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Introduction
New Zealand’s five major banks (ANZ National, ASB, Bank of New Zealand, 
Kiwibank and Westpac) reported core earnings of $2.8bn in the second half of 
their 2011 financial years (2H11), up from $2.3bn in the previous six months 
(1H11). This was driven by growth in both net interest income of $246m and 
other operating income of $227m. Bucking the trend seen since 2010, bad debt 
expenses increased, albeit only by $24m. Overall, profit before tax was up 28% 
to $2.4bn (1H11: $1.9bn) when comparing 2H11 to 1H11, a fine result. 
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This publication focuses on the major 
banks’ performance for 2H11 with 
reference to 1H11. As can be seen in 
figure 1, this has been a good-news six 
months for the banks with improving 
profitability. However, while this silver 
lining is clear to see, the rain clouds are 
definitely gathering in the distance.

The extended sunny spell 
seen since 2010 brought 
on by increasing interest 
margins and decreasing 
bad debt expenses is now 
being threatened to be 
blown away in what could 
be as bad a storm as the 
first GFC

These rain clouds have gathered in the 
powerhouses of the western economy. 
The US sovereign credit rating was 
downgraded during 2011 and nine 
European countries in mid-January 
2012. The European credit rating 
downgrades have been brought on by 
the systemic stresses in Europe. Standard 
and Poor’s refer to these stresses as 
tightening credit conditions, an increase 
in risk premiums for a widening group 
of Eurozone issuers, a simultaneous 
attempt to deleverage by governments 
and households, weakening economic 
growth prospects, and an open and 
prolonged dispute among European 
policymakers over the proper approach 
to address challenges.  

Tax expenses

Profit a
fte

r ta
x 2H11

$N
Z

 m
ill

io
ns

Bad debt e
xpenses

Operatin
g expenses

Other o
peratin

g in
come

Net in
terest in

come

Profit a
fte

r ta
x 1H11

2,000

1,800

1,600

1,400

1,200

1,000

800

600

400

200

-

Figure 1: NZ major banks’ change in profit after tax
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The unknown question is how deep and 
prolonged the European recession will be and 
the impact this will have on its major trading 
partners. New Zealand banks are unlikely to be 
directly impacted by this as the banks on this 
side of the world do not typically hold significant 
investments in these countries. Indirectly 
however, this recession may impact the New 
Zealand major banks’ funding and undermine 
general business confidence given our exporters 
will be affected by reduced demand and high 
exchange rates. It should also be noted that 
New Zealand was not spared from recent rating 
downgrades, with Standard & Poor’s slicing New 
Zealand’s long-term foreign currency rating from 
AA+ to AA. 

Rain clouds are beginning to gather over our 
major trading partners as well, with reports 
coming out of Australia suggesting that tough 
times are ahead for many businesses across the 
Tasman, as well as comments coming from China 
during the six-month period that their forecasted 
medium-term economic growth will not offset 
the woes elsewhere in the global economy despite 
strong current growth.

In 2H11, the banks have continued to make 
the most of this sunny weather, continuing to 
improve their interest margins which has driven 
net interest income growth. This has been 
important in order to stimulate the banks’ returns 
as their lending portfolios have remained flat for 
another six months at $276.3bn. With the global 
economic situation seeming to worsen again, 
it is hard to see margins continuing to widen 
unless the banks can pass on the likely increase 
in funding costs to their borrowers, which will be 
difficult in this low credit growth environment. It 
is hard to see growth in the lending books as local 
confidence remains shaky in both the consumer 
and business sectors.

Instead we expect the New Zealand major banks 
to seek to improve returns to their shareholders 
through cost cutting and efficiency. This has been 
seen in the current period with a 4% decrease in 
operating expenses seen half-on-half. 

The banks will be looking to continue this with 
many of them considering new core banking 
systems to unlock efficiency gains. However the 
torrent of regulation continues to pour down 
on the banks, including New Zealand specific 
regulation such as the Open Bank Resolution 
which promises to be a significant undertaking 
but with no leveraging from Australia possible.

One area in which we expect to see increased 
efficiency gains as well as differentiation in order 
to aid balance sheet growth is through digital 
banking, such as through the use of smartphones. 
We have already seen some forays into this area 
but suspect that many will need to have their 
new core banking platform in place first. This 
puts some time pressure on any system upgrades 
needed as the area of digital banking is currently 
largely undeveloped but has the potential to 
cause customers, especially Gen Ys (those in the 
younger age brackets), to switch banks. Digital 
banking will ultimately evolve into a deeper set 
of offerings, providing new value for the New 
Zealand major banks and their customers.

