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RBI preps lenders to build shock absorbers, but could hurt interim growth

Sector Report SECTOR UPDATE December 29, 2023 NIFTY 50: 21,779

Amid persistent risk of global macro-economic spill-overs, a prolonged interest-rate Anand Dama
environment, higher growth in unsecured & risky loans, rising noise around stress in select
pockets (e.g. Cards, low-ticket PLs) and falling household savings, the RBI has been anand.dama@emkayglobal.com
regularly firing warning shots followed by pre-emptive strikes to improve financial system +91 22 6624 2480

resiliency in credit, liquidity and interest rate (incl. HTM portfolio), and evading operational
& reputation risk. Notably, RBI has been accused of being behind the curve in the past, in

terms of identifying & containing shocks in the financial system (including the NBFC crisis, Kunaal N

the Yes Bank saga, etc), which has possibly pushed it into an overdrive to improve lenders’ Kunaal.n@emkayglobal.com
loss-absorption capacity and hence ensure healthy economic/credit growth in the long run. +91 22 6612 1275

We outline our views, on the RBI's recent T&P, FSR report and statements, in this note.

All well for now, but banks need to build shock absorbers (including Super CET 1 ratio) to Marazbaan Dastur

prep for unforeseen risks: The recent trend & progress report as well as the FSR highlight the marazbaan.dastur@emkayglobal.com

resiliency of the Indian financial system, supported by healthy domestic macros, receding back-book
NPAs (GNPA/NNPA ratio down to 3.2%/0.8%) and relatively stronger Bank/Corporate balance sheets
(BSs). However, the retail household BS is facing some challenges due to over-leveraging and fall in
savings which could manifest via delinquencies in select cohorts (PL/BNPL, Cards, SBL) for retail heavy
banks/NBFCs/FinTechs. Thus, the RBI has taken some proactive regulatory measures—incl. increasing
risk weights on select consumer credit by banks/NBFCs (impact of ~50bps on banks’ CET 1 and of
50-400bps for NBFCs) as well as bank credit to NBFCs, along with strengthening of credit standards—
to prevent build-up of credit risks in the wider financial system. Also, RBI has recently directed
banks/NBFCs to either unwind their AIF investments within 30 days as it suspects ever-greening of
loans by select lenders (mainly NBFCs) or to make 100% provisions. In the FSR, RBI also highlights
that a prolonged period of high interest rates could test the resilience of the banking sector through
valuation losses in banks’ investment portfolios, as seen in USA. Banks hold 63.6% of investments in
the HTM category which are not marked to market, and the median impact of valuation losses on CET
1 is 62bps, with 5% of banks taking a sizable impact of over 160bps. Also, the past crisis suggests
that banks are vulnerable to loss in depositor confidence, even with high levels of capital/liquidity
buffers; thus, banks have highlighted the importance of: i) the ratio of uninsured deposits to total
deposits; ii) the ‘super’ CET1 ratio, which considers unrealized losses in HTM securities; iii) runnable
deposit ratio; and iv) liquid asset ratio that excludes HTM securities. As per RBI, banks are well
positioned on most metrics, but the liquid assets ratio is low, as the share of HTM securities is high.

+91 22 6612 1281

RBI nudges banks to prune their higher Credit-Deposit ratio; NBFCs to limit reliance on
algo/credit score-based lending: The RBI has raised concerns on the relatively slower deposit
growth (13.4% vs credit growth at 16.4%), including higher share of bulk deposits, which could
accentuate the already tight liquidity conditions, apart from lower SA rate impeding effective policy
transmission. In this regard, the RBI has nudged banks to reduce the higher credit-deposit (C/D) ratio
(~79% for the system) with some PVBs/SFBs (incl. HDFCB, Axis, IDFC, Equitas, Bandhan) running
C/D ratio of above 90%/100%. Analysts/Investors have frequently raised these concerns, but most
banks claim to focus on liquidity coverage ratio (LCR), which remains comfortably above 110% for
them. However, we believe that the recent prod by the RBI on the higher C/D ratio, deposit growth
and action on unsecured loans/exposure to NBFCs could manifest via some moderation in credit
growth or higher deposit growth by increasing rates. RBI has also highlighted that banks and NBFCs
should exercise caution on relying solely on preset algorithms and ensure that such models are robust,
regularly tested and recalibrated as needed, to maintain robust underwriting standards.

