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Karnataka Bank reported net interest income (NII) growth of 12% to Rs1.02b in 1QFY07. However due to higher
provision on account of its investment book, PAT was flat at Rs410m. Margins remained flat at 2.74% Y oY. Business
grew strongly with advances growing 26% Y oY and deposits by 28%. However, asset quality worsened QoQ as the bank
had to recognize Rs240m of NPAs on account of a few advances given to coffee growers.
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NIl grew 12%; margins were flat YoY

Loans grew 26%; deposits grew by 28%

Other income declined, as treasury declined

Asset quality QoQ worsens: net NPAs up to 1.5%

Steady growth in balance sheet leading to higher NIl and the lower provisioning requirement will likely drive earnings
ahead. We expect earnings to grow to 18% in FY Q7. The stock trades at a P/E 5.6x on FYO7E EPS and P/BV of 0.9x

on FYO7E BV. We maintain Buy.

QUARTERLY PERFORMANCE (RS MILLION)
FYO6 FYO7 FYO6 FYO7E
1Q 2Q 3Q 4Q 1Q 2QE 3QE 4QE

Interest Income 2,406 2,400 2,664 2,709 2,922 3,024 3,171 3,196 10,180 12,312
Interest Expense 1,499 1,637 1,687 1,698 1,904 1,965 2,070 2,023 6,521 7,962
Net Interest Income 908 763 978 1,011 1,017 1,059 1,101 1,173 3,659 4,350
% Change (Y-0-Y) 67.9 -19.4 15.6 20.9 12.1 38.9 12.6 16.0 155 18.9
Other Income 477 452 367 372 449 400 380 446 1,668 1,675
Net Income 1,385 1,215 1,345 1,383 1,466 1,459 1481 1,619 5,327 6,025
% Change (Y-0-Y) -12.8 -3.4 25 13.2 5.8 20.2 10.1 17.1 -1.0 13.1
Operating Expenses 506 562 562 415 520 550 590 620 2,045 2,281
Operating Profit 879 652 782 968 946 909 890 999 3,282 3,744
Other Provisions 230 32 128 202 331 200 115 104 592 750
Tax Provisions 233 203 240 256 204 246 236 273 931 958
Net Profit 417 417 415 510 410 464 540 623 1,760 2,036
% Change (Y-0-Y) 7.6 334 12.6 26.7 -1.6 11.2 29.9 22.1 19.6 15.7
Cost to Income Ratio (%) 36.5 46.3 41.8 30.0 35.5 37.7 39.9 38.3 38.4 37.9
Interest Expense/Interest Income (%) 62.3 68.2 63.3 62.7 65.2 65.0 65.3 63.3 64.1 64.7
Other Income/Net Income (%) 345 37.2 27.3 26.9 30.6 27.4 25.7 27.6 31.3 27.8

E: MOSt Estimates
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Karnataka Bank reported net interest income (NI1) growth
of 12% to Rs1.02b in 1QFY07. However due to higher
provision on account of its investment book, PAT was flat
at Rs410m. Marginsremained flat at 2.74% YoY . Business
grew strongly with advances growing 26% YoY and deposits
by 28%. However, asset quality worsened QoQ as the bank
had to recognize Rs240m of NPAs on account of a few
advances given to coffee growers.

NIl grows 12%; but margins flat YoY

During 1QFYO07 NII grew 12% YoY, on the back of steady
growth in advances and deposits. However NIMs have
remained flat YoY at 2.74%, as higher loan yields (8.92%
v/s 8.86%), compensated for the higher cost of funds (5.95%
v/s 5.78%). The bank has effected a PLR hike by 50bp
from July 2006, wherein 40% of the loans are likely to get
re-priced immediately and about 30%-35% will get re-priced
during the course of the year. Thus margins are likely to
improve from 2QFY 07 onwards.

Loans grew 26%; deposits up by 28%

The bank has done extremely well on the business front
with its loan book expanding by 26% YoY to Rs78b in
1QFYO07. Strong growthinretail, SME and theagricultural
segments drove this expansion. Deposits have grown faster
by 28% YoY to Rs130b.

TREND IN BUSINESS GROWTH
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Karnataka Bank

Other income declines, as treasury decline
Trading income for the bank during the quarter declined by
41% to Rs170m, while non-interest other income increased
by 49% to Rs279m. Non-interest income, excluding treasury
has grown by 49% YoY, as commissions increased and
recoveries were strong.

