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In the Perfect Storm: Reiterate BUY  
The current upheaval in the microfinance industry due to 
regulatory overhaul in AP, strong political pressure 
against MFIs and governance related issues have created 
the Perfect Storm for SKS. We lower our earnings 
estimates for FY11/12E by 11/13% reflecting the current 
business environment. We however remain positive on 
the stock as we expect the company to extricate itself 
from the current problems over the next couple of 
quarters. We believe the current sharp correction 
presents a good opportunity for long term investors to 
enter the stock. We reiterate a BUY on the stock with a 
lower target price of Rs 1225.  

 Political pressure to spike credit costs:  The current 
state-wide political backlash in AP against MFIs especially 
SKS will increase credit costs.  We expect a potential spike 
in credit costs due to disruption in the repayment cycle as 
well as moral hazard concerns. We factor in 20 bps higher 
credit losses at 2% of gross loan portfolio for FY11/12E 
compared to 1.8% estimated earlier. 

 Business disruption to result in lower disbursement 
growth: We lower our disbursement targets by 5/6% for 
FY11/12E to include the impact of current disruption in 
the business of SKS as well as implementation of the new 
ordinance by AP government which can impact growth. 

 Factoring in higher drop in loan yields:  The aggressive 
rate cut of 212 bps by SKS in AP to 24.55% is earlier and 
higher than anticipated by us. We factor in 20 bps further 
drop in loan portfolio yield than initially estimated at 
25.4/25% for FY11/12E vis-à-vis 25.8% in FY10.  

 Possibility of lesser Competition: We believe that 
current regulatory environment and business disruption 
will act as a deterrent for newer players to enter this 
business. This can act as a significant advantage to the 
incumbent players who have gained economies of scale. 

 Reiterate BUY: We believe that the current issues will 
have a bearing on the short to medium term 
performance of the company with lower growth, 
portfolio yields combined with higher credit and 
operating costs. In the longer run however, business 
prospects continue to remain strong.  We reiterate BUY 
on the stock with a TP of Rs 1225 valuing the business at 
3.6X FY12E BV. 

Key Data 

Bloomberg Code SKSM IN

Reuters Code SKSM.BO

Current Shares O/S (mn) 72.0

Diluted Shares O/S(mn) 72.0

Mkt Cap (Rsbn/USDbn) 71.5/1.6

52 Wk H / L (Rs) 1,492/890

Daily Vol. (3M NSE Avg.) 1,032,807

Face Value (Rs) 10

 USD = Rs44.3  
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Price Performance (%) 

 1M 6M 1Yr

SKS Microfinance (22.4) - -

NIFTY 1.5 21.4 32.7 

Source: Bloomberg, Centrum Research                     
*as on 3 November 2010 

 

 Event Update    4 November 2010 

Y/E Mar (Rsmn) NII Non Int.  Inc. PAT YoY Gr (%) EPS (Rs) P/E (x) Adj BV (Rs) P/Adj BV (x) RoA (%) RoE (%) 

FY09 3,125 470 797 380.8 11.1 90.2 136.7 7.3 3.9 18.4 

FY10 5,966 739 1,748 119.4 24.3 41.1 147.3 6.8 4.9 21.8 

FY11E 9,794 1,072 3,164 81.0 43.9 22.7 267.0 3.7 6.5 22.0 

FY12E 15,424 1,374 5,068 60.2 70.4 14.2 337.4 3.0 7.3 23.3 

FY13E 20,308 2,123 6,659 31.4 92.5 10.8 429.9 2.3 7.0 24.1 

  Source: Company, Centrum Research Estimates 
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KEY PARAMETERS CHANGE 

We have changed some of our assumptions to factor in the current turmoil in AP. 

o Lower disbursement growth  for FY11/12E as disbursement slows down in AP  

o Lower portfolio loan yields by 20 bps each for FY11/12E than initially estimated 

o Hike initial credit cost estimate by 20 bps to 2% of the gross loan portfolio. 

o Lower quantum of securitization portfolio to factor in possible risk averseness of banks.  

