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PAT grew ~8.5% YoY to Rs5.8b (5% higher than our estimate), led by robust NII growth of 48% YoY (9% higher than our

estimate). Continued NIM improvement (9bp QoQ) and strong CASA were key positives. Higher slippages of Rs7.7b

(annualized slippage ratio of 2.6%) and continued moderation in fee income is disappointing. Key highlights are:

 NII grew 48% YoY and 5% QoQ led by 67bp YoY and 9bp QoQ improvement in NIM to 3.44%. Adjusted for one-offs

in 2QFY11, NIM improved 23bp QoQ. Higher yield on loans (up 43bp QoQ) negated the impact of rising cost of

deposits (up 12bp QoQ). Management guided margins of 3.25% for FY11.

 CASA ratio improved ~60bp QoQ to 33.3%. CASA grew 27% YoY and 7% QoQ, led by strong growth in savings

deposits (33% YoY and 10.4% QoQ). Current deposits grew 12% YoY but declined ~2.5% QoQ. Management

targets CASA ratio of 35% for FY12.

 Loans grew ~26% YoY and ~6% QoQ (in line with industry) to Rs1.34t. For FY11, management targets loan growth

of 25%, implying a sequential growth of ~14% in 4QFY11.

 Addition to GNPA was higher than expected at Rs7.7b (annualized slippage ratio of 2.6%). High write-offs (Rs4.5b v/

s Rs1.5b in 2QFY11) and recoveries (Rs2.6b v/s Rs1.9b in 2QFY11) resulted in stable GNPA QoQ on reported basis.

One large account of Rs2b slipped into NPA during the quarter. Management has guided to bring down GNPA ratio to

2.4% by the end of FY11 v/s 2.7% in 3QFY11.

 The bank has maintained its earlier guidance of Rs24b towards second pension option (to be amortized over five

years) and of Rs2.5b towards gratuity (to be fully provided in FY11). During the quarter, it has provided Rs1.2b

(Rs3.6b till 9MFY11) towards second pension option and Rs635m towards gratuity (Rs1.9b provided till 9MFY11).

Valuation and view: We expect the bank to report EPS of Rs41 in FY11, Rs51 in FY12 and Rs62 in FY13. BV is

expected to be Rs248 in FY12 and Rs298 in FY13. The stock trades at 1.4x FY12E BV and 1.1x FY13E BV. Maintain

Buy with a target price of Rs450 (1.5x FY13E BV).
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Asset quality disappoints once again

On a reported basis, GNPA increased by 2% QoQ to Rs36b in absolute terms but declined
marginally to 2.7% from 2.8% in 2QFY11 in percentage terms. NNPA remained stable
QoQ in percentage terms. PCR including technical write-offs was stable QoQ at ~70%.
Addition to GNPA remained high at Rs7.7b (annualized slippage ratio of 2.6%). However
higher deductions by way of write-offs (Rs4.5b v/s Rs1.5b in 2QFY11) and recoveries
(Rs2.6b v/s Rs1.9b in 2QFY11) resulted in stable GNPA QoQ.

Outstanding restructured loans stood at Rs52.5b (3.9% of the loan book, facility-wise), of
which Rs2.2b slipped during the quarter (cumulatively ~18% of the restructured loan book
has slipped in to NPA). During the quarter, fresh restructured loans stood at Rs1.4b.
Management has guided for lower slippages in 4QFY11 and expects to contain GNPA
ratio at 2.4-2.5% as at end-FY11 v/s 2.7% in 3QFY11. For FY12, management has guided
slippage ratio of ~1.3% and credit cost to decline to 0.5% (v/s 1.14% for 9MFY11).
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NIM improved sharply by 23bp (adjusted) QoQ, a positive surprise

NII grew 48% YoY and 5% QoQ to Rs16.2b; adjusted for one-offs in 2QFY11, NII
growth was higher at ~10% QoQ. Reported margins improved 67bp YoY and 9bp QoQ to
3.44% (whereas adjusted margins improved by 23bp) - a positive surprise. YoL improved
43bp QoQ while cost of deposits was up by merely 12bp QoQ, driving NIM expansion.
With increase in cost of deposits, management expects margins to compress in 4QFY11,
and has guided NIM of 3.25% for FY11 (implying 4QFY11 margin of 3.1%). The current
guidance is very conservative in our view and positive surprise is likely.

