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Abstract

In August 2014, increasing unsecured loan defaults by consumers led to the collapse of South Africa’s
largest unsecured lender, African Bank Limited (ABL). These events have prompted many policy makers
and researchers to review the dynamics of credit extension and the impact of the country’s consumer
credit legislation, the NCA. This case study contains what may be the first empirical analysis of the
impact of the NCA on South Africa’s credit markets; it is composed of four main parts

This paper provides some history on the roots of credit and interest, significance of consumer
protection frameworks, and history of credit in South Africa that led to the creation of the National
Credit Act (NCA). It examines the purpose and components of the NCA, trends in credit after the NCA
was promulgated, and main criticisms of the Act.

Part Il of the study provides a quantitative analysis using econometric models to (i) identify credit
boomes; (ii) model credit growth and identify the role of the NCA; and (iii) analyse credit risk, measured
as the size of bank provisions (as a proxy for non-performing loans), and determine if it was linked to
earlier credit expansions. Using a Hodrick-Prescott filter and a basic econometric model for credit
growth, we find evidence that the NCA appears to have facilitated the conditions for a credit boom in
2007. A second basic econometric model examines the determinant of non-performing loans and finds
that past credit growth affects bad loans with an average 6-quarter lag. We conclude that the NCA
contributed to a credit boom around 2007 and to the subsequent unsecured credit bust in 2013.

Lastly, Part IV highlights policy measures that might dampen the typical credit boom--bust cycles. A
balance is needed in consumer credit legislation to: create economic development while protecting
consumers, protect vulnerable low-income consumers while limiting business rigidities, and address
immediate needs of citizens while creating long-term sustainability.

This study may have lessons for other emerging economies who are struggling with similar problems of
opening credit markets to lower income consumers while needing to protect financial sector stability.
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1 Introduction

South Africa has diligently made efforts to correct the injustices of the Apartheid era in respect of
expanding credit access to low-income, historically disadvantaged populations. However, this effort has
been seen as a double-edged sword. The benefits of more credit access to stimulate investment and
growth as well as smooth consumption must be weighed against the risk of providing high interest
loans to populations that are highly financially illiterate and most vulnerable to negative
macroeconomic shocks and potential exploitation by financiers.

Thus, governments try to enact proper consumer credit legislation which provides a balance of
protecting consumers of credit from reckless and predatory lending while also ensuring these measures
allow lenders to make a fair profit and collect their debts (Otto, 2010). The failure by creditors to assess
and manage such risk was displayed on a massive scale in 2008 in the United States when hundreds of
thousands of homeowners went into default as an increase in flexible interest rates overwhelmed
subprime mortgages debtors’ ability to make their monthly payments. The result was a disastrous
financial crisis that sent shockwaves through financial institutions and governments worldwide
(Demyanyk & Van Hemert, 2009).

This balance has come under question in South Africa with its current consumer credit legislation, the
National Credit Act of 2005 (NCA). Since its promulgation, domestic credit extension within the country
has grown dramatically. Within the total credit extension, unsecured credit more than tripled from
2007 to 2012 and has witnessed increasing default rates by debtors who obtained these unsecured
loans. Unlike other forms of credit where collateral (i.e. an automobile, or house, etc.) is used to secure
the value of the loan if the borrower defaults, unsecured credit has no such collateral mechanism.? To
compensate for the heightened risk that creditors take on, interest rates and fees on these loans are
particularly high compared to all other types of loans. This characteristic of unsecured credit has put
South Africa and many other developing and developed nations in a difficult position.

In 2013, an agreement between the South African Minister of Finance and the biggest banks in the
country tightened unsecured credit lending in an attempt to lower risk. However, in August 2014,
African Bank Limited, the biggest unsecured credit lender in the country, went into curatorship due to
massive amounts of defaults by its debtors.

This bank collapse has prompted analysts and policy makers to examine the NCA to see what impact it
had on the credit market since it was passed. While these criticisms are important to the continual
credit policy dialogue in South Africa, there has been no econometric testing of the direct causal impact
of the NCA itself, on the supposed credit bubble that began forming from 2005 and the unsecured
lending burst in 2013. This paper combines an econometric credit analysis with a robust historical policy
analysis of consumer credit in South Africa leading up to and after the promulgation of the 2005
National Credit Act.

The first part of this paper contains a qualitative a policy analysis that examines the consumer credit
protection framework of the NCA and movements in credit after it was promulgated. The first section
looks at the significance of consumer protection frameworks. The second section provides context for
the impetus of the National Credit Act of 2005 by outlining the Consumer Credit Law Review by the
Department of Trade and Industry which published a report in 2003. The third section breaks down the
purpose and components of consumer protection of the 2005 National Credit Act. The fourth section
seeks to track the trends in general credit and, more specifically, unsecured credit in South Africa since
the promulgation of the National Credit Act. The fifth section highlights the main criticisms of the Act by
the academic community and the sixth section provides a conclusion to the policy analysis.

% In South Africa, unsecured credit is defined purely as a non-collateralised loan--mainly for low-income persons.
Credit cards lending, which is similarly not collateralised, is classified under credit facilities.
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The second part of this paper (with six sections) provides an econometric analysis that quantitatively
examines the impact the NCA has had on the credit market in South Africa. The first section poses
empirical research questions around the impact of the National Credit Act. The second section reviews
the literature of credit extension as a determinant of financial crises. The third, fourth, and fifth
sections test the research questions by presenting specific econometric models, variables, and results.
The sixth section notes limitations of the models used and provides a conclusion to the economic
analysis. The last Part reviews overall conclusions and discusses policy recommendations from the
findings.

2 Policy Assessmentof the National Credit Act of 2005

2.1 Problems in the South African Credit Market

During the transition from the Apartheid regime to a new democracy and as societal perceptions of
credit changed throughout the developed world, South Africa began to open credit access to previously
disadvantaged populations mainly through micro-lending and unsecured credit. However, the manner
in which credit expansion was undertaken via outdated legislation, was fragmented and not well-
thought-out.

The crash of Saambou and Unibank, and the near collapse of the BOE in South Africa in 2002, brought
the underlying problems in the credit market to a head and indicated that some regulatory problems
might even be responsible for systemic risk (DTI, 2003). The level of consumer indebtedness, growing
evidence of reckless behaviour by lenders to low-income populations, and constrictions on financial
innovation in the housing, SME, and low-income personal finance markets were causing rising concerns
by the government (DTI, 2003).

At the time, the consumer credit market comprised of 20 million accounts and was worth some R361
billion (DTI, 2003), of which about 75 percent consisted of products that were used predominately by
high income earners—who comprised only 15 percent of the population (The South African
Department of Trade and Industry, 2003)—while the remaining 25 percent of consumer credit was
being utilised by the remaining 85 percent of the population in low- to middle- income groups (The
South African Department of Trade and Industry, 2003).

After the bank crashes, the DTl undertook a study to evaluate credit legislation, and reported the
following factors that led to serious flaws in the credit market (The South African Department of Trade
and Industry, 2003):

Weak guidelines on the disclosure of credit costs, which were regularly inflated beyond the
disclosed interest rate due to the inclusion of various fees, charges, and credit life insurance
policies. This hampered consumers’ ability to make informed decisions and gave negotiating
power to lenders, resulting in a reluctance by lenders to lower interest rates;

9 An extremely low interest rate cap provided by the Usury Act that caused low-income and high-
risk clients to be marginalised;

9 Poor credit bureaux information caused bad client selection, ineffective risk management, and
high bad debts that resulted in large increases in the cost of credit;

9 Predatory debt collection and no debt discharge legislation created an incentive for credit
providers to lend recklessly and prevented consumers from overcoming debt default;

9 Extreme predatory practices led to high debt levels for certain populations of consumers and
created volatile risk for all credit providers;

9 Irregularities in legislation in housing finance discredited consumers’ ability to provide security
to obtain mortgages and allowed lenders to lock them into high-cost, unsecured credit instead;
and



9 Uncertainty in regulations led credit providers to focus on short-term profits and a reluctance
to provide long-term financing.

Subsequently, the DTl Technical Committee concluded that the Usury Act and Credit Agreements Act
should be replaced by a single piece of legislation and be overseen by a statutory regulator (DTI, 2003).

In 2004, after the Technical Committee published its credit market review, the DTI followed up with the
Policy Framework for Consumer Credit (DTI, 2004), which ultimately led to the promulgation of the
National Credit Act 34 of 2005° and the National Credit Regulations* in 2006.

2.2 Is the National Credit Act of 2005 an Effective Consumer Protection
Framework ?

The National Credit Act (NCA) seeks to promote and advance the social and economic welfare of South
Africans, and create a fair, transparent, competitive, efficient, and accessible credit market for all,
particularly those who have historically been unable to access credit under such market conditions
(Kelly-Louw, 2008). The Act also aims to forbid unfair credit and credit marketing practices while
protecting consumers. Lastly, it seeks to encourage responsible borrowing by consumers to avoid over-
indebtedness and reckless lending while outlining a system of debt restructuring, enforcement, and
judgment for consumers who do over-extend themselves.

The NCA legislation was probably ahead of its time in terms of trying to find the right balance between
expanding credit (to previously excluded groups) and protecting consumers (with particular focus on
the latter). In January 2011, the Consultative Group to Assist the Poor (CGAP) and the World Bank
released a working paper on consumer credit that identified Three Aspects of an effective consumer
protection framework for credit:

1. Laws and regulations governing relations between service providers and users that ensure
fairness, transparency, and recourse rights;

2. An effective enforcement mechanism including dispute resolution; and

3. Promotion of financial literacy to help users of financial services acquire the necessary
knowledge and skills to manage their finances (Ardic, Ibrahim, & Mylenko, 2011).

These three components ensure that credit customers know what financial product they are getting,
are treated fairly and are not sold inappropriate or harmful financial services, and that consumers’
complaints are resolved fairly (Brix & McKee, 2010). Such a framework is designed to protect
consumers as well as the macro-economy, by preventing financial bubbles. Furthermore, the study
mentions that an effective consumer protection framework is a key component of financial inclusion
strategies by governments.

We can assess the overall quality of the NCA by measuring it against the yardstick of these Three
Aspects, promoted by the CGAP and World Bank’s. We find that the Act appears to cover all of the
requirements to make a safe and efficient credit environment.

Aspect #1: Laws and regulations governing relations between service providers and
users ensure fairness, transparency, and recourse rights .

The National Credit Act requires credit providers to follow certain procedures concerning affordability
assessments, disclosure of credit costs, caps on credit costs, reckless lending, marketing tactics, and
levels of consumer indebtedness. Section 92 of the Act, read with regulations 28 and 29, requires that
all credit costs are disclosed in a percentage and rand value, together with a repayment schedule in the
form of a pre-agreement statement and quotation so consumers can have time to think about loan
agreements before entering into them.

* Published in Government Gazette 28619 of 15 March 2006
* Published in Government Gazette 28864 of 31 May 2006, Regulation Gazette No 8477, R489
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There are also stringent disclosure provisions (Section 76 of the Act, read with regulations 21 and 22)
concerning the advertising strategies of finance firms. For instance, when creditors advertise particular
credit products, offer a particular amount of credit to a consumer, or offer to provide services on credit,
lenders must provide the following information: the instalment amount, number of instalments, total
amount of all instalments (including interest, fees, and insurance), residual or final amount payable, the
interest rate, and other credit costs.

Under regulations 40 to 44 and Section 105 of the Act, credit costs are capped at specific amounts for
interest, initiation fees, and service fees for each of the seven different credit types.’ For unsecured
credit, the maximum interest rate a firm can charge a consumer is calculated as the South African
Reserve Bank’s ruling repurchase rate multiplied 2.2, plus 20% per annum, which, under the current
repurchase rate of 5.75%, is a maximum rate of 32.5% per anum. The initiation fees are limited to R150
per credit agreement, plus 10% of the amount of the agreement in excess of R1,000, but can never
exceed R1,000. The maximum service fee for unsecured credit is R50 for every month of the loan
period.

These limits were implemented to curb usurious activities and reckless lending by credit providers.
Reckless lending rules (Section 80 to 84 of the NCA) require the lender, among other things, to assess
consumers’ ability to pay back loans, and require the consumer to provide full financial information to
prevent reckless credit. Lending is deemed reckless if the credit provider does not take steps necessary
to assess a consumer’s ability to afford a loan; or a lender still makes a loan to a consumer after
conducting an assessment that proves the consumer is unable to afford a loan and/or that the
consumer doesn’t understand his/her obligations to the loan.

In Section 82, valuation of credit affordability for consumers is described, though the terms of such
assessment are quite vague. The act states that a “credit provider may determine for itself the
evaluative mechanisms or models and procedures to be used in meeting its assessment obligations
under section 81, provided that any such mechanism, model or procedure results in a fair and objective
assessment.”

In Section 83 it specifies if a credit agreement is deemed reckless, the court may “set ... aside all or part
of the consumers’ rights and obligations under the agreement” or “suspend ... the force or effect of that
credit agreement.”

In Section 74 to 77 of the Act there are several limiting and prescriptive provisions regarding various
forms and aspects of credit marketing and advertising practices to prevent reckless lending, including:
credit agreements that automatically come into effect if consumers do not decline the offer are
prohibited; marketing that tries to persuade consumers to apply for credit must include prescribed
information concerning the particular type of credit being marketed; marketing or advertising credit at
consumers’ place of work or home address is restricted, unless the consumer requested the credit
provider to do so; advertisements’ print must be legible, with a specific focus on the size, font, and
positioning of print; and when credit products are advertised, all credit costs must be disclosed.

Lastly, pertaining to regulations around consumer indebtedness, the in duplurr? rule (Section 103) and
debt counselling mechanism (Sections 84-86) offer consumers protection. The in duplum rule states
that “the amounts...that accrue during the time a consumer is in default under the credit agreement
may not, in aggregate, exceed the unpaid balance of the principal debt under that credit agreement as
at the time that the default occurs.” Essentially, this rule prevents the consumer from being caught in a
debt spiral. (Kelly-Louw, 2007)

> This includes mortgages, credit facilities, development credit agreements, unsecured credit, short-term credit
transactions, other credit transactions, and incidental credit agreements (See Appendix I).

® The phrase “in duplum” literally translates into “double the amount”. The in duplumrule has been integrated in
South African law for over 100 years, particularly used in case law.
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Section 34 creates rules for the registration of debt-counsellors to help consumers who are over-
indebted. To become a debt counsellor, an individual must attend trainings approved by the NCR. Debt
counsellors can be appointed by the consumers as well as the courts. Debt counselling may result in a
short-term suspension of the credit agreement and a restructuring of the debts through extending the
period of repayment and reduced instalment payments, and, in cases of reckless lending by the
creditor, a recalculation of debt may take place.

Aspect #2: An effective enforcement mechanism including dispute resolution .

The two mechanisms of enforcement within the National Credit Act created the National Credit
Regulator (Sections 12 to 15) and the National Credit Tribunal (Sections 26 to 34).

The National Credit Regulator (NCR) is responsible for the regulation of the South African credit
industry. It is tasked with carrying out education, research, policy development, registration of industry
participants, investigation of complaints, and guaranteeing the enforcement of the Act. Additionally,
the Act requires the Regulator to support the development of an accessible credit market, particularly
to address the needs of historically disadvantaged persons, low-income persons, and rural
communities.’

The NCR is also responsible for the registration of credit providers, credit bureaus, and debt
counsellors, and enforcing compliance of the NCA. In an attempt to cut out the informal credit market,
Section 40 and 42 require credit providers with more than 100 credit agreements or with outstanding
credit agreements of more than R500,000 to register with the NCR (Vessio, 2008).

