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Stay cautious due to macro headwind 

Aggressive policy measures likely to boost short-term prospects 

The Reserve Bank of India cut (RBI) its policy rate (reverse repo and repo 

rate) by 100 bp on 2 January 2009 and cash reserve ratio (CRR) by 50 bp. 

The cut was much expected by the market. Reverse repo rate has been cut 

to the lowest level signaling the policy makers concern about the 

economy’s growth prospects. We believe the reverse repo rate is unlikely 

to be cut significantly from the current levels, given the aggressive policy 

intervention so far. We believe banks will more likely cut deposit and 

lending rates further on.  

Maintain a cautious stance due to headwind for macro 

We believe the monetary policy will likely lead to better near-term 

prospects for banks. Market consensus expectation of earnings would be 

propped up by potential revaluation gains and earn trading income from 

bonds. However, we expect the headwinds for the medium-term to stay. 

We expect aggregate SCB loan growth to ease significantly from 26% in 

2008E to 14% in 2009E on the back of rapid deterioration in economic 

activity. Slower demand for loans and lending rate cuts would likely lead 

to slower operating revenue growth. Deterioration in real economy is likely 

to lead to higher NPA formation. We expect gross NPA for our coverage 

group to rise from 2.5% in 2008E to 4.5%-5% by 2010E. Rapid deterioration 

in economic activity could present downside risk to our expectation. 

Maintain Buy on HDFC, Axis; IDFC as Conviction Sell 

We retain our Buy rating on HDFC (HDFC.BO) and Axis (AXBK.BO) due to 

continued favorable growth prospects and strong profitability, which we 

do not think have been priced into market expectations. We retain IDFC 

(IDFC.BO) on our Conviction Sell list, mainly due to capital constraint and 

capital market related revenues affecting its growth prospect. We retain 

our Sell rating on KMB (KTKM.BO), PNB (PNBK.BO) and BOB (BOB.BO) due 

to our expectation of significant downside to earnings growth expectation 

in 2009E and 2010E. Key upside risks: sanguine outlook for corporate 

sector performance resulting in lower-than-expected deterioration in credit 

quality for banks; and continued strong growth rate for the economy, 

notwithstanding head-winds. Key downside risk arises from deterioration 

in growth outlook for the economy further from the 5.8% levels that our 

Econ team forecasts for2009E. 

 

 RATINGS SUMMARY 

Reuters Price (Rs) 12-month TP Total return

Ticker Rating 2-Jan-09 (Rs) potential (%)

Axis AXBK.BO Buy 543                680 26.4                  

HDFC HDFC.BO Buy 1,545             1,890 24.3                  

HDFCB HDBK.BO Neutral 1,016             1,000 (0.6)                   

ICICIB ICBK.BO Neutral 471                450 (2.3)                   

SBI SBI.BO Neutral 1,330             1,150 (12.3)                 
IOB IOBK.BO Neutral 75                  70 (1.8)                   

IBFSL IBUL.BO Neutral 138                110 (16.8)                 

IDFC IDFC.BO Sell* 72                  50 (28.4)                 

KMB KTKM.BO Sell 392                250 (35.9)                 

PNB PNBK.BO Sell 532                340 (33.9)                 

BOB BOB.BO Sell 287                230 (17.4)                 

 
* Denotes stock is on our Conviction List. For important disclosures, 

please go to http://www.gs.com/research/hedge.html.  

For methodology and risks associated with our price targets, please see 

our previously published research. 

Source: Datastream, RBI, CEIC, Goldman Sachs Research estimates. 