Exhibit 1: Changes in our Assumptions 

  Earlier Estimate Current Estimate 

  FY11E FY12E FY11E FY12E 

Portfolio Yield (%) 25.6 25.2 25.4 25.0 

Securitization as % of Disbursements 34.0 32.0 25.0 30.0 

Lower Fee Income(Rsmn) 727 1,178 721 985 

Disbursements(Rsmn) 134,413 207,588 127,118 191,894 

Credit costs (%) 1.80 1.80 2 2 

Source: Company, Centrum Research Estimates 

 
AP CREDIT COST ESTIMATES  

We have done a sensitivity analysis of the possible impact of the business disruption in AP which 
is 28% of the gross loan portfolio as of September 2010.  We have factored in default rate of 5% for 
AP loan portfolio and 1.5% default rate scenario for the rest of country portfolio with no recovery 
expected from these defaults in our credit cost assumptions.   

Exhibit 2: Scenario Analysis of various default rates and loss norms 

  Default Rate Assumption Loss Norm (Rsmn) 

  Portfolio Size Worst Case Base Case Bull Case Worst Case Base Case Bull Case

AP loan Portfolio 14,600 10% 4% 2.0% 1,460 584 292

Avg GLP ex AP 40,696 3% 1.50% 1.2% 1,221 610 488

Credit Costs  2,681 1,194 780

Impact on FY11E PAT  -31% 0% 9%

Source: Company, Centrum Research Estimates 

 
VALUATION 

At the current market price SKS is trading at 3x FY12E BV. We believe that the current business 
environment will not persist for long and business will return to normalcy over the next couple of 
quarters. We believe that the current correction in the stock price gives an excellent opportunity 
for the long term investors. We have a target price of Rs 1,225 valuing SKS at 3.6X FY12E BV. 

Exhibit 3: Valuation based on single stage Gordon growth model 

RoE 28.0% 

g 8.0% 

Cost of Capital (K) 13.5% 

Justified P/BV 3.6 

FY12E BV               337 

Target Price            1,225 

Source: Company, Centrum Research Estimates  
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Financials 

Exhibit 4: Income Statement 
Y/E March (Rsmn) FY09 FY10 FY11E FY12E FY13E

Net Interest Income 3,125 5,966 9,794 15,424 20,308

YoY Growth (%) 228.3 90.9 64.2 57.5 31.7

Non Interest Income 470 739 1,072 1,374 2,123

YoY Growth (%) 156.3 57.1 45.1 28.2 54.5

Total Income 3,596 6,705 10,866 16,798 22,431

Total Operating Expenses 2,221 3,511 4,893 7,254 10,009

YoY Growth (%) 176.3 58.1 39.3 48.3 38.0

Pre-provision Profit  1,375 3,194 5,974 9,544 12,422

Provisions 134 517 1,106 1,748 2,178

Profit Before Tax 1,241 2,677 4,868 7,796 10,244

Taxes 444 929 1,704 2,729 3,585

Net Profit 797 1,748 3,164 5,068 6,659

Source: Company, Centrum Research Estimates 

Exhibit 5: Balance Sheet 

Y/E March (Rsmn) FY09 FY10 FY11E FY12E FY13E

Share capital 479 645 720 720 720

Preference capital 92 - - - -

Reserves & Surplus 6,069 8,858 18,497 23,564 30,223

Shareholders' fund 6,640 9,503 19,217 24,284 30,943

Loans 21,366 26,947 33,473 51,558 72,116

Current liabilities 2,384 4,025 4,697 5,284 5,661

Total Liabilities 30,389 40,475 57,387 81,127 108,720

 

