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1. Combined results overview

Combined headline earnings up 8. 9%

Average return on equity of

This analysis presents the combined local

currency results of the major banks in South

Africa (Absa, FirstRand, Nedbank and

Standard Bank). Investec, the other major
player in the South African market, has not

been included due to its unique business mix,
different currency reporting methodology
and reporting period.

This analysis is unique in that it aims to
aggregate the results of the major banks, with a view to identifying
common trends and issues that are shaping the financial landscape.

The most recent major banks’ results —
which represents the year end results for
three of the four major banks — show the
extent of headwinds facing some of the
banks.

After two years of higher range double-
digit profit growth, underlying earnings
rose by 11.3% during 2012. In contrast

to prior years, the major banks’ results
varied significantly this year, as each bank
faces its unique challenges and focused
strategies begin to play out.

Given the current regulatory regime, the
banks continued to maintain their capital
bases with the combined average capital
adequacy ratio rising marginally to 15.5%
in 2012 from 15.4% in 2011.

Despite the relatively high capital holdings
and muted profit growth, return on equity
(ROE) only reduced slightly from 16.0% in
2011 to 15.8% in 2012, reinforcing the long
held view that bank ROE’s are in transition
to an era in which 15-18% will be in the
upper band and not the lower band for
South African bank ROEs.

The cautious outlook in our last report was
reinforced by global developments such as
economic uncertainty created by the fiscal
cliff crisis in the US, the potential break-up
of the eurozone and continued lethargy in
China’s economy.

Optimism began to return as the risk
associated with these macroeconomic
concerns subsided and a new set of
challenges arose in the form of labour
market unrest, the heightened focus on
domestic economic imbalances, high levels

of unemployment coupled with a widening
current account deficit and increasing
national debt.

These concerns resulted in an unexpected
rate cut in July 2012. In addition, they
were also the main contributors to the
downgrade of South Africa’s sovereign debt
in September 2012, which in turn placed
pressure on the rand.

While the rest of the world is engaged

in vigourous debate about whether the
commodity boom is over, the local mining
sector continues to seek opportunities

to improve competitiveness, taking into
account the current labour environment
and the complexity of mining in South
Africa.

It is possible that these factors restricted
local mines’ ability to ride the commodity
boom. The South African economy also
remains dependent on government
spending and the current focus on the
National Development Plan, along with
the associated commitments made, are
expected to contribute to economic growth
in a meaningful way.

Despite all these challenges, emerging
markets continue to drive global growth.
Particularly bullish prospects exist in
BRICS countries, which represent more
than a fifth of global output.

Our economic research puts South Africa’s
real GDP growth prospects at 2.8% for
2013. While this is slightly higher than

the 2.6% experienced in 2012, it is muted
compared to other BRICS countries.

Bad debt expenses up
Total operating income up

Operating expenses up

15.8%

36%
12.4%
11.1%

Closer to home, IMF research suggests that
growth in sub-Saharan Africa has remained
generally robust against the backdrop of a
sluggish global economy. Regional output is
expected to expand by at least 5% in 2013.

However, there is significant variation
across the region, with solid expansion
being recorded in low-income countries
contrasting with slowing growth in some
middle-income countries that are tracking
the global economy, while others continue
to be affected by drought and political
instability.

In summary, the external enviroment for
our banks has been by no means an entirely
negative one, but has reinforced perceptions
of only modest growth in income and
economic activity for the foreseeable future.
Thoughts of a return to bouyant economic
conditions are even further from most
minds than six months ago.

In aggregate, the banks have dealt with
these difficulties fairly well. The subdued
credit growth we have seen previously
continued to reverse, while total operating
income grew by 12.4%, which is quicker
than in either 2011 (5.7%) or 2010 (3.4%).

Good credit growth has resulted in growth
of net interest income (NII) of 11.1% and
continues to contribute significantly to the
bottom line. Earnings growth during 2012
was further enhanced by growth in non-
interest revenue (NIR) of 13.7%.

Expenses grew fractionally slower than

income at 11.1%, maintaining the positive
jaws established in previous periods.
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Impairment levels appear to have bottomed
out and coverage ratios have started to
trend upwards as the banks review credit
models and attempt to appropriately factor
in the additional risk in loan portfolios.

Net interest margin continues along the
same trend observed previously, largely
driven by changes in balance sheet
composition.

With regard to assets, the focus has been
on higher-margin products and improved
pricing for lending as banks reprice
longer-term deals. Deposits raised have
also improved as banks seek to place less
reliance on wholesale funding, although
this has been offset by aggressive pricing
for deposits and measures taken to
lengthen funding profiles.

Credit loss ratios continued to reflect
heightened stress in the retail credit market
as the overall combined ratio deteriorated
slightly to 1.2% at the end of 2012 (2011:
0.9%) as a result of a 36% increase in
income statement impairments.

There continues to remain some
divergence in trends relating to the decline
of the combined credit loss ratio as the
banks’ different credit strategies and loss
experiences evolve and play out over time.

What is consistent is the banks’ views that
this upward trend will prevail and that
they continue to refine credit modelling
scenarios to factor in the current negative
sentiment.

This is an area which banks are monitoring
closely because they are still dealing with
some legacy non-performing loan (NPL)
portfolios, while also having to deal with
portfolios showing new signs of increasing
early arrears.

Loan portfolio growth has come primarily
in the form of higher yielding advances
such as:

* Card debtors, which saw growth of
27.4% to R79bn,

* Instalment sale and vehicle finance, up
13.1% to R304bn; and

* Other loans (including unsecured
lending) up 16.2% to R413bn.

