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Karnataka Bank witnessed strong business growth in FY 06, with the loan book expanding 24% and deposits growing
22%. NIl increased by 21% YoY to Rslb in 4QFYO06. Asset quality has improved, with net NPAs now at 1.2%. For
FY06, NIl grew 16% and lower provisions due to improved asset quality enabled the bank to report a net profit growth
of 20% to Rs1.8b.
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NII grows by 21% in 4QFY06; 16% in FY 06
Loans grow by 24%; deposits by 22%

Other income declines, as treasury income falls
Improving asset quality — net NPAs declineto 1.18%

Steady growth in balance sheet, leading to higher NIl and lower provisioning, would drive the bank’s earnings going
forward. We expect earnings growth of 18% in FY07, followed by a growth of 17% in FY08. The stock trades at 5.8x
FYO7E earnings and 0.9x on FYO7E book value. We maintain our Buy recommendation.

QUARTERLY PERFORMANCE (RS MILLION)
FYO5 FY06 FYO5 FY06
1Q 2Q 3Q 4Q 1Q 2Q 3Q 4Q

Interest Income 2,077 2,121 2,134 2,067 2,406 2,400 2,664 2,709 8,399 10,180
Interest Expense 1,537 1,174 1,289 1,231 1,499 1,637 1,687 1,698 5,230 6,521
Net Interest Income 541 947 845 836 908 763 978 1,011 3,169 3,659
% Change (Y-0-Y) 32.9 74.5 36.6 47.7 67.9 -19.4 15.6 20.9 48.3 155
Other Income 1,049 311 467 385 477 452 367 372 2,211 1,668
Net Income 1589 1,258 1,312 1,222 1,385 1,215 1,345 1,383 5,380 5,327
% Change (Y-0-Y) 6.3 4.5 10.8 27.9 -12.8 -3.4 25 13.2 11.2 -1.0
Operating Expenses 417 474 562 520 506 562 562 415 1,973 2,045
Operating Profit 1,172 783 750 701 879 652 782 968 3,407 3,282
Other Provisions 661 224 168 -48 230 32 128 202 1,005 592
Tax Provisions 124 247 213 347 233 203 240 256 931 931
Net Profit 387 313 369 403 417 417 415 510 1,471 1,760
% Change (Y-0-Y) 12.3 9.1 1.2 47.2 7.6 334 12.6 26.7 10.5 19.6
Cost to Income Ratio (%) 26.2 37.7 42.8 42.6 36.5 46.3 41.8 30.0 36.7 38.4
Interest Expense/Interest Income (%) 74.0 55.4 60.4 59.5 62.3 68.2 63.3 62.7 62.3 64.1
Other Income/Net Income (%) 66.0 24.7 35.6 315 345 37.2 27.3 26.9 411 31.3
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Karnataka Bank witnessed strong business growth in FY 06,
with the loan book expanding 24% and deposits growing
22%. NIl increased by 21% YoY to Rs1lbin4QFY 06. Asset
quality has improved, with net NPAs now at 1.2%. For
FY06, NIl grew 16% and lower provisions duetoimproved
asset quality enabled the bank to report a net profit growth
of 20% to Rs1.8b.

NIl grows by 21% in 4QFY06; 16% in FY06
Karnataka Bank’s NI grew 21% YoY in 4QFY 06 and 16%
in FY06, on the back of steady growth in advances and
depasits. NIMs, however, declined by 8bpin FY 06 t0 2.66%,
as investment yields came under pressure and there was a
marginal increasein the cost of deposits. Yields on advances
increased to 8.86% in FY06 from 8.81% in FYO05, while
yields on investments declined to 7.42% from 8.02%. Cost
of deposits has increased by 9bp to 5.77% in FY06. The
management has indicated that during FY 07, the bank is
targeting amargin of 2.75%, which will be driven by higher
yield on advances.

Loans grow by 24%; deposits by 22%

The bank has done extremely well on the business front,
with the loan book expanding by 24% to Rs77.9b as at
end-FYO06. This strong expansion has been driven by a
strong growth in retail, SME and the agricultural segment.
Deposits have grown by 22% in FY 06 to Rs132b.

TREND IN BUSINESS GROWTH
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Karnataka Bank

Other income declines, as treasury income falls

Trading income declined by 44% in FY 06 to Rs779m, while
non-interest other income increased by a modest 7% to
Rs889m. For 4QFY 06, treasury gains were only Rs100m,
as compared to Rs179m in 4QFY05. Non-interest income
excluding treasury grew 31% YoY in 4QFY06, as
commission income increased and recoveries were strong.

As at end-FY06, the bank’s investment book stood at
Rsb6b. About 40% of the investment book was in HTM.
The AFS book had a modified duration of 3.77 years. The
management is comfortable with the current AFS book,
which has a cushion of approximately 10bp fromthecurrent
10-year G-Sec yield of 7.6%.

