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 Q1 PREVIEW: LIFE BEYOND 60% 
Rising G-Sec yields will be the single largest factor that will weigh on 
the profitability of Public Sector Banks (PSBs) in Q1FY07. However 
most PSBs now have more than 60% of their bond portfolios in HTM, 
which will provide respite in a rising interest rate scenario. While we 
expect Net Interest Margins (NIM) to be stable, with an upward bias, 
higher provisioning requirement for bond portfolio, due to rising yields 
may continue to drag the reported ROE. Many PSBs are also expected 
to show a decline in reported earnings. Private Banks are unlikely to 
face any significant depreciation on the SLR book, still we do expect 
temporary margin pressure in the case of ICICI Bank and MTM 
depreciation of non-SLR book for HDFC Bank.  

Margins likely to be stable with an upward bias 
We expect PSBs to report stable margins, as most of them have been 
able to re-price a substantial (50-60%) part of the loan portfolio 
upwards by 50bps from May-06 onwards. While the cost pressures 
are high, we believe that a high CASA base will help them show stable 
to high NIM in Q1. However, banks, which have been relying on bulk 
deposits to grow their assets, can surprise by showing a lower NIM.  

Among private banks, we do expect slight pressure on NIM of banks 
such as ICICI Bank, which has a lower CASA base and higher 
dependence on bulk deposits. However, after the recent hike in PLR 
by ICICI Bank, we expect margins to bounce back in Q2. 

Most PSBs face MTM losses in Q1 
Most PSBs shifted a part of the bond portfolio to HTM category in 
April-06. As a result, many of the larger banks like PNB, BOB, 
Canbank etc. have a cushion till 10 year G-Sec yield of 7.9-8%. 
However, as on 30-Jun-06, 10 year G-Sec yield stood at 8.12% 
compared to 7.52% in Mar-06. Hence, most PSBs are likely to take 
MTM hit in Q1 in addition to the hit already taken on account of shift 
to HTM.  

Loan growth – Signs of slowdown? 
As per the data released by RBI till June 23rd, total credit growth 
during April – Jun 23rd of this fiscal stood at Rs.160bn (YTD growth of 
1.1%) compared to Rs.570bn (YTD growth of 5.5%) in the 
corresponding period of last fiscal, reflecting a sharp slowdown. 
However, in our opinion, these figures do not represent the 
true picture. During FY05, the last reporting Friday came on 25th

Mar-2005. Hence, credit growth for the period 25th March - 31st March 
of FY05 got accounted in the first fortnight of FY06. 
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As a result, credit growth of Rs.570bn shown in April-Jun 23rd of FY06 is 
actually inflated by an estimated Rs.500bn! As a matter of fact, on a like to like 
basis, credit growth during April-Jun23rd of FY07 was Rs.150bn as compared to 
Rs.70bn in the corresponding period of last year. Little wonder then, that on a 
YoY basis, credit growth has been above 31% so far in this fiscal.  

We expect most banks to show 20-25% YoY credit growth in Q1FY07. 
However, most bankers we spoke to expect some slowdown in credit growth 
towards the later half of this fiscal, if interest rates remain firm. Asset quality is 
expected to remain healthy with no signs of noticeable deterioration in Q1. Our 
top picks in the sector are – ICICI Bank, SBI, PNB, BOB and BOI. 

Most PSBs to take a hit on account of shift to HTM in Q1 
Most PSBs shifted a part of the bond portfolio in Q1 - again mostly in April-06 – 
when 10 year G-Sec yield cooled off a bit to ~7.4% levels after touching 7.52% 
on 31-Mar-06. Hence, while most PSBs will take a hit on account of such shift, 
the net impact may still be lower due to some write-backs. The reason being 
that many banks like SBI, PNB etc. have taken MTM hit in Q4FY06. As the 
shifting of bonds to HTM category happened at a time when 10 year G-Sec 
yields were lower than March-end figure of 7.52%, there will be some elbow 
room for banks at those levels. 

PSBs: Hit on account of shift to HTM and MTM losses 
(Rs.mn) Amount 

Shifted to 
HTM in 

Q1FY07 

Total estimated hit 
in Q1 (shift to HTM + 

MTM) as % of Q1FY07 
operating profits 

 Comments 

SBI 110,000 23  Actual hit on shift to HTM should be lower as it already carries 
provisioning on such transfers. MTM losses to be ~Rs.3.5bn  

PNB 62,000 36  Investment portfolio size brought down further. Not expecting 
much of net hit from HTM transfer as PNB already carries 
provisioning for such transfers. MTM portfolio to take around 
Rs.2.5-Rs.3b hit 

Canbank 20,000 39  Did not have any noticeable MTM hit in Q4FY06, as it was safe 
till 10 yr G-Sec of 8%. But in Q1, it is likely to face both shift to 
HTM hit and MTM losses. 

