The banking sector in New Zealand: aggregate banking supervision data

Denys Bruce, Banking System Department

This article provides commentary on developments and conditions in the New Zealand banking industry in 1994,
based on aggregate data provided to the Banking System Department by registered banks. (A glossary of terms used

is to be found on p107.)

| Introduction

Two of the main influences on the performance of the
banking system in recent years have been heightened com-
petition and the impact of shifts in the general level of
interest rates. Up until the 1994 year, these factors com-
bined to tighten lending margins, creating pressure for
banks to diversify activities and improve efficiency. In
1994, however, interest margins improved for the first time
since 1990, an outcome associated principally with a rise
in the level of interest rates.

The state of the economy and levels of sub and non per-
forming loans have also had a major impact on banking
system profitability. For example, performance picked
up markedly in 1993 as the rate of expansion of the
economy began to increase after several years of relatively
poor economic conditions, and as sub-and non-perform-
ing loan expenses declined to more normal levels, once
the effects of bad debt problems experienced in the late
1980s and early 1990s were resolved.

This article comments on developments in the banking
industry in New Zealand over the 1994 calendar year
against this background. Particular emphasis is placed
on changes in banking system structure, and on the
impact that changes in economic conditions have had on
banking system profitability and soundness.

II Banking system structure

After the banking system was opened up to new entrants
in the late 1980s, the number of registered banks increased
significantly - from 4 in April 1986 to a peak of 23 in
1990. Most of the new banks originated from overseas,
although some were New Zealand based non-bank finan-
cial institutions which took the opportunity to register as
banks, in some cases under new ownership.

Strong competition and the difficult economic conditions
which prevailed over the late 1980s and early 1990s later
led to a significant rationalisation within the industry.
Some of the new overseas banks withdrew from the New
Zealand market altogether, and a number of mergers and
acquisitions took place.
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1994 has seen a continuation of this rationalisation proc-
ess, although activity has focused mainly on consolida-
tion of initiatives taken in previous years. Of the four banks
which relinquished their registrations in 1994, three (the
Rural Bank, the Post Office Bank, and United Bank Ltd)
did so because their business was being integrated into
that of their New Zealand based parents. In each case,
integration followed acquisition of the banks concerned
by other New Zealand registered banks.

Additionally, one wholesale bank, the State Bank of South
Australia, deregistered because of a decision to withdraw
from the New Zealand market.

As aresult the number of registered banks decreased from
atotal of 19 to 15 during 1994. (Appendix 1 lists the indi-
vidual banks registered in New Zealand as at 31 Decem-
ber 1994, and the banking groups of which they are a
part).

Figure 1 shows that the number of banking groups
operating in New Zealand and the number of individual
registered banks came close to converging in 1994, after
a period when there were a number of banking groups
with more than one registered bank. There is now only
one group! containing more than one registered bank
vehicle (Bank of New Zealand and BNZ Finance are both
subsidiaries of National Australia Bank Ltd), compared
with five in 1993.

III  Profitability

In line with the favourable economic conditions prevail-
ing, banking system profitability improved over the 1994
calendar year - aggregate bank profits after tax and ex-
traordinary items increased by 20.2 percent to $834.9m.
Factors affecting profitability in 1994 are examined be-
low. However it is apparent from figure 2 that the 1994
profit growth rate was significantly lower than the growth
rate achieved in 1993, when profits increased by 121.7
percent, due principally to a buoyant economy, and a

1 The Trustbank group, which up until March 1995 included nine
separate regional banks, is treated as one registered bank because
inter-locking cross guarantee arrangements made it essentially
One economic entity.
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Table 1

Aggregate income statement®

($ million) 1993 1994 Variance
Net interest income 2,304.3 2,462.4 158.1
Other operating income 1,492.1 1,401.0 91.1)
Operating expenses (2,687.6) (2,629.9) 57.7
Sub- & non- performing

loan expenses (54.5) 96.0 150.5
Abnormal items (12.0) (77.5) (65.5)
Pre-tax operating

profits 1,042.3 1,252.0 209.7
Tax (334.3) (409.8) (75.5)
Extraordinary items (13.3) (7.3) 6.0
Profits after tax &

extraordinaries 694.7 834.9 140.2

marked reduction in charges for sub- and non-perform-
ing loans. 1993 represented a turning point in terms of
profitability patterns, as for the three or four years prior,
banking system profitability had been weak, reflecting
difficult economic conditions and the burden of problem
loans incurred in the late 1980s and early 1990s.