Loans & Advances 14,349 29,747 50,717 69,673 96,155

Cash & Cash Equivalents 15,470 9,735 5,533 10,169 11,139

Fixed Assets 124 189 172 174 205

Other Assets 445 804 965 1,110 1,221

Total Assets 30,389 40,475 57,387 81,127 108,720

Source: Company, Centrum Research Estimates 

Exhibit 6: Dupont Analysis 

Y/E Mar  FY09 FY10 FY11E FY12E FY13E 

% of Average  Assets      

Net-Interest Income 15.1 16.8 20.0 22.3 21.4 

Non-Interest Income 2.3 2.1 2.2 2.0 2.2 

Net Income 17.4 18.9 22.2 24.3 23.6 

Operating Expenses 10.8 9.9 10.0 10.5 10.5 

Operating Profit 6.7 9.0 12.2 13.8 13.1 

Provisions & Contingencies 0.7 1.5 2.3 2.5 2.3 

RoAA (%) 3.9 4.9 6.5 7.3 7.0 

Avg.assets/avg equity (x) 4.8 4.4 3.4 3.2 3.4 

RoAE  (%) 18.4 21.8 22.0 23.3 24.1 

Source: Company, Centrum Research Estimates 

Exhibit 7: Key Ratios 

Y/E March FY09 FY10 FY11E FY12E FY13E

Balance Sheet Structure Ratios (%)  

Loan Growth 133.8 75.9 56.0 59.3 25.3

Balance sheet Growth 179.1 33.2 41.8 41.4 34.0

Disbursements Growth 166.9 69.8 66.9 52.8 40.0

  

Operating Ratios (%)  

NIM 11.7 12.8 15.6 16.2 15.4

Non-interest income/Net income 13.1 11.0 9.9 8.2 9.5

Cost/Income (%) 61.8 52.4 45.0 43.2 44.6

Operating cost growth 176.3 58.1 39.3 48.3 38.0

Total prov as % of avg. loans  0.77 1.53 2.00 2.00 1.80

Tax Rate (%) 42.7 35.8 34.7 35.0 35.0

  

Capital Adequacy Ratios (%)  

Total CAR 38.4 28.3 30.0 23.4 23.5

Tier 1 CAR 38.4 28.3 30.0 23.4 23.5

  

Profitability Ratios (%)  

RoAE 18.4 21.8 22.0 23.3 24.1

RoAA 3.9 4.9 6.5 7.3 7.0

  

Valuations Ratios  

BVPS (Rs) 136.7 147.3 267.0 337.4 429.9

Price/BV (x) 7.3 6.8 3.7 3.0 2.3

EPS (Rs) 11.1 24.3 43.9 70.4 92.5

P/E (x) 90.2 41.1 22.7 14.2 10.8

Source: Company, Centrum Research Estimates 

Exhibit 8: Dupont Analysis 

Y/E Mar FY09 FY10 FY11E FY12E FY13E 

% of Average GLP      

Net-Interest Income 17.8 17.6 17.7 17.7 16.8 

Non-Interest Income 2.7 2.2 1.9 1.6 1.8 

Net Income 20.5 19.8 19.7 19.2 18.5 

Operating Expenses 12.7 10.4 8.8 8.3 8.3 

Operating Profit  7.8 9.4 10.8 10.9 10.3 

Provisions & Contingencies 0.8 1.5 2.0 2.0 1.8 

Taxes 2.5 2.7 3.1 3.1 3.0 

PAT/Avg GLP (%) 4.5 5.2 5.7 5.8 5.5 

Avg.GLP/avg equity (x) 4.0 4.2 3.9 4.0 4.4 

RoAE  (%) 18.4 21.8 22.0 23.3 24.1 

Source: Company, Centrum Research Estimates 
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Appendix A 

Disclaimer 

Centrum Broking Pvt. Ltd. (“Centrum”) is a full-service, Stock Broking Company and a member of The Stock Exchange, Mumbai (BSE) and National Stock Exchange of India Ltd. (NSE). 
Our holding company, Centrum Capital Ltd, is an investment banker and an underwriter of securities. As a group Centrum has Investment Banking, Advisory and other business 
relationships with a significant percentage of the companies covered by our Research Group.  Our research professionals provide important inputs into the Group's Investment 
Banking and other business selection processes. 

