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Foreword

Foreword

Background to this Inquiry

On 20 November 2013, the Treasurer, the Hon. Joe Hockey MP, released a draft terms
of reference for the Financial System Inquiry (the Inquiry) for consultation with
interested stakeholders.

After completing this consultation process on 20 December 2013, the Treasurer
released a final terms of reference (at Appendix 1) and appointed a Committee,
independent of Government, to undertake this task. The Committee comprises:

. Mr David Murray AO (chair)
. Professor Kevin Davis

. Mr Craig Dunn

. Ms Carolyn Hewson AO

. Dr Brian McNamee AO

The Committee is charged with examining how the financial system could be
positioned to best meet Australia’s evolving needs and support Australia’s economic
growth.

In March 2014, the Treasurer also appointed an International Advisory Panel (the
Panel) to provide an expert international perspective on issues relevant to the Inquiry.
The Panel comprises: Sir Michael Hintze AM (London), Dr David Morgan AO
(London), Ms Jennifer Nason (New York) and Mr Andrew Sheng (Hong Kong).

The Treasurer tasked the Committee with producing an Interim Report for

consultation with stakeholders in mid-2014, before providing a Final Report in
November 2014.

Xi
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Consultation

The Inquiry has taken a consultative approach to its task. Submissions for a first round
of consultations, based on the Terms of Reference, opened on 30 January 2014 and
closed on 31 March 2014. As part of this process, the Inquiry received over 280
submissions. Appendix 3 provides a list of stakeholders who lodged first round
submissions.

In addition, the Inquiry has participated in more than 100 meetings with interested
stakeholders to gather information, seek alternative perspectives and discuss policy
issues in depth. This included Committee members meeting with a large range of
domestic stakeholders on a bilateral basis, including financial institutions, businesses,
academics, consumer groups and regulators. The Committee also met with the Panel
and international regulators.

The Committee would like to thank all stakeholders who have freely given their time
to assist the Inquiry in its task so far.

This consultation process, which has gathered both policy issues and stakeholder
views on market-related opportunities and challenges, has been the primary source of
information in preparing this Interim Report.

Through this Interim Report, the Inquiry is now calling for a second round of
submissions to gather further evidence, check the validity of observations and test
potential policy options. For information on how to make a submission, please refer to
www.fsi.gov.au.

Submissions are requested by Tuesday, 26 August 2014.

Scope of Interim Report

The purpose of this Interim Report is to elicit comments from interested stakeholders
to inform the Final Report to the Treasurer. The Interim Report does not make
recommendations, nor does it describe the final view of the Inquiry.

Each chapter of the Interim Report makes a number of observations on the Australian
financial system, as summarised in the Executive Summary. These observations reflect
the Inquiry’s current judgement, based on available evidence. The Inquiry welcomes
additional evidence from interested stakeholders to either support or contest these
observations.

The observations do not cover all the issues raised in submissions or consultations. By
necessity, the Inquiry has had to prioritise issues. Even so, the range of topics covered

Xii
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in the Interim Report remains broad. Stakeholders are encouraged to provide feedback
on whether other issues are of greater priority than those covered in the Interim Report
and which issues should be the focus of the Final Report.

Reflecting the observations made, the Interim Report also includes a range of possible
policy options mentioned throughout each chapter. The Inquiry seeks evidence of the
costs and benefits of these options, including the option of ‘no change’ or other policy
alternatives. As mentioned above, these policy options are not the Inquiry’s draft
recommendations. In most cases, the Inquiry has chosen to put forward a spectrum of
policy options, rather than a single suggested option.

In considering reforms, the Inquiry is mindful that no system is perfect and preferred
outcomes will not always be practical or cost effective to achieve. The Inquiry’s final
recommendations will reflect the Committee’s judgement, based on the evidence
provided, that the change will deliver a better balance of policy outcomes than the
status quo.

The Inquiry recognises other processes may be best placed to consider certain subjects
in further detail, including through concurrent Inquiry processes such as the Tax
White Paper and the Competition Policy Review.

The Inquiry also notes that, concurrent with the preparation of this report, the Senate
has been examining the performance of the Australian Securities and Investments
Commission. The Senate Committee’s Report contained a large number of
recommendations relevant to the work of this Inquiry. The Senate Report was issued at
the time the Interim Report was being finalised for printing. The findings of the Senate
Report will be carefully examined by this Inquiry in the lead-up to its Final Report.

Most chapters also include a number of specific questions where additional
information would be appreciated to assist in preparing the Final Report and making
final recommendations.

Next steps

Following its release of the Interim Report, the Inquiry will continue to engage actively
with stakeholders. In addition to receiving formal submissions, Committee members
and secretariat staff will undertake a range of consultation processes, including public
forums and domestic and international stakeholder meetings.

Over the remainder of the available time, the Inquiry will further focus its attention on

those issues of the highest priority, gathering more evidence to make informed,
practical policy recommendations to the Treasurer in November.
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Executive Summary

Executive Summary

Objectives and principles

This Inquiry’s objective is to assess, and make recommendations on, how the financial
system can most effectively help the Australian economy be productive, grow and
meet the financial needs of Australians.

To meet this objective, the Inquiry considers that the financial system must satisfy
three principles: efficiently allocate resources and risks, be stable and reliable, and be
fair and accessible. These three principles underpin the following analysis.

The Inquiry’s initial assessment

Based on the input of submissions, regulators and international perspectives, the
Inquiry’s initial assessment is that, to date, the Australian financial system has
performed reasonably well in meeting the financial needs of Australians and
facilitating productivity and economic growth.

Indeed, many areas of the financial system are operating effectively and do not require
substantial change. Those areas are not the focus of this Interim report.

However, there is no room for complacency. The Australian economy will face a
number of opportunities and challenges in the coming decades. Each of these has
implications for the financial system:

* Future financial crises: History has demonstrated that financial crises can and will
occur at significant cost to the economy. Although we cannot predict their cause or
timing, our financial system framework should reduce the likelihood and impact of
such events.

» Fiscal pressures: The Commonwealth’s fiscal position will continue to come under
long-term pressure, particularly from the effect of an ageing population.

* Productivity growth: On its current trajectory, productivity growth will not be able
to sustain the same rate of income growth experienced over the past decade. The
financial system has an important role to play in facilitating higher productivity
growth through funding the economy more efficiently, including funding new
businesses and using new technology.
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* Technology change: The rapid pace of technology change has already had a
significant impact on both consumers” interaction with the financial system and
how the system functions. Although difficult to predict, future changes will present
both opportunities and risks for the financial system and are expected to continue
to have a significant impact.

* International integration: Although Australia’s key financial relationships remain
with Europe and the United States, the weight of global economic activity is
shifting towards Asia. This trend presents opportunities and risks for Australia.

In analysing how well the Australian financial system is prepared to meet these
challenges, the Inquiry has identified nine priority issues facing the system, as
outlined in the diagram below.

The Inquiry makes a number of observations related to each issue. These observations
are based on the evidence presented to the Inquiry through the consultation and
submission process as well as the Inquiry’s judgement. In most cases, these
observations reflect areas where submissions suggest the performance of the system
may be improved in some way.

XVi



Executive Summary

The Inquiry seeks additional evidence from interested stakeholders to support, or
contest, these observations.

Based on these observations, the Inquiry puts forward a range of possible policy
options for consultation. These policy options should not be considered as draft
recommendations. The Inquiry has sought to consult on a broad range of policy
options to ensure informed practical policy recommendations in the Final Report.

The Inquiry seeks evidence on the costs, benefits and trade-offs of these options
from stakeholders, including the option of ‘no change’ or alternative options.

The remainder of the executive summary outlines the Inquiry’s observations and
possible policy options for stakeholder feedback.

Growth and consolidation

Since the Wallis Inquiry, the financial system as a whole has grown significantly,
especially the superannuation sector. The system has also seen considerable
consolidation and integration, particularly in banking.

Against this backdrop of growth and consolidation, and noting the consequences of
the global financial crisis (GFC), the Inquiry observes several issues, including
opportunities for improvement in competition and contestability, distortions in
funding flows, and issues with the efficiency and policy settings of the superannuation
system.

Competition and contestability

Competition is the cornerstone of a well-functioning financial system, driving efficient
outcomes for price, quality and innovation.

Most sectors of the Australian financial system are concentrated, with that
concentration generally increasing since the Wallis Inquiry. Banking, payments,
financial market infrastructure (FMI) and personal general insurance have a relatively
high degree of market concentration. However, competition can be strong between
players in a concentrated market. Indeed, market concentration can be a by-product of
competition, if more efficient firms grow at the expense of their less efficient
competitors.
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Observation

The banking sector is competitive, albeit concentrated. The application of capital
requirements is not competitively neutral. Banks that use internal ratings-based
(IRB) risk weights have lower risk weights for mortgage lending than smaller
authorised deposit-taking institutions (ADIs) that use standardised risk weights,
giving the IRB banks a cost advantage.

On balance, the Inquiry considers that the banking sector is competitive. The net
interest margins of the major banks are around historic lows, and their average return
on equity is comparable to those achieved by other large Australian companies.
However, although the banking sector as whole appears competitive, the level of
competition may vary across individual banking markets.

Risk weights affect the extent to which a bank must fund its assets using regulatory
capital rather than potentially cheaper deposits and wholesale debt. The IRB banks
have lower risk weights for mortgage lending than standardised ADIs, although the
advantage is less clear in relation to other asset classes. This provides the IRB banks
with a cost advantage for mortgage lending. However, the extent of the disadvantage
would vary between ADIs, depending on the riskiness of their assets, as well as over
time.

Large banks derive funding advantages from their size and sophisticated risk
management systems. However, some submissions argue that large banks also benefit
from a funding advantage because they are perceived as being too-big-to-fail. The
Inquiry considers the best way to deal with any potential competitive advantage
arising from these perceptions is to directly address the systemic risks posed by large
banks.

During the GFC, the residential mortgage-backed securities (RMBS) market became
dislocated and the cost of RMBS funding increased. Since then, the market has started
to recover, although not back to pre-GFC levels. There is little evidence that the current
state of the RMBS market and the associated deterioration in the competitive position
of smaller ADIs and non-bank lenders relate to an ongoing market failure.
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The Inquiry would value views on the costs, benefits and trade-offs of the
following policy options or other alternatives:

* No change to current arrangements.

» Assist ADIs that are not accredited to use IRB models in attaining IRB
accreditation, increase minimum IRB risk weights, introduce a tiered system of
standardised risk weights, lower standardised risk weights for mortgages or
allow smaller ADIs to adopt IRB modelling for mortgages only.

* Provide direct Government support to the RMBS market, or allow RMBS to be
treated as a high-quality liquid asset for the purpose of the liquidity coverage
ratio.

Observation

Regulation of credit card and debit card payment schemes is required for
competition to lead to more efficient outcomes. However, differences in the
structure of payment systems have resulted in systems that perform similar
functions being regulated differently, which may not be competitively neutral.

The Inquiry considers that interchange fee caps have improved the functioning of
four-party payment schemes. They have reduced merchant service fees. Although
difficult to measure, the caps have also most likely reduced cross-subsidisation from
customers who use low-cost payment mechanisms, such as cash, to those who use
high-cost payment schemes.

However, payment systems of similar economic substance should be regulated

consistently. Arguably four-party interchange fees, companion card service fees and
incentive payments under all schemes are equivalent in economic substance.
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The Inquiry would value views on the costs, benefits and trade-offs of the
following policy options or other alternatives:

* No change to current arrangements.

» Lower interchange fee caps, ban interchange fees, expand interchange fee caps to
include payments of similar economic substance, or remove interchange fee caps.

» Cap merchant service fees or cap differences in interchange service fees between
small and large merchants.

* Require acquirers to enable merchants to choose which scheme to route
transactions through, and provide merchants and customers with real time
pricing information regarding interchange fees and merchant service fees.

* Allow schemes to reintroduce ‘no surcharge’ rules, broaden the ban on ‘no
surcharge’ rules, or enforce reasonable cost recovery in customer surcharging.

The Competition chapter also seeks information on the following topics:
* Competition in small- and medium-sized enterprise (SME) and personal lending
* Vertical integration in the banking sector

Funding Australia’s economic activity

The efficiency with which Australia’s financial system allocates funding and risk in the
economy affects Australia’s economic growth and long-term living standards.
Although it is difficult to assess allocative efficiency, it is likely that distortions are
hampering the operation of price mechanisms that would otherwise promote an
efficient allocation of funding and risk. The Inquiry has identified three main sources
of distortions: taxation, regulation and market imperfections.

Observation

Ongoing access to foreign funding has enabled Australia to sustain higher growth
than otherwise would have been the case. The risks associated with Australia’s use
of foreign funding can be mitigated by having a prudent supervisory and regulatory
regime and sound public sector finances.

Australia has been a net importer of foreign funds for much of its history and has
therefore recorded persistent current account deficits. Used productively, additional
investment increases the economy’s growth potential.
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Observation

There are structural impediments for small- and medium-sized enterprises to access
finance. These impediments include information asymmetries, regulation and
taxation.

Financing constraints can limit a firm’s development and ability to transform ideas
into technical advances. This can affect broader job creation, productivity and
economic growth.

Information asymmetries are the most significant structural factor contributing to the
higher cost and lower availability of credit for SMEs. Lenders typically will have
limited knowledge about a new borrower’s financial position, the financial
performance of the business and the financial behaviour of the business owner.

The Inquiry would value views on the costs, benefits and trade-offs of the
following policy options or other alternatives:

* No change to current arrangements.

* Facilitate development of a small- and medium-sized enterprise finance database
to reduce information asymmetries between lenders and borrowers.

Observation

Australia has an established domestic bond market, although a range of regulatory
and tax factors have limited its development.

Traditionally, private non-financial corporations have made relatively little use of the
domestic bond market. A more developed and accessible corporate bond market
would provide corporates with more funding options and allow investors to better
diversify their portfolios.

Corporate issuers face impediments in making public offers of listed corporate bonds,

particularly to retail investors. Reducing such impediments would likely increase
investor demand for domestic corporate bonds.
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The Inquiry would value views on the costs, benefits and trade-offs of the
following policy options or other alternatives:

* No change to current arrangements.

» Allow listed issuers (already subject to continuous disclosure requirements) to
issue ‘vanilla” bonds directly to retail investors without the need for a
prospectus.

* Review the size and scale of corporate “vanilla’ bond offerings that can be made
without a prospectus where the offering is limited to 20 people in 12 months up

to a value of $2 million, or for offers of up to $10 million with an offer
information statement.

The Inquiry has identified a number of tax issues that affect the allocation of funding
and risk in the economy.

Certain tax and regulatory settings distort households’ saving decisions towards
housing, for both owner-occupiers and investors. Tax incentives also encourage
investors to use more leverage than otherwise might be the case.

Since the Wallis Inquiry, the increase in housing debt and banks” more concentrated
exposure to mortgages mean that housing has become a significant source of systemic
risk.

A number of other taxes may materially affect the demand for, and supply of, funding
for particular sectors and the broader allocation of funding and risk. Details of tax
issues raised in the report are in Appendix 2 (Tax Summary).

The Funding chapter also seeks information on the following topics:

* Australia’s insolvency regime

* Infrastructure financing

* Impact investment and social impact bonds

* The banking system

* Superannuation

* Equity financing
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Superannuation efficiency and policy settings

Principally as a result of Government policy, the superannuation system is large and
growing rapidly. It is an important source of funding for long-term capital formation,
which is important for national productivity growth.

Observation

There is little evidence of strong fee-based competition in the superannuation sector,
and operating costs and fees appear high by international standards. This indicates
there is scope for greater efficiencies in the superannuation system.

Notwithstanding the difficulties in comparing fees and costs across funds, Australia’s
superannuation sector has some of the highest operating costs among Organisation for
Economic Co-operation and Development countries. The decline in fees over the past
decade is modest, given the economies of scale that the sector has achieved. That said,
high allocations to growth and alternative assets contribute to these costs, but they can
also deliver higher after-fee returns to members.

In general, competition has led to feature-rich, but more costly, superannuation
products, in part reflecting that many consumers are not fee sensitive. It is too early to
assess the effect of recent reforms to default arrangements (MySuper) on fees. There is
an opportunity for fees to fall significantly over time, with further expected increases
in scale and increased competition for MySuper products.

High demand for liquidity from superannuation funds may be reducing after-fee
returns to members. The mandatory inter-fund portability timeframe of three days is
contributing to higher allocations to liquid assets than the system requires.

It remains unclear whether funds are chasing short-term returns and, if so, whether

this is contributing to lower after-fee returns, as well as to what extent more individual
tailoring of asset allocations would produce net benefits to members.
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The Inquiry would value views on the costs, benefits and trade-offs of the
following policy options or other alternatives:

* No change to current arrangements and review the effectiveness of the MySuper

regime in due course.

» Consider additional mechanisms to MySuper to achieve better results for
members, including auctions for default fund status.

* Replace the three-day portability rule:

- With a longer maximum time period or a staged transfer of members’
balances between funds, including expanding the regulator’s power to extend
the maximum time period to the entire industry in times of stress.

- By moving from the current prescription-based approach for portability of
superannuation benefits to a principles-based approach.

Observation

If allowed to continue, growth in direct leverage by superannuation funds, although
embryonic, may create vulnerabilities for the superannuation and financial systems.

The general lack of leverage in the superannuation system is a major strength of the
financial system. Although direct leverage in superannuation is small, the current
ability to borrow directly may, over time, erode this strength and create new risks to
the financial system.

The Inquiry would value views on the costs, benefits and trade-offs of the
following policy options or other alternatives:

Restore the general prohibition on direct leverage in superannuation on a
prospective basis.

Observation

Superannuation policy settings lack stability, which adds to costs and reduces
long-term confidence and trust in the system.

Constant change in superannuation and retirement income policy settings imposes
costs on superannuation funds, which are ultimately paid by members. As
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superannuation is a long-term savings vehicle, change can also undermine confidence
and trust in the system.

To ensure policy stability, the system needs to achieve, and be seen to achieve, its
objectives efficiently and equitably, and the fiscal cost needs to be sustainable. Some
evidence casts doubt over whether current policy settings will stand the test of time.
The Superannuation chapter also seeks information on the following topics:

* Mechanisms to drive down fees

* Vertical integration

+ Tailoring asset allocation and the focus on short-term returns

* Active asset management

* Pricing of member investment switching

* Liquidity management

* Trust structure

* Self-managed superannuation fund operating costs and establishment

Post-GFC regulatory response

The GFC tested both the resilience of the Australian financial system generally and the
performance of its regulators. We can learn many lessons from the GFC. This has been
reflected in the substantial volume of regulatory change over recent years in Australia
and internationally.

The Inquiry considers this an opportune time to revisit Australia’s approach to
stability and the prudential framework, consumer and conduct regulation, and our
regulatory architecture. In light of the GFC experience, the Inquiry will consider the
need for any change.

Stability and the prudential framework

Australia’s approach to financial stability proved resilient during the GFC. No
prudentially regulated institution experienced a disorderly failure, and there was only

XXV



Financial System Inquiry — Interim Report

a minor interruption to economic growth.! However, there are many lessons on which
to reflect.

Observation

During the GFC, significant government actions in a number of countries, including
Australia, entrenched perceptions that some institutions are too-big-to-fail. These
perceptions can be reduced in Australia by making it more credible to resolve these
institutions without Government support.

Financial institutions that were of such size, market importance or interconnectedness
that their failure would cause significant financial or economy disruption were at the
heart of the GFC. Unprecedented government support was extended to these
institutions globally, which — although necessary to avoid worsening the crisis —
perversely entrenched views that such institutions are too-big-to-fail and therefore
receive an implicit government guarantee. Reversing these perceptions and their
associated moral hazard has been a focus of the international regulatory agenda.

The Australian Government can adopt a number of measures to reduce these
perceptions. It can take steps to make it more likely or more credible to achieve orderly
failure without Government support and to lower the probability of failure in the first
place. Some of these steps would be relatively low-cost and straight forward to
implement, while others would involve substantial changes to the Australian financial
system. Many of these measures could also have an effect on competition.

1 A number of non-prudentially regulated institutions did fail over this period. However,
while these caused losses for individual investors, their broader effect was limited.
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The Inquiry would value views on the costs, benefits and trade-offs of the
following policy options or other alternatives:

* No change to current arrangements.

* Increase the ability to impose losses on creditors of a financial institution in the
event of its failure.

» Strengthen regulators’ resolution powers for financial institutions, and invest
more in pre-planning and pre-positioning for financial failure.

» Further increase capital requirements on the financial institutions considered to
be systemically important domestically.

* Ring-fence critical bank functions, such as retail activities.

Observation

A number of jurisdictions have implemented new macroprudential toolkits to assist
with managing systemic risks. The effectiveness of these for a country like Australia
is not yet well established, and there are significant practical difficulties in using
such tools.

Systemic risks have the potential to cause financial system-wide disruption and inflict
severe damage on the economy, as demonstrated by the GFC. The ability to identify
and manage systemic risks is critical to long-term financial stability and economic
growth. In general, Australia has a robust framework for monitoring and responding
to systemic risks, although risks arising outside the prudential perimeter may be more
difficult to manage.

A number of international jurisdictions have introduced quantitative
“macroprudential” tools for managing systemic risk. Empirical evidence and academic
research is still limited on the effectiveness of these tools. Nevertheless, the Inquiry
sees merit in investigating whether some additional tools for addressing systemic risk
would be helpful, but it is cautious about Australia adopting tools that are yet to be
proven.
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The Inquiry would value views on the costs, benefits and trade-offs of the
following policy options or other alternatives:

* No change to current arrangements.

» Establish a mechanism, such as designation by the relevant Minister on advice
from the Reserve Bank of Australia (RBA) or the Council of Financial Regulators
(CFR), to adjust the prudential perimeter to apply heightened regulatory and
supervisory intensity to institutions or activities that pose systemic risks.

» Introduce specific macroprudential policy tools.

Observation

Australia has implemented some aspects of global prudential frameworks earlier
than a number of jurisdictions. It has also used national discretion in defining
capital ratios. When combined with other aspects of the prudential framework and
calculated on a consistent basis, Australian banks’ capital ratios (common equity
tier 1) are around the middle of the range relative to other countries. However,
differences such as those in definitions of capital do limit international
comparability.

Australia adheres to a number of international prudential frameworks, in particular
the Basel framework for the banking industry. Among other benefits, this strengthens
Australia’s international reputation and facilitates the integration of Australia’s
financial system with the rest of the world. Australia is an active member of many
international standard-setting bodies and has had considerable success in ensuring
that such standards are fit for Australia.

As an importer of capital, it is critical that Australia continues to adopt appropriate
international standards. This will require Australia’s active participation in the
international bodies that set these standards to ensure they suit our national
circumstances.

Submissions highlight some areas where Australia has used national discretion to
diverge from baseline international standards. In some instances, this divergence has
obscured international comparisons of prudential ratios, potentially creating real costs
for industry. However, Basel Committee on Banking Supervision data shows that
Australian banks do not have excessively high capital ratios relative to their peers.
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The Inquiry would value views on the costs, benefits and trade-offs of the
following policy options or other alternatives:

* No change to current arrangements.
* Maintain the current calibration of Australia’s prudential framework.

» Calibrate Australia’s prudential framework, in aggregate, to be more
conservative than the global median. This does not mean that all individual
aspects of the framework need to be more conservative.

* Develop public reporting of regulator-endorsed internationally harmonised
capital ratios with the specific objective of improving transparency.

* Adopt an approach to calculating prudential ratios with a minimum of national
discretion and calibrate system safety through the setting of headline
requirements.

Observation

To contribute to the effectiveness of the financial system, sound corporate
governance requires clarity of the responsibilities and authority of boards and
management. There are differences in the duties and requirements of
governing bodies for different types of financial institutions and, within
institutions, substantial regulator focus on boards has confused the
delineation between the role of the board and that of management.

The GFC revealed the failure of both the boards and senior management of some
international financial institutions to understand fully the risks their institutions were
undertaking, as well as a culture of focusing on short-term gains. Recognition of the
role boards and senior management play in fostering corporate culture and
determining the risk appetite and behaviour of financial institutions is critical.

However, stakeholders are concerned that, in Australia, regulatory burdens unduly
require boards to play a quasi-management role, taking time away from other
appropriate governance activities and strategic oversight. Part of this may stem from a
lack of clarity around regulators” expectations of boards, which should be addressed.

In addition, the primary duty of governing bodies differs across different types of
financial institutions. For example, the relevant legislation requires that insurer
directors and superannuation fund trustees place the interests of policy holders and
members ahead of those of shareholders, yet there is no equivalent for ADIs. It is not
clear if this diversity is appropriate.
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The Inquiry would value views on the costs, benefits and trade-offs of the
following policy options or other alternatives:

* No change to current arrangements.

* Review prudential requirements on boards to ensure they do not draw boards
into operational matters.

» Regulators continue to clarify their expectations on the role of boards.

The Stability chapter also seeks information on the following topics:
» Financial Claims Scheme
* The appropriate primary duties of financial institution governing bodies

Consumer outcomes and conduct regulation

The financial system should meet the financial needs of Australians. Retail consumers
are an important end-user of the financial system. Trust in the financial system is an
important prerequisite for consumers to participate confidently and actively in the
financial system. Since the Wallis Inquiry, consumers have been increasingly required
to participate in the financial system through compulsory superannuation.
Fundamental to the effective operation of the financial system is the appropriate
allocation of risk between participants. Consumers, like other participants, must take
responsibility for both the risk and reward of financial decisions. However, adverse
consumer outcomes in the financial system may result from a variety of factors,
including fraud, mis-selling, product unsuitability, lack of information and lack of
financial literacy.

Consumer outcomes can be enhanced by a variety of methods, including competition,
innovation by industry and effective regulatory regimes (including self-regulation).
Regulation seeks to create confidence and trust in the financial system, inform
consumers and assist them to manage their risk. Active surveillance and enforcement
are an important part of enhancing confidence and trust in the financial system and
encouraging consumer participation. Although Australia’s financial system performed
reasonably well during the GFC, consumers still suffered substantial loss in some
areas. In addition, a series of domestic failures in the last decade have demonstrated
limitations in a number of vital elements of the consumer protection framework
introduced following the Wallis Inquiry.
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Observation

The current disclosure regime produces complex and lengthy documents that often
do not enhance consumer understanding of financial products and services, and
impose significant costs on industry participants.

Although disclosure is an important part of the regulatory regime for providing
financial products and services, it alone has not been sufficient to enable consumers to
make informed decisions and purchase products and services that meet their needs.
Over the past decade, industry and Government have made efforts to improve the
quality of disclosure documents. However, a culture of legal compliance, rather than a
focus on how best to inform consumers, continues to influence the design of disclosure
documents. This has resulted in lengthy and complex documents, rather than short,
targeted documents that highlight product features, risks and rewards. Submissions
also argue that disclosure compliance has been costly for industry.

The Inquiry would value views on the costs, benefits and trade-offs of the
following policy options or other alternatives:

* No change to current arrangements.

» Improve the current disclosure requirements using mechanisms to enhance
consumer understanding, including layered disclosure, risk profile disclosure
and online comparators.

* Remove disclosure requirements that have proven ineffective and facilitate new
ways of providing information to consumers, including using technology and
electronic delivery.

* Subject product issuers to a range of product design requirements, such as
targeted regulation of product features and distribution requirements to promote

provision of suitable products to consumers.

* Provide the Australian Securities and Investments Commission (ASIC) with
additional product intervention powers and product banning powers.

» Consider a move towards more default products with simple features and fee
structures.
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Observation

Affordable, quality financial advice can bring significant benefits for consumers.
Improving standards of adviser competence and removing the impact of conflicted
remuneration can improve the quality of advice. Comprehensive financial advice
can be costly, and there is consumer demand for lower-cost scaled advice.

For consumers to engage effectively with the financial system and meet their financial
needs, they need access to advice that helps them make informed financial decisions.
Many consumers consider that their advice needs are currently unmet.

Studies suggest there are significant issues with the quality of financial advice, due in
part to varying standards of adviser competence and the impact of conflicted
remuneration structures. Some submissions suggest aligned or vertically integrated
structures may also reduce the quality of advice consumers receive.

At times, consumers also lack access to affordable advice. In addition, some
submissions question whether general advice is properly labelled and whether
consumers understand its nature, given general advice often includes sales and
advertising information.

The Inquiry would value views on the costs, benefits and trade-offs of the
following policy options or other alternatives:

* No change to current arrangements.

* Raise minimum education and competency standards for personal advice
(including particular standards for more complex products or structures such as
Self-managed Superannuation Funds), and introduce a national examination for
financial advisers providing personal advice.

* Introduce an enhanced public register of financial advisers (including employee
advisers) which includes a record of each adviser’s credentials and current status

in the industry, managed either by Government or industry.

» Enhance the Australian Securities and Investments Commission’s power to
include banning individuals from managing a financial services business.

* Rename general advice as ‘sales’ or ‘product information” and mandate that the
term “advice’ can only be used in relation to personal advice.
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Observation

Technological developments have the potential to reduce insurance pooling. This
will reduce premiums for some consumers; however, others will face increased
premiums, or be excluded from access to insurance. Underinsurance may occur for a
number of reasons, including: personal choice, behavioural biases, affordability, and
lack of adequate information or advice on the level of insurance needed.

Insurance can mitigate risks of significant loss for consumers. The decision to insure
against certain risks is a personal one, which means there will always be a level of
non-insurance and underinsurance in the system. However, other factors may also
drive levels of underinsurance. The increasing trend towards risk-based pricing may
make insurance more affordable for some consumers. However, it will also
disadvantage others through increasing costs, potentially to the point of
unaffordability, or may mean that some people are simply not offered insurance. That
said, risk-based pricing provides important price signals to consumers, which may
encourage risk minimisation in some cases.

The Consumer outcomes chapter also seeks information on the following topics:

» Financial literacy

» Financial advice

» Disclosure for prospectuses

* Levels of underinsurance

* Industry self-regulation

» Microfinance facilitating access to credit

* Small business lending

* Regulation of managed investment schemes

» Consumer loss as a result of misconduct

* Product rationalisation of legacy products

Regulatory architecture

Australia’s regulatory structure has served us well, and the perimeters defined by the
Wallis Inquiry remain broadly valid. However, market developments, technological
advancements and stakeholder feedback suggest there is value in re-examining certain
aspects.
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The Inquiry has also commissioned work on the costs and benefits of the extent of
regulation in the financial system, and seeks further evidence in this regard. In parallel,
the Government is running a deregulation process that includes improving policy
development processes and assessing existing regulation.

The Inquiry also notes that concurrent with the preparation of this report, the Senate
has been examining the performance of the Australian Securities and Investments
Commission. The Senate Committee’s Report contained a large number of
recommendations that are relevant to the work of this Inquiry. The Senate Report was
issued at the time the Interim Report was being finalised for printing. The findings of
the Senate Report will be carefully examined by this Inquiry in the lead-up to its Final
Report.

Observation

The regulatory perimeters could be re-examined in a number of areas to ensure each
is targeted appropriately and can capture emerging risks.

The Inquiry’s intention is to assess the current regulatory perimeters and align
regulation for like risks. A number of areas have been examined, building on the
Wallis Inquiry’s intensity of promise.

The Inquiry would value views on the costs, benefits and trade-offs of the
following policy options or other alternatives:

* No change to current arrangements.
* Introduce specific refinements to the existing perimeters, including:

- Prudential regulation — consider the case for prudential versus conduct
regulation of superannuation funds.

- Retail payment systems — consider a simplified and/or graduated
framework with clear and transparent thresholds.

- Conduct regulation — consider the case to extend regulation to fund

administrators and technology service providers of sufficient scale, and apply
select market integrity rules to securities dealers.
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Observation

Australia generally has strong, well-regarded regulators, but some areas of possible
improvement have been identified to increase independence and accountability.

Strong, independent financial regulators are crucial to the efficient, stable, fair and
accessible operation of the financial system. However, regulators also require robust
accountability mechanisms that provide appropriate checks and balances.

Submissions identify areas of improvement in relation to operational and budgetary
independence. Current funding models for the Australian Prudential Regulation
Authority (APRA) and ASIC diverge from best-case funding models for financial
regulators. In particular, the current funding models potentially could be improved
through increasing the certainty of year-to-year funding.

Although Australian financial regulators are subject to a range of existing

accountability mechanisms, the Inquiry recognises there is room to strengthen
accountability mechanisms, particularly in light of proposals to increase independence.

The Inquiry would value views on the costs, benefits and trade-offs of the
following policy options or other alternatives:

* No change to current arrangements.
* Move Australian Securities and Investments Commission (ASIC) and Australian
Prudential Regulatory Authority (APRA) to a more autonomous budget and

funding process.

* Conduct periodic, legislated independent reviews of the performance and
capability of regulators.

* Clarify the metrics for assessing regulatory performance.
* Enhance the role of Statements of Expectations and Statements of Intent.
* Replace the efficiency dividend with tailored budget accountability mechanisms.

* Improve the oversight processes of regulators.

XXXV



Financial System Inquiry — Interim Report

Observation

During the GFC and beyond, Australia’s regulatory coordination mechanisms have
been strong, although there may be room to enhance transparency.

The Council of Financial Regulators (CFR) is a well-functioning mechanism, playing an
important role in coordinating financial regulation and stability issues.

The CFR’s objective is to contribute to the efficiency and effectiveness of financial
regulation by providing a high-level forum for cooperation and collaboration among
its members. The capacity of the CFR to perform this function was tested during the
GEFC, to the satisfaction of both domestic stakeholders and the International Monetary
Fund.

Regulators also participate in a number of councils, committees and working groups
with each other, through which regulatory interventions and supervision activities are
coordinated.

Underlying these coordination mechanisms is a strong culture of cooperation and

collegiality among the financial sector regulators and the Treasury.

The Inquiry would value views on the costs, benefits and trade-offs of the
following policy options or other alternatives:

* No change to current arrangements.

» Consider increasing the role, transparency and external accountability
mechanisms of the CFR:

- Formalise the role of the CFR within statute.
- Increase the CFR membership to include Australian Competition and
Consumer Commission, Australian Transaction Reports and Analysis Centre

and Australian Taxation Office.

- Increase the reporting by the CFR.
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Observation

Regulators’ mandates and powers are generally well defined and clear; however,
more could be done to emphasise competition matters. In addition, ASIC has a
broad mandate, and the civil and administrative penalties available to it are
comparatively low in relation to comparable peers internationally.

An effective regulatory model requires Government to specify regulators’ mandates
and objectives with clarity and transparency. Although the individual parts of
Australia’s regulatory mandates are clear, they are not entirely unambiguous: they
require judgement in balancing sometimes competing objectives. Submissions
typically raise this issue in the context of competition.

Stakeholders also question the breadth of ASIC’s mandate, which has grown over time.

The Inquiry would value views on the costs, benefits and trade-offs of the
following policy options or other alternatives:

* No change to current arrangements.

» Strengthen competition considerations through mechanisms other than
amending the regulators’ mandates.

* Refine the scope and breadth of ASIC’s mandate.

* Review the penalty regime in the Corporations Act.

Observation

To be able to perform their roles effectively in accordance with their legislative
mandate, regulators need to be able to attract and retain suitably skilled and
experienced staff.

Regulators face strong competition for top talent, given the size and high remuneration
levels of the Australian financial sector. Another hurdle is the perception that APRA
and ASIC’s operational independence and effectiveness are unduly hampered by
public sector operating constraints.
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The Inquiry would value views on the costs, benefits and trade-offs of the
following policy options or other alternatives:

* No change to current arrangements.

* Review mechanisms to attract and retain staff, including terms and conditions.

The Regulatory architecture chapter also seeks information on the following topics:
» Costs and benefits of regulation

* Regulator mandates, including the role and remit of ASIC

Emerging trends

Over the coming decades, Australia will confront a number of continuing trends as
well as new drivers of change for the financial system, creating both opportunities and
risks. These changes include our ageing population, technological change and
Australia’s international integration. To varying degrees, these trends are already
manifesting themselves.

Retirement incomes and ageing

The superannuation drawdown phase of Australia’s retirement income system
provides limited choice for managing risk in retirement. It also gives little guidance to
retirees in navigating complex and important financial decisions. Retirees do not
efficiently convert superannuation benefits into income streams in retirement.

Observation

The retirement phase of superannuation is underdeveloped and does not meet the
risk management needs of many retirees.

During the accumulation phase, employers make Superannuation Guarantee
contributions automatically on behalf of employees, with defaults applying to those
who are less engaged with the system. This framework to guide individuals ceases at
retirement. Retirees make critical, once-in-a-lifetime decisions regarding when and
how to draw down their savings over the remainder of their lives, and how to manage
the investment, inflation and longevity risks involved. Many retirees are unprepared
for these decisions.

Risk management is a major weakness of the drawdown phase. Although individuals
are concerned about outliving their savings, few retirees use income stream products
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with longevity risk protection, and there a limited choice of these products. Australia is
unusual in not encouraging its citizens to use income streams with longevity
protection in retirement. Also, the Government bears significant longevity risk by
providing the Age Pension.

The Inquiry would value views on the costs, benefits and trade-offs of the
following policy options or other alternatives:

A spectrum of options to achieve the objectives of the retirement income system and
position Australia to manage the challenges of having an ageing population:

* Maintain the status quo with improved provision of financial advice and
removal of impediments to product development.

» Provide policy incentives to encourage retirees to purchase retirement income
products that help manage longevity and other risks.

* Introduce a default option for how individuals take their retirement benefits.

* Mandate the use of particular retirement income products (in full or in part, or
for later stages of retirement).

Observation

There are regulatory and other policy impediments to developing income products
with risk management features that could benefit retirees.

Around half of superannuation benefits in retirement are currently paid as lump sums,
while the other half are paid as income streams. Australians who wish to convert their
superannuation assets into a retirement income stream can essentially choose from two
types of products: account-based pensions and annuities. The overwhelming majority
of retirees who take income streams choose an account-based pension.

There are products that could help retirees achieve their desired levels of income and

help them manage their risks better. These do not exist in Australia due to market
impediments.
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The Inquiry would value views on the costs, benefits and trade-offs of the
following policy options or other alternatives:

* No change to current arrangements.

» Take a more flexible, principles-based approach to determining the eligibility of
retirement income products for tax concessions and their treatment by the Age
Pension means-tests.

* For product providers, streamline administrative arrangements for assessing the
eligibility for tax concessions and Age Pension means-tests treatment of
retirement income products.

* Issue longer-dated Government bonds, including inflation-linked bonds, to
support the development of retirement income products.
The Retirement income chapter also seeks information on the following topics:
» Potential increased government provision of longevity insurance
* Reverse mortgages

Technology opportunities and risks

Technology is a powerful force for change in the financial system, potentially
improving efficiency and competition, and benefiting consumers. Consumers have
better access to information and products to meet their needs. Firms can better
customise products and enhance internal processes. Competition is emerging from
technology-enabled alternative business models, new entrants and new services.

Financial services boundaries are shifting as firms from inside and outside the sector

harness the power of data to create and capture value in new ways. In particular, many

are seeking to influence a greater share of consumers’ spending. Increasingly,
technology firms and retail groups are also becoming part of financial service delivery.
These trends and benefits bring new or intensified risks.
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Observation

Technological innovation is a major driver of efficiency in the financial system and
can benefit consumers. Government and regulators need to balance these benefits
against the risks, as they seek to manage the flexibility of regulatory frameworks
and the regulatory perimeter. Government is also well-positioned to facilitate
innovation through coordinated action, regulatory flexibility and forward-looking
mechanisms.

Government and regulators face ongoing challenges from the need to apply existing
regulatory frameworks to new participants and products. In a rapidly changing
environment, a technology neutral approach facilitates regulatory flexibility. As firms
outside the regulated financial sector increasingly perform financial-type functions,
challenges are raised for the regulatory perimeter. Although innovation may bring
risks, it is important for Government to enable technology’s benefits to flow through
the financial system, while also maintaining stability.

The Inquiry would value views on the costs, benefits and trade-offs of the
following policy options or other alternatives:

* No change to current arrangements.

* Amend regulation that specifies using certain technologies with the aim of
becoming technology neutral. Amendments should enable electronic service
delivery to become the default; however, they should include opt-out provisions
to manage access needs for segments of the community.

* Adopt a principle of technology neutrality, for future regulation recognising the
need for technology-specific regulation on an exceptions basis. Where
technology-specific regulation is required, seek to be technology neutral within
that class of technologies.

» Establish a central mechanism or body for monitoring and advising Government
on technology and innovation. Consider, for example, a public-private sector
collaborative body or changing the mandate of an existing body to include

technology and innovation.

» Establish a whole-of-Government technology strategy to enable innovation.
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Observation

Access to growing amounts of customer information and new ways of using it have
the potential to improve efficiency and competition, and present opportunities to
empower consumers. However, evidence indicates these trends heighten privacy
and data security risks.

Firms are collecting, storing and using growing volumes and types of customer data.
Information analytics has the potential to provide consumers with better products and
improved access. It may also present opportunities to empower consumers through
access to better information for decision making. Firms may be able to improve
internal processes, such as those for risk assessment and pricing, and create more
efficient marketing and better cross-sell opportunities. Although there are many
potential benefits from the growth and use of data, concerns are increasingly raised
about the way in which personal information is used and handled.

The Inquiry would value views on the costs, benefits and trade-offs of the
following policy options or other alternatives:

* Review and assess the new privacy requirements two years after implementation
to consider whether the impacts appropriately balance financial system efficiency
and privacy protections.

* Review record-keeping and privacy requirements that impact on cross-border
information flows and explore options for improving cross-border mutual
regulatory recognition in these areas.

» Implement mandatory data breach notifications to affected individuals and the
Australian Government agency with relevant responsibility under privacy laws.

* Communicate to APRA continuing industry support for a principles-based
approach to setting cloud computing requirements and the need to consider the
benefits of the technology as well as the risks.

Observation

The financial system’s shift to an increasingly online environment heightens cyber
security risks and the need to improve digital identity solutions. Government has
the ability to facilitate industry coordination and innovation in these areas.

The rise of e-commerce and widespread internet connectivity expose financial
institutions to increasingly more cyber crime. Cyber attacks are growing in
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sophistication and frequency. Cyber security is one of the Government’s top national
security priorities and the financial system is considered part of Australia’s critical
infrastructure.

Consumers’ growing preferences for online and digital delivery of financial services is
increasing the need for digital identity solutions. Australia currently has a
decentralised identity infrastructure and various building blocks to assist with digital
identity solutions. However, it has not yet developed a detailed approach for the
future of digital identities.

The Inquiry would value views on the costs, benefits and trade-offs of the
following policy options or other alternatives:

* Review and update the 2009 Cyber Security Strategy to reflect changes in the
threat environment, improve cohesion in policy implementation and progress
public-private sector collaboration.

* Develop a national strategy for promoting trusted digital identities, in
consultation with financial institutions and other stakeholders.

The Technology chapter also seeks information on the following topics:
* Priorities for regulatory amendments in relation to technology neutrality
* Government and regulatory mechanisms for responding to innovation
» Consumer and private sector access to data
* Cyber security information sharing, standards setting and crisis planning
» Digital identity roles and responsibilities for the private and public sector

International integration

Australia has benefited substantially from financial integration with the rest of the
world, most notably from trade and accessing international capital markets over many
decades. Benefits have also flowed from opening up Australia’s financial services
market to foreign competition and from exporting financial services to other markets,
although these exports have not been as significant.

Since the GFC, cross-border capital flows have declined globally and the international
regulatory response to the crisis has in part aimed to reduce the interconnectedness of
the global financial system and increase its resilience to shocks. Although the risks are
real, there remain long-term benefits from financial integration.
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The Inquiry supports efforts to drive greater financial integration with the rest of the
world, provided it doesn’t compromise appropriate standards for financial stability
and conduct in Australia. The Inquiry does not support tax subsidies, concessions or
market intervention to enhance financial integration.

Observation

Although elements of Australia’s financial system are internationally integrated, a
number of potential impediments have been identified. Financial system
developments in the region will require continuing Government engagement to
facilitate integration with Asia.

Given the anticipated development in Asian financial markets in coming decades, and
the strength and significance of Australia’s trade relationships with the region,
opportunities to access capital in Asia are likely to increase. Predictions are that
Australian and Asian financial services firms will expand into each other’s markets
and grow financial services exports and imports. Ongoing engagement with financial
markets in North America and Europe will also continue to be important.

The Inquiry seeks to engage with stakeholders in more detail about the existence of
impediments and the priorities for considering them, prior to the Inquiry’s Final
Report.

Observation

Government efforts to promote Australia’s policy interests on international standard
setting bodies have been successful. Domestic regulatory processes could be
improved to better consider international standards and foreign regulation,
including processes for collaboration and consultation about international standard
implementation, and mutual recognition and equivalence assessment processes.

Commercial issues and market conditions are often the most significant factors
affecting the level and nature of financial integration; however, policy and regulatory
settings are also important. These factors are especially significant in the financial
services sector, both because it is heavily regulated and because, since the GFC, more
standards are being set by international bodies and foreign regulation increasingly
extends to activities occurring in Australia.

Mutual recognition by regulators facilitates greater integration, as do arrangements
between central banks.
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The Inquiry would value views on the costs, benefits and trade-offs of the
following policy options or other alternatives:

Improve domestic regulatory process to better consider international standards and
foreign regulation — including processes for transparency and consultation about
international standard implementation, and mutual recognition and equivalence
assessment processes.

Observation

Coordination of Australia’s international financial integration could be improved.

Although greater financial integration is not without risk, a number of inquiries have
made recommendations to remove impediments to greater integration and foster
mutual recognition, particularly within the Asian region. Government has generally
responded positively to these recommendations, but implementation has been slow
and not always well coordinated across Government, regulators and industry.

The Inquiry recognises that much of the success in enhancing financial integration will
depend on commercial and market factors, as well as the financial sector’s willingness
and capacity to drive greater integration.

The Inquiry would value views on the costs, benefits and trade-offs of the
following policy options or other alternatives:

* No change to current arrangements.
* Amend the role of an existing coordination body to promote accountability and

provide economy-wide advice to Government about Australia’s international
financial integration.
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Overview

1: Overview

Objectives and principles

This Inquiry’s objective is to assess, and make recommendations on, how the financial
system can most effectively help the Australian economy be productive, grow and
meet the financial needs of Australians.

The financial system provides funding and liquidity, allows effective risk
management, delivers payment services, facilitates price discovery and provides some
monitoring services. Although tested during the global financial crisis (GFC),
Australia’s financial system performed well in most respects relative to its
international counterparts.

However, the Inquiry considers there are policy issues that need close examination
given developments since the Wallis Inquiry and the lessons of the GFC, as well as the
opportunities and challenges that lie ahead.

The view of the Inquiry

The Inquiry considers the financial system needs to satisfy three principles: efficiently
allocate resources and risks, be stable and reliable, and be fair and accessible.

It must do so in the context of Australia’s circumstances. Australia is a small, open and
market-based economy with a large services sector, a relatively small population, a
large land mass and a significant endowment of natural resources. It uses both
domestic and foreign investment to fund development. The financial system is
predominantly privately owned and based on market principles that support risk
taking and allow both success and failure.

A number of pre-requisites underpin a well-functioning financial system, including a
predictable rule of law with strong property rights (providing certainty of contract and
access to redress), a freely convertible floating currency, sustainable fiscal policy, a
sound monetary policy framework and a stable political system. The Inquiry believes
independent monetary policy, prudential supervision and conduct regulation remain
the preferred approach over direct Government control of prices and quantities in the
financial system.

Competition remains the cornerstone of a well-functioning financial system. It is vital
in driving efficient outcomes for price, efficiency, quality and innovation.
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However, the behaviour of financial markets and the financial system is complex,
reflecting the consequences of information asymmetries, network effects and human

psychology.

Asset prices are prone to volatility, which can be exacerbated by the natural
momentum of markets and/ or the intervention of governments. This can result in
asset values deviating from fundamental values and instability, particularly with the
use of leverage. The GFC entrenched perceptions that some institutions are
too-big-to-fail. Governments have a role in both preventing the build-up of systemic
risk and creating a framework in which financial failure is managed in an orderly and
cost-effective manner.

Consumers of financial products and services can be subject to information imbalances
and behavioural biases that are detrimental to them and the efficiency of the system.
Effective disclosure, sound advice and improved financial literacy are necessary, but
often incomplete, remedies to these information imbalances. In addition, conduct and
disclosure requirements need to be effectively supervised and enforced.

Wherever possible, the financial system should be subject and responsive to market
forces. It should not be politicised to the extent that the Government sets prices, or
mandates non-commercial financial decisions to resolve Government fiscal problems
such as requiring banks to hold Government debt. Market discipline, through
competition or self-regulation, is generally preferred to Government intervention.

Where there is compelling evidence for Government intervention, the Inquiry
considers the intervention should seek to best balance efficiency, stability and fairness.
Inevitably, policy decisions facing the Government require some trade-offs.

The system has evolved in response to consumer needs, competitive pressures, tax
settings, demographic changes, new technology, and ongoing change to global
economic and financial developments.

The Inquiry is aware that the legal and governance obligations of financial entities,
such as fiduciary duties, can be a driving force in determining the culture of Australian
businesses, their decision making and financial outcomes for Australians.

It is also the Inquiry’s view that financial system regulators need sufficient powers,
independence and resourcing, but they should also be subject to rigorous
accountability mechanisms. Regulation should be cost-effective, transparent, targeted,
forward-looking and competitively and technological neutral. Ultimately, however,
governments and ministers remain responsible and accountable for the regulation of
the financial system.
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Principles for government intervention!

The Inquiry has not seen evidence to suggest a need to reform radically the way
Government intervenes in or regulates the financial system. However, as noted in the
terms of reference, the current framework is in need of a refresh to enable the system to
meet future challenges.

The Wallis Inquiry’s approach to regulatory philosophy broadly considered unfettered
financial markets would generally lead to resources being allocated efficiently. In the
Wallis Inquiry’s view, the role of Government was only to intervene where market
imperfections inhibited efficiency.2

The financial system has undergone significant change since the Wallis Inquiry. It is
now larger and more concentrated, particularly the banking and superannuation
sectors. The GFC demonstrated that the Australian financial system was exposed not
only to domestic but international shocks. Since the Wallis Inquiry it has also become
clearer that financial market outcomes can sometimes depart markedly from outcomes
suggested by the theoretical ideal. Over the coming decades, the financial system will
also face a number of challenges and opportunities. These include: exposure to
potential future crises; allocating finance to best facilitate productivity growth; the
effects of changing technology and ongoing international integration.

Figure 1.1 shows selected major events affecting the financial system since the Wallis
Inquiry, and local and international governments” responses to these events.

1 Intervention can occur through regulation, tax, the social safety net, guarantees or other
specific policies such as superannuation.

2 Commonwealth of Australia 1997, Financial System Inquiry Final Report, Melbourne, First key
finding of Chapter 5 — Philosophy of Financial Regulation.
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Figure 1.1: Selected major developments since the Wallis Inquiry

The Inquiry acknowledges the Government has a role in the financial system, but
considers it important that this intervention is consistent and predictable. Consistency
of approach reduces opportunities for preferential treatment, encourages predictability
and reduces risks associated with economic decisions by the private sector.
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Although advances in network theory, understanding of the consequences of
imperfect information and behavioural economics are useful developments that assist
in better understanding the behaviour of the financial system, no widely accepted
philosophy of optimal government intervention has emerged from this research.

A refreshed approach

In the first instance, the Inquiry takes the view that the status quo is the appropriate
starting point for policy discussion. This is not to suggest the financial system as it
currently operates is perfect; rather, policy makers should focus on how the current
system can be improved from its current state.

This approach acknowledges there are realities in the Australian and international
financial system that dictate or influence certain outcomes and should not or cannot
easily be changed. For example, as an open market economy using foreign savings,
Australia must accept key aspects of internationally driven financial regulation, while
adapting it appropriately to meet national conditions wherever possible. The Inquiry
has also noted the importance of ethics, incentives and governance arrangements, and
the influence these factors can have on financial system outcomes.

Like the Wallis Inquiry, this Inquiry considers there remains a role for Government to
intervene to remove impediments to the market working more efficiently, including
intervention to manage information asymmetries® and principal-agent conflicts.*

In addition to efficiency, the Inquiry believes both stability and fairness should have
prominence in policy design when the Government considers intervention in the
financial system. Importantly, these characteristics build confidence and trust in the
financial system.

» The potential costs of instability to the economy during the GFC underlined the
need for Government action to both minimise the chance of a systemic crisis and
mitigate its costs if it does occur. This includes ensuring that certain critical
financial functions continue to be provided, even during a crisis.

* Moreover, fairness is an important policy objective of the financial system. Unfair
outcomes discourage participation and ultimately economic efficiency, increasing
political pressure for unnecessary regulatory change. Fairness is also a principle
underpinning several aspects of financial system law, including regulation of
financial markets and services.

3 Information asymmetry or information imbalance occurs when the two parties entering into
a transaction do not have the same level of information.

4  Principal-agent conflicts occur if an agent (for example, a company executive) pursues their
own self-interest rather than those of the principal (for example, a shareholder) who has
provided them resources and delegated responsibility for making decisions.
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Fairness involves fair treatment by applying the concepts of integrity, honesty,
transparency and non-discrimination (entities with the same characteristics are treated
in the same manner) which go to building trust in the financial system.

Of course, these policy objectives can be conflicting and add complexity to policy
decisions. Some of the most difficult policy decisions facing the Government occur
where there is a trade-off between these objectives, including many of those discussed
in this report. Where intervention is necessary, the Inquiry considers it should not
unduly add to the complexity of regulatory arrangements.

There is no simple empirical calculation that provides the answer on when or how the
Government should intervene (or remove a previous intervention) in the financial
system. Case-by-case judgement is required, and both the costs and benefits of a policy
change should always be carefully considered.

The Inquiry emphasises the importance of market forces and competition in any
cost-benefit analysis. The financial system has the ability to evolve successfully in
response to market signals without Government intervention in many situations. In
many cases, the best outcome may be for the Government to allow market forces to
operate. The removal of unnecessary Government regulation and interventions that do
not meet this cost-benefit test should remain a priority where they are identified.

The Inquiry suggests the following principles (Table 1.1) to guide the actions of
Government and regulators. Although sometimes conflicting, the Inquiry considers
Government and regulators should take account of these principles when regulating or
considering regulation for the financial system.
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Table 1.1: General principles of government intervention

Outcome-focused

Regulation and actions by regulators should reflect the outcomes sought
by policy. This is not to suggest regulation should be simple or complex
— but appropriate for the policy outcome desired.

Forward-looking

The regulatory framework must have the flexibility to cope with
changing institutional and product structures, including in response to
regulatory settings, without losing its effectiveness.

Cost-effective

Regulation should impose the least possible aggregate cost to the
regulated business, its customers and the regulator, while still achieving
the desired outcome. The costs of regulation should be allocated to those
that enjoy the benefits or impose the costs.

Competitively/ The regulatory framework affects all entities providing products or
technologically services with the same characteristics equally, regardless of

neutral technological approach.

Targeted and Ideally, regulation should only constrain the behaviour of those who
proportionate will otherwise act inappropriately or make decisions without taking into

account social costs. Regulation should be targeted to minimise adverse
effects on those entities for which it is not needed and be as simple as
possible to achieve the policy outcome desired.

System-wide
approach

A system-wide view of the interdependence, interconnectivity and
feedback relationships between different parts of the financial system
and other sectors of the economy, including internationally, is required.
Very often the externalities, overlaps and gaps, hidden connections and
dynamic feedbacks create risks and distortions to efficiency that are not
recognised by either markets or siloed regulators

Transparent

The actions and purpose of Government (or regulators) should be
obvious to participants in the financial system, both before and after the
event. The actions of Government or regulators should also be consistent
and predictable.

Accountable/
independent

Regulators should have clear mandates determining their objectives. In
achieving these objectives, regulators should operate independently and
have sufficient funding. Regulators must be held to a high level of
accountability for their actions and be subject to regular public reviews
of their performance relative to their mandate.

Themes and major issues

Taking into account the input of submissions, regulators and international
perspectives, the Inquiry’s initial assessment is that the Australian financial system has
performed reasonably well in meeting the financial needs of Australians and
facilitating productivity and economic growth.
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Indeed, many areas of the financial system are operating effectively and do not require
substantial change. This Inquiry has not focused on these areas.’

However, a number of policy issues have been raised that the Inquiry believes should
be considered further. The remainder of this chapter provides context for why the
Inquiry has chosen to concentrate on the issues covered in this Interim report.

Table 1.2 outlines the Inquiry’s view of the nine priority issues facing the Australian
financial system and its key observations. It is followed by an explanation of the
evidence supporting each issue. The following chapters of the Interim Report address
each of these issues in more detail, including presenting potential policy options.

5 For the purposes of this Inquiry, the Committee considers private health insurance to be out
of scope. Private health insurance is closely linked to the operation of the health system and
government plays a significant role in approving products and premiums. In addition, it
does not pose a systemic risk to the financial system.
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Table 1.2: Priority issues

Theme one: Growth and consolidation

Competition
and
contestability

The banking sector is competitive, albeit concentrated. The application of capital
requirements is not competitively neutral.

Regulation of credit card and debit card payment schemes is required for
competition to lead to more efficient outcomes. However, differences in the
structure of payment systems have resulted in systems that perform similar
functions being regulated differently, which may not be competitively neutral.

Funding
Australia’s
economic
activity

Ongoing access to foreign funding has enabled Australia to sustain higher growth
than otherwise would have been the case. The risks associated with Australia’s use
of foreign funding can be mitigated by having a prudent supervisory and
regulatory regime and sound public sector finances.

There are structural impediments for small- and medium-sized enterprises to
access finance. These impediments include information asymmetries, regulation
and taxation.

Australia has an established domestic bond market, although a range of regulatory
and tax factors have limited its development.

Superannuation
efficiency and
policy settings

There is little evidence of strong fee-based competition in the superannuation
sector, and operating costs and fees appear high by international standards. This
indicates there is scope for greater efficiencies in the superannuation system.

If allowed to continue, growth in direct leverage by superannuation funds,
although embryonic, may create vulnerabilities for the superannuation and
financial systems.

Superannuation policy settings lack stability, which adds to costs and reduces
long-term confidence and trust in the system.

Theme two: Post-GFC regulatory response

Stability and
the prudential
framework

During the GFC, significant government actions in a number of countries,
including Australia, entrenched perceptions that some institutions are
too-big-to-fail. These perceptions can be reduced in Australia by making it more
credible to resolve these institutions without Government support.

A number of jurisdictions have implemented new macroprudential toolkits to
assist with managing systemic risks. The effectiveness of these for a country like
Australia is not yet well established and there are significant practical difficulties in
using such tools.

Australia has implemented some aspects of global prudential frameworks earlier
than a number of jurisdictions. It has also used national discretion in defining
capital ratios. When combined with other aspects of the prudential framework and
calculated on a consistent basis, Australian banks’ capital ratios (common equity
tier 1) are around the middle of the range relative to other countries. However,
differences such as those in definitions of capital do limit international
comparability.

To contribute to the effectiveness of the financial system, sound corporate
governance requires clarity of the responsibility and authority of boards and
management. There are differences in the duties and requirements of governing
bodies for different types of financial institutions and, within institutions,
substantial regulator focus on boards has confused the delineation between the
role of the board and that of management.
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Consumer
outcomes and
conduct
regulation

The current disclosure regime produces complex and lengthy documents that often
do not enhance consumer understanding of financial products and services, and
impose significant costs on industry participants.

Affordable, quality financial advice can bring significant benefits for consumers.
Improving the standards of adviser competence and removing the impact of
conflicted remuneration can improve the quality of advice. Comprehensive
financial advice can be costly, and there is consumer demand for lower-cost scaled
advice.

Regulatory
architecture

The regulatory perimeters could be re-examined in a number of areas to ensure
each is targeted appropriately and can capture emerging risks.

Australia generally has strong, well-regarded regulators, but some areas for
improvement have been identified to increase independence and accountability.

During the GFC and beyond, Australia’s regulatory coordination mechanisms
have been strong, although there may be room to enhance transparency.

Regulators’ mandates and powers are generally well defined and clear; however,
more could be done to emphasise competition matters. In addition, the Australian
Securities and Investments Commission (ASIC) has a broad mandate, and the civil
and administrative penalties available to it are comparatively low in relation to
comparable peers internationally.

Theme three: Emerging trends

Ageing and
retirement
incomes

The retirement phase of superannuation is underdeveloped and does not meet the
risk management needs of many retirees.

There are regulatory and other policy impediments to developing income products
with risk management features that could benefit retirees.

Technology
opportunities
and risks

Technological innovation is a major driver of efficiency in the financial system and
can benefit consumers. Government and regulators need to balance these benefits
against the risks, as they seek to manage the flexibility of regulatory frameworks
and the regulatory perimeter. Government is also well-positioned to facilitate
innovation through coordinated action, regulatory flexibility and forward-looking
mechanisms.

Access to growing amounts of customer information and new ways of using it have
the potential to improve efficiency and competition, and present opportunities to
empower consumers. However, evidence indicates these trends heighten privacy
and data security risks.

The financial system’s shift to an increasingly online environment heightens cyber
security risks and the need to improve digital identity solutions. Government has
the ability to facilitate industry coordination and innovation in these areas.

International
integration

Although elements of Australia’s financial system are internationally integrated, a
number of potential impediments have been identified. Financial system
developments in the region will require continuing Government engagement to
facilitate integration with Asia.

Government efforts to promote Australia’s policy interests on international
standard setting bodies have been successful. Domestic regulatory processes could
be improved to better consider international standards and foreign regulation.

Coordination of Australia’s international financial integration could be improved.

Growth and consolidation

Two of the most striking developments in the financial system since the Wallis Inquiry
have been the growth and consolidation of the financial system.
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Financial system assets have grown from the equivalent of two years of nominal
GDP in 1997 to more than three years of nominal GDP today.¢ In particular,
superannuation assets have grown substantially (Chart 1.1). Australia’s financial
sector accounts for 8 per cent of GDP and is relatively large internationally.”
However, the focus of this Inquiry is not the size of the financial system but how
effectively it distributes funding and risk in the Australian economy.

The Australian financial system has become more concentrated and integrated since
the Wallis Inquiry. In particular, each of the four major banks has expanded its
operations into life insurance and wealth management. These developments have
prompted concerns about competition in the market.

Chart 1.1: Assets of financial institutions

billi billi
3,500 $hillion $bilion 3,500
3,000 | 1 3,000
2,500 | 1 2,500
2,000 | 1 2,000
1,500 1 1,500
1,000 | 1 1,000
500 I I 1 500
1997 2001 2005 2009 2013
B Authorised deposit-taking institutions ~ ® Registered financial corporations
Superannuation funds Other managed funds
General insurance Securitisation vehicles

Note: Refers only to domestic operations and does not include assets of banks’ overseas subsidiaries and
branches. Registered financial corporations include money market corporations (for example, merchant
banks) and finance companies (for example, debenture issuers).

Source: Reserve Bank of Australia.’

Reserve Bank of Australia 2014, First round submission to the Financial System Inquiry,
page 15.

Reserve Bank of Australia 2014, First round submission to the Financial System Inquiry,
page 17.

Australian Bureau of Statistics (ABS) 2013, National system of accounts 2012/13, cat. no. 5204.0,
ABS, Canberra. Note: Uses gross value added at basic prices (total industrial value added).
Reserve Bank of Australia (RBA) 2014, B1 Assets of financial institutions, RBA, Sydney, 2 June.
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Competition and contestability

Competition is important because of its ability to lower prices and improve quality of
financial products, services and markets.

High levels of market concentration can raise concerns about the level of competition
in a market, but it is not sufficient to look at this measure alone. Competition can be
strong between players in a concentrated market. In addition, the threat of new
entrants can exert competitive pressures on incumbents.

Competition in banking

Australia’s banking market has become more concentrated since the GFC, with
declines in the share of credit provided by credit unions, building societies and the
non-bank sector. The crisis drove concentration by pushing out smaller lenders as the
cost of funding rose, which reflected the higher price of risk following the GFC.

Australia’s larger banks have a number of commercial competitive advantages over
their smaller domestic rivals, including scale of operations, funding costs, product
breadth and brand recognition. On balance, the Inquiry considers that the banking
sector is competitive, reflecting a number of indicators. Australian banks’ net interest
margins have almost halved since the early 1990s'° and the Reserve Bank of Australia
(RBA) submits that returns on equity are comparable to those achieved by other large
Australian companies.!!

The Inquiry notes existing capital requirements are not always competitively neutral.
Larger banks have satisfied the criteria to use an advanced approach when
implementing the Basel II capital requirements, but smaller authorised deposit-taking
institutions (ADIs) have to charge more to achieve the same return on equity for a
mortgage.’2 Some submissions hold the view that, particularly for their mortgage
book, smaller banks would have lower capital requirements if they were able to
employ internal ratings-based approach (IRB) models.

Some submissions argue that the larger banks also benefit from a funding advantage
from being perceived as too-big-to-fail. However, it is the Inquiry’s view that the best
way to deal with any competitive advantage arising from these perceptions is to
address directly the systemic risks posed by large banks.

10 Treasury 2014, First round submission to the Financial System Inquiry, page 34.

11 Reserve Bank of Australia 2014, First round submission to the Financial System Inquiry,
page 165.

12 Australian Prudential Regulation Authority 2014, First round submission to the Financial
System Inquiry, page 75.
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Funding is critical to ADI and non-bank lenders” ability to compete. The use of
residential mortgage-backed securities (RMBS) was a key factor in growing the market
shares of smaller banks and non-bank lenders before the GFC. The crisis significantly
increased the cost of this type of funding, thereby reducing the competitive position of
smaller ADIs and non-bank lenders. Although the RMBS market has started to recover,
the relative cost of fund raising via this method remains higher than before the GFC.

The “four pillars” policy, which prevents mergers between the big four banks, has been
in place, with some modifications, since 1990. Allowing a merger between the large
banks would likely reduce competition, and this may offset any advantages that flow
from larger scale. No submissions supported removing this policy.

Competition in payment systems and markets

The payments industry is characterised by significant economies of scale and strong
network effects, with the challenge for new payment system operators to build scale
through acceptance by consumers and merchants.

A lack of transparency has required regulatory intervention to provide consumers and
merchants with clearer price signals and more choice in responding to them. Without
regulation, customers who use lower-cost payment methods, such as cash, may
cross-subsidise those who use other forms of payments.

Some submissions argue that, while the regulated caps on credit card interchange fees
may have reduced costs for merchants and customers at the checkout, they have also
lowered the value to cardholders by limiting reward points and potentially making
credit card fees or interest rates higher than they would have been.

There are separate standards or access regimes for eftpos, scheme debit cards, scheme
credit cards and automated teller machines (ATMs). Due to this, some payment system
operators are subject to relatively intensive regulation, while others are less heavily
regulated. Several submissions ask for more consistency in the way different schemes
are regulated.

