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Rate hikes are gathering momentum 

Housing Development Finance Corporation (HDFC IN, Overweight) became the first 

Indian lender to raise lending rates after the Reserve Bank of India raised the reverse-repo 

rate by 25bp to 6.0% on 25 July 2006. On 1 August HDFC announced a 50bp rise in its 

retail prime lending rate (PLR). All floating rate home loans (accounting for close to 85% 

of total loans) are benchmarked to the PLR.  

This was the third successive 50bp rise in the lending rates in the past six months. 

Including the latest hike, rates have now been increased by 250bp since they began to rise 

in November 2004. HDFC’s pricing continues to act as a strong signal to competitors, 

large and small. This hike was widely expected and we expect it to be followed by the 

market. It adds to evidence that lenders in India’s home loan market have regained the 

ability to pass on increases in funding costs. Until the end of CY2005 there was a sense 

that the large lenders were holding back on raising rates as their focus was sustaining high 

growth and expanding their market share.    

Spreads likely to be protected  

Lending rate increases had lagged the initial rise in yield on government bonds. However, 

the flurry of hikes in the past six months has stabilised the spread between rates on home 

loans and yield on government bonds. This is important because the yield on government 

bonds is usually the benchmark for pricing of corporate bonds. HDFC, in particular, raises 

the large part of its funds from the bond market.  

Between June 2004 and December 2005 the yield on the 1-year and 5-year government 

bonds rose by 1.57% and 1.14% respectively while rates on home loans rose by only 1%. 

The following seven months have seen lending rates rise by 150bp compared with 

increase of only 66bp and 126bp in the bond yields. 
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Indian home loan market 

Slower, but more profitable growth ahead 

 Increasing pace of rate hikes likely to protect spreads; cash 
flow would improve if borrowers accept higher EMIs as well 

 No signs of a contraction in loan growth, so far; property 
prices could have a stronger near-term impact on growth 

 SBI, ICICI Bank and HDFC to gain the most; we remain 
Overweight on all three 
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Commercial banks, such as ICICI Bank (ICICIBC IN, Overweight) and State Bank of India (SBI IN, 

Overweight), are largely funded by deposits, much of them low-cost deposits that carry regulated rates. 

Higher rates on home loans would be good for spreads of banks as home loans comprise between 10% 

and 30% of customer assets. 

Cash flow would improve if EMIs were to increase 

The established practice in India’s home loan market is for the borrower to service the loan through a 

stream of equated monthly instalments (EMIs). The borrower agrees to pay the EMI each month over the 

life of the loan, usually 10 to 15 years. The lender allocates the EMI across principal and interest by 

applying a reducing balance method. EMIs were held constant during the years when rates were falling. 

The benefit of a lower lending rate was passed on to the borrower by reducing the term of his loan. In the 

past 18 months, EMIs have been preserved even as lending rates have risen. The recovery of higher rates 

is effected by increasing the allocation of interest within the EMI, in other words by extending the tenure 

of the loan.  

Press reports indicate that some lenders are now considering a proposal to raise the EMIs. Our discussion 

with one of the lenders indicates that the borrowers are likely to be offered an option to raise their EMI, 

i.e. to pay a larger monthly instalment for the residual life of the loan in exchange for a shorter tenure. We 

perceive three benefits in such a move. 

Hold tenure within the comfort zone. A quick estimate indicates that the residual tenure of a 15-year (at 

origin) loan would increase by 56 months following a 250bp rise in lending rate to 9.75%. This estimate 

is based on an elapsed tenure of 24 months, i.e. a customer who has serviced the loan for two years now 

faces the prospect of paying for 56 months more beyond the anticipated date of the last EMI. This is 

uncomfortable for the lender who sees the loan servicing stretching closer to the retirement age of the 

borrower. It is also uncomfortable for the borrower who may be unhappy to pay for a longer duration. 

This ignores the time value of money and reflects the historical aversion to debt among middle-class 

Indians. 

