BofI: Compounding Machine in Form of Branchless Pure-Play
Internet Bank

Kaushal Majmudar and Sam Namiri of Ridgewood Investments presented their in-depth
investment thesis on BofI Holding (Nasdaq: BOFI) at Wide-Moat Investing Summit 2018.
Thesis summary:
BofI Holding, based in San Diego, is a branchless pure-play internet bank that began
operations as a private company in 2000. In the last eighteen years, BOFI has built a fastgrowing nationwide banking platform that should continue to generate high returns on
equity and assets for some time to come. BOFI’s low-cost business model is differentiated
and underappreciated and not correctly valued by the market, partially due to periodic short
attacks that are based on a misguided understanding of their business model or even
misrepresentations.
The management team has done a great job with capital allocation, growing the bank
profitably by developing new products, adding distribution channels, and via acquisitions.
The bank completed its IPO in March 2005 at a split-adjusted price of $2.88 per share and
recently traded at $43 per share. A price-based CAGR of ~23% annualized over the thirteen
years since its IPO, over the same period of time the bank compounded BV per share at an
annualized rate of ~17% per year and EPS by ~20% per year. BOFI is a compounding
machine that can continue to grow EPS and BV per share at above-market rates for many
years.
Trading at a forward P/E of 18x, the quality and consistency of BOFI’s differentiated model,
low-cost position, quality of execution, and growth prospects offer patient investors an
attractive opportunity to compound capital.
The following transcript has been edited for space and clarity.
Ken Majmudar: We love being part of this community, and we’re happy to have an
opportunity to share our thoughts. By way of standard disclosure, let me note we own the
idea at the center of this presentation.
Allow me to offer some background on myself and Sam. We started a micro-cap strategy on
April 1, 2018. It’s called the Ridgewood Select Value Fund and focuses on small- and microcap equities. We are implementing a strategy for other investors that we’ve been doing
inside the firm and Sam has done in his previous positions for many years.
The idea is to take concentrated positions in a handful of small- and micro-cap companies
we see as having exceptional potential. We distinguish ourselves by taking quite a long-term
investment view. Similar to Warren Buffett’s approach to being a businessman and an
investor, we like to think like owners, which goes along with taking a long-term view. In
addition, we look at it as taking a private equity approach even though we are investing in
public companies. A big part of that is doing comprehensive due diligence, including Phil
Fisher’s idea of scuttlebutt as presented in his great book “Common Stocks and Uncommon
Profits” – talk to various people and try to develop multiple sources for validating ideas. We
emphasize company visits and like to see managements and companies in their home
environment. Capital allocation ability is also among our important criteria.
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I’d like to touch on something we consider topical, namely active versus passive. Passive
investing has gotten an incredible amount of fund flows more recently, but the trend has
been going on for many years. One implication of this trend is that a lot of active managers
have been losing assets – over $200 billion in 2017 in U.S. equities alone went from active
managers or active funds to passive managers or passive index funds. The growth of ETFs
has also been a part of this trend. In this relation, the question on our minds is whether this
is affecting price discovery because with all of these assets moving from the active side to
the passive side, the result has been less research and work on trying to find value. We have
also had momentum taking over in big segments of the market. ETFs provide an “automatic
bid.” One thing that goes part and parcel of this trend towards indexing is that the greater
the ownership in a given security of indexes and ETFs, the less reactive to new information
and events it is, as some studies have shown. With stocks that have the highest proportion
from indexes, new events seem to affect them less than stocks with a greater proportion of
active managers and owners. It’s an interesting observation. Since there’s less capital in
active funds, there’s also less money in the aggregate available through fees and other
channels to fund the cost of research, which has overall reduced price discovery in the
marketplace.
Another interesting thing is that ETFs, by the nature of their structure, have to emphasize
the liquidity of the positions. There is a little-known change Standard and Poor’s made to
the calculation methodology of the S&P 500. Over ten years ago, it used to be based just on
market cap, but then S&P float-adjusted the market cap. This is interesting because it
means that in securities where the insider ownership is high and going higher, their
representation in the index would go in the exact opposite direction, and the vice-versa is
also true. That’s fascinating, and a lot of people seem to be unaware of this change. The
credit for noticing goes to some of the folks at Horizon Asset Management, as well as
Howard Marks in one of his recent papers. They noted a lot of the stuff is going on in
indexing and some elements of it are pretty interesting to look at but also somewhat
troubling.
