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NBFC-RETAIL OUTLOOK — STABLE

AUM growth estimated at 9-11% for
FY2023; access to commensurate
funding key for growth and can provide
some upside to this range

Asset quality improved sharply in Q4
FY2022, but headwinds remain in view
of inflationary pressure impacting
borrower cash flows and performance
of the restructured book

Margin pressure, with the increase in
the cost of funds, could be offset by
relatively lower credit costs, thereby
resulting in net profitability similar to
the last fiscal

Liquidity and capital remain adequate

The assets under management (AUM) of non-banking financial companies-Retail (NBFC-Retail; excluding housing finance companies or HFCs)
grew 8.5% year-on-year (YoY) in FY2022, which was higher than expected and largely driven by the strong growth witnessed in the last two
quarters. The segments that drove growth in the last fiscal, namely microfinance and personal credit?, are expected to be the key growth
drivers in the current fiscal as well, while the other key segments, i.e. vehicle finance and business loans, would witness some revival in their
performance compared to the last two fiscals. The NBFC-Retail AUM growth is estimated at 9-11% for FY2023.

The asset quality improved sharply in Q4 FY2022 supported by healthy collections, which improved with the tightening of the collections
processes by entities in view of the stringent Income Recognition, Asset Classification and Provision (IRAC) norms applicable from October
2022 onwards. The impact on borrower cashflows and the performance of the restructured book, considering the high inflationary and
subdued macroeconomic/operating environment, are monitorable. However, comfort can be drawn by the provisions maintained by the
entities, which remain reasonably higher than the pre-Covid levels, with the headline asset quality numbers nearing the pre-Covid levels.

The pressure on margins given the increasing cost of funds, could be partially offset by the likely moderation in the credit cost, thus resulting
in the net profitability being similar to the last fiscal. Access to commensurate funding would be key for AUM growth, which can provide
upside to the estimated range. Entities continue to maintain adequate liquidity while capitalisation is expected to remain comfortable in
relation to the growth expectations for FY2023. The outlook on the sector remains Stable.

e AUM growth expected to improve to 9-11% in FY2023: NBFC-Retail AUM growth revived as disbursements picked up in Q2 FY2022 and
the uptrend continued for the rest of the last financial year. Muted disbursements and the rundown in the existing portfolio due to
repayments had led to a relatively sharper YoY fall in the AUM in Q1 FY2022. Collections in Q1 FY2022 were relatively less impacted vis-a-
vis Q1 FY2021 when borrowers also had the option of availing a moratorium. As disbursements picked up from Q2, supported to an extent
by pent-up demand, the AUM grew by 2-4% each quarter, improving on a quarter-on-quarter (QoQ) basis. ICRA estimates the AUM growth
for the sector to have been at 8.5% for FY2022 vis-a-vis our previous expectation of 5-7%. We expect the growth to improve to 9-11% in
FY2023 on the back of two years of low growth, assuming there are no further disruptions that would impact businesses.

The AUM growth in FY2022 was largely driven by the unsecured personal credit segment, while gold loans and tractor loans grew at a
higher pace than the overall industry average. The microfinance segment (including NBFC-MFI2 and microfinance book of other NBFCs)
grew by about 13% while the personal credit segment (unsecured personal loans, education loans, consumer loans, etc) grew by about
31%. The gold and tractor segments grew by about 9-10% during the year. The key vehicle segments (CV/PV/2W?3) continued to face

1 Personal credit — Unsecured personal loans, consumer loans, education loans, etc

2 NBFC-MFI — NBFC- microfinance institution

3 CV - Commercial vehicle, PV — Passenger vehicle, 2W — Two-wheelers
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pressure, in line with the fall in the sales volume in view of the Covid-19 pandemic. Growth in FY2023 is also expected to be driven by the
unsecured personal credit and rural credit as growth in the vehicle finance segment is expected to remain moderate vis-a-vis the pre-Covid
level.

e Asset quality improved sharply in Q4 FY2022, but headwinds remain: The overdues moderated sharply in Q4 as the impact of the Omicron
variant of Covid-19 was minimal, slippage from the restructured book was lower than expected, and entities augmented their collections
in view of the tighter IRAC norms, which are applicable from October 2022. NBFC write-offs remained elevated and marginally higher than
the last fiscal. Overdues had increased significantly, by about 150 basis points (bps), in Q1 FY2022, the sharpest in the recent past. While
the overall overdues were expected to reduce steadily from the June 2021 level, RBI’'s November 12, 2021 circular and the consequent
alignment of gross stage 3 (GS3) reporting, in line with this circular, by many entities led to a stable headline asset quality number between
September 2021 and December 2021. The RBI, vide its circular of February 15, 2022, provided some relaxation to the implementation of
the tightened IRAC norms. However, as expected, most of the entities which had already aligned their GS3 reporting with the tighter IRAC
norms (entities can continue reporting GS3 as per IndAS, i.e. 90 days past due (dpd) basis, and non-performing advances (NPAs) as per
IRAC, if they choose to) continued to focus on collections and did not avail the deferment provided by the RBI. Higher focus on collecting
from the 30-90 overdue bucket, vis-a-vis the 60-90/90+ bucket in the past, supported the asset quality.