Funding Australia’s economic activity

As discussed above, the Australian financial system has grown substantially.
However, the Inquiry recognises that a larger financial system is not necessarily
beneficial to economic growth and a system that is too large may pose greater risks to
economic growth. 13 The Inquiry is focusing on the efficiency with which Australia’s

13 For a discussion of this issue, see for example Cecchetti, S and Kharroubi, E 2012 Reassessing
the impact of finance on growth Bank for International Settlements Working Paper No 381, BIS,
Basel.
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financial system allocates funding and risk in the economy, rather than on its size or
direct contribution to economic activity.

Australia has been a user of foreign funding for much of its post-European settlement
history. It has typically had more abundant domestic investment opportunities than
could be funded from historic levels of national saving. By using these foreign funds
productively, Australia’s growth potential has been raised, benefiting both residents
and foreign investors.

The continued inflow of foreign funding reflects the confidence foreigners have in
Australia’s growth prospects. Although Australia’s use of foreign funding is not
without risks, these can be mitigated by ensuring these funds are directed to their most
productive use, as well as maintaining a prudent regulatory regime and a sustainable
fiscal position. Based on evidence presented in submissions, the Inquiry notes some
distortions that may interfere with the allocative role that prices perform.

In particular, the Inquiry identifies distortions affecting household financial decision
making and structural impediments to small- to medium-sized enterprise (SME)
lending. It also recognises the effects of the taxation system on outcomes in the
financial system.

Housing and household leverage

Taxation distorts households’ saving and borrowing decisions towards housing and
salary-sacrificed superannuation, and encourages higher levels of household leverage
to fund purchases of dwellings.

Since the Wallis Inquiry, household leverage has almost doubled.' This has been
accompanied by a significant increase in housing prices relative to income over the
past decade.’> Higher household indebtedness and the greater proportion of
mortgages on bank balance sheets mean that an extreme event in the housing market
would have significant implications for financial stability and economic growth.

14 Reserve Bank of Australia 2014, First round submission to the Financial System Inquiry,
page 22 (ABS, APRA and RBA data). Note: since 1997, household leverage has increased
from debt equivalent to around 0.8 years of gross disposable income to around 1.5 years of
income in 2008 — household leverage has since stabilised at around this level. Disposable
income is after the payment of tax and before the deduction of interest payments.

15 Reserve Bank of Australia (RBA) 2014, Home Prices and Household Spending research discussion
paper 2013-14, RBA, Sydney.
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SME financing

Australia’s 2 million SMEs employ almost 70 per cent of the workforce.'® SMEs and
new ventures source some of their business equity from their own personal wealth;
however, they also require external sources of finance. The Inquiry notes that,
compared to their larger counterparts, the price and terms of SME loans can be more
restrictive. For example, many lenders now require more security, usually residential
property, for business loans.!” In large part, this is due to the lack of information
lenders have on the financial behaviour of SMEs and their owners.

Other taxation issues

As Australia becomes increasingly integrated with global capital markets, there is also
a question of whether the corporate tax regime, particularly the dividend imputation
system, is effective in reducing the cost of capital in Australia. The dividend
imputation system creates a bias for individuals and institutional investors (including
superannuation funds) to invest in domestic equities, and it may be a contributing
factor to the lack of a deep domestic corporate bond market in Australia.

Interest withholding tax (IWT) may also be distorting the funding decisions of
financial institutions and placing Australia at a competitive disadvantage
internationally. A number of submissions call for IWT to be removed or reduced.

The Goods and Services Tax (GST) is not levied on most financial services. This affects
the size of the financial services industry relative to other industries where GST is
levied, and affects the composition of the end-users who ultimately consume those
financial services. However, levying a GST on financial services is difficult.

A more neutral taxation of savings vehicles and assets across the economy is desirable.
It is not this Inquiry’s role to make recommendations on tax issues; however, the
Inquiry will provide its observations to the Government’s forthcoming Tax White
Paper.

Superannuation efficiency and policy settings

A major development since the Wallis Inquiry is the rapid expansion in
superannuation assets. Superannuation assets have grown from around $300 billion to
$1.8 trillion today.!8 19 Continued high rates of growth are expected for the foreseeable

16 Australian Bureau of Statistics (ABS) 2013, Counts of Australian businesses, including entries and
exits Jun 2009 — Jun 2013, cat. no. 8165.0, ABS, Canberra.

17 Reserve Bank of Australia 2011, Submission to the Inquiry into Access of Small Business to
Finance. Cited in Export Finance and Insurance Corporation 2014, First round submission to
the Financial System Inquiry, page 5.

18 Australian Prudential Regulation Authority (APRA) 2007, Insight: Celebrating 10 years of
superannuation data collection 1996-2006, Issue 2, Special Ed., APRA, Sydney.
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future and will be driven by the increase in the Superannuation Guarantee rate to

12 per cent by 2022, superannuation tax concessions, and investment returns. Industry
Super Australia predicts that superannuation assets will exceed those of the banking
system by around 2030.20

The structure of the system has also changed significantly. The number of Australian
Prudential Regulation Authority (APRA)-regulated funds (excluding small APRA
funds) has fallen from more than 4,700 to 299 since 1997,2! and the number of
self-managed superannuation funds (SMSFs) has grown rapidly. SMSFs now make up
the largest segment of the superannuation system in terms of the number of entities
and the size of funds under management (Chart 1.2).22

Chart 1.2: Superannuation assets by fund type, percentage of GDP
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Note: Excludes the balances of funds of life offices; the assets of small APRA funds are negligible. Industry
and public sector series break in September 2003 due to coverage changes; public sector excludes some
exempt schemes. Corporate reclassification of superannuation entities and data revisions resulted in
material changes for corporate funds from 2004.

Source: Reserve Bank of Australia.”®

19 Australian Prudential Regulation Authority 2014, Statistics: Quarterly superannuation
performance (interim edition), Sydney, March.

20 Industry Super Australia 2014, First round submission to Financial System Inquiry, page 117.

21 Australian Prudential Regulation Authority (APRA) 2007, Insight: Celebrating 10 years of
superannuation data collection 1996-2006, issue 2, Special Ed., APRA, Sydney; Australian
Prudential Regulation Authority 2014, Statistics: Quarterly superannuation performance (interim
edition), APRA, Sydney, March.

22 Australian Prudential Regulatory Authority (APRA) 2014, Statistics: Quarterly superannuation
performance (interim edition), APRA, Sydney, March.

23 Reserve Bank of Australia 2014, data supplied to Financial System Inquiry from APRA, ATO
and RBA, 13 June 2014.
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The Australian superannuation system has become an important source of funding for
the rest of the economy, particularly for long-term fixed capital formation. However,
some evidence raises questions about the efficiency of the sector. Australian
superannuation fund operating costs are among the highest in the Organisation for
Economic Co-operation and Development (OECD).2* The Grattan Institute estimates
that fees have consumed over one-quarter of returns since 2004, despite increases in
scale.? Direct leverage in superannuation funds is embryonic but growing. The
number of SMSFs using geared products grew by more than 11 per cent to 38,000 over
the year to April 2014.26 A number of submissions point to the stabilising influence of
the superannuation sector during the GFC. The current ability of funds to borrow
directly may, over time, erode the superannuation system’s ability to act as a
stabilising influence on the financial system during times of stress.

Post-GFC regulatory response

In the years since the Wallis Inquiry there have been several international financial
crises and major institution collapses, including the Long-term Capital Management
collapse, Asian financial crisis, Enron and WorldCom collapses, Russian and Argentine
currency crises and dot-com crash, and then the global financial and European
sovereign debt crises.

However, the GFC has had a lasting effect on Australia’s financial system. After a
period of favourable economic conditions in the major economies, investors
worldwide began to take more risks than was prudent.

The catalyst for the crisis was the deterioration of the United States housing and
mortgage market, which caused a liquidity and confidence crisis in the financial
markets of developed countries. The contagion was transmitted via the
interconnectedness of global financial institutions and markets, including through the
growth of complex securitisation structures. A number of financial institutions in the
United States and Europe collapsed. In response, governments became involved in
stabilising their financial systems through guarantees, direct equity measures, and
large fiscal and monetary stimulus measures.

24 Reserve Bank of Australia, First round submission to the Financial System Inquiry, page 178
(OECD data).

25 Minife, ] 2014, Super sting: How to stop Australians paying too much for superannuation, Grattan
Institute, Melbourne.

26 Investment Trends 2014, SMSF Investor Report, April. Note: Based on a survey of 2,163 SMSF
trustees.
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Although Australia’s financial system performed reasonably well through that period
of acute stress,? the Government intervened in the form of wholesale and deposit
guarantees, and provided support for the securitisation market. Deposit guarantees
and direct support for markets departed from the Wallis Inquiry principle that the
Government should not provide guarantees in the financial system.

Regulatory responses

In response to the GFC, Australian regulators and the Government have taken steps to
increase the resilience of the financial system. International bodies responsible for
making standards on financial regulation have also become increasingly active. Within
the G20, for example, governments and regulators in Europe and the United States
have led efforts to strengthen regulation and oversight — including taking a more
active regulator role in identifying and addressing the build-up of systemic risks.

An issue for Australia is the extent to which it should implement new global
standards. A significant consideration for Australian authorities has been the need for
our banks to maintain the confidence of external investors and credit rating agencies,
given their exposure to foreign funding markets.

Australian regulators have sought to influence the design of the global framework to
take into account Australia’s circumstances. Further, regulators have applied the
framework in a manner and timeframe to best suit Australian market circumstances, as
a capital importer within a global market.

Stability and the prudential framework

Australia has had a relatively stable financial system for most of the past two decades.
In particular, Australia’s financial system weathered the GFC relatively well. This
stability is the result of a number of factors, including a stable macroeconomic
environment; prudent risk management by financial institutions themselves; and a
traditional, comparatively low-risk commercial banking model remaining profitable.

A factor contributing to Australia’s resilience during the GFC was its strong prudential
framework. Australia’s prudential rules, often tighter than minimum international
standards before the GFC, together with a proactive approach to supervision, helped
maintain a healthy and stable financial sector domestically.?

27 Davis K 2011, ‘“The Australian Financial System in the 2000s: Dodging the Bullet’, in
Gerard, H and Kearns, ] (eds), The Australian Economy in the 2000s, Proceedings of a Conference,
Reserve Bank of Australia, Sydney, pages 301-48.

28 International Monetary Fund (IMF) 2011, Australia 2011 Article IV Consultation, IMF country
Report No 11/300, IMF, Washington DC.
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International financial history indicates that financial crises and financial instability are
not uncommon.? Instability has substantial costs to the economy. It limits the financial
system'’s capacity to allocate funds, facilitate payments, transfer risk and create
liquidity. Instability can result in losses for savers or policyholders, lower economic
growth, and damage to the financial sector’s ability to serve the economy. As shown
by the GFC, it can also have severe negative effects on the economy, including low
growth and high unemployment, and can result in policy options that lead to higher
Government debt.

Internationally, governments’ responses to the GFC sought to minimise these costs.
These actions were often appropriate, and illustrated the potential need for
government intervention in the financial system in very extreme circumstances. The
GEFC, both here and overseas, highlighted the link between governments and the
financial sector. It demonstrated that fiscal responsibility is an important ingredient to
maintaining a resilient financial system.

However, any expectation that government will support a failing financial institution
creates a moral hazard in the longer term. This may reduce market discipline and
encourage riskier behaviour. Although the perception that some institutions are
too-big-to-fail cannot be eliminated entirely, there is much the Government can do to
minimise moral hazard and the problems associated these perceptions.

As markets continue to develop, financial and technological innovations are emerging
rapidly, which may bring new risks. The GFC highlighted that focusing on the
soundness of individual institutions without stepping back to consider the overall
financial system is not sufficient to ensure financial stability. Australia has a
well-established system for monitoring systemic risk. However, risks outside the
prudential perimeter can be more difficult to identify due to limited oversight and a
lack of data.

To help address these risks, significant reforms such as improving the transparency of
over-the-counter (OTC) derivatives have been introduced since the GFC. However,
this has also moved derivatives from banks into the shadow banking sector. Globally,
the increasing use of shadow banking has the potential to generate systemic risks.
However, because of the small size of the shadow banking sector in Australia, risks to
stability in Australia remain limited.

Consumer outcomes and conduct regulation

Although there were no significant prudentially regulated institution failures during
the GFC in Australia, the crisis resulted in significant losses for some individuals.

29 Although noting the extent to which this is an inherent feature of financial markets or the
result of government interventions (or a mixture of both) remains a matter of debate.
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Fraud, mis-selling, product unsuitability, lack of information and lack of financial
literacy were all factors in poor financial outcomes for some Australians.

Since the crisis, the emerging theory of behavioural economics has recognised that
most individuals do not always act in an economically rational way. Behavioural
biases can reduce the effectiveness of many traditional consumer protection
approaches, which rely on the assumption that consumers will seek out and
understand all relevant information before purchasing a financial product.

Consumer disclosure

Australia’s regulatory framework relies heavily on disclosure to protect and empower
consumers.

Submissions support a view that the disclosure framework is not achieving its
objectives. The current disclosure regime produces complex and lengthy documents
that do not always enhance consumers’” understanding of financial products and
services, and impose significant costs on industry participants.

Reasons that disclosure does not always inform consumers include low levels of
financial literacy, disengagement due to lack of time or motivation, behavioural biases,
and the length and complexity of disclosure documents. This situation makes it
difficult for consumers to compare products, understand risks and make informed
decisions.

Financial advice

Retail investment failures following the GFC, including high-profile cases such as
Storm and Trio, highlighted concerns with financial advice regulation.

Recent reforms have sought to improve the quality of financial advice and increase
trust and confidence in the financial advice industry by introducing a best interests
duty and a requirement to put the interests of the client ahead of those of the adviser.
These reforms have provided greater clarity over the expectations and requirements of
financial advisers. Reforms on conflicted remuneration have also sought to better align
the interests of financial advisers and consumers.?® The Inquiry considers the principle
of consumers being able to access advice that helps them meet their financial needs is
undermined by the existence of conflicted remuneration structures in financial advice.

30 Note: the Government has recently announced some changes to the Future of Financial
Advice (FOFA) laws, see Cormann, M (Minister for Finance) 2014, The Way Forward on
Financial Advice Laws, media release, 20 June, Canberra, viewed 2 July 2014,
<http:/ /www. financeminister.gov.au/media/ 2014/ 0620-the-way-forward-on-financial-advice
-laws.html>
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Financial advisers provide advice on a range of products including investment, debt
management, tax management, superannuation and insurance. The total number of
financial advisers in Australia is around 54,000, with 3,000 organisations holding an
Australian Financial Services Licence to provide personal financial product advice.!
However, less than 42 per cent of the Australian adult population has ever used a
financial adviser.3? Good financial advice is increasingly important given growing
household wealth and mandated superannuation investment.

Evidence suggests that the quality of financial advice could be improved significantly.
For example, ASIC’s shadow shopping study of retirement advice concluded:

* More than a third of the advice examples were poor in quality (39 per cent)
* There were only two examples of good quality advice (3 per cent)
* The majority of advice examples reviewed (58 per cent) were adequate3?

Regulatory architecture

The GFC tested regulatory arrangements globally and domestically, and Australia’s
twin peaks model has proven robust and effective. A number of overseas jurisdictions
have looked to Australia’s model, or versions of it, to address weaknesses the GFC
exposed in their financial systems.

Evidence suggests there is no case to make significant changes to Australia’s
regulatory framework.

However, submissions and stakeholders suggest a wide range of refinements.
Reflecting this, the Inquiry observes a number of issues relating to regulatory
architecture:

* Regulatory burden: Following the GFC, the considerable international policy
response included new and increased regulation for financial system entities. A
number of submissions are concerned about the burden of implementing new
regulations. The Inquiry has commissioned further analysis of the costs and
benefits of regulation, including the relative impact of the fixed cost of regulation
on institutions of varying size.

31 Australian Securities and Investments Commission 2014, First round submission to the
Financial System Inquiry, page 202. Note: these are not exact numbers as there is currently
no register of advisers.

32 Roy Morgan Research 2012, data provided to Financial System Inquiry, 18 June 2014.

33 Australian Securities and Investments Commission (ASIC) 2012, Report 279 Shadow shopping
study of retirement advice (REP 279), ASIC, Sydney.
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* Regulatory perimeters: As the financial system environment changes, the way
Australia considers the regulatory perimeter may need to change. In this context,
regulation should be examined pertaining to superannuation funds, retail
payments systems, securities dealers and certain technology service providers of
sufficient scale.

* Independence and accountability: Australia generally has strong, well-regarded
regulators, but some areas of possible improvement have been identified to increase
independence and accountability.

* Regulator structure and coordination: The GFC demonstrated the importance of
strong regulatory coordination mechanisms. Submissions were strongly supportive
of the Council of Financial Regulators, endorsing it as the right body for high-level
coordination. Some submissions recommended expanding and strengthening its
role, although regulators consider it effective.

* Execution of mandates: Australia’s regulators have mandates that place a similar
emphasis on competition to international peers; however, more could be done
beyond mandates to emphasise competition. ASIC’s mandate is broad, having
grown considerably over the last two decades, generally in response to major
reform processes and reviews.

* Enforcement powers: Strong enforcement powers underpin an effective regulatory
framework. Enforcement sends a message of deterrence to industry and is an
important aspect of the consumer regulatory framework.

Emerging trends

The financial system must continue to be flexible and to adapt quickly to whatever
developments unfold in the future. Although the Inquiry does not intend to try and
predict the future, it recognises that the financial system can play an important role in
helping the economy respond to several opportunities and challenges. With the need
to lift low productivity growth and ease fiscal pressures, these challenges are likely to
include our ageing population, changes in technology and Australia’s international
integration.

The need for higher rates of productivity growth to ensure continuing improvement in
living standards is a major challenge facing Australia, in particular given the need to
support an ageing population.

The unprecedented increase in the terms of trade, which drove the improvement in
living standards over the past decade, is believed to have ended and the terms of trade
are expected to decline over coming years. On its current trajectory, productivity
growth will not be able to sustain the same rate of growth in incomes that Australia
has experienced over the past decade (see Chart 1.3 below).
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Chart 1.3: Contributions to annual per capita income growth
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Sources: Australian Bureau of Statistics and Treasury.*

The financial system has an important role to play in facilitating higher productivity
growth through allocating funding in the economy more efficiently. Closer financial
and economic ties with other jurisdictions can also improve productivity by allowing
foreign firms to enter Australia and by supporting more competition and innovation.
The financial system also enables Australian firms, both financial and non-financial, to
expand offshore.

34 Australian Bureau of Statistics (ABS) 2011, Australian system of national accounts, cat.
no. 5204.0, ABS, Canberra; and Treasury.
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Associated with these expected developments, the Commonwealth and state
governments face a fiscal challenge. The ageing population is expected to contribute to
a deterioration of the Government's fiscal position. By 2050, these demographic
developments are expected to result in a net cost to Government of 3 per cent of GDP
(see Chart 1.4 below).

Chart 1.4: Net fiscal cost of ageing to Government 2011-12 to 2059-60, as

percentage of GDP
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Note: The fiscal cost is defined as the primary balance, which is the difference between Government
revenues and expenditures in any given year excluding interest payments on debt.
Source: Productivity Commission.®

The financial system can help, or hinder, governments in relieving some of this fiscal
pressure. For example, an appropriately designed retirement income system can assist
in reducing the fiscal costs of the ageing population by providing products to deliver
retirement incomes from superannuation balances. Conversely, policies that subsidise
or incentivise imprudent or excessive risk taking may lead to adverse long-term
consequences for the economy and further pressure on government spending.

Retirement incomes and ageing

Australia faces a significant demographic challenge. The ageing population and higher
life expectancy are likely to result in lower workforce participation rates (Chart 1.5),
which could lower the long-run growth in the economy and may result in higher costs
for governments.

35 Productivity Commission (PC) 2013, An ageing Australia: Preparing for the future, Commission
Research Paper, PC, Canberra, page 165.
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Chart 1.5: Labour force participation rates
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But the ageing population also presents an opportunity for the financial system.
Individuals require a different set of financial products and services to enable them to
manage their income and risks in retirement.

The current retirement income system provides limited choice for managing risks in
retirement. The system lacks a sufficient range of financial products to help provide
retirees with income and flexibility and to manage risks, particularly longevity risk.

Furthermore, current policy settings and the incentives they generate do not support
product development. Australia is unusual compared to its peers in not having a
well-functioning market for products that manage longevity risk. Australia’s annuity
market is much smaller than that of comparable countries when measured as a
proportion of GDP.%”

The structure of retirement income products may also affect the allocation of funding
in the economy and productivity growth. As the stock of superannuation assets in the
retirement phase increases, demand for defensive assets such as fixed income products
can be expected to increase.

36 Productivity Commission (PC) 2013, An ageing Australia: Preparing for the future, Commission
Research Paper, PC, Canberra, page 92.

37 Organisation for Economic Co-operation and Development (OECD) 2013, ‘Survey of Annuity
Products and their Guarantees’, paper presented at the Insurance and Private Pensions
Committee meeting, 5-6 December. Note: the OECD defines size as the amount of assets
backing products (where dedicated or separated accounts back the products) or technical
provisions or reserves.
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Technology opportunities and risks

Technology-driven innovation is a major driver of efficiency in the financial system
and can benefit consumers. It is changing the financial products and services available
to consumers, as well as the delivery channels and providers of the products and
services.

Financial services boundaries are shifting as technology enables new competitors from
inside and outside the sector, new business models and new services. Trends, such as
the increasing adoption of cloud technology and financial institutions using growing
amounts of data, provide opportunities for increasing financial system efficiency.

Australians are showing themselves to be rapid adopters of technology with

7.5 million Australians accessing the internet via their mobile phones in 2013, an
increase of 33 per cent from 2012.3 More Australians shop online for insurance and
financial services than their counterparts in the United States and major European
economies.® This has contributed to the swift growth of services such as mobile
banking and electronic payments.

Although there are many benefits, technological innovation also poses challenges for
Government and regulators, in particular, how to trade off potential benefits against
risks. To facilitate innovation, Government and regulators should seek to be flexible in
regulatory approach and technology neutral in regulation. This is not always the case
currently; for example, some Federal and state-based legislation and regulations
require (implicitly or explicitly) the use of certain forms of technology.

Increasing collection of data by financial institutions raises privacy-related risks.
Submissions highlighted issues including that data might be used in ways a customer
might not like and might reveal information about persons other than the consenting
customer, such as their friends, family or clients. Other submissions note that some
segments of the community, such as senior Australians, are particularly sensitive to
privacy, safety and security issues.

Cyber attacks are no longer only a potential threat; they are occurring on an
increasingly frequent basis. For example, in 2013 cyber crime affected 5 million
Australians at an estimated cost of $1.06 billion.40 As well as these direct costs, cyber
crime may erode consumer and business trust and confidence in the financial system.
The financial system’s shift to an increasingly online environment also heightens the

38 Australian Communications and Media Authority (ACMA) 2013, Communications
report 2012-13, ACMA, Melbourne.

39 The Boston Consulting Group (BCG) 2013, 2013 Global Consumer Sentiment Survey, BCG,
Boston.

40 Symantec 2013, 2013 Norton Report: Total Cost of Cybercrime in Australia amounts to
AU$1.06 billion, media release, 16 October, Sydney.
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need to improve digital identity solutions. Trusted digital identities are important in
helping prevent identity-related crime and fraud.

International integration

Changes are also occurring in global financial and capital flows that are affecting the
interaction of Australia’s financial system with the rest of the world. Since the GFC,
cross-border capital flows have declined globally, and the international regulatory
response to the crisis has in part aimed to reduce the interconnectedness of the global
financial system and increase its resilience to shocks. Although the risks of
connectedness with economies experiencing volatility are real, there remain long-term
benefits from financial integration.

The pattern of international financial and capital flows will continue to change with
forecast financial development and economic growth in the region (see Chart 1.6).

Chart 1.6: Share of world output over time
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A particularly significant change is the planned gradual liberalisation of foreign
exchange and capital controls for major economies in this region. Currently,
Australia’s trade flows and overseas commercial presences in financial services are
North Atlantic-focused, whereas physical flows are Asia-focused. (See Figure 1.2.) In

41 Based on IMF and Conference Board data, as well as Maddison, A 2010, Statistics on world
population, GDP and GDP per capita, 1-2008 AD, Historical Statistics, Groningen Growth and
Development Centre, viewed 21 June 2014, <http:/ /www.ggdc.net>. Based on purchasing
power parity adjusted GDP.
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future, trade flows, capital raising and investment by economies in our region are
likely to increase, in addition to activity in our traditional European or North
American financial corridors.

Figure 1.2: Financial and physical outward flows

Note: Includes Australian exports of financial and insurance services, as well as financial and insurance
services provided by Australia’s foreign affiliates abroad.
Source: Australian Bureau of Statistics.*

Australia has benefited substantially from financial integration with the rest of the
world, most notably from trade and accessing international capital markets over many
decades. Benefits have also flowed from opening up Australia’s financial services
market to foreign competition and from exporting financial services to other markets,
although these exports have not been as significant.

42 Australian Bureau of Statistics (ABS) 2010, Australian Outward Finance and Insurance Foreign
Affiliate Trade, 2009-10, cat. no. 5485.0 and International Trade in Goods and Services, Australia,
2009-10, cat. no. 5368.0, ABS, Canberra. Asia includes China, Hong Kong, Singapore, Japan,
Indonesia and Thailand
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However, the Inquiry observes potential impediments to further international
integration. Previous Government inquiries and private sector reviews have identified
tax settings that are interfering with international flows, and regulatory and other
impediments. To address impediments and effectively respond to changes in the
region, coordination across Government, regulators and industry could be improved.

In addition, the Australian financial system is increasingly affected by international
standards and foreign regulation. Submissions have raised concerns that domestic
regulatory processes need to better accommodate the scale and complexity of
increasing international influence on the regulatory environment.
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Growth and Consolidation

Since the Wallis Inquiry the financial system as a whole has grown significantly,
especially the superannuation sector. The system has also seen considerable
consolidation and integration, particularly in banking.

Against this backdrop of growth and consolidation, and noting the consequences of
the global financial crisis, the Inquiry observes several issues, including:
opportunities for improvement in competition and contestability, distortions in
funding flows, and issues with the efficiency and policy settings of the
superannuation system.

2: Competition 2-3
3: Funding 2-43
4: Superannuation 2-95
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2: Competition

Competition is the cornerstone of a well-functioning financial system, driving
efficient outcomes for price, quality and innovation.

Most sectors of the Australian financial system are concentrated, with that
concentration generally increasing since the Wallis Inquiry. Banking, payments,
financial market infrastructure (FMI), platform providers in wealth management
and personal general insurance have a relatively high degree of market
concentration. However, competition can still be strong between players in a
concentrated market. Indeed, market concentration can be a by-product of
competition, if more efficient firms grow at the expense of their less efficient
competitors.

The Inquiry has made the following observations about competition in the
Australian financial system:

» The banking sector is competitive, albeit concentrated. The application of capital
requirements is not competitively neutral. Banks that use internal ratings-based
(IRB) risk weights have lower risk weights for mortgage lending than smaller
authorised deposit-taking institutions (ADIs) that use standardised risk weights,
giving the IRB banks a cost advantage.

* Regulation of credit card and debit card payment schemes is required for
competition to lead to more efficient outcomes. However, differences in the
structure of payment systems have resulted in systems that perform similar
functions being regulated differently, which may not be competitively neutral.

Context

This chapter examines competition across key sectors of the financial system, including
banking, payments, financial markets, wealth management and insurance.

Competition is a process of rivalry between individuals or firms in the sale and
purchase of goods and services. It is the cornerstone of a well-functioning financial

system, driving efficient outcomes for price, quality and innovation. Competition is
desirable because it generally leads to better consumer outcomes.

Assessing competition and contestability

As competition is a dynamic process, rather than an outcome, it is difficult to measure
and must be assessed indirectly using a range of indicators. These include market
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concentration, barriers to entry, margins, profitability, operating costs, switching
behaviour, firm behaviour and customer satisfaction.

High levels of market concentration can raise concerns about the level of competition
in a market, but it is not sufficient to look at this issue alone. Competition can be strong
between players in a concentrated market. Indeed, market concentration can be a by-
product of competition, if more efficient firms grow at the expense of their less efficient
competitors. In addition, the threat of new entrants can exert price discipline over an
incumbent, even in the absence of existing competitors. This threat of competition is
called ‘contestability’.

As with other industry sectors, incumbent firms in the financial system have
significant advantages over new market entrants. These advantages include brand
recognition, existing customer bases and established distribution arrangements. Large
incumbent firms have additional advantages in sectors where scale or network effects
are important, such as payments or FMI, in which case new entrants will find it
difficult and expensive to attract customers away from existing providers.

Trends affecting competition

Government policy should take into account how potential future trends in markets
may affect the level of competition over time. Competition issues today may resolve
themselves over time, while highly competitive markets today may become less
competitive. The Inquiry must consider how potential future trends may affect the
level of competition over the medium to long term.

Over the medium term, technology will increasingly affect the level of competition in
the financial system. In some ways, technology is improving competition. It enables
consumers to compare and switch between products, making new business models,
such as online-only banks and peer-to-peer lenders, viable.

However, technology also has the potential to reduce competition. Technology is
introducing new economies of scale into financial markets. For example, the use of
data is becoming increasingly important in understanding risks and meeting consumer
needs, giving players with large customer bases the capacity to develop competitive
advantages by leveraging their pre-existing data sets. Although these developments
should make the financial system more efficient, they could potentially lead to less
competition in the medium to long term.

How does the Government promote competition?
Governments facilitate the operation of markets by upholding property rights and the

rule of law. They also intervene in markets to promote competition, particularly where
there is market failure, where firms have accrued excess market power or where there

2-4



Growth and Consolidation — Competition

are regulatory distortions in the market. The Government seeks to promote
competition in the financial system in several ways:

* Preventing firms from building up excessive market power and/or abusing
market power. The financial sector is covered by the competition provisions of the
Competition and Consumer Act 2010. The Australian Competition and Consumer
Commission (ACCC) is responsible for determining whether proposed mergers and
acquisitions in the financial sector would substantially lessen competition. It is also
responsible for enforcing provisions relating to the misuse of market power; third-
line forcing; and other exclusionary conduct, cartel conduct and price signalling.
The Payments System Board (PSB), which has responsibility for setting the
payments policy of the Reserve Bank of Australia (RBA), plays a unique role in
regulating access regimes and fee arrangements for payment schemes.

* Promoting competition by increasing a market’s contestability. The Government
can do this by reducing regulatory barriers to entry, such as licensing or
authorisation requirements, or by reducing barriers to consumer switching, such as
by introducing mandatory disclosure requirements or abolishing exit fees.

There is a potential trade-off between competition and stability. One of the objectives
of prudential regulation is to ensure that market participants do not take inappropriate
risks when competing for greater market share. Maintaining sustainable firms may
also promote long-term competition.

The Government can also affect competition by imposing compliance costs on market
participants. The regulatory frameworks administered by the Australian Securities and
Investments Commission (ASIC), the Australian Prudential Regulation Authority
(APRA), and the Australian Transaction Reports and Analysis Centre (AUSTRAC)
affect the cost bases of market participants. Many submissions highlight aspects of
regulation they claim are harming competition by increasing the costs of particular
businesses. For example, although large institutions face the biggest absolute costs,
smaller competitors may face a higher relative burden.

The Inquiry’s principles for competition policy
To facilitate competition, the Government should:

* Ensure market participants do not act anti-competitively or build up excessive
market power through mergers and acquisitions

* Remove regulatory impediments to competition, such as barriers to entry and
distortions to level playing fields, subject to trade-offs with other policy objectives

that the regulation seeks to achieve

* In the case of network goods and natural monopolies, ensure market participants
have access to infrastructure and data that enable them to compete for consumers,
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subject to considerations around the investments that initial market participants
may have made in developing the infrastructure or data sets

» Facilitate consumers’ capacity to understand and compare products, and ensure
that consumers are able to switch between products at a reasonable cost and
through a simple process

Banking sector

Australia’s banking market is relatively concentrated by international standards. The
share of banking assets owned by the four largest banks in Australia is higher than
equivalent shares in most other jurisdictions.! Concentration has increased since the
global financial crisis (GFC), with the major banks’ share of total ADI assets increasing
from 65.4 per cent in September 2007 to 78.5 per cent in March 2014.2 However, it is not
unusual for concentration to increase following a financial crisis or economic
downturn.

The banking sector’s increased concentration reflects two primary factors:

*  Westpac and the Commonwealth Bank acquired St George and Bankwest, which
together accounted for 11 per cent of mortgages and small- and medium-sized
enterprise (SME) loans at the time of their acquisition.3#

+ Since the GFC, the major banks have benefited from better access to funds and
lower funding costs than their competitors, allowing them to grow faster.

Some submissions, particularly those from smaller ADIs and non-bank lenders,
propose that increased concentration has led to less competition. They point to the
robust returns on equity earned by the major banks as an indicator of excessive
profitability. However, the major banks argue there is adequate competition, pointing
to low net interest margins and returns on equity around international norms.

1 International Monetary Fund (IMF) 2012, *Australia: Addressing Systemic Risk through
Higher Loss Absorbency —Technical Note’, IMF Country Report no. 12/311, IMF, Washington
DC, page 7.

2 Australian Prudential Regulation Authority (APRA) 2014, Quarterly Authorised Deposit-taking
Institution Performance Statistics, APRA, Sydney, March 2014. Note: this statistic captures all
assets held by ADIs, not only assets associated with borrowing and lending.

3 Australian Competition and Consumer Commission (ACCC) 2008, Public Competition
Assessment: Commonwealth Bank of Australia - proposed acquisition of Bankwest and St Andrew’s
Australia, ACCC, 10 December.

4 Australian Competition and Consumer Commission (ACCC) 2008, Public Competition
Assessment: Westpac Banking Corporation — proposed acquisition of St George Bank Limited, ACCC,
13 August.
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On balance, the Inquiry considers the banking sector is competitive, reflecting a
number of indicators.

Net interest margins of the major banks are around historic lows and mid-range by
world standards.> ¢ In the lead-up to the GFC (2004-08), the average return on equity
of the major banks was around 16 per cent, and has since averaged about 14 per cent.”
The RBA notes that these rates are comparable to those achieved by other large
Australian companies, as well as by major foreign banks before the GFC.8

Customer satisfaction with the major banks has steadily increased since 2001 and is
now at record highs, following an initial drop after the Wallis Inquiry.” Consumers
also have access to an extensive range of products and providers. For example, there
are more than 500 standard variable mortgage products from more than 100 providers
available, and more than 1,500 term deposit products from over 80 providers. That
said, there are only about 35 small business loan products from around 20 providers.10

Further, bank lending fee income, non-deposit fee income and deposit fee income as
a percentage of assets have all fallen since 2000.1* Fees paid by households have
declined in absolute terms since 2010, with that decline largely driven by decreases in
account servicing fees and transaction fees. However, fee income from businesses has
increased, mainly due to an increase in account servicing fees and the volume of loans.
Merchant service fees have also increased, although these have grown by only

13 per cent since 2003; whereas the value of transactions accepted has more than
doubled.

5 Reserve Bank of Australia 2014, First round submission to the Financial System Inquiry.

6 World Bank 2013, Financial Development and Structure Dataset, World Bank, Washington DC,
November.

7 Australian Prudential Regulation Authority (APRA) 2014, Quarterly Authorised Deposit-taking
Institution Performance Statistics, APRA, Sydney, March 2014. Note: this return on equity
statistic includes returns on all ADI activities, not only borrowing and lending.

8 Reserve Bank of Australia 2014, First round submission to the Financial System Inquiry.

9 Roy Morgan Research 2014, State of the Nation: Report 18, April.

10 Based on review of Canstar website on 20 June 2014, <http:/ /www.canstar.com.au>.

11 Craig, A 2014, Banking Fees in Australia, Reserve Bank of Australia, Sydney.
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Although the Inquiry considers the banking sector is competitive, the level of
competition may vary across individual banking markets. Stakeholders raise a number
of potential competition issues that warrant consideration, including;:

* The effect of regulatory capital requirements, and in particular capital risk weights,
on competition

* The effect of funding costs on the competitiveness of smaller ADIs and non-bank
lenders

* The level of competition in small business and personal lending
» Constraints on the ability of consumers to compare and switch between products
* The four pillars policy

* Increasing market power and vertical integration

Regulatory capital requirements

Capital requirements are largely determined as a proportion of ADIs’ risk-weighted
assets. Risk weights affect the extent to which a bank must fund its assets using
regulatory capital (equity, preferred shares and subordinated debt), rather than
potentially cheaper deposits and wholesale debt. The purpose of risk weights is to
ensure the size of an ADI's regulatory capital buffers reflects certain risks to which the
ADI is exposed.

The Basel Committee on Banking Supervision (BCBS) sets minimum capital standards
for banks. APRA enforces these minimum standards in Australia. The first of the Basel
accords, known as Basel I, established standardised asset risk weights for calculating
capital requirements, which applied to all ADIs in Australia. The Basel II framework
allowed banks to seek regulatory approval to determine risk weights using IRB models
that reflect their actual loss experiences. IRB modelling incentivises ADIs to improve
their risk management practices by requiring less regulatory capital for lower-risk
assets.

The four major banks and Macquarie Bank have had their internal risk models
accredited by APRA. Other ADIs are not accredited, mainly because of the current
standing of their risk management systems and the costs involved in developing
internal models. Instead, they rely on standardised risk weights.
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Preliminary assessment

Observation

The banking sector is competitive, albeit concentrated. The application of capital
requirements is not competitively neutral. Banks that use IRB risk weights have
lower risk weights for mortgage lending than smaller ADIs that use standardised
risk weights, giving the IRB banks a cost advantage.

The IRB banks have lower risk weights for mortgage lending than standardised ADIs,
although the advantage is less clear in relation to other asset classes. This provides the
IRB banks with a cost advantage for mortgage lending. In its submission, APRA
notes:12

* In early 2014, the average risk weight for housing lending under the IRB approach
was 18 per cent, as compared to 39 per cent under the standardised approach.

» All else being equal, an ADI using the standardised approach would have to charge
23 basis points more than an IRB bank to achieve the same return on equity for a
mortgage.

Submissions from smaller ADIs identify these higher risk weights as a competitive
disadvantage. They argue that similar loans should be risk weighted the same,
regardless of who holds them. However, APRA’s submission makes the following
points:

» IRB and standardised risk weights cover credit, market and operational risk. IRB
banks are subject to additional requirements for interest rate risk in the banking
book, whereas standardised ADIs are not. This means that direct comparisons
between IRB and standardised risk weights overstate any competitive advantage
for IRB banks.

* The risk weights of the IRB banks vary over time in line with their loss
performance. In recent years, the IRB banks have benefited from strong asset
quality and low impairments. However, this could change if they experience higher
losses in the future. Although credit unions and building societies have also
experienced low impairment rates, some of the regional banks have experienced
higher loss rates.!?

12 Australian Prudential Regulation Authority 2014, First round submission to the Financial
System Inquiry.

13 Reserve Bank of Australia (RBA) 2014, Chart Pack: The Australian Economy and Financial
Markets, June, Sydney, page 29, viewed 20 June 2014, <http:/ /www.rba.gov.au/chart-
pack/pdf/chart-pack.pdf>.

2-9



Financial System Inquiry — Interim Report

* The aggregate regulatory capital requirements of an ADI should reflect its overall
risk profile. Although small ADIs may benefit from detailed knowledge of their
customers, they also have relatively concentrated loan books and, in the case of
credit unions and building societies, limited capacity to raise new equity. They also
tend to have less sophisticated risk management systems, albeit with less complex
risks. These factors suggest smaller ADIs may need higher regulatory capital
buffers than their larger competitors.

The Inquiry considers smaller ADIs most likely face a disadvantage due to the
differences between standardised risk weights and risk weights determined by IRB
models. However, the extent of the disadvantage would be difficult to determine and
would vary between ADIs over time, depending on the riskiness of their assets.

Standardised risk weights do not provide incentives for the ADIs that use them to
reduce the riskiness of their lending, as this would not reduce their risk weights.
Conversely, IRB banks receive strong incentives to reduce the riskiness of their
lending.

Policy options for consultation

Submissions identify a number of options to address the consequences of the
differences between standardised and IRB risk weights:

* It may be possible for Government or APRA to work with smaller ADISs to help
them attain IRB accreditation. Submissions indicate some non-IRB banks are
actively considering how to attain IRB accreditation, but are finding this difficult.
The Inquiry would welcome views on how Government or APRA may be able to
assist with this.

* Another option could be to increase the risk weights for IRB banks. This could
involve setting a minimum risk weight for mortgages determined by IRB models,
or indirectly determined by setting or increasing floors for key parameters in IRB
models. For example, for stability reasons, APRA already requires that IRB banks
assume a 20 per cent ‘loss given default’ rate for their mortgage book, even when
their models produce a lower rate. Increasing the risk weights for IRB mortgages
could increase stability and competition, and incentivise more lending away from
housing; although, it could also increase costs for IRB banks and may therefore
reduce efficiency.

* Inits submission, APRA notes that risk weight floors have been introduced in
Sweden and Hong Kong, and the BCBS is investigating measures, such as floors
and benchmarks, to limit risk weight variability while retaining appropriate risk
sensitivity. However, the prospective introduction of floors and analysis by the
BCBS is driven primarily by stability rather than competition concerns, and is not
limited to mortgage lending.
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Other suggested options would have trade-offs between stability and competition.
They would also be inconsistent with Australia’s commitment to the Basel framework,
and so may risk the international reputation of Australia’s banking system.

It may be possible to develop a tiered system of standardised risk weights that
incorporates some components of IRB models. Such a system could potentially be
more accurate than standardised risk weights, while less burdensome than IRB
modelling. The Inquiry welcomes views on how such an option could be
implemented.

A number of submissions propose APRA should lower standardised risk weights
for mortgages.!4 This option would have several drawbacks. It could lower the
incentive to improve risk management models and further incentivise non-IRB
ADIs to undertake mortgage lending, rather than business or personal lending. This
option could also increase risk, which could increase funding costs.

A final option would be to allow smaller ADIs to adopt IRB for residential
mortgages only, rather than for all asset classes. This would likely only benefit mid-
tier ADIs that have the capacity to model their own mortgage risk weights. This
option could also reduce stability, as the IRB accreditation process is designed to
ensure ADIs manage their entire loan book effectively - and this would be lost.

The Inquiry would value views on the costs, benefits and trade-offs of the
following policy options or other alternatives:

No change to current arrangements

Assist ADIs that are not accredited to use IRB models in attaining IRB
accreditation

Increase minimum IRB risk weights
Introduce a tiered system of standardised risk weights
Lower standardised risk weights for mortgages

Allow smaller ADIs to adopt IRB modelling for mortgages only

14

For example, the Regional Banks’ submission to the Financial System Inquiry on behalf of
Bank of Queensland, Bendigo and Adelaide Bank, ME Bank and Suncorp Bank proposes
lowering standardised risk weights for mortgages to 20 per cent.
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The Inquiry seeks further information on the following area:

How could Government or APRA assist smaller ADIs to attain IRB accreditation?

Funding costs

The major banks have lower wholesale funding costs than their smaller competitors. A
significant part of this advantage is derived from commercial and market factors,
including the major banks’ size, their greater access to capital, the diversity of their
lending portfolios and their sophisticated risk management systems. Although the
funding advantages accruing from these factors may be a natural consequence of size,
some submissions argue that other factors disadvantage smaller ADIs, namely:

* A perception that some banks are too big for Government to allow them to fail,
which may lead to creditors lending to these banks at a lower rate

* The collapse in the residential mortgage-backed securities (RMBS) market following
the GFC

Preliminary assessment

The impact of perceptions of too-big-to-fail on wholesale funding costs

A number of submissions argue that large banks receive an additional funding
advantage, as they are perceived as too-big-to-fail.> The Stability chapter explores this
in more detail. In short, creditors may believe that, in times of crisis, the Government
will provide taxpayer support to banks whose disorderly failure could damage other
parts of the economy. Thus, creditors may be willing to lend to these banks at a
reduced rate.

It is difficult to estimate the size of any possible funding cost advantage that the
perception of being too-big-to-fail provides large banks. This is in large part due to
different creditors having different perceptions around risk. A number of
organisations have attempted to estimate the potential funding advantage; however,
estimates vary depending on the methodology used.!® Any advantage is also likely to

15 Submissions to the Financial System Inquiry include those by the Customer Owned Banking
Association, the Regional Banks and Yellow Brick Road.

16 International examples include: Schich, S and Lindh, S 2012, ‘Implicit Guarantees for Bank
Debt: Where Do We Stand’, OECD Journal: Financial Market Trends, vol 2012, issue 1, OECD;
and Santos, ] 2014, ‘Special Issue: Large and Complex Banks’, Federal Reserve Bank of New York
Economic Policy Review, vol 20, no. 2, New York. Australian studies are scarcer, but include:
International Monetary Fund (IMF) 2012, “ Australia: Addressing Systemic Risk through
Higher Loss Absorbency —Technical Note’, IMF Country Report no. 12/311, IMF, Washington.
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fluctuate over time, and could be transient if Government policies effectively reduce
the systemic risks posed by large banks.!”

The residential mortgage-backed securities market

During the GFC, the RMBS market became dislocated and the cost of RMBS as a
funding source for mortgage lenders increased. This disproportionately affected
smaller ADIs and non-bank lenders, which rely more heavily on these markets for
funding, and compounded the wholesale funding cost advantage that the larger banks
already had. The introduction of the Financial Claims Scheme (FCS), which protects
retail bank deposits up to $250,000, also affected non-bank lenders, who could not
benefit from it.

Before the GFC, short-term debt and securitisation provided a cost-effective form of
funding that allowed smaller ADIs and non-bank lenders to compete with the major
banks. In 2007, smaller ADIs and non-bank lenders accounted for approximately

70 per cent of RMBS issuance (Chart 2.1). Investor demand for RMBS fell during the
GFC, with RMBS spreads increasing by over 100 basis points by 2012.18 At the same
time, smaller ADIs found it difficult to access wholesale debt markets. The
Government directed the Australian Office of Financial Management to purchase
RMBS securities to support the market, but many non-bank lenders were forced to
reduce their lending or change their business models.1?

The Government has now closed its RMBS purchase program and the market has
started to recover, with issuance of over $20 billion in 2013 (Chart 2.1). However, the
RBA does not expect the market will return to pre-GFC levels in the near future.20

17 Oliver Wyman 2014, Do Bond Spreads Show Evidence of Too Big To Fail Effects, April.

18 Westpac, RP Data, cited in Joye, C 2012, ‘Credit where it's due to RMBS’, The Australian
Financial Review, 2 November.

19 Australian Office of Financial Management 2013, Residential Mortgage-backed Securities,
viewed 11 June 2014, <http:/ /aofm.gov.au/cash-management-and-investments/residential-
mortgage-backed-securities/>.

20 Reserve Bank of Australia 2014, First round submission to the Financial System Inquiry.
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Chart 2.1: RMBS issuance by financial institution type
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Further, smaller ADIs have relied more on deposit funding since the GFC, which has
become relatively more expensive as all ADIs have shifted towards deposit funding
and away from short-term debt.?! This has further reduced the competitive position of
smaller ADIs.

It is not clear if changes in the RMBS market, and the associated deterioration in the
competitive position of smaller ADIs and non-bank lenders, relate to an ongoing
market failure. For example, the increase in RMBS spreads likely relates to a correction
in the price of RMBS to reflect risk, rather than any ongoing issues with the market.

Policy options for consultation
Too-big-to-fail

A number of submissions propose measures to reduce the potential funding benefit
arising from perceptions of too-big-to-fail. The Inquiry considers the best way to deal
with any potential competition issues is by directly addressing the systemic risks
posed by large banks. Potential policy responses to achieve this aim are discussed in
the Stability chapter. They include:

21 Reserve Bank of Australia (RBA) 2014, Statistical Table: Retail Deposit and Investment Rates -
F4, RBA, Sydney.
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* Increasing the ability to impose losses on a failed financial institution’s creditors

» Strengthening regulators’ resolution powers for financial institutions, and investing
more in pre-planning and pre-positioning for financial failure

* Increasing capital requirements on the most systemically important financial
institutions

Other proposals that submissions raise include charging the major banks to ameliorate
the funding disadvantage, or to explicitly guarantee all ADIs. The Inquiry does not
consider that there is a case for options of this nature. Charging for a perceived
funding advantage may strengthen the perception of Government support. Explicitly
guaranteeing all ADIs would create significant moral hazard, expose taxpayers to very
large contingent liabilities and put non-bank lenders at a competitive disadvantage.

Residential mortgage-backed securities

Some submissions argue that the Government should support the RMBS market to
reduce funding costs for smaller ADIs and non-bank lenders, and to promote
competition. The options include:

* Introducing a new RMBS purchase program, which could potentially focus on
purchasing lower-rated tranches

* Purchasing housing loans from small lenders and issuing RMBS, or establishing a
joint public-private sector body to undertake this function, along the lines of the
Canadian approach or Fannie Mae and Freddie Mac in the United States

Before recommending such interventions, the Inquiry would need to be convinced of a
clear market or regulatory failure in the RMBS market. Although Government support
may have been appropriate during the crisis, the recent market recovery weakens the
case for further intervention. All options, to varying degrees, would create contingent
liabilities for taxpayers. The options may also require the Government to intervene in
the market to ensure lending standards and could potentially create moral hazard.

Other proposals involve changes to regulatory arrangements governing ADI issuance
and investment in RMBS. Some submissions suggest RMBS be treated as a high-quality
liquid asset for the purpose of the liquidity coverage ratio. This would encourage
major banks to purchase RMBS from smaller ADIs and non-bank lenders, as it could
be a cheaper way of meeting these requirements than holding Commonwealth
Government Securities or paying the fee for the committed liquidity facility. At
present, RMBS holdings are only eligible as collateral for the RBA’s committed
liquidity facility.
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The Inquiry would value views on the costs, benefits and trade-offs of the
following policy options or other alternatives:

* No change to current arrangements
* Provide direct Government support to the RMBS market

» Allow RMBS to be treated as a high-quality liquid asset for the purpose of the
liquidity coverage ratio

Small business and personal lending

Approximately 50 per cent of small businesses rely on bank loans to fund their
businesses.?2 Small businesses do not have access to the alternative funding channels
available to larger corporations, such as debt market funding. This makes them more
dependent on bank credit.

Individuals can access unsecured loans through a number of means, including
personal loans and some credit cards. Individuals relying on loans from these sources
may not have access to cheaper sources of financing.

Preliminary assessment

During the GFC, the spreads between lending rates and the cash rate increased for all
loans. However, spreads for SME and personal lending increased by more than
spreads for mortgages and corporate loans (Chart 2.2), which largely increased in line
with banks” funding costs.?? Terms of lending also tightened. This has generated
concerns about the strength of competition in the SME and personal lending sectors.

22 Australian Bankers” Association and Council of Small Business Australia 2013, Small
Business: Access to Finance Report, Year to March 2013.

23 Robertson, B and Rush, A 2013, Developments in Banks' Funding Costs and Lending Rates,
Reserve Bank of Australia, Sydney.
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Chart 2.2: Changes in spreads to cash rate for different loan types since
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*Spreads for small business loans are for residentially secured small business loans.
Source: RBA.*

However, the increase in SME and personal lending spreads reflects, at least in part, a
re-evaluation of risk in these lending categories and a general increase in the price of
risk. As SME and personal lending is more risky than mortgage and corporate lending,
it follows that their spreads increased by a greater margin.?> ¢ It is not clear if any of
the increase in spreads was due to reduced competition.

The Inquiry would welcome views on whether there is evidence that spreads in SME
and personal lending reflect reduced competition.

Policy options for consultation

Most policy suggestions relate to how the SME lending market operates, rather than
the level of competition. The Funding chapter discusses options that may improve the
funding environment for SMEs.

24 Reserve Bank of Australia (RBA) 2014, Statistical Table: Indicator Lending Rates — F5 and
Statistical Table: Interest Rates and Yields - Money Market - Monthly - F1.1, RBA, Sydney.

25 Reserve Bank of Australia (RBA) 2014, Chart Pack: The Australian Economy and Financial
Markets, June, RBA, Sydney, page 30, viewed 20 June 2014, <http:/ /www.rba.gov.au/chart-
pack/pdf/chart-pack.pdf>.

26 Australian Prudential Regulation Authority 2014, First round submission to the Financial
System Inquiry, page 79.
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Some submissions suggest expanding comprehensive credit reporting (CCR). CCR was
introduced in March 2014 to enable market participants to share consumers’
repayment histories. CCR expands on the previous credit reporting regime, where
market participants could only share negative credit events, such as a default. The shift
from a negative to a positive credit reporting system has the potential to promote
competition by enabling credit providers to more accurately assess the credit
worthiness of borrowers, and to compete for customers by offering risk-based pricing.

However, CCR is voluntary and the Inquiry understands that, to date, none of the
major banks have participated. This is likely because the cost of sharing their
information with competitors is greater than the benefit of gaining access to other
competitors” databases. Some submissions propose making CCR mandatory, which
may improve the value of CCR for smaller lenders.

Some submissions also suggest increasing the number of fields reported to include
additional information, such as outstanding account balances. This could further
address information asymmetries in the credit assessment processes and enable risk
assessment at a more granular level. These benefits would need to be balanced against
privacy concerns, as well as the upfront investments credit providers make in
establishing customer relationships.

Another option could be to extend credit reporting to SMEs. This may have the
potential to improve SME credit risk assessments and improve SME access to funding.

The Inquiry would value views on the costs, benefits and trade-offs of the
following policy options or other alternatives:

* No change to current arrangements

» Expand CCR by making it mandatory, adding new fields and/or extending it to
SME lending

The Inquiry seeks further information on the following area:

Is there evidence that spreads in SME and personal lending reflect reduced
competition?
Comparing and switching between banking products
Competition relies on consumers being able to compare the value of different

products. Since the Wallis Inquiry, technology has enabled the growth of online
aggregators and price comparison websites that better enable consumers to compare
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value. In the banking sector, aggregators have focused on mortgages, term deposits
and savings accounts.

However, there is little gain in improving the capacity of consumers to compare the
value of products if there are impediments to switching between products. The
Government and industry have reduced switching costs for banking products since the
Wallis Inquiry, and a number of industry trends will further lower costs in the future.

Preliminary assessment

Comparing banking products

Some product terms can reduce the functionality of aggregators. For example, account
aggregators enable consumers to view several bank accounts through one interface
and identify alternative banking products that may offer superior value. However,
where a consumer permits an aggregator to access their account, this may constitute a
breach of the account terms and conditions. Consequently, the consumer may have
invalidated protections they would otherwise have been afforded in cases of fraud or
stolen funds.

Switching banking products

Several submissions identify low rates of transaction account switching as an obstacle
to improving banking competition. Roy Morgan Research estimates that 3.2 per cent of
consumers switch their main financial institution each year.?” This means that, on
average, consumers switch approximately every 30 years. The Government introduced
a transaction account switching tool in 2011 to help consumers transfer their direct
debits and credits. However, take-up of the service has been low, with only 17,500
people using the system in 2013.28

Some submissions argue that the Government should go further and introduce full
account portability. The New Payments Platform industry initiative facilitated by the
Australian Payments Clearing Association and RBA may assist in this regard. One of
the platform’s build requirements is for consumers to be able to attach a unique
address, such as their mobile phone number or email address, to their bank account.
Implementation of this addressing system will begin in 2016.%° Direct debits and
credits could then be made to addresses, rather than underlying bank account
numbers, which would allow a consumer to change accounts without switching

27 Roy Morgan Research 2014, data provided to the Financial System Inquiry. Note: the statistic
refers to the Australian population aged 18 years and over that switched their main financial
institution in the 12 months before April 2014.

28 Treasury 2014, data provided to the Financial System Inquiry.

29 Australian Payments Clearing Association 2013, Real-Time Payments, Summary of RTPC
Proposal to the Payments System Board, viewed 20 June 2014, <http://apca.com.au/docs/real-
time-payments/real-time-payments-summary.pdf>.
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address. In addition, consumers with multiple accounts would be able to use multiple
addresses. Such a system could also work for new banking products that do not use
bank account numbers.

However, the introduction of the new platform would not connect existing direct
debits and credits to consumers’ addresses. This means the benefits would accrue over
time, as consumers roll over their direct debits and credits and attach them to their
address.

Steps have also been taken to improve switching for mortgages. The Government
banned exit fees for mortgages in 2011. Industry initiatives, such as e-conveyancing,
are also likely to reduce switching costs. Future initiatives could further assist,
including a national e-mortgage regime, standardised mortgage discharge forms and
timelines, and improved online identity verification processes, as discussed in the
Technology chapter.

Four pillars policy

In 1990, the then Government introduced a “six pillars” policy whereby the four major
banks and two major life insurers were prevented from merging with one another.
This has since evolved into the ‘four pillars” policy maintained today, which applies to
the four major banks.

The policy arguably assists with both competition and stability. For competition, it
ensures that the banking sector does not become overly concentrated, which could
materially lessen competition. For stability, if larger and more systemically important
banks fail, they tend to be more difficult to resolve in an orderly fashion, so four pillars
may assist by limiting the size of Australia’s largest banks.

In its final report, the Wallis Inquiry recommended abolishing the (then) six pillars
policy. It argued that general competition law was sufficient to address competition
issues in the banking sector. This reflected the Wallis Inquiry’s philosophy that
competition in the financial sector should be treated no differently to other sectors of
the economy. The Wallis Inquiry also saw little stability benefit, given the major banks
were already very large.

Successive governments have maintained the four pillars policy. The Inquiry views
this as appropriate and does not plan to recommend changes. The banking sector is
already concentrated; further significant concentration has the potential to limit
competitive pressure in the market and reduce the choices available to Australian
individuals and firms. Although general competition law may prevent a merger
between the major banks, the Inquiry sees merit in retaining the four pillars policy.

2-20



Growth and Consolidation — Competition

The concentration and integration of the major banks

The major banks have increased concentration and integration in the banking sector
through acquiring other banks and integrating with mortgage brokers. Mortgage
brokers enable consumers to compare the value of different banking products better,
including mortgages, personal loans and term deposits. The major banks have also
integrated horizontally and vertically into other sectors of the financial system,
including wealth management and insurance.

Increased market power

Some submissions argue that the increasing concentration and integration of the major
banks is harming competition. They submit the major banks can cross-subsidise
products to drive out competitors in some markets. Submissions also argue that the
major banks” market power has led to oligopolistic competition and higher prices for
consumers.

The major banks have market power across a range of markets. However, it is not clear
they are abusing this power. The ACCC has taken relatively little action against the
major banks in recent years. The Inquiry would welcome views on the level and
exercise of market power across the various markets in which the major banks operate.

Vertical integration of mortgage brokers

Vertical integration of mortgage broking may create conflicts of interest, which could
hamper competition. Mortgage brokers can improve competition by enabling smaller
players to access a broader range of consumers than their standard distribution
networks would allow. However, vertical integration may have the potential to distort
the way in which mortgage brokers direct borrowers to lenders. The extent of this
issue is not clear. The Inquiry welcomes views on this issue.

The Inquiry seeks further information on the following area:
* Isintegration in the banking sector causing competition issues?

» Isvertical integration distorting the way in which mortgage brokers direct
borrowers to lenders?

» If so, what would be the best way to limit the adverse impacts?

Lenders mortgage insurance

Lenders mortgage insurance (LMI) protects a lender against default by a borrower, if
there is a shortfall after realising the security. Lenders use LMI to make loans to
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borrowers with low deposits (usually where the loan-to-valuation ratio (LVR) is
greater than 80 per cent) or without a regular earnings record, such as the self-
employed. About one-quarter of new mortgage loans are covered by LMI,* which is
generally paid by the borrower.

Preliminary assessment

Under Basel I, lenders were able to apply a lower risk weight to loans with a high LVR
or to non-standard loans if they were covered by LMI. This incentive does not exist
under Basel II for IRB banks, as APRA’s floor of 20 per cent for the loss given default
on residential mortgages means that the risk weight is the same, whether or not the
mortgage is covered by LML

Some submissions argue that, under these policy settings, the major banks will reduce
or stop their use of LMI, as they can carry the default risk themselves and have no
capital incentive. They state the LMI industry may not be viable as the market size
reduces and major banks accept lower-risk, high-LVR loans, leaving higher-risk loans
in the LMI pool. This may in turn reduce access to mortgage lending for those with
low deposits or the self-employed. It could also increase the major banks” competitive
advantage over RMBS issuers and smaller ADIs that seek the risk protection of LMI.

Policy options for consultation

Submissions propose policy changes to re-establish the place of LMI in mortgage
lending, including changes to capital standards to decrease the risk weights for insured
loans. They contend such changes could improve the competitive position of smaller
ADIs and non-bank lenders, maintain broad access to mortgage loans and assist with
system stability by providing more capital in the system. However, this option could
involve trade-offs:

* There could be stability implications. In its submission, APRA states that the
20 per cent loss given default floor for housing lending has been set until IRB banks
develop appropriate methodologies and estimates for a downturn period.

* Decreasing risk weights for insured loans may affect the competitive situation
between IRB banks and smaller lenders.

30 QBE 2014, First round submission to the Financial System Inquiry.
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The Inquiry would value views on the costs, benefits and trade-offs of the
following policy option or other alternatives:

* No change to current arrangements

* Decrease the risk weights for insured loans

Payments sector

Payment systems are networks that enable individuals, businesses, banks and other
financial system participants to make and receive payments.

Submissions on payment systems covered:
* Interchange fees, merchant service fees and customer surcharging

* The competitive neutrality of regulation for different debit payment systems

Overview of payment schemes and participants

Two of the largest payment systems in value terms are the Direct Entry system, which
processes direct debits and credits between bank accounts, and the Real Time Gross
Settlement System, which processes inter-bank fund transfers. However, submissions
do not raise competition issues about these systems.

The primary focus of submissions is on debit and credit card systems. These are now
used almost as frequently as cash for consumer transactions and are therefore of
considerable importance to customers and retailers (merchants).3! Debit card systems
link customer payments to their transaction accounts, while credit card systems enable
customers to pay for purchases using credit.32 Both systems generally function for both
point-of-sale transactions and online transactions. In addition, new online-only
payment schemes have begun to emerge, which often interlink with traditional
payment schemes.

31 Ossolinski, C, Lam, T and Emery, D 2014, The Changing Way We Pay: Trends in Consumer
Payments, Research Discussion Paper 2015-05, Reserve Bank of Australia, Sydney.

32 Some debit cards also work on a pre-paid basis and are known as stored value cards. Charge
cards are a variation of credit cards and require cardholders to pay their outstanding balance
monthly, instead of providing a revolving line of credit.
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eftpos, which is owned by a number of financial institutions and retailers, is the largest
debit card payment scheme provider. Its main competitors are MasterCard and Visa,
which are increasing their share in that market.?

In comparison, MasterCard and Visa are the main providers of credit card payment
schemes, with a combined market share of 80.7 per cent.3* For these schemes, the
financial institutions that issue the cards (see issuers below) provide the credit. The
main competition for credit card schemes comes from American Express (Amex) and
Diners Club, which provide credit for the cardholder in addition to operating the
scheme network. Their combined market share has increased from 14.6 per cent of the
value of transactions in April 2003 to 19.3 per cent in April 2014.%

To date, PayPal has been the most successful online payment provider, although there
is continuing innovation and market entry in this area.

A number of participants compete within debit card and credit card payment schemes.
They compete on issuing payment cards and associated services to customers and
providing acceptance facilities and associated services to merchants. The major banks
are the main issuers of payment cards, with competition from most other ADIs and a
number of non-bank issuers. The major banks are also the main providers of
acceptance facilities, with competition from other ADIs and Tyro. In addition, some of
the largest merchants, including the major supermarkets, have in-house payment
acceptance facilities.

Other payment systems include Automatic Teller Machine (ATM) networks, cheques
and BPAY. However, submissions do not focus on them from a competition
perspective. The Inquiry would welcome views on whether there are competition
issues with these systems or any other parts of the payments sector.

Regulation of debit card and credit card schemes

Payment schemes are regulated by two main instruments under the Payment Systems
(Regulation) Act: access regimes and standards. The RBA has designated the eftpos,
MasterCard and Visa payment schemes under the Act and applied access regimes,
primarily to ensure that smaller and non-ADI participants could enter and compete in
these markets. Standards cover scheme pricing arrangements, or interchange fees, and
the removal of restrictions on merchants, such as in relation to customer surcharging.

33 eftpos 2014, First round submission to the Financial System Inquiry.

34 Reserve Bank of Australia (RBA) 2014, Statistical Table: Market Shares of Credit and Charge Card
Schemes — C2, RBA, Sydney.

35 Reserve Bank of Australia (RBA) 2014, Statistical Table: Market Shares of Credit and Charge Card
Schemes - C2, RBA, Sydney.Note: due to a series break in March 2008, the increase in market
share is over-represented by 1.5 percentage points.
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Interchange fees

Interchange fees are often a feature of four-party payment card schemes (Figure 2.1),
which include the debit and credit schemes operated by eftpos, MasterCard and Visa.
Acquirers, the merchants” providers of payment acceptance facilities, pay interchange
fees to issuers, the cardholders” payment card providers. The fees enable issuers to
recover the cost of processing transactions. Payment schemes can also set interchange
fees to incentivise financial institutions to issue their payment cards. Issuers can
incentivise cardholders to use their cards by passing on a proportion of interchange
fees as reward points, interest-free periods or other benefits.

Figure 2.1: Simplified example of a four-party payment scheme

Payment schemes designated by the RBA (eftpos, MasterCard and Visa) ensure that
the weighted-average value of their interchange fees complies with caps established by
the RBA. The caps are 0.5 per cent of the value of transactions for credit card schemes
and 12 cents per transaction for debit card schemes. The RBA established these caps
following a cost-based benchmarking exercise.
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The RBA caps interchange fees for a number of reasons.

» Price signals are not efficient in four-party payment schemes, which can result in
competition and paradoxically lead to higher prices. Merchants generally exhibit
low price sensitivity to merchant service fees for widely used payment schemes,
such as those operated by eftpos, Visa and MasterCard. If merchants do not accept
these cards, they may lose sales to the majority of merchants that do. In
comparison, cardholders are often more price sensitive. They have access to a range
of payment schemes, and will respond to incentives like reward points when
determining which scheme to use. Payment schemes therefore have an incentive to
set high interchange fees, which issuers can use to offer reward points for
cardholders.

* Interchange fees act like price floors for merchant service fees. To break even, at a
minimum, acquirers set merchant service fees at the cost of interchange fees, plus
the cost of processing transactions.

* Cross-subsidisation will occur if merchants do not recover merchant service fees
through customer surcharges. The cost of absorbing merchant service fees would be
reflected in higher prices for goods and services. This would result in cross
subsidisation from customers using low-cost payment mechanisms, such as eftpos
and cash, to those using high-cost payment schemes - an inefficient outcome.

Amex and Diners Club operate three-party payment schemes. In three-party schemes,
the scheme takes the role of issuer and acquirer. As no interchange fees are involved,
these schemes are not covered by interchange fee regulation. Issues with the regulation
of a variation of three-party schemes, known as companion cards, are discussed below.

