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Cash earnings

$15.7bn
+4.6% hoh, 
+6.1% pcp

Non-interest income and falling bad 
debt expense delivered growth with 
lending volume growth mostly offset by 
margin declines.

Return on 
equity

+31bps hoh, +16bps pcp
13.96%
Return on equity (RoE) rebounded from 
the lowest level since 2009 in the prior 
half, largely due to specific items in prior 
halves. After adjustment, RoE was up 
slightly at 14.04%.

+18bps hoh, -2bps pcp
The banks continued to improve their capital 
position, representing a 112bps increase 
since the Financial System Inquiry in 2014. 

Common equity  
tier 1 ratio

10.03%

Bad debt 
expense

$2.2bn
-15.5% hoh, -12.6% pcp
Bad debt expense fell by $406m, largely 
as a result of increases taken in prior 
halves that were not repeated, and remain 
extremely low by historical standards.

43.4%
After adjusting for specific items, expense-
to-income was 42.6%, a decline of 
25bps on the prior half. Average Full Time 
Equivalent staff fell 1.1% during the half.

Expense-
to-income 
ratio

Net interest
margin

-3bps hoh, -7bps pcp
The benefits of lending repricing were not 
enough to offset full period impacts of 
rising funding costs and deposit competition 
as the banks progressively prepared to meet 
the Net Stable Funding Ratio.

2.01%

-38bps hoh, -148bps pcp

Comparisons made in this analysis are to the second half of financial year 2016 (hoh) or the first half of financial year 2016 (pcp).
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Having seen significant action over recent 
periods from the banks to refocus on the 
‘core’ of their businesses, we believe we 
are entering a new phase of focus on ‘how’ 
to deliver these products and services, 
namely reshaping their operating models. 
There are early signals in the half that 
suggest concerted action is being taken, 
particularly on costs, but it remains to 
be seen how fast and significant these 
changes will be. 

If domestic performance drives a steady 
earnings backdrop (not ignoring the 
growth generated by markets businesses 
in the half), the majors will have time to 
invest and adjust. With the regulatory 
focus squarely on the engine room of 
housing growth, the outlook for this is 
notably uncertain.

Solid growth in the half
Cash earnings for the half were $15.7bn, 
an increase of 4.6% on the previous half 
(hoh) and an increase of 6.1% on the 
first half of 2016 (pcp). The results in all 
periods were impacted by a number of 
‘specified items’, such as sales of assets/
businesses, restructuring costs and 
software write-downs. Adjusting for these 
and other significant ‘one-off’ items, 
combined cash earnings for the four 
banks rose slightly by 3.3% hoh and 2.3% 
on pcp.

At a headline level there remain some 
real differences across the banks, but at 
a sector level growth remained resilient 
and has rebounded from the decline 
in the second half of 2016, driven in 
particular by the banks’ retail banking 
divisions, low bad debts and a strong 
trading income environment.

Return on Equity (RoE) was 13.96% for 
the half, up 31 basis points (bps) hoh 
and 16bps versus pcp. Adjusting for 
one-off items, RoE was 14.04%. RoE hit 
its lowest level since 2009 during the 
previous half and, despite the earnings 
environment, did not bounce back 
significantly in the current half. 

The combined CET1 capital ratio of 
the majors increased by 18bps hoh 
and decreased 2bps versus pcp, which 
reflects a total 112bps increase since the 
Financial System Inquiry in 2014. While 
APRA still has elements of capital reform 
to finalise, it is remarkable to reflect 
that since 2014, combined absolute 
CET1 increased $37.1bn against a risk 
weighted asset increase of $214.1bn.

“Hard 
work ahead

Australia’s major banks had to 
work hard to return to growth 
in the first half of 2017 and will 
have to work harder to maintain 
momentum given an uncertain 
domestic outlook. Growth in 
the half came predominantly 
through non-interest income and 
reductions in bad debt expense 
as pressure on interest margin 
largely offset solid housing credit 
growth in particular. The results 
demonstrate, if it was ever in 
doubt, the critical role that the 
domestic, predominantly retail 
operations of the banks, will 
continue to have on their results 
and the criticality of margin 
benefits and cost management in 
the outlook.

Major Banks 
Analysis

M a y  2 0 1 7
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1H17 2H16 1H17 vs 2H16 1H17 1H16 1H17 vs 1H16

Net interest income 30,245 30,060 0.6% 30,245 30,248 (0.0%)

Other income 12,812 11,844 8.2% 12,812 11,825 8.3% 

Total income 43,057 41,904 2.8% 43,057 42,073 2.3% 

Operating expense 18,676 18,337 1.8% 18,676 18,872 (1.0%)

Core earnings 24,381 23,567 3.5% 24,381 23,201 5.1% 

Bad debt expense 2,206 2,612 (15.5%) 2,206 2,524 (12.6%)

Tax expense 6,475 5,948 8.9% 6,475 5,875 10.2% 

Outside equity interests 22 22 0.0% 22 24 (8.3%)

Cash earnings 15,678 14,985 4.6% 15,678 14,778 6.1% 

Statutory results 14,570 14,511 0.4% 14,570 14,286 2.0% 

Four major banks combined performance chart

RoE has stabilised at a significantly 
lower level than the longer term 
average of 16% to 18% of equity. Given 
prior period comparatives now include 
the capital increases that followed 
the Financial System Inquiry, it is 
meaningful to consider this lower rate of 
return as a ‘new normal’. Shareholders 
and commentators appear to have 
accepted this structural adjustment as 
prudent but are nonetheless questioning 
the sustainability of dividend payout 
ratios as further capital increases are 
anticipated. 

Home lending critical to the 
results and outlook
The banks’ retail operations and in 
particular home lending have been their 
growth engines for several years. This 
half was no exception, though margin 
management was critical to supporting 
momentum. Business lending growth 
rates slowed dramatically in the half, 
which in part reflects a deliberate 
deleveraging in large ticket loans but 
with personal lending declining, home 
lending remained the critical asset 
growth driver in the half.

“Home lending 
remained 

the critical 
asset growth 

driver 
in the half

Home lending now represents 
approximately 62% of total credit in 
Australia and 65% of the major banks’ 
gross lending and has been steadily 
rising as a proportion – in 2009 it was 
53% of total credit and 59% for the 
major banks. For the half, 80% of the 
major banks lending asset growth came 
from home lending. Regulators, and 
indeed some banks, are understandably 
concerned about the growing 
concentration of risk to the banks in 
mortgages as a result. 

