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DURO CAPRPITAL

The purpose of this letter is to provide you, our partners, with deeper insights into our investment philosophy and
portfolio positioning. By investing a significant portion of our own net worth into our funds, we ensure that our interests
are fully aligned with our investor partners.

Given the recent bank run on Silicon Valley Bank and the Swiss government-orchestrated merger of Credit
Suisse with UBS, we are taking the opportunity to discuss some of our financials holdings in this letter as
well as presenting some thoughts on the Indian banking sector.

India went through a Non-Banking Financial Company (NBFC) crisis in the Fall of 2018. The crisis was
triggered by a substantial asset-liability mismatch at one of India’s largest (and AAA-rated) non-banking
financial companies, IL&FS. IL&FS’ asset side primarily comprised long duration real estate and
infrastructure assets. The crisis was triggered when cash flow from long duration assets was not sufficient
to meet near term liability payments. Much like in the case of SVB, Indian banks and mutual funds at the
time had been increasing exposure to NBFCs as they sought out higher yielding paper in a high liquidity, low
yield environment that had been triggered by the actions of the Reserve Bank of India (RBI) post-
demonetisation.

Not only did the Indian NBFC crisis push IL&FS into bankruptcy, other NBFCs like Dewan Housing also went
belly up, while companies like Indiabulls Housing and Piramal Enterprises lost significant value. Even the
weak(est) banks (Yes Bank, Indusind, RBL Bank) became collateral damage. Yet, the crisis was contained
with limited damage to the overall economy not only because of specific actions of the RBI; but also because
of the multi-year clean-up process that had been underway at Indian banks following the asset quality
reviews initiated by the RBI in 2015.

Just a few quarters after the NBFC crisis, the Indian banking sector was hit by the never-before seen
uncertainty and challenges related to the Covid crisis. Banks again made massive provisions (perhaps over-
provisioned) given the uncertainty ahead and raised capital to arm themselves to face the Covid challenge.
Banks also tightened credit filters sharply. All these actions paved the way for what some bankers have
recently described, and we would agree, as the perfect set up for the Indian banking sector, i.e., significant
contingent provisions, adequate capital adequacy ratios and pristine asset quality, at a time of an improving
domestic credit cycle.

CET Ratios for Indian Banks
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Elevated Risk Spreads Implying Conservative Underwriting Practices
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Analyzing Banks

A banking institution’s ROE tree is driven by the following key parameters:
(1) Interest income

(2) Non-interest income

(3) Cost of funds

(4) Operating expenses

(5) Credit costs

Any differentiation or competitive advantage, or as we refer to it at Duro as the “why” of a lender, should
be reflected in one or more of the above parameters. For example, a differentiated bouquet of products
and services may lead to stronger cross-sell opportunities, which can help increase non-interest income as
well as reduce operating expenses per customer. A stringent underwriting culture along with strong
collection processes should consistently result in lower credit costs. Obviously, an ideal franchise would
check as many boxes as possible.

However, we have found it more useful to invert the process and focus on identifying suitable investment

candidates by first eliminating situations that do not meet what we believe is the most important criteria
for analyzing banks - their ability to garner low-cost deposits. Our research shows that a very large majority
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of banks rely heavily on higher deposit rates as the primary tool to attract depositors at the ground level.
Such deposits can be fickle (i.e. chasing the highest returns), and the higher cost of funds puts banks at a
natural disadvantage while pricing their loans or puts pressure on their net interest margins. Even Kotak
Mahindra Bank, one of the top private sector banks in India, started its journey to build its deposit franchise
by offering significantly higher rates on its savings deposits as compared to other top private sector banks.
It took Kotak more than a decade and a half to build the right bouquet of products and services for its newly
acquired depositors to make it a bank of choice for its customers. Today, depositors come to Kotak because
of their trust in the Kotak brand and not just the rates of return offered on deposits.*

Only a select few banks in India today have been able to develop a brand that can attract depositors despite
not offering the highest rates of interest on deposits. These banks have a huge advantage over competition
because they are able to attract the highest quality depositors to their franchises. This provides them with
a cost of funds advantage, which gives them the ability to target higher quality assets and also earn higher
net interest margins on their loans. This in turn leads to superior return ratios.

