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Executive
summary

CRISIL’'s creditratio — orthe number of upgradestodowngrades —at 1.81in
the second half (H2) of fiscal 2019, is marginally up from 1.68in the firsthalf.

There were 594 upgrades and 328 downgrades inthe second half, aperiod
marked by rebound in exports,and continued governmentspending.

Nearly 60% of the upgrades werein investment-linked and export-linked
sectors. The former benefited from government spending on infrastructure,
while benign globalgrowth, weaker rupee and easingof GST glitches helpedup
exports.

The positivetrendin creditratiois also consistent with asset qualityas seenin
the banking sector, whereincremental slippagesin non-performing assets
declined sharplyto 3.7% in H2, compared with3.8% in H1 and an average of
~6%infiscal 2017 and 2018.

CRISIL's debt-weighted creditratiostoodat0.89in H2, adip from H1, primarily
on accountof downgrade of two large telecom companies’. Shorn of these two,

which accountedfor nearly 56% of downgraded debt byvalue, theratiowas
higherat 2 times.

Among consumption-linked sectors, brick & mortar retailers and consumer
goods companies are well-positioned to benefitfrom demand growth,
especiallyin thevalue segments. Auto component makerswill continue to gain
from more stringentemissionnorms and other regulationsfor vehicle makers.

Whileincreased private consumption supported by budgetary announcements
augurwell forthefiscal2020 credit outlook,some headwindsare gathering. We

expect moderationin the creditratioas global growth slackens and pace of
governmentinfrastructure spending slows.

Slower growth in government spending on infrastructure also means
investment-linked sectors such as construction, engineering, steel, and
constructionequipment will see only moderate buoyancy. Demandin real
estate remains weak and refinancing risks also cloudthe overall outlook. And
competitive pressureis unlikely to ease for telecom operators withthe newest
entrant expandinginto more segments.

Amongexport-linked sectors,weak demand and constrained credit accesswill
bea dragonthe gems & jewellery sector, even as pharmaceuticals (especially

"The debt of telecom firms does not include the liability to the Government of India towards spectrum charges
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bulkdrugs andshrimp segments), will continueto benefit over the near-to-
medium term from global capacityand supply constraints.

Exports performanceinfiscal 2020 will also be afunction of how Brexit pans
outandthe USslows.

Inthe financial sector,non-performing assetsin banking are set todecline with
fewer fresh slippages. Infusion of capital, emergence of public sector banks
outof the Prompt Corrective Action framework, and sharper focuson retail
creditwill helpbanksmoveintoahigher growth trajectory.

Theliquidity squeeze in H2 following default by a large non-bank(not rated by
CRISIL) has hamperedthe near-term outlookfor select non-banks, even as
most others have alreadyreoriented their resource profilesbyreducing
reliance on short-term borrowingsand focusingon asset-liability maturity
management. Growthfor non-banks will be lowerthanthat seenbefore
September 2018 as theyseekto conserve liquidity.

Therole of qualityin creditassessments and ratingsbecomeseven more
critical as the environment turns cautious fromacredit outlook point of view.
Therefore, itisimperative that lendersand investors focus on quality metrics
as they differacross providers.CRISIL's default and stability rates have
remained rock-solidin this environment, and are atestimonytoouranalytical
rigourand proactive surveillance.



Ratings

About Ratings
Round-Up

CRISIL’s
portfolio and
medianrating
unchanged

Ratings Round-Up isasemi-annual publicationthat analyses CRISIL’s rating

actions and traces the linkages between suchactions and the underlying
economic and businesstrends.

This editionanalyses CRISIL’s rating actionsin the sixmonths through March
2019.

Note:Acredit ratingisan opinion on the likelihood of timely repayment of debt. Therefore, analysis
of ratingactions on a large and diverse portfolio of companiesis also a reasonable indicator ofan
economy’s directionality.

Median rating remains
inthe ‘CRISIL BB’
category

Ratings outstanding on
over 11,000 issuers

Over the past five years, CRISIL’s portfolio of outstanding ratings has been
between 12,000 and 13,0002 Of these, 75% is in the ‘BB’ category or lower.
Consequently, the median rating has stayed putin the ‘BB’ category. Adecade
back, this was in the ‘BBB’ category. The medianrating had moved from ‘AA’
categoryas on March 31, 2008 to ‘BBB’ category by March 31, 2009, with the
introduction of bank loan ratingsand rapid expansion of CRISIL’s portfolio,
especiallyintothe lowerratingcategories.

Chart 1: CRISIL’s rating distribution
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2This excludes companiesin the ‘Issuer Not Cooperating’ or INC category. CRISIL’s portfolio had 6,397 such issuersas on March 31, 2019.
If these are included, CRISIL’s outstanding rating list will be of 17,729 issuers. But the median ratingwill remain in the ‘BB’ category.
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Creditratioand | Credit ratioand debt- Credit ratio and debt-
debt-weighted weighted credit ratio® at weighted credit ratio at
creditratio 1.81 times and 0.89 1.73 times and 1.65

time, respectively,forthe @ time,respectively, for

ShOWd'Ve‘:gen; second half of fiscal 2019 = fiscal 2019
ren

CRISILU’'s credit ratioand debt-weighted credit ratiowere at 1.81times and 0.89

time, respectively, for the second half of fiscal 2019 (see chart), against 1.68
times and 2.72 times, respectively, inthe first half.

Chart 2: Semi-annualtrends incredit ratio and debt-weighted credit ratio
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3The debt of telecom firms does not include the liability to the Government of India towards spectrum charges for the purpose of
calculation of debt-weighted credit ratios forfiscal 2019. Debt-weighted creditratioadjusted for two large telecomfirms that accounted
for nearly 56% of downgraded debtstood at 2 times
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Credit ratio and macroeconomic trends

While macroeconomic indicators suchas gross domestic product (GDP) and
Indexof Industrial Production (IIP) started decelerating in the second half of
fiscal 2019, alook at data sub-parameters indicate slowing but continuing pace
of governmentinvestment, milduptickin private investment, improving private
consumption,and moderate growth inexports. Thisis consistent withthe fact

that 59% of CRISIL’s upgrades was inthe investment and export-linked
sectors.

Table 1: Trends in growth of GDP andits components (in %)

Q1FY18 | Q2FY18 Q3FY18 Q4FY18 Q1FY19 Q2FY19 Q3FY19

Government

. 21.9 7.6 10.8 21.1 6.5 10.8 6.5
consumption
Private

. 10.1 6.0 5.0 8.8 6.9 9.8 8.4
consumption
Investments 3.9 9.3 12.2 11.8 11.7 10.2 10.6
Exports 4.9 5.8 5.3 2.8 11.2 13.9 14.6
Imports 23.9 15.0 15.8 16.2 10.8 21.4 14.7
GDP 6.0 6.8 7.7 8.1 8.0 7.0 6.6

Source: Central Statistics Office (CS0O), CRISIL

GDP growth slowed t06.6% in the third quarter of fiscal 2019and t0 6.5%in
fourth quarter of fiscal 2019 based on advanced estimates by CSO. Data shows
the slowdown has largely emanated from the agriculture sectordue tothe
weak rabi crop and a gradual pullbackof government spending even as private
consumption improves. Itis alsoimportant tonotethat the ratio of gross fixed
capital formation to GDP improved on asequential basis t033.1% in the third
quarterof fiscal 2019, the highestsince the second quarter of fiscal 2014,
supported byboth government spending and a mild uptickin private
investment.



