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Preface
This e-book is intended as a freely available?! reference/textbook for students of Australian banking

and bank management (and hopefully of value to practitioners). It has been developed from various
teaching and other notes — but is not aimed explicitly at any level of class or assumed knowledge, and
the depth of analysis thus varies quite considerably. Regard the current version (February 2023 which
is an update of the earlier July and December 2021 versions) as still being a “beta” version — whether

it ever will get to “alpha” status is anyone’s guess.

The content covers areas which would be found in most banking texts, but is somewhat idiosyncratic,
reflecting issues to which | think students of banking should be exposed (and which |, generally, find
interesting). The objective is to provide exposure to financial institutions and their practices,
regulatory arrangements, and relevant academic research literature. Regarding that latter topic, there
will undoubtedly be many who feel that | have not given enough attention to their published research
— | would welcome suggestions regarding such omissions (including a few words on how they might
be incorporated). | would also welcome suggestions of errors of omission and commission. By making
this available as an e-book, it is amenable to ongoing updating which | hope to do as appropriate (and
the dates on each chapter indicate the last time any edits were made). The first draft went “live” on
the web site in July 2021. Banking and its regulation is continually changing. | hope that | have
incorporated recent developments but am aware that there may be some things | have missed. | have
also retained some of the discussion of discarded regulations and arrangements to provide some

historical perspective.

| have always struggled with maintaining consistent referencing, and so decided to largely abandon
traditional practices and instead provide hyperlinks to references mentioned (albeit perhaps not

always in a consistent fashion). The typical hyperlink will be of the form Jones (ER, 1952) where this

11t is licensed under the Creative Commons license — see terms and conditions for reproduction and
use at the end of this preface.
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gives some clues as to the author, journal (or other source), and year — details of which can be found

via the hyperlink.?

In drawing upon various notes of mine, | hope that | have not “self-plagiarised” articles | have
published in journals or books — | am sure | will be told if | have. | sincerely hope that | have given due
acknowledgement to material from other sources, which is generally either in quotes or in tables or

figures.

| would appreciate any emails giving suggestions to be sent to kevin.davis@unimelb.edu.au.

Kevin Davis
Emeritus Professor of Finance, The University of Melbourne
21 February 2023

Cover Page lllustrations
Banks were historically characterised by their offices being substantial even grandiose buildings,

designed to give the impression of strength and stability. Even in small country towns, the bank
premises were often the most substantial buildings to be found. While banks have largely deserted
country towns, many of the buildings remain, converted into use for other activities. The cover page
contains pictures of some bank buildings from Australian country towns. Probably the grandest one
shown is that of the Australian Bank of Commerce Limited in Charters Towers (Queensland), a town
which also boasted the second stock exchange in Australia. Even a small financial institution such as
the Warrnambool Building Society had an impressive building. Nowadays, the growth of electronic

commerce has made physical bank premises largely redundant.

2] plan to include a list of journal abbreviations as a section of the glossary. In some cases | have
provided links to pre-publication versions of a journal article available on an author or organisation’s
website — which enables free access for those without a University (or other) subscription to the
journal involved.
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Licence conditions

This work is licensed under the Creative Commons licence conditions

@®S

Attribution-NonCommercial 4.0
International (CC BY-NC 4.0)

You are free to:

e Share — copy and redistribute the material in any medium or format
¢ Adapt — remix, transform, and build upon the material

Under the following terms:

e Attribution — You must give appropriate credit, provide a link to the license, and
indicate if changes were made. You may do so in any reasonable manner, but not in
any way that suggests the licensor endorses you or your use.

¢ NonCommercial — You may not use the material for commercial purposes.
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Glossary (Acronyms, Regulator Links,
Industry Body Links)

ABCP Asset Backed Commercial Paper
ABS  Asset Backed Security

ACL  Australian Credit Licence

ADI Authorised deposit-taking institution
ADR  Alternative Dispute Resolution

ADR  Accredited Data Recipient (under CDR regime)
AFSL  Australian Financial Services Licence
AIRB  Advanced IRB Approach

ALCO Asset-Liability Committee

AML  Anti-Money Laundering

APL Approved Product List

APR Annual Percentage Rate

AT1 Additional Tier 1 Capital

ATM  Automatic Teller Machine

AUM  Assets Under Management

B2B Business to Business

B2C Business to Customer

BAB  Bank Accepted Bill

BBSW Bank Bill Swap Rate (for terms of 30,60, 90 days etc)
BECS Bulk Electronic Clearing System
BNPL Buy Now Pay Later

bp A basis point. 1 basis point equals 0.01 percent
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BSB
CBDC
CCB
CCF
ccl
ccp
CCyB
cD
CDO
CDR
CET1
cic
CLF
cp
CTl
CTF
DDO
DRP
DSIB
DVA
EAD
EA
EPS
ESA
FCS
FIRB

FOFA

Bank State Branch identifier number
Central Bank Digital Currency
Capital Conservation Buffer

Credit Conversion Factor

Consumer Credit Insurance

Central Clearing Counterparty
Counter-Cyclical Buffer

Certificate of Deposit

Collateralised Debt Obligation
Consumer Data Right

Common Equity Tier 1 Capital

Credit impairment charge
Committed Liquidity Facility
Commercial Paper

Cost to income ratio

Counter Terrorism Financing

Design and Distribution Obligations
Dividend Reinvestment Plan
Domestically Systemically Important Bank
Derivative valuation adjustment
Exposure at Default

Economic Adjustment

Earnings Per Share

Exchange Settlement Account at the RBA
Financial Claims Scheme

Foundation IRB Approach

Future of Financial Advice legislation (2012)
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FRA Forward Rate Agreement

FSG Financial Services Guide

FTP Funds Transfer Price

FUM/A Funds Under Management and Administration
GIAs  Gross Impaired Assets

GLAs Gross Loans and acceptances

GFC  Global Financial Crisis of 2007-2009
GSIB  Globally Systemically Important Bank
HQLA High Quality Liquid Assets

IDR Internal Dispute Resolution

IRB Internal Ratings Based approach
IRRBB Interest Rate Risk in the Banking Book
LATP  Loss absorption trigger point

LGD  Loss given default

LIC Listed Investment Company

LCR Liquidity Coverage Ratio

LMI Lenders’ mortgage insurance

LTM  Last twelve months (equivalent to Year to Date (YTD)
LVR Loan to Value Ratio

MEI Mutual Equity Interests

MIS Managed Investment Scheme

MPOE Multiple Points of Entry

MTM  Mark to market

NCP  Non-cash payments

NI Net Interest Income

NIM Net Interest Margin

NPP  New Payments Platform
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NPS

NSFR

OIS

0]6]]

OTC

PD

PDS

PIP

PPF

PSP

RE

RG

RITS

RMBS

ROA

ROE

RSE

RWA

SACC

SFI

SFT

SME

SMSF

SOA

SoE

SPOE

SPV

Net Promoter Score

Net Stable Funding Ratio

Overnight Index Swap

Other operating income

Over the counter

Probability of default

Product Disclosure Statement
Product Improvement Powers
Purchased Payment Facility
Payments Service Provider
Responsible Entity

ASIC Regulatory Guide

Reserve Bank Information and Transfer System
Residential Mortgage Backed Securities
Record of Advice

Return on Equity

Registrable Superannuation Entity
Risk-weighted assets

Small amount credit contracts
Stable Funding Index

Securities financing transaction
Small and Medium Enterprise

Self Managed Superannuation Fund
Statement of Advice

Statement of Expectations

Single Point of Entry

Special Purpose Vehicle
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SIV Special Investment Vehicle

SVF Stored-Value Facility

SVR  Standard Variable Rate

T1 Tier One Capital

T2 Tier Two Capital

TFF Term Funding Facility

TFC Traded market, foreign exchange and commodities (risk)
TLAC Total Loss Absorbing Capacity

TMD  Target market determination

VAR Value at Risk

Supervision

BIS Bank for International Settlements

BoE Bank of England

FRB Federal Reserve Board

FSB Financial Stability Board

IAIS International Association of Insurance Supervisors

IASB International Accounting Standards Board

IMF International Monetary Fund

IOSCO International Organization of Securities Commissions

IADI  International Association of Deposit Insurers

OECD Organisation for Economic Cooperation and Development
TCFD Task Force on Climate-related Financial Disclosures

UNEP FI United Nations Environment Programme — Finance

WB World Bank

Kevin Davis 0-Glossary 5|Page



Banking & Financial Institutions Management in Australia February 23, 2023

ACCC Australian Competition and Consumer Commission WWW.accc.gov.au

AFCA  Australian Financial Complaints Authority https://www.afca.org.au

AFSA  Australian Financial Security Authority https://www.afsa.gov.au

ALRC Australian Law Reform Commission https://www.alrc.gov.au

AOFM Australian Office of Financial Management https://www.aofm.gov.au/

APRA Australian Prudential Regulation Authority WWW.apra.gov.au

ASBFEO Australian Small Business and Family Enterprise Ombudsman  www.asbfeo.gov.au

ASIC  Australian Securities and Investments Commission WWW.asic.gov.au

AUSTRAC Australian Transaction Reports and Analysis Centre https://www.austrac.gov.au

ATO  Australian Tax Office  www.ato.gov.au

CFR Council of Financial Regulators https://www.cfr.gov.au/

FASEA Financial Adviser Standards and Ethics Authority

PC Productivity Commission WWW.pC.gov.au
RBA Reserve Bank of Australia www.rba.gov.au

RBNZ Reserve Bank of New Zealand www.rbnz.govt.nz

Treasury The Australian Treasury www.treasury.gov.au

ABA  Australian Banking Association https://www.ausbanking.org.au/

ACDBA Australian Collectors & Debt Buyers Association www.acdba.com

ACSA  Australian Custodial Services Association WWW.acsa.com.au

AFA Association of Financial Advisers https://www.afa.asn.au/
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AFIA  Australian Finance Industry Association https://www.afia.asn.au/

AFMA The Australian Financial Markets Association (AFMA)  https://afma.com.au

AlIA Actuaries Institute of Australia www.actuaries.asn.au

AlC Australian Investment Council www.ac.co

AICD  Australian Institute of Company Directors https://aicd.companydirectors.com.au

AICM  Australian Institute of Credit Management www.aicm.com.au

AIST  Australian Institute of Superannuation Trustees https://www.aist.asn.au

APCA Australian Payments Council ~ www.australianpaymentscouncil.com.au

APN  Australian Payments Network https://www.auspaynet.com.au

ARCA Australian Retail Credit Association Www.arca.asn.au

ARITA Australian Restructuring Insolvency & Turnaround Association www.arita.com.au

ASDAA Association of Securities and Derivatives Advisers of Australia www.asdaa.com.au

ASF Australian Securitisation Forum www.securitisation.com.au

ASFA  Association of Superannuation Funds of Australia

https://www.superannuation.asn.au

BCCM Business Council of Cooperatives and Mutuals www.bccm.coop

CAFBA Commercial and Finance Brokers Association of Australia https://www.cafba.com.au/

CHERPA The Consumer Household Equipment Rental Providers Association

COBA Customer Owned Banking Association www.customerownedbanking.asn.au

CPA CPA Australia www.cpaaustralia.com.au

FBAA Finance Brokers Association of Australia https://www.fbaa.com.au/

Fintech Australia https://fintechaustralia.org.au/

FINSIA Financial Services Institute of Australasia https://www.finsia.com/

FPA Financial Planning Association of Australia https://fpa.com.au

FSC Financial Services Council https://www.fsc.org.au

FSU Finance Sector Union  https://www.fsunion.org.au/

HIA Housing Industry Australia www.hia.com.au
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ISA Industry Super Australia www.industrysuper.com

ICA Insurance Council of Australia https://www.insurancecouncil.com.au

IPA Institute of Public Accountants www.publicaccountants.org.au

MFAA Mortgage Finance Association of Australia https://www.mfaa.com.au

NCPA National Credit Providers Association  https://smallloansbigneed.com.au/small-loans-big-

need/what-is-the-ncpa/

NIBA National Insurance Brokers Association www.niba.com.au

PCA Property Council of Australia ~ www.propertycouncil.com.au

PFAA  Property Funds Association of Australia www.propertyfunds.org.au

SAFAA Stockbrokers and Financial Advisers Association https://www.stockbrokers.org.au/

SCA Super Consumers Australia WWW.superconsumers.com.au

SMSF  Self Managed Super Funds Association https://www.smsfassociation.com

Kevin Davis 0-Glossary 8|Page


http://www.industrysuper.com/
https://www.insurancecouncil.com.au/
http://www.publicaccountants.org.au/
https://www.mfaa.com.au/
https://smallloansbigneed.com.au/small-loans-big-need/what-is-the-ncpa/
https://smallloansbigneed.com.au/small-loans-big-need/what-is-the-ncpa/
http://www.niba.com.au/
http://www.propertycouncil.com.au/
http://www.propertyfunds.org.au/
https://www.stockbrokers.org.au/
http://www.superconsumers.com.au/
https://www.smsfassociation.com/

Banking & Financial Institution Management in Australia February 23, 2023

1. Functions & Structure of the Financial System
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1.1 Introduction
A number of well-known researchers have argued that it is helpful to examine the financial sector from a

“functional” perspective — asking what are the economic functions which are provided to end users? This
leads to analysis of (a) why financial institutions and markets are required to facilitate performance of
those functions, (b) how the design and features of financial products and services enable provision of
those functions, (c) what determines whether these functions are performed by particular types of

financial institutions or markets, (d) what risks arise as a result and how they are managed.

Underpinning this approach promoted by, among others, Merton and Levine is the view that the economic

functions performed by the financial system are largely unchanging. They reflect types of activities which
aim to overcome the “financial frictions”, such as imperfect information and transactions /search costs
which impede economic activity. One example (others later) is the function of maturity transformation —

such as when financial intermediaries provide short term deposits from savers and provide long term loans
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to borrowers, meeting the maturity preferences of both. How they are able to manage the risks associated
with this activity, what rate of return for the intermediary is required to compensate for risks and operating
costs, how technology and financial innovation affect the ways in which maturity transformation can be

achieved are questions which naturally arise.

Note that these economic functions might be performed by a financial institution such as a bank, or
through the operation of financial markets. (See Appendix 1 for more examples). Continuing the example
of maturity transformation, an alternative to banks “borrowing short and lending long” is for savers to
purchase long term bonds issued by borrowers which they can sell to other investors in the bond market
prior to the bonds’ maturity when they wish to recoup their funds. The risks and returns to savers and
borrowers (often referred to as the “end-users”) are likely to be different between these two alternatives,
and much of financial regulation is focused on ensuring that end-users are aware of the risks and

appropriately protected against unwarranted risks.

The AFSI Interim Report provided a simple depiction of a financial system as shown in Figure 1. It shows

how markets and/or intermediaries can fulfil the role of connecting together the end-users of the financial

system.

FIGURE 1: FINANCIAL SYSTEM STRUCTURE

a B
Suppliers of funds Markets Users of funds
‘0 it * Households
) Hverss;aj d L D(;ansl‘ + Non-financial corporations
RIS ‘B pgsns * Unincorporated businesses
e * Government
* Equities
' A Uses of funds
ot * Consumption
Intermediaries + Gross fed capial
+ ADIs formation
+ Superannuation funds » Second-hand asset
+ Others purchases
* Research and development
« Cash flow management
\ b

Note, one simplification in that figure is that it reflects the overall net balance sheet position of the various
end-users, ie the stocks of financial assets and liabilities in existence. And it reflects the Australian situation

where the overseas sector is a net supplier of funds. Obviously, some countries must have the opposite
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position to Australia, where the overseas sector is a net user of funds.! Also note that in examining the
flows of funds over a time period some businesses (non-financial corporations and unincorporated

businesses) can at times also be suppliers of funds, as could a government running a budget surplus.

The distinction between stocks and flows in asset markets is important, and their relative importance
in determining asset prices (interest rates and yields) has long been a topic of debate. (See, for

example Tsiang, QJE 1980). At the risk of generalising, flows are small relative to stocks in asset

markets (for example, new equity or bond issues in a year relative to the stock on issue). If the new
issues are essentially indistinguishable from the existing stocks, the flow supply will have little effect

asset prices compared to shifts in the demand for the stock.

Jakab and Kumbholf in a Bank of England 2019 Working Paper examine alternative models of role of
banks in macroeconomic analysis which also highlights stock-flow issues. They contrast models in
which the stock of deposits is determined by bank decisions to make loans (which they argue is a view
found in many Central Bank publications), with a flow approach in which flows of deposits from savers
lead to new loan approvals. They argue the former is more compatible with the evidence and implies
a role for financial aggregates (as well as interest rates) in the transmission of shocks to the real

economy.

This is also an important issue in considering how the size of the banking sector is determined.

Core Financial Infrastructure Requirements
In performing underlying economic functions, the financial sector contributes to economic growth and

development. There has been much debate about the precise contribution, and whether it is
economic development which promotes the growth of the financial sector or vice versa. Regardless
(and both directions of causation are surely relevant) financial sector growth and development

depends on a range of institutional characteristics of the country.

It is conventionally accepted that minimum requirements for a sound and efficient financial system

include

e Strong Corporate Governance Standards and Practices
e Effective Legal Protection and Enforcement of Property Rights
e Enforcement of Reliable Accounting and Auditing Standards

e Appropriate Information Disclosure Requirements and Practices

1 Although there have been various calculations showing discrepancies in national accounts consistently aggregate up to a
surplus for the world as a whole (ie it is a net lender). Accounting errors and omissions are a better explanation than some
sci-fi story about trading with the rest of the Universe!
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e Strong and Effective Supervisory Agencies

These are among the issues that the IMF and World Bank take into account when undertaking their
Financial Sector Assessment Programs (FSAPs) of individual countries (and also relevant for

assessments done by the more recently created Financial Stability Board (FSB)).

1.2 Functions of Finance
By understanding the needs of the end-users (suppliers and users of funds) and the impediments they face

in dealing directly with each other, it is possible to identify the economic functions of a financial system.
Suppliers of funds (often referred to as surplus units) want a reward for postponing consumption, but face
risk in making funds available to others, have imperfect information about potential users of funds, and
face transactions costs in dealing with them. Users of funds (deficit units) will have preferences for funding
characteristics which differ from those of suppliers and need to expend resources to overcome information

gaps which impede (and affect the terms of) their obtaining finance.

Because the functions are unchanging over time and fundamental to the role of financial institutions
and markets, they provide a basis for development of theories about financial intermediaries which
can assist understanding and development of regulation. Many of the influential models explaining
features of banking and other financial firms focus upon one or more of the underlying economic
fundamentals. A functional approach also assists in understanding how new business models (such as
made possible by technological advances) may impact upon traditional suppliers of financial products

and services.

Why are financial institutions and markets needed for performance of these functions, rather than end-
users dealing directly with each other? The general answer is “financial frictions” — those characteristics of
the economic environment which make direct interaction costly or infeasible. One financial friction is
imperfect or asymmetric information. A second is transactions (real resource) costs. Developments in
communications, technology, data capture, storage and processing are significantly affecting the relative

importance and ways of overcoming these frictions.

