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New Banks: Impoct ong Response

1. Introduction

The past decade has seen a massive changa in the competitive amrangemants
and structure of the financlol services sector in Australic, mast of all in banking.! Since the
baginning of tha decade some ftwenty-ithree new banks have entered the maodaet.? This
paper offers an appraisal of the experiences of neaily all thase new banks sinca the
commencement of business which, for the majaority, was in 1985 and 1986 and the
repercussions of their entry on the estabilished or old banks. While this theme provides the
main focus, attention is also given to questions about profitability and efficiency.

This apening up of banking, ond restructuring in other parts of the financicl
sevices sector, have reflected a strategic shift in the ordedng of economic
arangements, an event not often withessed In such clear fashion. Restraints on entry
had confined participation over more than fordy years to those banks authorised at the
beginning of the period. This restraint, combined with quantitative and quadlitative
contiols over banking business, brought proliferation of nor-bank financial intermediaries
and segmented markets.

Tha extraordinary shifts in the strategies underlying economic and financial
poilcies witnessed in Australic ond other countries durng the 1980s had their stimulus in
thase events during the 19705 which saw the abandonmeant of both fixed exchange ate
regimes between major frading economies and the few slender ties of currencies to a
fixed valua expressed in terms of a gold price. By the mid-1970s participants in
intemational banking ond financial markets had to fend for themselves in a world of
reiative prices for the currencies in which liobilities and assets were dencminated.
Explonctions for thase developments have been explored on any number of cccaslans
and are not The province of this contribution. (2,15.18)

This paper is an extension of one offered at the Third Australasian Finance and Banking
Couference in Inie November 1990.{11) [ am indebted lo Alison Harvie for help with data, and
her and Jack Towe for sources of information. T am grateful to Professor Tan Sharpe for his
comments on many aspects of this paper.

The number of authorities issued to new trading and savings banks is much greater as Lhe samne
institution may have both authorilies. as in the case of Citibank, or a subsidiary may have a
separate authority as with Civic Advance, This total does not include the Primary Industry Bank
canverted from a special purpose bank to a trading bank but being a subsidiary under that new
authority of the Rural and Indusiries Bank of Western Australia.  The distinction between rading
and savings hanks wasg abolished when amendments to the Baaking Act were proclaimed in
December [359.

T

Public acknowledgement of the potential for shifling away from long estaslished
proceduras In the ordering of 1he financial services sector came with the appointment af
tha Committes of Inquiry into the Australion Financial System aary in 1979, familiarty
wnown as the Campbell Cormnmittee.(5) However, well befare that Committee reported ils
findings in September 1981, cne financial innovation waos incugurated which attered
iravocably the structure of the financlal sector, That innavation was the Cash
Management TusKCMT) introduged by Hill Samuel {now Macquarie Bank) in December
1980,(24.,25) The CMT Joined together hausehold and wholesale markets for funds by
offering a highly fiquid income-eaming financial asset not matched by any other
instrument In the then segmented financial makets in which banks were not allowed to
offer Interest on demand deposits or fixed term deposits aof less than three months.?
Maoreaver the innovation was not independent of iater steps te bring many new banks to
tha Australion scene.? The CMT was viewed by sponsoring merchant Hanks as a means
of puilding a retait customer netwaork to sustain banking business should an authority be
granted later.(24,p.181}

Bath the Campball Committee and the later Martin Commities, set up in 1953 by
the then new feceral government 1o review the recammendations of the Campbell
Committee, favoured the entry of naw banks to Australia. However the fedstal
govemnment teok a further nine months following receipt of the Martin review 1o
determine the basis for seeking applications from foreign as well as domestic interests
wishing to set up banks in Australia. A mare detailed survay of the connections between

these two reports and the authorsation af new banks i offered in Appendix A.

In September 1984 the Federal Treasurer called for applications from groups
Interested In the setting up of banks in Austraiio. (13) The purpaoses to ba served by
authorising new banks were stated ta be:

(o the development of a more innovative. efficient and competitive financial
. sactor; and.
(b) conditional upon achieving this purposa, tha fostering of higher recl

growin in cutput and employment,

The qim of a more Innovative and comgetitive financial sector was therefore an

3 Contrals over the maturities of bink depaosits on which interest could be offered were not removed
unlil Avgust 1984.(7)
- In 1981 the then neve Australian Bank was prompt in combining a CMT with its depasil [acilities

50 providing access 10 interst-Loaring demand deposits. That bank commenced business in 1941
and introduced its CMT in November the same year. This aew bank devised a sweep technique
whereby excess deposits as specified by their holders were placed at call in the house CMT.



intermediate targat. The ultimate purpose was to ensure that producers of gaads and
services, other than financial services. wera supportad In their effords 1o expand real
autput, employment and exports.

When In February 1985 the list of successful foreign applicants was announced the
same emphasis on the purposes of entry was stated. The main benefit was again seen os
being thelr impact on the finoncial system as a whole.(14.p2) Mention was also mads of
the gains from access 1o the world's mojor capitol markats, reciprocily in access to
financlal markets, and trade matters,

This paper looks initially at developments In banking and other forms of financial
intermediation since the entry of new banks. In Part 3 detailed scrutiny of market
penetratian s offered treating both halance sheet and off-balance sheet activities of
new and old banks. Later parts examine some issues becring upon earmings and
efficiency.

2. _Structyrgl Shiffs in the Financial Services Sector

Any appraisal of the impoct of the new banks cannot be treated in isolation from
the activilles of other Snancial intermediaries. With rermoval of market segmentation
belng one of the most prominent features af the proceass refened to as “financial
deregulation”, the cctions pursued by banks, ald or new, can only be understood In the
context of the overall financlal services sector. Any assessment is clouded by the transfers
into banking business of those assets and liabilities haeid by various non-bank financial
Intermediares(MNBFis) prar to their authorisation as hanks.? Without adjustrment for such
transfers, the effect of opening up banking to many newcomaers would be overstated.

The RBA has provided a helpful general perspective on changes in morket
particlpation following the authorisation of the new banks from eardy 1985 onwards.(21)
The most useful commentary on these changes is shown in Takle 1 where the cid or
established banks as well as the new cnes are shown sepgrcﬁely but each grouped with
their NBF subsidiares. in this way the transfer probiem referred to in the preceding
paragroph s avoided. These two groups are than compared with the rest of tha NBFis
which covers merchant banks, CMTs, finance companies, building socleties, credit unions
and other financiers not linked to banks, old or new. A sub-group of this third category
shows the share of assets in the financlol services sector held by those NBFis affiiated to

This adjustment problem is taken up in the next section where the market penetration of each new
bank is scrutinised.

banks in other countries but which are not authorised banks in Austiclia.

Table 1: Fingncial Intermediation in Australic, 1984-89,
(% Share of total assats In June}

1984 1987 1988 1989

1. Old Banks & their NBFls 68.0 64.0 640 &5.5

2. New Banks & thair NBFls 10.0 125 12.5 12.0

3. Other MBFls 220 235 235 22.5

(a) Affiliates of non-resident banks 2.5 55 4.5 6.5

(b) Others . 195 18.0 170 16.0
Sourca: RBA (21, p. 19D

The startling featura of this set of data is the shamp dse In the market share of the
NBF!s affilicted ta foreign tanks not being authorised banks In Australia. The rise in their
market share by mom than 150 per cent between 1984 and 1982 is & remarkable
outcome when the main focus of banking and financial policy wias the fosterng of
banklng competition. The gains of this group, admittedly from a very small base,
outweigh those enjoyed by the new banks and thelr subsidlaries and exceed absolutely
the market sharas given up by the old banks and thelr subsldicries or tha rest of the MBFis
not tied to any bank.

An explandlion for this unanticipated surge in market performance by these
attiliotas of nonrresident banks is te be found In other declslons taken at the tima the
Federal Govemment declded to open up banking to new forgign participants. When
announcing that decision In September 1985, the Federal Government accepted the
naad for rotionalisation of the merchant banking sector which had the effect of
permitting 100 per cent forelgn ownership, Prior fo thls determination marchant banks
were required to have Australicn equity participation and this had produced Dy the early
19805 a Jacob's coat of multiple shareholdings. Restructuring into mainty single ownership
brought a shamer focus to thelr activities and a clear basis for parent banks abroad to
expand capital commitments. The effect has been to foster a market strength which
seems to have more than met the goals of that restructuing; namely, ... strengthen the
industry and faciitate its adaptation to change.” (13; Appendix B, p.2)

Ownershin restructurdng is not the only explanation for the market surge by
affilates of non-resident banks. Up to late 1988 the new banks as whh the cld ones, were
required to hold statutery reserve deposits at the RBA on which they received a much less
than market rate of Interest. Furthemmore the activities of the new banks in both banking
and non-banking business were subject to close scrutiny by the RBA during thesa inilicl
yaars followlng entry. Hence these affilates of non-rasidant banks should have enjoyed
some competitive advantage to the chogrn of the new banks most of all.



