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Aavas Financiers

Rating: Avoid | Price Band: Rs818-821

Valuations leave little room for negative surprise

Aavas Financiers Ltd (Aavas) is a play on affordable housing finance with
loan portfolio of Rs 43,591 mn. Aavas was promoted by AU Small Finance
Bank (SFB) but is now controlled by private equity (PE) companies, namely;
Kedaara Capital and Partners Group. Aavas operates 165 branches across 8
western/northern states with focus on small towns. It has ATS of ~ Rs 0.86
mn for housing loans with 85% being individual loans.

Aavas has strong business momentum (65% disbursements/78% loan growth
in FY14-FY18) with greater thrust on operational efficiency, strong credit
quality marked by in-house business sourcing, wider usage of analytics, risk
management and collection framework with resultant GNPA at mere 0.5%
(Q1FY19). Such superior metrics have led to ratings upgrade from
BBB+(FY14)to A+(FY18) resulting into cost of funds (CoF) decline from 12.3%
(FY14) to 8.6% (Q1FY19). However, at trailing book and upper price band (Rs
821), P/E of 52x, P/B of 5.0x and post infusion at 4.1x P/B (FY19), valuations
stand at a significant premium vis-a-vis peer set (quality HFCs trading at ~3x)
pricing in all the positives. Further, elevated CAR at 61%, challenging market
conditions, coupled with higher valuations entail greater risk to sustenance
of high growth and improved RoE’s. Although long term prospects look
positive, valuations are stretched and leave scope for negative surprise.
AVOID.

® Niche positioning and strong operational framework — key strengths:
Unique positioning between nationalized banks and money lenders, Aavas
engages in serving self-employed customers (64% of loans) having limited
access to formal credit (36% of loans to new to credit customers) with majority
of credit being extended towards single unit properties (end-user is occupant).
Without compromising on asset quality (GNPA:0.5%) and maintaining superior
asset-liability management underpinned by cost effective long term funding,
Aavas has succeeded in maintaining robust business momentum (65%
disbursements/78% loan growth) over past 4 years.

" Geographic concentration — a key concern: With close to 50% loan mix
concentrated in Rajasthan region and continued deeper penetration plans
would retain this high mix. Going by the peer-set experiences (Tamil Nadu,
Karnataka regions) and challenging market environment, Aavas’ business is
prone to geographic concentration risks in near to medium term.

" High capitalization; expensive valuations deterrent: High capital adequacy
(61%) will not only depress RoE in near term (current RoE at 11%) but elevated
valuations would require high growth to improve ratios and justify valuations.
Market conditions are challenging with high interest rates, bond yields volatility
and anemic property market. Although technological driven processes (data
analytics for onboarding customers, risk management, collection framework),
regional expansion and stepping-up leverage signal bettering operational
efficiencies in long term, valuations leave little scope for a negative surprise.
AVOID.
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Aavas Financiers Ltd- valuations leave little room for
negative surprise

Incorporated as a subsidiary of Au SFB in Feb’11 for providing housing finance in
rural and semi-urban areas, Aavas Financiers (erstwhile Au Housing Finance Ltd)
started its operations in Mar'12 and is headquartered in Jaipur, Rajasthan. Erstwhile
promoted by AU Small Finance Bank (SFB) (today holds 7.2%), now promoted by
private equity (PE) companies, namely; Kedaara Capital (51.8% holding) and
Partners Group (35.2%), Aavas Financiers is a retail, affordable housing finance
company with loan book of Rs 43.6bn.

With thrust on providing housing loans (85%: individual housing loans and 22.4%
mortgage loans including LAP) predominantly in smaller towns, Aavas operates off
165 branches across 8 western/northern states (Rajasthan, Maharashtra, Madhya
Pradesh, Gujarat, Chhattisgarh, Haryana, Delhi and Uttar Pradesh) with ATS of ~
Rs 0.86 mn. Company follows the contiguous expansion of geographic footprint
and network of branches.