Higher capital requirement (over 20bps) for select D-SIBs should push banks like SBI to
shore-up CET 1: In its recent review of Domestic Systemically Important Banks (D-SIBs), the RBI
has shifted SBI from bucket 3 to bucket 4, and HDFCB from bucket 1 to bucket 2, leading to increase
of 20bps in their CET 1 requirement. Thus effectively, SBI/HDFCB will have to maintain additional CET
1 of 0.8%/0.4% (effectively 1-Apr-2025) vs the current additional CET 1 of 0.6%/0.2%. SBI has been
fervently operating at sub-optimal CET 1 of 11% (including 6M profit) and adjusted for the recent
impact of higher RWA on ULs/NBFC loans at 10.6%. Thus, we believe that the elbowing by the
regulator, along with the ensuing ECL norms, could push SBI to shore-up CET 1 at the earliest.

We prefer banks with strong capital, liquidity and provisioning buffers: We believe that the
recent as well as ensuing pre-emptive action/nudges (on ECL, Co-lending too) by the RBI could
cumulatively impact credit growth (banks @16%/NBFCs@20%) and ultimately margins, partly offset
by continued reduction in credit cost for select banks with higher provision buffers. Thus, we prefer
large-cap banks like ICICIB, IndusInd and HDFCB that offer a reasonable margin of safety, given their
strong capital/provision buffers, while consciously building a strong liability franchisee amid the raging
war for retail deposits. Within the small/mid-cap space, we prefer KVB, Federal Bank and Indian Bank.

Emkay Research is also available on www.emkayglobal.com and Bloomberg EMKAY<GO> Please refer to the last page of the report on Restrictions  Refer to Important Disclosures at the end of this report
on Distribution. In Singapore, this research report or research analyses may only be distributed to Institutional Investors, Expert Investors or
Accredited Investors as defined in the Securities and Futures Act, Chapter 289 of Singapore.
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Exhibit 1: Select banking indicators - All is well for now
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Exhibit 2: Stronger corporate balance-sheets,...
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Exhibit 3: ...and lower corporate leverage do not pose any asset
quality risk in the near term...
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Exhibit 4: ..but household financial savings are on the decline due to rising liabilities
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Exhibit 5: The RBI has recently raised concerns around higher C/D ratio, just like in Sep-2018
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Exhibit 6: A few banks like HDFCB, Axis Bank, IDFC, Equitas SFB and Bandhan Bank run a C/D
ratio higher than 90%
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Exhibit 7: SFBs with relatively lower CASA and higher bulk deposits may be vulnerable to any
liquidity disruptions
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Exhibit 8: For Banks, barring Cards and MFI (selectively), most other segments indicate an
improving NPA trend
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b. GNPA Ratio of Personal Loans by Category
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Exhibit 9: Select financial indicators for NBFCs show steady Exhibit 10:...leading to an accelerating growth trajectory...

improvement...
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Exhibit 11: ...but mainly driven by retail loans, including unsecured, and thus pose renewed risk
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Source: RBI, Emkay Research
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Exhibit 12: Incremental retail origination remains tilted towards prime & prime-plus, but the RBI
has cautioned against higher dependence on credit score
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GENERAL DISCLOSURE/DISCLAIMER BY EMKAY GLOBAL FINANCIAL SERVICES LIMITED (EGFSL):

Emkay Global Financial Services Limited (CIN-L67120MH1995PLC084899) and its affiliates are a full-service, brokerage, investment banking, investment
management and financing group. Emkay Global Financial Services Limited (EGFSL) along with its affiliates are participants in virtually all securities trading
markets in India. EGFSL was established in 1995 and is one of India's leading brokerage and distribution house. EGFSL is a corporate trading member of
BSE Limited (BSE), National Stock Exchange of India Limited (NSE), MCX Stock Exchange Limited (MCX-SX), Multi Commodity Exchange of India Ltd (MCX)
and National Commodity & Derivatives Exchange Limited (NCDEX) (hereinafter referred to be as “Stock Exchange(s)”). EGFSL along with its [affiliates]
offers the most comprehensive avenues for investments and is engaged in the businesses including stock broking (Institutional and retail), merchant
banking, commodity broking, depository participant, portfolio management and services rendered in connection with distribution of primary market issues
and financial products like mutual funds, fixed deposits. Details of associates are available on our website i.e. www.emkayglobal.com.