Table 1 shows that the increase in profits in the 1994 year
derived from three principal sources: first from gains in
net interest income; secondly from reductions in operat-
ing expenses; and thirdly from reductions in impaired
asset expenses. It also shows, however, that these gains
were partly offset by significant abnormal expenses, and
a decline in other operating income.

The movements over the 1994 year in each of the main
pre-tax operating items shown in Table 1 are examined in
turn below.

Net interest income

The increase in net interest income in 1994 was mainly
caused by a widening of the spread between the average
rate of interest earned on interest bearing assets, and the
average rate of interest paid on interest bearing liabilities.
Interest rate spreads increased from an average of 2.36
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percent in 1993 to 2.47 percent in 1994, reversing the re-
ducing trend established in previous years.

Strong competition within the banking industry has kept
pressure on banks’ lending margins, which suggests that
the increase in interest rate spreads can largely be attrib-
uted to the rise in the general level of interest rates which
took place over the year under review. The rise in interest
rates increased the benefit which multipurpose and mainly
retail banks obtain from low or non-interest bearing fund-
ing, such as cheque and savings accounts, and from free
equity (that is, from equity which is “free” for investment
in financial instruments, because it has not been invested
in fixed assets, or other assets of a non financial charac-
ter), and investing those funds at prevailing market rates.

Table 2 shows that banks’ net interest margin, that is, the
ratio of their aggregate net interest income to average in-
terest earning assets, increased in 1994 for the first time
since 1990 as a net result of these factors.

2 Note that the data in this analysis have not been adjusted to ac-
count for the deregistration of the SBSA, because the impact of
that event on the aggregate operating resuits of banks is immate-
rial.
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Table 2

Net interest income Dec-89 Dec-90
Net interest income ($m) 1,993.0 2,270.3
Net interest margin (%) 3.17 3.36

Dec-91 Dec-92 Dec-93 Dec-94
2,361.0 2,465.9 2,304.3 2,462.4
3.10 3.01 2.87 2.92

Other operating income

The benefits which banks have obtained from the increase
in net interest margin in 1994 were almost entirely offset
by abnormal losses, and a reduction in other operating
income. The movements in the latter items were mainly
caused by reductions in profits earned from trading
financial instruments, and by losses incurred on other
holdings of financial securities3. The rise in interest rates
which took place in 1994 played a major role in these
developments, by limiting the opportunities available to
trade financial instruments profitably, and by creating
losses on positions assumed prior to the increase.

The impact of interest rates on trading revenues was the
most important influence on operating income in 1994.
However, there were also a number of factors which had
a positive effect on income. These are discussed below.

Over the last few years banks have attempted to offset
margin pressures by adopting countervailing strategies
targeted at increasing other operating income, and reduc-
ing operating costs. This has generally involved an
expansion or a diversification of non lending activities,
so as to develop non interest forms of revenue, such as
commissions, fees, premiums, and trading income. The
precise form of these strategies has varied, depending on
the particular circumstances of individual banks. Exam-
ples include the expansion of retail foreign exchange
services, the addition of new electronic payments
services, and emphasising fee based transactions in the
corporate banking area.

A common strategy employed by banks involved in the
retail banking business to increase operating income has
been to provide financial services complementary to their
principal activity of borrowing and lending. These
related financial services include insurance services, such
as home and contents insurance and mortgage repayment
insurance, and a range of funds management services.
During the 1994 calendar year, bank managed retail funds
management schemes in aggregate grew in size (see
below), although the rise in interest rates caused some
individual bank schemes to incur losses. The subsequent
withdrawal of funds negatively impacted on profitability
by reducing the fee earning potential of those schemes.

Competition and margin pressure are also increasingly
prompting a closer examination of the profitability of
individual products and services and customer groups -
not only to ensure that an adequate return is earned on the
resources that have been committed to providing each
product or service, but also to reduce any potential that
may exist for one group of customers to subsidise another.
The most obvious example of this development concerns
the provision of payment services, particularly cheque
payment services, which have typically not generated
revenues sufficient to match the costs of provision. In
response, some banks have increased transaction fees in
general in order to better cover costs. Differential pric-
ing4 has also recently been introduced by some banks in
order to encourage customers to use the less expensive,
electronic, forms of payments methods. However, the
ability of banks to implement these kinds of strategies is
tempered by competitor and customer reaction.

