Company Note

HIGH
CONVICTION

Finance Companies | India | July 24, 2024

Equities

| india
ADD (no change)

Consensus ratings*: Buy 18 Hold 10 Sell 9

Current price: Rs296
Target price: | 2 Rs370
Previous target: Rs370
Up/downside: 25.0%
InCred Research / Consensus: 24.7%
Reuters: MMFS.BO
Bloomberg: MMES IN
Market cap: US$5,034m
Rs365,532m

Average daily turnover: US$15.1m
Rs1097.3m

Current shares o/s: 1,232.3m
Free float: 47.8%

*Source: Bloomberg

Key changes in this note

2 Lower credit costs are attributable to a change
in the historic average for PD & LGDs due to
consistent improvement in asset quality over
the past few years.

——— Pricz Cloze.

Relative to SENSEX (RHS)

400 1080

Jan-24

Apr-Z4

Source: Bloomberg

Price performance M 3M 12M
Absolute (%) (3.3) 12.3 (5.3)
Relative (%) (7.0) 3.1 (21.9)
Major shareholders % held
Mahindra & Mahindra 52.2
LIC 10.0
HDFC AMC 4.7

Research Analyst(s)

Jignesh SHIAL

T (91) 22 4161 1547

E jignesh.shial@incredresearch.com
Rishabh JOGANI

T (91) 02241611569

E rishabh.jogani@incredresearch.com
Meghna LUTHRA

T (91) 22 4161 1500

E meghna.luthra@incredresearch.com

Mahindra & Mahindra Finance

Profitability driven by improved asset quality

= MMFS reported a better-than-expected 1Q PAT of Rs5.1bn, despite a weaker
margin profile, on balanced operating expenses and lower credit costs.

m Lower credit costs are attributable to a change in the historic average for PD &
LGDs due to consistent improvement in asset quality over the past few years.

m We appreciate the consistent improvement in asset quality, diversified AUM
and favourable risk-reward. Retain ADD rating with a target price of Rs370.

Healthy AUM growth despite weak disbursement, improvement likely
Mahindra & Mahindra Financial Services or MMFS reported weak disbursement at Rs
12.7bn in 1QFY25, +5% yoy, reflecting a slowdown in rural demand amid delayed
monsoon as well as cautious approach of the management. AUM growth remained healthy
at Rs1,063.4bn (+22.6% yoy/+3.6% qoq) as of Jun 2024 amid lower repayment. The
company witnessed a sequential decline in margins to ~6.6% against 7.1% in Mar 2024
amid elevated cost of f/;lounds. We remain confident of an improvement in margins backed
by a rise in yields amid favourable assets/customer mix. We are building in ~10% CAGR
in disbursements leading to ~16% CAGR in AUM over FY25F-27F.

Granular asset quality; lower provision assumption to stay

MMFS’ management has managed to maintain steady asset quality in 1QFY25, despite
1Q being a seasonably weak quarter. Gross stage-3 assets stood at ~3.6% against ~3.4%
last quarter. There had been some adverse movement in Stage-2 assets as well, which
the management attributed to relatively stressed collection mechanism amid a heat wave
in North India as well as due to general elections. The trend is expected to improve in the
coming quarters post appropriate monsoon season as well as a pick-up in the rural
economy. Credit costs (including write-offs) remained low at ~1.5% due to a decline in
assumptions for Loss Given Default (LGD) and Probability of Default (PD). This decline is
attributable to the change in the historic average, which is becoming favourable due to
consistent improvement in the asset quality trend for the company over the past few years.
Overall collection efficiency stayed healthy at ~94% whereas provision coverage for Stage-
3 assets eased to ~59.8%, again due to a change in assumptions.

Perception issue to stay; moving towards sustainable RoA of +2%
MMFS has a perception issue amid long-term track record of delivering disappointing
performance despite superior corporate parentage as well as strong brand recognition. We
appreciate the consistent improvement in asset quality across diversified AUM providing
more legs to growth and attractive risk-reward. We remain confident of sustainable RoA of
+2% in the coming years backed by steady margin (~7.6%), balanced operating leverage
and improved credit cost range of (~1.5-1.7%). We retain our high-conviction ADD rating
and a target price of Rs370 as we value the standalone MMFs at ~2.2x FY26F BV and add
Rs20/share for subsidiaries. Downside risks: Slowing growth, and deterioration in asset
quality.

