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Union Bank of India: Rating reaffirmed

Summary of rating action

Previous Rated Amount Current Rated Amount . .
Instrument* Rating Action

(Rs. crore) (Rs. crore)
Certificates of Deposit 15,000.00 15,000.00 [ICRA]A1+; reaffirmed
Total 15,000.00 15,000.00

*Instrument details are provided in Annexure-1

Rationale

The rating reaffirmation takes into account Union Bank of India’s (Union Bank) sovereign ownership and the
demonstrated track record of capital support received by the bank. ICRA expects the bank to continue receiving support,
given its increased importance in the Indian banking system. Union Bank recently merged with erstwhile Andhra Bank (e-
AB) and erstwhile Corporation Bank (e-CB), effective April 1, 2020. The merger has further increased the systemic
importance of the bank in the Indian banking sector with a market share of 6.2% in advances and 6.6% in total deposits
as on April 1, 2020 compared to ~3.4% and ~3.3%, respectively, on a standalone basis. The rating is also supported by
Union Bank’s strong deposit franchise, resulting in a high share of retail deposits and a strong liquidity profile.

The above positives are, however, offset by the merged entity’s weak capital position and the expected stress on the
asset quality because of the high share of loans under moratorium. While the impact of the Covid-19 pandemic on the
asset quality is still evolving, the management has provided a guidance of loan slippages of 3.0-3.5% in FY2021. Further,
~5.0-6.0% of the loan book is expected to be restructured while maintaining the asset classification as ‘standard’. This
will lead to high credit provisioning over the next couple of years.

Supported by a large capital infusion and the consequent accelerated provisioning on stressed assets, the net non-
performing assets (NPAs) of the merged entity declined to 5.24% as on April 1, 2020 from an estimated 6.30% as on
March 31, 2019. However, despite the reduction, the net NPAs remained significant in relation to the core capital and
hence the solvency profile! remained weak at ~69.2% as on April 1, 2020. The bank’s credit provisioning is expected to
remain high, given the significant net NPAs and the expectation of high fresh slippages and restructuring. ICRA expects
the credit provisions to exceed Union Bank’s core operating profits in FY2021. With a weak capital position and likely
stress on internal capital generation, the bank’s Tier | capital requirements remain large in relation to the current capital
base as well as its market capitalisation. While the Government of India (Gol) has not budgeted any capital infusion for
public sector banks (PSBs) in FY2021, the capital raise by the bank will remain critical for it to ride out the expected
pressure on its asset quality while maintaining the capital above the regulatory levels. This will be a monitorable in the
near term.

1 Solvency — Net NPAs / Core capital
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Key rating drivers and their description

Credit strengths

Sovereign ownership with demonstrated capital support from Gol — The Gol remains the largest shareholder of the
merged bank, accounting for an 89.07% equity stake as on April 1, 2020. The merged entity including Union Bank and the
amalgamated banks (e-AB and e-CB), have received sizeable equity capital support from the Gol amounting to ~Rs.
32,796 crore during FY2018-FY2020 of which ~Rs. 11,768 crore was infused in FY2020. Supported by this, the merged
entity recorded a substantial reduction in its stock of net NPAs (below the threshold of 6% for inclusion in the Reserve
Bank of India’s (RBI) prompt corrective action (PCA) framework) while shoring up the capital ratios above the regulatory
minimum. The bank has sufficient headroom to raise capital from market sources while maintaining the Gol’s
shareholding above 51%.

While the Gol has not budgeted any capital infusion for PSBs in FY2021, Union Bank has proposed a capital raise of ~Rs.
10,300 crore for FY2021 (equity capital of up to Rs. 6,800 crore and debt capital of up to Rs. 9,400 crore). The above
estimate assumes a 1% capital cushion over the regulatory level of 9.50% for Tier I. However, ICRA expects that the
bank’s capital requirements could be higher if the slippages and restructuring exceed the guidance provided by the
management, especially in the backdrop of weak internal accruals.