Slippages from the restructured book were lower than expected in H2FY2022, which also contributed favourably to the asset quality
performance. The standard restructured books of NBFCs stood at 2.7-3.0%, as of March 2022, down from the peak of 4.5% in September
2021. The asset quality performance in general and, the restructured book in particular, would remain a monitorable, considering the
weakening macroeconomic/operating environment and the balloon repayment schedule of some of the restructured loans. The impact of
the high inflationary pressures on the borrower-level cashflows remains to be seen, which would be another factor affecting the asset
quality. However, comfort can be drawn from the provisions maintained by the entities, which remain reasonably higher than the pre-
Covid levels, even with the headline asset quality numbers approaching pre-Covid levels.

e Margin pressure expected; net earnings likely to remain similar to the last fiscal: The profitability of the players during the pandemic was
supported by the favourable cost of funds, even though they faced a growth slowdown, had higher on-balance sheet (on-B/s) liquidity
leading to negative carry, built up their provisions in view of the uncertainties around the pandemic and undertook sizeable write-offs.
While the asset quality related headwinds waned to some extent, entities are currently facing an increase in their borrowing rates. NBFCs
have higher flexibility in terms of their products and target segments (secured/unsecured; salaried/self-employed; high ticket/low ticket;
used vehicle/new vehicle, etc) and are therefore better positioned to pass-on their rate hikes to their borrowers incrementally. However,
as their existing loan books typically comprise fixed rate loans, pressure on the margins is expected in the near term. ICRA expects the
NBFC margins to be impacted by 50-70 bps in the current fiscal. Nevertheless, lower credit costs could offset the impact and result in the
net profitability (return on average assets; RoMA) remaining similar to the last fiscal; this would, however, be lower than our previous
expectation, which was modelled on a more gradual increase in the cost of funds.
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Adequate capital and liquidity profile: The capital profile of NBFC-Retail has improved consistently over the last 2+ years as growth slowed
down (around 5% in FY2021 and 8.5% in FY2022) but the return on capital was higher (10-11%). Further, some entities raised capital over
the last two years in view of the pandemic-related uncertainties. The capital profile of this segment is currently adequate, considering the
growth outlook, and ICRA does not expect significant capital requirement for the segment over the near term. Entities continue to maintain
a liquidity buffer (on-B/S + sanctioned credit lines) adequately covering the repayments for the next three months. As the operating
environment stabilises, the entities may choose to reduce their on-B/S liquidity.
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ICRA Limited (formerly Investment Information and Credit Rating Agency of India Limited) was set up in 1991 by
leading financial/investment institutions, commercial banks and financial services companies as an independent
and professional investment Information and Credit Rating Agency.

Today, ICRA and its subsidiaries together form the ICRA Group of Companies (Group ICRA). ICRA is a Public Limited
Company, with its shares listed on the Bombay Stock Exchange and the National Stock Exchange.

Alliance with Moody’s Investors Service

The international Credit Rating Agency Moody’s Investors Service is ICRA's largest shareholder. The participation of
Moody's is supported by a Technical Services Agreement, which entails Moody’s providing certain high-value
technical services to ICRA. Specifically, the agreement is aimed at benefiting ICRA’s in-house research capabilities,
and providing it with access to Moody’s global research base, The agreement also envisages Moody’s conducting
regular training and business seminars for ICRA analysts on various subjects to help them better understand and
manage concepts and issues relating to the development of the capital markets in India. Besides this formal training
programme, the agreement provides for Moody’s advising ICRA on Rating-products strategy, and the Ratings

business in general,

The ICRA Factor

Our services are designed to

* Provide information and guidance to institutional and individual investors/creditors;

* Enhance the ability of borrowers/issuers to access the money market and the capital market for tapping a larger
volume of resources from a wider range of the investing public;

* Assist the regulators in promoting transparency in the financial markets;

* Provide intermediaries with a tool to improve efficiency in the funds raising process,
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