Financial Summary Mar-23A Mar-24A Mar-25F Mar-26F Mar-27F
Net Interest Income (Rsm) 63,521 69,772 83,216 98,912 113,138
Total Non-Interest Income (Rsm) 1,268 1,583 1,834 2,102 2,383
Operating Revenue (Rsm) 64,789 71,355 85,050 101,014 115,521
Total Provision Charges (Rsm) (9,988) (18,228) (20,237) (24,928) (26,910)
Net Profit (Rsm) 19,845 17,596 23,096 28,199 33,895
Core EPS (Rs) 16.07 14.25 18.71 22.84 27.46
Core EPS Growth 100% (11%) 31% 22% 20%
FD Core P/E (x) 18.41 20.75 15.81 12.95 10.77
DPS (Rs) 6.00 6.30 9.00 11.00 14.00
Dividend Yield 2.03% 2.13% 3.04% 3.72% 4.73%
BVPS (Rs) 138.4 147.1 156.8 168.6 182.1
P/BV (x) 2.14 2.01 1.89 1.75 1.62
ROE 12.1% 10.0% 12.3% 14.0% 15.7%

% Change In Core EPS Estimates
InCred Research/Consensus EPS (x)
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Figure 1: Quarterly earnings summary

Rs m 1QFY23 2QFY23 3QFY23 4QFY23 1QFY24 2QFY24 3QFY24  4QFY24 1QFY25 % yoy % qoq
Operating Income 24,863 25,860 28,625 29,942 30,846 32,119 34,536 36,540 37,222 20.7% 1.9%
Interest Expenses 9,320 10,690 12,419 13,340 14,505 15,665 16,750 17,351 18,286 26.1% 5.4%
Net Operating Income 15,543 15,170 16,206 16,602 16,341 16,455 17,787 19,190 18,936 15.9% -1.3%
Other Income 122 230 291 625 409 286 368 521 379 -7.1% -27.2%
Total Income 15,666 15,400 16,496 17,227 16,750 16,740 18,155 19,710 19,316 15.3% -2.0%
Operating Expenses 6,208 6,770 6,513 7,786 6,750 7,312 7,530 7,980 7,970 18.1% -0.1%
Operating Profit 9,458 8,630 9,983 9,441 10,000 9,428 10,625 11,730 11,345 13.5% -3.3%
Provisions 6,453 1,980 1,551 4 5,264 6,266 3,284 3,415 4,482  -14.9% 31.2%
CoR% 3.9% 1.1% 0.8% 0.0% 2.5% 2.8% 1.4% 1.4% 1.7% -30.9% 25.4%
PBT 3,005 6,650 8,431 9,437 4,735 3,163 7,341 8,315 6,864 44.9% -17.5%
Tax 776 1,620 2,142 2,596 1,209 811 1,813 2,126 1,734  43.5% -18.4%
Tax rate (%) 25.8% 24.4% 25.4% 27.5% 25.5% 25.6% 24.7% 25.6% 25.3% -1.0% -1.2%
Reported PAT 2,229 4,480 6,290 6,841 3,627 2,352 5,528 6,190 5,130 45.5% -17.1%
AUM 6,76,930 7,38,170 7,73,440 8,27,700 8,67,320 9,37,230 9,70,480 10,25,970 10,63,390 22.6% 3.6%
Disbursements 94,720 1,18,240 1,44,670 1,37,780 1,21,650 1,33,150 1,54,360 1,52,940 1,27,410 4.7% -16.7%
Figure 2: Our revised earnings estimates

FY25F FY26F FY27F
Y/E Mar (Rs m) Earlier Revised % change Earlier Revised % change Earlier Revised % change
Net interest income 83,344 83,216 -0.2% 98,452 98,912 0.5% 1,14,973 1,13,138 -1.6%
PPOP 51,647 51,239 -0.8% 62,307 62,778 0.8% 73,309 72,406 -1.2%
PAT 23,675 23,096 -2.4% 28,647 28,199 -1.6% 33,542 33,895 1.1%
EPS (Rs) 19.2 18.7 -2.4% 23.2 22.8 -1.6% 27 27.4 1.1%
AUM (Rs) 11,81,590 12,22,628 3.5% 13,29,441 14,01,328 5.4% 14,99,106 15,88,678 6.0%

Key 1QFY25 earnings conference-call takeaways

The disbursement growth during 1QFY25 remained weaker due to some
disruptions, which were specific in Apr and May 2024, considering general
elections and heat wave in the northern belt of the country.

The company witnessed some specific bumps in certain customer segments
and product segments like tractor in certain geographies. However,
management considers the same as a temporary delay and not default.