The increased focus on domestic 
mortgages from the banks is 
understandable and reflects the 
Australian context, particularly when 
you unpick the credit growth story for 
the last six months. But it also shows 
why caution is being expressed regarding 
the outlook. 

Industry credit growth was a solid 5.0% 
p.a. on a rolling 12 month average but 
continued a slowdown in growth rates in 
the previous half from 6.4% p.a. growth 
a year ago. Total housing credit rose 
6.5% p.a. however over the past year, up 
slightly on the half but down from 7.1% 
p.a. growth in the twelve months leading 
up to March 2016. 

Business lending in contrast rose 
only 3.4% p.a., a sharp decline on 
6.5% growth a year ago and personal 
lending declined 1.5% p.a., reflecting 
a continued trend away from bank 
unsecured lending in particular.

By annualising the growth rates for the 
last six months it is clear how important 
housing lending has been in the half. 
The annualised growth rate in housing 
credit was 7.8% for the six months, 
having been 6% six months ago. The 
prior half was significantly impacted by 
a sharp slowdown in investor lending 
growth in response to APRA’s 10% 
growth cap, which rebounded later in 
the current half. 

The significant focus on housing 
affordability and mortgage underwriting 
standards is further evidence that a 
more ‘hands on’ regulatory environment, 
including growth restrictions, is here to 
stay. This, combined with the lack-lustre 
broader economic factors raises questions 
as to whether housing will continue to 
deliver the asset growth and earnings 
performance to which the banks are 
accustomed to. The banks have flagged 
similar concerns with regard to credit 
growth, highlighting in addition the 
importance of business confidence into 
translating in to capital investment, which 
in turn should result in increased demand 
for business credit. 

In the meantime the banks have been 
responding to the current ‘speed limits’ 
imposed by APRA by restricting lending to 
certain groups and repricing lending on a 
number of occasions over the last year. 

This repricing, particularly in the prior 
periods, has reduced the negative 
impact of margins from the full impacts 
of wholesale funding costs and deposit 
competition. The combined net interest 
margin of the banks fell to 2.01%, (-3pbs 
hoh, -7bps pcp) as a result of funding 
costs and deposit competition, much of 
which appears to be attributable to the 
full-year impact of preparations in recent 
periods for the Net Stable Funding Ratio 
requirements and some large movements 
due to markets and treasury activity.

We believe there is scope that the 
banks will see margins improve in the 
second half as they experience the full-
year impact of recent (and potentially 
future) repricing, coupled with deposit 
competition and absent any shock 
impacting wholesale funding costs. 
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Adjustments to pricing are always 
delicate to make and given concerns 
about borrowers’ indebtedness and 
capacity to repay, and the potential 
for knock-on impacts to consumer 
spending, the banks will consider 
changes carefully. We would also expect 
competition to intensify in the owner-
occupier segment as regulators work to 
constrain investment lending, putting 
some downward pressure on margins.

The underlying credit quality 
performance of the banks remained 
strong in the half, with some limited 
signs of deterioration in retail portfolios, 
particularly in unsecured lending and 
some expected areas of the home lending 
portfolios. Bad debt expense (BDE) fell 
by a notable $406m or 15.5% hoh to 
$2.2bn and was down $318m or 12.6% 
on pcp. The prior periods included a 
number of provisions taken for lending 
connected to resources and mining that 
were not repeated in the current half. 

As the RBA recently noted, average 
measures of credit quality are instructive 
but may not be strong lead indicators of 
loss, particularly in a benign, low interest 
rate environment. Given how low bad 
debt experience has been in the 8 years 
since the GFC and how crucial the 
retail lending businesses will be to the 
banks’ growth, the banks will be closely 
monitoring for any indication of more 
systemic deterioration. 

Starting to reshape the 
cost base
Unpicking the banks’ costs has become 
more difficult in the past 12 months due 
to the banks reporting more one-off 
items as they take steps to rationalise 
their businesses and reassess assets. 
Significant one-offs in costs in each 
half included acceleration of software 
amortisation, restructuring costs, 
and the costs related to divestment 
of businesses.

After adjustment for one-off items, the 
banks’ expense-to-income ratio fell to 
42.6%, 25bps down hoh and 23bps 
down on pcp. This means costs rose only 
a modest 1.1% hoh and 1.0% versus pcp. 
While the story varies bank by bank, it is 
clear from the results that in a subdued 
growth environment, much is being 
done to manage cost growth. 

It is very evident the banks are taking 
some larger steps to reconsider their 
operational approaches to take 
advantage of technology opportunities 
and respond to a faster-moving, 
demanding environment, reshaping their 
cost bases in the process. 

Average FTE for the banks fell 1.1% 
during the half and fell 1.7% against 
pcp and the largest growth in payroll 
expense for an individual bank was 3.6% 
versus the prior half. We believe this 
reflects a broader realignment that is 
taking place around operating models 
and it was particularly interesting, for 
example, to see ANZ announce a change 
in management approach to facilitate 
this. There are also indications in the 
banks’ commentary that using robotics 
and automation in processes is gaining 
momentum and can be expected to 
deliver more savings.

Management of costs was also evident 
in IT and investment expenditure. After 
adjusting for CBA’s acceleration of 
software amortisation, IT expense for 
the banks rose only slightly by $76m or 
2.6% hoh.

At the same time, the value of 
expenditure considered as ‘investment 
spend’ declined 10.7% hoh and 1.0% on 
pcp as the banks flagged completion of IT 
projects and, for one bank, reassessment 
of investment needs for a ‘simpler’ bank. 
The proportion of this spend that is 
capitalised has continued to reduce, 
which is indicative of the shorter lifespan 
of the technology investment curve. Is it 
time for a rethink on operating models?

All of these changes can be described as 
a start. However, it is probably too early 
to say whether these initial adjustments 
mark the successful start of more 
structural changes to the cost base.

Outlook- more radical changes 
to come?
We expect the combination of 
regulatory focus and subdued economic 
growth to translate into a constrained 
outlook for housing credit growth in 
particular with flat or declining margins 
other than a short-term spike off the 
back of recent repricing. It is reasonable 
to expect the banks will need to continue 
to reassess their priorities for the 
foreseeable future as a result. 

