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KARNATAKA BANK

BANKING

Q2FY18: Operating parameters stable; higher credit costs dents profitability;
Karnataka Bank (KBL) operating parameters were strong on all fronts with loan
growth acceleration, margins improvement, strong fee income growth and
moderation in slippages. Commentaries on each of the above key parameters
remain encouraging. Higher credit costs however impacted profits during the
quarter. Capital position remains strong. With huge liquidity in terms of
deposits, the new management with focus on credit growth along with branch
expansion envisages business growth of 17% by FY18 to Rs 1,10,000 cr.

Outlook

Though still at a nascent stage of transformation, KBL has made strong in-roads
in RoE improvement. The transformational exercise as envisaged will further
augment overall RoE’s. KBL’s vision 2020 targets the business turnover of Rs
1,80,000cr by FY20 with deposits of Rs 1,00,000cr and advances of Rs 80,000cr to
be driven by higher growth in the retail portfolio (60% of advances). Also, KBL
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aims to become a Preferred Banker to atleast 1% of India’s population by FY20.
We retain our buy rating and assign P/ABV of 1.05x arriving at a target price of
Rs 195/ share.

Key Highlights

e Asset quality improves:Asset quality was maintained with G/NNPAs at 4.1/3%, down from 4.3/3.2% in
Q1FY18.Slippages at Rs 374cr (0.9% annualized vs. 1.3% in Q1FY18) included one account of Rs 230cr from housing-infra
space that was downgraded to NPA following aggressive NPA recognition policy. This account was earlier part of SDR
and the bank has made 25% provision against this account. Standard restructured loans stood at Rs 690cr and coupled
with GNPA, SDR and S4A make for 6.5% of loans (vs. 8.6% in FY17). G/NNPA target for FY18 is retained at 4% and 2%
respectively.

e Credit costs up: Provisioning increased during the quarter to Rs 226cr from Rs 199cr QoQ on front loading of
provisioning done for an infrastructure account it has treated as an NPA. Credit costs went up to 2.2% from 2.1% resulting
in lower PAT of Rs 93cr (down 30% QoQ).

e CASA stable: Deposits grew 6.5% led by 15.6% YoY growth in CASA deposits. The cut in SA deposits effective August,
2017 has positively impacted NIM by 10bps. CASA was largely stable at 28.58% (28.94% in Q1FY18).

e NIMs improved YoY: NII at Rs 440cr was up 11%YoY led by 12% growth in loans and NIM expansion to 3.03% (2.62% in
Q1FY18). Non-interest income too came in higher (fees grew 36% YoY; treasury were up 21% YoY) and with stable costs
saw operating profit grow 57%to Rs 366cr. Buoyancy in the loan book was maintained by growth in retail book (~11%
YoY). The management has guided for business growth of 17% by FY18 to Rs.1,10,000cr with focus on retail portfolio.

FINANCIAL SUMMARY
NII PAT P/BV Net NPA ABV P/ABV ROE (%)
(Rs Cr) (Rs Cr) (%) (x)
FY16 1,303 415 22.0 -8 196 6.9 0.8 2.35 153 1.0 11.7 0.8
FY17 1,491 452 16.0 -27 182 6.9 0.8 2.64 147 1.0 10.2 0.7
FY18E 1,786 569 20 25 197 8.0 0.7 214 164 1.0 10.6 0.8
FY19E 2,174 769 27 35 219 59 0.6 1.83 186 0.9 13.1 1.0
Source: Companyand Axis Securities PRICE PERFORMANCE
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Results Update

