Current Issues in Prudential Regulation

Overview

21 The 2014 APRA annual report details APRA’s supervisory activities,
policy agenda, governance arrangements and the prudential framework
over the 2013-14 financial year. In its annual report, APRA describes its
supervisory focus as forward-looking, and that its broad objective in the
current circumstances is to ensure the institutions it regulates are prepared
to respond to future challenges.

2.2 APRA’s annual report states that a major part of its supervision of
Authorised Deposit-Taking Institutions (ADIs) focused on the lending
standards they apply when conducting residential mortgage lending.? At
the public hearing on 28 November 2014, the Chairman of APRA, Mr
Wayne Byres summarised the current condition of the ADI sector:

The authorised deposit-taking sector, or ADI sector as we call it,
continues to be characterised by good asset quality and as a result
strong profitability. Loan growth is beginning to pick up again,
particularly in the housing sector.®
23 The Chairman commented that the life insurance industry had
experienced a higher than expected level of disability claims and policy
lapse rates.* He stated:

The group insurance schemes that support the large industry
super funds have had particularly poor claims experience, and
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that has led to substantial increases in premiums in some cases,
which unfortunately flows directly to the members of the
superannuation funds in the form of sharply higher costs of cover.®

The Chairman commented that although life insurance profitability levels
had fallen slightly, this industry remained well capitalised overall. The
Chairman also reported on the performance of the general insurance
industry in his opening statement:

The general insurance industry has had a lengthy period of
reasonable, stable profitability helped by relatively benign weather
conditions... Falling reinsurance prices following significant
increases a few years ago have also contributed to that. Retail
prices have stabilised somewhat following a period of increases,
and there is evidence of increasing competition from smaller and
more recent entrance to the market. Pricing and profitability in
commercial lines has been under pressure in what is currently a
very competitive sector. But the industry continues to hold sound
levels of capital, so it is relatively well equipped to deal with the
risks that might emerge in the future.®

The prudential responsibilities of the current health insurance regulator,
the Private Health Insurance Administrative Council (PHIAC), are due to
be transferred to APRA on 1 July 2015, and the Chairman reported that the
transition was progressing according to schedule.’

At the public hearing, the Chairman also announced the superannuation
sector was growing strongly with total assets for the industry reported at
$1.9 trillion at the end of September and growing at an annual rate of
about 10 per cent.8 He further stated:

... we have been focused very heavily on the implementation of
the new prudential standards, and particularly how the industry is
strengthening its governance and risk management frameworks

and practices.’

APRA’s annual report noted that its particular areas of focus in
supervising the superannuation sector are ‘governance (including conflicts
of interest), risk management/risk appetite/risk culture, investments
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(especially liquidity management and stress testing), insurance and data
integrity’.10
The Chairman remarked that generally the superannuation industry had

made reasonable progress implementing the new prudential standards.!!
He added:

Our assessment is that the majority of the industry is progressing
reasonably well with this task, although as always the outcomes of
our thematic reviews on conflicts of interest management and
insurance risk management suggest that further work is needed in
a range of areas to meet the heightened expectations of prudential
standards."

The Chairman reported that APRA is considering the Government’s
request to contribute to its broader deregulatory agenda to reduce red tape
and compliance costs for business and community." He outlined APRA’s
approach to identify cost savings related to APRA’s regulatory and
supervisory framework:

Our goal in doing this has been to see what changes we might be
able to implement that would reduce the regulatory burden on
industry without jeopardising the fundamental strength of the
prudential regime that has served Australia quite well.™

210  The Chairman further explained the steps APRA is taking to identify these

cost savings:

... we formally sought input from each of the industries we
regulate. Industry representatives were asked to provide ideas and
expected cost savings to help us kick off the task. The response
was mixed. Some industries provided quite a wide range of ideas;
others less so. We have also generated our own list of ideas
internally.'

211  The Chairman added that an information paper with suggestions on how

to accommodate the deregulation agenda would be issued following
consultations with each of the industries APRA regulates:
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We have now triaged all suggestions received and will shortly [be]
issuing an information paper outlining a number of the
suggestions that we think we can implement quite quickly.'

212 At the public hearing, the Chairman noted that some of the institutions

APRA regulates were incurring greater costs than anticipated, in order to
comply with APRA’s prudential framework."” He added that in some
cases APRA may seek to respond to this by providing the institutions it
regulates with greater clarification of their obligations to meet prudential
standards.®

Superannuation

Overview

213  During 2013-14, APRA continued to implement the new Stronger Super

reforms. As noted in the annual report, these reforms aim to ‘strengthen
the governance, improve the efficiency and transparency, and enhance the
regulatory settings of the superannuation system in Australia.”!®

214  APRA’s annual report comments that “in particular, the reforms

strengthen trustee duties, establish a new superannuation product
(MySuper), and streamline superannuation transactions (SuperStream).’?

215  Inits annual report, APRA also reports on the completion of a suite of

prudential standards for superannuation that took effect from 1 July 2013
and are available on APRA’s website.?! APRA states that these standards
‘address areas such as RSE licensee governance, risk management,
investment governance and insurance in superannuation.’??

216  APRA has also reported the completion of 18 prudential practice guides

for superannuation. The prudential practice guides do not create
enforceable requirements and form APRA’s view of sound practice in
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particular areas, mostly replacing previous superannuation circulars and
guidance notes.?

