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Capital First 15 January 2018 Reuters: CAPF.BO; Bloomberg: CAFL IN



Match Made On Ground Realities



ACCUMULATE



Capital First (CFL) and IDFC Bank (IDFCB) have, on 13 January 2018, announced a merger scheme with share swap ratio at 139 IDFCB shares for every 10 CFL shares. We think that the merger, if implemented, would create combined entity that would benefit vastly from the significant complementarity of the client bases of the two amalgamating entities. The combined entity would tap into the large retail client base of CFL (5 mn) to push, potentially, the entire gamut of retail loan products, while simultaneously leveraging bank access to low-cost deposits’ franchise, something that could now be ramped up by selling liability products as well to CFL client base, particularly CASA. Transfer of technology and analytics expertise from CFL to combined entity also augurs particularly well from a retail lending perspective. Access to low-cost funding the key from CFL’s perspective: CFL, being an NBFC, hitherto did not have access to low-cost liability franchise available to Banks. Post merger with IDFCB, this opportunity will open up for the vast retail client base (5 mn) of CFL and the combined entity will be able to ramp up retail liabilities, including CASA. In particular, there will be significant opportunity for Current Account traction, given CFL is MSME-focused (57% of 2QFY18 AUM). Complementarity of client base could drive vast synergies: IDFCB’s retail proportion of funded credit book is only 27.5% whereas, as much as 93% of CFL AUM comprises retail loans. In fact, of the 1.94 mn customer base for IDFCB, 1.11mn belongs to the erstwhile Grama Vidiyal, which has NBFC-MFI pedigree. For CFL, MSME contributes 57% to AUM, Consumer Durable Loans 14%, 2 Wheeler Loans 11%, Home Loans 4% and Used Car 3%, pointing to very significant client base complementarity. Transfer of significant technology and analytics knowhow from CFL to combined entity also augurs particularly well for retail lending at the combined entity. Given recent experience of IDFC Group, amalgamating entities may be well prepared to push through the merger: We think that IDFCB management may have taken into confidence all key IDFC Limited shareholders, including Government of India and Malaysia sovereign wealth fund-affiliate, into confidence, especially with regard to valuation, before making any announcement. Unlike the IDFC Group-Shriram Group deal, the merger swap ratio is explicitly known at the outset (139 IDFCB shares per 10 CFL shares; this implies a 12% upside for CFL shares as of Friday’s closing price). We note that, as per RBI stipulation, IDFC Limited shareholding in IDFCB (Combined entity) cannot fall below 40% and, therefore, we are likely to get more clarity on this aspect in the very near term. Valuation and Outlook: We do not change CFL estimates as of now as merger benefits would be contingent on merger going through. CFL currently trades at 2.7x FY20E P/ABV. We retain Accumulate rating on CFL with a target price of Rs799.



Sector: NBFC



Y/E March (Rsmn) Net interest income Pre-provision profit PAT EPS (Rs) ABV (Rs) P/E (x) P/ABV (x) RoA (%) RoE (%)



FY16 8,175 4,884 1,661 18.2 179.4 46.0 4.7 1.3 10.1



FY17 13,009 8,103 2,390 24.5 232.1 34.1 3.6 1.5 11.9



Source: Company, Nirmal Bang Institutional Equities Research



FY18E 18,095 10,223 2,954 30.3 247.9 27.6 3.4 1.5 12.1



FY19E 23,061 12,561 3,830 39.3 277.7 21.3 3.0 1.6 14.0



FY20E 28,790 15,481 4,695 48.2 314.2 17.4 2.7 1.6 15.0



CMP: Rs837 Target Price: Rs799 Downside: 5% Shivaji Thapliyal Research Analyst [email protected] +91-22-6273 8068 Shreesh Chandra Research Associate [email protected] +91-22-6273 8028 Key Data Current Shares O/S (mn)
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Mkt Cap (Rsbn/US$bn)



82.8/1.3
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Institutional Equities Key contours of the deal 



Merger Share Swap Ratio: 139:10 i.e. 139 shares of IDFCB for every 10 shares of CFL.







Appointed Date: 1st April 2018 (or other mutually agreed upon date) i.e. “Scheme” of merger comes into force on this date.







Period for completion of Scheme: 15 months (or other period mutually agreed upon)







Approvals required: (1) Reserve Bank of India (2) Competition Commission of India (3) Stock exchanges (4) Securities and Exchange Board of India (5) National Company Law Tribunal (6) National Housing Bank.







Vembu Vaidyanathan, the current CEO of CFL, who has experience in building retail assets’ franchises, including at ICICI Bank, will assume the post of CEO at the combined entity. Rajiv Lall, current CEO of IDFCB, will become Chairman at the combined entity.