As noted above, deficit and surplus units, and those wanting to change balance sheet structure, face
market imperfections (impediments), or financial frictions, which markets may not overcome effectively.

These include:

e search costs

e transactions costs

e mismatching preferences
e insufficient scale
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e imperfect information
o apriori
o expost

e uncertainty

In overcoming those imperfections, financial institutions typically undertake asset transformation
(maturity, risk-bearing, etc) by issuing securities which have different characteristics to those they
acquire. Consequently they take on a range of risks, for which they expect reward and need to manage
those risks. Among the important management areas for financial institutions (discussed in later

chapters) are:

e Asset - Liability Management

e Liquidity Management

e Interest Rate Setting

e Pricing of Products and Services

e Credit Evaluation and risk management

e Customer Relationships

e (Capital Structure / Funding decisions

e Physical/Human/Knowledge Capital requirements
e Regulatory Compliance

e |Institutional governance arrangements

While there is a wide consensus on the types of economic functions performed, there is no single
agreed list which provides a definitive classification. One functional classification which focuses on the

services provided to any end-user could be as follows:

e Storing/Investing of wealth to generate returns (with various resulting risk features)

e Financing expenditures (for those needing additional financial resources)

e Making payments / facilitating trade (although this is not directly related to the
connection of suppliers and users of funds, it is generally accepted as a core economic
function)

e Management of risks (economic and financial)

e Provision of information and advice

There are a range of other classifications of economic functions, among the best known are:

Merton framework with examples (also shown in Table 1) added. A financial system provides:

1. a payments system for the exchange of goods and services — involving Central Bank depository and
settlement services, base money provision, bank provided payments and settlement arrangements,
securities settlements services, credit card and EFT services, foreign exchange markets

2. a mechanism for the pooling of funds to undertake large-scale indivisible enterprise — involving
banks and depository institutions, institutional investors and mutual funds, stock exchanges, capital
markets, investment banks, private equity firms

3. a way to transfer economic resources through time and across geographic regions and industries
— involving savings, depository and other financial intermediaries, pension funds, foreign exchange
markets, capital and money markets

4. a way to manage uncertainty and control risk — involving insurance companies, financial
intermediaries, forward markets, options and other derivatives markets.
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5. price information which helps coordinate decentralized decision-making in various sectors of the
economy — involving money and capital markets, stock exchanges, foreign exchange markets.

6. a way to deal with the asymmetric information problems when one party to a financial transaction
has information that the other party does not — involving ratings agencies, credit bureaus, banking
relationships, collateral, security and guarantee arrangements, auditing, disclosure requirements.

Levine framework (with explanatory notes added)
1. Facilitate the trading, hedging, diversifying, and pooling of risk (Since individuals are generally risk
averse, risk reduction can increase willingness to save and invest).
2. Allocate resources (By providing funds to most productive uses, economic growth can be
enhanced, and saving opportunities mean life-cycle consumption plans can be better achieved).
3. Monitor managers and exert corporate control (Ensuring that recipients of funds use them most
productively and in the interests of the providers reduces risk of the latter and enhances growth).
4. Mobilize savings (typically the scale of funds for any physical investment is larger than the scale of
individual savings and will involve different time horizons etc.).
5. Facilitate the exchange of goods and services (reducing the costs and risks of making transactions
encourages investment in productive activities).
Stevens (RBA, 2010) — former RBA Governor: A financial system provides
1. a reliable way of making payments (that is, exchanging value);
2. a means for pricing and pooling certain types of risks;
3. a way of transferring resources from savers to borrowers;
4. a way of transferring the returns back again, which requires that the savers’ money is not lost and
which, in turn, requires monitoring of borrowers and managers; and
5. liquidity.

A comparison of these approaches is given below, showing their substantial overlap.

Function Levine \ Stevens \ Merton
Corresponding function number
Payments & Exchange 5 1 1
Pooling risk etc 1 2 4
Price information 2? 5
Mobilizing savings 4 3 2
Monitor managers 3 4 6
Liquidity 5 3

It is relevant to note that these functions involve both ex ante and ex post considerations. The former
relates to decision making about who to allocate funds to, based on assessment of risks and potential
returns. The latter relates to management of risks arising after the contract has been entered into. As an
old saying goes: ™ A debtor is someone who owes money. A creditor is someone who hopes to get it back.”

TABLE 1: PROVIDERS OF FINANCIAL SYSTEM FUNCTIONS

Financial System Functions, Institutions and | Institutions and Markets Involved

Markets Function

Payments systems for the exchange of goods | Central Bank depository and settlement

and services services, base money provision, bank

Kevin Davis 1 - Functions of the Financial System 6|Page


https://www.jstor.org/stable/2729790
http://www.rba.gov.au/publications/bulletin/2010/sep/index.html

Banking & Financial Institution Management in Australia February 23, 2023

provided payments and settlement
arrangements, securities settlements
services, credit card and EFT services, foreign

exchange markets

Mechanisms for the pooling of funds to | banks and depository institutions,
undertake large-scale indivisible enterprise institutional investors and mutual funds,
stock exchanges, capital markets,

investment banks, private equity firms .

Ways to transfer economic resources through | savings, depository and other financial

time and across geographic regions and | intermediaries, pension funds, foreign

industries exchange markets, capital and money
markets
Way to manage uncertainty and control risk insurance companies, financial

intermediaries, forward markets, options
and other (including credit) derivatives

markets

Generation of price information which helps | money and capital markets, stock
coordinate decentralized decision-making in | exchanges, foreign exchange markets.

various sectors of the economy

Mechanisms for dealing with asymmetric | ratings agencies, credit bureaus, banking
information problems when one party to a | relationships, collateral, security, and
financial transaction has information that the | guarantee arrangements, auditing,

other party does not disclosure requirements

The fact that various institutions provide a range of economic functions may be one reason why the
functional approach to finance has not had the effect its founders thought that it might. Wilson and
Campbell (JEM, 2016) provide a recent analysis of the literature, and while emphasizing its potential

benefits along a range of dimensions, highlight the limited influence it has played — despite regulators and
others expressing a preference for adopting such an approach. However, it may be that it will assist in
analysis and regulation of recently emerging fintechs.

Finance and other economic services

An alternative form of division into functions is that involved in Figure 2 which divides them into provision
of financial services in the form of a brokerage activity and provision of financial products involving asset
transformation. Financial intermediaries, such as banks, generally do both. At some risk of over-
simplification, the provision of services via a brokerage activity generates fee income, while the asset
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transformation generates “spread” or “net interest income” . Figure 2 focuses on services and products
provided to clients, but it should not be forgotten that intermediaries also undertake transactions on their
own account, such as proprietary trading.

FIGURE 2: INTERMEDIARY FUNCTIONS (SOURCE: BHATTACHARYA AND THAKOR (JFI, 1993))

The financial intermediary role may also arise in association with provision of other economic
activities. Traditionally fractional reserve banking is seen as having emerged out of the safekeeping
role of goldsmiths etc., who recognised that not all customers would demand their gold back at once,
and they could thus lend some of it out at a profit. Donaldson et al (JFE, 2018) present a model of
banking based on this perspective which helps explain why “banks offer warehousing (custodial and
deposit-taking) services within the same institutions that provides lending services and how banks

create funding liquidity by creating private money”.

Life insurance often historically involved entering a long term contract to make premium payments
which were “smoothed” over the lifetime of the policy holder. Thus the initial year payments involved
a savings element (because premium paid was greater than actuarial cost of insurance for that year)

causing life offices to accumulate funds for investment.

Payments services. Because a provider of payments services will require the customer to have a
positive account balance in order to make a payment, the institution will have a positive “float” (funds

received but not yet paid out) which can be invested.

1.3 A Functional Approach to Regulation

One of the dilemmas in financial regulation is set out in Figure 3. Economic functions are fulfilled by
the delivery of various financial products and services, and these, in turn, are provided by various

financial institutions (or markets). Historically financial regulation has been directed at either (or both)
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institutional types (including market operators) or products and services. Ideally, if two different
products perform the same economic functions, then regulation (and taxation) should not
inappropriately disadvantage the competitive position of one (and the institution involved). (Often

referred to as a “level playing field” goal).

Institutions, Products, Functions

* Banks, MIS etc
 Institutional regulation v product regulation v functional
regulation

* Products - debt, equity, credit
derivatives, hybrids

» Services — advice, transacting
(payments), management etc

FIGURE 3: INSTITUTIONS, PRODUCTS AND FUNCTIONS

Payments System Regulation
A good example of a functional approach to regulation can be found in the 2021 Final Report of the

Review of the Australian Payments System. It notes that the payments system involves mechanisms,

provided by some entities, for transferring ownership of stores of value (such as bank deposits)
provided by (possibly) other entities. It notes that existing licensing arrangements do not adequately
recognise this separation of functions, creating complications and costs for new entrants providing
only some of these services. It advocates a functional approach based on the transference function

and the store of value function to identifying types of payments services for regulation

Their recommended approach involves two types of licences. One is a license for provision of stored
value facilities (SVF) such as bank deposit accounts, purchased payment facilities (such as pre-paid
cards), and possibly crypto-currencies. (The Council of Financial Regulators released a report on
regulation of SVFs in 2019). The other recommended licence type is authorisation for payments
facilitation services which are not SVFs. This would include entities which provide the mechanisms for
initiation and transfer of amounts between SVFs, but do not themselves have a role in holding those
stores of value. A provider of an “app” on a mobile phone which enables a person to transfer funds

between different accounts offered by financial institutions would fall into this category.
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Fintech, Economic Functions, and Regulation
Fintech firms are developing new ways for the performance of economic functions which often do not fit

easily with traditional forms of regulation focused on either institutions or products and services. The ways
in which fintech is transforming finance reflects four main developments have been summarised by various

commentators as ABCD, where:

* A = Artificial Intelligence (Al), enabling new machine based methods of performing complex

functions and analysis

* B = Blockchain, enabling new methods of recording and accessing transaction and ownership

information
* C=Cloud, enabling access to software services and data hosted by third parties

» D= Data, reflecting the increased ability to capture, store and manipulate large amounts of data

and thus analyse the information contained therein.

Among the examples are innovations such as Peer to Peer Lending (Chapter 2), Buy Now Pay Later (Chapter
8), Banking as a Service (BaaS) (Chapter 5), Cyber-Currencies (Chapter 13). Focusing on the economic
functions performed and the risks that these new activities create can help identify how regulation needs
to be appropriately adjusted. In doing so, regulators face the problems of being technologically neutral,
while dealing with new forms of financing techniques where there is no history available to accurately

identify likely risks.

1.4 Banks v Markets

There is an extensive literature seeking to explain what factors prompt greater emphasis on banks v
financial markets in the financing process in different jurisdictions, the implications for economic growth,
as well as whether market-based or bank-based systems have differential implications for financial
stability. (See, for example, Boot and Thakor (SSRN, 2018)). Of course, all jurisdictions have some mix of
market and bank based financing. The USA, UK and Canada are more market-based, whereas Europe,

Japan and Australia are more bank-based.

Among the factors affecting both the growth of the financial sector and the relative role of banks v

markets are the following:

e Legal systems - property rights and investor protection will affect the willingness of
individuals to engage in certain forms of transactions,

e Taxation —the structure of taxation can make certain types of transactions and
activities more or less profitable. Appendix 1.2 examines how that Australian taxation
system distorts financial decisions,
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e Innovation / Technology — by finding new ways to overcome financial frictions
(transactions costs and information imperfections) the profitability of different types
of financing is affected,

e International Integration / Segregation — international barriers can prevent the
transmission from overseas of both financial resources and techniques which assist
financial and economic development,

e Regulation & Policy — as well as attitudes towards the role of the state versus private
enterprise in providing financial services, regulation impedes some activities and
induces innovations to avoid its effects,

e Effects and Response to Financial Crises — a long international history of financial
crises and their costs influences policies towards financial sector development and
change,

History is also an important, often neglected, factor. It is impossible to explain the current structure
of financial systems and financial institutions without being aware of the historical influences that led

to the current situation.

The Australian situation, based on asset size, is shown in Figure 4. The first obvious feature is the
dominance of banks (ADIs), both overall and relative to other intermediaries. Bank assets are around
double the market capitalisation of the Australian Stock Exchange. Bond market financing is also
relatively small, with the face value of non-financial corporate bonds on issue in Australia totalling
$71.8 billion at December 2022, while bonds on issue of banks and other financial institutions were
$185.4 billion. Compared to bank assets of around $6,000 billion, these figures indicate that market-
based financing is relatively small compared to intermediated funding. The size and growth of the
superannuation sector is noticeable, particularly when the self managed super funds (SMSFs), are
added to the institutional sector shown in the graph. These long-term (retirement) savings vehicles
invest in assets such as Australian and overseas equities and fixed interest securities, bank debt and

deposits, property and infrastructure.
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Financial Institutions and Market Growth 2000 - 2022
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FIGURE 4: AUSTRALIAN FINANCIAL SECTOR AND INSTITUTIONS: (SOURCES: RBA, APRA, ABS, ASX)

(Notes: Self Managed Super Funds (not shown) at June 2022 were $871 billion. RFC’s include finance
companies, while the managed funds figure does not include funds managed for other fund
managers.)

Aggarwal and Goodell from the FRBC note the arguments advanced earlier in papers by Rajan and

colleagues that “bank financing is based mostly on relationships and collateral, while market financing is
based mostly on social trust among strangers, high levels of disclosure, and faith in contracts” and that
“bank financing is more suitable for physical industries that are well understood”. They examine the role
of cultural tolerance for uncertainty and find evidence that bank-based financing is relatively higher in
countries where there is less tolerance for uncertainty. (Bank financing involves relationships and
collateral, whereas market financing relies on trust in contract enforcement — and thus is more common

in jurisdictions with good property /creditor rights and information disclosure enforcement).

Bats and Houben in a 2020 JBF article argue that prior to the GFC, studies had generally suggested no

systematic superiority of one system over the other, but that the post-GFC literature suggests that bank-
based systems have greater risk of financial instability and crisis. Arguments include: bank tendency to
over-extend credit in financial upturns; high bank leverage and balance sheet structures magnifying
adverse (interest rate, liquidity, economic) shocks (including via contraction of credit, fire sales of assets,

“runs” of creditors); interdependencies between banks leading to spillover effects.
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In their empirical work Bats and Houben use bank credit to the private sector relative to the sum of stock
market capitalisation plus debt securities on issue to consider its role in causing systemic risk. Various
measures of systemic risk are considered, including estimates of the capital shortfall (eg relative to
regulatory requirements) of the financial sector if the stock market fell 40 per cent over a six month period.
This measure (SRISK) has been developed by Robert Engle and colleagues and is explained here. They find,
inter alia that “bank financing may contribute more to systemic risk than market financing” and that

“markets can provide ‘spare tire’ insurance”. But this is unlikely to be the last word on this issue!

1.5 The Australian Funds Management Sector (An overview)
Figure 4 illustrates how the importance of superannuation funds has grown in the Australian financial

sector. They interact with banks and markets and are a major part of the funds management sector
which is relatively complex involving a large number of different types of entities. Even though the

focus of this book is on banks, it is worth providing a brief overview here.

Figure 5 provides a schematic overview of the funds management industry in Australia. At the top of
the figure are “end user” investors such as individuals/households, businesses, charities, etc., with
financial wealth to be invested. Some part of that wealth might be invested directly in financial
institution liabilities (such as bank deposits) or company shares listed on the stock exchange — thereby
bypassing the funds management sector. Some part of it will be held in accounts with superannuation
funds whose trustees have responsibility for investing that wealth in financial and real assets (such as

property) in a manner consistent with the member’s wishes.

Institutional super funds generally utilise the services of “asset consultants” who provide advice on
expected returns and risk associated with different classes of assets and desirable allocations of
portfolios. The funds may make and implement investment decisions in-house, or outsource some of

those decisions by giving specific mandates to funds management firms.

Some “end investors” will use the services of a financial adviser (who is often part of a “dealer group”)
for the management of their wealth, including accountants qualified to give such advice. Not only do
advisers provide advice, they generally provide services for the actual management of an investor’s
wealth across a range of investments, generally using one of the “platforms” (software) available from
various providers. (This is also the case for many investors who establish Self Managed
Superannuation Funds (SMSFs) and outsource the administration and management to an adviser).
Funds under Management (FUM) by an advice firm are allocated across various managed funds and
end products with the platform facilitating record keeping and management of cash flows associated

with the investments.
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There is a variety of funds management firms. “Boutique” firms may specialise in taking mandates
from investors (including super funds) to decide on and manage investments in one asset class such
as equities, or across several asset classes. Hedge funds offer specialised services (usually completely
unrelated to “hedging”). Large firms (such as Vanguard or State Street) not only manage money for
their direct clients, but create and market managed funds — which may be listed on the ASX, or
available only to wholesale investors. Private Equity firms obtain funding from large investors
(including superannuation funds) to buy companies where they see opportunities for improving

performance under their management and subsequently selling for a profit.
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THE FUNDS MANAGEMENT INDUSTRY
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Figure 5: An overview of the Funds Management Industry

1.6 Finance and Growth
The contribution of the financial sector to economic growth and development has been long

recognized. Financial institutions and markets perform a range of valuable economic functions (as
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discussed earlier) which facilitate “real” activity. And the consensus regarding finance prior to the

Global Financial Crisis (GFC) was essentially “the bigger the better”.

For example, Levine (NBER 2005) in a comprehensive review of the literature on “finance and growth”
argued that a causal link from financial sector development to economic growth is well established (in
contrast to an earlier, alternative, view that financial sector growth and development was essentially
a consequence of economic development). But as Wachtel (FRBA, 2003) noted (and Levine made
similar observations), “the research does not yet tell us enough about development strategies and
processes. It provides little in the way of rigorous guidance about how best to develop the financial

sector.” (But note the need for core “infrastructure” discussed earlier).

Since the GFC there has been the emergence of research questioning the benefits for economic
growth and development of an ever larger financial sector. This is in addition to the literature asking
guestions about how modern financial sectors may contribute to instability. As Lord Turner, Chairman
of the UK FSA noted in a speech at Bloomberg on 24 Jul 2012, some part of financial sector activity
may be “not innovative in a social value sense — but dedicated to either regulatory, accounting, or tax
arbitrage... [while] ... there is much greater opportunity than in other sectors of the economy for purely

rent extracting activity”

And the research interest reflects community concerns. Lord Turner argued; “Trust in banks and
bankers has eroded... people have come to doubt the economic benefits of financial liberalisation and

”

of much banking activity.....

Empirical Evidence
One strand of this literature has involved statistical studies reassessing the link between financial

sector size and economic growth.

Cecchetti and Kharroubi (2012) from the Bank for International Settlements study 30 years of data

from 50 developed and emerging countries. They conclude: “the level of financial development is good
only up to a point, after which it becomes a drag on growth. Second, focusing on advanced economies,
... a fast-growing financial sector is detrimental to aggregate productivity growth.” The turning points
at which larger financial sector size ceases to be beneficial to productivity and economic growth they
estimate to be where private sector credit is larger than GDP and where financial sector employment

exceeds 3.5 per cent of the total.