The evolution of digital banking is also reopening 
discussions on the future of branches and how 
they should operate. Branches are being used 
less and less on the retail side by younger (and 
more profitable) customers but do still house the 
big-ticket items such as the signing of a mortgage. 
Also the branch visibility on the main street is still 
valued by many customers. The layout of future 
branches is changing though, with increasing use 
of technology and varying footprints depending 
on brand and function.
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In the current period we have also seen volatility 
in the mark-to-market of the banks’ financial 
instruments held at fair value driven by the global 
economic situation. This volatility has caused a 
$0.2bn increase in other operating income during 
the period but is typically only a book profit, not 
contributing to the underlying cash profitability 
of the banks. 

With this global financial uncertainty, the New 
Zealand major banks will also be focusing on 
funding. The lack of growth in the lending books 
means that the banks have been able to self-
fund (i.e. the increase in retail deposit funding 
is greater than the increase in lending) since the 
second half of 2009. With no significant growth 
in lending likely, we expect the New Zealand 
majors to be able to continue to self-fund in 
their 2012 financial years as deposit growth 
continues to outpace lending growth. However, 
as has been the case in recent years, there are 
several significant debt maturities in 2012 which 
will need to be rolled over. Therefore the New 
Zealand banks will carefully choose their timing 
given these potentially volatile international 
funding markets.

With these rain clouds on the horizon the New 
Zealand economy will need a strong banking 
sector. The New Zealand major banks are 
profitable with strong liquidity and capital 
positions and according to the recent joint Centre 
for the Study of Financial Innovation and PwC 
global survey, Banking Banana Skins, the New 
Zealand banks consider themselves among the 
better prepared for the risks currently facing the 
global banking industry.

With the global economic situation 
seeming to worsen again, it is hard to 
see margins continuing to widen unless 
the banks can pass on the likely increase 
in funding costs to their borrowers
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2H11 1H11 2H11 v 1H11 FY11 FY10 FY11 v FY10

Interest income 9,623 9,759 -1% 19,382 18,617 4%

Interest expense (6,000) (6,382) 6% (12,382) (12,229) -1%

Net interest income 3,623 3,377 7% 7,000 6,388 10%

Other operating income 1,299 1,072 21% 2,371 2,283 4%

Operating expenses (2,094) (2,187) 4% (4,281) (4,059) -5%

Core earnings 2,828 2,262 25% 5,090 4,612 10%

Bad debt expenses (379) (355) -7% (734) (1,132) 35%

Profit before tax 2,449 1,907 28% 4,356 3,480 25%

Tax expenses (756) (559) -35% (1,315) (896) -47%

Outside equity interest (11) (11) 0% (22) (20) -10%

Statutory profits 1,682 1,337 26% 3,019 2,564 18%

Figure 2: NZ major banks’ combined performance ($NZ millions)

Annual results

There have also been positive impacts on the 
bottom line by:

•	 A 4% increase in other operating income, 
largely driven by the impact of the global 
economic situation on the mark-to-market of 
financial instruments held at fair value; and

•	 A 35% decrease in bad debt expenses due to 
continued improvements in the New Zealand 
economy, albeit tempered by the credit 
provisioning impact of the February 2011 
Christchurch earthquake.

And these have been to some extent offset by:

•	 A 5% increase in operating expenses as the 
flat performance of the banks was skewed by 
restructuring costs taken up by one bank in 
the current year; and

•	 A 47% increase in tax expenses as the 
effective tax rate increases from 25.7% in 
the major banks’ 2010 financial year (FY10) 
reflecting the impacts of the conduit tax cases 
unwinding in FY10 to 30.2% in their 2011 
financial year (FY11), combined with the 
increased profit in the current year.

On an annual basis, an 18% increase in statutory profits ($2.6bn to $3.0bn) 
has been driven by the banks improving their net interest margin (NIM), 
increasing their net interest income by 10% ($6.4bn to $7.0bn).

Five majors’  
combined performance
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Semi-annual results

This increase has been supported by:

•	 A 21% increase in other operating income 
with the volatility again being driven by the 
global markets impact on those financial  
instruments held at fair value; and

•	 A 4% decrease in operating expenses as the 
one-off restructuring costs experienced at 
one bank in the first half of the year were not 
repeated.

But partially offset by:

•	 A 7% increase in bad debt expenses. After 
excluding the credit provisioning impact of 
the February 2011 Christchurch earthquake 
in both periods, underlying bad debt expenses 
have increased even more than this headline 
rate; and

•	 A 35% increase in tax expenses in line with 
the increased profit as well as an increased 
effective tax rate of 30.9% in 2H11 compared 
with 29.3% in 1H11.