The NCA requires the NCR to enforce the Act by encouraging informal resolutions of disputes between
consumers and credit providers or credit bureaus, without becoming involved in a legal manner;
receiving complaints concerning supposed infringements of the Act; policing the consumer credit
market and industry to prevent, detect, and prosecute forbidden conduct; inspecting and certifying that
national and provincial registrants and their corresponding registrations comply with the Act; delivering
and enforcing compliance notifications; investigating and evaluating supposed breaches of the Act;
negotiating and concluding undertakings and consent orders; referring to the Competition Commission
on any violations of term 10 of the Competition Act, 1998 (Act No. 89 of 1998); referring matters to the
National Credit Tribunal and appearing before the Tribunal, as allowed or made mandatory by the Act;
and dealing with any other matter referred to it by the Tribunal.

The National Credit Tribunal is an independent adjudicative body and has the same status as the High
Court of South Africa. The Tribunal is appointed by the Presidency of South Africa and consists of ten
men and women who adjudicate in relation to any application that may be made to it. They must
respond to applications or allegations of prohibited conduct by determining whether prohibited
conduct has occurred and, if so, by imposing a remedy provided for in the Act (The National Credit
Tribunal, 2011).

Aspect #3: Promotion of financial literacy to help users of financial services
acquire the necessary knowledge and skills to manage their finances .

One of the Act’s stated purposes is to protect consumers by addressing and correcting inequalities in
negotiating power between consumers and lenders, and to do that by educating consumers about
credit and their rights (NCA, Section 3). The National Credit Regulator is responsible for increasing
knowledge of the nature and changing aspects of the consumer credit industry, and promoting public
awareness of consumer credit matters, by implementing education and information measures to
develop awareness of the provisions of the Act (NCA, Section 16).

Since the establishment of the NCR on 1 June 2006, the Regulator has been actively involved in
educating consumers and lenders.? The NCR provides important information concerning credit on its

’ From the National Credit Regulator’s website: http://www.ncr.org.za/
® From the National Credit Regulator’s website: http://www.ncr.org.za/
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website and by hosting workshops, making presentations at conferences, frequently communicating
with the industry, providing education leaflets in all of South Africa’s official eleven languages, creating
educational ads, and holding media interviews.

Overall, the National Credit Act is a huge improvement compared to previous legislation, especially
when examining consumer protection mechanisms. Moreover, the creation of the National Credit
Regulator and National Credit Tribunal has established a system of checks and balances to ensure the
credit system in South Africa operates effectively for its consumers, which is an enhancement from
previous legislation that incorporated weak monitoring and enforcement mechanisms under the MFRC
(Kelly-Louw, 2009).

2.3 Movements in Credit after the Promulgation of the 2005 National
Credit Act

The implementation of the National Credit Act was carried out in three piecemeal steps:

1 Step 1- (1 June 2006) began with implementation of the law’s sections for: interpretation,
purpose, and application; creation of the National Credit Regulator; creation of administrative
procedures; scope of national and provincial cooperation; consumer credit industry regulation;
registration of credit agreements; verification, review, and removal of consumer credit
information; dispute settlement other than debt enforcement; and enforcement.

1 Step 2- (1 September 2006) continued with the implementation of: creating of the National
Credit Tribunal; identifying and navigating conflicting legislation; propounding rules on the
right to confidential treatment, credit bureau information, and the right to access and
challenge credit records and information sections.

1 Step 3- (1 June 2007) completed implementation of: listing of consumers’ rights; removal of
record of debt adjustment or judgment; establishment of credit marketing practices; creating
rules on over-indebtedness and reckless credit, consumer credit agreements, and collection,
repayment, surrender, and debt enforcement practices sections. (NCR, 2014b)

Build -up of the Credit Bubble

Financial institutions appear to have begun increasing credit on a large scale to the public in advance of
the reckless-lending provisions coming into operation on 1 June 2007. (Kelly-Louw, 2008). Moreover,
the Usury Act of 1968 had an interest rate cap of 26 percent right before the time of its repeal; but
under the new interest rate regime in 2006, the interest rate cap for unsecured lending was raised to
36.5 percent (Kelly-Louw, 2008). Thus, between 2006 and 2007, it appears lenders were trying to
extend as much unsecured credit as possible at these new high interest rates before the reckless
lending provisions were enforced.

Based on data from the South African Reserve Bank (Table 1), average quarterly growth of total credit
to the domestic private sector’ rose at an annualised rate of 24% between 2005 and 2007 compared to
the 13% annualised growth over the previous ten years.

We also note that there was higher domestic credit extension to the household sector than to the
corporate sector'® after the promulgation of the NCA to the 2008 U.S. financial crisis. During the 2008
U.S. financial crisis, growth in credit extension to the household sector slowed but did not decline as
was the case for the corporate sector.

% In the form of total loans and advances, which includes mortgages, instalment sale credit, leasing finance, and
‘other loans and advances’ to the household and corporate sectors.

1% The corporate sector time series for domestic credit extension was calculated by subtracting the household
time series from overall domestic credit extension to the private sector.
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Table 1: Domestic Private Credit Extension, by Type, 1994Q1 to 2014Q2

AA % Chg. AA % Chg.}AA % Chg}AQ % chgl AA % Chg.

199401 | 2004q4 1994Q1- 1 500 | 200441 Sgi0qa | 20794 1 ogaqp | 201004

2004Q4 2007Q4 201004 2014Q2
Total Credit to private sector | 223,571 | 869,474 13.5% | 1,642,043 | 23.6% | 1,941,431 | 57% | 2,562,749 | 8.3%
Household 143,270 | 478,741 11.9% 867,635 21.9% | 1,105,520 | 8.4% 1,389,883 |  6.8%
Other 1/ 80,301 | 390,733 15.9% 774,408 25.6% 835,911 2.6% 1,172,866 | 10.2%
Private, By Type 223,571 | 869,474 13.5% | 1,642,043 | 23.6% | 1,941,431 | 57% | 2,562,750 | 8.3%
Mortgage 100,284 | 412,769 14.1% 853,819 27.4% | 1,042,380 | 6.9% 1,134,496 | 2.4%
Leasing 15,795 43,048 9.8% 57,613 10.2% 28,150 -21.2% 13,726 -18.6%
Installment 24,187 109,469 15.1% 176,725 17.3% 213,646 6.5% 328,558 13.1%
Other loans and advances 83,305 304,188 12.8% 553,886 22.1% 657,255 5.9% 1,085,970 3.7%

Source: South African Reserve Bank, Macroeconomic Statistics
*AA % Chg = Average Annual compound growth rate derived from average quarterly growth

When we break down domestic credit extension to the private sector by credit type, we observe that
mortgages and ‘other loans and advances’ account for the majority of growth from 2004 to 2007 (Table
1). While mortgages seem to taper from 2008 to 2014, ‘other loans and advances’, which includes
unsecured credit, increase substantially during 2006 to 2008 and again during 2010 to 2014.""

We can also make inferences about the deterioration in loan growth (and unsecured lending) by looking
at overall banking provisions for loans and advances' shown in Figure 1. Provisions of South African
Banks from 1994Q1 to 2014Q2below. We observe that banks substantially increased earmarked funds
for potential loan defaults to compensate for the 2008 U.S. financial crisis. Additionally, after levelling
off in 2010 and 2011, provisions increased substantially, again, from 2012 to 2014. This movement
mimics a lagged pattern of ‘loans and advances’ presented, perhaps signalling bad debts in overdrafts,
credit cards, and general loans, which encompass unsecured credit.

Although we do not have specific data on unsecured credit prior to 2007, the trends in the figure above
combined with other data leads us to conclude that the NCA facilitated credit booms from 2005 to 2008
and again, on a smaller scale, during 2010 to 2014. (See Box 1)

" ‘Other loans and advances’ encompass overdrafts, credit card advances, and general loans to the household
and corporate sectors, which includes unsecured credit. No time series is available from the SARB that separates
‘other loans and advances’ into the household and corporate. Unfortunately, unsecured credit was only recorded
separately by the National Credit Regulator from 2007 to the present. Thus, what quantitatively happened to
unsecured credit up until 2007 can only be speculated in terms of ‘other loans and advances’'.

2 Provisions on the balance sheet represent funds set aside by banks to pay for potential losses in the future. The
actual losses for the reserved funds have not yet happened. For banks, a general provision is considered to be
supplementary capital under Basel banking regulations.
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Figure 1. Provisions of South African Banks from 1994Q1 to 2014Q2

Assets of Banking Institutions: Specific Provisions in Respect of Loans and Advances
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Source: South African Reserve Bank, Macroeconomic Statistics

Since 2007, the National Credit Regulator has measured credit extension to households in great detail
for the various credit types outlined in the National Credit Act, including unsecured credit. The rise of
unsecured credit to its peak in 2012Q4 and its subsequent decline is made clear from this data.

Table 1 below shows that household mortgages and secured credit extension took a major hit from the
2008 U.S. financial crisis - dropping in rand value by 66% and 43%, respectively, from 2008 to 2009 —
which explains the stagnation in mortgage growth in Table 1. Moreover, household mortgage credit
extension has not returned to previous levels, but has stagnated at about half of the 2007 mortgage
credit level 2010. Secured credit, however, appears to return to pre-crisis levels.

The trends in household unsecured credit and ‘credit facilities’*® after the financial crisis had the most

substantial movements from 2009 to 2012 - growing by 230% and 170% (rand value), respectively.
Comparatively, household mortgages, secured credit, and short-term credit grew by 32%, 86%, and
79%, respectively, during the same period.

Table 2: Household Credit Extension from 2007Q4 to 2014Q2

AQ %CI AQ %C AQ %C

2007Q1| 2009Q1| 2007Q14{ 20012Q4| 2009Q1{ 2014Q2| 2012Q4

2009Q1 201204 2014Q72

Total Credit to Households 102,371 51,703 -8.2% 119,941 5.8% 107,192 -1.9%
Credit Facility 8,396 6,255 -3.6% 19,182 7.8% 16,593 -2.4%
Mortgage 53,140 18,933 -12.1% 28,603 2.8% 33,183 2.5%
Secured Credit 32,014 18,836 -6.4% 39,479 5.1% 35,757 -1.6%
Un-Secured 7,938 6,793 -1.9% 29,073 10.2% 19,320 -6.6%
Short Term 883 888 0.1% 1,707 4.5% 1,287 -4.6%
Developmental 0 0 1,896 Hi 1,052 -9.4%

Source: National Credit Regulator, Web Data Set
AQ %Ch = Average quarterly compound growth rate

3 Credit facilities generally consist of store cards, bank overdrafts, credit cards, garage cards, leases, pawn, and
discount transactions.
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Box 1. Trends in Credit after the Promulgation of the NCA

I Total loans and advances extended to the domestic private sector grew by 80% from 2005 to 2007
growing 2% faster per quarter from 2005 to 2007 than its quarterly growth over the previous ten ye

1 Households accounted for 55% of loans and advances from 2005 to 2007, on average, while the
corporate sector accounted for 45%. These proportions are representative of current domestic cre
extension to the private sector.

1 Household credit extension waet as adversely affected by the 2008 financial crisis as was the
corporate sector; quarterly growth of loans and advances from 2008 to 2010 for households avera
2% whereas in the corporate sector it averaged 0.6%.

T a2NI3IF3Sa | yR W2AKBMN 02y YNMR ¢ 2RSSR RPK Y Y2aild G2
to the private sector from 2005 to 2007, accounting for 50% and 34% of total loans and advances,
average, respectively.

f  Mortgage growth has been extremely small since the recovery ofithe 2 FAY | Y OAL £ O
f2Flya YR ROy O0SaQ IN@Ep20IK toR014 quarey MibrigaleSgrowth lia
F SNF 3SR noc: gKATS W20KSNJft2Flya yR | ROFYyO
1 Banking provisions in respect of loans and advances lgyeover 200% from 2008 to 2010 in the wake

the 2008 U.S. financial crisis, following substantial growth in total loans and advances; and has grq
32% since 2012 to 2014.

The unemployment and labour force figures during the same time period, provide, a picture of
household distress borrowing. The unemployment rate increased by 4.6 percentage points from 2007
to 2011 (Figure 2), and labour force participation fell by about 4 percentage points and the employment
to population rate similarly fell by about 5 percentage points (Statistics South Africa, 2008-2014).
Meanwhile, the number of unsecured credit agreements rose by 48%.

We can hypothesise that from 2007 to 2012, distressed borrowing was taking place by South Africa’s
lowest income populations — namely black and coloured populations — as these populations’ income
was constrained from a greater loss of employment.

Figure 2. Unemployment Rate for South Africa from 2007Q4 to 2014Q2

South African Unemployment Rate %
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Source: Statistics South Africa, Quarterly Labour Force Survey

When breaking down unemployment figures by ethnicity, black and coloured populations generally
have higher unemployment rates than their white counterparts. At its peak in 2011, black
unemployment was 30%, coloured: 23%, and white: 5% (Statistics South Africa, 2008-2014).

Also, by taking into consideration income dynamics by ethnic populations, further inferences can be
derived. In Statistics SA’s report Monthly Earnings ¥ South Africans, 201D is noted that the median
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monthly income for the black population is R2,167, coloured population: R2,652, and white population:
R15,000 (Statistics South Africa, 2010).

The NCR data of unsecured credit shows that, from 2007 to 2012, the majority of unsecured lending
consumers were low-income earners making between RO and R3,500 per month (Figure 5). A large
jump in the number of these low-income consumers can be seen from 2009 to 2012.

Error! Reference source not found. shows, from 2007 to 2012 the number of credit agreements with
longer loan terms began to increase substantially. From 2010 to 2012, the majority of unsecured credit
agreements were 3.1 to 5 year-long terms.

Table 3 shows that from 2007 to 2009, the extension of small loans of R3,000 or less were declining and
subsequently, from 2009 to 2012, the number of large loans of R15, 000 or more was increasing rapidly.

Lastly, Figure 3 shows that in late 2012, the number of consumers who had not made payments on
their unsecured loans for 120 days or longer rose dramatically, increasing 64% from the previous year.
Moreover, the number of unsecured loans that had not been serviced for 120 days or more as a portion
of total unsecured loan agreements increased substantially from 15% in 2007 to 25% in the beginning
of 2013. Comparatively, in the beginning of 2013, the number of mortgage, secured credit, credit
facilities, and short-term credit agreements which had not been paid for 120 days or more were lower
and remained relatively steady.

By comparison, during the 2008 U.S. financial crisis, the percentage of subprime loans that had
defaulted after 12 months was 14.6 percent of the loans made in 2005, 20.5 percent for loans made in
2006, and 21.9 percent for loans made in 2007 (Amromin & Paulson, 2009).

Overall, a classic boom and bust case is represented in the above Table 1 and Figure 1. Provisions of
South African Banks from 1994Q1 to 2014Q2 and summarised in Box 2 below.

This analysis has demonstrated the excessive build up in unsecured credit since the full implementation
of the NCA in 2007, and maintains that events in 2012 were a turning point for the ‘bust’ in unsecured
credit.

12



Table 3. Number of Unsecured Credit Agreements by Income and Maturity,

Number of loans (in
1000s) 2007Q4 2008Q4 200904 201004 201104 201204 201304 2014Q2
Total Usecure Credit 880.235 870.110 822.714 | 1,156.523 | 1,547.993 | 1,157.297 | 1,227.023 | 1,101.569
By monthly Income, rand
0-3500 418.351 408.789 271.266 355.216 425.927 361.214 182.317 134.326
3501-5500 150.335 137.716 134.444 161.680 197.804 190.709 122.058 102.716
5501-7500 85.773 82.788 102.511 149.443 199.458 181.382 126.482 107.144
7501-10000 80.560 73.112 87.073 121.946 165.898 189.395 162.500 144.115
MNdMY ¢ M [V6(892 88.274 117.437 172.896 241.278 260.819 230.267 219.952
>15K 68.304 79.422 109.977 195.336 317.615 410.767 403.399 393.316
By maturity, in months
<=6 109.829 80.754 6.618 31.791 140.37 218.524 321.239 337.599
7-12 190.427 199.331 156.737 193.202 219.72 169.968 196.418 151.306
13-18 62.709 61.155 68.405 106.506 169.132 154.542 47.62 43.356
19-24 187.483 167.497 181.346 206.104 252.488 261.074 165.849 127.767
25-36 218.666 253.446 223.772 300.704 353.146 336.241 191.667 170.219
OT ¢ Cn 109.317 105.187 177.876 302.471 401.578 379.312 257.36 226.134
> 60 1.804 2.74 7.96 15.743 11.559 72.109 46.87 45,188
By size of loan, rand
0-3K 230.848 205.738 106.822 147.554 181.179 277.960 367.082 351.856
odPmM ¢ pJ 131.602 138.921 134.844 164.440 213.202 176.397 123.446 127.966
pPmM ¢ VI 135529 145.655 150.711 198.907 307.265 258.216 155.340 113.515
y®mM ¢ M[ ¥83.858 81.834 89.699 100.925 138.739 133.732 71.129 58.226
MADPM ¢ MP77.653 161.150 138.897 193.933 203.257 204.005 121.770 99.897
>15K 125.745 136.812 201.741 350.764 504.351 106.987 388.256 350.109

Source: National Credit Regulator, Web Data Set

Figure 3. Late Unsecured Credit Payments from 2007Q4 to 2014Q2

Age analysis of impaired accounts - unsecured credit (number)
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Box 2. Trends in Unsecured Credit in South Africa Since 2007

2012, providing the rationale that distressed borrowing was takingepla

incomes in South Africa.

