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Poor Loan Spreads Underpin
Weak Results

PNB announced its F4QO06 earnings at Rs2.9 bn, down
20% YoY and 22% sequentially. The results were weak
with net interest income declining by 2% QoQ despite a
13% QoQ growth in deposits. NIMs contracted by
about 13 bps this quartermdue to a 26 bps contraction
in the loan spreads. The bank took large bond losses
(57% of its bond portfolio was in tradeable book) but
this was made up by write-back of pension expense.
This enabled the bank to report a 2% YoY growth in full
year’s earnings.

The key highlights of the results were:

Loan book grew by 24% YoY and 11% sequentially.
Retail loan book grew by 48% YoY and the share of
retail now stands at 23% vs. 19% last year. However,
loan yields declined by almost 30 bps during the
quarter resulting in sequential interest on loan growth at
5% compared to loan growth of 11%.

Net Interest Income Growth for PNB was down 2%
sequentially. This was held up by bond yields which
expanded by 16 bps during the quarter to about 8.3%
for F4Q06. However, the improvement in bond yields is
not sustainable as the bank is carrying high coupon
bonds which will come up for maturity resulting in lower
bond yields. Moreover, cost of deposits have already
started moving up (despite the increase in low cost
deposit ratio from 46.3% last year to 49% now). Hence,
weak loan yields, declining bond yields and firmer
funding cost will keep NIMs under pressure, in our
view.

Core fees were weak, declining by 2.5% YoY (on a
sequential basis they increased, but this is not
comparable due to the seasonal nature of fees
income). The other non interest income (ex core fees)
increased significantly by 36% YoY and 190%
sequentially — due to higher capital gains in our view.
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Operating expenses were a surprise, due to write-back of
pension provision — Indian banks follow the ‘current unit
method’ to calculate liabilities arising from pensions.
Since F2005, PNB has provided for pension liabilities
using ‘projected unit method’ (which is used for US
GAAP). This had resulted in additional pension provision
of Rs1.84 bn in FOMO06 (and Rs3.68 bn in F2005).
However, since the bank does not have to follow
projected unit method under Indian GAAP, it has written
back the pension expense of Rs1.84 bn taken in FOMO6.
This resulted in the sharp decline in operating expenses.

From F2007, Indian banks will have to follow projected
unit method (under Indian GAAP too). However, the
impact will not be felt on P&L as that expense could be
taken through reserves.

Loan loss provision increased but coverage
continues to reduce — LLP (as % of loans) increased to
80 bps this quarter from 40 bps last quarter. However,
coverage continued to decline indicating potential
weakening of underlying credit quality.

Significant interest rate risk remains - PNB has
transferred about Rs61.9 bn of bonds from tradeable
category to the Held to Maturity (HTM) category in the
current financial year. This will result in the bank taking
further bond losses of about Rs3 bn in F1Q07. However,
after this transfer, almost 40% of bonds continue to reside
in the tradeable book. This would impact earnings if

interest rates continue to remain strong.

N . . Company Description
We maintain our Underweight rating on the stock. (The

results table is in the next page). Punjab National Bank (PNB) is a 58% government-owned bank
operating predominantly in North India. It is the second-largest
state-owned bank in India, with a balance sheet size of US$29
billion. PNB recently completed a follow-on equity offering of
80 million shares, of which it returned 30 million shares to the
government.

Industry View: Cautious

The structural story is intact, but exposure to rising rates is a
concern. Lack of pricing power will also impact performance,
and valuations look full.

MSCI Country: India

Asia Strategist's Recommended Weight: 1.8%
MSCI Asia/Pac All Country Ex Jp Weight: 6.3%
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Exhibit 1
PNB: F4Q06 Results

Rs. Mn F4Q05 F3Q06 F4Q06 YoY QoQ
Interest on loans/bills 10798 13919 14640 35.6% 5.2%
Interest on investments 10222 10033 9640 -5.7% -3.9%
Interest on others 827 595 409 -50.6% -31.4%
Total Interest Income 21847 24548 24689 13.0% 0.6%
Interest Expense 11126 12474 12887 15.8% 3.3%
Net interest Income 10721 12074 11802 10.1% -2.3%
Core Fees 2360 1784 2300 -2.5% 28.9%
Non Interest Income (ex CEB) 1414 661 1915 35.5% 189.6%
Non-Interest income 3774 2445 4215 11.7% 72.4%
Total Income 14494 14519 16017 10.5% 10.3%
Expenditure 9225 9036 6034 -34.6% -33.2%
---Employee 6224 6814 3526 -43.4% -48.3%
---Other 3000 2222 2508 -16.4% 12.9%
Operating profit 5270 5484 9983 89.4% 82.0%
Provisions - Loan Loss 1946 695 1579 -18.9% 127.2%
Others -1419 337 4532 NA 1244.1%
Total Provisions 527 1032 6111 1059.7% 492.1%
Pre-Tax Profit 4743 4451 3871 -18.4% -13.0%
Total Tax 1137 747 985 -13.4% 31.8%
Net Profit 3606 3704 2887 -20.0% -22.1%
Loans 604130 671900 746270 23.5% 11.1%
---Retail 115890 142290 171140 A47.7% 20.3%
---Non Retall 488240 529610 575130 17.8% 8.6%
Deposits 1031670 1057490 1196850 16.0% 13.2%
Investment 506730 455672 410550 -19.0% -9.9%
Gross NPA Ratio 5.96% 4.79% 4.10%

