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B Politics and banking don’t mix e S
The Prime Minister & Treasurer have committed to announcing measures to i el
increase Australian banking competition over the next few weeks. This follows the
announcement of record profits by the major banks in unison with increases to the
mortgage rates above the RBA cycle. In this report we look at: (1) The experiences JonathanAMilatt

nalyst

in the UK following attempts to increase competition in the wake of the
Cruickshank Report in 2000; (2) How significant & permanent are the other factors
in the banks’ interest rate setting (ex RBA); (3) Are banks "gouging" Australians.

jonathan.mott@ubs.com
+61-2-9324 3864

Chris Williams, CFA
B Increased bank competition - the UK banking experience Analyst
Between 1919 and 2000 the five (then four) UK major clearing banks controlled chris williams@ubs.com
~85% of the deposit market. However, following the Cruickshank Report into bank +61-2-9324 3968
competition in 2000 and the substantial increase in funding availability that Adam Lee
coincided (via sccuritisation) the UK banking environment changed substantially. Analyst
Lending underwriting standards were loosened by newcomers, first in mortgages adam.lee@ubs.com
then in commercial property, leverage increased and asset prices rose sharply. +61-2-9324 2998
Eventually the large banks followed to protect their position. Then the Global

Financial Crisis (GFC) hit. We believe that the short term gains consumers enjoyed

from competition appear more than offset by tax payer bail-outs & the recession.

B RBA monetary policy - is it less effect in a post-GFC environment?

Given Australia’s high usage of variable ratc mortgages, Monetary Policy has been
very effective in managing the economy. However, the extended period of
household leveraging above deposit growth means that Australia's reliance on
wholesale funding has increased substantially. Prior to the GFC this gap was
mainly met through short term wholesale funding in a period of very elastic
funding supply. However, post-GFC the banks have both termed out funding and
competed aggressively for deposits. But this has coincided with a much
steeper/inelastic funding supply curve which has led to substantial increases in
bank funding costs. Basel III liquidity requirements will add to overall funding
costs and make such changes permanent. As a result Australia must; (1) endure a
prolonged period of houschold deleveraging; (2) accept the inelastic supply of
funding is now a key driver in the interest rate settings for depositors and
borrowers by the banks over and above the RBA cycle.

B Are you being “gouged”?

There 1s a common perception in Australia that the banks are “gouging” customers.
We believe that the numbers should be put into perspective. In 2010 revenue
growth was the weakest in 8 years. Bank revenue to GDP has been flat since 2001.
Revenue on assets earned by the banks is near a 30 year low. ROE of 16% is
exactly in line with the 30 year average. 95.4% of bank revenue is re-invested via:
employment expenses ($17b); other costs ($13b); tax (38b); provisions for bad
debts ($8b); retained capital to support new lending ($7b); and dividends to
Australian superannuants and shareholders ($12b). Banks now employ 174,000
people which exceeds the previous peak in 1996.

This report has been prepared by UBS Securities Australia Ltd

ANALYST CERTIFICATION AND REQUIRED DISCLOSURES BEGIN ON PAGE 23.

UBS does and seeks to do business with companies covered in its research reports. As a result, investors should be aware that the firm may
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Competition: The UK experience

We belicve that the current push in Australia to increase competition within the
banking sector bears significant resemblance to similar moves in the UK during
the late 1990s. Both banking markets had very similar products and legal
structure, had a number of stable larger/major banks who dominated market
share in key products and generated relatively high levels of profitability. This
led to concerns that these organisations were overly profitable and it would be in
the public’s interest if competition was increased. We believe that the lessons
from the UK should not be lost on Australia.

Lessons from the increased banking competition in the UK

The UK banking system had been very stable for an extended period of time.
From the 1880s until 1917 the UK banking system went through a period of
consolidation between the leading banks. By 1918 a Treasury Committee was
established under the Chairmanship of Lord Colwyn to assess whether further
such mergers may be “prejudicial to industry and commerce”. The Colwyn
Report recommended that some measure of Government control was essential
and that legislation be passed requiring approval by H.M. Government for future
banking amalgamations. Although this legislation was never passed, it became
practice in the UK that any banks considering amalgamating would consult the
Governor of the Bank of England, who would then consult Treasury before any
decision was made.

The stability of the UK banking system can be seen from the 1968 Monopolies
Commission report into the Proposed Merger of Barclays, Lloyds and Martins
Banks (the report found that a merger between Barclays and Lloyds “may be
expected to operate against the public interest”™). This report showed that the five
leading London Clearing Banks controlled 88.3% of Gross Deposits.
Interestingly, these five banks now form parts of the four largest UK banks
today.

Chart 1: London Clearing Banks Gross Deposits Market Share, December 1967
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The Cruickshank Report

By the mid 1990s there was a growing level of discontent with the UK banks
and their profitability. In November 1998 the UK Government commissioned
Don Cruickshank to review the UK banking industry including its level of
innovation, competition and efficiency. The Cruickshank Report was published
in March 2000. Some of the major findings were:

m High profits generated by the UK banks was partially a function of over-
charging up to £3-5 billion per annum for services which were to the
detriment of personal and SME customers.

m The policy framework for the banks allowed a lower level of competition
than other industries. This included regulation that restricted new entrants
and the banks’ being represented on the Board of the FSA.

® The banks effectively controlled the money transmission system.
The Cruickshank Report recommended:

m To strengthen the policy framework to increase transparency and increase
competition in the banking industry. The FSA should assess the level of
competition in the banking industry in its Annual Report.

m More information for personal banking customers about their banking
options and remedies available to them.

® A monopolies referral for the SME banking market.
® Increased competition in the payments and transmission system.

Greater funding availability and increased competition

Through a combination of the implementation of the Cruickshank Report and
increased funding availability through securitisation the UK banking markets
changed substantially during the 2000s.

Chart 2: Northern Rock Mortgage Lending (Em) Chart 3: Northern Rock Funding Mix
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A number of the smaller banks and former building societies began to grow their
market share aggressively. Funding was readily available in both the wholesale
market and more importantly via securitisation.
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Northern Rock was the most high profile bank in this process. In 1998 and 1999
it lent around £3.5b to mortgage customers. However, in 2000 it discovered
securitisation as an alternative source of funding and began to grow its balance
sheet aggressively. This strategy for balance sheet growth worked particularly
well during a period of easy access to funding. By 2006 Northern Rock lent
£29b in new mortgages, nearly all of which was funded via securitisation and
wholesale sources. To put this into perspective, Northern Rock’s mortgage
lending flows in 2H06 were greater than its entire mortgage stock in 1999.

Many in the UK were encouraged by the success of Northern Rock. Not only
was it increasing the level of competition in the mortgage market and growing
much faster than the larger banks, but it was also effective in driving mortgage
spreads down. In 2005 UK mortgage spreads (back-book) were around 1%.
However, aggressive competition in the mortgage market drove spreads down to
around zero in mid-2007, immediately prior to the GFC.

Other UK banks were effectively forced to react to this new competitive threat
by also loosening their own credit standards. New “innovative” products such as
110% to 120% Loan to Valuation mortgages were widely available. Other banks
also loosened their lending criteria to commercial property (HBOS & the Irish
Banks) and other industries. Eventually, the less stringent underwriting
standards initiated by the new competitors effected the largest banks which did
not want to stand by and watch their century long market shares be taken away.

Chart 4: UK Mortgage Spreads (%)

Chart 5: Gross and net UK mortgage lending (Em)
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The story for Northern Rock is well known from here. With the securitisation
markets frozen from mid 2007 and with limited alternative funding available,
retail depositors became increasingly concerned about Northern Rock’s health
and the safety of their money. This fall in confidence led to a run on Northern
Rock. Incidentally this was the first run on a UK bank since the 1880s.

Gross mortgage lending in the UK fell sharply in the months that followed,
eventually bottoming two years later down around 65% from the peak.
Mortgage spreads also blew out, rising up to around 3% following the collapse
of Lehman’s and remain at around this level today. Mortgage spreads are now at
their long term highs.

Source: Bank of England, UBS estimates
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Furthermore, the UK government was forced to bail-out a number of its banks
via equity investments and the Special Liquidity Scheme. Although H.M.
Treasury may eventually make a profit out of these investments, it has placed
substantial pressure on the UK fiscal position and economy over the last three
years,

In recent weeks the H.M. Treasury has instigated a new Independent
Commission on Banking. But this time, in addition to promoting competition, it
will also make recommendations on:

m Financial stability;
m Reducing systemic risk in the banking sector;
m Reducing both the likelihood and impact of firm failure;

m Competitiveness of the UK financial services sector and the wider UK
economy; and

m Risks to the fiscal position of the Government.

What goes around comes around - lessons for Australia

We believe that the key message of the UK experience is that banking
competition for competition’s sake can be both dangerous and in the medium
term potentially very expensive. We believe that the well managed, well
regulated and profitable nature of the Australian banks was one of the primary
reasons that the Australian economy survived the GFC as well as it did. It must
be remembered that a number of the new entrants and mortgage providers in
Australia did not fare so well. This is reflected in their reduced capacity in
mortgage finance approvals today.

We believe measures to increase competition such as reduced exit fees or
account number portability may help ease some public discontent. However, the
non-bank innovators are typically the main proponents of high exit fees and
deferred establishment fees.