Match repayments to growing incomes. The past three years have seen India’s real GDP grow at a CAGR 

of close to 8%. This is believed to have trickled down, possibly to a larger extent, into the incomes of 

middle-class consumers. Some of them may now be willing to allocate a larger amount to servicing their 

home loan.  

Improve the cash flow of the borrower. By itself a higher EMIs would not impact the interest income 

accrued by a borrower on the amount received. The increase would impact the recovery of the principal. 

The net impact would be a larger inflow of cash to the lender. This would be welcome as it would 

alleviate the marginal need to borrow and, possibly, lead to a lower marginal cost of funding.   

Our discussions suggest that an offer to pay a larger EMI may be accepted by up to a third of the 

borrowers whose loans carry floating rates. Implementation of the plan presents challenges because a 

large number of customers pay through 12 post-dated cheques once a year. The logistics of collecting 

more cheques midway through the year would demand a special effort.  

The success of this plan would confirm that borrowers have accepted increases in lending rates.  



 

 
 

 

 3 

India 
Banks 
2 August 2006 

abc

Would higher rates impact growth of home loans? 

There is no evidence, so far, of any significant slowdown in the home loan portfolio of Indian lenders. 

We estimate the combined home loan portfolio of the six largest lenders at INR1604bn at end of June 

2006. This represents growth of 34.4% y-o-y. We also estimate a slight slowdown in growth from the 

level of INR1537bn (+37.6% y-o-y) at end of March 2006. This quarter was a period of high visibility for 

rising rates as the revised rates were applied to the existing stock of loans. This was the period when 

borrowers were being informed of the new rate, and the electronic and print media was also paying close 

attention to rising rates. 

The other driver of loan demand has been the rise in property prices. Despite the lack of a transparent 

index of property prices it is believed that prices rose by close to 100% between early 2004 and late 2005. 

HDFC has reported that the affordability of a typical house in suburban Mumbai (defined as the cost of 

the property divided by the annual income of the median home buyer) rose to 4.9x in mid-2006. it had 

fallen from 5.9x in 2000 to 4.3x in 2003, before rising to 4.6x in 2005. 

The gap between growth in the stock of home loans and growth of aggregate loans has shrunk in the past 

two years as the latter has risen close to 30% while the former has decelerated from the heady levels 

(50% to 100%) seen in the early years of this decade. 

Slower but more profitable growth likely in future 

Until FY05, most Indian banks seemed willing to trade off the spread on home loans in return for higher 

growth. FY06 revealed a shift in emphasis towards profitability. That trend now seems to be getting 

stronger. In its wake the growth of the home loan market could slow down, though it could continue to 

grow faster than aggregate loans of Indian banks. The stronger influence on near-term growth could be 

affordability of homes rather than the cost of financing the purchase. 

SBI, ICICI and HDFC likely to gain the most 

At end of June 2006 home loans accounted for an estimated 14.7%, 32.0% and 100% of the loans of SBI, 

ICICI Bank and HDFC. The results for the quarter ended June reveal a rebound in the net interest margin 

of SBI, lower than expected contraction in NIM of ICICI and stable NIM for HDFC. These three, the 

largest lenders in India’s home loan market, stand to gain as the stock of home loans gets re-priced. 

Value derived from DCF and sum-of-the-parts 

We have valued the stocks by primarily using a three-stage DCF that includes: 

 An initial three-year period of explicit forecasts, followed by 

 A 10-year period of semi-explicit forecasts, and 

 A fade period extending over 12 years  

The fair value estimated using the above method is supplemented with the value of equity stakes in other 

businesses, e.g. the asset management and insurance businesses in ICICI Bank and HDFC. 
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The explicit period forecasts are for the immediate future with detailed values for most of the line items. 

These numbers are reported in the financials sheets in the company sections that accompany this report. 

The common feature for most banks is continuation of the high loan growth seen in FY05. 

