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HDFC Bank's 3QFY11 PAT grew ~33% YoY to Rs10.9b (2% higher than our estimate). Despite higher funding costs,

NIM was stable QoQ at 4.2%. CASA ratio remained strong at ~51% (stable QoQ) and high yielding retail loans drove

overall loan growth. CASA deposits grew 21% YoY, led by 31% YoY growth in SA deposits. Asset quality improved

further, with GNPA declining 3% QoQ. PCR (ex write-offs) improved to 81% v/s 78% in 2QFY11 and restructured loans

remained stable QoQ at 30bp of standard loans.

Key highlights

 Loans grew ~1.3% QoQ and ~33% YoY for 3QFY11 to ~Rs1.6t. Few one-off wholesale loans that the bank granted

in 1HFY11 were redeemed during the quarter, impacting QoQ loan growth. Excluding these, loans grew ~6% QoQ.

Retails loans grew ~10% QoQ, led by growth across segments.

 CASA deposits grew 21% YoY (down 2% QoQ). While SA deposit growth remains strong (up 31% YoY and 3%

QoQ), CA deposits declined 8% QoQ and grew just 8% YoY. HDFC Bank had Rs30b of one-off float money as at

end-2QFY11; adjusted for this, CA deposits were flat QoQ.

 Credit cost declined to 0.74% v/s 1.17% a quarter ago and 1.5% a year ago. Of the NPA provision of Rs2.9b during

the quarter, Rs1b is ad-hoc. The bank also made separate provision of Rs1.7b, of which Rs1.2b is for MFI and

Rs0.5b is to take care of contingencies. The bank's total MFI exposure stands at 0.6% of overall loans, of which 1/

3rd is towards Andhra Pradesh.

Valuation and view: While key operating parameters would remain superior, valuations at 3.3x FY12E BV and 18.6x

FY12E EPS are at premium. We maintain Neutral rating and would review once valuations correct from current levels.
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Overall loan growth moderates QoQ; retail loans grow ~10% QoQ

Overall loan growth moderated QoQ to 1.3%, led by run down in wholesale portfolio.
Core loan growth stood at 5.7% QoQ and ~39% YoY. Even on a reported basis, loan
growth remained strong at 33%, led by retail loan growth of 36%. For FY11, management
is targeting loan growth of 28-30%, implying 4QFY11 growth of less than 3% QoQ. Retail
loans grew ~10% QoQ and 36% YoY, and growth was across segments. Growth in auto
loans (up 36% YoY and 6% QoQ), CV and CE loans (up 49% YoY and 12% QoQ), and
business banking loans (up 41% YoY and 13% QoQ) continues to be strong. Home loans
grew 20% QoQ and 42% YoY on a lower base. Home loans now constitute 6.9% of
overall portfolio.

Management expects loan growth to remain strong on the back of (1) increased focus on
medium / long tenure corporate (especially infrastructure) loans, (2) strong demand for
auto loans, (3) selective disbursement in unsecured loans like personal loans and credit
cards, (4) strong growth from rural and semi-urban areas for existing products., and (5)
continued buy-back of home loans from HDFC Limited to fulfill priority sector targets.
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NIM stable QoQ at 4.2%

NIM remained stable QoQ at 4.2% (down 10bp YoY), despite rising cost of funds. Strong
traction in CASA deposits and higher proportion of retail loans (56.5% of loans v/s 52.2%
a quarter ago) helped the bank to maintain NIM. Management expects to maintain NIM
above 4% in 4QFY11 and FY12 as well.

We expect NIM to remain stable/decline marginally from 4.2% on account of (1) strong
CASA ratio, a boon in a rising interest rate scenario, and (2) improved asset yields. CD
ratio remains elevated at 80%+ on account of higher capitalization and float money related
accounting treatment under other liabilities. Management mentioned adjusted CD ratio to
be at 76-77%.

Strong performance on CASA deposits

Deposits grew 24% YoY and declined 1.6% QoQ to Rs1.95t. Savings deposits reported
robust growth of 31% YoY and 3% QoQ, whereas CA deposits moderated with ~8%
QoQ decline and 8% YoY increase. On a YoY basis, CASA deposits grew 21% (down
2% QoQ). At end-2QFY11, the bank had one-off float money of Rs30b, adjusted for
which CA deposits were flat QoQ. Performance on CASA front is impressive, considering
rising cost of deposits. Despite a rising rate environment, the management expects to
maintain CASA ratio at 48%+ v/s 50% as at 3QFY11.

Fee income growth picks up QoQ; core C/I ratio improves

Other income grew 17% QoQ and 25% YoY to Rs11.3b on account strong growth in fee
income and higher forex income. Fee income growth was strong at 9% QoQ and 22%
YoY to Rs9.4b. On a lower base, forex income grew 40%+ QoQ and YoY to Rs2.2b
(partially helped by higher trading profits in 3QFY11). The bank booked loss on sale of
investment of Rs307m in 3QFY11 v/s trading loss of Rs521m in 2QFY11 and Rs265m in
3QFY10. Management expects fee income to grow ~18% in FY11. Cost to core income
ratio improved to 49.3% v/s 50.1% in 3QFY10 as a result of cost efficiency. Operating
expenses grew 9% QoQ and 22% YoY to Rs18.3b.