Table 2: Trends in IIP by end-use classification (in %)
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Q1FY18 | Q2FY18 Q3FY18 Q4FY18 Q1FY19 | Q2FY19 Q3FY19

Primary goods 4.7
Capital goods 0.1
Intermediate goods -1.1
Infrastructure and

. 3.2
construction goods
Consumer durable -6.8
Consumer non- 6.5
durable )
1P 1.8

Source: CRISIL Research
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[IP slowed to 3.6% in the third quarter of fiscal 2019 from 5% in the preceding
two quarters. The decline was led by the manufacturing and electricity sectors.
According to end-use classification data, the infrastructure and construction

goods sectors maintained strong growth momentum. However, the capital goods

and consumer goods sectors slackened. This further bolsters the fact that
continued government spending, albeit at a slower pace, has propped up

demand for infrastructure and construction goods.

However, the ratio of debt of firms upgraded to those downgraded declined to

lessthan 0.89 time, weighed down by the downgrade of two telecom companies.
Excluding these two, the debt weighted credit ratio was 2.03 times.
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Chart 3: 12 month rolling trends in credit ratio & debt-weighted credit ratio
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To ascertain the sustainability of, and removing biasin, the creditratio, itis
assessed on a12-month rollingbasis. For fiscal2019, the ratio increased to

1.73 times against 1.67 times infiscal 2018. However, the debt-weighted credit
ratiodeclined to 1.65times from 2.31 times.

Ona12-month rolling basis, it remains above 1time, indicating thatthe
improvementin credit quality has sustained.

Overall, while governmentspendinghas been thekeydriver forrating actions, a
broad-basedrecovery remainselusive. As governmentinvestmentin

infrastructure slows, revivalin private consumptionand capexwill be critical to
ensure abroad uptickin credit quality.



Government
spendingto
continueto
support
demand
prospects for
fiscal 2020,
albeitata
slower pace
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Investment-linked sectors expected to continuegrowth
momentum even as fortunes reverse forconsumption and
export-linked sectors

Chart 4: Trends in sector-wise credit ratio
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Investment linked sectors — Continued favourable outlook
supported by government spending

Inthe Ratings Round-Up of September 2018, CRISILhad noted that
investment-linked sectors drove the credit ratioforthe firsttime in5years,
because of government-led spending on infrastructure, even as private
investment continuedto lag, and realisationsimproved, especiallyin steel. As
itcan beseen fromthechartabove, investment-linked sectorscontinuedto
drivethe creditratioin the second half of fiscal 2019. Steel, construction,and
heavyequipment sectors were key sectors where upgradescontinue to largely
outpacedowngrades.

Outlook

The pace of government spending ininvestments, while continuingto be
strong, slowed downin thesecondand third quarters of fiscal 2019 (see Table
7). Thefocus is shifting towards government consumption. Furthermore,order
flow fornew projectsis likelyto decelerate infirsthalf of fiscal 2020 because
decisionswillbe keptin abeyance because of the elections. With government
spendingon infrastructure likely to grow at a slower pace, investment- linked
sectors will seeonlyamoderate buoyancyin creditquality.
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Export-linked sectors — outlook turns negative because of
global economic slowdown

Export growth rebounded infiscal 2019 driven by buoyant globaleconomic

growth, falling rupee and easing of GST-related hiccups, butthere alsowere
sector-specific driversand constraints.

Thecreditratioin the second halfwas drivenbyupgradesinthe
pharmaceuticals sector —majority of these werein the bulk drugs segment,
which benefited fromasupplydisruption inChina, which led to better demand
for domestic manufacturers. Thisis expectedto sustainin the near-to-medium
termas Chinese playersadjusttodomestic policy changes.Most of the
upgraded playersin the bulk drugs sector derive a major portion of their
revenues fromexport.

Textiles, especially the readymade garments segment, is a major export-driven
sector. Butupgrades here were mainly of domestic-focused cottonyarn
manufacturers and spinners,which witnessed better demand after GST-led
disruptions hampered growth infiscal 2018. Readymadegarment exporters, on
the other hand, accounted for major part of the downgrades because of high
competitiveintensity.

Outlook

We expect exports growth to decelerate going ahead, mainly because of a
slowdown in global growthand tradefrictions. Major trade destinations are
expected towitness slower economic growthin calendar 2019:

e US:Slowdown in GDP growthduetofadingfiscal stimulus, cumulative
monetarytightening,and trade-related issues weighing on business

e UKandEurozone: Brexit will have asignificantimpact particularlyin the
currentscenariowithahigh probability of no-deal Breaxit. Trade disruption
is expected inthenearterm.

e China:Apartfromtradefrictions, arisein defaults and crackdown on
shadow banking will restrictgrowth.
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Table 3 — Trends in world GDP growth

GDP growth 2017 2018 2019(P)
us % 1.6 2.2 2.9 2.5
UK % 1.8 1.7 1.4 1.5
Eurozone % 1.9 2.4 1.8 1.6
China % 6.7 6.9 6.6 6.2
Advanced economies % 1.7 2.4 2.3 2.0
Developing economies % 4.4 4.7 4.6 4.5
Global % 3.3 3.8 3.7 3.5
Source: IMF

International Monetary Fund (IMF) has revisedits forecast for 2019, down to
3.5% inJanuary2019duetopersistentdeclineingrowthforecasts of advanced
economies and atemporarydecline in growth rate foremerging and developing
economies.

Except pockets of growth opportunity for bulk drug manufacturers, export-
linked growth isexpected to be weak in fiscal 2020.

Consumption linked sectors — outlook to turn around,
propelled by pickup in consumption

Fiscal 2019 was a mixed bag for consumption-linked sectors. Auto components
witnessed upgradesbenefitting from higherspendingby vehicle makersto
conformtomore stringent emission and other norms.Sodid packagedfoods
and meats sector, driven by better demand, especiallyfromthe US, following
changes in regulations.

Sectors such as gems & jewelleryfaced lowerdemand andliquidityissues
because of the aversion of bankstolending, leadingtoadeclinein the credit
ratio. The sugar sector, too, witnessed downgrades becauseof weak
realisationsand profitability outlook, especially for non-integrated players.
However, the pace of downgrades slowed inthe second halfof fiscal2019 after
policy supportmeasures.

The telecommunications (telecom) sector saw downgrades intwo companies
on account of heightened competitive intensity after the entryof anew player.
This led the consumption-linked credit ratio to be much lower thanthe overall
creditratio.

11
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Outlook

Revised GDP estimates showa pick-upin private consumption inthe third
quarterof fiscal 2019. The interim budgetfor fiscal2020 focuseson several
measures that are expected todrive up consumption. Key announcements
such as PM-KISAN are expected toimprove cashin hand with farmersand
changein taxbrackets willleave more cash in the hands of the middle-class.
Thus, an uptickin private consumptionis expectedin fiscal 2020 leadingtoa
positive outlook for domestic consumption-linked sectors, compared with
fiscal 2019. The keyrisk tothis expectation, however, is an El-Nino event
leadingtoinadequatemonsoon.

Chart5: Ratingactionsintop industries
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(Refer to the section on ‘Key reasons for rating actions, and sectoral credit quality outlook’ for
sectoral updates). (*Textiles excludes Textiles-RMG)

Due to limited number ofdowngrades in Pharmaceuticals, Basmati Rice,Auto Parts & Equipment
and Steel, creditratio iswellabove 5 times.

