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AU Small Finance Bank
Al set on growth path

Banks & Finance Sharekhan code: AUBANK Company Update

Summary

¢ AU Small Finance Bank (AUSFB) had front-loaded provisions (on a proforma basis); and
going forward, we expect a strengthened balance sheet and healthier asset-quality book
(compared to pre-COVID levels), which make it well placed for growth in FY2022E and
FY2023E.

¢ The bank expects credit cost to normalise from Q4FY2021; collection efficiency has
improved across most segments; restructuring book is expected to be at ¥1.5% of total by
Q4FY2021 and is manageable.

+ Asalarge part of the loan book is secured (98%) and collections are improving, we find the
stock attractive as it has a long growth runway.

¢ AUSFB trades at 5.7x/4.6x its FY2022E/FY2023E ABPVS; We maintain Buy with a revised
PT of Rs. 1,260.

AU Small Finance Bank (AUSFB) had front-loaded provisions (on a proforma basis).
Going forward, we expect a strengthened balance sheet and healthier asset-
quality book (compared to pre-COVID levels), which make it well placed for growth
in FY2022E and FY2023E. During the recent quarter, growth momentum and
incremental spreads improved, which augur well. AUM at Rs. 33,222 crore grew by
11% y-o-y and V9% g-o-q, with AUM spreads stable at 7.6% and incremental spreads
improving to 8.1%. Demand normalised in most segments in Q3FY2021 and the
bank expects Q4FY2021 to be better. Retail deposits (CASA + retail term deposits)
are now at 55% of deposits versus 43% in Q3FY2020; CASA ratio is at 22% versus
16% in Q3FY2020. Reported GNPA/NNPA for Q3FY2021 improved to 0.99%/0.24%
from 1.54%/0.45% in Q2FY2021. Collection efficiency has normalised across most
segments. The bank has currently done restructuring of 0.8% of gross advances,
overall to reach 1.5% by Q4FY2021. In Q3FY2021, the bank restructured Rs. 251
crore (0.8% of gross advances), mainly in the bus, taxi (within wheels), schools,
and apparels (within SBL). The bank has indicated that total restructured advances
should stabilise at “1.5% of gross advances, including fresh restructuring that the
bank may undertake in Q4FY2021. Proforma GNPA and NNPA was 3.3% and 1.3%,
respectively. The bank has created additional provisions for these accounts. The
bank is currently carrying Rs. 733 crore (72% coverage) on proforma GNPA and Rs.
48 crore on restructured assets (19% coverage). The bank indicated that current
provisioning levels were adequate and expects credit costs to normalise from
Q4FY2021. We have tweaked our target multiples to pre-COVID levels, in light of
improved outlook. We maintain Buy on the stock with a revised price target (PT) of
Rs. 1,260.

Our Call

Valuation — At the CMP, AUSFB is available at 5.7x/4.6x its FY2022E/FY2023E ABPVS.
We believe AUSFB is likely to sustain its premium valuations due to its strong asset-
quality mix, superior return ratios, a long runway for growth, along with high promoter
ownership. As the bank moves ahead to become a full-scale retail focused bank, we
expect ROA/ROE to improve to 2%/20% in FY2023E from 1.8%/17.9% in FY2020, which
will support valuations. We expect normalisation in asset quality along with improving
collection efficiency from FY2022E. Given the secured nature of its lending book
(98% of the loan book is secured), improving collection, conservative underwriting
mechanism, efficient risk management capabilities, and long runway for growth, we
find the stock attractive. We have tweaked our target multiples to pre-COVID levels, in
light of the improved outlook. We maintain Buy with a revised PT of Rs. 1,260.

Key Risks

A prolonged delay in pick-up in economic activity will affect growth and profitability
of the bank. Further, the bank has high exposure to the informal/SME segments, which
may be vulnerable if economic recovery is delayed.