In contrast, strong growth has not been
seen in home loans (up 0.4% to R833bn)
and corporate and investment banking
lending portfolios (up 4.0% to R882bn),

which are by far the biggest loan portfolios.

Banks have commented on their strategies
in these two sectors with the new capital
and liquidity ratios introduced by Basel IIT
playing a significant role.

Fee and commission income continued

to grow and dominate NIR as a result

of innovation and the launch of value-
based packages, which give clients more
control and flexibility. These products and
focused cost reductions reduced absolute
transaction-related prices, but had the
opposite effect on customer numbers and
transaction volumes, which translated into
an overall increase in transaction-related
revenues for the banks.

Trading income remains subject to market
sentiment and volatility. Customer flow
business has remained at a relatively high
level, although a decrease in demand for
risk management products persists.

Trade flows, commodity prices and
foreign exchange rates continue to be
factors that contribute to customer flow
business, resulting from the banks’ focus
on obtaining the transaction flows relating
to corporate business on the African
continent.

The 11.1% increase in expenses for the
year was offset by the banks’ cost-to-
income ratio improving to 55.8% from
56.8% in 2011. This is by no means a light
performance and points to commendable
cost management by the banks given the
inflationary pressures in the market and
the weakening of the rand against all major
currencies.

Salary costs, while increasing in line with
overall cost increases, continue to be
controlled by tight headcount management
balanced with the need for ongoing
investment in human resources. As noted
earlier, the weaker rand also severely
impacts costs as all of the banks have to
contend with higher dollar-based costs in
relation to funding their Africa expansion
initiatives.

The New York Stock Exchange hit a
historical high earlier this month, with
the FTSE 100 and JSE also close to their
respective highs. Notwithstanding these
positive sentiments, the risks which have
plagued the financial system are far from
resolved. It is therefore not surprising
that the ‘prospects’ sections in banks’
recent results analyses were muted and
highlighted cautious optimism as they look
forward.

On the positive side, our banks’ local
franchises are strong, well capitalised and
performed soundly with good revenue
growth. Focus on Africa is starting to

pay off, but it is coupled with significant
executive management attention and
investments being made.

Execution will continue to be the
differentiating factor, both with regard
to strategy and the optimal utilisation of
capital not only in the form of financial
resources, but also human capital.

Combined results of six-month periods (Rm)

Source: PwC analysis
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Combined results of annual periods (Rm)

FY12 FY11 FY12 vs FY11

Net interest income 104 594 94125 11.1%
‘Non-interest revenue 102203 goors - 137%
Total operating income 206 887 184 100 12.4%
‘Total operating expenses  -119168  -107209 - 11%
Core earnings 87 719 76 801 14.2%
\mpairment charge 28317 20824  360%
Other income/(expenses) 670 985 32.0%
Discontinued operations o435  es >100%
\ncome tax expenses 15229 45187 06%
Profitfortheperiod 47278 42466 11.3%
Attributable earnings 4437 44361 02%
Headline earnings 43492 39954 89%
Returnonequty ~ 158%  160% 3%

Source: PwC analysis

Figure 1.1 Combined income statement of the major banks
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Figure 1.2 Key drivers of profit and loss
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2. Economic outlook

By Dr Roelof Botha, economic advisor to PwC

According to the latest global economic outlook compiled by the United Nations, the European Union
will improve its rate of real output growth from negative 0.3% in 2012 to positive 0.6% in 2013.

Similarly, the IMF forecasts that world
output will increase by 3.6% in 2013,
marginally higher than the estimated
growth rate of 3.3% for 2012.

Vibrant BRICS

Emerging markets once again constitute
the engine of global growth, with no
less than eight of the world’s ten largest
diversified emerging markets forecast to
improve on the growth performance of
2012.

Particularly bullish prospects exist in the
BRICS countries, which represent more
than one-fifth of global output and which
are home to more than 40% of the world’s
population.

The rapidly growing influence of developing
economies is illustrated by the fact that
during the space of only four years since

the 2008 recession, emerging markets have
expanded their collective share of global
GDP from 31% to 38%.

This trend is expected to continue well into
the future, especially due to the gradual
expansion of the number of developing
countries that meet the requirements for
emerging market classification.

The relentless rise of the emerging market
economies represents a paradigm shift in the
composition of global economic output and
the so-called developing world is primarily
responsible for the prospect of sustained

and marginally higher global GDP growth in
2013.

Key developing countries in various world regions forecast to record higher GDP
growth in 2013

2012 (%) 2013 (%)

Indonesia

Source: Economist poll

Commodities in
demand

Cynical views over the likelihood that a
number of key economies may return to
recession will have been thwarted by the
recent performance of commodity prices.
In most cases, commodity prices have
stabilised at higher levels than 2010 (post-
recovery), with the notable exception of a
number of food products.

However, since mid-2012 the prices of
most staple foods, metals, raw materials
and crude oil have started to embark on a
noticeable upward trend, mainly as a result
of strong demand from China, India and
most of the other key emerging markets.

Higher commodity prices and increased trade
volumes, particularly for metals and minerals,

represent good news for local banks as they

hold the promise of sound growth rates for
foreign exchange transactions, a trend that
is likely to gain momentum in 2013.

It is no surprise, therefore, that the value of
foreign assets of the South African monetary
sector often demonstrates a positive
correlation with several export commodity
price trends. After a stellar average annual
increase of more than 40% between 2005
and 2008, the value of South Africa’s
foreign assets declined by almost 20% over
the next three years.

In September last year, they had rebounded
to a level of R842bn, more than 25% higher
than at the end of 2011 and banks are set to
do brisk foreign exchange business this year.

