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CAPITAL

2Point2 Capital Investor Update Q4 FY22

Dear Investors,

This is the twenty-third quarterly letter to our Investors. Our letters to you will provide an update on
our investment performance and present our views on relevant topics.

PERFORMANCE
2Point2 Long Term Value Fund

The 2Point2 Long Term Value Fund (launched in July 2016) is our only strategy under the PMS license
granted to us by SEBI. This strategy focuses on generating long term returns by holding a concentrated
portfolio of investments (maximum 15 stocks).

Returns Summary

Cumulative Out-
Returns* | performance

FY17* | FY18 FY19 FY20 FY21

2Point2 26.8% | 16.6% | 14.4% | -24.6% | 73.9% 17.8% | 18.4% 161.4%

NIFTY 500 12.2% | 12.9% | 9.7% | -26.6% | 77.6% 22.3% | 15.0% 121.5% +39.9%
NIFTY 50 83% | 11.8% | 16.4% | -25.0% | 72.5% 20.3% | 14.8% 119.2% +42.2%
MIDCAP 100 | 22.2% | 10.3% | -1.9% | -35.1% | 103.9% | 26.7% | 15.0% 121.8% +39.6%

*FY17 returns are for an 8-month period. Cumulative returns are from 20" July 2016 to 31 March 2022. As
mandated by SEBI, returns are calculated on a time-weighted basis (TWRR) on aggregate portfolio. Returns are
net of expenses and fees. Performance related information provided here is not verified by SEBI.

Note: Recent SEBI changes on performance reporting only allow 1 official benchmark (there was no
such limit earlier). We had so far been using both the Nifty 50 and Nifty Midcap 100 indices as the
benchmark for the 2Point2 Long Term Value Fund. To comply with the new SEBI requirements, we are
changing the benchmark to the Nifty 500 index. Returns of individual clients will differ from the above
numbers based on the timing of their investments. The above returns are on the consolidated pool of
capital.

COMMENTARY

Our portfolio returned -5.1% in Q4 FY22. The Nifty 500, Nifty 50 and Midcap 100 index generated
returns of -0.4%, 0.8% and -2.2% in this period. As of 31st March, we had a 95.8% exposure to equities
in the PMS on a consolidated basis (new portfolios would have lower exposure), with the rest lying in
interest earning assets.

The operating performance of our portfolio companies continues to be strong with negligible impact
of the third Covid wave. Higher commodity prices and interest rates is emerging as the new risk that
could impact the economy and many businesses. We believe that the 2Point2 Long Term Value Fund
is a net beneficiary of higher commaodity prices and interest rates. A large part of the 2Point2 portfolio
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is likely to be positively impacted (~34% allocation) while a small portion is negatively impacted (~6%
allocation). The rest of the portfolio is not materially impacted either way. All the non-lending stocks
in the portfolio are net debt free businesses with strong cash flows. These businesses do not require
any external capital (debt or equity) for their growth, and are therefore not directly impacted by rising
interest rates or liquidity drying up. Most companies in the portfolio do not have any significant raw
material dependence which could impact their profitability.

MICROFINANCE 3.0

Last month, the RBI announced a new regulatory framework for microfinance (MFI) loans. In this
note, we discuss how these regulatory changes impact the microfinance sector in India.

The new framework removes several restrictions that existed for NBFC-MFIs and creates a level-
playing field for all types of MFI lenders (Banks, Small Finance Banks, NBFCs and NBFC-MFIs). These
changes could lead to a structural increase in ROEs for NBFC-MFIs and open up new avenues for
growth.

History

Microfinance 1.0

The ‘“for-profit’ microfinance industry in India started in 1996 with the founding of BASIX by Vijay
Mahajan. Prior to that, microfinance was largely driven by NGOs working with NABARD's Self-Help
Group (SHG) Bank Linkage program. Many of the first ‘for-profit’ MFIs were earlier NGOs or Charitable
Trusts. The founders of these MFls believed that being ‘for-profit’ would be a better route to providing
credit to the poor as it would allow them to raise debt and equity on commercial terms.

Over the next decade, ‘for-profit’ MFls grew rapidly. MFls accounted for loans outstanding of 18,344
crs in FY10 vs 468 crs in FY05 (a 100%+ CAGR)% The industry had its seminal moment when SKS
Microfinance — India’s largest MFI — went public in 2010 and listed with a market cap of over USS 1.5
bn. Many other MFIs which had rapidly scaled were set to go public. At the same time, many NGOs
were shedding their non-profit avatars and transitioning into “for-profit’ MFls.

