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AU Small Finance Bank

Building sustainable franchise with strong underwriting capabilities
Sharekhan code: AUBANK
CMP: Rs. 672

€> Maintain

Banks & Finance

Reco/View: Buy o

N Upgrade

Price Target: Rs. 800 o
\l/ Downgrade

Summary

+ AUSFB outlined how the bank is attractively positioned to capture a large untapped MSME
opportunity in the fastest growing Indian economy along with building strong competitive moats
for sustained growth in a risk calibrated manner.

+ The bank, in depth, discussed about its strategy build around the two business units on asset
side — Secured Business Loans (SBL) and Commercial Banking. The bank’s focus is on building
a granular book using its time-tested prudent underwriting practices developed through deep
understanding of customer profile and geography, by expanding into rural and semi-urban areas.

+ The bank guided that SBL is the most profitable book for the bank and has created a niche for
itself; average ticket size is less than Rs. 25 lakh for almost ¥75% of the total business. Commercial
banking also generates healthy ROA of ¥2.5% for the bank along with maintaining pristine asset
quality in both the business segments.

+ We believe AUSFB has a clear road map for its sustainable profitable growth path with the right
strategy in place on both asset as well as liability sides along with strong execution capabilities.
Thus, we retain our Buy rating on the stock with an unchanged PT of Rs. 800. The stock is
currently trading at 5.2x/4.4x/3.7x its FY2023E/FY2024E/FY2025E ABV. We believe strong
earnings growth and longevity of the franchise would support the rich valuations.

We attended the fourth session of AUSFB’s virtual insights day. The bank has guided on its strategy
build around its two business units on asset side — Secured Business Loans (SBL) and Commercial
Banking (CB). Management has been focusing on building a granular book in a risk-calibrated
manner by expanding into rural and semi-urban areas. SBL is the most profitable book for the
bank. The bank has created a niche for itself; 75% of business done has ATS less than Rs. 25 lakh
to underserved micro enterprises. Here the competition is less and the bank enjoys competitive
advantage through deep understanding of the local nuances; while in commercial banking, “75%
of the book is self-funded and generates 2.5% ROA delivering pristine asset quality. Majority of the
book under CB consists of Business banking and Agri banking tested through a tough economic
cycle in the past 2-3 years. The exposure is granular, generates fee income, qualifies for PSL, and
the bank enjoys pricing power.

+ Secured Business Loans: Mr. Amar Bahl, Head of SBL, along with his team gave insights about how
they have built the SBL segment along with strong execution to deliver superior and sustainable
performance. The first principle of lending money is for income generation activity with strong
cash flow visibility and not for consumption purpose. The second principle is mostly loans, which
are given against the self-occupied property as collateral or where income generation is solely
dependent on property given as collateral. The third principle is exposure, which is granular
(average ticket size is less than Rs. 25 lakh for almost “75% of total business done) with lower LTV
of less than 50%.

¢ Commercial Banking: Mr. Vivek Tripathi, Head of CB, along with his team gave insights about
how they have built the book along with strong execution to deliver a superior and sustainable
performance. The portfolio consists of business banking, agri banking, NBFC lending, and real
estate lending. AUSFB’s market share in this segment stands at 0.2%. Business and agri banking
constitute 70% of the total business. “75% of the book is self-funded and generates 2.5% ROA. This
book has been tested through a tough economic cycle in the past 2-3 years, delivering pristine
asset quality. The exposure is granular, generates fee income, qualifies for PSL, and the bank
enjoys pricing power.

Our Call

Valuation — The stock is currently trading at 5.2x/4.4x/3.7x its FY2023E/FY2024E/FY2025E ABV.
Factors such as AUSFB’s long history, seasoned loan book, and superior underwriting practices are
likely to support its asset quality and superior return ratios. There is a long runway for sustainable
earnings compounding ahead. Higher provision coverage and contingent buffers provide a cushion
for any future risk. The bank is on track to become a full-scale universal retail-focused bank by adding
toits products and features. The objective is to maintain strong credit filter, granular asset and liability,
and cross-sell strategy, all of which should bode well for future earnings growth. We maintain our Buy
rating on the stock with an unchanged price target (PT) of Rs. 800.

Key Risks

Economic slowdown due to which slower loan growth and higher-than-anticipated credit cost.

Valuation (Standalone) Rs cr
Net Interest Income 3,234 3,823 4,551 5,617
Net profit 1,130 1,352 1,627 2,116
EPS (Rs.) 17.9 20.3 24.4 31.8
P/E (x) 376 33.2 276 21.2
P/BV (x) 5.8 5.2 4.4 37
ROE (%) 16.4 16.5 16.8 18.3
ROA (%) 1.9 17 17 17

Source: Company, Sharekhan estimates
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Key Highlights

Secured Business Loans

* First principle of lending money is for income generation activity with strong cash flow visibility and not
for consumption purpose.

