THE LONG VIEW

HDFC - Slow and Steady Wins the Race

HDFC is currently one of the largest holdings in our strategies. After a decade in which its book value rose by 22%,
the recent reverse merger between HDFC Limited and HDFC Bank has slowed growth and caused some to question
both the business model and the investment opportunity. Here we explain why we think the safety-first approach taken
by the management team after the merger provides a significant long-term return opportunity for patient investors.
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THE TORTOISE AND THE HARE

In Aesop’s fable, a hare races a tortoise. The tortoise is
described as slow, steady and unwavering in its
pursuit of the goal, and the hare - though it is fast and
brash - becomes overconfident and loses to the
tortoise. This classic tale offers a perfect metaphor for
why our investment philosophy focuses on quality -
particularly when considering investing in banks.

Banking is one of the few industries where there is no
long-term advantage for shareholders in moving fast.
The lending and borrowing of capital is fundamentally
a commodity business. What counts is how a
management team controls its assets, liabilities and -
most crucially - losses. Any errors made are magnified
by the inherent leverage of the bank'’s business
model, which means shareholders’ equity can be
easily and quickly wiped out.

In its simplest form, a bank makes money by taking
deposits and then lending those funds to people who
need them. Unfortunately, not every borrower will
repay their loan and a bank therefore 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 our clients’, other shareholders and
management. It acts as a sponge to absorb
exceptional losses after any money set aside for bad
loans has been eaten up. For most banks, equity is
small relative to loans, which means you have to be
confident that bad loans (or other losses) won't
exceed equity - because if they do, the business you
own becomes bankrupt and your investment drops to
zero.

HDFC - PASSING THE ‘MARSHMALLOW TEST

Success in banking is usually built on a culture and
institutional temperament that can prioritise
profitable growth. The emphasis here is on the word
‘profitable’, because although any banker can grow
loans - not everyone can do it profitably. One only has
to look at a share price chart (see figure 1) of what at
its peak was India’s fourth-largest private sector bank’
- YES Bank - to understand this phenomenon. There's
areason we don't invest alongside the "banking
hares” in emerging markets.
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Figure 1: YES Bank since inception shareprice (INR) ©HDFC
Bank Limited

The problem with banking is that there is a timing
mismatch between loan growth and the losses that
might accrue from loans that are not repaid. Near-
term profitability and earnings-per-share growth can
be an illusion; instead, a bank needs leaders who
would pass Walter Mischel’'s marshmallow test. This
famous 1972 Stanford experiment measured how well
children could delay gratification to receive greater
rewards in the future, by offering them a choice
between one small but immediate reward, or two
small rewards if they waited for a period of time. Two
individuals who would undoubtedly have passed this
test are H.T. Parekh, who founded HDFC Ltd in 19772,
and his nephew Deepak Parekh, who was at the helm
of the business for over 30 years and was responsible
for the leadership and culture that led to its success.
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Over the decades, HDFC Ltd carved out a reputation for
prudent decision-making, disciplined growth and
resilience during times of market turbulence. Just how
beneficial this culture has been for shareholders can be
seen in the corporation’s cumulative loan losses in the
full year before the announced merger, which stood at
28bps of cumulative loans paid out since its inception in
1977. This highly differentiated lending culture resulted
from a thoughtful and deliberate approach to risk
management and customer relationships.

HDFC Ltd thus built a lending model that stands out in
the Indian financial landscape. The culture that
underpins this approach provides stability and reliability
in a commoditised and cyclical industry positioned
HDFC Ltd as a trusted partner for millions of borrowers
seeking home loans.

FUNDING SOURCES MATTER

HDFC Ltd was the parent company of HDFC Bank, which
it founded in 1993 when the Reserve Bank of India (RBI)
allowed private businesses to establish regulated
deposit-funded institutions.

This fundamental difference between the two
businesses is an important one, because the right to
take and hold retail deposits places more capital and
regulatory restrictions on a bank than are placed on a
business operating under a Non-Bank Financial
Company (NBFC) licence, as HDFC Ltd did. The
advantage of holding customer deposits, however, is
that if a business has a strong branch network and a
great brand, customer deposits can be a cheaper and
stickier form of funding.