1 The majority of unsecured credit during this period was extended tmimyme earners, for lontgrm
periods, at large pricipal amounts.

120 days or more more than any other credit type.

1 By late 2013, unsecured credit was tightened and its dynamics completely changedenoravious
periods: unsecured loans where mainly given tomgloome earners, for sheterm periods, at small
amounts.

1 Unsecured credit growth and unemployment growth in South Africa coincided with one another from 2

1 Unemployment growth was patrticularly high in black and coloured populations whom, on average, ear|

i Starting near the end of 2012, a massive surge in unsecured credit borrowers had not made payment

Critical Events of the Downturn

In March 2012 the National Credit Regulator published an urgent warning on the granting of unsecured
personal loans and announced that ‘extensive research’ would be conducted after credit figures had
increased significantly (National Credit Regulator, 2012c). When this research was published in August
2012, similar conclusions to those above figures were made: “The strong growth in unsecured personal
loans is impacting the level of indebtedness of consumers and is changing the shape of the market, with
a trend which reflects larger loans being offered over longer periods.” (National Credit Regulator,
2012b)

On 16 August 2012, shockwaves were sent through the country as violent platinum mine strikes, which
had been building since the beginning of the year, came to a head as 34 miners were killed by the South
African Police in the town of Marikana. The ‘Marikana Massacre’ later revealed that the majority of
these low-paid miners were severely indebted to unsecured lenders who were garnishing their wages
(Steyn, 2012).

On 27 August 2012, South Africa’s Finance Minister Pravin Gordon organised a meeting with the
country’s chief executives and chairpersons of banks in order to discuss the unsecured lending problem
and bank charges. From the meeting it was concluded that there should be “further engagement with
the financial and non-financial institutions on this issue so that South Africans are not over indebted.”
(South Arfican Department of Finance, 2012)

On September 2012, the NCR reinforced their warning made in March which was justified by
determining “a continued deterioration in the financial health of consumers” (National Credit
Regulator, 2012a).

On 19 October 2012, the August agreement between the Finance Minister and the banks was
concealed in the document titled “Ensuring Responsible Market Conduct for Bank Lending”, and was
published on 1 November 2012 (South African Department of Finance, 2012). Based on this, lenders
agreed to begin to tighten up the amount of unsecured credit they were lending and assess the
affordability of consumers more thoroughly.

This report spurred the National Credit Regulator to become more diligent with enforcement of the
National Credit Act. In 2013, the NCR began to critically investigate all unsecured credit lenders and
conducted, what they coined, the “Operation Blitzkrieg” initiative (National Credit Regulator, 2013a).
From this initiative, particularly within the Marikana region, the NCR found numerous lenders that were
in serious violation of the NCA, including:

9 holding consumer’s pension cards, ID books, and bank cards;

9 charging excessive and unlawful interest to consumers;
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establishing unlawful provisions within consumer credit agreements;
failing to conduct proper affordability assessments on consumers;
failing to disclose pre-agreement statements and quotations to consumers;

failing to record credit agreements whatsoever; and

=A =4 =4 =4

using blank process documents at the time of a credit agreement, and then filling them out
without consumers’ consent to obtain court orders such as garnishee orders (National Credit
Regulator, 2013a, National Credit Regulator, 2013b, and National Credit Regulator, 2014)

However, reports on such violations are scarce and no quantitative size of affected credit agreements
has been published. However, it is clear that from 2007 to 2014, the size of the unsecured lending
market grew substantially in comparison to overall credit — as shown in the gross debtors’ book figures
below — and such growth was followed by high default rates had very negative microeconomic and
macroeconomic consequences.

Figure 4. 2007Q4 Gross Debtors Book Figure 5. 2014Q2 Gross Debtors Book
4% 11% 2%
Mortgage
12% Mortgage

Secured Credit

Secured Credit 12%

20% Credit Facility
Credit Facility 53%
64% = Un-Secured
® Un-Secured 22%

Developmental

Source: National Credit Regulator, Web Data Set

On 6 August 2014, South Africa’s largest provider of unsecured loans, African Bank Limited, was taken
into curatorship by the South African Reserve Bank, with assistance from a consortium of other banks,
1 which contributed a total of R17 billion to ABIL’s R43 billion in impairments (Times Live, 2014). Earlier
in May, the company, who served 3.2 million people at the time, posted a loss of R4.38 billion and
Moody’s downgraded its foreign credit rating to junk status (Bonorchis & Spillane, 2014). According to
the statement made by the bank when it claimed default, one in every three loans the company
extended was going bad (African Bank Investments Limited, 2014b). Unfortunately, it appears that
history has repeated itself as the current embodiment of ABL was formed from the purchase of the
original black-owned and managed African Bank,™ after it went into its second curatorship in 1998, and
from the purchase of Saambou’s debt books after its collapse in 2002. (See AppendixIXThe Rise and
Fall of African Bank Investments Limited

After the bailout, the SARB planned to reorganise ABIL's debt and management, and then re-open the
company on the Johannesburg Stock Exchange by early- to mid-2015. However, by early 2015 this
process has been delayed several times as the SARB has continually come to grasp with the extent to
which ABIL’s debt books are damaged (African Bank Investments Limited, 2014a).

* Absa Bank Limited, Capitec Bank, First Rand Limited, Investec Bank Limited, Nedbank Limited, Standard Bank,
Public Investment Corporation
> Formed in 1975 by black businessmen at the first National African Federated Chamber of Commerce meeting
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Lastly, the most recent action affecting the National Credit Act was the National Credit Amendment Act,
enacted on 19 May 2014 but not yet implemented in early 2015. The main impacts of this amendment
will include:

9 provision for the automatic removal of adverse consumer information once the consumer has
paid its bad debts in full, giving them a ‘clean slate’;

altering the guidelines for obtaining clearance certificates;

extending the scope of credit providers that must register with the National Credit Regulator by
the discretion of the Minister of Finance;

provision for a standard affordability assessment which all credit providers must follow; and

providing clarity on the method of delivery of a notice in terms of section 129, action to
commence with taking legal action against a consumer in default (KPMG, 2014).

These changes to the Act have been highly controversial. The Banking Association of South Africa claims
such an amendment will create business rigidities and make credit more expensive as it will be more
difficult to assess the credit risk of a consumer (Ensor, 2013).

Overall, given the massive expansion of credit, the large increase in account impairments and the crash
of a commercial bank between 2005 and 2014, it must be asked if the National Credit Act bears any
responsibility.

2.4 Criticisms of the National Credit Act

The shortfalls of the National Credit Act have been critiqued by Campbell (2007), Kelly-Louw (2006),
(2008) and (2009), and Shraten (2014); and primarily focus on the Act’s:

1) preference of credit expansion over the protection of consumers;
2) loopholes in cumulative credit costs; and
3) interest rate regimes, which created risks and adverse effects.

Ironically, these criticisms, discussed in greater detail below, similarly mimic the serious flaws in the
credit market that were listed by the DTI’s 2003 Consumer Credit Law Review, which originally provided
the motivation for the National Credit Act.

Preference of Credit Expansion over Consumer Protection

Shraten (2014) argues that while the National Credit Regulator was assigned a number of
responsibilities, including consumer protection, “...already in Section 3 of the NCA, a preference for
expanding the credit industry becomes noticeable... Consumer protection is barely noticeable as its
main task because a huge part of the responsibility in existing credit agreements is clearly allocated to
the consumer.”

A research report contracted by the National Credit Regulator in 2012 states:

“The current credit market framework is geared towards encouraging
access to credit and there is an inherent likelihood that large
numbers of consumers will have challenges in meeting their debt
commitments.”

(National Credit Regulator, 2012b)

Financial illiteracy is an obstacle that prevents parts of the NCA’s consumer protection framework, such
as regulations concerning disclosure of costs, to be fully effective. Due to the fact that the Act stipulates
seven different elements of credit costs over seven different types of credit, the disclosure of credit
costs may actually confuse consumers’ understanding of payment responsibilities and financial
consequences. Accordingly, if a consumer guarantees the affordability of the loan that rightfully
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discloses all credit costs, but the consumer wrongfully interprets such disclosure, the protective
recourse rights of the consumer from the reckless lending rule can be voided (Shraten, 2014).

In fact, the recourse mechanisms of over-indebtedness within the Act provides limited assistance to
consumers. In Section 80 of the NCA states that the reckless lending rule only applies to “the time the
agreement was made” and does not take into consideration changing circumstances of consumers
(Goodwin-Groen & Kelly-Louw, 2006). Moreover, debt counselling may give a suspension period of a
loan and more time to pay back a loan in lower instalments, but only the lender can consent to the
reduction of debt, interest, or fees. (Shraten, 2014) Consequently, this can cause the possibility of
consumers to be stuck in debt.

Interestingly, the National Credit Regulator has also indicated that the R50 application fee for
consumers to seek debt counselling appears to be insufficient to cover the cost of employing debt
counsellors and has caused a resistance among debt counsellors to register (Kelly-Louw, 2008).

Overall, this has led Shraten (2014) and Kelly-Louw (2008 and 2009) to highlight the need for a debt
reduction or discharge mechanism that is currently absent in the Act. Even though the NCA was created
with reference to other countries’ legislation, which include debt reduction or discharge options for
consumers, this component was left out and does not permit severely indebted consumers to re-enter
the credit market. The new National Credit Amendment Act has tried to circumvent this need for a debt
relief mechanism with its consumer credit amnesty provision, but still does not fully satisfy this
component. Of course, this presents a problem for the economic development goals of the country as it
can lead to a “hollow economy” *® (Shraten, 2014).

Loopholesand Cumulative Credit Costs

The regulations in the NCA that cap interest rates, initiation fees, and service fees seem to strictly limit
the cost of credit — a significant improvement when compared to previous legislation. However, as
Goodwin-Groen & Kelly-Louw (2006) explain, the total cost of credit can lead to extremely high annual
and effective cumulative interest rates. The table in Appendixl: Total Costs of Unsecured Crdditder
the NCAadapted from Goodwin-Groen & Kelly-Louw (2006), demonstrates how an unsecured loan of
R250 can have a cost of 450% per anum, and an effective cumulative interest rate of 4,555%. Even large
unsecured loans of R10,000 can have a cost of 45% per anum and an effective cumulative interest rate
of 55%.

Campbell (2007) emphasizes that the purpose of the initiation fee remains unclear and allows for a
loophole to take place within a credit agreement for low-income borrowers who cannot afford to
advance the initiation fee; creditors treating the initiation fee as a separate unsecured loan.

In addition to the initiation fee, some credit providers require consumers to include a life insurance
policy as a part of a credit agreement. The cost of insurance policies, on average, equal 7.6% per year of
the loan and are justified by credit providers as adding more security to the loan (National Credit
Regulator, 2012b). However, if credit providers are already maximising the interest rates on consumers
by the fact there are no assets to back up an unsecured loan, the justification of insurance policies
seems flawed and suspicious (National Credit Regulator, 2012b).

The report on unsecured credit released by the NCR in 2012 found that over 30 percent of unsecured
lending revenues do not even come from the payment of interest: insurance policies contributed 11.2
percent of unsecure loan revenues, initiation fees contributed another 11.2 percent, and service fees
contributed 9.7 percent. (National Credit Regulator, 2012b). This means.

Lastly, the issue of compounding adds additional costs to unsecured loans. Section 40 of the NCA
regulations states that interest “may be calculated daily and may be added to the deferred amount
monthly, at the end of the month” (South African Department of Trade and Industry, 2006). The

'® Noted by Shraten (2014), mentions a hollow economy is when consumer demand suddenly breaks down
because of over indebtedness and is accompanied by the inevitable loss of investor confidence.
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‘deferred amount’ includes other components of the loan and the increase in principal debt by interest
that has accrued. This is an interesting point because many creditors offer the option of ‘payment
holidays’, typically offered at the beginning of a loan or when consumers have a difficult time making
payments. These holidays, marketed as helpful to the consumer, simply capitalise the interest and
ultimately increase the cost of the loan (Shraten, 2014).

In summary, fees and other interest charges seem to conceal the real cost of loans, one of the issues
that was initially mentioned in the Consumer Credit Law Review in 2001 which provided motivation for
the 2005 National Credit Act.

Risks and Adverse Effects oODEA . #1 80 )1 OADAOGO 2A0A

Burton (2008) states that “It has long been recognised that the most profitable customers are those
who pay the minimum monthly payments each month and continue to pay high interest rates on
outstanding balances.” This incentive to expand credit to this population is one of the main goals of the
National Credit Act, but it presents a high risk to banks and the low-income consumers they serve as
this population is more deeply impacted by macroeconomic shifts and subsequent probability of
becoming over-indebted. This has implications on the overall stability of the banking sector to weather
exogenous shocks to the economy.

Another impact that unsecured lending has created is a weak recovery of mortgages after the 2008 U.S.
financial crisis. Given that the interest rate cap for mortgages under the in NCA is significantly lower
than that for unsecured credit - currently 17.65% versus 32.65%' — lenders sometimes provide
unsecured loans as a means for home financing to receive higher returns. This has led to a reluctance of
bankers to increase existing bonds to provide mortgage consumers the most favourable rate (National
Credit Regulator, 2012c). However, unsecured lending is a poor substitute for housing finance as
product features do not adequately fulfil consumers’ needs (National Credit Regulator, 2012c).

From 2009 there was a steady increase in the number of unsecured credit agreements by consumers
making more than R15,000 per month and the length and size of these loans increased substantially as
well (Table 3). Moreover, Figure 6 below shows how the number of mortgage agreements granted has
stagnated since 2008 while unsecured credit agreements has increased substantially, despite its
downturn in 2012.

Figure 6. Number of Unsecured Credit Agreements, 2007Q4 to 2014Q2

Mortages and Unsecured Credit: Number of Agreements
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The design of the maximum interest appears to present future risks and inhibit an organic competitive
credit market. A 2012 report by the NCR explained that “Consumers have benefitted from relatively low
rates, which could increase in the future, thereby increasing the debt repayment of consumers across a
broad base” (National Credit Regulator, 2012b). Due to the fact that virtually all interest rates are tied
to the repurchase rate of the South African Reserve Bank, an increase puts pressure on all consumers
and businesses.

Lastly, Kelly-Louw (2008) claims that the maximum interest rate caps specified by the NCA are taken as
the prescribed rate by lenders rather than caps, and these caps prevent low-income consumers from
access to credit at competitive interest rates. By referencing two studies by the United Kingdom’s
Department of Trade and Industry and the Consultative Group to Assist the Poor, Kelly-Louw (2009)
concludes that countries that have established interest ceilings have much lower credit usage by low-
income households and that competition, not interest rate caps, are the single most effective way of
reducing both micro-finance costs and interest rates.