We are, however, very cautious of any moves which increase funding
availability to financial services providers who may not have the same
underwriting standards, capitalisation, profitability benchmarks or regulator
overview as the banking sector. By regulating the banks you explicitly
encourage the growth of the shadow banking system with potentially dire
consequences. The Australian economy could see itself walking the same path
as the UK a decade earlier.

So, when it comes to measures to increase competition in the Australian banking
market, be careful what you wish for.

UBS5
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Banks, the RBA and interest
rates in Australia

Over the last twenty years monetary policy in Australia has been an effective
economic management tool. The main reason for this is that around 85% of
home loan borrowers have had variable rate mortgages which meant that a
change in official policy has been efficiently passed through to households.

However, there have been a number of structural movements in the balance
sheets of the banks and the Australian economy which have had an impact on
monetary policy over time.

For example, the level of mortgage indebtedness has risen sharply over the last
twenty years from 16% to 84% of GDP. This higher level of household debt has
meant that the RBA has needed smaller changes in monetary policy to have an
impact on economic activity, while monetary lag has arguably also reduced.
This in itself have given consumers more confidence that interest rates are
unlikely to revert to the very high levels seen in the late 1980s and early 1990s,
which combined with lower inflation, is one factor which drove up asset prices
and mortgage indebtedness.

As importantly, there has also been a significant change in the balance sheet of
the Australian banks over this period. During the early 1990s when the level of
houschold leverage was significantly lower, the majority of the bank’s funding
came from deposits. At that time the sector’s Loan to Deposit ratio stood at
around 130% (excluding institutional Certificates of Deposit). However, given
strong credit growth throughout the late 1990s and 2000s the loan to deposit
ratio of the banks continued to rise, reaching a peak of 174% in 1HOS.

Chart 6: Loan to Deposit ratios of the Major Banks (%)
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Much of this “loan to deposit gap” was funded through the issue of Bank Bills
and other short term wholesale funding instruments.
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Chart 7: The wholesale funding gap (total loans less deposits) of the major banks
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In FY08 36% of WBC’s funding came from wholesale sources with less than
one year’s duration. At the time this was considered a cheaper and more
efficient source of funding which was highly liquid. The spread between bank
bills and the Overnight Index Swap (OIS) was very low reflecting minimal

credit risk factored into these transactions.

This can be illustrated in Chart 8. Prior to the GFC credit was easily available in
large quantities at close to benchmark prices. Effectively, the supply of funding

curve for the banks was virtually flat, ie very elastic.

Chart 8: Supply and Demand of Funding prior to the GFC (pre mid-2007)
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However, events changed very quickly with the advent of the Global Financial

Crisis in mid to late 2007.
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Chart 9: Supply and Demand of Funding during the GFC (from mid-2007)
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With concerns rising over potential exposure to sub-prime and other lower grade
US mortgage paper, investors became very risk averse. Initially this led to a
sharp steepening of the supply of credit curve (ie very inelastic) before the
supply effectively dried up (moving to the left).

This placed enormous pressure on banks and financial institutions whose
funding was short term as rolling debt became nigh on impossible. High profile
victims of this tightening in credit supply include Northern Rock in the UK and
RAMS in Australia.

Chart 10: Spread between the Bank Bill Swap Rate & Overnight Interest Swap (bp)
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It was at this stage that the Australian banks had to further diversify and
strengthen their funding sources. The banks began to both increase their
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issuance of wholesale term funded debt (generally three or five years duration)
and compete more aggressively for deposits. However, with supply of credit still
constrained and investors risk averse, the cost of such funding has remained
elevated.

Chart 11: 5 Year Senior CDS Spreads for the Major banks (bp)
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This can be illustrated via the Credit Derivative Swap spreads for the major
banks. Although this is a quasi insurance product, it provides a good indication
of the cost of bank term funding. Prior to the financial crisis the CDS spreads on
the major banks reached a low of just 7bp (in June 2007). Effectively the market
was factoring in almost no credit risk within the banks, who were able to access
wholesale term funding in reasonable size at ~15bp over swap.

However, as the financial crisis peaked in the months following the collapse of
Lehman the wholesale funding markets remained effectively closed. When the
markets re-opened the major banks were able to access three year wholesale
funding (with a Government Guarantee) at a very large cost of over 200bp
above the Bank Bill Swap Rate.

Chart 12: WBC Funding Composition (%)
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This put the banks in an ugly position of being forced to term out funding and
run down their short term funding reliance at significantly higher prices. This
lead to a material step-up in the banks’ funding costs.

As importantly, banks began to competing fiercely to attract deposits as an
alternative “sticky” source of funding. This resulted in the price banks were
prepared to pay for deposits (especially term deposits) disconnecting from the
RBA Cash rate or any term benchmark.

Chart 13: Term Deposit rates have disconnected from the Cash rate (%)
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No-one can deny that the banks faced intense competition in the deposit market,
with savers being thoroughly rewarded for being fiscally prudent via higher
interest rates.

Although the very high price level of term deposits has eased somewhat since
the beginning of the year (mainly as credit growth has not rebounded and the
banks demand for funding has been less than some anticipated) it still remains a
substantial headwind for the bank’s funding costs.

Chart 14: Increased cost of funding an Australian Variable Rate Mortgage (bp)
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Is this the pain Australian households had to
have? A debt hangover.

We believe that the Australian banks and economy could be accused of taking
on too much household debt over the last two decades, which was well in excess
of the country’s internal funding capability. Although this was not as significant
an issue prior to the GFC as other sources of funding were cheap and plentiful,
once excess liquidity was removed from the system funding costs have risen
substantially.

Given the G20’s mandate to improve financial stability (Australia is a member
of the G20) and the Basel III proposals for stricter capital and liquidity holdings,
the major banks arec very unlikely to ever to go back to the pre-GFC days of
excessive cheap short term liquidity. That is, unless the economy deleverages
over time or alternative cheap funding sources become available (covered bonds
is one proposal).

Increasing the elasticity of credit supply will be a lengthy process given the
more risk averse nature of investors post the GFC and the requirements of the
Basel Committee for Bank Supervision (Basel 11II).

Chart 15: Some easing of supply of credit in recent times
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RBA is now only a factor in setting effective
interest rates for households & businesses

As a result regulation and the resulting permanent change in the bank’s balance
sheet funding structure (more term wholesale funding and expensive retail
deposits) we believe that market forces such as the elasticity of supply of credit
will be a large a driver of effective interest rates to Australian households and
businesses.

Chart 16; Deposit and Mortgage rates have disconnected from the RBA cycle
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This implies that the RBA’s monetary policy settings will continue to be only a
factor (albeit significant) in the interest rates set by the banks that customers pay
and receive in a post-GFC environment.

In times of inelastic supply of credit, savers will be rewarded and borrowers will
be penalised via higher rates. If clasticity increases over time then interest rates
may again move closer to the RBA cycle.

Any way we look at it, unless Australia materially deleverages with a prolonged
period of weak credit growth or even contraction, or if permanent alternative
funding sources can not be found, further out of RBA cycle movements in
interest rates for depositors and borrowers are inevitable and necessary for the
financial system to function in equilibrium.

UBS 12
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Are you being “gouged”?

Banks are not popular in Australia. They never have been. The general
perception is that the banks generate excessive profits by over charging fees and
interest, and provide poor levels of service to customers. These attitudes have
been reinforced in recent weeks as banks have increased interest rates above
movements in the RBA Cash Rate at the same time as they reported record
profits. As a result they have been accused of “gouging” customers by the media,
while politicians have jumped on the bandwagon also adopting this terminology.

Australia’s difficult political environment with a hung Federal Parliament and a
minority Labor government has not helped the situation. Many marginal
electorates are in mortgage belt regions where discontent with the banks is
highest. Easy political points are gained by bank-bashing.

In this section we look at a few statistics on the Australian banks which we
believe sheds some light on the arguments that the banks are generating
excessive profit and are “gouging” Australia.

Chart 17: Australian Major Banks NPAT (A$b)
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This is probably the most quoted number by people criticising the banks. That
they generated over $21b in profit during 2010, up over 30% during the year.
Obviously they must be gouging, right?

No doubt the banks are profitable and this has grown. However, the vast
majority of the growth during 2010 was purely a result of lower provision
charges for bad and doubtful debts as the Australian economy emerges from the
GFC.

If we look at the Profit of the banks before charges for bad debts and tax, it fell
0.8% during 2010. This is a fact that has been missed/ignored by many
observers (but not sharcholders).

In any case, we believe that looking at the profit of the banks in isolation is
misleading, these are very big organisations. We believe that it is best to look at
the banks Return on Equity and Return on Assets as a measure of profitability.

UBS 13
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Chart 18: Australian Banks Return on Equity (%)
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Return on Equity is the most commonly used measure of profitability of a bank.
This measures profit relative to the capital which shareholders have invested in
the organisation. On this measure, the Australian bank gencrated a Return on
Equity of 16.1% during 2010. This is exactly in line with the thirty year average

for the banking sector, and materially below the average of the past fifteen years.

A weakness of the Return on Equity measure of profitability is that it is biased
by the level of gearing within the organisation. Looking through the gearing,
Return on Assets is the best measure of profitability in our view. At the moment
the Australian banks generate a Return on Assets of 0.91%, although slightly
above the thirty year average, it is well below levels generate during the boom

years of 1995 to 2007.
Chart 19: Australian Banks Return on Assets (bp)
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Measuring Return on Risk Weighted Assets is an alternative measure. However,
there have been substantial changes to the risk weighting methodology in recent
years following the adoption of Basel I in 1988 and Basel II in 2007. This makes
longer term comparisons difficult. The upcoming adoption of Basel III with

further blur these comparisons.
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From a customer’s perspective, looking at the revenuc that the banks are
generating is a good way of measuring if they are overcharging. In absolute
terms the banks’ revenue growth has risen strongly, but then again, so has the

Australian economy.