Recipients of this report should assume that our Group is seeking or may seek or will seek Investment Banking, advisory, project finance or other businesses and may receive 
commission, brokerage, fees or other compensation from the company or companies that are the subject of this material/report.   Our Company and Group companies and their 
officers, directors and employees, including the analysts and others involved in the preparation or issuance of this material and their dependants, may on the date of this report or 
from, time to time have "long" or "short" positions in, act as principal in, and buy or sell the securities or derivatives thereof of companies mentioned herein. Centrum or its affiliates 
do not own 1% or more in the equity of this company Our sales people, dealers, traders and other professionals may provide oral or written market commentary or trading strategies 
to our clients that reflect opinions that are contrary to the opinions expressed herein, and our proprietary trading and investing businesses may make investment decisions that are 
inconsistent with the recommendations expressed herein. We may have earlier issued or may issue in future reports on the companies covered herein with recommendations/ 
information inconsistent or different those made in this report.   In reviewing this document, you should be aware that any or all of the foregoing, among other things, may give rise 
to or potential conflicts of interest. We and our Group may rely on information barriers, such as "Chinese Walls" to control the flow of information contained in one or more areas 
within us, or other areas, units, groups or affiliates of Centrum.  Centrum or its affiliates do not make a market in the security of the company for which this report or any report was 
written.  Further, Centrum or its affiliates did not make a market in the subject company’s securities at the time that the research report was published.  

This report is for information purposes only and this document/material should not be construed as an offer to sell or the solicitation of an offer to buy, purchase or subscribe to any 
securities, and neither this document nor anything contained herein shall form the basis of or be relied upon in connection with any contract or commitment whatsoever. This 
document does not solicit any action based on the material contained herein. It is for the general information of the clients of Centrum. Though disseminated to clients 
simultaneously, not all clients may receive this report at the same time.  Centrum will not treat recipients as clients by virtue of their receiving this report. It does not constitute a 
personal recommendation or take into account the particular investment objectives, financial situations, or needs of individual clients. Similarly, this document does not have regard 
to the specific investment objectives, financial situation/circumstances and the particular needs of any specific person who may receive this document. The securities discussed in 
this report may not be suitable for all investors. The securities described herein may not be eligible for sale in all jurisdictions or to all categories of investors. The countries in which 
the companies mentioned in this report are organized may have restrictions on investments, voting rights or dealings in securities by nationals of other countries.   The 
appropriateness of a particular investment or strategy will depend on an investor's individual circumstances and objectives. Persons who may receive this document should consider 
and independently evaluate whether it is suitable for his/ her/their particular circumstances and, if necessary, seek professional/financial advice. Any such person shall be responsible 
for conducting his/her/their own investigation and analysis of the information contained or referred to in this document and of evaluating the merits and risks involved in the 
securities forming the subject matter of this document.  

The projections and forecasts described in this report were based upon a number of estimates and assumptions and are inherently subject to significant uncertainties and 
contingencies. Projections and forecasts are necessarily speculative in nature, and it can be expected that one or more of the estimates on which the projections and forecasts were 
based will not materialize or will vary significantly from actual results, and such variances will likely increase over time. All projections and forecasts described in this report have been 
prepared solely by the authors of this report independently of the Company. These projections and forecasts were not prepared with a view toward compliance with published 
guidelines or generally accented accounting principles. No independent accountants have expressed an opinion or any other form of assurance on these projections or forecasts. 
You should not regard the inclusion of the projections and forecasts described herein as a representation or warranty by or on behalf of the Company, Centrum, the authors of this 
report or any other person that these projections or forecasts or their underlying assumptions will be achieved. For these reasons, you should only consider the projections and 
forecasts described in this report after carefully evaluating all of the information in this report, including the assumptions underlying such projections and forecasts. 

The price and value of the investments referred to in this document/material and the income from them may go down as well as up, and investors may realize losses on any 
investments. Past performance is not a guide for future performance. Future returns are not guaranteed and a loss of original capital may occur. Actual results may differ materially 
from those set forth in projections. Forward-looking statements are not predictions and may be subject to change without notice. Centrum does not provide tax advice to its clients, 
and all investors are strongly advised to consult regarding any potential investment.  Centrum and its affiliates accept no liabilities for any loss or damage of any kind arising out of 
the use of this report.  Foreign currencies denominated securities are subject to fluctuations in exchange rates that could have an adverse effect on the value or price of or income 
derived from the investment. In addition, investors in securities such as ADRs, the value of which are influenced by foreign currencies effectively assume currency risk. Certain 
transactions including those involving futures, options, and other derivatives as well as non-investment-grade securities give rise to substantial risk and are not suitable for all 
investors. Please ensure that you have read and understood the current risk disclosure documents before entering into any derivative transactions.  