Customer surcharging

Since 2003, the RBA has required payment schemes to remove ‘no surcharge’ rules so
merchants can pass on the reasonable costs of card acceptance, such as merchant
service fees, to cardholders. These standards apply to both three-party and four-party
schemes, but not to online payment system providers.?* Allowing merchants to
surcharge introduces a price signal to customers about the cost of the payment
mechanism they use and can help reduce the effects of the interchange fee issues
highlighted previously.

36 The standards only apply to four-party payment schemes; however, the three-party payment
schemes have provided voluntary undertakings to comply with them.
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Table 2.1: Summary of payment system regulation

credit

interchange fees to
regulate)

System Type Interchange fee Customer surcharging
regulation regulation

eftpos debit Four-party Weighted-average cap No explicit prohibition
of 12 cents per on ‘no surcharge’ rules,
transaction but no such rules

applied

MasterCard/Visa debit Four-party Weighted-average cap Prohibition of ‘no
of 12 cents per surcharge’ rules
transaction

MasterCard/Visa credit Four-party Weighted-average cap Prohibition of ‘no
of 0.5 per cent of surcharge’ rules
transaction values

Amex/Diners Club Three-party No regulation (no Voluntary undertaking

to refrain having from
‘no surcharge’ rules

Amex companion cards

In between three-party
and four-party

No regulation (only
service fees, which are
not regulated)

Voluntary undertaking
to refrain from having
‘no surcharge’ rules

Online payment
systems

Variety of models, often
linked to other systems

No regulation

No regulation

Preliminary assessment

Observation

Regulation of credit card and debit card payment schemes is required for
competition to lead to more efficient outcomes. However, differences in the
structure of payment systems have resulted in systems that perform similar
functions being regulated differently, which may not be competitively neutral.

Interchange fees

Efficiency

The RBA submission argues that interchange fee caps have reduced merchant service
fees, citing that merchant service fees declined for MasterCard and Visa credit card
schemes shortly after interchange fee caps were introduced in the early 2000s

(Chart 2.3).

Merchant service fees also fell for the non-designated Amex and Diners Club schemes.
This suggests these schemes responded to the lower prices of the designated schemes,
potentially because merchants have more bargaining power in relation to three-party
payment schemes. Merchants know they are unlikely to lose business if they do not
accept three-party scheme cards, because most three-party scheme cardholders also
hold four-party scheme cards.
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Although eftpos debit card fees have increased, they are still lower than fees for other
schemes. Initially, they were negative because issuers paid acquirers to use the system
to incentivise take-up.

Chart 2.3: Merchant service fees as a percentage of transaction values
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Submissions from MasterCard and Visa argue that interchange fee caps are not
efficient, as they benefit merchants rather than cardholders. They contend that,
although the caps may have reduced costs for merchants, they have also lowered the
value to cardholders, limiting reward points and potentially making credit card fees
and interest rates higher than they would have been.

On balance, the Inquiry considers that interchange fee caps have improved the
functioning of four-party payment schemes. They have reduced merchant service fees.
Although difficult to measure, they have also likely reduced cross-subsidisation across
payment mechanisms. It may be possible to build on these efficiencies by lowering
interchange fee caps or by applying caps to arrangements of similar economic
substance across the payments sector.

Companion cards

Companion cards, which typically operate through the Amex scheme, are issued by
ADIs. Companion cards can be thought of as a blend of three-party schemes and four-
party schemes. The scheme is the acquirer, but an ADI is the issuer.

Submissions from MasterCard and Visa argue that the service fees companion card

schemes pay to issuers are equivalent to interchange fees in four-party payment
schemes, as they are both payments made to issuers funded by merchant service fees.
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They submit that payment scheme regulation lacks competitive neutrality because
these service fees are not capped, which allows companion card schemes to provide
more generous incentives to issuers and cardholders to incentivise take-up. They point
to the increase in the market share of Amex.

Amex argues the service fees it pays to ADIs for its companion cards are more akin to
the incentive payments that MasterCard and Visa pay issuers in four-party schemes. It
notes that, unlike interchange fees, which are set by payment schemes for all ADlIs,
companion card service fees are negotiated bilaterally between the scheme and
individual ADIs.

The Inquiry considers that payment systems of similar economic substance should be
regulated consistently. An argument could be made that four-party interchange fees,
companion card service fees and incentive payments under all schemes are equivalent
in economic substance. The Inquiry would welcome stakeholder views on this matter.

Merchant routing choice

Payment cards issued by banks and other financial institutions often provide
cardholders with access to more than one payment scheme. This enables cardholders
to choose which scheme to pay with by selecting ‘savings’ or “credit’ at the terminal .3
It also potentially enables merchants to choose which debit scheme to route debit
transactions through. The Australian Retailers Association submits that many
acquirers do not provide merchants with the opportunity to route transactions through
their payment scheme of choice. This reduces both merchants’ ability to choose low-
cost acceptance schemes and the incentives for debit schemes to operate as efficiently
as possible.

Impacts on small merchants

Interchange fees are not applied evenly to all transactions. Instead, schemes must
ensure that weighted-average fees fall below the cap. Large merchants with more
market power are often able to secure lower interchange fees than smaller merchants.
This difference in purchasing power can reduce small retailers” ability to compete with
large retailers.

Customer surcharging

Allowing merchants to surcharge customers for the reasonable cost of acceptance
improves efficiency by providing cardholders with clearer price signals about the costs
of different payment mechanisms. Therefore, ‘no surcharge’ rules can reduce
efficiency. ‘No surcharge” rules do not apply to other traditional mechanisms, such as

37 However, for contactless transactions, customers are automatically routed through the
scheme that provides the contactless facility.
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cash and cheques. The RBA considers customer surcharging appropriate for any
payment mechanism where merchants incur acceptance costs.?

However, submissions raise some issues with surcharging for debit card and credit
card transactions that warrant consideration:

If merchants over-surcharge customers, they will skew price signals and make the
payments system less efficient. Submissions raise concerns that some merchants,
particularly in the airline and ticketing industries, over-surcharge. Scheme
operators argue they are not well placed to control this behaviour because they do
not have direct relationships with merchants. However, the Inquiry notes that they
were generally able to enforce ‘no surcharge” rules when they were in place.

Submissions from MasterCard and Visa argue that some merchants surcharge the
same amount for their cards as for the more expensive Amex and Diners Club
cards. They argue that this unfairly reduces the volume of payments made using
their schemes. However, evidence suggests that, on average, merchants surcharge
Amex cardholders more than MasterCard and Visa cardholders.?

Submissions also note that online payment system providers are still able to impose
‘no surcharge’ rules, which is not competitively neutral. As noted above, the
Inquiry considers payment systems operate most efficiently when merchants have
the capacity to recover the reasonable cost of acceptance.

Policy options for consultation

Interchange fees

Stakeholders suggest a number of ways to reform interchange fee regulation:

Lower interchange fee caps. Although, in Australia, interchange fees are currently
set to approximate the cost of processing transactions, other jurisdictions such as
Europe apply a merchant indifference test. This test aims to set interchange fees at a
level that makes merchants indifferent to which payment mechanism a customer
uses, resulting in lower fee caps than in Australia. An argument could potentially
be made for banning interchange fees altogether, which would require issuers to

38

39

Richards, T 2014, Transcript of Question and Answer Session with Tony Richards, Head of
Economic Analysis Department, Reserve Bank of Australia, Sydney, 4 June, viewed 23 June
2014,

<http:/ /static.knowledgevision.com/account/brr/assets/attachment/RBA /RBA_Speech_QA
_transcript_Tony_Richards_4_June_2014_2_1_ 1_.pdf>.

Reserve Bank of Australia (RBA) 2013, Payment System Board Annual Report: 2013, RBA,
Sydney, page 34.
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recover the cost of processing transactions directly from consumers. Although
lowering fee caps for four-party schemes may make these schemes more efficient, it
could exacerbate issues around competitive neutrality with companion cards. In
addition, if caps are set too low, it could risk the viability of some participants’
business models.

* Expand interchange fee caps to capture other payments of similar economic
substance. This could include service fees under companion card schemes and
incentive payments under all schemes. This would ensure competitive neutrality
between different schemes. It would also mean that schemes compete less on
incentive payments and award points to drive take-up by customers and more on
improving cost efficiencies, innovations and system performance. It could address
submission concerns that the current designation process is open to inconsistencies
and involves considerable upfront compliance costs.

* Remove interchange fee caps. The MasterCard and Visa submissions argue for this
option, partly on the basis that service fees under companion card schemes are not
regulated. Given the benefits interchange fee caps have delivered, it may be more
effective to address any competitive neutrality issue by consistently regulating fees
of similar economic substance.

* Cap merchant service fees. The Australian Retailers Association argues that this
could ensure retailers pay similar merchant service fees, no matter their strategic
importance to scheme providers. Small merchants generally pay higher fees than
large merchants. However, regulating merchant service fees would act like a price
control on the final product, representing a more interventionist approach. It may
also harm innovations that deliver considerable benefits to merchants but cost more
than current practice. A less interventionist approach could involve setting limits
on how much interchange fees could vary between merchants.

* Require acquirers to enable merchants to choose which scheme to route
transactions through once customers have selected debit or credit. Submissions
note this option would improve competition by incentivising schemes to reduce
their costs.

Customer surcharging

Stakeholders suggest a number of ways to reform customer surcharge regulation:

* Allow schemes to reintroduce ‘no surcharge’ rules or ban ‘no surcharge’ rules for
all payment systems. Some submissions argue for the return of ‘no surcharge’
rules. They contend that some surcharging provides inaccurate price signals and is
therefore inefficient. They also argue that it puts regulated payment schemes at a
disadvantage to unregulated, online payment systems that can still apply ‘no
surcharge” rules. The Inquiry is predisposed to address instances where
surcharging is inaccurate, rather than allow surcharging to be banned.
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* Enforce reasonable cost recovery in customer surcharging. Submissions from
payment schemes suggest this option; however, it is not clear that payment
schemes need regulator assistance with enforcing reasonable surcharging, given
that previously they were able to enforce ‘no surcharge’ rules. If there is a case for
regulator enforcement, it may be more efficient to target industries with high rates
of over-surcharging, rather than introducing economy-wide regulation.

* Provide merchants and customers with real-time pricing information regarding
interchange fees and merchant service fees. The CSR submission argues that this
could enable customer surcharges to reflect costs accurately. Interchange service
fees depend on a range of circumstances, including the payment system being used,
the type of card being used (such as standard, gold or platinum) and the merchant
receiving the payment. Currently, merchants can only estimate the average costs of
acceptance. Accurate and transparent prices could allow clearer price signals and
improve efficiency.

The Inquiry would value views on the costs, benefits and trade-offs of the
following policy options or other alternatives:

* No change to current arrangements

* Lower interchange fee caps or ban interchange fees

* Expand interchange fee caps to include payments of similar economic substance
* Remove interchange fee caps

» Cap merchant service fees or cap differences in interchange service fees between
small and large merchants

» Require acquirers to enable merchants to choose which scheme to route
transactions through

* Allow payment schemes to reintroduce ‘no surcharge’ rules or broaden the ban
on ‘no surcharge’ rules to all payment systems

» Enforce reasonable cost recovery in customer surcharging

* Provide merchants and customers with real-time pricing information regarding
interchange fees and merchant service fees
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Financial markets

Financial markets facilitate the operation of other financial sectors. The main activities
in financial markets are typically split into three stages (Figure 2.2).

Figure 2.2: The trade process

Pre-trade - an investor decides whether they wish to trade, what to trade and at
what price.

Trade - an investor that wishes to buy is connected to an investor willing to sell. A
broker (or a dealer or a broker/dealer) generally assists in this process. For most
financial products, the broker will use an exchange, an organised financial market
where financial products are traded, but can also execute the trade directly with
another broker.

Post-trade - investors swap the financial product and cash. There are two main
post-trade processes:

— Clearing - details of the trade are confirmed and counterparties” obligations
calculated. In many markets, a central clearing facility, such as a central
counterparty (CCP), will step in to manage the pre-settlement risks that exist
between counterparties to a trade.

— Settlement - the financial product is legally transferred to the buyer and the
cash is transferred to the seller. A securities settlement facility provides for the
final settlement of securities transactions. Settlement in most markets, such as
cash equities, occurs quickly. However, derivatives markets are more complex
due to the time taken for derivatives to terminate. CCPs manage the risks
involved by requiring payment of collateral (called “margin’) as security. When
derivatives expire, the final margin is paid to reflect the ending position of the
contract.
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In recent years, the Australian Government has taken steps to increase competition in
financial markets. These steps include transferring supervision of Australia’s equities
markets to ASIC and otherwise amending regulatory arrangements to allow the entry
of the Chi-X exchange in the equities trading market.

There is currently a Government moratorium on competition in clearing trades in
Australian cash equities. This was implemented on the 2012 advice of the Council of
Financial Regulators (CFR), which proposed it was not the appropriate time for further
changes that would have additional cost implications for industry. The Australian
Securities Exchange (ASX) has developed a code of conduct for access ahead of the
CFR examining options for competition or access regulation in 2015.4°

Preliminary assessment

Stakeholders suggest that competition in financial markets is constrained in two areas:

* The time and resources required for market operators to obtain financial market
licences, which can be a barrier to entry

* Cross-border operation of financial market infrastructure (FMI), including the
moratorium on competition in clearing cash equities

Submissions also identify current licensing arrangements as a barrier to entry for
foreign competitors.

Financial market licensing

Generally, financial market operators in Australia must obtain an Australian Market
Licence. The Minister can exempt a financial market from requiring a licence if ASIC
advises there is no public benefit in regulating the market.

However, the current legislative system has not adapted to market developments. In
its submission, Treasury notes that, as new market forms have arisen, the current
legislative framework is producing a piecemeal approach to regulation. It is too
inflexible to regulate all financial markets appropriately.

The piecemeal approach is reflected in the time taken to assess licence applications.
Chi-X noted its licensing process took over three years. An earlier prospective entrant
to operate a domestic equities market in Australia, AXE ECN, withdrew its proposal

40 ASX 2013, Code of Practice for Clearing and Settlement of Cash Equities in Australia, 9 August,
ASX, Sydney.
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four years after first applying for a licence.#! This is slower than similar processes
elsewhere. Exchange approval in the United Kingdom is subject to a six-month time
limit. It took five months for BATS Chi-X to have its United Kingdom application to
become a regulated stock exchange approved.

To some extent, the longer time for Australian applications may be attributable to the
applications raising novel and complex regulatory issues. Introducing Chi-X required
transferring responsibility for market supervision from ASX to ASIC and introducing a
new regulatory and cost recovery framework.#? Similarly, proposals by foreign clearers
to offer services in Australian financial markets required regulators to consider cross-
border service provision issues for the first time.

Future market entrants will benefit from the regulatory adjustments to accommodate
initial applicants to these markets, but ‘level playing field” issues remain. The initial
applicants bear the cost and uncertainties that arise from seeking regulatory change.
Some market innovations, such as crossing systems and dark pools, do not require
financial market authorisation.

Treasury has commenced a review of the market licensing framework, which will
consider how the framework may better accommodate market developments.

Competition in financial market infrastructure

FMI competition can bring benefits through innovation and lower costs.** However,
options to increase competition in FMI involve a trade-off between boosting efficiency,
regulating functionally similar activities in the same way and giving Australian
authorities capacity to regulate important FMI, especially in a crisis. Competition can
be destabilising to existing market practices, but it can also remove single points of
failure - potentially contributing to overall stability.

In its submission, ASX presents two potential long-term choices for Australia’s FMI:

* A domestic mandate for critical FMI, with all competitors required to comply with
the same location and ownership requirements

* An open global market, with all participants, including ASX, free to optimise the
economics of their arrangements

41 This was a joint venture between New Zealand exchange operator, NZX, and six investment
banks and brokerages, see: NZX 2010, 2010 Annual Financial Report.

42 Bowen, C (Minister for Financial Services, Superannuation and Corporate Law) 2009,
Reforms to the supervision of Australia’s financial markets, media release no. 013, 24 August,
Canberra.

43 Council of Financial Regulators 2012, Competition in Clearing Australian Cash Equities:
Conclusions, December.
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Submissions from Chi-X and LCH.Clearnet support introducing competition for
clearing for ASX-quoted securities when the moratorium expires, but did not comment
on domestic location requirements.

However, a potential competitor is likely to offer a cheaper service if it can use existing
infrastructure, which is typically located offshore. Requirements of scale and
Australia’s relatively small market mean that, in most cases, competition in FMI will
come from foreign entrants, relying to some degree on cross-border infrastructure.
Foreign entrants can also increase funding opportunities for domestic business.**

Chi-X suggests that a regulator, either ASIC or the ACCC, be given specific legislative
responsibility for maintaining and supervising competition in Australia’s FMI.

Guidance and recommendations from the Council of Financial Regulators

To facilitate competition from international participants, the CFR has provided
guidance of its expectations for international participation in Australia’s FMI.#> That
guidance seeks to retain appropriate oversight, particularly for clearing and settlement
facilities. Where FMI is systemically important and highly connected to domestic
service provision, ‘regulatory influence requirements” apply to ensure critical elements
of infrastructure are located in Australia and subject to local regulation.

Further, the guidance imposes liquidity requirements on operators to ensure that, if a
crisis occurs, a central counterparty, even one offering services from overseas, would
have sufficient liquidity to meet its Australian obligations. Foreign and domestic
central counterparties will be required to manage their Australian dollar liquidity
using an RBA Exchange Settlement Account. They must maintain sufficient assets in
Australia, which would be eligible to enter into repurchase arrangements with the
RBA to obtain liquidity. Other elements of the guidance address legal incorporation,
governance arrangements and some location requirements for critical infrastructure.

44 For example, see: Asian Development Bank 2008, Emerging Asian Regionalism, Chapter 4:
Integrating Financial Markets, Philippines.

45 Council of Financial Regulators 2014, Application of the Regulatory Influence Framework for
Cross-border Central Counterparties, March.

46 Heller, D and Vause, N 2012, ‘Collateral requirements for mandatory central clearing of
over-the-counter derivatives’, BIS Working Papers No 373, March.
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The CFR has also made recommendations to strengthen Australia’s FMI regulatory
architecture and tools. This was done at the request of the Government following the
rejection of the merger proposal between the ASX and the Singapore stock exchange.+”
The suggested reforms included:

* New powers to require systemically important market infrastructures to have
aspects of their operations located in Australia, when the conditions set out in the
CFR’s regulatory influence framework are met

* New powers to ensure FMIs are overseen by ‘fit and proper’ persons

* Increased power for regulators to intervene if infrastructure experiences substantial
difficulties

* New resolution processes?

The Inquiry understands that CFR agencies have developed a set of legislative
proposals to address these reforms.

Implementing the CFR recommendations for FMI and changes to market licensing
would provide greater certainty to existing and future FMI operators. It would create a
framework under which competition and international financial integration could be
increased. The CFR proposals would also promote improved stability, as discussed in
the Stability chapter.

Wealth management

There is no clear definition of wealth management. For the purposes of this Inquiry,
wealth management will be taken to include financial advice services and funds
management. Superannuation is the largest component of the wealth management
sector.

47 Council of Financial Regulators 2011, Review of Financial Market Infrastructure Regulation:
Consultation Paper, October.

48 Stevens, G 2012, Review of Financial Market Infrastructure Regulation, letter to the Deputy
Prime Minister and Treasury, Reserve Bank of Australia, Sydney, 10 February, viewed
23 June 2014,
<http:/ /www.treasury.gov.au/ ConsultationsandReviews/Consultations /2012 / CFR-
Financial-Market-Infrastructure-Regulation>.
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The wealth management sector has undergone considerable consolidation since the
Wallis Inquiry.

* The most successful platforms have been getting larger relative to their competitors.
The five largest platform providers now hold almost 80 per cent of primary planner
relationships.+

+ Financial planners have consolidated or moved in-house to work directly for
wealth management institutions.

* Vertical integration is increasing, with the major banks and AMP at the forefront of
this trend, combining advice, platforms and fund management into single
businesses. Other wealth managers, including Macquarie Group, IOOF and
Perpetual, have replicated this strategy to varying degrees.

Competition in the wealth management sector appears to be focused more on securing
distribution channels and improving product features, rather than reducing fees. The
Superannuation chapter explores competition issues in relation to superannuation
products and the recent MySuper reforms. The Consumer outcomes chapter discusses
the recent Future of Financial Advice (FOFA) reforms; however, it is too early to assess
the effect of these reforms on competition.

The Inquiry welcomes stakeholder views on competition issues in the broader wealth
management sector.

Insurance sector

The insurance market is segmented between general insurance, comprising personal
and commercial lines, and life insurance, comprising risk products (death, disability
and income protection) and investment products. There is also a reinsurance market:
the insurers of the insurers.

49 Investment Trends 2014, Planner Technology Report, May. Note: Based on a survey of 1,038
financial planners.
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Preliminary assessment

The insurance sector has similar levels of concentration and profitability to the banking
sector.

* The personal lines market for general insurance is concentrated. The top five
insurers account for over 80 per cent of the market,% with the top two estimated to
have a 60 per cent share.5!

* There is less market concentration in commercial insurance, where the five largest
insurers have about 60 per cent market share of gross earned premium.>?

* The life insurance industry is more fragmented than the general insurance
industry, although several of the major insurers are owned by banks.

Although the sector has generally become more concentrated, some trends are moving
in the opposite direction. For example, a number of new insurers have entered the
market, including Youi, Hollard and Progressive. Banks and retailers have also entered
the insurance market, usually by white labelling products provided by the main
insurers, but with some underwriting themselves.

Returns on equity in insurance have been more volatile than in the banking sector. For
general insurance, they have averaged 16.5 per cent since 2002 and around

13.5 per cent since the GFC. For life insurance, returns have averaged around

14 per cent since the GFC, although they fell to below 10 per cent in 2013 due to higher
than expected disability claims and lapse rates on individual policies.>*

As with banking, the main barriers to entry in insurance are commercial rather than
regulatory. Incumbents benefit from well-established brands, customer bases and
distribution networks. These advantages are particularly important in the direct
marketed sectors, although annual renewal requirements in general insurance provide
a trigger for switching that is not evident in many banking products.

50 Australian Prudential Regulation Authority 2014, First round submission to the Financial
System Inquiry.

51 UBS 2014, Australian Insurance Sector Update, Reality Check, UBS, 14 May.

52 Australian Prudential Regulation Authority 2014, First round submission to the Financial
System Inquiry.

53 Australian Prudential Regulation Authority (APRA) 2014, Quarterly General Insurance
Performance Statistics, APRA, Sydney, March 2014.

54 Australian Prudential Regulation Authority (APRA) 2014, Quarterly Life Insurance
Performance Statistics, APRA, Sydney, March 2014.
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Despite the high level of concentration, few submissions raise concerns about
competition in the insurance sector.

Aggregator access to information

The main issue submissions raise in relation to insurance sector competition relates to
aggregator access to information. Insurers in the home and contents and car insurance
markets have been reluctant to share their product information with aggregators,
slowing their growth. As a result, consumers in these markets must compare products
without the assistance of aggregators, which may reduce price competition.

However, insurers argue that it is more complex to aggregate insurance products than
other financial products, because they are tailored to individual circumstances. In
addition, aggregators need access to insurers’ pricing models, or at least the outcomes
they provide, to compare different product offerings. If this access was provided, it
could potentially enable aggregators or other market participants to identify sensitive
pricing information, such as premia differentials based on market research. Some
stakeholders are also concerned that aggregator services could lead to consumers
focusing too much on price and potentially underinsuring.

However, these concerns have not prevented aggregators from successfully assisting
consumers to compare products in the life insurance, travel insurance and private
health insurance markets. Therefore, there may be scope to improve aggregator access
to general insurance product information.

Competition for statutory insurance schemes

Submissions from insurers and insurance brokers note that some state- and territory-
based statutory insurance schemes are not open to private sector competition. The two
main types of statutory schemes are workers compensation and personal injury motor
accidents schemes. Submissions argue that some schemes operate like government
monopolies and that consumer value could be improved by introducing competition
from the private sector. The Inquiry notes that stakeholders have also raised these
concerns with the Competition Policy Review. The Inquiry would welcome
stakeholder views on this matter.

Policy options for consultation

Aggregator access to information

One option to enhance aggregator access to general insurance product information is
to ensure aggregators are able to use automated processes to seek quotes from general
insurance websites. This would not give aggregators direct access to pricing models,
but may provide a route to discover them.
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Another option could be to develop representative consumer categories based on key
consumer characteristics. Insurers could disclose their policy premia for each category
and consumers could then, potentially with the assistance of aggregator services,
compare premiums from different insurers for the category that best represents their
characteristics. The difficulty with this option would be developing enough categories
so the majority of consumers fall within a category, while not creating too many
categories, which could create complexity for consumers and compliance costs for
insurers.

An issue with both of these approaches is that different insurance policies generally
have different levels of coverage. Even if consumers are able to compare the premia of
different policies, they may still struggle to compare coverage and overall value. The
Inquiry welcomes input on how these issues could be managed.

The Inquiry would value views on the costs, benefits and trade-offs of the
following alternatives:

* No change to current arrangements

» Ensure aggregators are able to use automated processes to seek quotes from
general insurance websites

» Create comparison categories for insurance products that aggregators could use
to compare the value of different products

The Inquiry seeks further information on the following areas:

*  Would opening up state- and territory-based statutory insurance schemes to
competition improve value for consumers?

* How could insurance aggregators provide meaningful comparisons of policies
with different levels of coverage?
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3: Funding_,r

The Inquiry has been asked to examine how the Australian financial system
allocates funding and risk to maximise growth opportunities for the Australian
economy.

By allocating funding and risk efficiently, the financial system can promote higher
productivity growth. Transparent and accurate pricing of risk ensures that risks can
be distributed to entities that are willing and able to bear those risks.

The Inquiry has made the following observations about the allocation of funding
and risk in the Australian economy:

* Ongoing access to foreign funding has enabled Australia to sustain higher
growth than otherwise would have been the case. The risks associated with
Australia’s use of foreign funding can be mitigated by having a prudent
supervisory and regulatory regime and sound public sector finances.

* There are structural impediments for small- and medium-sized enterprises
(SMEs) to access finance. These impediments include information asymmetries,
regulation and taxation.

» Australia has an established domestic bond market, although a range of
regulatory and tax factors have limited its development.

The Inquiry has identified a number of tax issues that affect the allocation of
funding and risk in the economy. Those issues that are not currently under active
Government consideration should be considered as part of the Tax White Paper
process.

Context

The financial system’s ability to allocate funding and risk efficiently is central to
promoting a higher trend rate of economic growth. The financial system does this by:
providing funding for business investment and innovation; enabling businesses,
households and governments to smooth their cash flows and make large asset
purchases; and facilitating the transfer of risk to give agents greater certainty to
undertake certain economic activities.

Figure 3.1 shows a high-level representation of the supply and use of funds in the
economy. Suppliers of funds provide savings to users of funds through markets and
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intermediaries. This chapter deals explicitly with the components in Figure 3.1 in bold
type. They represent major issues raised in submissions to the Inquiry.

Figure 3.1: The supply and use of funds in the economy

Assessing allocative efficiency

It is difficult to assess and quantify the effect any inefficient allocation of funding and
risk has had, and is having, on economic growth. It is also difficult to identify what an
efficient allocation of funding would look like. The best way to ensure resources are
allocated efficiently is to allow relative prices to perform their allocative function. The
Campbell Inquiry placed particular emphasis on this mechanism to facilitate a better
allocation of funding and risk in the economy; this Inquiry sees no reason to change
this emphasis.

The Inquiry has examined potential impediments to prices performing their primary
function and has identified three main sources of distortions: taxation, regulation and
other market imperfections. The Inquiry has explored these distortions by examining
the saving, investment and funding choices of households, businesses, governments
and financial entities, and the functioning of certain financial markets.

The Inquiry has identified a number of taxes that may distort the demand for and
supply of funding in particular sectors, and may distort the broader allocation of
funding and risk. This chapter explores these issues in more detail. The Inquiry has
also identified other taxes that may adversely affect outcomes in the broader financial
system. A summary of these tax issues is in Appendix 2 (Tax summary). Those issues
that are not currently under active Government consideration should be considered as
part of the Tax White Paper process.
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Funding from overseas

Australia has recorded current account deficits for most of its post-European
settlement history. Over the past two decades, Australia’s current account deficit has
averaged roughly 42 per cent of GDP. However, Australia’s gross cross-border
financial flows are larger: inflows of foreign funds have averaged around 8%z per cent
of GDP over the past two decades, while outflows of Australian investment abroad
have been around 4%s per cent of GDP on average over the same period.

Australia’s open capital account

Observation

Ongoing access to foreign funding has enabled Australia to sustain higher growth
than otherwise would have been the case. The risks associated with Australia’s use
of foreign funding can be mitigated by having a prudent supervisory and regulatory
regime and sound public sector finances.

Australia typically has had more abundant domestic investment opportunities than
could possibly be funded from historic levels of national saving, and has therefore
recorded persistent current account deficits. Compared to other advanced economies,
Australia has had a relatively high investment rate and, more recently, a
comparatively high saving rate (Chart 3.1). By using foreign funds productively,
Australia’s growth potential can be raised to benefit both residents and foreign
investors.

2-45



Financial System Inquiry — Interim Report

Chart 3.1: Gross saving and gross investment for Australia and for advanced

economies!
30 Per centof GDP Per centof GDP 30
25
20
15 L L L ! L L L ! L 15

1992 1994 1996 1998 2000 2002 2004 2006 2008 2010 2012

Australia: Gross investment ~ ----- Australia: Gross saving

Advanced economies: Gross investment - - - - - Advanced economies: Gross saving
Source: IMF.2

Access to offshore markets (reflected in gross inflows) frees Australian borrowers from
domestic financing constraints. Foreign investors may not have the same risk-return
preferences as their Australian counterparts, so access to foreign funding markets may
enable Australian borrowers to align their funding needs better with investors’
preferences. All else being equal, this would tend to enhance Australian borrowers’
ability to raise funds and lower the cost of those funds. This helps support a higher
level of gross fixed capital formation and a higher rate of labour productivity growth.

Investing offshore allows Australians to achieve a more diversified investment
portfolio internationally on the basis of expected returns and risks. It also means that
Australian entities compete for finance in global funding markets, which has broader
productivity benefits.

The continued inflow of foreign funding reflects the confidence foreigners have in both
Australia’s growth prospects, and Australia’s capacity and willingness to service and
repay its foreign liabilities.

1  Gross saving and gross investment reflect total saving and total investment (the aggregate of
all sectors).

2 International Monetary Fund (IMF) 2014, World Economic Outlook Database, IMF,
Washington DC, United States.
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The risks of using foreign funding

The risks to Australia, and to the financial system, from foreign funding relate more to
rollover risk on debt than to foreign currency risk.> Around two-thirds of Australia’s
gross foreign liabilities are in the form of debt. Australia is therefore exposed to the
risk that foreign debtors may choose to withdraw funding when the debt matures,
particularly during periods of financial stress.* The shorter the term of the debt, the
more acute the rollover risk.

Since the global financial crisis (GFC), rollover risk has receded. Although banks still
hold the bulk of Australia’s short-term foreign debt liabilities, these now represent a
lower share of banks’ foreign debt liabilities than before the crisis.?

If foreigners become reluctant to invest in Australia, the cost of funding (for both debt
and equity) for Australian entities would increase significantly. The higher cost of
funding would translate into lower growth in gross fixed capital formation and GDP.

As a significant net importer of funds, Australia needs to maintain the confidence of
foreign investors to ensure ongoing cheap access to foreign funds. To do this, it should
adhere to the following principles:

Use foreign funds productively.

Maintain a prudent supervisory and regulatory regime for the broader financial
system.

3 Asat the end of March 2013, about 70 per cent of Australia’s gross foreign liabilities were
denominated in Australian dollars. In addition, about a further 20 per cent of Australia’s
gross foreign liabilities were hedged into Australian dollars (this does not account for
‘natural hedges’). Australia as a whole has a net foreign currency asset position — that is,
the stock of Australia’s foreign currency assets is larger than the stock of Australia’s foreign
currency liabilities (as such, a depreciation of the Australian dollar, all else being equal,
would reduce the size of Australia’s net foreign liabilities). Reserve Bank of Australia (RBA)
2013, ‘Foreign Currency Exposure and Hedging in Australia’, RBA Bulletin, December
Quarter, RBA, Sydney, page 51.

4  Asat the end of March 2014, Australia’s total gross foreign liabilities were $2.5 trillion,
$0.9 trillion of which was equity (or 35 per cent). Australian Bureau of Statistics (ABS) 2014,
Balance of Payments and International Investment Position, cat. no. 5302.0, ABS, Canberra.

5  For the main categories of foreign debt liabilities (debt securities, currency and deposits, and
loans), deposit-taking institutions account for around 90 per cent of foreign debt liabilities
that are short term (as at the end of March 2014). For deposit-taking institutions, their
short-term foreign debt liabilities (with respect to debt securities, currency and deposits, and
loans) have decreased as a share of their foreign debt liabilities (debt securities, currency
and deposits, and loans), from 43 per cent in the September quarter 2008 to 28 per cent in
the March quarter 2014. Australian Bureau of Statistics (ABS) 2014, Balance of Payments and
International Investment Position, cat. no. 5302.0, ABS, Canberra.
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* Run a strong general government balance sheet to ensure governments remain
good credit risks. In the event of a significant economic and financial disruption,
more sustainable fiscal settings would provide the Government with greater
capacity to support the economy and the financial system. Outside periods of
stress, the Government’s credit rating is reflected in private sector ratings and
therefore affects the cost of and access to foreign funds for the private sector.

Household saving

Households save through purchasing assets and paying down debt. Superannuation is
the largest (and fastest growing) financial asset on the household balance sheet,
followed by deposits and equities. Housing is a significant savings vehicle for
households, but also represents a significant use of funds in the economy. The Housing
and household leverage section in this chapter explores this issue in further detail.

Taxation and the household balance sheet

The unequal tax treatment of savings vehicles distorts the asset composition of
household balance sheets. This can affect the broader flow of funds in the economy.
Many submissions support a more uniform tax treatment of household savings.®

Decisions related to asset allocation are based on the after-tax return and risk
characteristics of different savings vehicles. The extent to which tax distorts relative
after-tax returns affects both the composition of household assets and the amount of
risk households are prepared to accept. Australia’s Future Tax System Review noted that:

There is considerable evidence that tax differences have large effects on which assets a
household’s savings are invested in. Based on an examination of the literature and
OECD data, the OECD concluded that while low-income individuals respond to tax
incentives with more savings, for high-income individuals in particular savings are
diverted from taxable to tax-preferred savings.”

6 For example, Westpac 2014, First round submission to the Financial System Inquiry,
page 48.

7 Commonwealth of Australia 2009, Australia’s Future Tax System Review: Report to the
Treasurer, Part Two — Detailed analysis, volume 1 of 2, Commonwealth of Australia, Canberra,
page 68.
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Chart 3.2: Stylised example — after-tax return on savings vehicless 9 10
For individuals on different marginal tax rates, no leverage
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*For salary-sacrificed superannuation, the chart depicts individuals whose contributions do not exceed the
prescribed contribution caps. For individuals earning income for surcharge purposes above $300,000,
contributions may be subject to an additional 15 per cent tax, which reduces the superannuation concession.
For individuals on the top marginal tax rate subject to this additional tax, the after-tax return would be
9.2 per cent.

Source: Treasury.

Across savings vehicles, after-tax returns differ markedly in the stylised example
presented in Chart 3.2. For most savings vehicles, taxation reduces the after-tax return.
However, in some cases — particularly salary-sacrificed superannuation for higher
income earners — taxation increases the after-tax return above the pre-tax return.

Of the savings vehicles depicted, bank deposits (and other interest-earning assets) are
taxed relatively heavily because the interest earned on deposits is subject to the
individuals” marginal tax rate.

8  Chart 3.2 shows the nominal post-tax return for a range of savings vehicles, assuming a
pre-tax nominal return (for each savings vehicle) of 6 per cent per annum. The analysis
assumes that the assets are held for seven years. The chart draws on methodology used in
Australia’s Future Tax System Review: Report to the Treasurer Part Two — Detailed analysis,
volume 1 of 2, page 67. The marginal tax rates reflect the individual income tax thresholds
plus the 1.5 per cent Medicare levy but excludes the Temporary Budget Repair levy and the
recent increase in the Medicare levy.

9  Chart 3.2 shows the tax treatment of salary-sacrificed superannuation. The tax advantages
for non-concessional contributions, which comprise the majority of superannuation fund
assets, are less generous than for salary-sacrificed superannuation.

10 The relative tax treatment of assets is the same within superannuation as outside
superannuation.
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In general, returns on salary-sacrificed superannuation are either taxed concessionally
or subsidised, except for very low-income earners. Salary-sacrificed superannuation
contributions are taxed at a flat rate of 15 per cent, rather than the individual’s
marginal rate — unless contributions exceed prescribed caps. Individuals with income,
including contributions, above $300,000 may pay additional tax on contributions that
reduce the attractiveness of salary-sacrificed superannuation.

For assets that generate capital gains, the asymmetric tax treatment of borrowing costs
to purchase assets (and other expenses) and capital gains can result in a tax subsidy by
raising the after-tax return above the pre-tax return. Individuals can deduct their full
interest costs (and other expenses) from taxable income, but only half of capital gains
are taxed when they are realised at a time chosen by the taxpayer. All else being equal,
the increase in the after-tax return is larger for individuals on higher marginal tax
rates.

The tax system encourages households to direct their savings into superannuation
funds. Households’ allocation of assets towards superannuation as a preferred savings
vehicle is reflected in their holdings of other assets. For example, since around 2002,
households have tended to reduce their direct holdings of equities, instead opting to
invest in equities through superannuation (Chart 3.3). This has been facilitated by
changes to capital gains tax arrangements in 1999, which lowered the tax costs of
selling equities and other assets.

Chart 3.3: Household investment in domestic equities
(transactions, four-quarter moving average)
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Source: ABS.™

11 Australian Bureau of Statistics (ABS) 2014, Balance of Payments and International Investment
Position, cat. no. 5302.0, ABS, Canberra.
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The distortions generated by the tax system affect the channels by which savings are
allocated to the users of funds. This is particularly relevant to the superannuation
sector, which is expected to grow rapidly over coming decades. The banking system and
Superannuation sections in this chapter explore these issues further.

Households” exposure to adverse market movements depends on the mix of savings
vehicles; for example, if households choose to invest in a superannuation fund
regulated by the Australian Prudential Regulation Authority (APRA) rather than in
other savings vehicles. The asset allocations of APRA-regulated superannuation funds
are more diversified than the asset allocations of self-managed superannuation funds
(SMSFs) and the household balance sheet (excluding superannuation) (Chart 3.9). To
some extent, SMSFs” asset allocations also reflect the age composition, and thus
particular investment preferences, of individuals within SMSFs. The Superannuation
section in this chapter explores this issue in further detail.

Housing and household leverage

Housing accounts for the largest share of household assets. It serves two important
functions for households: acting as a store of wealth, and producing a flow of housing
services that households consume.

Since 1997, household leverage has increased markedly from debt equivalent to
around 0.8 years of gross disposable income to around 1.5 years of income in 2008 —
household leverage has since stabilised at around this level.> Australia’s trajectory and
current level of household leverage is similar to that in some other advanced
economies.!3

Since the Wallis Inquiry, over 90 per cent of the increase in household credit has been

due to borrowing for housing; investor housing credit has accounted for one-third of
the increase in total housing credit over this period.™

Housing finance

There is little evidence of a shortage of housing finance. Although lending conditions
tightened following the GFC, this only partially reversed the easing of lending

12 The ratio of household debt to annualised household disposable income. Reserve Bank of
Australia (RBA) 2014, Statistical Tables: Household Finances — Selected Ratios (E2), RBA,
Sydney.

13 Reserve Bank of Australia 2014, First round submission to the Financial System Inquiry,
page 32.

14 Reserve Bank of Australia (RBA) 2014, Statistical Tables: Money and Credit Statistics, Lending
and Credit Aggregates (D2), RBA, Sydney.
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conditions that occurred over the preceding couple of decades. Over that period,
product innovation increased the range of, and households” access to, loan products. In
general, households are not constrained from borrowing amounts that they can
reasonably be expected to repay.1>

Demand for housing finance largely reflects purchases of existing (rather than new)
housing by households wanting to upgrade or downgrade, by first home-buyers or by
investors.

Since 1997, around 10 per cent of the flow of housing finance has been for constructing
new dwellings.'® New dwelling construction arguably has not been sufficient to meet
population growth over the past decade.'” The Australian housing market has a
number of longstanding structural features that inhibit supply responsiveness to
demand-driven price rises. These include regulatory and zoning constraints, inherent
geographical barriers and the cost structure of the building industry.!® These issues are
out of the scope of this Inquiry.

The increase in housing debt over recent decades has been facilitated by households’
capacity and willingness to borrow. Growth in household incomes has allowed
households to service larger loans for a given interest rate. Australia’s move to a
low-inflation and low-interest rate environment facilitated a one-off shift in the level
of household debt. To some extent, households’ greater capacity to borrow has
contributed to the increase in housing prices relative to income since 2000.

Taxation and regulatory treatment of housing

Households” appetite for housing debt also reflects the favourable treatment that the
tax and transfer system applies to housing. Returns on owner-occupied housing
(including imputed rent and capital gains) are exempt from tax, although this is not
unusual by international standards. This makes housing a very attractive vehicle for
saving. In addition to the more favourable tax treatment, individuals have an extra
incentive to put more of their wealth into their primary residence because of the means
test for the Age Pension, which excludes the primary home. This leads to higher
allocation of wealth to housing and, for some, an inefficient level of consumption of
housing services.

15 Reserve Bank of Australia 2014, Submission to the Inquiry into Affordable Housing, Senate
Economics References Committee, Sydney, page 1.

16 Reserve Bank of Australia (RBA) 2014, Statistical Tables: Money and Credit Statistics, Lending
Commitments — All Lenders (D6), RBA, Sydney.

17 National Housing Supply Council (NHSC) 2012, Housing Supply and Affordability — Key
Indicators, NHSC, Canberra, page 25.

18 Reserve Bank of Australia 2014, Submission to the Inquiry into Affordable Housing, Senate
Economics References Committee, Sydney, page 1.
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The tax treatment of investor housing, in particular, tends to encourage leveraged and
speculative investment in housing. Investors are attracted by the asymmetry in the tax
treatment of expenses and capital gains on investor housing. Investors can reduce their
tax liabilities by deducting borrowing costs and other related expenses against total
income at the individual’s full marginal tax rate.’® However, nominal capital gains,
when realised, are effectively taxed at half the marginal rate.

This regime has been in place since 1999; between 1985 and 1999, real capital gains
were taxed at the individual’s full marginal tax rate.20. 21 The change in capital gains tax
arrangements reduced the tax burden of holding an investment property for shorter
periods and has contributed to the growth in investor housing credit and investors’
shift to more leveraged investments over the past 15 years (Charts 3.4 and 3.5). Because
of these tax arrangements, owners of residential property have an incentive to repay
their mortgage as slowly as possible to maximise the tax deductions they can accrue.
Loans with interest-free periods help to maximise these tax deductions in the early
years of a loan, although these loans also give borrowers more flexibility with
repayments. The tax system, therefore, encourages individuals to take on more risk,
which does have implications for risks to lenders.

19 Against total income, not only income from the property.

20 Oninvestments held for more than 12 months.

21 Atan average rate of inflation of 3 per cent, a property would need to be held for 66 years
under pre-1999 tax concessions to get the same capital gains tax concession as the current
arrangements provide after holding the property for one year.
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Chart 3.4: Housing finance (flow of housing lending commitments)
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Although these tax arrangements apply to other leveraged investments, such as
equities, investors perceive housing investment as less risky than leveraged securities
investment; mortgages are less likely to be subject to margin calls, and there is
arguably a widespread and falsely held view that housing prices never fall.??

22 Reserve Bank of Australia (RBA) 2014, Statistical Tables, Money and Credit Statistics, Lending
Commitments — All Lenders (D6), RBA, Sydney.

23 Glenn Stevens has noted that “It is a very dangerous idea to think that dwelling prices
cannot fall. They can, and they have.” Stevens, G (Governor of the Reserve Bank of
Australia) 2012, The Lucky Country, address to The Anika Foundation Luncheon, 24 July,
Sydney.
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Chart 3.5: Proportion of landlords with net losses*
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Some submissions argue that the current risk-weighting arrangements favour housing
loans, or loans secured by housing, at the expense of business loans. Since the current
risk-weighting scheme was introduced in 2008, the share of credit used for housing has
increased. However, this has been the trend for the past 20 years or s0.2¢ In addition to
this trend, the GFC weighed on business conditions and investment, which reduced
business demand for credit. As conditions improved, low market interest rates made
the bond market a relatively attractive source of funds compared to bank loans,
particularly given the more favourable covenants on bonds compared to bank loans.

The broader effects and risks associated with housing and
household leverage

One implication of higher household debt is the extent to which housing finance may
crowd out finance for other activities. The banking system generally does not face
binding constraints on balance sheet growth from prudential requirements. However,
at times, lending by individual institutions may be constrained by such requirements.
In addition, banks may choose to restrict lending, overall or to specific sectors, to
manage their exposures.

24 Net rent equals gross rent less rental deductions, which include interest, capital works and
other deductions.

25 Australian Taxation Office (ATO) 2012, Taxation Statistics 2011-12, ATO, Canberra.

26 Reserve Bank of Australia (RBA) 2014, Statistical Tables: Money and Credit Statistics,
Lending and Credit Aggregates (D2), RBA, Sydney.
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In an environment of rising house prices, such constraints may see bank allocate funds
towards housing and away from (unsecured) business loans.?” All else being equal,
this would tend to increase the price and reduce the amount of business lending.?
Cross-country analysis on the effects of bank credit on economic growth suggests that
credit provided to businesses has a larger positive effect on growth than credit
provided to households.?

Housing is also a potential source of systemic risk for the financial system and the
economy. Since the Wallis Inquiry, the increase in households’ mortgage indebtedness
has been accompanied by banks allocating a greater proportion of their loan book to
mortgages; the share of loans for housing has increased from 47 per cent in 1997 to its
current share of 66 per cent. A large enough disruption to the housing market could
have significant implications for household balance sheets, financial stability,
economic growth, and the speed of recovery in household spending and broader
economic activity following a shock.

As discussed in the Stability chapter, the FSI Secretariat conducted an analysis of a
number of scenarios (Box 5.3). One of the scenarios considered the effect of a shock
that resulted in a sharp and prolonged fall in house prices. In this scenario, household
wealth would contract and there would be broader and, potentially, long-lasting
effects on the economy and financial system. A sharp fall in house prices could push
some households into negative equity and would amplify financial distress associated
with any broader economic downturn. Deleveraging, combined with lower consumer
confidence, would weigh on household consumption and broader economic growth.
The extent of the damage to households’ balance sheets would determine, to a large
degree, the speed of recovery of household consumption.

An extreme shock of this nature would also affect the quality of banks’ balance sheets
and their capacity to extend new credit. This would include business lending,
particularly for small businesses — which tend to use housing as collateral. Offshore
wholesale funding would be likely to become more expensive and some banks might
find it more difficult to raise funds, which would exacerbate pressures on the cost and
availability of bank credit. Overall, the deterioration in bank balance sheets would
compromise the speed of a subsequent recovery in economic activity.

27 APRA imposes constraints, in particular by requiring banks to meet certain ratios with
respect to capital relative to risk-weighted assets. Banks face internal constraints from
desired returns on equity.

28 Chakraborty, I, Goldstein, I, and MacKinlay, A 2013, ‘Dark side of housing-price
appreciation’, VOX, 25 November.

29 Beck, T, Buyukkarabacak, B, Rioja, F K and Valev, N T 2012,’Who gets the credit? And does
it matter? Household vs. firm lending across countries’, The B.E. Journal of Macroeconomics,
issue 1, vol 12, De Gruyter, United States.
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How policy would react to these developments — to boost demand or stabilise the
financial system — would depend on the capacity of Government to use available tools
to respond. The strength of the Australian Government balance sheet and the level of
interest rates would affect the degree to which both fiscal and monetary policy could
provide support for the economy.

It is difficult to quantify the likelihood of such a scenario occurring in Australia.
Official stress test results in recent years have found Australian banks are likely to be
relatively resilient to most shocks. Historically, banks have mainly realised losses on
their commercial property loan portfolios. However, the exposure of the financial
system to the housing market has clearly increased over time and, in the opinion of the
Inquiry, the systemic risk associated with this trend should be further considered.

The Inquiry seeks further information on the following area:

What measures can be taken to mitigate the effects of developments in the housing
market on the financial system and the economy? How might these measures be
implemented and what practical issues would need to be considered?

Corporate financing

Non-financial corporations source funds internally from retained earnings and
externally from lenders and from financial markets.

Corporations decide on a mix of debt and equity that minimises their cost of capital
while maintaining a favourable credit rating. Financing decisions also reflect particular
preferences for internal over external financing, the particular activities that corporates
undertake, and the timing of any fund raising. Risk preferences matter as well.
Corporates have to consider the risk that debt providers might not roll over debt when
it matures or any triggers in debt contracts requiring early repayment. Depending on
the nature of coupon payments on debt, corporates may need to consider the risk that
interest rates might increase. Australia’s corporate tax regime also affects corporates’
choice of financing.

Given that access to different types of funding also matters, issues relating to the
domestic corporate bond and equity markets are explored elsewhere in this chapter.

Tax treatment of corporate financing

In Australia, as is the case in tax systems across the world, debt costs are tax
deductible. Equity-financed investments are subject to corporate tax, although
Australia’s dividend imputation regime reduces, to some degree, the after-tax cost of

equity.
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Dividend imputation

Some submissions raise the need to review Australia’s dividend imputation regime.
Submissions note the effect of imputation on investor and corporate behaviour, but
they also recognise the potentially complex consequences of any changes to the
corporate tax regime on such behaviour and the broader flow of funds. In its
submission, PwC states:

[Clareful consideration should be given to whether there would be benefits to be obtained
from modifications to the imputation system.3

In 1987, Australia introduced dividend imputation to remove the bias against domestic
equity (because of the pre-existing double taxation of corporate earnings) and to
increase investment. However, the case for retaining imputation is now less clear than
it was in the past.

The dividend imputation system affects corporate funding decisions in two main
ways: the amount of debt financing to seek, and the share of earnings to distribute to
shareholders, which affects the amount of equity financing used.

By removing the double taxation of corporate earnings, the introduction of dividend
imputation reduced the cost of equity and so contributed to the general decline in
leverage among non-financial corporates. Relative to corporates in other jurisdictions,
Australian corporates generally have lower leverage.! In general, this makes
Australia’s corporate sector more resilient to shocks and means that such shocks are
less likely to have systemic implications. When reflecting on the lessons of the GFC,
the International Monetary Fund (IMF) stated:

In most countries, the tax system is biased toward debt financing through deductibility
of interest payments. This bias to higher leverage increases the vulnerability of the
private sector to shocks, and should be eliminated.3?

Corporates” dividend policies are influenced by demand from shareholders for
dividends and demand from domestic shareholders for the franking credits associated
with imputation (as well as corporates’ capital funding and cash flow requirements).
This encourages firms to pay a greater proportion of their earnings as dividends.
Arguably, this subjects corporates to more market discipline by requiring them to raise
more external funds (debt or equity) to fund new investment projects.

30 PwC 2014, First round submission to the Financial System Inquiry, page 76.

31 Fan,]PH, Titman, S and Twite, G 2012, ‘An International Comparison of Capital Structure
and Debt Maturity Choices’, Journal of Financial and Quantitative Analysis, issue 1,vol 47,
University of Washington, Seattle, pages 23-56.

32 International Monetary Fund (IMF) 2009, Lessons of the Global Crisis for Macroeconomic Policy,
19 February, page 14.
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Australia’s Future Tax System Review argued that the benefits of dividend imputation,
particularly in lowering the cost of capital, have declined as Australia’s economy has
become more open. If, as some argue, global capital markets set the (risk-adjusted) cost
of funding, dividend imputation acts as a subsidy to domestic equity holders but does
not affect the cost of capital or the level of investment. The effect of dividend
imputation is to increase private saving and reduce the use of foreign funding for
investment.

The degree to which dividend imputation may act as a subsidy to domestic equity,
making equities relatively more attractive as a savings vehicle, may contribute to a
number of characteristics of the broader financial system. These include:

* The propensity of domestic investors, particularly superannuation funds, to hold
more domestic equity relative to foreign equity and other asset classes than
otherwise would be the case, which encourages less diversified portfolios

» The lack of a deep, liquid domestic corporate bond market

* Low demand for annuities, which are largely supported by fixed-income securities,
relative to a retirement income strategy based on high-yield domestic equity

Small- and medium-sized enterprises

SMEs are major employers and drivers of economic growth. Australia’s 2 million SMEs
employ almost 70 per cent of the workforce, which is large by international
standards.34 35 SMEs account for over half of the output of the private sector and tend
to be a major source of innovation in the economy.

Small business entrepreneurs will often use their families” finances to fund their
business. Some seek external funding, which can include extra equity or debt from
family and friends, debt from financial institutions, or equity from venture capital
funds. Banks” business models and expertise are more suited to providing debt finance
to established businesses, whereas venture capital is more suited to start-up firms in
nascent industries.

33 Commonwealth of Australia 2009, Australia’s Future Tax System Review: Report to the
Treasurer, Part Two — Detailed analysis, volume 1 of 2, Canberra, pages 191-98.

34 This reflects ABS categories. Australian Bureau of Statistics (ABS) 2013, Counts of Australian
businesses, including entries and exits, cat. no. 8165.0, ABS, Canberra.

35 This reflects ABS categories. Australian Bureau of Statistics (ABS) 2013, Australian Industry,
cat. no. 8155.0, ABS, Canberra.
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Financing conditions for small and medium enterprises

Cost

Interest rates on SME loans are generally higher than those for large business loans
and mortgages.

This largely reflects the higher costs and risks associated with bank lending to SMEs.
Smaller businesses typically have less documentation and shorter financial histories, so
it is generally harder and more costly for banks to acquire the required information to
make accurate credit assessments. In addition, SMEs typically have more volatile
revenue streams and are more likely to default. As such, lenders generally make
higher provisions for loan losses than for larger corporates. However, lenders do
differentiate on price and some businesses can pay below standard rates, depending
on their credit history and quality of collateral.

Since the GFC, interest rate spreads on small business loans have increased relative to
other loan types, which reflects the generally higher price of risk (Chart 3.6). This is
similar to developments in some other advanced economies.

Access

Access to external debt funding is not a major issue for most SMEs. In general, the
majority are successful in getting a loan application approved. Since 2006-07, approval
rates have been well above 80 per cent.?¢ Approval rates are much lower for new
ventures, which reflect the relative riskiness of lending to such enterprises. New
ventures usually lack collateral and sufficient proven credit history to qualify for a
loan. Such firms can also lack sufficient cash flow until their product can be
commercialised.

36 Australian Bureau of Statistics (ABS) 2012, Selected Characteristics of Australian Business 2011~
12, cat. no. 8167.0, ABS, Canberra.
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Chart 3.6: Cumulative change in domestic interest rate spreads
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3.0 Percentage points Percentage points 3.0
25 25
2.0 2.0
15 15
1.0 1.0
0.5 0.5
0.0+ 0.0
-05 * -0.5

Jan-2007 Jan-2008 Jan-2009 Jan-2010 Jan-2011 Jan-2012 Jan-2013 Jan-2014

----- Large business Small business Mortgage

Source: RBA.

In some instances, lenders” application processes can be overly cumbersome for
SMEs.? Business owners may not be directed to bank officers who are qualified to
provide proper advice on business loan applications, or may be directed to personal
loan products because some bank officers lack familiarity with business lending. In
some cases, banks do not communicate to business owners why a loan application has
been declined.®

Information asymmetries

Observation

There are structural impediments for small- and medium-sized enterprises to access
finance. These impediments include information asymmetries, regulation and
taxation.

37 Reserve Bank of Australia (RBA) 2014, Statistical Tables, Interest Rates, Indicator Lending Rates
(F5), RBA, Sydney.

38 NSW Business Chamber, First round submission to the Financial System Inquiry, page 2.

39 NSW Business Chamber 2013, Small Business Access to Finance, NSW Business Chamber,
Sydney, page 44.
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Information asymmetries are the most significant structural factor contributing to the
higher cost and lower availability of credit for SMEs and can be a barrier to
competition in SME lending. Limited or no access to information for potential entrants
in SME lending increases the cost of establishing SME lending operations.

Lenders typically will have limited knowledge about a new borrower’s financial
position, the financial performance of the business and the financial behaviour of the
business owner. In addition, the SME sector is extremely diverse, so lenders may have
limited knowledge of the conditions in, and prospects for, particular industries.
Lenders are less likely to lend to newer businesses because the lender lacks familiarity
with the customer’s financial performance and behaviour.# In its submission, the
Australian Bankers” Association (ABA) notes:

Small business loans carry higher risk as small business incomes are more volatile, the
arrangements to secure the loans vary significantly, and lenders generally are offered
less information to make an assessment of risk partly due to a shorter financial history.
As a result, lenders charge small businesses a premium for the higher risk.41

These information asymmetries will be reflected in the price of loans. Banks may have
to invest resources to acquire sufficient information to make a well-informed lending
decision, which increases the cost of assessing and approving a loan application. When
lenders are unable to access sufficient information to make a proper assessment, the
risks associated with the loan are generally, and justifiably, perceived to be greater.
This leads to higher provisioning and higher loan costs for the borrower.

Some submissions raise concerns about the nature of covenants in loan contracts for
SME:s. In particular, submissions suggest that some non-monetary loan covenants are
unfair, and the application of some clauses, particularly non-monetary default clauses,
could be more transparent. The Consumer outcomes chapter explores this issue in
further detail and notes that Treasury is currently consulting on the issue. However,
some of these covenants are used to deal with the difficulties in bridging the
information asymmetries involved in SME lending, and therefore facilitate greater
access to lending for businesses.

Many lenders are requiring more security, usually residential property, against
business loans.#> 4 Requirements for collateral to be held against SME loans can result

40 NSW Business Chamber 2013, Small Business Access to Finance, NSW Business Chamber,
Sydney, page 36.

41 Australian Bankers” Association 2014, First round submission to the Financial System
Inquiry, page 73.

42 Reserve Bank of Australia 2011, Submission to the Inquiry into Access of Small Business to
Finance. Cited in Export Finance and Insurance Corporation 2014, First round submission to
the Financial System Inquiry, page 5.
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in allocative inefficiencies, where loans are made to businesses with the best collateral,
rather than those that are the best business prospects. The requirement for residential
security for a loan disproportionately disadvantages new ventures and younger
Australians, who are less likely to have “bricks and mortar’ collateral. This issue has
become increasingly problematic as housing has become more expensive and many
individuals are forced to purchase housing later in life.4+

Prudential regulation

Several submissions claim that APRA’s capital requirements have reduced the
availability of and/or increased the price of lending to SMEs.*> Two examples cited are
the capital requirements for small business lending and the distinction that is made
between corporate and retail business lending.

Capital requirements

The Inquiry has received little evidence that capital requirements have affected either
the supply of lending to SMEs or the relative pricing of secured and unsecured loans
beyond what reflects the relative riskiness of the loans. APRA’s submission presents
data showing that the average default rate of unsecured small business loans is
generally higher than for secured small business loans, which is reflected in the higher
risk weights applied to unsecured loans.* That said, under the internal ratings-based
approach to determine risk weights, discounts are applied to the capital requirements
for lending to smaller businesses.*”

43 Westpac 2014, First round submission to the Financial System Inquiry, page 63 : “as a
responsible lender ... [Westpac] has strict requirements and a limited appetite around the
types of unsecured lending made available.”

44 Export Finance and Insurance Corporation 2014, First round submission to the Financial
System Inquiry; Reserve Bank of Australia 2014, First round submission to the Financial
System Inquiry; Minister for Small Business the Hon. Bruce Bilson 2014, First round
submission to the Financial System Inquiry.

45 NSW Business Chamber 2013, Small Business Access to Finance, NSW Business Chamber,
Sydney; Export Finance and Insurance Corporation 2014, First round submission to the
Financial System Inquiry, page 38.

46 Australian Prudential Regulation Authority 2014, First round submission to the Financial
System Inquiry, page 79.

47 Australia’s four major banks and Macquarie Bank Ltd use the Basel II internal ratings-based
approach to determine risk weights.
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Lenders generally make higher provisions for loan losses to reflect the higher expected
losses on small business loans. This tends to increase the cost of small business loans,
particularly unsecured loans.* 4

Distinction between corporate and retail business lending

As part of the Basel Il “advanced” approach, a loan can only be treated as ‘retail” if it is
subject to standardised loan management processes, and if the loan is managed as part
of a pool with similar risk characteristics for the purposes of risk assessment and
quantification.’0 APRA has deemed that loans less than $1 million, and subject to such
processes, can be treated as ‘retail’.5! This reduces administrative costs for the lender
and lowers capital requirements relative to corporate exposures.52 For borrowers with
smaller-sized and less-complex loans, this reduces compliance costs, because these
borrowers are generally not subject to the more intensive annual review requirements
that apply to borrowers with loans of $1 million or above.

Increasing the loan-size threshold by which banks distinguish retail from corporate
lending might, at the margin, increase SME lending. Some submissions argue that the
$1 million threshold provides a disincentive for firms to borrow more to expand their
business activities. Several submissions support raising the threshold. APRA indicates
it would be “willing to consult on raising the $1 million retail/corporate boundary to $1.5
million, which would bring it into line (at current exchange rates) with the Basel 11
framework” 53

Barriers to accessing capital markets directly

SME:s face prohibitively higher fixed costs of raising funds in capital markets, which

reduces the capacity of SMEs to use market-based finance.5 Requirements to prepare a
prospectus may discourage some SMEs from seeking equity financing. A prospectus is
not required where securities are sold to sophisticated investors, or where a small-scale

48 Reserve Bank of Australia 2011, Submission to the Inquiry into Access of Small Business to
Finance. Cited in Export Finance and Insurance Corporation 2014, First round submission to
the Financial System Inquiry, page 5.

49 Westpac 2014, First round submission to the Financial System Inquiry, page 63: “as a
responsible lender ... [Westpac] has strict requirements and a limited appetite around the
types of unsecured lending made available.”

50 Australian Prudential Regulation Authority (APRA) 2008, Prudential Standard APS 113,
Capital Adequacy: Internal Ratings-based Approach to Credit Risk, page 12.

51 Australian Prudential Regulation Authority (APRA) 2014, First round submission to the
Financial System Inquiry.

52 Ibid.

53 Ibid.

54 Matic, M, Gorajek, A and Stewart, C 2012, Small Business Funding in Australia, RBA Small
Business Finance Roundtable, Sydney, 22 May.
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offer is made that raises no more than $2 million through offers to no more than
20 investors in any rolling 12-month period. This issue is discussed in more detail in
the Equity markets section in this chapter.

Venture capital and private equity

Venture capital and private equity funds tend to finance more innovative and
high-growth firms. These firms are drivers of long-term productivity growth.
Australia’s venture capital and private equity markets are small, and there are barriers
to generating significant investor interest.

New ventures can typically take several years of development before any cash flows
are generated from their activities, and failure rates are high. As a result, new ventures
have limited access to credit, and market-based financing can be inaccessible or too
costly to acquire.

Over the past two decades or so, the returns from domestic venture capital funds have
not provided investors with adequate compensation for the associated risks. Indeed,
all Australian venture capital funds formed between 1985 and 2007 had a pooled
internal rate of return of minus 1.4 per cent.®

The fee structures of venture capital and private equity funds may also discourage
some investors. Venture capital fund managers often charge a 2 per cent management
fee and take 20 per cent of returns. However, unlike other fund managers, venture
capital fund managers are typically very involved in managing the ventures in their
funds. Venture capital fund managers provide mentoring services, business expertise,
and access to industry and market connections, which is reflected in management and
monitoring costs. However, fee structures and the services these fees reflect may not
always be transparent to investors. Greater transparency would allow investors to
make more informed investment choices and lead to greater competition.

Another barrier to the growth of the venture capital sector is scale. The Australian
market may be too small for some ventures to be viable, particularly when it comes to
commercialising a product. In addition, certain cultures, particularly relating to risk,
and extensive networks need to be developed to facilitate a thriving venture capital
industry.

The tax treatment of Venture Capital Limited Partnerships (VCLPs) is complex and
may be a barrier to fundraising. Investments made under the VCLP regime are
accorded special tax treatment based on whether the investor is domestic or

55 As of 30 June 2008. Treasury and Department of Industry 2012, Review of Venture Capital and
Entrepreneurial Skills, Final Report, Treasury, Canberra, referencing the Australian Private
Equity and Venture Capital Association, page 39.
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international, and whether the treatment of any gains is made on the revenue or capital
account. The submission from the Australian Private Equity & Venture Capital
Association Limited states that some features of the VCLP tax framework:

... put Australia’s funds management sector at a competitive disadvantage, including
ongoing uncertainty in the treatment of some classes of investors. This makes attracting
investments into Australia challenging for local fund managers, particularly those that
manage funds for offshore clients.5

A recent Board of Taxation Review into the regime’s effectiveness made
recommendations to simplify and reduce uncertainty, which would reduce barriers to
investment.5”

Rural business

Although financial issues affect the rural sector, submissions do not identify significant
structural issues related to rural finance.

Agricultural incomes are volatile and uncertain. Rural businesses are exposed to large
and sometimes prolonged weather events, and weather and pest conditions have a
marked effect on the quantity and quality of agricultural products. Prices for
agricultural products can be volatile, typically reflecting conditions in international
markets, and yields can vary from season to season. However, for those commodities
for which Australia is a significant global supplier, domestic supply conditions can
materially affect global prices. Rural businesses have access to a range of insurance
products to protect against income loss, as well as financial instruments to hedge
against commodity price and exchange rate losses.

Debt levels in the agricultural sector have more than doubled over the past decade and
have outpaced farm incomes, although the debt-to-income ratio for the rural sector has
stabilised since 2011 at around two years of income. Increased indebtedness reflects
financial factors, such as lower interest rates and increased availability of credit, and
non-financial factors, such as periods of prolonged drought.

Farmers are most likely to experience difficulty meeting debt repayment obligations
during periods of low revenue, such as during a drought or a period of low
commodity prices. Despite these challenges, the sector has a long history of servicing

56 Australian Private Equity & Venture Capital Association Limited 2014, First round
submission to the Financial System Inquiry, Submission 1, page 19.

57 The Board of Taxation 2011, Review of Taxation Arrangements under the Venture Capital
Limited Partnership Regime, June 2011, Canberra.

58 Reserve Bank of Australia 2014, First round submission to the Financial System Inquiry,
page 132.
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debt, albeit with government support. Currently, less than 1.5 per cent of loans to the
rural sector are more than 90 days in arrears and bank losses on the portfolio of rural
loans are less than 0.5 per cent.> Many lenders work closely with farmers in times of
financial hardship, often accommodating arrangements such as repayment holidays
and using independent mediators to help resolve issues with their customers.