Well-developed deposit franchise — The merger has further strengthened the bank’s network, which has become wider
with 9,500+ branches and an improved presence in the southern states. The bank’s current account and savings account
(CASA) base stood at ~34% of the total deposits (~36% for the standalone entity) as on April 1, 2020, though this was
below the PSB average of ~38.7%. Apart from the lower share of low-cost CASA deposits, the term deposit rate for Union
Bank as well as the amalgamated entities was higher than that of some large PSBs. Hence, the overall costs of funds for
Union Bank on a merged basis was higher at ~5.44% in FY2020 compared to the PSBs’ average of ~5%. Union Bank
continues to offer a higher rate on its term deposits compared to some other PSBs as it has to compete with some other
South-based banks. Therefore, its overall cost of deposits may remain marginally higher than the PSBs’ average.
Nonetheless, given its widespread network, steady core deposit base and robust retail franchise, ICRA expects the
merged entity to maintain its strong liabilities profile.

High systemic importance as fifth largest PSB and seventh largest bank in Indian banking system in terms of
advances/deposit base — Prior to the merger, Union Bank was the sixth largest PSB and ninth largest bank in the Indian
banking system as on March 31, 2019. The merger, with effect from April 1, 2020, has created the fifth largest PSB and
seventh largest bank in the Indian banking system with a share of 6.2% of net advances and 6.6% of total deposits as on
April 1, 2020. Given the material increase in the bank’s size following the merger, ICRA expects it to hold systemic
importance in the Indian banking system. While the merged entity is currently not classified as a domestic systemically
important bank (D-SIB), its classification in this category would pose additional capital requirements vis-a-vis the
regulatory minimum levels. Moreover, given the sovereign ownership, ICRA expects strong support from the Gol if
required. The management expects to complete the consolidation/integration of the amalgamating banks by March 31,
2021.

Credit challenges

Asset quality to remain weak, given the high level of loans under moratorium — As the Covid-19 pandemic has led to
stress on the debt-servicing ability of the borrowers, the bank had provided a moratorium on debt servicing to its
borrowers during March-August 2020 as allowed by the regulator.
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A high share (~26% as on March 31, 2020 and ~28% as on June 30, 2020) of the bank’s term loans? are under
moratorium, including 1.0% of the standard advances as on June 30, 2020, where the bank has taken forbearance on the
asset classification as NPAs because of the moratorium. Recently, the RBI has also allowed banks to restructure loans
while maintaining the same as ‘standard’. While the near-term slippages could be lower, this would lead to increased
uncertainty regarding the bank’s asset quality profile over the medium term.

The impact of the pandemic on the asset quality is still evolving and the management has guided towards a loan slippage
rate of 3.0-3.5% in FY2021 and expects ~5.0-6.0% of the loan book to be restructured. The slippage rate provided by the
management could increase in FY2021 and FY2022 in a stress case scenario (4.8%E in FY2020 and 5.1%E in FY2019 for
the merged entity). With expectations of a high slippage rate, ICRA expects the net NPAs to remain above 5.0% over the
next couple of quarters (4.97% as on June 30, 2020 and 5.24% as on April 1, 2020).

The asset quality of the merged entity remained weak across segments with gross NPAs (GNPAs) of ~3.90% in the retail
segment as on June 30, 2020, 10.59% in the agriculture segment, 17.04% in the small and micro enterprise (SME)
segment and 20.15% in the medium and large corporate segment. Though the bank has increased the provision cover on
its GNPAs to 70.25% as on June 30, 2020, the net NPAs remain high at 60.5% of the core capital.

High credit costs to lead to weak profitability over next two years — The core operating profit of the merged entity is
estimated at 1.55% of average total assets (ATA) in FY2020 (1.66% in FY2019) and remained lower than the credit costs
of ~2.09% of ATA for FY2020 (3.12% in FY2019). As a result, the bank reported huge losses during the last two years. On a
merged basis, the losses before tax are estimated Rs. 4,216 crore for FY2020 and Rs. 14,386 crore for FY2019. The losses
in FY2020 were driven by the harmonisation of the asset quality and provisioning levels among the merging banks apart
from various employee-related provisions. The losses in FY2019 were driven by e-CB, which accelerated its NPA
provisions to exit the PCA framework.

