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Lower funding costs should support margin
stability over the medium term

B Letshego reported H1 19 net attributable profit of BWP328mn, down
1% yoy, which is line with its trading statement forecast. Higher operating
expenses, increased loan impairment charges and a higher effective tax
rate (up by 2.2ppts to 39.6%) drove the decrease in profits.

B Letshego has several key executive vacancies, including the CEO,
COO, CFO and CRO roles. During its earnings call, it announced that the
recruitment process for these roles has advanced considerably and should
be concluded by Q4. Dumisani Ndebele serves as Interim CEO.

B Update on board composition. The company also announced on the
earnings call that four new Independent Non-Executive Directors (INEDs)
will join the Board, subject to NBFIRA approval. The new INEDs (whose
names were not revealed, due to regulatory constraints) are specialists in
the fields of fintech, financial services and risk management.

B Strategy update. The group remains committed to strengthening its risk
management, increasing cost efficiencies, improving asset quality and
reducing the effective tax rate in H2. Letshego has no appetite for new
acquisitions and hinted at discontinuing services that are unprofitable.

B Changes to forecasts. After incorporating FY 18 and H1 19 figures into
our models, we have lowered our loan growth forecast (down by c5% in
2021 and 2022) due to management’s emphasis on asset quality over
asset growth. Falling interest rates in Botswana, Mozambique, Nigeria and
Ghana necessitated a downward review of our asset yield forecasts (-3ppts
in 2020 and -5ppts in 2022). We also forecast higher deposit growth (up by
10% yoy in 2020 and 2021) as Letshego attracts more retail deposits,
which should support lower funding costs over the medium term.

B Valuation. Using a dividend discount model, we assume a 17% cost of
equity and a 6% terminal growth rate; our mid-cycle ROTE estimate is 17%.

Letshego PE PB ROE DY
2019f 2.8 0.5 17.2% 10.7%
2020f 2.5 0.4 17.4% 12.2%

B Risks to our valuation. Downside: A faster-than-expected deterioration in
asset quality; and/or lower-than-expected deposit growth (which could
result in higher cost of funds). Upside: Quicker-than-expected growth in fee
income from the diversification of non-funded income-generating activities.

This report has been commissioned by Letshego Holdings and independently
prepared and issued by Tellimer for publication. All information used in the
publication of this report has been compiled from information provided to us by
Letshego and publicly available sources that are believed to be reliable,
however we do not guarantee the accuracy or completeness of this report.
Opinions contained in this report represent those of the research department of
Tellimer at the time of publication. The sponsor has had no editorial input into
the content of the note, and Tellimer’s fees are not contingent on the sponsor’s
approval of the research.

Recommendations and opinions in this report, unless otherwise stated, are based on a combination of discounted cash flow analysis, ratio analysis, industry knowledge, logical extrapolations,
peer group analysis and company specific and market technical elements (events affecting both the financial and operational profile of the company). Forecasting of company sales and
earnings are based on segmented top-bottom models using subjective views of relevant future market developments. In addition, company guidance and financial guidance is taken in to
account where applicable. This report is on a stock under “active coverage”. All prices provided within this research report are taken from the close of business on the day prior to the issue
date unless explicitly stated. Please see disclosures on the last page of this report.
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Results commentary

Letshego reported H1 19 net attributable profit of BWP328mn, down by 1%
yoy but in line with its trading-statement forecast. The decrease in profits was
a result of higher operating expenses and loan impairment charges, which
offset the improvement in total operating income. Also, net interest income rose
by 5% yoy, driven by 12% yoy growth in loans. The group’s cost/income ratio
increased by 1.6ppts to 41.2% in light of a 10% rise in operating expenses and
the effective tax rate rose by 2.2ppts to 39%, which led to a 2% yoy dip in PAT.