¢ Second principle is mostly loans are given against the self-occupied property as collateral or where
income generation is solely dependent on property given as collateral.

¢ Third principle is exposure are granular (average ticket size is less than Rs. 25 lakh for almost “75% of total
business done) with lower LTV of less than 50% with tenure upto 15 years.

¢ Focus is on rural & semi urban underserved micro enterprises who lacks formal documentation but have
capacity to pay.

¢ Ithasinternally designed questionnaire as per the business segment and customer profile of the borrower
to assess cash flow and the income profile of borrowers for the purpose of underwriting.

¢ These questionnaires are developed over the period based on deep understanding of geography,
business and customer profile of the borrower. Here learnings can be replicated but model needs to be
crafted state & area wise.

+ Ithasalso putin place a robust mechanism to assess the property and the collateral offered with the help
of in-house technical team.

¢ MSMEs contributes 30% to India’s GDP. In India, “20% of the loans required by MSMEs are met by the
formal sector, 40% by the informal sector and there is still a 40% credit gap to be met for the MSMEs — so
big opportunity pie.

* Around 75% of its customers are New to Bank customer, with a GNPA of 2.69%.

SBL : Sourcing Mix (HIFY23)

Along with strong direct sourcing we are expanding our sourcing funnel with focus on digital means

> ®
100% Lead Referral

1.50%
_ Digital Channel
Fulfilment by In- Multiple channels for -
house team lead referral

=

3.50%
100% 7562

Cross Sell

21%
AU Connect | Value

73%
Direct Sourcing

Connectors onboarded
to refer connect details
for prospect customers

Cases visited by
Inhouse Credit

Disbursement H1 2022-23

Source: Company, Sharekhan Research

December 08, 2022 2



Powered by the Sharekhan
3R Research Philosophy

Prudent Underwriting Practises

Sharekhan

“Understanding the Customer” over “Knowing the Customer” has been the key Differentiator in our journey.

——,

Physical Interaction with the borrower

—,

Deep understanding of Business
Model & Income streams

Deep Understanding of State wise
Collateral

\

Decentralized Operations with Local Talents

Extensive Detailing through In-House
Legal & technical check

| robustreterencecnec |

State / Region specific policies &
guidelines

[ Portfolio Learning

Source: Company, Sharekhan Research

SBL : Strategy — Way Forward

Digital Channels

Phygital

Enhance Distribution

Bank Branch Network

Geographical Expansion

We intend to penetrate deeper into the existing geographies with go-to-
market in low to mid-ticket segments.

Around 15,000 local city based connectors

Focus on Digital business models to enhance the business from these
sources.

Initializing use of the Liability Branch Network in SBL to provide
customer with a bouquet of products

Profile-based CRISIL Score Cards, continue to strengthen compliance
& risk monitoring, use predictable modes for Collection management

Based on AU SBL (MSME) customer presence. Prospective states:
UP, Uttarakhand, Karnataka, AP, Telangana.

Source: Company, Sharekhan Research
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Commercial Banking

+ Portfolio consists of Business Banking, Agri Banking, NBFC lending, Real Estate lending mostly floating
rate book.

¢ AUBANK’s market share in this segment stands at 0.2%.

¢ Business and Agri Banking constitute 70% of total business.

¢ "75% of the book is self-funded & generates 2.5% ROA.

¢ This book has been tested through tough economic cycle in past 2-3 years delivering pristine asset quality.
¢+ The exposure is granular, generates fee income, qualifies for PSL and bank enjoys pricing power.

¢ In Business Banking, ATS stands at Rs. 85 lakh, with working capital constituting 70% of total loans. GNPA
at 0.17%.

¢ In Agri Banking, ATS stands at Rs. 98 lakh, with working capital constituting 60% of total loans. GNPA at
0.74%.

¢ In NBFC lending: It has an exposure to 146 NBFCs, with 90% of the book in investment grade category.
ATS stands at Rs.1.3 crore. GNPA at 0.01%.

* In Real estate, RERA projects constitute 92% of the portfolio, with an average loan cycle of 30 months.
GNPA ratio stands at 1.85%.