Rationale for the merger deal
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Our view is that, hitherto, it was understood that Banks and NBFCs had complimentary clientele. Banks focused on corporate, SME and retail clients, the latter being regular salaried, larger ticket size, lower opex ratio and located into Metro/Tier 1 centres, especially uptown. NBFCs tended to cater more to those who were under-served by Banks. However, in search of long-term growth on a riskadjusted basis, Banks are increasingly attracted to the traditional NBFC client base and NBFCs are sensing this increased competition. NBFCs realize that it may be a matter of time that Banks build the required reach and then the latter’s Cost of Funds advantage may kick in. Hence, the desire to sit inside a Bank via a merger and access low cost funding. This is the primary broad rationale from CFL’s perspective.







It is to be noted that IDFCB is currently not retailised even in the liability side as CASA Ratio is just 8.2% as of 2QFY18. However, IDFCB, post-merger, will be able to access CFL’s retail client base of 5 mn customers and build the required CASA franchise rapidly, if post-merger implementation proceeds desirably.







There is significant complementarity in the two amalgamating entities from a business focus perspective. IDFCB’s has 27.5% retail share in its funded credit book whereas CFL has 93% retail share in its AUM. So, IDFCB is a significantly wholesale-focused (thus far) bank whereas, CFL is a significantly retailised NBFC. It is IDFCB’s stated intention to retailise on the asset side and hence, CFL is a natural fit from that perspective and significant synergies could arise for the combined entity going forward.







CFL has a cumulative retail client base of 5 mn, which IDFCB will tap to sell, potentially, the entire gamut of retail loan products. As discussed above, IDFCB would also tap this client base to push liability products, particularly CASA. There could be good traction for Current Accounts given CFL is significantly MSME-focused (57% of 2QFY18 AUM).







While IDFCB has 1.94 mn customers, of this 1.11mn belong to the IDFC Bharat business, which is the erstwhile Grama Vidiyal entity, which was an NBFC-MFI acquired previously by IDFCB. MFI customers typically have an average ticket size close to Rs 25,000 whereas CFL MSME customers have an average ticket size of Rs 7.4 mn, implying the latter’s client base is not only significantly larger but also fairly complementary to IDFCB’s. CFL Consumer Durable and 2 Wheeler average ticket sizes are Rs 53,000 and Rs 22,000, respectively but typical MFI customers may not be purchasers of such products.







CFL has been a robust adopter of technology and analytics and IDFCB would gain these capabilities upon the merger. This is something IDFCB has explicitly stated in its BSE Release on the planned merger. CFL has effectively used analytics for sourcing and credit appraisal of Consumer Durable Loans, 2 Wheeler Loans and Personal Loans and this has helped them control credit costs compared with their own past.







Incremental reasons cited by IDFCB include cost-effective recovery mechanisms and large collections architecture of CFL, which is linked to third-party entities such as collecting banks, mobile companies and e-Wallets, which can also be used to aid the scale up the businesses of the combined entity.



Capital First



Institutional Equities Shareholding Pattern in the Combined Entity 



Assuming 100% of CFL is being merged and IDFC Limited or Affiliates already do not own any stake in CFL, IDFC Limited’s stake in the combined entity would fall to 37.6%. IDFC Limited currently owns 52.8% in IDFCB.







When IDFC Limited had applied for a universal bank licence and obtained one from the RBI, the latter had stipulated that IDFC Limited cannot bring down its stake in IDFCB below 40% for the next 5 years. Hence, we need to (and are likely to) learn more about the structure of this deal.







Warburg Pincus Affiliates, which currently own 35.6% in CFL, would see their ownership in the combined entity drop to 10.2%.



Exhibit 1: Calculation of change in shareholding pattern Current ownership structure of IDFCB IDFC Limited (through NOFHC)



52.8%



Others



47.2%



Current shares outstanding of IDFCB (mn)



3,402.6



Shares held by: IDFC Limited (through NOFHC)



1,797.5



Others



1,605.1



Current ownership structure of CFL Warburg Pincus Affiliates



35.6%



Others



64.4%



Current shares outstanding of CFL (mn)



98.9



Shares held by: Warburg Pincus Affiliates



35.2



Others



63.7



Number of IFDC Bank shares for every 10 CFL shares



139



Swap Ratio (IDFCB: CFL)



13.9



New shares of IDFCB to be issued



1,374.5



New shares to be given to: Warburg Pincus Affiliates



489.1



Others



885.5



Total shares outstanding eventually of IDFCB (Combined Entity) Current shares outstanding of IDFCB (cr)