Valuation Rs cr

Net Interest Income 1,342.6 1,908.9 2,448.9 2,822.5 305.8
PPOP 7219 1197.2 1,683.2 2146.3 2,5801
PAT 381.8 674.8 915.0 1,244.9 1,552.2
EPS (Rs.) 13.2 22.8 301 40.9 51.0
ABVPS (Rs.) 92.6 126.2 150.0 190.0 238.8
P/E (x) 82.8 478 36.2 26.6 21.3
P/ABVPS (x) 1.8 8.6 7.3 57 4.6
ROE (%) 14.0 17.9 17.4 19.3 19.5
ROA (%) 1.5 1.8 17 1.9 19
Source: Company, Sharekhan estimates
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Outlook and Valuation

B Sector view - Long-term positive outlook for SFBs

While financial inclusion (in terms of deposits, bank channels, and services accessibility) has reached a
significant penetration level in India, we believe credit delivery and accessibility still lag for the non-salaried
as well as non-urban centre clients. Therefore, there exists a large market that can be effectively catered
to by special entities such as SFBs. We believe SFBs have a structural advantage of access to low-cost
retail deposits (and opportunity for asset growth as well) compared to NBFCs, which will enable them to
sustain margins and have sustainable growth. We believe the largely underpenetrated market segment is an
attractive space with a large headroom for growth.

B Company outlook - Strong fundamentals, improving outlook

AUSFB has had a long and successful history (since it was an NBFC and now as a bank) in credit underwriting
quality, mainly in the under/un-banked self-employed customer segment that lacks formal income
documentation. AUSFB is predominantly present in underpenetrated states such as Rajasthan and Madhya
Pradesh (Y42% and 16% of its AUM, respectively), which have significantly low credit and deposit penetration.
We believe AUSFB’s presence in these states provides the bank a competitive edge to pursue growth, along
with its niche customer profile with low competition from peer banks and NBFCs. We believe business outlook
is improving with disbursements normalising and CASA improving sharply to 22% of deposits. Improving
collection efficiency trends are encouraging. We expect FY2022 to record normalised growth, helped by
revival in credit offtake and lower credit cost burden.

B Valuation - Maintain Buy with a revised PT of Rs. 1,260

Valuation — At the CMP, AUSFB is available at 5.7x/4.6x its FY2022E/FY2023E ABPVS. We believe AUSFB
is likely to sustain its premium valuations due to its strong asset-quality mix, superior return ratios, a long
runway for growth, along with high promoter ownership. As the bank moves ahead to become a full-scale
retail focused bank, we expect ROA/ROE to improve to 2%/20% in FY2023E from 1.8%/17.9% in FY2020, which
will support valuations. We expect normalisation in asset quality along with improving collection efficiency
from FY2022E. Given the secured nature of its lending book (98% of the loan book is secured), improving
collection, conservative underwriting mechanism, efficient risk management capabilities, and long runway for
growth, we find the stock attractive. We have tweaked our target multiples to pre-COVID levels, in light of the
improved outlook. We maintain our Buy rating with a revised PT of Rs. 1,260.
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Peer Comparison

! P/BV (x) P/E (x) RoA (%) RoE (%)
Particulars

FY21E| FY22E| FY21E| FY22E| FY21E| FY22E| FY21E| FY22E
AU Smalll Finance Bank 1,091 73 57 36.3 26.6 17 1.9 17.4 19.3
HDFC bank 1616 2.8 26 26.9 233 1.9 2.0 15 121

Source: Company, Bloomberg, Sharekhan Research
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About company

AUSFB is a small finance bank that transitioned from a prominent, retail-focused non-banking finance
company (NBFC), which primarily served low and middle-income individuals and businesses that have limited
or no access to formal banking and finance channels. AUSFB received a license from the Reserve Bank of
India (RBI) to set up an SFB on December 20, 2016, and commenced its SFB operations from April 19, 2017.
The bank’s liability product offerings include current accounts, savings accounts, term deposits, recurring
deposits, and collections and payments solutions for MSME and SME customers. The bank aims to be a
retail-focused and preferred trusted SFB, offering integrated and tailored solutions to its customers. At the
end of FY2020, AUSFB had total AUM of Rs. 30,893 crore, spread across vehicle finance, SME, MSME, and
other high-yielding products (including OD against FDs, gold loans, and personal loans etc.). At the end of
Q2FY2021, the bank operates through 686 branches, with 63% of its branches in the rural and semi-urban
areas. Rajasthan, Maharashtra, Madhya Pradesh, and Gujarat are the key geographies from where AUSFB
sources 72% of its AUM and 68% of its total deposits.