Commercial Banking — Business Segment

Commercial Banking

Business Banking :  AgriBanking | NBFClending : Real Estate Group
TG: MSMEs engaged in . TG: MSMEs engagedin : TG: Small and Mid Size - TG: Small and Mid Size
Manufacturing, Trading, EPC : Agri Value Chain i NBFCs and HFCs i Developers in select T1
and Services i Markets
Products: CC/0D, LC/BG for Products: CC/0D, LC/BG Products: Term Loan, Products: Construction
Working Capital & Term i for Working Capital & i Cash Credit / WCDL for i Linked Project Loan, RERA
Loans for Capex : Term Loans for Capex : Onward Lending Purpose @ Collection & Escrow

: i i Accounts

Transaction Banking
Providing CMS Solutions including Doorstep Banking, API Banking, UPI/QR, and Trade Solutions to
Commercial Banking & Current Account Customers

Source: Company, Sharekhan Research
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Self-funded Book — Scaling up the liability relationship

N EEIGED

by BNP PARIBAS

GE|E e GETE Current Accounts Acquisition & CMS Solutioning

3= o4 Complete Banking and Investment Needs of Enterprise & Promoters Salary Mandates POS QR
256 470 4144

Rs. in Crs
ACCOUNT EOP
Current Accounts (CA)* ~700
Saving Accounts (SA) ~350
Term Deposits (TD) ~4,220

Total ~5,270

CMS Customer Activations

Active CMS Customers
= [ncremental

2,000
1,733
1,500 636
1,047
1,000 H
500
456 456 1,047
0
Mar'21 Mar'22 Sep'22

Source: Company, Sharekhan Research

Business Banking — Underwriting Practice

STRONG TEAM BUILDING

 Qualified Professionals

» Credit on Ground — Decentralised Approach

* Local Hiring — Avoiding Geographical &
Communication Barriers

 Cross Functional Training & Knowledge
Sharing

UNDERWRITING APPROACH

Localised Decisioning — Faster Turnaround
Comprehensive 360° Evaluation:

o Cashflow & Sensitivity Analysis

o Market Feedback

e Actual End-use of Funds

o The worthiness of the Customer
Cashflow Entrapment
Collateralized Lending Approach
Bank Guarantees Assessment basis
Beneficiary, Budgetary Allocation & Cashflow
Control

Source: Company, Sharekhan Research
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Agri Banking : Underwriting Practises
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Team Strength & Expertise

« |l ocalized and Seasoned Team Spread across
Agri-Clusters

= Agri Domain Expertise

= Non- Hierarchical Approach

Detailing

« Physical Interaction & Customer’s Business
Know-how

« Cashflow Analysis & Ring-fencing

« Local Intelligence & Feedback

« Macro Environment Affecting Commodity Risk

« Peer Comparison & Industry Outlook

Customized Approach & Faster Decisioning

« Score-Card Based Underwriting for Small Ticket
Cases

« Customized Underwriting Solution & Product
Offering

a8 8

End-use
Monitoring
&

Financial
Analysis
&
Business
Operational
Efficiencies

Portfolio Review

Customer
Vintage
&
Creditworthiness
Assessment

Commodity
Seasonality
&
Cyclical Risk
Assessment

Philosophy

Sub-sector
Analysis
&
Price Variability

Gross Value
Addition
&
Cashflow
Analysis

Source: Company, Sharekhan Research

NBFC Funding : Underwriting Practises

« Credibility of Promoters

« Promoter’s Ability to Raise Runds
« Strength of Board

« Quality of Senior Management

« Second line of leadership

« Promoter’s stake and RPT

i)
Oe$s0

Governance and
Management

Capital Adequacy

Al

Financial
Performance

Leverage Analysis
Liguidity Assessment
Portfolio Study
Profitability Breakdown
« Accounting Policies

* Decoding B-Plan
|

!

« Operational and Strategy analysis Q__E‘Q
« |dentification Key risks - .
. . Business and
« Unit Level Economics . :
« Business Processes and Policies Oper_ailm.la
Efficiencies

« Controls at Field level

Risk
Management

« Funding Traction

« Quality of Investors and Lenders
» Reference and 3“Checks

* Proper MIS/System Checks

« Quality of Ground Team

7\

Monitoring

+ End Use

» Charge Creation

« Covenant Tracking
- « EWS

« PDD Monitoring

Source: Company, Sharekhan Research
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Real Estate Funding — Underwriting Practises

Philosophy

No Dependency
on Funding

Control over
Project
Cashflows

Towards Asset
Creation

Concentration of
Borrower

Significant Lender
to Borrower

Financial Closure
of Project

Credit Based
Business Sourcing

Pro Active & Continuous
Customer Engagement

Direct Liaising with
Customer

Construction Activity-
Based Disbursement

System Based Post
On-Boarding Servicing

PR -
- .
. . .