Borrowings and accounting treatment pressure margins. The net interest
income/total assets ratio contracted due to a sharp rise in cost of funds, on the
back of changes to Letshego’s accounting treatment of its informal loans.
Although the company does not bear the full credit risk on these loans, it is
required to show the full effect interest expense of these assets. As the
company shifts its focus to retail deposits going forward (30% deposits in H1
19), we expect to see a moderation in the cost of funds over the medium term.

Asset quality continues to deteriorate. The group’s NPL ratio inched up by
20bps to 7.3% against end-18. Management highlighted that asset quality will
be a focus going forward, particularly for Ghana (c50% of its loan book is
informal), which was a significant contributor to the weakness in asset quality.
However, the three largest markets (Botswana, Namibia and Mozambique)
which account for 65% of the loan book, have much better NPL ratios, at c5%.

Improved credit risk costs and provisions coverage. The credit impairment
charge rose by 8% yoy, and the cost of risk improved by 10bps yoy to 2.5%.
Provisions coverage rose to 109% from 95% in H1 18.

Table 1: Cost of impairment

FY 15 FY 16 FY 17 HY 18 HY 19
Formal 2.1% 2.3% 1.8% 2.2% 1.4%
MSE 4.3% 7.7% 10.4% 3.3% 3.2%
Informal 13.0% 20.2%
Group 2.3% 2.8% 3.1% 2.6% 2.5%

Source: Company presentation

Cost/income ratio came in higher, at 41.2% (versus 39.6% in H1 18), as a
6% yoy increase in operating income was offset by a 10% increase in operating
expenses (driven by a 21% increase in general and admin expenses).

Dividend payout ratio halved to 25%. Management citied liquidity constraints
(cash balances dropped by 47%, attributable to deposits coming off) as well
prudent management of debt/equity levels. However, due to the recent share
price reduction, the dividend yield came in at 8% (down from 14% in H1 18).
Management, though, noted that this policy could be reviewed soon.

The group maintained ample capital levels, with a capital adequacy ratio
of 38% and a debt/equity ratio of 110%. The group will have to comply with
new capital requirements in Mozambique (to be phased over 2018-20), Nigeria
(effective April 2020) and Tanzania. Management expects the capital ratio to
remain in the 30-35% range over the next few years.

Letshego has diversified its funding base by introducing new funding lines
and extending the tenure of existing debt instruments over the past two years.
However, there is an upcoming debt instrument maturity of BWP1,440mn (30%
of total borrowings) between 2020 and 2021, which could hinder Letshego’s
liquidity in the medium term.

Management has hinted at an in-depth tax review in Botswana,
Mozambique, Namibia and Tanzania. On the back of this, Letshego expects
the full-year effective tax rate to trend lower to c40% (39.6% in H1 19).
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¥  Net loan growth supported by Ghana. Group net loans grew by 12% yoy
(16% in local currency). On a segment basis, Ghana (which accounts for 10%
of loan book) had the most impressive growth — up by 54% yoy. This growth
was mostly from informal loans, which rose from 26% to 50% of Ghana’s loan
book. Similarly, Eswatini, Uganda and Mozambique, jointly accounting for 25%
of loan book, recorded loan growth within the 18-24% yoy range. These loans
were driven by formal “deduction at source” loans to civil servants, which

account for c90% of their joint loan book.

Table 2: Loan book analysis

Breakdown of H1 19 loan book

H1 18 FY 18

Botswana 29% 28%
Kenya 8% 8%
Lesotho 5% 4%
Mozambique 14% 14%
Namibia 23% 20%
Nigeria 1% 1%
Rwanda 0% 1%
Eswatini 5% 5%
Tanzania 6% 6%
Uganda 4% 4%
Ghana 7% 11%
Total 8,022 9,541

H1 19

28%
6%
4%

15%

22%
1%
0%
5%
4%
4%
9%

9,116

Deduction
at source

99%
25%
100%
100%
100%
60%
3%
100%
68%
64%
52%
87%

MSE

1%
75%
40%
97%

32%
36%
1%
9%

Informal

47%
4%

Source: Company presentation

B Deposits, on the other hand, contracted by 21% yoy, as Letshego is shifting
from its traditionally large corporate deposits into retail deposits (currently, 30%
of deposits). We see potential for lower funding costs as a result of this shift

into retail deposits.