3,402.6



New shares of IDFCB issued



1,374.5



Total



4,777.2



Final shareholding of IDFCB (Combined Entity) IDFC Limited



37.6%



Warburg Pincus Affiliates



10.2%



Others



52.1%



Source: Company, Nirmal Bang Institutional Equities Research
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Capital First



Institutional Equities Considerations regarding whether new deal will face any headwinds 



The primary reason why the previous deal announced by IDFC Group entities with Shriram Group entities fell through, as per media reports, was a dissatisfaction on valuation from certain IDFC Limited shareholders. As per the shareholders, that deal was being anchored around the valuation of IDFCB, which was unduly depressed. While Government of India (GOI) holds 16.37% in IDFC Limited of 2QFY18, investors raising objection, according to media reports, included Sipadan Investments (an arm of Malaysia’s sovereign wealth fund, Khazanah Nasional) and Enam Holdings. Sipadan Investments holds 9.47%in IDFC Limited while Enam is outside Top 10 shareholders, as of 2QFY18. We think IDFCB would be wiser by this experience and could likely have taken key shareholders into confidence before making an announcement regarding CFL. Apart from its stake in IDFC Limited, the GOI also holds 7.68% directly in IDFCB as of 2QFY18.







As discussed in the previous section, as per our calculation, the shareholding of IDFC Limited in IDFCB (Combined Entity) would fall to 37.6%. Since this is not allowed as per RBI stipulation, we should learn more on this aspect in the very near term. We do not think the merging entities would have left this issue unaddressed. We note that, in the case of the IDFC Group – Shriram Group deal, Shriram Capital, the holding company for Shriram Group entities, was to be merged into IDFC Limited. Consequently, the ownership of Shriram Capital in Shriram City Union was to be eventually transferred to IDFC Limited, augmenting IDFC Limited’s eventual total ownership in IDFCB-SCUF combined entity to a figure above 40% (as required by RBI).







Though not a headwind for the new deal per se, CRR/SLR requirements would kick in for funding raised in the new combined entity, something that was absent in the CFL NBFC structure. We think that IDFCB would have done their math in this regard and regard the deal as net positive on the basis of exhaustive internal modeling.



Exhibit 2: Key comparative metrics as of 2QFY18 IDFCB



CFL



651770



229740



27.5%



93.0%



GNPA Ratio



3.9%



1.6%



NNPA Ratio



1.6%



1.0%



Restructured Standard



1.0%



n/a



Security Receipts



3.2%



n/a



Funded credit book / AUM (Rs mn) Retail proportion of credit book / AUM



Customer base (mn)



1.9



5.0



CASA Ratio



8.2%



n/a



RoE (2QFY18)



6.1%



13.1%



Source: Company, Nirmal Bang Institutional Equities Research
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Institutional Equities Exhibit 3: AUM breakup for CFL – 2QFY18 Secured SME



40%



Unsecured MSME



17%



Consumer Durables



14%



2 Wheeler



11%



Home Loans



4%



Used Car



3%



Other Retail



4%



Wholesale



7%



Source: Company, Nirmal Bang Institutional Equities Research



Exhibit 4: Retail proportion of IDFCB funded credit book – 2QFY18 Retail portion of IDFCB funded credit book



180,640



Net Advances



488,300



Credit Substitutes



163,470



Total funded credit book



651,770



% Retail portion of IDFCB funded credit book



27.5%



Source: Company, Nirmal Bang Institutional Equities Research



Exhibit 5: Geographical distribution of network for IDFCB – FY17 Branches



ATM



35



21



West Bengal



1



0



Meghalaya



1



0



Tripura



1



0



Haryana



1



2



Punjab



0



0



New Delhi



2



2



UP



1



1



Telengana



1



0



MP



AP



3



0



18



8



TN



2



2



Gujarat



1



2



Maharashtra



7



9



Goa



0



0



Total



74



47



Karnataka



Source: Company, Nirmal Bang Institutional Equities Research



5



Capital First



Institutional Equities Financials Exhibit 6: Income statement Y/E March (Rsmn) Interest income Interest expenses



Exhibit 7: Key ratios



FY16



FY17



FY18E



FY19E



FY20E



Y/E March (Rsmn)



FY16



FY17



FY18E



FY19E



FY20E



17,147



24,615



31,702



39,631



49,011



Growth (%)



8,972



11,606



13,607



16,570



20,221



Net interest income



52.4



59.1



39.1



27.4



24.8



Operating profit



79.8



65.9



26.2



22.9



23.2



Profit after tax



45.3



43.9



23.6



29.6



22.6



Advances growth



42.6



20.5



28.0



23.0



23.0



Gross loan growth (incl, securitisation)