Source: CRISIL
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Corporate Corporate profitability expected to moderate even as private
profitability to investment witnesses a gradual pickup

CRISIL’'s analysisof the aggregate financial performance of 347 firmslisted on

moderate S&P CNX 500 shows net profit margin (NPM) fell 500 basis points (bps) to 5% in
thethird quarter of fiscal 2019 from the corresponding period of fiscal 2018.
This was driven by higher interest rates and sharpdepreciation of therupee in
thefirst half, even as commodity pricesremained supportive.

Chart 6: Trends in net profit margins and commodity prices
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Source: CRISIL

Forfiscal 2019, Ebitda (earnings before interest, taxes, depreciation, and
amortisation) marginsfor these companies remained stable at 15-17% with
commodity prices staying soft. But with pricesnow rebounding, Ebidta growth
is expected todecelerate atouch and impact margins,especiallyin large
sectors such asairlineservices, auto,cement,and construction.

Inits latest review meetinginFebruary 2019, the Monetary Policy Committee
(MPC) of the Reserve Bank of India (RBI) slashedthe policyrate by 25bps,
bringingthereporate down t06.25% from 6.5%. Going ahead, benigninflation

could lead to further cuts in therepo rate, which would supporting net margins
of Indialncinfiscal 2020.

13
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gradualascend
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underway

Private investments could witness a gradual pick-up after
sluggish growth inthe past couple of years

Overthe past5years, private investmentscontracted significantlywith high
commodity prices, muteddemand andarisein the non-performing assets.

While government spending haspropped upoverall investmentsin the past 2
years, a material pick-up inprivate investments has beenelusive. However,
some green shoots arevisible inthe ratio of gross fixed capital formation
(GFCF) to GDP showing (see chart below). Growthin GFCF wasin double digits
in 2019 after showing sluggishness betweenfiscals 2012 and 2018.

Chart7: Trends in GFCF/GDP
GFCF/GDP

34.3%

34.1%
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Source: CSO

While government spending did support GFCF in thepasttwo fiscalsas well, it
grew at afasterclipinfiscal2019. This growth, coupled with a moderate uptick
in private consumptioninfiscal 2019, couldsupportarisein private
investments.

Inits reporton ‘/ndia’s Investment Cycle: An EmpiricalInvestigation’in October
2018, the RBl has noted inits findings that“The currentupturnin the
investmentcycleis estimatedtolast up to 2022-23 when the investment rate
could riseto33.0% fromthe current rate of 31.4%.”

CRISIL’s studyon a pool of 4,500 companiesin 118 sectors inits portfolio
indicatesthat capital expenditure of these companiesin fiscal2019is
estimated tohaveincreasedbynearly 12% to Rs 270,000 crorein fiscal 2019.
Some of the large sectors which constituted more than 25% of capexforthe
period includeoil & gas (includinggas utilities), chemicals, construction
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materials, tyres & rubber, electricalcomponents & equipment, two-wheeler

makers, and soft drink manufacturersand bottlers. They constituted more than
25% of capexin the pool.

Chart 8: Trends in capex and capital intensity in CRISIL’s portfolio
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However, capexintensity (or the ratio of capextoincome) shows aflattish
trend, indicatinglimited optimismon asharper revenue growth.

CRISIL believes abroad-based uptickin private investment will hinge on a pick-
upin private consumption. Any materialchanges to policyand direction of
spending bythe next government after elections, adequacy and timeliness of
monsoon, and movementin crude priceswill be the keymonitorables as they
can have an impacton private investmentsas well as consumption.

Strong financial risk profile to support investment pickup
and credit quality outlook for fiscal 2020

Inits RatingsRound-Upin April 2018, CRISIL had notedthe improvementin
leverage and financial risk profiles of corporates, withcombined equity

infusion of Rs 8.13 lakh crore” in theperiod between April 2013-December
2018 and stable operating cycles.

“Source : Monthly SEBI Bulletin betweenApril 2013 to Dec 2018

15
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Rating actions in the second half of fiscal 2019 also indicate

that low leverage and favourable industry outlook were key
drivers for upgrades

CRISILhas analysed the ratingactionson firmsduringthe second halfof fiscal
2019, based on debt-to-Ebidta ratio (an indicator of leverage) and industry
orientation.Not surprisingly, firms with favourable industry outlook and low
leverage accounted for a major portion of the upgrades.

Table 4: Analysis of trends in credit ratiobased on size andleverage

. Low leverage Medium leverage High leverage
Debt/ EBIDTA ratio
<2.5 2.5-4.0 >4.0
Investment-linked 3.25 2.60 0..84
Consumption-linked 3.97 1.89 0.57
Exports-linked 4.44 2.50 1.20

Source: CRISIL
Furthermore, firms with largerscale and leading market positionswithintheir

segments saw the most number of upgrades.Thisindicates thatapervasive
improvementin credit qualityis stillawhile away.

However, lean balance sheetswillcontinuetobecritical toapick-upinthe
investmentand creditoutlooksover the mediumterm.
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Not all ratings are equal

CRISIL pioneeredcreditratingsin Indiawith itsincorporationin 1987. Over the
pastthree decades, credit rating agencies (CRAs) have played an important
rolein the domestic financial markets. From pure name or reputation-based
lending,ratings have enabled risk-based lending. Asimple alpha-numeric
symbol has enabled stakeholdersto benchmark credit acrosssectors and
instrumentsinanindependentmanner.

Creditratings have servedthe Indian markets well. However, steepdowngrades

infiscal 2019 (see Box 7) resulted in various stakeholdersraisingquestions
around the operations and performanceof CRAs — and rightly so.

In this context, thissection highlights the key metricsto assess the
performance of arating agencyand presents an analysis of how quality metrics
of CRISIL’s ratings have fared through the cycles.

Metrics to assess rating agencies

Fromthe US sub-primecrisis in2008 to the default by alarge non-banking
financialcompany (NBFC; not rated by CRISIL) in Indiain late 2018, the
performance of CRAs has beendebated threadbare acrosseconomiccycles.
These have provided an opportunity for stakeholderstointrospectand discemn
the differencein the performance of CRAs because not all ratings are equal.

Key objectives of ratings and CRAs include:

e Ensuringthatas onemoves up theratingscale, the probability of default
decreases. Thisis the test of ‘ordinality’

e Ensuringthathigherratings (investment grade) are more stable through
economic cyclestoenableinvestorsto price creditriskappropriately

e Ensuringthatthetimetakentodefaultisthelowestforthe highestrating
category
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Key credit shocks in fiscal 2019:

e Defaultbyalargenon-bank(notrated by CRISIL). This had adomino
effecton creditavailable to non-banks in the capital market

e (Capital marketfluctuationsalsohad animpacton some highly leveraged
promoter companies.These companies negotiated a standstill
agreementwith investorstonot revoke pledged shares toenablethe
firms to meettheir debt repayment, leaving investors in distress. CRISIL
did notrate any of these promoter group deals

e Thentherewasasharp ratingaction on the infrastructurespecial
purpose vehicles (SPVs) of the large non-bankbecause of legal and non-
creditrisks, anddrivenbyan unprecedented and questionable legal
interpretation by theirmanagements. Questionable because the SPVs
had ampleliquidityto service the repayments due. Questionablealso
because this was against the basic principle of project financing that
legally separates and ringfences SPVsfromtheir sponsor and other
SPVs, with specific covenants protecting the payment structure and
waterfall mechanism.