Figure 2.1 Higher GDP growth forecast for BRICS in 2013
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Figure 2.2 Commodity price changes
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3. Net interest income

Net interest margin (Rm)

Combined
2H12 1H12 2H11 1H11
2 486 685 2413619 2 351 850 2 226 400
""""""""""""""""""""""""""""""""""""""""""""""""""""""""""""""""""""""""""""""" 418%  412%  405%  395%

Source: PwC analysis

Figure 3.1
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Banks have managed to continue growing their net interest
margin, despite the stable, low interest rate environment

and changes to balance sheet composition.

Net interest margin growth has continued
along the same trajectory we have reported
on previously, largely driven by changes in
balance sheet composition.

With regard to assets, the focus has been
on higher-margin products and improved
pricing for lending as banks reprice longer-
term deals.

Deposit rates have also improved as banks
seek to place less reliance on wholesale
funding, although this is being offset

by measures to lengthen their funding
profiles.

Primary drivers of margin include:

* Banks’ ability to grow their asset bases
and focus on higher yielding assets
given their appetite for risk. A focus on
unsecured lending and vehicle finance
has yielded good returns, but growth in
unsecured lending appears to be slowing.

* Pricing receives significant focus given
ongoing regulatory reform, as banks
do not want to price long-term assets at
margins that erode target ROE levels.
As such, there has been some caution in
the industry with regard to larger assets,

which impacts on the length of time
taken to finalise transactions.

* The negative impact of low interest rates
has a significant effect on net interest
margin (NIM) as net interest received on
assets does not fully compensate for the
increased costs associated with deposits
and longer-term funding. Hedging of
this endowment effect alleviates these
pressures, but it is usually not practical
to hedge the entire impact effectively.

NII comprised 50.6% of
revenues for 2012 and

50.7% for 2H12.

* South African banks remain relatively
underfunded by deposits with price
competition remaining intense as banks
price aggressively to lengthen their
funding profiles.

* Term funding is increasingly popular
and required to remain compliant
with additional regulatory capital
requirements. Lengthening the funding
profile comes at a cost for banks as this
funding is usually raised in wholesale
markets.

The South African interest rate

environment continues to play a major role
in the economy and it will be interesting to
see where rates go over the course of 2013.

Figure 3.2

Combined net interest margin
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Source: PwC analysis
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' 4. Non-interest revenue

NIR is primarily driven by fee and commission income, which
represents 70% of the total for 2H12, up from 68% in 1H12.

This remains a highly competitive area
in which the major banks are focused
on widening the net and banking the
unbanked. In so doing, the banks are
finding innovative ways to reach their
clients.

Trading income decreased in 2H12 as a
result of difficult trading conditions.

Banks continue to focus on client flows
and minimising the volatility associated
with proprietary trading, given the more
onerous Basel III capital rules.

While volatility persists, customer flows
should remain robust, but the positioning
of portfolios can be a significant challenge
when there is lack of market direction.

We have also observed a strong trading
performance from the banks’ African
trading operations, given the strong
economic growth being experienced in
many of the remaining African countries.

While the relative contribution of these
operations to the banks’ bottom line
currently remains low, it is expected to
increase substantially as the banks execute
on their African ambitions.

Net fee and
commission income

Net fee and commission income increased
by 10% on 1H12.

This is a remarkable achievement given the
benign inflationary environment, the lower
income-generating effect of innovative
pricing packages introduced by some banks
and the considerable base established in
prior periods.

The growth in this area has been largely
driven by an increase in transaction
volumes with limited price increases.

An interesting development in the recent
past has been the launch of ‘value’
packages by a number of banks. These offer
customers the flexibility to tailor a banking
fee package to meet their individual
requirements in a cost-effective manner.

While this strategy has the effect of
reducing overall fee income in absolute
terms, there has been an increase in
customer numbers as the banking net
has been widened and the major banks

compete more fiercely in the lower-income
market. In 2H12 we have observed a
continuation of this trend.

The major banks also continue to be at
the forefront of innovation as they seek

to meet the requirements of changing
client behaviour. This has been achieved
through the launch of innovative products
such as mobile and electronic banking
applications.

We have continued to observe that the
ability to translate innovative product
offerings into increased customer numbers
remains a key differentiating factor
between the relative growth of the fee and
commission income lines for the various
banks.

We have also noted further aggressive
marketing of loyalty programmes as banks
compete fiercely to widen the banking

net and seek to create new cross-sell
opportunities.

Fair value income

Fair value income continued on the volatile
trend established in previous reporting
periods and was down 16% on 1H12 and
up 13% on 2H11.

European sovereign debt concerns,
concerns about a fiscal disruption in the
US and volatile equities and commodities
markets negatively impacted trading
conditions.

Customer flow business has remained at
relatively high levels, although a decrease
in the demand for risk management
products was observed. However,
continuing to position trading books in an
environment in which market direction is
lacking remains a significant challenge.

We have also seen strong balance

sheet growth in investment banking as
banks participated in the structuring of
renewable energy funding facilities. The
banks have also commented that they have
been successful in strengthening their
pipeline of deals both locally and across the
African continent.

Insurance and
bancassurance
income

Insurance and bancassurance income was
up 13% on 1H12 and 32% on 2H11.

On a year-on-year basis this equates to
growth of 19%. This increase is due largely
to continuing strong premium growth
through the launch of innovative product
offerings and strong equity markets.

However, these favourable results were
offset by an increase in fire and weather-
related claims in 2H12.

Figure 4.1 Non-interest revenue
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5. Efficiency

Figure 5.1 Operating expenditure
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The aggregate improvement in the banks’ cost-to-income ratio
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bears testimony to the successful continuation of cost containment
strategies implemented in previous periods. We expect these
strategies to continue as revenue growth potential remains under

pressure.