Policy options for consultation

Policy options to address the structural impediments to funding SMEs range from
direct government intervention in the SME lending market to initiatives to reduce
information asymmetries.

An important consideration for this Inquiry is whether competition and technological
developments will resolve issues related to financing SMEs and early-stage ventures.

Reducing information asymmetries between lenders and borrowers and facilitating
more competition in SME lending would improve SME financing. As such, the Inquiry
is requesting suggestions and opinions about mechanisms to narrow information
asymmetries between lenders and SME borrowers.

One such option, mentioned in some submissions, is to facilitate the development of an
SME finance database that could provide business-level data to lenders and potential
new market entrants. Data could include details from tax returns and business activity
statements, and financial information from lenders.

Ideally, such a database would be managed on a commercial basis, but the Inquiry
recognises the barriers to the private sector establishing such a database. Such barriers
include restrictions on access to particular information. Entities with the relevant
information would need to be able or willing to provide such information. Privacy
issues would also need to be considered, and some lenders and borrowers may be
reluctant to supply information that could be deemed commercial-in-confidence.

Some submissions suggest the Government could provide facilities that make direct
loans to small business, subsidies on loans, or guarantees on loans. Although this
would improve the cost and availability of finance to small businesses, taxpayers could
bear significant costs and risks, which would be exacerbated by adverse selection as
riskier lending prospects are pushed to Government schemes.

Other submissions suggest encouraging superannuation funds to invest in securitised
SME loans and venture capital funds. Although this might increase the availability of
finance for SMEs, there are currently very few impediments. A mandate requiring
superannuation funds to do so may also involve an implicit guarantee by the

59 Australian Bankers Association 2014, Submission to Senate Inquiry: Reserve Bank
Amendment (Australian Reconstruction and Development Board) Bill 2013, page 6.
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Government, which the Inquiry does not consider to be appropriate. Although it is
doubtful that a deep market of securitised SME loans could develop, the Inquiry
would value views as to how this might be achieved. Superannuation funds could
consider investing in venture capital funds as part of a broader approach to
diversifying their asset portfolios. This may involve taking a broader view of their
investment options and require them to engage the required expertise.

A well-developed broker market for SME lending would likely increase competition
among lenders and improve access to finance for SMEs. In recent years, brokers have
become more prevalent in some areas of small business lending, particularly
equipment finance. However, for other areas of SME lending, the broker market
remains relatively undeveloped. This may reflect a combination of transitional issues
for the broker industry and structural impediments.

Venture capital funds argue that changing the research and development (R&D) tax
credit system to a quarterly basis for new ventures would help alleviate cash flow
constraints. New ventures tend to make significant cash outlays in the early stages of
the product lifecycle. This is an issue that should be considered as part of the Tax
White Paper process.

The Inquiry would value views on the costs, benefits and trade-offs of the
following policy options or other alternatives:

* No change to current arrangements.

» Facilitate development of an SME finance database to reduce information
asymmetries between lenders and borrowers.

The Inquiry seeks further information on the following areas:

* To what degree will technological developments resolve issues related to
information asymmetries in SME lending?

*  What are the best options to narrow the informational gaps between lenders and
SME borrowers?

* Could the use of certain loan covenants be reduced, while still providing SMEs
with adequate access to finance and lenders with appropriate protection?

* What are the prospects for a market for securitised SME loans developing?

* What are the main barriers to greater broker activity in SME finance? Are these
barriers transitional or structural in nature?

*  What are the best options for improving the tax treatment of VCLPs?
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External administration

Recycling capital to new businesses

A well-functioning external administration regime facilitates the efficient recycling of
capital and so contributes to the efficiency with which funds are allocated in the
economy. It also protects creditors’ rights, which promotes confidence in broader
credit provision.

There are a number of processes available to businesses under Australia’s external
administration regime (Table 3.1).

Table 3.1: Australia’s external administration regimes?

Process Description

Voluntary administration When a voluntary administrator is appointed to control and investigate a
company’s affairs and make a recommendation to creditors about the
company’s future and what is in the best interests of creditors.

Liquidation The orderly wind-up of a company’s affairs, distribution of assets to
creditors and dissolution under the control of a liquidator.

Controller (including Someone who enters into possession or control of the company’s property

receivership) to enforce a security interest.

Schemes of arrangement An arrangement (approved by the court) between a company and its

creditors and/or members to alter their respective rights and interests or to
facilitate a reconstruction.

Informal work-outs Restructuring outside formal external administration.

External administration of an entity involves costs, but it is important that these costs
are minimised, so the maximum amount of capital can either be retained in a business
that is able to continue operating or reallocated to more productive activities.

Some submissions argue that the current regime is biased towards liquidation.®! They
claim the prohibition on trading while insolvent, and its associated penalties, make
directors more cautious in attempting to reorganise a business that could continue to
be viable.

Stakeholders suggest that placing a company into voluntary administration can lead to
the failure of a business that could survive with some restructuring, because voluntary

60 Corporations Act 2001, Chapter 5.

61 This has also been suggested in Bickerdyke, I, Lattimore R and Madge, A 2000, Business
Failure and Change: An Australian Perspective, Productivity Commission Staff Research Paper,
Auslnfo, Canberra, page 89.
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administration processes can significantly devalue a company and involve significant
costs.62

Others submissions suggest that current arrangements are too complex and costly for
SMEs. For example, SME owners are often personally liable when the business is in
financial distress, and there are costs associated with navigating the corporate external
administration and bankruptcy regimes.

In some cases, liquidator misconduct in areas of improper gain, including excessive
remuneration, and liquidator independence and competence affect the cost and
effectiveness of liquidation for SMEs.®

Policy options for consultation

To prevent viable businesses from entering voluntary administration, some
submissions suggest that Australia adopt the US Chapter 11 regime, or certain aspects
of it.** The Inquiry considers adopting such a regime would be costly and could leave
control in the hands of those who are often the cause of a company’s financial
distress.®> Capital would be maintained in a business that is likely to fail, which would
restrict or defer the capital from being channelled to more viable and productive
enterprises. Adopting such a regime would also create more uncertainty for creditors
by limiting their rights. The Inquiry notes that Chapter 11 has rarely enabled
businesses to continue as going concerns in the long term.%

62 Parbery, S 2010, “Assessing Voluntary Administration in Australia: Including Suitability for
Workouts, Turnarounds and Pre-Packs’, paper presented at the Supreme Court Annual
Corporate Law Conference, 24 August, Sydney, pages 98-99.

63 ASIC data on liquidator supervision reflects such complaints. Australian Securities and
Investments Commission (ASIC) 2014, Report 389 — ASIC regulation of registered liquidators:
January to December 2013, ASIC, Canberra.

64 Title 11, United States Code, Chapter 11.

65 These are some of the reasons several inquiries have rejected Chapter 11, including the
Parliamentary Joint Committee on Corporations and Financial Services 2004, and
Corporations and Markets Advisory Committee 2004.

66 The Productivity Commission notes that only around 6.5 per cent of businesses emerge from
Chapter 11 as an ongoing entity. See Bickerdyke, I, Lattimore R and Madge, A 2000, Business
Failure and Change: An Australian Perspective, Productivity Commission Staff Research Paper,
Auslnfo, Canberra, page 90.
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There is little empirical evidence that Australia’s voluntary administration process is
causing otherwise viable businesses to fail.®” The Inquiry would like stakeholders to
provide any empirical evidence that supports that view.

The Australian Government released proposals in 2012 to improve liquidator
competence, align corporate insolvency and bankruptcy, and promote market
competition on price and quality.®8 These proposals seek to mitigate administrative
costs for SMEs and curtail the escalation of time-based fee entitlements.

The Inquiry would value views on the costs, benefits and trade-offs of the
following policy options or other alternatives:

* No change to current arrangements.

* Implement the 2012 proposals to reduce the complexity and cost of external
administration for SMEs.

The Inquiry seeks further information on the following area:

Is there evidence that Australia’s external administration regime causes otherwise
viable businesses to fail and, if so, what could be done to address this?

Infrastructure financing

Submissions do not raise significant financial system issues that directly relate to
infrastructure financing. Where issues are raised, these relate more to issues covered
elsewhere in this report, such as the development of the corporate bond market.

67 Although ASIC data suggests that most companies that enter voluntary administration fail,
data does not suggest that these companies would have remained viable with an informal
work-out.

68 Commonwealth of Australia 2012, Exposure Draft: Insolvency Law Reform Bill 2013,
Canberra.

2-71



Financial System Inquiry — Interim Report

The major issues submissions raise relate to infrastructure project selection and design,
and the implications for the pipeline of greenfield projects. This is consistent with the
Productivity Commission’s recent draft Public Infrastructure report. The Commission
found:

There is no shortage of private sector capital that could potentially be deployed to finance
public infrastructure in Australia. Private capital markets will finance most projects at
the ‘right price’.%?

Submissions note a shortage of profitable infrastructure projects to invest in. Industry
Super Australia states:

Industry SuperFunds have already made clear that they would make infrastructure
investment of up to $15 billion over the next five years if appropriate projects were made
available. Reform of the bid process could well see them accelerate or even increase that
projected level of investment.”

A number of submissions suggest that funding for infrastructure has become more
expensive since the GFC. Interest rate spreads on infrastructure projects have
increased, including in Australia, Canada, the United Kingdom and the United
States.”” However, this mainly reflects the general re-pricing of risk.

Investments in infrastructure are viewed by some as being illiquid. Infrastructure
investment could be facilitated by developing liquid, tradable claims on infrastructure
projects. This could provide greater scope for retail and institutional investors,
including superannuation funds, to invest in infrastructure.

The Inquiry seeks further information on the following area:

What are the impediments to the development of liquid, tradeable claims on
infrastructure projects?

69 Productivity Commission 2014, Public infrastructure — Draft Report, Canberra, page 33. The
final report was sent to Government on 27 May 2014, but had not been released at the time
this report was published.

70 Industry Super Australia 2014, First round submission to the Financial System Inquiry,
page 9.

71 Work by McKinsey Global Institute suggests that interest rate spreads (over LIBOR) for
infrastructure projects in advanced economies have increased by less than 100 basis points
since the GFC. McKinsey Global Institute 2013, Infrastructure Productivity: How to Save
$1 trillion a Year, McKinsey, Dubai, page 21.
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Impact investment and social impact bonds

Impact investment allows investors to align their financial objectives with their
personal values by investing in opportunities that offer both social and financial
returns. Capital can flow from impact investments made by mainstream financial
institutions, institutional investors and philanthropic funds, either directly into social
enterprises or via specialist financial intermediaries (Figure 3.2). Capital held by
intermediaries then flows into social enterprises through avenues such as direct
lending, social investment funds and social investment products managed by these
intermediaries.

Figure 3.2: Sources of funding for social enterprises

Unlike socially responsible investment, which takes a more passive approach to asset
allocations (for example, a managed investment scheme that avoids investments in
tobacco businesses), impact investors actively seek social or environmental objectives.
As many social benefits cannot be captured by a particular individual, impact
investment can increase the level of investment in projects with a high social return.

Impact investment is an important source of capital for organisations that may not be
able to access funding from mainstream financial markets. It can encourage new
markets, entrepreneurship and innovation to solve entrenched social issues. Recent
examples of impact investment include:

* The GoodStart syndicate raised $165 million for 650 ABC Learning day care centres,
which GoodStart now runs on a not-for-profit basis.
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* The NSW Government launched a pilot of Australia’s first two social impact bond
programs in 2011: $7 million in capital was raised for UnitingCare Burnside to
support families in facilitating their child’s return from foster care, and $10 million
was raised for the Benevolent Society to prevent family breakdowns.

Barriers to impact investment

More impact investment activity could trigger a marked change in the way
governments deal with social or environmental problems by supporting entrepreneurs
to find new solutions to entrenched problems. It could also shift governments’
approaches to dealing with these problems from paying for service delivery to paying
for outcomes at the best price. However, mobilising the impact investment market may
require government support, including removing barriers.

Barriers to investors engaging in impact investment in Australia may include:

* Some superannuation trustees consider their fiduciary duties to be a barrier to
impact investment. This is despite there being no explicit prohibition to impact
investment provided, superannuation trustees meet the sole purpose test.”

* Private and public ancillary funds, which provide a link between donors and
organisations that can receive tax deductible donations, are unclear whether they
may count discounted returns toward minimum distribution requirements.

* Some private ancillary funds do not meet sophisticated or professional investor
tests under the exemptions from the prospectus regime, despite very high net
worth individuals or organisations having established them.

* Relatively simple instruments, such as social impact bonds, are subject to onerous
disclosure requirements.

Policy options for consultation

Government could provide guidance to superannuation and philanthropic trustees by
explaining how superannuation trustees can facilitate impact investment within the
existing regulatory framework. There may also be benefits in exploring options to
better use the underlying assets of private and public ancillary funds. To enable
private ancillary funds to better reflect their sophistication, it may be possible for such
funds to be considered sophisticated or professional investors if the founder of the

72 Donald, M S, Ormiston, ] and Charlton, K 2014, The Potential for Superannuation Funds to make
Investments with a Social Impact, University of New South Wales, Centre for Law, Markets
and Regulation, working paper no. 14-3, May.

2-74



Growth and Consolidation — Funding

fund meets either of these thresholds. Finally, moves to simplify and streamline
disclosure requirements could reduce the regulatory burden associated with social
impact bonds.

Some submissions propose more active Government involvement in expanding the
impact investment market. These include Government providing risk capital to attract
initial investments, developing a dedicated social investment bank and introducing tax
concessions. The latter should be considered as part of the Tax White Paper process.

The Inquiry would value views on the costs, benefits and trade-offs of the
following policy options or other alternatives:

* No change to current arrangements.

* Provide guidance to superannuation and philanthropic trustees on impact
investment.

* C(Classify a private ancillary fund as a sophisticated or professional investor for the
purposes of the exemptions from the prospectus regime if the sponsor of the fund
meets either of these thresholds.

» Simplify and streamline disclosure requirements associated with social impact
bonds.

* Undertake a more active role in expanding impact investment, such as providing
risk capital and establishing social investment banks.

Government

In broad terms, governments’ main source of funds is tax revenue, and governments
use funds to provide services, make transfer payments and fund gross fixed capital
formation. For the Australian Government, spending on social security and welfare
comprises over one-third of total expenditure.” Spending on health, defence and
education together accounts for close to another third.” Fixed capital investment is
another significant component of Government expenditure.

73 For the Australian general government sector (excluding state, territory and local
governments).

74 Commonwealth of Australia 2014, 2014-15 Budget, Budget Paper 1, Statement 6, Estimates for
2014-15 expenditure, Commonwealth Government of Australia, Canberra, page 1.
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Governments account for shortfalls in revenue over expenditure by issuing debt. Net
issuance of Commonwealth Government Securities (CGS) increased sharply after
2007-08 as the budget moved into deficit with the onset of the GFC.7> The stock of CGS
on issue is expected to increase to $360 billion by the end of 2014-15, which would be
equivalent to 0.2 years of GDP.76

Role of government in the financial system

The CGS market plays a very important role in Australia’s financial system. The CGS
market is highly liquid. It provides a risk-free interest rate curve that other debt
instruments can be priced from. The Australian Office of Financial Management
recently extended the length of the CGS yield curves to 20 years, which provides a
benchmark for longer-dated debt securities.

Around 70 per cent of CGS on issue is held by non-residents.”” Investor confidence in
the Australian sovereign debt market reflects the relative strength of Australia’s public
finances and the Australian economy more broadly.

CGS (and state government debt securities) represent a major source of high-quality
liquid assets (HQLAs) for the financial system. HQLAs are unencumbered assets that
can be readily converted to cash with little or no loss in value, even in stressed market
conditions. To manage liquidity requirements, financial institutions (particularly
banks) require holdings of assets that can be converted to cash, sometimes at short
notice. Financial entities active in derivatives markets also require HQLAs to use as
collateral in derivatives transactions.”

The banking system

The banking sector plays a central role in the Australian financial system. Banks
transform short-term liabilities into long-term assets, but they must manage the
liquidity, credit and other risks associated with this activity. This intermediation
process is an important mechanism by which funds are channelled from savers to

75 Commonwealth of Australia 2014, 2014-15 Budget, Budget Paper 1, Statement 10,
Commonwealth Government of Australia, Canberra, page 6.

76 Commonwealth of Australia 2014, 2014-15 Budget, Budget Paper 1, Statement 7,
Commonwealth Government of Australia, Canberra, page 5.

77 As at the December quarter 2013, 67.5 per cent of total CGS on issue was held by
non-residents of Australia. Commonwealth of Australia 2014, 2014-15 Budget, Budget
Paper 1, Statement 7, Commonwealth Government of Australia, Canberra, pages 7-10.

78 Reserve Bank of Australia 2012, Financial Regulation and Australian Dollar Liquid Assets,

RBA Bulletin, September Quarter, RBA, Sydney.
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borrowers to facilitate business investment and household purchases of major assets,
and to help businesses and households manage their liquidity requirements.

The effect of Basel III on bank funding

Capital

Some submissions argue that APRA’s approach to implementing Basel III capital has
materially increased bank funding costs; however, these submissions do not quantify
the effect new capital requirements have had on loan pricing. Submissions note that
Basel III not only requires banks to use more capital funding, but that capital must be
of a higher quality, which tends to be more expensive. Some submissions argue that
APRA has taken a more conservative approach than in some other jurisdictions. While
true, it can also be argued that APRA’s approach has, to some degree, reduced the risk
premia paid by Australian banks on wholesale debt, which acts to reduce wholesale
funding costs. Furthermore, as discussed in the Stability chapter, Australian banks’
actual capital ratios lie roughly in the middle of the pack when compared to other
jurisdictions on a consistent basis.

On balance, it is difficult to ascertain whether APRA’s approach to implementing Basel
III capital will materially affect Australian banks in terms of pricing or access to
funding (domestically or internationally) or whether it has had a significant effect on
loan pricing in Australia.

Liquidity

Under the liquidity coverage ratio (LCR), to be implemented in Australia from 2015,
some banks will be required to hold unencumbered HQLAs to cover net cash outflows
in a 30-day stress event.” The proposed net stable funding ratio (NSFR) sets the
required amount of longer-term funding against longer-term assets. The Inquiry notes
that APRA has implemented a regime that is broadly in line with the Basel III liquidity
framework.

An important aspect of the implementation of the Basel III liquidity reforms in
Australia was the establishment of the Committed Liquidity Facility (CLF) at the
Reserve Bank of Australia. Use of a CLF is allowed under the Basel rules for
jurisdictions like Australia with insufficient HQLAs. This means those authorised
deposit-taking institutions (ADIs) subject to the LCR are able to include the CLF
amount towards meeting their LCR requirement. The CLF will also get some
recognition in the proposed NSFR regime; third-party assets eligible for inclusion in

79 Those authorised deposit-taking institutions (ADIs) with simple, retail-based business
models are subject to a simple liquidity ratio requirement under the minimum liquidity
holdings regime.

2-77



Financial System Inquiry — Interim Report

the CLF will receive a treatment in the NSFR that reflects their enhanced liquidity
characteristics.

Overall, the new capital and liquidity arrangements do impose extra constraints on
banks” balance sheets, although it is less clear that these constraints are having a
significant effect on lending activities. The capital requirements means banks must use
more capital funding than they otherwise might choose and the liquidity requirements
place extra constraints on banks’ sources of funding and uses of that funding. This
could limit banks” ability to finance new projects and slow the rate of gross fixed
capital formation. However, APRA’s approach may put downward pressure on the
cost of funds for banks. Using more capital funding and holding more liquidity is more
likely to enhance the stability of the financial system and give more confidence to
wholesale investors and depositors, which is reflected in lower risk premia required by
these providers of funds.

Funding credit growth

Several submissions, mainly from the banking sector, question how the banking
system would fund higher economic growth in Australia.’ These submissions argue
that ADIs would be unable to fund higher credit growth with new deposits. The
‘funding gap’ between credit and deposits is largely funded using wholesale debt.
Some of this debt is issued overseas in foreign currency, which involves some risks if
there are disruptions in these markets, such as the turmoil during the GFC. To
ameliorate these risks, submissions argue that higher deposit growth should be
encouraged, that further development of a corporate bond market is required, and that
the superannuation system should be encouraged to allocate more funds to deposits
and fixed income products.

Stewart, Robertson and Heath (2013) argue there is no reason to believe that higher
demand for credit or reduced supply of deposits would disrupt economic growth.s!
Lenders can change the interest rates they charge on loans, while the cost of different
funding liabilities will be determined by investor preferences and the willingness of
banks to supply different funding instruments.®? In its submission, ANZ states that

80 For example, PricewaterhouseCoopers 2014, First round submission to the Financial System
Inquiry, page 64; Westpac 2014, First round submission to the Financial System Inquiry,
page 45.

81 Stewart C, Robertson B and Heath A 2013, Trends in the Funding and Lending Behaviour of
Australian Banks, Research Discussion Paper 2013-15, Sydney.

82 Stewart C, Robertson B and Heath A 2013, Trends in the Funding and Lending Behaviour of
Australian Banks, Research Discussion Paper 2013-15, Sydney.
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markets for bank funding are generally efficient and do not impede the banking
system’s ability to fund economic growth.8

In the view of the Inquiry, high-quality projects and viable enterprises would still be
able to obtain funding through other channels if insufficient credit was available. But it
acknowledges entities that are more reliant on loans, such as small businesses, would
have some difficulty accessing funding.

Despite these arguments, the Inquiry acknowledges that the composition and stability
of the funding for ADIs are important. A more stable funding composition enhances
the ability of ADIs to fund long-term loans. The Inquiry recognises the need for some
adjustments, particularly to tax, to ensure a more efficient allocation of funding in the
economy.

Chart 3.7: Sources of bank funding
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In the period leading up to the GFC, banks had been using a greater proportion of
wholesale debt funding (particularly from offshore) than they do today. In part, this
was because of the ease by which short-term debt could be rolled over. When funding
markets were dislocated during the GFC, Australian ADIs found it difficult to roll over
short-term debt and to obtain wholesale funding. It also became difficult to sell
securitised loans; securitisation markets had become an important source of funds for

83 ANZ Bank 2014, First round submission to the Financial System Inquiry, page 1.
84 Australian Bureau of Statistics 2014, Australian National Accounts: Financial Accounts,
December 2013, cat. no. 52320, ABS, Canberra.
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smaller ADIs and non-bank lenders. These events made it more difficult for ADIs to
meet the demand for credit and led ADIs to their funding risks.

Market pressures, including from ratings agencies, resulted in a shift of funding
towards more stable sources, particularly retail deposits. Deposits now represent a
larger share of bank funding than they did before the crisis, and banks increased the
maturity structure of their wholesale debt to manage their liquidity risk better

(Chart 3.7). The shift in the funding mix was driven by a re-pricing of bank liabilities,
and some entities, such as superannuation funds, switched away from bank wholesale
debt to wholesale deposits.8> However, more intense competition for deposits and the
higher cost of alternative sources of funding led to an increase in the cost of deposits
for ADIs.

Deposits

Some of the difficultly in attracting deposits from households relates to the tax
treatment of products that pay returns in the form of interest. Compared to other
savings vehicles, such as housing and equities, returns from deposits are taxed
unfavourably. In its submission, Westpac states:

Westpac recommends the Inquiry considers measures for tax equalisation between bank
deposits and other competing savings options. The specific nature of these measures
should be considered in the Government’s tax white paper process.®

At the margin, this results in ADIs having to offer higher interest rates to attract
deposits, which raises the cost of funds and lending rates in the economy.

The relative unattractiveness of deposits to households has helped drive the trends in
the composition of bank deposits (Chart 3.8). Deposits held directly by households
have accounted for a declining share of total bank deposits. In contrast, the share of
deposits from superannuation funds has been rising. Demand for deposits by
superannuation funds has been driven by strong growth in member contributions and
higher demand for liquid assets.

As mentioned earlier in this section, some submissions suggest that superannuation
funds should allocate more of their assets to deposits and long-term wholesale debt.
Some stakeholders argue that a lower share of deposits directly held by households
and a higher share of deposits from larger superannuation funds may, in fact, make it
more difficult for ADIs to write long-term loans. Given that deposits made by large
APRA-regulated superannuation funds are less sticky than retail deposits, ADIs would
be required to hold a larger quantum of liquidity if they were managing their liquidity

85 Reserve Bank of Australia 2014, First round submission to the Financial System Inquiry,
page 183.
86 Westpac 2014, First round submission to the Financial System Inquiry, page 48.
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risks prudently. Under the LCR regime, the marginal liquidity required against an
extra dollar of a superannuation deposit would come from self-securitised assets that
already exist on the balance sheet of the LCR ADIs. Given the superannuation sector
will become an increasingly large source of deposits for the banking system, it is
unclear to the Inquiry what effect this will have on the banking system and the flow of
funds in the economy more broadly.

Chart 3.8: Sources of bank depositss”
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The Inquiry seeks further information on the following areas:

»  What effect is the implementation of the Basel III capital and liquidity regimes in
Australia expected to have on the cost of funds, loan pricing and the ability of

banks to finance new (long-term) loans? How large are these effects expected to
be?

*  What share of funding for ADISs is expected to come from larger superannuation
funds over the next two decades? What effect might this have on bank funding
composition and costs? What effect will this have on the ability of ADIs to write
long-term loans?

87 Reserve Bank of Australia 2014, First round submission to the Financial System Inquiry,
page 183.

88 Australian Bureau of Statistics (ABS) 2014, Australian National Accounts: Financial Accounts,
December 2013, cat. no. 5232.0, ABS, Canberra.
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Superannuation

The superannuation sector is a significant and growing source of funding for the rest
of the economy. The asset allocation decisions made by the superannuation sector will
have significant implications for the flow of funds in the economy.

The size and composition of superannuation assets

As of 31 March 2014, the superannuation sector held $1.8 trillion in assets.®° By
comparison, the Australian Securities Exchange (ASX) market capitalisation is roughly
$1.6 trillion.% Financial assets held in the superannuation system were 50 per cent of
those of the banking system in 1997 but had grown to 60 per cent by the end of 2013.9

Structural developments in the superannuation system have affected how assets in
superannuation funds are allocated. These developments reflect changes to industry
composition, particularly the growth of Self-managed Superannuation Funds and
Australia’s ageing population.

APRA-regulated funds have a vastly different asset allocation to that of SMSFs. They
are more heavily invested in foreign equities and fixed income, while SMSFs have a
higher allocation towards domestic equities, property, and cash and deposits

(Chart 3.9). The differences in the asset allocations reflect certain features of SMSFs:

* SMSFs have an older membership than APRA-regulated funds, so they are more
likely to have a more defensive asset allocation.

* APRA-regulated funds have better access to foreign equity and wholesale fixed
income markets, although product developments, such as exchange-traded funds
and retail bonds, will make it easier for SMSFs to access such asset classes in the
future.

* SMSFs typically cannot take advantage of the pooling benefits available to larger
funds.

89 Australian Prudential Regulation Authority (APRA) 2014, Quarterly Superannuation
Performance (interim edition), APRA, Sydney, Page 6.

90 As at the end of April 2014. Australian Securities Exchange (ASX) 2014, Historical market
statistics, ASX, Sydney.

91 Australian Bureau of Statistics (ABS) 2014, Australian National Accounts: Financial Accounts,
December 2013, cat. no. 5232.0, ABS, Canberra.
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Chart 3.9: Asset allocation of superannuation funds, 2013
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Future trends

Australia’s superannuation assets are expected to continue to grow at high rates for the
foreseeable future and exceed the growth of the economy. This growth will be driven
by the increase in the Superannuation Guarantee (SG) rate to 12 per cent by 2022,
investment returns, and tax concessions on superannuation contributions and
earnings. There are a range of projections of future superannuation asset growth
(Chart 3.10). Industry Super Australia projects superannuation assets will exceed those
of the banking sector by the early 2030s.? This reinforces the importance of the
superannuation sector in funding economic activity.

92 Australian Taxation Office (ATO) 2013, Self -Managed Super Fund Statistical Report —
December 2013, ATO, Canberra. APRA 2013, Annual Superannuation Bulletin, June 2013
(revised 5 February 2014). Asset allocation is for the default investment strategy.

93 Industry Super Australia 2014, First round submission to the Financial System Inquiry,
page 117.
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Chart 3.10: Total superannuation assets: projections
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Superannuation assets relative to GDP will eventually peak towards the end of the
2030s, according to one submission, as the number of retirees continues to increase
relative to the workforce.%

As the assets in the superannuation system grow relative to the supply of domestic
financial assets, superannuation funds may look towards other asset classes and
increase their relative allocation of offshore assets. A report prepared by RiceWarner
and commissioned by the Actuaries Institute for the Inquiry, argues it is possible that
funds will allocate a higher proportion of their assets to overseas investments because
of the reduced capacity for the Australian market to absorb those funds. This would
have implications for Australia’s balance of payments.

94 Treasury 2014, Industry Super Australia 2013, RiceWarner 2014, Ageing and Capital Flows,
commissioned by the Actuaries Institute. The projections by Rice Warner include the effects
of inflation.

95 RiceWarner 2014, Ageing and Capital Flows, commissioned by the Actuaries Institute, Sydney.
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The other major development in the superannuation system is the trend towards a
greater share of assets in the retirement phase. Currently, around 30 per cent of assets
are held in the retirement phase, but this is expected to increase to more than

40 per cent over the next 30 years.” RiceWarner argues, among other points:

* The conservatism of retirees as they age is likely to result in a greater proportion of
total assets invested defensively, such as in Government and corporate bonds.
Older superannuants are also likely to prefer yield over capital appreciation.

» Defensive overlays will increasingly be used to protect members against significant
falls in asset values. This will require greater depth in derivative markets and
include balance sheet guarantees of banks and insurers, which will require them to
expand their capital bases.

* Asargued in the Retirement income chapter, there will be increasing interest in
products that protect against longevity risk. The increase in demand for products
like lifetime annuities will increase the demand for and use of fixed income assets.

The same report also argues that consolidation in the superannuation market will be
accompanied by a shift to more illiquid assets as the cash flows for large funds become
larger and more predictable. This is discussed further in the Superannuation chapter.

The demand for fixed income products could also stimulate demand for securitised
assets, which is an important funding source for smaller lenders. Further,
superannuation funds could engage in direct lending to households and businesses in
direct competition with the banking sector, which has already occurred in other
economies, such as the United Kingdom. This would require superannuation funds to
develop credit assessment capabilities and would have implications for how funds
might be regulated.

The Inquiry seeks further information on the following area:

What effects will the trends in the size and composition of superannuation have on
the broader flow of funds in the economy over the next few decades, including on
international capital flows to and from Australia?

96 RiceWarner 2014, Ageing and Capital Flows, commissioned by the Actuaries Institute, Sydney.
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The corporate bond market

A deeper and more liquid corporate bond market would provide diversification
benefits to both issuers and investors.

Over recent years, bond issuance by Australian corporates has increased steadily, with
80 per cent of issuance in offshore markets (Chart 3.11). On average, around 30 bonds
are issued in the domestic market per year, with a slightly higher number of offshore
issues, which are generally larger.”” Traditionally, private non-financial corporations
have made relatively little use of the domestic market. In recent years, domestic
issuance has been dominated by the major banks.%

Observation

Australia has an established domestic bond market, although a range of regulatory
and tax factors have limited its development.

Chart 3.11: Australian corporate bonds outstanding
(by market of issuance, market value)
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Source: RBA.

97 Lowe, P (Deputy Governor, Reserve Bank of Australia) 2014, Opportunities and Challenges for
Market-based Financing, speech to the ASIC Annual Forum 2014, 25 March, Sydney.

98 From mid-2007 to the end of 2011, the major banks accounted for around 60 per cent of
issuance since mid-2007. Black S, Kirkwood J, Rai A and Williams T 2012, A History of
Australian Corporate Bonds, Reserve Bank of Australia, Research Discussion Paper 2012-09,
Sydney.
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In the international context, Australia’s pattern of corporate debt financing is fairly
typical. The proportion of debt funding for Australian corporates that is intermediated
by banks is broadly consistent with that of other advanced economies with the
exception of the United States, which has an unusually large corporate bond market.”
Corporates in Australia and other advanced economies tend to issue bonds in Europe
and the United States.

In Australia, it is more common for corporate bonds to be issued into the wholesale
market and traded over the counter. Despite this, a small number of public offers of
listed corporate bonds are made to investors each year. Unlike in the United States,
there is limited public transparency in the over-the-counter corporate bond market in
Australia.l® Since the corporate bond market in Australia is largely over-the-counter
and lacks transparency, retail investors are effectively precluded from investing
directly in these bonds.

For lower-rated or unrated corporates, raising funds through bond issuance can be
challenging, particularly for tenors longer than seven years. That said, market
conditions for both lower-rated and longer-dated issuers have improved recently, with
more Australian dollar BBB-rated issuance and at longer tenors in 2013 than in
previous years.101,102

In recent years, the Government has taken a number of steps to stimulate the corporate
bond market:

* The Australian Office of Financial Management has extended the length of the yield
curves for CGS to 20 years.

* The RBA has begun publishing pricing data for non-financial corporate bonds.1%3

99 Reasons for the exceptionally large US corporate bond market include the fragmented
banking system, a long history of credit ratings agencies, the size of the funds management
industry, an investor base familiar with fixed income assets, the most liquid government
debt market and the status of the US dollar as the world’s reserve currency.

100 In the US, the Trade Reporting and Compliance Engine (TRACE) is a vehicle that facilitates
mandatory reporting of over-the-counter secondary market transactions in certain kinds of
US corporate bonds. TRACE was developed by the Financial Industry Regulatory
Authority, a self-regulatory organisation of financial market participants. TRACE became
operational on 1 July 2002.

101 Debelle, G (Assistant Governor, Financial Markets, Reserve Bank of Australia) 2014, The
Australian Bond Market, speech to the Economic Society of Australia, 15 April, Canberra.

102 Lowe, P (Deputy Governor, Reserve Bank of Australia) 2014, Opportunities and Challenges for
Market-based Financing, speech to the ASIC Annual Forum 2014, 25 March, Sydney.

103 See Reserve Bank of Australia (RBA) 2014, Statistical Tables, Aggregate Measures of Australian
Corporate Bond Spreads and Yields (F3), RBA, Sydney.
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* The Government has made exchange-traded Commonwealth Government Bonds
available for trading on the ASX since May 2013, to provide a visible pricing
benchmark for corporate bonds and to encourage retail investors to consider
diversifying their asset portfolio to fixed income products.’

In addition, legislation currently before Parliament aims to simplify the prospectus
requirements for retail “vanilla’ bonds and reduce the liability of company directors
issuing these simple bonds to retail investors.1%

Alternative funding sources for corporates

Australian corporates generally have good access to alternative funding sources. Bank
and syndicated loans are usually offered at interest rates similar to those available in
the bond market (Chart 3.12). Loans can involve lower fixed costs, and funds can be
accessed in a more flexible way. However, the tenor of funding available from banks
may not be as long as bonds, and covenants in loan contracts can make bond funding
more attractive. In some jurisdictions, syndicated loan participations are tradable and
therefore available to other investors. This is rare in Australia.

104 Revised Explanatory Memorandum, Commonwealth Government Securities Legislation
Amendment (Retail Trading) Bill 2012.

105 The Corporations Amendment (Simple Corporate Bonds and Other Measures) Bill 2014 was
introduced into the winter sitting of Parliament, but is yet to be passed. “Vanilla bonds” are
defined in the Bill as having certain features including a face value of less than $1,000, a
maturity of less than 15 years, and being issued by a listed entity or wholly owned
subsidiary of one.
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Chart 3.12: Interest rates on corporate debt
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Offshore debt markets are often more attractive to Australian corporate issuers. These
markets, particularly in the United States, often provide funding for Australian
corporates at a lower cost, for longer tenors, in larger sizes and to lower-rated issuers
than the domestic market. In some countries, the double taxation of dividends has
tended to encourage debt funding over equity, which has directly contributed to the
size of bond markets offshore.

Domestic demand for corporate bonds

Australian investors” appetite for fixed income securities is arguably lower than in
some other advanced economies.’?” The tax system treats fixed income securities
unfavourably compared to other savings vehicles (see Chart 3.2 in the Household saving
section in this chapter). In addition, the dominance of defined contribution
superannuation and the relatively low proportion of superannuation assets currently
in the retirement phase explain why superannuation funds are more heavily invested
in equities than in corporate bonds. The domestic corporate bond market is relatively
illiquid compared to markets for other assets, and the lack of issuers limits investors’
ability to diversify credit risk in their portfolios.

106 Reserve Bank of Australia (RBA) 2014, Statistical Tables, Aggregate Measures of Australian
Corporate Bond Spreads and Yields (F3) and Interest Rates, Indicator Lending Rates (F5), RBA,
Sydney.

107 Particularly for pension funds. Organisation for Economic Cooperation and Development
(OECD) 2013, Pension Markets in Focus, OECD, France.
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Some potential wholesale investors in corporate bonds are only able to invest in rated
securities under their investment mandates. Investors use credit ratings as a proxy for,
or to provide comfort in the absence of, their own independent credit assessment.
However, some issuers find the cost of obtaining a credit rating from major rating
agencies to be prohibitive. A factor affecting public offerings is that some ratings
agencies will not consent to ratings being used within a prospectus, due to liability
concerns and a requirement to participate in mandatory dispute resolution
mechanisms.08

Issuers also face impediments in making public offers of listed corporate bonds,
particularly to retail investors. Submissions raise issues with the application of the
prospectus requirements for public offerings and the scope of exemptions from the
prospectus regime for offerings to sophisticated individuals. Submissions also raise
issues of cost and the liability regime associated with prospectuses. In particular, listed
companies query why they cannot rely on a prospectus exemption similar to that for
issuing further equity, which is based on compliance with the continuous disclosure
regime, when they issue listed debt. To some degree, the reforms currently before
Parliament deal with these issues.1%

Policy options for consultation

Some trends could contribute to the natural deepening of the “vanilla’ corporate bond
market. In particular, as the superannuation system matures and the population ages,
demand for fixed income products is likely to increase.

Some submissions suggest policy options to improve access for retail investors to the
corporate bond market. Potential policy options include:

* Allowing listed issuers (already subject to continuous disclosure requirements for
at least 12 months in respect of their listed equity) to issue listed “vanilla” bonds
directly to retail investors without the need for a prospectus!?

* Reviewing the size and scale of corporate “vanilla” bond offerings that can be made
without a prospectus where the offering is limited to 20 people in 12 months up to a
value of $2 million1!

108 A ratings agency that provides ratings to retail investors through a prospectus is required to
obtain an Australian Financial Services Licence as the rating amounts to general financial
advice. As a licensee, the ratings agency would need to be a member of an external dispute
resolution scheme.

109 The Corporations Amendment (Simple Corporate Bonds and Other Measures) Bill 2014.

110 Consistent with Corporations Act, s708AA right issue relief.
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Reviewing the size and scale of corporate ‘vanilla” bond offerings that can be made
without a prospectus where the offering is less than $10 million and an offer
information statement is offered to investors!1?

The Inquiry would value views on the costs, benefits and trade-offs of the
following policy options or other alternatives:

No change to current arrangements.

Allow listed issuers (already subject to continuous disclosure requirements) to
issue “vanilla” bonds directly to retail investors without the need for a prospectus.

Review the size and scale of corporate “vanilla’ bond offerings that can be made
without a prospectus where the offering is limited to 20 people in 12 months up
to a value of $2 million, or for offers of up to $10 million with an offer
information statement.

The Inquiry seeks further information on the following areas:

As a greater share of the population enters retirement, would the demand for
fixed income products increase in the absence of regulation or other incentives?

Would the development of annuity-style retirement income investment products
encourage the growth of fixed income markets?

Could enhanced transparency of transactions improve liquidity in the
over-the-counter Australian corporate bond market, including its attractiveness
to retail investors? What commercial or regulatory impediments are there to the
potential development of improved transparency in the over-the-counter
corporate bond market?

Could alternative credit ratings schemes develop in Australia and would this
help improve the appetite for bonds, particularly those of growing medium-sized
enterprises? Could alternative standards of creditworthiness develop in
Australia? What are the barriers to such developments, and what policy
adjustments would assist such developments?

111 Corporations Act, s708: “where the offer is a personal offer, and offers or invitations have

been made to fewer than 20 persons in the previous 12 months, and the new offer will not
result in more than $2 million being raised in that 12 months”. The value ($2 million) has
remained unchanged since its introduction in 2001.

112 Corporations Act, s709(4).The change from $5 million to $10 million was in 2007.
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Equity market

Equity financing is the main source of funding for Australian corporations. During the
GFC, secondary capital raisings by listed entities played a particularly important role
in securing funding during a period when financial conditions deteriorated and there
was greater uncertainty in wholesale debt and credit markets.

Access to equity capital markets

Almost 90 per cent of ASX-listed companies, or around 2,000, have a market
capitalisation below $300 million. These companies are generally described as
‘mid-caps’. They include a large number of smaller mining and prospecting companies
and start-up companies.

For mid-caps, the cost of issuing equity can be prohibitive. Compared to large
corporates, mid-caps face disproportionately larger fixed costs of issuance. In addition,
because mid-caps are generally not well known, they may have additional
promotional costs. They are also less able to absorb costs associated with listing, such
as complying with listing rules and corporate governance requirements.

There may be scope for Australia’s listed markets to become more inclusive. This year,
the London Stock Exchange has developed a market segment for high-growth
companies, such as internet and technology companies that are expected to, in time,
seek a listing on the main board."® Options might be available to take a similar course
in Australia to provide smaller entities easier access to equity market listing, although
the ASX discontinued a second board market in 1992.

Australian law provides some concessions on preparing prospectuses for low-value
capital raisings. Submissions suggest these thresholds could be relaxed; for example,
through higher limits for the amount of funding that can be raised under the 20 in 12’
prospectus exemption, or for a larger number of investors that can result in investing
under that same exemption.114

113 This new high-growth segment was developed jointly by the UK Government and London
Stock Exchange. It is in addition to the second board called AIM, High Growth Segment,
<http:/ /www.londonstockexchange.com/companies-and-advisors/ main-market/companies
/hgs/hgs.htm>.

114 Australian Shareholders Association 2014, First round submission to the Financial System
Inquiry, page 7. The ‘20 in 12’ prospectus exemption is in s708(1) Corporations Act.
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Access for retail investors to new equity offers

Some submissions raise concerns about equity issuance by companies during the GFC
that excluded retail investors. In its submission, the Australian Shareholders’
Association (ASA) states:

Retail investors were diluted out of more than $10 billion worth of value during the raft
of capital raisings which occurred in the immediate aftermath of the global financial
crisis. The primary causes were discounted institutional placements with no follow-up
SPP (share purchase plan), unfairly restricted SPPs, a lack of renounceability in
entitlement offers, separate book builds to deal with institutional and retail shortfalls and
poorly marketed retail offers and limits on the ability of shareholders to apply for
additional shares in entitlement offers.11>

In particular, submissions argue that institutional placements and non-renounceable
entitlement offers dilute retail investors. These submissions argue that rules relating to
these secondary equity issues should be modified so that such “dilution” cannot
occur.!16

Arguably, the fact that companies were able to use these methods enabled them to
access funding more quickly and with greater certainty than otherwise would have
been the case. An ASX report discussing the markets” performance during the GFC
noted that, as market conditions stabilised, the weighting companies applied to
considerations of ‘fairness’ for all shareholders increased and the relative attractiveness
of pro-rata issues rose, particularly for accelerated rights offers.!”

Submissions put forward a number of suggestions to address dilution concerns. The
Inquiry notes that recent developments in market technology could make it easier for
companies to offer placements to the market and rights issues to all shareholders.
Suggestions to address dilution include modifying private placement requirements by:

* Requiring that all existing investors be invited to participate in any on-market
equity issue of continuously disclosing securities

* Requiring by law that all issues of new equity by issuers be conducted fairly,
transparently and efficiently, unless shareholders approve the issue, despite not
satisfying these criteria

115 Australian Shareholders Association 2014, First round submission to the Financial System
Inquiry, page 21.

116 Under listing rule 7.1, every listed entity has the ability to issue 15 per cent of its issued
capital via a placement without security-holder approval in a 12-month period. Some
entities with security holder approval have the ability to issue an additional 10 per cent of
issued capital in a 12-month period under listing rule 7.1A

117 Australian Securities Exchange 2010, Capital Raising in Australia: Experiences and Lessons from
the Global Financial Crisis, ASX Information Paper, ASX, Sydney.
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Access to crowd-sourced equity funding

The Corporations and Markets Advisory Committee (CAMAC) recently released a
Report with recommendations to help unlisted entities seek crowd-sourced equity
funding (CSEF).118 The Report finds that the lack of a supportive regulatory
environment for CSEF may result in worthwhile Australian entrepreneurs
incorporating in other countries, or moving their businesses offshore to enable their
ideas or projects to be more easily funded. The report is currently being reviewed by
the Government.

In the view of CAMAGC, for this form of corporate fundraising to operate in the best
interests of investors, as well as issuers, a regulatory structure specifically designed for
CSEF needs to be developed. This would include introducing a new corporate status
— an‘exempt public company’ — that would allow companies to seek crowd-sourced
equity funding and a disclosure regime based on a standard offer disclosure template.

Policy options for consultation

The Inquiry would value views on the costs, benefits and trade-offs of the
following policy options or other alternatives:

* No change to current arrangements.

* Review the size and scale of offerings that can be made without a prospectus
where the offering is limited to 20 people in 12 months up to a value of
$2 million, or for offers of up to $10 million with an offer information statement.

* Introduce additional protections for investors in relation to use of private
placements and non-renounceable rights issues.

The Inquiry seeks further information on the following areas:

» Is there a need to introduce differentiated markets to allow greater access to
equity markets by smaller companies?

» Should other capital-raising requirements be modified to reduce dilution effects?
Would this affect the capacity of corporates to raise funds, particularly under
conditions of market stress?

118 Australian Government, Corporations and Markets Advisory Committee 2014, Crowd
Sourced Equity Funding, Australian Government, Canberra, May.
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4: Superannuation

Superannuation is primarily a long-term savings vehicle to fund retirement.
Australia’s superannuation sector has grown rapidly in the period since the Wallis
Inquiry and is an important source of funding for long-term capital formation,
which is important for productivity growth. Although the superannuation system
has considerable strengths, the efficiency of the system is a significant issue.

The Inquiry has examined the superannuation issues most relevant to the financial
system and the economy. In general, it is difficult to separate these issues from
Government policy settings because the size and growth of the superannuation
system are largely a creation of Government policy. The Inquiry acknowledges that
options to address the issues related to the financial system need to take account of
the Government’s broader policy objectives.

The Inquiry has made the following observations about the superannuation system:

» There is little evidence of strong fee-based competition in the superannuation
sector, and operating costs and fees appear high by international standards. This
indicates there is scope for greater efficiencies in the superannuation system.

» If allowed to continue, growth in direct leverage by superannuation funds,
although embryonic, may create vulnerabilities for the superannuation and

financial systems.

* Superannuation policy settings lack stability, which adds to costs and reduces
long-term confidence and trust in the system.
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Context

Australia’s retirement income system

The architecture of the retirement income system, which includes the superannuation
system, has considerable strengths. Australia’s Future Tax System Review endorsed
Australia’s three-pillar retirement income system (Figure 4.1).! Submissions identify
the following strengths of the system:

Increasing retirement incomes — the system is improving retirement incomes for
many people. It has provided positive real returns over time? although during the
global financial crisis (GFC) many members nearing retirement were affected by
significant declines in wealth. Returns reflect the investment risk borne by members
as a result of large allocations to higher-growth but riskier assets.

Choice — the superannuation system delivers significant choice and diversity of
fund structure. This includes investment options for those who want them and
default options for the less engaged.

Funding Australia’s economy — the superannuation sector is a major source of
funding for the rest of the economy, including banks and non-financial corporates.
Given the long-term nature of its funds, the superannuation sector provides
diversity, depth and stability to the financial system. The Financial Services Council
(FSC) notes: “By maximising returns to superannuation fund members as required
by legislation trustees of superannuation funds are also maximising returns to the
Australian economy” .3

The 2013 Melbourne Mercer Global Pension Index ranked Australia’s pension system
third out of 20 countries. Australia’s system was categorised as having “a sound

1

2

Commonwealth of Australia 2009, Australia’s Future Tax System — The retirement income
system: Report on strategic issues, Commonwealth of Australia, Canberra.

Australian Prudential Regulation Authority (APRA) data of large funds shows the average
rate of return, net of all expenses and taxes, was 5.4 per cent per annum over the 17 years to
June 2013. Association of Superannuation Funds of Australia (ASFA) shows returns after
taxes and fees were 6 per cent per annum over the 15 years to June 2013 (3.1 per cent above
Consumer Price Index (CPI)) and 7.2 per cent over 20 years (4.5 per cent above CPI) for funds
which are representative of the average default investment arrangement. APRA 2013, Annual
Superannuation Bulletin, June ed., revised February 2014, APRA, Sydney; APRA 2011, Annual
Superannuation Bulletin, June ed., APRA, Sydney; and ASFA 2014, First round submission to
the Financial System Inquiry.

Financial Services Council (FSC), First round submission to the Financial System Inquiry,
Chapter 1, page 17.
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structure, with many good features, but ... some areas for improvement”.* Mercer
notes that a major area for improvement relates to the retirement phase, which is
addressed in the Retirement incomes chapter.>

The vast majority of superannuation accounts are held in defined contribution
schemes. These schemes, unlike employer-sponsored defined benefit schemes that
were popular in the past, insulate members from the risks of potential fund insolvency
arising from employer bankruptcy. However, they expose individuals to other risks,
including investment, inflation and longevity risks.

Figure 4.1: Australia’s three-pillar retirement income system

Objectives of the retirement income system

There is no legislative or formal statement of the guiding objectives for the retirement
income system. However, Australia’s Future Tax System Review proposed the
following objectives:

* Broad and adequate — to protect those unable to save against poverty in their old
age and provide the means by which individuals must or can save for their
retirement.

* Acceptable — to consider the income needs of individuals, both before and after
retirement, to be equitable and not to bias saving decisions inappropriately.

4  Mercer 2013, Melbourne Mercer Global Pension Index, Australian Centre for Financial Studies,
Melbourne.

5 Mercer 2013, Melbourne Mercer Global Pension Index, Australian Centre for Financial Studies,
Melbourne.

2-97



Financial System Inquiry — Interim Report

* Robust — to deal appropriately with investment, inflation and longevity risk.

* Simple and approachable — to allow individuals to make decisions that are in
their best interests.

* Sustainable — to be financially sound into the future and detract as little as
possible from economic growth.¢

Major changes since the Wallis Inquiry

Superannuation assets are around six times their level in 1997 and are now over

$1.8 trillion.”. 8 Australia has the fourth largest pool of superannuation assets in the
world and is one of only a few countries with pension assets worth more than annual
Gross Domestic Product (GDP).? Superannuation is the financial system’s second
largest sector after banking and is growing rapidly, principally due to Government
policy settings.

The superannuation sector’s landscape has changed markedly since the Wallis Inquiry
(see Chart 1.2 in the Overview chapter). Between June 1997 and March 2014, the
number of funds regulated by Australian Prudential Regulation Authority (APRA),
excluding small APRA funds (SAFs), fell from more than 4,700 to 299.10.11 This
consolidation has largely been driven by the decline in the number of corporate funds.

Assets held in self-managed superannuation funds (SMSFs) have expanded rapidly
relative to the rest of the superannuation system. They are now more than 15 times
their level in 1997 and have more than one million members.!2 13 14 SMSFs currently

6 Commonwealth of Australia 2009, Australia’s Future Tax System Review, The retirement income
system: Report on strategic issues, Commonwealth of Australia, Canberra.

7  Australian Prudential Regulation Authority (APRA) 2007, Insight: Celebrating 10 years of
superannuation data collection 1996-2006, Issue 2, Special Ed., APRA, Sydney.

8 Australian Prudential Regulation Authority (APRA) 2014, Statistics: Quarterly superannuation
performance (interim edition), March ed., APRA, Sydney.

9 Towers Watson 2014, Global Pension Asset Study, January, viewed 24 June 2014, <
http:/ /www.towerswatson.com/en-AU/Insights/IC-Types/Survey-Research-Results /2014
/02/Global-Pensions-Asset-Study-2014>, page 5. Note: refers to 2012 data, in absolute terms.

10 Australian Prudential Regulation Authority (APRA) 2007, Insight: Celebrating 10 years of
superannuation data collection 1996-2006, Issue 2, Special Ed., APRA, Sydney.

11 Australian Prudential Regulation Authority (APRA) 2014, Statistics: Quarterly superannuation
performance (interim edition), March ed., APRA, Sydney.

12 Note: ‘Small funds’ is used as a proxy for SMSFs in 1997. Australian Prudential Regulation
Authority (APRA) 2007, Insight: Celebrating 10 years of superannuation data collection 1996-2006,
Issue 2, Special Ed., APRA, Sydney; Australian Prudential Regulation Authority 2014,
Statistics: Quarterly superannuation performance (interim edition), March, APRA, Sydney.

13 Australian Prudential Regulation Authority 2014, Statistics: Quarterly superannuation
performance (interim edition), March ed., APRA, Sydney.
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account for around one-third of total superannuation assets, or $559 billion, compared
to 11 per cent of assets in the superannuation system in 1997.15,16

Efficiency

The efficiency of the superannuation system can be explored in a number of ways. This
chapter examines both its operational efficiency — that is, the costs of the system and
the after-fee returns it delivers to members — and the extent to which funds are
invested to meet members’ needs over their lifecycle.

Large superannuation funds generally hold diversified and professionally managed
portfolios of assets. As superannuation funds are a large part of the financial system,
the system’s operational efficiency has important implications for productivity in the
broader economy.

Preliminary assessment

Observation

There is little evidence of strong fee-based competition in the superannuation sector,
and operating costs and fees appear high by international standards. This indicates
there is scope for greater efficiencies in the superannuation system.

The operating costs of Australia’s superannuation funds are among the highest in the
Organisation for Economic Co-operation and Development (OECD), and the Super
System Review concluded superannuation fees were “too high”.17.18 The Grattan

14 Australian Taxation Office (ATO) 2014, Self-managed super fund statistical report — March 2014,
ATO, viewed 25 June 2014,
<https:/ /www.ato.gov.au/Super/Self-managed-super-funds/In-detail / Statistics / Quarterly
-reports/Self-managed-super-fund-statistical-report---March-2014/>.

15 Australian Prudential Regulation Authority (APRA) 2007, Insight: Celebrating 10 years of
superannuation data collection 1996-2006, Issue 2, Special Ed., APRA, Sydney; Australian
Prudential Regulation Authority 2014, Statistics: Quarterly superannuation performance (interim
edition), March ed., APRA, Sydney.

16 Australian Prudential Regulation Authority (APRA) 2014, Statistics: Quarterly superannuation
performance (interim edition), March ed., APRA, Sydney.

17 OECD 2013, Pensions at a Glance 2013: OECD and G20 Indicators, OECD Publishing, viewed
24 June 2014, <http://dx.doi.org/10.1787/pension_glance-2013-en>.

18 Commonwealth of Australia 2010, Super System Review Final Report, Part One, Overview and
Recommendations, Commonwealth of Australia, Canberra, page 7.
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Institute estimates fees have consumed more than a quarter of returns since 2004.1°
Although the Inquiry notes the difficulties of comparing costs or fees across funds,
especially internationally, the evidence suggests there is scope to reduce costs and
improve after-fee returns (see Chart 4.1). The Inquiry is investigating the costs and fees
of the system further.

Chart 4.1: International comparison of superannuation (pension) expenses
Annual expenses, as a percentage of funds under management (FUM)
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Source: Grattan Institute.

Fees can significantly affect retirement incomes. The Super System Review found that
reducing fees by around 40 per cent — or 38 basis points?2 — for the average member

would increase their superannuation balance at retirement by approximately $40,000
(or 7 per cent).?

19 Minifie, J, Cameron, T and Savage, ] 2014, Super sting: how to stop Australians paying too much
for superannuation, Grattan Institute, Victoria, page 9.

20 For the purpose of this chart, ‘defined benefit’ is a system where more than than 60 per cent
of assets are in defined benefit plans; others are allocated to defined contribution.

21 Minifie, ], Cameron, T and Savage, ] 2014, Super sting: how to stop Australians paying too much
for superannuation, Grattan Institute, Victoria, page 6.

22 The figure of 38 basis points is based on the estimated reduction in superannuation fees for
the average member from a combination of MySuper and SuperStream initiatives.

23 Commonwealth of Australia 2010, Super System Review Final Report, Part One, Overview and
Recommendations, Commonwealth of Australia, Canberra. Based on Treasury estimates,
assuming 37 years in the workforce.
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Fees are also important for the amount of funds available for long-term capital
formation. As a guide, a 38 basis point reduction in average fees for the entire
superannuation sector would deliver a total saving to members, and additional funds
to invest, of around $7 billion per annum.

That said, fees should not be considered in isolation. It is important that a focus on fees
alone does not result in a shift towards lower-cost and lower-return asset allocations
that would reduce after-fee returns. Ultimately, superannuation funds should be
judged on their after-fee return for a given risk profile.

These issues are not unique to Australia. According to the Squam Lake Working
Group, which is a distinguished group of academics:

High-fee funds arque that their fees are justified by superior performance. A large body
of academic research challenges that argument. On average, high fees are simply a net
drain to investors.?*

Costs, fees and competition

Submissions and other reports identify a range of reasons for high superannuation
costs, and hence fees, in Australia.

Asset allocation

Compared to those in other countries, Australian funds hold more growth assets.?
They also invest in alternative asset classes, such as private equity and other unlisted
investments. These assets tend to be more expensive to manage, but they are also
expected to deliver higher after-fee returns for members.

Economies of scale

Although Australia’s superannuation sector is large by international standards and has
undergone some consolidation, it remains highly fragmented. There are 299 large
APRA-regulated funds and more than 530,000 small funds, which are predominantly
SMSFs 26 The fragmentation is exacerbated by many members having more than

one superannuation account.

24 Council on Foreign Relations 2009, Regulation of Retirement Saving, Working Paper, July,
Squam Lake Working Group on Financial Regulation, New York, page 4.

25 OECD 2013, Pension Markets in Focus, OECD publishing, viewed 21 June 2014,
<http:/ /www.oecd.org/ pensions/PensionMarketsInFocus2013.pdf>.

26 Australian Prudential Regulation Authority (APRA) 2014, Statistics: Quarterly Superannuation
Performance (Interim Edition), March ed., APRA, Sydney.
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The Super System Review found that fees had not fallen in line with what could have
been expected given the substantial increase in scale (Chart 4.2).2 This issue is
acknowledged in the Industry Super Australia submission:

This increasing level of economies of scale, coupled with technological advancement and
efficiency dividends, should have resulted in a notable fall in the level of fees. This has

not been the case.?8

Chart 4.2: Superannuation fund size and average fees
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Source: APRAZ and Rice Warner.®

Rice Warner estimated that fees fell by around 25 basis points between 2002 and 2013
but a number of offsetting factors have prevented fees from falling further. These
include a shift towards investing in higher-cost asset classes, substantial growth in
member engagement services and investment in modern administration platforms.3!
The Grattan Institute found the benefits of increased scale over the past decade have

27 Commonwealth of Australia 2010, Super System Review Final Report, Part One, Overview and
Recommendations, Commonwealth of Australia, Canberra.

28 Industry Super Australia 2014, First round submission to the Financial System Inquiry,
page 140.

29 Australian Prudential Regulation Authority (APRA) 2013, Annual Superannuation Bulletin,
June ed., revised February 2014, APRA, Sydney.

30 Rice Warner 2014, data provided to Financial System Inquiry, 17 June 2014.

31 Rice Warner 2014, FSC Superannuation Fees Report 2013, commissioned by the Financial
Services Council, Sydney.
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been largely offset by higher fund expenses.?? It is unclear whether this has been
translated into higher after-fee returns.

There is an opportunity for fees to fall significantly over time given the further
expected increases in scale due to continuing superannuation fund consolidation and
growth in superannuation assets.® In work commissioned by the Actuaries Institute,
Rice Warner predicts the number of funds (excluding small funds) will fall to around
180 over the next five years and adds: “It is conceivable that the number of funds in
30 years will be no more than 20”.3* Competition between superannuation funds is
important for realising these potential fee reductions.

Given the current extent of industry fragmentation, the Inquiry does not have major
concerns about the effect of further consolidation in the superannuation market on
competition, as long as fees are reduced in line with fund costs. The Super System
Review concluded that larger and more efficient funds would be able to lower
administration fees.3> Several submissions note that countries with lower-cost schemes
tend to have a smaller number of pension funds.

Competition

Superannuation funds compete to attract and retain members. Competition between
funds for members has largely been conducted on a non-fee basis, which has led to
feature-rich and more costly superannuation products.’ Stakeholders suggest the
behaviours of three groups of consumers contributes to this result.

First, a majority of individuals are not actively engaged with the superannuation
system and are not sensitive to the fees they are charged by their fund (Box 4.1).%” In
some instances, complex investment structures and layers of investment fees can make
it difficult for consumers to understand and compare fee structures across funds. Low

32 Minifie, ], Cameron, T and Savage, ] 2014, Super sting: how to stop Australians paying too much
for superannuation, Grattan Institute, Victoria.

33 Rice Warner predicts assets will triple in real terms over the next three decades. Rice Warner
2014, Ageing and capital flows, research commissioned by the Actuaries Institute, Sydney, and
provided to Financial System Inquiry, May 2014.

34 Ibid, page 9.

35 Commonwealth of Australia 2010, Super System Review Final Report, Part One, Overview and
Recommendations, Commonwealth of Australia, Canberra.

36 The Grattan Institute attributes cost increases to strong competition between funds on
non-price factors in a market where consumers may not be price sensitive. See Minifie, ],
Cameron, T and Savage, ] 2014, Super sting: how to stop Australians paying too much for
superannuation, Grattan Institute, Victoria.

37 Minifie, ], Cameron, T and Savage, ] 2014, Super sting: how to stop Australians paying too much
for superannuation, Grattan Institute, Victoria.
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rates of switching between large funds also contribute to the lack of fee competition.3#
The Super System Review found “the model of member-driven competition through
‘choice of fund” ... has struggled to deliver a competitive market that reduces costs for
members” 3

Second, a minority of consumers, who are sensitive to fees and/ or to after-fee returns,
are able to access lower-fee products by ‘shopping around’. However, these actions
have not exerted significant downward pressure on fees for the broader range of
products available.*0

Third, a large number of individuals have established SMSFs. APRA-regulated
superannuation funds compete to retain members by offering product features that
give individuals more choice and control. Members can access a broad range of
products and services, some of which provide individuals with substantially more
flexibility to tailor their investment allocation.

To address the lack of member-driven competition, the Super System Review
recommended introducing a low-cost product — MySuper — to replace existing
default funds. MySuper also introduces consistent disclosure requirements to address
some of the issues listed in Box 4.1. A broader discussion about financial product
disclosure is in the Consumer outcomes chapter.

38 A Roy Morgan Research report, based on approximately 30,000 interviews each year with
members of superannuation funds, shows rates of switching between superannuation funds
in the range of 2 to 5 per cent since 2005, when Super Choice legislation was introduced.
Approximately 42 per cent of people moved to a new fund because they changed employers.
Roy Morgan Research 2013, Superannuation and Wealth Management in Australia, Report,
December 2013.

39 Commonwealth of Australia 2010, Super System Review Final Report, Part One, Overview and
Recommendations, Commonwealth of Australia, Canberra, page 8.

40 Minifie, ], Cameron, T and Savage, ] 2014, Super sting: how to stop Australians paying too much
for superannuation, Grattan Institute, Victoria.
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Box 4.1: Why hasn’t competition delivered optimal outcomes already?

Failure to exercise choice: Often a member does not choose the fund to which they
belong. New employees typically become a member of their employer’s default
fund.

Lack of price awareness: Compulsory contributions do not come directly out of
members’ pockets, nor do the fees and other costs charged by the fund — at least
not until they retire. This makes people much less price aware and much less likely
to make a decision based on price or cost.

Lack of interest: Members are often not engaged with their superannuation until
closer to retirement, so will not be sufficiently interested to respond to competitive
behaviour on the part of funds until that time — if at all.

Agency and structural issues: There are limited opportunities for member vigilance
or incentives for agency vigilance to reduce prices.

Complexity: Superannuation is inherently complex, and many consumers do not
feel confident making decisions about it.

Lack of comparability: Even if members are engaged, contestability is weak at
consumer level. This is because of product complexity and the lack of information
and transparency about fees and performance.

Frictions: Even if members are interested in switching funds, often the paperwork
and other “frictions” in changing funds become too big a disincentive and they give

up.

Source: Super System Review.*"

Superannuation funds also attract members by being the default fund for mandatory
employer contributions. Funds compete to be the default fund for large corporates,
while many modern awards prescribe the employer’s default fund. Submissions raise
competition for default fund status in awards as a major issue. The selection of default
funds in awards largely reflects precedent and is not subject to a competitive process.
Several submissions propose expanding award eligibility to all approved MySuper
products to increase competition between funds.

The costs of superannuation funds, and the features they offer to members, are affected
by the degree of competition among those providing services to the funds. This
includes fund managers competing for superannuation fund clients, fund managers
competing for access to platforms, and platforms competing to attract advisers. A
trend in the wealth management sector is towards more vertical integration. Although

41 Commonwealth of Australia 2010, Super System Review Final Report, Part One, Overview and
Recommendations, Commonwealth of Australia, Canberra, page 7.
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this can provide some benefits to members of superannuation funds, the degree of
cross-selling of services may reduce competitive pressures and contribute to higher
costs in the sector.

Effectiveness of MySuper and SuperStream

The Super System Review estimated that introducing MySuper and SuperStream
would reduce superannuation fees for the average MySuper member by around
40 per cent (or 38 basis points) in the long run.#> 4

However, views on the likely effectiveness of these reforms to reduce costs and fees are
mixed. Over the next few years, Rice Warner expects MySuper will cause average
annual fees across the sector to converge to 1 per cent of assets from 1.12 per cent in
2012-13.# In contrast, the Grattan Institute argues MySuper will do little to force fees
down. It also contends that, although SuperStream will reduce some costs, it will not
address the costs of marketing, sales or asset management.*> On balance, the Inquiry
considers it too early to assess whether these reforms will achieve their objectives.

Regulation and insurance

Several submissions highlight the costs of regulation in reducing member returns.
Mercer and the Association of Superannuation Funds of Australia (ASFA) cite the costs
of complying with legislation, which Mercer notes “are inevitably passed on to the
members” 4647 Mercer also suggests that disclosure requirements, which put too much
emphasis on fees, encourage trustees to adopt lower-cost investment strategies, which
may not have high after-fee returns.*

Stakeholders also cite the direct costs to funds from developing MySuper products and
getting approval from APRA and the Fair Work Commission for listing them in
modern awards. These costs are passed on to MySuper members through higher fees.
Implementing SuperStream also has costs, such as investing in modern administration
platforms. However, since this aims to remove inefficiencies, such as manual data
processing, funds can expect to recoup these costs over time. The costs of prudential
regulation are discussed further in the Regulatory architecture chapter.