Based on these objectives, key metrics that canbe used to
assess a rating agency include:

e Defaultrates and ordinality
e Stabilityrates
e Intensityofratingactions

Each of these metrics is addressedin detail inthe following sections. These
need tobeassessed overalongtenuretoestablishthe performance of CRAs
through economic and creditcycles.

CRISIL’s ratings exhibit robust quality metrics through
economic and credit cycles

In this section, we have underlined the metrics thatassessif CRISIL’s ratings
have withstood the test of time and volatile credit environment.

Backed by highestanalytical rigour, robustcriteriaand proactive surveillance,
CRISILU's ratingshave displayed best-in-class quality metrics inthe Indian
creditratingindustry, whichis evident fromits lowest default rates, highest
stabilityrates, andthe lowestintensity of rating actions.
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Default rates remain low even during the toughest of times
Creditratings are opinions on defaultrisk: The higher therating, the lowerthe
probability of default. An inverse correlationbetween credit ratingsand default

probabilityis desirable for CRAs,and is called the test of ordinality. If ratings
are reliable, defaultrates shouldreduce as one moves up theratingscale.

Also, accurate and reliable default rates are critical inputsfor pricingdebt and
loan exposures. Defaultprobabilities associated with ratings helpinvestors
and lenders quantify creditriskin theirdebtexposure, and provide inputson
whether, orhow much, tolendand at what price.

Defaultratesin investment-grade ratingcategories have remained low even
duringtimesof financial stress. One-yearaverage default rates for CRISIL’s
AAAratingis nilovera10year period as can beseeninthechartbelow.

Chart9: One-year average default rates (2008-18)
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Highest stability rates

CRISIL’s high stability rates help investorswith their long-terminvestment
decisions. The stabilityrate indicatesthe percentage of ratingsthat remain
unchangedoveragiven time horizon.

Consistently high stability rates indicate that ratingshave been assignedat the
rightlevel, abinitio,and thatthe probability of suddenchangesin ratingsis
low. High stability rates, inother words, indicate a high probability that the
ratings will not see unexpected changes overagiven time horizon.

19



Ratings

20

CRISIL’s rated portfolio has consistently displayed higher stability rates across

theindustryoverthe pastfive fiscals through 2018, with average stabilityrate
of above 95% for ‘AA’and above 93% for ‘A’ categoryratings.

Chart 10: One-year average stability rates (2008-18)
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Sharp rating actions as a percentage of CRISIL’s investment
grade portfolio at 0.5%

Along with stabilityrates, investorsalso consider theintensity of rating
actions. Ifaratingis pronetosharp rating movementsduringashort period of
time, it poses asignificantrisktoinvestorswith little scopeto managetheir
exposure.

CRISIL’s focus on the quality of its ratings remains unwavering. The regularity

of its surveillance minimisessuddenand sharp actions (bothupgradesand
downgrades).

Theintensity of CRISIL’s rating actionshas beenlowestintheindustryover the
past five years, especially forinvestment-grade ratings (see chart below), with
lessthan 1% of the rating actionsbeing more than 3 notches.

For CRISIL, the intensity of sharp rating changes frominvestment grade fellin

fiscal 2019 — ayear that saw theratingindustry witnessing a slew of sharp
ratingactions,includingdefault by anon-bank that was rated AAA!



CRISIL

An S&P Global Company

Chart 11: Intensity of sharp® rating changes frominvestment grade
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Robust and scalable processes at the core of the high
quality of CRISIL’s ratings

e CRISIL’srating processisdesigned toensurethatall ratings are basedon
the highest standards of independence and analytical rigour,and thereare
adequate quality controls at each stage of the ratingprocess

e Apartfromtheannualsurveillance, CRISIL has systemstoensure
monitoring of market developments, including materialevents,and follow-
up of repayment schedules, which helps respondto credit-related events
faster. Furthermore, CRISIL undertakesanalytical initiatives suchas
sector-level surveillance and portfolio-level surveillance to ensure that
macro events are analysed and their creditimpactis assessed

e CRISILhas processes tolook backon rating actionsthat were higherthan
expected for therating category, toensure that processesare placedto
avoid recurrence

e CRISIL’s layered approachfor proactivelyanalysingevents thatcould pose
creditrisk and for post-event analysis for misses, ensuresthat outstanding
ratings continue to reflect the credit quality of the debtinstruments and
enables robuststabilityrates

5The Securities and Exchange Board of India inits circulardated November 13, 2018, mandated credit ratingagencies to disclo se sharp
ratingactionsin the investmentgrade category. Asharp ratingaction is defined as a change of morethan 3 notches. Intensity is
calculated as sharp ratingactions to the total outstandinginvestment grade portfolio.
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The AAA ratings debate

There has beenalot of debate recently on the supposed ease of getting n ‘AAA’
rating in India compared with developed countries such as the US. However,
such a comparison is incorrect because:

e The global and national rating scales serve different needs
Comparing global scale and national scales is akin to equating the
Fahrenheit and Celsius scales.

- Investorsin developed economiesconsiderinvestment options
across the world. Creditrisk assessmentsthat benchmarkissuers
across the world on aglobal scale provides them with comparable
information to make investment decisions.

- Anational rating scale provides a more granular benchmarkingof
issuers and factors indomestic realities such as support from
stronger nationalorinternationalparents, and from the government.

o Depth and width of the corporate bond market make a big difference

- UnlikelIndia, inadvancedeconomies suchas the US, corporate bond
markets have material depth and width. The size of the US bond
marketis 120% of GDP, whereasin Indiaitis 16%. Corporatesin the
US often choose leveraged growth over high ratings, giventhe
availabilityof fundsin debtcapitalmarket at reasonablerates even
at lower ratings.

- InlIndia, largeinvestors, includinginsurers and pensionfunds, have
mandates toinvestonlyin highly rated paper. As aresult, 85-90% of
the corporate bond issuancesarein the AAAand AAratingcategories
(onthe national scale). Beyondthisratingcategory, the financial
flexibility totap capital marketinstruments drops drastically. Thus
issuers strive to maintain balance sheet strengths worthy of high
rating categoryin emerging markets like Indiaand China.

We believe that it is not the lower number of AAA rated companies that
determines the quality of the assessment of a CRA, but the default rates
exhibited over a period of time.

No ‘CRISIL AAA’ has ever defaulted over one, two or three year period.
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Thecreditoutlook turns cautious as slowing globaleconomywillcastashadow
on exportsin fiscal 2020. While thetrade frictions betweenthe USand China
have eased compared with theinitial apprehensions, they remaina key
monitorable. Further, governmentspendingon infrastructure is expectedto
decelerate as focus sharpens on consumption.

However, CRISIL expects Indialnc’s creditratioto staywell above 1timein
fiscal 2020. This willbe driven by likelyincreasein private consumption
including through budgetaryannouncements that supportimprovementin rural
income. Private consumption would also be bolsteredif there’s another spell of
normal monsoon and inflation staysbenign. That will provide an impetusto
privateinvestments,butabroad uptickisstillawhile away. Investment linked
sectors will continue to benefit from slower but continued pace of government
spending.