When the performance of thesa restructured offiliates of non-resident banks is
compared with the new banks group thers can be little wonder about the impact of all
these changses baing fett in wholesale rather than refail banking. The new banks were
not alona in seeking market share in that aspect of financlal intermediation.(1,p.13) This
phencmenan is also a salutary reminder that the market for many financial senvices is not

tha exclusive praserve of banks.

3. Iheimpact of the New Banks

Some twenty-two new banking groups have been established in Australia since
the beginning of 1985.5 The details on each of these entrants is shown in Appandix 8. Of
these now banks sixteen ara gwned whally or partly by foreign banks with all of them
commencing opsarations gurng 1985 or 1986, The new banks of local origin have timed
their entry aver a longer span; three wera authorised about the same time as the new
forelgn banks while the other three have come later. In additlon to the twenty-two new
banks an estatlished though very small savings bank In Tasmania absorbed a building
society during 1987,

Daspite the relatively brlef span since most new banks commenced business.
effectively four years, repercussions for some padicipants have bean expedenced.
Admilledly the collapss of the State Bank of Victona(SBV) and its acqulsttlon by the
Cominonwealth Bank late In 1990 cannot be ctirbuted solely to helghtened compstition
directly within bonklng.7 Yet the demise of the Austrailan Bank (AusB) with its absorption
into the SBY sady in 1989 most certainly, and the acquisition of the National Mutual Royal
Bark{NMRayal} by the Australla and New Zealond Bank (ANZ) in large part, must reflect
this effect.

Whatever the performance of the new banks as a group, whelher looked uson
as a whole or dividad between those with forelgn and domestic affiliations the
competitive impact ls detemined by each of them individually. Hence the ossessment

conveyed In this section looks at the activities of each new bank.

8 The Australian Bank which commenced business in 1981, is not treated as a new bank for the
purposes of this paper. Its omission explains the difference between the (wenty-three new banks
mentioned at the beginning of this paper and the twenty-two referred to here.

T The main Josses in the SBY group, reported to be about $2.75 billion, stem from the activities of
its merchant banking subsidiary, Tricontinenlal oldings Ltd. The srrong competition in financial
intermediation, depicted by affitiates of non-resident banks in Table 1, is inseparable from the
purcly banking experiences.

ay Market Shares

Entry of new banks has changed the pattem of banking activity. Some of the
entrants, such as Citibank. secured authorsations fo pursue both trading and savings
bonking business. In these clrcumstances the most effective means for grasping what has
happened from entry Is to combine trading and savings data for each bank or bank
group. The abolition of the distinctlon between trading and savings banks during 1989
has made amaigomation of the data Imperative for reasons of continuity, The data for
the four mgajar banks ond all the smaller ones ara shown for total Austrailan liabilities In
Tabls-2 and for total Australlon assets in Table 3. The Initial serles In column 1 of each
tabie i for Decémber 1984 prior to the entry of any new bank. The Impact of the enlrants
on tatal Australian banking business is assessed using data at Juna each year up ta 1970,

The interpretation of the data shown in columns 2 ta 5 of each table is
stralghtforward. Many of the newly-guthorised banks already had an esfcb{lshed
business In Austrolla through merchant banking activities ond finance companies, In
meneay and foreign exchange markats, and comporate landing or, as Is the case with o
few new banks of domastic ordgln, houslng loans through thelr pravious iIncamation as
building sccleties. Hence aach of the entrants would have brought a business basa inta
tanking. Such an increase” In business within banking reflected simpily the transfar of
financlat activity to banking from non-bank financlal iIntermedlation. To understond what
the Impact of new banks has been, it Is necassary to determine Just how the bonking
business of the entrants has grown from the Initial base business they brought with thern
info banking. Forthat reason the data shown In columns 2 to 5 of each table has been
adjusted to take account of that initial base. Datails of the adjustment procedura are
shown in Appendix C.

The effect of this adjustment Is to provide a means for comparing how the
businass of each entrant has grown from Inceptlon against the performance of the cid
banks. Thus the "one-off® Impact of transferng business into banking Is eliminated. |t
permits an assessment of just how far ihe entrants have been able to penetiate the
market previously the exclusive preserve of the old banks. Improvement on what each
brought to Australlan banking is measured for its extent by the positive share recorded in
those tables.

The resuits shown in Tables 2 and J are revecling of sharp differanceas in
performance. The impact on liabilities may be spelt oul. Between December 1984 and
Juna, 1990 total Hanking liabitities in Australia grew from A3104.7 billlon ta AS294.4 billion,
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this being a rsa of 181.2 per cent. But about AS13.7 bilion represented simply the transfer
of busingss Inta banking as the pravious activitles of then non-bank financial
Intermediares were re-designated. Thus the growth in sustalned or adjusted banking
businass betwaen Decamber 1984 and Juna 1990 was AS1746.0 billion. arise of 168.1 per
cent. A tlse of such magnitude, Including A$34.8 billen for all new banks, offers a means
far locking ot the effacts of entry.

With these adlustments it can ba seen that tha entrants had secured by the end
of Juna 1990, 12.39 par cent of the liabiitles business quite apart from what they brought
with them and slightly less - 11.98 per cent - of assets business, This penetration was at the
axpensg of the four major banks whose share fell from 80.7 1 per cent In December 1984
1o 67.71 per cent in June, 1990. The other old banks token together Improved their
command of the liablities market by a small margin, from 19.29 per cant to 19.90 per
cent. As most new bonks came in between iate 1985 and mid-1286 penelration to the
extent of about 12 par cent seems impressive In total even If spread across many
antrants. Moreoover the gains In market share accelerated In 1989-20 compared with the
pravious year aven when allowling for tha newer domestic banks authorlsed in the last
threa years,

Tha estimates for market penetration by new banks in the asset market pravida
resuits mara or less In keeping with what Is found from the liabllities side. As well tha vaiua
of ossets exceeds the value of llabilities in Austraflan banking business, A5323.3 billon ot
June 1990 compared with A§294.4 billion. This substantlal difference reflects only in small
part the funding of new foreign banks by thelr parent banks. This upward shift in the
margin between assets and abilities, especially for the four majors, reflects two features.,
First, with the virtual abaiition of exchange contrals in December 1983, the banks weare
able to draw funds from abroad to finance domestic as well as intemational cperations.
Secondly. the pattern of forelgn borowing to fund the substantial deficils in the Australian
balance of payments on current aecount shifted during 1984-85 to a much greater
rellancs than hitherto on bank Intemediation (8.0.8].

Analyses of the adjusted seres shown In columns 2 10 5 of Tables 2 and 3 reveal
striking variations In individual performances amongst the new banks and the smaller old
ongs. A nota of caution must be enterad at the outsat: the data in the two tabies are
revaaling only of the scale of banking business reaiised on the balance sheet of each

bank and tell nothing about the gudiity or structure of each bank’'s activitias.

"

Each of the new banks. whether linked o foreign ones or domestic in origin, have
sustained their initial entry, some if anly Just. Failure would be shown Dy ¢ negative sign in
ohe of more columns. This assessment s bcsed upon the nilial market penetration
recorded af June 1987 which is about 12 ta 18 months after the caommencement of

business for most new banks and then at June 1990,

A number of new banks appear to have lost thelr way, most netably Stendard
Chartered Bank Australio. Elgnt of these banks have secured 5 par cent or more of the
total adjusted market sharg secured by the new banks as a whole. The elght are
Advance. Bankers Trust, Barclays. Chase AMP, Cibank. Hongkong, NMRoyal and
Natwest, Yet some of the eight have not Improved their market share much an what it
was In June 1987 while one, Nahwest Australia Bank, has lost market share, Only one of
the eight, Advance Bank, has doubied markst share tetween Jung 1987 and Juns 1990,

Just three banks - Citibank, Chasa AMP and Advance Bank - hold moee than |
per cent of ihe total adjusted banking marke! In Australia. In ¢ fow years ecch has
secured an adjusted market shara greater than all the old small banks other than those
owned by state govemmants, and In the case of Cltibank exceeded the share hald by
the state-owned Rural and Industries Bank of Westemn Australia(RIBWA). Of the adjusted
market share held by the new banks as a whals, these three banks have nearly 40 per

cent.