217  Furthermore, a set of final reporting standards for superannuation,

developed as part of the Stronger Super reforms, were issued by APRA in
June 2013, and are available on APRA’s website.?* Some of the areas
covered by the reporting standards are: financial performance,
membership profile, fees, investment flows, services and MySuper
products. APRA explains the purpose of collecting data from the
institutions it regulates in its annual report:

APRA requires regulated institutions to provide APRA with
comprehensive statistical data on a regular basis. The objective of
these data collections and publications is to inform and support
APRA’s prudential supervision, and to provide appropriate
transparency and disclosure in relation to the operations of the
industries it regulates.?

218  The Stronger Super reforms give APRA the power to issue prudential

standards in superannuation.?® APRA noted in its annual report that this
has brought the superannuation sector in line with the ADI and insurance
sectors, where prudential standards have played a central role in APRA’s
prudential framework for some time.?

Oversight of trustees

219  The committee was interested in potential material conflicts of interest in

the superannuation industry. In particular, the committee queried
whether a recent example of financial arrangements between a particular
fund and an associated union constituted such a conflict. APRA board
member, Mrs Helen Rowell responded that the expectations for trustees
around the management of conflicts of interest are set out in Prudential
Standard SPS 521 that was recently issued. 2 She stated:

It is not our role necessarily to determine which particular conflicts
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may or may not be appropriate or how those are managed. The
onus is very much on the trustees of the individual funds to take
appropriate steps to identify and to manage conflicts.?

Mrs Rowell added that APRA normally aims to resolve the majority of
disagreements with trustees around conflicts of interest through
discussions with the parties:

Our first step would normally be to have a discussion with the
board and the chairman around the issue and how they plan to
address it and, if possible, seek to achieve a convergence of views
on the issue.®

The committee asked APRA its view on whether more requirements
relating to the number of independent directors on superannuation boards
should be added to the current governance arrangements for
superannuation. APRA summarised its position on this issue by
recognising the importance of independent directors serving on the
boards of APRA-regulated institutions:

APRA has publicly stated its view on this position in other forums.
I would summarise it by saying that we see value in having
independent directors on the boards of APRA regulated
institutions, be they banks, insurers or superannuation funds. We
think that it strengthens the governance and provides an
independent perspective. The number and precise composition is a
matter of government policy, but we support this for all boards
and, in fact, have voluntarily encouraged trustees to consider the
value that independent directors could bring.*'

The committee questioned APRA further about the effect of board
composition on governance, in particular whether the number of directors
and trustees beyond an upper threshold reduces the quality of the
governance of funds. Mrs Rowell commented that the ‘right number is
really a matter for individual boards to determine’.3? She stated:

You need enough directors and different perspectives around the
table to bring the right skill sets and experience to bear on any
decision making. That suggests that five might be on the low side,
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relatively speaking. I think it is probably fair that if a board gets
too big it can potentially become unruly and less effective.*

APRA was asked whether an increase in board members would likely
result in better governance of superannuation funds on the whole, noting
that an increased number of board members would likely increase board
remuneration costs which could impact on fund performance. In response,
Mrs Rowell commented:

I do not think you can draw any firm conclusions along those
lines. I think the question of the board composition, the overall
remuneration cost and what that means as an overall cost for the
fund is something that trustee boards should be considering very
seriously.*

At the public hearing, APRA informed the committee that it had recently
conducted a thematic review on conflicts of interest management across
approximately 40 funds.3¥ APRA’s annual report states that the review
formed part of APRA’s assessment of the superannuation industry’s
progress in implementing the new prudential requirements for
superannuation.’® APRA outlined the objectives of the review to the
committee at the public hearing:

... it was not an accident that the first topic of our thematic
reviews under the new prudential standards was around conflicts
of interest and how those are being identified and managed. That
is a real area of focus, and one where we are providing specific
feedback about the weaknesses in practice that we have identified
to all of those funds that were subject to that review, which was
about 40 funds. We will provide some general observations to the
industry and then over the next year we will follow up at an
industry level with how the industry has responded to our
observations of where we thought practice was weak and they
needed to improve.¥’

APRA reported the key findings of its thematic review to the committee at
the public hearing. APRA found that generally, many trustees in the
superannuation industry had focused primarily on actual conflicts rather
than broadening their focus to include potential or perceived conflicts.
Mrs Rowell stated that overall, the superannuation industry would need
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to take further steps to ensure “actual and potential conflicts are identified
and adequately addressed or avoided where necessary.”3

226 APRA was also asked whether the pursuit of profit rather than the

governance structure poses a greater risk of conflicts of interest arising in
the superannuation industry. In response, Mrs Rowell noted:

... our thematic review on conflicts of interest covered both not-
for-profit and for-profit funds. We found there was room for
improvement across the board. Weaknesses in dealing with
conflicts of interest are not particular to one particular segment of
the industry.®

227  APRA also responded to concerns raised by the committee about the

potential for abuse of fund resources, particularly at board and executive
management levels, commenting;:

A core part of our supervision activity is assessing the nature and
quality of the board and how the board is running itself and
governing itself. Where we do have concerns, we act promptly to
get those concerns addressed. Those cases to date have been quite
limited. They have been there in the industry fund space and in
the retail space —and they have been addressed and dealt with
reasonably quickly. As I said, however, there is room to improve
governance generally, but we do not necessarily see any material
risks at the present time.*

228  The committee sought an explanation of the options available to APRA to

enforce the prudential standards regulating the superannuation industry
boards. APRA responded:

We are not an organisation that levies fines. Our actions, in the
extreme case, would be to do one of two things: to impose change
at the top in terms of governance —and we have done that in the
past; and, potentially, if there were individuals who were found to
have engaged in inappropriate or egregious behaviour of some
sort or another, to remove them from the industry —to ban them
from the industry. They are essentially the two main tools at our
disposal if we find things that we think are unacceptable.