The MFI 1.0 party came to a grinding halt in late 2010 when the Andhra Pradesh MFI crisis unfolded.
In response to complaints of usurious interest rates and coercive practices by MFIs (leading to
borrower suicides), the AP government passed the AP MFI Bill which practically put a halt to all MFI
activities in the state. AP was the largest state for MFIs with a loan portfolio of over 5,000 crs. The MFI
Bill led to mass defaults in AP with NPAs of over 95%. Many leading MFIs (Spandana, Share, Asmitha)
which had a large AP exposure became insolvent. SKS survived because of a lower AP exposure and
the cushion of the capital it raised in the IPO.

Non-AP focused MFIs too struggled as debt and equity funding dried up for the entire sector. There
were fears that other states would introduce similar restrictions as the AP government. The RBI
stepped in and formed a sub-committee under the chairmanship of YH Malegam to look into the issues
faced by the microfinance sector. The recommendations of the Malegam committee led to the
creation of a new category of NBFC-MFIs and introduction of interest rate/margin caps. NBFC-MFls

1 Reserve Bank of India (Regulatory Framework for Microfinance Loans) Directions, 2022
2 Bharat Microfinance Report
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could only lend at a maximum interest rate of 10% above their cost of funds® and needed to have 90%
of their assets in microfinance. There were also other restrictions in terms of loan amount and number
of MFI lenders.

Microfinance 2.0

Initially, the Malegam committee recommendations were considered to be a death-knell for the ‘for-
profit’” MFI industry. It took a couple of years for the MFIs that survived the AP crisis to adjust to the
new regulatory regime. As margins were capped at 10%, it became important to reduce the operating
and credit costs. Most of the larger MFlIs began to geographically diversify to reduce the risk from any
localised disturbances. By 2013, the industry had recovered and funding again returned for the well-
run MFls. Growth and profitability, while subdued compared to the Microfinance 1.0 era, was healthy.
The stringent regulations instead of killing the industry seemed to have put it on a more sustainable
growth path. By 2015, MFI loan outstanding had increased to 48,882% crs.

RBI also began to recognize the importance of MFIs for its financial inclusion goals. Bandhan received
the universal bank license in 2014 and 8 MFIs received the license to operate as Small Finance Banks
(SFB) in 2015. These entities now had the advantage of raising low-cost deposits from the public rather
than relying on funding from banks and other financial institutions. The transition from MFI to
universal bank/SFB entailed large investments in people and infrastructure which negatively impacted
their cost-to-income ratios.

The remaining NBFC-MFIs now had a regulatory disadvantage vs Banks/SFBs/NBFCs that undertook
MFI lending (among other lending activities). While NBFC-MFlIs still had to operate under stringent
margin caps and limits on numbers of MFls lending to same borrower, the other lenders had no such
limitations. This posed a big problem for NBFC-MFIs which now accounted for less than 40% of the
total outstanding MFI loans. Several Banks/SFBs/NBFC-MFIs proposed a common Code for
Responsible Lending to ensure the smooth development of the MFI industry. However, the largest
MFI player refused to agree to this code as it would impact its growth.

This period saw two large external shocks which impacted the MFI industry. Demonetization in 2016
led to a big increase in credit costs in some states. NBFCs were the worst affected as unlike Banks/SFBs
they couldn’t accept demonetized currency. Covid was an even bigger shock. Lockdowns restricted
movement of employees for collections and the long repayment moratorium announced by RBI
affected credit discipline. Covid’s economic and health impact on the poor further hurt loan
repayments. Some states saw a larger deterioration in credit quality due to overleveraging caused by
aggressive MFI lending.

As interest rates declined after Covid, the average base rate of the five largest commercial banks fell
below 8%. As a result, the maximum permissible lending rate for NBFC-MFlIs fell below 22% (2.75x of
average base rate) — the lowest rate ever. Many of the smaller NBFC-MFIs which had cost of funds
above 12% were now operating below the 10% margin spread. This was a triple whammy as both
operating and credit costs had increased due to Covid and now the margins were compressing due to
falling interest rates.

3 ]n 2014, the interest rate cap was removed and the maximum lending rate was arrived at by calculating the
cost of funds plus a maximum 10% margin or the average base rate of the five largest commercial banks
multiplied by 2.75, whichever is lower.

4 Bharat Microfinance Report
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The changing dynamics of the MFI industry seemed to have forced RBI to review its decade-old MFI
regulations and led to the new regulatory framework announced in March 2022.

MFI 3.0 - What Changes Now?

The key changes in the MFI regulations as per the RBI (Regulatory Framework of Microfinance Loans)

Directions, 2022 are:

old

New

Most regulations were only applicable to NBFC-
MFls

MFI loans defined as loans to households with
annual income below Rs 1.25 lakhs and Rs 2
lakhs in rural and urban areas respectively.

