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Banking stocks – Back in the black
It has been a roller-coaster ride for most bank stocks as they remained at the mercy of global interest rate
dynamics, a tightrope walk to manage margins, and negative sentiment created out of confusion over
rollback of PLR hikes (this was especially for PSB’s). After a dull phase, bank stocks are back in the black
and on a high. In this note, we take a brief note of the changes that have triggered a sustained interest in
banking stocks.

To generalize our discussion and put it in a nutshell, we certainly acknowledge that banks face interest rate
risk, something that cannot be permanently eliminated from the books. To be specific, we would say the
rates are not such monstrous powder kegs that would blow up the bottom lines of banks and the impact
that it shall have on their profitability should not be exaggerated. For the moment, the happy twist in the
banking story is this – a win-win situation arising out of falling yields and rising interest rates!

The quarter in perspective

The interest in banking stocks returns
Bank stocks have witnessed a sweeping rally for over a month now. After remaining underperformers
for over an year, they corrected to historic 52-week lows. As PSB’s became cheaper than their FY07E
adjusted book and the private sector bank's corrected significantly, bank stocks seemed to have lost
all the sheen. A lot of negatives worked collectively on banks; a brief chronology of some events…

May 22: Stocks take a beating as the Sensex plummets 1,000 points; a notorious CBDT circular on
taxation of FIIs’ capital gains sends markets in a tizzy.

June 5: RBI announces an untimely reverse repo rate hike of 25bps.

June 6: Fed chief Ben Bernanke talks tough on inflation, states core inflation to be ‘above the upper
end of the range that many economists… would consider consistent with price stability and the
promotion of maximum long-run growth’.

July 25: RBI announces another rate hike, raises reverse repo rate by 25bps. The central bank
repeats it’s concerns on an overheated economy and the need to arrest inflation in 5-5.5% range
considered tolerable.

June 29: Fed raises the target Fed Funds Rate by 25bps to 5.25%.

August 05: FM asks banks to reconsider their PLR hikes and ratify it from their respective boards.

The interest in banking stocks returned after bank boards decided to stick to the PLR hikes with the
exception of only OBC, which decided to partially roll back the rate hike. It was sustained as positive
news continued to flow in with indications from Fed that there might be a pause in rate hike. Ample
liquidity in the system and a mellowed inflation led to positive sentiment in the bond markets and
yields that had climbed up to 8.39% started moving down. This gave continued strength to rally in
banking stocks, which on earlier count had turned negative owing to hardening yields. Many banks
after carrying out transfers to HTM this year stood hedged for yield levels in the range of 8-8.1%.
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Figure 1: Inflation and Yield

Source: MOSPI and IDBI Capital Fixed Income Research
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Credit growth has remained strong, earnings may see revision going forward
The credit growth so far in the year has remained strong. The total growth in credit YTD has been Rs.1,004bn against
Rs.755bn for the same period in FY06. Dropping yields has surely resulted in wiping out losses in investment book
caused earlier because of their hardening. The forecasted earnings might therefore see revision going forward because
of higher interest income and lesser MTM provisions. Therefore, Q2FY07 results should provide interesting cues in this
regard.

In the meanwhile we advise caution as dormant negative triggers exist
It appears that the prevailing positive sentiment may push the rally in banking stocks further. There still seems some
steam left and a continuation of this rally should not surprise us. The positive sentiment should continue to build up so
long as macroeconomic data does not prompt hawkish statements on inflation and interest rates from regulatory quarters.

Though the current valuations of bank stocks look justified, the fact that these stocks have risen more on sentiment should
not be overlooked. As said earlier in the discussion, a key sentiment driver has been the softening yields on 10-yr paper,
which after testing 8.39% levels kept declining on back of favorable news flow in that hinted at a pause in policy rate hike
by the central bank. Hence, an uptick in yield movement might prove to be a sentiment dampener for banking stocks.
However, we think such a correction shall be a good opportunity to enter selective banking stocks.
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What do we expect in Q2FY07?
We labeled the PNB story as a margin story in our coverage report. We expect to see strong margins
being maintained once again for two reasons – PNB has a good track record in posting strong
margins in hostile rate scenarios because of its low cost deposit franchise and two, the MTM provisions
can be nil to negative. This should lead to better reported earnings.

We change our recommendation from ‘Buy’ to ‘Accumulate’ for PNB
We have remained bullish on banks and in the light of emerging positives, continue to remain optimistic
on the performance of banks going forward. We hold similar opinion on PNB. However, the change in
our recommendation on PNB only reflects the fact that the stock is fairly valued based on our estimates
and valuation model. Post Q2FY07 results, there might be a room for upgradation in estimates and
thus a still higher price target.

Does PNB still look attractive?
Our target price of Rs.487 on PNB was achieved on September 13, a month after we initiated coverage
on PNB (PNB - ‘Marginally Stronger’, August 8). The target price was based on the P/ABV multiple
calculated from RoE-g/CoE-g model. Our CoE calculation had assumed a risk-free rate of 8.3%. The
17.9% FY07E RoE was arrived after factoring in a worst-case scenario of 9% yield, a further 70bps
rise in yield prevailing at that time and the MTM loss that it would warrant. In other words, despite the
loss that PNB would book because of hardening yields, we projected the bank would give a 17.9%
return on equity and grow it’s ABV per share 16.8% in FY07. We arrived at a P/ABV multiple of 1.5x
to determine the target price for the stock.