As forthe banking sector, gross NPAsare estimatedto have declined 100 bps
to around 10% by March 2019 from 11.5% at the end of fiscal 2018. CRISIL
expects bankcreditto grow 14% infiscal 2020 compared with 13% in Fiscal
2019 and 8% in Fiscal 2018. Thiswould bedrivenbystrong growthin retail
banking and services, while corporate credit will see agradual pick-up. Re-
capitalisation of publicsector banks, and many of them coming out of the PCA
will also benefitthe sector.

For select non-banks, the near-term outlook remains challengingbecause of
liquidity eventsin thethird quarterof fiscal 2019. Growthwillbe lower than
whatitwas priorto September 2018 as theyconserve liquidityin thenear term.
However, the long-term outlook is promising with growth of around 15%
expectedin fiscals 2020and 2021. Traditionalretail classessuchas home
loans and vehicle finance constitute over 50% of the overall credit. These
segments are expected to see steady growth. Non-banks are alsoreorienting

theirresource profilesbyreducing reliance on short-term borrowingsand
focusingon asset-liabilitymanagement.

Overall, theriskstothese expectationsare

e AnEl-Ninoeventaffectingmonsoonand itsimpacton ruralincomes

e Electoraloutcomes leadingtoanychangein policy towardscapital
spending and fiscalstance

e Extentofglobal slowdown, trade frictions, and theimpacton trade
e Stretchinworkingcapitalcycles

e Re-leveraging becauseof increasein capexand acquisitions
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Corporates: Key reasons for rating actions, and
sectoral credit quality outlook
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Upgrades Downgrades
Upgrades were mainly driven by business Downgrades were mainly
related reasons - healthy demand from due to decline in operating
original equipment manufacturers (OEMs), margins, lower-than-
steady profitability. Prudent capital expected cash accrual, and

expenditure and working capital management stretched working capital
ensured adequate liquidity, which, in turn, led cycles.

to stronger financial risk profiles

Automotive components advanced towards higher growth

Automotive componentdemandis expectedto grow at 9-11% on-yearin fiscal
2020, compared with 11-13% infiscal 2019, owingto moderationin most OEM
volume as well as exports, even as aftermarket demand remains steady.

While passenger vehicle volumes are expected to grow moderately at 4-6%,
commercialvehiclevolumeis likelyto grow by 5-7% and the two-wheeler

segmentis expected to grow at 6-8%. Some advancement of sales dueto BS VI
willalsoaid demand.

Exportdemand is likelyto grow ataround 10% in fiscal 2020, largely driven by
fairly steadyClass 8 truck productionvolumeinEurope and the US. However,
passengervehicle salesin boththeseregionsare likelytocomeunder

moderate pressure.Globaleconomicconditions andtrade tariffs will remain
monitorables.

Profitability of automotive component makers is estimated to decline by 80-90
bpsinfiscal 2019 dueto continued increase in raw material prices anddemand
slowdown in the second half. However, CRISIL expectsthe prices of raw

materials to stabilise by fiscal 2020, which should lead to a gradual
improvementin margins.

Players have alreadyinitiatedinvestments to cater tothe new regulatory norms
(including BSVl and anti-lockbraking systems) and healthy medium-to-long
termdemand potential. Many of themare alsoinvestinginnew
technologies/productsassociated with electric vehicles (EV) on account of
likelyfocus on EV adoption inthe longterm. Capital expenditureis therefore
expected toremain high infiscal 2020 as well. However, healthy balance
sheets and stable cash flowswill provide the necessary cushiontoabsorb any
increasein capital expenditure requirement, and higher working capital
borrowing due to possible stretch inpaymentsfrom OEMs, without materially
denting keycredit metrics
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Upgrades Downgrades
Upgrades were largely in the non- Downgrades were mainly on account of
investment grade rating category. stretched liquidity following the
Better demand and higher sales lengthening of the working capital cycle

realisation led to stronger business
risk profiles

Creditrisk profiles of basmatirice exportersshould remainstable over the
mediumterm, backed by better operatingprofitabilityand stable demand.

Upgrades Downgrades
Upgrades were driven by healthy Most of the downgrades were due to
growth in revenue, sustenance of a lower profitability and/or decline in sales
strong order book and improvement in on account of intense competition in the
operating margin, and supported by a roads and bridges segment. Further, a
better financial risk profile. stretched working capital cycle, because

of higher inventory and slower realisation
of receivables, impacted liquidity, leading
to a few downgrades.

Note: The credit risk profiles of many large, diversified engineering, procurement and construction
(EPC) players remain constrained by the after-effects of aggressive biddingin the past, leveraged
balance sheet, and policy bottlenecks. Many of these companies are in the process of debt
resolution. These are rated ‘D’and have seen nochange in their ratings. Hence, the analysis
excludes stressed assetsand is more representative of the non-stressed portion of the corporate
loan book.

Investmentsinthe construction sector are likely to clockacompoundannual
growth rate (CAGR) of 7-8% over fiscals 2019-2023 compared with 2.2% during
2014-2018, driven byincreased construction spendin the infrastructure
segment. Within infrastructure,roads would dominate construction activity
(40% of the total spend), followed byirrigationand urban infrastructure.

The sectoris expected to benefit fromincreaseinprojects awarded underthe
engineering, procurement, and construction mode. Benefitsare also expected
fromtheintroductionof the hybridannuity model, wherein projectriskis
shared bythe awarding authority; this has improved private participationand
boosted execution pace, thus improving performance of companies. Central
government schemessuchas the Smart Cities Mission are also expectedto
create new order flow.
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Further, the sectoris expectedto benefitfrominitiativessuchas awarding of
national highway projectsonly afterthe requiredlandisin government
possession, payment of 75% of arbitration claimsto private playersagainsta
bank guarantee, andthe one-time fundinfusionbyNational Highways
Authorityof Indiainto stalled projects. Reforms suchas premium rescheduling
of projects toimprove cash flows of developers, and approval of 100% exitin
build-operate-transfer projectstorelease equitytied upbydevelopersand
reducetheirdebt,willfurther strengthenthe sector.

Asset monetisation by floating of infrastructure investment trustsand equity
infusion,would helpimprove credit risk profilesover the medium term.

Independent Upgrades Downgrades
power
p rOd ucers Upgrades were mainly for Weaker-than-expected operating
operational renewable assets. The performance, lower realised tariff,
l l upgrades were driven by a track and delays in commencement of
' E record of healthy plant load operations led to downgrades.

factors (PLFs) and timely receipt of
money from counterparties, thus
providing higher confidence on
future cash flow visibility.

India’s thermal powersectoris ata pivotal juncture. Generationcompanies
(gencos) are being revived through structural improvements (announcements
of new power-purchase agreements, coal linkage policies) and ongoing
resolution of stressedthermal-coalassetsin the private sector. However,
stretched financialrisk profiles of state distribution companies threatento
plummetthe sectoragainintodarkness.

Recentauctions of 2,500 megawatt (MW) for medium-term public-private
agreements (tariff of Rs 4.24 per unit withassured offtake of at least 55%), and
likelihood of auctions for additional 2,500 MW have provided the much-needed
shotin thearm for gencos without assured offtake arrangements. Further, coal
supplythrough linkages allotted under theScheme for Harnessing and
Allocating Koyala Transparently in India (SHAKTI) have eased fuelconstraints
to some extent, though coal availability undere-auctionremains aconcern.