EGFSL is registered as Research Analyst with the Securities and Exchange Board of India ("SEBI”) bearing registration Number INHO00000354 as per SEBI
(Research Analysts) Regulations, 2014. EGFSL hereby declares that it has not defaulted with any Stock Exchange nor its activities were suspended by any
Stock Exchange with whom it is registered in last five years. However, SEBI and Stock Exchanges had conducted their routine inspection and based on their
observations have issued advice letters or levied minor penalty on EGFSL for certain operational deviations in ordinary/routine course of business. EGFSL
has not been debarred from doing business by any Stock Exchange / SEBI or any other authorities; nor has its certificate of registration been cancelled by
SEBI at any point of time.

EGFSL offers research services to its existing clients as well as prospects. The analyst for this report certifies that all of the views expressed in this report
accurately reflect his or her personal views about the subject company or companies and its or their securities, and no part of his or her compensation was,
is or will be, directly or indirectly related to specific recommendations or views expressed in this report.

This report is based on information obtained from public sources and sources believed to be reliable, but no independent verification has been made nor is
its accuracy or completeness guaranteed. This report and information herein is solely for informational purpose and shall not be used or considered as an
offer document or solicitation of offer to buy or sell or subscribe for securities or other financial instruments. Though disseminated to all the clients
simultaneously, not all clients may receive this report at the same time. The securities discussed and opinions expressed in this report may not be suitable
for all investors, who must make their own investment decisions, based on their own investment objectives, financial positions and needs of specific recipient.

EGFSL and/or its affiliates may seek investment banking or other business from the company or companies that are the subject of this material. EGFSL may
have issued or may issue other reports (on technical or fundamental analysis basis) of the same subject company that are inconsistent with and reach
different conclusion from the information, recommendations or information presented in this report or are contrary to those contained in this report. Users
of this report may visit www.emkayglobal.com to view all Research Reports of EGFSL. The views and opinions expressed in this document may or may not
match or may be contrary with the views, estimates, rating, and target price of the research published by any other analyst or by associate entities of
EGFSL; our proprietary trading, investment businesses or other associate entities may make investment decisions that are inconsistent with the
recommendations expressed herein. In reviewing these materials, you should be aware that any or all of the foregoing, among other things, may give rise
to real or potential conflicts of interest including but not limited to those stated herein. Additionally, other important information regarding our relationships
with the company or companies that are the subject of this material is provided herein. All material presented in this report, unless specifically indicated
otherwise, is under copyright to Emkay. None of the material, nor its content, nor any copy of it, may be altered in any way, transmitted to, copied or
distributed to any other party, without the prior express written permission of EGFSL . All trademarks, service marks and logos used in this report are
trademarks or registered trademarks of EGFSL or its affiliates. The information contained herein is not intended for publication or distribution or circulation
in any manner whatsoever and any unauthorized reading, dissemination, distribution or copying of this communication is prohibited unless otherwise
expressly authorized. Please ensure that you have read “Risk Disclosure Document for Capital Market and Derivatives Segments” as prescribed by Securities
and Exchange Board of India before investing in Indian Securities Market. In so far as this report includes current or historic information, it is believed to
be reliable, although its accuracy and completeness cannot be guaranteed.

This report has not been reviewed or authorized by any regulatory authority. There is no planned schedule or frequency for updating research report relating
to any issuer/subject company.

Please contact the primary analyst for valuation methodologies and assumptions associated with the covered companies or price targets.