2.5 Policy Assessment Conclusion

In the move to majority rule in 1994, the South African government tried to manipulate the out-dated
and fragmented legislation of the Apartheid-era’s 1968 Usury Act, in order to expand credit to
historically disadvantaged populations. However, those early forms of consumer credit legislation
lacked the relevant three aspects of an effective consumer credit protection framework as later defined
by the Consultative Group to Assist the Poor and the World Bank:

1) appropriate laws and regulations governing relations between service providers and users as
well as ensuring fairness, transparency, and recourse rights;

2) an effective enforcement mechanism including dispute resolution; and

3) promotion of financial literacy and capability by helping users of financial services to acquire
the necessary knowledge and skills to manage their finances.

Within two months of the crash of Saambou in 2002, South Africa’s Department of Trade and Industry
assigned a Technical Committee to conduct a review of consumer credit and by 2003 the committee
released a report, detailing inadequacies of the Usury Act of 1968 and its marginalisation of previously
disadvantaged populations as well as its inability to address reckless lending. In 2005, the DTI remover
the Usury Act and promulgated of the National Credit Act of 2005, which represented the state-of-the-
art legislation for a consumer credit framework and met World Bank standards.

However, since the implementation of the NCA, a credit bubble formed and busted on the back of
unsecure lending. By late-2012, the financial health of consumers deteriorated and impairments of
unsecured credit accounts rose drastically. This was coupled with consistent warnings by the National
Credit Regulator to the public to be frugal in debt accumulation and with the tragic killings of 34 mine
workers in the town of Marikana during a mining strike (16 August 2012), where low-paid miners were
severely indebted.

Following the Marikana Massacre, investigations of lenders only found a small number of cases of
reckless and predatory lending tactics that violated the National Credit Act and contributed to the
overtly risky unsecured credit environment. The public concern about unsecured lending and overall
debt provided an impetus for the Minister of Finance Gordon to call an emergency meeting with banks
at the end of 2012 to discuss the necessary tightening of unsecured lending so that systemic risk could
be reduced. The “Ensuring Responsible Market Conduct for Bank Lending” agreement (November 2012)
between the Minister and banks reduced the outstanding value of unsecured lending by 22 percent in
the following quarter and tightened lending to low-income consumers. However, this action came too
late as the unsecured credit that was already outstanding continued to witness a growth in impaired
accounts.

By August 2014, South Africa’s largest supplier of unsecured loans, African Bank Limited, became
insolvent as one out of every three of the loans the lender provided was going into default. With the
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help of South Africa’s biggest banks, the South African Reserve Bank has put ABL into curatorship and
plans to reorganise its debts and management so that the company can be relisted on the JSE by mid-
2015.

This analysis has concluded that National Credit Act met accepted international standards for consumer
credit legislation, but was still partially responsible for contributing to the rise in unsecured lending and
the subsequent instability from impaired accounts. This critique is based, in part, on the Act’s
preference of credit expansion over the protection of consumers, loopholes in cumulative credit costs,
and interest rate regimes which create risks and adverse effects.

We now examine South Africa’s credit bubble using technical, quantitative techniques.

3 Analysis of South African Credit Growth Post -2005

We pose three empirical questions to argue that the National Credit Act contributed to a subsequent
credit boom and bust. To examine the South African credit expansion post-2005 we employ a more
guantitative approach.

Q1) After the promulgation of the National Credit Act, did credit lending in South Africa exceed
its normal trend to the degree of which it could be technically labelled a credit boom?

Q2) After accounting for classical macroeconomic factors on credit growth, is there evidence that
the NCA significantly contributed to the growth of credit from the time it was promulgated to
the present?

Q3) After accounting for usual macroeconomic factors impact on nonperforming loans, was high
past credit growth a key contributing factor to the subsequent rise in nonperforming loans;
i.e., is this a classic credit boom — bust scenario in South Africa?

3.1 Literature Review

During a credit boom, credit to the private sector rises quickly, leverage increases and financing is
extended to projects with low net present value. (Gourinchas, Valdes, & Landerretche, 2001). The
literature focuses on three main drivers of credit booms (Hilbers, Otker-Robe, Parzarbasioglu, &
Johnsen, 2005). The first driver is financial deepening where credit grows faster than output and is
generally associated with improving macroeconomic factors (Favara, 2003, King & Levine, 1993, and
Levine, 1997). The second driver is when credit grows faster than output before the start of an upswing
in the business cycle due to firms’ investment and working capital needs. These two credit growth
drivers demonstrate that not all credit booms end in financial crises — or as Kindleberger (2000) put it,
“most increases in the supply of credit do not lead to a mania...but nearly every mania has been
associated with rapid growth in the supply of credit to a particular group of borrowers.”

The third driver is the inappropriate responses by financial market participants to changes in risk over
time, which permeates financial instability and “financial accelerator” models'® as noted by Minsky
(1992) and Bernanke, Gertler, & Gilchrist (1999). These three drivers are not always mutually exclusive
and can be co-integrated, as noted by Guo and Stepanyan (2011) who empirically found economic
development, loose monetary conditions, and the health of the bank sector to be the main
determinants of bank credit in emerging markets.

Mendoza & Terrones (2012) examined the 2008 U.S. financial crisis and focused on the third driver of
rapid credit growth, as attributed to: (i) banks choosing correlated investments to one another, or

'8 Financial accelerators are endogenous developments in credit markets that amplify and propagate shocks to
the macroeconomy — can also be considered negative feedback loops. “Under reasonable parameterizations of
the model, the financial accelerator has a significant influence on business cycle dynamics.” (Bernanke, Gertler, &
Gilchrist, 1999)
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herding (Kindleberger, 2000); (ii) the presence of explicit or implicit government bail outs (Giancarlo,
Pesenti, & Roubini, 1999); (iii) limited commitment on the part of borrowers (Lorenzoni, 2005); (iv)
information complications that lead to bank-interdependent lending strategies (Raghuram, 1994 &
Gorton & Ping, 2005); (v) the underestimation of risks by banks (Boz & Mendoza, 2011); (vi) the
lowering of lending standards (Dell' Ariccia & Marquez, 2006); and/or (vii) the inability of banks to
employ experienced loan officers at the same rate that credit is expanding during the boom (Berger &
Udell, 2003).

Credit booms and busts have widespread macroeconomic effects beyond the financial sector. Mendoza
& Terrones (2012) analysed 61 emerging and industrial countries, including South Africa, and found that
in the typical build-up stages to a credit boom: output, private consumption, and public consumption
rise 2 to 5 percent above trend; investment rises 20 percent above trend; the real exchange rate
appreciates by 7 percent; and the current account output ratio falls below trend by 2 percentage points
of GDP. In the declining phase of a credit boom: output, private and public consumption fall below
trend by 2 to 3.5 percent; investment falls by 20 percent below trend; the real exchange rate
depreciates to 4 percent below the trend; and the current account output ratio to GDP increase by 1
percent above trend.

Reinhart & Rogoff (2009) calculate that the historical average of peak-to-trough output declines
following crises are about 9%, and many other papers concur. However, as noted above, not all lending
booms lead to financial crises, but, if left unchecked, they are ultimately harmful to the domestic
economy in some form (Gourinchas, Valdes, & Landerretche, 2001). Thus, it is paramount for
governments to monitor and evaluate movements in credit while establishing micro- and macro-
prudential policies, which aim to reduce probability of default and mitigate systemic risk, when early
warning signs of distress appear (Galati & Moessner, 2013).

Macroeconomic factors can also have an effect on the repayment capacities of high-risk borrowers that
were given credit due to relaxed lending standards elicited during the boom. As economic activities
slow down, employment, interest rates, and marginal borrowers are the first to suffer. Thus, as several
studies have shown, past credit growth can explain current levels of nonperforming loans (Clair, 1992,
Salas & Saurina, 2002, and Solttila & Vihriala, 1994). An increase in nonperforming loans leads to a
deterioration of bank’s portfolios, lower profits, and an increased probability of crisis. For an episode of
economic distress to be classified as a full-fledged crisis, one of the following four conditions needs to
hold: 1) the ratio of non- performing assets to total assets of the banking sector exceeds 10 percent; (2)
the cost of banking system bailouts exceeds 2 percent of GDP; (3) there is a large scale bank
nationalisation as result of banking sector problems; or (4) there are bank runs or new important
depositor protection measures. (Demirguc-Kunt & Detragiache, 2005)

Links between credit expansion and financial crises can be observed, but empirical methods have
produced mixed insights and results concerning credit booms and financial crises. Demirguc-Kunt &
Detragiache (2002) and Kaminsky & Reinhart (1999) find evidence that the speed at which credit grows
increases the probability of banking crises. Kraft & Jankov (2005) examine the 2004 credit boom in
Croatia and find that fast credit growth has been associated with an increased probability of loan
quality deterioration and a worsening current account balance. Ranciere, Tornell, & Westermann
(2006) focus on the dual effect of financial liberalisation on growth and on the probability of financial
crises, finding a direct positive effect on economic growth but also a weak indirect effect via a higher
propensity for a crisis to occur. Hilbers, Otker-Robe, Parzarbasioglu, & Johnsen (2005) find that, in
regard to Central and Eastern European countries, inflation and continued weakening of the current
account has the biggest adverse effects that can lead to crisis.

Gourinchas, Valdes, & Landerretche (2001) find that the probability of a banking crisis increases after
credit booms, but the size of the lending boom is a determining factor into whether a banking crisis
occurs. Gourinchas, Valdes, & Landerretche (2001), just as Tornell & Westermann (2002) and Barajas,
Dell'Ariccia, & Levchenko (2007), do not find statistical significance that most lending booms are
associated with crises.
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This result is considerably different from the more recent findings of Mendoza & Terrones (2012) which
incorporate a specific focus on emerging markets, including South Africa, and claims to identify a clear
association between credit booms and financial crises by claiming to use a more appropriate country-
specific model. According to the study, banking crises are observed in 50% of emerging market credit
booms, currency crises are observed in 66% of emerging market credit booms, and sudden stops in
foreign investments are observed by 33% of emerging market credit booms.

Additionally, an interesting perspective is provided by Fofack (2005) who conducted an empirical
analysis on Sub-Saharan Africa in the 1990s and investigated whether the credit risk determinants of
non-performing loans coincided with banking crises. This approach is far different from the popular
literature on banking crises that focus on macroeconomic determinants and believe nonperforming
loans are the consequence of crisis rather than a factor leading up to it. Fofack (2005) finds that
domestic credit provided by banks (in % of GDP) in previous periods has a strong correlation with
subsequent nonperforming loans.

3.2 Identifying Credit Booms in South Africa

Two models are explored below, both of which produce similar results in terms of identifying a credit
boom in 2007. In the GVL method, the key measure used is nominal Total Credit Extended to the
Domestic Private Sectoelative to GDRfrom South African Reserve Bank); whereas in the Mendoza
method, the key measure used is real Total Credit Extendkto the Domestic Private Sectalative to
population(from World Bank).

GVL Method

The Gourinchas, Valdes, & Landerretche (2001) model (GVL from here onward) defines a credit boom as
an event where the nominal credit-to-GDP ratio relatively or absolutely deviates significantly from a
rolling, backward-looking, country specific stochastic trend. They use the Hodrick-Prescott (HP) filter™
to identify the trend and cycle of the credit-to-GDP ratio, and then establish thresholds to identify
credit booms—a strategy subsequently used by numerous other studies.”

GVL define a relative deviation as the percentage difference between the actual and smoothed credit-
to-GDP ratio and an actual deviation as the actual discrepancy between the actual and smoothed
credit-to GDP ratio. Moreover, GVL explains that a relative deviation compares the size of additional
lending to the size of the banking sector, while the absolute deviation compares it to the size of the
economy (Gourinchas, Valdes, & Landerretche, 2001).

The thresholds which GVL define as a credit boom are somewhat arbitrary and depend on the country
group studied, but are between 4.8% to 6.4% for absolute deviations and 22.0% to 31.1% for relative
deviations (Gourinchas, Valdes, & Landerretche, 2001).

'® The HP filter is an algorithm that “smooths” the original time series @, which is a credit ratio in this context, to
estimate a trend component ( 8The cyclical component is the difference between the original time series and its
trend, where @ is constructed to minimise: B & & _B ® ® O ® Where_is a
smoothing parameter. [f=0,¢ will be minimied whend =®.

2% studies using this threshold method include (Cottarelli, Dell'Ariccia, & Vladkova-Hollar, 2003) (International
Monetary Fund, 2004) (Hilbers, Otker-Robe, Parzarbasioglu, & Johnsen, 2005) (Brix & McKee, 2010) (Mendoza &
Terrones, 2008) (Mendoza & Terrones, 2012)
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Equation 1: Gourinchas, Valdes, & Landerretche (2001) Relative and Absolute Boom
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Where L is nominal credit to the private sector, Y is nominal GDP, i is a specific country, t iftime,
denotes expanding Hodrid¢krescott trend, ané.is a specified deviation threshold.

In Figure 7 we observe the results of the HP filter (lambda = 1000) on nominal credit to GDP, which
shows substantial peaks of credit extension around 1984, 1998, and 2007.

Figure 7. Nominal Credit to GDP HP Filter Results from 1965 to 2013
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Source: South African Reserve Bank, Macroeconomic Statistics

Figure 8 below identifies credit booms around 1984, 1998, and 2007, as calculated from GVL’'s method,
and boom threshold ranges of 3%-8% as specified by GVL. The summary statistics are presented in
AppendixIl: Summary Statistics for HP Filter, South African Credit Boom Analysis

Figure 8. Absolute Deviation of Nominal Credit to GDP from 1965 to 2013
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Based on the GVL results, we accept that the 1984 and 2007 credit extension hit boom levels but the
1998 credit expansion remains questionable. This supports Porteous & Hazelhurst’s conclusion that the
two requirements that constitute a credit boom were not fulfilled in the late 1990s (See page XXX of
this study).

Mendoza Method

Mendoza & Terrones (2008) and (2012) (Mendoza from here onward) claim GVL model is flawed
because (i) its measure of credit may lead to misleading results,* (ii) the smoothing variable is too
high,** and (iii) the specified boom thresholds are not specifically representative on a country level.?*
Mendoza claims to fix GVL's flaws by using the logarithm of real credit per capita rather than nominal
credit to nominal GDP; a smoothing parameter of 100 rather than 1000 for the annual data; and a
boom threshold that is a multiple of a standard deviation from the trend in credit that has exceeded the
typical expansion of credit over the business cycle for a specific economy. Likewise, Elekdag & Wu
(2011) support Mendoza’s method over GVL's method due to the same noted flaws.

Equation 2. Mendoza & Terrones (2008) & (2012) Credit Boom Threshold

a %A Co

Wherea is the deviation from the lorgun trend in the logarithm of real credit per capita in courtry
datet, and%.is a specified amount and & isthe corresponding standard deviation of this cyclical
component

Mendoza’s boom threshold %o value differs between studies. Mendoza (2008) sets the boom
threshold at 1.75 arbitrarily and conducts a sensitivity analysis for boom thresholds at 1.5 and 2.
Mendoza (2012) sets the boom threshold at 1.65 and conducts a sensitivity analysis for the boom
threshold at 1.5 and 2. The rationale in Mendoza (2012) to set the boom threshold at this level is that
the one-sided “5 percent tail of the standardised normal distribution satisfies Prob(& ¥
%b O >1.65)=0.05." Yet, this rationale still seems subjective. Elekdag and Wu (2011) set the boom
threshold using the Mendoza (2008) methodology at 1.55 with the rationale “to capture a few
important booms in Asia.” Overall, all rationales seem quite arbitrary.

GVL explains that the peak of a credit boom is the highest deviation point past the absolute or relative
deviation threshold, and the starting (ending) date of a credit boom is the date earlier (later) than the
peak date at which the credit-GDP ratio is higher (lower) than a relative or absolute limit threshold.
Mendoza identifies the peak of a credit boom as the date that shows the maximum difference between
0 and %e (0); and starting and ending dates of a credit boom as the time with the smallest difference
before and after the peak, respectively.