Further, 22,000 MW of stressed,operational thermal assets are likelytoseea
turnaroundin their fortunes in fiscal 2020 through implementation of their
respective resolution plans or biddingunder the National Company Law
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Tribunal.Resolution of these assetswas stuckin fiscal2019 for the want of
approval fromalllenders and the finalverdict fromthe SupremeCourt.

These steps will bode well forthe generationsector. Electricity consumption is
expected togrow ata healthy6.0-6.5% annually over the mediumterm. The

government’s continued focus on meetingits 24 x7 Power for All objective,

higher penetration of consumer electronic goodsand increasing industrial
consumption will be the keydrivers for growth. This, coupled with a general
slowdown in thermal capacity addition over the next five fiscals (around 32,000

MW is expected to be added till fiscal 2023, compared with 67,000 MW in fiscal
2013-2018), should benefit existing capacities.

Thecreditquality of renewable assetshas been largely stable, drivenbythe

improved performance of projects, inlinewith expectations. However, payment
cycles fromcounterpartiesremain key monitorables.

Capacityadditions were slowerin fiscal 2019, impacted by uncertainty
regarding pass-through of the safeguard duty mechanism and availability of
transmission infrastructure.

Creditrisk profiles of power generatorswill,however,remain exposed to their
weak counterparties. Financialrisk profiles of state distribution companies are
expected toweaken as their operational performance under theUjwal Discom
Assurance Yojana, thoughimproving, has still been lower than expectation.
Consequently, the gap between average revenue realised (ARR) and average
costof supply (ACS) for 15 large states for fiscal 2020is expected toincrease to
30 paise perunitfrom 24 paisein fiscal2019. This couldresultin higher
dependenceon external borrowing. A concerted effort on furtherimproving
operational efficienciesalongwith continued state support,is amusttolight
theway for the power sector.
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Upgrades Downgrades
Improving business risk profiles backed Downgrades were mainly due to
by stabilisation of new products and subdued operating performance with
entry into new markets, stemming from lower profitability and cash accrual. A
steady demand in domestic and stretch in the working capital cycle of

international markets, led to most of the smaller players also impacted their
upgrades. Majority of the upgrades were liquidity.

for bulk drugs manufacturers, who also

benefitted from global supply

constraints leading to higher revenue

growth that is expected to sustain.

Limited competition and complex generics to lead export

growth over the medium term — domestic segment remains
the mainstay

Revenue growth inthe pharmaceutical sectoris expectedtorecoverto 11-12%
over the mediumtermfrom8-10% in last three years ended fiscal 2018. This
will be largely led by formulations indomestic and regulated markets,and
gradual easingof pricing pressureinthe US generics market.

Domestic revenueswillbenefit from steady volume growth, increasing
healthcare penetrationand higher incidence of lifestyle diseases. ‘Ayushman
Bharat’ — government sponsored healthcare scheme will providegrowth
impetus overalonger horizon. Strengthening of primary healthcare centres will
becritical for success of the scheme.

In theregulated markets, formulation players launching complexdrugsand
receiving Para |V approvalswillexperience better export prospects between
fiscal 2018 and fiscal 2023. Large generic playersin the US have rationalized
their product basket andare withdrawingfrom high competition products,
providingan opportunity for Indian players to step up exports. Pricing
pressures have abatedand with steady product launches, exports to regulated
markets is expected torecovertoover 11%, in rupee terms over the medium
term.

Short-termdisruption of Chinese supplies will provide opportunity for Indian
bulkdrug manufacturersto grow revenuesat 5-6% over the mediumterm,
backed by better realisationswhich are expectedto sustain over nearto
mediumterm, even as Chinese competitors adjust their businessestonew

local government policies. Players are also moving to speciality segments and
high-value products to counter Chinese threat.
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Overall, operatingprofitability for large formulation players, whichdippedin
fiscal 2018, has seen amarginal uptickin fiscal 2019 and is expectedto remain
stable thereafter. Onthe other hand, mediumand smallformulation players’
margins are expected to be flat. Also, margins for bulk-drug playersare likely to
come under pressure with low bargaining power with formulators.

Regulatory environment, rupee exchange rate and competition will continue to
remain key monitorables inthe sector.Credit quality for large pharmaceutical
playersis expected toremain stable, supported by mostly strong balance
sheets, which will also allow for absorption of rising workingcapital levels,
mainlydue toextended creditperiodfor exports. Onthe other hand,credit
profiles of mid-sizedand small players will remain moderatelyvulnerable to
steep changesininput prices, exchange rate and competitive intensity.

Realestate | ypgrades Downgrades
m\ Upgrades were led by higher sales, Almost half of the downgrades were in the
advanced stage of existing projects, residential real estate segment on account
and improved collection efficiency of lower-than-expected sales. Around 50%
leading to sizeable cash inflow. of these downgrades belonged to the
Upgrades were also aided by more- default category.

than-expected funding support from

promoters and refinancing of debt Already subdued demand was exacerbated

by the Real Estate (Regulation and

resulting in improved liquidity and
Development) Act, 2016, and GST.

debt-service coverage ratios.

Theresidential real estate sectorhas been facing headwinds for the past few
years, given weak demand and thereby declining salesvelocity, subdued cash
collection, fewer new project launches, and large unsold inventory.
Implementationof GST cutfrom April1, 2019, is expected toimpact near-term
demand forunder-construction projects.

Developers are likelytoface funding challenges inthe mediumterm, with
limited flexibilitytoaccess funds from other projectsand the RERA
requirementof timely completion of projects. Further, accesstofunding has
recently been affectedduetoliquidityissuesin the non-banking financial

company (NBFC) sector. As aresult, the refinancing risk has increased
considerably for companies relyingprimarilyon NBFC funding.

However, uptake has been encouraging for established brandswithatrack
record of timelyimplementation. Developers with betterinternalcontrols and
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compliance systemshave successfully navigated structural changesin the
sector. Unorganised/small developershave been optingfor collaborations with

larger established namesto benefit fromtheirprocessesand financial
flexibility.

Demand is expected torecover gradually over the mediumterm, especiallyin
the affordable housing segment.The government has budgeted a capital outlay
of Rs 31,500 crore under the Pradhan MantriAwas Yojanafor fiscal2019, which
is expected tosustaintractionin newproject launches inthe affordable
housing segment.

In commercial real estate, with limited additionalsupply, occupancy has
remained steadyand rentals are expected to stay healthy driven byimproving
business conditions.

Theretail sector continues to see strong traction, giventhe healthy
performance of established retail mallsacross India. This has attracted large
foreign institutionalinvestors. Real estate investmenttrustsare emerging as
an attractive avenue for large developersand investorswithincome-generating
commercial and retail assets, especially after recent clarificationsand
amendments. This will enable themto monetise assets, while lowering cost of
capital, and helpdiversify their funding source.

Upgrades Downgrades

Most of the upgrades driven by the Downgrades were mainly driven by

improvement in business risk profiles stretched working capital cycles due to

— healthy demand leading to better increase in receivables. Liquidity was also
capacity utilisation and higher stretched because of high bank limit
realisation due to increase in utilisation.

domestic steel prices, resulting in

larger cash accrual.

Note: The analysis below excludes stressed assets with banks and is more representative of the
non-stressed portion of the corporate loan book.