By the way, we are big believers in indexing, so the point of this is not to say indexing is a
problem but that there are things going on that are troubling in various aspects. There is a
saying that goes “What the wise man does in the beginning, the fool does in the end,” so it’s
interesting to note that the increase in fund flows creates a self-sustaining cycle. George
Soros has a interesting model he calls reflexivity, meaning the decisions of investors affect
reality and vice-versa. What’s going on now in this indexing trend is that fund flows are
reinforcing the validity of indexing, which is, in turn, reinforcing the fund flows. It’s a
positive feedback loop, but it could also lead to extremes and has already done so in some of
these assets. An interesting question to ask is what the limit to these fund flows will be. An
engaging talk from the folks at Horizon suggested that since most of the fund flows are
coming from active to passive, we have something they describe as the “bank of active.”
That in itself is limited to an extent: at present, indexing in about 45% of the overall market,
and most people think the percentage can go higher, but clearly it can’t go to 100%. It
would be interesting to see; we don’t know the answer, but we think it’s an essential
question to ask.
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For these reasons, we see a lot of opportunity in the areas that are excluded from indexation
and ETFs or are just a small percentage of the assets in total. Small caps and micro caps are
one such area, in our opinion. It’s interesting to note that, in the aggregate, small caps and
micro caps represent more than 80% by number of companies, but small caps account for
less than 10% of the total market capitalization, and microcaps – an area where we see a lot
of opportunity – represent less than 1%. These numbers may seem surprising, but in a
market capitalization-weighted world, you have companies such as Amazon, Google, Apple,
and Facebook, which have individual market caps of anything from $500 billion to more
than $800 billion, so any of these companies exceeds the totality of all micro caps put
together. However, we think there’s an exceptional opportunity in these areas, and as the
changes have gone on to the profitability of trading for Wall Street firms, there has been
less and less liquidity and increasingly less coverage in the micro-cap area, which makes it
an excellent time to look for value there.
Our choice of investment idea is US-traded BofI Holdings (ticker BOFI), BofI standing for
Bank of Internet. In mid-June 2018, the stock was trading at about $42.40, giving the
company a market cap of approximately $2.65 billion. Depending on who you ask, the cut-off
for small cap is under either $2 billion or $3 billion, so some would define BofI as a small
cap, and others would call it a micro cap. Our price target is for approximately 50%
appreciation from here into the low $60s, which we think could occur within the next two to
three years.
BofI is a bank, but while most banks have many branches and a fair amount of overhead,
BofI started with the idea that technology and the Internet would allow a bank to have a
national footprint without the traditional branch model. The bank operates from one or two
buildings in San Diego, California.
We have followed this company for many years and like the advantage it has in terms of its
low-cost, proven business model. We’ve also observed it has a history of effective capital
allocation into various areas with good risk-adjusted returns. The bank has superior ROIs
and ROEs relative to its competitors.
BofI was started in 2000 as a private company and IPO’d in 2005 at a split-adjusted price of
$2.88 per share. If you had bought it in the IPO, you’d have CAGR of approximately 23%
since then. But not only the price return has been excellent: since 2005, the company has
compounded its book value at 17% per year and its EPS by 20% per year. It’s interesting
because it’s one of the few publicly traded pure-play internet banks, without the brick-andmortar branches that add a lot of cost.
We think highly of the company’s management. Greg Garranbrantz, who became CEO in
2007, has done a great job. He has a high-pedigree background as a former investment
banker from Goldman Sachs and a management consultant before that at McKinsey & Co.
He owns a significant stake in the bank: 1.2 million shares worth just over $50 million. The
CFO, Andrew Micheletti, has also done a good job. He joined the bank six years prior to
Greg and also owns a substantial stake in the business.
At Ridgewood, we focus on finding what we call compounding machines, and we have been
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doing this for a long time. BofI definitely qualifies, and we have had a position in it for many
years. The company has been relatively consistent (at least on an annualized basis) in
compounding earnings and book value, which is helping it compound the stock price as well.
We believe this bank can keep doing this for many years to come.