Investment theme

AUSFB has expanded and strengthened its business model to offer a diverse suite of banking products and
services by leveraging its asset-based lending strengths, NBFC customer base, and cost-efficient, technology-
driven hub-and-spoke branch operating model to successfully operate its small finance bank. In addition to its
vehicle finance, MSME, and SME offerings, the bank’s asset product offerings include working capital facilities,
gold loans, agriculture-related term loans, Kisan credit cards for farmers, and loans against securities. The
liability franchise has shaped up well with deposits presently forming ~“70% of the total borrowings. Of the
same, deposits are dominated by retail deposits, forming “43% of the mix and low-cost CASA deposits form
14.5% of the deposit base.

Key Risks

A prolonged delay in pick-up in economic activity will affect growth and profitability of the bank. Further, the
bank has high exposure to the informal/SME segments, which may be vulnerable if economic recovery is
delayed.

Additional Data

Key management personnel

Mr.Sanjay Agarwal Managing Director/CEO
Mr.Uttam Tibrewal Whole Time Director

Mr. Vimal Jain Chief Financial Officer
Mr.Deepak Jain Chief Operating Officer

Source: Bloomberg

Top 10 shareholders

Sr. No. Holder Name Holding (%)
1 Agarwal Sanjay 18.5
2 CAMAS INVESTMENTS 47
3 Westbridge AIF | 3.9
4 Agarwal Shakuntala 3.9
5 AGARWAL JYOTI 3.9
6 Capital Group Cos Inc/The 3.8
7 Kotak Mahindra Asset Management Co 3.8
8 Nomura Holdings Inc 2.9
9 Motilal Oswal Asset Management Co 2.5
10 MYS HOLDINGS PVT LTD 2.2

Source: Bloomberg

Sharekhan Limited, its analyst or dependant(s) of the analyst might be holding or having a position in the companies mentioned in the article.
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Source: Sharekhan Research

Strong industry fundamentals (favorable demand-supply scenario, consistent
industry growth), increasing investments, higher entry barrier, and favorable
government policies

Stagnancy in the industry growth due to macro factors and lower incremental
investments by Government/private companies

Unable to recover from low in the stable economic environment, adverse
government policies affecting the business fundamentals and global challenges
(currency headwinds and unfavorable policies implemented by global industrial
institutions) and any significantincrease in commodity prices affecting profitability.

Sector leader, Strong management bandwidth, Strong financial track-record,
Healthy Balance sheet/cash flows, differentiated product/service portfolio and
Good corporate governance.

Macro slowdown affecting near term growth profile, Untoward events such as
natural calamities resulting in near term uncertainty, Company specific events
such as factory shutdown, lack of positive triggers/events in near term, raw
material price movement turning unfavourable

Weakening growth trend led by led by external/internal factors, reshuffling of
key management personal, questionable corporate governance, high commodity
prices/weak realisation environment resulting in margin pressure and detoriating
balance sheet

Strong earnings growth expectation and improving return ratios but valuations
are trading at discount to industry leaders/historical average multiples, Expansion
in valuation multiple due to expected outperformance amongst its peers and
Industry up-cycle with conducive business environment.

Trading at par to historical valuations and having limited scope of expansion in
valuation multiples.

Trading at premium valuations but earnings outlook are weak; Emergence of
roadblocks such as corporate governance issue, adverse government policies
and bleak global macro environment etc warranting for lower than historical
valuation multiple.
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Disclaimer: This document has been prepared by Sharekhan Ltd. (SHAREKHAN) and is intended for use only by the person or entity
to which it is addressed to. This Document may contain confidential and/or privileged material and is not for any type of circulation
and any review, retransmission, or any other use is strictly prohibited. This Document is subject to changes without prior notice.
This document does not constitute an offer to sell or solicitation for the purchase or sale of any financial instrument or as an official
confirmation of any transaction. Though disseminated to all customers who are due to receive the same, not all customers may
receive this report at the same time. SHAREKHAN will not treat recipients as customers by virtue of their receiving this report.

