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KÖRNER PERSPECTIVE 
SPECIAL NOTE – THE RISKS  

OF VALUE INVESTING 

AFRICAN BANK (ABIL) – A NEAR MISS 
 
We were tempted to invest in African Bank about 9 months 
back as we it seemed to offer reasonable value (on the face of 
it) and were quite frankly feeling some pressure (largely self-
induced) to invest cash. 
 
THE ABIL INVESTMENT MERITS 9 MONTHS AGO 
 
On the face of it, African Bank was looking like a good buy.  
 
The company seemed to be finally (after many years) bedding 
Ellerines down and refocusing (in our assessment) on their  
core operations.  
 

 

SOURCE: THOMSON REUTERS 

While in an inherently risky sector (micro lending), 
consensus seemed to be that: 
 

1. African Bank has been in the industry longer than 

anyone and knows their market better than 

anyone. 

2. African Bank management had a good history of 

navigating these conditions (and the credit crisis) 

and were generally on top of things. 

3. They were making minor adjustments to lending 

criteria etc. to compensate for the rising risks.  

4. Their period of underperformance (operationally 

and in market price) to the likes of Capitec may 

have been coming to an end, as they had brought 

Ellerines into line and were now refocused. 

 
In short, the market (analysts) seemed to feel that African 
Bank was, in spite of a few sector headwinds, likely to 
continue delivering strong earnings and paying good 
dividends with no real near term risk to either the business 
model or results. 
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A WORD ON VALUE INVESTING 
 
Value investing inherently implies that one often swims 
against the stream, actively looking for opportunities that the 
rest of the market either doesn’t like, or has no interest in.  
 
Value investors very rarely get the short term 
affirmation/confirmation for their investment decisions that 
other investors (such as momentum investors) can expect.  
 
Value investors therefore work largely in isolation and must 
essentially rely on their own thought processes and time to 
unlock the value in an asset. 
 
While this investment approach has proven itself over many 
decades as a very effective investment strategy, evidenced by 
the success of big name proponents such as Warren Buffett, it 
does have its pitfalls. 
 
There are two big risks that we wanted to share at this time, as 
we (and by definition our clients) had a relatively ‘near’ miss, 
as we were tempted us to invest in African Bank about 9 
months to a year ago. 
 
The first risk is that the value investor’s predisposition to the 
market generally being mispriced. This can quite easily lead an 
investor into traps, especially if one pushes the contrarian 
thinking too far. 
 
The second risk is that the investor can feel pressure ‘to do 
something’, in a generally overvalued market, especially when 
market remains overvalued for some time and cash builds up. 
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THE RISKS OF VALUE INVESTING – CONTD. 

A NEAR MISS (AFRICAN BANK) 

ABIL INVESTMENT MERITS - CONTNUED 

 
We also quite liked the funding model, as the significant 
bond market (longer term) funding ensures better matching 
of assets and liabilities. The strong demand (both locally and 
in international markets) for African Bank paper (debt 
issues) was also seen as a positive as bond investors were 
clearly comfortable with ABIL prospects. 
 
But, from a value investor’s perspective, the real attraction 
lay in a forward PE (on consensus) of around 7 times, and a 
very attractive dividend yield (estimated at over 6%). As 
mentioned, the market (analysts) also didn’t expect earnings 
to slip badly in the foreseeable future. 
 
The net conclusion one would therefore have reached from 
analyzing the results, analyst forecasts, management 
guidance and the key valuations was that African Bank was 
actually a good buy, as it was very likely to produce good 
returns on a three year view, given the low PE and attractive 
dividend yield. 
 
We were however concerned by a number of ‘anecdotal 
signs’ that things may not play out quite as the market 
expected.  Closer examination of these “red flags” led us to 
the conclusion that the risks to the unsecured lending sector 
outweighed the return potential (at least on the short term) 
and that a wait and see approach was appropriate. 
 
THE RED FLAGS 

The sheer growth in unsecured lending itself set off an alarm 
bell. African Bank alone for example grew its advances 33% 
in the year to September 2012. ABIL themselves were 
flagging the rapid growth in unsecured lending as a concern. 
 

Our concerns about the growth in unsecured lending space 
were heightened by the caution expressed by the big four 
banks and regulators about their fears of a bubble in 
unsecured lending. 
 
We were becoming increasingly concerned about the actual 
disposable income of the average South African family 
(given increases in energy, food etc.).  These fears were 
proven founded by findings of research that found alarming 
proportions of unsecured borrowings were being used to 
fund life essentials (food, medical care and transport) and 
not discretionary spending. 
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THE RED FLAGS - CONTINUED 

 
While some saw the move toward bigger, longer term loans as a 
positive, we felt that the lengthening of the average loan period 
and consistent increase in loan size (not only for ABIL but the likes 
of Capitec too), as a real worry. 
 
In the end, all these flags highlighted (for us at least) highlighted a 
very real risk that the NPL’s (non-performing loans) and bad debts 
would rise over the medium term. The real concern then of 
course is how this impact (for shareholders) would be amplified 
by the natural leverage in banks. 
 
While these “technical reasons” alone were a good reason for 
caution, we were also had some concerns about the model. As 
such, we did our own simple, practical assessment of the offering 
(of the true cost of the debt facilities) by contacting a branch to 
establish the actual cost of borrowing.  
 
We were quite alarmed at the true cost of this debt (i.e. after the 
impact of admin fees etc.) and concluded that the high cost not 
only created a high earnings base but could also contribute to the 
ongoing strain on household income. 
 
OUR DECISION 
 
Our very conscious decision was therefore to wait for the next set 
of earnings (March 2013 interims) to see if our fears were valid or 
not. Our conclusion was that if our fears were founded that it 
could have a profound impact on the business and if not, we 
could enter later at probably at slightly higher prices but with far 
more conviction. 
 
SO WHAT? 
 
You may well then ask if this cautious approach is then as 
effective in generating positive returns as it is in protecting 
against corrections.  
 
The answer to this questions must, in our view be a definitive yes, 
but on the long term view and accepting that this approach will 
often lead you away from great short term returns. 
 
Relatively recent examples of shares that offered good value and 
subsequently have done very well include BAT, FirstRand, 
Discovery, Reinet, Zeder and Distel. 
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Conclusion  
 
This document is not intended be a brag of how clever we 
are, as we make more than our share of mistakes (e.g. we 
missed some real runs in more exciting shares). 
 
What we rather hoped to portray how tricky investing can 
be as one is not only dealing with a range of unknowns, 
from company positioning and performance to global 
economics but also how we, like every other investor must 
manage our own emotions. 
 
Investing is all about making decisions. Sometimes the very 
best decision is the decision to do nothing. 
 
It is important to note that we are not: 
1. Questioning African Bank’s viability, or 

2. Saying that ABL will never be  investment of ours, or 

3. Saying that ABL has more downside from these 

oversold levels, as it actually looks somewhat 

overdone. 

We are simply saying that our conscious decision (following 
careful thought) was to wait and see, and this required us 
to resist the ‘urge’ to invest protected our clients against 
some significant (short term at least) capital losses. 
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