Since this is a bank, we have to discuss loan origination. In a bank, you have assets and
liabilities. Counterintuitively, the liabilities are the deposits and borrowings, which is the
money customers give you. The loans are the amounts you give to others at higher interest
rates than you give to your customers or your lenders, thereby generating a spread. In
addition to that spread between the cost of money and the amount you can charge for it, you
also have some fee income. One thing you see in a growth bank is its ability to generate
assets, i.e., loans. One of the reasons this bank has performed so well on a profitability and
earnings basis is its ability to grow its loan portfolio, which generates a lot of its income. Of
course, it’s essential for a bank not only to generate a lot of loan growth but to generate
good loans that will pay the money back with interest. BofI has done that. When you see a
fast-growing bank, it is important to focus not only on the top line, revenue, and loan growth
but also to make sure the loans the bank is making are of good credit quality and will pay
back. In the 2008/2009 financial crisis, they made a lot of loans, but those were bad loans. It
can happen sometimes and is something to be aware of. However, we think BofI
understands that point and has done a wonderful job of growing its loan portfolio extremely
carefully and intelligently.
This bank has some substantial cost advantages because of its branchless operations,
among other things. This is apparent when you compare BofI’s core business margins to
those of other banks. One of the major line items for most banks as a percentage of assets is
their net interest income. There shouldn’t be a huge difference between the high-end banks
as they compete against each other. If BofI was charging a lot more for its money or giving a
lot less to depositors, it would show in that business line. As it is, its net interest margin is a
little higher than that of the typical bank. The big difference is on the cost side. BofI has a
cost advantage when it comes to its overheads for salary and benefits because it doesn’t
have branches to staff with lots of people. Rather, it has two office buildings next to each
other, and the entire bank and all the staff are run from that branch using technology.
Similarly, it doesn’t need to spend as much as competitors on premises and equipment
because it doesn’t have much of a real estate footprint. Its non-interest expenses are also
quite lower for the same reason. Cumulatively, this has led to BofI exiting 2017 with a core
business margin of 2.37% versus 0.57% for regular banks. Since we’re talking about percent
of assets, 2.37% is a big number for a bank getting close to around $10 billion of assets. One
way to think about it is that its cost structure and its way of operating have allowed the
bank to be far more profitable than the majority of its competitors of a similar size.
Sam Namiri: Let me start by noting that one of the advantages Geico has over other
insurance companies is a business model structurally different from that of most other
insurance companies. BofI also has this difference in business structural model that gives it
the advantage of being a better-run bank than other competitors. This, in turn, allows it to
do and try different things and to sustain its advantage over a long period of time.
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When BofI started in 2000 as an online-only bank, people didn’t have smartphones. If you
wanted to deposit a check, you had to mail it in. As other issues have come up over time, the
bank has developed its entire business and has been able to solve any potential issues and
address risks in its business. It has built a customer acquisition model through online
marketing; it has distribution partners; and it is starting to get even more into using the
data collected over a long period of time, which gives the bank yet another advantage. It has
a massive amount of online data collected from existing and potential customers and hasn’t
yet used much of it, but it is now starting to mine the data and do a much better job of using
it to cross-sell.
The bank is also starting to use more automation, which would be difficult for a company
with a bunch of branches all over the place. As BofI is a digital-only operation, it can do far
more things, on the sale side as well. It has many of its own outbound call center staff, and
its bankers are typically in a call center too. BofI was among the first to be able to accept
online check deposits. If you have an account with the bank, you can call and either get your
personal direct banker or deal with another banker at the call center. With its balance
sheet, it securitizes some of the loans it writes and sells them off in addition to typically
structured standard loans. That also helps the bank to maintain a strong balance sheet.
Thanks to its core digital capabilities, BofI can use less staff than other banks would need to
do the same thing.
In terms of the different segments it lends in, BofI has historically done an excellent job.
Whenever it sees one lending area get competitive and believes the risk-adjusted returns
are strong, it can allocate more capital and shift its focus to less competitive ones. That’s
one way it’s been able to start new products as well. A structural advantage BofI has is that
it tries not to do things a lot of the big banks do. An example is the single-family jumbo loans
– many banks don’t like to give loans to people who don’t have a standard income, who don’t
get paid through a job or get your typical pay stubs. What BofI does is give jumbo loans to
people who maybe own their business and don’t get paid unless the business makes money.
It’s hard to show a pay stub in such instances. BofI will go in and say, “Hey, you own your
business and have a lot of assets; you’re able to pay for 40% of an expensive home in a nice
big market like L.A., San Francisco, or New York.” And it will give the loan at a 60% loan-tovalue (LTV) because it feels comfortable that the real estate prices aren’t going to drop too
much and the borrower still has a good credit score despite not having the typical pay stub
to show.