“Is it time for 
a rethink on 

operating 
models?

The banks have already taken some 
significant steps in this direction, having 
adjusted their businesses and refocused 
on the ‘core’ of what they believe sets 
them apart for customers, particularly 
customers based in Australia. 

As the banks truly focus on their points 
of differentiation, we expect to see more 
changes to align their organisation 
capabilities behind their chosen point 
of difference in the market. We believe 
more attention will now be paid to 
how their operating models need to 
change to support these capabilities and 
maintain performance.

Factors the banks will consider is what 
they need to build versus buy; how they 
set up their IT infrastructure; whether 
they partner with other organisations; 
and whether they are a distributor or 
manufacturer of product. 

In our Hot Topic – Banking 2020: Future  
Operating Models, we ask whether it 
is time for a radical rethink of bank 
operating models. Our contribution 
takes a deeper look into operating 
models and their need to evolve to 
enable differentiation, promote decision 
and innovation agility, while also 
preserving the essence of scale 
and scope. 
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The Australian credit growth 
environment has, as always, been critical 
to the banks’ results and demonstrates 
why bankers, commentators and 
regulators are so focused on housing 
credit and whether the outlook will 
continue to deliver.

On an overall 12 month rolling average, 
total credit in Australia rose 5.0% p.a. 
which is a continued decline from the 
prior half (5.4%) and a year ago (6.4%). 

Housing credit continued to grow 
strongly at 6.5% in the twelve months 
to March 2017, up 10bps on six months 
ago but down 60bps on a year ago as 
the investor lending ‘speed limits’ from 
December 2015 took hold.

Business credit growth over the same 
period has seen a dramatic reduction 
to 3.4% p.a at March 2017 compared to 
4.8% p.a. at the prior half and 6.5% p.a. 
a year ago. It is important to note that 
this includes both larger institutional 
customers and small to medium size 
enterprise across segments.  However, 
the sharp slow-down in growth, 
including that the stock of business 
credit contracted in two of the last six 
months, is certainly worthy of note.

Other personal lending, which includes 
credit cards and personal loans has been 
steadily contracting for the last eighteen 
months and fell 1.5% in the year to March 
2017, an increased rate of contraction 
relative to the prior half (-1.3%) and a 
year ago (-0.5%).

For the major banks, the balance of 
credit growth in the half was increasingly 
weighted to housing. Given the existing 
concentration of the banks’ lending to 
residential housing, it is understandable 
why there is some caution from observers 
as to the increased risk this could 
represent.

As at March 2017, 65% of the major banks’ 
gross loans were residential housing 
related and the concentration has been 
increasing rapidly given the size of the 
balance sheets. In 2009 the same figure 
was 59%. 

For the six months to March 2017 however, 
80% of the banks’ growth in loans 
outstanding was attributable to housing, 
which effectively grew at twice the rate of 
other lending on the banks’ balance sheets. 

Balance sheet dynamics  
Credit growth

It is important to acknowledge that this 
bias towards housing is reflective of the 
current Australian context. 

Nevertheless, it is clear why regulators 
are taking note, setting further 
growth limits and reiterating conduct 
expectations to ensure risk is not allowed 
to build beneath the surface of the very 
low cost of debt at present. 

These are delicate adjustments to 
make given the significant increase in 
household leverage in the last decade 
and the broader economic implications 
of a change in credit supply or demand. 
There is not consensus even among 
the banks on what exactly this could, 
or indeed should, mean for Australian 
credit growth but it does appear that the 
sentiment is one of ‘active’ caution and 
we expect a more proactive stance from 
regulators as a result.

Clearly, any further slowing in housing 
credit growth would flow quickly to the 
major banks, given their 91.5% share of 
the lending market in Australia.
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Funding
Deposit growth during the half more 
than covered the increase in gross 
lending for the banks. Deposits increased 
$55bn or 9.0% hoh while gross loans 
and advances increased by $47bn. 

The deposit-to-loan ratio rose 
accordingly with 69.9% of loans 
effectively funded by deposits from 
individuals and corporations, up from 
68.7% six months ago.

The major banks maintained 78% share 
of bank deposits as a whole and 80% 
market share of retail deposits. 

The profile of funding between ‘stable’ 
sources (such as customer deposits, 
equity and longer term wholesale 
funding) compared to shorter term more 
volatile funding has been changing in 
preparation for the Net Stable Funding 
Ratio (NSFR)requirements from 2018. 

At the half, the banks reported that 
79% of their funded balance sheet was 
obtained from stable funding sources, 
up from 78.3% at the prior half and from 
77.1% a year ago. All the banks noted 
a progressive lengthening of tenor of 
wholesale funding during recent periods. 
This has had a consequential impact on 
margin as older debt that was issued at 
the height of global quantitative easing is 
replaced with longer dated, higher cost 
debt.

All of the banks have now stated that 
they are prepared for Net Stable Funding 
Ratio compliance when it is introduced 
from 2018.

The drive to lengthen funding stability 
and maturity – both in retail deposits 
and wholesale funding – has weighed on 
margins, and the carry-forward of this 
may be evident in the next half’s results. 
With the expected requirements of NSFR 
now met, competition may ease slightly 
for term deposits, although ultimately 
this may depend on the outlook 
for lending growth and any further 
adjustments required to meet APRA’s 
unquestionably strong objective.

Composition of bank deposits
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Bank deposits in the system overall grew 
8.0% over the last year, compared with 
7.1% p.a. at the prior half and 6.9% p.a 
at pcp. Household deposits grew by 
8.2% p.a., higher than six months and a 
year ago.

Business deposits growth rose to 10.2% 
p.a., compared to 4.4% p.a. at September 
2016 and higher than the 2.2% p.a. 
growth rate at March 2016.

Superannuation deposits grew by 8.8% 
p.a., lower than a year ago at 9.2% p.a. 
but higher than 8.4% six months ago.

Source: RBA, ABS



PwC  |  Banking Matters 9

May 2017

Capital
Two and a half years after the Financial 
System Inquiry, it is interesting to take 
note of the increase in capital adequacy 
of the major banks since 2014.