Unigue positioning between nationalized banks and money lenders, Aavas
engages in serving self-employed customers (64% of loans) having limited access
to formal credit (36% of loans to new to credit customers) with majority of credit
being extended towards single unit properties (end-user is occupant). Being a
customer-centric organization, the active customer retention rate of 57%. With 68%
of the business happening in first 3 weeks as against 30% industry average, the
company endeavors in providing effective customer experience matching HDFC
standards in Tier 1l/lll towns. Almost 60% of the loan portfolio stands extended to
customers with earnings below Rs 50,000 per month with customer acquisition run-
rate per months standing at 2500 with 10,000 files being sourced each month.

Core Business Strategy:

®  Foray in new states — no growth targets in first 18 months

®  Creation of risk structure before creating business structure in a new
geography

"  Low ticket lending, low LTV, no change in current business mix

Robust collections framework and huge dependency on data analytics (60 people
tech team, 10 member analytics team) in turn has enabled to build prediction loss
model and also aided reduction in TAT (54% of loan cases today have TAT lesser
than 10 days). The company has also engaged with rating agencies to develop
rating score card model. Aavas lays greater focus on soft bucket than 90 dpd+
bucket since inception.

Effective ALM management holds the key as the company expects to maintain
positive ALM over next 5 years supported by robust liability management (cost
effective long term funding). With ratings upgrade in place, the average cost of
borrowings stood at 8.6% (FY18) as against higher levels of 12.3% (FY14). This
coupled with superior asset quality and growth have led to 2.5% RoOA sustenance
with spread maintenance at ~5% since past 7 years.
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Key risks to business:

With Rajasthan accounting for 46% of overall loans (Mar'18) (48% as on March 31,
2017), reflects geographical concentration risks and with further penetration plan
in place, the mix should remain higher. Said that, Aavas aims to diversify and move
off the home turf post capital infusion.

With 64% of the portfolio comprising of low to middle income self-employed group
(earning <%s 50,000/month), it stands vulnerable to credit cycles. However, low
LTV (45-50%) with secured lending (self-occupied residential properties), low ticket
size (Rs 8.6 lakhs), in-house sourcing model with adequate risk management tools,
portfolio monitoring systems/ SARFAESI and improved analytical systems should
be able to limit credit losses. Still, soft bucket movement need to be closely
watched.

Higher capitalization (61.8% post infusion of Rs. 4.41 bn by PE/management in
FY18) and low gearing (2.4x) have depressed RoEs to 11.2% (FY18) from higher
levels of 21.5% (FY16) and 15% (FY17). The company aims to step-up gearing to
5x-6x, improve customer profile, diversify across geographies which can further
boost ratings (3 rating approvals in last 2 years).

Exhibit 1: Issue Details

Launch Date 25th September 2018
R o th B R B th
Issue Period 2O(;)lesnlng Date: 25"September, 2018; Closing Date: 27"September,
Issuer Aavas Financiers Ltd.
Net Offer Rs 17.28-17.34 bn
Price Band Rs 818 —821
Offer Structure @ Upper Band @Lower Band
(No. of shares in 2114 21.12
mn)
Fresh Issue 4.89 4.87
Offer for Sale (Rs 16.25
mn)

Source: RHP, PL

AU SFB sold its stake in Aavas Financiers to Kedaara Capital and Partners Group
in June'l6 on conversion into small finance bank.

Exhibit 2: Change in Shareholding Pattern

Pre-Offer Post-Offer
Lake District (Promoter) 47.8% 33.6%
ESCL (Promoter) 23.2% 16.3%
Master Fund (Promoter Group) 10.2% 7.2%
Kedaara AlF-1 1.3% 0.9%
Sushil Kumar Agarwal 5.6% 4.1%
Vivek Vig 1.0% 0.8%
Source: RHP, PL
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Key Management Personnel

Exhibit 3: Management Details

Member Designation

Details

Sushil Kumar Agarwal ~ Whole time Director/CEO

Ghanshyam Rawat CFO

Associated with Aavas since its incorporation in 2011, Sushil Kumar Agarwal, a qualified
chartered accountant, company secretary was previously associated with Au SFB as its
Business Head — SME & Mortgages. Mr. Agarwal has previously worked with ICICI Bank
Ltd, Kotak Mahindra Primus Limited and has over 17 years of experience in the retail
financial services space

Mr. Rawat was appointed as the Chief Financial Officer with effect from June 1, 2014 and he
presently heads finance and treasury; accounts; internal audit; compliance; budget and
analytics departments. A bachelor in commerce from the Rajasthan University, Mr Rawat is
a fellow member of the Institute of Chartered Accountants of India. He has been previously
associated with First Blue Home Finance Ltd, Accenture India Private Ltd and Deutsche
Postbank Home Finance Ltd.