BOB 50,000 30  Likely to have lower than estimated shift to HTM hit shown in 
the table as it may already be carrying some provisioning for 
bond losses 

BOI 20,000 11  MTM losses likely to be quite low as AFS duration <1 yr 

OBC 15,000 57  Higher AFS duration, but significantly low amortization cost. 
High re-pricing risk  

Corpbank 9,000 17  The bank also shifted ~Rs6bn from HTM to AFS, and 
subsequently sold off to neutralize the losses on HTM shift, 
hence net hit likely to be low 

Allahabad bk 20,000 57  Likely to have both shift to HTM hit and MTM losses 

Vijaya Bank 15,000 27  Actual hit on transfer to HTM likely to be lower as the bank 
already carries provisioning for investment portfolio 

Union Bank Not shifted  
in Q1 

11  Was earlier hedged till 10 year G-Sec yield of 7.8%. Did not shift 
bonds to HTM in Q1. Non-SLR portfolio constituting 30% of the 
investment portfolio will have MTM risk as only ~50% of Non 
SLR is in HTM 

Syndicate 1,000 8  Lower risk in both SLR and Non SLR bonds. Also shifted Rs.3.5b 
from HTM to AFS, which should keep total hit quite low. 

Source: ENAM Research 
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HTM Portfolio >60% for most PSBs - BOI, BoB, Corpbank, & 
Syndicate are safer 
If we go by the AFS duration and HTM proportion, banks like BOI and Corpbank 
appears to be the safest going ahead, followed by Syndicate Bank and Vijaya 
Bank. While BOI has been keeping its duration low, the big change has 
happened in the case of Corporation Bank, which brought down its AFS 
duration of bond portfolio from 4 years in Mar-06 to 1.4 years currently. Vijaya 
Bank has also brought down their AFS duration to below 1 year. However, 
except for BOI, all the above-mentioned banks may still take a hit on 
their bond portfolios in Q1 on account of shift to HTM. Moreover, there 
will be some MTM hits as well, since 10 year G-Sec yield moved up by ~60bps 
during April-Jun of this fiscal. Most new generation Private Banks like ICICI 
Bank, HDFC Bank, UTI Bank, Centurion Bank and Yes Bank have, obviously, 
much safer bond portfolios as they have been maintaining AFS duration at 
almost below 1 yr. 

% of investment Portfolio in HTM 
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Bond amortization cost: Reflects the quality of bonds in HTM 
While most banks have shifted a significant part of the investment portfolio to 
HTM category, the cost of amortization is quite high for some banks like SBI, 
ICICI and HDFC Bank, which reflects that these banks have been buying 
premium bonds with higher coupon in order to sustain NIM. These are also a 
drag on the overall ROE of the banks on a continuous basis. 

Bond amortization cost as % of HTM portfolio 
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Lack of equity gains may turn treasury income negligible 
Most banks have still been showing some treasury gains in last 2-3 quarters, on 
account of high levels of equity gains. This quarter, even those gains are 
unlikely to appear in non-interest income. However, the equity portfolios of 
Indian PSBs are still quite small and we do not expect any noticeable losses on 
this front. Banks also have investments in Mutual Funds, the breakup of which 
is normally not published, but we believe that equity linked Mutual Fund 
investments will still be on the lower side and be just about comparable to the 
size of the equity portfolio.  

Equity portfolio as % of total investment Portfolio (excl. MF 
investments) – FY06 
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Rising interest rates: Notional losses on bonds, but still banks 
with CASA>I/D will be net gainers 
While Indian PSBs face notional losses in their Government Bond portfolio when 
interest rates rise, (yield on Government Bonds becomes sticky as they do not 
get re-priced upwards in rising interest rates and hence the notional loss), they 
also enjoy a sticky liability cost in the form of CASA, which averages around 35-
40% of the total deposits. Hence, in a rising interest rate scenario, banks with 
CASA ratio > Investment/ Deposit ratio should gain on the NIM front (See the 
table below for the sensitivity analysis) assuming that the spread between 
credit yield an cost of term deposits remains over a period of time.  