Stock Update

Pre-login Joint PD by
Credit & Business

Philosophy Based

Underwriting

Onsite Due
Diligence

Complete Control Over
Project Accounts

Ganen

Source: Company, Sharekhan Research

Transaction Banking — Enabling Holistic Banking

Synergy with Asset
Businesses

o
™)
« Leverage Lending Relationships for Cross-

sell
+ Sole Lending Relationships can be

Harnessed for Transaction Banking

Business

Higher Customer
Retention

» Transactional relationship and superior
customer experience creates loyalty
and exit barriers

+ Recurring and stable business through
transactional product offerings

Maximizing wallet
share

« Capture More Banking Business Wallet
Share — CASA Balances, Trade & Fx
Flows

« Ecosystem Banking Provides More
Cross-sell Opportunity

Core Banker RS

[———
« Position AU SFB as core bank of

customer meeting all customer
requirements

« First right of refusal for all future banking

business

Higher RoA Q
Qg
« Maximize Income & Improve ROA

« Low-cost Balances & NFB Fee Income

Improves Return on Risk Weighted
Assets

Risk Mitigation

« Ring fencing customer’s cashflows
« Transaction data monitoring provides
early warning signals

Source: Company, Sharekhan Research
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Financials in charts
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Trend in Loan Growth Trend in NIMs
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Trend in Credit cost Trend in Return Ratio
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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 gives them a competitive
advantage to manage spreads and have healthy operating profit growth, with lower inherent credit risk
relative to NBFCs, translating into sustainable earnings momentum. We believe the largely underpenetrated
market segment is an attractive space with a large headroom for growth.

B Company Outlook — Attractive franchise over the long term

AUSFB has had a long and successful history (since its days as an NBFC and now as a bank) in credit
underwriting quality, mainly in the under/unbanked self-employed customer segment that lacks formal
income documentation. AUSFB is gradually expanding into other geographies across India, which have
significantly low credit and deposit penetration. We believe AUSFB’s presence in under-penetrated areas
provides the bank with a competitive advantage to pursue growth, along with its niche customer profile with
low competition from peer banks and NBFCs. Drivers for loan growth are expected to remain for the core
segments of AUSFB, namely vehicles and small business loans and home loans, which are expected to pick
up meaningfully as strong growth drivers. The bank has a strong skill set and deep experience in its core
segments. We find business metrics to be healthy with a robust balance sheet and business model strength.

B Valuation — The stock is currently trading at 5.2x/ 4.4x/ 3.7x its FY23E/24E/25E ABV. Factors such as AU
bank’s long history, seasoned loan book, and superior underwriting practices are likely to support its asset
quality and superior return ratios. There is a long runway for sustainable earnings compounding ahead.
Higher provision coverage and contingent buffers provide a cushion for any future risk. The bank is on track
to become a full-scale universal retail-focused bank by adding to its products and features. The objective is
to maintain strong credit filter, granular asset and liability, and cross-sell strategy, all of which should bode
well for future earnings growth. We maintain our Buy rating on the stock with an unchanged price target (PT)
of Rs. 800.

Peer Valuation

CMP | mcapP P/E (x) P/B (x) ROE (%) RoA (%)
Rs/Share| (Rs.Cr)| FY23E| FY24E| FY23E| FY24E| FY23E| FY24E| FY23E| FY24E

AU Small Finance Bank 672 44731 33.2 276 5.2 4.4 16.5 16.8 17 17
City Union Bank 196 14,536 13.6 9.8 21 1.8 15.0 177 17 21
Source: Company, Sharekhan research

December 08, 2022 9
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About company

AUSFB is a scheduled commercial bank and a Fortune India 500 Company. Starting its journey from the
hinterlands of Rajasthan, today AUSFB is the largest small finance bank with a deep understanding of the
rural and semi-urban markets, which have enabled it to build a robust business model facilitating inclusive
growth. With a legacy of 25 years as a retail-focused and customer-centric institution, AUSFB started its
banking operations in April 2017. The bank has consistently maintained a high external credit rating from all
major rating agencies such as CRISIL, ICRA, CARE, and India Ratings.

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 SFB. In addition to its
vehicle finance, MSME and SME offerings, the bank’s asset product offerings include home loans, gold loans,
agriculture loans, and commercial banking working capital loans. The liability franchise has shaped up well
with shoring up of retail deposits.

Key Risks
Economic slowdown due to which slower loan growth and higher-than-anticipated credit cost.

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: Company Website

Top 10 shareholders

Sr. No. Holder Name Holding (%)
1 AGARWAL SANJAY 17.06
2 CAPITAL GROUP COS INC. 7.58
3 WASATCH ADVISORS INC. 6.36
4 KOTAK MAHINDRA ASSET MANAGEMENT CO LTD 4.39
5 CAMAS INVESTMENTS 4.05
6 SMALL CAP WORLD FUND INC. 3.89
7 AGARWAL SHAKUNTALA 3.55
8 AGARWAL JYOTI 3.55
9 NEW WORLD FUND INC. 3.28
10  WESTBRIDGE AIF 314

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.

December 08, 2022 10
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Understanding the Sharekhan 3R Matrix

Right Sector
Positive

Neutral

Negative

Right Quality

Positive

Neutral

Negative

Right Valuation
Positive

Neutral

Negative

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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we would endeavour to update the information herein on reasonable basis, SHAREKHAN, its subsidiaries and associated companies,
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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.
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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.
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