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INDIAN BANKS HAVE PROVIDED HIGH RETURNS TO SHAREHOLDERS
OVER THE LAST FEW YEARS

India has achieved high growth and maintained high Indian banking sector has outperformed most
profitability banking indices
Deposits Per cent, TRS CAGR; Jan 00-June 08
Countries Assets growth growth Pre tax ROE —— Indian banks UK banks
Indian market FTSE all shares
CAGR; CAGR; Per Cent; = Chinese banks === Dow Jones Index
FY04-07 FY04-07 FYo7
Indian banks: 26.71
1400 - Indian market: 16.94
21.0 20.0 20.0* Chinese banks: 9.16
1200 + UK banks: 2.32
FTSE all shares: 2.44
1000 - Dow Jones Index: 3.24
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I 800
China 600
*
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Thailand 200
I
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* Pre-tax profitability calculated by adjusting post-tax ROE
Source: EIU; Central banks of various countries; DataStream; McKinsey analysis 2



THE SECTOR HAS MADE A HEALTHY CONTRIBUTION TO GDP GROWTH
AND EMPLOYMENT CREATION

... and has the potential to
Indian banking sector’s contribution to GDP is healthy, almost at par employ peoplein large
with developed countries. . . numbers
Banking sectors value-added to nominal GDP (per cent; 2007) e Financial services can
Chi employ as many as 3.6
ina - 6.5 * million people by 2010
and can double the
USA Bli— 6.4 number of people
— ' employed in financial
_ services to 7.4 million
India _ﬁ 5.1 by 2020
UK =N 52
= | '
Malaysia [ > 5
NG ey 5
I
I *China data for 2006

Source:EIU; RBI; WIM; Hewitt; McKinsey analysis 3



HOWEVER, THE SECTOR STILL FARES POORLY ON FINANCIAL
ACCESS AND DEEPENING

Access to banking services concentrated in few
centers

Level of banking intermediation low compared to
other economies
2006; per cent , Loans/GDP Deposits/GDP
B Taiwan 145 182
B China 118 173
e | Japan 108 142
Singapore 106 142
EB= Malaysia 104 133
=== Thailand 75 83
= India 48 65
.I Philippines 40 58
B |Indonesia ] 24 39

December 2007; per cent; Rs crore

100% = 73,103 29,40,978 21,57,303
Top 4 metros \
Top 100 centers / 18 N 4
(excluding metro)
Next 100 centers

49

AS

Other centers 69 5 28
4
26 19

Number of Deposits Credit

Branches

* Poor benchmarks on non-branch access modes
(25 ATMs per million people in India* as compared
to 51 in China**, 193 in Brazil** and 246 in
Mexico**)

* Top 100 corporates account for ~50% of total
credit — SMEs starved for credit

* ATM numbers for India for 2007
** ATM numbers for China, Brazil, Mexico for 2006
Sources: Country National Accounts; IMF; McKinsey Global Institute; team analysis
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THE “GRAND BARGAIN” IS HURTING THE SECTOR TO THE PRELIMINARY
TUNE OF ~INR 10,000-15,0000 CRS =STMATES
7 ]
Rs. ‘000 crores Maximum negative 7—PUblic sector banks
impact of regulatory
obligations (net of 42 30 - 50-55
benefits) m— =6-7=—" 13
~11.12 | |
Scheduled commercial banks
Operating Costof  Operating CRR / Priority ~ Total
profit de- profit post SLR sector Operating
regulating de- profit
deposit  regulation
~75-80
~65 ~15- .
15-20 Private sector bank s
~13-15 ~50 | 8-10 |
~14 ) 13-16
=-9.3= | 11-12 | 10— =12=
Operating Cost of  Operating CRR / Priority  Total
profit de- profit post SLR sector Operating
regulating de- profit
deposit  regulation
Operating Cost of de-Operating CRR / SLRPriority  Total
profit regulating profit post sector Operating .
deposit  de- profit FETEg TS
rate regulation
~10 ~9 ~10
=~0.5-1= =~0.5="= ~0.5
Operating Cost of  Operating CRR / Priority  Total
profit de- profit post SLR sector Operating
regulating de- profit
deposit  regulation