Arcand, Berkes and Panizza (JEG, 2015) from the IMF also study the same issue with results that

“suggest that finance starts having a negative effect on output growth when credit to the private

sector reaches 100% of GDP”.
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Beck, Degryse and Kneer (SSRN, 2012) “find that intermediation activities increase growth and reduce

volatility in the long run. An expansion of the financial sectors along other dimensions has no long-run
effect on real sector outcomes.” They distinguish between two views of financial sector activity as an
“intermediation or financial facilitator” role and a “financial centre” role — with the latter focusing
upon financial activities such as trading, market making, advisory services, as being a business in itself.
As they note, the latter activity has grown relative to the former in recent times, particularly in
advanced economies. Notably, the impact of non-intermediation activities appears to have some

positive impact on economic activity, but at the expense of higher volatility in advanced economies.

Panizza (CES, 2018) surveys the large empirical literature which has developed on this topic, which he
argues supports the “too much finance” hypothesis. He also considers arguments as to how a very
large financial sector could have adverse effects on growth. A study of G7 economies by Swarmy and
Dharani (AEP 2021) finds supporting evidence in that the relationship between finance and long run
economic growth is an inverted-U shape, turning downwards at 109 per cent of GDP. Needless to say

this is an area of ongoing debate and research.

How can the financial sector be “too big”
Correlations between financial sector size and performance of the economy are informative, but do

not provide an explanation of how, in a competitive economy, the sector could become “too big”. If
financial services were “underpriced” in some sense, high demand could lead to output which is
socially excessive. But that sits starkly at odds with the general perception that the sector has,

generally, made excessive profits.

One response to this apparent inconsistency is that suggested by Haldane (BOE, 2010) that financial
sector output has been mismeasured. National accounts essentially measure financial sector output
by the sum of fee income and the net interest margin between loan and deposit rates. In the run up
to the GFC high apparent margins and fee income disguised risk taking and potential future losses,

which turned into actual losses during the GFC.

Another story is told by Bolton et al (JOF, 2016) who argue that asymmetric information and
opaqueness enable participants in over the counter markets to extract rents from entrepreneurs

seeking financial services, which also attracts talented (rent seeking) individuals into the sector.

Another aspect of the rethinking about finance has been related to the possible existence of a tradeoff
between competition and stability in the banking sector. Vives (OREP,2011) notes that the era of
financial deregulation was accompanied by a change in official attitude towards competition in
banking towards a pro-competitive stance no different to that applied in other sectors of the

economy. The greater incidence of financial crises since that time, and particularly the GFC, has
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prompted a reassessment of whether competition in banking increases the risk of financial instability.
If so, and the evidence is mixed, banking regulation needs to reflect implications of competition policy
in banking. Moreover, less competition can be expected to lead to lower levels of output of financial

services.

Philippon makes several contributions to this literature, including a focus on the relative growth of
funds-management activities relative to intermediation. In a recent (2019) NBER paper he considers
how returns to scale and big data and machine learning may impact the growth of fintech and financial

inclusion.
Panizza summarizes the main features of the “too much finance” perspective as:

e Frequency and consequences of financial crises

e Misallocation of talents — high financial sector remuneration not reflective of social
value

e Different types of finance (intermediation — “good” v speculative/risk-taking — “bad”

e Financial System structure — larger/concentrated financial institutions (less
competition/efficiency) and more market based

e Political capture — undue influence of finance sector participants on the formulation
and implementation of policy

Appendix 1.1

Examples of Alternative Methods of Financial Function Delivery
The same economic functions can often be performed in a variety of ways, in some cases with more

emphasis on one particular function than another. In this example we consider possible ways of
overcoming imperfect information about credit risk and connecting those who need finance with

those requiring it.
Example 1: Credit Risk & Funding

Traditional Approach: Financial Intermediary assessed credit worth of borrower, raised deposit funds

and advanced funds to borrower.
Example 2: Guarantees

Alternative Approach: Financial Intermediary guarantees primary security of borrower (for a fee)

which is issued into the market.
Consequently, Credit Risk and Funding Risk are separated
Examples: Bank Accepted Bill Financing; Letters of Credit for Trade Financing

Example 3: Underwriting v Loan Sales
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Traditional Underwriting: Advise borrower on terms, conditions; guarantee a minimum price; place

bond issue in market, take up any residual

Loan Sales: Make loan directly to borrower on agreed terms; subsequently sell security into market at

best price

Both separate "pricing" risk from long term funding risk. Blurs investment/commercial banking

distinction
Example 4: Loan origination, servicing and funding v Securitisation

Traditional Approach: Bank originates loan (receives, assesses loan application), provides funds, holds

loan on balance sheet and receives loan repayments (servicing), and faces default risk.

Securitisation: Mortgage broker originates loan, arranges funding via “warehouse” facility, and loan
eventually bundled together with others and securities sold to investors giving claims on the cash flow

stream from those loans. Origination, funding, servicing, risk bearing separated.
Example 5: P2P (Platform) lending

Both involve provision of loans to households/SMEs

Traditional Approach: Bank takes deposits and originates and holds loans
Depositors promised specific return, have liquidity, at risk if bank fails

P2P: Investors have interest in a portfolio of loans approved by P2P manager

Investors face risk of actual return on loan portfolio, illiquid investment

Appendix 1.2: How Tax Distorts the Financial Sector
Tax policies have a major influence on the shape of the financial sector and the pattern of financial

flows. Sometimes these are deliberate government policies — such as the preferential tax treatment
of superannuation or that of owner-occupied housing. In other cases it may be unintended, such as
taxation of nominal returns in a time of high inflation. The Australian dividend imputation tax system
and reduced tax rate for long-term capital gains are also particularly important. The following section

provides an illustration of the outcome of various features of the Australian tax system.

An Australian lllustration
Consider an individual on a tax rate t = 0.45, who earns $181.81 before tax, giving $100 after tax.

Assume inflation is p = 0.03, and the real return on risk free assets is r = 0.01
Investment options are: buy own house; superannuation contributions; bank deposits; shares etc.

Tax treatment of the various investments:
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e House: no tax on imputed rental value nor on capital gains
e Super: contributions taxed at 15% from pre-tax income; earnings at 15%; capital gains
at 10% (zero tax if post retirement)
e Bank deposit: interest taxed at 45%
Assume a five year investment horizon and consider how real-after-tax-rates of return differ.

Note that $181.81 pre-tax income is needed for $100 post-income-tax investment (except in the case

of super contributions where a concessional 15 per cent tax rate applies).
The outcomes are as follows:
House: $100 grows to $121.84 = 100*[(1+p)(1+r)]°

There is no taxation, and the real (inflation adjusted) value = $105.10, giving a real after tax rate of

return = 0.01 (1.00%) p.a.

Superannuation: with $181.81 pre tax income, the individual can invest $154.54 = (181.81(1-0.15)) in
super. Assuming super is invested in bonds, and interest taxed at 15% each year, this grows to $182.89.

The real return is (182.89/100(1+p)"5))*(1/5) -1)
and the real after tax rate of return = 0.0955 (9.55%) p.a.

Bank deposit: nominal interest rate 4.03% p.a. Interest taxed annually at 45%, grows to $111.58 giving

a real return =-0.76% p.a.
(With 3% inflation would need 100(1.03)° = $115.93 to break even in real terms).

Super in equities — assume returns are via capital growth and thus are untaxed until realization (year

5) when the capital gain is taxed at 10% (the concessional rate). The value grows to $184.92 (after
capital gains tax). The real rate of return (compared to the alternative of investing $100 after tax) =

9.79%

Summary: The returns are: House 1%; super 9.55% or 9.79%; deposit -0.76% , for these specific

assumptions (no difference in pre-tax rates of return, five year holding period etc)
» Distortions greater for longer holding period
» Distortions greater for higher tax-rate individuals
* Dividend imputation creates further complications

* Ability to leverage investment with debt with tax-deductible interest expense creates further
distortions. (eg: “negative gearing” where interest expense exceeds asset income generating
an allowable tax deduction against other income, and asset returns are via capital gains (tax

deferred and favourable rate)

Kevin Davis 1 - Functions of the Financial System 20| Page



Banking & Financial Institution Management in Australia February 23, 2023

The “Henry” White Paper on Tax Reform adopts a different (more comprehensive) approach to derive

the results in Figure 6.

Chart 4.1 Nominal effective marginal tax rates by savings vehicles for an individual
on 32.5 per cent marginal tax rate (plus 2 per cent Medicare I|e1.r-g,.r:|E’:|
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FIGURE 6: TAX DIFFERENTIALS FOR DIFFERENT SAVINGS (SOURCE: RETHINK (TAX DISCUSSION PAPER) P60

The White Paper assumptions are:

e 6 per cent nominal return (except shares, which assumes 6 per cent after company
tax);

e assets are all held for 25 years,

e forrental property, 50 per cent of the return is attributable to capital gain and 50 per
cent to rental income

e superannuation contributions do not exceed the prescribed contribution caps.

¢ No assets have been negatively geared.

e The own home has a nominal effective marginal tax rate of zero, as it is purchased out
of after-tax income, but subsequent returns on it are not taxed.

e Bank accounts, property and shares also use after-tax income but their returns are
taxed depending on the vehicle.

The nominal effective marginal tax rate for superannuation is negative because contributions to

superannuation are made pre-tax and are only taxed at 15 per cent. For example, $100 of pre-tax
labour income would result in a super contribution of $85 (after 15 per cent tax) but an individual
would only receive $65.50 if they put it into other saving vehicles because of the application of their

marginal tax rate (34.5 per cent in this case).
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Tax and Business Structures
Another important consideration is how taxation of (non-operating) trusts relative to companies can

affect choice of business structures.

If a trust only holds/manages assets (and distributes all income), it becomes a “pass through” vehicle
for tax, and is not subject to company tax. The investors pay tax on distributions at their individual tax
rate (and can use any franking credits attached to the distribution), but there is a 15% withholding tax
on distributions to foreigners. The investors are entitled to long-term capital gains tax concessions on

any distributions which reflect income from sale of assets (held for more than one year) by the trust

In contrast a company is subject to company tax (30%, or lower for smaller companies) but
shareholders are able to use franking credits distributed with dividends under the Australian dividend
imputation system. The company does not get long-term capital gains tax concessions on sales of

assets.

This has led to use of “stapled structures” (analysed by Davis (ATF, 2016)) by many Australian Real
Estate Investment Trusts (AREITS) and some infrastructure funds whereby investors hold units in a

trust (which holds the assets) stapled to shares in a company (which leases the assets from the trust).

Businesses can also be operated as sole-proprietorships or partnerships, in which business income is
considered to be part of the individual income of the owner or partners (and thus not subject to
company tax but only individual income tax). One innovative structure is Limited Liability Partnerships
(LLPs) in which a general partner who manages the entity is subject to unlimited liability and other
limited partners, who are investors not involved in management, have limited liability. In many
overseas jurisdictions, these are taxed the same as a partnership (and commonly used by hedge

funds), but that only applies in Australia when the entity is a venture capital firm.

Appendix 1.3: Some Definitions

Deficit units - expenditure exceeds income, therefore borrow (issue securities) or run-down assets

Surplus units - income exceeds expenditure, therefore lend/invest (acquire securities) or reduce

borrowings

Primary Markets - where new securities are created by deficit and surplus units coming together
Overcome impediments to deficit and surplus units transacting
Enable raising of capital and allocation to best uses

Provide securities for investment for wealth accumulation
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Create securities giving investors particular control/governance rights

Direct financing - where securities issued by deficit unit acquired by surplus unit

Indirect financing - where third party (financial institution) acquires deficit unit securities and issues

its own securities to finance acquisition
Secondary Markets - where existing securities are traded
Facilitate trading, wealth reallocation, risk management
Generate price information / signals which influence resource allocation

VTS

Enable investors to influence governance — “exit”, “takeover”

asset transformation - (maturity, risk characteristics, etc) by intermediaries issuing securities which
have different characteristics to those they acquire. Consequently they take on a range of risks, for

which they expect reward and need to manage those risks.
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2. Types of Financial Institutions
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2.1 Australian Financial Institution Types: Information Sources
There is a wide range of different types of financial institutions operating in Australia. While banks

(ADIs), superannuation and other managed funds (unit trusts) and insurance (life and general) funds
are the most well known, there are many other types. A list, provided by the RBA, giving current
information about size, numbers of institutions, and types of activities is available here, and

summarized in Table 1

Data about prescribed types of institutions began to be collected in 1974 (under provisions of the
Financial Corporations Act, and since 1982 has been collected under the provisions of the Financial

Sector (Collection of Data) Act 2001. A list of such Registered Financial Corporations is provided by

APRA here. One difficulty with such institutional type listings is that new types of business models
which do not fit neatly into existing categories, keep emerging, particularly with the FinTech revolution

currently underway. The Australian Bureau of Statistics (ABS) also produces some statistics about the
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TABLE 1:FINANCIAL INSTITUTIONS AT DECEMBER 2021: NUMBER AND TOTAL ASSETS

Type of Institution Number of Institutions Total Assets ($ Bill)

Banks 96 5531.3 @

Credit Unions & Building Societies | 36 50.6

Money Market Corporations 5 29.3

Finance Companies 102 295.5

Securitisers -® 160.6

Life Insurance Companies 27 93.4

General Insurance Companies 93 250.3

Health Insurance Companies 34 17.9

Superannuation Funds 1651 3011

Public Unit Trusts -© 449.3

Cash Management Trusts - @ 33.2

Common Funds - @ 10.3

Friendly Societies 11 7.5

Source: RBA.

(a) Includes only assets of domestic operations: (b) number not provided by RBA but in the region of 20-

30: (c) number not provided by RBA but in the many hundreds and changes frequently; (d) number
not provided by RBA but quite small

In 2019 APRA began collecting and reporting information about ADIs and RFCs under its new Economic

and Financial Statistics (EFS) collection.

In the following sections, major types of Australian financial institutions are briefly described. Others

are considered in subsequent chapters.

2.2 Banks and ADlIs

In Australia, the term Authorised Deposit-Taking Institution (ADI) was introduced in 1998 to cover
banks, credit unions and building societies, and distinguish between banks and the others, even
though all undertake “banking business”. It was then, and is more so now, an unhelpful label —
confusing and not found elsewhere internationally, particularly now that credit unions and building
societies can call themselves “mutual banks”. (More detail on the institutions can be found in Chapter

6-1).

Banks are typically thought of as institutions which primarily
* take deposits and make loans
* provide payments services

Generally they are engaged in a wider range of activities (including wealth management, trustee

services, insurance, advice, trading and market making, investment banking, and off-balance sheet
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(OBS) activities), although Australian banks have recently divested themselves of some of these
activities. The balance sheet funding of banks will generally involve a range of debt and hybrid

securities as well as deposits and equity.

There are a variety of (often complex) organizational structures found internationally. In the USA,
many banks are subsidiaries of a non-operating holding company which may control multiple banks,
and raises equity and debt and allocates it to the bank. In some other countries, such as Australia, it
is more common for the bank to be an independent entity, with its own equity base raised from
shareholders and raising debt etc in its own name, and allocating capital to subsidiaries, which may
include differently named banks operating domestically or internationally. In Australia, Macquarie,
Suncorp, AMP are holding company structures (and ANZ converting to such a structure in early 2023),
with a bank as one subsidiary and other activities (funds management, insurance etc.) conducted in

other subsidiaries

In many countries there will be some form of ownership restrictions. In some cases this reflects long-
standing concerns about the separation of banking and commerce (which also is reflected in
restrictions on banks having significant equity interests in non-financial companies). In other cases it
reflects concerns about concentrated ownership and control of banks by particular parties and takes
the form of ownership diversification requirements or maximum ownership limits. (In the USA, small

banks have often been owned by individuals or families).

In Australia, the Financial Sector (Shareholdings) Act 1998 specifies that there is a 20 per cent

maximum shareholding limit (except with the Treasurer’s permission) for ADIs and insurance

companies.

The Australian Banking sector is relatively concentrated, but this is common internationally, with the
USA (and China) being significant exceptions.! (See here for a (now somewhat dated) discussion, and
note that while banks in the EU will be headquartered in one member country, they increasingly
operate across all member countries — making country based concentration statistics less meaningful).
The four-pillars policy (see Chapter 6) limits the extent to which concentration might be increased by
preventing mergers between the four large major Australian banks and has been criticised by many

such as the Productivity Commission, but supported by others. (The four-pillars policy does not

prevent takeover of a major bank by a foreign bank).

1 Relbanks website provides lists of largest banks in many countries, and worldwide (using various
measures of size) and an indication of concentration can be gained by looking at the size of the largest
4 or 5 banks compared to the smaller ones listed.
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Building Societies (Savings & Loans) and Credit Unions (many now called Mutual Banks) are examples
of mutual or cooperative institutions, which are owned by their customer members and are “not-for-
profit” entities. (However, some building societies were initially organised as joint-stock companies,
and many others demutualised in the latter years of the twentieth century). They generally undertake
a more limited range of activities (raising deposits, making loans, providing payments services) to
individuals (and small businesses). In the early 1950s there were around 700 Australian credit unions
(mostly very small), but declining numbers due to mergers mean there are now less than 50. Similarly
Building Society numbers fell from around 30 in early 1990s to 3 in 2018.2 (Similar experience has
occurred internationally, particularly in the USA following the S&L Crisis in the late 1980s-early 1990s
when around 1,000 of 3,000 S&Ls failed! The FDIC has a comprehensive website with information).
Worldwide, there around 85,000 credit unions with 274 million members (WOCCU provides

information).

One innovation has been the conversion of some smaller credit unions into, effectively, franchisees of
Bendigo and Adelaide Bank, similar to its Community Bank model (see Chapter 5). In 2015, four credit

unions became part of an Alliance Bank network, involving transferring loans and deposits to Bendigo

but retaining ownership of members reserves, operating under Bendigo’s banking licence, and
providing the operational activities (under an Alliance Bank trading name). Details can be found here.
A major factor driving this change was that the costly ADI regulatory and compliance requirements
were now undertaken by Bendigo. “Profits” of the Alliance members could be used to support social

and community activities — consistent with the spirit of the mutual model.

Banks and ADIs are subject to prudential regulation to protect depositors and avoid systemic
instability. In Australia this is undertaken (since 1998) by APRA, a specialised prudential supervisor,
which also supervises life and general Insurance companies, institutional superannuation funds,
friendly societies, and health insurers. Internationally, there is a range of structures for regulation with

prudential regulation sometimes being the responsibility of the Central Bank. See Masciandaro and

Romelli (SSRN 2018) for an analysis of allocation of prudential regulation responsibilities worldwide.

