FitchRatings
Fitch Downgrades Hela Apparel Holdings to 'BB+(lka)’;
Outlook Negative

Fitch Ratings - Jakarta/Colombo - 08 Nov 2023: Fitch Ratings has downgraded Sri-Lanka
based Hela Apparel Holdings PLC's National Long-Term Rating to 'BB+(lka)', from 'AA-
(Ika)'. The Outlook is Negative.

The downgrade follows the sharp deterioration in Hela's financial profile following the
apparel manufacturer's significant adjustment of financial accounts from the interim
accounts during its annual audit for the financial year ended March 2023 (FY23). Hela
reported additional operating costs of more than USD6 million, leading to a nearly 80%
reduction in EBIT, and higher finance costs of more than USD1.6 million, cutting
EBITDA interest cover to 0.3x, from 0.8x.

The Negative Outlook reflects our expectation that interest coverage will stay weak in the
next 12 months, leading to continued strain on liquidity. We expect Hela to continue to
make EBITDA losses in the next 12 months, leaving the company entirely reliant on the
success of its turnaround strategy and the support of external lenders.

KEY RATING DRIVERS

Significant Financial Statement Adjustments: We believe Hela's financial transparency
has weakened after the major adjustment of its annual financial accounts from its FY23
external audit. Hela says that during its migration to a new enterprise resource planning
system in April 2023, the management identified an overstatement of raw material costs
in work in progress, which resulted in a large inventory write down of around USD5
million for FY23, but that its internal controls have improved since.

Weak Cash Flow Generation: We expect fund flow from operations (FFO) to remain
negative in FY24-FY26 (FY23: negative USD14 million), as the pace of recovery in
Hela's EBITDA in the next few years is unlikely to be sufficient to cover interest costs.
This is underpinned by our belief that demand for apparel imports into the US and the EU
- Hela's key markets - is likely to remain weak as elevated inflation and interest rates
pressure consumer purchasing power. The company has embarked on a cost saving
strategy, but execution risks are high.

Tight Liquidity: Hela had USD15 million in cash on hand at end-June 2023, against an
estimated USD16 million in interest payment due in the 12 months, which the company is
unlikely to meet. It has a further USD5 million in maturing term debt during the period
and over USD70 million in short-term working capital lines falling due. Hela expects
lenders will be supportive of rolling-over its maturing working capital debt and allow it to
drawdown a further USD72 million in undrawn and uncommitted credit lines.

However, challenges in improving its EBITDA could weaken lender access. That said, the
company demonstrated its ability to raise funds as recently as 1QFY24; raising USD14
million from new lenders Norfund, a Norwegian investment fund, and USD5 million from
Aavishkar Capital, an India-based venture capital firm.
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Uncertain Demand Environment: We forecast Hela's revenue to decline by more than
20% in FY24 (1Q24: -26%), following weak demand from its key markets in the US and
Europe due to elevated inflation and interest rates. The regions contributed 58% and 38%,
respectively, to Hela's revenue in 1Q24. We expect revenue to improve by 5% in FY25, in
line with our global economic outlook for easing inflation and moderating interest rates in
the US and Eurozone in 2024-2025.

Heightened Strategy Execution Risk: Hela is undertaking a strategy to cut overhead
costs that is subject to execution risk. It is switching to single shift operations in major
factories, from double shifts; enhancing the supply-chain strategy by reducing lead times,
and rationalising selling general & administrative costs. Hela scaled up its operation over
FY22-FY23 to cater to heightened demand, but if the current period of weak demand
persists, it may decide to scale down to secure its margin and maintain its long-term
business profile.

High Leverage: We forecast leverage to remain above 10x in FY24-FY26 (FY23: 24x),
as Hela resorts to external financing for its operational requirements and debt servicing in
the next 12-18 months amid limited internal cash generation. There company does not
have major investment needs in FY24-FY26, as we forecast capex of around USD2.5
million-3.5 million for maintenance, subject to funding access. The need for working
capital will also be limited considering the weak sales.

