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Watch Negative
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Fitch Ratings - Colombo - 28 Jul 2022: Fitch Ratings has downgraded Sri Lanka-based
National Development Bank PLC's (NDB) National Long-Term Rating to 'A(lka)’ from 'A+
(Ika)' Fitch has also downgraded NDB's subordinated debt ratings to 'BBB+(lka)' from 'A-
(Ika)'. The ratings remain on Rating Watch Negative (RWN).

A full list of the rating actions is detailed below.

KEY RATING DRIVERS

Capital Buffers Deteriorating: The downgrade reflects our view that NDB's credit profile
has weakened relative to that of similarly rated peers. This is due to the pace of the
deterioration in its capital buffers and the limited profitability headroom to absorb credit
cost shocks in light of the rising risks to the bank's operating environment.

RWN Maintained: The RWN on NDB's National Long-Term Rating reflects the potential for
the bank's creditworthiness relative to other entities on the Sri Lankan national rating scale
to deteriorate amid the heightened stress on the bank's funding and liquidity and its material
exposure to the sovereign via investment in foreign-currency instruments that raises the
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risks to its overall credit profile. We believe the acceleration in inflation, depreciation of the
local currency and other factors can distort the bank's underlying financial performance in

the current operating environment.

Constrained Foreign-Currency Liquidity: The sovereign's default on its foreign-currency
obligations has exerted significant pressure on NDB's foreign-currency liquidity position,
given its large holding of foreign-currency government securities, at 6.5% of assets at end-
2021. Access to foreign-currency funding has been severely dampened due to the
sovereign's debilitated credit profile, which has caused the bank to rely on limited flows of
remittances and export proceeds.

Highly Vulnerable Capitalisation: We believe that risks to NDB's capital have increased
significantly since our last rating review, despite a capital infusion of LKR9.5 billion in 2Q21.
This stems from the possibility that increased provisioning on both loan and non-loan
exposures could far outweigh pre-impairment profitability, potentially eroding its equity and
capital buffers.

The bank's above-average share of unprovided impaired loans and the potential for a haircut
on its foreign-currency government securities that is higher than the amount already
factored into its metrics exacerbate the risk on its thin capital buffers. Recently announced
regulatory forbearance measures could help the bank to remain compliant with minimum
capital ratios on areported basis.

Heightened Asset-Quality Pressure: We expect worsening economic stress to destabilise
corporate and household balance sheets further, leading to a marked increase in impaired
(Stage 3) loans from the 8.3% estimated in 1Q22 in the near-to-medium term. Still, recently
announced concessions for affected borrowers may limit the growth in impaired loans, which
we believe could mask true credit quality. The bank's exposure to the government's foreign-
currency instruments also adds to its asset-quality woes.

Deteriorating Profitability: Fitch expects pressure on NDB's earnings and profitability to
intensify in the near-to-medium term as economic conditions continue to deteriorate
rapidly. Earnings pressure is already evident in the substantial increase in impairment
charges (86% of 1Q22 pre-impairment profit) on its loan and non-loan exposures, which led
the bank's core profitability metric - operating profit/risk weighted assets - to decline to
0.7% by end-1Q22 (end-2021: 2.3%).

Weakening Operating Environment: Our assessment of Sri Lankan banks' operating

environment reflects the pressure on the banks' already stressed credit profile following the
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sovereign's default on its foreign-currency obligations. It also captures the rapid
deterioration in the broader economy, including increased interest rates, high inflation and

acute currency depreciation, which has limited NDB's operational flexibility.

Instability Weighs on Business Profile: We believe NDB's business profile, like that of most
domestic peers, is highly vulnerable to the intensifying risks in the domestic market as the
profile is highly concentrated on the weak and unstable Sri Lankan economy. This could
potentially limit the bank's ability to generate and defend business volume while controlling
risks.

High Risk Profile: NDB's elevated risk profile, similar to local peers, stems from its
predominantly domestic exposure with weak credit quality, including project financing,
which is reflected in the 'ccc'/negative operating environment score. This is exacerbated by
NDB's sizeable exposure to the foreign-currency instruments issued by the government,
making the bank vulnerable to the sovereign's repayment capacity and liquidity position.

RATING SENSITIVITIES

Factors that could, individually or collectively, lead to negative rating
action/downgrade:

The RWN reflects rising risks to the bank's rating from funding stresses, which could lead to
a multiple-notch downgrade. We expect to resolve the RWN once the impact on the bank's
credit profiles becomes more apparent, which may take more than six months.
Developments that could lead to a multiple-notch downgrade include:

- funding stress that impedes the bank's repayment ability

- significant banking-sector intervention by authorities that constrains the bank's ability to
service its obligations

- atemporary negotiated waiver or standstill agreement following a payment default on a
large obligation

- Fitch's belief the bank has entered into a grace or cure period following non-payment of a
large financial obligation.