Source: Company, PL
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AAVAS Financiers in Charts

Exhibit 4: Geographic concentration risks persist

Exhibit 5: Healthy business traction record

Geography % of overall branch n/w % of overall loans -
; | —8— | oan growth (%) Disbursement growth (%) |
Rajasthan 43.4 46.6
Guijarat 16.3 16.7 140 4 1289
Maharashtra 20.5 19.3 120 + 107.5 993
MP 14.5 9.9 100 A
Delhi 1.2 4.4 80 A 91.8 95.6 60.3
Haryana 1.8 11 60 - 51.2
UP 0.6 1.8 J
Chhattisgarh 1.8 0.2 0 s 474
attisgar o o !
9 20 1 325
Source: Company, PL 0 T T T ]
FY14 FY15 FY16 FY17 FY18
Source: Company, PL
Exhibit 6: Stronger margin profile Exhibit 7: Liability mix supportive of effective ALM
FYl4  FY15 FY16  FY17  FY18 Workin
3 Subordinated it |g
Yield on loans (%) 18.1 16.5 15.1 14.7 14.0 debt Cf“jl'o/a
. 0
Cost of funds (%) 12.3 11.4 10.5 9.6 8.7 NHB 3.7% r
NIM (%) 67 68 61 66 13 Refinance
Spreads (%) 5.9 5.1 4.6 5.1 5.3

Source: Company, PL

Exhibit 8: Pristine asset quality, credit costs to be watched

NCDs
14.3%

Bank Term
Loans

64.1%

Source: Company, PL

Exhibit 9: Higher CAR and low leverage depress RoE

FY14 FY15 FY16 FY17 FY18 QIFY19 CAR (%) Leverage (x) ROE (%)

GNPA (%) 022 052 055 079 034 0.50 FY16 FY17 FY18 FY16 FY17 FY18 FY16 FY17 FY18
NNPA (%) 019 043 042 060 0.26 0.38  Aavas 275 468 615 84 54 38 215 148 112
PCR (%) 156 184 233 240 228  Gruh 17.8 184 188 137 122 11.7 31.0 30.0 29.0
(Co/zeg][tACSiAf? 0.2 04 03 0.4 01 02 Repco 206 209 230 80 80 7.6 176 181 175
S = - CanFin 207 185 191 124 125 11.7 17.8 21.9 22.3
ource- .ompany, PNBHFC 127 21.6 16.6 107 87 7.6 17.0 150 14.0

Source: Company, PL
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Financials

Exhibit 10: Income Statement (Rs mn)

Y/e March FY14 FY15 FY16 FY17 FY18
Net Interest Income 203 429 756 1,275 2,044
Other Income 39 81 184 352 638
Net Income 242 510 940 1,627 2,682
Growth % 110.7 84.3 73.1 64.8
Operating expenses 138 197 405 673 1,245
Growth % 42.8 105.6 66.2 85.0
Pre Provision Profit 104 313 535 954 1,437
Provisions 10 23 36 78 19
Profit Before Tax 94 290 499 876 1,418
Tax Expense: 31 99 172 304 488
Tax Rate (%) 33.0 34.1 34.5 34.7 34.4
PAT 63 191 327 572 930
Growth (%) 203.2 71.2 74.9 62.6
Source: Company, PL
Exhibit 11: Balance Sheet (Rs mn)
Y/e March FY14 FY15 FY16 FY17 FY18
Equity 299 329 384 582 692
Reserves 255 685 1,654 5,082 10,293
Net worth 554 1,014 2,038 5,664 10,985
Deposits - 1 2 3 4
Borrowings 3,544 7,042 14,468 17,934 25,958
Total Liabilities 4,098 8,057 16,508 23,598 36,944
Cash & Bank 23 111 2,349 2,758 5,650
Investments - - - 8 141
Loans 4,062 8,283 14,545 21,328 31,724
Others 13 -337 -388 -496 -571
Total Assets 4,098 8,057 16,508 23,598 36,944
Source: Company, PL
Exhibit 12: Key Ratios & Valuation
Y/e March FY14 FY15 FY16 FY17 FY18
Key Ratios (%)
NIM 6.7 6.8 6.1 6.6 7.3
GNPA 0.22 0.52 0.55 0.79 0.34
NNPA 0.19 0.43 0.42 0.6 0.26
RoA 15 3.0 2.6 2.7 3.0
RoE 114 24.3 215 14.8 11.2
Other Key data
EPS 2.0 55 8.2 11.1 15.9
BVPS 17.8 29.4 51.2 110.1 187.5
DPS 0.0 0.0 0.0 0.0 0.0
Valuations (@ upper band Rs 821)
PER 402.6 148.1 99.5 74.0 51.8
P/BV 46.0 27.9 16.1 7.5 4.5
Source: Company, PL
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PL’s Recommendation Nomenclature