* Operating profit as defined by the RBI

Source: McKinsey analysis; RBI




SIGNIFICANT FRAGMENTATION AND POLARIZATION OF THE SECTOR —
RAISING CONCERNS ON SECTORAL STABILITY ILLUSTRATIVE

3 Movement from March 2001 to June 2008

Few value
creators have
4T - o broken away

from the pack!
\I p

<) HDFC BANK
©
S 3}t
@ Few scale
= ¢ AXIS BANK players —
8 still the
a g sector is
n quite smalll
. - ICICI Bank e —only 2
State Bank of India banks in
global top
100
compared
~ 86% of all : : : ' ' ' ' ' 1 with 4
listed 100 200 300 400 500 600 700 800 900 | banks ifn
financial N . top 10 for
institutions Market capitalisation (Rs billion) China
have market * 84 Scheduled Commercial Banks (84) hold ~ 80% of total financial
cap of <Rs. assets; remaining 20% held by over ~ 125,000 financial entities, several
| 1000 crs i of which are weak, under-performing and undercapitalized

Source: Prowess; Team analysis 6
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PRIVATE AND FOREIGN BANKS HAVE SHOWN HIGHER GROWTH AND
PROFITABILITY COMPARED TO PUBLIC SECTOR BANKS

Deposit Advance Operating Profit per
Growth Growth Income Growth B employee

CAGR, CAGR, CAGR, Rs lakhs,
FY'04-FY’'07 FY'04-FY'07 FY'04-FY'07 FY ‘07
India
average 19.5 31.9 7.8 3.00

Public sector
banks

.17.5 -31.6 I2,5 I2.87

27.1 34.4 19.1 4.69

278 -2 -16.46

Source: RBI 8

Private
sector banks

Foreign

banks 234




AS A RESULT, VALUE HAS MIGRATED TOWARDS NEW PRIVATE SECTOR
AND FOREIGN BANKS

Share of
Share of assets Share of profits market cap*
Rs 000 crore, Rs crore; per cent Rs crore; per cent
per cent
: 1,133 3,384 7,306 31,230 36,356 298,849
New private
and foreign 12 21
banks 26 32 37

49

Old private and

public sector
banks

2000 2007 2000 2007 2000*  2007*

I * As of March 2007; market cap for banks not listed in FY0OO0 imputed using a price to book value of peers
** Foreign banks not included in market cap analysis as they are not listed
Source: CMIE-Prowess; DataStream; Bloomberg; annual reports; McKinsey analysis 9
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THIS 'BREAKAWAY’ PERFORMANCE IS DRIVEN BY GAPS ILLUSTRATIVE

ACROSS FIVE CORE CAPABILITY DIMENSIONS

Low level
of capability
. High level
Organization and Talent ® o;%apz\é)?lity
Distribution Credit IT &
Efficiency Policy & Operations
Skills
Customer Orientation
([ [ ]
Five key “core” capabilities PSU | | New Private Sector| | Foreign

@ Organization and Talent
9 Distribution Efficiency
@ credit policy and skills
@ IT and Operations

I 6 Customer Orientation
Source: McKinsey & Co 10
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TALENT AND PEOPLE DEVELOPMENT WILL BE THE BIGGEST 1@.
CHALLENGE FOR INDIAN BANKS, PARTICULARLY FOR PSUs 7 psu

Per cent responding strongly agree or agree; 2007

[ ] private
1 Foreign

Organization performance parameter

Performance level

@ The company continually refreshes its

15

talent pool by recruiting top performers 45
from outside the company to fill key roles 67

9 The company proactively identifies and

mines the best external sources of 46
top candidates 56

e The company attracts highly talented
people

@ The company extends financial incentives
to motivate employees at all levels

I Source: McKinsey & Company Proprietary Organisation Performance

Profile survey of leading banks in India (n = 1,024);

Financial Services 360, Indian Banking — Towards Global Best Practices 11
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PRIVATE SECTOR BANKS HAVE PIONEERED GLOBAL [ Private @

STANDARDS OF EFFICIENCY IN DISTRIBUTION I Foreign
B Giobal Top 10
banks
Private sector and foreign compare favorably against global Private sector and foreign banks have
peers on distribution efficiency* a higher usage of alternate channels
26 Per cent using a particular channel
| 59
Branch 35
36
| 39
ATM 51
60
1
Telephone || 1
Internet
PSU banks continue
to rely heavily on
Branch capacity Effective use  Multi-channel  Development of _ their branchinetwor,
management  of direct management  future channel Mobile
channel

* Scale of 0-4, 0 being the lowest and 4 being the highest
Source: McKinsey & Company Proprietary Excellence in Retail Banking survey and Personal Financial Services survey; Financial Services 360, Indian
Banking — Towards Global Best Practices 12
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INDIAN BANKS COMPARE FAVORABLY AGAINST GLOBAL ooy [0l ]
CREDIT AND RISK BEST PRACTICES

1 Foreign

B Giobal Top 10
banks

... However, PSU banks lag behind significantly*

Private sector and foreign banks in India

exercise best-in-class credit skills and

policy* . ..

