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FROM THE ANALYSTS

SOUTH AFRICAN BANK VALUATIONS—WHAT CAN WE
LEARN FROM US AND EU BANKING STOCKS

By Marco Barbieri (Director SA Equities)

Global bank profitability, as measured by the sector return on equity (ROE), has never recovered to pre-global financial crisis
(GFC) levels despite a supportive global growth and interest rate environment over the past decade.

As Figure 6 below shows, US banks (S5BANKS Index) had a Return on Equity (ROE) of 11.74% at the end of October 2019,
compared to a pre-GFC average of 16.2%. EU banks (SX7E Index) were at 6.6% against a five-year pre-crisis average of 14.1%.
By comparison, the ROE of South African banks (JBNKS Index) was around 18.0% compared to a five-year pre-crisis average of
24.7%.
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Figure 6. Global Bank—ROE. Source: Bloomberg and Northstar 2019.
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Figure 7. Global Bank—Prices to book. Source: Bloomberg and Northstar 2019.
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Bank valuations have moderated to reflect this new reality with price-to-book (P/B) values coming off significantly both in
absolute terms as well as relative to market indices. European banks are currently faring the worst and are now trading well
below book values, reflecting the expectation of a continued decline in revenue and profitability.

While US banks have rebounded better than their European counterparts on an absolute basis, both of their P/B ratings
relative to the market have dropped consistently to approximately 0.40 compared to their 20 year highs of 0.8 to 0.9.
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Figure 8 Global Banks—Relative Price to book. Source: Bloomberg, Northstar. September 2019.

In contrast, South African banks have been particularly resilient and in fact re-rated against the market to trade at a price-to-
book premium.

Investors in Northstar’s local equity funds have some exposure to South African banks as both Standard Bank and Investec
form part of our Top 10 holdings in these funds. This article unpacks the likely causes of the derating of US and European
banks, and assesses whether banks in South Africa are likely to follow suit.

Macro-economic conditions, increased regulation and a changing competitive landscape
The decline in global banking profitability has often been attributed to three main factors:
1. Pressure on margins due to overall low interest rates;

2. Higher regulatory capital requirements for banks (Basel Ill) ; and

3. Large legacy cost bases for existing banks.

While we agree that these factors have been crucial to lower industry profitability, current bank valuations reflect a much
worse environment than is suggested by reported banking profit lines. The sector’s implied future growth rates using a simple
Gordon Growth Model are in fact negative for both US and European banking sectors.

This grim outlook, in our opinion, stems from a strong view that banking barriers to entry are reducing and increased
competition is expected to inevitably reduce industry profitability as large incumbent players continue to lose market share to
new entrants.

Beneficial funding costs and customer switching inertia remain enduring competitive advantages for the established banking
franchises, but industry barriers to entry have definitely decreased due to a number of trends. The most significant of these
are:

e The high scale requirements of incumbent banks due to their bloated legacy cost structures. For example, UBS employs
over 66 000 people, HSBC 85 000, RBS 71 000 and ING 54 000. Challenger financial services companies are far smaller, for
example OakNorth (a London bank) with 130 employees and Klarna (a Swedish payments company) with 2 700 staff;

e  Fintech innovation and lower costs for banking platforms and infrastructure start-up; and

e Increased availability of customer data from other sources is reducing the credit underwriting edge of incumbent banks.

Page 6

NORTHSTAR




Northstar Market Report Q4 2019

Our view is that these landscape changes are permanent, largely structural and we don’t expect incumbent banks to be able to
adapt quickly enough to fend off these threats. This process is likely to be gradual, but we expect to see industry
fragmentation increasing and the profitability of the incumbent banks continuing to decline over the medium term.

Will South Africa’s banking system follow suit or will incumbent banks defend market share and industry profitability?

The South African banking sector is at a different stage of its evolution compared to global developed, and several emerging
market, peers. The South African banking landscape is far more concentrated, more profitable and has only recently started to
undergo a branchless transition, unlike their European and US counterparts which have been under disruption for several
years.

A number of factors are enabling this transition in our opinion, most important of which has been increased smartphone
penetration which currently stands at 82% (2018 - ICASA) compared to 44% three years ago and 80% to 90% in developed
markets

Banking disruption trends are also relevant in the South African context and their effects are already being felt to some
degree, although not quite to the same extent as developed markets. Branchless digital banks have started to gain traction in
the South African market with 15 banks (in addition to the five major banks) currently offering retail or business transactional
services.

While we note that a number new entrants have been relatively successful in attracting customers, this trend has been mainly
at the lower-end of the market in low cost offerings and is not yet evident across the full LSM spectrum and over all lending
categories.

The main risks for traditional banks in South Africa relate to increased competition in the high end transaction retail
environment, card, overdraft and business banking spaces, where banks earn high margins and competition has been
particularly low.

While we believe industry profitability will decline over time, we expect South African banks to defend their turf for an
extended period of time. Funding costs, in our opinion, will continue to be an important barrier to entry for new entrants and
a significant edge for large banks in various lending categories.

Our base case view is that competition over the next three to five years will be broadly contained by a number of initiatives
from traditional banks, such as pricing drops and banking innovation. We do however think that the sector will likely
experience pressure on fees and resulting margin pressure as the focus will continue to be on reducing costs and increasing
efficiencies.
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CIS DISCLOSURES

Collective investment schemes in securities are generally medium- to long-term investments.
The value of participatory interests or the investment may go down as well as up. Past
performance is not necessarily a guide to future performance. Sanlam Collective Investments
(RF) (Pty) Ltd (the manager) does not provide any guarantee, either with respect to the
capital or the return of a portfolio. The manager has the right to close certain portfolios to
new investors, in order to manage it more efficiently, in accordance with its mandate.
Collective investment schemes are traded at ruling prices and can engage in borrowing and
scrip lending. The collective investment scheme may borrow up to 10% of the market value of
the portfolio to bridge insufficient liquidity.