38
39
40
41

Mrs Helen Rowell, APRA Member, Transcript, 28 November 2014, p. 3.
Mrs Helen Rowell, APRA Member, Transcript, 28 November 2014, p. 24.
Mrs Helen Rowell, APRA Member, Transcript, 28 November 2014, p. 11.
Mr Wayne Byres, Chairman of APRA, Transcript, 28 November 2014, p. 13.



CURRENT ISSUES IN PRUDENTIAL REGULATION 13

229  APRA officials described the methods APRA would adopt to address
material concerns that the interests of trustees were being prioritised over
the interests of members:

Mrs Rowell: ... If we held material concerns, we would take action
either to change the nature of the arrangements or to take steps to

change the composition of the board; or, potentially, to orchestrate
a marriage of the fund with another fund to achieve our objectives.

Mr Byres: Yes, it need not be a marriage. It could just be that we
would take the fund and give it to a new trustee.

Mrs Rowell: Or appoint an acting trustee to run the fund whilst
we went through that process.*

Disclosure Requirements

230  The committee was interested in issues surrounding disclosure and
transparency in superannuation. APRA was asked at the public hearing
whether the new reporting standards will ensure adequate transparency
in the superannuation industry, and also what steps could be taken by
APRA to assist Australians to make informed choices about
superannuation.

231  APRA noted that there were new disclosure requirements in place,
although their implementation was not fully complete and it was yet to
determine if this regime enabled adequate transparency throughout the
industry.*® Mrs Rowell commented:

... having disclosure that is simple, informative and
understandable at the member level is very important and it is
something that the industry and ASIC need to work on. We are
certainly part of those conversations but we are not a primary
driver of them.#

232 Inrespect of the presentation of information to help Australians make
informed choices, Mrs Rowell noted:

Those disclosure issues are primarily the responsibility of the
individual funds and ASIC rather than APRA. APRA is focused on
the potential aspects of the management of funds. We do collect a
lot of information. We publish information. We are looking at
ways to enhance the presentation of that information. The
information we publish is primarily directed at the reasonably
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informed industry stakeholders rather than individual members.
Disclosure to individual members is, as I said, much more a matter
for individual funds and trustees and ASIC.%

233  Further to this, APRA was asked whether fund members are adequately

informed of the investment risks surrounding the decisions made by their
fund. APRA reported that progress had been made in this area through
industry disclosure of information and concepts aimed at giving members
a better understanding of the level of risk for alternative investment
choices. ¥ However, APRA recognised the difficulties in making like-for-
like comparisons of the risks involved in such a diverse range of
investment options:

I think the industry would acknowledge that it is an area that
requires further work and further development because it is quite
difficult to understand and to compare, in a like-for-like way,
different investment options and the risks involved.#

Fees

234  APRA’s views were sought on the remuneration arrangements of

superannuation boards. In particular, the committee noted the variances
in the fees paid to directors between industry and retail funds in this area
and asked whether this constituted a cause for concern. APRA stated:

The structures of the arrangements in the different industries are
very different. In the industry fund, the not-for-profit sector, the
money has to come directly out of the funds of the members. In
the retail sector it can be paid directly out of the fund or it can be
paid by the ultimate owner. Indirectly, those costs would be
recouped through the fees and expenses charged at the super
funds.®

235  Mrs Rowell explained that regardless of the different processes used by

superannuation funds to facilitate board remuneration, ultimately
remuneration costs are paid by the members:

... on balance, I am not sure you could draw a conclusion that the
members in one fund or another are being disadvantaged; it is just
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about the different nature of the arrangement and the flows and
where the directors' costs are being met from.*

2.36 Further to this, APRA commented on the effect that the new reporting
standards for the superannuation industry will have on the transparency
of board remuneration:

The transparency around this is increasing, and that is witnessed
by the amount of disclosure that has recently been made under the
new requirements to disclose more information about directors
and their remuneration. As to whether there needs to be further
transparency, I think it is too early to tell. The first reporting under
the new standards was only last month. I think the practices will

evolve.%0

237  The committee noted recent comments that the fees paid by members of
Australian superannuation funds are on average higher than those in
other international jurisdictions. APRA was asked about the feasible
options to reduce these fees and increase competition in the
superannuation sector.

238  APRA remarked there was generally a capacity to reduce fees in the
superannuation industry in Australia.’! Similar to the difficulties in
comparing the risks involved in different investment options, APRA
identified the difficulty in making relative cost comparisons of products
that represent various services and investment options:

It is very hard to make international comparisons, as a number of
commentators have said, because you need to drill down to
understand whether you are comparing like with like. For
example, a very different level of costs might be involved in
running a defined benefits fund —a closed fund which is
effectively managed by the employer or in a public sector sense —
and an open offer fund to retail investors that offers a lot of other
services that might then have fees and costs associated with those
services ... One of the cautionary things APRA has said to the
industry is that we do not want to see them pushing to reduce fees
at the expense of having sound systems, processes and governance
in place that mean they can actually look after the members'
money in the way it needs to be looked after.