Table 3: Letshego H1 19 results summary

BWPmMn H118 yoy H1 19
Income statement

Net interest income 991 2,064 5% 1,037
Total operating income 1,156 2,362 6% 1,220
Operating expenses 458 980 10% 503
Pre-provision profit 698 1,382 3% 717
Loan impairment charge 108 361 8% 117
Net profit 370 510 -2% 364
Profit attributable to shareholders 331 439 -1% 328
Balance sheet

Net loans 8,136 8,699 12% 9,116
Deposits 387 498 -21% 306
Total assets 9,759 10,656 7% 10,394
Ratios

Net interest income margin 21.18% 21.04% 19.70%
Cost/income ratio 39.6% 41.5% 41.2%
Cost of credit risk 2.47% 3.79% 2.33%
NPLs/loans 7.03% 7.10% 7.30%
Provision coverage 101% 124% 126%
ROTE 17.0% 11.4% 16.9%
ROA 7.08% 4.47% 6.23%

Source: Company financials, Tellimer Research
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Valuation

Key assumptions

Relative to the peer group, the shares trade at a 119% PE discount and a 147% PB
discount. We believe market pricing, which recently tanked, is reflective of investors’
concerns around the management changes. We think that a 17% cost of equity and
a 6% terminal growth rate is appropriate given the business’s geographical mix. Our
mid-cycle ROTE estimate is 17%.

Table 3: Peer comparison

Company Ticker Country Mkt cap ADV 2019 2019 2019 2019
(US$mn)  (us$ 000s) PE PB ROE DY
Letshego Holdings LETSHEGO BG Botswana 166 1 2.8 0.5 17.2 11%
Tellimer frontier peers
BRAC Bank BRAC BD Bangladesh 841 885 11.3 1.71 16.3% 0.0%
Credit Agricole CIEB EY Egypt 849 475 6.9 2.04 31.4% 9.4%
Equity Group EQBNK KN Kenya 1,386 866 6.2 1.22 21.2% 5.8%
Zenith Bank ZENITH NL Nigeria 1,501 1,761 3.0 0.61 20.9% 17.3%
Bank Alfalah BAFL PA Pakistan 448 361 5.1 0.80 16.6% 7.6%
Hatton National HNB SL Sri Lanka 440 167 7.2 0.61 8.3% 4.9%
Tellimer frontier comps median 841 475 6.2 11 16.6% 4.9%

Source: Tellimer Research
Risks to our valuation

We identify the following downside risks: a faster-than-expected deterioration in
asset quality, which could cause the NPL ratio to increase and, possibly, higher net
impairment charges, which could lower profits; and lower-than-expected deposit
growth, which could result in higher borrowings and cost of funds. On the upside,
we could see faster-than-expected growth in fee income. Currently, fee income is
driven by credit insurance commissions, which are linked to loans; management
has hinted at growing its traditionally non-funded income over the medium term.

Changes in our forecasts

B Lower loan growth. During the H1 19 call, management emphasised it would
focus on improving asset quality in light of the deterioration in the NPL ratio.
Based on this we have lowered our loan growth forecasts to 10% yoy in 2020
and 2021.

B Reduction in borrowing costs. Recent rate cuts in Botswana, Mozambique,
Nigeria and Ghana should bring about a reduction in borrowing costs.
Therefore, we have lowered our cost of funds forecast by 40bps in 2020.

" Lower fee income. Currently, credit insurance tied to loans accounts for c40%
of fee income. In response to our lower loan growth expectations, we have also
lowered our fee income forecasts.

B Deposit growth. We have lowered our deposit growth forecasts, although
deposits should continue to increase (up by 10% yoy in 2020 and 2021) as
Letshego attracts cheaper retail deposits.