Small Scale; Long-Term Customer Relationship: Hela business scale is small relative
to larger apparel manufacturers, with EBITDA of less than USD15 million. Its product
segments are in intimate wear (1Q24 revenue contribution: 54%), kids wear (23%) and
active wear (24%). The company's strategy is careful customer selection and a focus on
building long-term and profitable customer relationships, which include some of the
world's leading apparel brands. The top-10 customers generated an average of 80% of
Hela's total revenue in FY20-FY23 (1Q24: 83%).

DERIVATION SUMMARY

Hela's rating is two notches below Sri Lanka-based power producer, Resus Energy PLC
(BBB(lka)/Negative). Resus faces heightened liquidity risk due to a deterioration in the
credit profile of its sole counterparty, Ceylon Electricity Board (CEB, BB+(lka)/Stable).
However, positive developments at CEB, including raised electricity tariffs, have resulted
in higher payments to Resus, bringing down its receivable months to 10, from 13 in
FYE23. Consequently, we expect Resus's interest coverage to remain adequate at around
1.3x-1.6x in the next one to two years, compared with Hela's inability to meet its interest
costs from internally generated funds.

Hela's rating is three notches above that of Kotagala Plantations PLC (B+(lka)/Negative).
Kotagala faces weak liquidity and high credit risk due to limited funding access, volatile
operating cash flow and limited medium-term prospects stemming from the inherent
weaknesses in its tea and rubber plantation businesses. The company still faces challenges
in securing adequate credit lines to fund its operation, despite its recent debt restructuring.

KEY ASSUMPTIONS
Our key assumptions for Hela's rating case are:



- Demand to continue to weaken in FY24, translating into a more than 20% drop in sales
(1Q24: 26% drop), then slowly improving by 5% in FY25.

- EBITDA loss in FY24 as a result of lower sales generation and higher administrative
expense.

- No investment capex in FY24-FY 26, only maintenance capex of USD2.5 million-3.5
million a year

- Working capital inflow of around USD24 million on falling revenue

- Interest rate on the new US dollar debt at around 11%-12% for FY24-FY 26.

RATING SENSITIVITIES
Factors that could, individually or collectively, lead to positive rating action/upgrade:

- Successful strategy execution to improve profitability, reflected in sustained positive
fund flow from operations, could lead to the Outlook being revised to Stable.

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

- Weakening of liquidity, as indicated by an inability to access additional external funding
or renew current bank facilities.

LIQUIDITY AND DEBT STRUCTURE

Weak liquidity, Funding Risks: Hela's liquidity is weak. The company is likely to
remain reliant on cash on hand and undrawn, but uncommitted, credit lines to fund its
operating losses and interest payments. Its ability to access undrawn lines hinges on the
success of its turnaround strategy to cut costs and improve cash flow, but we believe this
carries high execution risks.

ISSUER PROFILE

Hela is an apparel manufacturer with diversified operations in Sri Lanka, Kenya, Ethiopia
and Egypt. Its key products, including intimate, kids, and active wear, are mainly sold to
global luxury and lifestyle brands and European retailers.

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 %
Hela Apparel Holdings AA-(lka) &
bLC PP & NatlLT BB+(lka)®  Downgrade

VIEW ADDITIONAL RATING DETAILS

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)
Corporate Rating Criteria (pub. 04 Nov 2023) (including rating assumption sensitivity)
Sector Navigators - Addendum to the Corporate Rating Criteria (pub. 04 Nov 2023)

APPLICABLE MODELS

Numbers in parentheses accompanying applicable model(s) contain hyperlinks to
criteria providing description of model(s).

Corporate Monitoring & Forecasting Model (COMFORT Model), v8.1.0 (1)
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Solicitation Status
Endorsement Policy
Potential Conflicts Resulting from Revenue Concentrations

ENDORSEMENT STATUS
Hela Apparel Holdings PLC -
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All Fitch Ratings (Fitch) credit ratings are subject to certain limitations and disclaimers.
Please read these limitations and disclaimers by following this
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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 s

READ MORE

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 Requlatory 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.
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