That’s one of the businesses the company seriously got into between 2012 and 2014, and it
mentioned on a recent call that the business had gotten much more competitive. It has not
written as many loans in that area as in the past. Instead, in the last couple of years, it has
got into commercial and industrial (C&I) lending and equipment leasing, where it lends out
at pretty high interest rates to businesses that don’t want to own the equipment and prefer
to lease it. Other banks don’t want to do the work to truly realize whether the business is
viable enough to be able to pay and cover that lease. I believe BofI has never had one bad
loan in that equipment leasing business since it started.
Majmudar: I’d like to make an analogy with a specialty insurer. If you’re a bank and are
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able to look in the niches, there’s generally less competition and more opportunity if you’re
willing to go into head-to-head competition on the commodity side of the business, as
specialty insurers do. That’s part of the quality of this bank and the management team, who
realize it and have a platform where they’ve developed this focus over time.
Namiri: Also, BofI is not afraid to admit that a certain segment is getting competitive and to
back off during those times and lean up in that area while not fully getting out of that
business because every loan is its own business in a way. You could still write loans and
have staff there to keeps that structure in place, so once it gets less competitive, you can go
back and pick up steam in that line of lending. BofI has historically done a good job of that.
The bank also does commercial real estate lending, most of it so far in the Southern
California market. One of the reasons it went into that was because banks get certain
benefits from writing loans within their community area. BofI went into small business
lending through a good deal it signed with H&R Block. It also does consumer loans, which is
a newer line of business for the company. It started doing prime auto lending, which has
done well for it over the past couple of years, and this business started organically. And it
started dabbling recently in unsecured lending and consumer lending, which is immaterial
for its business currently but was a segment it thought could potentially work well.
Some of the numbers speak clearly to the strength of the business. For example, checking
growth from 2013 to 2018, in terms of deposits, is 913%, while the savings growth is 268%.
Originally, one of the knocks BofI took came from paying a lot of money for the deposits: in
June 2013, when it had $2.1 billion in deposits, 50% of that base was time deposits, which
are CDs and other higher interest rate deposit accounts and less in checking and savings.
By March 2018, the deposit base had grown to $8 billion, and the company had managed to
get 50% in checking and similar deposits and 30% in savings deposits, which are much
lower rate interest than CDs, while the share of time deposits had shrunk to 17%.
Being an online-only bank has allowed BofI to achieve that. It doesn’t charge you anything
at all to have a bank account, even at smaller minimums, and can also give you interest on
your checking account. Depending on the checking account you have as a consumer, you
can get up to 1.25% interest. This is the type of account where you can take the money out
the same day or wire it out. Another benefit the bank can offer is no ATM fees. In other
words, you can use it like a real bank and get a good amount of interest. I myself have a
checking account with BofI because it makes sense to have one – why leave money on the
table and have a checking account with Chase or Wells Fargo that pay either zero or little
interest, especially with the low interest rates today? BofI has been able to do that, and it’s
been a strength in its business.
Another good thing is that the deposit base is throughout the whole country, in all regions of
the US. If one region has an issue economically, people may get worried and make a run on
their deposits at a local branch, but BofI doesn’t have that risk.
With this company, the moat is the fact that it has been able to keep its costs low. There is
also the fact that it is a great capital allocator. Evidence of that are the much higher returns
BofI has been able to generate compared to most banks: its return on assets at the end of
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2017 was 1.79% versus 0.85% for its peers, which puts it in the top 10% of all banks with
assets of $1 billion or more. Even when you consider the largest banks in the country which
have such great scale that they’re able to get the best returns, BofI ranks high up there. And
it’s not just in return on assets and return on equity: it is in the top 20% in G&A and the top
6% in terms of the efficiency ratio, which is an essential ratio for banks.
One of the reasons BofI has been able to do this is because it is a disruptor and has been
one for a long time. Legacy banks can’t copy its business model because they have so much
infrastructure in place (bank branches and employees), and they can’t compete with
themselves and launch their own online-only banking subsidiary or segment. If they do, they
will be faced with the issue of whether to brand it separately, which would mean not using
any of the brand advantage they’ve built over the years. If they decide not to associate the
two, it could create different issues. In short, it’s hard to be a mix of two bank models if
you’ve been doing it one way for a long time.