42 Commonwealth of Australia 2010, Super System Review Final Report, Part One, Overview and
Recommendations, Commonwealth of Australia, Canberra.

43 SuperStream is designed to improve administrative efficiency.

44 Rice Warner 2014, FSC Superannuation Fees Report 2013, commissioned by the Financial
Services Council, Sydney.

45 Minifie, ], Cameron, T and Savage, ] 2014, Super sting: how to stop Australians paying too much
for superannuation, Grattan Institute, Victoria.

46 Mercer 2014, First round submission to the Financial System Inquiry, page 28.

47 Association of Superannuation Funds of Australia 2014, First round submission to the
Financial System Inquiry.

48 Mercer 2014, First round submission to the Financial System Inquiry.
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One submission also notes that fees charged for insurance within superannuation
funds could reduce retirement savings. However, superannuation funds (excluding
SMSFs) generally provide low-cost and sometimes tax-advantaged access to life,
disability and income protection insurance, which provides net benefits to a broad
range of people.

Trust law forms the basis for the governance of superannuation. The Inquiry seeks
views on whether the trust structure is best placed to meet the needs of all members in
a cost-effective manner.

Member investment switching

Member investment switching contributes to higher fees and may be inefficient when
not properly priced by funds.

Many funds allow members to change their investment allocation frequently, often at
short notice and generally at low or no cost to the member. Although member
engagement should be encouraged, this behaviour can add to fund costs due to the
need to rebalance investment allocations in the short term. It can also affect member
returns by increasing the need for funds to hold liquid assets. The demand for liquidity
is discussed below.

Member investment switching can also result in a majority of fund members
subsidising the cost of investment switches by a minority. This occurs where funds do
not charge members the full cost of investment switching or as a result of timing lags
on asset valuations.

Active investment management
Some submissions argue active investment strategies contribute to superannuation

fund costs and fees. This is discussed in detail below.

Short-termism

Some submissions question whether a trend towards chasing short-term returns is
affecting asset allocations and contributing to lower after-fee returns in Australia.

The attention paid to quarterly superannuation return ‘league tables’, particularly by
the industry itself, is cited by stakeholders as one explanation for superannuation
funds targeting short-term returns and employing active asset managers.
Understandably, funds and fund managers want to perform well relative to their peers
for competitive reasons.
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However, the publication of short-term returns is less useful for members as an
indicator of future fund performance. According to the Squam Lake Working Group:

A large body of research finds that past returns in general, and short-term returns in
particular, are almost useless in forecasting subsequent investment performance.*

Stakeholders also raise concerns that short-term behaviour is likely to lead to a more
homogenous asset allocation across funds.

The effect of short-term investment behaviour on long-term outcomes is unclear. The
Squam Lake Working Group argues that short-term behaviour by some funds will
create opportunities for others:

There seems enough evidence to support a case that the balance is tilted at least a little
too far towards the short-term, with potential adverse implications for market efficiency,
volatility, corporate myopia and the efficiency of financial intermediation. However, to
the extent that the balance is indeed tipped too far, this will create opportunities for those
capable of adopting a longer horizon.>

Active investment management

Many funds adopt active management of superannuation assets in the pursuit of
higher returns. Active management can often involve frequent adjustment to the
investment portfolio in an attempt to outperform the market, particularly over shorter
horizons. However, the costs of active management, including transaction costs and
management fees, are widely acknowledged:

High turnover is also a drag on average returns because it creates high transactions
costs.51

49 Council on Foreign Relations 2009, Regulation of Retirement Saving, Working Paper, Squam
Lake Working Group on Financial Regulation, New York.

50 Warren, G 2014, Long-term investing: What determines investment horizon?, Centre for
International Finance and Regulation Research Working Paper No. 024/2014.

51 Council on Foreign Relations 2009, Regulation of Retirement Saving, Working Paper, Squam
Lake Working Group on Financial Regulation, New York.
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According to the Grattan Institute, active management of superannuation assets
increases costs but not after-fee average returns in the sector.? It is very difficult for the
superannuation system as a whole to beat the market over the long run within an asset
class, although it is possible for an individual fund to do so. As Nobel Laureate
William Sharpe noted:

Properly measured, the average actively managed dollar must underperform the average
passively managed dollar, net of costs.>

Rice Warner estimates fee differences of around 45 basis points between those
MySuper funds for which less than 25 per cent of the portfolio is actively managed and
those for which more than 75 per cent of the portfolio is actively managed.5 That said,
some of these fee differences may be explained by differences in asset allocation.

Rice Warner also presents evidence that some smaller industry funds have increased
their proportion of passively managed assets to reduce costs and notes that retail funds
have designed a range of MySuper products with significantly different levels of active
management.5

Lifecycle investment

The time horizon of superannuation fund investments could be better tailored to
individual members.

A well-functioning and efficient superannuation system would be expected to invest to
maximise returns over a horizon that reflects the demographics of its members. This
approach would not only benefit members but may also improve the funding of
long-term capital formation.

Anecdotal evidence suggests a trend towards a ‘lifecycle investment’ approach in
MySuper products; under this approach, funds are heavily invested in growth assets
for younger members and invested more defensively as a member advances in age.
This approach would reduce the risk of substantial falls in superannuation balances for
people close to retirement, which occurred during the GFC. Superannuation funds
have more information about their members than their age, including gender,
contribution patterns and superannuation balance. There may be benefits in tailoring

52 Minifie, ], Cameron, T and Savage, ] 2014, Super sting: how to stop Australians paying too much
for superannuation, Grattan Institute, Victoria.

53 Sharpe, W F 1991, ‘“The Arithmetic of Active Management’, The Financial Analysts” Journal,
Volume 47, No. 1, CFA Institute, USA, pages 7-9.

54 Rice Warner 2014, FSC Superannuation Fees Report 2013, commissioned by the Financial
Services Council, Sydney, page 13.

55 Rice Warner 2014, FSC Superannuation Fees Report 2013, commissioned by the Financial
Services Council, Sydney, page 13.
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asset allocation to members by asking members for more information, including about
their retirement goals and risk preferences.

The current focus of large superannuation funds is on maximising the balance at the
point of retirement. DFA Australia (Dimensional) argues the focus should be on
maximising income in retirement: “Sustainable income flow, not the stock of wealth, is
the objective that counts for retirement planning”.> This would involve a fundamental
change to the approach to asset management.

For example, the value of an inflation-indexed bond, if viewed as an asset to be
marked to market every day, can be very volatile. In contrast, if viewed as a source of
regular income, it provides stable inflation-protected cash flows for its life. For assets
that are expected to be held to maturity, the book value may be a more appropriate
measure of the asset value to members.

The current focus on lump sum balances is evident from the absence of retirement
income projections from annual statements sent to members. For many people, income
projections, while difficult to calculate, would be far more useful than total accrued
balances.

The Inquiry is interested in views and evidence on whether funds are excessively
focused on delivering short-term returns, whether this is a significant issue, how it
could be addressed, and to what extent more tailoring of asset allocation to members
would produce net benefits for members.

Liquidity management

A number of submissions highlight the demand for liquid assets by superannuation
funds as a major issue for this Inquiry. The GFC tested the liquidity management of
funds, which, along with the subsequent introduction of prudential standards, has
raised superannuation funds’ awareness of the need for better liquidity management
frameworks.

All funds need liquidity to deal with a range of scenarios. However, if superannuation
funds hold more liquid assets than needed, this may lower after-fee returns to
members.

The major drivers of the demand for liquid assets by superannuation funds are:

* The need to make benefit payments — demand for more liquid assets will increase
over time as more members retire with larger balances and the ratio of inflows to

56 DFA Australia (Dimensional) 2014, First round submission to the Financial System Inquiry,
page 16.
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outflows falls. Currently, inflows are substantially larger than outflows. However,
this change is largely predictable. Superannuation funds should be able to adjust
their asset portfolios accordingly.

The portability of superannuation benefits between funds — demand for
liquidity is higher because of the requirement for funds to action member requests
to transfer their benefits to another fund within three business days, although this is
extendable to up to 90 days in some circumstances. Funds must therefore provision
for significant member movement despite the low risk of this occurring. Given that
inter-fund transfers remain in the superannuation system, requiring each fund to
provision for member movements results in the sector collectively holding more
liquid assets than it needs. Funds can apply to APRA to extend the time period for
portability. However, funds may be concerned about the reputational consequences
from making such a request.

The need to maintain target asset allocations within a fund — when asset
allocations fall outside a superannuation fund’s internally set target ranges, the
portfolio needs to be rebalanced. Superannuation funds should allow themselves
sufficient time to rebalance assets, in part through member contributions, over a
time horizon that is in the best interests of members.

The need to cover margins on currency hedging positions — superannuation
funds invest in international assets and seek to limit their exposure to currency
fluctuations. ASFA notes that funds generally hedge half their international
currency exposures.”” When the Australian dollar depreciates, funds are required to
cover margin calls.

Member investment switching — as discussed above, when a member elects to
change how their superannuation benefits are invested, funds need liquidity to
adjust the member’s portfolio. However, the timing of this switching may not
reflect the liquidity characteristics of the assets being bought and sold. Although
only a small minority of superannuation members switch their investment
allocation regularly, at times members will react concurrently and shift their asset
allocation in the same direction. This was particularly evident during the GFC,
when members increased allocations to more defensive assets.? Given older
members (with higher balances) are more likely to change their asset allocations
than younger members, the need for liquidity to manage this risk may increase over
time as the population ages.>

57

58
59

Association of Superannuation Funds of Australia 2014, First round submission to the
Financial System Inquiry.

Industry Super Australia 2014, First round submission to the Financial System Inquiry.
Industry Super Australia 2014, First round submission to the Financial System Inquiry.
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Policy options for consultation

A number of options for reducing fees and increasing after-fee returns are outlined
below.

Fees

Competition and default funds

It is too early to assess the effectiveness of MySuper reforms in stimulating competition
and improving after-fee returns for default fund members. MySuper only replaced
default superannuation products for new accounts from 1 January 2014, and
superannuation funds have until 1 July 2017 to transfer balances of members in
existing default funds into a MySuper account. There has been a substantial cost to
industry in establishing MySuper products.

The Productivity Commission recommends introducing more competition in relation
to default employer contributions through changing awards.®® The Government is
currently considering policy options on this issue.®!

Other mechanisms could also be deployed to drive fees down. One example is the
approach introduced in Chile in 2008, where — unlike Australia — superannuation
contributions of all new members are placed in the same default fund. Default fund
management is auctioned on the basis of fees, creating stronger competition between
funds for default fund status. Since these arrangements started, the fees charged by
successful bidders in Chile have fallen by 65 per cent, although fees on other funds
have not fallen to the same degree.®2 This policy option raises a number of other policy
issues that would need to be considered before being contemplated for Australia, such
as the number of default funds, concentration risk, asset allocation and regulation.

Member investment switching

Proper pricing of investment switching would result in more efficient outcomes for the
sector and more equitable outcomes for members. Superannuation funds could be
encouraged to price and schedule investment switching appropriately, so the costs of
switching are not imposed on other members of the fund. The timing of an investment
switch should reflect the benefits to all members of giving effect to investment
switching after all assets of the fund have been revalued. NAB notes: “As highlighted

60 Productivity Commission 2012, Default Superannuation Funds in Modern Awards,
Report No. 60, Final Inquiry Report, Productivity Commission.

61 For further detail, see the consultation paper released by the Government in November 2013,
Better regulation and governance, enhanced transparency and improved competition in
superannuation, Commonwealth of Australia, Canberra.

62 Berstein Jauregui, S (ed) 2010, El Sistema Chileno de Pensiones, Superintendencia de Pensiones,
Santiago .
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by the GFC, funds which held illiquid assets and used infrequent crediting rates
exposed members to intra-fund member arbitrage”.¢3

Liquidity

ASFA notes the need “to reassess the ways in which we require superannuation funds
to manage liquidity risk, potentially exploring innovative solutions to this issue”.t*

Liquidity facility

Some stakeholders argue for APRA-regulated superannuation funds to have access to
a liquidity facility at the Reserve Bank of Australia (RBA). This facility would both
provide superannuation funds with reliable access to liquidity during times of stress
and increase their capacity to invest for the long term.

The Inquiry notes that to access the RBA liquidity facility, superannuation funds
would need to hold repo-eligible assets, which tend to be highly liquid. It is therefore
unclear how access to such a facility would reduce holdings of liquid assets by
superannuation funds. The Inquiry also notes that superannuation funds can compete
indirectly for liquidity at the RBA through an entity that already participates in the
open market operations of the RBA, as long as the fund has eligible assets to exchange
with this entity. Alternatively, superannuation funds can participate directly in open
market operations by becoming a member of the Reserve Bank Information and
Transfer System (RITS) and holding their liquid assets in Austraclear.

The Inquiry is not convinced that access to a liquidity facility at the RBA would
overcome the concerns raised in submissions.

Portability requirements

Stakeholders note a longer maximum time period for portability transfers could be
legislated. This could include allowing trustees to transfer member balances in stages,
based on the liquidity characteristics of a member’s underlying asset allocation. A
longer time frame would apply for illiquid assets compared to liquid assets. ASFA
believes the relaxation of liquidity requirements could apply to “products that are
mainly invested in by younger members with longer investment horizons” .65
Implementing a time-sequenced approach raises other issues. For example, members
with assets split between two funds during the transfer period will potentially incur
additional fees.

63 NAB 2014, First round submission to the Financial System Inquiry, page 18.

64 Association of Superannuation Funds of Australia 2014, First round submission to the
Financial System Inquiry, page 42.

65 Association of Superannuation Funds of Australia 2014, First round submission to the
Financial System Inquiry, page 42.
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The regulator could also extend the maximum portability time period for the entire
industry — as opposed to individual funds, which currently occurs — during times of
financial stress. This could reduce the need for the sector as a whole to hold higher
levels of liquidity for intra-sector transfers. It may also mitigate the reputational risk of
individual funds applying for an extension of time to transfer funds.

A principles-based approach to portability transfers may be more effective than the
current prescriptive approach. The Actuaries Institute believes principles-based
regulation is better equipped than prescription-based regulation to respond to the
broader societal changes occurring. Under a principles-based approach,
superannuation funds could be required to make portability transfers in a timely and
efficient manner and could report to the regulator on the time it takes to effect
portability requests. The regulator could then deal with any funds that were not
implementing requests in a timely manner. However, without an objective benchmark
with which to judge the amount of time to complete a transfer to another
superannuation fund, this approach may create more ambiguity for all parties
involved, including the regulator.

There is a trade-off between the desire for greater competition in the superannuation
sector and the desire for funds to be invested for the long term. However, there is little
evidence that portability is currently generating competition between funds.

The Inquiry would value views on the costs, benefits and trade-offs of the
following policy options or other alternatives:

* No change to current arrangements and review the effectiveness of the MySuper
regime in due course.

» Consider additional mechanisms to MySuper to achieve better results for
members, including auctions for default fund status.

* Replace the three-day portability rule:
- With a longer maximum time period or a staged transfer of members’
balances between funds, including expanding the regulator’s power to extend

the maximum time period to the entire industry in times of stress.

- By moving from the current prescription-based approach for portability of
superannuation benefits to a principles-based approach.
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The Inquiry seeks further information on the following areas:

* Does, or will, MySuper provide sufficient competitive pressures to ensure future
economies of scale will be reflected in higher after-fee returns? What are the costs
and benefits of auctioning the management rights to default funds principally on
the basis of fees for a given asset mix? Are there alternative options?

» Is the recent trend of greater vertical integration in the wealth management and
superannuation sectors reducing competitive pressures and contributing to
higher superannuation fees? Are there mechanisms to ensure the efficiency of
vertical integration flow through to consumers?

* Are there net benefits in tailoring asset allocation to members and/or projecting
retirement incomes on superannuation statements?

 Is there an undue focus on short-term returns by superannuation funds? If this is
a significant issue, how might it be addressed?

» To what extent is there a trend away from active asset management within asset
classes in superannuation funds? Is this a positive or negative development for
members?

* How could funds price switching properly and take into account differences in
liquidity between asset classes?

» Could other arrangements be developed to facilitate asset transfers between
funds when members switch? Do funds require additional mechanisms to
manage liquidity beyond the need for liquidity for portability and member
investment switching?

» Is the trust structure best placed to meet the needs of members in a cost-effective
manner?

Leverage

The use of leverage in superannuation funds to finance asset purchases is embryonic
but growing. The proportion of SMSFs with borrowings increased from 1.1 per cent in
2008 to 3.7 per cent in 2012. The average amount borrowed increased over this period
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from $122,000 to $357,000. Total borrowings in 2012 were over $6.2 billion.® More
recently, Investment Trends research found that, over the year to April 2014, the
number of SMSFs using geared products increased by more than 11 per cent to
38,000.97 Leverage in APRA-regulated funds is small, with total borrowings of under
$2 million reported each quarter over the past year.s

Preliminary assessment

Observation

If allowed to continue, growth in direct leverage by superannuation funds, although
embryonic, may create vulnerabilities for the superannuation and financial systems.

Leverage is widespread across the financial system and magnifies risk on both the
upside and downside. In superannuation, direct leverage, other than to address
very-short-term cash flow and liquidity needs, was originally prohibited to reduce the
risk to retirement incomes but has since been incrementally permitted.®® In 2007, the
Superannuation Industry (Supervision) Act 1993 (SIS Act) was modified to allow all
superannuation funds to borrow with the primary intent to legitimise investing in
instalment warrants, which have embedded leverage. Further amendments in 2010
clarified the terms of this borrowing.

The GFC highlighted the benefits of Australia’s almost entirely unleveraged
superannuation sector. The general absence of direct leverage in superannuation funds
meant that losses were not magnified. This enabled the superannuation sector to have
a stabilising influence on the financial system. A clear example of this was the amount
of equity funding the sector provided to the banking system in 2009. This was
beneficial for superannuation fund members, taxpayers, the financial system and the
economy.

The ability of funds to borrow may, over time, erode this strength and could contribute
to systemic risks to the financial system. For example, a fund with directly leveraged
exposure to asset price volatility may have to post margins if asset prices fall. If many

66 Australian Taxation Office (ATO) 2013, Self-Managed Super Funds: A statistical overview
2011-2012, ATO, viewed 24 June 2014,
<https:/ /www.ato.gov.au/Super/Self-managed-super-funds/In-detail / Statistics / Annual
-reports/Self-managed-superannuation-funds--A-statistical-overview-2011-2012/>.

67 Investment Trends 2014, SMSF Investor Report, April. Note: Based on a survey of 2,163 SMSF
trustees.

68 Australian Prudential Regulation Authority 2014, data provided to the Financial System
Inquiry, 3 June 2014.

69 Commonwealth of Australia 2010, Super System Review Final Report, Part Two, Overview and
Recommendations, Commonwealth of Australia, Canberra.
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funds are exposed to the same assets, or at least assets with correlated returns, they
may be forced to sell some assets to fund these margin calls. This could cause the price
of the assets to fall further and potentially trigger a downward spiral, which could
have flow-on effects to other parts of the financial system. Moreover, it could
compromise the superannuation system’s ability to provide adequate incomes in
retirement and transfer risk to the Government in the form of higher Age Pension
outlays.

Some evidence also suggests that borrowing in superannuation is often associated with
poor financial advice. For example, an Australian Securities and Investments
Commission (ASIC) review of over 100 selected investors’ files found that much of the
poor advice on setting up SMSFs provided by financial advisers and accountants
related to establishing an SMSF as part of a geared investment strategy.”? This Inquiry
shares the Super System Review Panel’s view that leverage should not be a core focus
of SMSFs — or any superannuation fund — and is inconsistent with Australia’s
retirement income policy.”!

Policy options for consultation

The general prohibition on borrowing in superannuation was introduced for sound
reasons. Although levels of direct leverage in the superannuation sector are low, they
are increasing. Removing direct leverage in superannuation is consistent with the
concept that superannuation tax concessions should apply to funds that have been
saved and not borrowed. There are ample opportunities — and tax benefits — for
individuals to borrow outside superannuation.

However, borrowing on a short-term basis to address unexpected liquidity needs is
appropriate. This has always been permitted under the SIS Act.

The Inquiry would value views on the costs, benefits and trade-offs of the
following policy option or other alternatives:

Restore the general prohibition on direct leverage of superannuation funds on a
prospective basis.

70 Australian Securities and Investments Commission (ASIC) 2013, SMSFs: Improving the quality
of advice given to investors, Report 337, ASIC, Sydney. The majority of files selected to review
involved investors with a fund balance of $150,000 or less and included some, or all, of the
following features: older members, low incomes, borrowing and investment in a single asset
class.

71 Commonwealth of Australia 2010, Super System Review Final Report, Chapter 8 — Self-managed
super solutions, Commonwealth of Australia, Canberra.
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Stability of superannuation policy settings

Superannuation policy settings have undergone substantial change since the Wallis
Inquiry. Regulation, taxation, legislation, and the development and refinement of
broader policy settings have changed frequently (Figure 4.2). Submissions express
concern about the frequency of policy changes.

Preliminary assessment

Observation

Superannuation policy settings lack stability, which adds to costs and reduces
long-term confidence and trust in the system.

Long-term perspective

Constant change in superannuation and retirement income policy settings imposes
costs on superannuation funds, which are borne by members. As a long-term savings
vehicle, superannuation would benefit from policy stability to build long-term
confidence and trust in the system and encourage long-term savings. This theme has
been raised in several submissions. For example, AMP argues:

If the goal of public policy is to maintain confidence in superannuation as a retirement
savings vehicle, predictability and stability in policy settings is a must.”?

Almost half of individuals surveyed by Investment Trends in the accumulation phase
and aged 40 years or older said they were worried about the effect of regulatory
changes on their retirement.” The Australian Institute of Superannuation Trustees
suggests: “A focus on short-term policy change needs to be replaced by a long-term
perspective”.”* Mercer argues: “ A more holistic approach is required, taking into
account both superannuation and the Age Pension, to make the sort of long-term
policy needed to ensure Australians’ retirement security”.”>

To ensure policy stability, the system needs to achieve, and be seen to achieve, its
objectives efficiently and equitably, and the fiscal costs associated with the policy

72 AMP 2014, First round submission to the Financial System Inquiry, page 8.

73 Investment Trends 2013, December 2013 Retirement Income Report. Noted: Based on a survey of
5,730 Australians aged 40 years or older.

74 Australian Institute of Superannuation Trustees 2014, First round submission to the Financial
System Inquiry, page 5.

75 Mercer 2013, Taxation & superannuation: The shortcomings of the superannuation taxation
expenditures, Mercer, Melbourne. Attachment to Mercer’s first round submission to the
Financial System Inquiry, 2014.
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settings need to be sustainable. However, some submissions, coupled with other
evidence provided below, cast doubt over whether current policy settings will stand
the test of time.

Figure 4.2: Timeline of major superannuation policy changes

(a) Broad indication of tax treatment of defined contribution schemes.
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Submissions raise whether the superannuation and retirement income systems should
have a clearer purpose. Dimensional suggests: “a priority should be to set a clearly
defined objective for superannuation”.”® There may be value in the Government
seeking Parliament’s agreement to the objectives of the superannuation and retirement
income systems, so any future changes are judged against those objectives. ASFA
argues: “at the whole of system level, there should be monitoring to ensure the system
is delivering against its retirement objectives”.””

Superannuation tax concessions

As the population ages, the cost to Government of the current retirement income
system is likely to be a major source of pressure to change policy settings. To credibly
promise superannuation tax concessions in retirement and an adequate Age Pension
for those who will need it in the future, a strong Government balance sheet and policy
settings that do not disproportionately increase the costs to Government over time are
important.

There should be a reasonable expectation that the objectives of the system will be
achieved over the longer term. While not conclusive, some evidence raises questions
about whether the current policy settings are efficiently targeted and robust.

For example, the large number of individuals with very large superannuation balances
suggests the superannuation system is being used for purposes other than providing
retirement incomes (Figure 4.3). The large number of accounts with assets in
retirement in excess of $5 million could each receive annual tax concessions more than
five times larger than the single Age Pension.”8 7

76 DFA Australia (Dimensional) 2014, First round submission to the Financial System Inquiry,
page 4.

77 Association of Superannuation Funds of Australia 2014, First round submission to the
Financial System Inquiry, page 22.

78 The calculations are based on a superannuation account in the retirement phase (0 per cent
earnings tax).

79 InJune 2012, around 8,500 individuals had balances above $5 million. Australian Taxation
Office (ATO) 2014, Self~managed super fund statistical report — March 2014, ATO, viewed
25 June 2014,
<https:/ /www.ato.gov.au/Super/Self-managed-super-funds/In-detail / Statistics / Quarterly
-reports/Self-managed-super-fund-statistical-report---March-2014/>.
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Figure 4.3: Superannuation accounts by asset size

Source: Treasury.®

Furthermore, the majority of superannuation tax concessions accrue to the top

20 per cent of income earners (Chart 4.3). These individuals are likely to have saved
sufficiently for their retirement, even in the absence of compulsory superannuation or
tax concessions. Some stakeholders question whether this is equitable. It is not clear
that superannuation tax concessions for this income cohort will significantly reduce
future Age Pension costs.

80 Treasury 2014, data provided to the Financial System Inquiry, 11 June 2014. Analysis based
on de-identified 16 per cent sample of personal income tax and member contribution data for
2011-12, sourced from the ATO. Some caution is required in interpreting these figures due to
the larger number of accounts compared to people in the system.
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Chart 4.3: Share of total superannuation tax concessions by income decile
Per cent Per cent

First Second Third Fourth  Fifth Sixth  Seventh Eighth  Ninth Top
Income decile

Source: Treasury.® Based on analysis 2009—10 ATO data.

Recent changes to concessional and non-concessional contribution caps and a higher
contributions tax rate for very-high-income earners (30 per cent above $300,000) have
attempted to achieve more equitable outcomes. Further adjustments to policy settings
may be required.

Imputation credits and tax-free superannuation

A growing proportion of Australian equities has been, and is expected to be, held in
superannuation accounts in retirement. The Inquiry notes that, due to refundable
imputation credits and tax-free superannuation in retirement, a growing proportion of
company tax collected could be refunded to superannuation funds and retirees over
time. Although this is of enormous benefit to retirees, it may erode one of the largest
sources of revenue for the Australian Government at the same time expenditure
pressures are increasing.

The combination of population ageing and the projected growth in superannuation
assets increases the urgency and importance of getting the right policy settings in
place. Policy settings should be designed to minimise the need of future governments
to change them to maintain confidence and trust in the system. Some of the settings
could be considered as part of the Tax White Paper process.

81 Treasury 2014, data provided to the Financial System Inquiry, 11 June 2014.
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Self-managed superannuation funds

SMSFs have grown rapidly to become a large share of the superannuation sector, in
terms of both the number of entities and funds under management.8 The value of
assets held in SMSFs is expected to grow further.

Preliminary assessment

Control, choice and competition

A number of submissions highlight the benefits of SMSFs to individuals and the
superannuation system. SMSFs deliver members greater flexibility and control,
because members can tailor their investments to suit their individual needs. Several
stakeholders say this is often the main motivation of people participating in SMSFs.%3
Other drivers of the growth in SMSFs include perceived or actual lower fees and better
tax outcomes. The growing number of SMSFs may be a positive sign that more
Australians are actively engaging with their retirement savings.

Several submissions note that SMSFs provide a source of competition to
APRA-regulated funds. Industry and retail funds have expanded their range of
products in response to the growth in SMSFs and also provide administrative services
to them. Some APRA-regulated funds are trying to match SMSF flexibility by
providing more options that allow members to determine their investment allocation.

82 Australian Prudential Regulation Authority (APRA) 2014, Statistics: quarterly superannuation
performance (interim edition), March ed, APRA, Sydney.

83 Switzer Financial Group 2014, First round submission to the Financial System Inquiry,
page 2; Association of Superannuation Funds of Australia 2014, First round submission to
the Financial System Inquiry, page 11.
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Cost effectiveness

Investment Trends data suggest that over than a third of SMSFs were set up to reduce
the amount members pay in fees.8* However, evidence on the effectiveness of this
strategy is mixed. Rice Warner research suggests the average fee rate for SMSFs is
lower than the industry average.8> However, SMSFs with low balances are significantly
more expensive to run. Several submissions highlight the negative correlation between
the average operating expense ratio and the size of the fund (Chart 4.4).8¢

Chart 4.4: SMSF average operating expense ratio, by fund size (2012)

Per cent Per cent
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9 19
8 18
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regulated funds,
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Fund size

Source: ATO¥, Rice Warner.®

84 Investment Trends 2014, SMSF Investor Report, April. Note: Based on a survey of 2,163 SMSF
trustees.

85 Rice Warner 2014, FSC Superannuation Fees Report 2013, commissioned by the Financial
Services Council.

86 SMSF Owners Alliance 2014, First round submission to the Financial System Inquiry;
Industry Super Australia 2014, First round submission to the Financial System Inquiry;
Association of Superannuation Funds of Australia 2014, First round submission to the
Financial System Inquiry.

87 Australian Taxation Office (ATO) 2013, Self-Managed Super Funds: A statistical overview 2011-
2012, Table 22, ATO, Canberra. Care must be taken when using the operating expense ratio
figures because comparisons between SMSFs and APRA-regulated funds may not be
meaningful. While the methodology used to estimate the operating expense ratio is as close
as possible to the method used by APRA, the data collected are not the same.

88 Rice Warner 2014, data provided to the Financial System Inquiry, 24 June 2014.
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Estimates suggest that a SMSF requires a balance between $200,000 and $500,000,
depending on how much work trustees outsource, to achieve equivalent costs to
APRA-regulated funds.® Yet, in 2011-12, almost one-quarter of SMSFs had a balance
of $200,000 or less.? Even after being established for three years, 50 per cent of SMSFs
had balances under $330,000.

Benefits of scale

It is more difficult to diversify the asset allocation of a low-balance SMSF, both within
and between asset classes, although new financial products are increasingly making
this easier. Less diversification can result in SMSF members being subject to higher
levels of risk in their portfolio. In addition, low balances may contribute to funds
holding a higher proportion of cash due to minimum investment thresholds, which is
likely to reduce returns. Exchange-traded funds provide a cost-effective vehicle for
SMSFs to access the benefits of pooled and diversified investments.

When they purchase insurance policies, SMSFs are generally unable to realise the same
cost economies as larger funds. Life, disability and income protection insurance may
therefore be more expensive for individual SMSFs compared to other superannuation
funds.

Financial advice

Marketing and financial advice are encouraging individuals to establish SMSFs.
According to Investment Trends, major reasons for establishing an SMSF include
accountants” advice (30 per cent of respondents) and financial planners” advice
(20 per cent of respondents).?

However, the quality of advice varies. ASIC’s 2013 review of SMSF advice, as
discussed in the Leverage section, found that around 1 per cent of advice provided was

89 Research by Rice Warner found SMSFs with balances of $200,000 and above can provide the
same value as retail or industry funds, provided the trustees do some of the administration.
Where balances are $500,000 and above, SMSFs are competitive with industry and retail
funds on a full-service basis and may be the cheapest option. Rice Warner 2013, Costs of
operating SMSFs, commissioned by ASIC.

90 Australian Taxation Office (ATO) 2014, Self-Managed Super Fund Statistical Report —

March 2014, ATO, viewed 25 June 2014,

<https:/ /www.ato.gov.au/Super/Self-managed-super-funds/In-detail / Statistics / Quarterly

-reports/Self-managed-super-fund-statistical-report---March-2014 / ?page=2#Total_asset_range
table>.

91 Australian Taxation Office 2014, data provided to Financial System Inquiry, 6 June 2014. This
is evident in each of the last three years of data; that is, for SMSFs established in 2007-08,
2008-09 and 2009-10.

92 Investment Trends 2014, SMSF Investor Report, April. Note: Based on a survey of 2,163 SMSF
trustees.
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considered ‘good” and around 28 per cent was rated as ‘poor’.> Concerns about the
quality of financial advice are discussed further in the Consumer outcomes chapter,
including policy options to raise standards in the financial advice industry. The SMSF
Professionals” Association of Australia notes:

We believe that there could be some improvements to the current financial advice
environment to protect consumers and promote high quality, independent financial
advice.%*

Tax

A number of submissions highlight tax as a driver of the growth in the number of
SMSFs. According to Investment Trends, 27 per cent of SMSFs were established
because they were “more tax effective”.% Several submissions argue that SMSFs have
tax advantages that APRA-regulated funds do not have. Currently, the tax treatment
of all superannuation funds is the same, although in practice SMSFs may achieve
better tax outcomes. This is due to more SMSFs being in the retirement phase and to
the ability of SMSF trustees to tailor the choice and timing of investment decisions to
their individual circumstances.% 97

The Tax White Paper could examine the tax outcomes of SMSFs and APRA-regulated
funds and measures to ensure that setting up an SMSF is not motivated purely by tax
outcomes.

The Inquiry seeks further information on the following areas:

* To what extent should the Inquiry be concerned about the high operating
expenses of many SMSFs?

* Should there be any limitations on the establishment of SMSFs?

93 Australian Securities and Investments Commission (ASIC) 2013, Report 337 — SMSFs:
Improving the quality of advice given to investors, ASIC.

94 SMSF Professionals’ Association of Australia 2014, First round submission to the Financial
System Inquiry, page 25.

95 Investment Trends 2014, SMSF Investor Report, April. Note: Based on a survey of 2,163 SMSF
trustees.

96 Australian Prudential Regulation Authority (APRA) 2014, Statistics: Annual Superannuation
Bulletin, June 2013 (revised 5 February 2014), APRA, Sydney.

97 Australian Taxation Office (ATO) 2013, Self-managed superannuation funds: A statistical
overview 2011-12, ATO, viewed 25 June 2014,
<https:/ /www.ato.gov.au/Super/Self-managed-super-funds/In-detail / Statistics/ Annual
-reports/Self-managed-superannuation-funds--A-statistical-overview-2011-2012/>.
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The GFC tested both the resilience of the Australian financial system generally and
the performance of its regulators. We can learn many lessons from the GFC. This has
been reflected in the substantial volume of regulatory change over recent years in
Australia and internationally.

The Inquiry considers this an opportune time to revisit Australia’s approach to
stability and the prudential framework, consumer and conduct regulation, and our
regulatory architecture, and in light of the GFC experience, to consider the need for
any change.

5: Stability 3-3
6: Consumer outcomes 3-49
7: Regulatory architecture 3-89
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5: Stability

Maintaining stability in the financial system requires prudent management by
financial institutions, sound macroeconomic policy, and a strong regulatory and
supervisory framework. The Government should minimise the expectation of
taxpayer funds being used to support the financial system. Nonetheless, given the
Government may intervene during a financial crisis to avoid disorderly failures, a
strong Government balance sheet is important.

The Global Financial Crisis (GFC) provided many lessons about the global financial
system. This included: complexity and interconnectedness was greater than
appreciated; many global financial institutions had too little capital to withstand a
large shock; moral hazard was prevalent; liquidity can disappear in a crisis; and
there was a lack of focus on system-wide risks. In response, governments and
regulators implemented, or will implement, a number of international and domestic
policy reforms.

The Inquiry has made the following observations about stability in the Australian
financial system:

* During the GFC, significant government actions in a number of countries,
including Australia, entrenched perceptions that some institutions are
too-big-to-fail. These perceptions can be reduced in Australia by making it more
credible to resolve these institutions without Government support.

* A number of jurisdictions have implemented new macroprudential toolkits to
assist with managing systemic risks. The effectiveness of these for a country like
Australia is not yet well established, and there are significant practical difficulties
in using such tools.

* Australia has implemented some aspects of global prudential frameworks earlier
than a number of jurisdictions. It has also used national discretion in defining
capital ratios. When combined with other aspects of the prudential framework
and calculated on a consistent basis, Australian banks’ capital ratios (common
equity tier 1) are around the middle of the range relative to other countries.
However, differences such as those in definitions of capital do limit international
comparability.

» To contribute to the effectiveness of the financial system, sound corporate
governance requires clarity of the responsibilities and authority of boards and
management. There are differences in the duties and requirements of governing
bodies for different types of financial institutions and, within institutions,
substantial regulator focus on boards has confused the delineation between the
role of the board and that of management.
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Context

Australia has had a relatively stable financial system for most of the past two decades,
following considerable disruption at the end of the 1980s and in the early 1990s. Other
than the failure of several non-systemic financial service providers, the only major
failure since the early 1990s was HIH insurance in 2001.% 2 This period of stability is the
result of a number of factors, including: a stable macroeconomic environment; a strong
regulatory and supervisory framework; prudent risk management by financial
institutions themselves; and a traditional, comparatively low-risk commercial banking
model that remained profitable.

Financial instability limits the financial system’s ability to allocate funds, facilitate
payments, transfer risk and create liquidity. Instability can result in losses for users of
the financial system and damage to the financial sector’s ability to serve the economy.
As shown by the GFC, it can also have severe negative effects on the economy,
including low growth and high unemployment, and result in responses that lead to
higher government debt. Financial instability can manifest in a number of ways. Most
damaging is when several financial institutions fail at once or when a systemically
important institution fails. Instability can also lead to large swings in asset prices,
markets seizing up, and rapid changes in investor and depositor confidence.

Instability can come from many sources. Regulation is most focused on the parts of the
financial system where the consequences of an institution failing are generally highest
— such as banking and insurance — although risks can also arise from outside this
regulatory perimeter.

Balancing stability and efficiency

A systemic crisis can impose significant costs on the financial system and the broader
economy. Globally, a Basel Committee on Banking Supervision (BCBS) literature
survey puts estimates of the median cumulative global output cost of a financial crisis
over a number of years at around 19 per cent of pre-crisis GDP, if growth returns to

1 In other instances, weaker institutions were acquired by stronger institutions, avoiding
potential failure.

2 A number of non-prudentially regulated financial service providers have failed, including
during the GFC. In some cases these involved significant losses for individual investors but
did not destabilise the financial system or discernably damage the economy.
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trend, or up to 158 per cent of pre-crisis GDP if the crisis has a permanent effect.?
Haldane suggests the cumulative cost could be at least 90 per cent of 2009 world GDP.*

Within a country, the costs of instability are felt in their effect on the financial system,
broader economy and in any taxpayer support required to minimise further damage.
Academic studies suggest that the average cost of a banking crisis results in real GDP
per person falling by 9 per cent and unemployment increasing by 7 percentage points.>
During the crisis, United Kingdom taxpayer exposure to the financial sector peaked at
£1.2 trillion (75 per cent of United Kingdom GDP),® while in Ireland financial sector
support increased gross public debt by 40 per cent of GDP.” The Australian
Government did not make a financial loss from its support to the financial system, but
seasonally adjusted real GDP growth slowed from 4.8 per cent in the year to
September 2007 to less than 1 per cent in the year to September 2009. The seasonally
adjusted unemployment rate also increased from 4.0 per cent in August 2008 to

5.9 per cent by June 2009.

Stability can also come at a cost. Many measures to promote stability introduce barriers
to entry to the financial system. These may reduce competition, place regulatory costs
on financial institutions and reduce the availability of credit during economic
upswings.8 Policy makers need to be cognisant of this and balance any loss of
efficiency or competition against the benefits of a stable system.

Financial institutions
Different financial institutions pose different risks to stability.
The business of banking creates particular risks of failure. Banks are exposed to a wide

range of risks through their core activities of credit intermediation and maturity
transformation, including credit, liquidity, market and operational risks.

3 Basel Committee on Banking Supervision (BCBS) 2010, An assessment of the long-term economic
impact of stronger capital and liquidity requirements, BCBS, Basel.

4 Haldane, A 2010, The $100 billion dollar question, speech at the Institution of Regulation & Risk
North Asia (IRRNA), 30 March 2010, Hong Kong.

5 Reinhart, C and Rogoff, K 2009, This Time it is Different: Eight Centuries of Financial Folly,
Princeton Press, Princeton, NJ.

6 UK National Audit Office, Taxpayer support for UK banks FAQ, viewed on 18 July 2014

<http:/ /www.nao.org.uk/highlights/taxpayer-support-for-uk-banks-fags/>.

IMEF 2013, IMF Fiscal Monitor, April 2013.

8 See for example Bank for International Settlements (BIS) 2011, Basel III: Long-term impact on
economic performance and fluctuations, BIS Working Papers No. 338, BIS, Basel and Lowe, P
2012, Bank Regulation and the Future of Banking, remarks to the 41st Australian Conference of
Economists, 11 July, Melbourne.
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Insurers are less likely to generate or amplify systemic risk within the financial system
or in the economy. This is because traditional insurance underwriting risks are less
correlated with the economic business cycle and financial market risks. Although, in
broad terms, financial market losses do not affect the magnitude of insurance
liabilities, insurers do write business and conduct activities that are connected to the
financial markets. Thus, the disorderly failure of a large insurer and the consequent
cessation of coverage can damage the economy, as seen in the case of HIH.?

Since the Wallis Inquiry, superannuation funds have grown substantially in size and
importance to the financial system. They are subject to market risk and so are
susceptible to the failure of other financial institutions. However, their current limited
direct leverage restricts superannuation funds’ tendency to transmit or amplify
financial shocks.

Financial market infrastructure (FMI), including trading platforms, high-value
payment systems, clearing and settlement systems, and trade repositories, is the
“plumbing’ of the financial system. Failure of these institutions could in some instances
severely compromise the entire financial system’s operation and be particularly costly.

The shadow banking sector includes many of the non-prudentially regulated financial
institutions, such as mortgage finance companies, securities lenders, structured
investment vehicles and hedge funds. The sector is a source of financial innovation but
can also develop systemic risks. In part, this is because ‘regulatory arbitrage’ can see
risky activity move from the regulated sector into the shadow banking sector. It can be
difficult to identify risks in the shadow banking sector, as there is often a lack of
transparency and relevant data.

Regulatory framework

Domestic

Australia’s financial stability relies on its prudential framework. This framework seeks
to avoid financial crises and minimise the incidence and cost of financial institution
failures, while not unduly limiting competition or impeding innovation. A number of
agencies have mandates to promote financial stability in conjunction with the
Government, with the Australian Prudential Regulatory Authority (APRA), the
Reserve Bank of Australia (RBA) and the Australian Securities and Investment

9 AIG in the United States is an example of a large insurance group failure that had systemic
implications. The failure was primarily caused by losses in the group’s non-insurance
business.
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Commission (ASIC) most prominent. For an overview of the regulatory structure, see
the Regulatory architecture chapter.

The RBA has an implied mandate for the stability of the entire financial system. In this
capacity, it provides ongoing monitoring and analysis of the system, using its public
communications to highlight emerging risks. It is the provider of system liquidity and,
in a crisis, can act as a lender of last resort.

APRA has responsibility for prudential supervision and financial stability. APRA
regulates and supervises banks, building societies and credit unions, insurance
companies and most segments of the superannuation industry. In terms of financial
stability, its mandate is to set requirements for and supervise these institutions to
reduce the likelihood they will fail. If an institution becomes financially distressed,
APRA has primary responsibility for ensuring its return to health or managing its
orderly failure.

ASIC does not have a formal mandate for ensuring financial stability. However, it
provides oversight of a broad range of financial entities that fall outside the prudential
perimeter. It can assist with identifying emerging systemic risks, for example in the
shadow banking sector.

International

The GFC was followed by a considerable international policy response. Financial
supervisors around the world sought to coordinate their actions and achieve broad
consistency across jurisdictions. This process is ongoing, with further change likely
over the next few years.

Since 1988, the BCBS — of which Australia is a member — has set global standards to
promote banking sector stability. All major economies follow the Basel framework,
leading to a relatively consistent global approach to bank regulation, despite some
differences in implementation.

Basel I1I, which was developed in the wake of the GFC, seeks to significantly increase
the robustness of banks globally. Australia is adopting some aspects of Basel III earlier
than a number of other jurisdictions and, although adhering to the minimum
‘headline’ capital ratios, has been more conservative in some details of its
implementation.

The post-GFC era has also seen greater international coordination on policies
regarding insurers and FMI. This work has generally been overseen by the Financial
Stability Board (FSB) at the request of the G20, with the International Association of
Insurance Supervisors (IAIS) developing insurance capital standards and the
Committee on Payment and Settlement Systems (CPSS) and International
Organization of Securities Commissions (I0OSCO) FMI standards.
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Too-big-to-failrand moral hazard

Global history records governments of all political persuasions using taxpayer funds to
support distressed institutions. As undesirable as it may be to put taxpayer funds at
risk to support financial institutions, in the midst of a crisis it is often the fastest and
most certain option to stabilise the system and avoid widespread economic damage.

Investors can rationally surmise that the government is likely to rescue systemically
important institutions if no other options exist, as their collapse would cause the most
damage to the financial system and broader economy. This leads to a belief that some
institutions are too-big-to-fail — that they receive an implicit government guarantee.

Perceptions of this implicit guarantee have costs. A government may need to rescue a
troubled institution in a crisis, putting taxpayer funds at risk. It may also cause ‘moral
hazard’. This means it may encourage systemically important institutions to take on
more risk than is optimal, since they believe they receive any benefits from the risk
taking while the government will bear the cost of failure. Further, investors may
believe they will not make a loss, even if the institution fails, so they have less
incentive to monitor the institution’s risks and apply market discipline. This can lead
to a lower cost of funding for these institutions.! Any lower funding costs might allow
the institutions to become larger and more systemically important. The overall system
can therefore become larger than is economically efficient, exacerbating the size of the
potential cost of a crisis and therefore the size of the perceived guarantee.

10 Too-big-to-fail is a term often used in international policy discussions to refer to systemically
important financial institutions that, were they to fail, would cause significant economic and
financial damage. An institution may be systemically important because it is large, but also
because of its complexity, market importance, interconnectedness or a lack of substitutes for
critical service it provides.

11 See for example Tarullo, D 2009, Confronting Too Big to Fail, speech at the Exchequer Club,
October 21, Washington DC.
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Preliminary assessment

Observation

During the GFC, significant government actions in a number of countries, including
Australia, entrenched perceptions that some institutions are too-big-to-fail. These
perceptions can be reduced in Australia by making it more credible to resolve these
institutions without Government support.

During the GFC, a number of countries provided financial support to struggling
financial institutions, including capital injections and debt guarantees.!2 The goal was
to avoid wider systemic impacts if these institutions were to fail, as happened in the
case of Lehman Brothers. However, in doing so these governments entrenched a belief
that some institutions were too-big-to-fail. The challenge since the crisis has been to
alter these beliefs.

Government can take measures to make it more likely, or more credible, to be able to
impose losses on creditors, avoiding future Government interventions and lowering
the cost or probability of a large institution failing. No single measure is a complete
solution, but each strengthens the likelihood or credibility of orderly resolution with
minimal taxpayer support, which in turn reduces the contingent liability to the
Government and perceptions of an implicit guarantee.

Policy options for consultation

It is hard to completely eliminate perceptions that some institutions are too-big-to-fail,
as there will always be pressure on governments to prevent the disorderly failure of a
financial institution. However, the Government can take measures to minimise the
extent of these perceptions through making an orderly resolution more likely with
minimal need for Government support, and reducing the probability that such
institutions will fail.

Globally, the GFC revealed: complexity and interconnectedness was greater than
appreciated; many global financial institutions had too little capital to withstand a
large shock; moral hazard was prevalent; liquidity can disappear in a crisis; and there
was a lack of focus on system-wide risks. International forums, particularly the G20,
have taken these lessons and sought international policy responses to reduce the
potential for taxpayer funds being put at risk from government support for

12 Financial Stability Board (FSB) 2010, Reducing the moral hazard posed by systemically important
financial institutions, interim report to G20 Leaders, FSB, Basel.
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systemically important financial institutions (SIFIs). Among other things, this has
resulted in strengthened international frameworks for capital, liquidity, financial
market infrastructure and resolution.

Australia has been part of this international process, including through its 2014
Presidency of the G20, and has adopted many of the measures. However, other
countries have pursued a range of additional steps — or gone further than Australia —
to reduce the potential costs posed by systemically important institutions. These
additional measures are worth examining in the Australian context:3

» Further strengthening recovery and resolution frameworks

* Further enhancing regulatory requirements for systemic financial institutions,
including higher capital requirements and stronger risk management and stress
testing requirements

* Mandating structural changes for individual banks, or imposing general
ring-fencing requirements or banning certain activities considered to be high risk

The options discussed aim to reduce the costs associated with too-big-to-fail
institutions. They aim to make the financial system safer and reduce the likelihood of
taxpayer funds being used to support a financial institution. Many of these measures
could also have an effect on competition.

Some of these options would be relatively straightforward to implement with minimal
cost. However, others are much more difficult to adopt and would require significant
change to the Australian financial system.

Recovery and resolution preparedness

It is not possible to eliminate failure from the financial sector. It is not even desirable;
the ability of good institutions to prosper and inefficient ones to fail is a key feature of
competition. However, liquidating financial institutions is a complex and slow process,
which can weaken confidence and lead to contagion in the broader financial system.
Financial institutions need a strong, effective and credible recovery and resolution
regime to help ensure any failure is orderly and has a minimal cost to the financial
system, the broader economy and the Government.

Many recovery and resolution options have little or no compliance cost for industry;
for example, powers are only relied upon where an institution is facing acute financial

13 APRA’s submission raises ways in which its crisis management powers could be enhanced,
while the RBA submission discusses macroprudential policy, structural banking reforms and
powers relating to financial market infrastructure.
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distress. In normal times, the regulatory burden of these options can therefore be
negligible or non-existent. However, some options, such as requirements for industry
to structurally preposition, do impose costs.

Imposing losses on creditors

When a business fails, it would ordinarily enter corporate insolvency or administration
procedures to be sold or liquidated, with any value returned to creditors. Generally,
the value of the assets will not be enough to repay all creditors the whole amount
owing, and some will take a loss. Achieving this in a manner that meets financial
stability objectives is more difficult in the context of a financial institution. Critical
services provided by the institution may need to be continued or wound down in an
orderly manner outside normal insolvency processes. In addition, creditors are often
other financial institutions — imposing losses on these institutions, especially in the
middle of a financial crisis, can worsen the situation. Disorderly resolution of one
institution can create instability through a loss of confidence and changes in investor
risk appetite. In many past instances, both in Australia and elsewhere, this has led
governments to intervene to restore stability.

Introducing credible ways to impose losses on creditors in the event of failure assists in
achieving orderly resolution with minimal use of taxpayer funds. This goes some way
to addressing perceptions that some institutions have an implicit guarantee by
reducing expectations of Government support, and encouraging investors to pay
greater attention to risk. This is evident in Moody’s decision to place Canadian banks
on a negative outlook, which was “taken in the context of previously announced plans
by the Canadian government to implement a ‘bail-in’ regime”, which “may reduce
[Moody’s] systemic support assumptions” .14

There are complexities involved in making it more credible to impose losses on the
creditors of financial institutions. These include: questions around the nature of the
liabilities that may best be able to absorb losses in resolution; ensuring that relevant
creditors are capable of bearing loss without systemic contagion; appropriate
mechanisms and triggers for imposing losses on creditors; interaction with the existing
regulatory capital framework;'> and the effect on funding costs in normal times.

The G20 continues to consider elements of these issues, in particular through its work
on the adequacy of global systemically important institutions” loss absorbing capacity
when they fail (gone concern loss absorbing capacity, or GLAC). There is value in an
internationally consistent approach to promote a level playing field globally. The

14 Moody’s 2014, Rating Action: Moody’s changes outlook to negative on Canadian banks’ supported
ratings, Moody’s Corporation, New York.

15 For example, some Australian banks have already issued securities with ‘bail-in” clauses that
qualify as Tier 2 capital for meeting minimum capital requirements.
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proposals include government and regulator discretion to impose losses on particular
classes of creditors, and mandating issuance of financial instruments that resolution
authorities can confidently expose to loss or convert to equity in resolution, while
minimising financial instability and risks to other public interest objectives. The
proposals seek to ensure resources are available to provide solvency to a systemic
institution via a bridge or a bail-in transaction sufficient to sustain its critical services
until the institution can be subjected to an orderly wind-down or solvent restructuring.
Although these proposals are being developed for globally systemically important
banks, it is possible that they will have implications for Australian institutions.

The Inquiry would value views on the costs, benefits and trade-offs of the
following policy options or other alternatives:

* No change to current arrangements.

» Increase the ability to impose losses on creditors of a financial institution in the
event of its failure.

The Inquiry seeks further information on the following area:

Is it possible to reduce the perceptions of an implicit guarantee for systemic financial
institutions by imposing losses on particular classes of creditors during a crisis,
without causing greater systemic disruption? If so, what types of creditors are most
likely to be able to bear losses?

Financial market infrastructure oversight and resolution

FMI includes trading platforms, high-value payment systems, clearing and settlement
systems, and trade repositories. Such facilities are critical in a modern financial system,
as they match buyers and sellers and facilitate the transfer of both funds and title to
assets, and thus trading of goods, services and financial assets. If these facilities fail, it
can cause severe systemic disruption.

FMIs are regulated and supervised by the RBA and ASIC. Broadly, the RBA is
responsible for ensuring the stability and safety of FMIs, while ASIC is responsible for
their fair and effective provision of services.

The Council of Financial Regulators (CFR) has identified a number of gaps in the
regulatory framework for FMIs, particularly related to resolution.'® These include: a

16 Stevens, G 2012, ‘Review of Financial Market Infrastructure Regulation’, Letter to The
Hon. Wayne Swan, MP, Deputy Prime Minister and Treasurer, 10 February.
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lack of appropriate direction powers; the ability to step in to control an FMI, if
appropriate; the ability to mandate the location of services; and lack of fit and proper
standards for FMI directors and officers. A large focus of these proposed changes is
ensuring that, if an FMI fails, regulators are able to step in to keep its critical services
operating.

The Inquiry understands that CFR agencies have developed a set of legislative
proposals for future Government consideration to address the gaps identified, and
supports this process.

Resolution powers

International Monetary Fund (IMF) and FSB analysis concluded that Australia’s
resolution regime for banks and insurers was broadly consistent with international
best practice.’” However, a comparison with the FSB’s Key Attributes of Effective
Resolution revealed several gaps in resolution tools and powers.

The gaps identified include: powers to address a distressed foreign bank branch in
Australia; the ability to require restructuring of a regulated entity to facilitate
resolution; deficiencies in powers to resolve group distress; a lack of statutory “bail-in’
powers to impose losses on particular creditors; no resolution or privately funded
protection funds; and no formal mechanism for recovery of taxpayer funds. Options
identified by the IMF to address these gaps included giving regulators additional
directions powers and the ability to levy the industry for any non-financial claims
scheme (FCS)-related resolution expenditure by the authorities.

The previous Government consulted on measures to address most of the gaps, with
little industry concern except on a small number of specific proposals. The Inquiry
supports this continuing process.'® Although many of the gaps identified for change
were relatively minor in isolation, their cumulative closing would enhance APRA’s
crisis management powers and more closely align Australia with international
standards and best practice.

The Inquiry would value views on the costs, benefits and trade-offs of the
following policy options or other alternatives:

* No change to current arrangements

» Strengthen regulators’ resolution powers for financial institutions.

17 International Monetary Fund (IMF) 2012, Australia: Financial System Stability Assessment, IMF
Country Report No. 12/308, IMF, Washington DC.

18 Australian Treasury 2012, Strengthening APRA’s Crisis Management Powers, consultation
paper, Treasury, Canberra.

3-13



Financial System Inquiry — Interim Report

Pre-planning and pre-positioning

Strong resolution powers are not enough. Regulators and Government need to be
willing and prepared to use them. Many crisis management options are only credible
with significant pre-planning. In a crisis, the more options available, the more likely a
credible, low-cost option to prevent a disorderly collapse can be found that does not
involve putting taxpayer funds at risk. Pre-planning can also increase the consistency
of Government approaches to crises and, through public communication, can increase
the predictability and transparency of Government responses.

Australia could do more to be in a position to use resolution powers effectively. This
could involve pre-planning for failure, both generically and by developing plans for
specific institutions, and testing these plans through crisis simulations.’ The regulators
can oversee that institutions build credible sources of loss absorbency in resolution
and, at the same time, Government can ensure its balance sheet remains strong.

Pre-planning is not without cost. It can be resource intensive for regulators. It can also
impose a burden on the industry, which may have to devote resources to develop
internal recovery plans, provide data to regulators and make business changes to
address any identified barriers to resolution. However, compared to other options,
additional pre-planning is likely to be relatively low cost.

The Inquiry would value views on the costs, benefits and trade-offs of the
following policy options or other alternatives:

* No change to current arrangements.

» Invest more in pre-planning and pre-positioning for financial failure.

Capital requirements

In December 2013, APRA identified the four major banks as domestic systemically
important institutions and increased their capital requirements, from 2016, by

19 Under the current framework, the CFR runs crisis simulation exercises every two years, with
other crisis management training events held every alternate year. Individual agencies also
run internal crisis simulations.
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1 percentage point.? Increased capital requirements for systemically important banks
are in line with international practice. Most jurisdictions adopting the Basel framework
have introduced, or will introduce, similar measures. Australia’s requirement is at the
low end of the international spectrum, which ranges from 1 percentage point to
around 6 percentage points for the largest banks in Switzerland (Chart 5.1). In their
submission, the regional banks suggested that a higher capital add-on for systemically
important banks could be warranted.

Chart 5.1: Capital ratio add-ons for systemically important banks®@! (v)
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(@) Includes capital add-ons for both Global Systemically Important Banks (G-SIBs) and Domestic
Systemically Important Banks (D-SIBs). For the European Union this is for ‘other systemically important
institutions.

(b) Where countries have a range of possible capital add-ons, ‘minimum’ and ‘maximum’ show the floor and
ceiling of that range. Where countries have the same capital add-on for all systemically important banks,
this is showed as its ‘minimum’.

Sources: APRA, BCBS, China Banking Regulatory Commission, De Nederlandsche Bank, Swiss Financial

Market Supervisory Authority (FINMA), Hong Kong Monetary Authority, Japan Financial Services Agency,

Monetary Authority of Singapore, Office of the Superintendent of Financial Institutions Canada, Reserve

Bank of India, Sveriges Riksbank.

Increasing capital requirements reduces the likelihood of institutional failure. It gives a
greater capital buffer to systemically important banks, whose collapse would cause
significant damage to financial markets and the economy. Higher capital also helps
ameliorate the effects generated by perceptions of an implicit guarantee.

Some stakeholders have argued Australian banks already have adequate levels of
capital. ADIs have increased capital levels since the GFC and have arguably reduced

20 Australian Prudential Regulation Authority (APRA) 2013, Domestic Systemically Important
Banks in Australia, APRA Information Paper, APRA, Sydney.
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the risk in their asset portfolios.?! In addition, equity funding is typically thought to be
more expensive than debt funding, although a greater use of equity funding reduces
bank failure risk and therefore may lower investors’ required return on equity and the
cost of borrowing.2

The Inquiry notes that the FSB’s framework for global systemically important
institutions includes insurers as well as banks. The IAIS is currently finalising the
methodology for identifying global systemically important insurers, although this is
unlikely to include any Australian institutions. It is not yet clear what arrangements, if
any, will be made for domestic systemically important insurers.

The Inquiry would value views on the costs, benefits and trade-offs of the
following policy options or other alternatives:

* No change to current arrangements.

» Further increase capital requirements on financial institutions considered to be
systemically important domestically.

The Financial Claims Scheme

The FCS was introduced as part of the Government’s response to the GFC. It provides
a government guarantee of retail deposits held at Authorised Deposit-taking
Institutions (ADIs) up to the value of $250,000 per account holder per ADI. The scheme
fully covers around 99 per cent of eligible depositors and over half of deposits by
value.? The deposit guarantee aims to give depositors confidence in the safety of their
money during a crisis, preventing panic and bank runs that may exacerbate the crisis.
A similar scheme is in place for general insurance policy holders should an insurer fail.

Like all government guarantees, the FCS could create moral hazard for depositors by
removing credit risk.2* The depositor can place funds with any ADI without regard to
the riskiness of the institution. In the context of reducing the adverse effects of
too-big-to-fail, the FCS assists smaller institutions; absent such a guarantee, depositors

21 Coffey, P 2014, Financial System Inquiry: Funding Australia’s Economic Future, presentation to
the Committee for Economic Development of Australia, 13 June, Sydney

22 Admati, A and Helwig, M 2013, The Bankers’ New Clothes: What’s Wrong with Banking and
What to Do about It, Princeton Press, Princeton NJ.

23 International Monetary Fund (IMF) 2012, Australia: Financial Safety Net and Crisis Management
Framework — Technical Note, IMF Country Report No. 12/310, IMF, Washington DC.

24 It should be noted that, unlike other guarantees, the FCS may not materially affect the
market discipline of deposit-taking institutions in normal times. This is because retail
depositors are typically not able to adequately assess the relative riskiness of banks due to
the information asymmetries.
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could be expected to move their funds to the larger institutions if they perceive these to
be the safest.

Some submissions criticise the form of the FCS, noting that pre-positioning for
implementation is complicated and has been expensive. In particular, the ‘single
customer view’ required per individual, per ADI has practical difficulties. In addition,
complexity may make it challenging to distribute funds to affected depositors in a
timely manner. This may undermine the scheme’s effectiveness in a crisis; it is
important to meet depositors” expectations of fast and accurate payouts, both to ensure
system stability and to avoid losses for individuals. It should be noted that the
increased confidence from the presence of the FCS may assist in preventing a crisis
from occurring.

The FCS threshold of $250,000 is high by comparison to most deposit insurance
schemes internationally,? and some submissions argue it is too high.2¢ This threshold
should be high enough to cover the average depositor’s funds to avoid people
withdrawing funds during a crisis. However, the higher the threshold, the greater the
allocative efficiency distortion it can cause, giving greater incentive for individuals to
invest in deposits compared to other assets.?”

Currently, the FCS is post-funded. This means that, if it were activated, the
Government would initially pay out claims and then recover those funds from the
assets of the failing institution. If that was not sufficient, the remainder would be
recovered through a levy on the rest of the banking sector, which could be delayed
until the crisis was over to avoid exacerbating the situation.

An option is to charge ADIs an ex ante fee, or pre-funding, for the FCS; the IMF
recommended that Australia “Re-evaluate the merits of ex ante funding for the FCS”.28
Ultimately this fee would likely be passed on to depositors, which would satisfy a
‘user pays’ principle for the deposit insurance provided. In addition, depending on
how it was structured, an ex ante fee could collect a dedicated pool of funds that could
be rapidly accessed to meet FCS claim needs. Broadening the allowable use of these
funds to include measures that reduce the magnitude of FCS claims — such as
assisting in resolution — may reduce the overall burden of the scheme.

However, an ex ante model would impose a cost on the financial sector. In particular,
industry would need to pay a fee that would likely be passed on, at least in part, to

25 Financial Stability Board (FSB) 2012, Thematic Review on Deposit Insurance Systems, peer
review report, 8 February, FSB, Basel.

26 For example, Challenger 2014, First round submission to the Financial System Inquiry,
Attachment 15.

27 The Funding chapter discusses tax factors that make deposits less attractive to households.

28 International Monetary Fund (IMF) 2012, Australia: Financial System Stability Assessment, IMF
Country Report No. 12/308, IMF, Washington DC, November.
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depositors in the form of lower deposit interest rates or higher fees. This would be the
case even if there was no need to activate the FCS. By contrast, the current ex post
funding only imposes a cost on industry if the guarantee is needed.

The Inquiry would value views on the costs, benefits and trade-offs of the
following policy options or other alternatives:

* No change to current arrangements.

*  Modify the FCS, possibly including simplification, lowering the insured
threshold or introducing an ex ante fee.

The Inquiry seeks further information on the following areas:

»  What measures could be taken to simplify the FCS with minimal burden on
industry, while still ensuring the effectiveness of the scheme?

* What is an appropriate threshold for the FCS guarantee of deposits?

Ring-fencing

Following the GFC, several major jurisdictions introduced or proposed significant
structural reforms to their banking sectors through ring-fencing. The goal of
ring-fencing is to ‘carve out’ specific financial activities to protect them from other
activities that are less critical to economic activity — and are likely to be riskier. This
might involve separating commercial banking from investment banking, or insulating
domestic operations from risks in offshore activity. There is no one way to implement
ring-fencing, with approaches differing by country (Box 5.1).

Such measures help address the costs of too-big-to-fail institutions in three ways:

1. Although all parts of a bank may collectively be too-big-to-fail, each individual part
may not be. This is not a matter of size — the complexity of an institution also
affects whether it is possible to resolve in an orderly fashion. A simpler internal
bank structure, where core activities are already separate, would make resolution
easier.

2. Although there may be a political and economic imperative to provide government
support to core services, such as access to retail deposits, this is less likely to be the
case for investment banking activities. Ring-fencing can allow Government greater
ability to limit support to only the core aspects of the business, reducing the
associated perceived implicit guarantee.
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3. By separating different types of activities, an institution’s approach to risk appetite,
including remuneration structures which affect risk taking, may become more
appropriately aligned to those activities.

Ring-fencing in Australia

Currently, the share of Australian banks’ balance sheets used for investment banking
activities, and the extent of proprietary trading, is lower than in many other
jurisdictions.?? Among other things, this could reflect a lack of retail competition that
makes “plain vanilla” banking profitable without the need to take on riskier business,
or relative returns to investment banking in Australia being low.

Ring-fencing would come at a cost. Of the measures discussed in this section, it is
likely to be the most burdensome. It involves costs to institutions of restructuring,
ongoing efficiency costs through reduced diversification benefits, and may introduce
barriers to foreign entrants and limit Australian banks’ ability to expand
internationally.

The United Kingdom Treasury estimates ring-fencing United Kingdom institutions
will involve a transition cost of around £3 billion, with ongoing costs of around

£420 million to £1.9 billion per annum (0.04 to 0.16 per cent of United Kingdom GDP).
Efficiency can also be a casualty, as firms are forced into a corporate structure other
than what they would choose if not constrained. However, the estimated net present
benefit of the United Kingdom reforms is £114 billion through reduced probability and
severity of future financial crises.30

Unlike in the United Kingdom, the mixture of retail and investment banking in
Australia is more limited. This means the immediate costs and benefits of such a policy
may also be more limited. That said, introducing ring-fencing now could assist in
avoiding future issues if banks were to move more into riskier activities. For example,
banks may move into riskier investment bank activities searching for higher returns, as
increased competition or other factors make safer lending less profitable.

Although implementing ring-fencing now would be costly, it would be less costly than
if it were introduced at a time when banks were engaged significantly in both
ring-fenced and other activities.

29 IMF data show that in 2012 the share of bank income from trading activities was 4.6 per cent
in Australia, 27.3 per cent in Germany, 15.3 per cent in the United Kingdom and 6.2 per cent
in the United States. Australian Financial Markets Association (AFMA) and Australian
Bankers” Association (ABA) 2012, Joint ABA and AFMA response to the Fundamental Review of
the Trading Book, 7 September, also states that countries like Australia have “less complex
trading books, compared to European or North American jurisdictions”.