When you are talking about relative costs and comparisons, you
need to think about all of the services that are being offered
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around advice, insurance, investment options and the like. Again,
while some of those features might be in place in overseas
jurisdictions, they are not necessarily in place. So you need to strip
down to a much greater level of granularity to do that.%

The committee asked APRA to confirm figures around directors/trustee
fees for retail and industry funds. These figures drawn from APRA’s
Annual Superannuation Bulletin stated that directors fees for industry super
funds were $88 million and directors fees paid by retail super funds
totalled $449 million.5 These statistics confirmed that despite only
managing 26 per cent of total Australian superannuation funds, retail
super funds paid 82 per cent of all superannuation directors’ fees. In their
response, provided on notice, APRA noted that the data available
regarding such fees and expenses are not necessarily comparable across
different funds and outlined the enhanced transparency around board
remuneration introduced as part of the Stronger Super reforms:

APRA now also collects separate information on directors” and

trustees’ remuneration at the Registrable Superannuation Entity

(RSE) licensee level. Specifically, RSE licensees must report all

directors and the remuneration paid to a director, individual

trustee or alternate director... That is, remuneration should

include direct and indirect payments to directors for their

management of the RSE, from the RSE licensee or any related

party.>
The committee also asked APRA to provide information, on notice, on the
practices in place to ensure superannuation funds undertake the relevant
processes to certify their investment decisions are in the interest of
members. APRA provided comment on performance-based remuneration
arrangements as part of its response:

Under Superannuation Prudential Standard (SPS) 510 an RSE
licensee must establish and maintain a documented Remuneration
Policy. The Remuneration Policy must outline the remuneration
objectives and the structure of the remuneration arrangements,
including, but not limited to, the performance-based remuneration
components of the RSE licensee. Any performance-based

52 Mrs Helen Rowell, APRA Member, Transcript, 28 November 2014, p. 6.
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components of remuneration must be designed to encourage
behaviour that supports protecting the interests of beneficiaries.%

Performance of industry versus retail funds

241  The committee questioned APRA on statistics it published that suggest

industry funds are performing better than retail funds on average. APRA’s
Annual Superannuation Bulletin found that the average return over the
past 10 years for industry super funds was 6.7 per cent per annum
compared to 4.9 per cent per annum for retail super funds.%® On notice,
APRA also stated that only one superannuation fund classified as a retail
fund type is ranked in the top 47 superannuation funds, based on a
ranking of ten-year rates of return (2004-2013).5” Mrs Rowell stated that the
statistics referred to represent rates of return at fund-level and may not
necessarily be like-for-like comparisons. She explained:

Those numbers at a fund level are not necessarily comparing
apples with apples, because a much smaller proportion of what is
in that retail figure is related to default fund membership, where
the trustees are making the asset allocation and the investment
decisions. The significant majority of the retail fund assets are
actually in what is called choice products, where the individual
members are making their own selection of investment options
and choices. So you have a very much blended asset allocation
decision and performance.*

242 Mrs Rowell added:

Comparing it at fund level, relative performance is not necessarily
the best comparison, which is why in our new collection we are
looking to compare at product level and investment option level,
because that comparison is a much better way to assess relative
performance, because you are comparing like with like.%

Related Party Services

243  The committee was interested in APRA’s oversight of related party

services. These include any financial services, investment vehicles or
tinancial products that are provided to a given superannuation fund, by
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245

2.46

an entity that is associated with the super fund. Section 10(1) of the
Superannuation Industry (Supervision) Act 1993 (Cth) defines a ‘related
party’ as:

(@) a member of the fund;

(b) a standard employer - sponsor of the fund;

(c) aPart 8 associate of an entity referred to in paragraph (a) or
(b)GO
The committee sought an explanation from APRA of the selection process
superannuation funds need to undertake when engaging related party
services, and any measures that are in place to ensure that members are
paying the appropriate market value for these services. This questioning
was provoked by an APRA working paper which found on average retail

fund members paid $485.13 for related services, while not-for-profit super
fund members paid $184.48.5'

In explaining the responsibilities for trustees around related party service
provision, Mrs Rowell commented:

There was a change to the legislation as part of the stronger super
reforms that, in essence, overrode any trusteed restrictions that
were in place on requirements to use related party service
providers. So going forward there is an onus on trustees to make
sure that, when they are looking at who provides the services that
they need, they are going through some rigorous process. It is not
a requirement necessarily to undertake a tender process, but there
is certainly an onus and an obligation both in the legislation and
under the prudential standards for the trustees to make sure that
they go through an appropriate due diligence and selection
process, and they have those arrangements appropriately
documented with contractual terms and appropriate service-level
agreements, and the like, in place.®

APRA was also asked to describe the supervisory activities it undertakes
to ensure funds are engaging an appropriate process to acquire service
providers. APRA responded:

... we would get into a reasonable amount of detail to understand
the process that was gone through and the basis on which the
decisions were being made — particularly where the arrangement

60 Superannuation Industry (Supervision) Act 1993, s. 10 (1).
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has been made with a related party, what have been the
assessment criteria and the benchmarks that have been used by the
trustee to satisfy themselves that that arrangement is in the best
interests of members?¢®

APRA provided further information on this matter, on notice, by naming
the specific prudential standards that apply to the service provider
selection process and related party arrangements. These prudential
standards are Prudential Standard SPS 231 Outsourcing and Prudential
Practice Guide SPG 231 Outsourcing. In addition, Prudential Standard SPS
521 Conflicts of Interest and Prudential Practice Guide SPG 521 Conflicts of
Interest apply to related party arrangements.54