34.0



23.6



28.0



24.2



24.2



Net interest income



8,175



13,009



18,095



23,061



28,790



Non-interest income



1,741



3,393



4,167



5,116



6,258



Net revenue



9,916



16,402



22,261



28,177



35,048



Operating expenses



5,032



8,299



12,038



15,616



19,567



-Employee expenses



1,764



2,394



3,181



4,101



5,174



-Other expenses



3,268



5,905



8,858



11,515



14,393



Yield on loans



16.1



17.8



18.4



18.4



18.5



Cost of borrowings



8.8



8.9



8.4



8.1



8.0



Business (%)



Spread (%)



Operating profit



4,884



8,103



10,223



12,561



15,481



Provisions



2,364



4,529



6,003



7,090



8,775



Spread



7.3



8.9



10.0



10.3



10.5



6,707



NIM



6.9



8.6



9.5



9.8



10.0



NIM (on AUM)



5.4



6.7



7.4



7.6



7.6



Cost-to-income



50.7



50.6



54.1



55.4



55.8



Cost–to-assets



4.0



5.2



6.0



6.3



6.5



Cost-to-AUM



3.6



4.6



5.3



5.5



5.5



113.6



103.0



109.2



115.7



125.3



1.2



1.2



1.3



1.4



1.5



14.5



15.5



13.4



12.2



11.3



PBT



2,520



3,574



4,220



5,471



Tax



859



1,184



1,266



1,641



2,012



PAT



1,661



2,390



2,954



3,830



4,695



Source: Company, Nirmal Bang Institutional Equities Research
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Exhibit 8: Balance sheet Y/E March (Rsmn)



Operational efficiency (%)



Gross portfolio per employee FY16



FY17



FY18E



FY19E



FY20E



912



974



974



974



974



Reserves & surplus



16,121



22,064



24,713



28,214



32,556



Tier I



Net worth



17,033



23,038



25,687



29,188



33,530



Tier II



5.3



4.6



4.7



4.7



4.7



Total



19.8



20.2



18.1



16.9



16.0



Gross NPAs



1.0



0.9



1.6



1.9



2.2



Net NPAs



0.5



0.3



0.8



0.9



1.0



Share capital



Borrowings



Profit per employee CRAR (%)



119,549



141,081



182,660



226,159



279,358



8,669



12,433



13,843



15,124



16,621



145,251



176,552



222,189



270,471



329,509



Fixed assets



292



646



775



930



1,116



49.0



68.7



50.0



52.6



54.5



Investments



416



437



437



437



437



Credit Cost (excl std asset)



2.2



3.2



3.3



3.2



3.2



Loans



125,246



150,914



193,170



237,599



292,247



Credit Cost (incl std asset)



2.2



3.3



3.5



3.3



3.3



Cash



11,127



15,936



18,326



21,075



24,237



Return ratios (%)



8,170



8,619



9,481



10,429



11,472



RoE



10.1



11.9



12.1



14.0



15.0



329,509



RoA



1.3



1.5



1.5



1.6



1.6



EPS



18.2



24.5



30.3



39.3



48.2



BV



186.8



236.5



263.7



299.7



344.3



ABV



179.4



232.1



247.9



277.7



314.2



P/E



46.0



34.1



27.6



21.3



17.4



P/BV



4.5



3.5



3.2



2.8



2.4



P/ABV



4.7



3.6



3.4



3.0



2.7



Other liability & provisions Total liabilities



Other assets Total assets



145,251



AUM



160,408



176,552 198,241



222,189 253,748



270,471 315,140



Source: Company, Nirmal Bang Institutional Equities Research



391,499



Asset quality (%)



Provision coverage



Per share (%)



Valuation (x)



Source: Company, Nirmal Bang Institutional Equities Research
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Institutional Equities Rating track Date



Rating



Market price (Rs)



Target price (Rs)