Thebank’s investment book iswell cushioned against rising
interest rates. Of thetotal investment book of Rs55b, Rs41b
isin SLR. Of the SLR, 52% of the investment book is in
HTM and the remainder in AFS (duration of 3.7 years).
Thebank is cushioned up to only 8.12% for the 10-year G-
sec rate. Management mentioned that for every 10bp
increase over 8.1%, the bank will need to make a provision
of Rs25m.

Asset quality worsens QoQ: net NPAs increase
to 1.5%

Asset quality worsened QoQ, as the bank had to recognize
Rs240m of NPAs on account of a few coffee advances in
1QFYO07. Net NPAs increased from 1.18% to 1.5% QoQ,
however still declined from 2.14% in 1QFY06. The bank
intends to restrict slippagesto just 0.5% of advances going
forward, and expects net NPAs of < 0.75% by FY07.

TREND IN NPAS
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Network expansion to continue; technology on
track

M anagement expects to increaseits branch network to 415
and the number of ATMs to 125 (currently, 398 branches
and 75 ATMs). Bank brancheswill mainly beinthewestern
and northern regions of the country. The bank has
networked 328 offices under Core Banking Solution (CBS)
with business coverage up to 95%. The bank, which
currently has 398 branches, has plans to increase this
number to 415 during FY07.

Karnataka Bank

Valuation and view

Steady growth in balance sheet leading to higher NIl and
lower provisioning requirement will drive earnings for the
bank going forward. We expect earnings growth of 18% in
FYO7. The stock trades at a P/E 5.6x on FYO7E EPS and
P/BV of 0.9x on FYO7E BV. We maintain Buy.

7 August 2006
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Karnataka Bank: an investment profile

Company description

Karnataka Bank is amongst the largest old-generation
private sector banks that are dominant in the southern and
western partsof India. It isamid-sized bank with a network
of 398 branches and balance sheet size of over Rs150b.
The stock is amongst the most inexpensive in our banking
universeand offersa 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 in the M&A space

Key investment risks

= Any significant upmovein interest rates could adversdy
impact its bond portfolio

&« Slowdown of the economy could hurt asset quality of
the bank.

COMPARATIVE VALUATIONS

Karnataka Bank

Recent developments

= At the 82" AGM, the FII limit was increased to
49%.from the present 24%.

& The Chairman and CEO, Mr. Anantakrishna's termin
office, has been extended for three years, effective 13
July 2006. He has completed 6 years in office.

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 a P/E of 5.6x FYO7E EPS and P/
BV of 0.9x on FYO7E BV.

= Wemaintain Buy.

Sector view

& YTD loan growth of 30%+, highest inthelast 12 years.

&« Volatility in interest rates would impact treasury.

« 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 oBC ICICI BK MOST CONSENSUS VARIATION
P/E (x) FYO7E 5.6 5.4 16.3 FORECAST FORECAST ©0)
FYO8E 4.7 4.7 12.9 FYO07 16.8 17.0 -1.0
P/ABV (x) FYO7E 0.9 0.8 2.1 FY08 20.2 19.8 2.1
FYO8E 0.8 0.7 1.9
ROE (%) EYO7E 17.1 14.3 13.3 TARGET PRICE AND RECOMMENDATION
EYOSE 17.8 15.3 15.2 CURRENT TARGET UPSIDE RECO.
ROA (%) FYO7E 1.3 1.2 1.1 FRIEE (&) FRIEE (&) ©0)
FYOSE 1.3 1.2 1.0 95 145 53.0 Buy
STOCK PERFORMANCE (1 YEAR)
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Karnataka Bank