Comparing 2H11 to 1H11 we see a similar story of increasing NIMs with 
a 7% increase in net interest income ($3.4bn to $3.6bn) driving a 26% 
increase in statutory profits ($1.3bn to $1.7bn). 

The return on equity for 
the banks has increased 
from 12.9% in 1H11 to 
15.5% in 2H11 due to the 
increase in profit seen in 
this period

26%
increase in statutory profits half-on-half
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Net interest income
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Net interest income

With the major banks’ balance sheets not 
changing significantly in the last six months, 
this 7.3% increase in net interest income has 
continued to come from improved NIMs. The 
banks have reported an average NIM of 2.27% 
for the second half of the year, up from 2.23% 
for 1H11. This increase maintains the difference 
with the major Australian banks which increased 
from 2.25% to 2.29% during the same six month 
period. These reported NIMs are adjusted by the 
banks for various factors and are not prepared on 
a consistent basis. Therefore we have produced 
some simple analysis based on the interest 
bearing assets and liabilities disclosures made 
in the disclosure statements to calculate the 
weighted average interest rate (WAIR) for both 
interest income and interest expense.

As can be seen in figure 3, the major banks’ NIM 
has widened post-GFC. This has been made 
possible by:

•	 The refocus by all banks on credit risk 
following the lessons learnt during the GFC;

•	 The trend of New Zealand households moving 
to floating mortgages, reducing some of 
the competitive pressures exerted on fixed 
mortgages; and

•	 The falls in market interest rates pushing 
down the banks’ funding costs, allowing the 
banks to reduce their borrowing rates while 
gradually improving their margins.

However it seems unlikely that this increasing 
margin is sustainable.
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Figure 3: Movements in the NZ major banks’ interest margins

Figure 4: Net interest income of NZ major banks in relation 
                to loans and advances to customers

Figure 5: NZ major banks’ lending portfolios (by class)

Figure 6: Maturities of residential mortgage lending performed by NZ registered banks

Figure 7: Net cash flows with customers

Figure 8: Relative maturities of funding for the NZ major banks

Figure 9: Cost to income ratios of the NZ and Australian major banks

Figure 10: NZ major banks: composition of bad debt expenses

Figure 11: NZ major banks: basis point loan loss provisions

Figure 12: NZ major banks: impaired assets and bad debt expenses

200,000 

220,000 

240,000 

260,000 

280,000 

300,000 

320,000 

2,600 

2,800 

3,000 

3,200 

3,400 

3,600 

1H07 2H07 1H08 2H08 1H09 2H09 1H10 2H10 1H11 2H11

Net interest income (LHS) Gross loans and advances to customers (RHS)

90,000 

100,000 

110,000 

120,000 

130,000 

140,000 

150,000 

160,000 

170,000 

180,000 

2H111H112H101H102H091H092H081H082H07

Household Corporate

Pre GFC Post GFC

-  

20,000 

40,000 

60,000 

80,000 

100,000 

120,000 

140,000 

160,000 

180,000 

N
Z

$ 
m

ill
io

n
s

N
Z

$ 
m

ill
io

n
s

N
Z

$ 
m

ill
io

n
s

b
a

si
s 

p
o

in
ts

N
Z

$ m
illio

n
s

Floating <1 year 1-2 year >2 year

M
ar

 0
7

Ju
n 

07
Se

p 
07

D
ec

 0
7

M
ar

 0
8

Ju
n 

08
Se

p 
08

D
ec

 0
8

M
ar

 0
9

Ju
n 

09
Se

p 
09

D
ec

 0
9

M
ar

 1
0

Ju
n 

10
Se

p 
10

D
ec

 1
0

M
ar

 1
1

Ju
n 

11
Se

p 
11

0%

20%

40%

60%

80%

100%

42

40

44

46

48

50

52

Less than 1 year 1 to 5 years Greater than 5 years

2H111H112H101H102H091H092H081H08

Australia New Zealand

-

200 

400 

600 

800 

1,000 

1,200 

1,400 

2H111H112H101H102H091H092H081H082H071H07

Household Non-household

-

50 

100 

150 

200 

2H111H112H101H102H091H092H081H08

Household Non-household

0.0%

0.1%

0.2%

0.3%

0.4%

0.5%

0.6%

Bad debt expenses/gross loans and advances to customers (RHS)

Impaired assets/gross loans and advances to customers (LHS)