Improving asset quality — net NPAs decline to
1.18%

Thebank has maintained itstrend of improving NPAs QoQ.
Net NPAs have declined to 1.18% during 4QFY06 from
1.56% in 3QFY06. Even on an absolute basis, net NPAs
have declined by 16% QoQ to Rs915m in 4QFY06. The
bank intends to restrict slippages to just 0.5% of advances
going forward, and expects net NPAs of <0.75% by FY 07.
Provision coverage stood at 78% as at end-FY06.

TREND IN NPAS
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Operating expenses declined sharply in 4QFY06
Karnataka Bank’s operating expenses declined by 20% in
4QFY06, as staff expenses declined by 47% during the
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same period. Thedeclinewas dueto earlier quarters having
higher wage arrears and provision for pensions. The bank
did not have any need for additional pension provision
resulting in lower employee expensein 4QFY06. In FYQ7,
the management has guided for a 10%-12% increase in
employee expenses.

Technology upgradation on track

The bank has networked 319 offices under Core Banking
Solution (CBS) with business coverage of 95%. The bank
has 395 branches, which it plans to increase to 415 during
FYQ7. It plans to concentrate on opening branches in the

Karnataka Bank

Northern and North Eastern parts of the country during
FYO7. ATM outlets would be increased to 125. We bdieve
that with expanding network, the bank will beableto attract
higher business and commensurately higher fee income.

Valuation and view

Steady growth in balance sheet, leading to higher NIl and
lower provisioning, would drive the bank’s earnings going
forward. We expect earnings growth of 18% in FY07,
followed by a growth of 17% in FY 08. The stock trades at
5.8x FYOTE earnings and 0.9x on FYO7E book value. We
maintain our Buy recommendation.
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Karnataka Bank: an investment profile

Company description

Karnataka Bank is amongst the largest old generation
private sector banks, with dominance in the Southern and
Western parts of India. It isamid-sized bank, with a network
of 395 branches and a balance sheet size of over Rs150b.
Karnataka Bank is amongst the cheapest stocks in our
banking universe and offers a strong play on loan growth,
improving asset quality and consolidation.

Key investment arguments

= Trading at extremely attractive valuations.
& Structural improvement in core business.

&« Improved asset quality; set to get better.

& Could emerge as a play on the M& A space.

Key investment risks

= Any significant upmove in the interest rates could
adversely impact the bond portfolio.

& Slowdown of the economy could hurt the bank’s asset

quality.

COMPARATIVE VALUATIONS

Karnataka Bank

Recent developments

« Karnataka Bank hasindicated itswillingnessto pick up
an equity stake in the general insurance venture
proposed by the public sector Allahabad Bank.

Valuation and view

& The bank has witnessed strong growth in its core
earnings in FY06, which is likely to continue, as NII
grows and lower incremental provisions for NPAs are
required due to improving asset quality.

« The stock trades at 5.8x FYO7E earnings and 0.9x
FYO7E book value.

= Wemaintain Buy.

Sector view

« Loangrowth of 30%in FYO06; likely toremain strongin
FYO7.

&« Volatility ininterest rates would impact treasury income.

« Benefits of significant improvement in asset quality not
yet factored in earnings, valuations.

= We maintain an overweight stance on the sector.

EPS: MOST FORECAST VS CONSENSUS (RS)

KARNATAKA BK IJ&K ICICI BK MOST CONSENSUS VARIATION
P/E (x) FYO7E 5.8 8.0 16.0 FORECAST FORECAST ©0)
FYO8E 5.0 6.3 12.6 FYO07 17.1
P/ABV (x) FYO7E 1.0 1.0 2.1 FY08 20.0
FYO8E 0.8 0.9 1.8
ROE (%) EYO7E 17.3 12.6 13.3 TARGET PRICE AND RECOMMENDATION
EYOSE 17.6 14.4 15.0 CURRENT TARGET UPSIDE RECO.
ROA (%) FYO7E 1.3 0.8 1.1 FRICE (75 FRICE (5) ©0)
FYO8E 1.3 0.9 1.1 99 144 45.1 Buy
STOCK PERFORMANCE (1 YEAR)
Karnataka Bank (Rs) - LHS Rel. to Sensex (%) - RHS
SHAREHOLDING PATTERN (%6) 135 80
MAR.06 DEC.05 MAR.OS f\
120 e\ 40
Promoters 0.0 0.0 0.0 rv N A
Yo A e\ e
Domestic Institutions 7.7 7.6 3.4 105 ) 0
FlIs/FDIs 19.2 17.8 4.5 90 v -40
Others 73.1 74.6 92.1 75 -80
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Karnataka Bank