Spectacular perfermances from modest initial bases have been recarded by ftwo
entrants, Deuische Bank and Challenge Bank, the latter being a domestic crection from
two buiding socleties. The reasons for the rapid growth In asset portfallos by these two
enfrants are not cbvious thaugn he very high capital adequacy provisions in Deutsche
Bank Australia during 1988 pointed o a very heovy commitment to asset expansion.
During 1989-90 Deutsche Bank secured a share of banking llapilties commensurate with its
Australian asset growth over the preceding three years. For Challenge the rapld
expansion in housing finance Quring 1987-89, boistered by the 50 per cent risk-weighting
under the new capital adequacy provisions as applied In Australia from September 1988,
Is the most likely one.?

8 The gains shown in Tables 2 and 3 for new banks having their origins in whole or part from
former building societics may be deemed not comparable with thase of new foreign banks starting
ab initio. The adjnstment process. spelt aut in Appendix €, cxcludes previous business associated
with Ihe brnet retwork of the former building societies. The three new banks influenced in Lhis
way are Advance, Challenge and National Mutval Royal. This branch network may have allowed
a mare rapid expansion of the three than possible with just one or a few branches centrally located
in capital cities.



Thus less than hatt the new banks appear to have secured a posttlon in Australicon
banking in terms of market share os measured by size or speed of penetration. But one of
them, National Mutuai Royal, s disoppearing os a separate entity Into the ANZ Bank
group while another, Natwest Australia. has slipped back from its initial standing In the
market. Only three new ones seem ¢ be sufficlently well placed to develop a basa in
Australian banking, at least on this evidence cbout market shares.

8] Market Shares: Re-interpretation

These estimates of market penetration must be qualified In one most impoctant
raspact, namely they reflect the assumption that all those activities which might be
deemed banking business were fransferred inte the new banks when they commeanced
bonking business during 1985 or 1984 or later in the case of threa new domeshic Danks,
This assumpllon may be misplaced for some banks as the authorities recognlsed the costs,
such as stomp duties. adsing from the fransfer of ownership from a NBFI subsidiary to the
authorsed bank within the same corporate antity. Moreover. as mantioned already. the
new banks attracted statutory reserve deposit requirements on tha business brought into
barnking. Given the strong competitive envitonment across financial intermadiaries, and
not just within banking, ‘o which attention has clrecdy been directed In ﬂ"l!6 discussion of
data in Table 1, the reluctance of sorns new banks to shift businass from merchant banks
and finance companies can be understood. Such a shiff would have been
competitively disadvantageous. Moreover the authoritles could nat press these new
banks ta assume cost disadvantageas which could only benefit this non-bank competitian.

However the statutory reserve deposit was replaced in September 1988 by aless
dermanding non-cattable deposit amounting to 1 per cant of all liabilities, other than
shareholdars' funds, In trading and savings banks.(203 The rate paycble on that deposit
was increased from tha 5 per cent it had been for many years to a rate being 5§ per cent
less than the market rate on short-term officlal paper. Bath measures were in accord with
policles to faster the new banks.

I

The authorities have never Been axplictt in thelr requiremeants about the proportion
of business of a banking group which may be conducted in non-banking activities. One
hint of the boundary perceived by the authorities was tha decislon by the RBA In June
1987 to declore Macquarie Bank an established bank for pumposes of capital
requirements.(16) While that determination is not direct evidence of the authoriitas’
position on the bolonce between banking and non-banking business. that step would
not have heen taken without regard for this feature, It s therefore significant that at the

end of that bank's fiscal year in which this determnination was made, namety 31 March
1988, tha proporfion of banking business in the total asset activities of Macguarne Bank

was just over 70 per cent.

Apaet from Macguaria Bank there are six gther new banks which appear to have
taken some time to bring business from their NBFls into the authorised bank. They were
Bankers Trust, Bank of America. Chdsa AMP, Citiank, Hongkang and Natwest. Scrutiny
of the balance sheets and related information suggests that by the end af 1989. each of
these banks had about 70 per cent of the group business within the bank.?

Thus the data shown in Tables 2 and 3 for each of thesa seven banks, and
perhaps others, may be exaggerating the extant of gains in market shares. This means
that some part of the gain in market share from 1987 to 1989 would reflect the transfer
Into banking of business which could have been transfered at the time the bank
commenced business In 1985 or 1986, This effect, by whichis meant the overstating of
gains, would have been most pronounced in 1987 and 1988 though for a few this would

have continued through 1989.

In Tabte 4 the shares of both assets and liailities markets held by all the new
Banks, as shown in the previous two tables are divided between the banks not affected
by the extent of the transfer of business into banking at the time of cornmencament, and
the seven banks for which the market share should be adjusted. Adlustments 10 market
shares to cllow for the delayed transter of business Into banking apply fo liftia more than

haif the total shara secured by new banks os a whole.

Taole 4: Potental Adiustment fa Market Shares of New Banks, 1987-1290.

Cdune June June Juna
1987 1988 1989 1960

1 Ba
a. Banks Unaffected 3.06 4.22 4.79 595
b. Raonks Affectaed® 4.31 4.30 4.77 6.44
Total 737 8.52 2.56 12.39

2. Assets
a. Bank Unaffected 2.84 431 4.85 570
b. Banks Affected® 412 4,36 4.80 6.28
Total 4.96 8.67 .05 11.98

Note:  * Bankers Trust Australla, Bank of America, Chase AMP Bank, Citibank,
Hongkong Bank, Macquarie Bank, Natwast Bank Austrafia.

% The most c'ompn:hcnsivc source of data 35 1o be [buad in the annual survey conducted by KPMG
Peat Marwick into financial institutions. During the past iwo years this has been entitled Finuncial

Institution Perfgrmunce Sucysy.



Ther re-interpretation of the evidence on market penetration offered In Tables 2
and 3 Is about the path rother than the extent because the data for June 1990 may be
taken os stabilised with respect to the balance of banking and non-banking business now
that most dislncentlves for transfering have been removed:; stamp duty considerations
may stlil Iinger in some measure. The main faature of the re-Interpretation Is
straightforward: market penetration by the new banks as a whole over the twelve months
to the end of Juna, 1990 has been even stronger than the data in Tables 2 and 3 suggest.
Up to June 1989 the market share of the new banks shown In Tables 2 and 3 is overstated.
Thus the surge In thelr market shared during 1989-90 Is even bigger than the data shows.
Hence the latter half of the last decads s best viewed as the phase covering the
Inttiating of new banks' activities, not ahways very successfully, and only in the past year
has the pasitlon of any of the new banks been consolidoted sufficlently to altow for
sustained penetration of the banking market in Australla.

c) Off-Balance Sheet Activities

The past decads has witnessed the rapid growth of off-balance sheet exposures
rmainly the result of the proliferatlon of dervativa instruments such as forwards, futures,
optlons and swops. The nominal value of these exposures are about threa timas the
volue of balance sheet activities according fo one commentary from the Reserva
Bank.(4) The markst presence of ony one boank must reflect these exposures as well as
the conventional measures depicted in preceding poragraphs and tables so that
rellonce an specified balonce sheet activities alons is o deceptive meosure of markat
participation.

Thera is relatively little Information on thase exposures for individua! banks in
Australtd even though the calculation of risk-adjusted copital adequacy pravisions
requires their determination. In Table § aggregate data on balance sheet assets and off-
balance sheet exposures expressed in bath nominaj and risk-adjusted vaiues 1s snown for
the thres publicly-listed major banks in Australia.'® Comparisons between the threa
banks show marked differences; off-balance sheet epposures of NAB ore nearly 160 per
cent, as meagsured by nominal values, of the balance shest assets and this s about one
half of thart sama relationship far ANZ and Westpac which Is recorded s about three and
a half times. These differences In commitments off balance sheet reveal a much greater
varotion in morket presence amongst the three major publicly-listed banks than is
conveyed by balance sheet data alone.