Whereas government owned banks were once a significant part of the banking system, there are no
longer any Federal or State government owned banks. At the start of the 1990s, several State
government owned banks effectively failed (although no depositors suffered losses) and these were

taken over by the other banks. The Commonwealth Bank was privatised by the Federal Government

2 Increasing use of the designation as “Mutual Banks” means the current official ADI statistics on credit
unions and building societies understate the number of entities which have their origins in those
sectors.
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in a staged process beginning in 1991 and completed in 1996 which Quiggin (2001) describes and

criticises.

There had been no new banks registered in Australia between 1945 and the early 1980s, with the first
of many entrants in the 1980s being the Australian Bank in 1981 (which was subsequently acquired by
the State Bank of Victoria in 1989). Smaller Australian banks have evolved since 1981, many of which
were former building societies. Information about the changing nature of the Australian banking
sector between 1980 and 1990 can be found here. In recent years APRA has allowed mutual ADIs to
rebrand as banks and provided new licenses (including restricted licenses) to new entrants (eg Xinja
(since closed), 86400 (acquired by NAB), Volt (since closed), and Judo Bank). In August 2021, APRA
released a document outlining its new approach to bank licensing, including stronger requirements
for development of both deposit products and loan products for restricted licence holders. APRA
maintains a register of current ADI license holders. In 2021 some consolidation occurred: Citigroup
announced a sale of its Australian consumer banking business to NAB which was completed on June
1, 2022; Bank of Queensland announced an agreed acquisition of Members Equity Bank (completed
on July 1, 2021); Xinja bank relinquished its restricted licence and NAB announced acquisition of 64

800. In July 2022 ANZ announced that it was purchasing the banking operations of Suncorp.

Foreign owned banks' subsidiaries have been allowed entry to the Australian market since 1984,
(although three long-standing foreign banks existed prior to that) and foreign bank branches have
increased in numbers. There are restrictions on foreign branch retail banking activities and different
supervision arrangements. (International practice is for branches of foreign banks to be supervised by
their parent’s home country supervisor). Cull et al from the World Bank provide a recent survey of
literature on relative performance of foreign and government owned banks from an international

perspective.

Banking is currently undergoing substantial changes reflecting the impact of “fintech” and the ability,
created by digital technology, of other non-bank entities to provide some types of banking services.

Banking as a Service (BaaS) is a term used to describe situations where a commercial business enables

its customers to access, through its website, banking services (eg making deposits and payments)
ultimately provided by a registered bank. For the bank, the benefit lies in accessing a possibly new
range of customers who have a relationship with the commercial business, while the latter may attract
more, or retain, customers by the expanded range of offerings. While the commercial business “white
labels” the banking services offered by the bank (ie provides them under its own name) it essentially
only acts as a conduit in linking the customer with the bank who holds the customers’ deposits and

provides the payment services.
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2.3 “Shadow” Banking

This term has become popular to refer to non-prudentially regulated credit providers, and institutions

which undertake credit, maturity, and liquidity transformation. It was defined by the Financial Stability

Board as “credit intermediation involving entities and activities (fully or partially) outside the
regular banking system”. But in October 2018 the FSB announced it would “replace the term
“shadow banking” with the term “non-bank financial intermediation” in future communications”,
partly because the former term carried a pejorative association. The FSB regularly monitors the
sector, looking at three levels — the broadest encompassing all non bank intermediaries (including for
example equity funds), a narrower set of, generally non-prudentially regulated, financial
intermediaries, and a narrower set of NBFIs (OFIs) whose activities involve credit intermediation

activities possibly generating bank-like financial stability risks and/or regulatory arbitrage.

Figure 1 shows the FSB depiction of the composition of financial systems in a range of advanced
economies (AEs) and emerging economies (EMEs). For Australia (represented by AU) the size of OFI
assets as a proportion of GDP (shown as the diamond) is significantly below some other countries

(such as UK, Canada, China, USA) but similar to many other advanced economies.

Percentage of GDP Percentage of total domestic financial assets
EMEs

500 100

400 80

IIIIIll R LT
™ N =

300 . 60

200 40

100 i I II 2

0 0

LU KY IE NL CA BE UK CH Us KR AU DE ES FR T JP SG HK BR RU IN MX CN CL ZA ID AR TR SA

Lhs: Rhs: B8 Banks® I Insurance corporations Ml OFIs
& OFI as percentage of GDP? [0 Central banks Pension funds
Public financial institutions B Financial auxiliaries

FIGURE 1: SHADOW BANKING AROUND THE WORLD

The FSB focuses on five types of entities in that last narrow group (OFls) based on their classification

of relevant economic functions:

e Collective Investment Vehicles (by far the largest sector) which have features making them

susceptible to runs
e  MMFs, fixed income funds, mixed funds, credit hedge funds, real estate funds

e NBFIs engaged in loan provision and dependent on short term funding
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e Finance companies, leasing/factoring companies, consumer credit companies
e Market intermediaries that depend on short-term funding or secured funding of client assets
e Investment banks, Broker-dealers, Securities finance companies
e Entities engaged in facilitation of credit creation
e Merchant banks, Credit insurance companies, financial guarantors, monolines
e Entities engaged in securitisation-based credit intermediation.
e Securitisation vehicles, structured finance vehicles, asset backed securities

The entities involved, such as Investment Banks often have activities beyond being alternatives to

bank financing.

2.4 Investment banks/Securities Firms/Stockbrokers
These entities are engaged inter alia in

» fund raising (debt, equity) for clients; financial innovation; underwriting

*  Property investments; venture capital; bridging finance (merchant banking)
* Brokerage and Trading

* Securities transactions for clients, own account trading;

» Other financial services: Asset management accounts, funds management, advisory services,

prime brokerage

Nowadays, they are often part of large financial conglomerates including banks, but historically were

often partnerships. (Morrison and Wilhelm, 2007) discuss reasons (such as increased need for equity

capital and reduced significance of personal networks in generation of firm profits) behind the shift
from partnership to joint stock form in the 1970s and the increase in risk taking resulting which has

been seen by some as one of the factors causing the GFC.
Historical (and current) examples (have) included names such as:

* USA: Merrill Lynch, Goldman Sachs, Shearson Lehman Hutton, Salomon Smith Barney,

Paine Webber, Morgan Stanley
* Australia: J.B. Were, Macquarie Bank

Compared to Banks, they are not prudentially regulated (although commercial banking activities

conducted under a banking licence will be), but are regulated by securities regulators such as the SEC
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in the USA or ASIC in Australia. Note that in Australia, organisations which are not part of a Bank or
ADI are not permitted by legislation to use the term “Investment Bank” as part of the restrictions on

the use of the term “bank”. Among the restrictions they face on activities are:
* Arequirement to segregate customer funds from the firms’ own funds

» liabilities are not deposit obligations, they are generally dated, debt instruments such as
commercial paper, collateralized loans, repurchase agreements, or claims that have a pay-

off contingent on the performance of the firm.
* A need to generally hold liquid, tradable assets that are marked to market daily.
Systemic risk has emerged as an important issue associated with large Investment Banks because of:
* The scale of their global activities including OTC derivatives

* Them being increasingly affiliated with commercial banks and/or insurance companies as

financial conglomerates.
* Their large scale.

* Absence of capital adequacy requirements which had been designed primarily for

depositor customer protection

*  Problems of orderly exit and wind up without disruption of markets and spill-overs to

other financial institutions, which was highlighted in the GFC.
Among the Australian Investment Banking sector are international institutions such as:

e UBS: which describes its activities as a corporate client solutions business which covers “all
advisory and solutions businesses, origination, structuring and execution — including equity
and debt capital markets — that involve corporate, financial institutions and sponsor clients”
and an investor client services business which covers “execution, distribution and trading for
institutional investors. It comprises UBS’s leading equities businesses, together with FX, flow
rates and credit facilitation”.

e Morgan Stanley: which describes its activities as Wealth Management (advising and managing
client assets of high net worth individuals and families, not-for-profit organisations, executives
and professionals); Investment Banking and Capital Markets (advising corporations,
organisations and government clients on transactions including mergers, acquisitions,
restructurings, initial public offerings (IPOs)), Sales and Trading (finding new forms of
investments to generate superior returns) and providing sales, trading and market making

services), Research.
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One Australian investment banking firm is Bell Financial Group (ASX: BFG) which provides
“stockbroking (full service and online), investment and financial advisory services to private,
institutional and corporate clients”. Another is Ord Minnett (Ords) a “wealth management group,
offering a full-service stockbroking, financial planning, funds management and portfolio services”
and with “specialist corporate finance, fixed interest and asset management teams”. Both of these

examples are best known for their provision of stockbroking services to individuals.

2.5 Trustee Companies
Somewhat confusingly for non-lawyers, a trust is not a legal entity, even though it is treated for

taxation purposes as a separate entity, albeit with special rules. A trust is a legal arrangement whereby
assets are held and managed on behalf of the beneficial owner(s) by a designated trustee. The trustee

has a fiduciary duty to act in the interest of the beneficiaries of the trust.

Trustee companies perform a wide range of functions. At one level, they provide services to families
to help manage wealth, including acting as executors of deceased estates. At another level, they may
be appointed by companies raising funds to act as a trustee on behalf of investors and providing

administrative functions such as distributing payments. The Corporations Act (Section 6-1RAC) refers

to traditional trustee company service and estate management functions as encompassing the first
group of activities, but not the second (ie not operating a scheme, providing custodial services, acting

as a trustee for debenture holders etc).

In 2009, regulation of Trustee companies switched from State and Territories to the Federal

Government with the passing of the Corporations Legislation Amendment (Financial Services

Modernisation) Act 2009. This required, inter alia, Trustee companies to hold an appropriate AFSL,

imposed minimum capital requirements, and being subject to the regulation of ASIC.

As well as specialised trustee companies, banks also provide trustee services to their customers. Some
Australian banks have, however, moved away from the trustee business. For example, in September
2017 NAB sold its National Australia Trustees Limited business to Australian Executor Trustees, while
in April 2014, ANZ Trustees was sold to Equity Trustees Limited. Most of the trustee companies have
become members of more diversified financial services groups. The largest private trustee companies

in Australia are:

e Equity Trustees (subsidiary of ASX listed EQT, formed in 1888)

e Australian Executor Trustees (owned by I0OOF until December 2022, now part of Equity

Trustees)

e Trustees Australia became Cashwerkz (CW2Z) in 2019, part of Income Asset Management
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e Perpetual Trustee Company (formed in 1886, part of Perpetual Financial Group)

o Sandhurst Trustees (owned by Bendigo and Adelaide Bank)

e Australian Unity Trustees (licensed in 2017, owned by Australian Unity, the first new license

since the 2009 legislation)

In addition to these private trustee companies there are government owned ones in most states, such

as State Trustees in Victoria, which focus mainly on providing services to individuals.

A peculiarity of the Australian financial system is that public investment trusts (managed investment
schemes/funds) are not required, since the passing of the Managed Investments Act (MIA) in 1998 to
have a trustee separate from the manager of the fund. Rather, a Responsible Entity (RE) is required
who can simultaneously be the manager of the fund but who is required to put the interests of the
investors first. (Even when not in the RE’s best interests as a profit seeking entity!) The large trustee
companies often assume the role of the RE when marketing managed funds operated by foreign fund

managers to investors.

The MIA was repealed in 2016 (but the RE requirements persist in Part 5C.2 of the Corporations Act).

2.6 Collective Investments (Managed Investment Schemes)
Managed Investment Schemes accept funds from investors which are pooled for particular forms of

investment specified in their constitution (or other legal documents) such as: shares, money market

and debt securities, real estate (A-REITs), agricultural ventures.

They are often referred to as mutual funds. Investors have pro rata claim on assets of the fund and
income generated from those assets based on the size of their investment. ASIC provides information
about legal issues involved in managed fund operation, and a list of types of schemes, here while

Mees, Wehner and Hanrahan (undated) provide a comprehensive historical overview of the funds

management sector in Australia from the 1950s to the early 2000’s.

MIS are established and run by a manager/trustee (for a fee). In Australia a unit trust model has been
common. This involves a tax “pass through” structure, such that earnings are not taxed in the fund as
long as the trustee distributes all earnings to investors. The 1998 Managed Investment Act (now part
of Corporations Act) in Australian led to a Responsible Entity (RE) model, in which the need for a
separate trustee was abolished and the RE acts both as the manager and trustee. The RE has fiduciary
responsibility and is required to act in the best interests of the members (investors), even though this

may be in conflict with their own best interests.

Other vehicles are found overseas, generally not using the trust structure but instead some collective

corporate investment vehicle (CCIV). Legislation in February 2022 enabled introduction of such a form
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for Australian collective investments and ASIC has provided regulatory guidance regarding establishing

a CCIV). One rationale for this change is to allow structures more familiar to foreign investors as part

of the introduction of Asian regional funds passports enabling fund managers to more easily operate

in other jurisdictions by recognising the regulation of the home jurisdiction. Unlike a trust, a CCIV is
recognised as a separate legal identity, with no employees other than its single corporate director
(who has an appropriate AFSL) and can offer multiple sub-funds to either or both retail and wholesale
investors. More detail is available here. Figure 2 (from the Explanatory Memorandum for the
legislation) provides an overview of the structure. As at early 2023 there had not been many CCIVs

created in Australia.

Corporate Corporate Director
Director’s Agent

or Service
Providers

Compliance Plan
[ - : Auditor

CCIV’s Agent or
Service Providers

Members Members Members
of Sub- of Sub- of Sub-
fund #1 fund #2 fund #3

CCIV Members

FIGURE 2: CCIV STRUCTURE

Also common are limited partnerships (often used by hedge funds), in which the manager is a “general
partner”, responsible for decision making and not protected by limited liability. The investors who are
“limited partners” do have limited liability protection by virtue of having little or no "voice"
(participation in management). Moreover "exit" (withdrawal of funds) is likely to be constrained by

the terms of the investment agreement. In Australia, except for venture capital funds, there is not the
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“pass-through” tax treatment commonly found overseas (although see here for discussion of recent

court rulings which complicate matters).

An important distinction is between “closed end” and “open end” funds. “Closed end” funds issue a
fixed number of units to investors and these can then be bought or sold on the stock exchange. The
unit price varies with demand/supply pressures and may vary from the underlying Net Asset Value

(NAV). New funds may be raised from time to time by the issue of more units

“Open end” funds involve a variable number of units. Investors can buy and sell units from the
manager, typically at a small spread to the end of day price. The unit price generally equals NAV as a

result. The potential for a “run” of unit holders means that liquidity management is important.

Exchange Traded Funds (ETFs) were introduced in the 1990s and are structured to allow exchange
based trading, with a mechanism incorporated to ensure that price equals NAV. Retail investors buy
and sell on the exchange, like a closed end fund, but designated market makers can create additional
units by delivering underlying assets to manager (when price moves above NTA, or extinguish existing
units by delivering existing units to manager in exchange for underlying assets (when price falls below
NAV). The mechanics are explained by Vanguard Investments (one of the major providers of ETFs)

here.

2.7 Cash Management Funds (CMTs)

CMTs are open-ended funds often known in other jurisdictions as Money Market Mutual Funds. They
are mutual funds that specialise in investing member’s funds in short term securities, such as bank
deposits, promissory notes, government treasury notes etc. Their rationale for existence is that by
aggregating funds from retail investors they are able to access wholesale market interest rates. With
CMTs having relatively low operating costs, the retail investors should obtain better returns than they
could from making direct investments in short term liquid securities or bank deposits, while still having
virtually immediate (next day) access to their funds. Investors may also benefit from the ability of the
specialist managers to identify opportunities to purchase undervalued securities, without taking on
significant risk — although the evidence does not support such arguments. Indeed, one concern is that
managers may invest in short term securities of issuers with higher default risk in search of higher
returns — to attract investors and grow funds under management (and thus fees). In general, the

constitution of the fund will specify limits on acceptable investments.

CMTs should be a source of competition for retail bank deposits, since they offer liquidity and
potentially higher returns. And when CMTs were growing strongly, banks responded by creating new

forms of deposits known as Cash Management Accounts (CMAs). These may limit the number of
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withdrawals per period and typically offer a “tiered” rate structure of higher interest rates for larger

balances, and which may be changed at any time in response to movements in wholesale market rates.

It can be seen from Figure 3 that Australian CMTs grew quite rapidly in the 1990s and early 2000’s up
until the time of the GFC, since when the sector has general declined in size. The number of CMTs in
operation also followed a similar pattern. The Macquarie Bank CMT was closed in 2010 and client

funds transferred to a Cash Management Account.

CMT Total Assets
70000
60000
50000
40000
30000
20000

10000

FIGURE 3: CMT GROWTH (SOURCE ABS MANAGED FUNDS AUSTRALIA, TABLE 8)

Behind this marked decline in CMT market size following the GFC was the introduction of the Financial
Claims Scheme in 2008 which initially provided insurance protection to ADI deposits of up to $1 million
and to $250,000 after 2011. Faced with a choice between protected bank CMA deposits and
unprotected CMT investments, it is hardly surprising that CMTs became less attractive to retail
investors with amounts to invest below those insurance caps. Investors with larger sums to invest (and
not wanting to diversify across deposits at a large number of banks) may still have found CMTs
attractive if rates were better than available in bank CMAs. However, as this article in ANZ’s Blue Notes
explains, liquidity regulation introduced as part of Basel 3 in 2016 created further handicaps for CMT
growth. Because deposits made by CMT’s with banks are treated as potentially volatile, their use by
the bank is in effect limited to investing in low yielding liquid securities rather than higher yielding
loans. Consequently banks offer low rates to deposits made by CMTs, reversing what was a typical
pattern of large deposits receiving higher interest rates than smaller (retail) deposits. To offer better
rates than bank deposits, CMT managers are therefore essentially forced to focus on alternative
securities investments. These do include, however, bank negotiable certificates of deposits (NCDs)

which may have longer term maturities, and thus are not affected by the liquidity regulation. While
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investing in longer term maturities creates interest rate risk, the NCDs can be traded in the secondary

market.

2.8 Pension Funds (Superannuation)
These are collective investment vehicles accepting long term retirement savings with limits on the

minimum (“preservation”) age at which a member can withdraw their investment (unless transferring
to another fund).® Concessional tax rates apply on employer contributions on behalf of employees to

the fund, earnings within the fund, withdrawals in the retirement phase.*

Most funds in Australia are “accumulation” (defined contribution) funds where the value of the
member’s investment is determined by their pro rata share of the value of assets in the selected
investment portfolio operated by the fund. “Defined benefit” funds (becoming less common and
covering only about 10 percent of fund members) involve the operator of the fund giving a promise
of a guaranteed amount (generally linked to time in the fund and some level of salary during (or at the
end of) that time (and contributions made) to the member on retirement. The operator (often the
company or government body employing the members) has an exposure to differences in the value

of fund assets and the value of promises made.