If we look at the banking sector’s total revenue to GDP it is currently 4.9%. This
is inline with the levels of 2001. In fact, bank revenue to GDP has been between
4% to 5% since 1988. Most of the expansion of the bank’s share of GDP
occurred in the years immediately following deregulation in 1983. It should also
be noted that this relatively flat period of bank’s revenue to GDP comes despite

the significant increase in leverage in the economy during this time.

Chart 20: Banking Sector Revenues to GDP (%)
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If we look at total banking sector revenue on its asset base, this provides an
indication of the amount of customers are being charged for their loans, facilities,
trading and other assets. We note that total revenue on assets was broadly flat at
around 500bp from deregulation in 1983 until around 1994. Since this time it
has fallen steadily to current levels of 285bp, slightly off their lows of 278bp

seen in 2008.

Chart 21: Banking Sector Revenues to Assets (bp)
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There is also substantial focus by politicians, the media and the RBA on the
banks’® Net Interest Margin, and how it is now above the levels immediately
prior to the GFC.

This is correct: the banks” margins are currently at around 2.23% compared to a
low of 2.06% in 1HOS. But this ignores the most fundamental lesson from the
GFC, that risk was significantly underpriced during the mid-2000s. Excess
liquidity and miss-pricing of risk is what landed the world into trouble in the
first place. This is clearly the wrong benchmark!

Chart 22: Banking Sector Net Interest Margin (%)
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It should also be noted that bank margins have already begun to come down
again over the last half year as additional funding costs have not been fully
passed through to customers. This is most evident at CBA and WBC who grew
their mortgage books fastest during the First Home Owner’s Grant period and as
a result saw the largest funding task.

Chart 23: CBA Net Interest Margin (%)

Chart 24: WBC Net Interest Margin (%)
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Chart 25: Where do the banks’ revenues go? (2010)
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A final consideration should be: where docs all the revenue go anyway? As a
simple breakdown:

m 24% of bank revenue goes to paying its staff. (As an aside, banks now
employ 175,000 people, the highest on record, exceeding the 1996 peak.);

m 19% goes to other operating expenses;

m 11% was put away as provisions for Bad and Doubtful Debts;
m 13% went to taxes;

m 10% is retained capital used to grow lending and other assets;

m 11% is paid to retail investors as dividends with a further 7% paid to
Australian superannuates and fund investors; and

m Only 5% is paid to overseas investors as dividends.
y p

Chart 26: Total Banking Sector Employees
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Table 1: Banks Financial Summary

ANZ CBA NAB WBC Majors
Rating Buy Neutral Neutral Neutral Under Weight
Share price (§) 08 November 2010 24.07 48.84 26.01 22.29
Price Target () 25.50 54.00 21.50 24.00
Implied 2011E Price to Book (x) 1.8 23 16 1.8 20
Implied 2011E PE (%) 1.2 12.3 114 11.3 "7
% Price Upside to Price Target 6% 11% 6% 8% 8%
Valuations
PE (x)
2009 15.3 17.0 136 142 15.2
2010 124 128 122 11.6 123
2011E 11.2 123 114 113 186
2012E 10.8 11.9 106 11.0 1.1
PE Relative to All Industrials (%)
2009 88 98 79 82 a7
2010 82 85 81 7 81
2011E 80 89 82 81 83
2012E 84 92 83 85 a7
PE Relative to Major Banks (%)
2009 100 112 90 94 na
2010 1 105 99 94 na.
2011E 96 106 98 98 na.
2012E a7 107 95 98 na
Price to Core Earnings (Pre-Prov'n Profit) (x)
2009 6.9 83 55 6.6 7.0
2010 71 75 6.3 69 7.0
2011E 6.9 78 6.2 7.1 7.1
2012E 6.7 7.6 6.0 6.8 6.8
Diluted EPS growth (%)
2009 -1.3 7.7 -16.7 -18.8 -139
2010 230 326 117 25 234
2011E 109 41 T4 25 6.0
2012E 33 37 69 33 41
Div Yield (%)
2009 42 a7 56 5.2 49
2010 5.2 5.9 58 6.2 5.8
2011E 5.8 6.2 6.4 69 6.3
2012E 59 6.4 67 7.2 6.6
Price to Book (x)
2009 1.91 247 1.66 1.89 202
2010 1.85 222 1.63 1.74 1.89
2011E 1.71 2.09 1.53 1.66 177
2012E 1.60 1.94 143 1.58 1.66
Price to NTA (x)
2009 218 3.58 2.04 283 274
2010 2.32 3.06 2.06 249 253
2011E 2.10 282 1.89 230 233
2012E 1.93 2.55 1.74 214 213
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ANZ CBA NAB WBC Majors
Financials
Cash NPAT (UBS post prefs) ($m)
2009 3,639 4,348 3,676 4,827 16,290
2010 5,014 6,054 4,543 5,879 21,490
2011E 5,654 6,407 4,948 6,133 23,142
20M2E 5,891 6,749 5,369 6,411 24,419
Cash NPAT (Company format) ($m)
2009 3,772 4,415 3,841 4,627 16,655
2010 5,025 6,101 4,581 5,879 21,586
2011E 5,664 6,453 4,986 6,133 23,238
20M2E 5,901 6,795 5407 6411 24,513
Cash EPS (fully diluted) (cps)
2009 158 287 191 157 na.
2010 194 380 213 192 na.
2011E 215 396 229 197 na.
2012E 222 411 245 203 na.
Basic EPS (Company format) (cps)
2009 169 305 200 162 n.a.
2010 199 395 214 198 na.
2011E 221 413 230 204 n.a.
2012E 229 429 245 21 n.a.
Dividend (cps)
2009 102 228 146 116 n.a.
2010 126 290 152 139 na.
2011E 139 301 166 154 n.a.
2012E 143 313 175 161 n.a.
Return on Equity (%)
2009 130 15.4 116 139 136
2010 165 18.7 135 16.2 16.2
2011E 16.4 18.2 14.0 15.8 16.3
2012E 158 176 14.1 15.5 15.9
Return on Assets (%)
2009 0.72 0.76 0.59 079 0.72
2010 095 097 0.75 099 0.92
2011E 1.02 098 0.76 0.99 0.94
2012E 0.98 0.96 0.75 098 093
Tier 1 (%)
2009 10.56 8.07 8.96 8.11 8.84
2010 10.10 9.15 8.91 9.09 9.30
2011E 10.30 962 9.18 9.47 9.65
2012E 10.77 10.10 9.20 9.89 10.01
Core Tier 1 (%)
2009 8.96 6.35 6.82 6.57 7.10
2010 8.04 6.86 6.80 7.50 7.26
2011E 8.38 741 7.19 7.94 7.69
20M12E 8.94 8.00 7.36 842 8.12
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ANZ CBA NAB WBC Majors
Key Earnings Drivers
Growth in Ave Interest Earning Assets (%)
2008 17.5 17.9 18.0 203 183
2009 92 237 104 445 206
2010 27 14.3 23 53 4.9
2011E 10.2 5.1 6.0 42 6.2
2011E 79 58 82 5.7 69
Margins (%)
2008 2.0 1.98 220 205 2.06
2009 2.30 206 2.16 23 221
2010 246 210 225 222 2.26
2011E 242 1.95 214 213 216
2012E 233 1.88 2.04 207 2.08
Non-Interest Income Growth (%)
2008 123 34 -12.5 15 0.6
2009 9.1 31 146 28.3 125
2010 9.0 84 -88 04 27
2011E 111 32 1.7 20 6.5
2011E 71 6.0 97 6.3 71
Revenue Growth (%)
2008 9.1 82 5.3 9.5 78
2009 19.5 17.3 10.1 50.7 27
2010 9.8 13.3 13 08 55
201E 9.2 0.2 39 07 32
2012E 5.0 36 5.1 4.0 44
Cost Growth (%)
2008 15.0 9.2 20 73 6.5
2009 9.0 11.0 68 382 147
2010 123 10.6 12 34 6.7
2011E 15.0 3.1 59 48 6.9
2012E 6.1 2.0 41 1.0 33
Cost to Income Ratio (%)
2008 473 489 473 439 469
2009 43.2 46.2 459 40.2 439
2010 441 451 470 412 443
2011E 46.5 46.6 479 429 459
2012E 47.0 459 475 417 454
Core Earnings Growth
2008 43 7.2 128 113 9.0
2009 289 233 129 60.5 298
2010 8.0 15.7 33 0.8 4.6
2011E 47 29 22 =21 0.2
2012E 40 5.0 6.0 6.2 53
BDD chargelloans (bp)
2008 56 25 63 30 44
2009 88 63 89 m 77
2010 50 41 51 30 43
2011E 35 24 38 19 28
2012E 34 23 34 20 27

Source: Company data, UBS estimates
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Sector Valuations and Pr

Chart 27: Sector PE (x)
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Chart 30: Sector Earnings Yield to Bond Yield (%)
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Chart 32: Sector Price to Book (x) vs Return on Equity (%)

Chart 31: Sector Price to Book Ratio (x)
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Chart 33: Sector Dividend Yield (%)