1H07 2H07 1H08 2H08 1H09 2H09 1H10 2H10 1H11 2H11

0.0%

0.5%

1.0%

1.5%

2.0%

Figure 13: A longer term view of the NZ major banks’ profit after tax

N
Z

$ 
m

ill
io

n
s

(2,000)

(1,500)

(1,000)

(500)

-

500 

1,000 

1,500 

2,000 

(6,000)

(4,000)

(2,000)

-

2,000 

4,000 

6,000 

1H07 2H07 1H08 2H08 1H09 2H09 1H10 2H10 1H11 2H11

Net interest income

Other operating income

Profit after tax (RHS)

Operating expenses

Bad debt expense

Income tax expense

139 bps

160 bps 194 bps

N
Z

$ 
m

ill
io

n
s N

Z
$ m

illio
n

s

N
Z

$ 
m

ill
io

n
s

2H111H112H101H102H091H092H081H082H07

(15,000)

(10,000)

(5,000)

-

5,000 

10,000 

2H111H112H101H102H091H092H081H082H07

Net cash inflow/(outflow)

4% 

5% 

6% 

7% 

8% 

9% 

10% 

2H111H112H101H102H091H092H081H082H07

Interest Income WAIR Interest Expense WAIR

Figure 3: Movements in the NZ major banks’ interest margins

Figure 4: Net interest income of NZ major banks in relation 
                to loans and advances to customers

Figure 5: NZ major banks’ lending portfolios (by class)

Figure 6: Maturities of residential mortgage lending performed by NZ registered banks

Figure 7: Net cash flows with customers

Figure 8: Relative maturities of funding for the NZ major banks

Figure 9: Cost to income ratios of the NZ and Australian major banks

Figure 10: NZ major banks: composition of bad debt expenses

Figure 11: NZ major banks: basis point loan loss provisions

Figure 12: NZ major banks: impaired assets and bad debt expenses

200,000 

220,000 

240,000 

260,000 

280,000 

300,000 

320,000 

2,600 

2,800 

3,000 

3,200 

3,400 

3,600 

1H07 2H07 1H08 2H08 1H09 2H09 1H10 2H10 1H11 2H11

Net interest income (LHS) Gross loans and advances to customers (RHS)

90,000 

100,000 

110,000 

120,000 

130,000 

140,000 

150,000 

160,000 

170,000 

180,000 

2H111H112H101H102H091H092H081H082H07

Household Corporate

Pre GFC Post GFC

-  

20,000 

40,000 

60,000 

80,000 

100,000 

120,000 

140,000 

160,000 

180,000 

N
Z

$ 
m

ill
io

n
s

N
Z

$ 
m

ill
io

n
s

N
Z

$ 
m

ill
io

n
s

b
a

si
s 

p
o

in
ts

N
Z

$ m
illio

n
s

Floating <1 year 1-2 year >2 year

M
ar

 0
7

Ju
n 

07
Se

p 
07

D
ec

 0
7

M
ar

 0
8

Ju
n 

08
Se

p 
08

D
ec

 0
8

M
ar

 0
9

Ju
n 

09
Se

p 
09

D
ec

 0
9

M
ar

 1
0

Ju
n 

10
Se

p 
10

D
ec

 1
0

M
ar

 1
1

Ju
n 

11
Se

p 
11

0%

20%

40%

60%

80%

100%

42

40

44

46

48

50

52

Less than 1 year 1 to 5 years Greater than 5 years

2H111H112H101H102H091H092H081H08

Australia New Zealand

-

200 

400 

600 

800 

1,000 

1,200 

1,400 

2H111H112H101H102H091H092H081H082H071H07

Household Non-household

-

50 

100 

150 

200 

2H111H112H101H102H091H092H081H08

Household Non-household

0.0%

0.1%

0.2%

0.3%

0.4%

0.5%

0.6%

Bad debt expenses/gross loans and advances to customers (RHS)

Impaired assets/gross loans and advances to customers (LHS)

1H07 2H07 1H08 2H08 1H09 2H09 1H10 2H10 1H11 2H11

0.0%

0.5%

1.0%

1.5%

2.0%

Figure 13: A longer term view of the NZ major banks’ profit after tax

N
Z

$ 
m

ill
io

n
s

(2,000)

(1,500)

(1,000)

(500)

-

500 

1,000 

1,500 

2,000 

(6,000)

(4,000)

(2,000)

-

2,000 

4,000 

6,000 

1H07 2H07 1H08 2H08 1H09 2H09 1H10 2H10 1H11 2H11

Net interest income

Other operating income

Profit after tax (RHS)