The combined CET1 ratio of the banks 
rose a further 18bps in the half and has 
now risen 112bps from 8.91% in 2014 to 
10.03% at March 2017. 

In aggregate, CET1 capital, the 
numerator, has increased by $37.1bn, 
or 29.8%, since the second half of 2014, 
$27.2bn of which has been additional, 
non-organic capital.

During the same period, risk weighted 
assets have grown by only 15.3%, or 
$214.1bn even after the changes made 
to RWA requirements for residential 
mortgages. The banks have made very 
deliberate choices to optimise their 
balance sheet growth relative to capital, 
for example by reducing exposure to 
particular segments of the market.

These are not easy adjustments to make 
and there remains the possibility of 
further increases in capital requirements, 
as ‘Basel IV’ unfolds and as APRA 
develops its focus on the “unquestionably 
strong” prudential objectives.

Return on Equity was 13.96% for the 
half, up 31bps from the previous half. 
Adjusting for one-off items, RoE rose 
22bps hoh to 14.04%. After a period of 
declines, average bank returns seem to 
have stabilised at this level, and investors 
seem generally accepting that this 
represents a “new normal”. It remains 
to be seen what the impact of a difficult 
growth outlook and potentially more 
capital could hold. 

Capital and Return on Equity
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Net interest income rose only very 
slightly in the half to 30.2bn (a 0.6% 
increase hoh) and was flat on pcp. Net 
interest income fell for the first time 
since the GFC in the prior half and 
remains under pressure with modest 
average interest earnings growth being 
close to offset by continued net interest 
margin pressure. 

Average interest earning assets grew 
only 2.1% hoh and 3.6% on pcp. The 
impact of banks reshaping away from 
non-core lending segments, a lower-
growth business lending environment, 
and falling unsecured lending was offset 
by another strong period of housing 
credit growth.

The banks’ combined net interest 
margin fell to 2.01%, a 3bps fall (after 
restatements) from 2.04% hoh and 
7bps decrease on pcp. 

The banks saw some significant margin 
benefit from loan repricing in prior 
halves and the current half, in large part 
responding to regulator limits on growth 
rates for investor lending and, more 
recently, interest-only lending. This was 
more than offset however by the drag of 
deposit competition in recent periods, 
rising wholesale funding costs and 
markets/treasury pressures relative to 
previous periods.

Revenues  
Net interest income

The banks have been adjusting their 
funding bases, both in deposits and 
wholesale, to meet the regulatory 
Net Stable Funding Ratio over recent 
periods, which has driven higher 
levels of competition for deposits and 
a lengthening of tenure of wholesale 
funding, replacing older, cheaper debt. 
This may be partly subsiding as they 
have now all declared they adequately 
meet the ratio, though it remains to be 
seen whether there is any residual drag 
on margins as the fuller period impact of 
these changes are felt.

There were some large margin decreases 
driven by markets and treasury results 
in the half. One bank called out a large 
decrease due to hedging activity (which 
was offset in other income) and all 
highlighted the lower rate of earnings 
on capital (free funding) due to rate 
cuts in the half and a continued increase 
in liquidity books that have lower 
earning rates.

We believe there is some scope for 
margins to rebound slightly in the 
second half as the full period impact 
of more recent loan repricing carry 
through, decisions are made on 
responding to regulator demands to 
moderate growth in certain sections of 
the market and some of the pressures on 
funding subside slightly. Whether any 
increase endures is very difficult to call.

Lending
+2bps hoh, +5bps pcp

The banks experienced the full half 
impact of previous loan repricing in 
response to regulator-imposed caps on 
growth in particular market segments.

Deposits 
-2bps hoh, -4bps pcp

Competition for term deposits that was 
evident in the prior halves carried over to 
the half as the banks sought stable funding 
in preparation for the Net Stable Funding 
Ratio requirements. The RBA rate cut 
impacted margins on lower rate deposits.

Wholesale funding 
-1bps hoh, -3bps pcp

The banks continued to feel the impact 
of older, lower cost funding rolling off 
and being replaced by higher priced, 
longer dated funding as they have sought 
to lengthen the tenure of funding.

Treasury and markets 
-2bps hoh, -6bps pcp

The combined impact of lower interest 
rates on free equity funding, continued 
increases in lower earning liquidity 
books and hedging had a large impact 
in the half. One bank highlighted the 
significant impact of hedging activity 
versus the prior half but with an 
offsetting increase in other income.

Combined net interest margin
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Other income 
Non-interest income was, for once, a 
significant growth driver in the half, 
rising 8.2% or on the prior half and 8.3% 
on pcp and making up 30% of the total 
operating income growth half on half. 

This is in part reflective of some larger 
specific items for each bank including 
gains on sale of assets in the half and 
a large economic hedging gain for one 
bank that was offset by a reduction in net 
interest margin.

After adjusting for the larger of these 
items, non-interest income still rose 
4.5% on the prior half as trading income 
in particular saw very strong growth in 
favourable markets conditions and with 
valuation adjustments in both periods. 

Fee and commission income also rose 
for the first time since the second half of 
2014, up 4.0% on the prior half as the 
banks noted increases in corporate and 
institutional lending fees in particular.

Wealth management related income 
fell 4.0% hoh and 9.8% on pcp, 
driven most significantly by increased 
insurance claims costs and some margin 
pressure due to mix of products in asset 
management businesses.

hoh 
hoh 

pcp pcp
Improved lending fees on corporate and 
institutional lending and some increases 
period on period for merchant income.

Insurance claims experience and adjustments 
for ‘loss recognition’ more than offset increases 
in assets under management.

4.0% 4.0%
& &&2.9% 9.8% 

Banking 
fees rose 

Wealth 
management 
down 

The banks experienced strong underlying 
growth in trading income due to favourable 
market conditions, some large one-off items.

40.5% 
62.1% 

Trading income 
rose 

hoh 

pcp

Analysis of other operating income
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It is extremely hard to call whether 
non-interest income will continue to 
grow given the possibility of specific 
transactions influencing individual 
periods and particularly as it relates to 
calling the trading income environment. 
However it seems likely that some of the 
momentum gained in the half will carry 
to the remainder of the year.
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Expenses

Total operating expenses rose 1.8% hoh 
but fell 1.0% pcp as the banks work 
hard to maintain cost growth lower than 
income growth (“positive jaws”) in a 
more constrained growth environment.