The credit quality of steelmakersis expectedtoremain stabledespite
narrowing of margins byup to 100 bps, and moderation of domestic demand to
5-6% in fiscal 2020 from an average 8% in the past twofiscals.Thiswillbedue
to moderation in automobile salesand constructionactivity. However, the
long-term demand outlook continues to be favourable at 6-8%, led by
infrastructure investments (roads, railways, metros, andirrigation). A pick-up
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Textiles

in affordable housingand healthy underlying growthin passenger cars and

two-wheelerswill alsoaid growth.

Declinein globalsteel pricesled by moderationin steeldemand from Chinaand
global protectionist measures will putdomestic pricesunder pressure; prices
are expected todecline by 3-4% infiscal2020. The spreadis expectedto
narrow in fiscal 2020, thereby weighing on profitability. Fiscal 2019 was a
strongyear forthe sector with large players improving their earnings before
interest, depreciation, tax, and amortisation (EBIDTA) margins by 200-300 bps,
driven bythe strongfirsthalf.

Resolutionof stressed assets and capitalexpenditure(capex) of aroundRs
80,000 crore over the three fiscals through 2022, is likely to trigger
consolidationamong large players.Some small- and medium-size players
continuetofaceliquidityissues

Upgrades Downgrades
Increase in the scale of operations due Most of the downgrades were due to
to capacity additions backed by weak liquidity because of lower cash
healthy demand and adiverse client accrual and a stretch in working capital
base, leading to higher-than-expected requirement. As a result, there is high
cash accrual and improved liquidity, dependence on external borrowing.

led to upgrades.
Over 30% of the downgrades were in the

The upgrades were mainly among readymade garments segment, Including
ginning, spinning and weaving players the two investment grade defaults, out of
(over 40% of the industry). 27 downgrades to defaults.

Domestic demand for readymade garmentsis expectedtoincrease to 10.0-
10.5%in 2019 against 8.7% during 2016-2018, driven by rising income levels,
increased penetration of organised retail, and growing preference for
readymade garments over tailor-madeones. Readymade garment exports
declinedin2018due tounfavourable currency movementandincreased
competitiveness of peersfrom Bangladesh,Vietnam, and China. Export growth
is expected to halve to 3-4% during 2018-2023, from 7% in the past decade,
owingto continuing stiff competitionfrom Bangladesh, China, andVietnam.

Overall cotton yarn demand will grow at a slower pacein fiscal 2020 at 3-4% on-
year against 6% in fiscal 2019 due toweak demand in China besides slower
growth in exports as Chinawill continue to procure more fromVietnam. Unless
furthertrade barriers areimposed bythe USand China, cotton procurement
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fromthe US by Chinacould increase, benefitting its yarn production. That'sin
contrastto fiscal 2019, wherein exportsfrom Indiagrew byaround 16% on the
back of higher demand from Chinaandfavourable domesticcotton prices.

Inthelongrun, overall cotton yarn demand is expected to grow at 3% perfiscal,
marginally faster than 2% in the previous five fiscals, with steady growthin
domestic demand.

Profitabilityand the credit risk profiles of spinners are expectedtoremain
stablein fiscal 2019 and fiscal 2020, aided by improved domestic off take,
higher capacity utilisationand lowercapitalexpenditureintensity.

Financial riskprofiles of players, especiallythoseinthe organised sector,are
likelytoremain stablein fiscal 2020. Thiswillbe supported by healthy
domestic demand and expectedimprovement in profitability owing to weaker
rupee benefitting exports. Liquidityis also expectedto benefit fromtheironing
outofissuesrelated toimplementation of GST.
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Banksand financialinstitutions: Sectoralcredit
quality outlook

The banking sectoris steadily heading towards a positive trajectoryas
indicated by earlysigns of credit growth revival and peaking of asset quality
challenges,which have been keyfactors impacting the sector in recent years.
Stringent stressed assetresolutionnorms of the RBl coupledwithincreased
resolution of large-ticket NPAs under thelnsolvency and Bankruptcy Code (I1BC)
framework have been key contributorsto asset quality recovery.

ThelBChas been agamechangerin strengthening creditdiscipline and
practices amongtheborrowerand lendingcommunities. Further, the
recapitalisationof publicsector banks hashelped allaydifficulties faced by
them. Also, the bold step towards consolidationamong public sectorbanks

clearlyoutlines government objectivestowardsenhancing operational
efficienciesin the sector and structurally strengthenit.

Better macrovariables and steadyimprovementin credit risk profilesof the
corporate sector are other tailwinds for the sectoreven as stresspersistsin
some critical sectors.However, NPAsremainhighat public sector banks and it
will take acouple of years for these toreduce to levels seen beforethe surgein
the pastfew years. Also, provisioning should continue to be high, which will
pressurise overall profitability despite expected improvementinoperating
profits.

Asset quality pressures receding, hopes pinned on big-
ticket resolutions under IBC

AfterwitnessingasharpriseinNPAsin the pastfew years, asset quality
concerns forthe sector have peaked. About Rs 14 lakh crore worth of NPAs
have been recognisedbybanksinthe pastthreefiscals.CRISIL estimates the
banking sector gross NPAs (aggregate) to drop to around 10% by March 2019 as
against 11.5% attheend of fiscal 2018. Further,CRISILexpects that the gross
NPAs would improve to 8.5% by March 2020.

There are three factors at work

First,incremental slippages to NPAsare trending lower. That’s because most
of the existing stressed assets have been recognised as NPAs and credit
quality of corporates is on the mend (on the back of firm commodity prices,
stable macros, and improvement incapitalstructureanddebt protection
metrics). Second, cases under Special Mention Accounts (SMA)-2 — where
loans are overdue for 60-90 days — have reduced materially, whichmeans the
quantum of stressed loansthat hadthe potential tobecome NPAsin the near
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term have declined. Third, the expected resolution of some large-ticket NPA

accounts underIBCinfiscal 2019 wouldimprove recoveries for banks and help
reduce the existing stock of NPAs.

Healthy credit offtake will support recovery in earnings

Banking credit growth has beenin double digitsfor the past several months
driven by sustained momentumi inretail creditand revival incorporate credit, in
part, resulting fromthe tightening of the bond markets. Thisis against single -
digitgrowth seenin the pastthreefiscals. The growingcredit book of banks
coupled withupward repricing of loans should help support operating
profitability, especially for public sector banks. This will be furtheraccentuated
as a number of them have now come out of the RBI’s PCA framework and will
have more flexibilityin growingtheir loan book.

CRISILexpects bank creditto grow at around 14%in fiscal 2020 froman
estimated 13% on-yearin fiscal 2019 and 8% in fiscal 2018. Thiswould be
largelydriven by strong growthin retail segments, followed by improved credit
offtakein the corporate segment(mainly the servicessector). Publicsector
banks, especiallythe oneswhich continue toface lendingconstraintsdueto
the PCAframework and inadequate capitalbuffer, are expectedto grow slower
than the system. However, private banks, supported by strongbalance sheets
and asignificant presenceintheretail segment,are likely to grow significantly
higherthan systemic credit growth.As aresult, CRISIL estimates the market
share of these banks in the total systemcredittoincreasetoaround 40% over
the next three years from 30% currently.

Profitability remains subdued, though provisioning coverage
is inching up

Public sector banks are likely to continue facinghigh NPA provisioning
pressures, given the expected haircutson resolution of stressed loans and
ageing of NPAs. As aresult, theywillincurlossesin fiscal 2019, too, albeit
lowerthan the previousfiscal. CRISIL expectsthereturn on assets of the
banking systemasawholeat0.1% in fiscal2019 (a negative 0.2% in fiscal
2018). It will furtherincreaseto0.75% in fiscal 2020. Public sector banks are
alsoexpected tobebackintheblack after few years of losses. Anyfurther
moderation in bondyieldsor potential large ticket recoveries from NPAscould
cushionearnings.