Operating expenses

Bad debt expense

Income tax expense

139 bps

160 bps 194 bps
N

Z
$ 

m
ill

io
n

s N
Z

$ m
illio

n
s

N
Z

$ 
m

ill
io

n
s

2H111H112H101H102H091H092H081H082H07

(15,000)

(10,000)

(5,000)

-

5,000 

10,000 

2H111H112H101H102H091H092H081H082H07

Net cash inflow/(outflow)

The New Zealand major banks’ net interest income has 
continued the growth seen since the beginning of the 2010 
financial year, increasing in 2H11 by $246m to $3,623m.
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Both consumer confidence (as 
measured by Westpac: McDermott 
Miller) and business confidence (as 
measured by Bank of New Zealand) 
have fallen off significantly from the 
strong sense of optimism seen in June 
2011 to uncertainty with both sitting 
in the middle between optimism and 
pessimism as at December 2011. 

A lot of this will have been driven by 
the events overseas in Europe and 
North America but regional problems 
following the recent natural disasters 
within New Zealand are also likely to 
have had an impact. This suggests that 
credit growth is unlikely to change from 
a system perspective in the near term.

The move to floating lending within 
the residential mortgage sector has 
continued with 58% of mortgages 
floating as at September 2011 (50% at 
March 2011). With the uncertainty in 
local confidence and possible increases 
in mortgage rates coming as a result of 
the continued Northern Hemisphere 
woes, it will be interesting to see 
whether the current state represents 
a permanent shift in the market or 
whether borrowers will move back in to 
the fixed rate mortgage market as rates 
begin to increase.

Credit growth … or the lack thereof

The major banks’ lending portfolio as a whole has continued to stagnate, remaining relatively 
flat from $276.4bn at 1H11 to $276.3bn at 2H11. The same dichotomy exists as in previous 
periods with household lending continuing to grow, up 0.6% since 1H11 to $175.9bn, while 
corporate lending continues to fall, down 1.2% since the first half of 2011 to $103.2bn.

1.2%
decrease in corporate lending

0.6%
increase in household lending
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Credit growth … or the lack thereof
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This growth has come from 
increased funding from 
the market of a net $3.4bn 
combined with an increase 
in deposits from customers 
of $1.0bn. Interestingly this 
0.6% increase in deposits 
from customers is at a much 
lower rate than those seen 
over the last few years with an 
average six-monthly growth of 
3.6% seen since the beginning 
of the 2007 financial years. 

This slow down in retail deposit growth 
is interesting but the meaning as of yet 
uncertain. On one hand it could be a 
worrying sign about the decrease in 
surplus funds that customers are able to 
save; on the other it could indicate that 
customers are increasing in confidence, 
spending more and investing outside 
of banks. More likely in our view, this 
is the result of a end of a temporary 
structural change caused by the flight 
to quality during the issues with the 
finance companies and prolonged 
by the deposit war between the New 
Zealand major banks. 

Despite this lower rate of increase in 
deposits from customers, the major 
banks continue to self-fund their 
lending book, as they have done since 
the stagnation of the lending growth 
seen since 2010. Figure 7 underlines 
this change in customer behaviour 
showing the net lending before 2009 
(net cash outflow) changing to net 
depositing after 2009 (net cash inflow) 
as the GFC concerns hit New Zealand 
resulting in a focus on deleveraging 
from both a household and corporate 
perspective. 

We expect this ability to be able to 
self-fund to continue until the overseas 
concerns lighten and local confidence 
lifts for a sustained period. However 
there are still significant wholesale 
debt maturities which still need to 
be rolled-over by the New Zealand 
major banks, and the volatility in the 
international funding markets will 
cause some concerns. For example, 
shortly after the September year ends 
we saw credit spreads spike to their 
highest point since mid-2009 which 
subsequently were alleviated. The 
continuing European sovereign debt 
situation could cause another pricing 
spike or even liquidity freeze as the 
markets continue to show their fragility 
to bad news.

Funding costs

Despite the lack of movement in the major banks’ lending portfolio, the funding 
of the banks has increased from $301.0bn at 1H11 to $305.9bn at 2H11. 

How to roll-over funding 
will remain a key focus  
for the banks
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It was these concerns which resulted 
in the Australian-owned New Zealand 
banks being downgraded by Moody’s 
during the period. Similar concerns, 
albeit from a country-wide perspective, 
resulted in downgrades from Standard 
& Poor’s. These downgrades have not 
had much impact on the cost of funding 
for the New Zealand major banks as 
they have maintained the important 
‘double A’ rating, albeit now AA-. The 
ratings are now stable and we do not 
expect any further downgrades.