INCOME STATEMENT (Rs Million) RATIOS
Y/E March 2004 2005 2006  2007E  2008E Y/E March 2004  2005E  2006E  2007E  2007E
Interest Income 8,484 8,399 10,180 231 14,599 Spreads Analysis (%)
Interest Expended 6,348 5,230 6,521 7,965 9,480 Avg. Yield - Earning Asset: 8.9 75 76 77 79
Net Interest Income 2,137 3,169 3,660 4,346 5,119 Avg. Costnt. Bear. Liab. 70 51 53 55 57
Change (%) 38.0 48.3 5.5 8.8 7.8
Interest Spread 18 2.4 2.3 2.3 2.3
Other Income 2,703 2,21 1668 1618 1,809 _
Net Income 4,840 5,380 57328 5065 6,928  -NetlnterestMargin 22 28 27 27 28
Change (%) 22.8 12 -10 2.0 6.1
Operating Expenses 1542 1973 2,045 2,258 2,562 Profitability Ratios (%)
Operating Income 3,298 3,407 3,283 3,707 4,366 ROE 20.8 17.6 16.8 7.3 7.6
Change (%) 30.2 33 36 2.9 7.8 ROA 13 13 13 13 13
Other Provisions 4283 1005 592 650 800 |t Expendediint. Eamed 74.8 62.3 64.1 64.7 64.9
PBT 2,015 2,402 2,691 3,067 3,566
Other Inc./Net Income 55.8 411 313 27.1 26.1
Tax 683 931 931 978 1141
Tax Rate (%) 33.9 38.8 34.6 32.0 32.0
PAT 1,332 1,471 1,760 2,079 2,425 Efficiency Ratios (%)
Change (%) 20.9 10.5 1.6 B.1 16.7 Op. Exps./Net Income 319 36.7 38.4 37.9 37.0
Proposed Dividend 82 277 364 424 485 Empl. Cost/Op. Exps. 610 63.4 56.8 57.0 58.1
Busi. per Empl. (Rs m) 30.5 355 42.4 49.1 55.6
BALANCE SHEET (Rs Million) NP per Empl. (Rs lac) 31 33 3.9 45 5.1
Y/E March 2004 2005E 2006E 2007E 2008E
Capital 404 1213 1213 1213 121
Reserves & Surplus 6,577 8568 9,964 neo 1559  Asset-Liability Profile (%)
Net Worth 6,982 9,780 11,177 12,831 14,771 Adv./Deposit Ratio 49.6 58.0 58.8 63.0 65.7
Deposits 94,069 108,370 132,430 150,970 173,616 Invest./Deposit Ratio 519 42.0 419 39.0 37.3
Change (%) B4 5.2 22.2 uo 5.0 G-Sec/Invest. Ratio 617 74.7 74.7 74.7 74.7
Borrowings 1833 2,437 3,655 4,569 571 Gross NPAs to Adv. 19 76 51 4.2 35
Other Liabilities & Prov. 2,883 4,680 5,943 7,548 9,586 Net NPAS to Adv. 50 23 12 0.9 05
Total Liabilities 105,766 125,267 153,205 175,918 203,683
CAR B.0 u2 us 0.8 0.0
Current Assets 7,493 13,725 16,136 17,865 20,222 _
Investments 48,789 45557 55530 58862 64,748 Tier1 D4 L2 13 o8 9.0
Change (%) 0.1 6.6 219 6.0 1.0
Advances 46,679 62,874 77,920 95062 114,075 VALUATION
Change (%) 0.7 34.7 23.9 22.0 20.0 Book Value (Rs) w27 80.7 92.2 105.8 18
Net Fixed Assets 932 966 1259 1532 1783 Price-BV (x) 06 12 1 0.9 08
Other Assets 1873 2,145 2,360 2,596 2,855 Adjusted BV (Rs) 855 730 J D15 186
Total Assets 105,766 125,267 153,205 175,918 203,683 )
Price-ABV (x) 0.7 14 11 10 0.8
ASSUMPTIONS % EPS (Rs) 32.9 ».1 us5 7.1 20.0
Deposit Growth B4 5.2 222 4.0 5.0 EPS Growth (%) 20.9 -63.2 .6 B1 B7
Advances Growth 9.7 34.7 23.9 22.0 20.0 Price-Earnings (x) 3.0 8.2 6.8 5.8 5.0
Investments Growth 0.1 6.6 219 6.0 0.0 OPS (Rs) 816 28.1 27.1 30.6 36.0
Dividend Yeild (%) 35 20 3.0 35 40 OPs Growth (%) 301  -655 -3.6 29 s
Dividend 35.0 20.0 30.0 35.0 40.0 Price-OP (x) 12 35 27 22 28
CRR 45 5.0 5.0 5.0 5.0 )
- E: M OSt Estimates
E: MOSt Estimates
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For more copies or other information, contact
Institutional: Navin Agarwal. Retail: Manish Shah, Mihir Kothari
Phone: (91-22) 39825500 Fax: (91-22) 22885038. E-mail: inquire@motilaloswal.com

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 Karnataka Bank
1. Analyst ownership of the stock No
2. Group/Directors ownership of the stock No
3. Broking relationship with company covered No

MOSt is not engaged in providing investment-banking services.

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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