Buy : Over 10% Outperformance to Sensex over 12-months
Hold : -5% to 10% Outperformance to Sensex over 12-months
Sell : >-5% Underperformance to Sensex over 12-months
Not Rated (NR) . No specific call on the stock

Under Review (UR) : Rating likely to change shortly
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ANALYST CERTIFICATION
(Indian Clients)

We/l, Ms. Shweta Daptardar- MBA-Finance Research Analysts, authors and the names subscribed to this report, hereby certify that all of the views expressed in this report, hereby
certify that all of the views expressed in this research report accurately reflect our views about the subject issuer(s) or securities. We also certify that no part of our compensation was,
is, or will be directly or indirectly related to the specific recommendation(s) or view(s) in this report.

(US Clients)

The research analysts, with respect to each issuer and its securities covered by them in this research report, certify that: All of the views expressed in this research report accurately
reflect his or her or their personal views about all of the issuers and their securities; and No part of his or her or their compensation was, is or will be directly related to the specific
recommendation or views expressed in this research report.

DISCLAIMER
Indian Clients

Prabhudas Lilladher Pvt. Ltd, Mumbai, India (hereinafter referred to as “PL") is engaged in the business of Stock Broking, Portfolio Manager, Depository Participant and distribution for
third party financial products. PL is a subsidiary of Prabhudas Lilladher Advisory Services Pvt Ltd. which has its various subsidiaries engaged in business of commodity broking,
investment banking, financial services (margin funding) and distribution of third party financial/other products, details in respect of which are available at www.plindia.com.

This document has been prepared by the Research Division of PL and is meant for use by the recipient only as information and is not for circulation. This document is not to be reported
or copied or made available to others without prior permission of PL. It should not be considered or taken as an offer to sell or a solicitation to buy or sell any security.

The information contained in this report has been obtained from sources that are considered to be reliable. However, PL has not independently verified the accuracy or completeness
of the same. Neither PL nor any of its affiliates, its directors or its employees accepts any responsibility of whatsoever nature for the information, statements and opinion given, made
available or expressed herein or for any omission therein.

Recipients of this report should be aware that past performance is not necessarily a guide to future performance and value of investments can go down as well. The suitability or
otherwise of any investments will depend upon the recipient's particular circumstances and, in case of doubt, advice should be sought from an independent expert/advisor.

Either PL or its affiliates or its directors or its employees or its representatives or its clients or their relatives may have position(s), make market, act as principal or engage in transactions
of securities of companies referred to in this report and they may have used the research material prior to publication.

PL may from time to time solicit or perform investment banking or other services for any company mentioned in this document.

PL is in the process of applying for certificate of registration as Research Analyst under Securities and Exchange Board of India (Research Analysts) Regulations, 2014
PL submits that no material disciplinary action has been taken on us by any Regulatory Authority impacting Equity Research Analysis activities.

PL or its research analysts or its associates or his relatives do not have any financial interest in the subject company.

PL or its research analysts or its associates or his relatives do not have actual/beneficial ownership of one per cent or more securities of the subject company at the end of the month
immediately preceding the date of publication of the research report.