?! Mendoza claims that the measure of credit-to-GDP is inadequate because it does not allow for the possibility
that credit and output could have different trends, which is important if countries are undergoing a process of
financial deepening, or if for other reasons the trend of GDP and that of credit are progressing at different rates.
Also, there can be situations when both nominal credit and GDP are falling and yet the ratio increases because
GDP falls more rapidly; and/or when inflation is high, the fluctuations of the credit to GDP ratio could be
misleading because of improper price adjustments.

22 Mendoza claims that Gourinchas justifies a high smoothing variable of 1000 by arguing that it reflects the credit
information available to policymakers at a given time. Mendoza argues that credit data themselves are updated
frequently and excessive smoothing may distort the identification of a credit boom, thus it is not necessary to
have a smoothing variable of 1000.

> Mendoza claims that GVL uses a boom threshold that is invariant across countries, regardless of whether it
represents a small or large change relative to a country’s historical quantitative implications. Thus, Mendoza
proposes a country-specific standard deviation boom threshold methodology.
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Although it would have been preferable to find data directly on unsecured credit, those data have only
been produced by the National Credit Regulator from 2007 to the present, and this time series is too
short to identify a trend and cycle relative to the period under study.

We observe the results of the HP filter (lambda =100) on the log of real credit per capita (Figure 9), and
observed that there are peaks of credit extension around 1984 and 2007 — the same results as GVL's
method.

Figure 9. Logged Real Credit Per Capita HP Filter Results from 1965 to 2013
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Mendoza & Terrones (2008) and (2012) and Elekdag and Wu (2011) set high boom thresholds %o to
capture the most intense credit booms in cross-country analyses but only cover a limited number of
emerging market countries that have fully adopted Basel capital regulations, which incorporate
countercyclical capital buffers that require the increase of capital when credit-to-GDP positively
deviates from its long-run trend (Basel Committee on Banking Supervision, 2013 and Drehmann, Borio,
Gambacorta, Jimenez, & Trucharte, 2010).

These regulations seek to dampen or prevent credit booms from creating a financial crisis. South
Africa’s banking sector follows Basel Il and Ill, so we use a boom threshold of 1.25 to reflect a more
controlled deviation from the smoothed trend & . Additionally, a sensitivity analysis will be conducted
with boom thresholds at 1 and at 1.65, to represent the Mendoza (2012) threshold.

We observe from Figure 10 that credit booms took place around 1984 and 2007, with the biggest credit
boom in South Africa’s recorded history occurring around 2007. Using Mendoza’s method and a boom
threshold of 1.25, the start date of the most recent credit boom was 2006, peak date was 2007, and
end date was 2009.

Conclusion to Research Question #1

Both the GVL and Mendoza methodologies confirm that shortly after the promulgation of the National
Credit Act a credit boom began, which peaked in 2007.

Furthermore, in 1980, the LDFC Act of 1968 was amended to work in coordination with the new Credit
Agreements Act of 1980. Both of these Acts have been highly complicated pieces of legislation in South
Africa’s history, which would explain the breakdown in the legislative framework that preceded the
credit boom around 1984.
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Figure 10. Deviation of Logged Real Credit Per Capita from 1965 to 2013
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3.3 Determinants of Credit Growth in South Africa

Guo & Stepanyan (2011) analysed credit growth determinants in 38 countries from 2002 to 2010 to (i)
identify the main drivers of credit booms, pre-2008 U.S. financial crisis, and what contributed to the
post crisis bust; (ii) examine if booms and busts are independent events or if they are caused by the
same underlying factors; and (iii) investigate why there were considerable regional differences in terms
of credit growth before and after the crisis. The study identified both macroeconomic demand and
supply side factors that affect credit growth, with a focus on supply side.

This study follows the Guo & Stepanyan (2011) methodology and adds to it by employing the method of
Ranciere, Tornell, & Westermann (2006), which used dummy variables to measure the effects of
financial liberalisation and financial crisis. This study adds in two dummy variables to measure the
effects of the 2005 National Credit Act and the 2008 U.S. financial crisis. The National Credit Act dummy
variable turns on from the 1% quarter 2005 to the 2" quarter of 2014. The 2008 financial crisis dummy
is turned on from the 1% quarter of 2008 to the 2™ quarter of 2010, when GDP growth appeared to
recover in South Africa.

Equation 3. Benchmark Credit Growth Regression based on Guo and Stepanyan (2011)
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The variables in the above equation are described in Table 4. Table of Regression Variables and their
Definitions and the results for the credit growth equation for South Africa is shown in Table 5.
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Table 4. Table of Regression Variables and their Definitions

Mnemonic

Expected
Sign

Definition

61 QWQe 00

dependent
variable

quarterly growth in domestic credit extended to the private sector

YDRQ€

0Qn £'0IE0;0

share of deposits in total credit to the private sector, lagged fg
quarters; Captures supply impact of increase in deposits, weighted
quarterly growth in deposits

quarterly growth in deposits

XL 1T QQE G QD

0¢€eil Q WD W OO

share of liabilities to norresidents in total credit to the private sector|
lagged four quarters Captures supply impact of increase foreign
deposits(liabilities) , weighted by quarterly growth irforeign deposits

quarterly growth of foreign liabilities

h

Inflation; if coefficient is close to 1, then explains growth in reatdit
growth

o

real GDP growth, lagged one quarteto avoid reverse causality
captured demand

0Qn £l O

deposit rate, lagged one quartercaptures theprice of money the
hypothesiseis that higher interest rates (tighter monetary policy)
translate into slower credit growth

"0QV6 EXW DD ¢ "RQ

quarterly change in the United States Federal Funds rasptures the
effect of global interest rates on domestic credit markgifsthe interest
rate is capturing the policy response, then itamld have a positive sign

00®OAGW

Dummy for 2005Q1 onwardo capture effect of NCAPositive if NCA
increase credit at the margin

"0Q¢ » &6 TN & W

Dummyfor 2008Q1 to 2010Q2expected to be negative

Notes:

1) Variables’ details, including their sources and definitions, can be found in Appendix Itl Credit Growth OLS
Regression, Summary Statistiegl Appendix IV: Credit Growth OLS Regression, Raw Blsdasee (Guo &
Stepanyan, 2011) for explanations. Quarterly data from the 4" quarter of 1993 to the 2" quarter of 2014, for a

total of 83 observations.

2) All macroeconomic time series variables were tested for a unit root using the Augmented Dickey Fuller Test™
and found to be I(0) at the 5% or 10% significance levels. See results in AppendixV: Credit Growth OLS
Regression, Testing for a Unit Root

** The unit root tests were done with a constant.
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Table 5. Credit Growth OLS Regression Results for South Africa from 1993Q4 to 2014Q2

Growth of nominal credit extended to the domestic
private sector: total loans and advances Dependent Variable: G_N_CEDPSTLA
Method: Least Squares
Date: 01/14/15 Time: 15:36
ISample (adjusted): 1993Q4 2014Q2
Included observations: 83 after adjustments
G_N_CEDPSTLA= C(1)+C(2)*((SHDEPO(-4))*G_N_TDR) +C(3)
F((SHFORLIA(-4))*G_N_TFL) +C(4)*INF +C(5)*G_R_GDP(-1) +C(6)
FDR(-1) +C(7)*CH_USEFFR +C(8)*NCA +C(9)*FIN_CRISIS
Coefficient Std. Error t-Statistic Prob.
Constant Q) -0.009308 0.007603 -1.224180  0.2248
Share of Deposits in Credit (lagged 4) Multiplied by,
Growth in Deposits C(2) 0.488561 0.063953 7.639363 0.0000
Share of Foreign Liabilities in Credit (lagged 4)
Multiplied by Growth in Foreign Liabilities cE) 0.215154 0.076745 2803492 0.0065
Inflation C(4) 0.177481 0.142942 1.241624  0.2183
Growth in Real GDP (lagged 1) (5) 0.220221 0.065817 3.345948  0.0013
Deposit Rate (lagged 1) C(6) 0.148403 0.057482 2581742  0.0118
Change in the US Federal Funds Rate ) 0.531728 0.315066 1.687673  0.0957
National Credit Act Dummy C(8) 0.010228 0.004322 2.366244  0.0206
Financial Crisis Dummy 9) -0.012486 0.005193 -2.404444  0.0187
R-squared 0.615962 Mean dependent var 0.030911
Adjusted R-squared  0.574445 S.D. dependent var 0.018324
S.E. of regression 0.011953  Akaike info criterion -5.913527
ISum squared resid 0.010573 Schwarz criterion -5.651243
Log likelihood 254.4114 Hannan-Quinn criter. -5.808156
F-statistic 14.83617 Durbin-Watson stat 1.831733
Prob(F-statistic) 0.000000

Source: Authors, using Eviews.

All of the variables except the constant, inflation, and the change in the U.S. Federal Funds rate are
statistically significant at the 5% level. Moreover, the R-squared value is relatively high and the Durbin
Watson stat is close to 2, meaning that there is only a small possibility of autocorrelation.

The coefficients of the macroeconomic variables represent the elasticities of the variable. For example,
a one percent increase in the domestic deposits variable will, on average, increase credit growth by
0.48% per quarter.

It appears that growth in domestic deposits, foreign liabilities and real GDP growth contribute the most
to growth in credit as these variables are the most statistically significant. These results follow our initial
hypothesis. Inflation, although not statistically significant,> appears to have some positive effect on
credit growth, but is not fully transmitted into credit demand as the coefficient is less than 1. The
deposit rate shows an unexpected positive relationship between interest rates and credit growth. As
explained in the previous section, this could represent the supply-side effect of higher interest rates
(more deposits in banks) or the countercyclical interest rate policy of the SARB. The change in the U.S.
Federal Funds rate variable, though not statistically significant, follows the same logic as the domestic
interest rate as previously explained. It is likely that the SARB raises interest rates in response to the
increase in the U.S. Federal Funds rate to stay competitive in attracting foreign funds.

Lastly, the dummy variables for the National Credit Act and 2008 U.S. financial crisis are significant with
the expected signs. The National Credit Act coefficient of 0.010, means that it was responsible for an
average 1% additional credit growth per quarter from 2005Q1 to 2014Q2, when aAverage quarterly

%> A regression coefficient may not be statistically different from zero owing to a large standard error rather than
the size of the coefficient, signifying a weak relationship in the data or possible outliers that raise the standard
error. We believe that the sign and level of the coefficient is still worthy of explanation in such cases.
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credit growth during this timeframe was 3%, meaning that the National Credit Act had a substantial
impact on credit growth.

The same rationale can be used to interpret the 2008 U.S. financial crisis dummy variable. The size of
the coefficient indicates that, on average, the financial crisis suppressed credit growth by an average of
1.2% for each quarter from 2008Q1 to 2010Q2.

To ensure the overall efficacy of the model, we conduct the Breusch-Godfrey Serial Correlation LM Test;
the Breusch-Pagan-Godfrey Heteroskedasticity Test; and the Histogram Normality Test to check the
conformity of the residuals. The results show that at the 5% level, there is strong evidence to suggest
that the OLS residuals are not serially correlated nor heteroskedastic, and are normally distributed. (See
AppendixVI: Credit Growth OLS Regression, Residual Diagnostics

In conclusion, the Guy and Stepanyan model produced a good fitting equation to explain nominal credit
growth in South Africa and found that the National Credit Act dummy variable was statistically
significant with a sizeable coefficient. We believe this supports the view that the legal institutional
framework created by the NCA facilitated the credit boom that followed.

3.4 Determinants of Credit Risk in South Africa

Generally when conducting an analysis of credit risk, the portion of nonperforming loans to overall
loans is regressed against such macroeconomic banking sector or microeconomic variables. This
approach presents a complication in the South African context because there is no existing measure for
nonperforming loans for the time period of this study.?® The SARB only began supplying monthly figures
for Nonperforming loans net of provisions to capitad Nonperforming loans to total gross loanaly
from January 2009.

We overcome this problem by following Havrylchyk (2010), who created a macroeconomic credit risk
model for the South African banking sector using Assets of Banking InstitutionSpecific provisions in
respect of loans and advancegainst total loans as a measure of NPLs. This study uses this measure as

a proxy for nonperforming loans. This banking provisions time series is divided by Banking Institutions:
Assets: Total Loans and Advandescreate a proxy for the ratio of nonperforming loans to overall
loans.

In this study, we create a model for credit risk (bad debt) in order to identify the impact of past credit
expansion, incorporating the independent macroeconomic variables that both Havrylchyk (2010) and
Fofack (2005) considered as determinants of credit risk (Equation 4). ). After careful examination, we
build our regression model following the Havrylchyk (2010) benchmark specification model using the
variables in Box 3.

Eauation 4. Benchmark Credit Risk Regression based on Havrvichvk (2010) and Fofack (2005)

61 QNVO 0 +| 00k 01 QA GL'Q«,Bmi ‘08 0 '0f Q1O 0'QF ¢
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2% South Africa’s migration from Basel | to Basel Il on 1 January 2008 necessitated a switch from GAAP to IFRS
accounting rules for banks, which further confuses the search for a NPL measure. From June 2008, the SARB
reports monthly data for the IFRS accounting measure impaired advances, the actual figure of NPL. There is no
GAAP equivalent.
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Box 3: Variable and Hypotheses

Bank provisionsas a portion of total loany F » g ‘ <) Thisis the dependent variable in this model that the
remaining independent variables below will be regressed against.

Real GDP growth rat¢ lb This independent variable is an important macroeconomic determinant of bank
performance and allows for controlling business cycle fluctuations (Mileris, 2012). It is hypothesised that a
negative relationship exists between real GDP growth and credit risk because an increase in GDP growth
translates into higher income for borrowers and improved debt servicing capacity, resulting in lower credit risk fof
banks (Pestova & Mamonov, 2012). Moreover, competitive pressure and optimism by banks about the
macroeconomic outlook may lead to a loosening of lending standards and stronger credit growth (Nkusu, 2011).
Similarly, contractlon periods are often followed by loan quality deterioration (Pestova & Mamonov, 2012).
Inflation (||- : iwls independent variable’s relationship with credit risk is unclear and may be either
positive or negatlve (Castro, 2013). Higher inflation can make debt servicing easier as the real value of outstanding
loans decline (Castro, 2013). However, it also weakens borrowers’ ability to service debt by reducing their real
income.

M2 as a portion of GDP”— - 'IFI T™his independent variable is used to approximate the monetary or financial
sector depth of the economy (Fofack 2005). A rising ratio M2 to GDP would indicate deepening financial markets.
In this regard, deeper financial markets could reduce credit risk or similarly reduce the potential for bad debt. It is
then expected that this variable will have a negative relationship with credit risk.

Interest rate spread k= «gg > gg Wisdndependent variable measures the difference between banks’ lending
rates and deposit rates, which influences banks’ profitability from charging interest to borrowers. Moreover,
Demirguc-Kunt & Huizinga (1998) found that this variable reflects bank characteristics, macroeconomic
conditions, explicit and implicit bank taxation, deposit insurance regulation, overall financial structure, and severa
underlying legal and institutional indicators. Figure 11 below shows that lending and deposit rates closely follow
the South African Treasury-bill rate; the spread is always positive but is affected by market conditions and the
stage of the policy rate cycle. An increasing spread may indicate profitability and optimism among banks, probabl
during economic booms; whereas a decreasing spread may indicate tightening margins during a downturn.
Because economic booms are related to less provisioning compared to downturns, it is expected that this variable
will have a negative impact on credit risk (bad loans and provisions).

Real interest rate (= = <y > g TYpially, this independent variable positively impacts credit risk as it increases
the debt burden of consumers (Castro, 2013). Therefore, rising interest rates should lead to a higher rate of non-
performing loans and vice versa (Castro, 2013). However, if the SARB imposes a countercyclical interest rate
policy, as noted in the previous section, this could create a negative relationship which reflects a ‘policy response’
Havrylchyk (2010) finds this opposite effect when regressing the dependent variable of overdue mortgages
provisions against the independent variable of the banker’s acceptance rate from 1994 to 2007, producing a
negative coefficient.