30 HM Treasury 2013, Impact Assessment: Financial Services (Banking Reform) Bill, July 2013.
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It is worth noting that Australia had a type of de facto ring-fencing before the 1990s,
when the major banks each had separate trading bank and savings bank arms, but
Government policy during deregulation removed that distinction.

The Inquiry seeks views on whether ring-fencing could be of net benefit to Australia
and, if so, what model of ring-fencing would best suit our conditions. In particular:
what types of activity should be “inside” the fence and what should not; and how “high’
should the fence be — that is, how strongly should activities be separated?

The Inquiry would value views on the costs, benefits and trade-offs of the
following policy options or other alternatives:

* No change to current arrangements.

* Ring-fence critical bank functions, such as retail activities.

The Inquiry seeks further information on the following areas:

 Is there a case for introducing ring-fencing in Australia now, or is there likely to
be in the future?

» If ring-fencing is pursued, what elements should be protected and from what
risks? For example, should deposit-taking functions be protected from
proprietary trading. Is one of the models used overseas appropriate for
Australia?

* How ‘high’ should any ring-fence be? Do ring-fenced activities need to occur in
entirely separate financial institutions, or could they be part of a group structure
that has other business activities? Within a group, what level of separation
would be necessary?

» Are there ways to achieve the same benefits as ring-fencing without the costs of
structural separation?
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Box 5.1: International approaches to ring-fencing

United States — The ‘Volcker rule’

The Volcker rule aims to reduce banks” exposure to speculative investments that
could put depositor funds at risk. It does this by prohibiting banks (including
foreign banks) from engaging in proprietary trading. They cannot buy or sell assets
for speculative reasons for the bank’s own purposes — only on behalf of a client —
but they can still undertake hedging activity to manage their risks. The Volcker rule
also prohibits banks from investing in hedge funds and private equity funds.

United States — Glass-Steagall Act

Operating prior to the GFC, for most of the 20th century the Glass-Steagall Act
required that commercial banks and investment banks be separate entities. Its goal
was to protect deposits in commercial banks from being exposed to the riskier
activities conducted by investment banks. This provision of the Act was repealed
in 1999.

United Kingdom — Vickers

Following the Independent Commission on Banking (the Vickers report), the
United Kingdom is in the process of introducing ring-fencing of United Kingdom
banks’ core activities, ensuring that core services can continue, even if the risky
parts of the business get into difficulty. This requires core financial services, such as
retail deposits and overdrafts, to be placed in a separate subsidiary within a holding
company, ring-fenced from any securities trading and other risky activities.
Ring-fenced subsidiaries must be separately capitalised, with each meeting the
regulator’s capital and liquidity requirements, and should be legally, financially and
operationally independent.

European Union — Liikanen

Current proposals in the European Union ban proprietary trading and, potentially,
separate particular trading activities from deposit-taking entities. This draws on
recommendations in the Report of the European Commission’s High-level Expert
Group on Bank Structural Reform (the Liikanen report). Hedging, trading on behalf
of clients and trading for cash management purposes would still be allowed. If the
regulator required a function to be separate, the function would need to be legally
and operationally distinct from the rest of the bank.
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Systemic risk

The GFC highlighted that focusing on the soundness of individual institutions,
without stepping back to consider the overall financial system, is not sufficient to
ensure financial stability. Externalities and spill-over effects can mean that, even where
an individual institution’s capital, risk exposure and liquidity look sound, systemic
risks can be building up. Yellen described it as “akin to caring for an entire ecosystem
rather than individual trees” 3!

The issue is that, if a regulatory system is primarily focused on institutions, it can be
hard to both monitor and respond to systemic risk. This is particularly true when data
on institutions outside the prudential regulatory perimeter is scarce. Australia’s
regulatory framework deals with this issue by being designed to enable a focus on the
system as a whole, yet allowing for tools to be applied to individual institutions to
achieve systemic goals.

Preliminary assessment

Monitoring

APRA, the RBA and ASIC have a well-established system for monitoring systemic risk
in Australia.3? APRA considers system-wide issues as part of its approach to
supervising financial institutions. The RBA complements this with its own analysis of
the financial system, with an eye to emerging systemic risks. The two agencies
coordinate and share their analysis with each other and other agencies through the
CFR, as well as through day-to-day contact between the agencies. The RBA’s
semi-annual Financial Stability Reviews make this analysis available to the broader
public. ASIC’s monitoring of FMI and non-prudentially regulated financial service
providers contributes to identifying systemic risks outside the prudential perimeter.

APRA’s mandate for pursuing financial system stability was codified in the 2006
amendment to the APRA Act, which required the regulator “to promote financial
system stability in Australia”. The RBA takes its mandate to promote financial stability
as implied under the Reserve Bank Act 1959. Financial stability is also explicitly

31 Yellen, ] 2009, Linkages between Monetary and Regulatory Policy: Lessons from the Crisis,
presentation to the Institute of Regulation & Risk, North Asia, November, Hong Kong.

32 International Monetary Fund (IMF) 2012, Australia: Financial System Stability Assessment, IMF
Country Report No. 12/308, IMF, Washington DC, November.
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included in the Statement on the Conduct of Monetary Policy agreed between the
Treasurer and the Governor of the RBA, most recently in October 2013.3

Significant reforms to improve the transparency of over-the-counter (OTC) derivatives
since the GFC strengthen the monitoring of these instruments. Uncertainty about the
derivatives exposures of institutions in the GFC negatively affected market confidence,
increased perceptions of counterparty risk and made resolution of institutions with
large derivatives books difficult. Reforms have included work to: standardise OTC
derivative contracts; mandate that some OTC derivatives be traded on platforms and
cleared through central counterparties; and record transactions on trade repositories.

As markets continue to develop, financial and technological innovations are emerging
rapidly. These developments result in new products and services to enable consumers
to manage and conduct their financial activities. Allowing activity outside regulatory
perimeters encourages innovation and competition. However, new products can bring
new risks. This was highlighted by the GFC, where the proliferation of new and
complex asset-backed securities structures, such as collateralised debt obligations,
contributed to risk transparency problems in the United States.

History tells us that the next financial crisis never looks quite like the last.3* It is not
possible to know for certain where systemic risks will arise; however, it is perhaps
more likely that they will emerge outside the prudentially regulated part of the
financial system, such as in the shadow banking sector, where oversight is more
limited. It is therefore important that monitoring arrangements are adequate for
identifying risks wherever they might develop. This will require regulators to have
adequate access to data.3>

Global regulators have expressed their concern about the increasing use of shadow
banking and its potential to generate systemic risks.3¢ The CFR recently considered
developments in shadow banking in Australia, concluding that risks to stability
remain limited. This is consistent with the size of the shadow banking sector as a share
of financial sector assets declining substantially since the GFC (Chart 5.2). However,
the CFR still recommended ongoing monitoring of emerging risks outside the
perimeter.

33 RBA and Treasury 2013, Statement on the Conduct of Monetary Policy, 24 October 2013.

34 Edey, M 2011, Basel III and Beyond, speech to Basel III Conference, 24 March, Sydney.

35 See the Regulatory architecture chapter for discussion of regulator data access.

36 The FSB has a workstream focused on the shadow banking sector — see Financial Stability
Board (FSB) 2013, Global Shadow Banking Monitoring Report 2013, FSB, Basel.
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Chart 5.2: Shadow banking sector®@
Share of financial system assets, end December

Per cent Per cent
14 1 14
12 1 12
10 1 10
8 18
6 16
4 14
2 12

2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013

(a) Based on the FSB’s definition of ‘broad’ and ‘narrow’ estimates of shadow banking. Estimate excludes
assets that are part of prudentially-regulated banking groups and assets related to equity trusts and
self-securitisation.

Sources: ABS, APRA, RBA.

Current tools to address systemic risks are mostly applicable within the prudential
perimeter, as discussed in the next section. This could be problematic if such risks are
identified in other parts of the financial system, since the most effective way to manage
these risks may be to subject the relevant institutions or activities to heightened
regulatory and supervisory intensity. This is a gap in the current arrangement.

Macroprudential powers

Observation

A number of jurisdictions have implemented new macroprudential toolkits to assist
with managing systemic risks. The effectiveness of these for a country like Australia
is not yet well established, and there are significant practical difficulties in using
such tools.

In conducting prudential policy, APRA has an eye to both the soundness of individual
institutions and the financial system more broadly. APRA’s existing prudential tools to
deal with emerging systemic risks include supervising particular institutions or lines
of business more intensively, and changing capital or other prudential requirements
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for individual institutions. As part of the Basel IIl implementation, APRA can also
activate a counter-cyclical capital buffer for the whole deposit-taking industry.

Communication is important as it can mould risk perceptions and affect risk-taking
behaviour.?” In normal times, the RBA primarily relies on its public communications —
such as speeches and the semi-annual Financial Stability Review — to highlight its
concerns about any build-ups in systemic risk and potentially shape the expectations
and actions of other parties. The RBA also takes any such risks into consideration in
formulating monetary policy. In addition, in a crisis, the RBA can supply the financial
system with liquidity and is the lender of last resort.

Unlike some other jurisdictions, Australia has not explicitly introduced
macroprudential tools in the wake of the GFC.38 These tools are designed to address
build-ups of systemic risk. They are typically applied in a counter-cyclical fashion at a
system-wide level, rather than tailored to different institutions. Often, they take the
form of limits on loan-to-value ratios (LVRs) in mortgage lending and maximum
debt-servicing-to-income ratios.

Another example is the provision in Basel III to allow time-varying capital
requirements for banks. This builds up capital in good times which can be run down
during stress periods. This is similar to the dynamic provisioning used by countries
such as Spain before the GFC, where banks build up larger provisions for impaired
assets during good times, in recognition that regular provisioning under international
accounting rules often does not reflect the actual experience in a downturn.

Some studies suggest that these tools can be of benefit in the right circumstances.®
Their purpose is to manage systemic risks by, for example, curbing the excesses in
asset price inflation, risk appetite or credit growth. In doing so, they aim to limit the
incidence and severity of financial crises in the future. However, the RBA’s submission
notes that evidence on the effectiveness of such tools is still limited, especially on their
application in advanced economies.

37 Australian Prudential Regulation Authority (APRA) and Reserve Bank of Australia (RBA)
2012, Macroprudential Analysis and Policy in the Australian Financial Stability Framework, APRA
and RBA, Sydney.

38 Aside from the counter-cyclical capital buffer contained in Basel IIL

39 Lim, C, Columba, F, Costa, A, Kongsamut, P, Otani, A, Saiyid, M, Wezel, T and X Wu 2011,
Macroprudential Policy: What Instruments and How to Use Them? Lessons from Country
Experience, IMF Working Paper WP/11/238, IMF, Washington DC.
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There are practical difficulties to using macroprudential tools.*°

* Deciding when to use macroprudential tools involves identifying unsustainable
trends such as asset price or credit bubbles and build-ups of risk in the financial
system. Although the problem is usually obvious in hindsight, identifying these
trends ex ante has proven extremely difficult for regulators, central banks and
investors globally.

* In many ways, the macroprudential tools being proposed and implemented today
are not too different from the quantitative restrictions used in Australia prior to
financial deregulation in the 1980s. That experience showed that such restrictions
can have large negative effects on efficiency and cause financial activity to move to
the unregulated part of the system; for example, the shadow banking sector.

* Many macroprudential tools are focused on the housing market, such as LVR caps,
but will have little effect on other possible sources of systemic risk. Having the right
tools to address all potential sources of risk would require granting a substantial
degree of power to the responsible regulator.

*  Whereas monetary policy is relatively transparent and predictable, with a clearly
articulated target, the targets of macroprudential policy are more numerous and
less clearly defined. This makes it harder for the public to predict the use of these
tools, adding additional uncertainty to the financial system. It may also send
conflicting policy signals; for example, if monetary policy is being loosened while
maximum LVR ratios are being lowered.

40 RBA 2014, First round submission to the Financial System Inquiry, contains a fuller
discussion of some of the difficulties with operationalising these kinds of macroprudential
tools.
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Box 5.2: Macroprudential tools in other countries

Approaches to using macroprudential powers vary significantly among countries. In
some instances they are used by countries as a substitute for independent monetary
policy — often the result of a managed exchange rate regime.

Approaches include:

Authorities in Singapore have focused on measures to limit house price inflation.
These include mortgage LVR caps, mortgage tenure restrictions, increased
property stamp duty and increased land allocated to residential development.*!

The Reserve Bank of New Zealand (RBNZ) has identified four macroprudential
tools that it may use: the (Basel III) counter-cyclical capital buffer; adjustments to
the minimum core funding ratio; sectoral capital requirements; and restrictions
on high-LVR residential mortgage lending.2 Concerned that the housing markets
posed a growing threat to financial stability, in 2013 the RBNZ restricted the
portion of banks” new residential mortgage lending that could have an LVR
greater than 80 per cent.

In the United Kingdom, the Financial Policy Committee (FPC) can issue
directions on sectoral capital requirements and set the counter-cyclical capital
buffer, and has asked for the power to impose a time-varying leverage ratio.® It
can recommend other changes to the United Kingdom Treasury or other
regulators to address systemic risks, including changes to regulation such as
when existing rules are out of date or activity has moved beyond the regulatory
perimeter.

China has intensive state involvement in the financial sector, both through
state-owned banks and its regulatory regime. Authorities use caps on LVRs, credit
growth ceilings, counter-cyclical capital requirements, reserve requirements, taxes
and property ownership limits.4

41

42

43

44

Menon 2013, Securing Price Stability as Singapore Restructures, address to Asian Bureau of
Finance and Economics Research Opening Gala Dinner, 21 May, Singapore.

RBNZ 2014, Macro-prudential policy — FAQ, RBNZ, Wellington, viewed 18 June 2014,
<http:/ /www.rbnz.govt.nz/financial_stability /macro-prudential_policy/5163689.html >.
Bank of England (BoE) 2013, Macroprudential policy at the Bank of England, Bank of England
Quarterly Bulletin, Quarter 3, BoE, London.

Lim, C, Columba, F, Costa, A, Kongsamut, P, Otani, A, Saiyid, M, Wezel, T and X Wu 2011,
Macroprudential Policy: What Instruments and How to Use Them? Lessons from Country
Experience, IMF Working Paper WP/11/238, IMF, Washington DC.
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Policy options for consultation

Assess the prudential perimeter

Along with needing to identify risks outside the prudential perimeter, regulators must
also be able to respond to those risks. In the current system, where the majority of the
tools available to address systemic risks reside with APRA, and can only be applied
within the prudential perimeter, this may be problematic. The Inquiry welcomes
stakeholder views on the most appropriate way to ensure such risks can be managed.

One option would be to allow for some permeability of the prudential perimeter. That
is, on the rare occasion a systemic risk is identified outside the prudential perimeter,
some mechanism allows for affected institutions or activities to be brought within
APRA’s remit and subjected to more intensive regulation and supervision. This may
include when an institution or activity becomes of such size, interconnectedness,
complexity or market importance that it poses a risk to overall system stability.*>

Currently, legislation must be passed to enact such a change. This has the advantage of
strong accountability, but can also take a significant amount of time. A more timely
option could be to allow the appropriate Minister to designate institutions or activities
to be brought into APRA’s purview, on systemic risk grounds, on advice from the RBA
or CFR. This may be advantageous if significant delays in addressing the risk may let it
build up further. Any such mechanism would need a high threshold for activation,
with clear processes to ensure accountability for the decision.

Heightened regulatory and supervisory intensity for activities that pose systemic risk
is not out of step with international practice. Some jurisdictions are setting thresholds
for defining systemically important institutions. The Dodd-Frank Act authorises the
Financial Stability Oversight Council to issue rules to require prudential supervision of
systemically important non-bank entities or FMI entities.

45 For example, see the proposals in Financial Stability Board (FSB) 2014, Assessment
Methodologies for Identifying Non-Bank Non-Insurer Global Systemically Important Financial
Institutions, consultative document, FSB, Basel.
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The Inquiry seeks views on the costs, benefits and trade-offs of the following
policy options or other alternatives:

* No change to current arrangements.

» Establish a mechanism, such as designation by the relevant Minister on advice
from the RBA or CFR, to adjust the prudential perimeter to apply heightened
regulatory and supervisory intensity to institutions or activities that pose
systemic risks.

The Inquiry seeks further information on the following areas:

* Is new legislation the most appropriate mechanism to adjust the prudential
perimeter to respond to systemic risks, or could a more timely mechanism be of
benefit? What alternative mechanisms could be used?

*  What accountability processes would be necessary to accompany any new
mechanism?

* What criteria could determine when an institution or activity was subject to
heightened regulatory and supervisory intensity?

Additional macroprudential powers

APRA and the RBA have argued on a number of occasions that APRA’s existing
toolset is adequate to undertake macroprudential supervision.#¢ APRA has the ability
to vary its intensity of supervision, prudential standards and capital requirements
through the economic cycle. Although APRA has not publicly stated under what
circumstances it will use it, the counter-cyclical capital buffer enshrined in Basel III is
also available. The RBA does not have specific macroprudential tools in the traditional
sense, but it does extensively use public communications to address concerns and
manage particular risks.

46 See Australian Prudential Regulation Authority (APRA) and Reserve Bank of Australia
(RBA) 2012, Macroprudential Analysis and Policy in the Australian Financial Stability Framework,
APRA and RBA, Sydney; Ellis, L 2012, Macroprudential Policy: A Suite of Tools or a State of
Mind?, speech to Paul Woolley Centre for Capital Market Dysfunctionality Annual
Conference, 11 October, Sydney; and Edey, M 2012, Macroprudential Supervision and the Role of
Central Banks, remarks to the Regional Policy Forum on Financial Stability and
Macroprudential Supervision, 28 September, Beijing.
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For two decades, Australia has effectively navigated systemic risk without the kinds of
tools being introduced in some countries. Although there is no guarantee this will
always be the case, Australia should be cautious regarding unproven tools while
empirical evidence of their effectiveness remains limited.

The Inquiry would value views on the costs, benefits and trade-offs of the
following policy options or other alternatives:

* No change to current arrangements.

* Introduce specific macroprudential policy tools.

The Inquiry seeks further information on the following areas:

* Are there specific macroprudential tools that Australia should adopt to manage
systemic risk?

* What agency or agencies should have these macroprudential tools?

Stress testing

In its recent Financial Sector Assessment Program, the IMF recommended that
Australian regulators enhance their stress-testing capabilities. In particular, that APRA
devotes more resources to stress testing and the RBA develops the capability to
undertake in-house macroeconomic stress tests.

A number of other jurisdictions make extensive use of stress testing. In some cases,
such as in the United States, stress tests are a key input into supervision, helping to
assess institutions” compliance with prudential standards. Enhanced capabilities could
aid APRA in supervising institutions, and assist both APRA and the RBA in
monitoring systemic risk. Given the differences in their mandates and areas of focus,
having both agencies conduct independent stress tests would provide a useful check
and balance on the process. It would also encourage cross-agency discussion and
deeper analysis to understand any differences in outcome.

However, robust stress testing has a resource cost for both regulators and industry.
During stress testing, industry participants are typically required to provide data or
respond to questions — some large banks involved in United States and European
Union stress tests reported up to 100 staff members being used in the process.#” Stress

47 Moody’s 2013, Stress Testing: European Edition, Risk Perspectives, vol. 1, September, Moody’s
Corporation, New York.
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testing is likely to be on the lower end of the cost spectrum compared to other options
for improving financial stability.
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Box 5.3: A high-level scenario analysis

The FSI Secretariat, in conjunction with the Treasury and the RBA, conducted a
qualitative scenario analysis as a simple stress test. The test was a useful tool to
examine systematically, at a high level, the effect of several hypothetical financial
shocks on the financial system. It did not examine the robustness of individual
institutions’ balance sheets to these shocks or the adequacy of capital.

This work suggested that financial and economic shocks would have to be severe,

and several would need to occur at once, to threaten the viability of the Australian
financial system. This is similar to the conclusions made by APRA and the IMF in

2012 when they performed their own stress tests of the banking system.*8

The exercise found:

* A prolonged and pronounced deflation in housing prices would have a direct
effect on the capital adequacy of the banking system, impairing the ability of
banks to intermediate funds and leading to a large economic adjustment. Weaker
economic outcomes could lead to a further deterioration of bank balance sheets,
which would exacerbate already impaired bank lending conditions.

* A severe shock to international financial markets that reduces or removes access
to foreign funding for Australian financial institutions would sharply increase the
interest rates on bank lending and significantly reduce bank lending across the
economy. This would in part be offset by an easing in monetary policy. Weaker
economic outcomes could increase non-performing loans and deteriorate banks’
asset quality, which would further increase the cost, and reduce the availability,
of credit.

* An offshore growth shock from a large trading partner would largely have an
indirect effect on the financial system — weaker economic outcomes could lead
to an increase in non-performing loans and a deterioration of bank balance
sheets. The magnitude of the effect would depend largely on the degree to which
financial imbalances had built up prior to the shock.

48 See the following publications: International Monetary Fund (IMF) 2012, Australia: Financial
System Stability Assessment, IMF Country Report No. 12/308, IMF, Washington DC, and
Laker, ] 2012, The Australian banking system under stress — again?, AB+F Randstad Leaders
Lecture 2012, 8 November, Brisbane.
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Box 5.3: A high-level scenario analysis (cont.)

The scenarios considered mainly affected the financial system in two dimensions:
through access to and management of liquidity and through compromising the
capital base of the banks. However, many of the regulatory measures put in place
since the North Atlantic financial crisis, as well as some of the measures and
mechanisms financial institutions have implemented themselves, have served to
increase the resilience of the financial system to shocks since the GFC.

Implementation of international prudential
frameworks

Australia is an active member of many international policy and standard-setting
bodies, including the FSB, BCBS and IAIS. Using these positions, Australia has been
successful in influencing international standards to be broadly appropriate for the
domestic environment.

As a global benchmark, the Basel framework is not designed to the particular
circumstances of any one country. It is designed to apply a common minimum to a
broad range of countries with different financial systems. A number of submissions,
including from APRA, note that Australia has decided on a stricter approach to
calculating capital ratios than the Basel III baseline. Further, in the case of capital
requirements and the liquidity coverage ratio, APRA is implementing changes faster
than a number of other countries.

Submissions raise three concerns, which are assessed in this section:

1. More conservative capital definitions mean that Australian banks use more equity
funding than overseas peers, placing Australian banks at a competitive
disadvantage.

2. Differences in capital definitions reduce transparency and make it difficult to
compare capital ratios in Australia to those overseas. This can make Australian
banks seem less sound than they really are.

3. Faster implementation of Basel requirements puts Australian banks at a

competitive disadvantage in overseas markets, until other jurisdictions complete
their own implementation.
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Preliminary assessment

Observation

Australia has implemented some aspects of global prudential frameworks earlier
than a number of jurisdictions. It has also used national discretion in defining capital
ratios. When combined with other aspects of the prudential framework and
calculated on a consistent basis, Australian banks” capital ratios (common equity

tier 1) are around the middle of the range relative to other countries. However,
differences such as those in definitions of capital do limit international
comparability.

Capital requirements

Prudential frameworks have many different aspects, making it difficult to compare the
relative strictness of one regime to another. Table 5.1 shows a number of these different
settings for a variety of countries; in general, Australia is in line with the Basel
framework minimum requirements, while a number of countries have higher
requirements. On this basis, Australia’s overall framework does not seem to require
excessive capital levels.
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Submissions raise concerns that Australia’s approach to calculating capital ratios leads
to Australian banks requiring higher levels of equity funding than international peers.
In fact, banks” actual capital ratios do not appear excessively high, including when
compared to countries at a similar level of financial development (Chart 5.3).

Chart 5.3: Global distribution of banks’ actual capital ratios®
As at end June 2013

(a) Calculated on a consistent basis across countries by the BCBS. The sample includes 102 Group 1
banks - those with at least €3 billion in tier 1 capital and that are internationally active - from 21 BCBS
countries.

Source: BCBS.

A recent BCBS review of Australia’s implementation of the Basel framework identified
27 areas in which APRA’s implementation, taking advantage of national discretions,
was more conservative than the Basel baseline.4> However, Australia was also less
conservative than the baseline in several areas. Similar reviews for China, Brazil and
Canada identified 17, 20 and 7 areas respectively that were more conservative.? These
are not the same areas as Australia (or each other), making comparison difficult.
Switzerland and Singapore were “super equivalent’ to the Basel framework through
setting higher capital ratios rather than through stricter capital definitions.
Unfortunately, these BCBS reviews currently cover only a limited number of countries.

49 Bank for International Settlements (BIS) 2014, Regulatory Consistency Assessment Program
(RCAP) Assessment of Basel 111 Regulations — Australia, BIS, Basel.

50 Bank for International Settlements (BIS) 2013, Regulatory Consistency Assessment Program
(RCAP) Assessment of Basel 11l Regulations — China, BIS, Basel, BIS 2013, Regulatory Consistency
Assessment Program (RCAP) Assessment of Basel III Regulations in Brazil, BIS, Basel and BIS
2014, Regulatory Consistency Assessment Program (RCAP) Assessment of Basel 111 Regulations —
Canada, BIS, Basel.
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Differences between capital ratios internationally are also driven by diversity in
minimum capital requirements, leverage ratios, additional capital requirements for
systemically important banks and regulator-imposed non-public capital requirements.
Calculating what is required in Australia compared to other jurisdictions is therefore
very difficult.

The BCBS collects data on bank capital ratios on a consistent basis among its member
countries. These data show that Australian banks are roughly ‘middle of the pack” in
terms of common equity tier 1 capital ratios when calculated on this basis. Given that
banks in many countries are still raising capital to meet incoming Basel standards,
Australia’s prudential framework does not seem to require excessive capital levels.

International comparability

Some submissions are concerned that calculation differences make Australian banks’
capital ratios appear lower than if they had been calculated under many other
jurisdictions” implementation of the Basel rules. The exact magnitude of this difference
is uncertain. It will vary by balance sheet composition and the comparator jurisdiction.
Table 5.2 shows how Australian bank common equity tier 1 capital ratios change when
self-calculated in an ‘internationally harmonised” fashion — essentially, trying to adopt
the Basel framework with minimal discretionary changes. These self-calculated capital
ratios are higher than those calculated by the BCBS (Chart 5.3), but still fall around the
middle of the range relative to other countries.

Table 5.2 Common equity tier 1 capital ratios
In 2013 bank annual reports

APRA capital ratio Self-reported Difference
internationally
harmonised capital
ratio
ANZ 8.5% 10.8% 2.3%
CBA 8.2% 11.0% 2.8%
NAB 8.4% 10.3% 1.8%
WBC 9.1% 11.6% 2.5%
Memo: APRA 8.3% 10.2% 1.9%
submission
Memo: CBA 8.5% 11.4% 2.9%
submission

Sources: APRA submission to the Inquiry, CBA submission to FSI, bank annual reports.

The difficulty in calculating consistent capital ratios lends weight to claims that
international investors do not make such comparisons. The differences may be to the
detriment of Australian banks, as they result in reported capital ratios appearing lower
than if they had been calculated in some other countries. Although some Australian
banks publish internationally harmonised ratios, as in Table 5.2, they argue that
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investors are sceptical of their accuracy.” In addition, where banks are issuing debt
that contains “triggers’ based on their capital ratio, Australian banks may be seen to
have less of a buffer above the trigger. This may raise the costs of issuing such
instruments.

Implementation schedule

The Basel III capital ratio requirements will be fully implemented in Australia by the
start of 2016, while the Liquidity Coverage Ratio (LCR) will start in full in 2015. This is
sooner than in many other jurisdictions, which are phasing the new requirements in
over a longer period. Submissions argue that implementing these requirements ahead
of other countries places Australian banks at a competitive disadvantage during the
transition.

Australia is not the only jurisdiction adopting Basel III without the extended
transitional phase-in period. Other countries with strong financial systems, including
Canada, New Zealand, Singapore and some of the Nordic countries, are also requiring
full compliance before the end of 2019, the allowable transition period.

In addition, Australia’s major banks are well placed to meet the new capital
requirements.5? This reflects both that Australian banks have been building up capital
in anticipation of the incoming requirements, and that the capital requirements were
not significantly higher than banks’ existing capital levels. Compared to some
jurisdictions, such as particular European nations where post-GFC bank capitalisation
was very low, Australia had less need to use extended phase-in periods.

Early implementation can have a cost to the extent that it requires Australian banks to
move to more expensive capital funding earlier than they might otherwise have and
faster than their international peers. RBA Governor Stevens noted it is important to
take advantage of the current good macroeconomic environment to build capital, as it
will not last forever: “This is a reason to go faster, rather than slower, in accumulating
capital to higher minima, while one can” .5

51 Internationally harmonised capital ratios aim to recalculate the banks’ capital ratio as if the
bank were subject to the “baseline’ Basel rules (with no national discretion applied) or subject
to the rules in another specific country.

52 APRA 2013, “‘ADI Industry Risks’, APRA Insight, issue 2 notes that: “Having strengthened
their capital positions over recent years in response to market expectations and in
anticipation of higher Basel Il requirements, all ADIs already meet this minimum
requirement, with current CET1 ratios above 7 per cent”.

53 Stevens, G 2014, Financial Regulation: Some Observations, speech to Federal Reserve Bank of
San Francisco’s Symposium on Asian Banking and Finance, 10 June, San Francisco.
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For liquidity standards, Australia arguably does not need a phase-in period because of
the Committed Liquidity Facility (CLF) that was introduced to account for the low
levels of Government debt in Australia. The CLF effectively allows easier compliance
with the LCR and is not available in most other countries. However, banks will be
required to demonstrate to APRA that they have taken ‘all reasonable steps’ to meet
the LCR through their own balance sheet management, before relying on the CLF for
this purpose. Moreover, the majority of global internationally active banks already
meet the LCR requirement.

Policy options for consultation

Calibrate the prudential framework

The Inquiry considers it appropriate for Australia to maintain its compliance with
global standards, such as the Basel framework for banking.5* There would be
significant costs to Australia if it did not materially adopt the minimum standards set
out in these agreements, including:

* Australia’s reduced integration with the international financial system
* Reduced ability to influence future global standards
* Less international comparability

* Australia being seen as more risky, potentially raising financial institutions’
funding costs

* Opportunities for overseas regulators to impose more restrictive requirements on
Australian financial institutions than at present, to compensate for a lack of
regulatory comparability

Historically, Australia has taken a stronger approach to financial stability than
required under global standards. This contributed to the robustness of the Australian
financial system during the GFC, relative to North Atlantic countries, and to an
international reputation for a sound system. Since then, global efforts to improve
financial stability have resulted in stronger frameworks and requirements in many
other countries than was previously the case — and some increase in Australia’s
requirements.

54 Australia may adopt international standards through Government commitments, legislation,
domestic standard setting, and regulator rules and guidance.
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Starting from the premise that, at a minimum, Australia’s prudential framework
should be consistent with the global median, the Inquiry seeks stakeholder views on
where Australia should aim to sit on the global financial stability spectrum given these
global changes.

At one end of the spectrum, Australia may be comfortable with where the global
settings have settled and see no need to go beyond this standard for its prudential
framework. At the other end, Australia may want to be above the global median,
particularly where there are clear Australian policy reasons for lifting the bar; for
example, Australia is a capital importing nation and a stronger system may help assure
international investors that Australia is a safe and attractive investment destination.

The weight of evidence suggests that having a more conservative approach to
prudential requirements in the past has not placed Australian banks at a significant
competitive disadvantage.

* Historically, where the gap between Australia’s approach to capital and those in
large economies such as the United States and United Kingdom was much greater,
Australian banks were profitable.

* To the extent that Australian banks are at a competitive disadvantage from being
more conservative than the rest of the world, this should have decreased with
Basel III, which closes the gap between requirements in Australia and those in
several major markets.

* Opverseas bank branches operating in Australia do not comply with Australian
capital requirements. Evidence does not suggest overseas branches are more
competitive in Australia.

In addition, a growing body of work suggests that the social costs to higher bank
equity funding are smaller than is often presumed. The argument is broadly that better
capitalised banks are less risky, lowering the cost of wholesale debt and deposit
funding.% Further, although equity may be more privately expensive to banks, this is
affected by the different tax treatment of debt and equity funding.5 Thus, from
society’s perspective, which accounts for the foregone tax revenue from debt funding,
equity may not be so expensive.

55 See for example Admati, A and Helwig, M 2013, The Bankers’ New Clothes: What’s Wrong with
Banking and What to Do about It, Princeton Press, Princeton NJ, and Babihuga, R and
Spaltro, M 2014, Bank Funding Costs for International Banks, IMF Working Paper WP/14/71,
IMF, Washington DC.

56 This difference is possibly less pronounced in Australia, however, due to the dividend
imputation system — see the Funding chapter for further discussion.
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The Inquiry would value views on the costs, benefits and trade-offs of the
following policy options or other alternatives:

* No change to current arrangements.
* Maintain the current calibration of Australia’s prudential framework.

» Calibrate Australia’s prudential framework, in aggregate, to be more
conservative than the global median. This does not mean that all individual
aspects of the framework need to be more conservative.

The Inquiry seeks further information on the following area:

Is there any argument for calibrating Australia’s overall prudential framework to be
less conservative than the global median?

International comparability of Australia’s prudential requirements

APRA’s approach to implementing parts of the Basel framework has been stricter than
the international standards imply. This reflects a tailoring of the regulatory capital
framework to, in APRA’s view, better reflect the capital adequacy of ADIs. The main
differences are stronger definitions of capital and floors for loss given default (LGD)
estimates for residential mortgage exposures under the internal ratings-based
approach to credit risk. APRA does not include certain capital items allowed under
Basel III that are not truly loss absorbing, as these were included to accommodate
weak banking systems in some jurisdictions. Australia has imposed LGD floors as
historical data on losses used to calculate risk weights may not reflect a true downturn,
given Australia has not had a major recession in two decades.

A number of submissions note that these differences can create difficulties for
Australian banks; for example, making them appear less well capitalised than their
international peers, even where there is no real difference. A lack of transparency
could prove a disadvantage in funding markets, particularly where an instrument has
a trigger based on a bank’s capital ratio. However, banks can and do publish
internationally harmonised capital ratios to account for the difference. One might
expect sophisticated international investors to be aware of differences in regulatory
approaches.

To avoid banks relying on “unofficial” internationally harmonised capital ratios, which
may not be seen as credible by international investors, robust, regulator-approved
ratios could be published. APRA and industry are currently working to develop
official reporting for this purpose. This would improve transparency at a relatively low
cost.
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A second option to improve transparency is to adopt the Basel framework for
calculating prudential ratios, without national adjustment.” APRA could then use its
discretion to set the headline capital ratio (or other prudential tools) at the level it felt
appropriate to achieve the desired level of system safety. Switzerland has taken this
approach, setting a much higher headline capital ratio for its medium-sized and large
banks.> This option would also address banks” concerns about capital ratio triggers in
some types of debt instruments, such as where the debt instrument converts to equity
when the official capital ratio falls below a specified threshold.

There are difficulties with such an approach. First, there is no ‘standard” Basel
framework to work off — all countries have implemented the framework in different
ways, and the framework includes scope for national discretion. Second, while it
would be possible for APRA to reduce its use of national discretion, this may lead to
rules that are less suited to Australia’s particular circumstances. Third, allowing banks
to include items in capital calculations that APRA deems to be significantly more
uncertain in value, or less loss-absorbing, than current capital would increase the
riskiness of the system and penalise more prudent banks that choose to hold larger
portions of high-quality capital.

The Inquiry would value views on the costs, benefits and trade-offs of the
following policy options or other alternatives:

* No change to current arrangements.

» Develop public reporting of regulator-endorsed internationally harmonised
capital ratios with the specific objective of improving transparency.

* Adopt an approach to calculating prudential ratios with a minimum of national
discretion and calibrate system safety through the setting of headline
requirements.

57 See, for example, CBA 2014, First round submission to the Financial System Inquiry.
58 Bank for International Settlements (BIS) 2013, Regulatory Consistency Assessment Programme
(RCAP): Assessment of Basel III regulations — Switzerland, BIS, Basel.
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The Inquiry seeks further information on the following areas:

* Would adopting a more internationally consistent approach to calculating capital
ratios materially change Australian banks” cost of accessing funding?

*  How would using minimal national discretion distinguish between prudent
banks that hold capital as currently defined and those that rely on less loss
absorbing capital?

*  How might APRA need to adjust minimum prudential requirements to ensure
system safety is not altered if using minimal national discretion in calculating
prudential ratios?

Corporate governance

Good governance is a vital part of any corporation, both within and beyond the
financial sector. The culture of an organisation, its appetite and its approach to
managing risk ultimately flow from the policies and practices set at the very top. The
rules and requirements set by regulators and internally within the institution will only
go so far; an organisation’s culture and risk appetite determine how an institution
responds to the spirit of the requirements and circumstances that are not addressed by
the rules.

Equally, weak corporate governance can have severe repercussions. This is particularly
true within the financial sector, where failures in governance and risk management can
have an effect on the entire financial system and broader economy. Overseas, financial
institution boards’ lack of understanding about the risks faced by their institutions,
and an absence of robust governance frameworks through which they could monitor
the risk-taking actions of management, were major contributors to the GFC.>° The
significant effect of the GFC on economic growth, employment and the financial
system in many countries underscores the importance of strong governance
frameworks.

59 G30 2012, Towards Effective Governance of Financial Institutions, G30 Special Report, G30
Working Group, Washington DC.
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Preliminary assessment

Observation

To contribute to the effectiveness of the financial system, sound corporate
governance requires clarity of the responsibilities and authority of boards and
management. There are differences in the duties and requirements of governing
bodies for different types of financial institutions and, within institutions,
substantial regulator focus on boards has confused the delineation between the role
of the board and that of management.

Importance in the financial industry

Reflecting the importance of corporate governance to all industries, standards and
requirements are placed on company boards and management from several sources.
The Corporations Act 2001 places a common set of requirements on all corporates to
provide a baseline for corporate governance, including that the primary duty of the
board is to the company. Listed entities are also subject to ASX’s corporate governance
standards, which aim to promote accountability to shareholders and maintain the
integrity of the market. The latter incorporate disclosure standards, including risk
management practices that assist shareholders and creditors assessing the risk appetite
and practices of the company.

In the financial industry, the relevant prudential Acts provide that insurer directors
and superannuation fund trustees place the interests of policyholders and members
ahead of those of shareholders. There are no equivalent provisions for ADIs under the
Banking Act 1959. Duties of governing bodies therefore differ across types of financial
institutions. The Inquiry invites further information from stakeholders on whether the
diversity of duties of governing bodies in different parts of the financial industry is
appropriate.

Corporate governance prudential standards, set by APRA, are common for ADIs and
insurers. These place requirements on the structure of boards and the independence of
directors. The respective standards for superannuation do not have structure or
independence requirements but do cover conflicts of interest. In 2013, the Government
released a consultation paper on how best to ensure an appropriate provision for
independent directors on superannuation trustee boards.® This included how
independence could be defined and the optimal board structure.

60 Commonwealth of Australian 2013, Better regulation and governance, enhanced transparency and
improved competition in superannuation, Discussion paper, Canberra.
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There is a sound public policy rationale for requirements and oversight in the financial
sector of corporate governance generally, and risk management specifically.! A
function of the financial sector is to transform and manage financial risk. This can
involve higher use of leverage, increasing the risk of stakeholders exposed to poor risk
management. Appropriate frameworks, which enable institutions to understand and
manage often complex risks, are crucial. Adequate reporting of these frameworks is
important in promoting market discipline and allowing investors to make informed
choices about the risks they take on.

Understanding and managing risk are particularly important, as excessive risk taking
has the potential to disrupt the entire financial system and economy. This was
evidenced during the GFC, demonstrating that, in the absence of good corporate
governance, the benefits of appropriate Government interventions can be high.

Internationally, where the impact of the GFC was greatest, regulators have taken a
strong approach to corporate governance in financial institutions. In a number of cases,
other jurisdictions have placed significantly more onerous requirements on
management and boards than in Australia. For example, in the United States, financial
institutions are prevented from making capital distributions if stress-tests reveal
weaknesses; in New Zealand the regulator can bring criminal cases against directors in
specific circumstances, including misleading disclosures in offer documents; and in
Europe, there are significant remuneration controls.

The role of boards and management

Ultimately, the board is accountable for the actions of the institution. Good corporate
governance across all industries involves clear and distinct duties performed by the
board and senior management. A board’s obligations are: overseeing, directing and
monitoring the performance of the company; approving and overseeing strategic
policies and frameworks, including for risk management; and satisfying itself that such
policies and frameworks are effective. Management is responsible for operational
day-to-day activities and implementing strategic policies and frameworks. Generally,
boards oversee what management implements. In the Inquiry’s view, although there is
a public policy case for specific corporate governance requirements on financial
institutions, there is no case for regulation to alter the delineation of responsibilities
between boards and management.

A number of submissions raise concerns that APRA’s requirements have become too
prescriptive and do not respect the appropriate division between the responsibilities of
the board and those of management. This includes where supervisory matters are

61 Tarullo, D 2014, Corporate Governance and Prudential Regulation, remarks at the Association of
American Law Schools 2014 Midyear Meeting, 9 June, Washington DC.
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referred by APRA directly to the board, which is often taken to imply the board itself
must take responsive action. Many industry participants believe the requirements
imply an excessive level of managerial ownership by the board and, in some cases,
overstate the board’s influence. Submissions argue that this diminishes boards” ability
to focus on governance and strategic direction, hampering their capacity to perform
their core functions.

This is not unique to Australia. Speaking in a United States context, Federal Reserve
Governor Tarullo noted:

“But it has perhaps become a little too reflexive on the part of regulators to jump from
the observation that a requlation is important to the conclusion that the board must
certify compliance through its own processes. We should probably be somewhat more
selective in creating the regulatory checklist for board compliance and regular
consideration”.2

Submissions and consultation also revealed discontent with the increased management
time and attention on governance and regulatory matters that require a number of
levels of review — including independent reviews requiring the appointment of
external consultants — adding to the cost of compliance.

Given the breadth of concern, the Inquiry invites further information from
stakeholders on where they specifically believe corporate governance requirements
unduly place managerial responsibilities on boards. Consultation to date suggests that
at least part of the issue appears to be uncertainty about APRA’s expectations of how
boards need to meet governance requirements.

Remuneration

Remuneration structures and policies are a specific aspect of corporate governance that
can materially affect the risks taken by the institution. In the lead-up to the GFC,
compensation practices around the world contributed to a culture of excessive risk
taking within firms, as short-term gains were rewarded with little regard for the
longer-term risks.%® On the cause of the crisis, Adair Turner concluded that
“inappropriate incentive structures played a role in encouraging behaviour which

62 Tarullo, D 2014, Corporate Governance and Prudential Regulation, Remarks to Association of
American Law Schools Midyear Meeting, 9 June, Washington DC.

63 See for example Blinder, A 2009, ‘Crazy Compensation and the Crisis’, The Wall Street Journal,
28 Mayand Rajan, R 2008, ‘Bankers’ pay is deeply flawed’, Financial Times, 9 January.
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contributed to the financial crisis” although he also noted that they likely made a
smaller contribution than other factors.t4

The FSB has produced principles to address risk created by remuneration structures.
Broadly, these involve linking compensation to the long-term performance of
investments to discourage excessive short-term risk taking. Overseas regulators have
taken a variety of approaches, ranging from high-level principles on how
remuneration should be set — including the ability to ‘claw back” past bonuses —
through to regulator approval for bonuses paid.

APRA considers remuneration in its supervision of financial institutions. To date,
Australia has taken a principles-based approach to remuneration, requiring financial
institutions to align incentives with long-term performance. This appears appropriate
in the Australian context, where there have been fewer financial failures and where
remuneration packages are more contained than in some other countries.

The more prescriptive approach to remuneration policy taken in some jurisdictions,
such as the regulator approving senior management bonuses, is unlikely to be
appropriate for Australia. It presupposes that the regulator is better placed to assess
the performance of individuals than the institution itself, or that the regulator has
specific capacity in this regard. It also has challenges, such as the possibility the
regulator will be overly risk averse due to public scrutiny and popular political
pressure to lower bonuses. This could lower risk taking below an efficient level.

Policy options for consultation

Requirements on boards

Submissions are critical that the current regulatory and supervisory system does not
delineate appropriately between the role of boards and management.

Consultations suggest that part of this may reflect a lack of understanding about
APRA’s expectations of boards. Reflecting a desire to not be in breach of the
requirements, this has resulted in disproportionate compliance measures by a number
of institutions. According to APRA, its standards do not require boards to
micro-manage the organisation. Instead, they aim to ensure boards implement
appropriate policies and frameworks, particularly relating to risk, and are satisfied that
these policies are effective. In addition, correspondence is often addressed to boards
with the intention of ensuring that they are aware of APRA’s concerns and ensure that

64 Turner, A 2009, The Turner Review: A regulatory response to the global banking crisis, Financial
Services Authority, London.
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management addresses them, not for the board’s direct action. If this is the case, APRA
should clarify its expectation of boards to dispel misconceptions. The Inquiry notes
that actions are already underway in this regard.®> This should assist with concerns in
this area.

A further step would be for regulators to review their frameworks for corporate
governance requirements, potentially with input from independent advice.®® A review
would aim to determine whether requirements imposed upon boards are consistent
with the fundamental obligations of a company director. This could be used to identify
areas where management could more appropriately undertake such obligations.

The Inquiry would value views on the costs, benefits and trade-offs of the
following policy options or other alternatives:

* No change to current arrangements.

* Review prudential requirements on boards to ensure they do not draw boards
into operational matters.

» Regulators continue to clarify their expectations on the role of boards.

The Inquiry seeks further information on the following area:

Is it appropriate for directors in different parts of the financial system to have
different duties? For example, differences between the duties of directors of banks
and insurers and trustees of superannuation funds. Who should directors” primary
duty be to?

65 See Littrell, C 2014, Letter to all CEOs of ADISs, general insurers and life companies, 8 May.
66 CBA 2014, First round submission to the Financial System Inquiry, page 93.
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6: Consumer outcomes

The financial system should meet the financial needs of Australians. Consumer
outcomes can be enhanced by supporting effective competition in the system, which
can drive lower prices and encourage innovation. Further, the regulatory framework
of the Australian financial system is designed to protect consumers through
prudential regulation, generic consumer regulation, and licensing and conduct
obligations. Fundamental to the financial system operating effectively is the
appropriate allocation of risk between participants. Consumers, like other
participants, must take responsibility for both the risk and reward of their financial
decisions.

The Inquiry has made the following observations about consumer outcomes in the
financial system:

* The current disclosure regime produces complex and lengthy documents that
often do not enhance consumer understanding of financial products and services,
and impose significant costs on industry participants.

» Affordable quality financial advice can bring significant benefits for consumers.
Improving the standards of adviser competence and removing the impact of
conflicted remuneration can improve the quality of advice. Comprehensive
financial advice can be costly, and there is consumer demand for lower-cost
scaled advice.

» Technological developments have the potential to reduce insurance pooling. This
will reduce premiums for some consumers; however, others will face increased
premiums, or be excluded from access to insurance. Underinsurance may occur
for a number of reasons including personal choice, behavioural biases,
affordability, and lack of adequate information or advice on the level of
insurance needed.

Context

This chapter focuses on the issues confronting retail consumers (individuals and
households) when they engage with the financial sector. Some of the issues discussed
are also relevant to many small businesses. In some cases, small businesses are similar
to retail consumers in their level of sophistication and bargaining power. This chapter
specifically discusses loans for small businesses, and the Funding chapter considers the
funding needs of businesses in general.
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To meet consumer needs, the Inquiry considers the financial system should deliver
five outcomes:!

1. Consumers should have access to products and services that help them meet their
individual financial needs. Consumers need to be able to make and receive
payments, borrow, invest and manage risk. Products should be designed to meet
the needs of consumers.

2. Consumers should have access to the information, advice and education necessary
to make effective decisions about products and services that help them meet their
financial needs. Informed consumers can better stimulate effective competition,
driving system efficiency.

3. Consumers should have confidence and trust in the financial system and be able to
expect fair treatment. Effective regulation that minimises misconduct and promotes
fair outcomes will drive confidence and trust in the financial system.

4. Financial services and products should meet the purposes for which they are sold.
Products and services should be accurately described, and perform as they are
described, especially in the trade-off between risk and return.

5. Consumers should have access to timely, low-cost and efficient dispute resolution
and remedies when problems arise. Effective avenues for redress provide access to
justice for consumers and promote confidence and trust in the system.

In this chapter, consumer outcomes will be assessed against these five outcomes.

Consumer protection framework in financial services

Prudential regulation by APRA provides an important mechanism for protecting
depositors, insurance policyholders and superannuation fund members, as discussed
in the Stability chapter. Prudential regulation is a fundamental consumer protection
mechanism, which operates as a preventative measure to promote sustainable financial
institutions that can deliver on their financial promises.

1 Similar high-level principles were endorsed by the G20 Finance Ministers and Central Bank
Governors in 2011, <www.oecd.org/ daf/fin/financial-markets/48892010.pdf>. In addition
to the outcomes discussed in this chapter, these principles recognise the importance of
competition in driving consumer outcomes, as discussed in the Competition chapter, and the
protection of consumer data and privacy, discussed in the Technology chapter.
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The framework for non-prudential regulation of financial services consists of two tiers:

1. Generic consumer regulation contained in the Australian Securities and Investments
Commission Act 2001 (ASIC Act), which covers all financial products and services,
including credit. The provisions of the ASIC Act reflect the relevant provisions of
the Australian Consumer Law and give ASIC responsibility for administering these
provisions.

2. Industry-specific consumer regulation, which includes the licensing, conduct and
disclosure regimes as set out in the Corporations Act 2001 and the National Consumer
Credit Protection Act 2009.

This framework reflects the Wallis Inquiry’s view that ASIC should have exclusive
responsibility for consumer protection (outside prudential regulation) in the financial
sector. Industry-specific consumer regulation offers the benefit of preventing some
consumer detriment on an ex-ante basis through licensing and positive conduct
obligations, rather than simply providing remedies for dealing with misconduct after it
has emerged.

There is a clear requirement for a balanced and effective consumer protection
framework, including industry-specific consumer regulation in the financial sector.
This is due to the: complexity of financial products; limitations of consumer financial
literacy and engagement; significant (and often long-term) consequences of poor
financial decisions; and propensity for consumer decision making to be biased or
influenced by behavioural factors. Figure 6.1 shows the consumer protection regime in
Australia as currently administered by ASIC.

3-51



Financial System Inquiry — Interim Report

Figure 6.1: The regulatory framework for consumer protection in financial
services (non-prudential)
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The Financial Services Reform (FSR) framework

The Wallis Inquiry intended the FSR framework to apply across the financial services
industry,? to both prudentially regulated and non-prudentially regulated entities. It
was concerned about the impact of fragmented regulation on an industry that was
consolidating across regulatory boundaries — and where product distinctions were
blurring.

Since the FSR framework was introduced in 2001, changes have been made to the
consumer protection regime, including;:

* Ongoing attempts to improve the quality and usefulness of disclosure documents?

* Introducing the financial claims scheme (FCS) to protect depositors of authorised
deposit-taking institutions (ADIs) and policyholders of general insurance
companies from potential losses, should these institutions fail*

* Adding more sector-specific rules and exemptions through legislation, regulations,
and ASIC’s exemption and modification powers

The National Consumer Credit framework

In 2010, the National Consumer Credit Protection Act 2009 (NCCP Act) commenced,
which includes the National Credit Code (NCC) as Schedule 1 to the Act. The NCCP
Act replaced the previous state-based consumer credit codes and the Uniform
Consumer Credit Code. The NCCP Act, which is administered by ASIC, introduced
licensing and responsible lending obligations where credit or credit assistance is
provided for personal, domestic and household purposes and also for residential
investment loans. Submissions support the introduction of this framework, saying it
has improved lending and mortgage broking practices.

In 2013, the NCCP Act was amended to introduce enhanced financial hardship rules,
additional obligations on small amount, or “payday’, lenders and interest rate caps on
all loans where the credit provider is not an ADL

2 Although significant carve-outs were introduced for basic deposit products and basic
insurance products.

3 For example, the Government recently introduced shorter product disclosure statements for
superannuation, margin lending products and simple managed investment products

4 Note that the Financial Claims Scheme is discussed separately in the Stability chapter.
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Assessing the regulatory framework

The regulatory framework relies on effective enforcement by the regulator. In some
cases, the current framework may not need substantial change. Instead, consumer
outcomes may be improved through better or more intensive supervision or
enforcement of existing rules. Enforcement and the adequacy of penalties are
discussed in the Regulatory architecture chapter. Further, in some cases, industry may be
able to play a greater role in improving consumer outcomes. Greater supervision, more
effective enforcement and/ or industry self-regulation may be appropriate alternatives
to further regulation, which may reduce innovation and competition or result in leave
some consumer needs partially or wholly unmet.5

Disclosure

To make decisions about financial products and services, consumers will collect
information from many sources and may be influenced by many factors, but they also
need access to accurate information from product issuers. The format of information
may influence the degree to which consumers can effectively use the information.

The Wallis Inquiry’s approach to consumer regulation was based primarily on
disclosure. It did not restrict either the design of financial products or the type of
financial products that could be marketed to retail clients. The focus of consumer
protection was on regulating disclosure rather than products themselves. The
disclosure regime was implemented as a principles-based approach to allow maximum
flexibility for product issuers. However, it has subsequently been driven by an
industry culture of legal compliance, rather than a focus on how best to inform
consumers. This has resulted in lengthy and complex documents, rather than short,
targeted documents that highlight product features, risks and rewards.

Although disclosure is an important part of the regulatory regime for providing
financial products and services, alone it has not been sufficient to enable consumers to
make informed decisions and consistently purchase financial products and services
that meet their needs. Consumers are often disengaged and do not invest the time —
and some consumers also lack the financial literacy skills — to understand disclosure
documents. Disclosure has also been costly for industry. These problems remain
despite numerous efforts to improve the regime.

5 TFollowing the implementation of the Retail Distribution Review in the UK, a number of
major UK banks stopped providing wealth management advice to those with only moderate
amounts to invest. See also Cass Consulting, City University, Cass Business School, 2013,
The impact of the RDR on the UK'’s market for financial advice, challenge and opportunity, London.
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Disclosure for financial products and services is important for a range of participants:

* Consumers — helping them make informed, efficient choices by understanding the
features of a product, whether it is suitable for purpose, its terms and conditions, its
risk and price, and any conflicts of interest involving the provider. Disclosure is
designed to minimise information asymmetry. Informed consumers can also drive
competition between providers.

* Intermediaries (financial advisers, analysts, dealers, comparators and mortgage
brokers) — helping them understand the detailed features of a product and assess
its suitability for particular clients, and enabling comparison between products.

+ Financial product and service providers — defining the product or service they are
providing or advising on, allocating risk, and defining the legal terms and
conditions of the product or service, which can be relied on in case of a dispute.

Although submissions recognise that disclosure has a role to play, many argue that it
has not always been effective at informing consumers about the features and risks of
financial products. There was no strong proposal for reviewing the prospectus regime
in submissions. The Inquiry has therefore focused on the product disclosure statement
(PDS) and credit disclosure regimes.

Current disclosure obligations

The current regulatory regime requires all financial services licensees (and their
authorised representatives) to give consumers information about their services via a
Financial Services Guide (FSG), while personal advice must be documented through a
Statement of Advice (SOA).

Financial product issuers are required to prepare a PDS covering the product’s
characteristics, risks and fee structure. PDSs were intended to provide concise and
directed information to consumers, as compared with the more principles-based,
open-ended prospectus requirements that continue to apply to securities and
debentures.® In common with prospectuses, PDSs are not approved by the regulator.”
Investment product issuers are also subject to ongoing disclosure and periodic
reporting requirements.

Licensees under the consumer credit framework must give consumers a Credit Guide,
setting out their services and costs (similar to an FSG). Licensees have to provide key
fact sheets for home loans and credit cards, and for credit products must disclose

6 Which includes shares, company issued options, finance company debentures, bonds,
preference shares and convertible securities.

7 Although ASIC can issue a stop order when problems with a proposed financial product
have been brought to its attention.
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key information in a financial table in the contract document, with more limited
disclosure requirements in relation to consumer leases.

Preliminary assessment

Observation

The current disclosure regime produces complex and lengthy documents that often
do not enhance consumer understanding of financial products and services, and
impose significant costs on industry participants.

Disclosure is important in the financial system; however, it is not always effective in
meeting its objectives.

» Although disclosure can be an effective regulatory tool, it is currently applied in
many instances where it may not be the best tool to overcome a particular market
problem. For example, disclosure has not been effective in addressing conflicts of
interest.

* Despite the range of prescribed disclosure documents provided to retail consumers,
many do not easily assimilate information about product information, risks,
product features or conflicts. A number of research projects into consumer
understanding of disclosure documentation have concluded that documents are
long and complex and consumer understanding is poor.8 In one study, 50 per cent
of consumers found the PDS to be too long and over 50 per cent thought there was
too much jargon.? Effective disclosure documents should enable consumers to
easily locate and understand the information they need to make a decision.

8 O’Shea, P 2010, Simplification of Disclosure Regulation for the Consumer Credit Code: Empirical
Research and Redesign — Final Report, Uniquest, Queensland; Wallis Consulting Group 2008,
Report of Findings of Qualitative Research into Effective Disclosure (Stage II); Access
Economics 2008, Factors Affecting the Drafting of Product Disclosure Statements, Access
Economics Pty Limited for the Treasury; Susan Bell Research 2008, The Provision of Consumer
Research Regarding Financial Product Disclosure Documents, Financial Services Working Group,
Forestville, NSW. Note that significant changes have occurred since some of these reports
were prepared. Also refer: Ben-Shahar, O and Schneider, C 2014, More than you wanted to
know: The Failure of Mandated Disclosure, Princeton University Press, Princeton.

9 Susan Bell Research 2008, The Provision of Consumer Research Regarding Financial Product
Disclosure Documents, Financial Services Working Group, Forestville, NSW. Note that some
improvements have been made to disclosure documents since this study. A recent study into
the sale of consumer credit insurance found that over half of consumers did not read the
policy. The consumers who did not read the policy document cited a number of reasons for
not doing so, including literacy issues, language barriers, time demands, and the expectation
that the document would be long and complex.
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Factors that prevent disclosure from enabling informed consumer decision making
include:

* Disengagement — many consumers are disengaged from their financial affairs and
decisions, due to time or motivation, and do not read disclosure documents.

» Complexity — disclosure documents are typically long and complex for most
consumers. They contain large amounts of information that most consumers
consider irrelevant. This makes it difficult for consumers to compare products,
understand risks and make informed decisions.’® However, attempts to make
disclosure documents shorter risk the information becoming oversimplified or
generalised, which may make consumers overconfident about their understanding
of a product and its risks.

¢ Consumer behaviour — research in behavioural economics shows consumers have
cognitive biases that can lead to poor financial decisions.!

* Supply-side conflicts and other issues — disclosure alone is unlikely to correct the
effect of broader market structures and conflicts that drive product development or
distribution practices, especially where the interests of issuers and distributors are
fundamentally misaligned with those of investors.

» Financial literacy — many consumers lack the literacy to understand disclosure
documents. Evidence has emerged showing deep deficiencies in financial literacy.?

Submissions state that disclosure requirements impose significant costs on industry
and that industry often takes a compliance mentality to producing disclosure
documents. In its submission, Westpac states:

“[T]raditional disclosure regimes are heavily process-based in terms of both the composition of
disclosure information and the dissemination of that information to consumers, because each of
these features of the regime are subject to relatively inflexible statutory mandates. This can
generate a tick-the-box mentality towards compliance with those mandatory requirements on
the part of financial products and services providers”.13

In some areas, the regulatory regime has already moved to address some of the issues
raised above with shorter and more focused disclosures. For example, the shorter PDS

10 Access Economics 2008, Factors Affecting the Drafting of Product Disclosure Statements, Access
Economics Pty Limited for the Treasury, Canberra.

11 See Australian Securities and Investments Commission (ASIC) 2011, Report 230: Financial
literacy and behavioural change, Sydney; and UK Financial Conduct Authority (FCA) 2013,
Applying behavioural change at the Financial Conduct Authority, FCA, London.

12 ANZ 2011, Survey of Adult Financial Literacy in Australia, ANZ, Sydney.

13 Westpac 2014, First round submission to the Financial System Inquiry, page 101.
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regime mandates tailored, prescriptive disclosure for a limited number of products,
including superannuation products, simple managed investment schemes and margin
loans.!* Some submissions argue that the new shorter PDS regime has not resulted in
significant consumer benefits to date.

In many areas, regulation has moved away from relying on simple disclosure. The
Government has also intervened in some areas of product design and marketing. For
example, in the area of superannuation, the Government has mandated detailed design
requirements for MySuper products. Other examples include the Insurance Contracts
Act and the ban on unfair contract terms.

The design of credit products has been regulated for a considerable time. The previous
state and territory Uniform Consumer Credit Code (UCCC) contained prescriptive
requirements relating to interest charges and early payout amounts. Recent
amendments to the National Consumer Credit Protection Act 2009 have further regulated
the design of reverse mortgages and small amount credit contracts.

Further attempts can be made to improve the effectiveness of disclosure. Alternatively,
it may be possible to remove some disclosure requirements where they have proven
ineffective and adopt alternative approaches. Such alternatives could include:

* Regulating product features

* Introducing more default product designs, similar to the MySuper default
superannuation funds

* Subjecting product issuers to distribution requirements to promote provision of
suitable products to consumers

» Giving ASIC product intervention powers

Policy options for consultation

Submissions suggest that disclosure should only be seen as part of a more flexible
framework to inform consumers in their financial decision making.

14 The shorter PDS regime for simple managed investment schemes and superannuation
products was introduced in the Corporations Amendment Regulations 2010 (No.5) following the
FSR Refinements Process. See Commonwealth of Australia 2005 Refinements to Financial
Services Regulation: Proposals Paper, Commonwealth of Australia, Canberra. The margin
lending shorter disclosure was introduced as part of the credit reforms in 2010.
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Improving disclosure

One approach is to supplement the existing disclosure regime with mechanisms to
enhance consumer understanding of product information. Options include:

Layered disclosure — place less reliance on long hard-copy documents and move
to make layers of disclosure available to consumers. This could include taking
forward the recent changes to mandate hard-copy key facts documents across all
product segments, and providing different information at important points in time.
Technology can also be used to provide disclosure more effectively at points in time
most relevant to the consumer’s need.

Better information presentation — improve disclosure through greater use of
shorter disclosure documents, plain English and graphics, and by breaking down
complex information to improve consumer understanding. In particular,
information about fees and charges, risk profiles, term of product, unusual terms,
features or exclusions.

Risk profile disclosure — improve consumers’ ability to understand risk. The
recent introduction of the MySuper product dashboard is intended to provide
consumers with important information about MySuper products, and for this
information to be presented in a standardised manner to allow products to be easily
compared, so consumers can make more informed choices.!>

Online comparators and choice engines — place more reliance on making financial
product and service information more accessible to consumers, including
information brought together by third-party providers through online tools and
comparators. The growth of these services will be facilitated by better access to
data, both about financial products and about consumers” behaviour.1¢

15

16

For MySuper products, the dashboard requirements took effect on 31 December 2013 and for
Choice investment options (non-default), the dashboard provisions are scheduled to take
effect from 1 July 2014. The product dashboard needs to display the level of risk for each
product in accordance with a standard risk measure. Risk must be labelled in terms of the
anticipated number of years of negative returns for the product over 20 years, with each
number corresponding to a risk description that ranges from very low to very high. See
Australian Securities and Investments Commission 2013, Rep 378: Consumer testing of the
MySuper product dashboard, ASIC, Sydney.

The UK midata project works with businesses to give consumers better access to electronic
personal data that companies hold about them. Midata aims to get more private sector
businesses to release personal data to consumers electronically, make sure consumers can
access their own data securely, and encourage businesses to develop applications that will
help consumers make effective use of their data. See also Thaler, R and Tucker, W 2013,
‘Smarter information, smarter consumers’, Harvard Business Review, Jan-Feb, pages 47-54.
The trade-off is the risk of imperfect data and embedded assumptions for comparison
websites and calculators.
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Internationally, governments and regulators are looking at ways that data and
choice engines can be used to empower consumer decision making and drive
competition.!”

* Financial literacy — many stakeholders have expressed the importance of
supporting and implementing financial literacy strategies that may assist
consumers to make more informed financial decisions using the information
available to them.18 However, studies are inconclusive about the extent to which
financial literacy strategies have been able to improve consumer decision making in
relation to financial services. Although the Inquiry considers that financial literacy
strategies are important, alone they are not sufficient to ensure adequate consumer
outcomes.

Regulation of financial product features

The alternative to supplementing the current disclosure regime is moving towards a
more flexible regulatory toolkit. Strategic, targeted regulation of product features may
be appropriate in cases where certain features are clearly detrimental to consumers or
frequently abused; for example, features that inhibit demand-side competition.
Examples of where this approach has been used are banning early exit fees from home
loans and introducing caps on interest rates for credit contracts. However, extending
product regulation in this way may have the potential to stifle innovation and limit
competition. Another option is to implement further measures that shift responsibility
for assessing the suitability of products from the consumer to the product issuer.
However, any substantial shift in the regulatory regime would require compelling
evidence to support it.

Default product design

Another option is to move towards mandated product design, as has happened with
MySuper and with credit products under the NCCP Act. The impact of using default
products can be substantial, as eight years after Super Choice came into effect,

17 The type of data that might be used includes data personal to the consumer (for example,
patterns of usage) and data relevant to specific products or providers.

18 In Australia, ASIC shares responsibility for implementing the National Financial Literacy
Strategy with the business, community, government and education sectors. ASIC’s financial
literacy work includes providing tools and resources to the general public and specific
groups in the Australian community. For example, ASIC’s MoneySmart website is an
important channel through which ASIC delivers information and tools to consumers. See
Australian Securities and Investments Commission 2014, MoneySmart, ASIC, Sydney, viewed
24 June 2014, <www.moneysmart.gov.au>. However, note that the recent Commission of
Audit recommended that ASIC’s financial literacy functions should cease.
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69 per cent of members were still in a fund they ‘chose’ by default.!” Superannuation
defaults are discussed further in the Retirement income chapter.

Suitability of financial products

Product issuers could be subject to more positive obligations with respect to the
suitability of their products for retail clients. Credit providers and credit intermediaries
are already subject to an obligation that the product be ‘not unsuitable” for the
consumer. Financial advisers are required to comply with a “best interests’ test and
comply with related obligations. A product issuer could be required to state the
particular classes of consumers for whom the product is suitable and for whom the
product is unsuitable, and the potential risks of purchasing/investing in the product.
Alternatively the issuer could be required to determine that the product is suitable for
a particular individual.20

Product intervention powers

In the United Kingdom, the regulator has been given a number of temporary product
intervention powers to address specific issues.?! It will also periodically review
financial services industry sectors to examine how products are developed and the
governance standards in place to ensure fairness to consumers.