In our foregoing discussion, we discussed the possibility of a pause in rate hike in India till December.
Hence, without changing the risk premium, we made some changes to the CoE by altering the risk
free rate to reflect the changes that have taken place in the period. We take risk free rate as 7.7%
against 8.3% earlier. The change to CoE is -60bps, from 14% we now assume it as 13.4%. The
resultant RoE-g/CoE-g ratio is higher at 1.59x. Since we are not making any changes to our estimates,
at the earlier estimated ABV for FY07, we find PNB can command a price of Rs.518. This is 6.3%
higher than our earlier target price of Rs.487. The CMP Rs.525 is again well above our new price
target of Rs.518.
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Stock vs Relative to Sensex

Source: Capitaline

Price (Rs.)

Rs. 525

Shareholding Pattern (%)
Promoters 57.80
FIIs/NRIs/OCBs/GDR 20.10
MFs/Banks/FIs 12.51
Non Promoter Corporate 2.69
Public & Others 6.90

Price Performance

52-week high/low Rs532/300

-1m -3m -12m
Absolute (%) 11.6 62.5 14.7
Rel to Sensex (%) 7.8 46.8 (27.4)

Key Stock Data
Sector Banking
Bloomberg/Reuters    PNB@IN/PNBK.BO
Shares o/s (m) 315.3
Market cap (Rs bn)   165.5
Market cap (US$ m)  3,618
3-m daily average vol.   200,952
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Accumulate
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PNB Relative to Sensex

Table 1: RoE-g/CoE-g model
Old Target New Target

March 07E ABV 326 326
March 08E RoE (%) 18.9 18.9
CoE (%) 14.0 13.4
g (%) 4.0 4.0
RoE-g (%) 14.9 14.9
CoE-g (%) 10.0 9.4
P/ABV (x) (RoE-g)/(CoE-g) 1.5 1.6
Prevailing Market Price (Rs.) 396 525
Target Price (Rs.) 487 518

Upside expected (%) 23 (1)

Source: IDBI Capital Market Services
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Financial summary

Profit and loss account (Rs m)

Year-end: March FY04 FY05 FY06 FY07E FY08E
Interest income 77,789 84,599 95,842 113,463 137,465
Interest expended 41,550 44,531 49,174 57,475 75,305
Net interest income 36,240 40,067 46,668 55,987 62,160
YoY change (%) 11 16 20 11
Other income 18,676 16,757 12,311 10,309 13,304
       Treasury income (non-interest) 11,186 3,528 2,109 (1,224) (792)
        Fee income 7,491 13,229 10,201 11,533 14,096
Net income 54,916 56,824 58,978 66,296 75,464
YoY change (%) 3.48 3.79 12 14
Operating expenses 23,707 29,752 30,231 32,674 36,116
       Payments to employees 16,541 21,212 21,150 22,207 24,428
       Other expenses 7,167 8,540 9,082 10,467 11,688
Operating income 31,209 27,072 28,747 33,622 39,348
YoY change (%) (13) 6 17 17
Provisions and contingencies 13,514 8,016 8,409 6,670 8,159
       NPA provisions 11,940 1,680 7,247 4,685 4,930
       Other provisions 1,573 6,336 1,163 1,984 3,228
PBT 17,695 19,056 20,338 26,953 31,190
      Tax paid 6,608 4,955 5,945 8,086 9,357
      Tax rate 37 26 29 30 30
PAT 11,087 14,101 14,393 18,867 21,833
YoY change (%) 31.6 27 2 31 16

Source: Company reports; IDBI Capital Market Services

Table 2: Financial snapshot (Rs m)
Year-end: March FY04 FY05 FY06 FY07E FY08E
NII (Rs.m) 36,240 40,067 46,668 55,987 62,160
YoY (%) 0.0 10.6 16.5 20.0 11.0
NIM 4.0 3.6 4.0 4.1 3.8
EPS (Rs.) 42 45 46 60 69
YoY (%) 0.0 7.0 2.1 31.1 15.7
PE (x) 12.6 11.7 11.5 8.8 7.6
P/ABV 3.0 2.1 1.8 1.6 1.5
RoE 22.1 17.3 15.5 17.9 18.9
RoA 1.1 1.1 1.0 1.2 1.2
Source: Company report; IDBI Capital Market Services

Company Update – Punjab National Bank



5

Balance sheet (Rs m)

Year-end: March FY04 FY05 FY06 FY07E FY08E
Capital 2,653 3,153 3,153 3,153 3,153
Reserves and surplus 47,465 78,460 89,786 102,469 112,065
Networth 50,118 81,613 92,939 105,622 115,218
Deposits 879,164 1,031,669 1,196,844 1,374,156 1,647,317
       Current deposits 99,004 124,666 166,956 218,188 250,916
       Savings deposits 304,226 353,411 419,367 485,598 558,438
       Term deposits 475,934 553,592 610,522 670,371 837,963
Borrowings 12,891 27,183 44,018 45,507 47,708
Other liabilities and provisions 81,145 121,948 62,635 68,032 61,616

1,023,317 1,262,413 1,396,437 1,593,317 1,871,858
Cash and balances with RBI 67,423 94,608 207,283 199,049 213,979
Money at call and short notice 20,782 16,288 13,088 16,046 23,492
Advances 472,247 604,123 746,280 887,421 1,050,392
      Priority 218,820 264,690 334,102 404,882 447,521
      Retail 91,510 115,890 177,140 216,671 297,749
      Corporate 161,917 223,543 235,038 265,867 305,122
Investments 421,255 506,728 403,346 461,975 553,068
      G-Secs 330,750 411,966 326,405 375,359 450,418
      Equity 2,667 4,290 4,811 4,811 7,769
      Other investments 87,838 90,472 72,130 81,805 94,881
Net fixed assets 8,998 9,652 11,475 13,110 14,695
Other assets 32,612 31,014 14,964 15,716 16,231

1,023,317 1,262,414 1,396,437 1,593,317 1,871,858
Source: Company reports; IDBI Capital Market Services
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