The critical assumption in the semi-explicit period is that growth would be as much as can be supported 

by the capital available with the bank and supplemented by internal accruals, i.e. we do not assume 

additional issue of capital. We also assume that the banks continue with their current dividend policy. 

These assumptions restrict the growth of some banks to levels that would be significantly lower compared 

with those in the explicit period. 

State Bank of India. We estimate a fair value range of INR986 to INR1197. The notional target price of 

INR1092 values the stock at 10.5x standalone FY08f EPS and 1.8x March 2008f book value per share.  

The notional target price includes a value of INR287 per share for the subsidiaries.  

ICICI Bank. We estimate a fair value range of INR642 to INR747. The notional target price of INR695 

values the stock at 13.7x standalone FY08f EPS and 2.2x March 2008f book value per share.  The 

notional target price includes a value of INR105 per share for the subsidiaries. 

HDFC. We estimate a fair value range of INR1,267 to INR1,436. The notional target price of INR1351 

values the stock at 18.5x standalone FY08f EPS and 5.5x March 2008f book value per share.  The 

notional target price includes a value of INR336 per share for the subsidiaries and associate businesses. 

Risk factors 

Funding costs could rise more than anticipated. Our forecasts assume that lending rates will keep pace 

with increases in future funding costs and possibly rise more, leading to an upward bias on spreads. 

Should funding costs rise more, spreads could contract leading to stress on profitability. 

Loan growth could slow down more than anticipated. Should loan growth decline at a faster rate than 

assumed by us, it could lead to lower than forecast growth in earnings. 

NPLs could rise more than anticipated. Our forecasts assume NPL ratios would stabilise near current 

levels that are an all-time low for commercial banks and a stable 1% gross NPL ratio for HDFC. Should 

NPL ratios rise above our forecasts it could lead to an increase in provisions and a consequent stress on 

profitability. 
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Disclosure appendix 
Stock ratings and basis for financial analysis 
HSBC believes that institutional investors utilise various disciplines and investment horizons when making investment 
decisions, which depend largely on individual circumstances such as the investor's existing holdings, risk tolerance and other 
considerations. Given these differences, HSBC has two principal aims in its equity research: 1) to identify long-term investment 
opportunities based on particular themes or ideas that may affect the future earnings or cash flows of companies on a 2-year time 
horizon; and 2) from time to time to identify short-term investment opportunities that are derived from fundamental, 
quantitative, technical or event-driven techniques on a 0-3 month time horizon and which may differ from our long-term 
investment rating. HSBC has assigned ratings for its long-term investment opportunities as described below. 

This report addresses only the long-term investment opportunities of the companies referred to in the report. As and when 
HSBC publishes a short-term trading idea the stocks to which these relate are identified on the website. Details of these short-
term investment opportunities can be found under the Reports section of this website. 

HSBC's Sector and Companies research is designed for, and should only be utilised by, institutional investors. Furthermore, 
HSBC believes an investor’s decision to buy or sell a stock should depend on individual circumstances such as the investor’s 
existing holdings and other considerations. Different securities firms use a variety of ratings terms as well as different rating 
systems to describe their recommendations. Investors should carefully read the definitions of the ratings used in each research 
report. In addition, because research reports contain more complete information concerning the analysts’ views, investors 
should carefully read the entire research report and should not infer its contents from the rating. In any case, ratings should not 
be used or relied on in isolation as investment advice. 

Rating definitions for long-term investment opportunities 

Stock (vs Global sector universe of companies under coverage by sector team) 

 Overweight (Buy) 

 Neutral (Hold) 

 Underweight (Sell) 

HSBC assigns ratings to its stocks in this sector on the following basis: 

For companies covered on a sector basis, we apply a ratings structure which ranks the stocks according to their notional target 
price vs current market price and then categorises (approximately) the top 40% as Overweight, the next 40% as Neutral and the 
last 20% as Underweight. The performance horizon is 2 years. The notional target price is defined as the mid-point of the 
analysts’ valuation for a stock. 