Annualised returns are period returns re-scaled to a period of one year. This allows investors
to compare returns of different assets that they have owned for different lengths of time.
Actual annual figures are available to the investor on request. Income distributions, prior to
deduction of applicable taxes, are [included/not included] in the performance calculations.
NAV to NAV figures have been used for the performance calculations, as calculated by the
manager at the valuation point defined in the deed, over all reporting periods. Investment
performance calculations are available for verification upon request by any person.
Reinvestment of income is calculated on the actual amount distributed per participatory
interest, using the ex-dividend date NAV price of the applicable class of the portfolio,
irrespective of the actual reinvestment date. The performance is calculated for the portfolio.
The individual investor performance may differ, as a result of initial fees, the actual
investment date, the date of reinvestment and dividend withholding tax.

Different classes of participatory interests apply to these portfolios and are subject to
different fees and charges. A schedule of fees, charges and maximum commissions is
available on request from the manager, or is available on the website at
www.sanlaminvestments.com. Forward pricing is used. The portfolio valuation time is 08h00
for fund of funds and 15h00 for all other portfolios and the transaction cut-off time is 14h00.
The transaction cut-off time should be 14h00, for portfolios except fund of funds, but
execution is not always guaranteed. If execution could not take place on the same day, it will
take place the next business day, or at the earliest possible opportunity. For fund of funds,
the cut-off time for the execution of trades is 14h00 on the day preceding the pricing date.

Foreign securities within portfolios may have additional material risks, depending on the
specific risks affecting that country, such as: potential constraints on liquidity and the
repatriation of funds; macroeconomic risks; political risks; foreign exchange risks; tax risks;
settlement risks; and potential limitations on the availability of market information.
Fluctuations or movements in exchange rates may cause the value of underlying international
investments to go up or down. Investors are reminded that an investment in a currency other
than their own may expose them to a foreign exchange risk.

The terms and conditions, a schedule of fees, charges and maximum commissions,
performance fee frequently asked questions as well as the minimum disclosure document
(MDD) and quarterly investor report (QIR) for each portfolio are available on Sanlam
Collective Investments’ website at www.sanlaminvestments.com. Associates of the manager
may be invested within certain portfolios and the details thereof are available from the
manager.

Northstar Asset Management (Pty) Ltd, registration number 1996/001423/07 and FSP
number 601, is the co-named partner and investment manager of the co-named portfolios
within the Sanlam Collective Investments Scheme and is an authorised discretionary financial
services provider under the Financial Advisory and Intermediary Services Act (No. 37 of 2002).
This information is not advice, as defined in the Financial Advisory and Intermediary Services
Act (No. 37 of 2002). Please be advised that there may be representatives acting under
supervision.

The manager retains full legal responsibility for the co-named portfolios.

THE FINANCIAL ADVISORY AND INTERMEDIARY SERVICES ACT, 2002

Northstar Asset Management Proprietary Limited is an authorised financial services provider in
terms of the Financial Advisory and Intermediary Services Act 2002. All information contained
in this document should not be construed, or relied upon, as advice. If you require financial
and/or investment advice, please engage the services of an independent financial adviser.

INFORMATION AND CONTENT

The information and content (collectively 'information') accessible in this document are
provided by Northstar as general information about the company and its products and services.
Northstar does not guarantee the suitability or potential value of any information or particular
investment source. Any information in this document is not intended nor does it constitute
financial, tax, legal, investment, or other advice. Nothing contained in any service or any other
content in this document constitutes a solicitation, recommendation, endorsement or offer by
Northstar. Nothing contained in any service or any other content in this document constitutes
a solicitation, recommendation, endorsement or offer by Northstar.

Illustrations, forecasts or hypothetical data are not guaranteed and are provided for illustrative
purposes only; returns or benefits are dependent on the performance of underlying assets or
other variable market factors; there are risks involved in buying or selling a financial product;
past performances are not necessarily indicative of future performances; and no guarantees
are provided.

NORTHSTAR ASSET MANAGEMENT

Northstar Asset Management (Pty) Ltd

Registration No. 1996/001423/07 | FSP number 601

Suite 1A, Madison Place, Alphen Office Park, Constantia Road,

Constantia PostNet Suite #784, Private Bag X16, Constantia 7848

Tel +27 (0)21 810 8400 | Fax +27 (0)21 794 2885

info@northstar.co.za | www.northstar.co.za

SANLAM COLLECTIVE INVESTMENTS

Sanlam Collective Investments (RF) (Pty) Ltd

Registration No. 1967/00865/07

2 Strand Street Bellville, 7530 PO Box 30, Sanlamhof, Bellville, 7532
Tel +27 (0)21 916 1800 Fax +27 (0)21 947 8224

service@sci.sanlam.com, www.sanlaminvestments.com

Please refer to our website for directors & company secretary details

DISCLAIMER

Northstar Asset Management (Pty) Ltd, registration number 1996/001423/07 and FSP number
601, is the co-named partner and investment manager of the co-named portfolios within the
Sanlam Collective Investments Scheme and is an authorised discretionary financial services
provider under the Financial Advisory and Intermediary Services Act (No. 37 of 2002). This
information is not advice, as defined in the Financial Advisory and Intermediary Services Act
(No. 37 of 2002). Please be advised that there may be representatives acting under supervision.

Legal Information http://northstar.co.za/page/legal-information/
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