Table 3
Other operating income Dec-90 Dec-91 Dec-92 Dec-93 Dec-94
Other operating income ($m) 1,315.1 1,561.2 1,334.3 1,492.1 1,401.0
Other operating income/
average total assets (%) 1.84 1.97 1.58 1.79 1.59

3 InTable I, these movements are represented by negative or un-
favourable variances totalling $156.6m, comprised of the sum
of unfavourable variances in other operating income of $91.1m ,
and in abnormal expenses of $65.5m.
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4 Inthis context, differential pricing involves charging higher fees
for higher cost cheque transactions, relative to the fees that are
charged for lower cost electronic transactions.
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Table 4

Dec-89 Dec-90

Ratio of operating expenses to average total assets

Dec-91 Dec-92 Dec-93 Dec-94

Operating expenses/
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Operating expenses

The second factor which contributed to an improvement
in system profitability in 1994 was a decline in banks’
aggregate operating expenses. In total, these expenses
declined'by $57.7m, or by 2.1 percent, from the previous
year, despite overall growth in the banking system.

As noted previously, one of the main strategies banks have
employed to offset interest rate margin pressures has been
to seek ways of reducing operating expenses by improv-
ing overall efficiency. Table 4 shows that this strategy
has generally been successful - operating expenses as a
percentage of average total assets declined from 3.9 per-
cent in 1989 to 3.0 percent in 1994.

Efficiency gains have been achieved in recent years by
banks in a number of different ways - for example, by
expanding business at a faster rate than the increase in
operating expenses, by obtaining economies of scale
through acquisitions and mergers, or by making better
use of technology and staff resources.

Of particular interest have been the strategies adopted by
banks involved in retail banking. Many of these banks
have rationalised their branch structures by closing un-
profitable outlets, and by transferring standard account-
ing and loan processing functions to centralised locations.
They have increased the availability of Automatic Teller
Machines (ATM’s), and provided more of their services
in electronic form, in order to reduce the high costs asso-
ciated with the provision of manual banking transactions.
New payments methods, such as telephone banking, have
recently been introduced, and consumers have been en-
couraged to use electronic payment services, such as
EFTPOS, automatic payments and direct debits, in pref-
erence to the more expensive cheque payments tradition-
ally used. As a result, the proportion of the total number
of payments effected manually, or by cheque, has been
declining, and the proportion effected through electronic
means increasing.

These kinds of strategies have assisted those banks in-
volved in retail banking to expand the range of products
and services they provide in their branches, particularly

Figure 3
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in the area of related financial services, and to focus more
of their attention on improving the quality of customer
services and less on routine transactions processing. These
trends are fundamentally altering the manner in which
these banks conduct their business.

Sub-performing and non-performing loan
expenses

In 1994, an aggregate credit of $96.0m was made to banks’
profit and loss accounts in respect of their sub- and non-
performing loans, representing a $150.5m turnaround from
the aggregate charge of $54.5m reported the previous year.
The credit arose from reversals of specific and general
provisions, and recoveries of loans and other assets
previously written-off.

Reductions or reversals of charges for sub- and non-per-
forming loans are indicative of a general improvement in
the quality of banks’ assets, and as illustrated by figure 3,
a trend of improving asset quality has been established in
the banking system now for some years.

The changes in 1993 and 1994 are largely attributable to
improving economic conditions, although banks have also
made substantial efforts to upgrade their credit controls
in recent years. Prior to 1993, the aftermath of asset quality
problems engendered by the 1987 sharemarket crash and
the associated commercial property downturn, as well as
asset quality problems incurred in the early 1990’s, had a
dominating influence on the levels of sub- and non-per-
forming loans reported by the banking system.

IV Asset growth and composition

As a result of the favourable economic conditions pre-
vailing during 1994, the total assets ot the banking indus-
try grew 7.8 percent over the calendar year. This was
more than three times the rate of growth of 2.4 percent
experienced in 1993. The rate of growth achieved in 1994
was the fastest recorded by the banking industry since
1990, when total assets grew by 16.6 percent. In the three
years following 1990 growth was modest - an average
annual rate of 3.0 percent.