Disclaimer for U.S. persons only: Research report is a product of Emkay Global Financial Services Ltd., under Marco Polo Securities 15a6 chaperone
service, which is the employer of the research analyst(s) who has prepared the research report. The research analyst(s) preparing the research report is/are
resident outside the United States (U.S.) and are not associated persons of any U.S. regulated broker-dealer and therefore the analyst(s) is/are not subject
to supervision by a U.S. broker-dealer, and is/are not required to satisfy the regulatory licensing requirements of Financial Institutions Regulatory Authority
(FINRA) or required to otherwise comply with U.S. rules or regulations regarding, among other things, communications with a subject company, public
appearances and trading securities held by a research analyst account.

This report is intended for distribution to "Major Institutional Investors" as defined by Rule 15a-6(b)(4) of the U.S. Securities and Exchange Act, 1934 (the
Exchange Act) and interpretations thereof by U.S. Securities and Exchange Commission (SEC) in reliance on Rule 15a 6(a)(2). If the recipient of this report
is not a Major Institutional Investor as specified above, then it should not act upon this report and return the same to the sender. Further, this report may
not be copied, duplicated and/or transmitted onward to any U.S. person, which is not the Major Institutional Investor. In reliance on the exemption from
registration provided by Rule 15a-6 of the Exchange Act and interpretations thereof by the SEC in order to conduct certain business with Major Institutional
Investors. Emkay Global Financial Services Ltd. has entered into a chaperoning agreement with a U.S. registered broker-dealer, Marco Polo Securities Inc.
("Marco Polo"). Transactions in securities discussed in this research report should be effected through Marco Polo or another U.S. registered broker dealer.
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RESTRICTIONS ON DISTRIBUTION

This report is not directed to, or intended for distribution to or use by, any person or entity who is a citizen or resident of or located in any locality, state,
country or other jurisdiction where such distribution, publication, availability or use would be contrary to law or regulation. Except otherwise restricted by
laws or regulations, this report is intended only for qualified, professional, institutional or sophisticated investors as defined in the laws and regulations of
such jurisdictions. Specifically, this document does not constitute an offer to or solicitation to any U.S. person for the purchase or sale of any financial
instrument or as an official confirmation of any transaction to any U.S. person. Unless otherwise stated, this message should not be construed as official
confirmation of any transaction. No part of this document may be distributed in Canada or used by private customers in United Kingdom.

ANALYST CERTIFICATION BY EMKAY GLOBAL FINANCIAL SERVICES LIMITED (EGFSL)

The research analyst(s) primarily responsible for the content of this research report, in part or in whole, certifies that the views about the companies and
their securities expressed in this report accurately reflect his/her personal views. The analyst(s) also certifies that no part of his/her compensation was, is,
or will be, directly or indirectly, related to specific recommendations or views expressed in the report. The research analyst (s) primarily responsible of the
content of this research report, in part or in whole, certifies that he or his associated personsl may have served as an officer, director or employee of the
issuer or the new listing applicant (which includes in the case of a real estate investment trust, an officer of the management company of the real estate
investment trust; and in the case of any other entity, an officer or its equivalent counterparty of the entity who is responsible for the management of the
issuer or the new listing applicant). The research analyst(s) primarily responsible for the content of this research report or his associate may have Financial
Interests2 in relation to an issuer or a new listing applicant that the analyst reviews. EGFSL has procedures in place to eliminate, avoid and manage any
potential conflicts of interests that may arise in connection with the production of research reports. The research analyst(s) responsible for this report
operates as part of a separate and independent team to the investment banking function of the EGFSL and procedures are in place to ensure that confidential
information held by either the research or investment banking function is handled appropriately. There is no direct link of EGFSL compensation to any
specific investment banking function of the EGFSL.

1 An associated person is defined as (i) who reports directly or indirectly to such a research analyst in connection with the preparation of the reports; or (ii)
another person accustomed or obliged to act in accordance with the directions or instructions of the analyst.

2 Financial Interest is defined as interest that are commonly known financial interest, such as investment in the securities in respect of an issuer or a new
listing applicant, or financial accommodation arrangement between the issuer or the new listing applicant and the firm or analysis. This term does not
include commercial lending conducted at the arm’s length, or investments in any collective investment scheme other than an issuer or new listing applicant
notwithstanding the fact that the scheme has investments in securities in respect of an issuer or a new listing applicant.