ASIC could be given the ability to prescribe the marketing terminology used for
complex or more risky products. For example, 2013 ASIC research indicated that
consumers often misunderstand the terms capital protected” and ‘capital guaranteed’.
Given capital protected structured products may involve significant potential for
investors to lose money due to failure of the guarantor, this labelling may distract
consumers from investigating the underlying risks and risk/return profile of the
product.?

ASIC could also be given the power to ban products or product features. However, the
challenge with this type of approach is ensuring regulator accountability. It would

19 Investment Trends 2013, Member Sentiment and Communications Report, June. Note: Based on a
survey of 9,607 Australians with superannuation.

20 European Parliament legislative resolution of 15 April 2014 (EU), No 1093/2010 of the
European Parliament and of the Council on Markets in Financial Instruments, Article 25
Paragraph 3, states: “Member States shall ensure that where an investment firm provides
investment advice recommending a package of services or products bundled pursuant to
Article 24(11), the overall bundled package is suitable”.

21 See Financial Services Authority 2013, The FCA's use of temporary product intervention rules,
Policy Statement PS13/3, FSA, London.

22 Refer Australian Securities and Investments Commission (ASIC) 2013, Report 340: ‘Capital
protected” and ‘capital guaranteed’ retail structured products, ASIC, Sydney and ASIC 2013, Report
341: Retail investor research into structured ‘capital protected and ‘capital guaranteed’ investments,
Sydney (which both update and supplement ASIC 2010, Report 201: Review of disclosure for
capital protected products and retail structured or derivative products, ASIC, Sydney).
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only be appropriate if the regulator could demonstrate that a significant number of
consumers are being caused significant detriment.
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Financial advice

Submissions highlight the critical role that financial advice can play for consumers, by
providing guidance with financial planning, debt management, insurance and product
recommendations. Given mandated superannuation investment, and the fact that
increasing numbers of consumers are entering retirement with substantial
superannuation investments, as well as the complexity of some financial products,
financial advice is becoming increasingly important.

The main issue with financial advice is variability in its quality. In addition, many
consumers have difficulty assessing the quality of advice they are receiving and
understanding the risks and rewards inherent in particular products. Access to
affordable advice for consumers is also an issue, although lower-cost advice still needs
to be of reasonable quality to provide a benefit.

Preliminary assessment

Observation

Affordable, quality financial advice can bring significant benefits for consumers.
Improving standards of adviser competence and removing the impact of conflicted
remuneration can improve the quality of advice. Comprehensive financial advice
can be costly, and there is consumer demand for lower-cost scaled advice.

Regulation of financial advice

Financial advice is regulated under the Corporations Act.?® Financial advice is defined
as a recommendation or statement of opinion intended to influence a consumer’s
decision. There are two types of financial advice: general and personal. Personal advice
is provided if the adviser has (or could reasonably be expected to have) considered a
person’s objectives, financial situation or needs. All other advice is general advice.
Factual information about financial products is not defined as advice. The regulation of
financial advice and information is described in Figure 6.2.

Licensed financial advisers are subject to an overall obligation to be “efficient, honest
and fair” and to manage conflicts of interest. Licensees must ensure representatives are

23 Credit assistance (such as mortgage broking/advice) is covered by the National Consumer
Credit Protection Act 2009. Responsible lending requires a consideration of the personal
circumstances of a borrower to determine the affordability and suitability of a loan. The
Inquiry does not propose to discuss credit assistance services such as mortgage broking in
this chapter, as submissions have mainly been concerned with issues relating to financial
advice.
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adequately trained and competent. Personal advice, general advice and factual
information are subject to generic consumer protection provisions, for example those
against misleading or deceptive conduct.

Under the Corporations Act, financial advisers are required to have a reasonable basis
for personal advice, which includes the requirement that the advice provided is
appropriate; and to warn their client if advice is based on incomplete or inaccurate
information. The introduction of Future of Financial Advice (FOFA) in 2012 (with
mandatory application from mid-2013) has built on these requirements. In particular, it
introduced a ‘best interests” duty, and a requirement to put the interests of the client
ahead of those of the adviser. These provisions have provided greater clarity over the
expectations and requirements for financial advisers.

FOFA also introduced a ban on conflicted remuneration for both personal and general
advice? to align better the interests of financial advisers and consumers. The
Government has recently announced amendments to FOFA which, while prohibiting
the payment of upfront and trailing commissions for general advice,? would allow
incentive payments for general advice in situations where the:

* Payment is not a commission

* Person providing general advice is an employee of the product provider

» Person providing general advice has not provided personal advice to any retail
client (other than in relation to a basic banking product, a general insurance
product or a consumer credit insurance product)

* Product is issued or sold by the product provider

Conflicts of interest have been a longstanding issue in financial advice. There has been

a tension between providing financial advice for the benefit of consumers and the

product distribution role played by advisers. Shadow shopping studies carried out by
ASIC found a strong relationship between advisers giving non-compliant advice and

24 While the ban has technically commenced, a large portion of the benefits currently being
paid would be grandfathered. There are exceptions to the ban on conflicted remuneration in
certain circumstances, including benefits relating to basic banking products, general
insurance and life risk insurance outside superannuation.

25 Inaddition to explicitly banning commissions, the Government has flagged that it also
intends to put in place a regulation-making power that may prescribe circumstances in
which all or part of a benefit is to be treated as conflicted remuneration. See Cormann, M
(Minister for Finance and Acting Assistant Treasurer) 2014, The Way Forward on Financial
Advice Laws, media release MC 61/14, 20 June, Canberra.
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conflicts of interest in business models.20 ASIC’s submission argues that, in recent cases
of substantial consumer loss, conflicts of interest held by financial advisers have often
been a driver.?”

The Inquiry considers the principle of consumers being able to access advice that helps
them meet their financial needs is undermined by the existence of conflicted
remuneration structures in financial advice.

26 Australian Securities and Investments Commission (ASIC) 2011, Report 251: Review of
financial advice industry practice, ASIC, Sydney, paragraph 43.

27 Australian Securities and Investments Commission 2014, First round submission to the
Financial System Inquiry.
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Figure 6.2: Regulation of the provision of financial information and
financial advice
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Personal advice

The quality of personal advice is an ongoing problem. Personal advice is a
recommendation that takes into account personal circumstances. Many submissions
state that the quality of advice is variable and ASIC shadow shopping exercises
indicate that consumers often receive poor-quality advice.? This poor-quality advice
mainly relates to two factors, the:

* Relatively low minimum competence requirements that apply to advisers
* Influence of conflicted remuneration arrangements

The price of personal advice has often been hidden by opaque price structures and

indirect payments. FOFA has driven a move to fee-for-service structures; however,

some consumers are reluctant or unable to pay for financial advice through upfront
fees.

Adviser competence

The competence of advisers varies widely. Some advisers are highly qualified and
competent, others less so. Consumers find it difficult to know the difference.?? Some
submissions propose stronger education requirements for advisers, especially for more
complex Tier 1 products® and for self-managed superannuation funds (SMSFs).3!
Submissions raise a range of options for lifting standards for providing advice,
including:

* Strengthening education and training requirements for advisers

28 Australian Securities and Investments Commission (ASIC) 2011, Report 251: Review of
financial advice industry practice, Sydney. Australian Securities and Investments Commission
2013, Report 362: Review of financial advice industry practice: Phase 2, ASIC, Sydney. Australian
Securities and Investments Commission (ASIC) 2013, Report 337: SMSFs: Improving the quality
of advice given to investors, ASIC, Sydney.

29 See Australian Securities and Investments Commission (ASIC) 2012, Report 279: Shadow
Shopping Study of Retirement Advice, ASIC, Sydney. Participants in the study rated their
advisers and the advice they received highly: 86 per cent of participants felt they had
received good-quality advice and 81 per cent said they trusted the advice they received from
their adviser ‘a lot’, despite ASIC concluding that 58 per cent of the advice was ‘adequate’, 39
per cent of the advice was ‘poor” and only 3 per cent was ‘good quality” advice.

30 Tier 1 products are all financial products except general insurance products, consumer credit
insurance, basic deposit products, non-cash payment products and First Home Saver
Account deposit accounts. However, personal sickness and accident insurance are also
classed as Tier 1 products.

31 InJanuary 2014, the Government announced that it will consider opportunities to work with
industry to enhance the professional standards (including education and training
requirements) of financial advisers and improve confidence in the financial services sector.
See Senator the Hon Arthur Sinodinos 2014, Address to South Australia Liberal Party Luncheon,
31 January, Sydney.
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* Introducing a national exam for advisers
* Introducing a specific training requirement for advisers who advise on SMSFs

* Introducing an enhanced national public register of advisers, including employee
advisers

* Enhancing ASIC’s power to include banning individuals from managing a financial
services business

Strengthening education and training requirements

ASIC has proposed lifting the current minimum educational requirements set out in
ASIC Regulatory Guide 146: Licensing: Training of financial product advisers.32 This view
has been supported by the Financial Planners Association, which set out a goal of all
advisers having tertiary qualifications as part of ongoing efforts to professionalise the
industry. Another alternative is to recognise higher educational standards by
introducing concepts such as an “accredited adviser’.

National exam

ASIC has proposed introducing a national exam for financial advisers.3* Many other
jurisdictions have national examinations; for example, Canada, Hong Kong SAR,
Singapore, the United Kingdom and the United States. The risk of introducing a
national exam is that consumers may place too much expectation on the regulator
guaranteeing the competence of advisers who have successfully passed the exam.

SMSF training requirement

Stakeholders have raised concerns about the adequacy of advice in relation to SMSFs,
in particular that some consumers are advised to establish SMSFs where it is not
cost-effective and appropriate for their needs. Financial advice competency standards
for SMSFs, and other specialised products, could be lifted by requiring specific training
or qualifications for advisers giving advice on particularly complex products or
arrangements. SMSFs are discussed in further detail in the Superannuation chapter.

Enhanced national register

Currently, authorised representatives of licensees must be registered with ASIC;
however, there is no obligation for employee representatives to be registered. In its
submission, ASIC argues that an enhanced register of financial advisers, including

32 See Australian Securities and Investments Commission (ASIC) 2013, Consultation Paper 212:
Licensing: Training of financial product advisers — Update to RG 146, ASIC, Sydney.

33 Australian Securities and Investments Commission (ASIC) 2011, Consultation Paper 153:
Licensing: Assessment and professional development framework for financial advisers, ASIC,
Sydney.
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their employees, would help raise competence standards in the industry by providing
transparency about an adviser’s qualifications and employment history. It may also
help address the issue of disreputable advisers moving between firms and increase
consumer confidence and trust in the sector.

Banning individuals from management

Currently, ASIC has powers to cancel an AFSL or credit licence and ban persons from
providing financial services or engaging in credit activities. However, ASIC cannot
prevent a person from managing a financial services or credit business. ASIC submits
that the combination of an employee register, together with the power to ban a person
from managing a financial services business, would assist it to locate and remove
advisers who do not comply with legal requirements.

The Inquiry would value views on the costs, benefits and trade-offs of the
following policy options or other alternatives:

* No change to current arrangements.

* Raise minimum education and competency standards for personal advice
(including particular standards for more complex products or structures, such as
SMSFs) and introduce a national examination for financial advisers providing
personal advice.

* Introduce an enhanced public register of financial advisers (including employee
advisers) which includes a record of each adviser’s credentials and current status
in the industry, managed either by Government or industry.

* Enhance ASIC’s power to include banning individuals from managing a financial
services business.

Accessibility

Access to quality financial advice helps consumers make informed financial decisions;
however, the cost of personal financial advice may reduce its accessibility.
High-income earners or high net worth individuals are more likely to seek personal
financial advice.

Less than 42 per cent of adult Australians have ever used a financial adviser.3 Life
stage and socioeconomic factors are the most consistent factors determining whether
people use financial advisers. Individuals earning over $150,000 per annum are two

34 Roy Morgan Research 2012, data provided to Financial System Inquiry, 18 June 2014.

3-69



Financial System Inquiry — Interim Report

and a half times more likely to be receiving advice than those earning under this
amount.® ASIC argues a range of reasons for consumers not seeking advice, including
financial literacy, perceptions that advice is out of reach, lack of trust in financial
advisers, not wanting comprehensive advice and lack of availability of scaled advice,
lack of access to general advice and information, and the cost of advice.3¢

It is challenging to increase the quality of advice and make it more affordable and
accessible. The cost of regulation and compliance will ultimately be passed on to
consumers. Further, higher education and training requirements may make advice less
available, rendering it more expensive and encouraging existing advisers to leave the
industry rather than upgrade their qualifications. As a result, some individuals may no
longer be able to afford financial advice.

In the absence of quality financial advice, consumers may make inappropriate
investment decisions, or fail to make appropriate financial planning decisions.
According to Investment Trends, 49 per cent of consumers surveyed say that they have
unmet advice needs that they would pay to fill. Of the consumers with unmet advice
needs, 42 per cent say they would like advice on retirement planning or transition to
retirement.?” However, consumers are also looking for lower-cost options, including
limited or scaled advice on particular issues. A third of consumers would prefer to
receive scaled advice, either face-to-face, by phone or online, when cost is factored in,
as shown in Table 6.1.

35 Blackrock 2013, Investor Pulse Survey, quoted in Industry Super Australia 2014, submission to
Senate Economics Legislation Committee, Inquiry into the Corporations Amendment
(Streamlining of Future of Financial Advice) Bill 2014, pages 8-9. Further, around 42 per cent of
people who contacted a financial adviser/planner in the last 12 months were in the top
20 per cent of people based on the value of wealth management products (including
superannuation). (Roy Morgan Research 2014, data provided to Financial System Inquiry,

18 June 2014.)

36 Australian Securities and Investments Commission 2014, First round submission to the
Financial System Inquiry, paragraph 720.

37 Investment Trends 2013, Advice Report, September. Note: Based on a survey of 5,412 adults.

3-70



Post-GFC Regulatory Response — Consumer outcomes

Table 6.1: How consumers prefer to receive advice

Preferred method of advice (when cost is Cost Percentage of
recognised as a factor) consumers who
prefer this
Willing to pay for advice
Scaled advice — phone and online Low 19%
Scaled advice — face to face Medium 14%
Comprehensive advice — phone Medium 11%
Comprehensive advice — face to face High 7%

Not willing to pay for advice
Can’t afford advice - 21%

Do it myself - 27%
Source: Investment Trends September 2013 Advice Report, based on a survey of 5,412 Australian adults.®

To make advice more accessible to consumers, one approach may be for advisers to
provide more cost-effective scaled or limited personal advice. Scaled or limited advice
is personal advice on a single topic or that is not intended to be comprehensive. This
can be provided at lower cost. Many consumers only need personal advice at key
stages in their life; in many cases, consumers may prefer scaled or limited advice that
deals with particular issues.

However, scaled advice may raise issues about the extent of assessment of an
individual’s circumstances required to receive appropriate and quality advice. The
FOFA reforms were intended to facilitate access to quality scaled financial advice; in
addition, the Government has recently announced changes to enhance this objective.®

Technology, including automation and ‘mass customisation’ techniques, provides an
opportunity to offer consumers more cost-effective advice. It may also enable new
business models, such as scaled or automated online advice. Although regulations do
not impede the provision of online or automated advice, providing personal advice
requires a sufficient process to allow the consumer’s relevant circumstances to be taken
into account. Otherwise, it may not lead to advice that adequately reflects the
consumer’s relevant circumstances.

38 Investment Trends 2013, Advice Report, September. Note: Based on a survey of 5,412 adults.
Participants were asked to state how they would prefer to be advised, recognising that cost
was a factor.

39 See Cormann, M (Minister for Finance and Acting Assistant Treasurer) 2014, The Way
Forward on Financial Advice Laws, media release MC 61/14, 20 June, Canberra.
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The Inquiry seeks further information on the following areas:

» What opportunities exist for enhancing consumer access to low-cost, effective
advice?

»  What opportunities are there for using technology to deliver advice services and
what are the regulatory impediments, if any, to those being realised?

*  What are the potential costs or risks of this form of financial advice, and what
measures could be taken to mitigate any risks?

Independence

Some submissions argue that lack of structural independence can impair the quality of
advice. Others argue it is not ownership but remuneration that creates conflicts that
reduce quality.

Currently, approximately 15 per cent of advisers are fully independent (part of a
practice with its own AFSL); 29 per cent of advisers are part of a majority independent
dealer group® (0-49 per cent institutionally owned); whereas, 56 per cent belong to
dealer groups that are majority owned by institutions or other wealth managers, or are
part of a bank branch network.#!

The current framework does not require personal advice to be independent. It simply
limits who can call themselves independent. Some submissions argue it can be difficult
for consumers to know whether an adviser is aligned or independent, and that
consumers may not fully appreciate the potential implications for the range of
products they are offered. The United Kingdom has recently gone further than
Australia in dealing with conflicts by labelling these advisers as ‘restricted’ rather than
‘independent’, although restricted advisers are subject to the same professional
standards as their independent counterparts.

There have been notable instances of losses incurred by the customers of financial
advisers from both independent and aligned groups.

40 Use of ‘independent’ in this study does not equate to the definition of independent in the
Corporations Act 2001.

41 Investment Trends 2014, Planner Business Model Report, May. Note: Based on a survey of 1,038
financial planners. The survey question asks planners which dealer group they belong to.
One of the options is “‘Own AFSL” — which means they are not part of a dealer group (or
their practice is not part of a dealer group).
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The Inquiry seeks further information on the following areas:

» Is there is a case to more clearly distinguish between independent and aligned
advisers, and what options exist for doing this?

*  Would consumers be likely to understand the difference between aligned and
independent advisers and, if so, to what extent would this be likely to factor into
a consumer’s decision to take the advice?

*  Would consumers be likely to be sensitive to differences in the price of
independent or aligned advice?

General advice

Some intermediaries only provide general financial advice, some only provide
personal financial advice, and others provide both. General advice also covers a broad
range of conduct, such as media commentary, analyst reports, internet comparison
sites and aggregators, opinions by credit rating agencies and advertising by product
issuers. In some cases, the boundary between personal and general advice may be
difficult to draw.

One issue with general advice is whether it is properly labelled. Some submissions
argue that some of the conduct currently regulated as general advice could more
accurately be described as sales information, advertising or guidance. The aim of this
relabelling would be to give consumers a clearer indication of what is involved. The
general advice model encompasses recommendations made in general terms, but may
nonetheless be persuasive to individual consumers, depending on their personal
circumstances and the trust they put in the entity providing the recommendation.

Issues around labelling different types of advice were raised in the Senate Economics
Legislation Committee’s report on the Government’s Bill to amend FOFA .42 The report
recommended that further consideration be given to distinguishing the meaning of
terms such as information, general advice and personal advice.

Some submissions question whether general advice is currently over-regulated or
appropriately regulated, given the nature of general advice and the approach of many
other countries. Other submissions argue that the risks to consumers from poor sales
practices for financial products are sufficiently large that all financial product selling
should be regulated. Further, consumers place a high degree of reliance on financial
product issuers when making decisions. In 2006, the Government considered a

42 Senate Economics Legislation Committee June 2014, Corporations Amendment (Streamlining of
Future of Financial Advice) Bill 2014 [Provisions], Canberra.
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proposal to exempt sales conduct from licensing. However, this proposal was rejected
due to concerns that consumers may not understand the difference between sales and
advice (even with a disclaimer). The Inquiry does not consider there is a case to further
pursue options of this nature.

The Inquiry would value views on the costs, benefits and trade-offs of the
following policy options:

* No change to current arrangements

* Rename general advice as ‘sales’ or “product information” and mandate that the
term “advice” can only be used in relation to personal advice.

Other significant consumer issues

Underinsurance

It is important that consumers have access to products that help them meet their
financial needs, including managing their risk. General insurance assists consumers to
protect their assets and provides a safety net in the event of loss. Life insurance and
income protection insurance help protect consumers and their dependants if they are
unable to earn an income, whether due to death, critical illness, or temporary or
permanent disablement.

The decision to insure is a personal choice, meaning there will always be a level of
non-insurance or underinsurance. However, insurance can mitigate the risk of
significant loss and financial hardship for consumers. In addition to the negative effect
of non-insurance or underinsurance on the consumer where they suffer loss, costs can
be passed on to Government and the non-government organisation sector, particularly
in the case of natural disasters.

More granular risk-based pricing of insurance may make it less affordable for some,

but can also play an important risk-mitigation role, providing incentives for consumers
to implement measures that reduce their risk.
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Preliminary assessment

Observation

Technological developments have the potential to reduce insurance pooling. This
will reduce premiums for some consumers; however others will face increased
premiums, or be excluded from access to insurance. Underinsurance may occur for a
number of reasons including personal choice, behavioural biases, affordability, and
lack of adequate information or advice on the level of insurance needed.

Submissions have raised the issue of underinsurance in both the general and life
insurance sectors. A number of industry submissions raise the issue of affordability,
with a focus on the affordability of flood and cyclone cover for those in high-risk
locations. Many consumer group submissions focus on availability and affordability
for particular segments.

General insurance

Because underinsurance often only becomes apparent after a loss, and often in a
large-scale natural disaster, it is difficult to measure the exact level of underinsurance.
One difficulty in measuring underinsurance is that, following a natural disaster,
building costs often rise, meaning that a consumer who was adequately insured in
normal circumstances may become underinsured in a subsequent natural disaster
situation.

In 2013, Quantum Market Research estimated that only 4 per cent of homeowners do
not have building insurance, but that 63 per cent of renters do not have contents
insurance. However, Quantum also estimated that 83 per cent of homeowners and
renters view that they would be worse off in a total loss situation.** This non-insurance
or underinsurance may be due to one or more of four issues:

1. Alack of understanding about the amount of cover required. In most cases,
buildings and contents are insured according to the consumer’s evaluations.
Further, consumers do not regularly update their sum insured to cover increasing
value or new items.

43 Quantum Market Research October 2013, The Understand Insurance Research Report,
Melbourne. See also Australian Securities and Investments Commission (ASIC) 2005,
Report 54: Getting Insurance Right, A Report on Home Building Underinsurance, ASIC, Sydney,
where it was estimated that structures destroyed by the Canberra bushfires were
underinsured by an average of between 27 and 40 percent of the building cost.
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2. Deliberate self-insuring for the whole or only a proportion of the value, sometimes
driven by a desire for lower premiums.# Alternatively, consumers may not see
value in holding insurance, because they have few valuables to insure, they are not
risk averse or they are sufficiently wealthy that a potential loss would not be
significant.

3. Alack of affordability of suitable cover. People may not insure due to the high cost
of insurance relative to their financial circumstances.*>

4. Behavioural factors, which may influence consumers’ decision to insure, or the
extent to which they adequately insure.4

On the issue of affordability, the overall cost of comprehensive motor vehicle
insurance and home contents insurance has remained broadly static as a proportion of
annual income since 1997. However, the cost of home building insurance has increased
significantly since 2008 (Chart 6.1). This reflects the increasing incidence of natural
disasters and greater number of claims insurers have incurred as a result (Chart 6.2).

44 Of those who estimated their own building insurance level, 10 per cent deliberately
underestimated the value to lower their premium. For contents insurance, the same figure is
9 per cent. See Quantum Market Research October 2013, The Understand Insurance Research
Report, Melbourne.

45 Insurance Council of Australia 2007, The Non-Insured: Who, Why and Trends, report prepared
by Tooth R, and Barker G, Sydney. This report reflects that people may also not insure
because consumers find purchasing insurance a significant administrative burden. This is
supported by the fact that consumers are more likely to take out contents insurance once
they take out building insurance.

46 Consumers have a tendency to focus on short time horizons when comparing upfront costs
which impact on low-probability, high-consequence events. For example, consumers may
not buy flood insurance as they perceive the risk of damage as being extremely low.

See Wharton Center for Risk Management and Decision Processes 2013, ‘Informed Decisions
on Catastrophe Risk: Insurance and Behavioural Economics, Improving Decisions in the
Most Misunderstood Industry’, Issue Brief, Winter 2013, University of Pennsylvania,
Philadelphia.
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Chart 6.1: Insurance cost as a proportion of annual income

—— Comprehensive motor
—— Householders - contents cover

Householders - buildings cover

Source: Insurance Statistics Australia, ABS Catalogue 6302.0: Average Weekly Earnings.*’

47 Insurance Statistics Australia is a membership organisation for a number of insurers and has
collected and disseminated statistics since 1994. The membership comprises the majority of
the Australian market. The average premium per policy for domestic motor, home buildings
and home contents is determined from the data provided. It is then normalised by Average
Weekly Earnings as published by the ABS.
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Chart 6.2: Cost of claims due to catastrophes (2013 values)
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Source: ICA and Risk Frontiers.*®

Submissions argue that insurance affordability is a problem for low-income
consumers, who require low-value insurance, such as contents insurance of $10,000.
These types of policies are proportionately more expensive, because there are fixed
costs that do not decrease in proportion to the policy’s value. The second area of
concern is locations with a high risk of natural disasters such as floods or cyclones.
Submissions also raise concerns about the impact of state taxes that apply to insurance,
raising the cost of insurance premiums.*’

Life insurance

Superannuation funds now play an important role in providing life insurance to
members through group insurance policies. Latest estimates indicate more than

90 per cent of the working age population now has some life insurance.5 Introducing
default insurance into many superannuation funds has extended the number of people

48 The Insurance Council collates from its members the cost of claims from declared
catastrophe events. Risk Frontiers (part of Macquarie University) developed an index to
bring the costs to current values based on changes in building density and building costs.

49 Refer also to the Australian Financial Centre Forum 2009, Australia as a Financial Centre:
Building on our Strengths, Canberra; Intergovernmental Agreement on the Reform of
Commonwealth-State Financial Relations, 1999; and Commonwealth of Australia 2009,
Australia’s Future Tax System Review: Report to the Treasurer, Canberra.

50 Rice Warner 2013, Underinsurance in Australia, Rice Warner, Sydney. This refers to life risk
only. The report also estimates that 68 per cent of the working age population holds lump
sum disability insurance.
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holding life insurance; however, submissions question the adequacy of this coverage.
Some submissions put forward the view that underinsurance for life and disability is
significant, requiring policy measures to close the “underinsurance gap’. Rice Warner
estimates that current life insurance cover is 64 per cent of the amount needed, with
disability insurance much lower again.5!

Risk-based pricing

Submissions argue that underinsurance and non-insurance are likely to become more
acute as insurers use data and technology to price individual risk more accurately.
Increased risk-based pricing has the potential to advantage some consumers by
reducing costs, but disadvantage others through increasing costs — potentially to the
point of unaffordability. In addition, increased risk-based pricing may mean some
consumers are not offered insurance at all. This issue arose in relation to riverine flood
insurance following the 2011 Brisbane floods, with residents of flood-prone areas
experiencing significantly higher premiums for cover, or finding none available.5

The trend towards individualised risk-based pricing is growing, as firms access larger
data sets, including data from outside their own businesses, and develop more
sophisticated analytical techniques. For example, the Insurance Australia Group now
prices at the household or address level for personal building, home and contents
insurance for flood and cyclone risk. Its NRMA brand also prices at the household
level for risks such as theft and domestic house fires.> Product issuers who fail to use
better information to differentiate risk will be exposed to adverse selection. They will
be more likely to acquire higher risks, while more sophisticated competitors will
attract lower risks at lower prices.

Governments sometimes limit the use of certain types of information for pricing and
access decisions. In Australia, some protections exist in the form of
anti-discrimination legislation, but usually with an exemption for insurance decisions
based on actuarial or statistical data. The Financial Services Council standard on
genetic testing, which has been in place since 2002, states that an insurer must not
request genetic testing, but can access testing that has already been done.

51 As income protection insurance is only available to a limited range of people in certain types
of employment, it is not possible to judge the level of underinsurance.

52 However, 93 per cent of all home building and/or contents policies now have flood cover as
a standard feature. See Insurance Council of Australia (ICA) 2013, Aggregated Flood Policy
Data, ICA, Sydney.

53 Insurance Australia Group 2014, First round submission to the Financial System Inquiry.

54 In 2009, the US Federal Genetic Information Nondiscrimination Act was implemented to
provide protection from genetic discrimination in health insurance. In 2011, the European
Court of Justice prohibited gender-based discrimination. Consequently, the cost of UK
comprehensive car insurance for first-time female drivers increased by 104 per cent but fell
27 per cent for their male counterparts. See Insurance Australia Group 2014, First round
submission to Financial System Inquiry.
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Price signals are important in influencing people’s decisions about risky behaviour,
such as whether to live in a location prone to cyclone, bushfire or flood, or whether to
buy a particular car. Price signals may also be beneficial for efficiency and competition.
Future developments, such as vehicle telematics, mean that technology and premium
prices may directly influence behaviour and reduce the level of risk to the community.

Accessibility can be improved if insurers and lenders better understand the risks
involved, especially where the risk is found to be less than previously assumed.
However, the better understanding of risk can cause problems for people who are
found to be a higher risk. They may face higher premiums or a loss of access. This is a
particular problem where consumers are not able to change their risk profile or find it
difficult to do so.

Policy options for consultation

The information available on the extent of underinsurance is limited, including no
agreed measure of what level of insurance is desirable. Further evidence beyond that
already in submissions would be welcomed.

The Inquiry seeks further information on the following areas:

* Does Australia have a problem with underinsurance that warrants some form of
policy response? Specifically:

- How does Australia compare internationally on adequacy of insurance
coverage?

- Has the issue of underinsurance been increasing over time?

- What evidence and data are available to support a conclusion about our level
of underinsurance?

- What evidence and data are available to assess whether more granular
risk-based pricing will lead to exclusion or further underinsurance?

» If warranted, what are possible approaches to lessen the existence of, or mitigate
the impact of, underinsurance?

Access to credit

Low-income consumers

Submissions raise issues with access to fair and affordable credit for some consumer
segments. Consumers require access to products and services that help them meet
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their individual financial needs, including credit products, which can smooth
consumption. Low-income consumers, consumers with low financial literacy and those
precluded from obtaining mainstream credit often use small amount loans to meet
everyday expenses.

Submissions contend that such consumers are frequently unable to access suitable
credit from mainstream lenders, as they do not meet the eligibility criteria. Instead,
they use high-cost products, such as consumer leases, which are regulated differently
to credit contracts under the NCCP Act. Or they rely on ‘fringe’ credit providers, such
as payday lenders, where they may enter into loans on a recurring basis without being
able to use the credit to improve their financial position.

Although lenders will make lending decisions on risk-based criteria and other
commercial considerations, access to reasonably-priced small amount credit may have
individual and societal benefits. Community organisations and financial institutions
are seeking to address this issue with a growing number of joint microfinance
initiatives, such as the No Interest Loan Scheme and the StepUP Low Interest Loan.%
However, these schemes provide a very small supply of reasonably priced fringe
credit, compared with overall demand. Outstanding payday loans are currently
estimated in excess of $380 million.>

Policy options for consideration

A 2013 report by NAB and the Centre for Social Impact on financial exclusion in
Australia®” concluded the Government should explore ways of scaling up the supply of
microfinance products to improve access to credit for low-income consumers.
Microfinance initiatives are not-for-profit schemes that provide access to affordable
credit for essential goods or savings programs, which aim to help consumers establish
positive financial habits. They are designed to address issues of financial exclusion.

Submissions propose that Government and/or industry could facilitate further
development of microfinance initiatives, in collaboration with the not-for-profit and
community sector, to improve access to small amount credit. This option relies on both
the voluntary participation of industry and Government funding. It will likely take

55 Good Shepherd Microfinance 2013, An Outcomes Evaluation of the Good Shepherd Microfinance
No Interest Loan Scheme (NILS), report prepared by Bennett, S. Georgouras, M, Hems, L,
Marjolin, A and Wong, ], Centre for Social Impact, University of New South Wales, Sydney.
According to the 2014 NILS evaluation, 42 per cent of respondents who had obtained fringe
credit in the past stopped or reduced their use of fringe credit due to their NILS loan.

56 Estimated by ASIC based on previous studies into the industry and information from annual
reports.

57 Centre for Social Impact for NAB, 2013, Measuring financial exclusion in Australia, Centre for
Social Impact, Sydney.
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time for microfinance initiatives to grow sufficiently to address the needs gap, or they
may not be able to grow sufficiently to meet demand in this area.

The Inquiry seeks further information on the following area:

Is there a role for Government and/or industry to facilitate further development of
microfinance initiatives, in collaboration with the not-for-profit and community
sector? To what extent would this improve access to small amount credit?

Small business borrowing

Banks provide the majority of lending to small business.?® Access to credit helps small
businesses meet their start-up, expansion or ongoing costs and manage their liquidity.
Generally, small business lending is more risky than most consumer lending, which
mainly consists of low-risk residential loans. This is discussed in the Funding chapter.

As a result, when banks lend to small businesses they tightly control lending decisions,
providing limited flexibility, and often with detailed and paper-based assessment
procedures. Following the GFC, banks have become more selective in determining
eligibility. Some banks are reducing their exposure to small- and medium-sized
enterprise (SME) borrowers, and lowering loan-to-valuation ratios to reduce their
credit exposure.?

Yet individual borrowers and small business borrowers often face similar issues.

Preliminary assessment

Some submissions are concerned about finance for small business, particularly about
the restrictive covenants in small business loan contracts. Non-price covenants of loan
contracts can make bank loans unattractive to some small businesses. Some
submissions label non-price terms on small business loans ‘very restrictive” and
‘vague’, with concerns that the way some of these terms have been applied has not
been transparent. Small businesses are also concerned about the onerous nature of the
loan application processes employed by some lenders. To some extent, this can reflect
the quantity and quality of information that some small businesses provide to lenders.

58 RBA data for December 2013 shows the value of outstanding bank business loans for
amounts under $2 million was $242.5 billion. See Reserve Bank of Australia (RBA) 2013,
Statistical Table D7: Bank Lending to Business — Variable-rate Loans Outstanding by Size and by
Interest Rate, RBA, Sydney. Note: this lending includes an unknown amount of loans
provided to businesses that do not fall within the definition of a small business.

59 As observed in Treasury 2010, Regulatory Impact Statement: Small business credit’ (as part of the
National Credit Reforms), Canberra.
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The regulatory regime that currently applies to credit only regulates credit provided to
individuals or strata corporations for personal, domestic or household purposes, or in
relation to residential investment. As part of the credit reforms process, a proposal to
introduce targeted reforms to small business lending was consulted on in the context
of the draft National Consumer Credit Protection Amendment (Credit Reform Phase 2)
Bill. The Bill proposed mandatory external dispute resolution, product and services
cost disclosure by lenders and brokers, and a specific remedy to address practices by
some lenders in unfairly refinancing small businesses in financial distress. The reforms
were part of the COAG National Partnership Agreement to Deliver a Seamless
National Economy. However, the agreement wound up on 30 June 2013, before the
reforms were complete and the Bill was never passed.

Similarly, when the unfair contracts provisions now present in the ASIC Act were first
announced in 2008, they were initially intended to apply to all standard form contracts,
including business-to-business contracts. However, the legislation was restricted to
consumer contracts, in response to criticism by the business community that such laws
might create uncertainty.

A balance needs to be struck between facilitating access to credit on equitable terms
and allowing lenders to effectively manage their risk and price accordingly. Regulating
business credit more intensively may reduce access to or the affordability of credit for
small business.

The Inquiry notes that Treasury is undertaking a consultation process on behalf of
Consumer Affairs Australia and New Zealand on extending unfair contract term
protections to small business. A consultation paper was released on 23 May 2014.¢0 The
Inquiry will continue to monitor this consultation process until the Final Report is
issued.

Consumer loss and compensation

Consumers require access to remedies and redress in the financial system where they
may have been subject to misconduct. When investing, some consumers have suffered
significant, uncompensated losses when non-prudentially regulated institutions have
collapsed and/ or where there has been misconduct on the part of financial services
providers. A number of collapses have led to significant consumer losses, including
Storm Financial, Trio Capital, Opes Prime, Westpoint and Commonwealth Financial
Planning. In some cases, consumers received partial compensation; however, a
significant proportion of losses remain uncompensated. Although the system is not

60 Commonwealth of Australia 2014, Extending Unfair Contract Term Protections to Small
Businesses, Consultation Paper, Canberra.
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designed to eliminate all risk of loss, submissions raise a number of issues relating to
consumer loss and compensation, including the:

* Adequacy of the regulatory framework for managed investment schemes

» Appropriateness of compensation mechanisms

Adequacy of framework

Consumers have experienced significant losses from investing in the managed
investment sector, although these losses are small compared to the overall size of the
sector. Major sources of loss include failed agricultural schemes, mortgage and direct
property schemes, and unlisted mortgage common enterprise schemes.?! Although
some losses reflect poor underlying asset investments, or market price declines, others
reflect poor business models, poor advice or fraud.

This raises the issue of whether the framework for regulating managed investment
schemes adequately safeguards the rights of investors, especially compared with
companies.

In a recent report, the Corporations and Markets Advisory Committee made a range of
recommendations and proposals, which included to:

* Change the ‘trustee like’ obligations of responsible entities

* Review the structural requirements of managed investment schemes
* Prohibit common enterprise schemes

* Amend the definition of what can be called a liquid asset

* Clarify what is meant by ‘scheme property” and how the client money provisions
are applied to monies held by responsible entities

* Improve the external administration framework for failed managed investment
schemes®?

61 Common enterprise schemes are a kind of managed investment scheme that is generally
structured as a series of agreements between the member, the responsible entity and various
external parties. The ‘scheme’ in this case is not a pool of assets under management, but
rather the common enterprise carried out in accordance with those agreements. See
Corporations and Markets Advisory Committee (CAMAC) 2012, Managed Investment Schemes
Report, CAMAC, Sydney.

62 Corporations and Markets Advisory Committee (CAMAC) 2012, Managed Investment Schemes
Report, CAMAC, Sydney and Corporations and Capital Markets Advisory Committee
(CAMAC) 2014, Managed Investment Schemes Discussion Paper: The establishment and operation
of managed investment schemes, CAMAC, Sydney.
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Policy options for consultation

Given recent financial collapses, submissions question the adequacy of the regulatory
framework for managed investment schemes to protect the interests of their investors.

The Inquiry would value views on the costs, benefits and trade-offs of the
following policy options:

* No change to current arrangements.

* Amend the existing regulatory framework for managed investment schemes.

Compensation arrangements

Overall, stakeholders have said that dispute resolution systems are working well.63
Despite this, some stakeholders consider that current compensation arrangements may
not be adequate to provide redress to consumers who have suffered financial loss. This
is evidenced by the Financial Ombudsman Service (FOS) submission, which reports
significant unpaid determinations and uncompensated loss. Since 1 January 2010,

19 financial services providers have been unable to comply with 105 determinations
exceeding $8.3 million.®* According to FOS, the level of unpaid determinations as at

31 December 2013 is approximately 33 per cent of all determinations made in its
investments jurisdiction.

Other submissions raise specific issues about the sufficiency of relying on professional
indemnity (PI) insurance as a compensation mechanism. Submissions contend that PI

insurance fails as a complete compensation mechanism because:

*  Where there is significant consumer detriment, aggregate funds available under the
policy may be insufficient to meet all claims.

* The policy may not cover conduct giving rise to the compensation.

* The amount of the award may be below the applicable excess under the policy.%

63 The requirement to have a dispute resolution system applies to AFSL holders and credit
licence holders. It also applies to product issuers and product issuers that deal with retail
clients but do not require an AFSL for various reasons (for example, a legislative licensing
exemption).

64 Financial Ombudsman Service (FOS) 2014, Unpaid FOS determinations by financial services
providers: An overview, FOS, Melbourne. Note that the Credit Ombudsman Service Limited
has only reported three unpaid determinations, totalling about $227,000.

65 Financial Ombudsman Service 2014, First round submission to the Financial System Inquiry,
page 22.
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Policy options for consultation

Submissions are mixed on the need for any statutory compensation scheme. Some
argue that any scheme would increase moral hazard risk and would ultimately come
at a cost to consumers. Others argue that a simple capped default compensation
scheme should be considered to promote consumer confidence and trust in the
financial system.

The Wallis Inquiry recommended against statutory compensation schemes in the
financial sector, including deposit insurance. A report released by Richard St John in
2012 also concluded that it would be inappropriate and possibly counterproductive to
introduce a last-resort compensation scheme.% The report concluded that a better
measure would be to reduce the incidence of misconduct and loss in the first place
through improved regulator surveillance and stronger PI insurance requirements. The
main downside of a statutory compensation scheme is that the better participants in
the industry are likely to subsidise other participants, who do not have high standards
of compliance and conduct.

Another option, which could proactively reduce loss through misconduct, would be to
increase ASIC’s resourcing and capability for proactive surveillance of its regulated
population. This is discussed in further detail in the Regulatory architecture chapter.

The Inquiry seeks further information on the following area:

Given the limitations of professional indemnity insurance, what options, if any, exist
for addressing the issue of consumer loss?

Product rationalisation of ‘legacy products’

A number of submissions raise concerns about the operational risks and costs
associated with the ongoing operation of ‘legacy products’. These are often managed
investment schemes or life insurance products that have become outdated and closed
as a result of commercial and legislative changes.

In 2009, industry estimated that up to $220 billion of funds under management may be
in legacy products, adding an industry-wide operational cost of between $120 million

66 Commonwealth of Australia 2012, Compensation arrangements for consumers of financial
services, prepared by St John, R, Canberra.
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and $350 million per year.6” These costs represent an inefficiency drag on the funds
management sector and, ultimately, a cost passed on to consumers.

Submissions are most concerned about the lack of a practical, cost-effective and
consistent product rationalisation regulatory framework to enable the conversion or
consolidation of legacy products into products with equivalent features and benefits.
This issue creates a trade-off that needs to be balanced between the interests of
consumers who hold legacy products and product issuers.

Policy options for consultation

Government consulted on proposals for a new product rationalisation framework in
2009.98 The paper also discussed proposals for designing relevant taxation relief where
assets are transferred under product rationalisation. These proposals have not been
acted on to date. Thus, the operational risks and costs to consumers relating to legacy
product operation remain today. The Inquiry considers that taxation relief issues
related to product rationalisation should be considered in the Tax White Paper process.

The Inquiry would value views on the costs, benefits and trade-offs of the
following policy options or other alternatives:

* No change to current arrangements.

* Government to renew consideration of 2009 proposals on product rationalisation
of legacy products.

The Inquiry seeks further information on the following areas:
* Are there elements of the consumer framework not covered in this chapter that

require consideration?

* In addition to the current regulatory framework, what role can industry
self-regulation play in improving consumer outcomes generally?

67 Treasury 2009, Product Rationalisation of Managed Investment Schemes and Life Insurance
Products, Proposals Paper, Canberra.

68 Treasury 2009, Product Rationalisation of Managed Investment Schemes and Life Insurance
Products, Consultation Paper, Canberra.
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7: Regulatory architecture

Australia’s current regulatory model has served us well. The global financial crisis
(GFC) tested regulatory arrangements globally and domestically, and Australia’s
twin peaks model has proven robust and effective. A number of overseas
jurisdictions have looked to aspects of Australia’s model to address weaknesses the
GFC exposed in their financial systems.

Submissions have not called for significant change to Australia’s regulatory
framework. However, both submissions and stakeholder consultations yielded a
wide range of suggestions for improving the existing architecture. Based on these
views, the Inquiry proposes policy options for consideration and further feedback.

The Inquiry has commissioned work on the costs and benefits of the extent of
regulation in the financial system and seeks further evidence in this regard.

The Inquiry also notes that, concurrent with the preparation of this report, the
Senate has been examining the performance of the Australian Securities and
Investments Commission. The Senate Committee’s Report contained a large number
of recommendations that are of relevance to the work of this Inquiry. The Senate
Report was issued at the time the Interim Report was being finalised for printing.
The findings of the Senate Report will be carefully examined by this Inquiry in the
lead-up to its Final Report.

Based on evidence to date, the Inquiry observes:

* The regulatory perimeters could be re-examined in a number of areas to ensure
each is targeted appropriately and can capture emerging risks.

* Australia generally has strong, well-regarded regulators, but some areas of
improvement have been identified to increase independence and accountability.

* During the GFC and beyond, Australia’s regulatory coordination mechanisms
have been strong, although there may be room to enhance transparency.

* Regulators’ mandates and powers are generally well defined and clear; however,
more could be done to emphasise competition matters. In addition, ASIC has a
broad mandate, and the civil and administrative penalties available to it are
comparatively low in relation to comparable peers internationally.

* To be able to perform their roles effectively in accordance with their legislative

mandate, regulators need to be able to attract and retain suitably skilled and
experienced staff.
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Context

Sound regulation underpins confidence in the system, encourages participation and
facilitates efficient allocation of funding and risk in the economy. However, regulation
also imposes costs on institutions and the economy more broadly. Regulation should
strive to meet its objectives, without placing an undue burden on the regulated
population.

Figure 7.1 sets out the current Australian regulatory framework at a high level.

Figure 7.1: The Australian financial system regulatory framework

Prudential regulation

The Wallis Inquiry considered financial safety as fundamental to the sound operation
of the economy. Recognising that regulation with a financial safety objective can affect
efficiency, competition and innovation, the prudential perimeter was tightly
circumscribed — targeted to where the intensity of promise is highest, such as deposits
and insurance.

Prudential regulation in Australia applies directly to authorised deposit-taking
institutions (ADIs), general insurers, life insurers, and registered superannuation
entities and their trustees.

Today, prudential regulation takes a group-wide view. International standards require
a group’s financial and operational aspects to be understood and assessed, as well as
the individual prudentially regulated entities within them. The largest and most
complex groups are expected to have the greatest level of supervisory intensity. A
group-wide framework is in place for banking and insurance groups.
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Retail payment systems regulation

The Wallis Inquiry considered the most intense of financial promises are those that
provide payment services. At the time, banks were the main providers of payment
services and the primary interface with payment systems. The Payments System Board
(PSB) was created as a separate board of the Reserve Bank of Australia (RBA) to make
decisions related to regulating the payment system. The PSB has a clear objective to
ensure stability and confidence in the system, while improving efficiency and
competition.

Today, the payments landscape has changed considerably. Cash and cheque
transactions have declined significantly and electronic payments have grown strongly.
Technology advances and payment product innovation are expected to continue. This
is consistent with international experience. It has also resulted in a range of models in
different countries to regulate the payments sector.

Conduct regulation

The Wallis Inquiry considered that financial markets cannot work well unless
participants act with integrity and there is adequate disclosure to facilitate informed
decisions. Conduct regulation was designed to cover all financial products and
services, with the intention of ensuring financial markets are sound, orderly and
transparent; users are treated fairly; and markets are free from misleading,
manipulative or abusive conduct.

Today, conduct regulation applies to most financial services. The number of financial
products has extended through growth in market-based instruments, structural
changes in financial markets, and technology and innovation. Products and markets
have become more sophisticated and complex, making the application of conduct and
disclosure requirements more extensive.

Regulatory burden

Stakeholders have told the Inquiry that Australia has a strong regulatory framework.
However, many stakeholders argue that complying with regulation is costly, the pace
of change has increased costs and practices for introducing new regulation could be
improved.

Following the GFC, the considerable international policy response included new and

strengthened regulation for financial system entities. In this context, a number of
submissions are concerned about implementing new regulation.
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Other chapters address a number of specific issues relating to the burden of regulation.
The main issues raised by stakeholders in the context of this chapter relate to:

The general need to weigh the costs and benefits of new regulation adequately,
the need to look for other solutions before applying regulation, or the possibility
that, because these processes are not being applied adequately, Australia is
potentially over-regulated.!

—  Arelated concern was a lack of time taken for industry consultation or
implementation or, in some cases, inadequate consultation processes more
generally.

Regulation potentially having a disproportionate impact on smaller players.2

Concerns about the impost of foreign regulation and international standards since
the GFC, especially prudential regulation, including that it should be
implemented with more Government policy input/oversight or that it has not
supported Australia’s needs.>

—  Foreign regulation and international standards are discussed in more detail
in the International integration chapter.

— Ananalysis of Australia’s prudential regulatory framework is discussed in
the Stability chapter. Further information is sought on costs of prudential
regulation.

A blurring of the distinction between the role of boards and management,
especially through the application of prudential regulation.>

—  This issue is discussed in more detail in the Stability chapter.

Blurring of the distinction between prudential and non-prudential regulation, and
potential overlap between the Australian Prudential Regulation Authority
(APRA) and ASIC.6

N U1 = W

For example: First round submissions to the Financial System Inquiry by the Australian
Bankers’ Association, major banks and QBE.

Customer Owned Banking Association 2014, First round submission to the Financial System
Inquiry, page 53.

ANZ 2014, First round submission to the Financial System Inquiry, page 49.

Westpac 2014, First round submission to the Financial System Inquiry, page 31.

ANZ 2014, First round submission to the Financial System Inquiry, page 49.

Treasury 2014, First round submission to the Financial System Inquiry.

3-92



Post-GFC Regulatory Response — Regulatory architecture

—  This is considered in the Regulatory perimeter section of this chapter.

Preliminary assessment

Costs and benefits of regulation

Measuring whether the benefits of regulation outweigh the costs is challenging, since
regulation imposes both direct and indirect costs and benefits. Even where
respondents express frustration with the costs of regulation in Australia, they
acknowledge that the cost of excessive or unnecessary regulation can be difficult to
measure.” Aside from direct costs incurred by businesses in complying with regulatory
change, regulation also has hidden costs.? For example, regulatory costs and
complexity can create barriers to entry for new participants or innovations.

Benefits can also be difficult to measure. As APRA points out in its submission: “Many
of the specific benefits of prudential regulation and supervision, such as lower losses

and increased trust within the financial system, are [difficult] to isolate”.’

Despite these difficulties, it is essential that the costs and benefits of Government
intervention are assessed to the extent possible.l® Many stakeholders suggest current
processes for doing so are inadequate, potentially leading to over-regulation.

Currently, the Inquiry lacks evidence on both the costs and benefits of reforms to
support firm conclusions on this issue, although some information is available around
costs. The Australian Bankers” Association (ABA) estimates the four major banks have
spent $1.67 billion on implementation costs for the following projects: Foreign Account
Tax Compliance Act (FATCA),"! Future of Financial Advice (FOFA) law reform,
anti-money laundering (AML) from 2005-06, privacy (including credit reporting),
e-payments, the Financial Claims Scheme (FCS), over-the-counter (OTC) derivative
reforms and National Consumer Credit Protection.

In 2012, the International Monetary Fund (IMF) studied the relative costs and benefits
of post-GFC regulatory reform for Europe, the United States and Japan. The report

7 QBE 2014, First round submission to the Financial System Inquiry.

8 Some organisations provided confidential estimates of the costs of complying with recent
regulatory changes to the Inquiry.

9 Australian Prudential Regulation Authority 2014, First round submission to the Financial
System Inquiry, page 63.

10 It should be noted that to date the RBA, APRA and ASIC have been fully compliant with
Regulatory Impact Statement requirements as set out by the Office of Best Practice
Regulation.

11 Note: FATCA is US legislation but must be implemented by Australian companies in certain
circumstances. According to the ABA, FATCA contribution to costs is approximately
14 per cent.
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found: “the benefits in terms of less frequent and less costly financial crisis would
indeed outweigh the costs of regulatory reforms in the long run”.!2 Importantly, the
IMF assessment assumed the way regulation was implemented did not create
unnecessary costs. However, this assumption is unlikely to hold in practice. Costs and
benefits go beyond the content of the regulation: how it is implemented also matters.

Stakeholders suggest that, in some areas, implementation has been poor in cases where
otherwise the reform is supported; for example, very short consultation periods.?

Stakeholders report the main drivers of the implementation costs include:
* IT system changes

+ Staff costs (i.e. employing specialists to implement regulations)

* Legal advice

In addition, implementation costs can be increased by:

* Poor timing around the start of regulation, particularly when there are changing
or uncertain compliance dates or unrealistic timelines for compliance, or where
compliance dates are set for resource-constrained periods. Examples raised by the
ABA included implementing AML and the OTC reforms.

* Poor domestic/ international regulatory coordination. For example, the ABA
highlighted problems around coordination in the OTC reforms.

* Inadequate consultation processes with industry, or insufficient weight given to
industry information, resulting in higher-cost, less effective regulatory solutions
being selected and implemented.

* Overly prescriptive legislation, which both adds to cost and complicates delivery,
particularly if it makes no allowance for variations in process and systems
capability.

To help assess the costs and benefits of regulation more generally, the Inquiry has
commissioned further work on the burden of regulation resulting from both domestic
and international reforms. As part of the Government’s deregulation process, Treasury
is also managing a substantial ‘stocktake” and analysis of regulation in the Australian
financial system.

12 Elliot, D, Salloy, S and Santos, A 2012, Assessing the Cost of Financial Regulation, IMF Working
Paper, IMF, page 68.
13 CBA, First round submission to the Financial System Inquiry, page 124.
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The World Bank Doing Business 2014 ranked Australia 11th on its ‘Ease of Doing
Business’ category, behind the United Kingdom (10), the United States (4), Hong Kong
(2) and Singapore (1). In the ‘Getting Credit’ category Australia ranked 34, with the
United Kingdom and Malaysia ahead, while in the ‘Starting a Business’ category it
ranked equal 4th. Yet, for ‘Protecting Investors’, Australia ranked much lower — at
68th.14 In that category, the World Bank “measured the strength of minority
shareholder protections against directors’ misuse of corporate assets for personal
gain,” and gave Australia a relatively low ranking.'5

In summary, this source suggests that, compared to the rest of the world, Australia
may not have a regulatory burden problem. Conversely, QBE estimates the total cost
stemming from over-regulation at an average of over $100 per policy, or in the range of
10 to 15 per cent.'

Deregulation and improving policy development processes

Concurrent with this Inquiry, the Government has a deregulation process in place that
is consistent with many of the suggestions made by submissions. This includes
improved guidance for Regulation Impact Statements and a clear policy statement that
the default position of policy makers and regulators should be ‘no new regulation’.

Further, in March 2014, the Productivity Commission developed a Regulator Audit
Framework that could be used for auditing the performance of regulators, in regard to
the compliance costs they impose on business and other regulated entities. Based on
this report, the Government is preparing a framework for assessing the performance of
regulatory agencies, such as ASIC, APRA, the Australian Competition and Consumer
Commission (ACCC) and the Australian Taxation Office (ATO). The International
integration chapter considers options for further process improvement to have regard
to international regulation.

As part of the deregulation process, the Government is undertaking a stocktake and
audit of all regulation. This will provide a baseline for measuring the Government’s

14 World Bank Doing Business 2014 accessed at:
<http:/ /www.doingbusiness.org/data/exploreeconomies/australia#protecting-investors>.

15 The indicators used by the World Bank assess “3 dimensions of investor protections:
transparency of related-party transactions (extent of disclosure index), liability for
self-dealing (extent of director liability index) and shareholders’ ability to sue officers and
directors for misconduct (ease of shareholder suits index). The data come from a
questionnaire administered to corporate and securities lawyers and are based on securities
regulations, company laws, civil procedure codes and court rules of evidence. The ranking
on the strength of investor protection index is the simple average of the percentile rankings
on its component indicators.” For further information see:
<http:/ /www.doingbusiness.org/methodology/ protecting-investors>.

16 QBE 2014, First round submission to the Financial System Inquiry, page 41.
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progress in reducing red tape and assist in identifying useful areas for future
reductions.

Impact on competitive neutrality

As noted, implementing many post-GFC regulations has created substantial costs.
Although large institutions have faced the biggest absolute costs, their smaller
competitors may face a higher relative burden, particularly where change imposes
fixed costs of implementation. Larger firms may also have more capacity to influence
the direction of regulatory change.

On the other hand, smaller firms do not generally want to be subject to different
regulatory frameworks than their larger competitors if they consider this will change
customer preferences or their access to funding. For this reason, concessional licensing
regimes or frameworks can be problematic.

This raises the issue of whether Government and regulators need to take more account
of the potential implications of regulatory change on competitive neutrality. This
applies to both the design of regulation and the volume of regulatory change to which
industry segments are subject.

Volume of regulation

Typically, defining regulation that imposes a burden on industry takes into account
any standards, codes, rules, data requirements and guidance material produced by
regulators, whether domestic or international.”” However, some of this material, such
as guidance material, helps the regulated population comply with regulation.

The volume of regulation will depend on a range of factors, including the approach of
the regulator and, to some extent, the approach taken by the regulated population.

Seeking to address real or perceived gaps in the regulatory regime can lead to
increasingly complex or voluminous regulation. Instead, it may be possible to close
perceived gaps or improve poor outcomes without necessarily changing the law.

In some instances, regulators may be able to address issues by reducing the
overarching volume of rules and regulations placed on industry, but directing more
resources towards supervising high-risk participants, taking stronger or more frequent
enforcement action, or both. Increasing the intensity of supervision or enhancing

17 The Office of Best Practice Regulation defines regulation as “any ‘rule” endorsed by
government where there is an expectation of compliance”. Also see the ABA submission,
which defines regulation as “all legislation, codes, rules, (prudential) standards and guidance
material produced by any government department or agency that imposes limitations on, or
otherwise seeks to modify the behaviour of, individuals or companies”.
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enforcement may require either additional resources or re-prioritising existing
activities.

Financial system data

Financial system data is useful for policy makers, regulators, industry, academics and
others. In conducting the first stage of the Inquiry, data gaps had an impact on the
Inquiry’s deliberations. For example, there are gaps in data for infrastructure financing
and small business lending. On the other hand, stakeholders have told the Inquiry it
can be costly and time consuming to provide data and, in some instances, multiple
agencies have duplicate requests.

If new data is to be provided to address gaps, it will be important to look for ways to
reduce the reporting burden of data that is either not used or is less useful. Changes in

data requirements should also weigh the benefits of collecting it against the potential
costs of changing systems and processes to comply with new requirements.

Policy options for consultation
The Inquiry has commissioned further work on the costs and benefits of financial

system regulation in Australia and welcomes empirical evidence on this point.

The Inquiry seeks further information on the following areas:

» Is there evidence to support conclusions that the regulatory burden is relatively
high in Australia when considered against comparable jurisdictions?

* Are there examples where it can be demonstrated that the costs of regulation
affecting the financial system are outweighing the benefits?

* Are there examples where a more tailored approach could be taken to regulation;
for example, for smaller ADIs?

» Are there regulatory outcomes that could be improved, without adding to the
complexity or volume of existing rules?

» Could data collection processes be streamlined?
» If new data is required, is there existing data reporting that could be dropped?

» Instead of collecting new data, could more be made of existing data, including
making more of it publicly available?
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Regulatory perimeters

The perimeters of financial sector regulation establish the population regulated within
the prudential, conduct!® and retail payments frameworks. Each framework has
unique objectives and, to the extent possible, should be clear and targeted.

Prior to the Wallis Inquiry, financial system regulators supervised by type of financial
institution rather than regulatory function. The Wallis Inquiry sought to simplify the
structure!” and redefine perimeters through the concept of ‘intensity of promise’.20 The
RBA retained responsibility for stability of the financial system and for regulating the
payments sector via the new PSB.

Today, the Wallis Inquiry’s structure remains; however, it has been adjusted for new
and evolving markets, services and products. For example, the development of
financial groups has resulted in adjustments to how the frameworks apply. Standards
have also been developed under the licensing regime for clearing and settlement
systems. Financial market infrastructure (FMI), such as central counterparties and
securities settlement systems, is now regulated and overseen under a framework based
on international standards.

An illustrative summary of the perimeter for each framework is depicted in Figure 7.2.

18 Conduct regulation refers to both regulating markets and the conduct of market participants
and other financial product providers.

19 The Wallis Inquiry merged 11 Federal and state regulatory organisations to create APRA,
including parts of the RBA responsible for banking regulation.

20 The Wallis Inquiry held that “the higher the intensity of a promise, the stronger the case for
regulation to reduce the likelihood of breach”.
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Figure 7.2: Current regulatory perimeters — illustrative summary by
institution/activity type

Market developments and stakeholder consultations suggest re-examining the
perimeters for:

. Prudential regulation — consider the case for prudential versus conduct
regulation of superannuation funds.

. Retail payment systems — consider a simplified and/or graduated framework
with clear and transparent thresholds.

. Conduct regulation — consider the case to extend regulation for fund
administrators and technology service providers of sufficient scale and apply
select market integrity rules to securities dealers.

Observation

The regulatory perimeters could be re-examined in a number of areas to ensure each
is targeted appropriately and can capture emerging risks.
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Prudential regulation of superannuation

The growing importance of superannuation has warranted an in-depth treatment in
this Inquiry, including re-examining the regulatory framework.

Prudential regulation and supervision has costs, both in terms of direct regulatory
costs and costs to efficiency and competition. However, prudential regulation also
brings benefits to the economy, as discussed in the Stability chapter.

The Wallis Inquiry recognised that superannuation and managed investments were
operationally equivalent, but recommended that superannuation’s unique
characteristics provided a case for prudential regulation: the compulsory nature of
some superannuation savings, the lack of choice for a large proportion of members, the
mandatory long-term nature of superannuation, and the contribution to
superannuation of tax revenue forgone.

In the past 15 years, the superannuation industry has grown and evolved to reach
more than $1.8 trillion in assets under management.?! Superannuation is now the
second largest sector after banking and is continuing to grow rapidly. The wealth
management divisions of financial institutions have also grown, resulting in a greater
degree of vertical integration. Large financial groups with a material cross-industry
presence account for approximately 40 per cent of total superannuation assets.?2 The
Superannuation chapter provides further detail on this sector.

On the one hand, imposing higher-intensity regulation and supervision comes at a
cost, potentially affecting long-term returns to superannuation members. On the other
hand, the unique characteristics of superannuation that the Wallis Inquiry recognised
have largely persisted. This includes the expectation that superannuation is integral to
the retirement income system.

Preliminary assessment

APRA’s prudential regulation of superannuation involves promoting safety and
soundness in business behaviour and risk management on the part of trustees and
superannuation funds. The primary supervisory focus is on the soundness of the
governance arrangements, the competence and effectiveness of the trustee board and
senior management, and the risk management and control framework. Where
necessary, it also involves remediation and enforcement activities.

21 Australian Prudential Regulatory Authority (APRA) 2014, Quarterly Superannuation
Performance (interim edition), March 2014, APRA, Sydney.
22 Tbid.
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Registered managed investment schemes (MISs) and their operators (responsible
entities) are regulated by ASIC with similar aims and, in some areas, broadly similar
requirements to superannuation entities.?

Differences lie predominantly in the intensity of the requirements applying to
governance and risk management and the intensity of supervision applied in respect of
these standards. Differences also exist in the requirements for financial resources,
reserving and liquidity (see Table 7.1).

Table 7.1: Differences in regulatory requirements for MISs and
APRA-regulated superannuation funds

Managed investment schemes

APRA-regulated superannuation funds

redemptions in certain
circumstances if the scheme
becomes illiquid — as occurred
during the GFC for some schemes.

Financial | Net tangible assets (NTA) Operational risk financial requirement
resources | requirement — where scheme — required reserve against operational
property is not held by a custodian, | risk losses.
the responsible entity (RE) is APRA expects a reserve of at least
required to have a minimum NTA 0.25 per cent of funds under management
of an amount between $150,000 and | to be held by the trustee or
$5 million or, if greater, 10 per cent | APRA-regulated fund. There is some
of average RE revenue. Where held | offsetting of this allowed within groups.
by a custodian, it is required to have
NTA of at least $10 million, or if
higher, 10% of the custodian’s
average revenue.
Cash needs requirement for REs —
requirements for projecting cash
flows over 12 months
Liquidity | REs are able to freeze scheme APRA — regulated funds are required to

have a liquidity management plan.

Legislated portability requirement —
funds must meet rollover requests within
three days.

Although not directly comparable, the MIS NTA requirements may be higher for
smaller entities, whereas the superannuation operational risk requirement is likely to
be higher for larger entities. The liquidity management requirements for MISs are not
as detailed as those for superannuation, and MIS liquid assets include such assets as

23 Some managed investment schemes are not required to be registered with ASIC. For
example, schemes with only certain classes of wholesale members.
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property. MISs do not have the legislative portability requirements that apply for
superannuation and which affect the liquidity needs for superannuation.

Applying prudential regulation to superannuation is likely to impose additional costs.
However, low levels of loss in the sector are a significant benefit that may justify or
outweigh these costs. In the past decade, there have been lower levels of failure and
loss in the prudentially regulated superannuation sector than in the MIS sector. In
APRA-regulated superannuation, compensation is available to cover loss arising in
cases of fraud, whereas there is no statutory compensation for MISs. Where there has
been fraud, superannuation industry-funded compensation has been provided, and
where there has been loss due to market movement, members have borne the loss.

The existing regulatory arrangements for superannuation reflect a number of
differences between superannuation and MISs. This includes that superannuation is
integral to retirement income policy, which is explicitly recognised through taxation
incentives, mandatory participation in the system and restricted access prior to
retirement.

Some stakeholders argue that prudentially regulating superannuation can lead to
members having a greater expectation of Government support, and this can lead to
moral hazard for the Government. Another concern is that imposing higher-intensity
regulation and supervision comes at a cost, potentially affecting long-term returns to
superannuation members. System inefficiencies can also be created by the complexity
of having different regulatory arrangements for large financial groups that provide
both superannuation and managed investments.

On the other hand, it can be argued that most members are not aware of the regulation
that applies to superannuation, and members’ expectations of Government support for
a failure in superannuation are linked to other characteristics such as its mandatory
nature. Low levels of non-market losses in superannuation may offset additional costs
of prudential regulation. It can also be argued that higher standards on
superannuation trustees are appropriate to address reduced market discipline,
potentially arising from the mandatory nature of superannuation. Prudential
regulation takes a group-wide view and the high proportion of large financial groups
with a material cross-industry presence, means that groups that contain
superannuation benefit from consistency in governance and risk management
standards and common supervisory practices.

The Inquiry is interested in views on whether there is a strong case for change.

Policy options for consultation

The Inquiry seeks views on whether the regulation of APRA-regulated superannuation
trustees and funds should be aligned with responsible entities and management
investment schemes.
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With respect to prudential regulation, the Inquiry also seeks views on establishing a
mechanism to adjust the prudential perimeter to apply heightened regulatory and
supervisory intensity to institutions or activities that pose systemic risks. The Stability
chapter provides further detail on this option.

The Inquiry would value views on the costs, benefits and trade-offs of the
following policy options or other alternatives:

* No change to current arrangements.

» Align regulation of APRA-regulated superannuation trustees and funds with
responsible entities and registered management investment schemes.

Retail payment systems regulation

Payment systems regulation has two functions:

1. It seeks to address systemic risk and promote stability, thereby limiting failure and
disruption to essential payment services within the financial system. In this case,
the focus is primarily on high-value payment systems.

2. It has a focus on competition and efficiency in payment systems. In this case, the
focus is on retail payment systems, such as the card systems, where a large number
of low-value payments are processed.

Regulatory perimeter issues are more likely to arise in the latter case.

In recent years, market and technological developments have gathered pace in the

payments sphere. It is important that regulatory settings are well calibrated to prevent

disruption, but also allow for continued innovation.