The management has guided towards ageing-related credit provision on the existing stock of NPAs at ~1.5% of the
advances in FY2021, which is likely to consume ~50% of the operating profits for the year. This apart, the fresh slippages
and restructuring-related provisions are likely to result in elevated credit provisions even in FY2021 and FY2022. ICRA
expects a credit provision of over 2.0% of ATA in FY2021, which is likely to exceed the bank’s operating profits and result
in losses and capital erosion.

Capital position and solvency to weaken unless supported by fresh capital raising — The bank’s Tier | capital stood at
9.48% as on June 30, 2020 and is weak in relation to the regulatory requirement of 9.5% by September 30, 2020. Given
the estimates of high credit costs of over 2.0% of ATA in FY2021 and FY2022, ICRA expects that the bank will require Tier
| capital for regulatory requirements. In addition, the bank has guided towards a credit growth of 5-6%, which will pose
additional capital requirements.

Union Bank has proposed a capital raise of ~Rs. 10,300 crore for FY2021. However, ICRA expects that the bank’s capital
requirements could be higher if the slippages and the restructuring exceed the guidance provided by the management.
In a scenario of a slightly higher slippage rate (5.0% compared to 3.0-3.5% guided by the management) and 3-4% credit
growth with a Tier | capital cushion of 75 bps, the bank’s Tier | capital requirement could rise to ~Rs. 12,000 crore in
FY2021. With the expectation of losses, the bank will need to raise capital in FY2022 as well. In the absence of a capital
raise and with the expectation of losses, ICRA expects the bank’s capital and solvency position to weaken from the
current levels. ICRA expects the Gol to provide requisite capital support to the bank, given its ownership and the bank’s
systemic importance.

2 Term loans accounted for 54.9% of the overall advances of the bank as on April 1, 2020
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Liquidity position: Strong

The merged entity continues to have a strong liquidity profile as depicted by the positive cumulative mismatches of
~2.64% of the total outflows in the up to 1-year maturity bucket, as per its structural liquidity statement (merged basis)
for June 30, 2020, supported by a high share of core deposits and excess SLR investments. The liquidity coverage ratio
remains strong at 185.42% (daily average for FY2020 for Union Bank (standalone)), well above the minimum regulatory
requirement of 100%. Supported by its sovereign ownership, healthy liabilities profile and excess SLR holdings, ICRA
expects the bank to maintain a strong liquidity profile.

Rating sensitivities
Positive triggers — Not applicable
Negative triggers — ICRA could downgrade the short-term rating in case of insufficient capital support from the Gol,

leading to sustained capital breaches with a CRAR of <9.0%.

Analytical approach

Analytical Approach Comments
Applicable Rating ICRA Rating Methodology for Banks
Methodologies Impact of Parent or Group Support on an Issuer’s Credit Rating
The rating factors in Union Bank’s sovereign ownership and the demonstrated track
Parent/Group Support record of capital infusions by the Gol. ICRA expects the Gol to support the bank with

capital infusions, if required.

To arrive at the rating, ICRA has considered the standalone financials of Union Bank and

the consolidated financials of Union Bank, e-AB and e-CB. However, in line with ICRA’s
Consolidation/Standalone limited consolidation approach, the capital requirement of the Union Bank of India

Group’s key subsidiaries/associates/joint ventures, going forward, has been factored in

(including the entities taken over post-merger).

About the company

Incorporated in 1919, Union Bank of India merged with erstwhile Andhra Bank (e-AB) and erstwhile Corporation Bank (e-
CB) on April 1, 2020 to form the fifth largest public sector bank and seventh largest bank in the Indian banking system
with a total asset base of Rs. 10.2 lakh crore. The merged entity has a market share of 6.2% and 6.6% in net advances and
total deposits, respectively, as on April 1, 2020 with majority ownership by the Gol (89.07% as on April 1, 2020). The
merged entity has a network of 9,587 branches and 13,311 ATMs as on March 31, 2020.
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Key financial indicators

(Rs. crore)