Net NPA Ratio 0.20% 0.25% 0.29%

Coverage Ratio 96.8% 95.0% 93.0%

LLP /loans (annualized) 1.3% 0.4% 0.8%

NIM 3.90% 4.09% 3.96%

Yield on Loans 7.60% 8.43% 8.14%

Cost of Deposits 4.10% 4.35% 4.32%

Yield on Investments 8.21% 8.13% 8.29%

Loan Spread 3.50% 4.08% 3.82%

Bond Spread 4.11% 3.78% 3.97%

Source: Company data, Morgan Stanley Research
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Morgan Stanley

MadelWares

ModelWare is Morgan Stanley’s new system for helping investors and analysts to uncover value, free from
the distortions and ambiguities created by accounting data. Morgan Stanley has dissected and fundamentally
redefined the components of corporate valuation, giving clients more consistent definitions, more comparable data,
and more flexible analytic tools. ModelWare makes investment insights easier by making value more visible.

Past inconsistencies in financial reporting made it difficult to compare performance among companies and
across sectors and regions. Even within US GAAP, flexibility complicates comparisons. And accounting standards
were developed to analyze historical data, not to facilitate projections. In response, Morgan Stanley analysts spent
two years reviewing our entire coverage universe of company metrics. They defined more than 2,000 general and
industry-specific metrics that eliminated inconsistencies stemming from regional differences, historical precedents
and accounting conventions. The team applied these metrics across also all 1900+ companies we cover, and created
flexible tools and services that let analysts redefine and use the data with maximum creativity. Because ModelWare
provides complete transparency, users see every component of every calculation, to choose elements or recombine
them as they wish.

ModelWare EPS illustrates the approach. It represents ModelWare EPS as ModelWare net income divided by
average fully diluted shares outstanding. ModelWare net income sums net operating profit after tax (NOPAT), net
financial income or expense (NFE) and other income or expense. ModelWare adjusts reported net income to improve
comparability across companies, sectors and regions. Among these adjustments: We exclude goodwill amortization
and items deemed by analysts to be “one-time” events; we capitalize operating leases where their use is significant
(e.g., in transportation and retail); and we convert inventory to FIFO accounting when LIFO costing is used. For more
information on these adjustments and others, as well as additional background, please see Morgan Stanley
ModelWare (ver. 1.0): A Road Map for Investors, by Trevor Harris and team, August 2, 2004.
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Disclosure Section

The information and opinions in this report were prepared or are disseminated by Morgan Stanley Dean Witter Asia Limited (which
accepts the responsibility for its contents) and/or Morgan Stanley Dean Witter Asia (Singapore) Pte. (Registration number
1992062987, regulated by the Monetary Authority of Singapore, which accepts the responsibility for its contents), and/or Morgan
Stanley Asia (Singapore) Securities Pte Ltd (Registration number 200008434H, regulated by the Monetary Authority of Singapore,
which accepts the responsibility for its contents), and/or Morgan Stanley & Co. International Limited, Taipei Branch and/or Morgan
Stanley & Co International Limited, Seoul Branch, and/or Morgan Stanley Dean Witter Australia Limited (A.B.N. 67 003 734 576,
holder of Australian financial services license No. 233742, which accepts responsibility for its contents), and/or JIM Morgan Stanley
Securities Private Limited and their affiliates (collectively, "Morgan Stanley").

Analyst Certification

The following analysts hereby certify that their views about the companies and their securities discussed in this report are
accurately expressed and that they have not received and will not receive direct or indirect compensation in exchange for
expressing specific recommendations or views in this report: Anil Agarwal.

Unless otherwise stated, the individuals listed on the cover page of this report are research analysts.

Global Research Conflict Management Policy
This research has been published in accordance with our conflict management policy, which is available at
www.morganstanley.com/institutional/research/conflictpolicies.