3.1
2.2
PSU Private Foreign Top 10

global
banks

Gross NPA

ratio. FY ‘07 2.7% 1.9% 1.8%

Net NPA 1.1% 1.0% 0.7%

ratio, FY ‘07

2.9

Credit underwriting, rating
and scoring

Credit portfolio
management

Credit monitoring workout 3.1
d 3.5

* On a scale of 0-4, 0 being the lowest and 4 being the highest

Source: McKinsey & Company Proprietary Excellence in Retail Banking survey of leading banks in India; Financial
Services 360, Indian Banking — Towards Global Best Practices; RBI
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ON TECHNOLOGY THE BEST BANKS IN INDIA ARE AMONG THE @.

MOST EFFICIENT IN THE WORLD
US$ 000s; 2007

ESTIMATES

Desktop +

IT spend/ IT spend/1,000 Network spend/ helpdesk spend/

banking FTE accounts* access point desktop
Best
Indian 2.4 10.2 7.0 0.4
banks**
India 6.2 15.9 11.9 0.5
Sample |
average 9.1 n/a 11.7 1.0
European
bank 21.2 76 n/a 1.5
average

* Accounts include only deposit accounts
** Sample set of best banks in India includes 5 leading private and foreign banks

Source: McKinsey & Company Proprietary IT Benchmarking survey of leading banks in India; McKinsey analysis; Financial Services 360, Indian

Banking — Towards Global Best Practices

14
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INDIAN BANKS ARE NOT GEARED TO MEET INCREASING m
CUSTOMER DEMANDS AND SERVICE EXPECTATIONS

[ 1Psu
[ Private
Per cent responding strongly agree or agree; 2007 =3 Foreign
o The waiting time at 72 73 81 “Have you had any negative experience with
the branch office is your bank in the past 2 years?”
reasonable
12
Public Private Foreign
Problems are
resolved by the first 61 64 8
person | speak with
Public  Private Foreign
The company
delivers on its 68 65
promises
Public Private Foreign PSU” Private Foreign

New emerging segments likely to drive need for superior services
e Affluent customers
* Young professionals

* Includes old private
Source: McKinsey & Company Proprietary Personal Financial Services survey; Financial Services 360, Indian Banking — Towards Global Best Practices 15
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SEVERAL SYSTEMIC INEFFICIENCIES PLAGUING THE SECTOR

State-owned banks
underperforming due
to constraints on
management and
capital

Fragmented industry
structure with too many
small players

Regulations weakening
competition among
players and inhibiting
operational flexibility

Constraints on foreign
bank expansion

ragmented regulatory
structure suboptimal as
banking/non-banking

activities converge

Inadequate legal and
information
infrastructure

17
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NEED FOR BOLD REGULATORY MOVES ACROSS FOUR DIMENSIONS

Key recommendations

" * Strengthen PSU banks
Create a “level I und formi | _ I ith |
playing field” — Sell under-performing players; merge smaller ones with larger PSUs

between players — Better governance through Board reforms (independent selection of members,
non-Govt shareholder nominees)

— Create state-linked banks as an alternative to privatization

* Define compulsory minimum standards for performance, governance and risk
management to ensure that continuously under-performing players cannot survive
through regulatory grace

* Ease restrictions on foreign players: New banking license restrictions, branch
expansion restrictions, equity ownership caps

Foster efficiency * Remove key regulations that restrict bank efficiency
and competition —Branch approval process & closure norms, priority sector lending, CRR and SLR
within the system norms, interest rate caps and minimum loan sizes, labour market restrictions

* Allow banks freedom to adopt a bank-parent model, holding company model or
Promote scale integrated bank model and actively facilitate much broader scope of business

efficiencies e Facilitate back-office outsourcing — e.g., encourage state-owned banks to unify
_________________________________________________________________________________ back offices or facilitate creation of a shared industry-wide utility

Coordination * Sound out attitude of other regulators about coordinating activities

between * Move over time to a coordinated regulator model

regulators * Move over time to one regulator in the long term (if feasible and still deemed

desirable)

18
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