INCOME STATEMENT (Rs Million) RATIOS
Y/E March 2004 2005 2006 2007E  2008E Y/E March 2004 2005 2006  2007E  2008E
Interest Income 8,484 8,399 10,180 232  ®593 Spreads Analysis (%)
Interest Expended 6,348 5,230 6,521 7,962 9,474 Avg. Yield - Earning Asset: 8.9 75 76 78 8.0
Net Interest Income 2,137 3,169 3,660 4,350 5,119 Avg. Cost-Int. Bear. Liab. 70 51 53 55 57
Change (%) 38.0 48.3 55 B9 w7 g 18 04 23 23 23
Interest Sprea . . . .
Other Income 2,703 2211 1668 1675 1,866 P
Net Income 4,840 5,380 5328 6,025 6,985 Net Interest M argin 22 28 27 28 28
Change (%) 22.8 12 -10 B.1 5.9
Operating Expenses 1542 1,973 2,045 2,281 2,588 Profitability Ratios (%)
Operating Income 3,298 3,407 3,283 3,744 4,397 ROE 20.8 7.6 16.9 7.1 7.8
Change (%) 30.2 33 -3.6 11 74 ROA 13 13 13 13 13
her Provisi 283 1,005 592 750 800
Other Provisions L Int. Expended/Int.Earned 74.8 62.3 64.1 64.7 64.9
PBT 2,015 2,402 2,691 2,994 3,597
Other Inc./Net Income 55.8 411 313 27.8 26.7
Tax 683 931 931 958 1151
Tax Rate (%) 33.9 38.8 34.6 32.0 32.0
PAT 1,332 1471 1,760 2,036 2,446 Efficiency Ratios (%)
Change (%) 20.9 10.5 9.6 5.7 20.1 Op. Exps./Net Income 319 36.7 38.4 37.9 37.1
Proposed Dividend B2 277 364 424 485 Empl. Cost/Op. Exps. 610 63.4 56.8 57.4 58.5
Busi. per Empl. (Rs m) 30.5 355 43.9 49.3 56.0
BALANCE SHEET (Rs Million) NP per Empl. (Rs lac) 31 33 41 44 51
Y/E March 2004 2005 2006  2007E  2008E
Capital 404 1213 1213 1213 1213
Reserves & Surplus 6,577 8,568 9,899 u510  Ba471  Asset-Liability Profile (%)
Net Worth 6,982 9,780 11,111 12,723 14,684 Adv./Deposit Ratio 49.6 58.0 58.8 62.1 64.8
Deposits 94,069 108,370 132,432 152,959 175,902 Invest./Deposit Ratio 519 42.0 419 385 36.1
Change (%) B4 5.2 22.2 55 5.0 G-Sec/Invest. Ratio 617 74.7 73.7 73.7 73.7
Borrowings 1833 2,437 1827 2,101 2,521 Gross NPAs to Adv. 19 76 51 41 33
her Liabilities & Prov. 2,883 4,680 4,163 4,579 5,037
Other Liabilities & Prov Net NPAS to Adv. 5.0 23 12 0.9 05
Total Liabilities 105,766 125,267 149,533 172,362 198,145
CAR 13.0 u.2 18 0.8 0.0
Current Assets 7,493 1,725 12,146 3,906 15,364 _
Investments 48,780 45557 55486 5885 63,520 Tier1 04 L2 13 o8 9.0
Change (%) 0.1 6.6 218 6.0 8.0
Advances 46,679 62,874 77,95 95057 14,069 VALUATION
Change (%) 0.7 34.7 23.9 22.0 200 Book Value (Rs) 2.7 80.7 916 104.9 r11
Net Fixed Assets 932 966 1043 1347 1,632 Price-BV (x) 05 12 10 0.9 08
her A 7 2,14 2,942 2 3,560 -
Other Assets 1873 > o 3,236 Adjusted BV (Rs) B55 73.0 86.7 00.3 1.9
Total Assets 105,766 125,267 149,533 172,362 198,145
Price-ABV (x) 0.7 13 11 0.9 0.8
ASSUM PTIONS % EPS (Rs) 32.9 ».1 us5 6.8 20.2
Deposit Growth 1.3.4 15.2 22.2 5.5 15.0 EPS Growth (%) 20.9 -63.2 19.6 5.7 20.1
Advances Growth 9.7 34.7 23.9 22.0 20.0 Price-Earnings (x) 2.9 7.8 6.5 5.6 47
Investments Growth 0.1 -6.6 218 6.0 8.0 OPS (Rs) 816 28.1 27.1 30.9 36.3
Dividend Yeild (%) 3.7 21 3.2 3.7 4.2 OPS Growth (%) 30.1 -65.5 3.7 U1l 17.4
Dividend 35.0 20.0 30.0 35.0 40.0 Price-OP (x) 12 a4 35 a1 26
CRR 45 5.0 5.0 5.0 5.0 -
_ E: M OSt Estimates
E: M OSt Estimates
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Phone: (91-22) 39825500 Fax: (91-22) 22885038. E-mail: inquire@motilaloswal.com

Motilal Oswal SecuritiesLtd, 3rd Floor, Hoechst House, Nariman Point, Mumbai 400 021

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
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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