Important US Regulatory Disclosures on Subject Companies

As of April 28, 2006, Morgan Stanley beneficially owned 1% or more of a class of common equity securities of the following
companies covered in this report: HDFC, HDFC Bank, ICICI Bank, IDBI, IDFC, Oriental Bank of Commerce, Punjab National Bank,
Union Bank of India, UTI Bank.

As of April 28, 2006, Morgan Stanley held a net long or short position of US$1 million or more of the debt securities of the following
issuers covered in this report (including where guarantor of the securities): ICICI Bank, IDBI.

Within the last 12 months, Morgan Stanley managed or co-managed a public offering of securities of HDFC Bank, ICICI Bank,
IDFC.

Within the last 12 months, Morgan Stanley has received compensation for investment banking services from HDFC Bank, ICICI
Bank, IDBI, IDFC, Punjab National Bank.

In the next 3 months, Morgan Stanley expects to receive or intends to seek compensation for investment banking services from
HDFC, HDFC Bank, ICICI Bank, State Bank of India.

Within the last 12 months, Morgan Stanley & Co. Incorporated has received compensation for products and services other than
investment banking services from ICICI Bank, IDBI, Kotak Mahindra Bank, State Bank of India, UTI Bank.

Within the last 12 months, Morgan Stanley has provided or is providing investment banking services to, or has an investment
banking client relationship with, the following companies covered in this report: HDFC, HDFC Bank, ICICI Bank, IDBI, IDFC, Punjab
National Bank, State Bank of India.

Within the last 12 months, Morgan Stanley has either provided or is providing non-investment banking, securities-related services to
and/or in the past has entered into an agreement to provide services or has a client relationship with the following companies
covered in this report: HDFC Bank, ICICI Bank, IDBI, IDFC, Kotak Mahindra Bank, State Bank of India, UTI Bank.

The research analysts, strategists, or research associates principally responsible for the preparation of this research report have
received compensation based upon various factors, including quality of research, investor client feedback, stock picking,
competitive factors, firm revenues and overall investment banking revenues.

Certain disclosures listed above are also for compliance with applicable regulations in non-US jurisdictions.
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STOCK RATINGS

Different securities firms use a variety of rating terms as well as different rating systems to describe their recommendations. For
example, Morgan Stanley uses a relative rating system including terms such as Overweight, Equal-weight or Underweight (see
definitions below). A rating system using terms such as buy, hold and sell is not equivalent to our rating system. Investors should
carefully read the definitions of all ratings used in each research report. In addition, since the research report contains more
complete information concerning the analyst's views, investors should carefully read the entire research report and not infer its
contents from the rating alone. In any case, ratings (or research) should not be used or relied upon as investment advice. 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.

Global Stock Ratings Distribution
(as of April 30, 2006)

For disclosure purposes only (in accordance with NASD and NYSE requirements), we include the category headings of Buy, Hold,
and Sell alongside our ratings of Overweight, Equal-weight and Underweight. Morgan Stanley does not assign ratings of Buy, Hold
or Sell to the stocks we cover. Overweight, Equal-weight, and Underweight are not the equivalent of buy, hold, and sell but
represent recommended relative weightings (see definitions below). To satisfy regulatory requirements, we correspond Overweight,
our most positive stock rating, with a buy recommendation; we correspond Equal-weight and Underweight to hold and sell
recommendations, respectively.

Coverage Universe Investment Banking Clients (IBC)
% of Total % of Rating

Stock Rating Category Count % of Total Count IBC Category
Overweight/Buy 713 36% 261 41% 37%
Equal-weight/Hold 883 45% 295 46% 33%
Underweight/Sell 367 19% 84 13% 23%
Total 1,963 640

Data include common stock and ADRs currently assigned ratings. 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. Investment Banking Clients are
companies from whom Morgan Stanley or an affiliate received investment banking compensation in the last 12 months.

Analyst Stock Ratings
Overweight (O or Over) - The stock's total return is expected to exceed the total return of the relevant country MSCI Index, on a
risk-adjusted basis over the next 12-18 months.

Equal-weight (E or Equal) - The stock’s total return is expected to be in line with the total return of the relevant country MSCI Index,
on a risk-adjusted basis over the next 12-18 months.

Underweight (U or Under) - The stock's total return is expected to be below the total return of the relevant country MSCI Index, on a
risk-adjusted basis, over the next 12-18 months.