In many countries (see here for comparative information) there is compulsory membership of some
pension scheme for employees. Voluntary contributions may be possible and there may be significant

tax concessions associated with contributions, fund earnings, and payouts.
Australian types of super funds include:
* Retail (operated on a for-profit basis by banks or other financial institutions)

* Industry funds (operated on a not for profit basis by a board of trustees selected by the

relevant union and employer associations)
» Corporate funds (provided for its employees by a company)

*  Public Sector Funds (for government employees), and

31n 2020, the Covid19 crisis led the Federal Government to permit limited access (maximum $20,000)
for individuals below the preservation age in financial hardship.

41n discussions of pension fund taxation, a triplet such as (t,t,0) is used as shorthand for tax rates
applying respectively to contributions, earnings in accumulation phase, and retirement phase, where
“T” stands for full taxation, “t” for concessional taxation, and “0” for no taxation. For Australia the
triplet is (t,t,0) — where t = 15%, although (as in most cases) there are other complicating tax factors
such as a lower tax rate (10%) applied to earnings in the form of long term capital gains, and ability to
use franking credits attached to dividend income to reduce the effective tax rate below 15%. (It is
generally around 10 per cent).
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* Self Managed Super Funds (SMSFs) of four or less members where the members are also the

trustees of the fund.

The main activities of superannuation funds are the provision of long term retirement savings schemes
involving investment of members' funds, and providing retirement income products. They perform
valuable economic functions. First, they reduce transactions costs associated with the process of
collecting, managing, and ultimately drawing down long term savings (and complying with regulations
associated with any preferential tax treatment accorded to such savings). Second, they pool funds
from multiple contributors and are thus able to provide access to a broader and diversified investment
universe. Third, they provide access to specialized investment knowledge to manage risk and possibly
generate higher risk-adjusted returns for savers. Fourth, the range of financial products offered by
pension funds increases the opportunity set available to individuals and may involve risk
transformation and risk bearing by the fund managers (such as in the case of defined benefit
products). Fifth, their investment activities transmit any specialist information they have generated
into financial market prices and may also involve governance and monitoring activities over firms in

which they have equity investments.

This sector was given a significant boost when compulsory superannuation was introduced via the

Superannuation Guarantee (Administration) Act in 1992, and the current regulatory framework

established via the Superannuation Industry (Supervision) Act in 1993. Figure 5 illustrates its growth

in terms of total superannuation sector assets relative to GDP, and also the changing relative
importance of types of funds. Corporate Funds have stagnated, and while all other types have grown,
the growth has been most marked in the Self Managed Super Fund (SMSF) and Industry Fund Sectors.
The huge growth in assets under control of superannuation funds gives them an important role in both

corporate funding and funding of other financial institutions (including banks).

As at early 2023, the compulsory contribution rate was 10.5 per cent of salary (after being fixed at 9.5
per cent for some years), with legislation having been passed earlier for eventual increases to 12 per
cent. There is ongoing debate about fund performance and fees, member choice of (or allocation to)
fund, tax concessions for superannuation, suitable retirement income products, and a range of other

issues. The 2020 Retirement Incomes Review provides a wealth of information, as does the 2019

Productivity Commission Report.

Kevin Davis 2 - Types of Financial Institutions 15| Page


http://https/www.legislation.gov.au/Series/C2004A04402
http://https/www.legislation.gov.au/Details/C2017C00052
https://treasury.gov.au/publication/p2020-100554
https://www.pc.gov.au/inquiries/completed/superannuation/assessment/report

Banking & Financial Institutions Management in Australia February 23, 2023

Superannuation Fund Growth
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FIGURE 4: SUPERANNUATION GROWTH (SOURCE: APRA ANNUAL SUPERANNUATION BULLETIN)

Four main types of funds exist. Retail Funds are operated (for profit) by (subsidiaries of) life
companies, banks and other financial institutions acting as SRE’s (Superannuation Responsible
Entities). Many not for profit Industry Funds were created following the 1986 Accord (Mark II)
agreement whereby unions agreed to forgo a 3 per cent wage rise in exchange for employer
contributions to superannuation. (See here for a chronology of superannuation up till 2010 and here
for more recent information). The Industry funds are governed by Boards of Trustees provided by
employer groups and unions for the industry sectors they were associated with, although most have
since become “open offer” funds available to workers from any occupation. Corporate Funds operated
by single employers for their employees have declined in relative importance. Some of these operated
as defined benefit funds which promised a guaranteed amount (or pension) linked to final salary (or
some other metric) of the member. Similarly public sector funds operated by governments and their
agencies were often defined benefit, but (as with corporate funds) have generally switched to defined
contribution for new entrants over recent decades. As well as these “Institutional Funds”, Self
Managed Super Funds, available to groups of up to four (typically family) members have grown
significantly while, at the same time, mergers between institutional funds (in search of economies of
scale) are an ongoing occurrence. Figure 5 shows the massive decline in the number of corporate
funds, a significant fall in the number of retail funds (due to mergers), and strong growth in the number
of SMSFs. The number of industry funds has also declined somewhat due to mergers, while the

number of public sector funds has declined only marginally.

While in accumulation mode, members of institutional funds are also provided with life and TPD (total

and permanent disability) insurance, with annual premiums (determined by insurance company
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providers of the group insurance on a community rating - ie premiums not related to the individual’s

characteristics - basis) taken out of their accounts.

In retirement mode, members in defined contribution funds can withdraw lump sums and/or draw
funds down from their managed account (at a rate at least equal to the government-prescribed

minimum drawdown rate for their age).

Numbers of Funds
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FIGURE 5: SUPERANNUATION FUND NUMBERS (SOURCE: APRA ANNUAL SUPERANNUATION BULLETIN)

2.9 Life Offices®

These specialise in the provision of life assurance — directly for individuals and via group policies
through super funds. They also operate superannuation funds, and are involved in the provision of
financial advice and other financial service activities (including general insurance) via subsidiaries.
APRA’s register lists approximately 27 Australian life offices, including the successors to AMP (whose
life business has been owned since 2020 by Resolution Life), CML (owned since April 2021 by AlA) and
NML (sold to AXA in 1999 which in turn sold the life insurance business to AMP in 2011). These and
MLC (acquired by NAB and largely onsold to Nippon Life in 2015, but still trading as MLC) which were
originally, but are no longer, mutual organisations had historically dominated the industry. Australian
banks entered, and became a dominant part of the industry in the late 1990s, in some cases via
acquisition of life offices, but began to exit the market from 2017. Many of the participants are

subsidiaries of foreign financial services firms. Institutional Superannuation Funds provide life

5 Background papers for the Hayne Royal Commission, available here, and a PJCCFS Inquiry into Life
Insurance provide much information about the industry and products.
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insurance cover automatically to members for a fee based on “community ratings” rather than

individual rating, and this has no doubt contributed to lack of growth of other life insurance policies.

Life assurance policies can provide cover (involving payouts by the insurer to the insured) against
events such as death, total and permanent disability (TPD), income protection, and critical illness or
trauma. Generally, life cover in Australia is now via annually renewable policies. Historically (and still
common in some other jurisdictions) whole of life/endowment policies were common and included a
savings component. For such policies, rather than a premium schedule which increased with age
(reflecting risk), a level schedule was used meaning that premiums in the early years exceed the cost
of cover for that year. The residual was a form of savings which the life office could use to invest in
assets to generate earnings accruing to the policy holder (or their estate) at death or some specified
age. This long term savings/investment feature was a key feature, but its attractiveness disappeared
when tax deductibility of premiums was abolished in the 1980s. (High operating costs in the form of
commissions to agents and brokers selling life insurance policies led to relatively poor returns for
policy holders). Some life companies (Challenger in particular) provide annuities but these have been

out of favour over recent decades (although there has been some growth in recent years).

Some life companies came in for considerable criticism from the Hayne Royal Commission, particularly

over unfair claims settlement practices, and also for failures in their advice activities.

2.10 Friendly Societies

Wettenhall (Pursuit, 2018) provides a concise overview of the history of friendly societies in Australia,

noting that “Before governments stepped in to provide welfare, friendly societies provided vital
financial and social support to many Australian communities”. The benefits they provided included
medical care coverage, funeral benefits, sick pay insurance. Downing (2012) examines how friendly

societies changed in Australia in the half century prior to the First World War.

Nowadays, the small number remaining are a form of insurance company. Their main activities involve
raising and investing funds from members as well as specific purpose activities (such as health
insurance and long term specific savings). The main product is Friendly Society (Insurance) Bonds
which are primarily a long term savings vehicle with a specific tax treatment (which is attractive for
high marginal tax rate investors). (See here for analysis of their characteristics and role in saving for
life-cycle events). There are now a relatively small number of small societies, some such as Australian
Unity remain as mutuals. Others such as IOOF demutualised and expanded activities into a broader
range of financial services. In early 2023 APRA listed eleven Friendly Societies on its register of

regulated institutions.
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2.11 General Insurers®

These are referred to in some other jurisdictions as Property & Casualty Insurance. They provide house
and contents insurance (theft, fire, flood), Car insurance, Professional Indemnity, Third-party liability,
Workers Compensation insurance, Business Interruption Insurance, Pet Insurance etc. Some of these
types of insurance (3™ party, workers comp) are mandatory for individuals or businesses and in some

States are provided by a government insurance agency rather than a private insurance company.

There are a large number of general insurance companies in Australia (some are subsidiaries of
overseas insurers). A list of those who are members of the industry association The Insurance Council

of Australia (ICA) can be found here and APRA’s register of general insurers here.

2.12 New innovations: Platforms - Crowd-funding, P2P/Market-place

lenders
“Platform based financing” refers to situations in which the platform operator acts as a broker in

bringing together those with funds to invest and those seeking funds, via use (typically) of a web site
market place. Figure 6 illustrates the structure. It encompasses peer to peer (or market place lending),
crowd-sourced equity funding, and other potential activities such as sale of existing securities (trade
debtor obligations) by current holders to third parties. Within each sub-category there are a range of

different business models and proprietary algorithms used.

Fee | P2P Operator | Fee
7 No borrower credit risk ~
exposure o liquidity nisk
P2P Online Platform 5
Loan | '
Investor ’ .. i
Expased 10 boerower credit risk and Interest Individual Borrower !
liquidity risk | '
+ Principal '

Often referred to as “Market place lending” -
where institutions rather than individuals are the investors

FIGURE 6: PLATFORM BASED LENDING STRUCTURES

The Platform Operator will

e Assess borrower creditworthiness, advertise loan opportunity to investors

® The background papers (Nos. 14, 26, and 27) for the Hayne Royal Commission provide information
on general insurance.
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e Allocate interested investors to (many) borrowers
o Determine interest rate which funds loan and satisfies investors and borrower

e Transfer loan funds from investors to borrowers, collect borrower repayments and remit to
investors

The Investor bears risk of non-repayment by borrower and has funds invested for term of loan. The
platform operator, in a “pure” model bears no credit (default) risk or liquidity risk - although many

structures will involve special features which can create such risks. Figure 7 illustrates the risks for

participants in platform lending arrangements.

The
Borrowers

“over-borrowing”
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Inadequate scale

Operational risk
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Unsuitable investments
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Excessive loan systems) Fraud (Ponzi schemes,
De hﬂi‘-l?:stlon Reputational risk embezzlement) _
(bad credit Investment (default) risk
practices assessment) Loan portfolio allocation
Privacy breaches “contagion” risk Liquidity needs
Regulatory risk Platform failure

FIGURE 7: PLATFORM LENDING RISKS

Actual and potential business model structures for platform lending businesses include the following.

e Segregated client account models, in which investor funds are applied directly to funding the
borrower

e Unit trust structures

e Notary arrangements in which a bank makes the loan on behalf of the platform and
immediately provides investors with note giving partial ownership of the loan

e Guaranteed return models in which the platform operator provides a guaranteed return to

investors.
Potential benefits from growth of Platforms are:
* Increased access to debt finance for borrowers — financial inclusion
*  Wider range of investment opportunities for saver/investors

*  More efficient allocation, involving risk based pricing, of finance
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* Increased competition for incumbents — pressure for increased efficiency, lower margins,

benefits for consumers of financial services

Impediments to growth include

* Unclear regulation

* Regulatory barriers to entry

* Unreliable telecommunications networks

* Inadequate access to credit information

*  Customer identity verification problems

* Scale economies and start-up funding

Regulation of Platform Financing is challenging, because it is a relatively new form of financing
activities not easily fitting existing regulatory arrangements (which are often based on pre-existing
institutional characteristics). P2P operators perform functions similar to: Market (exchange)
operators; Provider of individual managed accounts — like stockbrokers; Credit broker; Investment
banking (loan “IPOs”, issuer of securities, “private placements”); Financial advice; Credit rating agency;
Securitiser (pooling loans for investors); Managed investment scheme. (See Murphy and Davis (JASSA

2016) for a discussion)

There are a number of typical types of regulatory approaches found globally (see Figure 8) — although

the pace of change is such that any taxonomy is likely to quickly become out of date.
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P2P Regulatory approaches around world
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FIGURE 8: REGULATORY APPROACHES TO P2P LENDING (AS AT 2017)

In Australia, P2P platforms have tended to adopt the label of “market-place” lenders. This reflects the
fact that loan funding occurs via their marketplace, but that most of the funding comes from
institutional lenders rather than individuals (peers of the borrowers). Indeed a number of institutions
have found P2P operators a useful vehicle for expanding their loan portfolios. Credit Unions with
members who are primarily savers rather than borrowers have found investing in loans via the P2P
platform valuable. This does, of course, raise the issue of whether they can have confidence that the
P2P platform is (a) appropriately identifying borrower risk and (b) meeting responsible lending
requirements. Other non-bank lenders such as Liberty Finance, which is using MoneyPlace’s platform,
have done similar. However, in some of these cases, they will simply outsource the handling of loan

applications they receive to the P2P operator.

2.13 Custodians’

Custodians provide various services associated with asset (cash, shares, bonds, etc)
safekeeping and trade settlement to institutional investors such as superannuation funds and
fund managers. Table 2 provides a list of custodians operating in Australia and their relative
size. They can be seen as a specialised outsourced back-office service, enabling separation of

duties between investment managers and brokers and ownership of client assets.

" More information available at the Australian Custodial Services Association (and a detailed document here) and
also The Clearing House White Paper
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Master/Global custodians operate across borders with their sub/domestic custodian arms

providing domestic services.® Principal services include:

e Custody — asset safekeeping, trade settlement, dealing with corporate actions

e Accounting and valuation, tax reporting, unit pricing (providing “books of record”)
e Regulatory reporting

e Performance measurement and analytics

e Data management

e Trade support

Other services may include such things as securities lending, hedging, collateral monitoring

trade execution.

Custodians may establish special purpose vehicles as “nominee companies” to hold client
assets. (Consequently, aggregated holdings of their clients’ holdings of shares in particular
equities typically show up in the lists of top shareholders in Australian companies — hiding the

identities of the ultimate beneficial owners).

With the significant growth of investment funds in recent decades, Australia has become a
major regional hub for custody and investment administration services. Total assets under
custody for Australian investors were $4313 billion at June 2022 up from $1,360 billion, as at
31 December 2006°. Around % of those assets were domestic (versus foreign) assets.

Custodian services for Australian assets of foreign investors are also provided.

Most Custodians are typically bank-owned entities, and those operating in Australia must
have an AFSL. The custodian is a trustee of assets and must act on instruction from the

beneficiaries.

8 Domestic Custody: Australian assets held directly in the capacity as custodian or sub-custodian.

Global Custody: The safekeeping of assets (other than Australian) either directly through a proprietary global

custody network or via a global sub-custody network. Includes managed funds/unit trusts domiciled offshore and
held by Australian clients.
Master Custody: Includes assets held for Australian domiciled clients for which an organisation performs any
value added services, where value added is defined as being anything in addition to core custody. Assets included
in this category are likely to have also been included in the Domestic Custody and Global Custody categories. To
prevent double counting, where value add services are being performed for multi-tiered/fund-of-fund structures
assets are only included once, and not duplicated at each level of the structure.

9 The Australian Custody Services Association (ACSA) Statistics Report (Dec 2006)
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TABLE 2:AUSTRALIAN CUSTODIANS AND AUSTRALIAN INVESTOR ASSETS UNDER CUSTODY (SOURCE: ACSA)

Rank Provider Dec-21 Jun-22
1 J.P. Morgan $1,109.9 $983.7
2 Morthern Trust 5730.0 5679.3
3 Citigroup $801.8 5678.8
4  State Street 55805 5625.4
5 NAB Asset Servicing 5579.3 5509.4
& ENP Paribas 54945 54419
7 HSBC Bank 52197 51971
8 Clearstream 5106.5 5104.2
9 Metwealth 556.6 §55.7
10  Apex Group NSA §25.8
11 BNY Mellon 516.6 5121

Total 54,695.3 54,3134

2.14 Islamic Finance
The three per cent of the Australian population who want financial products which are Sharia-

compliant face significant problems in accessing such products.

Islamic Finance has a number of characteristics, the best known one being a prohibition on interest.
Others include limits on acceptable insurance arrangements and restrictions (which look much like
Socially Responsible Investment criteria) on acceptable investments. This video lecture by Prof Mervyn
Lewis provides an overview, while this paper by the same author provides an analysis of Islamic

banking.

Personally, | don’t see the point of these religious-based constraints — but in a free society
governments should not put unnecessary impediments in the way of those who want to adhere to
them. More importantly, it should be a concern that some regulations, such as compulsory

superannuation, and institutional indifference, virtually force individuals into financial products not
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compatible with their beliefs. Taxation laws and policies can also be an issue, and this was investigated

in a 2016 report by the Board of Taxation

Among the various problems which exist, two in particular stand out. The first is the question of
designing Islamic financial products enabling families to buy homes. Because interest is prohibited, a

conventional mortgage loan is not acceptable.

As in many other situations, Islamic finance works around this by some simple financial engineering.
The financial institution buys the house an individual wishes to own, and leases it to the individual on
agreed terms in a long term contract. At the end of the contract the ownership of the house is

transferred to the individual.

The impediment to this simple work-around has been double stamp duty, once on the initial purchase
by the financial institution and second when the house is transferred to the owner at the end of the
lease. Under conventional mortgage finance, stamp duty is only levied once when the house is initially
purchased. And stamp duty, levied by State governments has been significant — up to 6 per cent of the

house value!

While the Victorian government has removed this impediment, by allowing house purchase under
Islamic financing arrangements to only incur one lot of stamp duty, other State governments have
been unwilling to take that step. Perhaps it is the potential revenue cost — although if double duty

prevents use of the Islamic finance approach, there is little revenue actually to be lost!

An alternative design, whereby the homebuyer is registered as owner when the property is bought is
a form of “rent to buy” scheme. The rental payments made repay the amount borrowed plus some

profit fee for the provider of the funds.

The same problem of obtaining loan finance arises for Islamic financing of small business enterprises,

and may be compounded by tax and legal issues.

A second area warranting attention is superannuation. All employees, regardless of their religious faith
(or lack thereof) have compulsory contributions paid by their employers into a super fund of their

choice. And, there are significant tax advantages for voluntary contributions as well.

But what does the typical institutional super fund’s portfolio allocation look like? Even allowing for
the provision of member choice between different investment options, the only portfolios generally

available will have a significant fixed interest component.