Asset quality remains among the best in the industry

GNPA declined 3% QoQ to Rs17.8b (1.11% v/s 1.16% a quarter ago and 1.63% a year
ago). NNPA declined 19% QoQ to Rs3.3b (0.2% v/s 0.3% in 2QFY11 and 0.45% in
3QFY10). Provision coverage ratio improved further to ~81% (v/s 78% a quarter ago and
72% a year ago). Lower pressure on margins and a sharp decline in credit cost will lead
to a sharp improvement in risk-adjusted margins.

Valuation and view

HDFC Bank is best placed in the current environment, with (1) CASA ratio of ~50%,
(2) strong growth outlook of 25-30%, (3) improving operating efficiency, and (4) lower
credit costs, led by best-in-class asset quality. In our view, EPS growth will be ~29%
CAGR over FY10-13 against 25% delivered over FY05-10. While we remain positive on
the bank's business, we believe valuations are rich. Over FY05-10, peak one-year forward
P/BV was 5x and average P/BV was 3.3x. While key operating parameters would remain
superior, valuations at 3.3x FY12E BV and 18.6x FY12E EPS are at premium. We maintain
our Neutral rating and would review this once valuations correct from current levels.
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Adjusted loan growth stood

at 5.7% QoQ and ~39% YoY.

For FY11, management is

targeting loan growth of 28-

30%, implying 4QFY11

growth of less than 3% QoQ

Strong loan growth across

retail loan segments

Deposit growth

moderates QoQ

Source: Company/MOSL

Loan break-up (Rs b)

1QFY10 1HFY10 9MFY10 FY10 1QFY11 1HFY11 9MFY11

Auto Loans 161 171 181 196 214 232 246

CVs 77 80 84 94 100 112 125

2Ws 18 18 17 18 19 20 22

Personal Loans 85 84 85 88 90 95 100

Credit Cards 38 38 38 38 39 42 46

LAS 7 8 8 9 10 11 12

Business Banking 122 123 127 139 144 158 179

Home loans 62 64 77 87 95 91 110

Others 42 43 43 51 49 61 62

Source: Company/MOSL

Deposit growth (%)

Trend in loan growth

CASA trend

Source: Company/MOSL

CASA deposits grew 21%

YoY (down 2% QoQ). At end-

2QFY11, the bank had one-

off float money of Rs30b;

adjusted for this, CA deposits

were flat QoQ.
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Margin trend (reported, %)

Despite higher cost of funds,

NIM was stable at 4.2% due

to strong traction in CASA

and higher proportion of

retail loans.

Trend in cost of funds (calculated, %)

Break-up of income (%)

Core cost to income ratio improves (%)

Increase in bulk

deposit rates and retail

term deposit rates leads

to rise in cost of funds.

Source: Company/MOSL
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NPA trend (%)

Trend in credit cost (%)

Source: Company/MOSL
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Company background

HDFC Bank, incorporated in 1994 by HDFC Limited, is
the second largest private sector bank in India, with a balance
sheet size of ~Rs2.5t. Rated as one of the best banks in
India, it has 1,780 branches. It has been consistently growing
its earnings at over 30% over several quarters.

Key investment arguments

 Strong focus on retail loans (56% of loans) and high
proportion of CASA deposits (50% of total deposits)
enable superior margins of over 4%.

 Gross NPAs at 1.1% and net NPAs at 0.2%, with
restructured standard loans of just ~10bp, are among
the lowest in the industry, indicating superior risk
management skills.

 After the rundown of the CBOP book and with a lower
proportion of unsecured retail loans, credit costs are
expected to come off sharply in FY11.

 Core operating profitability is improving at a faster pace,
with strong loan growth, stable margins and improving
operating leverage.

Key risks

 Sustaining current business parameters with increase
competitive pressures is a key risk.

Recent developments

 The bank has raised the base rate from 7.5% to 7.75%.

Valuation and view

 While we remain positive on the bank's business, we
believe valuations are rich. Over FY05-10, peak one-
year forward P/BV was 5x and average P/BV was
3.3x.

 While key operating parameters would remain superior,
valuations at 3.3x FY12E BV and 18.6x FY12E EPS
are at premium. We maintain our Neutral rating and
would review this once valuations correct from current
levels.

Sector view

 Loan growth remains strong. However, rising inflation
and increasing interest rates are the near-term
headwinds for the sector.

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

 We believe that margins would start compressing, but
gradually. With strong loan growth and high CD ratio,
there is strong pricing power with banks.

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

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

Promoter 23.4 23.5 23.9

Domestic Inst 10.9 10.2 11.2

Foreign 48.1 48.5 46.4

Others 17.7 17.8 18.5

HDFC Bank: an investment profile

Stock performance (1 year)

EPS: MOSL forecast v/s Consensus (Rs)
MOSL Consensus Variation

Forecast Forecast (%)

FY11 84.4 84.3 0.1

FY12 110.2 109.4 0.7

Target Price and Recommendation
Current Target  Upside Reco.

Price (Rs) Price (Rs)  (%)

2,052 - - Neutral

Comparative valuations
HDFC BK Axis BK ICICI BK*

P/E (x) FY11E 24.3 16.0 17.8

FY12E 18.6 13.3 13.6

P/BV (x) FY11E 3.8 2.8 2.2

FY12E 3.3 2.4 1.9

RoE (%) FY11E 16.7 18.9 12.0

FY12E 18.8 19.5 14.1

RoA (%) FY11E 1.6 1.6 1.3

FY12E 1.7 1.6 1.5

* Price adjusted for value of key ventures and BV adjusted for

investments in those key ventures
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Financials and Valuation
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Financials and Valuation
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