L The risk for which adjustments are made in the new capital adequacy provisions is credit risk

alone. There are no adaptations in this measure for other forms of risk such as interest rate and
{oreign exchange.(12)
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Table 5 Asset Medasures: ANZ, NAB & Westpac, 1989
($ billions)
ANZ NAB Wastpac

1. Balance Shest Assets

(@} Nominal Values 84.7 75.5 108.4

) Risk-Adjusted &5.2 54.6 74.8
2. Offt-Balance Sheeat Exposure

(a)  Nominal Values 204.1 i17.7 374.4

{0} Risk-Adjusted a1 9.9 18.6
J. Total Assats and Exposures

(@) Nominal Values 3788 193.2 483.0

) Risk-Adjusted 74.2 54.5 93.4
4. Ratlo of Risk-Adjusted Assets and Exposures

{o Balonce Shaet Assets (3b » 1) 8760 8208 8600
Sourcas: ANZ - Annual Reponrt 1989, Finongiol Statements 1989, poge 364,

NAB - Annual Report 1989, page B. NAB does nat provide a

pregkdown of exposures by categories.
Weastpac - Annuat Report 1989, paga 81.

When adjusted for credif risk, according to the broad categarias laid down by the
Reserva Bank, the ratio of exposures to balance sheet assets is about 15 par cent for ANZ,
17.5 per cent for NAB and 25 per cent far Westpae, This modaration of the relafive size
reflects different structures of balance sheet assets as well as exposures. This Is apparent
whan camparsons are moda petween the nominal and rlsk-adjusted values for the “on”
and "off” balanee sheet items shown in tems 1 and 2. Item 4 I Table 4 exprosses tha
maasure of rsk-adjusted assets and exposures to tha nominal value of balances sheet
assets. This ratio may be perceived os the sk ratla”, based upon the Reserve Bank's
weightings for credit risk, Indicating relative dsk exposures of the total business of aach
bank.

The significance of the calculations in Table 5 for the purposes ot this paper is to
polnt to the possiblities of some new banks having exposuras well In excess of thres times
the nominai value of assets. Recent evidence provided by the Reserve Bank confims the
reigtively heavy commitments of the new banks, especially those with foreign ownership
ties, In oft-balance sheet activitles.(22) Whereas at the end of September 1989 new
forelgn banks (not the adjusted sedes usad in Table 3}, of which thara are sikteen, had 9.4
per cent of total Australlon balance sheet assets, they held 21.9 per cent of the gross or
nominal value of total off-balance sheet exposures. Although this data is provided in
temmns of market share rother than basic dota as shown In Table 5 the evidence points ta
tha much greater particlpafion of new banks In off-balonce shaet activities relative to the

ald ones,



Some hints of $his possibility may be gleaned from data similar ta that far ANZ, NAB
and Waestpac on American banks. The risk ratio is measured for maojor U.S. banks in Table
4. For some banks the valus of risk-adjusted assets and exposures exceed by a
substantial margin the nominal value of assets; ratios in excess of unity are revealed for
Citibank, Bankers Trust and Chase Manhattan to list three with tles into Australian
banking.!! Unfotunately it Is not possible to derive estimates of the business structure for
each of thasa banks in the same fashion as for the threée major Australian Hanks.

Assets Plus
(USS billlons)

Total Totat Risk-Adjusted Ratio

Assets Assats plus Exposures 2+1

m (623 3}
CHicorp 207.67 24221 1.166
Chase Manhattan 97.44 103.37 1.061
BankAmerico 4.65 94.25 0596
J.P. Morgan 83.92 61.86 0.737
Security Pactfic 7787 79.92 1.026
Manufacturers Honover 66.71 7611 1.141
First Interstate 58.19 52.67 0.905
Bankers Trust 57.94 64.91 1.155
Wells Fargo 446.42 42.45 0.9
First Chicago 44.43 4r.47 1.068
PNC 40.81 32.70 0.801

Source: Salemon Brothers, A Review of Bank Pedonmance:
1989 Egition:Figures 29 and 46,

The subsidiaries and affilates of these banks In Australio probably reflect similor
business strategies to those of their parents in the United States. Hence measures of
markat penetiation reflecting onty asset values will understate the relotive contribution of
some new banks, perhaps many, te total banking business In Austraiia. A focus on
balance shaet business alone lsads to misleading judgements an the impact of the new
banks in the Australian banking market. Hence some quallfication to the commentary
about markat penetiation offered In the Immediately preceding sectlons is necessary for
an understanding of the relative contricution of the neww banks especlally the farsign
ones. Cleary tha market presence af some new banks, becausea of their commitments In
off-balance sheet activities. Is much greater than Indicated by the market shares held in
assats and liabillies markets.

Batween the old and the new banks, ANZ and Westpac have pursued off-

i Aggregate daty provided by the Federal Reserve Bank of New York shows that the risk ratio for
the twenty largest banks in its district was 0.973 at 30 Fune, 1990, Official data for individual
banks will be available quarterly from 31 December, 1990.

bolance sheet businass matching the new fareign banks in Australla. This resporse 1o the
newcomers may have been shared by some state-owned banks. However, NAB and,
probably, the Commonwealth Bank ook a morme conservative role in these activities.

d) Responses by Old Banks

The Initlat impaoct of the entry of new banks has been entirely at the cost, in terms
of market share at least, of the four major banks though not uniformiy so. Between
December 1984 and June 1990 thelr share of asset buslnass feil from 80.6 per cent o 65.2
percent. For the smaller old banks the share was virtually constant around 19.5 par cent,
Nevertheless the responses of individuai old banks have varied greatly.

Amongst the four major banks the Cammonweaith Bank has given up most
market share. Even with the acquisition of the State Bank of Victoria, and supposing that
bank's market share can be retained which must be a most point, the expanded
Commonweaith Bank would still have a smaller share of asset businass than was recordad
in December 1984, Inthis respect it is well to note that the Commonwealth and Westpac
banks absorbed fully the Initial impact In banking of ¢l the new banks. Up 1o Jung 1987
these two ore tha full brunt.

In marked contrast the ANZ Bank has Increasad its market share when compared
with its posttion prior to the entry of the new banks. This strong competitive stance wos
most obvious during the 1987-88 fiscal year since when it has given up some of the
substantial gain achieved In that period. A somewhat similar strategy hos been fostered
by Westpac which strove in 1988-89 to restore a markat share which had erodad during
the three preceding fiscal yeors,

Nationat Australia Bank has not exhibited the same defensive policles as the ANZ
Bank or Westpoe. Instead there has been the appearance of @ managed acceptance
of a declining market share behween 1988 and 1990. With its greater concentration on
ratail and commercial banking, NAB has offset fhe diminution in its Australian activities by
expanding abroad, most netakly in the United Kingdom and Ireland,

This contrast In responses between ANZ and Westpoc banks on the one hand and
NAB on tha other Is g reflection of the different measures taken by the three in their
participation In off-balance sheet business, The ANZ ond Westpac banks are the two aut

of the four majoer old banks seeking to match the new banks across all banking achivities,



Disparate rasponses have been recorded amangst the smailer old banks though
two of them are now being absorbed, namely the Australion Bank (AusB) and the State
Bank of Victoria. by the Commonweolth Bank. The State Bank of South Australia s mired
in bad and doubtiul debts. None of the rest are now any more secure in their market!
shares than most new banks. Effonts by soma, such as the Bank of New Zealand (BN, to
build market share have been thwarted by losses assocloted with an expanaded loan
portfolio. 12

4. _Earnings

Acquisition of market share offers only @ partial indication of capactty to sustain
entry. Earnings to sustoin paricipation are of equal importance. In Table 6 data s
provided showing the operating profit after tax as a percentage of averoge total assets
and average net assets during 1987, 1988 and 1989 for most banks in Australla, Although
same reservations may be held on the comparability of the data, the series do aliow an
assessment of relative performance of new and old banks, Operating profit includes
abnormal items.

The results for the three years are presented In three groups; the new banks with a
welghted mean far all of them and then the old banks with the four majors shown
separately from the smaller ones. These are shown inTable 7. There Is a sharp distinction
between tha perfarrnance of the four majaes and all the other onss. While the operating
profit ratio for the four as @ whole rose over the three years the results tar the smaller old
banks and the new banks fell away sharply on average In 1989. By that year the stralns
of helghtenad compelition folliowing on the entry Of many new banks were being
ravaaled in low opecating profit ratios for most new banks and substantial losses for six of
them. These profit ratios for 1989 are low by comparisen with the mean for the four

majors.