Sep-17 Sep-16 % YoY Jun-17 %Qo0Q FY17 FY18E FY19E
Interest Income 1,318 1,306 1% 1,331 -1% 3,891 5,905 6,802
Interest Expenses 878 909 -3% 906 -3% 2,752 4,119 4,628
Net Interest Income 440 397 11% 424 4% 1,138 1,786 2,174
Other Income 248 190 31% 217 14% 498 676 781
Total Income 688 587 17% 642 7% 1,636 2,462 2,955
Operating Expenses 322 354 -9% 332 -3% 970 1,317 1,507
Employee 124 174 -28% 137 -10% 478 777 889
Others 198 181 9% 195 2% 491 540 618
Operating Profits before provisions 366 233 57% 310 18% 667 1,145 1,448
Total Provisions 226 131 73% 199 14% 367 386 423
PBT 140 102 37% 111 27% 299 759 1,025
Taxes 47 (22) - (23) - (15) 190 256
PAT 93 124 -25% 134 -30% 314 569 769
EPS 8 7 - 5 - 11 20 27
Asset Quality
GNPA Rs. Cr 1,716 1,345 28% 1,691 1% 1,560 1,529 1,521
NNPA Rs. Cr 1,247 961 30% 1,230 1% 1,066 918 912
GNPA % 413 3.64 - 434 - 4.30 3.50 3.00
NNPA % 3.04 2.63 - 3.20 - 2.99 214 1.83
Slippages 374 233 61% 498 -25% 837 728 1,100
Slippage Ratio % 0.91 0.64 - 1.29 - 234 3.0 2.45
Restructured Assets 1,028 1,459 -30% 1,140 -10% 1,330 1,000 800
Credit Cost % 22 1.4 - 2.1 - 1.0 0.9 0.9
Ratios %
Cost to Income ratio 46.8 60.3 - 51.7 - 59.3 53.5 51.0
Loan/Deposit 72.7 69.0 - 68.4 - 62.3 65.2 66.4
CASA % 28.6 26.3 - 28.9 - 30.2 27.6 27.6
RoA % 0.7 0.8 - 0.8 - 0.7 0.8 1.0
RoE % 8.7 129 - 10.3 - 9.5 10.6 13.1
CAR (Basel III) % 12.5 11.2 - 13.0 - 13.2 12.8 12.5
TierI % 114 9.8 - 11.9 - 11.9 12.0 11.7
Tier I % 1.0 1.4 - 1.1 - 1.3 0.8 0.8
Margins %
Yield on Advances 10.2 111 - 10.2 - 111 111 10.8
Cost of Deposits 6.2 6.9 - 6.3 - 6.8 6.8 6.5
Quarterly NIMs 3.0 2.6 - 2.6 - 2.5 2.45 25
BV-Calculated 187 209 - 187 - 165 197 219
Adjusted Networth 4,043 2,975 - 4,047 - 3,599 4,642 5,266
Adj. BV 143 158 - 143 - 127 164 186
Balance sheet
Capital 283 188 50% 283 0% 283 283 283
Net Worth 5,290 3,936 34% 5,276 0% 4,665 5,560 6,178
FV 10 10 10 10 10 10
Deposits 56,558 53,096 7% 56,227 1% 57,435 65,810 75,024
Investments 16,734 16,736 0% 18,421 9% 16,734 23,050 26,278
Loans 41,127 36,611 12% 38,484 7% 35,786 42,924 49,792

Source: Company and Axis Securities
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Disclosures:

The following Disclosures are being made in compliance with the SEBI Research Analyst Regulations 2014 (herein after referred to as the
Regulations).

1. Axis Securities Ltd. (ASL) is a SEBI Registered Research Analyst having registration no. INH000000297. ASL, the Research Entity (RE) as
defined in the Regulations, is engaged in the business of providing Stock broking services, Depository participant services & distribution
of various financial products. ASL is a subsidiary company of Axis Bank Ltd. Axis Bank Ltd. is a listed public company and one of
India’s largest private sector bank and has its various subsidiaries engaged in businesses of Asset management, NBFC, Merchant
Banking, Trusteeship, Venture Capital, Stock Broking, the details in respect of which are available on www.axisbank.com.

2. ASL is registered with the Securities & Exchange Board of India (SEBI) for its stock broking & Depository participant business activities
and with the Association of Mutual Funds of India (AMFI) for distribution of financial products and also registered with IRDA as a
corporate agent for insurance business activity.

3. ASL has no material adverse disciplinary history as on the date of publication of this report.

4. I/We, Siji A Philip, MBA (Finance), author/s and the name/s subscribed to this report, hereby certify that all of the views expressed in this
research report accurately reflect my/our views about the subject issuer(s) or securities. I/We (Research Analyst) also certify that no part
of my/our compensation was, is, or will be directly or indirectly related to the specific recommendation(s) or view(s) in this report. I/we
or my/our relative or ASL does not have any financial interest in the subject company. Also I/we or my/our relative or ASL or its
Associates may have beneficial ownership of 1% or more in the subject company at the end of the month immediately preceding the date
of publication of the Research Report. Since associates of ASL are engaged in various financial service businesses, they might have
financial interests or beneficial ownership in various companies including the subject company/companies mentioned in this report. I/we
or my/our relative or ASL or its associate does not have any material conflict of interest. I/we have not served as director / officer, etc. in
the subject company in the last 12-month period.

Any holding in stock — No

5. ASL has not received any compensation from the subject company in the past twelve months. ASL has not been engaged in market making
activity for the subject company.