Cost of Deposits for Some Private Sector Banks in India
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Source: Morgan Stanley, Duro Research?

Duro’s investments in the banking sector are primarily focused on such select banks (ICICI, Axis). While it
should be expected that central bank interest rate movements will drive cyclicality in bank earnings, the
overall credit under penetration in India makes us confident that there is a long runway for these superior
franchises to both gain share by continuing to grow faster than the broader market and do so on more
profitable terms.

ICICI Bank

ICICI bank has undergone significant change in its organisational culture under Sandeep Bakhshi, who took
over as CEO of the bank in 2018. The primary change under Sandeep’s leadership has been an alignment of
the entire organization around a deep focus on customer service through its “One ICICI” initiative. Under
this initiative, the bank has reorganized its go-to-market strategy and measures KPIs on a ROE per customer
basis, as opposed to individual bank vertical profitability. The bank’s quarterly results have now exceeded
expectations in 10 out of the last 11 quarters. ICICI bank also has one of the lowest cost of funds in the

! please note that we are not using state-owned/public sector banks in the above analysis. Public sector banks have a natural
advantage in garnering deposits given that, in the eyes of borrowers, the deposits are backed by the government. Yet, the
underlying risk of government owned banks is that they are prone to “directed lending,” which significantly outweighs the cost of
funds advantage that such banks may enjoy.

2 Kotak and HDFC Bank do not disclose cost of deposits. The numbers in the graph are estimates using calculated cost of funds
numbers for Q3FY2023.
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banking industry along with the highest liquidity buffers amongst the large private sector banks in India.
This positions the bank relatively well for credit growth even in a tighter liquidity environment with rising
interest rates. Moreover, the bank has excess provisions equivalent to 2.2% of total advances or 11% of net
worth that provide an extraordinary buffer against any unforeseen macro/micro risks.

Axis Bank

Axis bank, too, has been a revival story under its CEO Amitabh Chaudhry. Amitabh joined the bank in early
2019 and has focused on re-aligning the bank’s strategy along 3 pillars: Growth, Sustainability and
Profitability. The bank has gone through an aggressive assessment of its book under the new management
and is currently sitting on provision buffers in excess of 100% of gross NPAs + restructured loans. Axis has
seen the strongest core margin improvement amongst its peers in recent quarters and its return on assets
gap versus its large private bank competitors has been closing steadily. Axis has also invested aggressively
into technology and currently has the highest rated mobile banking app in the country.

Duro’s Midcap/Smallcap Financial Holdings

Ujjivan Financial Services

Out of the three banks that we own in our portfolio, only one is a smaller bank without a dominant deposit
franchise — Ujjivan Small Finance Bank (“Ujjivan”). So why do we own this bank if the bank does not have
any competitive advantage on the liability side? Our assessment is that its lack of an advantage on the
deposit side is more than made up by its focused approach on the asset side of the balance sheet.

Ujjivan is currently the fourth largest microfinance lender in India with 70% of the bank’s assets focused on
microfinance lending. Microfinance is a large and severely underpenetrated market in India, making long-
term prospects for focused players very attractive. Yet, microfinance is an operationally intensive business.
One needs to first put together groups of appropriate borrowers (given the group lending model in
microfinance that makes the entire group liable for repayments of each group member), organize regular
in-person group meetings, stay involved in the community and ensure that stringent practices are followed
to avoid over-levered borrowers from joining groups. This makes it a high opex to assets business (~6%).
But the high operational cost is more than made up by the significant net interest margin that a good
microfinance organization can earn (~10%). The key differentiation of a microfinance lender also lies in its
ability to manage credit costs over cycles. For example, geographic diversification protects against
community-specific adverse events. Ujjivan stands out in this regard with 598 branches across 25 states and
254 districts in India; with no state contributing more than 15.5% of gross AUM. This is one of the reasons
that business for Ujjivan has rebounded sharply post-Covid, which was a black swan event for the sector.
The bank is already back to generating 25%+ ROE with 25% AUM growth.