Hence the difference between the CASA proportion and the proportion of 
Investment/ Deposits has been rising (CASA – I/D). Looking at these numbers, 
we notice that the CASA - (I/D) for PNB is the highest, followed by BOI and 
BOB. The moot point here is that both bonds and CASA are higher duration 
assets and liabilities respectively (say around 4-5 years in case of PSBs). Hence, 
in a rising interest rate scenario, while bonds suffer notional losses, which are 
accounted in P&L, there is also an improvement in notional spread between 
bond yields and cost of CASA (for banks where CASA > I/D), which do not get 
accounted.  

As these bonds will get re-priced at higher levels, over period of time, 
the notional higher spread accumulated over a period of time will get 
real, resulting in higher cash flows and improvement in NIM.  

Such exercise, will however, be of lower relevance to Private Banks, which have 
low duration portfolios, which will get re-priced in the next 1-2 years. Of course, 
the calculations below do not take into account the impact of re-pricing of loan 
portfolio and term deposits, which may behave differently based on the 
maturity bucket of deposits and the proportion of PLR linked loans. 

Notional improvement in spread between CASA and Bond yields in rising interest rates 

 CASA 

(%) 

I/D* 
(%)

CASA - 
I/D 
(%) 

Duration of
investment

Portfolio (Yr)

Cost of 
CASA
(%)

Yield on 
Bonds

(%)

"Spread" between 
Bond yield & cost of 

CASA (%) 

Gain in "spread" for every 
10bp rise in Bond Yields 

(bp)

PNB 49 34 14.7 4.5 2.1 8.0 5.9 8.7 

BOI 42 34 8.4 3.6 2.2 7.2 4.9 4.1 

BOB 45 37 7.5 4.7 2.2 8.0 5.8 4.3 

Syndicate 38 32 6.0 4.5 2.0 7.5 5.4 3.2 

SBI 48 43 4.8 4.0 1.8 7.3 5.5 2.6 

HDFC Bk. 55 51 4.6 2.0 1.5 6.8 5.3 2.4 

Albk 39 37 2.2 4.8 2.3 7.6 5.3 1.2 

Corp. Bk. 34 32 1.9 4.2 1.7 7.9 6.3 1.2 

Canara Bk. 32 32 0.5 4.5 2.1 7.9 5.8 0.3 

OBC 33 34 (0.9) 4.5 2.0 8.4 6.4 (0.5)

Union Bk. 32 35 (2.6) 4.2 2.2 7.8 5.7 (1.5)

Vijaya Bk. 35 40 (5.0) 5.0 1.9 8.0 6.1 (3.1)

UTIB 40 54 (13.7) 2.5 1.5 7.3 5.8 (8.0)

ICICI Bk. 23 30 (7.3) 2.0 1.6 7.5 5.9 (4.3)

Source: ENAM Research, Company * Investment/Deposit 
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One obvious risk in our calculations is that what if CASA starts declining as 
banks resort to more term deposits in order to fund higher credit growth? 
Firstly, we believe that I/D ratio in many banks still has the room to fall further 
by 5-8%. Hence, even a fall in CASA, by say ~3-5%, does not change the 
scenario of improvement in cash flows/ spread, over a period of time.  

Q1FY07 Results: Earning expectations 
After the recent spurt in G-Sec yields (almost 60bps in Q1), we have lowered 
our estimates for reported profits in FY07, for most PSBs, even as core 
operating performance (without treasury losses) remains strong.  

We now expect SBI to show a reported decline in net profit for Q1FY07 and 
FY07 (both on standalone and on consolidated basis). Expected NII decline in 
Q1FY07 is largely due to an extra-ordinary Rs.7.1bn tax refund income in 
Q1FY06, which is unlikely to be present in Q1FY07. On core basis, we expect 
NII to improve, albeit marginally. SBI faces significant provisions for bond 
amortization cost (~Rs.6bn per quarter). In addition, we also expect, MTM 
losses (including the hit on account of shift to HTM) to the extent of Rs.6-7bn.  

We expect pressure on NIM for ICICI Bank as the full effect of higher cost 
borrowings done in Q4FY06 may be seen in Q1FY07. However, we expect this 
pressure on NIM to be temporary as almost Rs.400bn of the mortgage portfolio 
(27% of total credit) will get re-set upward by 100bps from 1st July 2006 
onwards. This should lend support to NIM in Q2.  

We also expect PNB to show a decline in reported profits for Q1 and also for 
FY07, largely on account of higher notional losses on bond portfolio. However, 
we do expect a strong growth in NII and stable-to-higher NIM in PNB. Its asset 
quality is also likely to remain among the best in the industry.  

We expect HDFC Bank to show another strong quarter with 29% YoY growth 
in net profit in Q1FY07. With CASA proportion of above 50%, HDFC Bank is well 
placed in rising interest rate scenario. We expect NIM to remain stable with an 
upward bias.  