Loan growth in line with industry trend

Loans grew ~25.6% YoY and ~6% QoQ (in line with the industry) to Rs1.34t, while
deposits grew 23.5% YoY and 5% QoQ to ~Rs1.9t. Management targets loan growth of
25% in FY11, implying a sequential growth of ~14% in 4QFY11. CD ratio improved 50bp
QoQ to 71.6% in 3QFY11. The bank continues to carry some excess liquidity in its book,
which would provide some cushion to NIM in a rising interest rate environment. CASA
ratio improved ~60bp QoQ to 33.3%. CASA grew 27% YoY and 7% QoQ, led by robust
growth in savings deposits (33% YoY and 10.4% QoQ). Current deposits grew 12% YoY
but declined ~2.5% QoQ. Management expects to improve CASA ratio by 100-200bp by
FY12.

Fee income performance remains disappointing

Non-interest income grew 12% YoY but declined 3% QoQ (due to lower trading gains).
Core fee income growth remained muted QoQ and grew 7% YoY. Trading gains were
Rs1.1b (flat YoY) v/s Rs1.9b in 2QFY11. Recoveries during the quarter were Rs310m v/
s Rs440m in 2QFY11 and Rs370m in 2QFY10. Although fee income growth has moderated
over the period, management expects it to grow ~15% for FY11, driven by traction in loan
growth.

Guidance towards estimated pension remains unchanged

Management has maintained its earlier guidance of Rs24b towards second pension option
(to be amortized over five years) and Rs2.5b towards gratuity. During the quarter, the
bank provided Rs1.2b (Rs3.6b provided till 9MFY11) towards second pension option and
Rs635m towards gratuity (total liability of Rs2.5b to be provided in FY11, Rs1.9b provided
till 9MFY11). Operating expenses grew 38% YoY, but declined 7% QoQ to Rs8.5b.
Employee expenses declined 12% QoQ, as bulk of provision towards second pension and
gratuity related liability was provided in 2QFY11. Cost to income ratio declined to 42.4%
v/s 49.2% in 2QFY11 and 43.2% in 3QFY10.

Valuation and view

While the margin performance remains impressive, continued negative surprises on asset
quality and fee income are likely to remain overhangs for stock performance. We model
15bp decline in NIM in FY12; operating leverage (no gratuity provision in FY12) and fall
in credit cost will help the bank to report ~22% profit growth in FY12/13. We estimate
22% EPS CAGR over FY11-13. RoA is likely to be ~1% and RoE 22-23% over FY11-13.
We expect the bank to report EPS of Rs41 in FY11, Rs51 in FY12 and Rs62 in FY13. BV
is expected to be Rs248 in FY12 and Rs298 in FY13. The stock trades at 1.4x FY12E BV
and 1.1x FY13E BV. Maintain Buy with a target price of Rs450 (1.5x FY13E BV).
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Business growth in line with industry trend

Trend in CASA ratio (%)

NIM improves QoQ (%)

Source: Company/MOSL
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Trend in asset quality

Higher slippages during the quarter

Source: Company/MOSL
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Comparative valuations
UBI BoB BoI

P/E (x) FY11E 8.2 8.4 9.1

FY12E 6.7 7.2 7.3

P/BV (x) FY11E 1.6 1.9 1.6

FY12E 1.4 1.6 1.4

RoE (%) FY11E 21.7 24.4 19.5

FY12E 22.3 23.5 20.6

RoA (%) FY11E 1.0 1.2 0.9

FY12E 1.0 1.2 0.9

Shareholding pattern (%)
Dec-10 Sep-10 Dec-09

Promoter 55.4 55.4 55.4

Domestic Inst 11.9 11.9 13.5

Foreign 16.8 18.6 16.2

Others 15.8 14.1 14.9

Union Bank of India: an investment profile

Stock performance (1 year)

EPS: MOSt forecast v/s consensus (Rs)
Most Consensus Variation

Forecast Forecast (%)

FY11 41.4 37.8 9.6

FY12 50.7 45.2 12.1

Target Price and Recommendation
Current Target  Upside Reco.