Increased salary costs reflect annual salary
increases as well as the increased short-
and long-term incentive awards associated
with the banks’ improved operating
performances.

Tight headcount management continues
to be top priority for management teams,
although this continues to be balanced
with the need for ongoing investment in
human resources in the rest of Africa.

Operating expenses were also unfavourably
impacted by the weak rand during the
period, which continued to be a drag on
the expense base.

The average USD/ZAR rate weakened
from 7.94 in 1H12 to 8.48 in 2H12 and
negatively affected the earnings of those
banks with operations outside of South
Africa.

annual basis.

Compared to the prior period, banks’
operating expenses increased by 11.1%,
while total operating income increased by

12.4%. Consequently, their combined cost-
to-income ratio remained relatively flat at
56.5% in 2H12 (56.6% in 1H12).

The weaker rand
continues to be a drag
on the expense base.

IT spend also continues to be on the rise as
banks seek to implement new systems to
cater for increased regulatory requirements
and customer expectations.
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6. Asset quality

Asset quality (Rm)
Combined
2H12 1H12 2H11 1H11
Grossloansandadvances 2486685 2418619 2351850 . .2226400
Non-performingloans 99012 106139 109359 122668
RS 54398 92024 48808 ...7%0957
Portfolio provisions 16295 19819 14186 o181
Specific provisions -38 103 -36 205 -34 622 -37 838

Source: PwC analysis

Gross loans and
advances

Credit extension for the year ended

31 December 2012 has seen all of the major
banks recording modest growth in their
lending books, with combined loans and
advances for the period growing at 5.7%
(compared to 7.4% growth in the combined
lending books for the year ended 31
December 2011).

Subdued total lending across the major
banks in 2012 reflected the fragile
business climate, which was emphasised
by a continued uncertain global economic
outlook and a local economy in which
confidence levels were impacted by
protracted periods of labour unrest in the
second half of the year.

Corporate advances

It is interesting to note that in spite of

2012 being a year characterised by a low
interest rate environment (which would
theoretically encourage alternative funding

sources such as bond issuances), continued
economic uncertainty and low business
confidence, corporate credit growth
outpaced overall retail lending across all

of the major banks in aggregate portfolio
terms.

Looking forward, this positive outlook is
emphasised by the banks’ commenting on
their expectations for continued robust
corporate lending growth in 2013.

Those banks with significant exposure

to government and public sector entities
are likely to emerge as beneficiaries of
credit growth in this category as forecast
infrastructure spend is expected to
contribute to wholesale lending growth in
South Africa in 2013.

Retail mortgages

In the retail category, growth in mortgage
advances staggered along a subdued path
in 2012 with combined mortgage book
growth across the major banks slowing to
0.4% (2011: 1.0%).

It is probable that low margins on
long-term mortgages and accelerated
capital repayments brought about by

the depressed interest rate environment
contributed to weak mortgage lending
growth in 2012 with some economists
expecting limited signs of recovery in 2013.

Card debtors and
other unsecured
lending

Across the major banks, robust credit
growth was seen in both card and other
secured lending, which emerged as the
main driver of growth in credit extension
for the major banks in 2012.

Absa, in particular, recorded strong growth
in this category on the back of its purchase
of Edcon’s store-card book during the year.

Total growth in card lending for 2012
amounted to 27.4% (2011: 2.0%), while
other unsecured lending grew 19.9%
(2011: 12.4%).

Figure 6.1 Combined loans and advances by product
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Source: PwC analysis
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Figure 6.2 Retail advances per product
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Concern in some quarters around the
extent of credit growth in the unsecured
lending category in South Africa and the
potential for an unsecured lending asset
bubble continued to receive the focus from
regulators, National Treasury and the
financial press in 2012.

However, it should be noted that the
major banks’ combined total exposure to
unsecured lending as a percentage of their
total portfolios continues to hover in mid-
single digits.

As we previously noted in our half-

year Major banks analysis, released in
September 2012, these banks continue to
report that they are pricing appropriately
for the risk they have taken on in their
unsecured lending books.

Furthermore, they are monitoring their
direct and indirect exposures closely,
particularly those to the low-income
segment, which remains a small percentage
of their overall lending portfolios.

Non-performing
loans (NPLs)

Given persistent fears in 2012 over levels
of consumer indebtedness, asset price
uncertainty and the inevitable bottoming
out of the interest rate cycle, the trend
towards tighter credit origination practices
on the supply side continues to translate
into improvement in the major banks’
overall credit experience.

Combined total advances growth for 2012
of 5.7%, while modest, was supplemented
by an optimistic 9.5% decline in total non-
performing loans. This was largely driven
by a concerted effort to decrease the size of
the NPL book.

Mortgage NPLs saw particularly sharp
declines in 2012, reflecting further
effectiveness and process enhancements
in the banks’ monitoring and collection
processes, which also aid the earlier
identification of potential risk exposures.

Coverage ratios

The specific impairment coverage ratios
(specific impairment divided by NPLs)
across the corporate and retail sectors
increased by 590 basis points from 32.4%
at end of 2011 to 38.3% at the end of 2012.

These increases were influenced mainly by
the banks’ retail portfolios, with a notable
average deterioration of 6.0% for this
sector in 2H12 compared to 2H11.

Absa reported a recalibration of its credit
models in 2012 to reflect the current
environment of credit stress within its
retail mortgages and commercial property
finance portfolios.

Standard Bank also noted higher specific
impairments coverage ratios in the
current year, which were raised within its
mortgage-lending portfolio.