The major banks’ combined expense-to-
income ratio for the six months fell to 
43.4% as a result, down 38bps from the 
previous six months and down 148bps 
on pcp.

After adjusting for a number of larger 
one-off items in each period, expense-to-
income improved 25bps hoh to 42.6%. 
Significant one-off events in the six 
months included software amortisation, 
restructuring costs related to divestment 
of businesses.

There is clear action being taken on 
costs. The average  number of full time 
equivalent staff fell 1.1% or 1,801 hoh 
and fell 1.7% or 2,783 versus pcp. 
Personnel expenses were $10.3bn for 
the half, down by $68m hoh and $195m 
versus pcp as a result.

Total investment spend fell 10.7% hoh 
and fell 1.0% versus pcp to $2.1bn. 
The reduction was across all categories 
and was attributed in particular to the 
completion of a number of projects and 
for one bank some structural changes to 
their investment profile as they simplify. 
Investment in transformation and 
productivity rose from 48% to 51% of 
total investment spend. 

Each of the banks has reassessed and 
reduced the useful lives of software 
investments in recent periods in 
recognition of the rapid rate of change 
and obsolescence for technology. The 
proportion of investment spend directly 
expensed has increased as a result. 
45% of investment spend was directly 
expensed in the half, compared to 49% a 
year ago but closer to 35% for a number 
of years prior.   

Combined expense-to-income ratio

Given the income growth outlook is 
uncertain, the banks are certainly 
not done on costs yet. We expect a 
significant increase in focus on absolute 
costs as well as the jaws position by 
the banks in future periods and there 
are indications in some of the results 
that more fundamental analysis of 
their operating models is taking place. 
ANZ’s announcement of a change in 
management approach to adopt ‘agile’ 
practices is one example. It was also 
interesting to note the level of discussion 
of robotics and automation as a factor of 
cost management for some banks, which 
we believe is taking hold faster than 
anticipated and will accelerate. 

Each bank will need to choose their 
response to these challenges to suit their 
strategic focus, which we believe will be 
more nuanced and precise in the future, 
possibly requiring some more radical 
steps in the outlook.
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Asset quality 

At 18bps, bad debt expense over loans 
and acceptances has been at or around 
this extremely low level for a remarkable 
period of time.

Bad and doubtful debt expense has 
remained at extremely low levels at 
$2.2bn, decreasing on the prior half by 
$406m or 15.5% and $318m or 12.6% 
on pcp as a result of provisions taken 
for specific industries and regions in 
previous periods that did not repeat.

Average credit performance metrics have 
remained very strong. Impaired assets 
to total loans and advances declined 
slightly to 0.42% from 0.44% six months 
ago. Non-performing loans - those 90 
days past due – have remained low at 
0.43% of total loans in line with the 
prior half.

Each bank has highlighted some 
deterioration in unsecured lending 
arrears and small changes (or in 
some cases improvements) in housing 
arrears. Any deterioration to date is 
of little consequence to the bad debt 
costs of the banks but will be closely 
monitored to ensure it is not indicative of 
anything deeper. 

As recently highlighted by the RBA, the 
capacity of home borrowers to absorb 
any change in rates, whether from the 
RBA or repricing, is receiving particular 
focus. The steps taken by regulators of 
late indicate a willingness to be more 
active to ensure buffers are adequate to 
absorb changes without large credit or 
economic consequences. 

The outlook for bad debts is heavily 
dependent on housing as a result. 
The impact of the resource industry 
adjustment and related regions appears 
to have been as expected and provided 
for and so to date there is no reason 
to expect bad debt expense to rise 
significantly, absent any shock. 

Impaired assets and bad debt expense
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Key banking statistics – Half year 2017

ANZ CBA NAB (iii) WBC

6 months 
Mar-17

6 months 
Sep-16

6 months 
Mar-16

6 months 
Dec-16

6 months 
Jun-16

6 months 
Dec-15

6 months 
Mar-17

6 months 
Sep-16

6 months 
Mar-16

6 months 
Mar-17

6 months 
Sep-16

6 months 
Mar-16

Balance sheet

Total assets 896,511 914,869 895,278 971,719 933,001 902,991 790,227 777,622 868,730 839,993 839,202 831,760

Risk weighted assets 397,040 408,582 388,335 436,481 394,667 392,662 374,487 388,445 361,433 404,382 410,053 363,248

Gross loans and acceptances 579,776 579,515 565,451 719,250 701,730 675,728 550,043 545,760 532,313 670,208 665,256 644,054

Asset quality & provisioning

Gross impaired assets 2,940 3,173 2,883 3,375 3,116 2,788 2,393 2,642 2,174 1,978 2,159 2,487

Net impaired assets 1,671 1,866 1,645 2,193 1,989 1,756 1,645 1,930 1,572 948 1,092 1,302

Gross impaired assets as a % of gross 
loans and acceptances 0.51% 0.55% 0.51% 0.47% 0.44% 0.41% 0.44% 0.48% 0.41% 0.30% 0.32% 0.39%

Individually assessed provisions 1,269 1,307 1,238 1,007 935 900 747 706 596 787 869 952

Individually assessed provisions as a % 
of impaired assets 43.16% 41.20% 42.94% 29.84% 30.01% 32.28% 31.22% 26.72% 27.41% 39.79% 40.25% 38.28%

Collective provisions 2,785 2,876 2,862 2,782 2,783 2,763 2,373 2,408 2,453 2,726 2,733 2,717

Collective provisions as a % of non-
housing loans & acceptances 1.12% 1.12% 1.14% 1.13% 1.13% 1.16% 1.04% 1.04% 1.07% 1.27% 1.25% 1.27%

Total provisions 4,054 4,183 4,100 3,789 3,718 3,663 3,120 3,114 3,049     3,513 3,602 3,669

Total provision as a % of gross loans & 
acceptances 0.70% 0.72% 0.73% 0.53% 0.53% 0.54% 0.57% 0.57% 0.57% 0.52% 0.54% 0.57%

Profit & loss analysis (i)

Net interest income 7,416 7,527 7,568 8,743 8,508 8,427 6,393 6,330 6,600 7,693 7,695 7,653

Other income 2,887 2,742 2,757 4,399 3,819 3,993 2,476 2,394 2,109 3,050 2,889 2,966