2 December 2015



Buy



376



490



12 February 2015



Buy



376



525



17 May 2016



Buy



486



565



5 August 2016



Accumulate



687



700



10 November 2016



Accumulate



623



705



1 February 2017



Accumulate



644



650



14 February 2017



Accumulate



655



685



12 May 2017



Accumulate



770



780



3 August 2017



Accumulate



772



760



31 October 2017



Accumulate



756



799



15 January 2018



Accumulate



837



799



Rating track graph 900
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600 500 400
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300
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Institutional Equities DISCLOSURES This Report is published by Nirmal Bang Equities Private Limited (hereinafter referred to as “NBEPL”) for private circulation. NBEPL is a registered Research Analyst under SEBI (Research Analyst) Regulations, 2014 having Registration no. INH000001436. NBEPL is also a registered Stock Broker with National Stock Exchange of India Limited and BSE Limited in cash and derivatives segments. NBEPL has other business divisions with independent research teams separated by Chinese walls, and therefore may, at times, have different or contrary views on stocks and markets. NBEPL or its associates have not been debarred / suspended by SEBI or any other regulatory authority for accessing / dealing in securities Market. NBEPL, its associates or analyst or his relatives do not hold any financial interest in the subject company. NBEPL or its associates or Analyst do not have any conflict or material conflict of interest at the time of publication of the research report with the subject company. NBEPL or its associates or Analyst or his relatives do not hold beneficial ownership of 1% or more in the subject company at the end of the month immediately preceding the date of publication of this research report. NBEPL or its associates / analyst has not received any compensation / managed or co-managed public offering of securities of the company covered by Analyst during the past twelve months. NBEPL or its associates have not received any compensation or other benefits from the company covered by Analyst or third party in connection with the research report. Analyst has not served as an officer, director or employee of Subject Company and NBEPL / analyst has not been engaged in market making activity of the subject company. Analyst Certification: I/We, Shivaji Thapliyal, the research analysts and Shreesh Chandra, the research associate are the author of this report, hereby certify that the views expressed in this research report accurately reflects my/our personal views about the subject securities, issuers, products, sectors or industries. It is also certified that no part of the compensation of the analyst(s) was, is, or will be directly or indirectly related to the inclusion of specific recommendations or views in this research. The analyst(s) principally responsible for the preparation of this research report and has taken reasonable care to achieve and maintain independence and objectivity in making any recommendations.
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Institutional Equities Disclaimer Stock Ratings Absolute Returns BUY > 15% ACCUMULATE -5% to15% SELL < -5% This report is for the personal information of the authorized recipient and does not construe to be any investment, legal or taxation advice to you. NBEPL is not soliciting any action based upon it. Nothing in this research shall be construed as a solicitation to buy or sell any security or product, or to engage in or refrain from engaging in any such transaction. In preparing this research, we did not take into account the investment objectives, financial situation and particular needs of the reader. This research has been prepared for the general use of the clients of NBEPL and must not be copied, either in whole or in part, or distributed or redistributed to any other person in any form. If you are not the intended recipient you must not use or disclose the information in this research in any way. Though disseminated to all the customers simultaneously, not all customers may receive this report at the same time. NBEPL will not treat recipients as customers by virtue of their receiving this report. This report is not directed or intended for distribution to or use by any person or entity resident in a state, country or any jurisdiction, where such distribution, publication, availability or use would be contrary to law, regulation or which would subject NBEPL & its group companies to registration or licensing requirements within such jurisdictions. The report is based on the information obtained from sources believed to be reliable, but we do not make any representation or warranty that it is accurate, complete or up-to-date and it should not be relied upon as such. We accept no obligation to correct or update the information or opinions in it. NBEPL or any of its affiliates or employees shall not be in any way responsible for any loss or damage that may arise to any person from any inadvertent error in the information contained in this report. NBEPL or any of its affiliates or employees do not provide, at any time, any express or implied warranty of any kind, regarding any matter pertaining to this report, including without limitation the implied warranties of merchantability, fitness for a particular purpose, and non-infringement. The recipients of this report should rely on their own investigations. This information is subject to change without any prior notice. NBEPL reserves its absolute discretion and right to make or refrain from making modifications and alterations to this statement from time to time. Nevertheless, NBEPL is committed to providing independent and transparent recommendations to its clients, and would be happy to provide information in response to specific client queries. Before making an investment decision on the basis of this research, the reader needs to consider, with or without the assistance of an adviser, whether the advice is appropriate in light of their particular investment needs, objectives and financial circumstances. There are risks involved in securities trading. The price of securities can and does fluctuate, and an individual security may even become valueless. International investors are reminded of the additional risks inherent in international investments, such as currency fluctuations and international stock market or economic conditions, which may adversely affect the value of the investment. Opinions expressed are subject to change without any notice. Neither the company nor the director or the employees of NBEPL accept any liability whatsoever for any direct, indirect, consequential or other loss arising from any use of this research and/or further communication in relation to this research. Here it may be noted that neither NBEPL, nor its directors, employees, agents or representatives shall be liable for any damages whether direct or indirect, incidental, special or consequential including lost revenue or lost profit that may arise from or in connection with the use of the information contained in this report. Copyright of this document vests exclusively with NBEPL. Our reports are also available on our website www.nirmalbang.com



Access all our reports on Bloomberg, Thomson Reuters and Factset.
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