This portfolio allocation is based on the widely held view of trustees that prudent asset allocation
involves a significant share of investments paying interest. That is not particularly comfortable for the

member wanting to have only Sharia-compliant investments. Another problem arises from the
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prohibition of investments in certain types of activities (including businesses generating income from

charging interest, alcohol, tobacco, gambling etc).

In principle, it would be possible to construct portfolios which do not have an interest component but
which have some “fixed-interest like” investments. Established infrastructure assets are one example.
Lease income is another example, such as might flow from Islamic financing of home ownership as
discussed above. But more relevant is whether conventional institutional norms about what are
acceptable portfolio allocations for super, and institutional inertia, should prevent or inhibit Sharia-

compliant super options being offered to individuals forced to invest in super.

One response may be that self managed super is always an option — but that is only a cost-effective
option for individuals with substantial super savings. While it does look as though some institutional
super offering of Sharia-compliant super is now emerging — the impediments and lack of institutional

interest have apparently been substantial.

Will Islamic finance grow in Australia? Probably yes, but primarily in the context of what is needed to
make investment in Australia attractive to wealthy international Islamic investment houses — because
that caters to the interests of, and potentially benefits, the financial community. That issue is worthy
of attention, but there is probably more value in focusing on whether impediments to providing

suitable savings and funding vehicles affecting this group of individuals and businesses can be reduced.

There are a number of Islamic financial institutions operating in Australia. These include Islamic Co-

operative Finance (IFCAL), IBA, MCCA, Crescent Wealth. In mid 2022 IBA Group — Islamic Bank Australia

secured a restricted banking licence from APRA, enabling it to offer deposit products to a restricted
group of customers, with the hope to achieve a full licence within two years. Several of the major

banks have offered Shariah-compliant products for use by Islamic financial institutions and individuals.

2.15 Other types of financial institutions

Any attempt to provide an exhaustive list of financial institution types is confounded by changing
practices including developments in fintech. As well as those relatively well known types considered

above, others described elsewhere in this book are:
* Payday lenders (see section 8.5)
* Pawnbrokers (see section 8.4)
*  Buy Now Pay Later (see section 8.7)
*  Supply Chain Financiers (see section 8.3)

*  Microfinance institutions (see section 8.8)
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* Remittance providers (see section 14.4 and here)

* Central clearing counterparties (CCPs) (see section 26.7)
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3. The Changing Financial System
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3.1 Introduction
The last forty years or so have been ones of great change for banks and other financial

institutions and their staff. They have had to cope with the impact of deregulation (and
subsequent re-regulation)?, increased competition (both with traditional competitors and
with other financial service providers), and explosive growth in new technology — prompting
the recent growth of “fintechs”.? The outcome has included a widely expanded range of

financial products, new methods of delivering financial services, and increased attention to

! Typically referred to by policy-makers as “reform”.

2 The potential for the “tech giants” such as Apple, Google, Microsoft, Amazon etc to expand

into the provision of banking and other financial services should not be underestimated.
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costs, risks, and profit contribution of various activities. In Australia, the major banks have
recently been in the process of divesting themselves of insurance and wealth management
activities, after expanding into those areas of “bankassurance” in the latter decades of the

twenty-first century.

Change will continue, affect the structure of financial institutions, the range of financial
products and services produced, and methods of delivery used (particularly the use of
electronic communications and documentation). As well as technological change, and partly
reflecting that, the regulatory environment will continue to change. Like a dog chasing its own
tail it will continue to adapt in response to changes in financial markets which it in part

induces, a process labelled the “regulatory dialectic” by Professor Ed Kane. Competition will

continue to be pervasive as financial service providers mutate and seek to invade the turf of
non-traditional rivals. The types of competition will continue to change as the technology
explosion alters the costs of different ways of creating and delivering various financial

products via financial innovation.

An implication of this is that knowing how financial institutions are currently structured and
operate may be of limited use several years hence, as financial institutions and products
evolve in response to innovations. But, it is useful to understand how the current structure of
the Australian financial system emerged, since that can also provide insights into future
possible changes (as well as explaining why the system and institutions are structured as they
currently are). So, the following section provides a brief outline of the recent history of
Australian financial sector development incorporating an overview of regulatory change over

that period.

3.2 Financial Sector Evolution in Australia
A fundamental change occurred in the Australian financial sector as a result of substantial

financial deregulation starting at the end of the 1970s. This reflected a wide-spread ideological
shift towards acceptance of the free-market economics paradigm, but also the result of the

1970s stagflation demonstrating inadequacies of the highly regulated financial system.

The Pre-deregulation landscape
Prior to the late 1970s the Australian financial system was heavily influenced by regulation

introduced at time of World War Il. The focus of financial policy was on monetary policy with

banking sector safety based on a policy of limiting the risk-taking ability of banks. There were
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a small number (12) of trading banks, with a significant role for government owned (savings)
banks?, and preclusion of foreign banks. The trading banks were subject to extensive direct

controls including

e Interest rate controls (including zero interest on chequing (transaction) accounts)

e Lending directives

e Liquidity ratio requirements (the variable reserve requirement known as the Statutory
Reserve Deposit (SRD) ratio

e Portfolio controls — involving required minimum holdings of government debt and
liquid securities (the LGS ratio) and a minimum 30 day maturity for term deposits for
Trading Banks.

e Limits on activities
The savings banks were restricted by:

e Deposit raisings were restricted to the personal sector and subject to interest rate
ceilings

e Asset portfolios were restricted essentially to government paper and household
mortgage debt

e An LGS type requirement of initially 70 per cent applied which was gradually reduced
to 40 per cent by the end of the 1970s.

e Mortgage interest rates were subject to government imposed ceilings.

e Only "atcall" and "notice of withdrawal" accounts were permitted (although the state

savings banks were permitted to offer chequing accounts).

But the banking groups also had finance company subsidiaries (accounting for over 50 per cent
of that sector's assets) and were allowed minority interests in money market corporations
(merchant banks). Through their finance company activities the banking groups were able to
partially avoid government regulation, since Federal government powers to control NBFI

activities contained in the 1974 Financial Corporations Act had never been proclaimed.

3 Until 1960 the Government-owned Commonwealth Bank undertook both savings and
trading (commercial) bank activities and also acted as the Central Bank. The private banks

were permitted to have Savings Bank subsidiaries in 1956.
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Interest rates on government bonds were pegged and government bond issuing procedures®
were structured to be consistent with that. The exchange rate was fixed. Life Insurance
companies (with the industry dominated by four large mutual companies) faced significant
portfolio restrictions (involving required amounts of investment in government debt). The
insurance companies were relatively important savings vehicles through the savings element
in whole of life and endowment insurance policies. They managed the bulk of the very small
amount of superannuation savings which existed outside of public sector and company based
schemes. However, their growth was relatively slow particularly in the 1970s when inflation
reduced the real returns on the large proportion of fixed rate assets in their portfolios.
Regulation of non-bank financial institutions, and of companies and securities markets, was
divided between State and Federal Governments. Foreign banks provided finance for
companies and institutions via representative offices and merchant banking and other non-

bank structures — often operated in conjunction with local entities.

Notably, while competition between stockbrokers was restricted, the securities (stock) markets

were subject to very little effective regulation.®

Bank regulation led to the growth of unregulated (or less regulated) financial institutions,
creating complications for monetary policy. In particular, retail lending constraints on banks
led to the growth of finance companies, building societies, and credit unions, while interest
rate controls prompted the growth of cash management trusts (money market mutual funds).
Automatic teller machines began to appear, phone banking became a service offered, and the

Australian banks rolled out a new credit card (BankCard)® available to the bulk of the

4 A “tap” system whereby bonds were available for purchase at a specified yield. The later
“tender” system approach involved a fixed quantity of bonds offered, with the yield

determined via an auction (system).

> Mees and Ramsay (2008) provide an historical overview and analysis of the development of

securities regulation in Australia, highlighting the lack of effective government (or self)
regulation — especially prior to the establishment of the National Companies and Securities
Commission (NCSC) in 1980. They also highlight many of the major corporate finance and

securities market scandals which occurred over the years.

® The process was, by modern standards, indiscriminate, with most existing customers

(including babies!) being offered cards. Bankcard was discontinued in 2006 as most banks had
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population as a competitor to the less readily available Visa and MasterCard products. A
process of bank branch closures began, reflecting the ability of banks to now compete via
prices’ rather than excessive branching, as well as the opportunity to deliver financial services
via technological innovations — although it was not until the mid 1990s that internet banking

(in a relatively primitive form) began to emerge.

During the 1970s, the surge in inflation made constraints on interest rate levels problematic
and increased the distortionary effect of portfolio restrictions on banks and insurance

companies.

The Deregulation Phase (1979-1990)

Deregulation took hold in the latter part of the 1970s. (Battellino provides an overview). The

Campbell Inquiry (appointed by the Liberal-National Party, Fraser, government in 1979

reflected the government’s free market philosophy, and recommended significant
deregulation in its Final Report issued in 1981. It took as fundamental that: competitive
neutrality should apply; social and sectoral objectives should be tackled through fiscal
measures; some risk free, deposit type, asset should be available. Even the election of a Labor
government, which had nationalization of banks in its party platform until the late 1970s, did
not reduce the impetus to deregulation which had begun during the life of the Campbell
Inquiry. The Martin Review?, appointed by the Hawke government to review the Campbell
Inquiry findings endorsed the broad deregulatory thrust in its report in 1984. Among the
changes were removal of interest rate ceilings on banks, Government bond market structure
changes (including new issue tenders), adoption of a flexible interest rate policy and removal
of compulsory portfolio holdings requirements. Banks were allowed to compete in an
expanded range of deposit and loan markets, portfolio restrictions were abolished. The
exchange rate was floated in 1983, and limited foreign bank entry permitted in 1985, and by

1986 most of the deregulatory phase was completed. During this period mergers with

begun offering Visa and Mastercard facilities (which, unlike Bankcard, could be used

overseas).
7 The process of interest rate deregulation had begun in 1973.

8 The 2010 Senate Committee Inquiry into Competition in Banking provides an overview of

this and other Inquiries into Banking.
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competitors led to the four major bank structure common today, the first new domestic bank
was approved®, and a process of mergers between building societies and credit unions
intensified. Several building societies demutualized (as did major Life Insurance offices) and
became banks (such as Challenge Bank and Advance Bank), many of which were later acquired

by the major and other regional banks.

The consequences were dramatic including a rapid expansion of bank lending — much of which

turned out to be imprudent, leading to a financial “crisis” in 1989-91. (See Gizycki and Lowe,

2000). There were large loan losses for banks, including the “failure” of two State government
owned banks, the “near failure” of several major banks, and a large building society (Pyramid)
failed. There were significant business failures (particularly of the “entrepreneurs” who took
advantage of lax lending by banks) and a property market collapse. There were a number of
managed fund (unit trust) failures (including freezing of withdrawals). Investors, concerned
about declining asset values, attempted to withdraw funds from illiquid open-ended property

and mortgage funds, leading to liquidity crises for those funds.

With hindsight the cause of the problems were obvious. Deregulation was not accompanied
by improved bank governance, improved market discipline or adequate prudential regulation.
Banks were given freedom to compete, and that led to a race to the bottom in terms of credit
quality as banks chased loans. Inadequate accounting and disclosure requirements for

corporate clients also contributed as did inadequate risk management systems in banks.

The 1990’s

Following the problems of the financial crisis, much greater attention was paid to prudential
regulation, including the introduction of the Basel Accord (Basel I) capital requirements. The
Accord had been agreed in July 1988 for introduction by 1992 by G10 members (too late to
prevent the imprudent lending of the 1980s). A process of coordination of financial and
corporate regulation by State governments and transfer of some responsibilities to the

Federal government began?®®, culminating in a range of changes in the late 1990s following the

® The Australian Bank, which was acquired by the SBV in early 1989.

1 These involved creation in 1991 of the Australian Securities Commission (to later become
ASIC in 1998) and AFIC (Australian Financial Institutions Commission) — which operated until

1998 - to oversee state regulation of building societies and credit unions.
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Wallis Inquiry and a Major Review of Corporations Law!!. The regulatory restructure (often
referred to as the “twin peaks” model) occurred in 1998 with the creation of a separate
prudential regulator (APRA) and the securities markets/ companies (conduct) regulator (ASIC).
The former was given responsibility for prudential regulation of ADIs (banks), insurance, and
superannuation, while the latter also took over responsibility for financial consumer
protection from the ACCC. The RBA remained responsible for monetary policy, financial

stability and payments policy.

The start of the massive growth of superannuation followed the incorporation of employer
superannuation payments into industrial relations agreements by the Hawke Government’s
Wage Accord in the 1980s and introduction of compulsory employer superannuation
(pension) contributions in 1991. The SIS legislation in 1993 introduced the regulatory
framework for supervision of superannuation funds. The major review of corporations law,
known as CLERP (Corporate Law Economic Reform Program) culminated in legislation in 1998
and 1999 including the Financial Sector Reform (Consequential Amendments) Act, the
Company Law Review Act, and the Managed Investments Act. Company law reforms related
to such matters as: fundraising, directors duties, financial reporting, takeovers, while the

Managed Investment Act introduced the notion of Responsible Entities for managed funds.

The early 21% Century

The regulatory changes of the 1990s led to a regulatory approach involving a strong distinction
between the prudentially regulated sector (banks/ADIs, insurance, institutional
superannuation funds) and the non-prudentially regulated sector. ADIs and insurers faced
capital requirements and APRA supervision, but there was no explicit government protection.
The non-prudentially regulated financial sector, included non-bank financial institutions such
as finance companies, managed investments schemes, direct investments in shares and bonds
etc. Providers of financial services and products (but not credit) were required to hold an
Australian Financial Services Licence (AFSL) following its introduction in 2001. For the non-
prudentially regulated sector, wholesale investors were assumed to be able to identify and

manage risks, while retail customers were precluded from wholesale markets. The approach

1 The Corporate Law Economic Reform Program (CLERP). This and other major documents
relating to historical (pre 2010) changes in Australian corporate law are listed (with links where

available) on the University of Melbourne, Law School, Centre for Company Law website.
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to financial consumer protection was based on the triumvirate of “Education, Advice,
Disclosure” and “Caveat emptor” (buyer beware). Securitisation boomed, and there was a

proliferation of structured financial products.

While there were some financial sector “hiccups” at the start of decade, such as the
(international) tech stock boom and bust, and the failure of the major insurance company HIH
in Australia?, the initial years of the decade were relatively calm. Indeed it was labelled
internationally as the “Great Moderation”, a period of low volatility, an asset price inflation
build-up, increasing leverage, low pricing of risk, and significant financial innovation. Despite
sectoral and international imbalances, it was a time of low inflation and sustained economic
growth. There were minor developments in the regulatory arena with eventual agreement on
Basel 2 in 2006. Concerns about financial system and economic stability began to emerge, but
not in any way predictive of the Global Financial Crisis (GFC) which was to emerge in 2007-

20009.

The GFC

The Australian banking sector emerged relatively unscathed from the GFC, although there was
strong government fiscal and monetary policy support which made that possible. Several
smaller banks, with weakened financial positions, were taken over by the major banks. The
Government introduced a deposit guarantee scheme in Oct 20082 and provided the option
for banks to purchase guarantees over new wholesale borrowings. It also provided support
for the securitization sector. There were significant failures of finance/investment companies
which were part of the non-prudentially regulated sector, meaning that there were no
credible arguments for government compensation for customer losses. But the experience
exposed the deficiencies in the education, advice, disclosure (EAD) approach and many

financial consumers suffered substantial losses.

12 The Australian Government introduced a large government funded compensation scheme
for policy holders, which called into question the oft-touted claim that there was no implicit

government protection of financial institutions.

13 Known as the Financial Claims Scheme, the initially unlimited, then $1 million guarantee
cap, eventually was adjusted back to the $250,000 cap which currently applies. (Chapter 26

provides more detail).
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Post GFC

The GFC led to a re-regulatory phase, most notably the introduction of Basel 3 regulatory
changes (see Chapter 17) involving enhanced prudential regulation of banks, with those
changes not being “finalized” until the early 2020’s. The policy response to the GFC ushered
in a period of low interest rates which was further reinforced by the policy response to the

Covid Crisis in the early 2020’s.

There was an increased regulatory focus on financial consumer outcomes (and the demise of
EAD) following the GFC experiences. This led in April 2010 to Government |egislation directed
at the reform of the financial advice industry, and introduction of Responsible Lending
Obligation (RLO) requirements associated with the introduction of Australian Credit Licences
(ACLs). But, despite that, the Australian banks and other financial institutions continued to
engage in behavior which had adverse consequences for financial consumers, ultimately
leading to the establishment of the Hayne Royal Commission (see Chapter 7) which reported
in early 2019. This exposed the extent of such misconduct and misbehavior and led to a large
number of recommendations for reforms to governance, accountability and remuneration

arrangements in the financial services sector.

That need for improved regulatory arrangements had been noted earlier by the (Murray)
Australian Financial System Inquiry (AFSI) which recommended in its 2014 report that ASIC
should be given extended powers through introduction of Product Intervention Powers (PIPs)
enabling temporary banning of unsuitable financial products and services, and Design and
Distribution Obligations (DDOs) upon financial product producers and distributors. These

became operational in the early 2020’s.

The Murray AFSI also noted the impact of the rapid growth of “fintech” on the financial sector,
and made a number of recommendations in that area. It should not be underestimated how
many of the financial products and services currently available are only available because of
advances in technology and could not have been possible twenty years or so ago. Regulation
is always struggling to keep up with the effects of those technological changes. Since then the
pace of development of fintech appears to have increased, including the growth of financial
services and products and information provided by way of internet platforms, innovations in
payments arrangements, and emergence of crypto-currency. One consequence has been the
need to focus on the consequences for financial sector competition (which was investigated

in a major Productivity Commission Report (2019) and legislate to promote social benefits

Kevin Davis 3 — Financial Sector Evolution 9|Page


https://www.legislation.gov.au/Series/F2010L00631

Banking & Financial Institution Management in Australia February 23, 2023

such as those expected from providing consumers with data ownership rights via Open

Banking legislation.

As explained at the start of this brief history, the financial sector is not static. Change will

continue. While the 2020 Retirement Incomes Review was not allowed to make

recommendations, its report has led to a reexamination of the regulation of superannuation.
The Liberal government in 2021 also attempted to roll back some of the financial consumer
protection regulation (such as RLOs) reflecting its underlying free market ideology (if not
practice) and pressure from vested interests in the industry who claim that there are
significant adverse consequences for lending. That attempt was not successful but the Quality
of Advice Review Report (commissioned by the then Liberal government) released in February
2023 proposes changes to the financial advice sector (including replacing a “best interests
duty” with a “good advice duty”) which would be likely to reduce financial consumer

protection.