Both instances reflect the operational and
collection challenges challenges faced by
the major banks in a difficult mortgage-
lending environment.

Income statement
impairment charges

Credit loss ratios (income statement
impairment charge divided by average
advances) showed continued indications
of heightening stress in the retail credit
market as the major banks’ overall
combined ratio increased to 1.2% at the
end of 2012 (2011: 0.9%).

It is interesting to note that there continues
to be some divergence in trends relating

to the increase of the combined credit

loss ratio for the current period between
the major banks. However, the variability
in the credit loss ratios between the

major banks continues to be somewhat
pronounced.

Figure 6.3
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7. Capital and funding

Capital and Funding (Rm)

Combined
2H12 1H12 2H11 1H11
260 191

246 840 239 507 220 694

Source: PwC analysis

All of the major banks continued on their positive path of
increasing total qualifying capital and reserve funds, which
showed moderate combined year-on-year growth of 10.8% and
6.4% compared to 1H12.

The growth in qualifying capital, coupled
with constant capital adequacy levels,
reflect industry efforts to contain the rise
in risk-weighted assets (RWA) brought
about by the application of Basel IL.5 in
2012.

Overall, the major banks have all indicated
that the transition to the higher capital
requirements of Basel III - effective since

1 January 2013 - should occur without
significant deterioration in regulatory
capital levels.

This well-capitalised status is a long-
standing credit to the South African
banking sector, both for the banks’ prudent
business practices as well as for the strong
regulatory capital regime adopted by our
regulator over the years.

It is no surprise that the South African
banking system was rated second in the
world by the World Economic Forum in the
‘Soundness of Banks’ category in 2012.

However, the thrust of banking

regulatory reforms may have profound
implications for the economics of banking,
particularly relating to ROE dilution,
which is an inevitable consequence of the
recapitalisation that lies at the heart of the
reforms.

The major banks combined capital adequacy ratios
remained flat at 15.5%, compared to 15.4% at
December 2011.

Deposits due to customers remain the most important source
of bank funding. Total deposits for the major banks grew
6.5% in the year to December 2012, somewhat below the
11.8% growth recorded in the previous year. Interestingly,
this growth arose mainly in the second half of the year.

It is also pleasing that growth in the major banks’ corporate
deposit books — largely comprising notice deposits and cash-
managed accounts — continued steadily in 2012. This was in
spite of the subdued interest rate environment and relatively

stable money market rates.

In addition, the 1.2% decline in the combined loans-to-
deposit ratio (which provides a useful measure in tracking
the rebalancing of the South African banking system)
underlines the relative funding contribution of the banks’
deposits and the competitive environment to source deposit

funding.
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Looking ahead, deposit balances are
expected to continue to grow, with the
rate of growth impacted by volatility in the
equity and bond markets. Naturally, the
opposite will be true should confidence
return to the markets and business
sentiment improve.

As with many of its emerging market peers,
a pronounced and long-standing structural
feature of South Africa’s banking sector

is that it utilises shorter-term wholesale
funding to a greater extent to fund longer-
term advances.

Wholesale funding is perceived to be less
stable than retail-sourced funding in light
of its inherent potential for sharper swings
in the availability and costs of this funding

type.

Keenly aware of the adverse impact of
this funding structure on the Net Stable
Funding Ratio (NSFR) anticipated by
Basel III, banks are mindful of the need
to continue to lengthen the tenor of their
funding profiles.

However, bank executives continue

to emphasise that given the structural
funding characteristics of emerging market
economies and their banking sectors,

the NSFR requirements will need to be
re-evaluated before becoming effective in
2018.

The new economics of
banking

PwC’s global research reflects the view that
the banking industry is not going through
a simple cycle or period of consolidation

or adjustment, but rather a permanent
one, in which there is little prospect of the
industry delivering anywhere near pre-
crisis levels of nominal ROE performance.

We believe that in the next three to five
years the industry may settle into a new
equilibrium that will be very different from
the past.

To provide context, the table on the next
page sets out reported ROE figures for the
major banks compared to the year ended
2007, which is used as a proxy pre-crisis
benchmark.

Amendments to the Liquidity Coverage
Ratio (LCR)

In January 2013, the Basel Committee on Banking Supervision (BCBS) announced
changes to the LCR - a key component of the Basel III regulatory framework.

The LCR is intended to promote short-term resilience of a bank’s liquidity risk
profile by requiring banks to hold more High Quality Liquid Assets (HQLA).

The changes made to the LCR requirements comprise:

» Increasing the range of assets qualifying as HQLA, including some equities
and high-quality mortgage-backed securities.

Changes to the calculation method, which effectively reduces the extent of
‘liquidity outflows’ envisaged by the LCR.

The LCR ratio, initially set at 100% in 2015, will now be phased in, starting at
60% in 2015 and gradually increasing by 10% every year until it reaches 100%
in 2019.

Clarification that banks will be allowed to use the buffer, and thus fall below
the minimum ratio, in a liquidity stress scenario.

As aresult of these changes, some concerns that banks may have sought to
compensate for low-yielding liquid assets by raising lending rates, have been
somewhat allayed. All of the major banks have welcomed these changes.

South African banks could save on costs following the decision to relax the LCR
requirements as the need for the Committed Liquidity Facility (CLF), set up by
the SARB in May 2012 to help local banks meet LCR requirements, may now be
reduced.

Some commentators have highlighted that the positive implications of these
revisions may be offset in the South African context because:

e The more favourable treatment of insured retail deposits and the broadening
of the definition of HQLA are probably not as relevant in the South African
context given that we do not have a deposit insurance scheme in place, which
the changes to the LCR requirements favour; and

The change to widen eligible HQLA in the form of bonds may be ineffectual as
South Africa has a relatively small corporate bond market compared to some
of its developed market counterparts.