More volatile (V) - We estimate that this stock has more than a 25% chance of a price move (up or down) of more than 25% in a
month, based on a quantitative assessment of historical data, or in the analyst's view, it is likely to become materially more volatile
over the next 1-12 months compared with the past three years. Stocks with less than one year of trading history are automatically
rated as more volatile (unless otherwise noted). We note that securities that we do not currently consider "more volatile" can still
perform in that manner.

Unless otherwise specified, the time frame for price targets included in this report is 12 to 18 months.
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Analyst Industry Views
Attractive (A): The analyst expects the performance of his or her industry coverage universe over the next 12-18 months to be
attractive vs. the relevant broad market benchmark, as indicated below.

In-Line (1): The analyst expects the performance of his or her industry coverage universe over the next 12-18 months to be in line
with the relevant broad market benchmark, as indicated below.

Cautious (C): The analyst views the performance of his or her industry coverage universe over the next 12-18 months with caution
vs. the relevant broad market benchmark, as indicated below.

Benchmarks for each region are as follows: North America - S&P 500; Latin America - relevant MSCI country index; Europe - MSCI
Europe; Japan - TOPIX; Asia - relevant MSCI country index.

Stock price charts and rating histories for companies discussed in this report are available at
www.morganstanley.com/companycharts or from your local investment representative. You may also request this
information by writing to Morgan Stanley at 1585 Broadway, (Attention: Equity Research Management), New York,
NY, 10036 USA.

Other Important Disclosures

For a discussion, if applicable, of the valuation methods used to determine the price targets included in this summary
and the risks related to achieving these targets, please refer to the latest relevant published research on these stocks.
Research is available through your sales representative or on Client Link at www.morganstanley.com and other
electronic systems.

This report does not provide individually tailored investment advice. It has been prepared without regard to the
individual financial circumstances and objectives of persons who receive it. The securities discussed in this report
may not be suitable for all investors. Morgan Stanley recommends that investors independently evaluate particular
investments and strategies, and encourages investors to seek the advice of a financial adviser. The appropriateness
of a particular investment or strategy will depend on an investor's individual circumstances and objectives. The
securities, instruments, or strategies discussed in this report may not be suitable for all investors, and certain investors
may not be eligible to purchase or participate in some or all of them.

This report is not an offer to buy or sell or the solicitation of an offer to buy or sell any security or to participate in any
particular trading strategy. The "Important US Regulatory Disclosures on Subject Companies" section lists all
companies mentioned in this report where Morgan Stanley owns 1% or more of a class of common securities of the
companies. For all other companies mentioned in this report, Morgan Stanley may have an investment of less than
1% in securities or derivatives of securities of companies mentioned in this report, and may trade them in ways
different from those discussed in this report. Employees of Morgan Stanley not involved in the preparation of this
report may have investments in securities or derivatives of securities of companies mentioned in this report, and may
trade them in ways different from those discussed in this report. Derivatives may be issued by Morgan Stanley or
associated persons.

Morgan Stanley & Co. Incorporated and its affiliate companies do business that relates to companies covered in its
research reports, including market making and specialized trading, risk arbitrage and other proprietary trading, fund
management, investment services and investment banking. Morgan Stanley sells to and buys from customers the
securities/instruments of companies covered in its research reports on a principal basis.

With the exception of information regarding Morgan Stanley, reports prepared by Morgan Stanley research personnel
are based on public information. Morgan Stanley makes every effort to use reliable, comprehensive information, but
we make no representation that it is accurate or complete. We have no obligation to tell you when opinions or
information in this report change apart from when we intend to discontinue research coverage of a subject company.
Facts and views presented in this report have not been reviewed by, and may not reflect information known to,
professionals in other Morgan Stanley business areas, including investment banking personnel.

Morgan Stanley research personnel conduct site visits from time to time but are prohibited from accepting payment or
reimbursement by the company of travel expenses for such visits.
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The value of and income from your investments may vary because of changes in interest rates or foreign exchange
rates, securities prices or market indexes, operational or financial conditions of companies or other factors. There
may be time limitations on the exercise of options or other rights in your securities transactions. Past performance is
not necessarily a guide to future performance. Estimates of future performance are based on assumptions that may
not be realized. Unless otherwise stated, the cover page provides the closing price on the primary exchange for the
subject company's securities.

To our readers in Taiwan: Information on securities that trade in Taiwan is distributed by Morgan Stanley & Co.
International Limited, Taipei Branch (the "Branch"). Such information is for your reference only. The reader should
independently evaluate the investment risks and is solely responsible for their investment decisions. This publication
may not be distributed to the public media or quoted or used by the public media without the express written consent
of Morgan Stanley. Information on securities that do not trade in Taiwan is for informational purposes only and is not
to be construed as a recommendation or a solicitation to trade in such securities. The Branch may not execute
transactions for clients in these securities.