The Covid Crisis and the Financial Sector
The emergence of the Covid virus at the start of 2020 and consequent concerns about

economic disruption (reflecting, inter alia, border closures, supply chain disruptions,
lockdowns and work-from-home arrangements) led to a number of regulatory and policy
changes affecting the financial sector (discussed in more detail in a later chapter). The RBA
mimicked overseas central banks by reducing official interest rates to near-zero — both in
terms of setting of the cash rate and using bond purchases to reduce longer term government
rates. Although anticipating, and publicly indicating, that rates would remain low until 2023-
4, the RBA was led to perform an embarrassing about-face due to concerns about excess
demand and inflationary pressures, with sharp increases in interest rates during 2022. By early
2023 there were widespread concerns about mortgage borrower stress from higher
repayment obligations. This was most pronounced for those on very low interest rate fixed
rate mortgages which were coming to an end, and facing a repayments “cliff” from refinancing

at now much higher rates.

To encourage continued lending during the crisis period, the RBA introduced a substantial
Term Funding Facility (TFF) providing very cheap (subsidized) 3 year funding to banks. Banks
also provided “repayment holidays” (in effect lengthening the term of the loans, with interest
still accruing during the holiday) for many mortgage borrowers suffering loss of income. Via

the AOFM the government introduced securitization facilities aimed at small business lending.
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The government allowed individuals to withdraw up to $50,000 from their superannuation
funds to support consumption expenditures given that, for many occupations, wage income

was lost due to lockdowns and reduced demand.

While the policy response to the Covid crisis was substantial it is not apparent that it had many
lasting effects on the financial sector structure. One was the large increase in the stock of
outstanding government debt due to the massive increase in the government budget deficit.
Another was the opportunities for some entities to attract debt financing due to the near-zero
rates on offer at banks and on traditional securities. Also relevant in that regard was the extent
to which interest in “crypto assets” was stimulated by the low interest rate regime, and
whether this would increase the likelihood of this sector becoming an effective competitor

with traditional finance.

Because financial regulation is shaped by historical forces and new developments (such as
technological change) and is a major influence on future financial sector development,
understanding how such changes have occurred and led to the current status quo is important
for understanding likely consequences of ongoing change. Before that, however, it is
important to outline a major change that has occurred in the nature of Australian bank lending

activity.

3.3 Banks as “Bloody Big Building Societies”

Former NAB CEO Don Argus is reported to have opined back in 2013 that Australia’s major
banks had become “bloody big building societies”, reflected in a large increase in the share of
housing lending to commercial lending. This trend has continued since that time and the
growth in mortgage financing has also been buoyed by the growth of securitisation in
facilitating non-bank housing lenders. The explosion in mortgage financing has been positively
correlated with housing price growth and long term decline in home affordability. How much
is cause (increased availability of finance prompting higher house prices) and how much is
effect (housing price increases leading to need for larger mortgages)? That is a difficult
guestion to answer, and the objective of this section is the simpler one of providing some data
on bank mortgage lending growth and outlining some background on factors which may have

contributed to its growth.

11

Kevin Davis 3 — Financial Sector Evolution 11| Page



Banking & Financial Institution Management in Australia February 23, 2023

Kohler and van der Merwe (RBA, 2015) provide an analysis of long run trends in housing prices

and possible causes up until 2015. Housing price inflation in excess of the general level of
wages and prices growth emerged in the relatively low inflation rate period of the 1990s (with
high housing price growth in the 1980s largely matching the inflation rate). Population growth
relative to housing supply is one relevant factor, as also was an increase in housing demand

due to low inflation increasing mortgage affordability.'*

As well as the resulting demand for mortgage finance, Kohler and van der Merwe also point
to the financial deregulation of the 1980s. This included removal of interest rate controls on
housing loans, which could be expected to have increased the attractiveness of such loans to
profit-seeking banks. But also relevant are the Basel risk-weighted capital requirements which
also came into effect in the late 1980s. These gave favourable regulatory treatment to housing
loans in the form of a lower risk weight than for commercial loans in determining risk-
weighted capital requirements. Subsequently, the Basel Il and Basel Il changes increased that

preferential treatment for large banks regulated under the internal models approach.

The extent to which the growth in residential mortgage financing reflects banks responding to
higher demand for such finance brought about by higher housing prices, versus their lending
practices being a cause of those higher housing prices, is a complex question. Undoubtedly
there are elements of both mechanisms involved. But, nevertheless, the effect on bank loan

portfolios has been dramatic.

14 Low nominal interest rates, reflecting low inflation, mean a reduction in the “front-end
loading” of real mortgage repayments under the traditional credit foncier mortgage loan.
From a high of around 17 per cent at the start of 1990, the variable rate mortgage rate fell by
around 50 per cent by mid 1994. Since initial repayments on the traditional loan are mostly
interest, this means that the loan size consistent with an unchanged repayment/income ratio

was almost doubled.
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Bank Housing Lending Trends
(Source RBA Table D5)
(see note for construction of pre-1990 estimates)

45%
40%

w
c
(%2} ©
c o
S 35%
— 2
5 30% o
o >
— Q
2 25% S
g 20% 8
= 2
&b 15% O
N =
3 10% 2
2 8
5% 2
0% 0%

© & o @ ) L P F P O L O

N DS SN

A I S S S

I A Y A AN AR AT AT

Housing/commercial (LH Axis) e= = Investor/Owner-Occupier (RH Axis)

FIGURE 1: BANK HOUSING LENDING TRENDS

Figure 1 provides aggregate data on some features of the composition of bank lending since
the mid 1970s.2° There are two obvious trends. First the ratio of housing/commercial loans
has grown from around 50 per cent at the start of the 1990s to around 200 per cent in 2021
(after falling somewhat in the 1980s). The dip in the ratio between 2005 and 2009 appears to
be partly due to rapid expansion in commercial lending by foreign bank branches prior to the

GFC (and subsequent contraction).

The second trend is the increasing share of investor relative to owner-occupier housing loans
from around 15 per cent in 1990 when figures are first available to around 35 per cent since
the mid-teens. The plateau, or slight decline, since then reflects APRA initially having limited
investor housing loan growth and then making it less attractive for banks compared to owner-
occupier loans. One factor behind the longer run growth of investor loans has been the tax

advantages of investment properties for individuals — particularly negative gearing. Interest

15 Note: before 1990, separate figures for investor housing loans are not available, and appear
to be included in commercial loans. The series for total housing lending before 1990 is
constructed by assuming the ratio of investor/owner-occupier loans was constant at its 1990
value and shifting investor loans from commercial classification to housing classification.

13

Kevin Davis 3 — Financial Sector Evolution 13| Page


https://www.apra.gov.au/news-and-publications/apra-announces-plans-to-remove-investor-lending-benchmark-and-embed-better
http://www.kevindavis.com.au/secondpages/op-eds/2021-09-28%20-%20a%20good%20time%20to%20abolish%20negative%20gearing.pdf

Banking & Financial Institution Management in Australia February 23, 2023

payments on such a loan, if exceeding rental income on the property, can be deducted against
other income in calculating taxable income, while long run capital gains on eventual sale of
the property are concessionally taxed. There are thus tax benefits from highly levered
property investment, although the strategy involves significant risk of large losses if property

prices fall (which was a reason behind APRA’s actions referred to above).

What explains the shift of bank lending into housing mortgages? Some part of that trend is
due to the conversion of most of the pre-existing building societies to banks (most ultimately
to be taken over by the major banks) with their (predominantly) mortgage loan portfolios
having previously been outside the aggregate figures for bank lending. That direct effect is
relevant in explaining the growth in mortgage lending in the decade between 1985 and 1995
when around 13 conversions occurred. For example, the conversion of St George from
building society to bank in July 1992 accounts for around 70 basis points of the 160 basis point

increase in banking sector mortgage loans to total assets in that month.

For the major banks, the acquisition of many of those new banks (see Chapter 6, Appendix 1)

has shifted the emphasis of their activities towards residential mortgage lending.

Figure 2® shows how housing/total loans have grown since the late 1980s for each of
Australia’s major banks, consistent with the data in Figure 1 (which shows the ratio to
commercial loans rather than to total loans). The significant growth in the ratios started at
around the start of the 1990s. Some part of that reflects acquisitions of more mortgage
oriented banks (SBV in the case of CBA and Challenge Bank and Bank of Melbourne in the case
of Westpac). Those banks experienced a much greater increase in the mortgage/commercial

loans ratio than ANZ and NAB.

But the shift in the early 1990s also partly reflects the decline in commercial lending in that
period of “mini-crisis”. (Commercial loans outstanding for the banking sector declined by 13.4
per cent from its peak in September 1991 to a trough in February 1994, not regaining the

September 1991 value in nominal terms until June 2000, equating to a fall in real terms of

16 Data are extracted from Annual Reports, for Australian business only. 1987 data for CBA is not
available. Non-housing lending may be understated (increasing the ratio above that shown) for the earlier
years when acceptance of bills was a more important method of commercial lending. (The figures should
be treated as approximations due to deficiencies in the data).
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almost 20 per cent). But the trend in the mix of housing and commercial loans has continued

since then.

Major Banks' Australian Housing/Total Loans
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FIGURE 2: MAJOR BANKS' HOUSING/TOTAL LOANS

As noted earlier, it is not clear what role bank lending decisions have played in the large
growth in house prices and mortgage debt outstanding, compared to demand for housing
(and for mortgage financing) relative to housing supply. But what the figures above
demonstrate is that loan portfolios have become markedly biased towards mortgage lending
relative to commercial lending. Our banks have indeed become “bloody big building

societies”.

3.4 Drivers of Change

Section 3.2 briefly examined how the Australian financial sector has changed since WW2.
Implicit in that story were a number of possible causes of change, and it is useful to consider
each of those possible causes in a more general context to assist in thinking about possible
future changes in the financial sector. We start with a discussion around theories of

innovation.

17 Data on commercial lending drawn from RBA Table B2.
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Theories of Financial Innovation
There are two general requirements for a viable financial innovation. It must either make

markets more operationally efficient or it must involve market completion. The two
requirements are interrelated. The latter relates to providing risk-reward opportunities which
were not previously available either to any party or to some sub-group (such as enabling
individuals the opportunity to invest in a market portfolio of shares through an ETF). Improved
operational efficiency refers to developments which remove market distortions, reduce costs,

and also make it feasible to provide new products and services which complete markets.

Consistent with Kane’s perspective outlined earlier, one stimulus for innovation is the
existence of binding constraints limiting firm profitability (such as regulation). These provide
anincentive to find ways to loosen the constraints and as the impact of a constraints increases,
incentive to expend resources to loosen that constraint increases. Changes in technology and
increased financial competition can also contribute by, respectively, reducing the cost of
making innovations and increasing the cost of not innovating (and losing market share to

competitors who do innovate).

It is also relevant to look at the demand side. Economic conditions, such as high inflation or
volatility of financial prices can create a demand for innovations which ameliorate adverse

effects.

Differential taxation of different sources or uses of income is also important. Where taxes
distort returns, innovation to take advantage of those distortions can be expected. Such
arbitrage need not wipe out the originating profit opportunities, thus providing a continuing

stimulus to the innovation.

The role of financial institutions in financial markets and the agency problems thereby created
are also relevant. Innovations can emerge to solve moral hazard problems, even though they

appear to offer little new in the way of completion of markets.

Electronic Technology and “Fintech”
Over recent decades, technological change has altered fundamentally a number of features

of the financial system. Bank payments services are a good example. Payments services have
evolved from predominant reliance on cash and cheques, through paper based credit card
facilities, direct credit of payrolls, and debit cards to popular acceptance of EFTPOS and ATM
facilities. More recently the development of trade and payments via the internet, provision of
web-based banking services, and mobile phone “apps” are accelerating the pace of change.
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Central Banks are investigating the implications of possible introduction of central bank digital

currencies (CBDCs).

Such changes have had significant effects on bank cost structures, and the ability for
customers to access payments and other banking services without interacting with bank staff
has had an effect of “de-personalising” banking. Staffing numbers have fallen as technology
has provide alternative ways of performing front-office and back-office functions. Customers
are increasingly able to obtain information about and purchase alternative services and
products via the internet.’® Given the growing competitive significance of customer loyalty
(discussed below), this de-personalisation creates some major challenges for strategists in

financial institutions.

Doing business over the Internet involves problems and opportunities which are familiar to
financiers. Payment can be effected immediately at a keystroke, but delivery of merchandise
takes time. Standard trade finance issues assume importance, providing financiers with
business opportunities from facilitating trade on the Internet (where PayPal and AliPay have
prospered). Delivery of financial services can be divorced from physical location of the supplier
relative to the consumer. Competition becomes increasingly global — unless national

regulators create barriers which prevent such developments.

Regulators and Governments face significant problems from such developments. Consumer
protection becomes more complicated — as customers can access (via the internet) suppliers
of services who operate outside of their physical jurisdiction. Traditional measures of market
competition and power start to look less robust, as markets become more contestable by
physically far distant competitors. Prudential regulators face problems of dealing with
financial institutions whose activities increasingly cross national boundaries as physical

presence becomes less of an impediment to service provision.

These developments also raise numerous issues for national governments in the area of

competition policy associated with the operation of payments technology.

18 The growth of comparison sites where financial consumers can compare (and purchase)
alternative offerings of loans, investments, insurance etc., create new regulatory problems for

financial consumer protection.
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Customer Focus and Customer Loyalty
Once, customers of financial institutions typically remained loyal for life to the financial

institution they first embraced. The long-standing provision and subsidization of school
banking accounts (analysed in this 2020 ASIC report), such as the “Dollarmite” scheme
operated by CBA reflected this. This raised concerns about competitive equality for
institutions not able to negotiate operation of such programs with school authorities, as well
as about the benefits to children participating in the scheme. The CBA scheme became mired
in controversy in 2018 when remuneration incentives for staff, linked to new accounts
created, led some to set up thousands of “phoenix” accounts. The Victorian government was

one which subsequently prohibited such schemes in public schools from 2021

Independently of the school banking schemes, now, like that other great social institution of
marriage, lifetime commitment is no more, and financial institutions must continually woo

their existing customers.

Here financial institutions walk a tightrope. They appear to profit most from long term
customers. A prime objective is thus to entice customers away from competitors into a long
term relationship creating fierce competition in the area of “special deals” for new customers.
The risk is that unless one’s own long term customers are looked after they will be poached
by others pursuing similar strategies. If long term customers are not to be lost, financial
institutions need to ensure that they share with customers some of the cost savings that a
long term relationship brings, and avoid excessive exploitation of customer immobility

resulting from account transfer costs.

There is plenty of evidence that Australian banks have exploited the “stickiness” of their
customers. One tactic was via the use of “break” or “exit fees” whereby, for example, a
borrower wishing to pay out a home loan early to switch to another provider would be
charged an explicit fee. This practice was prohibited by legislation in 2010 (although fees for
fixed rate loans and for reasonable costs resulting for the lender were still allowed, as

described in more detail in ASIC Regulatory Guide 220).

More recently the differential between the rates on variable rate mortgages offered to new
borrowers versus those charged to existing borrowers has become an issue of contention. The
higher rates charged to existing borrowers have been described by some as a “loyalty tax”.

The RBA found in 2020 (using data from its securitization data base) that the gap was in the
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order of 40 basis points p.a. (on a $500,000 loan that amounts to around $2,000 extra interest

per year).

The ongoing challenge for financial institutions is thus to develop pricing structures for
services which achieve three goals. First, they must provide incentives for new customers to
switch business. Second, they must provide incentives for long term customers to remain with
them, and/or increase the costs of leaving. Third, the overall pricing structure must deliver
adequate profits. It will be necessary to pass on to long term customers some part, but not
all, of the benefits of lower costs of long term accounts, and cross subsidise new customers in

the hope of recouping those subsidies as a long term relationship develops.

As with any situation where cross subsidisation is involved, this is fraught with dangers. Longer
term customers may leave if their share of cost savings is felt inadequate, although by doing
so they destroy the asset (a long term relationship) which creates their potential benefit. New
customers may be enticed away by competitors, so that initial subsidies are never recouped.
For pricing strategies to work, they must be carefully designed and continually adapting to

changes by competitors.

For long term relationships to evolve, financial institutions need to examine how to best
respond to the technological de-personalisation of the financial services industry. At the

business/institutional level, strategies which are relevant include:

e greater emphasis on the roles of account relationship managers to create personal
links;

e provision of specialised advice and services upon which the customer becomes
reliant;

e inducing customers to “lock in” to software etc. which interfaces with the financial

institution’s systems (and is costly to change from).

At the retail level, the importance of the financial advice and planning industry indicates an
area in which financial institutions can expand services in a way which encourages customer
loyalty. But this involves a different skill base and career path for employees to that
traditionally seen and has proved fraught with operational risk dangers. Following the
revelations of the Hayne Royal Commission (although already in progress prior to that) the

banks have moved away from providing financial advice and sold those businesses to others.
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A recent, relevant, development has been the introduction of the Consumer Data Right

reflected in the Open Banking regime. By enabling customers to provide access for third
parties to data held about them by their current bank, the potential exists for such third
parties to develop competitive services and provide information about alternative banking
services which may be more beneficial to the customer. Increased competition among
suppliers of banking services and increased innovation are among the objectives of this

legislative change.

Pricing and Fees for Service
In a competitive market where there are few regulatory constraints on prices which can be

charged, it is important to have good information about the costs of providing various services
and products. If competitors link prices to the cost of production, a bank which doesn’t will
quickly suffer losses. It will attract business for products where it is undercharging and lose

business where it is overcharging.

Large financial institutions have in-depth knowledge on the cost of particular services
(although allocating many costs, such as those of head-office, is somewhat problematic). In
some cases they will use activity based costing to build up the total cost of a product or service
from the component activities (staff time, physical inputs, etc) involved in production.

Estimates of profitability by lines of business are important for internal resource allocation.

Increasingly, adequate profitability of individual lines of business is being required. The stock
market emphasises the need for a return on equity capital adequate for the risks involved and
penalises the share price of financial institutions not delivering. The regulatory approach to
supervision of financial institutions, based on risk weighted capital requirements, has further
focused management’s attention on the cost of equity capital. Those external pressures find
internal reflection in the need for business units to return an appropriate risk related return
on capital employed, and to do so by appropriate pricing of individual products to recover

both explicit costs and required return on equity capital.

The need to generate an adequate return on individual products arises because given the
mobility of customers, or more particularly their money and business, it is not generally
feasible to cross subsidise the provision of some products at prices below cost by excessive
charges on other products. Customers, naturally, use intensively the products which are
subsidised and shun the expensive products, so that no excess profits are made to support

the cross subsidisation.
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That does not mean that some cross subsidisation is not feasible across products where
customers consume them as a “package”. A retail transactions account, for example, involves
a payments services facility (itself incorporating many individual services) as well as a deposit
facility. Some forms of cross subsidisation across these services are feasible if they limit the
extent to which customers can exploit the cross subsidisation, and this is reflected in the

variety of systems of account fees and charges used by financial institutions.