Chart 34: Sector Dividend Yield vs Cash Rate (%)
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Stock Valuations and Pricing
Chart 35: ANZ PE Relative to the Major Banks (%)

Chart 36: ANZ Price to Book (x) vs Return on Equity (%)
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Chart 37: CBA PE Relative to the Major Banks (%) Chart 38: CBA Price to Book (x) vs Return on Equity (%)
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Chart 39: NAB PE Relative to the Major Banks (%) Chart 40: NAB Price to Book (x) vs Return on Equity (%)
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m Statement of Risk

Australian banks are large, highly leveraged financial institutions operating
across a number of markets, and as such are subject to the risk of changes in the
general business and economic conditions within these markets. A change in
these conditions could include changes in interest rates, inflation, unemployment,
monetary supply, exogenous shock, changes in foreign exchange rates, and the
health of the general economy. The banks also face the risk of regulatory
changes and increased competition which could affect the profitability of the
sector. A key risk that financial institutions face is associated with extending
credit to other parties. Less favourable business conditions could cause potential
losses from loans to increase putting pressure on the group’s capital. The bank
sector also faces operational risk from operating such large and complex
businesses.

m  Analyst Certification

Each research analyst primarily responsible for the content of this research
report, in whole or in part, certifies that with respect to each security or issuer
that the analyst covered in this report: (1) all of the views expressed accurately
reflect his or her personal views about those securities or issuers; and (2) no part
of his or her compensation was, is, or will be, dircctly or indirectly, related to
the specific recommendations or views expressed by that research analyst in the
research report.
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Required Disclosures

This report has been prepared by UBS Securities Australia Ltd, an affiliate of UBS AG. UBS AG, its subsidiaries,
branches and affiliates are referred to herein as UBS.

For information on the ways in which UBS manages conflicts and maintains independence of its rescarch product;
historical performance information; and certain additional disclosures concerning UBS research recommendations,
please visit www.ubs.com/disclosures. The figures contained in performance charts refer to the past; past performance is

not a reliable indicator of future results. Additional information will be made available upon request.

UBS Investment Research: Global Equity Rating Allocations

UBS 12-Month Rating Rating Category Coverage' IB Services®
Buy Buy 51% 37%
Neutral Hold/Neutral 40% 33%
Sell Sell 9% 22%
UBS Short-Term Rating Rating Category Coverage® IB Services®
Buy Buy less than 1% 20%
Sell Sell less than 1% 0%

1:Percentage of companies under coverage globally within the 12-month rating category.
2:Percentage of companies within the 12-month rating category for which investment banking (IB) services were provided within

the past 12 months.

3:Percentage of companies under coverage globally within the Short-Term rating category.
4:Percentage of companies within the Short-Term rating category for which investment banking (IB) services were provided

within the past 12 months.

Source: UBS. Rating allocations are as of 30 September 2010.
UBS Investment Research: Global Equity Rating Definitions

UBS 12-Month Rating Definition

Buy FSR is > 6% above the MRA.

Neutral FSR is between -6% and 6% of the MRA.

Sell FSR is > 6% below the MRA.

UBS Short-Term Rating Definition

Buy Buy: Stock price egpected to rise within three months from the time the rating was assigned
because of a specific catalyst or event.

Sell Sell: Stock price expected to fall within three months from the time the rating was assigned

because of a specific catalyst or event.
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KEY DEFINITIONS

Forecast Stock Return (FSR) is defined as expected percentage price appreciation plus gross dividend yield over the next 12
months.

Market Return Assumption (MRA) is defined as the one-year local market interest rate plus 5% (a proxy for, and nota
forecast of, the equity risk premium).

Under Review (UR) Stocks may be flagged as UR by the analyst, indicating that the stock’s price target and/or rating are
subject to possible change in the near term, usually in response to an event that may affect the investment case or valuation.
Short-Term Ratings reflect the expected near-term (up to three months) performance of the stock and do not reflect any
change in the fundamental view or investment case.

Equity Price Targets have an investment horizon of 12 months.

EXCEPTIONS AND SPECIAL CASES

UK and European Investment Fund ratings and definitions are: Buy: Positive on factars such as structure, management,
performance record, discount; Neutral: Neutral on factors such as structure, management, performance record, discount; Sell:
Negative on factors such as structure, management, performance record, discount.

Core Banding Exceptions (CBE): Exceptions to the standard +/-6% bands may be granted by the Investment Review
Committee (IRC). Factors considered by the IRC include the stock's volatility and the credit spread of the respective company's
debt. As a result, stocks deemed to be very high or low risk may be subject to higher or lower bands as they relate to the rating.
When such exceptions apply, they will be identified in the Company Disclosures table in the relevant research piece.

Research analysts contributing to this report who are employed by any non-US affiliate of UBS Securities LLC are not
registered/qualified as research analysts with the NASD and NYSE and therefore are not subject to the restrictions contained in
the NASD and NYSE rules on communications with a subject company, public appearances, and trading securities held by a
research analyst account. The name of each affiliate and analyst employed by that affiliate contributing to this report, if any,
follows.

UBS Securities Australia Ltd: Jonathan Mott; Chris Williams, CFA; Adam Lee.

Company Disclosures

Company Name Reuters 12-mo rating Short-term rating Price Price date
ANZ Banking Group® » 5 1216 ANZ.AX Buy N/A A$24.07 08 Nov 2010
e T n CBA.AX Neutral N/A A$48.84 08 Nov 2010
National Australia Bank®* 131 NAB.AX Neutral N/A A$26.01 08 Nov 2010
Westpac Banking Corporation™ WBC.AX Neutral N/A A$2229 08 Nov 2010

Source: UBS. All prices as of local market close.
Ratings in this table are the most current published ratings prior to this report. They may be more recent than the stock pricing
date

2. UBS AG, its affiliates or subsidiaries has acted as manager/co-manager in the underwriting or placement of securities of
this company/entity or one of its affiliates within the past 12 months.
4, Within the past 12 months, UBS AG, its affiliates or subsidiaries has received compensation for investment banking

services from this company/entity.

5a. UBS AG, Australia Branch or an affiliate expect to receive or intend to seek compensation for investment banking
services from this company/entity within the next three months.

5b. UBS AG, its affiliates or subsidiaries expect to receive or intend to seek compensation for investment banking services
from this company/entity within the next three months.

6. This company/entity is, or within the past 12 months has been, a client of UBS Securities LLC, and investment banking
services are being, or have been, provided.

13.  UBS AG, its affiliates or subsidiaries beneficially owned 1% or more of a class of this company’s common equity
securities as of last month’s end (or the prior month's end if this report is dated less than 10 days after the most recent
month’s end).

16. UBS Securities LLC makes a market in the securities and/or ADRs of this company.
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Unless otherwise indicated, please refer to the Valuation and Risk sections within the body of this report.
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National Australia Bank (AS)
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Westpac Banking Corporation (A$)
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Note: On August 4, 2007 UBS revised its rating system. (See 'UBS Investment Research: Global Equity Rating Definitions’ table
for details). From September 9, 2006 through August 3, 2007 the UBS ratings and their definitions were: Buy 1=FSR s > 6%
above the MRA, higher degree of predictability; Buy 2 = FSR is > 6% above the MRA, lower degree of predictability; Neutral 1 =
FSR is between -6% and 6% of the MRA, higher degree of predictability; Neutral 2 = FSR is between -6% and 6% of the MRA,
lower degree of predictability; Reduce 1 = FSR is > 6% below the MRA, higher degree of predictability; Reduce 2=FSRis>6%
below the MRA, lower degree of predictability. The predictability level indicates an analyst's conviction in the FSR. A
predictability level of '1' means that the analyst's estimate of FSR is in the middle of a narrower, or smaller, range of possibilities.
A predictability level of "2' means that the analyst's estimate of FSR is in the middle of a broader, or larger, range of possibilities.
From October 13, 2003 through September 8, 2006 the percentage band criteria used in the rating system was 10%.
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Global Disclaimer

This report has been prepared by UBS Securities Australia Ltd, an affiliate of UBS AG. UBS AG, its subsidiaries, branches and affiliates are referred to herein as UBS. In certain countries, UBS
AG is referred to as UBS SA.

This report is for distribution only under such circumstances as may be permitted by applicable law. Nothing in this report cc a rep n that any i it strategy or
recommendation contained herein is suitable or appropriate to a recipient’s individual circumstances or otherwise constitutes a personal recommendation. It is published solely for information
purposes, it does not constitute an advertisement and is not to be construed as a solicitation or an offer to buy or sell any securities or related financial instruments in any jurisdiction. No
representation or warranty, either express or implied, is provided in relation to the accuracy, completeness or reliability of the nformation contained herein, except with respect to information
concemning UBS AG, its subsidiaries and affiliates, nor is it intended to be a complete statement or summary of the securities, markets or developments referred to in the report. UBS does not
undertake that investors will obtain profits, nor will it share with investors any investment profits nor accept any liability for any i tment losses. Ir involve risks and investars should
exercise prudence in making their investment decisions. The report should not be regarded by recipients as a substitute for the exercise of their own judgement. Past performance is not
necessarily a guide to future performance. The value of any investment or income may go down as well as up and you may not get back the full amount invested. Any opinions expressed in this
report are subject to change without notice and may differ or be contrary to opinions expressed by other business areas or groups of UBS as a result of using different assumptions and criteria.
Research will initiate, update and cease coverage solely at the discretion of UBS Investment Bank Research Management. The analysis contained herein is based on numerous assumptions.
Different assumptions could result in materially different results. The analyst(s) responsible for the prep n of this report may interact with trading desk personnel, sales personnel and other
constituencies for the purpose of gathering, synthesizing and interpreting market ir ion. UBS is under no obligation to update or keep current the information contained herein. UBS relies
on information barriers to control the flow of information contained in one or more areas within UBS, into other areas, units, groups or affiliates of UBS. The compensation of the analyst who
prepared this report is determined exclusively by h 1t and senior management (not including investment banking). Analyst compensation is not based on investment banking
revenues, however, compensation may relate to the revenues of UBS Investment Bank as a whole, of which investment banking, sales and trading are a part.