To our readers in Hong Kong: Information is distributed in Hong Kong by and on behalf of, and is attributable to,
Morgan Stanley Dean Witter Asia Limited as part of its regulated activities in Hong Kong. If you have any queries
concerning this publication, please contact our Hong Kong sales representatives.

Certain information in this report was sourced by employees of the Shanghai Representative Office of Morgan Stanley
Dean Witter Asia Limited for the use of Morgan Stanley Dean Witter Asia Limited.

This publication is disseminated in Japan by Morgan Stanley Japan Securities Co., Ltd.; in Hong Kong by Morgan
Stanley Dean Witter Asia Limited (which accepts responsibility for its contents); in Singapore by Morgan Stanley Dean
Witter Asia (Singapore) Pte. (Registration number 199206298Z) and/or Morgan Stanley Asia (Singapore) Securities
Pte Ltd (Registration number 200008434H), regulated by the Monetary Authority of Singapore, which accepts
responsibility for its contents; in Australia by Morgan Stanley Dean Witter Australia Limited A.B.N. 67 003 734 576,
holder of Australian financial services licence No. 233742, which accepts responsibility for its contents; in Korea by
Morgan Stanley & Co International Limited, Seoul Branch; in India by JM Morgan Stanley Securities Private Limited; in
Canada by Morgan Stanley Canada Limited, which has approved of, and has agreed to take responsibility for, the
contents of this publication in Canada; in Germany by Morgan Stanley Bank AG, Frankfurt am Main, regulated by
Bundesanstalt fuer Finanzdienstleistungsaufsicht (BaFin); in Spain by Morgan Stanley, S.V., S.A., a Morgan Stanley
group company, which is supervised by the Spanish Securities Markets Commission (CNMV) and states that this
document has been written and distributed in accordance with the rules of conduct applicable to financial research as
established under Spanish regulations; in the United States by Morgan Stanley & Co. Incorporated and Morgan
Stanley DW Inc., which accept responsibility for its contents. Morgan Stanley & Co. International Limited, authorized
and regulated by Financial Services Authority, disseminates in the UK research that it has prepared, and approves
solely for the purposes of section 21 of the Financial Services and Markets Act 2000, research which has been
prepared by any of its affiliates. Private U.K. investors should obtain the advice of their Morgan Stanley & Co.
International Limited representative about the investments concerned. In Australia, this report, and any access to it, is
intended only for "wholesale clients" within the meaning of the Australian Corporations Act.

The trademarks and service marks contained herein are the property of their respective owners. Third-party data
providers make no warranties or representations of any kind relating to the accuracy, completeness, or timeliness of
the data they provide and shall not have liability for any damages of any kind relating to such data. The Global
Industry Classification Standard ("GICS") was developed by and is the exclusive property of MSCI and S&P.

Morgan Stanley has based its projections, opinions, forecasts and trading strategies regarding the MSCI Country
Index Series solely on publicly available information. MSCI has not reviewed, approved or endorsed the projections,
opinions, forecasts and trading strategies contained herein. Morgan Stanley has no influence on or control over
MSCI's index compilation decisions.

This report or any portion hereof may not be reprinted, sold or redistributed without the written consent of Morgan
Stanley.

Morgan Stanley research is disseminated and available primarily electronically, and, in some cases, in printed form.

Additional information on recommended securities is available on request.
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Company (Ticker)

Rating (as of) Price (05/18/2006)

Anil Agarwal

Canara Bank (CNBK.BO)
Corporation Bank (CRBK.BO)
HDFC (HDFC.BO)

HDFC Bank (HDBK.BO)

ICICI Bank (ICBK.BO)

IDBI (IDBI.BO)

IDFC (IDFC.BO)

Kotak Mahindra Bank (KTKM.BO)
Oriental Bank of Commerce
(ORBC.BO)

Punjab National Bank (PNBK.BO)

State Bank of India (SBI.BO)
UTI Bank (UTBK.BO)
Union Bank of India (UNBK.BO)

U (06/03/2005) Rs240.30
U (05/16/2003) Rs319.05
E (04/08/2004) Rs1289.35
O (04/04/2006) Rs818.00
E (04/04/2006) Rs591.55
U (10/21/2005) Rs80.45
0O-V (09/16/2005) Rs64.95
E (04/24/2006) Rs330.80
U (06/09/2004) Rs236.50
Underweight Rs448.25
(05/05/2005)
U (11/19/2004) Rs908.00
E (07/15/2005) Rs325.25
O (05/15/2006) Rs118.15
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