Sector growth
The growth patterns of the different banking sectors have

tended to mirror the opportunities available to banks in
the business areas in which they are engaged.
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Table §
Lending to the non-bank private sector
$(million)
Residental
Date  mortgages Other Total
Dec-90 15,943.0 41,876.1 57,819.1
Dec-91 19,851.2 38,731.0 58,582.2
Dec-92 23,112.8 39,5759 62,688.8
Dec-93  27,237.0 37,655.0 64,892.0
Dec-94 32,734.7 40,656.2 73,390.9

The growth rate of the retail sector of the banking indus-
try in 1994 was substantially different to that of the other
banking sectors. The total assets of the large multipur-
pose banks grew by 8.2 percent, which was roughly in
line with the 8.6 percent rate of growth achieved by the
mainly wholesale banks>. However the mainly retail
banks grew at a much faster rate of 13.8 percent®, which
was largely reflective of the rapid expansion of residen-
tial mortgage lending in New Zealand over the past year
(see below).

The growth of the mainly wholesale banks is of particu-
lar interest, as in aggregate that sector had declined in
importance over 1992 and 1993. However, within that
sector, the rates of growth of individual banks have var-
ied considerably over the last three years.

Table 5 shows that residential mortgage lending has
underpinned growth in total bank lending since 1990.
Residential mortgage lending has grown steadily at an
average annual rate of 19.7 percent since 1990, which is
in contrast to lending patterns evidenced in the commer-
cial and corporate area, where lending volumes actually
declined in 1991 and 1993, and only grew at a modest
rate of 2.2 percent in 1992. Although commercial/corpo-
rate lending recovered somewhat in 1994 (a growth rate
of 8.0 percent was achieved) due to an improvement in
economic conditions, in nominal dollar terms the amount
of lending recorded at the end of December 1994 is still
less than it was on the same date in 1990.

The strength of the residential mortgage market over the
past few years has progressively increased the importance
of mortgage lending relative to total lending to the non-

5 After adjusting for the deregistration of SBSA.

6 After adjusting for the deregistrations of Postbank, United Bank,
and the Rural Bank.

99




Figure 4
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bank private sector. Figure 4 shows that in 1990, residen-
tial mortgages comprised 27.6 percent of total non-bank
private sector lending, whereas in 1994, that ratio had in-
creased to 44.6 percent. A number of ditferent factors
have contributed to these lending patterns.

One reason is that demand for credit from corporates in
recent years has tended to be much weaker than it was in
the mid 1980s. Economic performance in the early 1990s
was generally weak, and as a consequence many
corporates concentrated on repaying debt in order to
strengthen balance sheet ratios. Also, some larger
corporates obtained more of their funds directly from the
financial markets, thus reducing their reliance on bank
funding.

There are a number of reasons for the more rapid growth
in mortgage lending. Banks have picked up mortgage
business previously undertaken by other mortgage finance
providers, such as solicitors. Additionally, the average size
of mortgages required to finance the purchase of homes
has increased considerably over the past few years, in line
with increases in the average prices of residential dwell-
ings and sections. The fact that residential mortgage lend-
ing figures include some business and personal lending,
as banks often encourage or require small business and
personal lending to be secured by mortgages over resi-
dential property, may also have had some impact.

100

Commitments and contingencies

Banks may enter into a range of contractual arrangements
involving rights or obligations to provide or receive funds
in the future. The nature of these contracts tends to vary
considerably. Some kinds of contracts, such as forward
foreign exchange contracts, involve certain obligations
which must be met on specified future dates, while
others, such as guarantees and standby letters of credit,
represent contingent obligations’ which, if exercised, must
be done so before an agreed expiry date. In contrast,
option contracts involve a right, but not an obligation, to
receive or pay funds on the part of the option purchaser.

Generally the obligations or benefits arising under these
kinds of contracts are either not recognised, or only par-
tially recognised, on banks’ balance sheets, and hence are
often referred to as “off balance sheet activities”.
However in common with financial instruments that a
re fully accounted for on banks’ balance sheets, such as
ordinary loans, they can give rise to significant credit,
market, liquidity, legal, and operational risks. Appendix
2 sets out broad categories of banks’ commitments and
contingencies, and provides examples of the kinds of
obligations/financial contracts classified in each category.

7 That is, the obligation to make a payment in the future depends

on the occurence of some other event, which may or may not
occur.
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Figure 5
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As at 31 December 1994, the aggregate amount of banks’
commitments and contingencies, as measured in credit
equivalent terms$, was $11.2 billion, or 12.1 percent of
total on balance sheet assets. The 1994 amount represented
an increase of 17.8 percent over the total amount of these
items held at the same date in 1993, and an 0.9 percent
increase as a proportion of on balance sheet assets.