Figure 7.1 Regulatory capital ratios and ROEs
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Source: PwC analysis
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Source: PwC analysis

By some estimates, as much as four
percentage points of global pre-crisis ROE
was attributable to gearing alone. With
gearing largely off the table, underlying
economic growth substantially subdued
and an overhang of excess capacity
pressurising margins, there is little
prospect of the global banking industry
delivering anywhere near previous levels of
nominal ROE performance.

sheets.

Basel III and beyond

The main issue from a global banking
perspective is that the performance
expectations and decision rules that
formed in the pre-crisis era are no longer
valid in the new world, due largely to the
substantial restructuring of bank balance

On this basis, we believe that a long-run
equilibrium will be one in which the

industry settles on a capital structure that
satisfies stakeholders; where the relative
costs of debt and equity have readjusted

to reflect their respective share of the risk
burden; where the various debt and equity
cost premia (legacy of the financial crisis)
have ebbed away as much as they are going
to; and where price competition has driven
average equity returns down to a reasonable
and sustainable margin over that cost.

Understanding the new capital structure for South African banks

Background

As South Africa transitioned to the new Basel III framework from
1 January 2013, much-welcomed clarity is emerging over the new
capital structure and the calibration of its various components.

As has been well publicised in recent years, the fundamental
objective of Basel III is to raise the resilience of the banking sector.
Regulators have sought to achieve this through raising the quality,
consistency and transparency of the capital base.

While the Basel III framework sets out clear objectives in respect
of the capital structure, it has been up to national regulators to
translate these goals into detailed regulations for their territories.

On 15 October 2012, the South African Reserve Bank (SARB)
issued Guidance Note 9/2012, Capital framework for South
Africa based on the Basel III framework, which provides clear and
authoritative guidance on the capital structure over the Basel III
implementation period and beyond.

As expected, the new capital structure is more complex than under
current regulations. In this article and against this backdrop, we
examine the amended capital framework that South African banks
will be subjected to and provide an analysis of some of the key
elements of the new structure.

The buffers and capital surcharge are to be imposed over and
above the minimum capital requirement for South Africa. While
banks will be allowed to operate below the buffers’, restrictions
on capital distribution will apply. In addition, we do not expect
that banks will necessarily operate below buffer levels due to the
negative market signals that doing so may entail.

Analysis

In line with the Basel III framework the SARB will be introducing
the following measures to address certain key weaknesses
identified through the crisis at a global level:

* A capital conservation buffer
This buffer is intended to promote the conservation of capital
and the build-up of adequate buffers above the minimum that
can be drawn down in periods of stress. This buffer will be
phased in from 2016 and, when finally implemented, will reach
a maximum of 2.5%.

* A countercyclical buffer
This buffer is designed to adjust the capital buffer range when
there are signs that credit has grown to excessive levels. The
purpose of the countercyclical buffer is to achieve the broader
macro-prudential goal of protecting the banking sector in
periods of excess aggregate credit growth.

Similar to the capital conservation buffer, this buffer will be
phased in from 2016. However, a notable difference is that
this buffer is set to zero in normal times and increases during
periods of excessive credit growth to a maximum of 2.5%. This
buffer is to be levied indiscriminately across all banks within
the South African banking sector.

* Domestic systemically important bank (D-SIB) capital
surcharge
This capital surcharge is intended to address externalities
caused by banks that are not significant from an international
perspective, but which nevertheless could have an important
impact on their domestic financial system and economy
compared to non-systemic institutions. The D-SIB capital
requirement will range from 0 to 2.5% and will be phased in
from 2016.

Our analysis and summary of the anticipated South African capital
structure under Basel III and over the implementation horizon is
set out in the table on the next page, using the assumed scenario
where the D-SIB requirement and the countercyclical buffer are
set at 2.5%. This scenario yields the indicative maximum required
capital.
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Maximum regulatory capital requirements over the Basel lll implementation horizon

2013 2014 2015 2016 2017 2018 2019

Base minimum per Basel lll 8.00% 8.00% 8.00% 8.00% 8.00% 8.00% 8.00%
Pillar 2A 1.50% 2.00% 2.00% 1.75% 1.50% 1.25% 1.00%
SA minimum 9.50% 10.00% 10.00% 9.75% 9.50% 9.25% 9.00%
D-SIB phase in - - - 0.625% 1.25% 1.875% 2.50%
Capital conservation buffer - - - 0.625% 1.25% 1.875% 2.50%
Countercyclical buffer - - - 0.625% 1.25% 1.875% 2.50%
Pillar 2B Not presented for the purpose of this table

Total Required Capital Ratios 9.50% 10.00% 10.00% 11.625% 13.25% 14.875% 16.50%

Source: PwC analysis

In the case where the D-SIB and the countercyclical buffer are set
at 0%, the total required capital ratio would amount to 11.5% (the
minimum capital requirement scenario).

It is important to note that greater clarity is also available on the
composition of the different tiers of capital. Thus, the requirement
in terms of the capital conservation buffer and the countercyclical
buffer can only be met with Common Equity Tier 1 capital.

The D-SIB and Pillar 2A requirements, however, can be met by a
combination of all Tiers of capital in their prescribed ratios as set
out in Guidance Note 9/2012.

Based on this assumed scenario, the required regulatory capital
structure for an illustrative bank over the Basel IIl implementation
horizon is shown in Figure 7.2 below.