Lagged unemployment rateg(= ¢ V Iﬂ mMincrease in this independent variable should negatively affect
the cash flow streams of households, increase their debt burdens, and their ability to service their debts,
increasing subsequent credit risk. For firms, greater unemployment may signal a decrease in production due to a
drop in demand, which may lead to a decrease in revenues and difficulty in meeting debt service (Castro, 2013).
This variable is lagged by one period to account for the lagged effect. Thus, banks’ provisions would be expected
to increase in response to the effect of unemployment.

Change in real effective exchange ratg @ < g P Tﬂm'eal effective exchange rate is defined in terms of
foreign currency per domestic currency, so an increase represents an appreciation. An improvement in
international competitiveness of the domestic economy (appreciation) typically results in lower levels of non-
performing loans as the economy grows (Khemraj & Pasha, 2009). Thus, the impact of this independent variable
on credit risk is expected to be negative.

Lagged domestic credit provided by banks as a portion of G|PR: (Ve g B e o « [JCredit to the private
sector is expected to grow more rapidly in the periods preceding a crisis (Fofack, 2005). Thus, in this study, it is
necessary to lag this independent variable to measure a credit boom that affects a subsequent bust, or increase irj
credit risk. We observe from Figure 12 below that banking provisions to overall loa{i¢SPRLA2NATLA), the
dependent variable, and credit extended to the domestic private sector: total loans and advances to GDP
(NCEDPSTLA2NGDPY), the independent variable, follow the same general pattern by a six period lag, on average;
i.e. when credit extension increases and credit risk increases six periods later. This seems to capture the credit
boom and bust cycles in South Africa. The lag length may be linked to the average maturity of loans as well.
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Notes to Box 3:

1)

2)

The variables’ details, including their sources and definitions, can be found in Appendix VII: Credit Risk OLS
Regression, Summary Statistiesl Appendix VIII: Credit Risk OLS Regresston[Jata,and are summarized
below.

The model uses quarterly data from the 2" quarter of 2002 to the 2" quarter of 2014, a total of 49
observations. The dependent variable and eight independent macroeconomic variables for this model are

described below along with their a prioriexpected impacts.

Figure 11. South Africa’s Lending, Deposit, and 91-day Treasury Bill Rates from 1991Q3 to

2014Q2

South Africa's Lending Rate, Deposit Rate, 91-day T-Bill
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Source: South African Reserve Bank, Macroeconomic Statistics & IMF, Financial Statistics

Figure 12. Bank Provisions to Total Loans & Credit to GDP from 1991Q3 to 2014Q2

.030
/\/\/ff.ozs
Provisions | 020
9 -.015
e L .010
7 L .005
.6
Credit growth
5
O
94 96 98 00 02 04 06 08 10 12 14
’—NSPRLAZNATLA — NCEDPSTLAZNGDPY‘

Source: South African Reserve Bank, Macroeconomic Statistics

All macroeconomic time series variables are tested for a unit root using the Augmented Dickey Fuller
Test (See AppendixiX Credit Risk OLS Regression, Testing for a Uni}t. Rbbatriables, except for real
GDP growth, inflation, and the change in the real effective exchange rate contained a unit root at the
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5% or 10% testing levels.”’” This means that these variables are not stationary (probably have a trend,
either upward slopping or downward slopping), which may create spurious regression results if used.
However, the differences (or one-period change) of these variables were stationary, and can be used in
the model, which can be thought of as a dynamic model as opposed to a level model.?

The results for the OLS estimation of the equation (Equation 4) are shown in Table 6 and largely confirm
our a priori expectations. All variables except the constant, interest rate spread, real interest rate, and
inflation, are statistically significant at 5%. The R-squared value is relatively high considering the
dependent variable is a differenced (Nau, 2015) and the Durbin Watson statistic is above 1.5 (although
not as close to 2 as in the previous regression), meaning that there is a possibility of autocorrelation,
which will be tested in the diagnostic tests.

Two explanatory variables are significant at the 1% level. Real GDP growth is very significant and carries
a negative coefficient of -0.04, meaning that when GDP growth (i.e. income) rises by 1% in a given
quarter, the portion of banks provisions to total loans declines by 0.04%. We also note that as financial
deepening increases (M2 as a portion of GDP) by 1% in a given quarter, credit risk declines by .023%, as
expected. These may seem like very small coefficients, but given that the average change in the portion
of bank provisions to total loans from quarter to quarter (its difference) is 0.0046%, and its minimum
and maximum range is -0.22% to 0.50%, we conclude that these variables’ impacts have been
substantial.

Two explanatory variables are significant at the 5% level. The OLS regression provides strong evidence
that supports the argument that past credit growth, credit to GDP (lagged six periods), positively
influences the growth in credit risk: an increase in credit growth by 1% results in the portion of banks
provisions to total loans increases by .034% in the following six periods. Also, the regression estimates
that an increase in unemployment by 1% increases credit risk by .036% in the following quarter.

The change in the real effective exchange rate is significant at the 6% level, which we accept as
significant. Additionally, it carries the expected negative coefficient for credit risk, which suggests that
an appreciation of the real effective exchange rate decreases credit risk.

The interest rate spread and real interest rate, although statistically insignificant, follow our a priorisign
expectations. Inflation, also statistically insignificant, shows a positive coefficient, which indicates that
inflation increases the debt burden of borrowers.

To ensure the efficacy of the model, we conduct the Breusch-Godfrey Serial Correlation LM Test; the
White Heteroskedasticity Test; and the Histogram Normality Test to check the conformity of the
residuals to OLS assumptions. The results are presented in Appendix X: Credit risk OLS Regression,
Residual Diagnosticnd show that at the 5% level, there is strong evidence to suggest that the OLS
regression for credit risk is not serially correlated nor heteroskedastic, and is normally distributed. The
histogram shape does not obviously appear to be normally distributed, so a residual scatter plot is also
provided in the appendix, which shows that the residuals appear random.

In conclusion, we estimated an OLS regression for credit risk, following the studies and models by
Havrylchyk (2010) and Fofack (2005), and found that there is strong evidence to support the argument
that past credit growth positively influences the growth in nonperforming loans in South Africa (proxied
by bank provisions); thus confirming our third research question.

27 . o .
This regression was tested with a constant.
?® Finding the difference of a variable so that it can be used in a OLS regression is standard practice.
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Table 6. Credit Risk OLS Regression Results for South Africa from 2002Q2 to 2014Q2

Differenced, bank provisions to total loans|
and advances Dependent Variable: DNSPRLA2NATLA

Method: Least Squares

Date: 01/24/15 Time: 13:50

Sample: 2002Q2 2014Q2

Included observations: 49

DNSPRLA2NATLA = C(1) +C(2)* DNCEDPSTLA2NGDPY(-6) +C(3)*

DMTWO2NGDPY +C(4)*G_R_GDP +C(5)*DIRS +C(6)*DUNEM(-1)
+C(7)*DRIR +C(8)*INF +C(9)*REER
Coefficient  Std. Error t-Statistic Prob.

Constant C(1) 0.000149 0.000348 0.428355 0.6707
Differenced, Credit to GDP (lagged 6) C(2) 0.034381 0.015190 2.263395 0.0291
Growth in Real GDP C(3) -0.040291  0.014799 -2.722670 0.0095
Differenced, M2 to GDP C(4) -0.022749 0.008329 -2.731387 0.0093
Differenced, Interest Rate Spread C(5) -0.028403 0.058184 -0.488159 0.6281
Differenced, Unemployment C(6) 0.036160 0.015240 2.372735 0.0226
Differenced, Real Interest Rate C(7) -0.002878 0.015911 -0.180863 0.8574
Inflation C(8) 0.007569 0.020353 0.371907 0.7119
Change in Real Effective Exchange Rate C(9) -0.006389  0.003261 -1.959306 0.0571

R-squared 0.479561 Mean dependent var 4.64E-05

)Adjusted R-squared 0.375474 S.D. dependent var 0.001401

S.E. of regression 0.001107 Akaike info criterion -10.60926

Sum squared resid 4.91E-05 Schwarz criterion -10.26179

Log likelihood 268.9270 Hannan-Quinn criter. -10.47743

F-statistic 4.607279 Durbin-Watson stat 1.592503

Prob(F-statistic) 0.000486

Source: Authors, using Eviews.

3.5 Economic Analysis Conclusion and Caveats

Our empirical analysis shows that after the National Credit Act was established there was a credit boom
in South Africa, peaking in 2007 (Figure 7Figure 8, Figure 9Figure 10). This credit boom was mostly
comprised of growth in mortgages and ‘other loans and advances’, which incorporates unsecured
credit.

Our analysis of the determinants of credit growth supports the hypothesis that the National Credit Act
was a critical factor that helped create this credit boom.

From 2008 to 2010, the U.S. financial crisis suppressed credit growth substantially. In this same period,
unemployment increased while unsecured credit grew substantially — providing the case for distressed
borrowing and rising defaults.

There are two major growth periods of bank provisions for loans and advances from 2008 to 2010 and
from 2012 to 2014. The first can be attributed to the U.S. financial crisis, but the second resulted from
unsecured lending defaults — 25% of these loans were overdue by 120 days or more by 2013Q1.
Empirically, from 2002 to 2014, it is shown that credit booms increase credit risk in South Africa, six
quarters later (Table 6).
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It should be noted here, however, that there are some key limitations to the models and data used in
this economic analysis. Firstly, in regards to the Hodrick-Prescott filter, it has been widely criticised that
the estimated time series trend end-points data may be poorly estimated (Kaiser & Maravall, 2001).
However, the credit booms and busts that we analysed happened well outside of the end-points, so this
criticism should not pose a problem for our analysis.

Secondly, the dummy variables used in our second model are assumed to capture the impact of the
National Credit Act and the 2008 U.S. financial crisis. Dummy variables are always imperfect because we
turn them on and off at a precise time, when, in actuality, the determinants of the event may not be so
precise nor it the effect of the effect constant over the entire period. Thus the coefficient of the NCA
dummy captures some type of average effect of the NCA over the entire period from 2005 to 2014,
after accounting for all the other explanatory variables.

Finally, this model only used macro-level explanatory variables; using banking sector variables might
lead to some other conclusions. Nonetheless, we believe our model is robust and that other
microeconomic factors not considered in this study’s model may be captured in the macro-level
independent variables that were used

The biggest limitation in our last model for credit risk is that there is no published data for non-
performing loans provided by the SARB, so we utilised banking provisions as a proxy. This may not
provide an adequate representation of credit risk and default in the macroeconomy, which is an
unavoidable weaknesses in our model. However, it is the best, historical credit risk measure for South
Africa and we expect banking provisions to be tightly associated with nonperforming loans.

Given these limitations, we feel that there is sufficient to support our main conclusion: the National
Credit Act contributed to a credit growth in 2007 in South Africa, which led to a subsequent increase in
credit risk.

4 Conclusions and Policy Recommendations

The role of credit and interest in society has evolved from their biblical and philosophical roots to
modern-day mechanisms which are managed diligently by governments and banks across the world to
promote and defend economic growth. Moreover, protection frameworks have been around for
thousands of years and balance the need to protect consumers from reckless lending while allowing
investors to make a fair profit.

4.1 Conclusions

In the case study part of the paper, we tried to demonstrate that the NCA appears to be a robust
consumer protection framework and a huge improvement from prior legislation. The main purpose of
the Act is to expand credit to historically disadvantaged populations while enlisting protection and
financial education mechanisms that defend against and prevent reckless lending.

More recently, however, some academics have criticised the NCA legislation, highlighting: the Act’s
preference of credit expansion over the protection of consumers; loopholes in cumulative credit costs;
and interest rate regimes that creates risks and adverse effects. Interestingly, these criticisms recite the
same flaws in the credit market that were noted by the DTI’s consumer credit review, which initially
provided motivation for the NCA.

From the time the NCA was passed, massive growth in credit led to a boom, which peaked in 2007 and
then fell in the wake of the 2008 U.S. financial crisis. From the financial crisis, unemployment increased
while the labour force participation and employment absorption rates decreased — especially for low-
income black and coloured populations. This led to distressed unsecured credit borrowing by these
populations, which tripled from 2007 to 2012. By mid-2012, a massive jump in overdue payments of

34



unsecured borrowers and consumer over-indebtedness worried government officials in South Africa. In
November 2012, the “Ensuring Responsible Market Conduct for Bank Lending” agreement between the
Ministry of Finance and South Africa’s biggest banks tightened up unsecured lending and by early-2013
its growth began to decline.

However, by 2013, unsecured lending took up almost 12 percent of the total household gross debtors
book — close to triple its amount in 2007 — and overdue accounts of 120 days or more accounted for
25% of total outstanding unsecured credit, creating vulnerabilities for the banking sector.

On 6 August 2014, African Bank Limited, the country’s largest unsecured lender, went into curatorship
under the South African Reserve Bank as it claimed one out of every three of the loans on their books
were going into default. In response to this bank failure, the SARB and a consortium of South African
commercial banks contributed R17 billion to recapitalise and salvage ABL. This event, related to
unsecured credit, might be viewed as South Africa’s ‘subprime’ lending debacle.

After this more qualitative historical review of the NCA, we empirically examined its impact through
several econometric models to test three research questions:

Q1) After the promulgation of the National Credit Act, did credit lending in South Africa exceed its
normal trend to the degree of which it could be technically labelled a credit boom?

Q2) While accounting for other macroeconomic factors, did the National Credit Act significantly
contribute to the growth of credit from the time it was promulgated to the present?

Q3) While accounting for other macroeconomic factors, is high past credit growth a major
contributing factor to growth of current nonperforming loans in South Africa?

We examined the first research question by initially using an established Hodrick-Prescott filter
strategy, which clearly identified a credit boom around 2007. We then examined the second question
and were able to further verify the NCA’s contribution to this credit boom by developing a robust
econometric model for credit demand and finding a significant NCA dummy variable.

We then estimated a basic model for credit risk in South Africa, using banks’ provisioning as a proxy for
nonperforming loans. This model examined our third research question and identified past credit
growth as a significant factor in credit risk after taking other macroeconomic variables into account.

These basic models, which followed established methodology, confirmed with the policy analysis of
Part I, and strengthened our view that the NCA was an important contributing factor to the 2007 credit
boom and the subsequent 2013 unsecured credit bust.

Notwithstanding the criticisms of the weakness of the Act, it must be said that this Act did what it was
intended to do and did not operate within a vacuum. Simply, it has been proven throughout the world
that poor populations suffer the most in periods of economic decline. Thus, the mechanisms of the
National Credit Act, which sought to expand credit to historically disadvantaged populations so that
they may escape poverty, were the same mechanisms that allowed for consumers to become over-
indebted in times of distress, like the 2008 U.S. financial crisis. Karlan & Zinman (2010) even conducted
a randomised control trial studying unsecured lending in poor populations in South Africa from 2004 to
2007, a period of substantial economic growth, and found there was no evidence to suggest that there
was a negative net effect of expanding expensive credit to consumers and rather, “expanding credit
supply improves welfare.” (Karlan & Zinman, 2010)

4.2 Policy Implications

The fundamental dilemma remains of whether expanding credit to poorer, disadvantaged, less
educated populations raises overall social welfare if it creates a higher likelihood of credit defaults and
subsequent financial penalties for those borrowers.

Therefore, the remedy to this policy dilemma is no easy feat. Striking a balance in consumer credit
legislation which seeks to create economic development and opportunity for low-income workers while
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limiting business rigidities is the ultimate goal of policy makers, yet, immensely difficult to achieve. This
is especially true when trying to manage South Africa’s dual economy.

As an outgrowth of this study, we present five consumer credit policy recommendations that aim to
protect South African consumers and the macroeconomy during times of economic downturn. Firstly,
as noted in the 2001 Consumer Credit Review and criticisms by Shraten (2014) and Kelly-Louw (2008
and 2009), credit cost loopholes must be closed so that there is no opportunity for reckless lending and
consumers fully understand the ‘total cost’ of their loans. Allowing lenders to charge for initiation fees,
service fees, interest, and life-insurance policies, distorts the true cost of credit. Moreover, ‘loan
holidays’, which allow lenders to compound the already-high interest on unsecured loans, also hide the
true cost of a loan. To ensure there is no opportunity for lenders to hide the total cost of a loan, a
singular cost mechanism should be implemented.