VALUATION SUMMARY 

Price (Rs)

2-Jan-09 2008E 2009E 2008E 2009E

Axis 543           13.2      10.3    1.95      1.70      
HDFC 1,545        17.0      14.5    3.18      2.83      
HDFCB 1,016        22.3      16.1    2.79      2.11      
ICICIB 471           15.1      14.0    1.08      1.03      
SBI 1,330        8.7       10.7    1.21      1.10      
IOB 75             3.8       5.3      0.72      0.65      
IBFSL 138           8.1       8.7      1.01      0.95      
IDFC 72             14.7      14.0    1.53      1.42      
KMB 392           18.0      20.1    2.08      1.92      
PNB 532           7.6       11.8    1.34      1.25      
BOB 287           7.1       12.1    0.86      0.81      

P/B (x)P/E (x)

 Source: Datastream, Goldman Sachs Research estimates. 
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Stay cautious due to macro headwind 

Aggressive policy easing measures likely to boost short-term 

prospects 

The RBI cut the benchmark interest rates, reverse repo and repo, by 100 bp and CRR by 50 

bp on 2 January 2009. Since October 2008, the RBI has cut reverse repo rate by 200 bp, 

repo rate by 350 bp and CRR by 400 bp. With these measures, RBI has lowered one of its 

key benchmark rate, reverse repo, to a historically low level.  

We believe the policy actions thus far undertaken by the RBI were largely anticipated given 

the adverse developments seen in global economic conditions and rapid decline in the 

domestic economic activity. We view the measures undertaken so far as fairly aggressive 

and leaves little room for significant easing measures from the current levels. 

Exhibit 1: RBI has undertaken an aggressive approach in its monetary policy stance. We 

believe this is predicated on a tougher outlook for the domestic macro environment 

Key policy rate, reserve ratio and PLR of Indian banks  
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Source: CEIC. 

Further to the central bank’s measures, the Indian government undertook measures to 

boost the liquidity of the domestic credit market. This included a) raising the ceiling for 

foreign institutional investors in domestic corporate bond market from US$6 bn to US$15 

bn, b) raising the credit growth target for state owned banks, c) allowing NBFCs, dealing 

exclusively in infrastructure financing, to access external commercial borrowing (ECB) 

market and d) recapitalization of state owned banks by Rs200 bn between 2009 and 2010 in 

order to facilitate these banks meet capital adequacy requirements. 

We believe market expectations would likely perceive the measures undertaken by the 

Indian government to boost the domestic credit market conditions as liquidity enhancing. 

This could leave further room for bond yields to decline from current levels, although 
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prospects of a steeper decline from the current levels may be limited given the pace and 

extent of decline.  

Bond yields have declined by over 350 bp since September 2008. The decline in bond 

yields will likely allow the banks to recoup the MTM losses incurred in 1H2008. Further, 

market expectations are likely to factor higher trading income arising from the banks’ bond 

portfolio. Both these factors are likely to boost market expectations of earnings growth for 

banks. Given state owned banks’ weaker profitability and their higher duration of the bond 

book, market expectations would likely view the potential upside from lower interest rates 

as more beneficial for them (refer to exhibit 4 & 5). In aggregate, state owned banks have 

outperformed their peers in private banks over the last 3 months. 
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Exhibit 2:  We believe the market anticipated the policy 

measures; bond yields have shown sharp decline since 

October 2008 

10-year Government bond yield 

 Exhibit 3: The spread between short-duration and long-

duration bonds have compressed; potentially, short-

duration bonds could see further decline in yields 

Spread of 10-year government bond over 1-year 
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Source: Bloomberg. 
 

Source: Bloomberg. 

Exhibit 4: State owned banks’ net income have higher 

leverage to changes in bond portfolio value... 

Available for sale (AFS) portfolio and its duration, bank-wise 

 Exhibit 5: ...we believe this is already reflected in market 

expectations 

MTM gains from AFS/2008E net income for 1% fall in interest 

rate 
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Source: Company data, Goldman Sachs Research estimates. 
 

Source: Company data, Goldman Sachs Research estimates. 

Our concern of a weaker operating environment in 2009 stays 

We believe the monetary and fiscal measures undertaken since October 2008 point to 

policy makers concern about the growth prospect for the economy. All concurrent 

indicators of economic activity are showing rapid decline intensifying concerns on cyclical 

headwinds that the economy is currently faced with. 
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Exhibit 6:  Industrial activity has seen a sharp slowdown 

since August 2008 

IIP and manufacturing sector growth  

 Exhibit 7: Commercial vehicle sales, a key concurrent 

indicator of activity, is seeing contraction in its volume 

Commercial vehicle sales growth 
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Source: Bloomberg. 