Operating expenses 4,731 4,951 5,488 5,677 5,224 5,210 3,785 3,683 3,755 4,483 4,479 4,419

Core earnings 5,572 5,318 4,837 7,465 7,103 7,210 5,084 5,041 4,954     6,260 6,105 6,200

Bad debt expense 720 1,038 918 599 692 564 394 425 375 493 457 667

Profit before tax 4,852 4,280 3,919 6,866 6,411 6,646 4,690 4,616 4,579 5,767 5,648 5,533

Income tax expense 1,433 1,166 1,133 1,950 1,765 1,827 1,347 1,293 1,295 1,745 1,724 1,620

Minority interest 8 7 4 9 9 11 0 0 0 5 6 9

Cash earnings 3,411 3,107 2,782 4,907 4,637 4,808 3,343 3,323 3,284 4,017 3,918 3,904

Statutory results (ii) 2,911 2,971 2,738 4,895 4,600 4,623 2,857 3,196 3,224 3,907 3,744 3,701

Key data

Other operating income as a %  
of total income 28.02% 26.70% 26.70% 33.47% 30.98% 32.15% 27.92% 27.44% 24.22% 28.39% 27.30% 27.93%

Interest spread 1.81% 1.86% 1.84% 1.91% 1.94% 2.02% 1.63% 1.65% 1.76% 1.90% 1.93% 1.95%

Interest margin 2.00% 2.06% 2.07% 2.11% 2.14% 2.15% 1.82% 1.82% 1.93% 2.07% 2.11% 2.14%

Expense/income ratio (as reported ratio) 45.90% 48.20% 53.20% 43.30% 42.70% 42.10% 42.70% 42.20% 43.10% 41.73% 42.32% 41.61%

Total number of full time equivalent staff 46,046 46,554 48,896 45,271 45,129 45,221 33,552 34,263 34,780   35,290 35,580 34,964

Operating costs per employee  
(dollars) – annualised 203,650 208,511 224,476 251,195 231,278 228,586 222,641 211,454 218,759 255,209 255,235 254,207

Return on average equity (as reported) 11.80% 10.90% 9.70% 16.00% 15.60% 17.30% 14.00% 14.30% 14.30% 13.95% 13.84% 14.15%

Return on average assets  
(underlying cash) 0.74% 0.68% 0.62% 1.03% 1.00% 1.06% 0.84% 0.76% 0.75% 0.93% 0.92% 0.94%

Capital ratios

Common equity 10.10% 9.60% 9.80% 9.90% 10.60% 10.20% 10.11% 9.77% 9.69% 9.97% 9.48% 10.47%

Tier 1 12.10% 11.80% 11.60% 11.50% 12.30% 12.20% 12.51% 12.19% 11.77% 11.68% 11.17% 12.11%

Tier 2 (net of deductions) 2.40% 2.50% 2.10% 2.20% 2.00% 1.90% 2.20% 1.96% 1.48% 2.32% 1.94% 1.91%

Total 14.50% 14.30% 13.70% 13.70% 14.30% 14.10% 14.71% 14.14% 13.25% 14.00% 13.11% 14.02%

Lending and funding ratios

Gross loans & acceptances/total assets 64.67% 63.34% 63.16% 74.02% 75.21% 74.83% 69.61% 70.18% 61.27% 79.79% 79.27% 77.43%

Housing loans gross loans & 
acceptances 57.06% 55.76% 55.41% 65.70% 64.99% 64.70% 58.32% 57.64% 56.94% 68.07% 67.23% 66.76%

Deposits (exclude CDs)/gross loans 87.91% 87.21% 86.52% 75.11% 73.83% 74.08% 72.64% 71.55% 70.76% 71.42% 70.14% 68.62%

Deposits (exclude CDs)/total liabilities 60.78% 58.98% 58.32% 59.37% 59.39% 59.37% 54.04% 53.76% 46.01% 61.32% 59.74% 57.12%

All figures in AUD million unless otherwise indicated 
(i)   In arriving at “cash earnings”, income and expenses exclude certain non-cash items. Non-cash items include acquisition related adjustments, impact of hedge accounting and revaluation of treasury 

shares and other items reported by the banks. Some components of income and expenses have been reclassified to improve comparability between banks. 
(ii)  Statutory result as reported by the banks, unadjusted. 
(iii) NAB’s underlying cash earnings after tax are shown before distributions to holders of National Income Securities, Trust Preferred Securities and National Capital Instruments – 1H17 ($49m), 2H16 

($60m) and 1H16 ($64m).
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The financial services industry of 
today is subject to a multitude of 
forces that are only accelerating 
the pace of change in the sector. 
Organisations need to be clear 
about their source of differential 
advantage, and ensure their 
operating model is focused on 
developing and maintaining the 
capabilities required to succeed. 
Large universal banks will need 
to take stock and rethink their 
operating model for the future.

Facing forces of disruption
Financial Services (FS) players in 
Australia are caught in a brutal race. 
Regardless of their individual strategy 
or sector, they are all desperately 
trying to win at the same fundamental 
customer-centric game: leveraging 
open digital technology, ‘agile’ work 
practices and partnered ecosystems to 
deliver all the things their customers 
demand, such as a better customer 
experience, deeper insights and more 
relevant service propositions. They are 
trying to meet these rising customer 
expectations through value chains that 
remain vertically integrated, within an 
environment characterised by margin 
contraction and leaner cost structures. 

At the same time, as described in our 
recent report The Future of Banking in 
Australia, the industry is being disrupted 
by powerful forces, including:

• concentrating value pools – as income 
inequality grows, populations age and 
urbanise, and small business pivots to 
service sectors

• increasingly heterogeneous consumer 
behaviour – more likely to be ‘in the 
moment’ and oriented to experiences 
with a far wider trust network

• a digital revolution where technology 
continues to unhinge itself from 
a half century of legacy systems, 
becoming open, networked, real-time 
and increasingly independent of and 
agnostic to infrastructure ownership

• interventionist and costly regulation 
– striking down conventional 
competitive barriers through identity, 
switching and capital/pricing models

• macroeconomic fragility – low rates, 
rising debt and increased capital 
requirements are challenging a 
value-creation model that has been 
sustained for two decades by asset 
growth, credit quality and leverage. 