The second policy recommendation is to unlink consumer credit interest rate caps from their direct
relationship with the SARB repurchase interest rate. As noted by Kelly-Louw (2008), lenders have
interpreted these caps as the recommended rates, rather than caps. Thus, an increase in the
repurchase rate, has substantial cost implications of consumers’ ability to make monthly loan
payments. Rather, credit interest rate caps could be determined by the Ministry of Finance, National
Credit Regulator, and South African banks. Meetings like the one in November 2012 between the
Ministry of Finance and South African banks, which agreed to the tightening of unsecured lending,
could be established on an annual or semi-annual basis where these entities agree on consumer credit
interest rate caps or a base rate for high risk borrowers. The problem with directly linking credit interest
rates to the repurchase rate, especially in South Africa’s current economic climate, is that an economic
downturn will be even more exacerbated by the fact that consumers will have an increased debt
burden and less disposable income to spend in the economy. Putting the high risk credit interest rate
level in the hands of the country’s main stakeholders will allow for more stability in the domestic
economy and less consumer distressed borrowing and indebtedness.

The third policy recommendation highlights the fact that there is no debt discharge mechanism within
the National Credit Act. As Shraten (2014) states, “Over-indebted citizens are not only excluded from
monetary exchange and lack incentives to earn money, they also lose the main resource that is
necessary for a democratic and constitutional state, i.e. trustworthiness.” Thus, a mixture of the current
debt counselling scheme, which helps to organise debts of consumers, and a debt discharge mechanism
should be considered so that consumers are able to re-enter the credit market and a “hollow economy”
is avoided.

The fourth policy recommendation concerns strengthening affordability assessment requirements by
lenders to ensure consumers are able to make future payments. The National Credit Act only requires
lenders to conduct an affordability assessment, but does not identify benchmarks to constitute a
consumer’s inability to afford a loan. Benchmarks such as the maximum loan size based on a
consumer’s monthly income or maximum payment amount based on consumers’ disposable income
and monthly expenses should be required. However, for this policy recommendation to work, it relies
on consumer honesty and financial literacy. Some progress has already made in this area with the
recently passed NCA amendment.

The fifth and last policy recommendation is to implement more thorough financial literacy campaigns
within South Africa. Given the well-known proverb by Sir Francis Bacon, “Knowledge is power”,
incorporating financial literacy components into schools while establishing benchmark goals of financial
literacy for the National Credit Regulator to achieve, can help lower the information asymmetries that
currently work in banks’ favour.

Finally, based on the inferences found in this study, future research is needed on the impact of credit
on poverty and vice versa in South Africa. Such research would provide greater insight into the
country’s credit cycles and its effect on poor populations and the macroeconomy.
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Appendix I: Total Cost of Un secured Credit Under the NCA

Max. Service Total Cost of Interest % Interest % Effective
LoanSize  Period Max.Interest Max Initiation Fee Fees Credit Repayment permonth peranum Interest%
2.2x R150 +10% of
repurchase = amountin excess of
rate +20%= 1000, max R1000 or R 50 per (Excluding  (Including | (Including (Cumalitive per
Rands Months 32.65% 15% of agreement month (TCOC) service fees) TCOC) TCOC) anum)
R 250.00 1 R 6.80 [ R 37.50 | R 50.00 | R 9430 | R -294.30| 37.72% 452.7% 4555.8%
R 500.00 1 R 1360 | R 75.00 [ R 50.00 | R 138.60 | R -588.60 | 27.72% 332.7% 1784.3%
R 750.00 2 R 40.81 (R 11250 (R 100.00 | R 25331 | R  -903.31| 16.89% 202.7% 550.5%
R 1000.00 2 R 54.42 | R 150.00 [ R 100.00 [ R 30442 | R -1204.42| 15.22% 182.7% 447.5%
R 1250.00 3 R 102.03 | R 175.00 R 150.00 | R 427.03| R -1527.03 | 11.39% 136.7% 264.8%
R 1500.00 3 R 122.44 | R 200.00 (R  150.00 | R 47244 R -1822.44| 10.50% 126.0% 231.3%
R 1750.00 4 R 190.46 | R 225.00 (R 200.00 | R 615.46 (R -2165.46 | 8.79% 105.5% 174.9%
R 2000.00 4 R 217.67 | R 250.00 | R 200.00 | R 667.67 | R -2467.67 8.35% 100.2% 161.7%
R 2250.00 5 R 306.09 [ R 275.00 (R 250.00| R 831.09|R -2831.09( 7.39% 88.7% 135.2%
R 2500.00 5 R 340.10 [ R 300.00 (R  250.00 | R 890.10 (R -3140.10( 7.12% 85.5% 128.3%
R 2750.00 6 R 44894 [ R 325.00 (R 300.00 | R 1073.94 R -3523.94( 6.51% 78.1% 113.1%
R 3000.00 6 R 489.75 [ R 350.00 (R 300.00 | R 1139.75|R -3839.75( 6.33% 76.0% 108.9%
R 3250.00 7 R 618.99 [ R 375.00 (R 350.00 | R 134399 R -4243.99( 5.91% 70.9% 99.1%
R 3500.00 7 R 666.60 [ R 400.00 |R  350.00 | R 1416.60| R -4566.60| 5.78% 69.4% 96.3%
R 3750.00 8 R 816.25 [ R 425.00 |R  400.00 [ R 1641.25|R -4991.25| 5.47% 65.7% 89.5%
R 4000.00 8 R 870.67 [ R 450.00 |R  400.00 [ R 1720.67 | R -5320.67 | 5.38% 64.5% 87.5%
R 4250.00 9 R 1040.72|R 475.00 |R  450.00 | R 1965.72|R -5765.72| 5.14% 61.7% 82.5%
R 4500.00 9 R 110194 (R 500.00 (R  450.00 | R 2051.94 R -6101.94( 5.07% 60.8% 81.0%
R 4750.00 10 R 129240(R 525.00 (R 500.00 | R 2317.40 R -6567.40 | 4.88% 58.5% 77.1%
R 5000.00 10 R 1360.42 (R 550.00 (R  500.00 | R 2410.42 (R -6910.42 4.82% 57.9% 75.9%
R 5250.00 11 R 1571.28|R 575.00 (R  550.00 | R 2696.28 | R -7396.28 | 4.67% 56.0% 72.9%
R 5500.00 11 R 1646.10R 600.00 (R  550.00 | R 2796.10 (R -7746.10 | 4.62% 55.5% 72.0%
R 5750.00 12 R 1877.38|R 625.00 (R  600.00 | R 3102.38 R -8252.38| 4.50% 54.0% 69.5%
R 6000.00 12 R 1959.00 (R 650.00 (R  600.00 | R 3209.00 [ R -8609.00 | 4.46% 53.5% 68.8%
R 6250.00 13 R 221068 |R 675.00 (R  650.00 | R 3535.68 R -9135.68| 4.35% 52.2% 66.7%
R 6500.00 13 R 2299.10(R 700.00 (R  650.00 | R 3649.10 [ R -9499.10( 4.32% 51.8% 66.1%
R 6750.00 14 R 2571.19(R 725.00 R 700.00 | R 3996.19 | R -10046.19 4.23% 50.7% 64.4%
R 7000.00 14 R 2666.42|R 750.00 (R  700.00 | R 4116.42 | R -10416.42 | 4.20% 50.4% 63.8%
R 7250.00 15 R 2958091 (R 775.00 R 750.00 | R 4483.91 | R -10983.91 4.12% 49.5% 62.4%
R 7500.00 15 R 3060.94 R 800.00 (R  750.00 | R 4610.94 [ R -11360.94  4.10% 49.2% 61.9%
R 7750.00 16 R 3373.83|R 825.00 (R 800.00 | R 4998.83 [ R-11948.83 | 4.03% 48.4% 60.7%
R 8000.00 16 R 348267 (R 850.00 (R  800.00 | R 5132.67 | R -12332.67 | 4.01% 48.1% 60.3%
R 8250.00 17 R 381597|R 875.00 (R 850.00 | R 5540.97 [ R -12940.97 [ 3.95% 47.4% 59.2%
R 8500.00 17 R 393160(R 900.00 (R  850.00 | R 5681.60 [ R -13331.60 | 3.93% 47.2% 58.8%
R 8750.00 18 R 428531|R 925.00 (R 900.00 | R 6110.31 [ R-13960.31 | 3.88% 46.6% 57.9%
R 9000.00 18 R 4407.75|R 950.00 (R  900.00 | R 6257.75 | R -14357.75 3.86% 46.4% 57.6%
R 9250.00 19 R 4781.86|R 975.00 (R 950.00 | R 6706.86 [ R -15006.86 [ 3.82% 45.8% 56.7%
R 9500.00 19 R 4911.10(R 1000.00 [R  950.00 | R 6861.10 | R -15411.10 | 3.80% 45.6% 56.5%
R 9750.00| 20 R 5305.63|R 1000.00 [R 1000.00| R 7305.63|R -16055.63| 3.75% 45.0% 55.5%
R 10000.00 | 20 R 544167 (R 1000.00 [R 1000.00 | R 7441.67 | R -16441.67 | 3.72% 44.7% 55.0%
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Appendix Il : Summary Statistics for HP Filter, South African Credit Boom Analysis

Variable

Source

Data Transformation

Measure

Mean

Standard
Deviation

Nominal Credit to GDP
All monetary institutions : Credit

i i c Portion in
extended to the domestic private|  SARB, Code:KBP1369 | y;:i4ed annual credit by GDP ) 05332 01050 | 0.3883 | 0.7904
sector: Total loans and advances Decimal
Gross domestic product at ma.rket SARB, Code: KBP6006
prices
Real Credit to Population
All monetary institutions : Credit
extended to the domestic private| SARB, Code: KBP1369 Used annual average of CPI to
sector: Total loans and advances deflate r.10m.| a.I credit to obt.aln Log.of 9.9843 0.3990 93487 | 107715
real credit, divided real creditby| Portion

CPI headline index numbers (Dec

StatsSA: CPI History:

2012 =100) 1960 Onwards population, logged the result
World Bank:
Annualpopulation of South Africa SP.POP.TOTL
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Appendix 111: Credit Growth OLS Regression, Summary Statistics

Expected Standard
Variable Source Data Transformation Measure Coefficient Sign Mean Deviation Min Max
Credit Growth
Al ot nstituti  Credit Used ending month of each Aste in
manetary institutions : Lredl qua rter for qua rterly figure, , 0.0309 00183 | -0.0089 | 00774
extended to the domestic private| SARB, Code: KBP1369 Decimal
y calcul ated growth [{it+1)/t)])-1]
cector: Total loans and advances
Share of Domestic Deposits in Credit
Banking institutions: Tota| deposits| o0 4o kgp1150 Used ending month of each
by residents )
- —— = qua rter for gua rterly figure,
All monetary |nsl|tut||:rr?5 : C.FE it SFeralm TovEais [ Erm -
extended to the domestic private| SARB, Code: KBP1369 _ Fasriiie 0.0342 0.0218 00146 | 00903
sector: Total loans and advances Decimal
Domestic Deposits Growth Rate Used ending month of each
Banking institutions: Tota| deposits SARE. Code: KBP1150 quarter for quarterly figure,
by residents 4 : calculated growth [{(t+1)/(t)}-1]
Share of Foreign Liabilities in Credit
Monetary sector liabil ities: Total q Used ending month of each
foreign liabilities 3ARB, Code: KBP1508 qua rter for quarterly figure,
All monetary institutions : Credit divided Foreign Liahilities by
extended to the domestic private| SARB, Code: KBP1369 Credit Fiatg " Positive 0.0043 0.0028 -0.0017 | 00149
sector: Total loans and advances Decimal
Domestic Deposits Growth Rate Used ending month of each
Monetary s ector liabil ities: Total . guarter for quarterly figure,
fareign liabilities SARB, Code: KBP1508 calcul ated growth [({t+1)/(t))-1]
Inflation Averaged three month CPI to find -
CPl headline index numbers (Dec| StatsSA: CPI History: | quarterly CPI, calculated growth o _E ml Positive 0.0155 0.0097 -0.0121 | 0.0424
ecima
2012 = 100) 1960 Onwards [{(t+1)/(t))-1]
Real GDP Growth ! )
Gross domestic product at market Defl ate nominal GDP by CP, Ratein Positive 0.0104 00211 | -0.0313 | 0.0579
prices SARB, Code: KBPEOOG calcul ated growth [{(t+1)/it))-1] | Decimal
Deposit Rate Rate in .
Mone . Positive 0.0963 0.0354 0.0509 0.1985
Interest Rates, Deposit Rate| IMF Financial Statistics Decimal
Change in US Federal Funds Rate Rate in
United States Ettective Federal Funds Found guarterly change (t+1)-(t) ) MNegative -0.0004 0.0047 -0.0165 | 0.0051
5t. Lous Federal Reserve Decimal

Rate
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Appendix 1V: Credit Growth OLS Regression, Raw Data

SARB Code: KBP1369

SARB Code: KBP1369

SARB Code: KBP1150

SARB Code: KBP1150

SARB Code: KBP1508

SARB Code: KBP1508

(n_cedpstla) All monetary
institutions : Credit extended
to the domestic private sector:

(g_n_cedpstla) All monetary
institutions : Credit extended to the
domestic private sector: Total loans

and advances quarterly growth

(n_tdr)Banking
institutions: Total

(g_n_tdr)Banking institutions:
Total deposits by residents

(n_tfl)Monetary sector
liabilities: Total foreign

(g_n_tfl)Monetary sector
liabilities: Total foreign
liabilities quarterly growth

Total loans and advances | [((t+1)/(t))-1] deposits by residents quarterly growth [((t+1)/(t))-1] liabilities [((t+1)/(t))-1]
R Millions Rate in decimal R Millions Rate in decimal R Millions Rate in decimal
StatsSA: CPI StatsSA: CPI IMF St. Lous St. Lous
History: 1960 History: 1960 SARB Code: SARB Code: Financial Federal Federal
Onwards Onwards KBP6006 KBP6006 SARB Code: KBP6006 Statistics Reserve Reserve
(cpi_q)CPI (g_r_gdp)Gross (useffr)
(inf)Quarterly headline index (r_gdp)Gross domestic product at United (ch_useffr)
growth calculated numbers (Dec (n_gdp)Gross domestic product | market prices deflated States United States 2008
from CPI headline 2012 = domestic at market prices by CPI (Dec 2012 = (dr)interest Effective Effective National Financial
index numbers 100)(Three product at deflated by CPI 100) quarterly growth Rates, Federal Federal Funds | Credit Act Crisis
(Dec 2012 =100) month average) market prices (Dec 2012 =100) [((t+1)/(t))-1] Deposit Rate Funds Rate Rate [(t+1)-(t)] Dummy Dummy
Ratein Ratein Ratein binary binary
Rate in decimal R Millions R Millions Rate in decimal decimal decimal decimal dummy dummy
Year/Quarter inf cpi_q n_gdp r_gdp g_r_gdp dr useffr ch_useffr nca fin_crisis
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Appendix V: Credit Growth OLS Regression, Testing for a Unit Root

gmented Dickey-Fuller Test

Null Hypothesis: Variable has a unit root
Exogenous: Constant
Lag Length: 0 (Automatic - based on SIC, maxlag=11)

Variable Symbol Data Transformation  Type of DF Test T-Stat P-Value 5% Critical Value  Tested @ 5% Level  10% Critical Value

Credit extended to the domestic private
sector: Total loans and advances quarterly
growth [((t+1)/(t))-1] (dg_n_cedpstla) |differenced With Intercept -15.06696 0.0001 -2.895512 Stationary
Share of Total Deposits by Residents to
Credit extended to the domestic private
sector: Total loans and advances , (shdepoxg) none With Intercept -6.113829 -2.895512 Stationary

multiplied by Credit extended to the
domestic private sector: Total loans and
advances (dshdepoxg) differenced With Intercept -8.536917 -2.897223 Stationary