The situation in Europe continued to 
cause concerns in December with a 
European Banking Authority report 
finding that many EU banks are 
still undercapitalised in the current 
environment. This capital shortfall 
is 8% higher than originally thought 
and means that EU banks need to 
raise an estimated 114.7bn Euros as 
an exceptional and temporary capital 
buffer against sovereign debt exposures 
and to ensure that Core Tier 1 capital 
reaches 9% of risk weighted assets by 
the end of June 2012. This requirement 
is likely to increase the competition in 
the funding market, driving up costs 
or making it harder to get the funding 
required.

The Reserve Bank has also recognised 
the market volatility and has deferred 
by six months their planned increase in 
the core funding ratio from 70% to 75% 
from 1 July 2012 to 1 January 2013 in 
order to give New Zealand banks “more 
latitude in managing their funding 
programmes”. These requirements only 
currently impact locally incorporated 
banks but are also likely to be placed 
on New Zealand branches of overseas 
banks in the near future with a Reserve 
Bank consultation paper released in  
the last few days.
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Other operating income

Other operating income has 
increased 21% half-on-half 
from $1,072m in 1H11 to 
$1,299m in 2H11, but is much 
less volatile year-on-year at 
$2,371m in FY11 compared 
with $2,283m in FY10.

Looking behind these headline 
numbers we see a stable fee income 
of $1,989m in FY11, similar to the 
$1,983m recorded in FY10, making up 
the majority of the income figure with 
much of the volatility coming from 
the mark-to-market of the financial 
instruments held at fair value. 

The banks increased their trading 
income in FY11 to $403m, up from 
$232m in FY10, reflecting the volatility 
in the markets during the year. Much of 
this increase was seen in the first half 
with trading income of $179m in 2H11 
down from $224m in 1H11.

Stable fee income 
for the banks 
year-on-year
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With headline operating expenses 
reducing and income increasing, 
the cost to income ratio for the New 
Zealand banks has reduced to 42.5%. 
This level has not been seen since 1H09 
and is significantly below the 46.1% 
recorded by the Australian majors 
over the same period. Looking at the 
trend in figure 9 we can see significant 
fluctuations in the New Zealand figures. 
Some of the drop in the current period 
has come from fair value movements 
increasing non-interest income and as 
a result, must be considered a timing 
difference. 

As this is unlikely to be stable going 
forward, we expect to see a retreat in 
this efficiency figure over the next six 
months. We expect continuing upward 
pressure on costs from the regulatory 
tidal wave that is still advancing on the 
international banking community.

Offsetting this upward pressure on 
costs we expect significant downward 
pressure from across the Tasman. 
Many Australian banks have already 
announced staff cuts, publically 
announcing their goals of improved cost 
to income ratios. With this Australian 
focus, the New Zealand banks are 
unlikely to be fully immune from these 
staff cuts.

The tax expenses have increased from 
$559m to $756m in the six month 
period, being driven by an increase in 
profits and an increase in the effective 
tax rate from 29.3% to 30.9%.

Expenses/Efficiency
Operating expenses have decreased 4% half-on-half 
from $2,187m in 1H11 to $2,094m in 2H11. However, 
when removing a one-off cost disclosed by one of the 
banks in the first half of FY11 relating to a restructure, 
operating expenses have remained constant at just 
over $2bn for the last three six-month periods.
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Bad debt expenses have 
increased to $379m in 
2H11 from $355m in 1H11 
(increase of 6.8%), driven by 
an increase in the household 
sector from $152m to $200m 
(increase of 31.6%) offset by a 
decrease in the non-household 
sector from $203m to $178m 
(decrease of 12.3%).

Both 2H11 and 1H11 were hit by 
the credit provisioning impact of the 
major Christchurch earthquake. When 
examining total bad debt expenses for 
the banks’ 2011 financial years to that 
of 2010, bad debt expenses were down 
by approximately $400 million or 35%. 
This is a remarkable result given the 
significant impact that the Christchurch 
earthquake would have had on bad debt 
expenses in 2011.

There is still uncertainty in the credit 
provisions held against the major 
Christchurch earthquake. As the 
anniversary of this quake approaches, 
we expect losses to begin to crystallise 
as insurance payouts cease in regards 
to business interruption or mortgage 
cover.

However, a good news story emerges  
on the balance sheet where we have 
seen total provisioning levels continuing 
to drop in both the household (from 
$1,099m to $1,042m) and non-
household (from $1,796m to $1,577m) 
sectors. 