Table 3: Forecast changes in summary

2019 forecast 2020 forecast 2021 forecast
New Old Change New Old  Change New Old Change
EPS 0.321 0.408 21% 0.366 0.464 -21% 0.392 0.527 -26%
DPS 0.096 0.204 -53% 0.110 0.232 -53% 0.117 0.263 -55%
BPS 1.980 2.229 -11% 2.238 2.465 -9% 2,517 2.736 -8%

Source: Tellimer Research
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Table 4: Updated forecasts

BWPmMn 2018 2019 2020 2021 2022 2023
Income statement

Net interest income 2,064 6% 2,196 5% 2,295 8% 2,476 6% 2,626 10% 2,896
Net fee income 31 25% 38 20% 46 20% 55 15% 64 15% 73
Other operating income 298 16% 346 13% 391 11% 434 11% 480 11% 532
Total operating income 2,362 8% 2,542 6% 2,686 8% 2,910 7% 3,106 10% 3,427
Operating expenses 980 8% 1,058 8% 1,143 8% 1,237 8% 1,338 8% 1,448
Pre-provision profit 1,382 7% 1,483 4% 1,543 9% 1,674 6% 1,769 12% 1,980
Loan loss provision 361 -42% 209 -12% 184 26% 233 % 249 8% 269
Net operating profit 1,021 25% 1,274 7% 1,359 6% 1,441 5% 1,520 13% 1,711
Pre-tax profit 1,021 25% 1,274 7% 1,359 6% 1,441 5% 1,520 13% 1,711
Net attributable profit 439 56% 686 13% 773 6% 823 9% 900 14% 1,023
Balance sheet

Net loans 8,699 14% 9,877 11% 10,959 10% 12,069 10% 13,322 10% 14,709
Interest-earning assets 8,752 13% 9,933 11% 11,018 10% 12,131 10% 13,387 10% 14,778
Total assets 10,656 10% 11,722 10% 12,894 9% 14,055 9% 15,319 7% 16,392
Total deposits 498 -20% 398 10% 438 10% 482 10% 530 10% 583
Total interest-bearing liabilities 5,827 -1% 5,760 5% 6,067 5% 6,393 6% 6,792 6% 7,224
Shareholders' funds 3,758 12% 4,204 12% 4,704 11% 5,239 10% 5,784 11% 6,409
Per share data

EPS 0.20 0.57 0.32 0.14 0.37 0.07 0.39 0.11 0.43 15% 0.50
BVPS 1.75 13% 1.98 13% 2.24 12% 2.52 12% 281 12% 3.14
DPS 0.10 -6% 0.10 14% 0.11 7% 0.12 29% 0.15 15% 0.17
Ratios

Revenue generation

Net interest income margin 21.0% 19.6% 18.6% 18.4% 17.9% 18.3%
Revenues/assets 21.4% 20.0% 19.0% 18.8% 18.3% 18.7%
Gross asset yields 32.8% 31.6% 29.0% 28.0% 26.5% 26.0%
Gross funding costs 13.0% 13.1% 12.5% 12.2% 11.4% 10.9%
Operating efficiency

Cost/income 41.5% 41.6% 42.6% 42.5% 43.1% 42.2%
Risk management

NPLs/gross loans 7.10% 7.20% 6.20% 5.82% 5.77% 5.40%
Loan provisions/NPLs 124% 117% 123% 129% 124% 126%
Profitability

ROA 4.47% 6.13% 6.28% 6.10% 6.13% 6.45%
ROE 11.4% 17.2% 17.4% 16.5% 16.3% 16.8%
ROTE 11.9% 17.9% 18.0% 17.1% 16.8% 17.2%
Effective tax rate 50% 40% 37% 37% 35% 35%
Dividend payout ratio 50% 30% 30% 30% 35% 35%
Liquidity and solvency

Debt equity 142% 128% 120% 113% 108% 104%
Shareholders’ equity/assets 35.3% 35.9% 36.5% 37.3% 37.8% 39.1%
CAR 33.0% 37.0% 38.0% 40.0% 38.0% 38.0%

Source: Tellimer Research
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