While each of these forces is significant 
on its own, together they represent a 
profound challenge to the traditional, 
integrated universal FS models most 
common in Australia. 

Markets around the world face the 
same challenges and, in many cases, 
conditions are even more difficult 
for the industry abroad than here in 
Australia. As a result, many foreign 
players have been forced to be bolder 
in experimenting with business and 
operating models that are far more 
definitive in the customer arenas served 
and/or how they win. 

Banking 2020:
Future operating  
models

B a n k i n g  M a t t e r s  |  H o t  T o p i c

Is it time for a 
radical rethink?

“

http://www.pwc.com.au/pdf/pwc-report-future-of-banking-in-australia.pdf
http://www.pwc.com.au/pdf/pwc-report-future-of-banking-in-australia.pdf
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Five fundamental models
What succeeds abroad will soon come 
here. We have identified five business 
models for the industry we think 
every FS executive should understand 
(see figure to the right). Each model 
represents a radically different option 
for vertical integration and balance 
sheet intensity. Some are evolutions of 
what we have today, while others are 
so different that it could be argued they 
no longer represent what we would call 
a ‘bank’. But each model has its place 
in a dynamic FS ecosystem, and offers 
lessons for incumbents seeking to choose 
their destiny. 
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Niche segmenters place a premium on 
specialisation. They seek to compete 
against universals by cutting through the 
noise – targeting defined customers with 
clear propositions and aligned operating 
models configured for a very specific 
set of customer needs. In The Future of 
Banking in Australia we described this as 
being ‘simpler, smaller and more deeply 
connected’. We cited the examples of 
First Republic, East West and Rabobank, 
who have all built significant banking 
and wealth businesses by targeting clear 
and specific customer segments. They 
tend to be vertically integrated and while 
some are more selective about how they 
use their balance sheet, in general they 
manufacture product like a traditional 
bank.

Digital engagement evangelists are 
pushing the boundaries of what a 
‘digital’ bank can be. They are removing 
structural costs associated with 
geographically proximate relationships, 
and leveraging the digital capabilities 
of the medium to provide greater 
personalisation to target groups of 
customers. They are also more selective 
than traditional banks in deciding what 
they do themselves, and how they source 
best-of-breed solutions for everything 
else. mBank, a wholly internet-based 
bank in Poland, is one of the earliest 
examples of this approach.

Platform banks are building a business 
proposition around the unprecedented 
rate of change in FS technology. The 
heart of information architecture is 
moving to what we call the ‘digital 
core’: a cloud-based collection of data, 
workflow, business rules, enterprise 
content and services. It will be the 
heart, soul and brains of the future 
FS company, providing a platform for 
customers to configure and engage 
with the services they want. Platform 
banks are agnostic to manufacturer’s 
products, so long as they are consistent 
with the bank’s compliance obligations 
and brand promise. Accordingly, their 
balance sheets will be lighter and value 
chains thinner. Fidor is perhaps the 
best example to date; however, the 
technology will unlikely be the source 
of enduring advantage as global players 
like Salesforce enter this domain.

OEM banks1 have relinquished ownership 
of distribution, choosing to manufacture 
best-in-class products and services 
that are easily configured by others. 
It may seem counter-intuitive in an 
era of customer-centricity but in fact 
the majority of mortgages now pass 
through an intermediary, while some life 
insurance and retirement income players 
have already shifted to an OEM model. 

OEM banks, like Cross River Bank 
in the US, are using their lending 
manufacturing capabilities to become a 
partner of choice for P2P marketplaces 
and other FinTechs rapidly building 
scale and lowering unit cost to develop 
compelling, customer-focused products.

Industry utilities are responding to needs 
of industry players who seek to remain 
agile while facing increasingly complex 
regulatory compliance requirements. 
Equally, utilities are realising value 
beyond the reach of any individual 
player by leveraging network effects 
and comprehensive data in areas like 
KYC/AML, fraud prevention, cyber 
security, IT, payments, fulfilment and 
even customer service. In countries 
such as Switzerland and China, utilities 
like Avaloq have grown to become 
such a material (and essential) part of 
the FS backbone that banks are free to 
focus on distinct sources of customer 
differentiation.

Examples of innovative ways to play

1. OEM is a term that comes from the automotive industry that means Original Equipment Manufacturers who manufacture the core product though may have limited or no 
involvement in distribution.

http://www.pwc.com.au/pdf/pwc-report-future-of-banking-in-australia.pdf
http://www.pwc.com.au/pdf/pwc-report-future-of-banking-in-australia.pdf
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Time for a radical business 
model rethink in Australia
In Australia, the financial system remains 
robust and uniquely concentrated 
with large universal models. Arguably 
our market depth precludes highly 
specialised, scaled plays. Today’s models 
are centred on end-to-end value chain 
participation and asset ownership. 
However, the emergence of new 
executive titles and urgent mandates 
(e.g. CCOs, CDOs, CDAOs, etc.,) is 
perhaps evidence of the complexity 
in responding to a rapidly evolving 
environment.

In such an environment, incumbents 
need to rethink business models. 

The first thing they need to do is 
revisit fundamental strategic choices 
about where and how they win. The 
examples from around the world show 
that each strategic choice emphasises 
fundamentally different capabilities, 
which collectively become the 
foundation for operating model design 
(what we call ‘capability systems’). 

Put simply, a capability system answers 
the question ‘What will we do better than 
anyone else to earn the next dollar of our 
customers’ business?’ 

Align operating and 
business models
Once the choice of business model is 
made, a bank needs to align with it 
operationally. For most organisations, 
this will require a substantial re-
architecting of their existing value 
chain. For example, banks pursuing a 
niche segmenter or digital engagement 
evangelist model will need to think 
hard about what activities exist in the 
customer engagement layer of their 
operating model, and how they leverage 
partners to fill in gaps. 

They will also need to scrutinise 
everything that is not crucial to creating 
a differentiated customer experience – 
from product manufacture to operations 
and technology. As the market evolves, 
they will need to make better use of 
OEM players, platform providers and 
industry utilities. 

In contrast, OEM players will likely seek 
to build either very large balance sheets, 
or the capacity to sustain extremely 
high asset velocity (or, more likely, 
some combination of the two), which 
will have profound implications for the 
concentration of capital, liquidity and 
risk in the Australian financial system. 