We expect good results for both Bank of Baroda and Bank of India for 
Q1FY07. We expect margins to remain stable with an upward bias, both in case 
of BOB and BOI. While BOB may witness higher depreciation losses on its bond 
portfolio, we expect such losses to be quite marginal for BOI. OBC, with lower 
CASA base, may see a spurt in costs, which could restrict NIM improvement on 
account of higher PLR. Canara Bank, with lower CASA base, may again see its 
cost of funds moving up at a higher pace, restricting NIM improvement. We, 
however, expect a marginal increase in net profit for Canara Bank in Q1FY07, 
largely on account of low base effect. 

Corporation Bank has substantially reduced its duration of AFS portfolio from 
~4 years in FY06 to currently at 1.4 years. While treasury has become safer 
going ahead, yield on investment portfolio is expected to fall by ~30bps in Q1 
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when compared to the last quarter. While we project NII to grow by 14%, we 
estimate a fall in reported profit, largely due to a lack of trading profits 
(Rs.790mn in Q1FY06) and some depreciation in investment portfolio.  

UTI bank is likely to show strong performance, largely driven by high asset 
growth. Fee based income will be another driver for growth. We expect 
earnings to grow by 27% YoY in Q1FY07.  

We remain bullish on the operating performance of banks going ahead, even as 
short-term notional losses are impacting the reported ROE of most PSBs. We 
believe that going forward, there is a case for margin improvement in many of 
the PSBs. However, those banks, which are relying on bulk deposits to grow 
their assets, can still face problems on the margin front. As we don’t see any 
deterioration on core margins and asset quality, we have not changed our price 
targets and ratings in most of the banks mentioned above. 

 Change in earnings outlook for FY07 

(Rs./sh) FY07E (earlier) FY07E (now) % change

ICICI Bank 35  35 0.6

SBI 122  102 (16.8)

HDFC Bank 37  36 (2.4)

PNB 54  48 (11.2)

Canara bank 37  32 (13.5)

BOB 32  32 0.6

BOI 18  18 (0.1)

UTI Bank 21  22 1.9

OBC 37  31 (14.0)

Corp. Bank 35 35 0

Source: ENAM Research 

Quarterly Result Estimates 

  NII PAT 

(Rs. mn) Q1 FY06  Q1 FY07E % change Q1FY06 Q1FY07E % Change

ICICI Bank  8,512  11,747 38 5,300  5,989 13

SBI  42,532  36,612 (14) 12,228  8,041 (34)

HDFC Bank  5,237  7,227 38 1,835  2,375 29

PNB  10,884  13,169 21 3,582  3,304 (8)

Canara bank  8,328  9,578 15 1,869  2,013 8

BOB  7,587  9,104 20 1,569  2,030 29

BOI  5,590  6,428 15 1,717  2,012 17

UTI Bank  2,225  3,003 35 926  1,174 27

OBC 4,030 4,594 14 1,048 1,108 6

Corp. Bank 2,809 3,202 14 1,235 1,062 (14)

Source: ENAM Research 



 
 Banking Sector 

 
 JULY 2006 ENAM Securities 8

Financial summary 

 Mkt.Cap Price EPS (Rs.) Adj. BV (Rs./sh) RoE (%) Price Target Rel. to

 (USD.mn) (Rs.) FY06 FY07E % Chg FY06 FY07E FY06 FY07E Target Upside sector 

ICICI Bk. 9,668 500 29 35 24.0 240 264 14.6 13.5 710 42.1 OP

SBI 8,235 721 105 102 (3.4) 627 694 17.0 14.3 1,055 46.4 OP

HDFC Bk. 5,347 785 28 36 29.1 164 190 17.7 19.6 700 (10.8) UP

PNB 2,234 326 46 48 4.1 283 322 17.0 15.4 590 80.7 OP

Canbank 1,739 195 33 32 (2.1) 155 179 20.6 17.5 230 17.7 N

BOB 1,590 201 25 32 28.4 206 232 12.7 13.2 300 49.2 OP

UTI Bk. 1,665 274 18 22 24.2 97 111 18.4 19.5 300 9.5 UP

BOI 1,037 98 14 18 24.4 84 104 15.4 16.9 160 63.2 OP

OBC 903 166 32 31 (1.8) 161 186 19.1 17.4 220 32.6 N

Corp. Bk. 692 222 31 35 13.0 227 253 13.8 14.0 400 79.9 OP

Source: Company, ENAM estimates, Note: All recommendations are relative to sector. OP: Outperformer, UP: Underperformer, N: Neutral    
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