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A case study on Kotak Mahindra Bank to show how we evaluate banks (and why we

have recently invested in Kotak).

So, what makes a good bank?

We believe the answer lies in our investment
philosophy, which focuses on the quality of a business.
First, we look for an aligned owner or managers who
have built the right kind of risk-aware, ownership-
minded culture. Second, we look for a strong franchise,
one that has room to grow profitably for many years.
Third, we seek simple banks that make their money
from the business of conservative lending or providing
essential services. Finally, we look for a business that
is sustainable in all senses of the word — a company
that shows regard for all of its stakeholders.

Not compromising on this philosophy means that we
find relatively few banks that meet our definition of
quality, resulting in only a handful of institutions
worldwide that we would own. Why is this? The easiest
answer is leverage. A bank in its simplest form makes
money by taking deposits and then lending those funds
to people who need them. Unfortunately, not every
borrower will repay and for that reason a bank needs a
cushion through which it can absorb losses while still
being able to repay depositors. This is

where equity comes in — this is owners’ capital,

including us, other shareholders and management or
occasionally a family that controls the bank. This acts
as a sponge to absorb exceptional losses after any
money set aside for bad loans has been eaten up.
Because equity is small relative to loans in most banks
you have to be confident that bad loans (or other
losses) won’t exceed equity, or the business you own
becomes bankrupt and your investment goes to zero.
The higher the leverage, the lower the margin for error.

Once we have determined that a bank is good enough
quality, the next consideration is the price we are being
asked to pay. Does this represent good value? We
think about value in terms of a required return, a
minimum that we would expect the stock to deliver over
a long period. Given that equity is the raw material
required to run a bank, it makes sense to look at the
price to equity (or book, short for book value of equity)
of the bank. The price we would be prepared to pay is a
function of the bank’s ability to generate a return on its
equity determined by the quality of the franchise and its
ability to grow in a disciplined manner. If our
expectation of what a bank is worth and what it is
priced at in the market suggest it is too expensive, we
will keep the company on a watchlist and wait patiently,
knowing that an opportunity will present itself.
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Introducing Kotak Mahindra Bank

It is patience that has kept us on the sidelines with an
Indian bank we have long admired, Kotak Mahindra
Bank. Unusually for a large financial institution it is still
controlled by a founding individual, Uday Kotak, who
today still owns around 30% of the company. The bank
can trace its origins to a decision Mr Kotak took over 30
years ago not to follow his father into the family
business or join one of India’s already large and
successful companies. Instead, like many good
entrepreneurs, he spotted and took advantage of an
inefficiency in a market. Mr Kotak realised that a huge
spread existed between what other financiers were
borrowing and lending for (more than 10%!), which did
not differentiate on the basis of the quality of the
borrower. Mr Kotak simply offered more competitive
rates to the better companies and even though his cost
of borrowing was more expensive than his competition
there was plenty of profit for a lean operation that
wasn’t eaten up by bad loans.

The quality of this nascent business came to the fore in
the late 1990s when India suffered a crisis in its non-
banking financial sector that led to the disappearance
of many of Uday’s competitors. Like many other good
companies we look at, he was able to turn crisis into
opportunity and wound up taking on the loans of other
failed NBFCs (nonbank financial companies), which he
was able to make a profit from. He then managed to get
one of the first licences that was issued by the regulator
that allowed NBFCs to become full banks and thus
Kotak Mahindra Bank was born.

Over the next two decades Uday continued to build out
a financial conglomerate that includes life and general
insurance companies and an asset manager on top of
the successful bank and NBFC. Along the way there
have been a number of endorsements from Indian and
developed market companies that chose to partner with
Kotak, including Anand Mahindra, Goldman Sachs,
Ford and Old Mutual.

Culture and franchise

There are a number of things that stand out about
Kotak apart from the successful track history. First, Mr
Kotak remains fully involved in running the bank and
the majority of his wealth is in the shares he owns in
the bank. This creates a powerful incentive not to put
the bank at risk through poor decision-making,
excessive risk-taking or anything that could damage the
reputation of an institution he has taken over 30 years

to build. The franchise is strong because the bank
has taken time to build a deposit franchise that gives
the bank low-cost raw material from which to grow
loans and Kotak now represents a strong and trusted
brand in India, a market with tremendous growth
potential for financial services.

