
COROCOMMUNIQUÉ: 
AFRICAN BANK UPDATE 

Client Service: 0800 22 11 77  Fax: 021 680 2500 

Email: clientservice@coronation.co.za   www.coronation.com 

 
12 AUGUST 2014 

 
  
Background 
 
Given the highly-publicised failure of African Bank last week, we feel it important to provide context to fund holdings 
at the time of the collapse.  
 
On Wednesday 6 August African Bank released a trading update, disclosing that bad debts were far worse than 
expected and that they would need to raise further provisions that would require another major rights issue. Over the 
course of the subsequent three trading days, the share collapsed. On Sunday 10 August the South African Reserve 
Bank announced its bailout of the bank. Equity holders, preference shareholders and subordinated debt holders will 
lose all their capital, while senior debt holders will lose around 10% of their capital. On Monday 11 August trade in 
both the equity and debt was suspended on the JSE. It has been a sobering lesson for all concerned.  
 
Coronation was a significant investor in the equity of African Bank, but held virtually none of the debt. 
 
Performance impact on the funds  
 
The table below shows the total exposure levels (debt and equity combined) of our flagship fund range together with 
all of the other unit trusts that were invested in African Bank on Tuesday 5 August, the day before the trading update. 
It also shows the performance of these funds over various periods until Monday 11 August. These performance 
numbers include all losses resulting from the African Bank collapse.  
 

 
Performance information as per Morningstar, 12 August 2014. Competitor median and quartile rank reflect the relative performance of the various 
funds against their formal ASISA peer groups. 
 
While this has been a humbling experience for us, the table above makes it clear that African Bank did not have a 
significant impact on the performance of any of the funds with exposure. 
 
In the balance of this document we explain the investment case for African Bank, our thinking with regards to 
exposure levels in specific funds and how we have dealt with the crisis.  
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An unsecured lending bubble builds 
 
As an investment firm, we have had concerns over the unsecured lending market for many years. This was based on a 
combination of aggressive credit extension, increased competition and a lengthening of loan term that had created a 
credit bubble. In the October 2012 edition of the Corospondent, we wrote an article articulating many of these 
concerns.  
 
Until the second half of 2013 our client portfolios had virtually no exposure to any microlender, be it through equity, 
debt or money market instruments. It was at this time that the bubble in the unsecured lending market began to 
unwind. Irresponsible lending practices in the industry were exposed in the aftermath of the Marikana tragedy, the 
supply of credit to customers was reduced across the entire industry and non-performing loans written in the boom 
times began to surface. In August 2013, African Bank released a disappointing trading update and announced a very 
dilutive rights issue. It was largely around this time that we built our position. 
 
Our investment case 
 
African Bank in many ways created the institutionalised unsecured lending market that we have in South Africa today. 
It listed in the late 1990s and was the only large microlender to survive the Persal crisis in the early 2000s. In fact, it was 
in those troubled times that it built its track record by managing its loan book well and buying the failed Saambou 
loan book at an attractive price. 
 
It was our view that African Bank was a responsible lender within its industry and would be one of the few to come out 
of the current downturn in what, we hoped, would be a more consolidated and better regulated industry. 
 
In the lead up to the rights issue in the fourth quarter of 2013, the share price halved from its peak in early 2012. 
Management made a compelling argument that the rights issue created the opportunity to provide fully against their 
bad loans and put their mistakes behind them. Since the industry’s supply of credit to borrowers had been restricted 
since late 2012, we felt that enough time had emerged for bad loans to surface. African Bank also chose to raise more 
money in the rights issue than the market expected. We concluded that painful lessons had been learnt by the 
management team and that the business was now well placed to survive the downturn. Coronation supported the 
rights issue, using it to build a meaningful stake in the bank. 
 