Amongst the four majors tha perfarmances recorded by the fwo which had
pursued competitive strategles to match the newcomers across alt activities, were not
comparable to the other two. The relative pasitlon of ANZ and Westpag Banks had not
peen sustained agalnst NAB and the Commaonweatth though stilf superlor to nearly all the
other banks, old and new.

Table 7: Operating Profit to Average Assets of Banks, 1987 to 1989

= The Bank of New Zealand, following recapitulisalion in 1989 made necessary by losses exceeding
capital and reserves, has now been restructured with aon-performing loans of about NZ52.3 billion
being hived off into o separaie entity, Adbro Investments Limiled.(2,3)

(%)
Totgl Assets Net Assets
1987 1958 1669 1987 1988 1989
&) )] (&)} 4 £)] (Y}
< NEW BANKS
Bankers Trust 2.45 231 407 327 204 419
Bank of Amernca 0.37 013 142 40 -1.4 9.7
Barclays 1 0.40 002 -3.10 55 0.3 -d4.8
CHASE aMP 0.0 Q.12 077 0.1 1.4 -16.4
Citibank”® 0.45 1.41 1.26 52 13.7 12.1
Deutsche” 0.16 0.1 038 1.5 1.9 19
Hongkeong® 064 na -301 7.4 n.a -44.0
1BJ 0.75 0463 na. 7.8 70 n.a
Lioyds NZA 0.83 099 -303 10.1 10.1 13.1
Mitsubishi 0.25 037 0G4 3.1 4.9 25
NM Royal 024 Q24 027 iz as 37
Natwest -0.30 105 Q08 -4.5 15.9 -1.1
Standard 0.64 018 -394 7.9 2.1 -43.7
Tokyo 0.32 032 067 3.6 4.1 10.1
b, Domestic
Advance 0.57 065 049 8.3 98 78
Challengs n.q. 074 041 n.a 13.0 1.4
Macquare Bank 245 223 197 300 253 23
All New:  Weighted Magn D29 070 035 a0 24 32
I 0 Bapis
a.. Four Major
Westpag Q.59 09Y (82 15.6 16.6 13.3
ANZ 0.63 073 055 11.8 n.7 13.1
NAB 0.73 0.95 1.12 13.0 14.9 157
Commonwealth n.4a7 058 Q86 87 . ...11.2 03
Welghted Mean Q.64 081 085 12.4 13.8 14.4
. Cthers
SENSW 0.27 034 039 50 59 8.1
SBvic 0.45 052 094 123 16.7 -340
RIBWA 0.33 0a7 007 70 8.0 2.1
585A n.Q. na 070 n.g. n.q. 103
Ausd 0.09 0.15 153 1.1 1.4 8.1
Bo& L.05 117 122 8.0 2.0 11.2
Al Old:  Weighted Mean Q.60 76 071 12.0 13.4 12,7
[l AL Banks:  WEIGHTED MEAN 0.60 Q75 064 11.2 2.6 10.%

Source: Peat Marwlck Hungerfords, Financial institutions Perfornance Surveay, 1989
and 1990; Sydney: pp. 38 and 42 respactively.
Note: D Some vary small banks nat shown are included in the estimated
welgnted means
in * Merchant banking results Included In banking activities.

Two banks ars provocative of quastions about banking strategies of entrants
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bacause of their high earnings ratios, They are Bankers Trust Australic and Macguarie
Bank, Thase two banks have the highest operating profit to averoge total assets and net
assets of any banks, old and new. The only other new bank anywhere near thei
profitabiltty is Citibank.

It would be wrang to attrlbute the high earnings by Bankers Trust Australia, and
Maocquarde Bank and that combined with market penetration by Citibank Australia fo
thair experences In Australla with finance companles, merchant banking and funds
managament prior 1o entry Into banking. These three new banks did not have such
expadenceas exclusiva to themselvas. Explanations for their superior peformances must lie
in other sphares such as professional competence and effective pursuit of well-chosen
strategies. Other entranfs had equally long exposures fo the practices of the financial
sarvices sector with the running of non-bank financial Intemediarles.

Many newcomers were joint ventures of foreign banks with local partners and the
rapid exit of those partners in tha past couple of years attests 1o the waakness of that
type of arrangement In bhanking.(6,p.7) That feature may explain the fallure of Chase
AMP to prosper when the U.S. parent bank might have been expected to emulate
Citibank if not Bankers Trust. Experlencas In the London eusocurrency market over many

years, as summarlly represented in Table 8, have shown up the compatitive weaknasses

Table 8; Landon Furocurency Market, Consetium Banks
(% share of market)

Liabilitles Assats (or Claims)
Fetruary 1975 6.3 &5
Fetywuary 1980 53 5.4
February 1985 28 30
Cctober 1788 1.6 1.9

Source: Bank of England. Maturlty Analysls By Sector of Uabilites and Clalms in Foreign
Currencies. (Quarterly Builetin, various issues).

of joint venture or consortium tanks. During the 1970s such Ponks held a signficant
though still modest shara of business but this deterorated rapidly durng the 1960s to the
paint where their contribution, being negligible, is no longer identified saparately.

Explanation for these superior retums on assets by these three new banks shouid
also be linked to those off-balance sheet exposures treated earlier. On the admittedty
Imited evidence ébout such exposures of U.S. banks shown in Table 6 the two most
prominent In 1988 were Citibank and Bankers Trust. Hence the relatively high eamings on
assels in their Australian activities may reflect commitments to off-Dalance sheet business
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much above the average for Australian banks old and new. With Macquarie Bank
fosterng a similar pattern of business to Bankers Trust, the same possibility for a relatively
high ratlo of dsk-adjusted assets and exposures to nominal asset valuas must be
conceded.

Those banks such as Advance, Barclays, Chaltenge and Natlonal Mutual Royal,
having a retail banking arientation display a variety of experiences. Quite aparn from
market penetration, both Advance and Chaillenge have recorded eamings on average
total assets much closer to those achieved by the major trading banks than mast new
banks with fareign tles. One reason for the relative success of the twa local new banks
must be their extensive branch netwaork on which to bulld an effective funding base.

However thase new banks having their ariging in building societtles have been
aftectaed In thelr earnings by conditlons attached to their banking authority. Not all these
banks weare treated in the same way.i*  All thesa banks which had converted from
huilding societies prior to 2 Apiil, 1986 were required to bring all housing loans undar
$100,000 within o 13.50 per cent ceilling. However the Federal Government ebolished this
Interest rate ceiling on all new housing foans pravided by banks from 2 April, 1986, Hence
building socleties which converted to bank status ofter that date were not required to
bring any housing loans within the ceiling.

Advcnce Bank was autharlsed prior to the benchmark date so that its old housing
loans were bound by the ceiling. The same s trua for the Natlonal Mutuat Royal Bank for
those toans approved through the Natlonal Mutual Permanent Building Society pror to its
incorporation into the Bank. However, that Bank's tokeover of the Undted Pemaneant
Building Saciety came affer 2 April 1984 so that lcans made earler wera not subject to
restraint. Newer banks not altracting the ceiling on their loans bacause they were
converted to bank status iater include Challenge, Mehway and the Bank of Melbourna.

The effect of this ruling ks to discriminate in the eamings between banks. Uftle
wonder then that some new Hanks record lower aarnings than others. This discrimination
may help exptain the moderate earmings cerformance of Advance Bank whean
compared with Challenge.

1 Bankers Trust Australia and Macquarie Bank exhibit very high expenses lo total assels rtios

compared with all gther banks. This points io those lwo banks as the most committed in off-
balance sheet and capital markets activities. Citibank dues not appear 10 have emulated its parent
bank to the suine extent in Australia.

It is not the purpose of his paper w analyse discriminatory practices in the autharisation of new
banks. Saffice it lo say that & measure designed for old banks hag had differential impacts on new
banks reflecting simply the timing of entry into banking and notl any prudential concermns.



5. Efficiency

The treatment of the new banks has so far dwelt upon market penetration and
earnings. But, a5 was noted In Port 1, much of the Justification for the implementation of
the new banks policy rested upon the stimulus to oparationol and dynamic efficiency
being imparted by their entry to the Australlan banking scene. Hence some measures of
efficlency and productivity amongst the old and new banks are central to a general
appraisal of the initial effact of the new arangements. nlight of comments akeady
mada on the very imited avaiability of information on *off balance sheel” itéms.
efficiency measures bearing upon assets utilisation are frought with meihodologicot

weoaknass.