The securities described herein may not be eligible for sale in all jurisdictions or to certain categories of investors. Options, derivative products and futures ara not suitable for all investors, and
trading in these instruments is considered risky. Mortgage and asset-backed securities may involve a high degree of risk and may be highly volatile in response to fluctuations in interest rates
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B Government proposals to increase banking competition
Following increases to standard variable mortgage rates in excess of the RBA Cash
rate which coincided with banks reporting record profits, the PM & Treasurer have Jonathan Mott
stated they will announce measures to increase banking competition in coming Analyst
weeks. Recently the Federal Treasurer Wayne Swan stated “The Government is jonathan mott@ubs.com
determined to see a new pillar in the banking system, particularly based on our +61-2-9324 3864
mutual sector, based on our credit unions and our building societies.” Chris Williams, CFA

Analyst

B Are Building Societies & Credit Unions a viable alternative to Banks? chris.wiliams@ubs.com
In 1984 Building Societies & Credit Unions (BS & CUs) controlled 36% of the +61-2-9324 3968
mortgages and 25% of deposits market. However following demutualisations and Adam Lee
growth in the banks, this fell to 7% of mortgages & 8% of deposits by 1994. Today Analyst
this share has slipped to 4% of both mortgages & deposits. adam lee@ubs.com

+61-2-9324 2998

B s providing AOFM (tax payer) support to BS & CU’s a good idea?

(1) To become a credible “fifth pillar” the BS & CUs will need mortgage share of
~10%. This would require ~$90b of additional mortgages over the next four years.
Do the BS & CU’s have the ability to underwrite, process & service this volume of
lending? (2) Do BS & CU’s have the capital to support this lending or will the
AOFM buy equity tranches? Who will provide the capital? (3) What will be the
impact on Regional Banks? (4) Do we actually need additional mortgage capacity
when Australia already has expensive housing and very highly geared consumers?
(5) What were the lessons from the Global Financial Crisis regarding the provision
of cheap funding to small lenders with less sophisticated underwriting capabilities?
(6) BS & CU’s do not have capabilities to lend to SME’s where there have been
suggestions of credit rationing. Shouldn’t this be the focus of Government policy?

B Competition vs Financial Stability, pick your poison

While the Government is looking at a number of options to increase competition
none look ideal: eliminating exit fees — helps majors; account number portability —
accelerates bank runs; Aussie Post Bank — logistically challenging; extend AOFM
support — weaker underwriting, capital constraints, distorts markets. At the end of
the day we do not believe that there is a silver bullet solution (although covered
bonds may help in the interim) and Australia must accept that a period of slower
credit growth and deleveraging is likely to be both inevitable and healthy.

B Banks - large headwinds but valuations becoming less stretched.

The banks continue to face substantial headwinds including subdued credit growth,
funding pressure, ongoing pressure on fees (exit fees & ATM charges next?) and
ongoing investments in systems & efficiency. The current regulatory and political
headwinds only make matters more difficult, underpinning our underweight sector
call. That said, banks have underperformed and valuations now look less stretched
at 11.0x (FY11E), 1.7x book & 6.7% dividend yicld.

This report has been prepared by UBS Securities Australia Ltd

ANALYST CERTIFICATION AND REQUIRED DISCLOSURES BEGIN ON PAGE 12.

UBS does and seeks to do business with companies covered in its research reports. As a result, investors should be aware that the firm may
have a conflict of interest that could affect the objectivity of this report. Investors should consider this report as only a single factor in making
their investment decision.
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The Politics of Banking

Unfortunately over the last few months the Australian banks have become
political footballs. Political debate around regulation and competition is now a
larger driver of bank performance than financial returns. This debate is likely to
come to a head in coming weeks with the Australian Prime Minister and
Treasurer committed to announcing measures to increase competition within the
banking sector during December. This is likely to coincide with additional
directions from the BIS and APRA regarding liquidity under the Basel III
regime.

While the debate over increasing banking competition has changed tact several
times in recent weeks as the Government and Opposition have both attempted to
drive the agenda, we believe that recent statements by the Treasurer provide an
indication of where its policy is likely to land. On Channel 9°s Today show on
Sunday 21% November the Treasurer Wayne Swan stated “The Government is
determined to see a new pillar in the banking system, particularly based on our
mutual sector, based on our credit unions and our building societies.”

While increased Government support for the mutual Credit Unions and Building
Socicties is likely to be popular with constituents, we believe that it is both
complicated and potentially risky. We believe that a number of issues need to be
taken into consideration before the Government moves down this path:

Loss of market share by Building Societies & Credit Unions

Building Societies and Credit Unions held a significant position in the provision
of financial services products in Australia for decades. However, over the last
thirty years this position has decreased significantly.

In 1984 Building Socicties and Credit Unions controlled around 36% of the
mortgage market in Australia and 25% of deposits. Building Societies in
particular were significantly larger than today, with 35% share of mortgages.

Chart 1: Market share of Mortgages in Australia (%)

Chart 2: Market share of Deposits in Australia (%)
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Source: APRA, RBA, UBS estimates

However, following a series of demutualisations and conversions into banks in
the wake of deregulation in 1983, building societies quickly lost share. The high
profile collapse of Pyramid Building Society in 1990 also accelerated the demise
of building societiecs. By 1994 building societies’ and credit unions’ share of

Source: APRA, RBA, UBS estimates
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mortgages had fallen to 7%. This trend has continued until today, when building
societies and credit unions account for around 4% of system mortgages and
deposits.

Do the building societies and credit unions have the capacity to
become a “fifth pillar”?

We believe that to be considered a substantial player in the financial services
landscape (or a “fifth pillar”) the Building Societies and Credit Unions would
need to regain market share back to around 8-10%. (This is consistent with the
“rule of thumb” of Santander which believes that around 10% share in each
market is appropriate to be a material player and provide scale benefits).

RBA data indicates that the mortgage market in Australia is currently $1,142b.
We expect mortgage credit to grow at around 6% per annum over the next few
years. This implies that in four years the mortgage market will grow to around
$1,440b.

If Building Societies and Credit Unions are to reach 10% market share over this
period, it would require increasing their total mortgage lending from $50b at
present to around $144b, or grow by $94b. Is this logistically possible?

m Do the building societies and credit unions have the ability to process such
large volumes of lending?

m Do building societies and credit unions have adequate underwriting capacity
or will credit standards be loosened?

m What is the cost of the additional capex required to build systems and
facilities with the scale to process such volumes?

m Who would fund this capex?

m Do the building societies and credit unions have the management and board
capabilities to take on such a significant role in the financial system?
Capital considerations

Even if the government was prepared to provide Australian Office of Financial
Management (AOFM) funding support to the building socicties and credit
unions to increase their scale, capital remains a big constraint.

At present the Building Societics and Credit Unions are leveraged around 12x.

This is consistent with their Prudential Capital Requirements imposed by APRA.

If the Building Societies and Credit Unions increased their lending by around
$94b as described above, they would need approximately $8b in additional
capital to support this growth. This compares to around $5.9b of capital
currently in the Building Societies and Credit Unions.

Given retained earnings would be insufficient to generate the quantum of capital
we believe that there are two alternatives:

(1) Additional capital contributions from members of the Building Societies
and Credit Unions

uBs 3
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(2) AOFM support would need to be extended to the non-investment grade and
equity tranches of Building Society and Credit Union RMBS issuance. This
would comply with the risk transfer requirements by APRA and reduce the
capital burden. But this leads to the question of whether tax payer money
should be used to acquire lower rated tranches of ADI mortgage
securitisation. Is this an appropriate use of tax payers’ money?

What is the potential impact on the Regional Banks?

Wayne Swan’s comments suggest that support will be provided to the mutual
sector, specifically the Building Societies and Credit Unions. But where would
this leave the Regional Banks?

Without the same level of tax payer support as the Building Societies and Credit
Unions, the regional banks would be at a significant competitive disadvantage.
Regional Banks do not have the credit rating to access wholesale markets at the
same prices as the majors, while not receiving the same level of government
support as the mutuals would leave Regional Banks stuck in the middle.

In addition, the regional banks have benefited from a degree of anti-major bank
sentiment in recent years which has helped their growth. If they do not receive
the funding benefit of the mutuals their opportunities for growth are likely to be
significantly constrained, especially in mortgages.

Is now the right time to be adding additional capacity to the
mortgage market?

Stepping back and looking at the big picture, we must ask if now is the right
time to be adding new capacity to the mortgage system. It is worth considering:

m Mortgage credit has grown at a compound rate of 13.4% for the last 34 years
since the latest series of RBA credit statistics began.

m Mortgage credit is currently equivalent to 82% of GDP. This is one of the
highest levels in the world.