(g_n_cedpstla) [none With Intercept -2.942864 0.0446 -2.895109 Stationary

Share of Total Foreign Liabilities to Credit
extended to the domestic private sector:  (shforliaxg) none With Intercept -8.839045 -2.895512 Stationary
Total loans and advances, multiplied by

growth of Total Foreign Liabilities

(dshforliaxg) differenced With Intercept -13.09145 0.0001 -2.896346 Stationary

Infaltion (inf) none With Intercept -5.818927 -2.895109 Stationary

(dinf) differenced With Intercept -10.17722 -2.895924 Stationary

Real GDP Growth Rate (g_r_gdp) nf)ne W!th Intercept -3.293593 0.0182 -2.895109 Stat!onary
(dg_r_gdp) differenced With Intercept -16.4533 0.0001 -2.896346 Stationary

Deposit Rate (dr) none With Intercept -2.990645 0.4324 -2.895109 Stationary
(ddr) differenced With Intercept -6.797925 -2.895512 Stationary

(ch_useffr) none With Intercept -4.8335 0.0001 -2.895109 Stationary

Fed Fund Rate Change (dch_useffr) differenced With Intercept -12.7033 0.0001 -2.895512 Stationary

-2.584738 Stationary
-2.584952 Stationary

-2.584952 Stationary

-2.585861 Stationary

-2.584952 Stationary

-2.585396 Stationary
-2.584738 Stationary
-2.585172 Stationary
-2.584738 Stationary
-2.585396 Stationary
-2.584738 Stationary
-2.584952 Stationary
-2.584738 Stationary
-2.584952 Stationary

48

Tested @ 10% Level




Appendix VI: Credit Growth OLS Regression, Residual
Diagnostics
Ho: The residuals are serially correlated

Breusch-Godfrey Serial Correlation LM Test:

F-statistic 0.319874 Prob. F(2,72) 0.7273
Obs*R-squared 0.730992 Prob. Chi-Square(2) 0.6939

Ho: The residuals are heteroskedastic

Heteroskedasticity Test: Breusch-Pagan-Godfrey

F-statistic 1.666907 Prob. F(10,72) 0.1055
Obs*R-squared 15.60333 Prob. Chi-Square(10) 0.1116

Ho: The residuals are not normally distributed

12
- - Series: Residuals
Sample 1993Q4 2014Q2
10 4 Observations 83
8 o Mean -2.03e-18
Median -0.000339
] Maximum 0.027795
6 - — — Minimum -0.035869
| Std. Dev. 0.011355
4 Skewness 0.044249
| Kurtosis 3.758092
2 Jarque-Bera  2.014600
W Probabilty  0.365204
0 [_1 T [ T T T ‘ T T T T ‘

-0.03 -0.02 -0.01 0.00 0.01 0.02 0.03
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Appendix VII: Credit Risk OLS Regression, Summary Statistics

Expected

Standard

VELELIE
Credit Risk

Assets of banking institutions: Specific

Source

Data Transformation

Used ending month of each

Measure

Coefficient Sign

Deviation

Gross domestic product at market
prices (current quarter summed with
previous three quarters

SARB, Code: KBP6006

divided credit by GDP

isi i - . uarter for quarterly figure, Portion in
provisions in re- spect of loans and| SARB, Code: KBP1123 q. ! q' ! y g ' 0.0229 0.0065 0.0099 0.0295
advances divided provisions by total Decimal
ing instituti . . loans and advances
Banking institutions: Assets: Total loans SARB, Code: KBP1166
and advances
GDP: Real Growth
Deflated it by CPI to find real Ratein
i figure, calculated growth . Negative 0.0105 0.0207 -0.0313 0.0579
Gross domestic product at market| SARB, Code: KBP1369 Decimal
) [((t+2)/(t))-1]
prices
Prices: Inflation Averaged three month CPI to find ) )
Ratein Negative or
CPI headline index numbers (Dec 2012 =| StatsSA: CPI History: quarterly CPI, calculated growth Decimal Positive 0.0143 0.0099 -0.0121 0.0424
100) 1960 Onwards [((t+1)/(t))-1]
Prices: M2/GDP
Monetary aggregates / Money supply:|  saRB, Code: KBP1373 Used ending month of each Pertem i
M2 quarter for quarterly figure, Decimal Negative 0.5900 0.0421 0.5107 0.6622
Gross domestic product at market divided M2 by GDP €cina
prices (current quarter summed with| SARB, Code: KBP6006
previous three quarters
Interest: Interest Rate Spread Ratein
Interest Rates, Lending Rate| IMF Financial Statistics | Lending rate minus depositrate Decimal Positive 0.0393 0.0074 0.0312 0.0577
Interest Rates, Deposit Rate|[ IMF Financial Statistics
Interest: Real Interest Rate
Discount rates on 91-day Treasury Bills| SARB Code, KBP1405 T-Bill rate from the ending week Rat'eln Positive 0.0620 0.0204 0.0348 0.1130
CPI headline index numbers (Dec 2012 =|  StatsSA: CPI History: of each quarter, deflated by CPI | Decimal
100) 1960 Onwards
Household : Unemployment Rate i Ratein "
. None, provided quarterly R Positive 0.2455 0.0193 0.2100 0.2930
Official unemployment rate| SARB, Code: KBP7019 Decimal
External: Change in Real Effective
Exchange Rate
i : Ratein
EealEiiealgetchanes r‘ate o2 -nd. None, provided quarterly ( i Negative 0.005 0.05 -0.12 0.14
Average for the period - 20 trading Decimal)
. SARB, Code: KBP5392
partners - Trade in manufactured goods
(1-term change)
Effect of past credit growth: Credit/GDP
All monetary institutions : Credit
extended to the domestic private sector:[ SARB, Code: KBP1369 Used ending month of each Portion in
Total loans and advances quarter for quarterly figure, Decimal Positive 0.6812 0.0792 0.5448 0.8108
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Appendix VIII: Credit Risk OLS Regression, Raw Data

SARB Code: KBP1123

SARB Code: KBP1124

SARB Code: KBP1365

SARB Code: KBP6006

SARB Code: KBP6006

SARB Code: KBP6006

SARB Code:
KBP6006

(n_sprla)Assets of
banking institutions:
Specific provisions in

re- spect of loans

(n_atla) Assets of
banking institutions:
Total deposits, loans

(n_cedpstla)All
monetary institutions :
Credit extended to the

domestic private
sector: Total loans and

(n_gdp)Gross domestic

(n_gdp_year)Gross
domestic product at
market prices
(current quarter
summed with
previous three

(r_gdp)Gross
domestic product at
market prices
deflated by CPI (Dec

(g_r_gdp)Gross
domestic
product at
market prices
deflated by CPI
(Dec 2012 = 100)
quarterly growth

and advances and advances advances product at market prices quarters) 2012 = 100) [((t+1)/(t))-1]
R Millions R Millions R Millions R Millions R Millions R Millions Rate in decimal
StatsSA: CPI StatsSA: CPI
IMF Financial IMF Financial SARB Code: History: 1960 History: 1960 SARB Code: SARB Code:
Statistics Statistics KBP7019 SARB Code: KBP1405W Onwards Onwards KBP5392 KBP1373
(reer) Real effective
exchange rate of the
(cpi_q)CPI (inf)Quarterly rand: Average for
headline index growth the period - 20
numbers (Dec calculated from trading partners -
(Ir)Interest (dr)Interest (unem)Official 2012 = CPl headline Tradein (mtwo)Monetary
Rates, Lending Rates, Deposit unemployment (nir)Discount rates on 91-day 100)(Three index numbers manufactured goods | aggregates/Money
Rate Rate rate Treasury Bills month average) | (Dec 2012 =100) (1 Term % Change) supply: M2
Rate in decimal Rate in decimal Rate in decimal Rate in decimal Rate in decimal Rate in decimal R Millions
Ir dr unem nir cpi_q inf reer mtwo
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Appendix 1X: Credit Risk OLS Regression, Testing for a Unit Root

Augmented Dickey-Fuller Test

Null Hypothesis: Variable has a unit root
Exogenous: Constant
Lag Length: 0 (Automatic - based on SIC, maxlag=11)

Variable Symbol Data Transformation Type of DF Test T-Stat P-Value 5% Critical Value Tested @ 5% Level  10% Critical Value Tested @ 10% Level
Bank Provisions over . . .
(nsprla2natla) none With Intercept -2.31733 0.1689 -2.894332 Non-Stationary -2.584325 Non-Stationary
Total Loans and
Advances (dnsprla2natla) differenced With Intercept -5.96248 -2.893956 Stationary -2.584126 Stationary
(g_r_gdp) none With Intercept -3.85044 0.0036 -2.894716 Stationary -2.584529 Stationary
Real GDP Growth Rate (dg_r_gdp) differenced With Intercept -7.41939 -2.896346 Stationary -2.585396 Stationary
(mtwo2ngdpy) none With Intercept -1.03073 0.7395 -2.893589 Non-Stationary -2.583931 Non-Stationary
M2 over Nominal GDP (dmtwo2ngdpy) differenced With Intercept -7.76317 -2.894332 Stationary -2.584325 Stationary
Nominal Credit over (ncedsptla2ngdpy) none With Intercept -1.54099 0.5084 -2.894332 Non-Stationary -2.584325 Non-Stationary
Nominal GDP (dncedsptla2ngdpy) differenced With Intercept -3.52365  0.0095 -2.894332 Stationary -2.584325 Stationary
(rir) none With Intercept -1.77713 0.3896 -2.893589 Non-Stationary -2.583931 Non-Stationary
Real Interest Rate  (drir) differenced With Intercept -11.6127 0.0001 -2.893956 Stationary -2.584126 Stationary
(unem) none With Intercept -2.24573 0.1922 -2.897678 Non-Stationary -2.586103 Non-Stationary
Unemployment (dunem) differenced With Intercept -9.36228 -2.898145 Stationary -2.586351 Stationary
(irs) none With Intercept -1.47242 0.5391 -2.922449 Non-Stationary -2.599224 Non-Stationary
Interest Rate Spread  (dirs) differenced With Intercept -8.65999 -2.922449 Stationary -2.599224 Stationary
(inf) none With Intercept -3.98852 0.0031 -2.922449 Stationary -2.599224 Stationary
Infaltion (dinf) differenced With Intercept -10.1772 -2.895924 Stationary -2.585172 Stationary
Real Effective (reer) none With Intercept -6.88871 -2.922449 Stationary -2.599224 Stationary
Exchange Rate (dreer) differenced With Intercept -10.0402 -2.922449 Stationary -2.599224 Stationary
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Appendix X: Credit Risk OLS Regression, Residual
Diagnostics
Ho: The residuals are serially correlated

Breusch-Godfrey Serial Correlation LM Test:

0.1968
0.1173

F-statistic 1.594956 Prob. F(4,36)

Obs*R-squared 7.376420 Prob. Chi-Square(4)

Ho: The residuals are heteroskedastic

Heteroskedasticity Test: White

F-statistic 1.365179 Prob. F(44,4) 0.4253
Obs*R-squared 45.94075 Prob. Chi-Square(44) 0.3917
Scaled explained SS 16.69165 Prob. Chi-Square(44) 0.9999

Ho: The residuals are not normally distributed

Series: Residuals
7 — Sample 2002Q2 2014Q2
Observations 49
6
Mean 8.85e-21
54 — = = Median -0.000101
Maximum 0.002135
44 — Minimum -0.002137
Std. Dev. 0.001011
3 — Skewness -0.043822
Kurtosis 2.090444
2 ||
Jarque-Bera  1.704738
14 ﬂ ] H Probability 0.426404
0 I p— -
-0.002 -0.001 0.000 0.001 0.002
RESID
.003
.002 4 °
oo1d ° . . o ° T
000 ’ ° . o’ .
-.001 o o Lo
-.002 - i
-oo03 +nH—nr—"r—+—+—-r+r—r—r—r-r—r—"r-r—r—"—r—Tr—r——r—r—r—
02 03 04 05 06 07 08 09 10 11 12 13 14
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Appendix Xl : The Rise and Fall of
African Bank Limited (ABL)

African Bank was started in 1975 after it took the NAFCOC ten years to raise R1 million worth of capital
to fund the bank (Ndzamela, 2014). After more than twenty years of operation, the bank struggled to
maintain adequate levels of capital, was put under curatorship, and then bought by Theta Group in
1998, which changed its name to African Bank Investments Limited (Republic of South Africa's
Competition Tribunal, 2004).%° Black ownership diminished and the bank’s serving interest shifted.
"When we started African Bank we started it as a savings and loan institution. The new people who took
it over did not see the need for blacks to save” Dr. Sam Motsuenyane, founding chairman of African
Bank and former president of NAFCOC, mentions in his 2011 autobiography A Testament of Hopé&They
saw us black people as borrowing people. Savings are very important."

Theta Group was started by Leon Kirkinis who had been involved in a consortium of retail lending and
equity fund institutions since the mid-1980s.>° (Porteous & Hazelhurst, 2004). Kirkinis took the role of
CEO of ABIL in 1998, disposing the ‘old’ bank’s non-core assets and business activities. Kirkinis explained,
“We needed a banking licence and we loved that brand, but we didn’t want the assets and bought only
the shell.” (Porteous & Hazelhurst, 2004)

By 2000, ABIL had over one million customers, a debtor’s book of R3.7 billion, after tax profits of R500
million, employed over 5,000 people, and market capitalisation of R2.25 billion (African Bank
Investments Limited, 2000). In 2002, ABIL purchased failed bank Saambou’s personal loan book for
R1.06 billion; in 2007, it purchased the entirety of the mining sector bank Teba for R288 million; and in
2008, it purchased the furniture company Ellerines for 9.85 billion in hopes to establish in-store loan
kiosks. In 2011, Moody’s awarded ABIL top credit ratings, giving praise to the organisation’s “historically
good profitability, efficiency and capitalisation metrics.” (African Bank Investments Limited, 2014b) From
2007 to 2012, the bank raised over R15.45 billion*! to provide unsecured loans to consumers and at the
beginning of 2012 the bank had market capitalisation of R26.5billion.

However, the bank’s growth trajectory reversed after the Marikana Massacre and the widespread
defaults of unsecured borrowers by late 2012. The NCR even imposed a R300 million fine on the bank in
February 2013 after an investigation found that one of its branches was manipulating consumer
affordability assessments. ABIL’s share price dropped 62% from December 2012 to December 2013
Moreover, the purchase of Ellerines proved to be a mistake as the furniture retailer took a R4.6 billion
loss in 2013 and a R800 million write-down in the first month of 2014. In May 2014, ABIL posted a loss of
R4.38 billion and Moody’s rated ABIL’s senior debt and deposits to junk status (Bonorchis & Spillane,
2014). In June 2014, its share price hit R750 and its market capitalisation dropped to R11.2 billion.

With ABL carrying 40 percent of the market share of unsecured loans and a continual increase in
unsecured loan defaults, its demise was eminent (Moneyweb, 2012). On 6 August 2014, ABL was taken
into curatorship by the South African Reserve Bank, with assistance from a consortium of other banks,
which contributed a total of R17 billion to ABL’s R43 billion in impairments (Times Live, 2014).

Currently, the SARB plans to reorganise ABL’s debt and management, and then re-open the company on
the Johannesburg Stock Exchange around mid-2015. However, this process has been delayed several
times as the SARB has continually come to grasp with the extent to which ABL’s debt books are damaged
(African Bank Investments Limited, 2014a).

%% African Bank Investments Limited is the holding company for African Bank Limited, which was put under
curatorship.
0 Including Boabab Solid Growth, Hollard Holdings, King Finance, CashBank, Altfin, Boland Financial Services, and
Unity Financial Services
*! Calculated by author from examining ABIL’s press releases from 2007 to 2012
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