Prior to 15 November 2004, HSBC's ratings system was based upon a two-stage recommendation structure: a combination of 
the analysts' view on the stock relative to its sector and the sector call relative to the market, together giving a view on the 
stock relative to the market. The sector call was the responsibility of the strategy team, set in co-operation with the analysts. 
For other companies, HSBC showed a recommendation relative to the market. The performance horizon was 6-12 months. The 
target price was the level the stock should have traded at if the market accepted the analysts' view of the stock. 

From 15 November 2004 to 7 June 2005, HSBC carried no ratings and concentrated on long-term thematic reports which 
identified themes and trends in industries, but did not make a conclusion as to the investment action that potential investors 
should take. 
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HDFC share price performance INR vs HSBC rating history 

 

 

Source: HSBC 

ICICI Bank share price performance INR vs HSBC rating history

 

 

Source: HSBC 

Rating distribution for long-term investment opportunities 
As of Wednesday, August 02, 2006, the distribution of all ratings published is as follows: 

Overweight/Buy 47% (18% of these provided with Investment Banking Services) 

Neutral/Hold 39% (18% of these provided with Investment Banking Services) 

Underweight/Sell 14% (17% of these provided with Investment Banking Services) 

Share price and rating changes for long-term investment opportunities 
 

Rating & price target history 

From To Date 

Add N/R 15 November 2004 
N/R Underweight 01 July 2005 
Underweight Neutral 10 April 2006 
Neutral Overweight 26 June 2006 

Target price Value Date 

Price 1 650.00 07 January 2004 
Price 2 680.00 11 May 2004 
Price 3 N/R 15 November 2004 
Price 4 912.71 01 July 2005 
Price 5 1384.00 11 April 2006 
Price 6 1351.00 26 June 2006 
Source: HSBC 

 

 

Rating & price target history 

From To Date 

Add Hold 07 January 2004 
Hold Buy 01 June 2004 
Buy N/R 15 November 2004 
N/R Overweight 01 July 2005 

Target price Value Date 

Price 1 225.00 01 October 2003 
Price 2 250.00 21 November 2003 
Price 3 275.00 28 November 2003 
Price 4 300.00 07 January 2004 
Price 5 350.00 11 February 2004 
Price 6 300.00 14 May 2004 
Price 7 285.00 01 June 2004 
Price 8 N/R 15 November 2004 
Price 9 518.44 01 July 2005 
Price 10 695.00 11 April 2006 
Source: HSBC 
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State bank of India share price performance INR vs HSBC rating history

 

 

Source: HSBC 

 

Rating & price target history 

From To Date 

Buy N/R 15 November 2004 
N/R Overweight 01 July 2005 
   

Target price Value Date 

Price 1 500.00 01 October 2003 
Price 2 600.00 05 December 2003 
Price 3 660.00 07 January 2004 
Price 4 750.00 06 April 2004 
Price 5 610.00 31 May 2004 
Price 6 N/R 15 November 2004 
Price 7 966.89 01 July 2005 
Price 8 1134.00 11 April 2006 
Price 9 1102.00 30 May 2006 
Price 10 1092.00 28 July 2006 
Source: HSBC 

 

 

Issuer & Analyst disclosures 
 
Disclosure checklist 

Company Ticker Recent price Disclosure

HDFC HDFC.BO 1194.15 3, 6, 7, 9
ICICI Bank ICBK.BO 549.65 3, 4, 6, 7, 9
State Bank of India SBI.NS 811.75 2, 3, 6, 7, 9

Source: HSBC 

1. HSBC* has managed or co-managed a public offering of securities for this company within the past 12 months. 
2. HSBC expects to receive or intends to seek compensation for investment banking services from this company in the next 3 

months. 
3. At the time of publication of this report, HSBC is a market maker in securities issued by this company. 
4. As of Friday, June 30, 2006, HSBC beneficially owned 1% or more of a class of common equity securities of this 

company. 
5. As of Friday, June 30, 2006, this company was a client of HSBC or had during the 12-month period preceding the 

publication of this report been a client of and/or paid compensation to HSBC in respect of investment banking services. 
6. As of Friday, June 30, 2006, this company was a client of HSBC or had during the 12-month period preceding the 

publication of this report been a client of and/or paid compensation to HSBC in respect of non-investment banking-
securities related services. 