In the same response, APRA also summarised the findings about related
party arrangements that were identified as part of its recent thematic
review on conflicts-of-interest:

There were some cases where the engagement process for related
parties could be improved, including the identification and
management of conflicts for directors and other responsible
persons in relation to decision making. There were also some cases
where product features, or other terms and conditions for services
offered by related parties were not necessarily competitive or
established on arm’s length terms. In these cases, APRA has
advised the relevant funds that it expects all RSE licensees to
benchmark the terms and conditions for the relevant arrangements
and/ or for negotiations to take place between RSE Licensees and
related party service providers to ensure that competitive and
arm’s length terms are provided for superannuation fund
members. APRA will continue to review related party
arrangements, and ensure corrective action is taken where
necessary, as part of its ongoing supervision activities.®

Choice of fund

249

At the public hearing, APRA was asked whether current policy settings
allowed adequate competition in the superannuation industry, and in
particular whether default fund provisions that exist in some employers’
superannuation contribution arrangements result in this industry being
less competitive. Mrs Rowell responded:

63 Mrs Helen Rowell, APRA Member, Transcript, 28 November 2014, p. 16.
64 Australian Prudential Regulation Authority, Submission 1, p. [8].

65 Australian Prudential Regulation Authority, Submission 1, pp. [8-9].
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2.50

251

2.52

I do not think we would necessarily have a concern about that
contestability point per se from a prudential perspective. One of
the issues that we have raised with the industry and asked trustee
boards to think about is their future strategy. At the moment, there
are a set of arrangements in place around selection for default
funds. In thinking about their future strategy and viability, all
funds need to be thinking about the implications of the current
approach versus any different approach and what that would
mean in terms of their ability to continue to attract members or
compete in the industry.%

Mrs Rowell added that the issues that fall under APRA’s directive are not
necessarily affected by a given employer’s choice-of-fund arrangements:

Obviously, ongoing membership and cash flow is an important
element of any super fund's viability and ability to run itself
effectively and efficiently going forward. So in that sense,
contestability may be an issue for us. But it is not necessarily
linked to what the specific default fund arrangements are. It is
more just about where funds are targeting their member base and
how they are ensuring that they are maintaining their viability in
an ongoing sense because they are getting ongoing contributions.®

Mrs Rowell commented that the processes by which default funds are
selected are currently a ‘feature of the policy settings in the
superannuation industry’.88 The Chairman added that it was not
something APRA would seek to influence under its mandate.®

In responding to a question on notice about whether any existing
industrial agreements restricting employees’ choice of fund are in breach
of current Australian law, APRA summarised the current legislation
governing the choice of fund obligations of employers:

The Superannuation Legislation Amendment (Choice of Superannuation
Funds) Act 2004 imposed obligations upon employers to make
superannuation contributions on behalf of their employees to
complying superannuation funds in compliance with the new
‘choice of fund” requirements. Sections 32C and 32D of the
Superannuation Guarantee (Administration) Act 1992, expressly

66 Mrs Helen Rowell, APRA Member, Transcript, 28 November 2014, p. 19.
67 Mrs Helen Rowell, APRA Member, Transcript, 28 November 2014, p. 19.
68 Mrs Helen Rowell, APRA Member, Transcript, 28 November 2014, p. 21.
69 Mr Wayne Byres, Chairman of APRA, Transcript, 28 November 2014, p. 18.
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excluded employers with certain existing arrangements from “the
choice of fund” obligations ...

Where these types of industrial agreements are in place, there is a
legal basis for not extending the ‘choice of fund” requirements to
the employees captured by these agreements.”

APRA advised that arrangements were in place with other relevant
agencies to facilitate the exchange of confidential information, ensuring
that any issues of concern are channelled to the authority that can most
appropriately respond to them:

If we came across something that we thought was of that nature,
somehow untoward, that was not within our primary legislative
responsibilities but we felt that it might be of an interest to another
agency, then we would pass that on... we have arrangements —
formal MOUs with the ACCC and with ASIC and with a number
of other regulatory agencies, such as the ATO et cetera—which
allow us to exchange confidential information with them and them
to us; if they see anything in their duties that they think is
important from a prudential perspective then they will pass that

on to us.”

Basel Il

2.54

2.55

The Basel Committee on Banking Supervision describes itself as ‘the
primary global standard-setter for the prudential regulation of banks’.7? It
is composed of members from 28 jurisdictions (including Australia) that
are represented by their central banks in addition to the authority with
formal responsibility for the prudential supervision of banking business
where this is not the central bank.”

The Basel Committee states its mandate is to ‘strengthen the regulation,
supervision and practices of banks worldwide with the purpose of
enhancing financial stability’.”* It aims to achieve this by developing and
issuing supervisory standards and guidelines that promote global

70 Australian Prudential Regulation Authority, Submission 1, p. [11].

71 Mr Wayne Byres, Chairman of APRA, Transcript, 28 November 2014, p. 21.
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2.56

2.57

2.58

2.59

financial stability, with the expectation that individual national authorities
will implement them.”

The Basel Committee describes Basel III as a ‘comprehensive set of reform
measures... to strengthen the regulation, supervision and risk
management of the banking sector.””® The Basel Committee states that the
Basel III reforms aim to:

m improve the banking sector’s ability to absorb shocks arising

from financial and economic stress, whatever the source
m improve risk management and governance
m strengthen banks’ transparency and disclosures.”