Banks’ growth outlook is correlated with overall economic activity. We believe the 

intensification of cyclical headwinds will be felt by the banks through three channels of 

earnings drivers: 

• Slower loan growth—loan growth is strongly correlated with GDP growth. Slowing 

economic activity should imply lower demand for new loans. In addition to the above, 

we expect demand for loans to weaken further as corporates work out higher working 

capital levels seen during the early phase of slowdown in demand. 

• Lower NIM—banks are currently witnessing strong pricing power. However, slower 

loan growth would likely weaken their pricing power. An accommodative monetary 

policy is likely to lead to lower NIM as assets are likely to re-price quicker than their 

liabilities. 

We believe slower loan growth and lower NIM are likely to weaken growth prospects 

of banks’ operating revenue. We believe there is less flexibility to cut cost due to new 

investments needed for network expansion as well as rigid cost structure of state 

owned banks (mainly employee cost). 

• Rising credit costs—corporate and SME borrowers are likely to witness slower growth 

and decline in operating margins affecting their cash flows; this is likely to lead to 

higher NPA and credit costs for banks. We flagged our concerns when we downgraded 

our sector stance to cautious (refer to the report “Downgrade to a cautious stance due 

to rising NPA headwinds” dated September 9, 2008). Given the sharp decline in 

activity levels, NPA could surprise our expectations on the downside. 

Higher revenue from bond trading would likely be key mitigation to our expectations of 

significant decline in earnings growth particularly for state owned banks in 2009. Our 

sensitivity analysis suggests that banks could boost their book value by 12%-32% if they 

chose to transfer securities from HTM (held to maturity category) to AFS. However, such 

actions would likely a) pressure NIM as bonds would be reinvested in lower yielding 

securities, and b) increase the risk profile of investments thus exposing them to MTM risks 

in the future. In our view, higher bond trading revenue could boost earnings and BVPS of 

banks in the medium-term; however, this would unlikely add value to shareholders due to 

lower NIM and higher risk profile of assets.  
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Exhibit 8:  We expect loan growth to slow in 2009E owing to slowing economy and high 

base in 2008E 

Loan growth 1996-2009E 
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Source: Bloomberg, Goldman Sachs Research estimates. 

Exhibit 9: Banks with positive asset-liability gap positions will likely be negatively affected due to cut in interest rates 

as assets would reprice quicker than liabilities; we believe ICICIB, KMB and BOB should benefit from this move 

Assets and liabilities re-pricing within a year and the gap thereof 

% of liabilities % of assets 

% of deposits % of loans % of investments % of deposits % of loans % of investments getting repriced getting repriced Gap (%)

Axis 48% 65% 57% 91% 56% 32% 43% 55% 11%
HDFC 77% 81% 0% 84% 92% 0% 65% 74% 10%
HDFCB 28% 41% 56% 93% 50% 39% 26% 42% 15%
ICICIB 65% 45% 57% 77% 60% 28% 69% 43% -26%
SBI 23% 60% 9% 88% 62% 28% 20% 40% 19%
IOB 41% 70% 43% 90% 61% 29% 37% 55% 18%
KMB 71% 58% 73% 88% 57% 26% 63% 52% -11%
PNB 32% 60% 12% 96% 61% 29% 30% 40% 10%
BOB 60% 75% 17% 97% 61% 26% 59% 50% -8%
For HDFC depsoits refers to all funding sources and not just deposits. 

Repricing within a year As a % of interest bearing assets/liabilitiesAs of 

Mar-08

 

Source: Company data, Goldman Sachs Research estimates. 
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Exhibit 10:  We expect a sharp increase in NPA owing to slowing economic activity 

Gross NPA ratio for coverage universe of banks 
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Source: RBI, Goldman Sachs Research estimates. 