Nevertheless, the provisioningcoverage is expectedtoincrease to 55-60% in

fiscal 2019. That will give reasonable cushion against future challengesin
resolution of outstandingNPAs.
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Capital infusion and the RBI’s extension of timeline for
capital conservation buffer tranche will help

The government has infused Rs2.01 lakh crore of capital in public sector banks
(including Rs 12,000 crore raised from the market) under the Rs 2.11 lakh crore®
recapitalisation programmeannounced in October 2017. Thisshouldenable
themto maintain the required level of regulatory capital underBasel Il
regulations. Dueto higherallocation of capital towardsweaker public sector
banks, five of the total 11 of them have come out of the PCA category, which
will enablethemtoresume lending. Further, the RBI's recent decision to
extend the timeline forimplementation of the last trancheof capital
conservation buffer (CCB; 0.625% of the risk-weighted assets) under Basel Il
hascomeas a breather. CCBis the capital bufferthat the banks have to

accumulatein normaltimes to be used for offsettinglossesduring a period of
stress.

Despite capitalinfusionsbythe government, the capital cushion of public
sector banks vis-a-visregulatoryrequirementremains inadequate and, hence,
revivalin earningsis necessary.

Most private sector banks, however, remain comfortably placed with capital

ratios much above the regulatorynormsunder Basel lll, supported by healthy
accretion tonet worth and demonstrated abilityto raise equity.

5The recapitalisation plan included Rs 1.53 lakh crore of direct capital infusion andremaining Rs 58,000 crore to be raised from markets,
of which only Rs 12,000 crore was raised by PSBs.
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Growth of non-banks to slow down

Growth in assets under management (AUM) of non-banks — comprisingNBFCs
and housingfinance companies, or HFCs — is expected to halve to 9-10%
(annualised)in the second half of fiscal 2019 because of constraintsinaccess
to funding,afterarobust20% (annualised)increase inthe first half. While the
recentliquidity crunchtheyfaced is easingslowly, itis not business as usual
yet. During October-December 2018, non-banks curtailed disbursements by
20-40%, especiallyinthe non-retail segmentswith some players even reducing
disbursements more sharply to conserve liquidity.

A subdued second half will lower AUM growthin fiscal2019to around 15%,
compared with acompoundannualgrowthrate (CAGR) of 18% in the five fiscals
through 2018. Since March 2014, the shareof non-banks infinancial system
credithas increased byaround 500 basis points (bps; 100 bps equal 1
percentage point), reaching 18% in March2018. The share is unlikelytochange
this fiscal giventhe expected moderationin growth.

Non-banks are expected to grow at ~15% per fiscal over fiscals 2020 and 2021.
Traditionalretail classessuchas home loans andvehicle finance constitute
over 50% of the overall credit. These segments are expectedto continueto
grow steadily over the mediumterm. Despite this,competition will remain
intense, especiallyfromthe private sector banks and potentially fromsome
large public sector banks.

However, wholesale lending — primarily, real estate developer financing and
structuredcredit — whichhas been one of the growthengines in recent times,
will decelerate.

Still evolving liquidity situation
The strong 18% compoundannual growth rate of non-banks duringfiscals 2014

to 2018 was supportedbythe benign interestrate environment, especiallythe
lower cost of capital market funding.

Thisresultedin achanging resource mixwiththe shareof capital market
borrowings increasingconsiderably duringthisperiod. Withinthis,too, the
share of short-term commercial paper(CP) increased materially to 16% for
NBFCs and 12% for HFCs as on September 30, 2018, from 7% and 4%,
respectively, as on March 31, 2014.

This led toamismatch in asset-liability management profilesfor entities with
long-termassets,which was evident during the recent tight liquidity situation.
While most non-bankshad maintained adequate bank lines for these
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mismatches, access inatimelymanner became challenging, putting the
spotlighton cashand equivalentsin balance sheets.

Various regulatory initiativesand measurestaken to enhance availability of
funds improved market sentimentsto some extentin the past few months.
Securitisationemerged as a preferred option for both banks andretail lenders,
with volumes in thefirstnine monthsof fiscal 2019 well exceedingthose for the

entirefiscal 2018. Theshare of CPsin the overallborrowings is estimated to
have reduced to ~13% for NBFCs and 8% for HFCs as on December 31, 2018.

CRISIL believes therewill be astructural shiftinliquidity and liability
management of non-banks. In an environment where accessto funding has
become a function of market confidence, the quantum and quality of liquidity
cushionwouldbecome a keydifferentiator. Non-banks are also expectedtore-
orienttheirresource profiles, with reducing reliance on short-term borrowings
and stricter monitoring of asset-liability gaps. That's especially critical as
some of them have become verylarge. There needs to be moreresilience by
maintaining sound liquidity policies to cushionthemthroughbusiness cycles.

Asset quality of retail segments islikely to remain steady, while that for
wholesale segments will be the keymonitorable.

Asset quality of retail segments suchas home loans andvehicle loansisnot
expected to be materiallyimpacted giventhe granularity inloan portfolios.
Even within vehicle finance,while the headline gross NPAs over the four fiscals
through 2018 may have shown an increasing trend with NPA recognition
transitioning from 180 days pastdue (dpd) to 90dpd, the like-to-like
comparison of 90 dpd showsadeclining trend.

Non-banks have clearlyreoriented their collectionsinfrastructure and that has
helped improve the delinquency metrics despite demonetisationand
challenges fromimplementation of GST.

Ontheotherhand, the loan against property (LAP) portfolio has led to stress for
some non-banks. Amidatighteningliquidity scenario, balance transfercases
have reduced, whichcouldlead to manifestation of underlying stress.

With growth in the wholesale book falling sharply, there could be second-order
effects on the asset quality of this book, which typically has high concentration
risk. While asset quality has heldup sofar given the way loans are structured
and closely monitored,delinquenciescouldincrease, giventhat credit flow to
the sectoris slowingdown.In the infrastructure financingbook, too, till fiscal
2018, non-banks did not face the same challengesas banks did, giventheir
lower proportion of exposure in the thermal powersegment.
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However, the performance of thisbook, especially given therecent
developments, needsto be monitored. In case of real estate finance, while 30%
of the bookis backed by lease rentals and carrieslower risk, refinance/take -
out has been veryprevalentin the construction finance segment,which has

alsoreduced considerablyin the currentscenario. Finally, recovery of these
assets could bealongprocess.

Margins to be under pressure

Giventherecentchallengesinfundingaccess, and shift towardslongertenure
funding sources, borrowing costsare expected toincrease by 70-90bpsin
fiscal 2019. However, the ability of players to pass on therateincreaseis
constrainedin some segmentssuch as home loans and new vehicle finance.

Therearetwo factors thatimpactthis.Oneisthe competitive intensity, which
isvery highinthesesegments. Theotheris structurally some of these asset
classes arefixed ratein nature soeven if non-banks could increase lending
rates, itwould be onlyon fresh loansand not on the existing portfolio;vehicle
finance typically comes underthiscategory.

Consequently, non-banks will find it difficultto fully pass on theincreasein

borrowing costs, and overall marginsare expected tobeunder pressurein the
nearterm.
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