Figure 5 shows that the bulk of the credit equivalent
amount of commitments and contingencies is represented
by derivative contracts?, and that most of the growth in
commitments in 1994 can be attributed to those contracts.
Direct credit substitutes, such as bills of exchange and
general guarantees of indebtedness, are second in impor-
tance to derivative contracts.

The extent to which the different banking sectors are in-
volved in off balance sheet activities varies considerably,
reflecting the different mix of business activities under-
taken in those sectors. Off balance sheet activity is par-
ticularly important for banks predominantly involved in
trading financial instruments and the provision of risk
management services. For this reason, the business mix

8 A creditequivalent is a measure of the credit risk associated with
commitments and contingencies which allows a direct compari-
son with on balance sheet items.

9  Socalled because their contract value derives from the value of
another “underlying” contract. Financial derivatives include for-
ward, future, option, and swap contracts based on interest rate,
equity, and foreign exchange underlyings. Derivative contracts
may also be based on commodity underlyings.
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of wholesale banks tends to contain a proportionally
greater share of commitments and contingencies than it
does for the retail banks, for whom lending activities are
most important. Reflecting these kinds of considerations,
as at 31 December 1994 the credit equivalent amount of
commitments and contingencies represented 27.4 percent,
12.6 percent, and 4.0 percent of on balance sheet assets
for the mainly wholesale banks, multipurpose banks, and
mainly retail banks respectively.

Related financial services

As noted previously, over the past few years banks have
been expanding their involvement with less traditional
banking services, such as insurance and retail funds
management services. The latter activity in particular has
been prominently promoted by banks, not only because
of a need on their part to offset margin pressures, but also
because of a desire to protect their base of customers, who
were increasingly attracted (albeit at higher risk to them-
selves) to the higher returns offered by investment funds,
as interest rates declined.

Table 6 provides a record of the strength of these trends.
Over the two year period ending 31 December 1993, the
total value of retail funds under management increased at
an average annual rate of about 48 percent.

However, table 6 also shows that the rise in interest rates

in 1994 slowed the rate of growth of bank managed funds,
by making them less attractive as investments relative to
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Table 6

Retail funds management and other similar activities
Net assets under management !
$ (million)

Dec-91 Dec-92 Dec-93 Dec-94
All surveyed fund
managers
Unlisted unit trusts 2 1,503.0 2,073.2 3,181.5 3,665.1
Insurance bonds 1,349.4 1,805.0 2,327.9 2,549.9
Retail superannuation funds 1,059.1 1,755.7 3,057.4 3,569.1
-Banking groups
Unlisted unit trusts 2 3744 625.8 1,105.3 1,293.9
Insurance bonds 111.9 206.6 235.2 256.9
Retail superannuation funds 72.7 335.1 939.6 1,082.3

Market shares

Unlisted unit trusts 2 (%) 2491 30.18 34.74 35.30
Insurance bonds (%) 8.29 11.45 10.10 10.08
Retail superannuation funds (%) 6.86 19.09 30.73 30.32

1 Source: FPG Research Ltd.
2 Including Group investment funds.

bank deposits. For example, growth in unit trusts has
slowed to an annual rate of 15.2 percent, and that of reg-
istered superannuation schemes to 16.7 percent. While
these rates of growth may seem relatively impressive, the
data disguises the fact that during the last quarter of 1994,
most schemes suffered a net outflow of funds. The
aggregate data also does not show that in 1994 the schemes
of some individual banks incurred net withdrawals of
funds on a year on year basis, as investors responded to
the losses associated with rising interest rates.

If interest rates remain at current levels over the near
future, the increased attractiveness of bank deposits as
investments, vis-a-vis bank managed funds, should
further slow rates of growth in the managed funds area
over the coming year.

A" Asset quality

The asset quality of New Zealand banks has continued to
improve in 1994, against the background of improving
economic conditions.