7. As of Friday, June 30, 2006, this company was a client of HSBC or had during the 12-month period preceding the 
publication of this report been a client of and/or paid compensation to HSBC in respect of non-securities services. 

8. The analyst/s who wrote this report received compensation from this company in the past 12 months. 
9. The analyst/s who wrote this report or a member of his/her household has a financial interest in the securities of this 

company, as detailed below. 
10. The analyst/s who wrote this report or a member of his/her household is an officer, director or supervisory board member 

of this company, as detailed below. 

Anand Shanbhag has a long position in the shares of HDFC, ICICI Bank and State Bank of India.  
 
Analysts are paid in part by reference to the profitability of HSBC which includes investment banking revenues. 
For disclosures in respect of any company other than the primary subject(s) of this research, please see the most recently 
published report on that company available at www.hsbcnet.com/research. 

                                                        
* HSBC legal entities listed on page 9 
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The research analyst(s) identified in this report certifies(y) that the views expressed herein accurately reflect the research 
analyst's(s') personal views about the subject security(ies) and issuer(s) and that no part of his/her/their compensation was, is or 
will be directly or indirectly related to the specific recommendation(s) or views contained in this research report. 

Additional disclosures 
1. This report is dated as at 2 August 2006. 
2. All market data included in this report is dated as at close 1 August 2006, unless otherwise indicated in the report.  
3. HSBC has procedures in place to identify and manage any potential conflicts of interest that arise in connection with its 

Research business. HSBC's analysts and its other staff who are involved in the preparation and dissemination of Research 
operate and have a management reporting line independent of HSBC's Investment Banking business. Chinese Wall 
procedures are in place between the Investment Banking and Research businesses to ensure that any confidential and/or 
price sensitive information is handled in an appropriate manner. 
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Disclaimer 
*Legal entities as at 23 November 2005 
HSBC Bank Middle East Limited, Dubai; The Hongkong and Shanghai Banking Corporation 
Limited, Hong Kong; HSBC Securities (Asia) Limited, Taipei Branch; HSBC Securities (Canada) 
Inc, Toronto; HSBC Securities (France), Paris; HSBC Trinkaus & Burkhardt KGaA, Dusseldorf; 
HSBC Securities and Capital Markets (India) Private Limited, Mumbai; HSBC Securities (Japan) 
Limited, Tokyo; HSBC Securities Egypt S.A.E., Cairo; HSBC Investment Bank Asia Limited, 
Beijing Representative Office; HSBC Securities Polska S.A., Warsaw; The Hongkong and 
Shanghai Banking Corporation Limited Singapore branch; HSBC Securities (South Africa) (Pty) 
Ltd, Johannesburg; HSBC Pantelakis Securities S.A., Athens; HSBC Bank plc, London, Madrid, 
Milan, Stockholm, Tel Aviv, HSBC Securities (USA) Inc, New York; HSBC Yatirim Menkul 
Degerler A.S., Istanbul; HSBC Stockbroking (Australia) Pty Limited. 