PL or its research analysts or its associates or his relatives do not have any material conflict of interest at the time of publication of the research report.
PL or its associates might have received compensation from the subject company in the past twelve months.

PL or its associates might have managed or co-managed public offering of securities for the subject company in the past twelve months or mandated by the subject company for any
other assignment in the past twelve months.

PL or its associates might have received any compensation for investment banking or merchant banking or brokerage services from the subject company in the past twelve months.

PL or its associates might have received any compensation for products or services other than investment banking or merchant banking or brokerage services from the subject
company in the past twelve months

PL or its associates might have received any compensation or other benefits from the subject company or third party in connection with the research report.

PL encourages independence in research report preparation and strives to minimize conflict in preparation of research report. PL or its analysts did not receive any compensation or
other benefits from the subject Company or third party in connection with the preparation of the research report. PL or its Research Analysts do not have any material conflict of interest
at the time of publication of this report.

It is confirmed that Ms. Shweta Daptardar- MBA-Finance Research Analysts of this report have not received any compensation from the companies mentioned in the report in the
preceding twelve months

Compensation of our Research Analysts is not based on any specific merchant banking, investment banking or brokerage service transactions.

The Research analysts for this report certifies that all of the views expressed in this report accurately reflect his or her personal views about the subject company or companies and its
or their securities, and no part of his or her compensation was, is or will be, directly or indirectly related to specific recommendations or views expressed in this report.

The research analysts for this report has not served as an officer, director or employee of the subject company PL or its research analysts have not engaged in market making activity
for the subject company

Our sales people, traders, and other professionals or affiliates may provide oral or written market commentary or trading strategies to our clients that reflect opinions that are contrary
to the opinions expressed herein, and our proprietary trading and investing businesses may make investment decisions that are inconsistent with the recommendations expressed
herein. In reviewing these materials, you should be aware that any or all o the foregoing, among other things, may give rise to real or potential conflicts of interest.

PL and its associates, their directors and employees may (a) from time to time, have a long or short position in, and buy or sell the securities of the subject company or (b) be engaged
in any other transaction involving such securities and earn brokerage or other compensation or act as a market maker in the financial instruments of the subject company or act as an
advisor or lender/borrower to the subject company or may have any other potential conflict of interests with respect to any recommendation and other related information and opinions.

US Clients

This research report is a product of Prabhudas Lilladher Pvt. Ltd., which is the employer of the research analyst(s) who has prepared the research report. The research analyst(s)
preparing the research report is/are resident outside the United States (U.S.) and are not associated persons of any U.S. regulated broker-dealer and therefore the analyst(s) is/are
not subject to supervision by a U.S. broker-dealer, and is/are not required to satisfy the regulatory licensing requirements of FINRA or required to otherwise comply with U.S. rules or
regulations regarding, among other things, communications with a subject company, public appearances and trading securities held by a research analyst account.

This report is intended for distribution by Prabhudas Lilladher Pvt. Ltd. only to "Major Institutional Investors" as defined by Rule 15a-6(b)(4) of the U.S. Securities and Exchange Act,
1934 (the Exchange Act) and interpretations thereof by U.S. Securities and Exchange Commission (SEC) in reliance on Rule 15a 6(a)(2). If the recipient of this report is not a Major
Institutional Investor as specified above, then it should not act upon this report and return the same to the sender. Further, this report may not be copied, duplicated and/or transmitted
onward to any U.S. person, which is not the Major Institutional Investor.

In reliance on the exemption from registration provided by Rule 15a-6 of the Exchange Act and interpretations thereof by the SEC in order to conduct certain business with Major
Institutional Investors, Prabhudas Lilladher Pvt. Ltd. has entered into an agreement with a U.S. registered broker-dealer, Marco Polo Securities Inc. ("Marco Polo").

Transactions in securities discussed in this research report should be effected through Marco Polo or another U.S. registered broker dealer.

Prabhudas Lilladher Pvt. Ltd.
3rd Floor, Sadhana House, 570, P. B. Marg, Worli, Mumbai-400 018, India | Tel: (91 22) 6632 2222 Fax: (91 22) 6632 2209
www.plindia.com | Bloomberg Research Page: PRLD <GO>
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