A number of submissions suggest re-examining the current regulatory framework for
retail payment systems, specifically in relation to:

» Simplifying the current framework

* Inconsistent treatment of like products, that may result in an unlevel playing field
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Preliminary assessment

Simplify the current framework

The complex structure of retail payment systems, and the level of public interaction
with them, has resulted in the sector’s regulation being fragmented. Part of the
complexity comes from the fact that regulation needs to be considered separately for:

* The payment systems - the rules, infrastructure and arrangements that enable
payments to be exchanged; for example, a card payment scheme

» Payment system participants — the entities (in most cases financial institutions) that
provide the services of a particular payment system to the public; for example, an
issuer of credit cards under the rules of a card payment scheme

Submissions, particularly those from non-ADI payment participants, argue that the
current regulatory framework is fragmented and unnecessarily complex due to the
number of regulators providing oversight of retail payment activities. Although there
are a number of regulators, this is not inconsistent with regulation in other areas of the
financial system.

The sector is currently subject to regulation by the RBA, APRA, ASIC and Australian
Transaction Reports and Analysis Centre (AUSTRAC). Each regulator has its own
definitions and concepts relating to payment systems and provides a number of
disparate exemptions. See the Technological innovation and Competition chapters for
additional discussion of payments regulation.

Unlevel playing field

Submissions have also raised concerns with an unlevel playing field for providers.

The PSB regulates both retail and wholesale payment systems. The PSB’s approach is
to encourage industry to undertake reform as required, and it has therefore not
licensed and regulated every payment system. Instead, it has designated specific
systems where there are concerns with respect to stability, competition or efficiency.

Concerns with regard to an unlevel playing field may also relate to participants that
are not supervised by APRA being permitted to participate in a payment system.

One example of potential inconsistent treatment relates to stored value payment
systems (purchase payment facilities or PPFs in the Australian legislation), which
among other things may include prepaid cards and ‘mobile money’. These systems
differ from other payment systems because they have a deposit-like element — a
function that is the focus of APRA and RBA’s regulatory responsibilities, rather than
the payment function per se.
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In its submission, the RBA supports a closer look at the regulatory status of stored
value systems, given that they hold customer funds and there is the potential for
increased adoption via mobile devices and e-wallets.

The RBA is also monitoring the development and growth of open-loop virtual
currencies in Australia.?¢ ASIC considers that virtual currencies are not, of themselves,
financial products. However, where payments are enabled in a virtual currency, such
as wallet software, these may be financial products. Further consideration should be
given to whether these kinds of arrangements should be regulated. Presently, there is
considerable divergence internationally in the way virtual currencies are treated for
regulatory purposes.

Submissions also raise AML and Know Your Client (KYC) verification as a potential
concern. New technologies in payments are also testing the perimeter of AML
legislation. With the growth in a range of stored value systems, which could be used to
launder money, this may develop into an issue. Strengthening the perimeter for
transaction activity is on AUSTRAC's agenda, including ongoing discussions with
regulators in other jurisdictions.

Policy options for consultation

The Inquiry would welcome views on opportunities to simplify or streamline the
current regulatory framework.

In establishing a level playing field for retail payment systems and participants, the
RBA supports a review of the regulation of PPFs (including stored value payment
systems) to provide adequate protection of customer funds. The submission notes that
imposing regulation equivalent to ADIs on these players could be onerous, and a
graduated framework may be more appropriate.

A graduated framework should consider aligning risk and the scale of activities with
compliance requirements. Such a framework could be tiered with clear thresholds for
when an activity or participant becomes regulated. Thresholds should take account of
the risk posed by unregulated new entrants and new technologies weighed against the
costs of imposing regulation and its potential effects on innovation and competition.
Regulation should also aim to apply to any payment system or participant in a
technology-neutral manner.

24 Reserve Bank of Australia 2014, First round submission to the Financial System Inquiry,
page 229.
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The Inquiry would value views on the costs, benefits and trade-offs of the
following policy options or other alternatives:

* No change to current arrangements.

» Consider a graduated framework for retail payment system regulation with clear
and transparent thresholds.

The Inquiry seeks further information on the following areas:

» Is there firm evidence to support opportunities for simplifying the regulatory
framework for retail payment systems and participants?

» What are practical and appropriate options to simplify the current regulatory
framework for retail payment systems and participants?

Conduct regulation: fund administrators and technology
service providers

There are a number of areas where risks may be developing outside the conduct
perimeter, specifically in relation to service providers of scale. Further, market
integrity rules do not apply to securities dealers.

Preliminary assessment

Service providers of scale

Some service providers outside the regulatory perimeter are of such size and potential
influence that service disruption or failure would affect regulated institutions. There
are requirements on regulated entities to ensure certain standards. However, with
service providers of scale, there may be a case for considering direct regulation. As for
all regulation, the costs and benefits of doing so need to be carefully considered to
ensure undue burdens are not imposed. Two potential direct regulation cases include
administrators and technology service providers of scale.

Administrators of scale

The provision of fund or investment administration is not currently subject to direct
regulatory oversight, although such providers often provide services to regulated
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entities.?> Such administrators are used by trustees of superannuation funds, operators
of MISs and investment platforms, investment companies and life companies.

Many administrators service a significant number of funds, including self-managed
superannuation funds (SMSFs). The industry is becoming more concentrated, and this
trend is expected to continue. If an administrator of scale collapsed, this could cause
disruption and loss for members of the superannuation funds and MISs reliant on the
administrator.

Requiring an Australian Financial Services Licence (AFSL) for these entities would
allow monitoring and minimum standards to be set.

Technology service providers of scale

A similar concern relates to vendors of IT systems relied on by market participants and
financial market operators. If such an IT system failed, this could impede the fair and
orderly operation of financial markets.

Technology service providers are subject to limited oversight, as any obligations to
have appropriate risk management systems and resources fall on regulated entities,
rather than the vendors. With providers of scale, there may be a case for considering
direct regulation.

Requiring an AFSL for these entities would allow monitoring and minimum standards
to be set.

Securities dealers

Securities dealers are AFSL holders that provide investor services. These dealers can
provide services that are substantially similar to those provided by ‘market
participants’ captured within ASIC’s regulatory perimeter. However, ASIC is currently
unable to use market integrity-specific remedies to address misconduct by securities
dealers, or their clients, in an equivalent manner to market participants. This includes
suspicious trade reporting and market manipulation provisions.

Policy options for consultation

In relation to the conduct perimeter, the Inquiry has identified the following options
for consideration:

» Extend AFSL requirements to administrators and technology service providers of
scale. Such an option has practical implementation challenges, including setting

25 Custodians are subject to AFSL requirements by ASIC, but this does not cover their activities
as administrators.
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clear and appropriate risk-based criteria to identify appropriate entities without
imposing undue burden on all service providers.

* Apply market integrity rules for licensed securities dealers that provide investor
services substantially similar to market participants of a licensed financial market.

* Create a mechanism to allow a heightened level of regulatory intensity to be
applied where risk arises outside the conduct perimeter. This option also has
practical implementation challenges, including setting clear and appropriate criteria
for making determinations.

The Inquiry seeks views on the costs, benefits and trade-offs of the
following policy options or other alternatives:

* No change to current arrangements.

* Impose AFSL requirements for providers of fund administration and technology
service of sufficient scale.

* Apply market integrity rules for licensed securities dealers that provide investor
services substantially similar to market participants of a licensed financial
market.

* Introduce a mechanism to allow a heightened level of regulatory intensity to be
applied where risk arises outside the conduct perimeter.

Independence and accountability

Observation

Australia generally has strong, well-regarded regulators but some areas of possible
improvement have been identified to increase independence and accountability.

Strong, independent and accountable financial regulators are crucial to the efficient,
stable and fair operation of the financial system. Independence is important to ensure
supervisory effectiveness, maintain Australia’s reputation as a safe and attractive
investment environment, and meet relevant international standards.

To this end, independence should be maximised to the greatest extent possible,

together with clear and robust accountability mechanisms that provide appropriate
checks and balances. Balancing these objectives is challenging.
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In practice, the degree of independence and accountability of regulators will not only
depend on the legislative and institutional frameworks it will also depend on the
culture of the regulatory agencies themselves. Independent regulators need to be
equipped to withstand external pressure — both political pressure and undue industry
influence. Accountable regulators need to be respectful in the way they discharge their
powers and open to questioning, feedback and new ideas or evidence.

Evidence suggests Australian regulators generally are independent from Government.
APRA, ASIC and the RBA are established under statute to independently execute their
mandate. For example, the APRA Act establishes APRA as an independent statutory
authority charged with responsibility for prudential regulation of the financial sector.
Thus, in evaluating areas for future improvement, the Inquiry has focused on
operational independence and budgetary independence.

Independence

Preliminary assessment

Operational independence — ministerial intervention
The relevant Minister can give a direction to APRA, ASIC and the RBA. For example:

* The Minister has the power to give a direction in writing to APRA or ASIC “about
policies [they] should pursue, or priorities [they] should follow” .26 Ministers cannot
give a direction about a particular case, but can direct ASIC to investigate a
particular matter.

¢ The Reserve Bank Act 1959 allows the Treasurer, with the advice of the Federal
Executive Council, to determine the policy the RBA should adopt, if there is a
difference of opinion as to whether the monetary and banking policy is “directed to
the greatest advantage of the people of Australia”.?”

Historically, the value governments placed on independence has meant, the ministerial
intervention power has only been used in rare and exceptional circumstances. The
Inquiry was only able to find one example of its prior use: in 1992, the
Attorney-General gave a direction to ASIC’s predecessor body, the Australian

26 Australian Securities and Investments Commission Act 2001, s 12(1); Australian Prudential
Regulation Authority Act 1998, s 12(1).
27 Reserve Bank Act 1959, s 11.
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Securities Commission (ASC), to require increased cooperative arrangements between
the Director of Public Prosecutions and the ASC.28

In its 2012 report, the IMF Financial Sector Assessment Program (FSAP) of Australia
found that, although such powers have rarely been used, their existence could
potentially diminish APRA and ASIC’s ability to carry out their supervisory and
regulatory functions effectively.?

Whether or not the power is explicitly used, its existence can potentially encourage a
regulator to follow the wishes of the Minister. This highlights the uneasy balance
between accountability to Government and the independence of regulators.

In New Zealand, the Ministerial directions power is less likely to erode regulator
independence, as it relates only to broad performance goals, strategies and measures.

The Inquiry seeks further views on whether Ministerial intervention powers erode
regulator independence. If the Ministerial direction powers were to be removed or
scaled back, additional accountability mechanisms could be introduced, as discussed
in the Accountability section.

Budgetary independence

A number of principles underpin a best-case funding model for financial regulators:3

* Total funding should be proportionate to the size, complexity and nature of the
regulated population. This aligns regulatory funding to changes in the level of risk
in the regulated population.

* Regulatory costs should be proportionately borne by those contributing to the
need for regulation or benefiting from that regulation. Proportional allocation of
regulatory costs promotes the principle of horizontal equity: that market
participants should be treated fairly, as outlined in the Australian Government’s
guidelines on cost recovery models for regulators.

* Funding should have a high degree of stability and certainty year to year. This
promotes long-term planning and increases efficiencies by avoiding unnecessary
short-term costs.

28 Australian Securities and Investments Commission (ASIC) 2007, Annual Report, 2006-07,
ASIC, Sydney, page 43.

29 International Monetary Fund (IMF) 2012, Australia: Financial System Stability Assessment, IMF,
Washington

30 Oliver Wyman 2012, Regulatory Funding Models, data provided to Financial System Inquiry,
22 May. Referencing source: Department of Treasury and Finance 2010, Cost Recovery
Guidelines, and IOSCO 2010, Objectives and Principles of Securities Regulation.
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* Funding should promote operational independence. This encourages effective
and unbiased regulation.

The suitability of the current funding models for ASIC and APRA are assessed below.
It is important to note that the Inquiry has not assessed the adequacy of funding
currently received by either ASIC or APRA. Rather, the assessment focuses on whether
the funding models meet the principles underpinning a best-case funding model.

ASIC

An assessment against these principles suggests ASIC has a low degree of budgetary
independence, with only a weak link between its regulatory functions and the way it is
funded.

Like APRA, ASIC’s funding level is decided by Government, but funds flow to ASIC
from general revenue, rather than an industry-funded levy. Costs for ASIC are borne
by the public, in proportion to their tax contributions. Members of the public, as
beneficiaries of regulation, do not bear these costs in proportion to that benefit.
Equally, market participants, who contribute to the need for regulation, generally do
not bear its cost directly.

Furthermore, industry fees are increasingly misaligned with the cost of ASIC
performing its regulatory function. Funding is not proportionate to the level of risk in
the industry. For example, ASIC notes:

[1t] costs ASIC about $108 million to requlate AFS licensees; however, ASIC collects ...
only $3.7 million in registry fees from AFS licensees, approximately 3.5% of the cost of
regulation.3!

ASIC’s funding is more variable than APRA’s. ASIC’s “core’ funding levels have
remained relatively stable, with a sufficient degree of certainty through the current
new policy proposal (NPP) process. However, special purpose ‘non-core” funding,
which has a higher degree of uncertainty, has increased in the last few years.

ASIC’s submission highlights significant differences between the forward projections
of its budget expenditure and realised expenditure. The differences between the
forward and realised expenditure constrain ASIC’s ability to forward plan in response
to market and regulatory developments.

In recent reviews of Australia’s financial system and regulatory framework, both the
Financial Stability Board (FSB) and the IMF raised concerns about ASIC’s lack of stable
funding and inability to commit resources to longer-term projects. According to the

31 Australian Securities and Investments Commission 2014, First round submission to the
Financial System Inquiry, page 52.
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IMF, this limited degree of budgetary independence in turn inhibits ASIC’s ability to
dedicate sufficient resources to conducting proactive supervision. Recent commentary
from the IMF and the International Organization of Securities Commissions (IOSCO)
generally supports a move towards an industry-funding model.

Globally, most securities and markets regulators are employing industry funding-
based models.32 Adopting an industry-funding model, if designed carefully, may
increase the degree of certainty in funding. Despite the advantages of an
industry-funding model, a number of potential challenges require consideration. For
example:

» Cost of implementation on business.

» Appropriately balancing costs and benefits between industry and the public, where
the benefits are seen by some as a public good.

* Method of allocating costs. Using levies gives rise to potential cross-subsidy
concerns.

APRA

APRA’s budget is proposed by the APRA members and is determined by the
Government as part of its budget deliberations. There is scope to improve the model
for determining APRA’s funding. Changes to the funding model could increase
stability year to year and promote operational independence.

The Government primarily recoups the cost of prudential regulation from annual
levies collected from supervised institutions, with a smaller contribution from interest
earnings, fees for services and miscellaneous cost recoveries. Stakeholders are
concerned about having insufficient time to comment on the Government’s annual
proposed levies, expressing a desire for more detail on APRA’s costs and activities.

Policy options for consideration

The Inquiry has identified a range of options for addressing the issues discussed
above. Views are also sought on maintaining the status quo.

Move APRA and ASIC to a more autonomous budget and funding process
Enhance the process for APRA’s budget approval

APRA could be required to publish a comprehensive budget proposal with associated
levy proposals and business plans each year, ahead of the Government’s annual
budget process.

32 Oliver Wyman 2012, provided to the Financial System Inquiry, 16 June 2014.
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The enhanced external consultation process would drive greater internal and external
scrutiny of how APRA’s resources are allocated across its functions and opportunities
for efficiencies. Under this process:

* APRA would publish detailed budget projections for a multi-year period.

* Industry and other stakeholders would receive an opportunity to comment on the
budget proposals and the level of APRA resourcing proposed.

* A final budget and levies proposal would then be submitted to Government for
approval, including a summary of the comments from stakeholders and APRA’s
response. Subsequently industry would be levied.

Move ASIC to an industry funding model

As discussed above, ASIC’s predominantly Government-funded model poses
limitations in meeting the principles of a best-case funding model. There is a case for
moving to an industry-funding model for ASIC, based on approaches taken in the
United Kingdom, Canada and other jurisdictions.

The Inquiry would value views on the costs, benefits and trade-offs of the
following policy options or other alternatives:

* No change to current arrangements.

* Move ASIC and APRA to a more autonomous budget and funding process.

Accountability

Preliminary assessment

Australian regulators are subject to similar external accountability arrangements to
comparable peer jurisdictions. They are held accountable through a range of
mechanisms, including Parliament, courts and tribunals, public media reporting and
freedom of information, and reviews by international bodies, such as the IMF FSAP.

The Inquiry recognises that there is room to further strengthen or implement new

accountability mechanisms for regulators, particularly in light of proposals to increase
independence.
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Statement of Expectations and Statement of Intent

The Uhrig Report?? recommended that Ministers should communicate Government’s
expectations of statutory authorities, such as regulators, in a public written Statement
of Expectations (SOE). Regulators respond to SOEs in a public written Statement of
Intent (SOI), which outlines how the authority will meet the Government’s
expectations.

To date, SOEs issued in Australia do not provide strong guidance on the Government’s
expectations about either regulatory outcomes to be achieved or risk tolerance. In turn,
SOIs do not provide clear metrics or expectations against which regulators intend to
measure their performance. Regulators are not required to report against the SOI on a
regular basis, so it is difficult to monitor the extent to which expectations are being
met.

In contrast, New Zealand’s SOIs appear to be one of the principal accountability
mechanisms for Crown entities. As such, they clearly articulate how regulators will
meet the Government’s expectations. The New Zealand SOI process has the added
advantage of being regular, systematic and transparent.

Elements that would make Australia’s SOEs more effective could include:

» Sufficient detail to address the regulator’s full range of responsibilities

* A broad outline of the Government’s tolerance for risk in the financial system

» A statement of the strategic direction the Government expects regulators to take

Improving accountability through these mechanisms will require the development of a
set of performance metrics that focuses on outcomes.

Regulator efficiency

The efficiency dividend is an important accountability tool that acts as a check on
public sector growth. However, it is arguably a blunt instrument that is not well suited
to smaller agencies with lower levels of discretionary costs.

Both APRA and ASIC are subject to the “efficiency dividend” requirements, including
‘additional’ dividends imposed over and above the standard 1.25 per cent annual
dividend. In particular, the imposition of ‘additional” dividends increases budget
uncertainty and variability for regulators, making it difficult to develop long-term
strategic plans.

33 Uhrig, ] 2003, Review of the Corporate Governance of Statutory Authorities and Office Holders,
Commonwealth of Australia, Canberra.
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Other issues

Regulators” activities are overseen by a number of bodies, including the Office of Best
Practice Regulation (OBPR) in the Department of Prime Minister and Cabinet, the
Auditor-General, and the Ombudsman. However, in general, these bodies are limited
in their scope to make regulators accountable because they can only make
recommendations, generally to the Minister or the regulator concerned. There may be
some scope to bring together the roles of the Government authorities that oversee and
ensure the accountability of regulators.

At the same time, external bodies, such as the IMF, focus on the performance of the
sector as a whole. This level of oversight does not involve in-depth reviews of the
performance, culture and capabilities of individual regulators. Regular, frank and
independent assessments of regulators’ performance would provide an additional
accountability mechanism to industry, Government and the community.

Policy options for consultation

The Inquiry acknowledges policy options need to consider the current accountability
mechanisms already in place. Simply imposing new requirements in addition to
existing ones is likely to result in some overlap.

The Inquiry has identified a range of options for increasing regulator accountability.3*

Conduct periodic, legislated independent reviews of the performance and
capability of regulators

These legislated reviews would take account of whether regulators (ASIC, APRA and
the PSB) were adequately balancing their respective objectives. The review would
assess whether regulators could use their resources more efficiently and effectively.
These reviews, performed by independent experts appointed by the Government,
would have deep access to assess structural, organisational and cultural issues within
the regulator.

Regular reviews would build a strong evidence base for regulator performance,
identify areas where capability could be improved and introduce a new accountability
mechanism.

Clarify the metrics for assessing regulatory performance

A set of clear performance metrics for regulators could be a prerequisite for improving
the SOE and SOI process. Various metrics may be good long-term indicators of

34 We note that the National Commission of Audit and the Productivity Commission have also
highlighted a range of mechanisms for assessing regulator behaviour and accountability.
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performance, but in the short to medium term may be too strongly impacted by other
factors to be reliable indicators of performance.

Enhance the role of SOEs and SOIs

Consideration could be given to removing or modifying the Ministerial directions
power, in favour of developing an SOE/SOI process modelled on the New Zealand
system. Regulators would be expected to report annually against the Government’s
expectations set out in the SOE.

Additional options

* Replace the efficiency dividend with tailored budget accountability mechanisms,
such as regular audits and reviews to assess the regulators’ potential for savings.

— Conduct regular audits of agency efficiency as a basis for developing,
maintaining and reporting against efficiency measures. For example, to assess
the potential for savings within the agencies and the level of funding needed.

— Require regulators to establish and publish appropriate performance and
efficiency measures to strengthen accountability. This is consistent with the
requirements of the new Public Governance, Performance and Accountability
Act 2013, which will come into force on 1 July 2014. From 1 July 2015, regulators
and other government entities covered by the new legislation will be required to
publish an annual corporate plan, covering strategic objectives, strategies to
achieve them and an environmental risk assessment.

— Match growth in expenditure to a relevant index, such as a wage cost index or
CPL%

» Stakeholders have raised a number of policy options to improve the process for
overseeing financial sector regulators. For example:

— An Inspector-General of Regulation3
— A unified oversight Government authority for financial regulators, combining

the roles of the OBPR, Auditors-General, Ombudsman and other specialist
bodies

35 Customer Owned Banking Association 2014, First round submission to the Financial System
Inquiry, page 58.

36 Australian Financial Markets Association and Business Council of Australia 2014, First round
submissions to the Financial System Inquiry.
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The Inquiry would value views on the costs, benefits and trade-offs of the
following policy options or other alternatives:

* No change to current arrangements.

* Conduct periodic, legislated independent reviews of the performance and
capability of regulators.

» Clarify the metrics for assessing regulatory performance.
* Enhance the role of Statements of Expectations and Statements of Intent.

* Replace the efficiency dividend with tailored budget accountability mechanisms,
such as regular audits and reviews to assess the regulators” potential for savings.

* Improve the oversight processes of regulators.

Regulator structure and coordination

Australia’s regulatory structure and coordination mechanisms performed well during
the GFC, contributing to Australia’s strong performance through the crisis. Following
the GFC, other jurisdictions have adopted Australia’s ‘twin peaks” approach, with
separate prudential and conduct regulators.

Submissions focused on coordination between the regulators, rather than their
individual structures.

Preliminary assessment

Regulator cooperation and coordination

Observation

During the GFC and beyond, Australia’s regulatory coordination mechanisms have
been strong, although there may be room to enhance transparency.

The GFC demonstrated the importance of having strong coordination mechanisms to
ensure domestic regulators form a consolidated view of risks in a particular sector and
implement coordinated activities. Internationally, there has been a push to increase the
coordination and cooperation mechanisms between domestic agencies.
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A review of the Australian regulatory landscape highlights a clearly defined
mechanism for cooperation and coordination actions between regulatory agencies.
Underlying these structures is a culture of cooperation and collegiality.

Based on the issues raised by submissions, the Inquiry’s assessment of regulator
cooperation and coordination mechanisms has focused on the role, transparency and
accountability of the Council of Financial Regulators (CFR). There was a strong sense
from submissions that the CFR was the right body for high-level coordination, but that
its role could be strengthened.

The Inquiry notes that beyond the CFR, a number of other mechanisms promote
effective inter-agency cooperation and coordination on financial sector policy and
enforcement issues through, for example, overlapping representation on the agencies’
boards and bilateral memoranda of understanding (MOU) between CFR members.

Role and responsibilities of CFR

The CFR provides a forum for the main financial system agencies (i.e. the RBA, APRA,
ASIC and Treasury) to facilitate coordination and information exchange on financial
sector policy issues. As specified in its Charter, the CFR’s ultimate objective is to
contribute to the efficiency and effectiveness of financial regulation, by providing a
high-level forum for cooperation and collaboration.

The CFR has proven to be a flexible, low-cost approach to coordination.?” The current
structure also provides for frank discussion and collaboration between its members.
Importantly, the CFR has no regulatory functions separate from those of its members.

Submissions point to the interactions between the regulatory agencies and Treasury as
being inclusive and fostering knowledge transfer, promoting the CFR’s effectiveness.
The CFR is also recognised internationally as a well-functioning coordination
mechanism: the IMF has highlighted that the CFR plays a key role in coordinating
financial regulation and stability issues.

However, submissions raise issues with the CFR’s membership, transparency and
accountability. Some stakeholders recommend the CFR should not be given any
additional responsibilities beyond coordination, as this would dilute and blur the
responsibilities of individual regulators. The following discussion addresses these
points.

37 Reserve Bank of Australia and Australian Prudential Regulation Authority 2012,
Macroprudential Analysis and Policy in the Australian Financial Stability Framework, Australia.
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Membership

The Inquiry recognises that the four CFR members do not have direct responsibility to
address some objectives relevant to the financial system; for example:

* Anti-competitive behaviour — regulated by the ACCC
* AML and counter-terrorism financing — regulated by AUSTRAC
» Compliance-based regulation of SMSFs — regulated by the ATO

However, broad inter-agency cooperation and coordination mechanisms enable the
four CFR member agencies to seek input from other agencies as required. To the extent
the CFR members see relevance in doing so, other agencies are invited to participate in
Council meetings. For example, the ACCC has been invited to participate on issues
relating to contestability and competitiveness.

Transparency and accountability

The CFR has a website with information on how it operates, as well as publications by
its members. In addition, many of the issues discussed by the CFR to date are reported
on in the RBA’s semi-annual Financial Stability Review, with input from other CFR
member agencies.

Policy options for consultation

There are a range of options for potentially increasing the role, transparency and
external accountability mechanisms of the CFR. If options were pursued, it would be
important that the CFR remained a vehicle for coordination and cooperation, and did
not assume powers that appropriately sit with the relevant member agencies.

Formalise the role of the CFR within statute

Some submissions suggest legislating the CFR’s powers and functions. On one hand,
legislating the CFR would mandate continued inter-agency cooperation if informal
collaboration breaks down in the future. On the other hand, the RBA’s submission
highlights that the CFR is best seen as the collaborative dimension of the regulatory
agencies’ activities, rather than as a separate body with its own ability to make the
regulatory agencies cooperate.

A number of factors should be considered before pursuing this option. In particular:
* Legislation cannot be relied on to promote a culture of cooperation, trust and
mutual support between domestic regulatory agencies. These have been

highlighted as essential elements of an effective financial stability framework,
especially during a crisis.
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» If powers were formalised in statute, this could suggest that the regulatory
functions are separate from those of its members and could engender confusion as
to whether the regulatory agencies’ obligations to coordinate arose from their
respective charters or that of the CFR.

Increase CFR membership to include the ACCC, AUSTRAC and the
ATO

Some submissions felt consideration could be given to widening the CFR’s
membership to include other financial sector regulators, such as the ACCC, AUSTRAC
and the ATO, who are currently only invited to participate in Council meetings as and
when required. Widening its membership would strengthen the Council’s ability to
perform its role as a coordination body on a whole-of-sector basis.

The effectiveness of the CFR relies on maintaining the clarity of its scope and frankness
in discussions. For this purpose, extending its membership to other agencies with
much broader mandates may divert its focus.

Increase the reporting by the CFR

To increase transparency and accountability, the CFR could produce a report each year
setting out its activities for the year under review.

The Inquiry would value views on the costs, benefits and trade-offs of the
following policy options or other alternatives:

* No change to current arrangements.

» Consider increasing the role, transparency and external accountability
mechanisms of the CFR:

- Formalise the role of the CFR within statute.
- Increase the CFR membership to include the ACCC, AUSTRAC and the ATO.

- Increase the reporting by the CFR.

Execution of mandate

A range of factors impact a regulator’s ability to execute its mandate, in particular:
* The scope and clarity of the regulator’s mandate and powers

» Ability to attract and retain experienced and talented staff
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 Sufficient, stable and clear funding, discussed in the Independence and accountability
section

Preliminary assessment

Regulator mandates

Observation

Regulators” mandates and powers are generally well defined and clear; however,
more could be done to emphasise competition matters. In addition, ASIC has a
broad mandate, and the civil and administrative penalties available to it are
comparatively low in relation to comparable peers internationally.

The competition mandates of Australian financial sector regulators compare
favourably to international peers. For example:

* APRA’s mandate, like that of Canada’s prudential regulator, includes an explicit
reference to competition. New Zealand refers to competition less directly through
efficiency, while the United Kingdom prudential mandate appears solely stability
focused.

» ASIC’s mandate is similar to peers, with the exception of the United Kingdom
Financial Conduct Authority (FCA), which has a specific objective to promote
competition.

However, more could be done to strengthen competition considerations through
mechanisms other than amending the regulators’ mandates.

As a conduct regulator in an advanced, complex economy, ASIC’s mandate is broad.
The Inquiry seeks views on the breadth of ASIC’s mandate and whether this causes or
exacerbates challenges for ASIC.

Additionally, gaps in ASIC’s powers may reduce its ability to enforce market conduct
regulation.

Balancing objectives: competition
The Inquiry recognises that, although the individual parts of Australia’s regulatory
mandates are clear, they are not entirely unambiguous. Regulators are required to

make judgements in balancing sometimes competing objectives. Submissions typically
raise this issue in the context of competition.
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Some submissions suggest that, in balancing objectives, APRA tends to prioritise
stability above competition. APRA has stated that “the GFC has dispelled any
simplistic notion that there is a “trade-off’ between financial stability and sustainable
competition”.?® Some stakeholders consider that APRA’s mandate should be adjusted
to give more weight to competition and competitive neutrality. However, others reject
the idea that there is too much focus on stability. For example, APRA’s policy-making
process demonstrates its routine consideration of competition issues. Additionally,
APRA’s discussion papers and responses to submissions contain references to
competition where a proposal may have an effect on competition or where the
industry has raised competition concerns in submissions.

Submissions, including from ASIC itself, also argue that ASIC should be given a
mandate to promote competition. However, like APRA, ASIC’s mandate with respect
to competition is broadly similar to international peers, with the exception of the
United Kingdom FCA, which has been given a mandate to promote competition,
rather than take account of efficiency.

Breadth of mandate: ASIC

ASIC’s mandate broadly covers two areas:
1. Financial markets, financial services and corporate regulation
2. Business and company registration

ASIC’s powers and responsibilities in the first area are broadly consistent with
financial conduct regulators in other jurisdictions, although most do not have the
extent of ASIC’s coverage. Some regulators are moving closer to the ASIC model; for
example, the United Kingdom FCA is now taking over responsibility for consumer
credit.

ASIC’s responsibilities in the second area are unique compared to conduct regulators
overseas.

ASIC’s mandate has grown considerably over the last two decades, generally in
response to major reform processes and reviews (see Figure 7.3). In the first instance,
the Wallis Inquiry saw significant benefits in having investor and consumer protection
within the one agency, especially given the growing inter-linkages between different
financial products and services. Subsequent expansions have also been the outcome of
policy reforms designed to ensure greater consistency in regulation for both consumers

38 Australian Prudential Regulatory Authority 2014, First round submission to the Financial
System Inquiry, page 26.
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and businesses; for example, the move of consumer credit from a fragmented,
state-based regulatory system to a single national regulator.

The responsibilities in ASIC’s registry business have also expanded; for example,
through the recent takeover of business name registration from the states and
territories.

Thus, ASIC now manages a diverse range of tasks and therefore requires a cultural and
skills mix that allows it to perform supervision, business guidance, consumer
education, law enforcement and corporate registry. One issue is whether these
increased responsibilities have been sufficiently matched by increased resources.

Figure 7.3: Breadth of ASIC mandate
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The Inquiry notes the Senate inquiry into the performance of the ASIC which is
currently underway. Relevant findings will be considered by the Inquiry in the lead-up
to the Inquiry’s final report.

Given the breadth of ASIC’s mandate, it can be argued that ASIC has too many
regulatory functions, with staff spread between too many responsibilities. It is possible
that narrowing ASIC’s mandate may allow it to become a more tightly focused
regulator and target higher-risk entities, although there are also benefits and
efficiencies from bringing together similar functions.

Some stakeholders have raised the option to split consumer protection functions from
conduct and market integrity functions.

Some stakeholders suggest generic consumer regulation contained in the ASIC Act
could be moved to the ACCC. The main challenge with this option would be drawing
a clear line between generic consumer protection provisions and specific provisions
tailored to financial products and services.

Other stakeholders have suggested moving industry-specific consumer regulation,
which includes relevant licensing regimes, either to a new, specialised consumer and
conduct regulator or to the ACCC. This would leave ASIC responsible for corporate
regulation, and markets and wholesale activity.

Both these options could potentially lead to duplication and issues of boundary
definition, and would mean that the agency acquiring the new responsibilities would
need to develop (or acquire from ASIC) the relevant financial services expertise.

Other options include:

» Splitting market supervisory activities (i.e. FMI and participants licensing and
oversight) into a specialised market supervisor

* Moving insolvency functions to the Australian Financial Security Authority (AFSA)
* Moving the registry function out of ASIC

Regarding this last option, the Government has already announced a scoping study
into options for future ownership of this function. Arguably, the registry function
aligns least well with other core ASIC functions.

It may also be possible to increase the emphasis on oversight of self-regulating bodies.
This would allow ASIC to lift its focus to higher-level breaches and leave lower-level
investigations to industry bodies. ASIC itself has raised this possibility, but has noted
that this depends on the capacity of these bodies to police their own members.

As for any proposed changes, significant evidence or arguments for change would be
needed. The Inquiry generally opposes creating new regulatory bodies.

Enforcement powers: ASIC

Regulators require a sufficient set of powers to execute their mandate and foster
credibility with the market. Given the size and diversity of the regulated population,
ASIC cannot conduct the intensive supervision typically performed by a prudential
regulator.
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Enforcement sends a deterrent message to industry and is an important aspect of the

consumer regulatory framework. Effective supervision and enforcement builds trust

and confidence in the financial system. However, ASIC cannot pursue all complaints

received. Its enforcement activity targets areas of strategic priority and incidents with
evidence or likelihood of consumer detriment.

When applying the market conduct and disclosure framework, ASIC’s submission
demonstrates that criminal penalties in Australia appear to be broadly consistent with
overseas regimes, but civil and administrative penalties are comparatively low, as
shown in Table 7.2 below.

ASIC’s mandate also has important gaps when compared to major domestic and
international jurisdictions. For non-criminal proceedings, ASIC does not have the
power of disgorgement available in Canada, Hong Kong, the United Kingdom and the
United States. ASIC cannot impose fines on AFSL holders, although it can suspend or
revoke their licence. Penalties available to the ACCC are higher than those available to
ASIC.

Table 7.2: Comparison of Australian and overseas jurisdictions’ civil and
administrative penalties for individuals (AUD)

Insider Market Disclosure False Unlicensed Inappropriate
trading manipulation statements | conduct advice
Australia | Civil: Civil: $200,000 | Civil: - - Civil:
$200,000 $200,000 $200,000
Canada Admin: Admin: $1.05 Admin: Admin: Admin: Admin: $1.05
$1.05 million $1.05 $1.05 $1.05 million
million million million million
Hong Admin: - Admin: - - Admin: $1.4
Kong unlimited $1.12 million, or 3
million times the
benefit gained
United Civiland | Civil and Civil and Civil and - Admin:
Kingdom | admin: admin: admin: admin: unlimited
unlimited | unlimited unlimited unlimited
United Civil: Civil: greater Civil: Civil: Civil: Admin:
States three of $111,000 or | greater of | greater of | greater of $83,850
times the | the benefit $111,000 $111,000 $111,000 or
benefit gained or the or the the benefit
gained benefit benefit gained
gained gained

Source: ASIC.*

39 Australian Securities and Investments Commission (ASIC) 2014, First round submission to
the Financial System Inquiry, page 48.

3-125



Financial System Inquiry — Interim Report

Talent management

Observation

To be able to perform their roles effectively in accordance with their legislative
mandate, regulators need to be able to attract and retain suitably skilled and
experienced staff.

Regulators face challenges in recruiting and retaining staff, given regulatory staff
remuneration falls short of salaries in the industry they regulate, and against whom
they compete for personnel. Another hurdle is the perception that APRA and ASIC’s
operational independence and effectiveness is unduly hampered by public sector
operating constraints. For example:

* The public service enterprise bargaining process, and the constraints it imposes on
APRA and ASIC’s abilities to negotiate an appropriate enterprise agreement with
their staff, have created uncertainty for APRA and ASIC staff with respect to future
remuneration and advancement opportunities. The constraints on APRA and
ASIC’s abilities to set terms and conditions for staff may detract from the
regulators’ ability to attract and retain qualified staff.

» ASIC has advised that the inflexibilities involved in Australian public service
employment under the Public Service Act 1999 can make it difficult for ASIC to
shape the workforce and culture that it requires to meet the organisation’s
priorities. Examples of inflexibilities relate to:

— Classification and remuneration of staff
— Length of employment of temporary staff
— Management decisions affecting staff

— The terms and conditions of any enterprise agreement

Unlike ASIC, neither APRA nor the RBA are subject to the Public Service Act 1999.
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Policy options for consultation

Strengthening of competition considerations through mechanisms other
than amending the regulators” mandates

The Inquiry seeks views on the following options to emphasise competition matters
beyond amending mandates:

* Requiring the RBA to report every three years on the efficiency and
competitiveness of the Australian financial system.

* Appointing an additional APRA member or establishing another mechanism for
considering the impacts of regulatory intervention on competition. APRA’s view is
that appointing an additional member would be counter to best-practice
governance principles, under which all members are responsible for decisions.

* Requiring APRA’s annual report to include a section on competition.

Introducing stronger accountability mechanisms for the regulators could assist in
ensuring all existing objectives are given due consideration.

Refine the scope and breadth of ASIC’s mandate

Options for narrowing ASIC’s mandate could include moving consumer protection
functions to the ACCC or a new financial consumer protection agency, creating a new
financial services and conduct regulator, creating a new specialised market supervisor,
moving insolvency functions to AFSA and removing the registry function.

Review the penalty regime in the Corporations Act

A stronger penalty regime could strengthen the impact of ASIC’s enforcement action

and provide a more effective deterrent message against misconduct. A review of

penalties under ASIC-administered legislation could explore:

* The adequacy of maximum criminal penalties

* The availability and level of civil penalties, including the potential of using
multiples of benefit obtained and converting the current maximums into penalty
units

* The availability of administrative penalties

* Introducing disgorgement in non-criminal proceedings to remove any financial
benefit, including profits or avoided losses, obtained illegally

3-127



Financial System Inquiry — Interim Report

*  Whether the infringement notice regime should be expanded to cover more
contraventions

Review mechanisms to attract and retain staff, including terms and
conditions

The incentives and remuneration necessary to attract the highest quality pool from
which to select and retain regulator staff could be broadened. A range of policy
options follow to achieve this outcome.

APRA and ASIC should have flexibility regarding the terms and conditions under
which they employ staff and determine remuneration. One option for providing this
flexibility would be to exempt APRA and ASIC from the public sector bargaining
framework and, to the extent it applies, the Public Service Act.?0 APRA and ASIC could
strengthen transparency and accountability in this area by providing appropriate
additional information on remuneration levels and other staffing metrics (such as
projected staff levels) in annual reports.

The Inquiry would value views on the costs, benefits and trade-offs of the
following policy options or other alternatives:

* No change to current arrangements.

» Strengthen competition considerations through mechanisms other than
amending regulators” mandates.

* Refine the scope and breadth of ASIC’s mandate.
* Review the penalty regime in the Corporations Act.

* Review mechanisms to attract and retain staff, including terms and conditions.

40 Note the starting positions of the two regulators are different: APRA is subject to the public
sector bargaining framework, but is exempt from the Public Service Act employment
conditions.
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Emerging Trends

Over the coming decades, Australia will confront a number of continuing trends as
well as new drivers of change for the financial system, creating both opportunities
and risks. These changes include our ageing population, technological change and
Australia’s international integration. To varying degrees, these trends are already
manifesting themselves.

8: Retirement income 4-3
9: Technology 4-35
10: International integration 4-73
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8: Retirement income

Australians save for retirement during their working years. When they retire, they
use their accumulated wealth to generate income and help manage risks over the
remainder of their lives. They require appropriate financial products and services to
help them achieve their retirement goals.

There is an opportunity for financial and policy innovation to deliver better
outcomes for retirees and assist Australia to meet the challenge of an ageing
population. This chapter explores some of the weaknesses of the retirement income
system and impediments to the development of new products. In particular,
longevity risk is not currently managed efficiently.

The Inquiry has made the following observations about Australia’s retirement
income system:

* The retirement phase of superannuation is underdeveloped and does not meet
the risk management needs of many retirees.

* There are regulatory and other policy impediments to developing income
products with risk management features that could benefit retirees.

Context

Approach to retirement income

Australia has an inconsistent approach to its retirement income system. Policy related
to the accumulation phase is based on the premise that many people underprovision
for their retirement and are prone to behavioural biases, which motivates the use of
default and compulsion arrangements. The policy settings for the decumulation (or
drawdown) phase generally take a more laissez-faire approach. There is an implicit
assumption that individuals have the capacity and options available to them to
manage their income and risks in retirement.

A large body of evidence in behavioural economics — much of which has emerged
since the Wallis Inquiry — demonstrates that poor outcomes can emerge from complex
decision making at critical junctures, such as for retirement. Making decisions to
manage income and risks in retirement is complex, even for people with specialised
financial training. As stated in the Consumer outcomes chapter, affordable and
high-quality financial advice can bring significant benefits for retirees, and the quality
of financial advice could be improved.
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If superannuation benefits are not transformed into retirement income streams
effectively, taxpayers ultimately carry significant risk in the form of higher Age
Pension costs.

Demographic challenge

Australia faces a significant demographic challenge. The number of people aged 75 or
older is expected to rise by 4 million between 2012 and 2060; this represents an increase
from about 6%z to 14" per cent of the population.! The ageing population and higher
life expectancy is expected to result in lower workforce participation rates, which will
tend to lower the trend rate of growth in the economy and raise costs for governments.

The life expectancy of Australians is among the longest in the world. For the first half
of the 20t century, life expectancy for 65-year-olds was broadly constant, but it has
increased by one to two years each decade since the 1970s. Life expectancy at age 65 is
forecast to increase further (Chart 8.1). In 2014, the most commonly used life
expectancy measure for a 65-year-old male is about 20 years.2 However, because of
likely future improvements in longevity, 22 years is a more realistic estimate.

1 Productivity Commission 2013, An Ageing Australia: Preparing for the Future, Productivity
Commission, Canberra.

2 Life expectancies are usually reported as “period” life expectancies. Period life expectancies
take into account improvements in mortality that have been observed to date but not
projected future changes to mortality. They may therefore understate life expectancies.

3 Australian Government Actuary 2014, data provided to Financial System Inquiry,

21 May 2014.
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Chart 8.1: Life expectancy of a 65-year-old Australian male
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Source: Australian Government Actuary.*

The ageing population presents a major challenge for the financial system. Australia
needs a suitable range of financial products and services to enable a greater number of
individuals to manage income and risks in retirement and to help manage the
transition from work to retirement.

The ageing population also has implications for government finances. This will
contribute to higher government costs from the Age Pension, health and aged care.

The growing size of retirement assets

The volume and proportion of superannuation assets held by retirees is forecast to
increase substantially (Chart 8.2). This growth is due to the maturing superannuation
system and population ageing.>

4 Commonwealth of Australia 2009, Australian Life Tables 2005-07, Canberra. ‘Period’ life
expectancies using 25-year mortality improvement factors.

5 The superannuation system could be considered mature when retirees have benefited from
contributions at the maximum Superannuation Guarantee rate over their entire careers.
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Chart 8.2: Superannuation assets in the retirement phase
2013 dollars
$ trillion Per cent

0
2013 2017 2021 2025 2029 2033 2037 2041

Post-retirement assets (left-hand-side)
mmmm Pre-retirement assets (left-hand-side)

Proportion of assets in post-retirement (right-hand-side)

Source: Rice Warner.®

Available products

Currently, Australians who wish to convert their superannuation assets into an income
stream within the tax-advantaged superannuation environment largely have the choice
of two products:

* Account-based pensions account for at least 94 per cent of current pension assets.”
They allow retirees to choose their investment strategy. People can decide how
much to draw down (subject to prescribed minimums), and they can make a lump
sum withdrawal at any time. Most people draw down the minimum amount.®?
Account-based pensions are offered by superannuation funds.

* Annuities provide a guaranteed regular income stream for an upfront lump sum
payment or a series of smaller payments. Retirees receive income over a specified
time horizon (fixed-term annuities) or for the remainder of their life (lifetime

6 Rice Warner 2014, Ageing and capital flows, commissioned by the Actuaries Institute for the
Financial System Inquiry.

7 Plan for Life 2014, data provided to Financial System Inquiry, 23 June 2014.

8 Rothman, G and Wang, H 2013, ‘Retirement income decisions: Take up and use of Australian
lump sums and income streams’, paper presented at the 21st Colloquium of Superannuation
Researchers, Sydney, 9-10 July.

9 The minimum drawdown rate to qualify for the tax exemption on earnings currently ranges
from 4 per cent for those aged under 65 to 14 per cent for those aged over 95.
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annuities). ‘Indexed annuities” protect this income from the effects of inflation.
Annuities are sold by life insurance companies.

The current dominance of account-based pensions over annuities is due to a range of
factors, including the flexibility of account-based pensions, which allow both lump
sum withdrawals and residual assets for bequests, the perceived lack of value
provided by annuities, and the fact that individuals can rely on the Age Pension to
help manage longevity risk.

International comparison

A striking difference between Australia’s retirement income market and those of other
developed countries is the size of its annuity market. According to the OECD, the size
of Australia’s annuity market is only around 0.3 per cent of GDP, compared with

28.8 per cent in Japan, 15.4 per cent in the United States, and more than 40 per cent of
GDP in some European countries.!% 11 The Government bears much of Australia’s
longevity risk by providing the Age Pension, which contributes to the low demand for
longevity-protected income products.

Implications for funding the economy

The investment allocations underlying income stream products can affect aggregate
demand for different assets and the depth of certain markets. This will become
increasingly important as retirement assets increase. Current retirement income
products invest in different ways:

* Individuals with account-based pensions typically invest in portfolios that are
evenly split between growth and defensive assets.!?

* Annuity liabilities are used to fund assets that are predominantly invested in fixed
income investments, although a portion of these assets are infrastructure and
property investments with appropriate characteristics, such as providing regular
cash flows.13

10 OECD 2013, ‘Survey of Annuity Products and their Guarantees’, paper presented at the
Insurance and Private Pensions Committee meeting, Paris, 5-6 December.

11 The OECD defines size as the amount of assets backing products (where dedicated or
separated accounts back the products) or technical provisions or reserves.

12 Rice Warner 2014, Ageing and capital flows, commissioned by the Actuaries Institute for the
Financial System Inquiry.

13 Plan for Life 2014, data provided to Financial System Inquiry, 18 March 2014.
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Framework

At retirement, individuals face complex decisions about whether and how to convert
an accumulated superannuation balance to an income stream to fund their retirement.
In this chapter, the retirement income system and products are assessed against how
well they provide the three main attributes of income streams desired by retirees:14

* Income — the expected income during retirement from a given accumulated
balance.’>

* Risk management — including protection from longevity, investment and inflation
risks.

* Flexibility — a range of characteristics, including access to one-off withdrawals
during retirement, the ability to bequeath assets and control over investments.

The Inquiry is also considering the effects of retirement income system settings on the
distribution of risk between the government and the private sector and, to some extent,
the implications for future growth in fiscal costs. Fiscal sustainability is an important
feature of any retirement income system, although it is not something that can be
comprehensively examined in isolation from the rest of the government’s budget.

The Inquiry is not considering a range of policy settings outside of, or peripheral to,

the financial system, including the ages at which individuals can access their benefits
and receive these benefits tax-free.

The retirement income system

Preliminary assessment

Observation

The retirement phase of superannuation is underdeveloped and does not meet the
risk management needs of many retirees.

14 Similar features of income products, which create a ‘trilemma’ for retirees, are described in
Mercer 2014, First round submission to the Financial System Inquiry, page 23.

15 The measure of “income efficiency’ used is based on a “value for money”’ concept. It is the
expected present value of income in retirement, as a percentage of a product’s purchase
price.
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Individuals are justifiably concerned about outliving their savings. As it is currently
designed, the retirement income system does not adequately enable many individuals
to manage their income and risks in retirement effectively.

During the accumulation phase, employers make Superannuation Guarantee
contributions automatically on behalf of employees, with defaults applying to those
who are less engaged with the system. This framework effectively guides individuals
through the accumulation phase. However, such a framework does not exist for the
retirement phase. Instead, retirees make critical once-in-a-lifetime decisions regarding
when and how to draw down their savings over the remainder of their lives.
Individuals also have to manage the investment, inflation and longevity risks
associated with these decisions. Many, but not all, individuals are unprepared for
these important decisions.

The lack of effective risk management, particularly longevity risk management, is a
major weakness of Australia’s retirement income system.

Assessment of current products

As discussed in the Framework section of this chapter, retirees require income products
that deliver three main features: income, risk management and flexibility. No product
provides all of these features (Table 8.1). Account-based pensions are more flexible
than annuities but provide much less risk management. Thus, current retirees benefit
from two of the three features they need, but the majority do not effectively manage
risk.

Table 8.1: Features of retirement income products
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One important feature of a retirement income product is the expected income it
delivers during retirement from a given accumulated balance. In this report, ‘income
efficiency’ is defined as the expected present value of this income as a percentage of
the purchase price of the product.

A lifetime annuity has an estimated income efficiency of 76 per cent for an average
65-year-old male (for reasons discussed later in this chapter).’® The income efficiency of
an account-based pension that is drawn down at the minimum rate for a 65-year-old
male is around 70 per cent.’” The remaining funds in an account-based pension will
typically be left to beneficiaries.

There are trade-offs between income efficiency, flexibility and risk management. For
example, a higher drawdown rate will increase the income efficiency of an
account-based pension, as a larger portion of the pension is expected to be paid as
income during the life of the retiree, but will increase the risk of outliving savings.

Longevity risk

Most individuals risk outliving their savings. Uncertainty around the length of time in
retirement makes it difficult for people to manage their wealth efficiently. For example,
although the life expectancy of a 65-year-old female today is about 89 years, 10 per cent
of 65-year-old females will die before they reach 77 years and 10 per cent will live past
100 years (Chart 8.3).

16 Ganegoda, A 2007, ‘Explaining the Demand for Life Annuities in the Australian Market’,
Centre for pensions and superannuation, discussion paper, May 2007.

17 Estimate provided to the Financial System Inquiry by the Australian Government Actuary,
11 June 2014.
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Chart 8.3: Distribution of cohort life expectancy for a 65-year-old
female
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Source: Australian Government Actuary.'®

This uncertainty makes it difficult for people to choose the ‘right’ rate at which to draw
down their wealth from an account-based pension. Retirees risk either exhausting their
retirement savings prematurely (and falling back on the Age Pension), or drawing
down their benefits too conservatively and having a lower standard of living in
retirement.

Managing longevity risk on an individual basis can lead to a dynamically inefficient
allocation of resources. To reduce the risk of outliving their assets, individuals need a
higher savings rate during their working life to target a given level of consumption in
retirement. This can lead to inefficiently low consumption during an individual’s
working life. Alternatively, insufficient provisioning for retirement leads to
inefficiently low levels of consumption in retirement.

In Australia, the total cost of this inefficiency is likely to be substantial, given both the
large number of people with account-based pensions who draw down their funds at
the minimum rate, and the large proportion of older Australians receiving the Age
Pension.” The cost is largely borne by retirees and, to a lesser extent, the Government
through the total cost of tax concessions and Age Pension payments.

18 Commonwealth of Australia 2009, Australian Life Tables 2005-07, Canberra. Using 25-year
mortality improvement factors.

19 As discussed earlier, at least 94 per cent of pension assets are in account-based pensions and
most drawdowns are at minimum rates.
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A large body of evidence, including from surveys, supports the assertion that people
value longevity risk protection. Results from one survey suggest that more than

90 per cent of Australians over the age of 50 believe that ‘'money that lasts my lifetime’
is somewhat important or very important.?? Over half of respondents to another
survey were either worried or extremely worried about outliving their savings.?! When
asked to identify the single most important feature in a retirement income product,
twice as many members in the accumulation phase identified “income that lasts a
lifetime” as identified the second most popular response.

Lump sums

Several submissions refer to Australia’s (real or perceived) ‘lump sum culture” and call
for a shift towards income streams and longevity risk management in retirement.

In general, superannuation funds seek to maximise a member’s lump sum balance at
retirement, rather than target a level of income in retirement. This is a common feature
of defined contribution schemes globally.

Around half of superannuation benefits in retirement are currently paid as lump
sums.? Close to half of retirees take a lump sum only — having never received an
income stream payment.? For people with small superannuation balances, taking the
entirety of their benefits as a lump sum may be an optimal strategy because the income
stream generated from a small balance is negligible and has relatively high costs and
no tax advantages. However, as more people retire with higher account balances, there
has been a gradual trend towards purchasing income stream products (Chart 8.4).

20 National Seniors Australia and Challenger 2013, Retirees’ needs and their (in)tolerance for risk,
National Seniors Australia, Brisbane.

21 Investment Trends 2013, December 2013 Retirement Income Report. Note: Based on a survey of
5,730 Australians aged 40+.

22 APRA 2013, Annual Superannuation Bulletin, June 2013 (revised 5 February 2014).

23 Rothman, G and Wang, H 2013, ‘Retirement income decisions: Take up and use of Australian
lump sums and income streams’, paper presented at the 21st Colloquium of Superannuation
Researchers, Sydney, 9-10 July.
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Chart 8.4: Superannuation benefit payments — lump sums and

pensions
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The ability to use superannuation lump sums to extinguish debt can encourage higher
pre-retirement consumption and borrowing:?>

Approximately 44 per cent of retirees who take a lump sum use it to pay off
housing and other debts, to purchase a home, or make home improvements.

A further 28 per cent use their lump sum to repay a vehicle or holiday loan or to
purchase a holiday or new vehicle.

The number of households entering retirement with debt, particularly a mortgage, is
increasing.

24

25

APRA 2013, Annual Superannuation Bulletin, June (revised 5 February 2014), APRA, Sydney.
Lump sum benefit payments are benefit payments paid as a lump sum and includes (but is not
limited to) retrenchment, redundancies, resignation and disability benefit payments. This
item does not include lump sum rollovers or pension benefit payments. Pension benefit
payments refer to benefits paid to members in the form of a pension and include complying
pensions, allocated pensions and annuity payments.

Rothman, G and Wang, H 2013, ‘Retirement income decisions: Take up and use of Australian
lump sums and income streams’, paper presented at the 21st Colloquium of Superannuation
Researchers, Sydney, 9-10 July.
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Age Pension means-test

The Age Pension means-test can distort financial decisions made before and during
retirement.

Butler, Peijnenburg and Staubli concluded that a pension means-test can substantially
reduce demand for longevity insurance products.? The Age Pension in Australia is the
primary source of longevity insurance and is contributing to the low demand for
market-based products that provide such insurance.

Similarly, Hulley, McKibbin, Pedersen and Thorp found that means-tests for the public
pension encourage eligible and near-eligible retirees to decumulate assets faster and
choose riskier portfolios, especially early in retirement.?”. 28 This distorts the amount of
risk eligible and near-eligible retirees expose themselves to and shifts longevity risk to
the Government.

Stakeholders have suggested that some individuals with small- and medium-sized
asset balances tend to structure their affairs around the Age Pension means-test.
Indeed, maximising access to the Age Pension is (understandably) a central feature of
financial advice for retirees. Mercer’s submission illustrates the reasons for this by
looking at the case of ‘Fred'?:

Fred is a single (home-owner) retiree with a $500,000 account based pension. He is
drawing down the minimum 5 per cent of the account each year. By spending $100,000
of his superannuation account on an overseas trip, Fred increases his age pension by
$150 a fortnight ($3,900 a year).

If he continues to draw down the minimum allowed from his account based pension, his
withdrawals reduce by $5,000 a year meaning he is only $1,100 a year (or $21 per week)
worse off after his $100,000 overseas trip.

There is no empirical evidence of this behaviour on a large scale. However, a
significant portion of superannuation savings are being depleted before reaching Age
Pension age. On average, around one-third of superannuation assets are withdrawn by

26 Butler, M, Peijnenburg, K and Staubli, S 2011 ‘How Much Do Means-Tested Benefits Reduce
the Demand for Annuities?” CESifo Working Paper Series No. 3493, Munich.

27 Hulley, H, McKibbin, R, Pedersen, A, and Thorp, S 2013, ‘Means-Tested Public Pensions,
Portfolio Choice and Decumulation in Retirement’, Economic Record, Volume 89, Issue 284,
pages 31-51.

28 For people with large balances, there are tax incentives to decumulate assets more slowly.
Slower drawdown also reduces the risk of outliving assets. The interaction of these effects
differs depending on individual circumstances.

29 Mercer 2014, First round submission to the Financial System Inquiry, page 11.
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the time an individual reaches the Age Pension eligibility age.?* Around one-quarter of
people with a superannuation balance at age 55 have depleted their balance by age
703! Aligning incentives with desired outcomes would tend to reduce the longevity
risk borne by the Government. It would also improve the capacity of future
Governments to provide the Age Pension to the many Australians who will need it in
retirement.

Defaults cease at retirement

Many individuals are not required to interact with their superannuation fund during
their working lives. Employers make Superannuation Guarantee contributions
automatically on behalf of employees. If employees do not nominate a fund or
investment option, contributions are made to a default fund chosen by the employer,
and investment decisions are made by professionals.

These superannuation defaults cease at retirement. Retirees make once-in-a-lifetime
critical decisions about how to manage their assets, ideally to deliver an income stream
and to manage effectively the associated investment, inflation and longevity risks. The
consequences of a poor decision can be severe and costly to rectify; individuals
typically have limited or no capacity to top up their funds after they retire. Benefits
remain in a superannuation fund until an active decision is made. Assets held in a
superannuation account are not used to provide income, and the returns on these
assets are not exempt from tax.

A number of studies have reported that Australians are unprepared for the financial
decisions they need to make as they approach retirement. They know neither how
much to save for retirement nor how to create income from their accumulated balance:
most people in their 50s and 60s have not planned the main aspects of their
retirement,?2 and only one-third of accumulating superannuation members have heard
of lifetime annuities.®® As discussed in the Consumer outcomes chapter, this highlights
the importance of high-quality financial advice for retirees and those near retirement.

Other countries with defined contribution schemes face similar challenges to those in
Australia. The prestigious Squam Lake Working Group found that defined
contribution schemes “place much greater burdens on consumers to make good

30 Commonwealth of Australia 2009, Australia’s future tax system — The retirement income system:
Report on strategic issues, Canberra.

31 Bray, ] 2013, ‘In the red and going grey? Wealth and debt as Australians approach Age
Pension eligibility age and retirement’, Crawford School Research Paper No. 04/2013, Canberra.

32 Agnew, ], Bateman, H and Thorp, S 2012, “‘Work, money, lifestyle: Plans of Australian
retirees’, ARC Centre of Excellence in Population Ageing Research Working Paper 2012/22.

33 Bateman, H, Eckert, C, Geweke, ], Iskhakov, F, Louviere, ], Satchell, S and Thorp, S 2013,
‘Disengagement: A Partial Solution to the Annuity Puzzle’, UNSW Australian School of
Business Research Paper No. 2013ACTL10.

4-15



Financial System Inquiry — Interim Report

financial decisions. There is widespread concern that many households are not up to
the task” .3

Low demand for longevity-protected products

There is low demand in Australia for products that provide protection against
longevity risk. Annuities are currently the only market-based products that provide
longevity insurance.

Academics have struggled to solve the ‘annuity puzzle’ — the fact that while annuities
deliver desirable characteristics, demand for annuities is very low.336.37 A range of
behavioural biases have been found to discourage people from purchasing products
with longevity protection:

* Annuities are perceived to be risky gambles rather than insurance.

* Individuals underestimate their life expectancy.

* Retirees want the flexibility to meet unforeseen cash requirements and leave their
residual assets as a bequest.

* Individuals undervalue future consumption relative to current consumption.
* Annuities are not perceived to deliver value for money.

A range of factors reduce the attractiveness of annuity pricing and increase the
attractiveness of account-based pensions.

Life insurance companies impose various margins on annuities that increase their price
for a given income stream. These companies must use significant capital to fund their
assets and minimise the risk of failure. They must cover administrative costs and
provide profits to shareholders.

34 Squam Lake Working Group on Financial Regulation 2009, ‘Working paper on the regulation
of retirement saving’, Council on Foreign Relations Press, New York.

35 When asked about their worries in retirement, two of the three most common responses of
retirees were “outliving retirement savings” and “falls in financial markets”. Source:
Investment Trends 2013, December 2013 Retirement Income Report. Note: Based on a survey of
5,730 Australians aged 40+.

36 The seminal paper showing that rational retirees should annuitise their benefits was Yaari, M
1965, “Uncertain Lifetime, Life Insurance, and the Theory of the Consumer’, The Review of
Economic Studies, Vol. 32, No. 2, April 1965, pages 137-150.

37 Recently, Australian research found that longevity-protected products form part of the
optimal portfolios for retirees. Hanewald, K, Piggott, ] and Sherris, M 2013, ‘Individual
post-retirement longevity risk management under systematic mortality risk’, Insurance:
Mathematics and Economics, vol 2013, Elsevier, London, pages 87-97.
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Annuities are also made more costly by adverse selection. Individuals usually have
more information about the factors affecting their own life expectancy than retirement
product providers. Those expecting to live longer are more likely to buy
longevity-protected products. Providers will respond by setting prices appropriate for
those likely to live longer lives, which makes the pricing unattractive for others.
Challenger estimates that for a 65-year-old male buying an annuity in the current
environment, adverse selection lowers indexed annuity payments by around 7 per cent
(from around $6,000 annually per $100,000 premium to $5,600).3

Annuity prices are also affected by the level of interest rates when they are purchased.
The lower level of interest rates over the past 20 years has reduced the income
generated from annuities (and some other investments), although this has also been
associated with a reduction in inflation.

Finally, retirees have what they perceive to be attractive alternatives to annuities:

* Account-based pensions invested in high-yielding equities may offer attractive
returns compared to annuities, in part due to the benefits of dividend imputation.

* The Financial Claims Scheme removes counterparty risk for retirees who save
through bank deposit products and term deposits, but not annuities.

* The Age Pension provides government-backed longevity protection.

Policy options for consultation

Perspectives on retirement income policy options

A number of reviews, and other countries, have found that a retirement income system
should provide a guide to retirees for managing longevity risk and achieving outcomes
that suit their individual circumstances, regardless of their level of financial literacy,
engagement or superannuation balance.

As a general principle, major changes to the retirement income system need to
consider the policy settings in the tax and transfer system. These settings are outside
the scope of the Inquiry’s Terms of Reference.

38 Challenger 2014, data provided to Financial System Inquiry, 4 June 2014.

4-17



Financial System Inquiry — Interim Report

The Super System Review

The Super System Review Panel’s ten ‘Super policy principles’ included the following;:

Financial literacy is an important long term goal, but a compulsory superannuation
system cannot depend on all its participants having the skills necessary to comprehend
complex financial information or being investment experts.

The OECD roadmap

The OECD has developed a roadmap for improving defined contribution pension
plans to produce better outcomes in retirement.*’ Four of the recommendations are
relevant to the retirement phase:#!

1. Encourage annuitisation as a protection against longevity risk
2. Promote the supply of annuities and cost-efficient competition in that market

3. Develop appropriate information and risk-hedging instruments to facilitate dealing
with longevity risk

4. Ensure effective communication and address financial illiteracy and lack of
awareness

These recommendations provide a guide only. For example, as discussed later in this
chapter, there are products other than annuities that provide longevity protection. The
elements of the roadmap mentioned above have not been implemented in Australia.

International comparisons

Australia is unusual in neither mandating nor encouraging the use of income streams
with longevity protection in retirement (Table 8.2). Information provided to the
Inquiry by Centre of Excellence in Population Ageing Research (CEPAR) notes that
Australia “is the only developed economy with mandatory retirement saving to have
no decumulation structure” 42

39 Commonwealth of Australia 2010, Super System Review Final Report, Part One, Overview and
Recommendations, Canberra.

40 OECD 2012, The OECD roadmap for the good design of defined contribution pension plans, OECD,
viewed 12 June 2014, <http:/ /www.oecd.org/finance/ private-pensions/50582753.pdf>.

41 Financial literacy and disclosure are discussed in the Consumer outcomes chapter.

42 Centre of Excellence in Population Ageing Research 2014, data provided to Financial System
Inquiry, 10 June 2014.
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Table 8.2: Requirements for benefits to be taken as an income stream for
countries with defined contribution systems

Country

What are the requirements, if any, where a retirement benefit from a defined
contribution (DC) plan is to be taken as an income stream?

Australia

There is no requirement to take an annuity but for those who convert their benefit into a
tax-advantaged drawdown product, there is a minimum drawdown each year based on
the member’s age.

Canada

In most circumstances, the benefit from a registered DC plan must be transferred to a
locked-in retirement account, a Life Income Fund (LIF) or an annuity. There are
minimum and maximum withdrawal amounts from the LIF, which take into consideration
the member’s balance and age.

There is no requirement for Registered Retirement Savings Plans but for those who

convert their benefit into a tax-advantaged Registered Retirement Income Fund, there
is a minimum withdrawal percentage based on age.

Chile

All benefits must be converted into a life annuity or a programmed withdrawal product,
except for any portion of the benefit that is above the specified maximum.

Denmark

The tax rules provide no limit on the contributions paid into a DC plan if the benefit is
taken as an annuity. However, there is a limit on the contributions if the benefit is paid
out as instalments for a period of between 10 and 25 years. Contributions for other
forms of benefits cannot be claimed as a tax deduction.

Netherlands

All retirement benefits must be converted into an annuity. Annuity payments are fixed
but may be increased if profit sharing results allow for it. Several annuity options are
available at retirement.

Singapore

The retirement benefit is converted into a life annuity if it is above a prescribed
minimum. Amounts above the prescribed maximum do not need to be converted.

Sweden

All retirement benefits from a DC plan must be converted into an annuity, which could
be a life annuity or a fixed term annuity, depending on the options available from the
insurance company. However, the individual bears some risks as the insurance
company can vary its assumptions and payments, even after the payments have
commenced. Some policies guarantee a return of premiums.

United
Kingdom

Following recently announced changes, from April 2015 up to 25 per cent of the
accumulated retirement benefit may be taken as a tax-free lump sum. The remainder
can be withdrawn as a lump sum (taxed at the individual’s marginal tax rate), or taken
as an annuity or other drawdown product.

United States

There are no requirements for DC plans (such as 401(k) plans) to provide annuities or
income stream products.

Source: Mercer.*®
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