While cost of capital for banks without dominant deposit franchises may rise more aggressively given the
current events around the banking sector globally, we believe this may be less likely in the case of Ujjivan.
Ujjivan has a higher share (62%) of retail deposits in its overall liability mix, and retail deposits are stickier
than yield-chasing institutional deposits. The bank should also be able to absorb any unforeseen credit costs
with relative ease given the significant buffer provided by its generous pool of contingent provisions. Ujjivan
was the best performing stock in our portfolio in 2022. Despite this strong performance, the bank still trades
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at 1.0x forward price to book.? The attractive valuation of the company should act as a floor in the event of
a significant price correction.

Five Star Business Finance

Five-star Business Finance (“Five Star”) is an NBFC that provides 100% secured business loans to micro
entrepreneurs and self-employed individuals in India. A perception of higher risk as well as exorbitant costs
of delivering credit to small businesses has constrained formal lending to such businesses and led to a credit
gap of approximately INR 80 trillion (USD1 trillion) for this segment. Furthermore, there is no fixed template
of underwriting which can be easily replicated across India because similar businesses can have disparate
metrics in different parts of the country.

Five Star has built a niche in lending to this segment with an average ticket size of USD4,000 while generating
IRRs of ~24%. The company grew at a measured pace (~15% CAGR) for the first 10 years of operation so it
could gain a deep understanding of diverse borrower profiles across different geographies. Even today,
after having ramped up its growth to >35% over the last 6 years, the first 500 loan applications in any new
geography require a final sign-off from the CEO of the company. Given these nuances of the business, the
reward for issuing a USD4,000 loan is not commensurate to the effort for a lot of organisations, and this has
created a natural barrier to entry for many organisations to enter this segment. At the same time, Five Star’s
execution excellence has helped contain credit cost across cycles and deliver ROA of 8%+ without having
the need to ever repossess collateral from a borrower.

Duro’s investment into Five Star in 2022 was a privately negotiated transaction where we bought shares
from a motivated seller, who was in need of liquidity. The business listed on stock exchanges shortly after
we made the investment, and we are currently sitting on a reasonable unrealized gain on our investment.
We believe Five Star has the capability to grow its AUM at >25% CAGR for the next 5+ years. This growth
will come from (1) branch expansion (2) an increase in ticket sizes (which haven’t increased for the past 4
years), and (3) an increase in utilization of existing branches. In terms of cost of funds, we believe that,
notwithstanding very sharp turbulence in global financial markets, the cost of funds for Five Star should
continue to come down despite the rising interest rate environment. This is because the company now gets
the benefit of being a publicly-listed company and has seen its credit rating upgraded to AA-. It is therefore
able to raise incremental liabilities at 8.7%, whereas its existing pool of liabilities is at a cost of ~10.3%. We
believe that there is a potential for us to generate a ~25% IRR over the next few years on this investment.

OO OO OO OO OO OO O OO 00 OO

Financials comprise approximately 33% of our AUM currently. The positions, as you would expect, are
concentrated in our highest conviction ideas. It is interesting to note that despite the earlier mentioned
healthy status of the Indian financials sector, it currently trades at a valuation that is lower than its 10-year
average. | am inclined to say that our financials investments should be able to bear the brunt of a potential
global crisis with greater ease than comparable banks/lending institutions in developed markets. Yet, given
the typical unknown unknowns in every crisis as well as the levered nature of the financials industry, | am
also inclined to warn you that it is likely that we may see reasonable volatility in stock prices of our financials