® Housing affordability is also now approaching record low levels.
m House prices in Australia are expensive under nearly every measurc.

m There have been very few stories of applicants with appropriate deposits and
credit history being unable to access mortgage funding. This would suggest
that there has not been credit rationing in mortgages by the existing players.

® Shouldn’t the focus be on increasing funding availability to the SME scctor
where there has been less competition and arguably more credit constraints
in recent times?

What are the lessons learned from the GFC?

Will Australia fall for the same mistakes as seen in other countries whose
banking systems performed so poorly in recent times? It must be remembered
that there is a clear inverse relationship between competition and financial
stability. There was no shortage of mortgage competition in the US and UK
between 2000 and 2007. Unfortunately that didn’t end too well.
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Comparing Building Societies & Credit Unions

vs Major Banks

Chart 3: Margins (%)

Chart 4: Loan Growth (%)
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Chart 5: Cost to Income Ratio (%)

Source: APRA, Company data, UBS estimates
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Chart 7: Return on Assets (%)

Source: APRA, Company data, UBS est. Note: Majors incl SGB & BWA from 2009.

Chart 8: Return on Equity (%)
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Table 1: Credit Unions and Building Societies Financial Summary (A$m)

Period to June 2005 2006 2007 2008 2009 2010
Interest Income 3,237 3,649 4,008 4,820 4 577 4239
Interest Expense 1,736 2,042 2,388 3,008 2,982 2,317
Net Interest Income 1,501 1,607 1,11 1,813 1,595 1,862
Non Interest Income 749 824 774 796 783 694
Total Revenue 2,250 2,431 2,485 2,608 2,378 2,556
Operating Expenses 1,703 1,829 1,815 1,923 1,906 1,843
Pre-Provision Profit 548 602 670 686 472 713
Bad and Doubtful Debt expense 38 43 35 46 46 42
Pre-Tax Profit 509 559 635 640 426 671
Tax 152 166 184 190 118 202
NPAT 357 393 451 450 308 468
(growth %) - 9.8% 14.9% -0.2% -31.6% 52.0%
Spot Balance Sheet
Loans & Advances 39,808 43,135 47,311 51,668 53,208 57,731
of which mortgages 31,017 34,167 38,105 42427 44974 49,485
Total Assets 49,440 53,869 59,121 64,284 67,521 73,079
Deposits 41,519 45,154 48,177 52,174 56,751 60,211
Shareholder's Funds 4,122 4,553 5,100 5,545 5,390 5916
Average Balance Sheet
Average Assets 47,728 51,404 56,207 61,167 65,354 69.769
Average Loans & Advances 37,950 40,882 44,534 48,608 51,184 54,774
Average Shareholder’s Funds 3,932 4,276 4,810 5,250 5,391 5,604
Financial Ratios
Revenue Growth - 8.0% 2.2% 5.0% -8.8% 7.5%
Costs Growth - 7.4% 0.7% 5.9% -0.9% -3.3%
Margin (%) 3.96% 3.93% 3.84% 3.73% 3.12% 3.40%
Loan growth - 8.4% 9.7% 9.2% 3.0% 8.5%
Cost to Income Ratio (%) 75.7% 75.2% 73.0% 73.7% 80.2% 72.1%
BOD expense (bp) 10 10 7 g 9 7
Loan to Deposit Ratio (%) 96% 96% 98% 99% 94% 96%
Return on Assets (bp) 0.75% 0.76% 0.80% 0.74% 0.47% 0.67%
Return on Equity (%) 9.1% 9.2% 9.4% 8.6% 5.7% 8.4%
Leverage Ratio (x) 12.0 1.8 1186 11.6 125 124
Number of Credit Unions 164 148 143 133 "7 108
MNumber of Building Societies 14 14 14 12 ik 1

Source: APRA, UBS estimates
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Table 2: Banks Financial Summary

ANZ CBA NAB WBC Majors
Recommendation Buy Neutral Neutral Neutral Under Weight
Share price (3) 24 November 2010 22.30 48.12 23.37 21.36
Price Target ($) 25.50 54.00 NA 24.00
Implied 2011E Price to Book (x) 18 23 NA 1.8 20
Implied 2011E PE (%) 10.4 12.1 NA 10.8 11.2
% Price Upside to Price Target 14% 12% NA 12% 14%
Valuations
PE (x)
2009 14.1 16.8 12.3 136 144
2010 11.5 127 1.0 1114 11.6
2011E 10.4 12.1 10.2 10.8 11.0
2012E 10.0 11.6 9.6 10.5 105
PE Relative to All Industrials (%)
2009 83 98 72 80 85
2010 78 85 74 75 78
2011E 76 88 74 79 80
2012E 79 9 75 83 83
PE Relative to Major Banks (%]
2009 98 116 85 95 na.
2010 99 109 94 96 na.
2011E 94 110 93 99 na.
2012E 95 110 9 100 n.a.
Price to Core Earnings (Pre-Prov'n Profit) (x)
2009 6.4 8.2 5.0 6.3 6.6
2010 6.6 74 56 6.6 6.6
2011E 6.4 it 5.6 6.9 6.7
2012E 6.2 74 5.4 6.5 6.5
Diluted EPS growth (%)
2009 13 AT7 -16.7 -18.8 -13.9
2010 230 328 17 225 234
2011E 10.9 49 74 25 6.2
2012E 33 41 6.9 33 43
Div Yield (%)
2009 46 47 6.2 54 5.2
2010 57 6.0 6.5 6.5 6.2
2011E 62 6.3 74 7.2 6.7
2012E 6.4 6.6 7.5 7.5 7.0
Price to Book (x)
2009 1.77 244 1.49 1.81 1.92
2010 1.72 2.18 1.46 1.67 1.79
2011E 1.59 206 1.37 1.59 1.69
2012E 1.48 1.91 1.29 1.51 158
Price to NTA (x)
2009 202 353 1.84 21 261
2010 215 3.02 1.85 238 241
2011E 1.95 2.78 1.70 2.2 2.21
2012E 1.79 250 1.57 2.05 2.02
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ANZ CBA NAB WBC Majors
Financials
Cash NPAT (UBS post prefs) ($m)
2009 3,639 4,348 3,676 4,827 16,290
2010 5,014 6,054 4,543 5879 21,490
2011E 5,654 6,455 4,948 6,133 23,189
2012E 5,891 6,832 5,369 6,411 24,502
Cash NPAT (Company format) ($m)
2009 3,772 4415 3,841 4627 16,655
2010 5,025 6,101 4,581 5879 21,586
2011E 5,664 6,501 4,986 6,133 23,283
2012E 5,901 6,878 5,407 6411 24,596
Cash EPS (fully diluted) (cps)
2009 158 287 191 157 na.
2010 194 380 213 192 na.
2011E 215 399 229 197 na.
2012E 222 415 245 203 na
Basic EPS (Company format} (cps)
2009 169 305 200 162 na.
2010 199 395 214 198 n.a.
2011E 221 416 230 204 na.
2012E 229 434 245 21 n.a.
Dividend (cps)
2009 102 228 146 116 n.a.
2010 126 290 152 139 n.a.
2011E 139 303 166 154 n.a.
2012E 143 316 175 161 na
Return on Equity (%)
2009 13.0 15.4 116 139 136
2010 155 187 13.5 16.2 16.2
2011E 16.4 18.3 14.0 15.8 16.3
2012E 158 17.8 14.1 15.5 15.9
Return on Assets (%)
2009 0.72 0.76 0.59 0.79 0.72
2010 0.95 097 0.75 0.99 0.92
2011E 1.02 1.00 0.76 0.99 0.95
2012E 0.98 099 0.75 0.98 093
Tier 1 (%)
2009 10.56 8.07 8.96 81 8.84
2010 10.10 9.15 8.91 9.09 9.30
2011E 10.30 9.80 9.18 947 9.70
2012E 1077 10.30 9.20 9.89 10.08
Core Tier 1 (%)
2009 8.96 6.35 6.82 6.57 7.10
2010 8.04 6.86 6.80 7.50 7.26
2011E 8.38 755 7.19 7.94 7.72
2012E 8.94 8.16 7.36 842 8.16
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ANZ CBA NAB WBC Majors
Key Earnings Drivers
Growth in Ave Interest Earning Assets (%)
2008 17.5 179 18.0 20.3 18.3
2009 9.2 237 10.4 45 206
2010 27 14.3 2.3 5.3 49
2011E 10.2 35 6.0 42 58
2011E 79 53 8.2 5.7 68
Margins (%)
2008 2.01 1.98 220 205 2.06
2009 230 2.06 2.16 2.3 22
2010 246 210 225 222 2.26
2011E 242 1.99 2.14 213 217
2012E 233 1.94 2.04 207 210
Non-Interest Income Growth (%)
2008 123 34 -12.5 1.5 0.6
2009 9.1 31 14.6 293 125
2010 9.0 8.4 8.8 04 27
2011E 1.1 32 1.7 20 6.5
2011E 71 6.0 9.7 6.3 71
Revenue Growth (%)
2008 9.4 82 53 95 7.8
2009 19.5 173 10.1 50.7 2.7
2010 9.8 13.3 1.3 0.9 55
2011E 9.2 01 39 07 33
2012E 5.0 38 5.1 4.0 44
Cost Growth (%)
2008 15.0 9.2 2.0 73 6.5
2009 9.0 11.0 6.8 38.2 147
2010 12.3 106 1.2 34 6.7
2011E 15.0 31 59 48 6.9
2012E 6.1 2.0 41 1.0 33
Cost to Income Ratio (%)
2008 473 48.9 47.3 439 469
2009 432 45.2 459 40.2 439
2010 441 451 470 41.2 443
2011E 46.5 46.5 479 429 458
2012E 470 457 47.5 417 453
Core Earnings Growth
2008 43 72 128 1.3 9.0
2009 289 233 129 60.5 298
2010 8.0 157 -3.3 0.8 46
2011E 47 -2.3 22 2.1 04
2012 40 54 6.0 6.2 54
BDD charge/loans (bp)
2008 56 25 63 30 44
2009 88 63 89 7 77
2010 50 41 51 30 43
2011E 35 24 38 19 28
2012E 34 23 34 20 27