APRA noted in its annual report that the Basel III reforms focus on
‘revisions to the capital and liquidity frameworks of banks’,”® adding:

Another important priority of the Basel Committee is determining
whether the Basel capital framework is delivering consistent
outcomes: both in terms of the consistent implementation of Basel
standards in national regulatory frameworks, and in the practices
adopted within individual institutions.”

The annual report highlighted that in 2013-14, Australia’s Basel III capital
framework was subject to peer review by other Basel Committee
jurisdictions.® The overall framework for ADI capital adequacy in
Australia was assessed as ‘Compliant’.?’

The annual report also commented that APRA’s prudential requirements
go beyond the minimum requirements set out by the Basel Committee to
improve the quality and adequacy of the capital held by ADIs.8
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European Central Bank

2.60

2.61

2.62

2.63

The committee asked APRA at the public hearing whether any issues had
arisen from the recent stress testing of banks by the European Central
Bank (ECB). Specifically, the committee wished to know whether any of
these issues would inform APRA’s views on capital requirements
domestically, in the current or future environment.

In responding, APRA noted that the standout elements of the ECB testing
were the resources allocated to the exercise:

It was a huge endeavour, but it was an important endeavour for
the Europeans because there has been, since the financial crisis,
this lingering question mark over the health of European banks. It
was very important for the ECB, as the new supervisor, to be able
to say, 'We've been through these things; we've stressed them very
hard; we've revalued assets; we've had a lot of scrutiny; and we
think they're actually reasonably robust."®

APRA explained that Australia would be most likely to learn from its own
stress testing, as opposed to the recent stress testing of the ECB.8 APRA
also noted that, in part, the improvements to the regulatory framework in
Australia have occurred in recent years as a result of lessons learned from
the past:

People can say, 'Well, isn't that looking backwards and closing the
gate after the horse has bolted?' But I would say that, if we were
sitting here now and saying, 'Well, we found all these
shortcomings in the regulatory framework, but they're behind us,
so we didn't fix them,' the community would quite rightly ask,
'What are you guys doing?' So there has been an element of
backward looking... and you have to respond to those lessons and
fix things that you observed did not work as well as they could.®

The committee asked APRA to outline the potential domestic risks that are
currently of highest priority to APRA for future crisis prevention. APRA
listed the current systemic risk that exists in property lending, Australia’s
susceptibility to volatility in the global financial markets, and the potential
for offshore shocks to affect the domestic environment.® Mr Byres
commented:
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... we need to be alert to the sense that the GFC did not happen
here therefore it could not happen here. And that there is not any
complacency around that and that somehow we are bulletproof or
immune from these sorts of issues and the problems that have
been had elsewhere.®

Property Lending

2.64

2.65

2.66

APRA stated in its annual report that ‘residential mortgage lending has
traditionally been a low risk and profitable business for ADIs".8 However,
APRA also noted that it has increased its scrutiny of property lending
standards in the current environment of rising house prices and low
interest rates.%

APRA’s annual report states that residential mortgage lending now
accounts for 60 per cent of the banking system’s domestic loan portfolio,®
and constitutes the largest credit exposure in the Australian banking
system.®! In response to this, APRA noted in its annual report that over the
course of the reporting period it increased its scrutiny of the lending
standards of ADIs by implementing the following practices:

m Additional data collections which have allowed APRA to more

readily identify, and provide feedback to, those ADIs pursuing
more aggressive lending policies;

m The issuance of Prudential Practice Guide 223 Residential Mortgage
Lending, which outlines prudent practice in addressing housing
credit risk within an ADI’s risk management framework... ; and

m Seeking renewed assurances from the boards of the largest
housing lenders that they and senior management are actively
monitoring their institution’s residential mortgage risk profile,
including the impact of any changes to credit standards.*

At the public hearing APRA also updated the committee on its activities to
enhance its scrutiny of property lending standards, in consultation with

the Council of Financial Regulators. The Chairman reported that APRA
has increased its scrutiny of ADIs by monitoring their serviceability and

87 Mr Wayne Byres, Chairman of APRA, Transcript, 28 November 2014, p. 23.
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buffer calculations, to ensure the assumptions within their calculations are
conservative, and the buffers around these remain prudent:

Other things we are looking at are particularly serviceability
buffers and calculations and the extent to which banks and other
deposit takers are making sure they are taking a degree of
conservatism within their serviceability calculations, so not
assuming that rates will remain as low as they are forever, not
assuming strong income growth and not assuming that borrowers
will always have a completely stable and growing income.®

The Chairman also informed the committee that APRA was monitoring
the recent growth in interest-only owner occupier lending. He commented
that this behaviour would be a concern to APRA if it was a result of
borrowers who were overextending their capacity to borrow by resorting
to interest-only loans:

Investors quite regularly borrow on an interest-only basis. They do
that because there are incentives to do so, but what we have seen
in recent times is growth in the number of owner occupiers who
are borrowing on an interest-only basis... The issue we are
obviously concerned about is that it is a signal that borrowers who
are unable to afford a traditional amortising loan are having to
resort to interest-only loans to borrow to the absolute maximum
capacity and might be overextending themselves.%

The Chairman added that APRA was also monitoring extremely long
borrowing terms that may be beyond peoples working lives and
longevity.%

APRA remarked that many of the measures it has adopted to boost its
oversight of property lending standards are investigative and supervisory
in nature, but that competitive pressures and credit growth have
continued:

The question that we have been asking is: 'Okay, we have been
doing that but nonetheless what we also see is very strong
competitive pressure, credit growth rising not necessarily rapidly
by historical standards but certainly rising faster than nominal
GDP and certainly faster than income growth. So we need to keep
an eye on that.' As to what we might do in response to that, to the
extent that we reach a view that the things we have not done are
not enough and that we need to just try and make sure that people

93 Mr Wayne Byres, Chairman of APRA, Transcript, 28 November 2014, p. 7.
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are not getting overexcited, if you like, we have been thinking
about what we might do.%

270  The committee further asked whether a market let response to temper the

housing market, by which the major financial institutions would cooperate
to restrict lending conditions to reduce systemic risk, would be regarded
as a breach of competition laws. The Chairman commented:

There are two sorts of ways that you could have a market
response, one is the sort of response that would interest the ACCC,
which is that they all sit in a room together and do something. We
would not be suggesting that as the way forward. But
individually, if there was a recognition at the board tables of the
major lenders that actually there is an increase in risk in the system
and we should be alert to this and make sure we are tempering
what we do and, as I said before, not getting too over-excited
about things, that then feeds into the competitive dynamics to
soften a little bit in the market, and then you may get that

outcome.¥

2.71 The Chairman further commented on this issue:

Why are we are starting to talk about the things we are talking
about? Partly, because we have been talking with lots of people
over the last couple of years. As we have said on numerous
occasions, we have written to boards; we have sought assurances.
Nonetheless, the competitive dynamics are such that we are still
seeing lending standards being eroded, so maybe this is a time just
to turn the dial up another notch.%

Capital Requirements

2.72 The committee was interested in the actions APRA would take in the

event that the measures adopted to date to mitigate the rising risk in the
property finance market, due to the recent increase in residential property
lending, do not adequately temper the market.*

2.73  The Chairman remarked in his opening statement that APRA has

continued to encourage ADISs to reinforce sound lending standards in
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2.75

2.76

2.77

response to these market conditions.'® He later added that APRA’s next
level response to the increased credit exposure in Australia’s domestic
loan sector would involve adjusting the capital settings for banks:

So what are we looking at? It is things that are more capital
related, consistent with our general philosophy of saying 'We need
to make sure that banks are adequately capitalised if they are
taking risks they have adequate capital to back it up.' If we reach a
conclusion that the risk in some part of the system or all of the
system is rising in some way, then it is appropriate to think about
how we adjust the capital settings to respond to that.'"!

Also at the public hearing, the Chairman remarked on the interpretation of
the comments in the Reserve Bank of Australia’s (RBA) Financial stability
review:

Many have been interpreting the comments in the Reserve Bank's
Financial stability review as a sign that we are planning to
implement the same sorts of so-called macro prudential measures
that have been introduced in other jurisdictions, such as LVR caps
and loan-to-income limits. We are still working through our
options but, as I have said elsewhere and am happy to say again
today, those sorts of tools are unlikely to be the ones that we reach
for first."?

The Chairman added that past experiences demonstrate that the use of
quantity restrictions such as limits on loan-to-income and loan-to-value
ratios (LVRs) in mortgage lending “did not necessarily produce
significantly better outcomes.”%3

The Chairman explained the two approaches APRA could adopt in order
to adjust the capital settings of ADIs. He advised that the first approach,
called “Pillar 1, would involve changing the risk weight in APRA’s
prudential standard which would apply to all banks across the board. The
second approach, called ‘Pillar 2" would involve applying differential
capital requirements to individual institutions where particularly
aggressive lending is occurring. 04

The Chairman outlined the various parameters that would require
consideration if APRA decided to adjust the capital settings of ADIs, in
order to achieve an optimal response from the property finance market:
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The challenge we have to think about, if we want to do something
in a capital sense, is: which of those tools would we want to use?
Then there is a whole set of questions that exist underneath that:
what is the right quantum of impact you would want to have?
How do you target it to the right sort of issue? How would you
make sure it is proportionate to the risks involved? It is hard to
solve any of those questions individually, because you tend to
have to look at these things as a package.'®

The Chairman also reported that APRA had recently conducted a stress
test of the largest ADIs against a scenario that included economic
slowdown and a major fall in house prices. He noted the outcome was
positive, stating:

... the lenders subject to the test remained above minimum capital

requirements even in the extreme scenario. The caveat to that is we

also concluded a little more work needs to be done to make sure

that, having survived the stress, they would also make a speedy

recovery and be able to continue to support their customers
through difficult times. %

Financial System Inquiry

2.79

2.80

2.81

The committee notes the release of the Final Report of the Financial
System Inquiry (FSI) on the 7 December 2014, which notes that a number
of its recommendations are designed to increase the resilience of the
Australian financial system to ensure institutions can withstand plausible
shocks, and continue to provide critical economic functions in the face of
these shocks.107

The report particularly notes the importance of capital levels, as they act
as safety buffers to absorb potential losses, adding that reinforcing
capitalisation of Australian ADIs would “assist in ensuring capital levels
are, and are seen to be, unquestionably strong.”10

The committee notes that the report’s recommendations to enhance the
resilience of the Australian financial sector by reinforcing strong capital
ratios, and to improve the efficiency of the superannuation sector, will
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have a direct impact on APRA-regulated institutions” governance and
practices.