Glven exlsting data limitations, the approach used s tha analysls of income ond
cost elaments across the banks. A measure of afficlency is the proportion operating prafit
baars to operating expenses. Operating profit has defined praviously, Opserating
expenses are total expenses less interest expenses ond doubtful debts expenses. This ratio
tests the returns galned by owners in terms of the expenses (of outlays) required o
generate such profits, In this way the uncertaintles asocioted with measuring asset

values and net worth are avolded.

Productivity Is addressed by a measure which raflec!s to some degree the valued
added In banking. The padicular measure Is the ratio of eperating income fo operating
expanses. Operating Income is defined as nat Interest Incorne (interest Incoma less
interast expense) plus nor-interest income less doubtiul debts expenses. Again It reflects
the expenses or costs required o generote an opercting Income. With this approach
any queries arising from the relative distribution of business on and off balance sheet are

sot aside.

Data for many though not all oid and new banks is set out in Table 9 for the three
years 1987 to 1989. A comparison of the weighted means r?r the old and new groups
shaw the superior performance In efficiancy and productivity of the old banks as a
whole. However thase results reflect tha dominant role of tha four major banks where the
efficiency gains for three of them have been siriking. especially for the Commonweaith.
The other old banks have been much more varable with the imminent collapse of the
State Bank of Victoria evident in the 1989 data. Amongst the government-cwned banks
the shamp Improvement In efficiency and productivity between 1987 and 1989 of the
Commonwealh bank controst with the peformances of the state banks,
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Amongst tha new banks there are vivid contrasts in pefarmancea. Those with
perforrnances comparable or suparior to tha four majors include Ciibank, Bankers Trust,
Macquarie Bank ond, on the most recent evidence, Bank of Amerca, Deutsche Bank
and the Bank of Tokyo. The cbsence of 1989 data on IBJ Australla bandlcaps Judgement
on how that bank has fared In g year when many new banks fell behind badly, While this
set of data revedis @ very mixad result for the new banks, there are sufficient ormnong them
exhibiting relaiively high stondards of efficiency and productivity to ensure that banking
markets remain not Just contestabla but contested during the 1990s.

Table 2 Efficiency and Productivity of Australlon Banks: 1987, 1988 & 1989.

Efficiency Productivity

Banks . 19687 1988 1989 1987 1988 1982

(n (V3] & 4y 5 (e)]
1._Qid
ANZ 19.5 217 203 149.1 1412 136.4
Commonweatth 13.0 165 26,1 1250 140.2 147 .4
NAB 25.2 2862 37.3 146.4 150.1 162.5
Waestpac 20.5 283 28.3 138.5 151.3 138.8
BOQ 174 19.9 235 1330 138.3 137.1
SBNSW 11.0 13.3 139 132.6 139.9 123.5
RIBWA 155 17.5 33 130.8 135.1 107.4
SBvVIC 165 19.1 -33.6 129.7 140.1 68.0
Waighted Mean 8.9 230 232 139.0 145.3 139.3
2__New
Advance 193 186 14.8 137.5 140.4 120.9
Chaltenge n.a 15.3 19.7 146.4 126.9 1320
Macquade 359 379 256 1419 152.6 1320
Bankers Trust 51.1 0.3 35.7 1779 142 4 188.6
BoA 10.2 -4.0 490 120.6 5.6 168.1
Barclays 11.5 a5 -60.8 122.0 017 35.5
CHASE AMP .4 5.3 -35.0 10G.4 105.1 500
Citibank 19,3 540 387 196.3 199.7 164.2
Dautscha 5.5 13.4 31.7 107.7 1265 1522
1BJ ’ 420 863 n.a 1916 231 n.q.
toyds NZA 328 450 -121.2 169.9 175.8 -109.3
Mitsubishl 17.1 32.7 12.7 139.5 157.0 1239
NMRoyal 4.5 5.8 6.9 1058.1 107.2 108.5
MNatwest 7.2 -21.1 -1.3 .5 79.5 100.6
Standard 25.4 6.7 25,1 137.2 106.7 -43.2
Tokyo 239 17.1 419 1491 130.3 167.6
Weighted Mean 16.8° 164 58" 135.0° 129.9 112.0**
Source: same os for Table 7.
Note: * excludes Challenga Bank ** excludes 1BJ



6. Summary

Any assessment of the impact of the new banks must reflect the purposes of the
entiy policy Initicted late in 1984, The aim was a more compeiitive and innovative
financial services sector. The purpose of a more innovative ond efficlent financlal market
was to fostar real activity in the economy. 10 this emphasis the focus is on the links
natween financial efficiency and business activities. This teature of the entry policy
should be understood when comparing the relative effects of heightened banking
competititen on household users of financlal sarvices. the retoil bankling market, and

business users cornpiising the corporate and wholesale markets.(17)

It 15 1 these tatter markats where entry has brought intanse competition. With
securtisation of many banking assets, epitomised by the proliteration of markets for
derivative instruments, competition in banking has been dominated as much oy
professional skills as distribution networks. Bankers Trust Australia ang Macquarie Bank are
revealing of the significance of superior capacities in comorate and instifutional activities
bearing upan lending and securities markets, the latter both derivative and underying.
The impact of this competition has been to make funds availcbla o business ta the point
where credit quality was of less concem than hithedo.(6.p.6) Whether business used
thase funds ta sustatn invastment, employment, autput and exports Is a separate matter.

in ratail banking a critical mass is essential for the efficient management of
llabllities and assets porfolios and the development of markets in related financlal
services. The large branch network provides a ready occess fo the payments system and
that access Is the basis far the avallability of relatively cheap deposits. Neverheless some
new banks, Citthank most of all, have sought meons of securing a niche in retail banking
though mast newcomers are still struggling. Advance Bank and Challengs Banks exhibit
most evidence of the capacity to secure a fizm position even if on a regional rather than

a natlonal pasis.

what has been witnessed within banking does not suggest that the lage
intemnational financial intermediary has any clear adventages In secuning positians in
banking markets. The large Intematicnatly-operating financial conglomerate may
successtully enter new markets; Citibank has established a profitable base if still relatively
modest. Othas have a tenucus hold in banking with every likelihood of rellance on
parent banks to sustain their positlons through the 1990s. If the fwo orincipals of National
Mutual Royal Bank found it rewarding 10 sell their operation Inte ANZ Bank, though asa
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joint venture this development wias not surpdsing In light of experences here and
elsewhere, then the owners of new banks performing much less satisfactorlly than NM
Royal must be no less aftracted to exit. That thera may be turther exits should be no
surprisa it only because the number of foreign banks invited to participate In Australion
banking eary in 1985 was much higher than had been expected when applications for
new banking authorities were called.

Locally-based participants have not been infimidated by the market presence of
farge Internatlonal banks. This Is most evident with the performance of Macquarle Bank,
foth Advance and Challenge banks have o sufficlent base to ensure cantinuity if only as
regional banks but In that role they may replace state banks in the second ter of
banking. Efficiency and productivity characteristics point to that possibility.

The repercussions on the old banks frem the entry of s0 many new ones has been
felt more by the smaller old banks rathar than the large ones. Responses fram the four
majors have vared with the twa who saught to match new banks across the range of
banking activity tested In their profitability. efficlency and productivity. That this
happened should come as no surprise because one effect of heightened cornpetition is
to remove thosa quaslk-rents enjoyed in the past from restraints on entry. At lssue is
whather galns in efflclency and productivity adsing from heightened competition are
taken in eomings or are distributed to customens through lower prices, by which is meant
narrower margins. In comporate and wholesale banking the diskibution of these gains to
customers s most evident. Thus the main purnpose of entry pollcy has already been
realised. The new banks have served and will continue to serve thalr pumpose, even with
depleted ranks, 0 long as banking and other financicl markets are contestablea. (5.p.4)

Nevertheless paints mada and concluslons drawn In this paper must be guaiified.
The lack of data hampers the analysis of changes In market structres. Data has been
available on a monthly basis for ingividugl banks over decades. Tha praliferation of
activitles off balance sheat during the 19808 shows the need fo publish that data ona
comparable basis. The moneatary authorties have been lax In thelr provislon of fhis
information and other data such as maturity structures of assets and liabilities.