Source: Company data, UBS estimates
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Chart 15: Sector Dividend Yield (%)
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Chart 11:Sector Price to Pre-Provision Profits (x)
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Chart 13: Sector Price to Book Ratio (x)
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Stock Valuations and Pricing
Chart 17: ANZ PE Relative to the Major Banks (%)

Chart 18: ANZ Price to Book (x) vs Return on Equity (%)
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Chart 19: CBA PE Relative to the Major Banks (%) Chart 20: CBA Price to Book (x) vs Return on Equity (%)
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Chart 21: NAB PE Relative to the Major Banks (%) Chart 22: NAB Price to Book (x) vs Return on Equity (%)
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Chart 23: WBC PE Relative to the Major Banks (%) Chart 24: WBC Price to Book (x) vs Return on Equity (%)
130% Price to Book (x)
4.0 5
120% 35 2007
EXPENSIVE
110% 4 il 0
254 =
100% - 204
1.5 4
90% A 1.0 201, Lol
202
80% ™TrrTrrer—rrrrrr-Tr T T T 054 :
FILLE5FFSz93IBEES8 2 0.0 T ; T T T T .
i s e e e e B e il e € T R
E88888888388888883888 0 12 0w % 18 A 2 a0
WBC PE Relative Sector —— WBC ROE vs P/Book
Source: Company data, UBS estimates Source: Company data, UBS estimates

uBs 11



Australian Banking Sector Update 24 November 2010

m Statement of Risk

Australian banks are large, highly leveraged financial institutions operating
across a number of markets, and as such are subject to the risk of changes in the
general business and economic conditions within these markets. A change in
these conditions could include changes in interest rates, inflation, unemployment,
monetary supply, exogenous shock, changes in foreign exchange rates, and the
health of the general economy. The banks also face the risk of regulatory
changes and increased competition which could affect the profitability of the
sector. A key risk that financial institutions face is associated with extending
credit to other partics. Less favourable business conditions could cause potential
losses from loans to increase putting pressure on the group’s capital. The bank
sector also faces operational risk from operating such large and complex
businesses.

m Analyst Certification

Each research analyst primarily responsible for the content of this research
report, in whole or in part, certifies that with respect to cach security or issuer
that the analyst covered in this report: (1) all of the views expressed accurately
reflect his or her personal views about those securities or issuers; and (2) no part
of his or her compensation was, is, or will be, directly or indirectly, related to
the specific recommendations or views expressed by that research analyst in the
research report.
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Required Disclosures

This report has been prepared by UBS Securities Australia Ltd, an affiliate of UBS AG. UBS AG, its subsidiarics,
branches and affiliates are referred to herein as UBS.

For information on the ways in which UBS manages conflicts and maintains independence of its research product;
historical performance information; and certain additional disclosures concerning UBS rescarch recommendations,
please visit www.ubs.com/disclosurcs. The figures contained in performance charts refer to the past; past performance is

not a reliable indicator of future results. Additional information will be made available upon request.

UBS Investment Research: Global Equity Rating Allocations

UBS 12-Month Rating Rating Category Coverage' IB Services®
Buy Buy 51% 37%
Neutral Hold/Neutral 40% 33%
Sell Sell 9% 22%
UBS Short-Term Rating Rating Category Coverage® IB Services®
Buy Buy less than 1% 20%
Sell Sell less than 1% 0%

1:Percentage of companies under coverage globally within the 12-month rating category.
2:Percentage of companies within the 12-month rating category for which investment banking (IB) services were provided within

the past 12 months.

3:Percentage of companies under coverage globally within the Short-Term rating category.
4:Percentage of companies within the Short-Term rating category for which investment banking (IB) services were provided

within the past 12 months.

Source: UBS. Rating allocations are as of 30 September 2010.
UBS Investment Research: Global Equity Rating Definitions

UBS 12-Month Rating

Definition

Buy FSR is > 6% above the MRA.

Neutral FSR is between -6% and 6% of the MRA.

Sell FSR is > 6% below the MRA.

UBS Short-Term Rating Definition

Buy Buy: Stock price e?(pected to rise within three months from the time the rating was assigned
because of a specific catalyst or event.

Sell Sell: Stock price expected to fall within three months from the time the rating was assigned

because of a specific catalyst or event.

uBs 13
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KEY DEFINITIONS

Forecast Stock Return (FSR) is defined as expected percentage price appreciation plus gross dividend yield over the next 12
months.

Market Return Assumption (MRA) is defined as the one-year local market interest rate plus 5% (a proxy for, and not a
forecast of, the equity risk premium).

Under Review (UR) Stocks may be flagged as UR by the analyst, indicating that the stock’s price target and/or rating are
subject to possible change in the near term, usually in response to an event that may affect the investment case or valuation.
Short-Term Ratings reflect the expected near-term (up to three months) performance of the stock and do not reflect any
change in the fundamental view or investment case.

Equity Price Targets have an investment horizon of 12 months.

EXCEPTIONS AND SPECIAL CASES

UK and European Investment Fund ratings and definitions are: Buy: Positive on factors such as structure, management,
performance record, discount; Neutral: Neutral on factors such as structure, management, performance record, discount; Sell:
Negative on factors such as structure, management, performance record, discount.

Core Banding Exceptions (CBE): Exceptions to the standard +/-6% bands may be granted by the Investment Review
Committee (IRC). Factors considered by the IRC include the stock’s volatility and the credit spread of the respective company's
debt. As a result, stocks deemed to be very high or low risk may be subject to higher or lower bands as they relate to the rating.
When such exceptions apply, they will be identified in the Company Disclosures table in the relevant research piece.

Research analysts contributing to this report who are employed by any non-US affiliate of UBS Securities LLC are not
registered/qualified as research analysts with the NASD and NYSE and therefore are not subject to the restrictions contained in
the NASD and NYSE rules on communications with a subject company, public appearances, and trading securities held by a
research analyst account. The name of each affiliate and analyst employed by that affiliate contributing to this report, if any,
follows.

UBS Securities Australia Ltd: Jonathan Mott; Chris Williams, CFA; Adam Lee.

Company Disclosures

Company Name Reuters 12-mo rating Short-term rating Price Price date

ANZ Banking Group® %5116 ANZ.AX Buy N/A A$22.34 23 Nov 2010

ﬁggggg}f’f@i‘% Aot CBA.AX Neutral N/A A$48.18 23 Nov 2010

National Australia Bank® 51316 NAB.AX Suspended N/A A$23.56 23 Nov 2010
: Z dEig

Westpac Banking Corporation WBC.AX Neutral N/A A$21.31 23 Nov 2010

Source: UBS. All prices as of local market close.
Ratings in this table are the most current published ratings prior to this report. They may be more recent than the stock pricing

date

2! UBS AG, its affiliates or subsidiaries has acted as manager/co-manager in the underwriting or placement of securities of
this company/entity or one of its affiliates within the past 12 months.
4, Within the past 12 months, UBS AG, its affiliates or subsidiaries has received compensation for investment banking

services from this company/entity.

5a. UBS AG, Australia Branch or an affiliate expect to receive or intend to seek compensation for investment banking
services from this company/entity within the next three months.

5b.  UBS AG, its affiliates or subsidiaries expect to receive or intend to seek compensation for investment banking services
from this company/entity within the next three months.

6. This company/entity is, or within the past 12 months has been, a client of UBS Securities LLC, and investment banking
services are being, or have been, provided.

13.  UBS AG, its affiliates or subsidiaries beneficially owned 1% or more of a class of this company’s common equity
securities as of last month's end (or the prior month’s end if this report is dated less than 10 days after the most recent
month’s end).

16.  UBS Securities LLC makes a market in the securities and/or ADRs of this company.
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Unless otherwise indicated, please refer to the Valuation and Risk sections within the body of this report.
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National Australia Bank (A$)
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Note: On August 4, 2007 UBS revised its rating system. (See 'UBS Investment Research: Global Equity Rating Definitions' table
for details). From September 9, 2006 through August 3, 2007 the UBS ratings and their definitions were: Buy 1 = FSR is > 6%
above the MRA, higher degree of predictability; Buy 2 = FSR is > 6% above the MRA, lower degree of predictability; Neutral 1 =
FSR is between -6% and 6% of the MRA, higher degree of predictability; Neutral 2 = FSR is between -6% and 6% of the MRA,
lower degree of predictability; Reduce 1 = FSR is > 6% below the MRA, higher degree of predictability; Reduce 2 = FSR is > 6%
below the MRA, lower degree of predictability. The predictability level indicates an analyst's conviction in the FSR. A
predictability level of '1' means that the analyst's estimate of FSR is in the middle of a narrower, or smaller, range of possibilities.
A predictability level of '2' means that the analyst's estimate of FSR is in the middle of a broader, or larger, range of possibilities.
From October 13, 2003 through September 8, 2006 the percentage band criteria used in the rating system was 10%.