Exhibit 11: Higher incidence of NPAs likely to cause net NPA/equity to rise meaningfully for state owned banks 

Forecast trend in NPA accrual, NPA ratio, loan loss reserves and net NPA/equity position 

Data as of Mar-08 (unless specified) Axis HDFCB ICICIB SBI IOB BOB PNB

Corporate as a % of total loans 48.7               12.9               34.1                50.0               59.5               48.9               30.8                
SME as a % of total loans 19.3               25.2               0.16                18.9               12.4               11.1               15.0                
NPA accrual rate (%)

2007 0.64               1.88               1.61                0.61               1.07               0.93               1.60                
2008E 0.70               2.00               2.69                0.58               0.93               0.97               1.50                
2009E 1.50               2.80               2.82                2.09               2.32               2.50               3.17                
2010E 0.90               1.60               2.94                1.34               1.60               1.65               2.56                

NPA ratio (%)
2007 0.82               1.42               3.30                2.72               1.62               1.84               2.73                
2010E 2.57               1.96               5.85                5.28               3.06               3.17               4.52                

LLR/gross loans (%)
2007 0.93               1.78               2.26                1.77               1.38               1.36               2.29                
2010E 2.08               1.95               4.22                2.77               1.73               1.69               2.39                

Net NPA/equity (%)
2007 3.31               2.60               8.27                14.1               8.59               9.84               8.98                
2010E 7.92               5.13               15.7                36.8               22.0               24.0               30.0                

Tier 1 ratio 2010E (%) 7.30               8.17               8.49                6.60               5.63               6.04               7.46                
Assets/equity ratio 2010E (x) 16.4               13.4               10.5                20.1               25.0               21.7               18.8                
Note: SME loans for ICICI bank only includes Small scale industries.  

Source: Company data, Goldman Sachs Research estimates. 



January 5, 2009   India: Financial Services 

Goldman Sachs Global Investment Research 8 

Exhibit 12:  Duration of bonds in HTM category is 

significantly higher than AFS 

Duration of bonds in held-to-maturity category (HTM) 

 Exhibit 13: This could yield significant upside to the 

market expectation of earnings of banks in 2009E 

Estimated MTM gains/shareholders funds assuming 20% of 

investments are moved from HTM to AFS 
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Source: Company data, Goldman Sachs Research estimates. 

Recapitalization a positive step but lack of clarity unlikely to be a 

trigger  

The government announced that it would seek to recapitalize banks between 2009 and 

2010 to the extent of Rs200 bn to facilitate them in meeting capital adequacy requirements. 

This would amount to 18% of the total shareholder funds’ of state owned banks, excluding 

SBI and its subsidiaries. We believe this would unlikely be a positive catalyst for state 

owned banks: 

• The quantum of support envisaged by the government may not be able to fully cover 

any potential capitalization needs of state owned banks, even after excluding SBI and 

its subsidiaries. It remains to be seen whether the government’s fiscal position would 

allow them to enlarge the recapitalization program subsequently. 

• We believe the government could seek to recapitalize weaker banks that are already 

facing difficulties in meeting capital adequacy norms. Given that any additional 

capitalization needs of such banks are not known, it makes it even more difficult to 

estimate the amount available for recapitalizing other state owned banks.  
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Financial Futures Association of Japan (FFJAJ). Sales and purchase of equities are subject to commission pre-determined with 
clients plus consumption tax. See company-specific disclosures as to any applicable disclosures required by Japanese stock exchanges, the 

Japanese Securities Dealers Association or the Japanese Securities Finance Company.  