Majmudar: Allow me to add that the efficiency ratio represents non-interest operating
expenses divided by the income of the bank., lower is better. People generally consider
below 50% to be quite good. Peers are above 50%, and BofI is well below 50% (just under
33%) because of the structural difference in its business model.
Namiri: In terms of its competitive advantage, BofI has done an excellent job and continues
to do it in finding new products and relationships it can build upon. For instance, it gets a
lot of its mortgages (single family mortgages) through a relationship it has with Costco.
Whenever a Costco customer wants to do a mortgage through Costco, the lead gets sent
over to BofI, which underwrites the loan and its bankers deal with it. There is also the deal
with H&R Block, which used to have a bank and was either forced to or decided to sell off
that banking division. BofI runs four different products for H&R Block and gets paid a fee,
so this has been a nice income generator for the bank since 2015.
One of the impressive things about BofI is that it has been able to grow its assets quickly
but do so with good credit quality and while making sure it doesn’t have high loan losses.
The bank focuses on that: when you go and talk to its underwriters, you’ll see that the first
thing isn’t how many loans they can process in the long run but how to make sure they are
getting enough information on the borrower to be comfortable that he or she will be able to
pay back. If a situation arises where the borrower can’t repay, the underwriters make sure
the asset value is so high and the LTV ratio so strong that if the bank has to foreclose on the
asset, it will still get the money. The bank has a lot of checks and balances in place, not only
culturally but also structurally. With the jumbo loans, it is strict in terms of the markets and
only lends to dense markets. That’s because when it looks at the appraisal value, it doesn’t
want it to be based off comps which aren’t relevant. In a dense market, there will usually be
enough sales of a related property nearby to make the appraisal value more accurate. If you
go to a small town, for instance, there may be certain issues with that one piece of land or
piece of property that the appraisal value doesn’t capture.
The bank looks at new products in two ways. Sometimes, it looks at building them
organically and testing them in small amounts. If it sees that the product is not competitive
or it can get good risk-adjusted returns, it will go and hire a team that’s been doing it longer
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and has a strong track record of small loan losses and loan charge-offs. BofI did that with
the C&I lending, acquiring the team that had been doing it for a long time in a bank which
considered this an insignificant part of its business and not worth keeping it around. Total
net charge-offs annualized are 0.07 for BofI against 0.26 for comparable banks, making this
another area where BofI is best-in-class. Then, the amount of loans that are in non-accrual
to total loans is 0.38 for BofI compared to 0.78 for peers. Even after the Great Recession,
BofI’s net charge-off never went above 1%. Going into 2008, it was not writing many loans
because it felt that lots of people were chasing loans and writing them at poor risk-adjusted
returns. BofI chose to sit on the sidelines and have its money in a lot of Ginnies and Fannies.
One of the reasons it was able to survive during that time was because it didn’t chase these
poor loans. The peak in charge-offs was just under 0.8% in 2011, which was when the worst
of the foreclosure crisis was going on in the U.S.
When speaking about strong capital allocation, it feels appropriate to bring up something
CEO Greg Garrabrants told the San Diego Union Tribune in 2010: “As organization failed,
we hired the best.” The article was about how BofI managed to hire the teams of two of the
better performing lenders in two different industries. When it got into the jumbo home loan
market in 2010, there was a company called Thornburg Mortgage (TM). It went bankrupt
after the financial crisis not because it wrote poor loans but because the securitization
market for home lending dried up during that time, so it wasn’t able to fund any new loans.
TM had all these employees and all this overhead, and it was writing loans and then, all of a
sudden, it couldn’t write any more loans because it didn’t have any more funding for them.
The company went bankrupt, and BofI was able to purchase loans from TM. What’s more, it
was able to cherry-pick the best ones because TM was in a funding crisis and needed to get
as many forms of funding as it could for new loans, so it had to sell off only the best loans
because nobody wanted any of the worst loans it had. BofI effectively continued the same
strategy TM had employed – writing low LTV loans in prime housing markets – but because
BofI uses deposits for its funding, it avoids the risk that pushed TM into bankruptcy. In
2010, BofI effectively had zero jumbo loan production, but it reported $324 million in jumbo
loans in the March 2018 quarter. The company also revealed an average FICO score of 713
and LTV of 59.2%. The latter means that if a borrower doesn’t pay back a loan, BofI
effectively has more than a 40% cushion on the value of the property that it can drop before
the bank loses money.