Importantly, the RBI has been levelling the regulatory
playing field over the past decade, to encourage NBFCs
to convert to banks. From a regulator’s perspective,
non-deposit or wholesale-funded institutions (NBFCs)
are ariskier proposition to the overall health of the
financial sector because they are not limited by deposit
growth to fund loans.

That means they can grow to become systemically
important providers of capital to an economy or
sector but can still be at the mercy of other lenders
who might withdraw their funding overnight to ensure
their own safety if the lenders’ loan losses look as
though they might risk the underlying equity - as in
the case of YES Bank, which operates under an NBFC
licence.

For non-deposit-funded banks it is the fear of the
losses rather than the actual losses that can lead to
the demise of a bank. This issue is endemic to this
type of business model, as witnessed with the failure
of Countrywide in the United States and Northern
Rock in the United Kingdom in 2008. These regulatory
considerations were acknowledged by Deepak Parekh
at the time of the HDFC merger. ‘The last 3 years has
seen a host of guidelines issued by RBI on
harmonising regulations between banks and NBFCs.
These measures have considerably reduced the risk
arbitrage which was there between a bank and
NBFC'3. At its core, the merger allowed HDFC Ltd to
transform itself into a deposit-backed bank.
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A MERGER OF EQUALS?

The reverse merger of HDFC Ltd into HDFC Bank was
completed in July 2023 and was initially celebrated by
the markets - both share prices rose by 10% on the day
of the announcement.
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Image 2: Deepak Parekh at the announcement of the
merger ©HDFC Bank Limited

It was initially seen as a win-win because the
combined entity would benefit from HDFC Ltd's
dominance and expertise in housing finance and HDFC
Bank's better branch scale and distribution. In the
longer term these benefits will likely accrue to
shareholders of the merged business. That it was a
reverse merger, though, is key to understanding the
post-merger blues.

NEAR-TERM PAIN...

Before the merger, HDFC Bank had grown its book value
at a compounded rate of 22% per year since FY 20114, In
the year following the merger that growth rate fell to
zero, as the combined entities’ return on assets fell
below the bank’s historical norms - both on an absolute
and a pro-forma basis. This was because of action taken
by the management team to manage the bank’s loans-
to-deposits ratio.

The loans-to-deposits ratio is an important metric for
assessing a bank’s financial health and risk profile. It
shows how much of the bank’s deposits are being
used for lending. A ratio above 100% means a bank is
lending more than it's collecting in deposits, which
isn't ideal - it could put a bank at risk if the economy
slows down or if deposits decrease.

After the merger, and as a result of it, HDFC Bank’s
loans-to-deposits ratio jumped to 110%, up from its
historic average of around 86-87%. Since then, and in
line with the bank’s conservative attitude to risk-
taking, the management team has prioritised lowering
the loans-to-deposit ratio.

This has been achieved through a two-pronged
approach - slowing down loan growth and taking on
higher-cost long-term debt.

Before the merger, only 8% of HDFC Bank’s liabilities
came from borrowings, with the rest from deposits.
But after the merger, borrowings shot up to 21%. This
means that for every 100 Indian rupees the bank
owed, 21 rupees now came from borrowings,
compared with just 8 rupees before. Raising this
excess liquidity from borrowings is considerably more
expensive than raising it from deposits, and HDFC
Bank's cost of funds increased from 4% to 4.8%. This
is a significant increase in raw-material costs, which
has impacted near-term profitability and led people to
guestion whether the business is either too large to
grow or is being outcompeted by the likes of ICICI or
the State Bank.



... FOR LONG-TERM GAIN? TO FINISH FIRST, FIRST YOU HAVE TO FINISH

Although this slowdown in loan growth might seem HDFC's strategy is emblematic of the tortoise’s

concerning at first, as longer-term-focused approach in Aesop's fable: a slow and steady pace

shareholders we believe it should be welcomed as part focused on long-term growth rather than chasing

of a broader plan to strengthen the bank’s financial quick, short-term gains.

health and allow it to take advantage of the industry

tailwinds. Taking this one step further, one could argue that its
decision to prioritise the health of its balance sheet in

The real estate industry in India is expected to double 2024 while negatively impacting the income

its contribution to economic growth over the next two statement is entirely consistent with a culture

decades®, driven by increased urbanisation and a focused on risk management and doing the right thing

growing middle class. India’s urban population is for long-term per-share growth of the business.

expected to reach 600 million by 2030, and the home
loan market is expected to grow at 15% per annum over
the next decade, supported by rising incomes and
government-backed initiatives®.