UBS 16



Australian Banking Sector Update 24 November 2010

Global Disclaimer

This report has been prepared by UBS Securities Australia Ltd, an affiliate of UBS AG. UBS AG, its subsidiaries, branches and affiliates are referred to herein as UBS. In certain countries, UBS
AG is referred to as UBS SA.

This repart is for distribution only under such circumstances as may be permitted by applicable law. Nothing in this report constitutes a rep ion that any i strategy or
recommendation contained herein is suitable or appropriate to a recipient's individual circ a5 or otherwise constitutes a personal recommendation. It is published solely for information
purposes, it does not constitute an advertisement and is not to be construed as a solicitation or an offer to buy or sell any securities or related financial instruments in any jurisdiction. No
representation or warranty, either express or implied, is provided in relation to the accuracy, completeness or reliability of the information contained herein, except with respect to information
concerning UBS AG, its subsidiaries and affiliates, nor is it intended to be a ph i it or y of the securities, markets or develop s to in the report. UBS does not
undertake that investors will abtain profits, nor will it share with investors any investment profits nor accept any liability for any i tment losses. | s invelve risks and investors should
exercise prudence in making their investment decisions. The report should not be regarded by recipients as 2 substitute for the exercise of their own judgement. Past performance is not
necessarily & guide to future performance. The value of any investment or income may go down as well as up and you may not get back the full amount invested. Any opinions expressed in this
report are subject to change without notice and may differ or be contrary to opinions expressed by other business areas or groups of UBS as a result of using different assumptions and criteria,
Research will initiate, update and cease coverage solely at the discretion of UBS Investment Bank Research Management. The analysis contained herein is based on numerous assumptions.
Different assumptions could result in materially different results. The analyst{s) responsible for the preparation of this report may interact with trading desk personnel, sales personnel and other
constituencies for the purpose of gathering, synthesizing and interpreting market information. UBS is under no obligation to update or keep current the information contained herein. UBS relies
on information barriers to control the flow of information contained in one or more areas within UBS, into other areas, units, groups or affiliates of UBS. The compensation of the analyst who
prepared this report is determined exclusively by research management and senior management (not including investment banking). Analyst compensation is not based on investment banking
revenues, however, compensation may relate to the revenues of UBS Investment Bank as a whole, of which investment banking, sales and trading are a part.

The securities described herein may not be eligible for sale in all jurisdictions or to certain categories of investors. Options, derivative products and futures are not suitable for all investors, and
trading in these instruments is considered risky. Mortgage and asset-backed securiies may involve a high degree of risk and may be highly volafile in response to fluctuations in interest rates
and other market conditions. Past performance is not necessarily indicative of future results. Foreign currency rates of exchange may adversely affect the value, price or income of any security
or related instrument mentioned in this report. For investment advice, trade execution or other enquiries, clients should contact their local sales representative. Neither UBS nor any of its
affiliates, nor any of UBS' or any of its affilistes, directors, employees or agents accepts any liability for any loss or damage arising out of the use of all or any part of this report. For financial
instruments admitted to trading on an EU regulated market: UBS AG, its affiliates or subsidiaries (excluding UBS Securities LLC andfor UBS Capital Markets LP)} acts as a market maker or
liquidity provider (in accordance with the interpretation of these terms in the UK) in the financial instruments of the issuer save that where the activity of liquidity provider is caried out in
accordance with the definition given to it by the laws and regulations of any other EU jurisdictions. such information is separately disclosed in this research report. UBS and its affiliates and
employeas may have long or short positions, trade as principal and buy and sell in instruments or derivatives identified herein.

Any prices stated in this report are for information purposes only and do not represent valuations for individual securities or other instruments. There is no representation that any transaction
can or could have been effected at those prices and any prices do not necessarily reflect UBS's intemal books and records or theoretical model-based valuations and may be based on certain
assumptions. Different assumptions, by UBS or any other source, may yield substantially different results.

United Kingdom and the rest of Europe: Except as otherwi pecified herein, this material is communicated by UBS Limited, a subsidiary of UBS AG, to persons who are eligible
counterparties or professional clients and is enly available to such persons. The information contained herein does not apply to, and should not be relied upon by, retail clients. UBS Limited is
authorised and regulated by the Financial Services Authority (FSA). UBS research complics with all the FSA requirements and laws concerning disclosures and these are indicated on the
research where applicable. France: Prepared by UBS Limited and distributed by UBS Limited and UBS Securities France SA. UBS Securties France S.A. is regulated by the Autorité des
Marches Financiers (AMF). Where an analyst of UBS Securities France S.A. has contributed to this report, the report is also deemed to have been prepared by UBS Securities France S.A
Germany: Prepared by UBS Limited and distributed by UBS Limited and UBS Deutschland AG. UBS Deutschland AG is regulated by the Bund fur Finanzdienstle: icht
(BaFin). Spain: Prepared by UBS Limited and distributed by UBS Limited and UBS Securities Espafia SV, SA, UBS Securities Espafia SV, SA is regulated by the Comision Nacional de
Mercado de Valores (CNMV), Turkey: Prepared by UBS Menkul Degerler AS on behalf of and distibuted by UBS Limited. Russia: Prepared and distributed by UBS Securities CJSC.
Switzerland: Distributed by UBS AG to persons who are institutional investors only. italy: Prepared by UBS Limited and distributed by UBS Limited and UBS ltalia Sim §.p.A.. UBS ltalia Sim
S.p.A. is reguiated by the Bank of Italy and by the Commissione Nazionale per le Societa e |a Borsa (CONSOB). Where an analyst of UBS Italia Sim S.p.A. has coniributed to this report, the
report is also deemed to have been prepared by UBS Italia Sim S.p.A.. South Africa: UBS South Africa (Pty) Limited (Registration No. 1995/011140/07) is a member of the JSE Limited, the
South African Futures Exchange and the Bond Exchange of South Africa. UBS South Africa (Pty) Limited is an authorised Financial Services Provider. Details of its postal and physical address
and a list of its directors are available on request or may be accessed at http:www ubs.co.za. United States: Distributed to US persons by either UBS Securities LLC or by UBS Financial
Services Inc., subsidiaries of UBS AG; or by a group, subsidiary or affiliate of UBS AG that is not registered as a US broker-dealer (2 ‘non-US affiliate’), to major US institutional investors only.
UBS Securities LLC or UBS Financial Services Inc. accepts responsibility for the content of a report prepared by another non-US affiliate when distributed to US persons by UBS Securities LLC
or UBS Financial Services Inc. All fransactions by a LIS person in the securiies mentioned in this report must be effected through UBS Securities LLC or UBS Financial Services Inc., and not
through a non-US affiliate. Canada: Distributed by UBS Securities Canada Inc., a subsidiary of UBS AG and a member of the principal Canadian stock exchanges & CIPF. A statement of its
financial condition and a list of its directors and senior officers will be provided upon request. Hong Kong: Distributed by UBS Securities Asia Limited. Singapore: Distributed by UBS Securities
Pte. Ltd [mica (p) 039/11/2008 and Co. Reg. No.: 198500848C] or UBS AG, Singapore Branch. Please contact UBS Securities Pte Ltd, an exempt financial advisor under the Singapore
Financial Advisers Act (Cap. 110); or UBS AG Singapore branch, an exempt financial adviser under the Singapore Financial Advisers Act (Cap. 110) and a wholesale bank licensed under the
Singapore Banking Act (Cap. 18) regulated by the Monetary Authority of Singapore, in respect of any matters arising from, or in connection with, the analysis or report. The recipient of this
report represent and warrant that they are accredited and institutional investors as defined in the Securiies and Futures Act (Cap. 289). Japan: Distributed by UBS Securities Japan Lid to
institutional investors only. Where this report has been prepared by UBS Securiies Japan Lid, UBS Securities Japan Ltd is the author, publisher and distributor of the report. Australia:
Distributed by UBS AG (Holder of Australian Financial Services License No. 231087) and UBS Securities Australia Ltd (Holder of Australian Financial Services License No. 231098) only to
“Wholesale' clients as defined by s761G of the Corporations Act 2001. New Zealand: Distributed by UBS New Zealand Lid. An investment adviser and investment broker disclosure statement
is available on request and free of charge by writing to PO Box 45, Auckland, NZ. Dubai: The research prepared and distributed by UBS AG Dubai Branch, is intended for Professional Clients
only and is not for further distribution within the United Arab Emirates. Korea: Distributed in Korea by UBS Securities Pte. Lid., Seoul Branch. This report may have been edited or contributed
to from time to time by affiliates of UBS Securiies Pte. Lid., Seoul Branch. Malaysia: This material is authorized to be distributed in Malaysia by UBS Securities Malaysia Sdn. Bhd (253825-x).

The disclosures contained in research reports produced by UBS Limited shall be governed by and construed in accordance with English law,

UBS specifically prohibits the redistribution of this material in whole or in part without the written permission of UBS and UBS accepts no liability whatscever for the actions of third parties in this
respect. Images may depict objects or elements which are protected by third party copyright, trademarks and other intellectual property rights. @ UBS 2010. The key symbol and UBS are
amang the registered and unregistered trademarks of UBS. All rights reserved.
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Return on Equity of the Banks compared to other leading Australian Companies - FY10
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