Ratings, coverage groups and views and related definitions 

Buy (B), Neutral (N), Sell (S) -Analysts recommend stocks as Buys or Sells for inclusion on various regional Investment Lists. Being assigned a Buy 

or Sell on an Investment List is determined by a stock's return potential relative to its coverage group as described below. Any stock not assigned as 

a Buy or a Sell on an Investment List is deemed Neutral. Each regional Investment Review Committee manages various regional Investment Lists to 

a global guideline of 25%-35% of stocks as Buy and 10%-15% of stocks as Sell; however, the distribution of Buys and Sells in any particular coverage 

group may vary as determined by the regional Investment Review Committee. Regional Conviction Buy and Sell lists represent investment 

recommendations focused on either the size of the potential return or the likelihood of the realization of the return.   

Return potential represents the price differential between the current share price and the price target expected during the time horizon associated 

with the price target.  Price targets are required for all covered stocks. The return potential, price target and associated time horizon are stated in 

each report adding or reiterating an Investment List membership.  

Coverage groups and views: A list of all stocks in each coverage group is available by primary analyst, stock and coverage group at 

http://www.gs.com/research/hedge.html. The analyst assigns one of the following coverage views which represents the analyst's investment outlook 

on the coverage group relative to the group's historical fundamentals and/or valuation. Attractive (A). The investment outlook over the following 12 

months is favorable relative to the coverage group's historical fundamentals and/or valuation. Neutral (N). The investment outlook over the 

following 12 months is neutral relative to the coverage group's historical fundamentals and/or valuation. Cautious (C). The investment outlook over 

the following 12 months is unfavorable relative to the coverage group's historical fundamentals and/or valuation.  

Not Rated (NR). The investment rating and target price, if any, have been removed pursuant to Goldman Sachs policy when Goldman Sachs is 

acting in an advisory capacity in a merger or strategic transaction involving this company and in certain other circumstances. Rating Suspended 
(RS). Goldman Sachs Research has suspended the investment rating and price target, if any, for this stock, because there is not a sufficient 

fundamental basis for determining an investment rating or target. The previous investment rating and price target, if any, are no longer in effect for 

this stock and should not be relied upon. Coverage Suspended (CS). Goldman Sachs has suspended coverage of this company. Not Covered (NC). 
Goldman Sachs does not cover this company. Not Available or Not Applicable (NA). The information is not available for display or is not applicable. 

Not Meaningful (NM). The information is not meaningful and is therefore excluded.  

Ratings, coverage views and related definitions prior to June 26, 2006 

Our rating system requires that analysts rank order the stocks in their coverage groups and assign one of three investment ratings (see definitions 

below) within a ratings distribution guideline of no more than 25% of the stocks should be rated Outperform and no fewer than 10% rated 

Underperform. The analyst assigns one of three coverage views (see definitions below), which represents the analyst's investment outlook on the 

coverage group relative to the group's historical fundamentals and valuation. Each coverage group, listing all stocks covered in that group, is 

available by primary analyst, stock and coverage group at http://www.gs.com/research/hedge.html. 

Definitions 
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Outperform (OP). We expect this stock to outperform the median total return for the analyst's coverage universe over the next 12 months. In-Line 
(IL). We expect this stock to perform in line with the median total return for the analyst's coverage universe over the next 12 months. Underperform 
(U). We expect this stock to underperform the median total return for the analyst's coverage universe over the next 12 months.  

Coverage views: Attractive (A). The investment outlook over the following 12 months is favorable relative to the coverage group's historical 

fundamentals and/or valuation. Neutral (N). The investment outlook over the following 12 months is neutral relative to the coverage group's 

historical fundamentals and/or valuation. Cautious (C). The investment outlook over the following 12 months is unfavorable relative to the coverage 

group's historical fundamentals and/or valuation.  

Current Investment List (CIL). We expect stocks on this list to provide an absolute total return of approximately 15%-20% over the next 12 months. 

We only assign this designation to stocks rated Outperform. We require a 12-month price target for stocks with this designation. Each stock on the 

CIL will automatically come off the list after 90 days unless renewed by the covering analyst and the relevant Regional Investment Review 

Committee.  

Global product; distributing entities 

The Global Investment Research Division of Goldman Sachs produces and distributes research products for clients of Goldman Sachs, and pursuant 

to certain contractual arrangements, on a global basis. Analysts based in Goldman Sachs offices around the world produce equity research on 

industries and companies, and research on macroeconomics, currencies, commodities and portfolio strategy. 