For the clients of our emerging markets strategy,
HDFC is a quintessential example of how we believe
the tortoise - through unwavering determination and
a commitment to sound principles - wins the long-

By focusing on growing deposits, taking a careful term investing race. As we continue to navigate the
approach to lending and using securitisation, we believe complexities of emerging markets, HDFC's approach
HDFC Bank is setting itself up for strong long-term serves as a reminder that the most rewarding
growth in the coming years. The plan outlined by the investments are often those that take the long view,
CEO Shashidhar Jagdishan is to grow conservatively in one step at atime.

FY25, match the market in FY26 and then aim to
outpace competitors by FY277. This gives the bank time
to adjust to the merger without sacrificing long-term
growth.
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Disclaimer

For Professional Investors Only

This document is issued and approved by Skerryvore Asset
Management Ltd (formerly BennBridge Ltd) (“Skerryvore”).
Skerryvore may be referred to herein as the Investment
Manager or Firm. The Firm is based at 45 Charlotte Square,
Edinburgh EH2 4HQ in the United Kingdom. The registered
office of the Firm is Windsor House, Station Court, Station
Road, Great Shelford, Cambridge CB22 5NE.

Skerryvore is authorised and regulated by the Financial
Conduct Authority in the UK and is registered as an
investment adviser with the U.S. Securities and Exchange
Commission (“SEC") (registration of an investment adviser
does not imply any level of skill or training). The
information in this document has not been approved or
verified by the SEC or by any state securities authority.

This material is provided as a general overview of the Firm,
our processes and our investment capabilities. It has been
provided for informational purposes only. It does not
constitute or form part of any offer to issue or sell, or any
solicitation of any offer to subscribe or to purchase, shares,
units or other interests in investments that may be referred
to herein and must not be construed as investment or
financial product advice. The Firm has not considered any
reader's financial situation, objective or needs in providing
the relevant information.

Any projections, market outlooks or estimates contained in
this document 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. The information
provided in this document relating to specific companies/
securities should not be considered a recommendation to
buy or sell any particular company/security.

Past performance does not predict future returns. Potential

investors in Emerging markets should be aware that
investments in these markets can involve a higher degree
of risk. Any investment should be viewed as medium to
long term and should only be made by those persons who
could sustain a loss on their investment. It should not
constitute a substantial portion of an investment portfolio
and may not be appropriate for all investors. The value of
investments and the income from them may go down as
well as up and may be subject to sudden and large falls in
value. An investor may lose their entire investment.

The information provided in this document reflects the

views and opinions of the Firm, as of the date of publication

and is subject to change without notice. The Firm will not
assume any liability for any loss or damage of any kind
arising directly or indirectly by using the information
provided.

IThis 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.

The distribution of this document and the offering or
purchase of interests in strategies or funds managed by
the Firm may be restricted in certain jurisdictions. No
person receiving a copy of this document in any such
jurisdiction may treat this document as constituting
marketing or an invitation to them to subscribe for
interests in a fund managed by the Firm or otherwise
make an investment.

It is the responsibility of any persons in possession of this
document, including individuals who may be employed by
or a consultant to the recipient, to inform themselves of,
and to observe, all applicable laws and regulations of any
relevant jurisdiction. If any recipient, including individuals,
is or becomes aware that the receipt of this document by
them contravenes any law or regulation, they must
destroy it or return it to the Firm immediately.
Prospective investors should inform themselves as to the
legal requirements of so applying and any applicable
exchange control regulations and taxes in the countries
of their respective citizenship, residence, or domicile.

Telephone calls may be recorded for training and
monitoring purposes.

RISK FACTORS

« Capital is at risk and there is no guarantee any
investment will achieve its objective. Investors should
make sure their attitude towards risk is aligned with
the risk profile of their investment, however made.

* Past performance does not predict future returns. 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.

» Currency exposure is not hedged.

» Equity prices fluctuate daily, based on many factors
including general, economic, industry or company
news. In difficult market conditions, the Firm may not
be able to sell a security for full value or at all. This
could affect performance of an investment and with
regards to an investment made via a fund, could
cause the fund to defer or suspend redemptions of its
shares.

* Investments in Emerging markets can involve a higher
degree of risk.