Price (Rs) Price (Rs)  (%)

338 450 33.2 Buy

Company description

Union Bank (UNBK) is a state-owned bank, with a total
business of over Rs304b. The government currently holds
55.4% in the bank. UNBK has a pan-India presence, with
higher concentration in the western region. It has over 2,993
branches and 2,500+ ATMs in India. All the branches are
on the CBS platform.

Key investment arguments

 With improvement in CD ratio, improvement in CASA
ratio and increased focus on high yielding SME and
retail loans, we expect NIM to improve 60bp (calculated)
in FY11 from FY10 levels of ~2.6%.

 While we model margins to decline 15bp in FY12,
operating leverage (no gratuity provision in FY12) and
fall in credit cost will help the bank to report ~22%
profit growth in FY12/13.

 Over FY07-10, fee income CAGR was 27%. However,
fee income as a percentage of average assets stands
at ~0.7% v/s ~0.9% for peers. Thus, there is
considerable scope for improvement.

Key investment risks

 While margin performance remains impressive,
continued negative surprises on asset quality and fee
income are key things to watch for.

 Delay in obtaining required capital will affect the bank's
growth plans.

Recent developments

 UNBK has increased its base rate by 50bp to 9%.

Valuation and view

 We estimate 22% EPS CAGR over FY11-13. RoA is
likely to be ~1% and RoE 22-23% over FY11-13. We
expect the bank to report EPS of Rs41 in FY11, Rs51
in FY12 and Rs62 in FY13. BV is expected to be Rs248
in FY12 and Rs298 in FY13.

 The stock trades at 1.4x FY12E BV and 1.1x FY13E
BV. Maintain Buy with a target price of Rs450 (1.5x
FY13E BV).

Sector view

 Loan growth is strong but rising inflation and increasing
interest rates are near-term headwinds for the sector.

 Our economist expects the current tightness in liquidity
to begin to ease in 4QFY11, allaying the pressure of a
significant NIM compression.

 We believe margins will compress gradually. With strong
loan growth and a high CD ratio, there is strong pricing
power with banks.

 Banks with high CASA deposits and a lower proportion
of bulk deposits will be preferred bets.

200

260

320

380

440

Jan-10 Apr-10 Jul-10 Oct-10 Jan-11

Union Bank Sensex - Rebased



Union Bank of India

24 January 2011  7

Financials and valuation
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Financials and valuation
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This report is for the personal information of the authorized recipient and does not construe to be any investment, legal or taxation advice to you. Motilal Oswal
Securities Limited (hereinafter referred as MOSt) is not soliciting any action based upon it. This report is not for public distribution and has been furnished to you solely
for your information and should not be reproduced or redistributed to any other person in any form.

The report is based upon information that we consider reliable, but we do not represent that it is accurate or complete, and it should not be relied upon such. MOSt or
any of its affiliates or employees shall not be in any way responsible for any loss or damage that may arise to any person from any inadvertent error in the
information contained in this report. MOSt or any of its affiliates or employees do not provide, at any time, any express or implied warranty of any kind, regarding
any matter pertaining to this report, including without limitation the implied warranties of merchantability, fitness for a particular purpose, and non-infringement. The
recipients of this report should rely on their own investigations.

MOSt and/or its affiliates and/or employees may have interests/ positions, financial or otherwise in the securities mentioned in this report. To enhance transparency,
MOSt has incorporated a Disclosure of Interest Statement in this document. This should, however, not be treated as endorsement of the views expressed in the report.

Disclosure of Interest Statement Union Bank of India
1. Analyst ownership of the stock No
2. Group/Directors ownership of the stock No
3. Broking relationship with company covered No
4. Investment Banking relationship with company covered No

This information is subject to change without any prior notice. MOSt reserves the right to make modifications and alternations to this statement as may be required
from time to time. Nevertheless, MOSt is committed to providing independent and transparent recommendations to its clients, and would be happy to provide
information in response to specific client queries.
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