Attitude and sustainability

The conservative attitude to risk is reflected in the
balance sheet, which has very low leverage relative to
the industry — i.e. there is a lot of loss-absorbing equity
here in the event of a problem. The bank’s

history through various ups and downs over the past
30 years is again consistent with a sensible approach
to taking risk. We also noted that as signs of stress
started to appear in the economy in 2018, Mr Kotak
began to materially slow the riskier parts of his loan
book, in contrast to most of the rest of the industry.

Today, India is in the midst of another wave of
problems in the financial sector due to the collapse of
some high-profile NBFCs before the sector was hit by
the impact of the global pandemic. This has resulted in
a moratorium from the Reserve Bank of India that
allows borrowers to suspend interest payment on loans.
Although this offers temporary relief, it also functions to
remove the signals that banks have for how many of
their loans are in trouble and who will survive this
period of stress. As a result, fear has begun to set into
the sector and prices of financial institutions across the
board have fallen.

We had long admired the quality of Kotak Mahindra
Bank but were unable to get comfortable with its price
because the return we could reasonably expect to earn
was too low as the company and India more generally
found favour with other investors. This changed as fear
crept into the market and Kotak sold off alongside other
financial stocks and presented us with an opportunity to
buy. Unusually, the bank also decided to pre-emptively
raise equity to further shore up its balance sheet. This
is something that many others do too late so, again, it is
reassuring to see Kotak acting differently from its peers.
From a sustainability perspective, the bank approaches
giving with a long-term mindset, looking not to salve
short term problems but to deliver meaningful change
with its investments.
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Courage for the future

We recognise that there is some risk in this investment
decision because no-one can predict the full impact of
the pandemic the world is currently facing. It is likely
that loan losses will be significant, and the financial
system will be put under strain. We believe, however,
that the history of the bank, the strong balance sheet
and the incentive towards risk aversion that Mr Kotak
has in his large ownership mean the bank will be a
survivor of the turmoil that still lies ahead. As we have
seen with other quality companies through challenging
times, the strongest survivors will find themselves in a

position to take advantage of opportunities presented
by weaker competitors. It is in difficult times that our
focus on owning quality businesses gives us the
courage to buy when others are fearful.

Skerryvore Asset Management (Skerryvore) is a boutique asset management team which was
established in partnership with BennBridge in 2019 to create a business with the independence to
pursue its differentiated investment philosophy. Our goal is to generate absolute long-term returns by
investing responsibly in emerging markets. We have an unwavering focus on the quality of the

businesses in which we invest.

For more information visit skerryvoream.com



https://www.skerryvoream.com/aus
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Disclaimer

For investors residing in the United Kingdom or the United
States

Skerryvore Asset Management LLP (“Skerryvore”) is an appointed
representative of BennBridge Ltd (“BennBridge”), based at 45
Charlotte Square, Edinburgh, EH2 4HQ. BennBridge is a limited
company registered in England with registered number 10480050.
The registered office is Windsor House, Station Court, Station
Road, Great Shelford, Cambridge CB22 5NE. BennBridge is
authorised and regulated by the Financial Conduct Authority (FRN:
769109) and acts as the investment manager to the strategy.

Any projections, market outlooks or estimates contained in this
presentation constitute forward looking statements and are based
on certain assumptions and subject to certain known and unknown
risks. Accordingly, such forward looking statements should not be
relied upon as being indicative of future performance or events.
Past performance is not indicative of future results. The value of
investments and the income from them may go down as well as up
and investors may not get back the amounts originally invested.

Broad-based securities indices are unmanaged and are not
subject to fees and expenses typically associated with managed
accounts or investment funds. The performance of the index
represents unmanaged, passive buy-and-hold strategies,
investment characteristics and risk/return profiles that differ
materially from managed accounts or investment funds, and in
investment in a managed account or investment fund is not
comparable to an investment in any index or in the securities that
comprise the indices. The volatility of the index may be materially
different from the individual performance attained by a specific
investor. In addition, the Strategy’s holdings may differ significantly
from the securities that comprise the index. The index has not
been selected to represent an appropriate benchmark to compare
an investor’s performance, but rather is disclosed to allow for
comparison of the investor’s performance to that of certain well-
known and widely recognized indices. You cannot invest directly in
an index. Information is current as at the date of this document
and may change without prior notice. This document may not be
reproduced or distributed by the recipient, in whole or part, except
that this document may be provided to the recipient’s advisers in
connection with an evaluation of a potential investment.