Management remains confident of ensuring that both GS2 and GS3 are range-
bound in the year going ahead.

MMFS has seen the benefits from overall collections that the company has
demonstrated over the last two years, which does have an impact on loss given
default.

Change in assumptions does flow into the coverage ratios, which gives benefit
in overall credit cost.

The company remains well capitalized with Tier-1 at 16.4% and overall capital
adequacy at 18.5%. With the current growth trajectory, for the rest of the fiscal
year, the company doesn’t see a need to raise capital.

NIM is still not panning out the way it is required — opex and credit costs moving
in the right direction.

There is a fine balance between affluent and better-rated customers — yield
should see an improvement.

Management aspires to keep Stage-2, Stage-3 asset levels at a record low,
which was achieved by the end of FY24, or even lower, if possible.
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Figure 3: InCred BFSI Coverage
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P/BV(x) (at TP) ROA (%) ROE(%)

CMP(Rs) TP(Rs) FY25F FY26F FY27F FY25F FY26F FY27F FY25F FY26F FY27F
864 1,000 2.1 1.8 1.6 1.0% 1.1% 1.1% 16.3% 17.2% 17.6%
1,618 2,000 3.1 2.8 2.6 1.9% 2.0% 2.0% 15.4% 16.3% 16.9%
1,227 1,300 3.5 3.0 2.6 2.3% 2.2% 23% 17.7% 17.3% 17.7%
1,263 1,150 2.0 1.7 15 1.7% 1.7% 1.7% 16.8% 16.0% 16.3%
1,413 1,650 1.8 1.6 1.4 1.7% 1.7% 1.7% 14.1% 14.4% 14.8%
P/BV(x) (at TP) ROA (%) ROE(%)
CMP(Rs) TP(Rs) FY25F FY26F FY27F FY25F FY26F FY27F FY25F FY26F FY27F
6,727 9,000 6.0 5.0 4.2 4.2% 4.4% 45% 21.0% 23.5% 25.4%
1,395 1,400 5.0 4.1 34 2.5% 2.5% 25% 21.0% 21.8% 22.5%
296 370 24 2.2 2.0 1.8% 1.9% 2.0% 12.3% 14.0% 15.7%
2,739 2,950 2.0 1.7 1.4 3.4% 3.5% 3.5% 16.9% 17.3% 17.9%
730 500 3.4 2.9 25 3.6% 3.2% 3.0% 17.8% 16.6% 16.3%
1,777 2,000 3.5 3.0 2.6 3.3% 2.9% 2.9% 14.7% 14.1% 14.9%
1,063 1,100 4.2 3.7 3.2 3.4% 3.4% 3.4% 16.2% 17.7% 19.3%
699 1,300 2.1 1.8 15 4.4% 4.6% 4.6% 16.7% 17.9% 18.2%
429 580 1.7 1.4 1.1 4.7% 4.7% 4.7% 19.4% 19.6% 19.7%