This good news story is also reflected 
in us finally seeing a downturn in the 
impaired assets figure, dropping $569m 
or 13.3% to $3,725m in the last six 
months, although some of the decrease 
is due to the Reserve Bank removing 
the often confusing restructured assets 
category. This movement is supported 
by an acceleration in the fall of 90 day 
past due assets, down $457m or 35.6% 
in the current period to $827m.

This story reflects the Westpac: 
McDermott Miller consumer confidence 
level which is floating around the 
100 mid-point between optimism and 
pessimism at December 2011 as well 
as the gloomier conditions in Europe. 
This paints the picture of current fine 
weather whilst the rain clouds gather 
on the horizon with the potential to 
experience GFC II given the issues being 
faced in Europe.

If GFC II occurred, then it could 
worsen the asset quality of the banks’ 
portfolios, among other things. 
However, with memories of the GFC 
fresh in all companies’ minds, many 
borrowers will be better positioned 
through the deleveraging that has 
occurred since 2009 and considered 
business plans now in place for such 
an event, as well as the banks already 
holding increased provisions. Instead 
it is likely to be those borrowers that 
are still struggling after the first GFC 
that experience the most pronounced 
problems.

Also the New Zealand major banks’ 
responses to a GFC II would be 
interesting. Many increased lending 
criteria to filter out all but the highest 
quality loans during the first GFC. With 
the banks now also better prepared 
for any eventuality, the impact on the 
major banks’ lending activities may be 
much less severe. This would in turn 
reduce any impact on the economy as a 
whole.
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Bad debt expenses up but 
encouraging signals from 
90 days past due and 
impaired asset levels
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Taking a longer term view of 
bank’s profits we can see a 
strongly increasing trend since 
the worst of the GFC. 

Profits are now above those seen pre-
GFC. However, the banks’ equity has 
also increased and the 15.5% return on 
equity seen in 2H11 is still below the 
17.3% seen in 1H08. The rise in equity 
levels seen since the GFC is partly due 
to the banks preparing themselves for 
Basel III. 

The trend seen in figure 13 can be 
broken down into:

•	 Increasing net interest income driven 
by balance sheet growth pre-GFC 
and NIM growth post-GFC;

•	 Volatile other operating income 
caused by unsettled markets 
impacting those financial 
instruments held at fair value 
but underpinned by a core, but 
decreased fee and commission 
income;

•	 Increasing operating expenses, likely 
due to increasing regulation;

•	 Bad debt expenses which rapidly 
increased with the onset of the GFC, 
then subsequently abated; and

•	 Tax expenses which remained 
relatively flat apart from the peak 
seen in 2H09, and subsequent 
smaller release of over-provisions in 
1H10, due to the banks settling the 
conduit tax disputes with the Inland 
Revenue.

A longer term view
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Looking forward longer-term we expect 
to see some new strategies employed by 
the banks to help continue this upward 
profit trend. These are likely to include:

Improved pricing techniques

Work is needed in the current 
environment to ensure that product 
prices reflect the changing regulations 
relating to capital and liquidity. 
However, this can be taken further 
by the banks to reach a pricing 
optimisation approach that also 
focuses on customer preferences, 
behaviour patterns and price elasticity 
of demand within different customer 
segments. This, when combined with 
an appropriately detailed risk-based 
pricing tool, will be able to unlock 
higher profit margins.

Efficiency

Banks can continue to eliminate 
processes and activities that do not 
create value for customers or the 
banks and do not weaken the control 
environment. The first step of this 
process is already underway with the 
core banking upgrades. The next stage 
will be to convert this into speed and 
quality in banking processes  
and reducing variability in the 
service delivery.

Cross-selling 

A key part of the banks’ growth 
strategies is deepening their 
relationship with their customers, 
both retail and non-retail. This will 
be driven by understanding their 
customers’ needs and behaviours and 
by using analytics to help understand 
trends where individual relationships 
are not maintained. It will also involve 
planning the use of the various 
customer channels and anticipating 
new consumer trends and preferences. 
The evolution of digital banking past 
the basic mobile and internet banking 
services currently offered will unlock 
many of these opportunities, but 
there is still value to be unlocked from 
providing these basic services well.

With much of this opportunity 
coming from digital offerings, it will 
be interesting to see how the banks 
approach these changes. Banks are 
likely to be looking for new innovative 
partners in this area with in-house 
development being an expensive  
and risky effort.