COMPANY-SPECIFIC / REGULATORY DISCLOSURES BY EMKAY GLOBAL FINANCIAL SERVICES LIMITED (EGFSL):

Disclosures by Emkay Global Financial Services Limited (Research Entity) and its Research Analyst under SEBI (Research Analyst) Regulations, 2014 with
reference to the subject company(s) covered in this report-:

1. EGFSL, its subsidiaries and/or other affiliates and Research Analyst or his/her associate/relative’s may have Financial Interest/proprietary positions in
the securities recommended in this report as of December 28, 2023

2. EGFSL, and/or Research Analyst does not market make in equity securities of the issuer(s) or company(ies) mentioned in this Report
Disclosure of previous investment recommendation produced:

3. EGFSL may have published other investment recommendations in respect of the same securities / instruments recommended in this research report
during the preceding 12 months. Please contact the primary analyst listed in the first page of this report to view previous investment
recommendations published by EGFSL in the preceding 12 months.

4. EGFSL, its subsidiaries and/or other affiliates and Research Analyst or his/her relative’s may have material conflict of interest in the securities
recommended in this report as of December 28, 2023

5. EGFSL, its affiliates and Research Analyst or his/her associate/relative’s may have actual/beneficial ownership of 1% or more securities of the
subject company at the end of the month immediately preceding the December 28, 2023

6. EGFSL or its associates may have managed or co-managed public offering of securities for the subject company in the past twelve months.

7. EGFSL, its affiliates and Research Analyst or his/her associate may have received compensation in whatever form including compensation for
investment banking or merchant banking or brokerage services or for products or services other than investment banking or merchant banking or
brokerage services from securities recommended in this report (subject company) in the past 12 months.

8. EGFSL, its affiliates and/or and Research Analyst or his/her associate may have received any compensation or other benefits from the subject
company or third party in connection with this research report.
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OTHER DISCLAIMERS AND DISCLOSURES:

Other disclosures by Emkay Global Financial Services Limited (Research Entity) and its Research Analyst under SEBI (Research Analyst)
Regulations, 2014 with reference to the subject company(s) -:

EGFSL or its associates may have financial interest in the subject company.
Research Analyst or his/her associate/relative’s may have financial interest in the subject company.

EGFSL or its associates and Research Analyst or his/her associate/ relative’s may have material conflict of interest in the subject company. The research
Analyst or research entity (EGFSL) have not been engaged in market making activity for the subject company.

EGFSL or its associates may have actual/beneficial ownership of 1% or more securities of the subject company at the end of the month immediately
preceding the date of public appearance or publication of Research Report.

Research Analyst or his/her associate/relatives may have actual/beneficial ownership of 1% or more securities of the subject company at the end of the
month immediately preceding the date of public appearance or publication of Research Report.

Research Analyst may have served as an officer, director or employee of the subject company.

EGFSL or its affiliates may have received any compensation including for investment banking or merchant banking or brokerage services from the subject
company in the past 12 months. . Emkay may have issued or may issue other reports that are inconsistent with and reach different conclusion from the
information, recommendations or information presented in this report or are contrary to those contained in this report. Emkay Investors may visit
www.emkayglobal.com to view all Research Reports. The views and opinions expressed in this document may or may not match or may be contrary with
the views, estimates, rating, and target price of the research published by any other analyst or by associate entities of Emkay; our proprietary trading,
investment businesses or other associate entities may make investment decisions that are inconsistent with the recommendations expressed herein. EGFSL
or its associates may have received compensation for products or services other than investment banking or merchant banking or brokerage services from
the subject company in the past 12 months. EGFSL or its associates may have received any compensation or other benefits from the Subject Company or
third party in connection with the research report. EGFSL or its associates may have received compensation from the subject company in the past twelve
months. Subject Company may have been client of EGFSL or its affiliates during twelve months preceding the date of distribution of the research report and
EGFSL or its affiliates may have co-managed public offering of securities for the subject company in the past twelve months.

Emkay Research is also available on www.emkayglobal.com and Bloomberg EMKAY<GO>.Please refer to the last page of the report on Restrictions on Distribution. In Singapore, this research report or research
analyses may only be distributed to Institutional Investors, Expert Investors or Accredited Investors as defined in the Securities and Futures Act, Chapter 289 of Singapore.
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