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Coffee Can Portfolio: Liquidity Proof

“The propensity to swindle grows parallel with the propensity to speculate during a boom....the implosion of an asset price bubble always

leads to the discovery of frauds and swindles.”
- Charles P. Kindleberger in his book ‘Manias, Panics and Crashes’

In the previous newsletter (https://bit.ly/2qoiaiN), we had highlighted rising interest rates as one of the reversals of macro tailwinds that

is expected over the next 3 years. In the past month, the major phenomenon impacting the equity capital markets has been the “Liquidity
Crunch”. The trigger for the liquidity crunch was pulled by the default of IL&FS leading to widespread redemptions in the wholesale debt
markets. The first round effect of these developments has been a sharp spike in short-term rates and tightening liquidity. As shown in the
Exhibit 1 below, in the last 7 months, the 1-year G-Sec and 10-year G-Sec yields have risen by over 50bps (4-year high) and over 20bps

(2-year high), respectively. Due to the ensuing uncertainty, BSE Sensex has fallen by over 10% in the last 2 months.

Exhibit 1: Yield Spread & BSE Sensex (Apr-Oct’ 18)
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Source: Ambit Capital research, Bloomberg, BSE Sensex NAV rebased to 100 on 1 April 2018

We believe the BFSI sector is likely to be the first casualty of rising interest rates and tightening liquidity. In general, during the boom
periods of low/falling interest rates, greed to show loan growth overtakes fear and discipline. The resulting poor credit standards in boom
years reflect as bad loan write-offs when the tide turns and interest rates begin to rise. Further, as liquidity tightens, banks and NBFCs
face rising cost of borrowing and their profitability comes under tremendous stress. Specifically, in the current scenario, NBFCs who have
grown their loan book by relying on wholesale debt markets for short-term funds face risk of default as investors are fleeing from debt
and money markets and refinance of short-term borrowing is unavailable or available only at steep short-term rates. Depicting this
cyclicality in Exhibit 2, the loan growth and growth in NPAs for the banking sector has been analyzed for the period FYO3 to FY09. While
the 1-year G-Sec yield* was low at less than 6% for the period FYO3 to FY06, there was a corresponding sharp increase in the rate of
loan growth from 14% in FY03 to over 31% in FYO6. However, when the interest rate cycle turned and started to rise from FY06 to reach
7.2% in FY09, the current period loan growth slowed and unchecked growth of the past period led to spike in NPAs with the NPA growth
rate touching 23% in FY09.

Exhibit 2: NPA & Credit Cycle of Banking Sector (FY-03 to FY-09)
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Source: RBI, Bloomberg, *G-Sec rates calculated based on daily average for the financial year
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CCP BFSI exposure - a structural play in a cyclical sector: CCP companies in the BFSI space have been exceptions to this general
norm and have demonstrated consistently strong performance even in stressful times. A leading housing finance company in the
subprime lending space (let's say company A), which is part of the coffee can portfolio, is such an example of a strong structural story in
an otherwise cyclical space. The exhibits 3(a) & 3(b) show company A’s performance across two periods of significant liquidity stress (2008
Lehman crash and 2013 taper tantrum crisis). Despite significant increase in 1-year G-Sec yield* across both periods (from 6% in FY06 to
7.2% in FY09 & from 6.5% in FY11 to 8.5% in FY14), company A was able to grow its loan book consistently at rates of 20-30%, while
pricing power, strategic access to low-cost source of funds and disciplined lending ensured consistently high RoEs. Company A has been
able to achieve this due to a strong parentage, competitive advantage arising from years of experience in subprime lending and
disciplined focus on retail housing loans - unlike other peer group companies who have grown much faster in recent years by giving out

real estate developer loans using cheap short-term money, thereby exposing themselves to the risky real estate cycle (Refer Exhibit 4).

Exhibit 3(a): Company A loan growth & RoE (FY06-FY09) Exhibit 3(b): Company A loan growth & RoE (FY11-FY14)
Particulars FY-06 FY-07 FY-08 FY-09 Particulars FY-11 FY-12 FY-13 FY-14
1 Year G-Sec* 6.0% 7.0% 7.4% 7.2% 1 Year G-Sec* 6.5% 8.3% 8.0% 8.5%
Loan Growth 31% 29% 29% 18% Loan Growth 30% 28% 34% 29%
ROE 27% 24% 24% 24% ROE 31% 34% 33% 32%

*G-Sec rates calculated based on daily average for the Financial year.

