the credit downgrade to speculative grade suffered by local banks
recently for (i) instability in the banking system and (ii) balance sheet weakness. South Africa’s
banking system remains regulated with world leading excellence, while local banks continue to
possess balance sheets and returns renowned world-wide. In fact, in announcing its downgrading of
SA banks, Fitch lauded the strength of franchise, sound management and governance, and solid
financial metrics of the banks. Yet the downgrade occurred because of a point we belaboured
throughout this piece – the likelihood of a sovereign distress to morph into a banking crisis. This is a
reason why a bank can never have a credit rating higher than that of the sovereign it is most exposed
to. Both S&P and Fitch point this out. A secondary point is that since the financial system oils the
wheels of the economy, any economic distress as a result of the downgrading of the sovereign will
affect the growth and profitability of banks.
The implication is that banks should ONLY expand into countries whose sovereign ratings are as
strong as, or stronger than, their home country. This would allow banks to maintain their profitability
by (i) accessing capital markets with a lower cost of funding while (ii) investing their balance sheet in
government securities with far less contagion risk. In light of this existential question, we cannot see
how Standard Bank’s investments across the African continent help it lower both its funding costs and
avoid sovereign contagion risk? First Rand should reflect on the same question as it contemplates big
game hunting in Nigeria. Yield pick-up is overrated. Yield integrity is where strategy should be
pitched. Now does it make sense why we suggested countries such as Sweden, Singapore, Australia,
and New Zealand as appropriate markets for South African banks to expand into?
Absent that, South African banks are staring down the barrel of a gun on both the funding side
(liabilities) and asset growth side (lending and investment) where yield pick-up and endowment effect
also occurs. First, consider the risk that both S&P and Fitch point out – economic growth hamstrung
by tough decisions the sovereign will have to make regarding the fiscus. You can add to this
consideration, higher inflation, interest rates, and lower growth in real wages. In such an environment,
at what rate will deposits, the cheapest form funding, grow? How much more will banks have to pay to
close that funding gap? By the way, what return on equity will equity investors require; and can capital
growth alone provide that return?
Figure 24: SA Banks Funding Mix as at February 28, 2017

Source: BA 90, SA Reserve Bank
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Similarly difficult questions face banks on the asset growth front where yield pick-up occurs. In total,
SA monetary institutions held 17.53% of overall S.A. government bonds as at January 2017. While SA
government securities ranged from 9.2% to 12.3% of the total assets of various banks as at February
2017, the sovereign better not struggle to pay the interest and capital (an amount in excess of R500bn
if you include public sector bonds of R20bn) on these bonds. Have you ever wondered why South
African banks do not hold sovereign credit of African governments if yield pick-up was so important?
Because that would have increased the risk profile of their balance sheet in exactly the same way Fitch
and S&P fear South African sovereign risk will!
Figure 25: SA Banks Exposure to Sovereign and Sovereign Backed Securities/Total Assets
(February 28, 2017)

Source: BA 900,SA Reserve Bank

Given this logic, should South African banks hold South African government credit? No question in the
market system is as technical as it is political than this one.
Basel Accords are a framework that guides banking regulations in countries across the world. These
Accords act like headlights on a car at night allowing road users to determine each driver’s position for
the purposes of safety and orderliness. Except that these rules are constructed and agreed to by the
drivers themselves. One of the rules that central banks agreed to is the risk weighting of sovereign
issuances on the balance sheets of local banks. Sovereign bonds receive “preferential treatment” in
that regardless of their credit rating, local banks can consider them to be risk free and hold no capital
against them. This “zero risk weighting” under the Standardised Approach performs magic to a bank’s
profitability, because it affords banks a high yield on money invested in those bonds, while unshackling
the bank to parlay regulatory capital against private sector lending.
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Figure 26:

S&P LTM Domestic Issuer Rating vs. 10 Year Benchmark Yield

Source: Reuters April 21 2017

Yet Basel Accords are not stupid. They know that a sovereign (think Zimbabwe) can be very risky. But
Zimbabwean banks are allowed to consider sovereign bonds free of the risk of default. Why is this?
Because the central bank is in possession of a machine that can print as much money as it needs to
meet its obligations to local banks. Obviously this is the road to perdition (again, think of Zimbabwe).
Basel Accords also allow banks to use other Internal Rating Based methods to calculate rising risk of
sovereign default to mirror external ratings by rating agencies.
Figure 27: External Credit Ratings

Source: Revisions to the Standardised Approach for credit risk December 2015 (http://www.bis.org/bcbs/publ/d347.pdf)

However, moral suasion by the government plays a strong role in “coercing” local banks to invest in
sovereign bonds: If you’re not there for me in my hour of need, don’t call on me in yours. The threat is
real. Governments can always recapitalise themselves, not banks and not individuals. You only have
to compare how many countries in history have come back from the cold to how many banks have
failed and gone the way of the flesh.
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So, rather than apply a higher risk weighting on South Africa’s sovereign (between 50% and 100% on
local and foreign bonds), the best compromise between politics and technical purity is for local banks
to loosen the internally rated probability of default. This interferes minimally with the profit “magic”
alluded to earlier by requiring banks to increase the capital held against sovereign securities from 0%
to between 3.20% of their capital (Nedbank) to 5.83% (Barclays Group Capital).
Figure 28: Risk Weighting for Sovereign Bonds

Source: Company Data, risk weights calculated by RWA/EAD

This dance, incremental acknowledgement of sovereign default by banks, could morph into a banking
crisis if the sovereign rating steadily deteriorates. The outright winner here is Capitec who never has to
do this dance due to the fact it does not hold government bonds (see figure 25). This leads us to
question whether Discovery should proceed with its intention to establish a bank given the potential
moral hazard caused by this dance?
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DISCLAIMER
The content of this report and any information provided may be of a general nature and may not be based on any
analysis of the investment objectives, financial situation or particular needs of the client (as defined in the
Financial Advisory Intermediary Services Act). As a result, there may be limitations as to the appropriateness of
any information given. It is therefore recommended that the client first obtain the appropriate legal, tax,
investment or other professional advice and formulate an appropriate investment strategy that would suit the risk
profile of the client, prior to acting upon such information and to consider whether any recommendation is
appropriate, considering the client’s own objectives and particular needs.
Any opinions and statements made and any information given, whether written, oral or implied, are expressed in
good faith.
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