Another example of hiring the best whenever it has the opportunity is Morgan Ferris, who
came on board when BofI entered the multifamily loan market in 2010. Ferris was formerly
with Commercial Capital Bancorp, which was acquired by Washington Mutual for $1 billion.
BofI brought him in to oversee and develop that product. The bank had $141 million in
multifamily loans in the March 2018 quarter. The stats here are also quite impressive: the
LTV is 56.2%, and the debt service coverage ratio is 1.32. The total multifamily loan
portfolio has grown to $1.75 billion from zero in 2010. This goes to show the bank is not
only doing a good job of growing its loan book in those two segments, but it is also keen on
keeping strong credit statistics on its loans.
Another example is the entry in the auto lending market. In the second quarter of 2016, the
book was $20 million and had grown to just under $100 a year later. Today, the size of the
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auto lending book is just under $200 million.
Since 2011, BofI has grown its business through three categories: a new product, a new
distribution channel, and M&A. It has been opportunistic in all three different areas. It was
doing H&R Block franchising lending, and in 2017, it added refund advance for H&R Block.
This gave it a new product to offer H&R Block customers who wanted to receive their tax
refund in advance, and then BofI would effectively have the right to their tax refund once
the customer received it. Upon that relationship, the bank was able to build a new
distribution channel. One area of growth it sees going on in the future is cross-selling other
products it has to H&R Block customers who have never heard of BofI before.
Majmudar: We see these developments as a sign of the quality of the culture and the
management. The company leaders are smart and opportunistic about finding opportunities
and incrementally growing in all these three different ways.
Namiri: BofI doesn’t give guidance but provides targets it internally looks for, typically net
interest margin targets and return on equity. When we look at BofI and try to figure out
what future value we place on the business, we typically look out at least two years.
Assuming the lower end of its net interest margin targets (380 to 400 basis points) and
assuming the company can grow its assets by 15% annually over the next two years (which
it has been able to do and which we consider pretty conservative), we get a $3.10 EPS
estimate in fiscal 2019. We think BofI can increase that to $3.50 EPS in fiscal 2020. The top
30 comparable banks (of approximately the same market cap, loan and asset size) are
trading at an average of 18.45x next year’s PE and 17.76x the two-year forward PE.
However, these other banks have a projected average ROE of 8.9% and ROA of 1.1%, while
the respective figures for BofI are 17.5% and 1.8%.
Using that $3.50 EPS and giving it an 18x PE multiple – which seems quite reasonable
because of the ROE and ROA BofI generates versus its competitors – we get a $63 per share
price target in two years, which is a 45% gain over that time. BofI also expects to have $180
million in excess capital by the end of fiscal 2019. CEO Greg Garrabrants mentioned in a
recent call he intends to deploy that via a buyback, dividend, or M&A, or a combination of
the three depending on where he feels he’ll get the best risk-adjusted returns.
I think there’s even more upside opportunity. The bank has been working on the so-called
Universal Digital Bank initiative and has spent a lot of money developing it. It’s close to
being finished and will connect all the different lines of lending, the different deposits, and
other consumer-facing accounts so the company can start cross-marketing and cross-selling.
If, for example, you have a single family loan with BofI, it may find you would be a good
candidate for an unsecured consumer loan and can start targeting you effectively. It makes
sense on all ends and is one thing the bank didn’t have in the past. It may help to grow the
business at an even faster pace.
I think it’s important to note that BofI has had short attacks on its business starting
sometime in 2015. Some anonymous Twitter characters would have these impressive,
lengthy Seeking Alpha write-ups that cherry-picked things, for example, some of the singlefamily jumbo loans BofI had given in the past. When you read them, and when you don’t
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know the bank or you don’t know banking well, it scares you and works on your emotions.
People could say something like, ”Oh, wow, I don’t want to touch a business that has given a
loan to somebody who has been in jail.” These writers did a good job and have done it with
other businesses in the past. I think the main reason they are doing it is not necessarily to
point out some issues the bank has but to make regulators go look at it and to do a deep
dive where they may not normally do. The company has gone through three audits since
then and these Seeking Alpha write-ups also triggered class action lawsuits against the
company.
As an investor, such things leave you questioning whether it’s worth being invested in this
business. Both Ken and I have known this company and its management for many years, and
Ken in particular has invested in banks for a long time, so he’s able to take things apart and
see what matters and what doesn’t. More recently, there was an article about BofI making a
loan to Jared Kushner’s family company; it said no one else wanted to give a loan to this
family, but BofI was willing to do it. The piece questioned the management, saying it was
doing a poor job overseeing the loan book. In reality, when you look at that specific loan,
you see the LTV was so low that the bank covered a lot of the risk in lending to that specific
project. In addition, it was getting an extremely high interest rate, which again
compensated for the risk it was taking to some degree.