 Issuer of report 
HSBC Securities and Capital 
Markets (India) Private Limited 
Registered Office 
52/60 Mahatma Gandhi Road 
Fort, Mumbai 400 001, India 
Telephone: +91 22 2267 4921 
Fax: +91 22 2263 1983 
Website: www.hsbcnet.com/research 

This document has been issued by HSBC Securities and Capital Markets (India) Private Limited ("HSBC") for the information of its customers 
only. HSBC Securities and Capital Markets (India) Private Limited is regulated by the Securities and Exchange Board of India. If it is received by a 
customer of an affiliate of HSBC, its provision to the recipient is subject to the terms of business in place between the recipient and such affiliate. 
This document is not and should not be construed as an offer to sell or the solicitation of an offer to purchase or subscribe for any investment. HSBC 
has based this document on information obtained from sources it believes to be reliable but which it has not independently verified; HSBC makes no 
guarantee, representation or warranty and accepts no responsibility or liability as to its accuracy or completeness. Expressions of opinion are those of 
the Research Division of HSBC only and are subject to change without notice. HSBC and its affiliates and/or their officers, directors and employees 
may have positions in any securities mentioned in this document (or in any related investment) and may from time to time add to or dispose of any 
such securities (or investment). HSBC and its affiliates may act as market maker or have assumed an underwriting commitment in the securities of 
companies discussed in this document (or in related investments), may sell them to or buy them from customers on a principal basis and may also 
perform or seek to perform investment banking or underwriting services for or relating to those companies and may also be represented in the 
supervisory board or any other committee of those companies. The information and opinions contained within the research reports are based upon 
publicly available information and rates of taxation applicable at the time of publication which are subject to change from time to time. Past 
performance is not necessarily a guide to future performance. The value of any investment or income may go down as well as up and you may not 
get back the full amount invested. Where an investment is denominated in a currency other than the local currency of the recipient of the research 
report, changes in the exchange rates may have an adverse effect on the value, price or income of that investment. In case of investments for which 
there is no recognised market it may be difficult for investors to sell their investments or to obtain reliable information about its value or the extent of 
the risk to which it is exposed. In the UK this report may only be distributed to persons of a kind described in Article 19(5) of the Financial Services 
and Markets Act 2000 (Financial Promotion) Order 2001. The protections afforded by the UK regulatory regime are available only to those dealing 
with a representative of HSBC Bank plc in the UK. It may be distributed in the United States solely to "major US institutional investors" (as defined 
in Rule 15a-6 of the US Securities Exchange Act of 1934 (as amended)); such recipients should note that any transactions effected on their behalf 
will be undertaken through HSBC Securities (USA) Inc. in the United States. Note, however, that HSBC Securities (USA) Inc. is not distributing 
this report, has not contributed to or participated in its preparation, and does not take responsibility for its contents. In Australia, this publication has 
been distributed by HSBC Stockbroking (Australia) Pty Limited (ABN 60 007 114 605) for the general information of its “wholesale” customers (as 
defined in the Corporations Act 2001). It makes no representations that the products or services mentioned in this document are available to persons 
in Australia or are necessarily suitable for any particular person or appropriate in accordance with local law. No consideration has been given to the 
particular investment objectives, financial situation or particular needs of any recipient. In Japan, this publication has been distributed by HSBC 
Securities (Japan) Limited. In Hong Kong, this document has been distributed by The Hongkong and Shanghai Banking Corporation Limited in the 
conduct of its Hong Kong regulated business for the information of its institutional and professional customers; it is not intended for and should not 
be distributed to retail customers. The Hongkong and Shanghai Banking Corporation Limited makes no representations that the products or services 
mentioned in this document are available to persons in Hong Kong or are necessarily suitable for any particular person or appropriate in accordance 
with local law. All inquiries by such recipients must be directed to The Hongkong and Shanghai Banking Corporation Limited. (121105) 
© Copyright. HSBC Securities and Capital Markets (India) Private Limited 2006, ALL RIGHTS RESERVED. No part of this publication may be 
reproduced, stored in a retrieval system, or transmitted, on any form or by any means, electronic, mechanical, photocopying, recording, or otherwise, 
without the prior written permission of HSBC Securities and Capital Markets (India) Private Limited. (March 2005) MICA (P) 185/08/2005 
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