Figure 7.2 Total required capital in SA over the Basel lll
implementation horizon

Current 2013 2014 2015 2016 2017 2018 2019

[ Base minimum per Basel lIl [l D-SIB phase in

M Pillar 2A

[ | Capital conservation buffer

Countercyclical buffer
Source: PwC analysis

It follows from this analysis that those banks not identified as a
D-SIB may find themselves in a relatively less burdensome capital
position than D-SIBs as a result of the Pillar 2A requirement
gradually decreasing from 2016.

Systemic importance

As the table above shows, the Pillar 2A capital requirement

for South Africa decreases from 1 January 2016 as the D-SIB
requirement is phased-in. This is a concept that aligns with the
Basel III framework, as the purpose of the higher loss absorbency
(HLA) requirement for D-SIB banks is “to reduce further the
probability of failure compared to non-systemic institutions,
reflecting the greater impact a D-SIB failure is expected to have on the
domestic financial system and economy.”*

As the HLA requirement for D-SIBs is essentially a capital
extension that supplements required capital buffers, the
implication of not appropriately adapting the Pillar 2A
requirement, (which is calibrated to deal with systemic and
domestic interest rate and concentration risk ) would amount to
a double count. The SARB has also indicated that the sum of the
Pillar 2A and D-SIB requirement will be limited to 3.5%.

A notable departure for South Africa from the BCBS’ modality

in setting the D-SIB framework is that its principles indicate that
‘the HLA requirement should be met fully by Common Equity Tier

1 (CET1) capital’, whereas the SARB has prescribed that 50% of
the D-SIB capital requirement should be met by CET 1 capital (up
to a maximum of 1%) with the additional requirement able to be
met by a combination of additional Tier 1 and Tier 2 capital, as
prescribed.

Conclusion

Guidance note 9/2012 indicates that banks’ minimum capital
requirement will increase by at least 2% from the current
minimum of 9.5%. While this represents a significant increase,
it is 1% less than had previously been communicated, as the
SARB provides relief on Pillar 2A to avoid double counting as the
requirement for D-SIB is introduced.

It is also pleasing to note that D-SIB does not have to be met
entirely from CET 1 capital. Many commentators still expect South
African banks to meet these new capital requirements, though it is
expected that current buffer levels will not be maintained as they
are used to provide for the additional capital requirements. Recent
results announcements from the banks’ latest reporting period
support this view.

Indeed, none of the major South African banks indicated
significant difficulties in meeting this new increased capital level,
which is extremely positive for the South African banking system.

* Basel Committee on Banking Supervision, ‘A framework for dealing

with domestic systemically important banks’ (Bank for International
Settlements, 2012)
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8. Align

with new global dynamics

The rise and interconnectivity of the emerging markets is in many ways the most far-reaching of the
developments facing financial services organisations worldwide. In order to remain relevant, financial
services organisations must find ways to differentiate and make themselves relevant within their
target markets and trade blocs. In this article, we seek to provide a stable starting point and a clear set
of considerations for strategic evaluations, both now and in the future.

Rethinking strategy

Adapting business models

Traditional ‘Western’ financial services
models may have little relevance in

some SAAAME markets. While certain
innovations can be adapted for local
markets, strategies must reflect the local
culture, distribution preferences and
relative levels of sophistication in demand
and technology.

Even within countries themselves,

there are likely to be marked regional
distinctions. As financial services
organisations move into new territories,
they will need people on the ground that
understand the local markets and can forge
the all-important personal relationships,

so that people know their importance and
understand their value.

In certain SAAAME markets, the customer
relationship is almost entirely personal
and takes many years to develop, which
requires patience and puts obvious
pressure on employee retention. In turn,

a crucial part of the ‘licence’ to operate is
convincing local and national governments
that the company’s development plans can
complement and augment their own.

Governments are also likely to be crucial
customers in their own right as investment
in urban and infrastructure development
accelerates and the public/private
partnerships that support this proliferate.
Demographics will have a powerful
influence on economic growth and
demand for financial services within each
of the SAAAME markets.

Questions for the board

SAAAME

SAAAME refers to South America, Africa, Asia and the Middle East. SAAAME
doesn’t include Japan, as it is a developed G7 economy. Mexico is excluded, as it

ing financial services businesses

trades mainly within the North American Free Trade Agreement zone. For now,
Russia and the Commonwealth of Independent States are also excluded from
SAAAME, as trade is largely internal or with Europe.

Following your customers

The international financial services groups
that will have the strongest prospects
within SAAAME are actively following the
evolving global trade flows and seeking

to support domestic clients in developing
their overseas reach. This could equally
apply to a developed market group setting
up a branch within the SAAAME region,
or a SAAAME institution seeking to extend
its presence to its clients’ key supply or
customer markets.

The ability to target investments and meet
customer needs, demands effective trade
flow projections and the ability to discern
where clients are planning to invest and
develop their businesses. Organisations can
then work with their clients to help bridge
any potential gaps in the local financial
infrastructure and overcome challenges in
areas such as financing, risk management,
currency convertibility and repatriation of
revenues.

Few financial institutions are going to
be able to sustain a global infrastructure
covering all the necessary corporate
services, so partnerships with local
providers and even competitors will be

* How adaptable are your people, products and business development strategies to

local needs?

How can you develop the necessary relationships with regulators, governments

and distribution partners?

* Asyou look for a way into key target markets, what opportunities are there in
helping governments to support economic development plans or bridge their

pension, welfare and healthcare gaps?

* What would be the most efficient distribution networks? Could digital
developments help bypass the need for well-established branch or agent

networks?

necessary (‘coopetition’). This will in

turn demand more effective partner
analysis and greater expertise in managing
commercial networks.