A downgrade of the sovereign's Long-Term Local-Currency Issuer Default Rating (CCC)
could also lead to a downgrade of the bank's rating.
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Factors that could, individually or collectively, lead to positive rating action/upgrade:

There is limited scope for upward rating action given the RWN.

OTHER DEBT AND ISSUER RATINGS: KEY RATING DRIVERS
SUBORDINATED DEBT

NDB's Basel Il- and Basel llI-compliant Sri Lankan rupee subordinated debt is rated two
notches below the National Long-Term Rating anchor. This reflects Fitch's baseline notching
for loss severity for this type of debt and our expectation of poor recoveries. There is no
additional notching for non-performance risks, as the notes do not incorporate going-
concern loss-absorption features.

OTHER DEBT AND ISSUER RATINGS: RATING SENSITIVITIES
The subordinated debt ratings will move in tandem with the bank's National Long-Term

Rating.

REFERENCES FOR SUBSTANTIALLY MATERIAL SOURCE CITED AS KEY DRIVER OF
RATING

The principal sources of information used in the analysis are described in the Applicable

Criteria.
RATING ACTIONS
ENTITY/DEBT $ RATING $ PRIOR 2
National Development NatllT  Adlka) Rating Watch Negati A+(lka) Rating
Bank PLC 2 (Ika) Rating Watch Negative Watch
Negative
Downgrade
subordinated Natl LT A-(Ika) Rating
2 Watch
Negative

BBB+(lka) Rating Watch Negative

Downgrade
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Additional information is available on www fitchratings.com

PARTICIPATION STATUS

The rated entity (and/or its agents) or, in the case of structured finance, one or more of the
transaction parties participated in the rating process except that the following issuer(s), if
any, did not participate in the rating process, or provide additional information, beyond the
issuer’s available public disclosure.

APPLICABLE CRITERIA

National Scale Rating Criteria (pub. 22 Dec 2020)

Bank Rating Criteria (pub. 13 Nov 2021) (including rating assumption sensitivity)

ADDITIONAL DISCLOSURES

Solicitation Status

Endorsement Policy

ENDORSEMENT STATUS

National Development Bank PLC -

DISCLAIMER & DISCLOSURES

All Fitch Ratings (Fitch) credit ratings are subject to certain limitations and disclaimers.
Please read these limitations and disclaimers by following this link:
https://www.fitchratings.com/understandingcreditratings. In addition, the following
https://www.fitchratings.com/rating-definitions-document details Fitch's rating definitions
for each rating scale and rating categories, including definitions relating to default. ESMA and
the FCA arerequired to publish historical default rates in a central repository in accordance
with Articles 11(2) of Regulation (EC) No 1060/2009 of the European Parliament and of the
Council of 16 September 2009 and The Credit Rating Agencies (Amendment etc.) (EU Exit)
Regulations 2019 respectively.

Published ratings, criteria, and methodologies are available from this site at all times. Fitch's
code of conduct, confidentiality, conflicts of interest, affiliate firewall, compliance, and other
relevant policies and procedures are also available from the Code of Conduct section of this
site. Directors and shareholders' relevant interests are available at

https://www.fitchratings.com/site/regulatory. Fitch may have provided another permissible
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or ancillary service to the rated entity or its related third parties. Details of permissible or
ancillary service(s) for which the lead analyst is based in an ESMA- or FCA-registered Fitch
Ratings company (or branch of such a company) can be found on the entity summary page
for this issuer on the Fitch Ratings website.

In issuing and maintaining its ratings and in making other reports (including forecast
information), Fitch relies on factual information it receives from issuers and underwriters
and from other sources Fitch believes to be credible. Fitch conducts a reasonable
investigation of the factual information relied upon by it in accordance with its ratings
methodology, and obtains reasonable verification of that information from independent
sources, to the extent such sources are available for a given security or in a given jurisdiction.
The manner of Fitch's factual investigation and the scope of the third-party verification it
obtains will vary depending on the nature of the rated security and its issuer, the
requirements and practices in the jurisdiction in which the rated security is offered and sold
and/or theissuer is located, the availability and nature of relevant public information, access
to the management of the issuer and its advisers, the availability of pre-existing third-party
verifications such as audit reports, agreed-upon procedures letters, appraisals, actuarial
reports, engineering reports, legal opinions and other reports provided by third parties, the
availability of independent and competent third- party verification sources with respect to
the particular security or in the particular jurisdiction of the issuer, and a variety of other
factors. Users of Fitch's ratings and reports should understand that neither an enhanced
factual investigation nor any third-party verification can ensure that all of the information
Fitch relies on in connection with a rating or a report will be accurate and complete.
Ultimately, the issuer and its advisers are responsible for the accuracy of the information
they provide to Fitch and to the market in offering documents and other reports. In issuing
its ratings and its reports, Fitch must rely on the work of experts, including independent
auditors with respect to financial statements and attorneys with respect to legal and tax
matters. Further, ratings and forecasts of financial and other information are inherently
forward-looking and embody assumptions and predictions about future events that by their
nature cannot be verified as facts. As a result, despite any verification of current facts, ratings
and forecasts can be affected by future events or conditions that were not anticipated at the
time arating or forecast was issued or affirmed.