102

Figure 6 shows that as at 31 December 1994, the aggre-
gate gross amount of sub-and non-performing loans held
by banks had declined by $236.3m to 2.1 percent of total
lending to the non-bank private sector. This decrease con-
tinues a pattern begun in 1991, and is similarly mirrored
by reducing amounts of sub-and non-performing loans,
net of specific provisions. Most of the dollar decline in
sub-and non-performing loans can be attributed to the mul-
tipurpose banks, although retail banks have also experi-
enced a small reduction in those loans. In contrast, whole-
sale banks as a group experienced a small increase in 1994,

Of more importance from a prudential point of view is
the net exposure of banks to sub-and non-performing
loans, as a percentage of total capital. As figure 7 dem-
onstrates, for non-branch banks this ratio has also declined
significantly over the last few years, from 44.1 percent as
at'December 1990, to 12.3 percent as at 31 December
1994.

Improving economic conditions are not solely responsi-
ble for these trends. Following the credit problems most
banks experienced in the late 1980s, subsequent to the
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Figure 6
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sharemarket crash and the associated downturn in prop- VY] Exposure concentrations

erty prices, banks have also placed greater emphasis on

applying more rigorous credit standards, and on improv- Ty fajlyre of an individual counterparty (or a group of

ing the management of problem loans in general. closely related counterparties) to which a bank has a large
credit exposure relative to capital has the potential to
significantly undermine the financial soundness of that
bank. Accordingly, trends in the extent to which banks
are carrying large exposure concentrations to individual
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Table 7

Distribution of non-branch banks’ exposures to corporates
as a percentage of capital
Number of exposures

Dec-91 Dec-92 Dec-93 Dec-94
10 percent to 20 percent 56 47 32 27
Over 20 percent to 30 percent| 13 9 10 11
Over 30 percent 16 15 7 4
Total 85 71 49 42

The table includes registered banks owned by other registered banks.

Table 8

Distribution of non-branch banks’ exposures to other banks
as a percentage of capital

Number of exposures

Dec-91 Dec-92 Dec-93 Dec-94
10 percent to 20 percent 13 13 8 28
Over 20 percent to 30 percent | 49 47 28 10
Over 30 percent 68 63 20 7
Total 130 123 56 45

The table includes registered banks owned by other registered banks.

non government counterparties provide some indication
of the ability of the banking system as a whole to with-
stand such failures.

Table 7 shows that the number of exposures held by
locally incorporated banks to corporates which exceeded
10 percent of banks’ capital (ie “large exposures”)
declined in 1994. The table also shows that since
December 1991, the total number of corporate large
exposures has halved in number, and that the number of
exposures which exceed 30 percent of capital has reduced
to one quarter of the number held at that time. This is an
encouraging trend, and points to a reduction in the risks
posed to system soundness by such exposure concentra-
tions.

Similarly to the trend established for corporate exposures,
large exposures to other banks have also declined signifi-
cantly in number since December 1991. Table 8 shows
that the numbers of large exposures to bank counterparties
have decreased by 85 since that time. While this data
suggests that the risks to the banking system that might
arise from the failure of one bank counterparty have been
significantly reduced, in some individual instances peak
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inter-bank exposures recorded over the period have been
significantly greater than the end-of-period exposures.

The exposures set out in table 8 are measured as at the
end of the business day. As such, they do not include the
large intra-day credit exposures to New Zealand banks
arising under current inter-bank settlement arrangements,
or exposures to correspondent banks arising under inter-
national settlement arrangements. These kinds of expo-
sures can be very significant in their own right. The
Reserve Bank is currently undertaking work to reduce risks
in the payments system by altering the nature of domestic
inter-bank settlement arrangements. Once those new set-
tlement arrangements are in place, banks will have the
ability to control intra-day inter-bank exposures, and it is
likely that this will lead to a significant reduction in the
level of such exposures.

Another aspect of exposure concentration concerns large
exposures to “connected counterparties”, that is, to
counterparties such as bank holding companies and par-
ent banks, who are connected to the registered bank as a
result of their capacity to exercise a controlling influence
or a significant influence over the management of the
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registered bank. Exposures to these counterparties are of
special interest, because of the ability of those
counterparties to direct the lending policies of the regis-
tered bank. Table 9 shows that the number of large expo-
sures to connected counterparties has reduced by three,
after reaching a peak of 10 on 31 December 1992.

Other characteristics of exposure concentrations which
affect system soundness include counterparty credit
standings, the nature and term of exposures, security
features, and the nature of rankings on a winding up. For
example, although most inter-bank exposures are unse-
cured, they also tend to be short term in nature, are mostly
of senior ranking, and are to counterparties of generally
high credit standing. Other things being equal, these char-
acteristics tend to make large inter-bank exposures less
risky, on average, than are large corporate exposures.