This document is being provided by BennBridge for informational
purposes only and should not be construed as investment advice.
It is not a recommendation of, or an offer to sell or solicitation of an
offer to buy, any particular security, strategy or investment product.
BennBridge’s research for this presentation is based on current
public information that BennBridge considers reliable, but
BennBridge does not represent that the research or the
presentation is accurate or complete and it should not be relied on
as such. The views and opinions contained herein are those are
those of Glen Finegan and his team. They do not necessarily
represent views expressed or reflected in other BennBridge
investment communications or strategies and are subject to
change.

In the United Kingdom, this document is only available to persons
who are (i) investment professionals within the meaning of Article
19 of the Financial Services and Markets Act 2000 (Financial
Promotion) Order 2005 (“FP Order”), (ii) high net worth companies
and certain other entities falling within Article 49 of the FP Order;
or (iii) to any other persons to whom such communications may
lawfully be made. It must not be acted, or relied, upon by any other
persons.

RISK FACTORS

The counterparty to a derivative or other contractual agreement or
synthetic financial product could become unable to honour its
commitments to the fund, potentially creating a partial or total loss
for the fund. The fund can be exposed to different currencies.
Changes in foreign exchange rates could create losses. A
derivative may not perform as expected and may create losses
greater than the cost of the derivative. If a fund uses derivatives for
leverage, it makes it more sensitive to certain market or interest
rate movements and may cause above-average volatility and risk
of loss.

Equity prices fluctuate daily, based on many factors including
general, economic, industry or company news. In difficult market
conditions, the fund may not be able to sell a security for full value
or at all. This could affect performance and could cause the fund to
defer or suspend redemptions of its shares. The fund may take
positions that seek to profit if the price of a security falls. A large
rise in price of the security may cause large losses.

For investors residing in Australia or New Zealand

This information is issued by Bennelong Funds Management Ltd
(ABN 39 111 214 085, AFSL 296806) (BFML) in relation to the
Skerryvore Global Emerging Markets All-Cap Equity Fund. BFML
has appointed BennBridge Ltd (‘BennBridge’) as the Fund’s
Investment Manager, which is authorised and regulated by the UK
Financial Conduct Authority. BennBridge is a Corporate
Authorised Representative of BFML (AFSL Representative No.
1281639). All regulated activity relating to portfolio management,
including execution of trades, takes place within BennBridge as
the regulated entity.

Skerryvore Asset Management LLP (‘Skerryvore’) is a boutique
asset management team. The company is majority owned by team
members, and minority owned by BennBridge. Skerryvore’s
personnel are assigned to BennBridge in order to provide portfolio
management and trading activities. Skerryvore and BennBridge
are collectively referred to as 'the Skerryvore team’.

This is general information only, and does not constitute financial,
tax or legal advice or an offer or solicitation to subscribe for units in
any fund of which BFML is the Trustee or Responsible Entity
(Bennelong Fund). This information has been prepared without
taking account of your objectives, financial situation or needs.
Before acting on the information or deciding whether to acquire or
hold a product, you should consider the appropriateness of the
information based on your own objectives, financial situation or
needs or consult a professional adviser. You should also consider
the relevant Information Memorandum (IM) and or Product
Disclosure Statement (PDS) which is available on the BFML
website, bennelongfunds.com, or by phoning 1800 895 388 (AU)
or 0800 442 304 (NZ). ). Information about the Target Market
Determinations (TMDs) for the Bennelong Funds is available on
the BFML website. BFML may receive management and or
performance fees from the Bennelong Funds, details of which are
also set out in the current IM and or PDS. BFML and the
Bennelong Funds, their affiliates and associates accept no liability
for any inaccurate, incomplete or omitted information of any kind or
any losses caused by using this information. All investments carry
risks. There can be no assurance that any Bennelong Fund will
achieve its targeted rate of return and no guarantee against loss
resulting from an investment in any Bennelong Fund. Past fund
performance is not indicative of future performance. Information is
current as at the date of this document.
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