VALUE.ABLE Roger Montgomery

SECTOR BANKING

Profit pool set to shrink

Greater use of technology could have a bigger impact than misconduct revelations

ith reporting season out of the
way, it’s necessary to revisit the
most widely held sub-sector of

the market for private investors - the
banks. The royal commission has monopo-
lised the headlines and there are likely to
be some enduring implications for the
major banks in terms of increased regula-
tion and potentially some brand damage.

However, the challenges extend well
beyond the royal commission implications.
One issue we believe receives little focus
but has major implications for long-term
returns is the potential for technology to
dramatically change the cost of financial
products over the next five years.

A large proportion of the labour costs
relate to the middle and back office pro-
cessing of transactions, which despite the
heavy investment by the banks in technolo-
gy over the past five years remains a very
manual process. Improvements in the capa-
bilities of technology through continued
advancement of artificial intelligence will
progressively provide an alternative to
manual processing of transactions, leading
to significant improvements in speed and
areduction in errors and costs.

Given the scalability of technology rela-
tive to human labour, cost bases become
more “fixed” rather than “variable”. This
could radically change the competitive
dynamics because the incremental profit
generated from the extra dollar of revenue
is significantly higher in a business with
a predominantly technology-delivered
product base. A shift from pricing products
on the basis of average costs to marginal/
incremental costs could see the price of
financial products fall dramatically, materi-
ally reducing the profit pool for the industry.

Before reading each bank’s comments,
keep in mind that we believe Westpac and
NAB are trading slightly below intrinsic
value but better value may yet emerge.

Roger Montgomery is the founder and
CIO at the Montgomery Fund. For his book,
Value.able, see rogermontgomery.com.
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And while the decision to

leave rates unchanged may win the bank some
shares, it is unlikely to be enough to offset the
broader pressure on margins and credit growth
from an overextended household sector.
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