Another key focus area which the banks 
will be hoping to unleash through 
cross-selling is their wealth offerings. 
Several of the banks have increased 
their presence in this area in recent 
years and it is seen by many as an 
important income stream for the banks. 
The challenge for banks is how best to 
leverage their significant presence to 
take full advantage of this offering.

This cross-selling may also introduce 
new partnerships, allowing banks 
access to new customers through 
offering tailored products. We have 
seen this recently with one New 
Zealand bank partnering with an 
airline. 

Stream-lined product design

We have already seen some product 
rationalisation within the New Zealand 
market. This strategy takes this to 
the next level with product bundles 
designed around customer life-cycle 
and needs based on a smaller number 
of underlying products. This, when 
combined with the cross-selling point 
above, allows banks to service their 
customers in a more personalised 
manner while increasing efficiencies 
through a smaller product base.

Strong profit growth seen in 
recent times with new strategies 
expected in order to continue 
this going forward
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Technology in banking 

Starting in the 1980s, each successive 
decade has introduced technology 
changes that have fundamentally 
revolutionised banking distribution 
models, with the advent of phone, 
internet and mobile banking channels. 
Payment systems have gone from 
postponed value execution to real-time 
execution and settlement, removing the 
banks’ access to the free funding that 
had been provided by past settlement 
regimes. Online channels have massively 
increased the quantity and quality of 
customer and transaction data that is 
available for capture and analysis that, 
coupled with predictive techniques, have 
enabled the banks to focus products and 
target their marketing investments much 
more accurately.

As a result, technological innovation 
in most large banks has necessarily 
concentrated upon three major areas: 

•	 channel delivery services that have 
enabled them to meet the spectacular 
rate of introduction and evolution of 
new distribution models;

•	 real-time payment and settlement 
systems that are required by online 
channels; and

•	 customer information management 
that enable better focus on customer 
demand and targeting.

Alongside these areas of innovation are 
the core banking systems that support 
products and operations. Most of the 
more established banks operating in 
the New Zealand market have a legacy 
of large complex core systems that have 
been evolved to meet their specific 
business requirements. 

Such evolved systems are often highly 
functional and tailored towards 
the bank’s operational vision of the 
environment and time in which they 
were developed. Typically, however, in-
house developed bespoke systems lack 
the architectural flexibility that would 
make them readily configurable for new 
products and services. They struggle to 
keep pace with the rate of innovation 
and personalisation that the industry 
now demands. 

by Malcolm McCay

+64 9 355 8084
malcolm.j.mccay@nz.pwc.com

Like the rest of the world, the speed of technological 
development in banking over the past three decades has 
been truly spectacular and has changed the dynamics 
of the industry.  

Technology continues 
to revolutionise the 
banking sector
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Also typically, legacy systems use 
technologies for which the pool of 
skilled resources to support them is 
progressively reducing. This creates 
adverse cost and risk dynamics that 
are major drivers for the banks’ need to 
migrate away from their legacy systems.

The packaged application software 
market for the banking industry offers 
a wide range of competitive products 
that use technologies that are better 
supported in the current environment 
and which generally offer broader 
capability and more flexibility than 
banks’ bespoke systems. 

Packages generally benefit from the 
cross-fertilisation of ideas generated by a 
diverse user base that drive innovation, 
the mitigation of implementation risk 
offered by suppliers’ experience of past 
implementations and migration from 
legacy systems, and the sustainability 
of development and support that are 
essential to the suppliers’ ability to 
continue operating.  

A common challenge, however, is that 
the cost of replacing core banking 
systems is considerable and the risk 
profile for a core system replacement 
project is high. Conversely, the business 
benefits that support the initiative are 
generally ‘soft’, based on improved 
productivity, increased flexibility, lower 
future cost of ownership and future 
risk avoidance. In today’s environment 
of tight budgets and near-term Return 
on Investment (ROI) targets within the 
banks, core systems initiatives frequently 
struggle to pass the investment 
thresholds. 

However, such an investment may be 
necessary as competition starts to come 
from new angles such as the likes of 
Google, Microsoft or Facebook. These 
new entrants to the banking arena arrive 
unencumbered by any legacy software, 
allowing them to be much more nimble. 
Banks must be prepared or potentially 
face significant loss of revenue. While 
replacement of traditional banking 
channels may occur, it is likely to be 
much slower than has been seen with 
high-street book stores due to the 
increased trust needed for a bank. 
However banks will need to act now in 
order to avoid losing an important part 
of their business.

Partnerships with 
traditionally non-banking 
companies expected

Competition is 
coming from 
new angles
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