Exhibit 4: Except Company A, most HFCs have seen high growth in risky real estate developer loans over the last two years
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Source: Ambit Capital Research, CLSA. Company A has <5% exposure to real estate developer loan compared to sector average of ~20% as at Mar 31, 2018.

Stressful times lies ahead for the BFSI sector due to the ongoing liquidity crisis and rising interest rates. However, we believe that
competitive moats and uncompromised lending discipline of CCP portfolio companies, just like the example of Company A above, will
enable them to overcome the adverse environment and deliver strong & consistent performance over the next 2-3 years.

Performance update — Ambit’'s Coffee Can PMS - as on 31 Oct 2018

The portfolio consists of 11 stocks of high-quality companies, spread across Financials (2 stocks), Home Building Materials (3 stocks),
Consumer Discretionary (3 stocks) and Consumer Staples (3 stocks). There has been no change in the list of stock holdings (i.e.,
zero churn) in the portfolio since inception of the PMS. The intended average holding period of a stock in our portfolio is longer

than 8-10 years, resulting in a churn of less than 1 stock per year on an average.

Ambit's Coffee Can PMS performance update
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Source: Ambit, Bloomberg; *Date of inception= 6" March 2017; All returns are absolute returns net of fees and expenses
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Disclaimer

Ambit Capital Private Limited (“Ambit”) is a registered Portfolio Manager with Securities and Exchange Board of India vide registration .number INP000002221.

This presentation / newsletter / report is strictly for information and illustrative purposes only and should not be considered to be an offer, or solicitation of an offer,
to buy or sell any securities or to enter into any Portfolio Management agreements. This presentation / newsletter / report is prepared by Ambit stricily for the
specified audience and is not intended for distribution to public and is not to be disseminated or circulated to any other party outside of the intended purpose.
This presentation / newsletter / report may contain confidential or proprietary information and no part of this presentation / newsletter / report may be reproduced in
any form without its prior written consent to Ambit. If you receive a copy of this presentation / newsletter / report and you are not the intended recipient, you should
destroy this immediately. Any dissemination, copying or circulation of this communication in any form is strictly prohibited.

Neither Ambit nor any of their respective affiliates or representatives make any express or implied representation or warranty as to the adequacy or accuracy of the
statistical data or factual statement concerning India or its economy or make any representation as to the accuracy, completeness, reasonableness or sufficiency of
any of the information contained in the presentation / newsletter / report herein, or in the case of projections, as to their attainability or the accuracy or completeness
of the assumptions from which they are derived, and it is expected each prospective investor will pursue its own independent due diligence. In preparing
this presentation / newsletter / report, Ambit has relied upon and assumed, without independent verification, the accuracy and completeness of information available
from public sources. Accordingly, neither Ambit nor any of its affiliates, shareholders, directors, employees, agents or advisors shall be liable for any loss or damage
(direct or indirect) suffered as a result of reliance upon any statements contained in, or any omission from this presentation / newsletter / report and any such liability
is expressly disclaimed.

You are expected to take into consideration all the risk factors including financial conditions, Risk-Return profile, tax consequences, etc. You understand that the past
performance or name of the portfolio or any similar product do not in any manner indicate surety of performance of such product or portfolio. You further
understand that all such products are subject to various Market Risks, Settlement Risks, Economical Risks, Political Risks, Business Risks, and Financial Risks etc. You
are expected to thoroughly go through the terms of the arrangements / agreements and understand in detail the Risk-Return profile of any security or product of
Ambit or any other service provider before making any investment. You should also take professional / legal /tax advice before making any decision of investing or
disinvesting. Ambit or Ambit associates may have financial or other business interests that may adversely affect the objectivity of the views contained in
this presentation / newsletter / report.

Ambit does not guarantee the future performance or any level of performance relating to any products of Ambit or any other third party service provider. Investment
in any product including mutual fund or in the product of third party service provider does not provide any assurance or guarantee that the objectives of the product
are specifically achieved. Ambit shall not be liable to client for any losses that you may suffer on account of any investment or disinvestment decision based on the
communication or information or recommendation received from Ambit on any product. Further Ambit shall not be liable for any loss which may have arisen by
wrong or misleading instructions given by you whether orally or in writing.
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