This research is disseminated in Australia by Goldman Sachs JBWere Pty Ltd (ABN 21 006 797 897) on behalf of Goldman Sachs; in Canada by 

Goldman Sachs Canada Inc. regarding Canadian equities and by Goldman Sachs & Co. (all other research); in Germany by Goldman Sachs & Co. 

oHG; in Hong Kong by Goldman Sachs (Asia) L.L.C.; in India by Goldman Sachs (India) Securities Private Ltd.; in Japan by Goldman Sachs Japan Co., 

Ltd.; in the Republic of Korea by Goldman Sachs (Asia) L.L.C., Seoul Branch; in New Zealand by Goldman Sachs JBWere (NZ) Limited on behalf of 

Goldman Sachs; in Singapore by Goldman Sachs (Singapore) Pte. (Company Number: 198602165W); and in the United States of America by 

Goldman, Sachs & Co. Goldman Sachs International has approved this research in connection with its distribution in the United Kingdom and 

European Union. 

European Union: Goldman Sachs International, authorised and regulated by the Financial Services Authority, has approved this research in 

connection with its distribution in the European Union and United Kingdom; Goldman, Sachs & Co. oHG, regulated by the Bundesanstalt für 

Finanzdienstleistungsaufsicht, may also be distributing research in Germany. 

General disclosures in addition to specific disclosures required by certain jurisdictions 

This research is for our clients only. Other than disclosures relating to Goldman Sachs, this research is based on current public information that we 

consider reliable, but we do not represent it is accurate or complete, and it should not be relied on as such. We seek to update our research as 

appropriate, but various regulations may prevent us from doing so. Other than certain industry reports published on a periodic basis, the large 

majority of reports are published at irregular intervals as appropriate in the analyst's judgment. 

Goldman Sachs conducts a global full-service, integrated investment banking, investment management, and brokerage business. We have 

investment banking and other business relationships with a substantial percentage of the companies covered by our Global Investment Research 

Division. 

Our salespeople, traders, and other professionals may provide oral or written market commentary or trading strategies to our clients and our 

proprietary trading desks that reflect opinions that are contrary to the opinions expressed in this research. Our asset management area, our 

proprietary trading desks and investing businesses may make investment decisions that are inconsistent with the recommendations or views 

expressed in this research. 

We and our affiliates, officers, directors, and employees, excluding equity analysts, will from time to time have long or short positions in, act as 

principal in, and buy or sell, the securities or derivatives (including options and warrants) thereof of covered companies referred to in this research. 

This research is not an offer to sell or the solicitation of an offer to buy any security in any jurisdiction where such an offer or solicitation would be 

illegal. It does not constitute a personal recommendation or take into account the particular investment objectives, financial situations, or needs of 

individual clients. Clients should consider whether any advice or recommendation in this research is suitable for their particular circumstances and, 

if appropriate, seek professional advice, including tax advice. The price and value of the investments referred to in this research and the income from 

them may fluctuate. Past performance is not a guide to future performance, future returns are not guaranteed, and a loss of original capital may 

occur. Fluctuations in exchange rates could have adverse effects on the value or price of, or income derived from, certain investments. 

Certain transactions, including those involving futures, options, and other derivatives, give rise to substantial risk and are not suitable for all 

investors. Investors should review current options disclosure documents which are available from Goldman Sachs sales representatives or at 

http://www.theocc.com/publications/risks/riskchap1.jsp. Transactions cost may be significant in option strategies calling for multiple purchase and 

sales of options such as spreads. Supporting documentation will be supplied upon request. 

Our research is disseminated primarily electronically, and, in some cases, in printed form. Electronic research is simultaneously available to all 

clients. 

Disclosure information is also available at http://www.gs.com/research/hedge.html or from Research Compliance, One New York Plaza, New York, 

NY 10004. 
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