Net interest income

Profit before tax
Profit after tax
Net advances
Total assets*

% CET |
% Tier |
% CRAR

% Net interest margin / Average total assets
% Net profit / Average total assets
% Return on net worth

% Gross NPAs
% Net NPAs

% Provision coverage excl. technical write-offs
% Net NPA / Core equity

Standalone
FY2019
10,215
(4,028)
(2,948)
2,96,932
4,92,066

8.02%
9.48%
11.78%

2.09%
-0.60%
-12.47%

14.98%
6.85%

58.27%
91.08%

Standalone
FY2020
11,437
(3,927)
(2,898)
3,15,049
5,46,964

9.40%
10.75%
12.81%

2.20%
-0.56%
-10.62%

14.15%
5.49%

64.75%
62.40%

Merged”
Q1 FY2021
6,403

479

333
5,81,717
10,69,758

8.40%
9.48%
11.62%

2.42%
-0.66%
-12.32%

14.95%
4.97%

70.25%
60.57%

A Unaudited merged financials for Union Bank, e-AB and e-CB
*Total assets and net worth exclude revaluation reserves
Source: Union Bank, ICRA research

All calculations as per ICRA research

Status of non-cooperation with previous CRA: Not applicable

Any other information: Not applicable
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Rating history for past three years

Rating (FY2021) Rating History for the Past 3 Years
Instrument Tvoe | Amount Rated Amount Current Rating | FY2020 FY2019 FY2017
yp Outstanding | 28-Aug-20 28-Jun-19 9-May-18 30-Apr-18 20-Mar-17
N . [ICRAJAL+; [ICRAJAL+; [ICRAJAL+; [ICRAJAL+; [ICRAJAL+;
! Certificates of Deposit ST 15,000.00 NA reaffirmed reaffirmed reaffirmed reaffirmed reaffirmed
Lower Tier Il Bonds — Basel [ICRA]JAA+(stable); | [ICRAJAA+(stable); | [ICRA]JAA+(stable); | [ICRAJAA+(stable);
2 LT 800.00 - - . . . .
1] withdrawn reaffirmed reaffirmed reaffirmed
Basel Il Compliant . . . .
3 Innovative Perpetual Debt T 200.00 ) ) [I;RA]AA(stable), [ICRA]AA(stabIe), [ICRA]AA(stabIe), [ICRA]AA(stabIe),
Instruments withdrawn reaffirmed reaffirmed reaffirmed

Amount in Rs. crore

Complexity level of the rated instrument

ICRA has classified various instruments based on their complexity as "Simple", "Complex" and "Highly Complex". The classification of instruments according
to their complexity levels is available on the website www.icra.in
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Annexure-1: Instrument details

ISIN Instrument Date of Issuance/ Coupon Maturity Amount Current Rating and
Sanction Rate Date Rated Outlook
(Rs. crore)
NA Certificates of - - 7-365 Days  15,000.00 [ICRAJAL+
Deposit

A Yet to be issued
Source: Union Bank

Annexure 2: List of entities considered for limited consolidation analysis

S. No. Name of the entity

1. Union Asset Management Company Pvt. Ltd.
Union Trustee Company Pvt. Ltd.

Union Bank of India (UK) Ltd.

Kashi Gomti Samyut Gramin Bank

Star Union Dai-ichi Life Insurance Company Ltd.
Entity Taken Over Post Merger

6. Andhra Bank Financial Services

7. Corpbank Securities
8
9

Ll = Rl

Chaitanya Godavari Grameena Bank
. IndiaFirst Life Insurance Company
10. ASREC India (P)
11. India International Bank (Malaysia)

Ownership
100.00%
100.00%
100.00%
35.00%
25.10%

100.00%
100.00%
35.00%
30.00%
26.02%
25.00%

Consolidation Approach

Limited Consolidation
Limited Consolidation
Limited Consolidation
Limited Consolidation
Limited Consolidation

Limited Consolidation
Limited Consolidation
Limited Consolidation
Limited Consolidation
Limited Consolidation
Limited Consolidation

Source: Union Bank of India, e-AB, e-CB and ICRA research
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