Most regulations now applicable to all RBI
regulated entities including Banks/SFBs/NBFCs
MFI loans defined as unsecured loans to

households with annual income below Rs 3
lakhs.

Interest rates capped at lower of margin spread
of 10% or 2.75x the average base rate of 5
largest commercial banks.

Max total borrower indebtedness limited to Rs
125,000.

Max 2 NBFC-MFI lenders per borrower

Max Rs 75,000 loan in first cycle and Rs 125,000
in subsequent cycles, Min 24 months tenure for
loans above Rs 30,000.

No assessment of household income.

NBFC-MFIs can extend non-MFI loans upto 15%
of net assets. NBFCs can extend MFI loans upto
10% of total assets.

Interest rate caps removed. Will be subject to
RBI scrutiny to prevent usurious rates.

Outflows on account of repayment of monthly
loan obligations (including all outstanding
borrowings) of a household shall be subject to a
limit of maximum 50 per cent of the monthly
household income. No other restrictions.

Assessment of household income mandatory
for each lender.

NBFC-MFIs can extend non-MFI loans upto 25%
of net assets. NBFCs can extend MFI loans upto
25% of total assets.

Impact

While Banks/SFBs/NBFCs are only marginally impacted by the new framework, for NBFC-MFlIs it could
be a game-changer. We expect these regulations to have an impact on 3 fronts.

1.

The new MFI regulations level the playing field for all entities. The RBI has shifted from entity-
based regulations to activity-based regulations. Under the earlier regulations, the NBFC-MFIs were
at a distinct disadvantage vs other entities. Some players seemed to be using their regulatory
advantage to squeeze out smaller NBFC-MFIs and gain market share.

Earlier if an NBFC-MFI had given a loan to a borrower, a Bank could give another loan to the same
borrower without being subject to total indebtedness limits. But as the NBFC-MFI was subject to
the indebtedness limits, it could no longer give a loan to the same borrower in the next cycle. Now
with common regulations, other players cannot squeeze out NBFC-MFlIs. This could negatively
impact the growth rate of Banks/SFBs/NBFCs while reducing the competitive pressures for NBFC-
MFls.

The removal of pricing caps is a significant positive for NBFC-MFlIs. Instead of a single rate being
fixed by regulations, pricing can now be risk-based taking into account multiple factors
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(geography, repayment track record, loan size, tenure, etc). Risk-based pricing will allow MFls to
venture into geographies that were not economical earlier due to higher operating or credit costs.
Spread caps had resulted in higher competition in what were considered safer geographies leading
to over-leveraging of borrowers in some regions. NBFC-MFIs with their low-cost operating models
are most likely to take advantage of this pricing freedom to grow in less competitive regions. This
change is likely to result in more borrowers getting access to MFI loans (albeit at a higher price)
over the long term.

The near-term impact of the removal of pricing caps is likely to be seen in NIMs improving
especially for smaller NBFC-MFIs that had seen the interest spreads fall below 10% in the last few
quarters. A 150 bps increase in lending rates will lead to a ~110 bps increase in ROA and a ~550
bps increase in ROE (assuming 4x Debt/Equity leverage).

3. Liabilities management will now start becoming important for NBFC-MFls. Under the earlier fixed
10% spread regulation, borrowing costs were a pass-through for NBFC-MFls. They didn’t benefit
from any reduction in borrowing costs as the entire reduction had to be passed on to borrowers.
Some players tried to intentionally keep their borrowing costs higher than normal to enjoy a
higher yield on the equity portion of their capital base. With the removal of pricing caps, NBFC-
MFls can benefit from a reduction in their borrowing costs. Apart from managing operating costs
and credit costs, liabilities management becomes another area that NBFC-MFIs can focus on to
improve their profitability.

Many observers are worried that NBFC-MFIs will misuse the pricing freedom to charge usurious rates.
However, the NBFC-MFIs that transitioned into Banks/SFBs reduced their rates in their new avatars
despite having the freedom to charge higher rates. RBI’s scrutiny and the fear of a political backlash is
likely to ensure that any interest rate increase is reasonable and not excessive.

Overall, the new regulations are a shot in the arm for NBFC-MFIs which have struggled with multiple
external factors impacting credit quality in the last few years. They are likely to be the driving force of
the Microfinance 3.0 era.

If you have any queries (about your portfolio, 2Point2 Capital or investing in general), do reach out
to us at the below coordinates. We would love to talk.

Savi Jain savi@2point2capital.com
Amit Mantri amit@2point2capital.com

Thanks and Regards,
Savi Jain & Amit Mantri
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