Successful players will not only manage 
the evolution of their own business 
and operating model, but they will 
do so within the context of an entire 
industry in flux. 

Four operating model 
alignment essentials 
Aligning business and operating 
models requires the focus of the entire 
organisation on differentiating activity 
while ensuring sufficient flexibility to 
adapt and respond to change. In our 
experience, there are four essentials 
to aligning the operating model as 
described below:

Operating model alignment essentials

Make choices 
around your “way 

to play” and specify 
your capability 

system

Design a 
differentiated 

business
architecture

Build coherence 
in the operating 

model 

Engineer
in agility 
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1. Make a choice around ‘way 
to play’ and specify your 
capability system

While most executives can articulate 
their strategy, four in five admit it 
isn’t well understood within their 
own company.2 The challenge for 
executives is to enunciate strategy 
at a level of detail which provides a 
clear ‘way to play’ and defines a set of 
differentiating capabilities. By way of 
example, Charles Schwab and Wells 
Fargo are two customer-centric banks 
building vastly different capability 
systems. Charles Schwab, who focus on 
providing integrated solutions to clearly 
defined customer segments, prioritise 
capabilities like segment-based solution 
design, product integration and channel 
management. For Wells Fargo, who 
focus on personalisation of product 
bundles, the priorities for investment are 
customer data, cross-channel integration 
and product modularity. 

In both examples, strategy is grounded 
in a clearly articulated capability system 
allowing the organisation to focus. Often 
it is only when you are specific about why 
customers will give you their next dollar 
that are you able to have clarity about 
your way to play and the capabilities that 
really matter. 

2. Design a differentiated 
business architecture 

With the key capability system 
described, the second step is to focus 
resource effort and investment. A 
well-described business architecture 
connects people, process and systems 
within the organisation to business 
capabilities, providing a lens by which 
talent, strategic initiatives, capital and 
operating expenditure are prioritised. 
Most organisations overspend on non-
core capabilities, or those required 
to keep the lights on. A more focused 
approach liberates organisations by 
introducing zero-cost budgeting around 
capabilities that are truly needed, and 
then redirecting scarce resources to 
the capabilities that are differentiating. 
Those differentiating should account for 
40–60 per cent of capital and operating 
expenditure, with much less on ‘table 
stakes’ and ‘lights on’ capabilities (see 
figure above). In most financial services 
organisations the opposite is true with 
‘table stakes’ and ‘lights on’ capabilities 
taking the majority of expenditure. 
One potential strategy to tilt towards 
differentiating capabilities is for banks to 
look towards industry utilities discussed 
earlier.

3. Build coherence in the 
operating model 

Too often changes to the operating 
model are used to cut costs through 
organisational restructures without 
consideration of the full set of levers 
required to coordinate activity 
effectively. The most effective operating 
models are coherent in all dimensions 
of model design: strategic planning, 
structure, decision rights, ways of 
working and performance management 
(see figure overleaf). This coherence 
comes when an organisation’s resources 
are collectively focused on building 
differentiating capabilities in service of 
the customer. 

Informal levers for activity coordination 
are as important as formal ones, with 
many successful organisations putting 
their culture to work by leveraging 
leadership, influence, norms, 
narrative, networks and other intrinsic 
motivators. Informal methods of activity 
coordination can provide stability during 
structural change. USAA, for example, 
frequently changes the structure of their 
organisation while the culture remains a 
constant guide through change.

Table stakes

15–25% ‘Lights on’

10–20%

Differentiating
capabilities

40–60%

Not required
As close to zero 

as possible

Invest your spending where it will drive your strategy

2. Strategy& survey of 4,400 senior executives, Fit for Growth Survey of 500+ senior executives. Fit for Growth is a registered service mark of PwC Strategy LLC in the United States
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4. Engineer in agility 
Finally, as technology innovation 
increases the pace of disruption, 
businesses must engineer in agility. 
Agility goes beyond its well-known 
connotations in the realm of technology 
and IT. It requires shrinking planning 
cycles and a shift in focus from input 
steering to outcome steering so that 
resources can be deployed to programs 
with demonstrated benefits.  

It requires resourcing models that 
balance the need for scale and functional 
domain knowledge – typically best 
served through functional teams – with 
the need for innovation and change 
better served by multi-disciplinary, self-
directing teams. 

We see banks exploring several options: 
separate run the bank from change 
the bank through large transformation 
programs; structure teams based on 
whether the underlying activity is 
focused on innovation and change vs 
standardisation and scale; or build 
innovation into every employee’s role. 

Operating model decisions can also be 
used to accelerate strategy by replicating 
the desired state. For example, many 
banks are collecting all customer-facing 
functions within a single busine`ss unit 
to standardise processes and delivery 
omni-channel capability.

Building coherence in the operating model

Strategic 
planning Structure Decision 

rights
Ways of 
working

Performance 
management

What activity is 
prioritised

Where activity is 
completed

Who is accountable for 
decision making

How activities are 
executed

How well activities 
are executed

• Budgets and strategic 
plan

• Strategic priorities

• Capital allocation

• Business units, corporate 
core, shared services

• SLAs between business 
units and business partners

• Role descriptions and 
reporting lines

• Decision rights

• Governance and 
collaboration forums

• Process, information and 
system architectures that 
determine how activities 
should be performed

• Financial incentives and 
formal contracts

• Financial and operational 
KPIs

• Tools, systems, and 
approach to work

• Leadership alignment and 
buy-in

• Organisational sense of 
identify

• Shadow costs from 
unintended duplication of 
activity

• Informal agreements and 
networks that coordinate 
activity

• Unwritten expectations of 
each functional unit

• Influencers that 
disproportionally impact 
decisions and outcomes

• Organisational narrative 
and mindsets that bias 
decision making

• Norms: unwritten rules 
regarding how things are 
done

• Leadership behaviours that 
set expectations on how 
to act

• Intrinsic motivation from 
challenges, curiosity, status, 
and recognition
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In this hot topic, we have reviewed 
some of the most likely changes we see 
in store for the Australian FS industry 
as suggested by global developments – 
changes already happening in Europe 
and North America. In Australia, industry 
players need to know how they will be 
transforming their business model and, 
just as importantly, creating alignment 
between their future business model and 
operating model. 
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