The New Zealand branch business of banks incorporated
overseas is legally inseparable from the overall business
of the global entity of which it is a part. Accordingly,

large exposures held in the New Zealand books of those
branches are assessed against the global capital of the
overseas bank. Measured in that way, branch lending tends
to relatively less concentrated than that of locally incor-
porated banks, because of the greater absolute size of the
former banks’ global capital positions.

VII Capital adequacy

Banks in New Zealand are required to comply with the
international minimum capital adequacy standards devel-
oped by the Basle Committee. This means that they must
have a tier one capital (essentially equity) ratio of at least
4 percent and a total capital ratio of at least 8 percent.
(See glossary of terms on page 107).

Table 10 shows that as at 31 December 1994 the aggre-
gate capital adequacy ratio for locally incorporated banks
declined slightly (by 0.26 percent) from the ratio recorded
at the same date the previous year. The fundamental

Table 9
Distribution of non-branch banks’ connected lending
as a percentage of capital
Number of exposures
Dec-91 Dec-92 Dec-93 Dec-94
10 percent to 20 percent 2 3 I 1
Over 20 percent to 30 percent| 1 1 2 3
Over 30 percent 6 6 5 3
Total 9 10 8 7
The table includes registered banks owned by other registered banks.
Table 10
Capital ratios for non-branch banks
Dec-89 Dec-90 Dec-91 Dec-92 Dec-93 Dec-94
Tier one capital ($m) 3,265.8 3,842.1 3,891.5 2,964.9 3,472.8 3,855.]
Tier one capital Ratio (%) 7.49 8.10 8.39 6.79 7.72 7.75
Tier two capital ($m) 799.5 1,361.9 1,265.0 1,353.6 1,368.1 1,367.3
Tier two capital Ratio (%) 1.83 2.87 2.73 3.10 3.04 2.75
Total capital ($m) 4,065.3 5,204.0 5,156.4 4,318.5 4,840.9 5,222.4
Total capital ratio (%) 9.32 10.97 11.12 9.89 10.76 10.50
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Figure 8

Capital ratios for non-branch banks
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reason for the decline relates to the expansion of banks’
assets, which on a risk weighted basis, grew at a faster
rate in 1994 than the amount of capital held by banks to
support that growth (although not significantly).

The quality of capital in the New Zealand banking indus-
try was unchanged from 1993. Figure 8 demonstrates that
tier one capital, the most important form of capital be-
cause it has the ability to absorb losses while banks con-
tinue trading, remained level at 7.7 percent of risk
weighted assets. The total capital figure includes other
less robust forms of capital such as subordinated debt
which have some, but not all of the properties of equity.
In most cases such capital can only absorb losses in a
winding up. The aggregate total capital ratio at 10.5
percent remained comfortably above the required
minimum of § percent.

VIII Conclusion

The two main influences which have impacted on banks’
results over the 1994 year have been the strength of the
economy, and the rise in the general level of interest rates,
which occurred through the 1994 year.

Strong economic growth has enabled banks to lift their
asset growth rates in both the residential mortgage lend-
ing sector and the commercial/corporate lending sectors.
Growth in residential mortgage lending has been particu-
larly strong, although corporate lending has shown
renewed strength, reversing the declines witnessed over
the previous two years.
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The strong economy has also been a significant factor in
improving the overall quality of banks’ assets, with the
total level of sub and non performing loans in the system
declining by 13.0 percent to 2.1 percent of total lending
to the non bank private sector. The improvement in asset
quality, and the increased attention which has been paid
to the quality of banks’ credit controls, together have cre-
ated a net aggregate credit to banks’ profit and loss ac-
counts for sub- and non-performing loan expenses.

The rise in the general level of interest rates has been
associated with a small increase in the aggregate net in-
terest margins of banks, thus reversing the decline in mar-
gins that has been evident over recent years. However,
the rise in interest rates has also been a factor in reducing
other operating income, and in giving rise to some sig-
nificant losses on banks’ holdings of financial securities.
The impact of these effects almost completely offset the
benefits obtained from the increase in net interest
margins.

Some further efficiency gains have also been achieved in
1994, as witnessed by the aggregate reduction in operat-
ing expenses.