In our analysis we start with the same audited accounts available to all market participants. We then interrogate those 
numbers with the aim of identifying representations that are at odds with our expectations. We also rely on the track 
record and experience of the management team. These findings are then cross referenced with other industry players 
to identify inconsistencies that could point to flaws in our investment case. 
 
We did all this work in the second half of 2013, and concluded that while African Bank had written poor credit in the 
boom times it had taken its medicine. The vintage graphs and other tools used by management to analyse the 
performance of their loan book indicated that the write-offs were appropriate, and we believed that enough time had 
elapsed for their confidence to not be misplaced. The behaviour of similar books at other banks also indicated that 
the market had bottomed. 
 
In the fullness of time we were proved wrong. As outsiders we do not yet know why the book performed so much 
worse than the representations made by management portrayed. For the answer to this question, we will have to wait.  
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Fund exposures 
 
By early 2014 we had built our position in African Bank, carefully managing risk exposure by doing the following: 
 

1. Only funds with appropriate risk budgets invested. All funds with low risk budgets did not participate at all 
(typically income and absolute funds such as our Money Market, Strategic Income, Preference Share, Balanced 
Defensive and Capital Plus funds). Only funds with a higher risk budget invested (typically equity and balanced 
funds like Balanced Plus, the Equity Fund and Top 20). 
 

2. Carefully thought-through position sizes. We have always argued that portfolio construction is as important a 
discipline as stock selection. The decision of how much of a portfolio to allocate to an investment opportunity 
is often more important than deciding which stocks to include in a portfolio. We therefore sized the position 
to reflect the risks in the investment case. As previously indicated, this discipline proved to be crucial. As a 
result, the performance across all funds invested in African Bank has been reasonable for both the month of 
August and the calendar year to date. 

 
3. Investing in the equity but avoiding debt, preference share and money market exposure. Although we 

understood that there were risks, we believed that there was significant upside in the equity. We did not feel 
that other instruments in the capital structure offered this payoff profile, hence our strong preference for the 
equity. This ended up being a very important decision, as aggregate rand losses in these instruments will 
ultimately be comparable to the losses suffered by equity investors. Fund exposures to these instruments are 
not as transparent as equity exposure, and have therefore not been as extensively covered by the media in its 
reporting of the bank’s collapse. 

How we handled the crisis 
 

 On Wednesday 6 August African Bank released a trading update, disclosing that bad debts were far worse 
than expected and that they would need to raise further provisions that would require another major rights 
issue. 
 

 Our fund exposures across the unit trust funds with exposure on 5 August (the day before the trading update) 
are disclosed in the accompanying table.  

 
 In response to the trading update, we reduced our position in the bank to less than 9% of the shares in issue 

as at the close of business on Friday 8 August. 
 

 We have always committed to being fully transparent with clients in challenging times. In this spirit, we 
notified all our clients of the full remaining fund exposure to African Bank across our flagship fund range. This 
was based on market prices at the close of business on 6 August as these represented the latest struck NAVs 
for affected funds (which included one day’s losses). At the time, as a significant stakeholder in African Bank, 
we were unable to release more information given the sensitivities inherent to any systemic bank. On 8 
August, we extended this communication to include all affected funds outside the flagship fund range.  

 
 On 10 August the South African Reserve Bank placed the bank under curatorship. This has removed the 

sensitivities referred to above, making it possible to release this explanatory note. 
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Conclusion 
 
Losses have been incurred, for which we apologise. It is, however, important to consider those losses in total portfolio 
context. We made sure that only those funds with appropriate risk budgets invested and that exposure was contained 
to appropriate levels. This has been clearly demonstrated by the resilient performance of all our funds this month. 
 
This has been a humbling experience for us. We do not like to make mistakes. Unfortunately mistakes are part of life 
for an investment manager.  The challenge is to make sure they aren’t material and that we learn from them. 
 
 
 
Karl Leinberger     Neville Chester 
Chief Investment Officer   Senior Portfolio Manager 
 

 

 
 
 
 