0, 0,
CMP(Rs) TP(Rs) FY25F FYZEIIZE(X) (I?\t(;—;g FY25F FY26F Rg\éz(;g FY25F FY26F RS\I(EZ(;?
628 800 35.7 29.5 23.7 0.28% 0.26% 0.25% 35.2% 41.8% 50.7%
3,957 4,250 33.5 29.9 25.3 0.37% 0.35% 0.35% 32.8% 34.2% 37.3%
970 1,100 16.0 13.0 11.1 0.29% 0.29% 0.28% 18.8% 20.6% 21.4%
678 700 21.3 17.3 14.4 0.25% 0.26% 0.26% 27.9% 30.3% 32.1%
P/EV (x) (at TP) Return on EV (%) ROE(%)
CMP(Rs) TP(Rs) FY25F FY26F FY27F FY25F FY26F FY27F FY25F FY26F FY27F
1,595 1,550 24 2.0 1.7 17.8% 17.4% 17.1% 24.7% 23.1% 21.0%
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BY THE NUMBERS
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Profit & Loss
(Rsm) Mar-23A Mar-24A Mar-25F Mar-26F Mar-27F
Net Interest Income 63,521 69,772 83,216 98,912 113,138
Total Non-Interest Income 1,268 1,583 1,834 2,102 2,383
Operating Revenue 64,789 71,355 85,050 101,014 115,521
Total Non-Interest Expenses (25,404) (27,285) (31,113) (35,105) (39,546)
Pre-provision Operating Profit 37,511 41,783 51,239 62,778 72,406
Total Provision Charges (9,988) (18,228) (20,237) (24,928) (26,910)
Operating Profit After Provisions 27,524 23,555 31,001 37,851 45,496
Pretax Income/(Loss) from Assoc.
Operating EBIT (incl Associates) 27,524 23,555 31,001 37,851 45,496
Non-Operating Income/(Expense)
Profit Before Tax (pre-El) 36,284 32,615 40,786 48,516 57,228
Exceptional ltems
Pre-tax Profit 27,524 23,555 31,001 37,851 45,496
Taxation (7,134) (5,959) (7,905) (9,652) (11,602)
Consolidation Adjustments & Others
Exceptional Income - post-tax (545)
Profit After Tax 19,845 17,596 23,096 28,199 33,895
Minority Interests
Pref. & Special Div
FX And Other Adj.
Net Profit 19,845 17,596 23,096 28,199 33,895
Recurring Net Profit
Balance Sheet Employment
(Rsm) Mar-23A Mar-24A Mar-25F Mar-26F Mar-27F
Gross Loans/Cust Deposits
Avg Loans/Avg Deposits
Avg Liquid Assets/Avg Assets 84.9% 85.1% 86.5% 87.1% 87.8%
Avg Liquid Assets/Avg IEAs 104.9% 103.0% 102.5% 103.1% 106.4%
Net Cust Loans/Assets
Net Cust Loans/Broad Deposits
Equity & Provns/Gross Cust Loans
Asset Risk Weighting
Provision Charge/Avg Cust Loans
Provision Charge/Avg Assets
Total Write Offs/Average Assets
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BY THE NUMBERS...cont’d

Balance Sheet

(Rsm) Mar-23A Mar-24A Mar-25F Mar-26F Mar-27F
Total Gross Loans 810,443 1,000,020 1,170,702 1,340,997 1,519,537
Liquid Assets & Invst. (Current)
Other Int. Earning Assets
Total Gross Int. Earning Assets 810,443 1,000,020 1,170,702 1,340,997 1,519,537
Total Provisions/Loan Loss Reserve
Total Net Interest Earning Assets 810,443 1,000,020 1,170,702 1,340,997 1,519,537
Intangible Assets
Other Non-Interest Earning Assets 48,938 52,283 57,499 63,236 69,546
Total Non-Interest Earning Assets 62,120 68,502 74,649 81,410 88,846
Cash And Marketable Securities 28,321 26,891 26,549 51,495 132,453
Long-term Investments 99,886 96,508 107,124 119,443 133,777
Total Assets 1,000,770 1,191,921 1,379,024 1,593,345 1,874,613
Customer Interest-Bearing Liabilities
Bank Deposits
Interest Bearing Liabilities: Others 753,640 926,530 1,089,490 1,272,370 1,514,935
Total Interest-Bearing Liabilities 753,640 926,530 1,089,490 1,272,370 1,514,935
Banks Liabilities Under Acceptances
Total Non-Interest Bearing Liabilities 76,240 83,816 95,979 112,807 134,905
Total Liabilities 829,880 1,010,346 1,185,468 1,385,177 1,649,840
Shareholders Equity 170,890 181,575 193,556 208,169 224,773
Minority Interests
Total Equity 170,890 181,575 193,556 208,169 224,773
Key Ratios

Mar-23A Mar-24A Mar-25F Mar-26F Mar-27F
Total Income Growth 9.9% 9.8% 19.3% 18.9% 14.4%
Operating Profit Growth 2.2% 11.9% 22.4% 22.2% 15.3%
Pretax Profit Growth 103% (14%) 32% 22% 20%
Net Interest To Total Income 98.0% 97.8% 97.8% 97.9% 97.9%
Cost Of Funds 6.98% 7.65% 7.75% 7.40% 6.90%
Return On Interest Earning Assets 15.4% 14.8% 14.9% 14.8% 14.6%
Net Interest Spread 8.42% 7.16% 7.11% 7.43% 7.73%
Net Interest Margin (Avg Deposits)
Net Interest Margin (Avg RWA)
Provisions to Pre Prov. Operating Profit 27% 44% 39% 40% 37%
Interest Return On Average Assets 7.24% 6.36% 6.47% 6.66% 6.52%
Effective Tax Rate 25.9% 25.3% 25.5% 25.5% 25.5%
Net Dividend Payout Ratio
Return On Average Assets 2.26% 1.60% 1.80% 1.90% 1.95%
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