The net overall effect of these developments on operat-
ing results has been positive, with banking system prof-
its after tax and extraordinary items increasing by 20.2
percent to $834.9m.

Banking system soundness has improved in 1994, due
largely to the improvement in the quality of banks’
assets, and to a decline in the numbers and levels of banks’
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exposure concentrations. Although system profits
increased over the year, the dollar amount of profits
retained was insufficient to offset growth in risk weighted
assets, which meant that by year end aggregate capital
adequacy levels had declined slightly.

The impetus provided by competition to improve effi-
ciency is fundamentally altering the way in which retail
banking business is being carried out. In particular, the
promotion of electronic means of processing transactions
is enabling expensive cheque payments and routine face
to face transactions processing to be reduced, and for
branch structures and administration to be rationalised.
This process has also enabled the range of products and
services provided to consumers to be expanded, and for
increased attention to be paid to improving the quality of
customer services.

Glossary of terms

Risk weighted exposures

Assets and off-balance sheet exposures are weighted
according to broad categories of credit risk as determined
by the risk weighting framework. For example,
Government exposures of less than one year are weighted
at zero, while commercial lending is weighted at 100
percent. Banks are required to hold capital against their
risk adjusted credit exposures.

Capital

The residual claims on the assets of the bank once all
claims of depositors and other obligations have been sat-
isfied. Under the Basle framework capital is divided into
tier one and tier two capital.

Tier one capital

Tier one capital is shareholders’ funds or net worth (pri-
marily issued share capital and retained earnings). It
represents that part of a bank’s funding which is avail-
able to absorb unanticipated losses without the bank
being obliged to cease trading and which is free from
any fixed servicing obligations.

Tier two capital

Tier two capital consists mainly of hybrid capital instru-
ments such as subordinated debt, which have some, but
not all of the characteristics of equity. In most cases
they are only capable of absorbing losses in a winding

up.

Total capital ratio

The total capital ratio is the sum of tier one and tier two
capital divided by risk weighted exposures.
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Appendix 1

Registered banks as at December 1994

Multi-purpose banks

ANZ Banking Group (New Zealand) Limited
Bank of New Zealand Limited

The National Bank of New Zealand Limited
Westpac Banking Corporation (B)

Wholesale banks

Bankers Trust New Zealand Limited

Banque Indosuez (B)

Barclays Bank Plc (B)

BNZ Finance Limited

Citibank NA (B)

Primary Industry Bank of Australia (B)

The Hongkong and Shanghai Banking
Corporation (B)

Mainly retail banks

ASB Bank Limited

Countrywide Banking Corporation Limited
Trust Bank New Zealand Limited

TSB Bank Limited

Banking group

Australia and New Zealand Banking Group Limited
National Australia Bank Limited

Lloyds Bank Plc

Westpac Banking Corporation

Bankers Trust New York Corporation

Banque Indoseuz

Barclays Bank Plc

National Australia Bank Limited

Citibank NA

Rabobank Nederland N.V.

The Hongkong and Shanghai Banking
Corporation

Commonwealth Bank of Australia
Bank of Scotland

Trust Bank New Zealand Limited
TSB Bank Limited

(B) Banks registered in New Zealand as branches of overseas incorporated banks
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Appendix 2

Commitments and contingencies

Direct credit substitutes

These are off balance sheet exposures where the risk of
loss to the reporting institution is equivalent to a direct
claim on the counterparty. Examples of direct credit sub-
stitutes include:

Bills of exchange
Guarantees
Standby letters of credit

Commitments with certain drawdown

Included in this category are legal agreements to purchase
assets or acquire claims which are certain to be drawn
down at some future date. The credit risk is regarded as
being the same as if the asset were already on the balance
sheet. Examples include:

Partly paid shares and securities

Reserve Bank Bulletin, Vol 58 No. 2, 1995

Forward purchases (such as commitments to purchase
loans, assets, or securities at a specified future date).

Other commitments to provide financial services

These include commitments to provide financing facili-
ties at a future date - such as undispersed loan commit-
ments, and commitments to provide finance leases - where
the institution has an irrevocable obligation but drawdown
is uncertain.

Derivatives

Derivative contracts mainly consist of foreign exchange
and interest rate contracts such as currency swaps, for-
ward interest rate agreements, forward foreign exchange
contracts, and interest rate and currency options purchased.
Other market related contracts such as share and gold
options purchased are also included in this category.
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