The information in this report is provided “as is” without any representation or warranty of
any kind, and Fitch does not represent or warrant that the report or any of its contents will
meet any of the requirements of a recipient of the report. A Fitch rating is an opinion as to
the creditworthiness of a security. This opinion and reports made by Fitch are based on
established criteria and methodologies that Fitch is continuously evaluating and updating.
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Therefore, ratings and reports are the collective work product of Fitch and no individual, or
group of individuals, is solely responsible for a rating or a report. The rating does not address
the risk of loss due to risks other than credit risk, unless such risk is specifically mentioned.
Fitch is not engaged in the offer or sale of any security. All Fitch reports have shared
authorship. Individuals identified in a Fitch report were involved in, but are not solely
responsible for, the opinions stated therein. The individuals are named for contact purposes
only. A report providing a Fitch rating is neither a prospectus nor a substitute for the
information assembled, verified and presented to investors by the issuer and its agents in
connection with the sale of the securities. Ratings may be changed or withdrawn at any time
for any reason in the sole discretion of Fitch. Fitch does not provide investment advice of any
sort. Ratings are not a recommendation to buy, sell, or hold any security. Ratings do not
comment on the adequacy of market price, the suitability of any security for a particular
investor, or the tax-exempt nature or taxability of payments made in respect to any security.
Fitch receives fees from issuers, insurers, guarantors, other obligors, and underwriters for
rating securities. Such fees generally vary from US$1,000 to US$750,000 (or the applicable
currency equivalent) per issue. In certain cases, Fitch will rate all or a number of issues issued
by a particularissuer, or insured or guaranteed by a particular insurer or guarantor, for a
single annual fee. Such fees are expected to vary from US$10,000 to US$1,500,000 (or the
applicable currency equivalent). The assignment, publication, or dissemination of a rating by
Fitch shall not constitute a consent by Fitch to use its name as an expert in connection with
any registration statement filed under the United States securities laws, the Financial
Services and Markets Act of 2000 of the United Kingdom, or the securities laws of any
particular jurisdiction. Due to the relative efficiency of electronic publishing and distribution,
Fitch research may be available to electronic subscribers up to three days earlier than to
print subscribers.

For Australia, New Zealand, Taiwan and South Korea only: Fitch Australia Pty Ltd holds an
Australian financial services license (AFS license no. 337123) which authorizes it to provide
credit ratings to wholesale clients only. Credit ratings information published by Fitch is not
intended to be used by persons who are retail clients within the meaning of the Corporations
Act 2001.

Fitch Ratings, Inc. is registered with the U.S. Securities and Exchange Commission as a
Nationally Recognized Statistical Rating Organization (the “NRSRO”). While certain of the
NRSRO's credit rating subsidiaries are listed on Item 3 of Form NRSRO and as such are
authorized to issue credit ratings on behalf of the NRSRO (see
https://www.fitchratings.com/site/regulatory), other credit rating subsidiaries are not listed
on Form NRSRO (the “non-NRSROs”) and therefore credit ratings issued by those
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subsidiaries are not issued on behalf of the NRSRO. However, non-NRSRO personnel may
participate in determining credit ratings issued by or on behalf of the NRSRO.

Copyright © 2022 by Fitch Ratings, Inc., Fitch Ratings Ltd. and its subsidiaries. 33 Whitehall
Street, NY, NY 10004. Telephone: 1-800-753-4824, (212) 908-0500. Fax: (212) 480-4435.
Reproduction or retransmission in whole or in part is prohibited except by permission. All
rights reserved.

READ LESS

SOLICITATION STATUS

The ratings above were solicited and assigned or maintained by Fitch at the request of the
rated entity/issuer or a related third party. Any exceptions follow below.

ENDORSEMENT POLICY

Fitch’s international credit ratings produced outside the EU or the UK, as the case may be,
are endorsed for use by regulated entities within the EU or the UK, respectively, for
regulatory purposes, pursuant to the terms of the EU CRA Regulation or the UK Credit
Rating Agencies (Amendment etc.) (EU Exit) Regulations 2019, as the case may be. Fitch’s
approach to endorsement in the EU and the UK can be found on Fitch’'s Regulatory Affairs
page on Fitch’'s website. The endorsement status of international credit ratings is provided
within the entity summary page for each rated entity and in the transaction detail pages for
structured finance transactions on the Fitch website. These disclosures are updated on a
daily basis.

Banks  Asia-Pacific  SriLanka
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