The information contained herein is obtained from publicly available data or other sources believed to be reliable and SHAREKHAN
has not independently verified the accuracy and completeness of the said data and hence it should not be relied upon as such. While
we would endeavour to update the information herein on reasonable basis, SHAREKHAN, its subsidiaries and associated companies,
their directors and employees (“SHAREKHAN and affiliates”) are under no obligation to update or keep the information current. Also,
there may be regulatory, compliance, or other reasons that may prevent SHAREKHAN and affiliates from doing so. This document is
prepared for assistance only and is not intended to be and must not alone be taken as the basis for an investment decision. Recipients
of this report should also be aware that past performance is not necessarily a guide to future performance and value of investments
can go down as well. The user assumes the entire risk of any use made of this information. Each recipient of this document should
make such investigations as it deems necessary to arrive at an independent evaluation of an investment in the securities of companies
referred to in this document (including the merits and risks involved), and should consult its own advisors to determine the merits and
risks of such an investment. The investment discussed or views expressed may not be suitable for all investors. We do not undertake to
advise you as to any change of our views. Affiliates of Sharekhan may have issued other reports that are inconsistent with and reach
different conclusions from the information presented in this report.

This report is not directed or intended for distribution to, or use by, any person or entity who is a citizen or resident of or located in any
locality, state, country or other jurisdiction, where such distribution, publication, availability or use would be contrary to law, regulation
or which would subject SHAREKHAN and affiliates to any registration or licensing requirement within such jurisdiction. The securities
described herein may or may not be eligible for sale in all jurisdictions or to certain category of investors. Persons in whose possession
this document may come are required to inform themselves of and to observe such restriction.

The analyst certifies that the analyst has not dealt or traded directly or indirectly in securities of the company and that all of the
views expressed in this document accurately reflect his or her personal views about the subject company or companies and its or
their securities and do not necessarily reflect those of SHAREKHAN. The analyst further certifies that neither he or its associates
or his relatives has any direct or indirect financial interest nor have actual or beneficial ownership of 1% or more in the securities of
the company at the end of the month immediately preceding the date of publication of the research report nor have any material
conflict of interest nor has served as officer, director or employee or engaged in market making activity of the company. Further, the
analyst has also not been a part of the team which has managed or co-managed the public offerings of the company and no part
of the analyst’'s compensation was, is or will be, directly or indirectly related to specific recommendations or views expressed in this
document. Sharekhan Limited or its associates or analysts have not received any compensation for investment banking, merchant
banking, brokerage services or any compensation or other benefits from the subject company or from third party in the past twelve
months in connection with the research report.

Either SHAREKHAN or its affiliates or its directors or employees / representatives / clients or their relatives may have position(s), make
market, act as principal or engage in transactions of purchase or sell of securities, from time to time or may be materially interested
in any of the securities or related securities referred to in this report and they may have used the information set forth herein before
publication. SHAREKHAN may from time to time solicit from, or perform investment banking, or other services for, any company
mentioned herein. Without limiting any of the foregoing, in no event shall SHAREKHAN, any of its affiliates or any third party involved
in, or related to, computing or compiling the information have any liability for any damages of any kind.

Compliance Officer: Mr. Joby John Meledan; Tel: 022-61150000; email id: compliance@sharekhan.com;

For any queries or grievances kindly email igc@sharekhan.com or contact: myaccount@sharekhan.com

Registered Office: Sharekhan Limited, 10th Floor, Beta Building, Lodha iThink Techno Campus, Off. JVLR, Opp. Kanjurmarg
Railway Station, Kanjurmarg (East), Mumbai — 400042, Maharashtra. Tel: 022 - 61150000. Sharekhan Ltd.: SEBI Regn. Nos.: BSE
/ NSE / MSEI (CASH / F&O / CD) / MCX - Commodity: INZ000171337; DP: NSDL/CDSL-IN-DP-365-2018; PMS: INPOO0O005786;
Mutual Fund: ARN 20669; Research Analyst: INHOO0006183;

Disclaimer: Client should read the Risk Disclosure Document issued by SEBI & relevant exchanges and the T&C on www.sharekhan.com;
Investment in securities market are subject to market risks, read all the related documents carefully before investing.