The short attack articles are among the reasons we believe to be behind BofI’s currently
favorable multiple given the quality of the business based on ROE and ROA and the growth
the company has been showing and will continue to show, in our opinion. Before these
articles appeared, BofI was getting multiples of 25x to 30x PE multiple versus today’s 18x.
The risk here is that the short continue to attack – the short interest in the stock is still quite
high, and that is a risk we’re aware of. We think it is unfounded, but it can work on human
emotions and drag the stock down, at least in the short run.
Our model also assumes the historical credit performance of BofI stays at least flat and
doesn’t uptick. If there’s an economic downturn, it may become an issue for the bank, as
may a real estate crisis where the value of the real estate drops in excess of 40%-50%. Also,
our model assumes BofI can grow assets by 15% a year, but it may not be able to do that.
Additionally, it will have to grow the deposit base to some degree, which would be another
risk if it can’t do it. It has shown itself capable of achieving both in the past, and we believe
it will continue to do it in the future.
Besides, it will have around $180 million to $190 million in excess capital to deploy in about
a year, and there’s a risk it may deploy it poorly. However, it has such a strong track record
of not doing it – it waited patiently on the sidelines during the Great Recession for another
opportunity to deploy capital. It makes sense to expect it will be patient again and act
opportunistically.
Majmudar: Let me sum up by saying BofI is a position we’ve held for a long time, buying in
at a time when this was a much smaller company. It’s the type of company we’re looking to
put into our micro-cap fund. We also think it is absolutely not too late for other investors as
this remains a compounding machine that has a long way to go, in our internal view.
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John Mihaljevic: Guys, thank you so much for taking the time to share your thesis in such
great detail. We truly appreciate it, and I think it will be quite valuable to our community.
For those who would like to track this idea over time, what would be some data points on
the fundamental side to either validate or challenge your thesis?
Majmudar: Fundamentally, you look at things like net interest margin and the efficiency
ratio, as well as the credit loss statistics. Those, in my opinion, are the key ones for banks.
Another one is the growth in assets and liabilities.
Those five statistics have been good at this bank, not only on growth but in the quality of
that growth and efficiency. We think this is a far above average bank trading at a average
multiple. It’s about a $2.5 billion company, so it can still keep doing what it’s doing and
grow a lot larger as it maintains the culture and the quality and should be worth far more
down the road.
Then we have things like technology and all the innovations, such as the concept of the
digital universal bank. With such innovations coming in, it will only become a more fruitful
area for a smaller bank to use technology to grow. There’s still a lot of potential in fintech,
which is an area that has had all venture capitalists truly excited in recent years with things
like cryptocurrencies, for example. Here you have a publicly traded bank that’s innovative
and already profitable, so we think it should be trading at a higher multiple, and it will
probably have higher EPS and book value two, three, or five years from now.
The following are excerpts of the Q&A session with Kaushal Majmudar and Sam Namiri:
Q: Are there public comparables you would say are similar in terms of their approach and
technological advancement?
Namiri: I found some in the micro cap space that are effectively startups, but I’ve never
found a bank that lends out its own money and writes its own loans. I found certain comps
that have one part of the technology aspect, but not actual banks.
One of the things BofI has developed is an API allowing a fintech company to open a bank
account pretty quickly using the API. BofI struck a partnership for a product called
MaxMyInterest, which determines what checking accounts consumers should use to get the
highest interest rate but also keep their money FDIC-secured.
But to go back to your question, I don’t think there are any comps like BofI – I haven’t found
anything that is online-only and able to generate the quality of loans and the quality of
deposit base BofI have.
Majmudar: Any bank of this size – $5 billion to $15 billion asset range – is the comps people
look at. The difference is that virtually all of them have physical branches. In a sense,
they’re all banks, but this one is quite different from the rest. Outside of BofI, you can look
at other innovative financial companies (LendingClub comes to mind) that are doing pieces
of this.
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Depending on your view, on what you’re looking for in a comp, it could be the other banks of
a similar size. But in terms of a bank doing things the way BofI is doing, it’s quite unique,
which is part of what makes us quite excited about what this idea represents.
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