Disclaimer

FOR INVESTORS RESIDING IN THE UNITED
KINGDOM OR THE EUROPEAN ECONOMIC
AREA

In the United Kingdom this document is only available to
professional investors meeting the criteria for Professional
Clients set out in COBS3.5 of the Conduct of Business
Sourcebook in the Financial Conduct Authority’s Handbook
of rules and guidance.

Although the information in this document is believed to be
materially correct as at the date of issue, no representation
or warranty, express or implied, is given as to the accuracy,
reliability, or completeness of any of the information
provided as at the date of issue or at any future date.
Certain information included in this document is based on
information obtained from third-party sources considered
to be reliable. Any projections or analysis provided to assist
the recipient of this document in evaluating the matters
described herein may be based on subjective assessments
and assumptions and may use one among many alternative
methodologies that produce different results. Accordingly,
any projections or analysis should not be viewed as factual
and should not be relied upon as an accurate prediction of
future results. Furthermore, to the extent permitted by law,
the Firm, its funds, their affiliates, agents, service providers
and professional advisers assume no liability or
responsibility and owe no duty of care for any
consequences of any person acting or refraining to act in
reliance on the information contained in this document or
for any decision based on it.

FOR INVESTORS RESIDING IN AUSTRALIA
OR NEW ZEALAND

This information is issued and approved by Bennelong
Funds Management Ltd (ABN 39 111 214 085, AFSL
296806) ("BFML").

BFML has appointed Skerryvore Asset Management Ltd
(formerly BennBridge Ltd) (“Skerryvore”) as the
investment manager, which is authorised and regulated
by the UK’s Financial Conduct Authority (with Firm
Reference Number 769109). Skerryvore is a Corporate
Authorised Representative of BFML (AFSL Representative
No.1281639). All regulated activity relating to portfolio
management, including the execution of trades, takes
place within Skerryvore as the regulated entity.

This is general information only, and does not constitute
financial, tax or legal advice or an offer or solicitation to
enter into any investment management agreement with
BFML or 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 enter into an
agreement, 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. For any Bennelong Fund,
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 BFML funds is
available on the BFML website. BFML may receive
management and or performance fees from the BFML
Funds, details of which are also set out in the current IM
and or PDS. BFML and the BFML Funds, their affiliates and
associates accept no liability for any inaccurate,
incomplete, or omitted information of any kind or any
losses or damage caused by using this information. All
investments carry risks. There can be no assurance that
any investment or BFML fund will achieve its targeted
rate of return and no guarantee against loss resulting
from such investment. Past performance does not predict
future returns. Information is current as at the date of this
document.



contacts

SKERRYVORE

45 Charlotte Square, Edinburgh EH2 4HQ
clients@skerryvoream.com

Charles Oldmeadow

Head of Distribution
Charles.Oldmeadow@skerryvoream.com
+44 (0) 131202 3092

Ciara Egan

Reporting and Marketing Analyst
Ciara.Egan@skerryvoream.com
+44 (0)131202 3079

OUR GLOBAL DISTRIBUTION PARTNERS

FRONTIER ONE LLC - USA

1033 Skokie Boulevard, Suite 260
Northbrook, IL 60062

Jason Ciaglo
jciaglo@frontieronellc.com

Bill Forsyth
bforsyth@frontieronellc.com

BENNELONG - AUSTRALIA

Level 21, 20 Bond Street, Sydney NSW 2000

Bennelong House, 9 Queen Street
Melbourne VIC 3000

Level 38, Riparian Plaza
71Eagle Street, Brisbane QLD 4000

Level 1, 81 Stirling Highway
Nedlands, Perth WA 6009
client.experience@bennelongfunds.com



mailto:clients@skerryvoream.com
mailto:Ian.Tabberer@skerryvoream.com
mailto:Ciara.Egan@skerryvoream.com
mailto:jciaglo@frontieronellc.com
mailto:bforsyth@frontieronellc.com
mailto:client.experience@bennelongfunds.com

	Slide 0:   HDFC – Slow and Steady Wins the Race  HDFC is currently one of the largest holdings in our strategies. After a decade in which its book value rose by 22%,  the recent reverse merger between HDFC Limited and HDFC Bank has slowed growth and cause
	Slide 1
	Slide 2
	Slide 3
	Slide 4
	Slide 5: Disclaimer
	Slide 6: Disclaimer
	Slide 7: Contacts