JFBXTNG



Appendix A; The Basis for Policy Changes

Prior to tha autherisation of the new trading and savings banks, ihe Danking
industry was dominated by four major trading banks: namely, Westpac Banking
Comoration, Australio and New Zealand Bank (ANZ), National Australia Bank (NAB) and
the Commanwealth Banking Corporation famillary known as the Commonweatth Bank
of Austratia. These four had about 80 per cent of all banking business. The last-
mentioned is owned by tha Australion Govemment. The other three majers are publicty-
listadd companies each of which had grown from merger of by acquisition of smaller
frading banks during the previous ten years. Westpac came from the merger of the Bank
of Naw South Wales and the Commearcial Barnk of Austratia in 1982, National Australia
Barik reflected the joining of the Commercical Banking Company of Sydnay with the
Nationat Bank of Australasia. Both mergers were implemeanted in preparation for the
axpocted growth in competition stemming from the likely relaxation of controls over
banking actlvily and the expected entry of new banks on the Australian scene. ANZ
Bank. a product of the merger of the Bank of Australasla and the Union Bank of Australia
In 1951, had acquired the English, Scoltish and Australian Bank In 1970 and the Bank of
Adelalda in 1979.15

Other barks operaling in Australia during the 1970s ond early 1980s were much
smailer than the four major frading Lanks. There were two forelgn-owned banks of long
raslcionce, tha Bank of New Zeuland (BNZ) and the Bangue Nallonale do Parls (HNP).
Apart from the minuscule Bank of Queensiand (BoQ) there were a numbber of banks
authorised under state leglsiation and not subject to faderal banking scrniny as ls the
case fo this day. All being awned by respective state govemments they wera the State
Bank of Victada (SBVIc), State Bank of New South Wales (SBNSW), State Bank of South
Ausiralia (SBSA) ond the Rural and Industies Bank of Westermn Australia (RIBWA). They held
about 16.5 per cent of all banking business. In 1981 an cuthorty was given for a now
frading bank, the Australlan Bank (AusBY, to commence business. Its progress was
spasmodic culminating in its absomption Inte another bank during February 198916

Prior to 1985 ecch malor trading bank had a savings bank subsidiary while the

L The ANZ Bank acquired Grindlays Bank in September, 1984 thus symbolising moves by the thuee
publicly-listed majors to substantially develop banking business outside Austratia, New Zealand
and the South Pacific. These three now have up 1o 40 per ¢ent of business outsids Australis. The
Ausiralian Bank was acquired by the State Bank of Victorfa in February 1989, For the purposes of
this study the bank is not treated as a new oae because the conditions on which its banking
authority was granied and the eircumstances in which entry was made differed completely from
Ihose in the mid-1980s. This interpretation dilfers from the stance of the Reserve Bank of
Australia which lists the Australian Bank as a new one.(19)

L Mow the State Bank of Victoria, less its bad debis, is being sold to the Commonwealth Bank.

state banks, apart rom thea one In New South Woles, had essentially savings bank
functions. Then in Tasmanic there wera two trustee banks operating as savings banks; the
Hobart Savings Bank trading as the Savings Bank of Tasmania (Tas Svgd and the
Launceston Bank of Savings which after merging whh a bullding saciety is now known as
Tasmania Bank(TasB).

The establishment of the Committes of Inguiry Into the Austraiian Financial Systemn
In January 1979 marked the Inltlal step towards comprehensiva change In the conduct of
banking and the worklngs of the flnancial sactor. When the Final Report of the
Committes, tamillarly known as the Campbell Report, was brought down in September
1981 the recommendations included propasals for the entry of new banks and tha
abandonment of many restrictions on the woys banks wers alowed o conduct thelr
business(3). The effect of thase recammendations was to establlsh an Impetus for
change first withessed by the merging of banks to cregte Westpac and NAB,

With the change of govemment in March 1983, the new administration convenad
o Revlew Gioup to consider and report an the many aspacts of the Campball Report
bearing upon the stability and development of tha flnanclkal system, participation In
banking by domestic and forelgn Interests and the ragulation of banking and non-bank
financial intermeadiares. That Group complated its report late In December 1983.(23) This
Martin Report, named after the Chaiman of the Review, recommended an increass in
the number of banks thaugh foreign paicipation snould be limited to 50 pet cent of the
equity in any one new bank unllke provisicns In the Campbell Report which suggested fuil
foreign ownership as a possitlity. Martin suggested the granting of 4 to é new banking
authorities(23.p.713.

Even so it was not until early September 1984 that the Australion Govemment
decided to cal applications for new bank authorities. At the same time the Bank of
Ching was permitted to take up a banking authority which had been In abeyance for
more than d decade: the authorlly for a Taiwan-based bank had kapsed in 1972,

A concomitant provislon was the announcement of amendments to the Banks
(Shareholdings} Act 1972 to dllow a single sharehoider to hold more than 10 per cent of
the shares with the opproval of the Federal Tracsurer and mora than 15 per cent whan
such a relaxation was deemed In the national interest. Mareaver, the Govemment
stated #s willngness to redax the 50 per cant upper limit on foreign equity should a
proposal for a banking authority be viewed as having significant benefits to the
economy.

The loosening of the formerly rigid condition requiing at least 50 per cent lacal



aquity participation can only be understood in terms of the main aim of improved
gfficiency and competition In the financlal sector. Shouid rigid application of that
requirement have dsked the absence of a potentlally effective new bank then reloxation
of the condition restricting foreign ownarship was essentlal. Stimulus to efficiency and

compatition was enora important thon the numier and ownership of new banks.

Nevortheless the reaction to the decision to Invite 16 banks with forelgn tles 1o
astablish banking operations in Austraia, was surprise, if not disbelisf, probably not least
to some of the successtul applicants!!” One explanation fof the much greater number
than had been anticipated was the quality of the applicants and the likely benefits from
thelr participation in the Austratian financial sector{14) A further consideration was
reciprocal occess (o foreign financial markets by Australion banks; an aspect made
spacific oniy in tha casa of Japan. Of the 14 oftars, half Involved some Australian equity
ponicipation with the possibility of anomer shree Introducing local equity once operations

werea thmly astablished.

Quastions about forelgn ownership along with the number of new bonks to be
authorlsed were the two dominating lssues in the appraisals ond criflques of propasals for
opening up banking to new pariclpants. Ownership and contral of banks hos had a
lengthy and controversial history In recent decades mast of all with the bank
nationalisation issues of the late 1940s. Yet the grounds for restraints on ownership have
not baen clearly specified while empirical evidence for their justification s
inconciusiver (1) Tha provisions In o number of the new banking cuthoritles provided for
Australian equity participation. The experences of ihe new banks concerned have
meont the crosion of this provision. The minority Australian participants In five banks have
been bought out by thelr forelgn pdncipals. Hence this reverslon to full forelgn ownership
within g couple of years from entry bears ample witness 1o the dominance of Concems
about compelitivensss In banking over issues in ownershin including Austration equity

participation.

7 The snvilation not taken up was that 1o J.P. Mocgan.

Appendix B: The New Banks

Bankers Trust Australio Umited teing a wholly owned subsiciiary of the Bankers Trust
Cerporation. Opserations commenced on 24 February, 1986.

Bank of America Australla Limited is wholly owned by Bank of America N.A..
Operations commenced on 19 May, 1986, Initiclly G.J. Coles Lid. held 25 per cent
of the equity but this wds scid to the parent bank in Juna 1989,

Bank of Singopare (Australlay Umited was o publicly-listed company owned 81 per
cent by the Oversaa-Chinase Banklng Corporation, Singapore. However the
company was delisted in April 1989 when the parent QCBC bought out the
minority shareholders to secure complete ownearship. Oparations commenced on
29 May, 1986.

Bank of Tokyo Australic timited being a wholly owned subsidiary of the Bonk of

Tokyo. Operations commenced on 28 November, 1985,

Barclays Bank Austrafio Llimited Is a wholly owned subsiciary of Barclays Bank PLC.

Cperations commenced on 29 Novembaer, 1985.

CHASE AMP Bank Limited being equally owned by the Chase Manhattan Bank,
N.A. and the Australtan Mutual Provident Society. Cperallons commenced on 24
Septemizer, 1985

Ciibank Limited baing o whaily owned subsidiary of Citibank N.A. Operatlons
commenced on 11 December, 1985. A savings bank, Citibank Savings Limited,
waQs Qlso authorised.