The FSI report recommends that APRA raise capital requirements for
Australian ADIs to align Australian ADI capital ratios with the top
quartile of internationally active banks.'® The report notes that while the
Australian ADI sector is generally well capitalised, further strengthening
of the banking sector would deliver significant benefits to the economy at
a small cost:

Making banks safer and enhancing investor confidence both
contribute to reducing the likelihood of a financial crisis. Shocks
will always buffet the financial system, whether they are
generated domestically or overseas. Capital is one of the best
protections against those shocks generating a crisis.

The report recommends APRA adjust the requirements for calculating risk
weights for housing loans to narrow the difference between ADIs that use
standardised models to calculate risk weights compared to those that use
an internal ratings-based (IRB) risk weight model."" This follows the
findings of a recent international review by the Basel Committee which
reported considerable variation across global banks calculating risk-
weighted assets using IRB models.'"?

In the ‘Standardised approach’, ADIs use a common set of risk weights
that are conservative and not specific to a given institution. In the ‘Internal
Ratings-Based (IRB) approach’, accredited ADIs use their own internal
models to determine risk weights for credit exposures, tailored to the
internally assessed risks of the asset and institution.!”® The FSI report notes
that one reason IRB risk weights are lower than standardised weights is
because this method reflects a more refined calculation of the risks at IRB
banks. To date, APRA has accredited the four major banks and Macquarie
Bank to use IRB models.""*

At the public hearing, the committee noted APRA’s response to the
interim report of the FSI. In this response APRA discusses the differences
that were identified in the Basel Committee’s recent review. Particular
attention was drawn to APRA’s comments that policy proposals will likely
be generated in response to the findings of the Basel review, to increase

109 Financial System Inquiry, Final Report, November 2014, p. 41.

110 Financial System Inquiry, Final Report, November 2014, p. 42.

111 Financial System Inquiry, Final Report, November 2014, p. 60.
112 Australian Prudential Regulation Authority, 2014 Annual Report, 13 October 2014, p. 68.
113 Financial System Inquiry, Final Report, November 2014, p. 60.

114 Financial System Inquiry, Final Report, November 2014, pp. 60-61.



30

REVIEW OF THE AUSTRALIAN PRUDENTIAL REGULATION AUTHORITY ANNUAL REPORT 2014
(FIRST REPORT)

2.86
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2.88

2.89

capital requirements for ADIs that use IRB approaches for residential
mortgages.'!

In relation to this, APRA reported at the public hearing that the Basel
Committee is considering a series of steps to reduce the capacity of banks
using internal models, to generate very low risk-weights. APRA
commented on its involvement in this:

... we are involved in that in two dimensions. First of all, we are a
member of the Basel committee and, so, we are involved in that
work from an international policy-setting perspective. Data from
our banks has helped contribute to that discussion and debate.
Then, in a domestic sense, we are thinking already about some of
these issues alongside some of the issues that were raised in the
FSI interim report. They are pushing in the same direction but they
are not necessarily exactly aligned, and we have to think about
how, eventually, we would respond to both sets of issues."'®

The FSI Final Report also recommends APRA introduce a leverage ratio to
act as a backstop to ADIs’ risk-weighted capital positions:

In the inquiry’s view, having a leverage ratio as a meaningful
backstop provides appropriate insurance against the risks inherent
in risk-based capital requirements, while retaining the advantages
of having capital requirements commensurate with risk."’

The FSI report further comments that a minimum leverage ratio should be
comparable with Australia’s global peers stating that ‘in the Inquiry’s
view, an appropriate range is likely to be 3 to 5 per cent, calculated in
accordance with the Basel framework."1"8

As noted earlier, the report also makes a number of recommendations in
relation to Australia’s superannuation system:

The Inquiry sees scope to improve the efficiency of the
superannuation system in a number of areas. The superannuation
system is not operationally efficient due to a lack of strong price-
based competition and, as a result, the benefits of its scale are not
being fully realised."?
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The committee notes that many of the recommendations involving the
superannuation sector made by the FSI are directly relevant to the issues
discussed at the public hearing on 28 November 2014. Recommendations
of particular note include: introducing a formal competitive process to
allocate new default fund members to MySuper products (unless a review
by 2020 finds the Stronger Super reforms have significantly improved
competition and efficiency in the superannuation system);'? providing all
employees with the ability to choose the fund into which their
Superannuation Guarantee contributions are paid;'?' and mandating a
majority of independent directors on the boards of public offer
superannuation funds, including an independent chair.'??

APRA stated at the public hearing that “‘much of our policy agenda in 2015
will be driven by the recommendations of the FSI and the government's
response to those recommendations.”?® The committee looks forward to
following on from its recent discussions with APRA in light of the
recommendations that have been made in the Final Report of the FSI.

Conclusion

2.92

2.93

The committee notes that APRA regulated industries remain largely in
good health. The Australian financial sector demonstrated stability over
the course of the financial year, and ADIs in particular indicated strong
profitability. Implementation of the Stronger Super reforms appear to be
progressing well, however, some room for improvement around conflicts
of interest management and insurance risk management were identified in
APRA’s recent thematic review. The committee encourages APRA’s
continued oversight of the implementation of the new prudential and
reporting standards to improve this area of the superannuation industry.

The committee notes the concerns about increased property lending
contributing to greater credit exposure in Australia’s domestic loan
portfolio and is pleased that APRA’s response to boost scrutiny of lending
standards has been implemented in a timely manner. The committee
understands that the recommendations of the FSI will directly impact
APRA’s policies over the upcoming reporting period, and looks forward
to reviewing APRA’s strategy to respond to these recommendations.
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