This report/document has been prepared by Centrum, based upon information available to the public and sources, believed to be reliable. No representation or warranty, express or 
implied is made that it is accurate or complete.  Centrum has reviewed the report and, in so far as it includes current or historical information, it is believed to be reliable, although its 
accuracy and completeness cannot be guaranteed.  The opinions expressed in this document/material are subject to change without notice and have no obligation to tell you when 
opinions or information in this report change. 

This report or recommendations or information contained herein do/does not constitute or purport to constitute investment advice in publicly accessible media and should not be 
reproduced, transmitted or published by the recipient. The report is for the use and consumption of the recipient only. This publication may not be distributed to the public used by 
the public media without the express written consent of Centrum. This report or any portion hereof may not be printed, sold or distributed without the written consent of Centrum. 

This report has not been prepared by Centrum Securities LLC. However, Centrum Securities LLC has reviewed the report and, in so far as it includes current or historical information, it 
is believed to be reliable, although its accuracy and completeness cannot be guaranteed.   

 The distribution of this document in other jurisdictions may be restricted by law, and persons into whose possession this document comes should inform themselves about, and 
observe, any such restrictions.  Neither Centrum nor its directors, employees, agents or representatives shall be liable for any damages whether direct or indirect, incidental, special or 
consequential including lost revenue or lost profits that may arise from or in connection with the use of the information.   

This document does not constitute an offer or invitation to subscribe for or purchase or deal in any securities and neither this document nor anything contained herein shall form the 
basis of any contract or commitment whatsoever. This document is strictly confidential and is being furnished to you solely for your information, may not be distributed to the press 
or other media and may not be reproduced or redistributed to any other person. The distribution of this report in other jurisdictions may be restricted by law and persons into whose 
possession this report comes should inform themselves about, and observe any such restrictions. By accepting this report, you agree to be bound by the fore going limitations. No 
representation is made that this report is accurate or complete. 

The opinions and projections expressed herein are entirely those of the author and are given as part of the normal research activity of Centrum Broking and are given as of this date 
and are subject to change without notice. Any opinion estimate or projection herein constitutes a view as of the date of this report and there can be no assurance that future results 
or events will be consistent with any such opinions, estimate or projection.    

This document has not been prepared by or in conjunction with or on behalf of or at the instigation of, or by arrangement with the company or any of its directors or any other 
person. Information in this document must not be relied upon as having been authorized or approved by the company or its directors or any other person. Any opinions and 
projections contained herein are entirely those of the authors. None of the company or its directors or any other person accepts any liability whatsoever for any loss arising from any 
use of this document or its contents or otherwise arising in connection therewith. 

Centrum and its affiliates have not managed or co-managed a public offering for the subject company in the preceding twelve months.  Centrum and affiliates have received 
compensation from the company mentioned in the report during the period preceding twelve months from the date of this report for service in respect of public offerings, corporate 
finance, debt restructuring,  investment banking or other advisory services in a merger/acqaisition  or some other sort of  specific transaction.    

As per the declaration given by him Mr Jyothi Kumar Varma analyst and the author of this report and/or any of his/her family members do not serve as an officer, director or are any 
way connected to the company/companies mentioned in this report.  Further, as declared by them, they have not received any compensation from the above companies in the 
preceding twelve months.  Our entire research professionals are our employees and are paid a salary.  They do not have any other material conflict of interest of the research analyst 
or member of which the research analyst knows of has reason to know at the time of publication of the research report or at the time of the public appearance.  

While we would endeavor to update the information herein on a reasonable basis, Centrum, it's associated companies, their directors and employees are under no obligation to 
update or keep the information current. Also, there may be regulatory, compliance or other reasons that may prevent Centrum from doing so. 

Non-rated securities indicate that rating on a particular security has been suspended temporarily and such suspension is in compliance with applicable regulations and/or Centrum 
policies, in circumstances where Centrum is acting in an advisory capacity to this company, or any certain other circumstances 
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Key to Centrum Investment Rankings 

Buy: Expected outperform Nifty by>15%, Accumulate: Expected to outperform Nifty by +5 to 15%, Hold: Expected to 
outperform Nifty by -5% to +5%, Reduce: Expected to underperform Nifty by 5 to 15%, Sell: Expected to underperform Nifty 

by>15% 
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