Deutsche Bank Australla Umited being a wholly owned subsidiary of Deutsche

Bank A.G. Operations commenced on 3 February, 1986.

i being a wholly ownead subsiclaey of the
HongKong and Shanghal Banking Corporation. Iniflally thare ware minarty
Australian partners but they were bought out In June 1987, Operations
commenced on b February, 1986,

18 Australia Bonk Limited being a wholly owned subsidiary of the Industrial Bank of
Japan. Initially there were mincrity Australian partners but they were bought out
in December 1988. Operations commenced on 18 Decembaer, 1985,

Llayds Bonk NZA Limited is ultimatety owned by Lioyds Bank PLC with the invitation
extended to the Lloyds Bank subsidiary, The National Bank of Naw Zealand
Lmited. Operations commeanced on 10 October, 1985,

i3hi being a whally owned subsidlary of the
Mitsubishi Bank. initiclly there were minority Australian partners but they ware
bought out in June 1989, Operatlons commenced on 17 January, 1984,

National Mutugl Roval Bank Limited being equally owned by Royai Bank ot
Canada and National Mutual Life Association of Australia Limited. Operations
commenced on 26 February, 1986, Savings bank autherities were also granted
when the Natienal Mutual Permanent Building Soclety was acquired on 26
February, 1984 and the United Permanent Bullding Soclety on 2 March 1987. This



bank was bought by the ANZ Bank in April, 1990.

14, Nmmgu;mlgﬁqak_um is a wholly owned subsidiary of National
Westminister Bank PLC. Operations commenced an 6 February, 1986.

15, Standard Chadered Bank Australla LUmited Is o publicly listed company owned 77
per cent by Stondard Chartered Bark PLC. Operations commeanced on 4 April

19864,

16, The Invitatlon to J.P. Morgan & Company Incomaratad to establish a bonk was
not taken up.

I Other New Iroding Banks

1. Bank ot China was authorsed to establish o branch bank in Australia by renewing
an old banking authority historically held by o Chinese bank which had lapsed iny
1972 when an authority held by a Taiwan-based bank was withdrawn.,
Operations commenced on 16 December, 1985,

2 Mgcgugﬂejgg}ﬂ_{mﬂg_d wags established out of Hill Samuel Australia Limited. The
oqglnoi Brtish parent company, Hill Samuel, continues to hold 30 per cent equity
with 10 per cent voting rights. Operations commenced on 1 March 1985.

3 Briran Industry Bank of Austialia Limited was auwthorised as d trading bank having
besn praviously a speclal purposes bank owned by the major trading banks, it is
in 1his reincamation owned by the Rural and Industries Bank of Westarn Australia
(RIBWA)Y. Cperatlons commaenced under this new authordiy on 1 July, 1957,

4. Bank of Melboume 1imited waos formerly the RES-Statewide Bullding Society In
Melbaumea. Qperatlons commenced on 1 July, 1989,

I Mew Savings Banks

1. Aqiqgge_s_guk_mmjig_umﬂgd was a conversion fram the NSW Parmanent
Bullding Soclety, Opergtions commencad on 1 June, 1985. It has a subsidiary
Civic Advance Bank Urnited being a former bullding society registered In the
Australian Capital Temtary, Clvic Co-operative Permanent Building Society. This
subsidiary commenced operations on 2 June, 1986,

2. CtLCIHQDQfLBQﬂkLi'mB_eQ was created from the merger of the Perth Building Society
i Western Australia and the Holham Permanent Bullding Soclaty in Victorio.
Operatlons commenced on 21 April, 1987,

3. Metway Banl Limited wos a conversion from the Metrogolitan Building Society in
Queensland. Operations commenced on 1 July, 1988.
1

. New Stote Baok

1. Tasmanla Bgnk Umited was established through the merger of the Launceston
Ban of Savings, which was a trustee savings bank, and the Tasmanian Permanent
Buildlng Socisty. It commenced operations on 1 Septamber, 1987.
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Anpendix C: Measurng the impact of New Banks

To understand what the impact of new Banks has been, it is necessary 10

determnine just how the banking busingss of the entronts has grown from the initial base
vusingss they brought with them nto banking. An ossassment of how the twenty-one
now banks which enterad banking up to June 1989 have performed requires the
wimination of this *one-aff” transter of business into banking. By eliminafing this effect it is
possible to compare the gains o olherwise of the new banks in their efforts to penetrate

the banking market.

The procedures applied for reconciing the data for old and new tanks in these
two tables are readily explained. The initicl base business for each entrant Is determined
by the value of liabilitles or assets recorded in each monthty statement on banking
statistics repbrted in the Commonweatth Gazette at the time when commeancement of
Lusiness is fist announced. As these statements are averages of weekly retumns In the
maonth, the inttial bose business was detemnined in the first month for which there
cppeared to be an average over all the weekly reporing days. The value af that initial
base business was then deducted fram the reported value of business for subsequent
months: for the purpases of this paper June in each of the years shown.

As Is evident from the material In Appendix B most of the new banks commenced
business in Australia late in 1985 or during the first halt of 19846, In one case, the Naiflonal
Mutuat Royal Bank, the initial entry in February 1986 was followed by an acquisition In
March 1987 so that a double adjustrnent of the initlal base had to be made. Only ona
old bank, the Launceston Bank of Savings, acquirec a norrbenk intermediary and @
simitar adiustment was mode to that bank's series for June 1989. The ncma was changed
to Tasmania Bank(TasB) at the Hime of acquisition. 1 September, 1987,

The effact of this adjustment Is to provide one means for comparing how the
business of each entrant has grown from inception agalnst the performance of the old
banks. With this adiustment the “one-off impadt of transfeming business into banking is
aliminated. It permits an assessment of just how far the entrants have een able 1¢

penetrate the market previously the exclusive preserve of the old banks.

The adjustment may be Sest understcod by examining the procedura applied to
ona new bank. The National Mutual Reyal Bank began on 26 February, 1985. The inftial
business brought Into banking was identified as the Australian assets and labllities
repored for March 1986. These were AS640 milion and AS805 miltion far liabilities and
assets respectively. Then at the beginning of March 1987 an addifionai building soclety
was ocquired with liobilities and assets of A§1665 milion and AS1792 milllon respectively.

Thase starting valuss, being tha measure of business brought Info banking, were
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deducted from the liabilities and assets of the new group to get an estimate of how
much new business was gained after entry. The details of the adjustment are shaown in
Table C1.

Iable C1: National Mutual Rovel Bank: Adiustment Procedures

(AS millon)

Uablities Assets
1. Initlal Banking Business 2305 2598
2a. Total Business, June 1987 3073 3405
b.  Less Initlal Businass 2306 2578
. New Banking Business 768 807
d. Adjustad Share % 0.48 0.47
3a. Total Business, Juns 1989 4133 4531
k. Less Initicl Business 2305 2598
c.  New Baonking Business 1828 1932
d. Adjusted Share % 0.75 Q.72

This adjustment s bosed upan the value of the initial base business of tha entronts.

it is a most canservative procedure In the sense that it yiekds the maximum gain to the
newcomers. An glternative approach wouid be to estimate the initial base business not
by value but by share of the total business and then to calculate whether or not tha
shara of total business had grown from time of entry to June 1990, However this
aiternative procedure may be challenged on the graunds that entrants bring value of
liaksiltles and assets inta banking not market shares and what happens subsequent to
entry with the growth of banking business will reflect the efficiency and skill of sach bank,
An adjustment based on this altemative approach would, comparad with that used in
this paper, diminish the impact of the new banks though the difference between the two
series s small for the short period under raview.

The prefenred approach would be to secure an estimate of thase llabilities and
assets of the predecessor Intermediares later constituting the initlal business of the new
banks. Most new banks had business activities in Australia prior to autherlsation as banks.
Mareaver some new anks, like many of the old ones, partly or wholly own finonce
companies and more recently stockbroking fimns.

Howaver, compilation of that predecessor busindss now Incorporated in banking
activitles defies measurement. An accurate compllation of such business would permit
the establishment of an adapted market share serles from 1984, With such ¢ serdes the
differences Detween the total Australlan banking tusiness and the adjusted series, the
latter being the basis In this paper for assessing maket penatration, would be avoided,
Thus the data on financial Intermediction offered in Table 1 provides an altemative
general perspective on the Impaoct of the major structurat changes In the financial
services sector during recent years.
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