Questions for the board

* Do your investment and business
development plans reflect the
shift in global trade flows?

How can you identify and tap
into business that may bypass
traditional financial centres and
trade flows?

* Are you able to serve both ends of
the trading pipeline for your key
customers and, if not, how can you
develop the necessary presence on
the ground?

Can models developed in one
country be replicated in another?

Breaking into new markets

Many SAAAME governments have strategic
plans for their economies, which could
include favouring domestic institutions,
directing investment priorities and
dictating how far foreign organisations can
compete.

In turn, many Western governments want
to promote their own financial centres and
encourage domestic institutions to direct
investment into the local economy rather
than overseas, especially if they’ve received
state aid in the crisis.

Protectionist barriers to foreign ownership
and licences are making it difficult for
some foreign institutions to penetrate
SAAAME markets, though investors from
other SAAAME states may in some cases be
favoured over their Western counterparts.
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The financial crisis may make some
SAAAME governments more reluctant to
embrace market liberalisation and foreign
ownership.

Questions for the board

* How can you make sure your
business development plans are
aligned with long-term domestic
and target market government
agendas?

What strengths and innovations
would help to differentiate your
offering from local competitors?

How can you ensure a stable and
reliable source of local currency
funding?

If many of the best joint venture
and strategic investment
opportunities have already

been taken up, could there be
openings for partnerships within
other sectors, for example with
telecommunications firms?

Reinventing the
organisation

Designing the organisation of the future
is a crucial part of the Board agenda

as financial institutions seek to create
more nimble and adaptive operational
capabilities and make sure their talent,
structure and board compositions reflect
the changing market environment.

Adapting operating models
and governance structures

As business models evolve, so will the
demands on governance, organisational
and operating models. Operating models
will need to reflect what may be a changing
geographical focus for the business. They
will also need to deal with more extensive
partnership and ‘coopetition’ arrangements
and be sufficiently agile to respond quickly
to evolving and possibly unfamiliar market
conditions, distribution channels and
cultural preferences. In turn, reporting and
controls will need to adapt to reflect these
more extended operations.

Legal and physical structures will evolve

as new growth markets come to the fore
and groups look at how to operate in the
most tax- and capital-efficient way. The
composition and qualifications of the board
is also likely to change as groups and their
customers become more culturally diverse
and partnerships with government become
an ever more crucial feature of financial
services businesses.

Questions for the board

* Do the bases and structures of your
global and regional operations
reflect the changing centre of
gravity of your business?

Does your board have the right
skills and are your current
governance arrangements
equipped to deal with multiple
partnerships and extended global
operations?

Does the composition of your
board provide you with sufficient
business know-how, relationships
and cultural understanding in your
target markets?

Are information flows timely and
reliable enough to support your
evolving operations?

Securing the talent to meet
your objectives

As SAAAME becomes ever more crucial to
growth, local and incoming firms will need
to train, hire or relocate unprecedented
numbers of skilled people in markets
where suitably qualified and experienced
people are already in short supply. As
emerging market organisations expand
their footprint and become more global
in scope, they will also need to integrate
and manage people from many different
cultures within their businesses.

Many organisations are still relying on
short-term approaches, be this seeking

to lure key people from competitors, or
bringing in large numbers of expatriate
personnel, even though this is likely to
prove excessively costly and may still fail
to provide the people needed to meet their
strategic objectives.

A more systematic and forward-looking
workforce plan, capable of anticipating and
meeting skills needs could reduce costs,
give financial institutions the edge in a
competitive job market and allow them

to build a more sustainable platform for
business development.

A further priority is more effective
communication and collaboration across
markets. Promoting diversity within the
management of the organisation and
creating career paths that extend across
all its geographical operations are going to
be crucial in competing against domestic
companies for the best people in emerging
markets. It sends a clear message that
advancement is open to all rather than just
people from the home market.

Questions for the board

* Could shortages of talent impede
or even derail your growth plans?

How are you planning to bridge
gaps in talent in key growth
markets?

Are you doing enough to
encourage your staff to seek out
international opportunities and
make the most of this experience
when they get back?

Are you doing enough to develop
the right skills and behaviour to
take your business forward?

Managing a new and
unfamiliar set of risks

The pace of growth of financial services
within many SAAAME markets creates

its own inherent risks. There may also be
limited credit data or systematic checks
to manage the risks in a way that would
be possible in a more mature market. The
broader risk profile and how it’s assessed
and priced are also going to be very
different.

SAAAME countries have varied legal and
regulatory frameworks, political systems,
business ethics, cultures and sometimes,
non-Western views on capitalism. It’s
important for incoming institutions to make
sure they understand the ways of working
required to operate in these jurisdictions.

The pace of development is also
heightening pressure on natural resources.
The competition for access is already
going beyond oil and minerals to include
water and land as countries seek to

secure guaranteed food supplies. Helping
businesses to manage commodity, supply
chain and other risks provides a clear
opportunity; financial institutions will need
to take account of the associated shifts in
investment risks and asset prices.

Questions for the board

* How much freedom will you have
to operate in a particular country?

What kind of restrictions might
you face?

How vulnerable is your investment

in a particular country to political
instability, regulatory risks,

a change of government, or
consumer boycotts of particular
countries or groups?

What environmental risks does the
country face and how could this
affect stability and asset prices?

Major banks analysis — March 2013 17



9. Key banking statistics

Summary financial information 2H12 (Rm)

; S ;
Net |.nterest margin (% of average interest 3.9% 3.9% 41% 4.0% 4.9% 4.9% 4.6% 4.6%
earning advances)
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Net interest margin (% of average interest
earning advances)
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10. Industry data
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Interest rates
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