3 Duro’s investment in Ujjivan SFB (USFB) is through the bank’s holding company, Ujjivan Financial Services (UFS), which trades at
a >20% holding company discount versus the value of its 73.67% equity stake in USFB. This discount is likely to be reduced to zero
with the imminent reverse merger of UFS into USFB. This should lead to an additional 25% upside in our holding value on the day
that the reverse merger closes.
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holdings in the event of such unknown unknowns playing out. Long term investors should welcome such
volatility in stock prices and should in fact use the opportunity to increase exposure into their highest
conviction ideas. | know we at Duro will make every attempt to do this; like we have across our 12+ years
of investing in India.

Nishchay Goel
March 2023
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This document is not an offer to sell, or a solicitation of offers to buy, any securities. Offers to invest in an investment vehicle managed
or advised by Duro Capital (Singapore) Advisors Pte Ltd (along with its affiliates. “Duro Capital”) will be made only by a private placement
memorandum or other definitive offering memorandum (the "PPM"). If there is any discrepancy between this document and such PPM, the
PPM will control. An investment in any fund is speculative and entails substantial risks.

The information contained in this document is provided for information only and does not contain all material terms, including important
conflicts disclosures and risk factors associated with your investment; and this communication in and of itself should not form the basis
for any investment decision. Duro Capital shall not assume any legal liability or responsibility for any incorrect, misleading or altered
information contained in this document.

This document is confidential and proprietary and is intended anly for the person to whom it has been delivered or to whom it was intended
to be delivered. This document should be used anly by sophisticated investors who are knowledgeable of the risks involved. Your acceptance
of this document from Duro Capital constitutes your agreement to (i) keep confidential all the information contained in this document
("Confidential Information") and not disclose any such Confidential Information to any other person, (i) not use the Confidential Information
for purposes of trading any security, (iii) not copy this document without the prior express written consent of Duro Capital, and (iv)
promptly return this document and any copies hereof to Duro Capital upon Duro Capital's request. The distribution of this document in
certain jurisdictions may be prohibited or restricted by law; therefare, people in whose possession this document comes should inform
themselves about and observe such restrictions. Any recipient of this document is deemed to accept the following conditions by accepting
delivery of this document and the information contained herein. If the recipient does not accept these conditions, the recipient must
immediately inform the deliverer of the document and return this document. This material is also subject to any confidentiality provisions
set forth in any written agreement between the recipient and Duro Capital or any investment vehicle managed or advised by Duro Capital.
No portion of this material may be reproduced, copied, distributed, modified, shared or made available to others without the express
written consent of Duro Capital.

This document may contain projections, forecasts, targeted returns, illustrative returns, estimates, beliefs and similar information
("Forward Looking Information”). Forward Looking Information is subject to inherent uncertainties and qualifications and is based on
numerous assumptions, in each case whether or not identified herein. Forward Looking Information is provided for illustrative purposes
only and is not intended to serve as, and must not be relied upon by any prospective investor as. a guaranty, an assurance, a prediction or
a definitive statement of fact or probability, nor should the inclusion of Forward Looking Information be regarded as Duro Capital's
representation that the Fund will achieve any strategy. objectives or other plans.

The examples of current and potential investments included in this document are provided for discussion purposes only and are no
guarantee of future results. They are not intended as a representation or warranty by Duro Capital or any other person or entity as to the
actual composition or performance of the Fund's portfolio. Over time, the nature of, and risks associated with, the Fund's portfalio may
differ substantially from (and may be subject to constraints or limitations that were not applicable to) those investments and strategies
discussed in this document.

All information and opinions herein have been compiled in good faith, but no representation or warranty, express or implied, is made as to
their accuracy, completeness and correctness. The right to change any such infarmation, at any time, without notice, is fully reserved.

Past performance is not indicative of future results and there can be no assurance that any investment will achieve comparable results
or its investment objectives. Investors may not get back the full amount invested. and the net asset value of the investment will fluctuate.
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