6. In the last 12-month period ending on the last day of the month immediately preceding the date of publication of this research report, ASL

or any of its associates may have:

i Received compensation for investment banking, merchant banking or stock broking services or for any other services from the
subject company of this research report and / or;
ii. Managed or co-managed public offering of the securities from the subject company of this research report and / or;
iii. Received compensation for products or services other than investment banking, merchant banking or stock broking services from

the subject company of this research report;

ASL or any of its associates have not received compensation or other benefits from the subject company of this research report or any other

third-party in connection with this report.
Termé& Conditions:

This report has been prepared by ASL and is meant for sole use by the recipient and not for circulation. The report and information contained
herein is strictly confidential and may not be altered in any way, transmitted to, copied or distributed, in part or in whole, to any other person
or to the media or reproduced in any form, without prior written consent of ASL. The report is based on the facts, figures and information that
are considered true, correct, reliable and accurate. The intent of this report is not recommendatory in nature. The information is obtained from
publicly available media or other sources believed to be reliable. Such information has not been independently verified and no guaranty,
representation of warranty, express or implied, is made as to its accuracy, completeness or correctness. All such information and opinions are
subject to change without notice. The report is prepared solely for informational purpose and does not constitute an offer document or
solicitation of offer to buy or sell or subscribe for securities or other financial instruments for the clients. Though disseminated to all the
customers simultaneously, not all customers may receive this report at the same time. ASL will not treat recipients as customers by virtue of

their receiving this report.
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DEFINITION OF RATINGS
Ratings Expected absolute returns over 12-18 months
BUY More than 10%
HOLD Between 10% and -10%
SELL Less than -10%
Disclaimer:

Nothing in this report constitutes investment, legal, accounting and tax advice or a representation that any investment or strategy is suitable or
appropriate to the recipient’s specific circumstances. The securities and strategies discussed and opinions expressed, if any, in this report may
not be suitable for all investors, who must make their own investment decisions, based on their own investment objectives, financial positions
and needs of specific recipient.

This report may not be taken in substitution for the exercise of independent judgment by any recipient. Each recipient of this report should
make such investigations as it deems necessary to arrive at an independent evaluation of an investment in the securities of companies referred
to in this report (including the merits and risks involved), and should consult its own advisors to determine the merits and risks of such an
investment. Certain transactions, including those involving futures, options and other derivatives as well as non-investment grade securities
involve substantial risk and are not suitable for all investors. ASL, its directors, analysts or employees do not take any responsibility, financial
or otherwise, of the losses or the damages sustained due to the investments made or any action taken on basis of this report, including but not
restricted to, fluctuation in the prices of shares and bonds, changes in the currency rates, diminution in the NAVs, reduction in the dividend or
income, etc. Past performance is not necessarily a guide to future performance. Investors are advice necessarily a guide to future performance.
Investors are advised to see Risk Disclosure Document to understand the risks associated before investing in the securities markets. Actual
results may differ materially from those set forth in projections. Forward-looking statements are not predictions and may be subject to change
without notice.

ASL and its affiliated companies, their directors and employees may; (a) from time to time, have long or short position(s) in, and buy or sell the
securities of the company(ies) mentioned herein or (b) be engaged in any other transaction involving such securities or earn brokerage or other
compensation or act as a market maker in the financial instruments of the company(ies) discussed herein or act as an advisor or investment
banker, lender/borrower to such company(ies) or may have any other potential conflict of interests with respect to any recommendation and
other related information and opinions. Each of these entities functions as a separate, distinct and independent of each other. The recipient
should take this into account before interpreting this document.

ASL and / or its affiliates do and seek to do business including investment banking with companies covered in its research reports. As a result,
the recipients of this report should be aware that ASL may have a potential conflict of interest that may affect the objectivity of this report.
Compensation of Research Analysts is not based on any specific merchant banking, investment banking or brokerage service transactions. ASL
may have issued other reports that are inconsistent with and reach different conclusion from the information presented in this report.

Neither this report nor any copy of it may be taken or transmitted into the United State (to U.S. Persons), Canada, or Japan or distributed,
directly or indirectly, in the United States or Canada or distributed or redistributed in Japan or to any resident thereof. If this report is
inadvertently sent or has reached any individual in such country, especially, USA, the same may be ignored and brought to the attention of
the sender. This report is not directed or intended for distribution to, or use by, any person or entity who is a citizen or resident of or located in
any locality, state, country or other jurisdiction, where such distribution, publication, availability or use would be contrary to law, regulation
or which would subject ASL to any registration or licensing requirement within such jurisdiction. The securities described herein may or may
not be eligible for sale in all jurisdictions or to certain category of investors.

The Disclosures of Interest Statement incorporated in this document is provided solely to enhance the transparency and should not be treated
as endorsement of the views expressed in the report. The Company reserves the right to make modifications and alternations to this document
as may be required from time to time without any prior notice. The views expressed are those of the analyst(s) and the Company may or may
not subscribe to all the views expressed therein.

Copyright in this document vests with Axis Securities Limited.

Axis Securities Limited, Corporate office: Unit No. 2, Phoenix Market City, 15, LBS Road, Near Kamani Junction, Kurla (west), Mumbai-400070,
Tel No. — 18002100808, Regd. off.- Axis House, 8th Floor, Wadia International Centre, PandurangBudhkar Marg, Worli, Mumbai — 400 025.
Compliance Officer: AnandShaha, Email: compliance.officer@axisdirect.in, Tel No: 022-42671582.SEBI-Portfolio Manager Reg. No.
INP000000654
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