Industry Structure and Competition
The composition of the financial industry is continually changing, under the influence of

number of factors. First, there is international competition. National barriers to entry into
domestic financial markets have generally fallen over recent decades. Standardisation of
prudential regulation via common capital requirements based on international proposals also
levels the international playing field. Combined with modern electronic technology, which
reduces the significance of geographical location, commonality of prudential supervision may
enable far distant institutions to compete with locals for some parts of the financial services
market, even in retail markets. Absent restrictive entry legislation, competition for business

in the era of modern technology is increasingly global rather than national.

A second factor affecting the structure of the financial services industry is the impact of
modern technology on the cost structures of institutions of different sizes. Numerous
statistical studies have provided mixed evidence on whether “bigger is better” from a cost
perspective. Average costs do not appear to decline as size increases above some mid-size
level, but very large entities do appear to capture some economies. Of course, with the
changes in technology currently being experienced, that historical evidence based on old data
may be outdated. Certainly, managements of financial institutions appear to believe that
bigger is better. That phenomenon may also reflect their personal prestige arising from
running a larger organisation, or the fact that greater market power may arise from larger size,

or that certain attractive activities can only be conducted by large scale institutions.

Blurring of the boundaries between banking and other financial service providers is a
continuing phenomenon. At one level, banks are experiencing increasing competition from
“Fintech” firms — both small specialists and gigantic firms such as Google, Amazon, Apple who
have technology and access to customer information which is valuable in providing financial

services. (Stulz, 2019, discusses this issue).
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Banks have also expanded into “non-banking” areas, as evidenced by the growth of
“bankassurance”, the combining together of traditional banking and life insurance / funds
management activities as well as “wealth management” involving financial advice. But the
absence of financial benefits from economies of scope, and control problems in large complex

institutions, have seen most Australian banks reverse that trend.

All types of institutions are continually facing new competitors. Mortgage Brokers (such as
Aussie Home Loans) have made their presence felt in Australia, facilitating the securitisation
industry and initially provided a new source of competition to the housing loan business of
banks. Financial planners and advisors have usurped the traditional role of the bank manager
and life insurance agents as a source of advice, and increasingly influence the direction of
savings funds of their advisees. Large companies have sophisticated in-house treasury
functions which enable them to undertake activities previously provided to them by banks.
The funds management industry has boomed, with an explosion of mutual funds (unit trusts)
available to investor / savers. Combined with growth of superannuation savings this has led
to an increasing proportion of savings bypassing the traditional banking industry or the role

of whole of life and endowment policies as forms of long term savings.

A fourth factor influencing change relates back to customer relationship issues. Recent years
have seen the development of branded credit cards and credit point schemes enabling receipt
of benefits from particular businesses associated with credit card schemes. The objectives of
such schemes are to encourage customer demand and “lock in” continued business, ie to
promote customer relationships. This can be expected to continue, and liaisons between

banks, life offices, and large businesses further developed.

Organisational Structure
Over recent years, financial institutions have changed dramatically their internal structures

and organisational arrangements in the face of an evolving financial services industry.
Organisational charts have been, virtually continuously, rearranged, the security of

employment reduced, and relevance of traditional career paths reduced.

These changes seem likely to continue. As financial institutions adapt and the range of
activities undertaken expands, it is unlikely that organisational structures will remain
unchanged. Institutions have to grapple with the task of assimilating quite differing cultures
(and salary arrangements) as that occurs. The bottom line, though, is that traditional services

and the careers based on those services are unlikely to be growth areas. Experience will
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remain important, but a greater emphasis on computer literacy and financial education and
knowledge will be required to cope with the modern financial system and provide service to

customers.

APPENDIX: Major Government Reports/ Inquiries

Independent Inquiries commissioned by the Government (or Industry Associations) are
relevant not just because of the recommendations made, but also because of the wealth of
information provided in the reports and submissions made to the Inquiries. The Table below
lists most of the major ones relevant to banks and the financial sector. There are also many
reports produced by Parliamentary Committees (and information about those up till 2013 can
be found here). Treasury also undertakes many consultations which can be found on its web

page, while ASIC and APRA also undertake consultations and produce relevant reports.

TABLE 1: MAJOR FINANCIAL SYSTEM RELATED INQUIRIES

Year of | Title Chair

Report

1981 Australian Financial System Inquiry: Sir Keith Campbell
1984 Martin Review: Appointed by Hawke Mr Vic Martin

government to review Campell findings;
endorsed broad deregulatory thrust in

report in 1984

1991 A Pocketful of Change: Banking and Senator Stephen
Deregulation Martin

Industry Commission (Availability of Capital)

Report 1991

1997 Australian Financial System Inquiry Report Mr Stan Wallis
1998 Managed Investments Act Review Treasury

2004 Study of Financial System Guarantees Prof Kevin Davis
2010 Australia as a Financial Centre Mr Mark Johnson
2010 Super System Review Mr Jeremy Cooper
2014 Australian Financial System Inquiry Mr David Murray
2016 Inquiry into Small Business Loans Ms Cate Carnell
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4.1 Introduction
Banks are traditionally depicted as financial institutions which take at-call and term deposits (of up to

several years) and make loans of a longer duration. They also provide various services to customers
such as payments services and loan commitments (which allow the customer to borrow funds at some
future date(s)). To manage the risks associated with these activities they hold cash and marketable
securities (to be able to meet liquidity risk of net cash outflows from customer decisions) and have
equity funds provided by shareholders (to absorb credit risk of losses such as from loan defaults, and

other losses).

Larger banks also provide services to other smaller banks and financial institutions and to foreign
banks. In some countries, at some times, banks have been precluded from undertaking investment
bank activities such as underwriting issues of securities by corporate entities. The Glass-Steagall Act
in the USA (which was repealed in in 1999) enforced this from the 1930s. In Australia, as in European
countries, “Universal banking” (allowing both commercial and investment banking activities in the one

organisation) has been the norm

Some smaller banks may not have direct access to the payments network and will (for a fee) obtain
access via a larger bank’s systems. There are also specialist organisations, such as CUSCAL which have
ESAs (Exchange Settlement Accounts at the RBA), are linked into the payments system, and provide
access for Credit Unions. Non-bank financial institutions (NBFIs) which do not have accounts at the
Central Bank will have deposit accounts at banks which act as their liquid reserves and into which they

transfer funds received from customers and draw upon to pay customers.

There is an important consequence arising from this use of bank deposits as liquid assets by NBFls. If
a customer decides to withdraw funds from a bank to place it with a non-bank financial intermediary
(perhaps in response to an offer of a better interest rate), the banking system will not have a reduction
in total deposits. Ownership of bank deposits will change and, if the NBFI banks with a different bank
to the customer originating the transaction, one bank will lose and the other gain deposits (with

settlement between the two banks occurring by way of credits and debits to their ESA accounts.
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Services are also provided to foreign banks via correspondent banking services. US banks will, for
example, have an AUD deposit account at an Australian bank. If a customer of the US bank receives
(or needs to make) a payment in AUD, the US bank will credit (or debit) the customer’s USD bank
account (with the USD amount based on the prevailing exchange rate). In turn, it will deposit the AUD
funds received from (or withdraw the AUD funds required by) the customer as transactions on its AUD
account with the Australian correspondent bank. (The precise details of how this is done obviously
depend on the way the payments occur — such as by way of cheque or wire transfer etc., as discussed

in Chapter 14).

While much of the focus on banks involves their funding by way of deposits, they will often also use

debt funding by issuing bonds (debentures, notes) to investors.

“Debenture” is a legal term for debt instruments which may alternatively be called “bonds” or “notes”.

(More information is at MoneySmart and in ASIC’s Regulatory Guide 69). Their key characteristic is

that they are a promise to repay the capital invested plus a specified interest on certain dates. They
may be secured against particular assets of the issuer, or unsecured. The issuer is required to issue a
prospectus to make an issue of debentures of (up to) some specified amount over some specified
time. The investor (generally) has no right to claim early repayment unless an act of default has

occurred, but can sell the debenture to other investors in the secondary market (if there is one).

In contrast, bank deposits do not require issue of a prospectus (and are available to investors “on
tap”), must be unsecured, may be redeemed by the investor on demand (for at-call deposits), may
allow for the bank to change the interest rate on offer at future dates, and cannot (except for
negotiable certificates of deposit) be sold to other investors. In general, banks are not allowed to raise
money by issue of secured debentures (the exceptions being via issue of covered bonds or repurchase

agreements). “Basic banking products” (ie deposits) also escape the legislation on requirements for

financial advice applicable to debentures and other financial products.

Should a bank become insolvent, the priority in recovery of funds of its debenture holders and
depositors will depend upon the laws of the country, and generally deposits of up to some specified
value will be guaranteed by a government run deposit insurance scheme. In Australia, deposits of up
to $250,000 per depositor are guaranteed under the Financial Claims Scheme and deposits that are
uninsured have priority over debentures in claim on the bank’s remaining assets (if any). In some

jurisdictions, deposits and debentures have equal standing.

One feature of debenture issues by non-bank companies is that they will generally involve the use of
“covenants” aimed at protecting the investors. These may require the company to either do certain

things (such as maintaining a debt/equity or interest coverage ratio below some specified number) or
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not do certain things (such as issuing higher ranking debentures). Due to the nature of banking, such
covenants would unreasonably restrict the normal business of banking, and thus there are generally

few covenants attached to bank debenture issues.

Modern banks do much more than take deposits and make loans, but it is useful to start with a
simplified model of a bank before moving on to consider the additional complexities created by other
activities. In such a model, there are two main components. One is the balance sheet position,
reflecting the various financial claims held by the bank (as well as other assets such as physical
premises) and claims (of depositors, creditors, shareholders etc) on it. (There are also typically
significant Off-Balance-Sheet (OBS) items, described in notes to the accounts, reflecting other
contracts with customers involving rights and obligations about future possible transactions between
the parties or positions in derivatives). Table 1 provides a highly simplified example (to be expanded

upon later).

TABLE 1: A SIMPLIFIED BANK BALANCE SHEET

Assets (A) Liabilities (L)

Cash C D Deposits
Securities S B Debt
Loans L E Equity

The balance sheet is a stock (point in time) depiction of the bank and focuses upon the bank as a

portfolio of assets and liabilities — and prompts analyses from that perspective.

The other component is the income statement showing sources of income and expenses and the
profit/loss arising over a specified period. Table 2 provides a simplified example, together with
definitions of some commonly used metrics. (Note that in the financial accounts for Australian banks,
the information is generally presented in one column showing first income, then expenditure, then
profit). This is a flow (per period) depiction of the bank as an operational entity — and prompts analyses

from that perspective.
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TABLE 2: SIMPLIFIED BANK INCOME EXPENDITURE STATEMENT

__—

Interest Income Interest Expense
Norn-Interest Income Nonll Operating Costs oc
[fees, trading income) [wages, rent, inputs,

depreciation)
Cradit Impalrment Charga CIC

Income Tax Expense T

Profit after tax m

MNet Interest Income (NIl) = Interest Income (II) — Interest Expense (IE)
Return on Assets (ROA) = (Profit after tax)/Total Assets
Return on Equity (ROE) = (Profit after tax)/Equity

Cost/Income Ratio = OC/ (NI + Nonll)

The two components are interrelated such that neither is sufficient for a full understanding of banking
activities, performance, and resulting risks. And, of course, the real world is more complicated than
depicted in these simple examples. One complication arises from the legal structures of banks to which
we now turn. Another arises from the internal organisational structures involving a number of
business units whose activities are aggregated together to derive the overall bank balance sheet and

income statement. This is considered subsequently.

4.2 Bank Legal Structures

An important distinction to be aware of is that between branches and subsidiaries. Banks can operate
in many different geographical locations (including in other jurisdictions). A branch is generally
thought of as a physical premise in some location, but it has no separate legal identity from the bank
itself. A customer may operate a deposit or be granted a loan through a particular branch — but the
legal contracts and obligations are with the bank, not the branch. The branch is simply part of the way
in which the bank organises itself to best interact with customers. Internally the bank may operate a
set of management accounts for all branches to track their performance, but they are purely an
internal management tool. Larger banks will also structure their activities by dividing them across
particular business units — such as retail, business, corporate, and institutional, and will include
information on the performance of those business units in their financial reporting. Physical branches,
which deal mainly with retail and small business customers, are likely to come under the responsibility

of the retail business unit. Branches in offshore locations sometimes may involve not much more than
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a name-plate on a building and minimal staff (but in other cases are heavily engaged in international
financial markets), and will generally come under responsibility of a wholesale or institutional business

unit.

A subsidiary is a separate legal entity. The parent holds all (or a controlling share) of the equity of the
subsidiary and thus exerts control over the subsidiary’s activities by appointing directors and
management. The subsidiary will be required by law to produce its own set of accounts, and customer
transactions are legally with the subsidiary, rather than the parent (although the latter may guarantee
some such transactions). The amount of equity invested by the parent in a subsidiary may be quite
small, but not always. Customers of a subsidiary may look at its equity capitalisation (equivalently the
excess of its assets over liabilities to customers and counterparties) to assess the risk of dealing with
it — knowing that the parent could simply “walk away” from a failing business and let it be liquidated.
More significantly, if the subsidiary is a bank operating in another jurisdiction, it is likely that the host
regulator will demand maintenance of some minimum level of equity capitalisation to protect
depositors with that bank. The New Zealand regulator (RBNZ) has required that the Australian banks
operate their main New Zealand activities by way of separately capitalised subsidiaries such that there
is a dedicated equity buffer to absorb losses and protect New Zealand depositors against a bank

failure.

It is also important to note that a “bank” will often itself be part of a corporate group. It might be
owned by a holding company (common in the USA), which is often a non-operating holding company
(NOHC). There has been an ongoing shift in the USA towards bank holding companies (BHC) having an
important range of non-bank subsidiaries, such that focusing on BHC’s does not necessarily provide
good insights into “traditional banking” activities — but does reflect the increasing financial complexity
of financial conglomerates. In the UK and the EU that increasing complexity has been accompanied by

recommendations (the Vickers Report in the UK (implemented in 2019) and the Liikanen Report in EU)

for “ring-fencing” of retail banking from other activities. In the USA, the Volcker rule (part of the Dodd-
Frank Act) aims to achieve a similar purpose of reducing risk spill-overs from what some have called
“casino” (investment) banking to “utility” (commercial) banking by prohibiting banks from proprietary
trading and restricting their investments in hedge funds and private equity. Correa et al examine
whether there have been changes in the risk profiles of large US BHCs as a result and find that while
organisational complexity has reduced somewhat, some types of risk have increased relative to years

prior to the GFC.

“Ring Fencing” requires banks to adopt a form of holding company structure in which payments
services, and retail lending and deposit taking are conducted in a subsidiary which is not allowed to
engage in “excluded activities” such as investment and international banking. These must be
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conducted in different subsidiaries. Limits on transactions between the subsidiaries are required to
limit spillover of risks.

Proprietary Trading is where a bank has a dedicated trading desk which enters transactions in forex,
interest rate, commodities markets etc with the intention of making profits for the bank from such
trading. A problem in clearly identifying “prop” trading is where a bank may acquire a large exposure
position (such as in forex) from providing a hedge to a client, and then wishes to remove that exposure
by dealing with other banks in the market.

A stylised illustration of a typical US Bank Holding Company (BHC) structure is shown in the figure
below taken from an article by Avraham et al, which also explains the historical evolution of that
model.! Following the Gramm-Leach-Bliley Act in 1999, many BHCs registered as Financial Holding
Companies which enables a broader range of financial activities — although strict limits still exist on
investments in non-financial companies. While the Federal Reserve has supervisory responsibility for
holding companies, bank regulation and that of non-bank financial activities may be undertaken by a
range of other entities. Stackhouse provides a discussion of reasons, such as restrictions on types of
equity issues following the Dodd-Frank Act, why a holding company structure has become less

desirable for some mid-sized US organisations, although there still remain benefits.

Stylized Structure of a Large Bank Holding Company

Top-tier
financial holding
company
(FR Y-9C)
(FR Y-9LP)

Bir;‘;nhpﬂﬁifng Nonbank holding G Al bank
compan ommercial ban
(FR Y-9C) (FRY-1 1[3/23’1 a) (FFIEC 031/041)
(FR Y-OLP/SP)
[

[ | [ |
Foreian bank U.S. nonbank Foreign nonbank Nonbank Nonbank Foreian branch
(FRQQSM- subsidiary subsidiary subsidiary subsidiary p|Z|gEC, 030

} (FRY-11) (FR 2314) (FRY-11/2314) (FR Y-11/2314) ( )

FIGURE 1: ILLUSTRATIVE US BANK HOLDING COMPANY STRUCTURE

4.3 Australian Bank Structures
An alternative structure is that the bank is the parent company of the group (typical in Australia) with

a range of subsidiaries undertaking other types of financial business or undertaking banking business

in other jurisdictions (although that can also be done via branches).

! The items in brackets in the figure refer to the financial reports required by regulators). See also the short article
by N Cetorelli and S Stern for more information on historical evolution of BHCs.
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This leads to a distinction between “Level 1” (the Australian bank business plus overseas branch
activities), “Level 2” (also including banking subsidiaries) and “Level 3” (including other subsidiaries’

activities) definitions of a bank for regulatory purposes, as shown in Figure 2 for CBA.

NOHC structures are found in Australia for Macquarie (see Figure 3), Suncorp and AMP —each of which
has other significant non-banking financial activities. In 2023 ANZ converted its operations into a
NOHC structure. Whereas equity capital is issued by the parent bank in other cases (and some of it
disallowed by APRA in the calculation for regulatory purposes as being invested in other non-level 2
activities) the NOHC’s issue equity capital and allocate some of it to the bank subsidiary. They may

also issue debt and on-lend it to the bank subsidiary, or the latter could borrow in its own name.?

Macquarie converted its structure to a NOHC structure in November 2007. In the explanatory
memorandum it noted that under the previous structure, where the parent company was a bank,
many of the APRA regulations applicable to banks constrained its freedom to engage in some non-
banking activities. The NOHC (MGL, which is the entity listed on the ASX) would still be subject to some
APRA regulation (such as capital requirements), but by locating non-banking activities in a separate
subsidiary to the bank (MBL), these would not be subject to APRA’s banking prudential standards.
Many services (Treasury, HR, IT, Risk Management etc) are provided at the group level via an operating
company subsidiary of the NOHC. While some amounts of non-banking activities (funds management,
real estate, commodities) were retained as subsidiaries of the bank (MBL) these were not included for
APRA regulatory purposes at the level 2 bank definition and similar activities are also undertaken

within the non-banking subsidiary.

Foreign banks can enter the Australian market in either branch or subsidiary form. However if they
operate as a branch they are essentially excluded from operating as retail deposit takers. This is
because legislation requires that depositors must make an initial deposit of at least $250,000. This
does not preclude them from engaging in retail lending activities such as home mortgage lending.

At the start of 2021, Foreign subsidiary banks were: Arab Bank Australia Limited; Bank of China
(Australia) Limited; Bank of Sydney Ltd; Citigroup Pty Limited; SBC Bank Australia Limited; ING Bank
(Australia) Limited (trading as ING); Rabobank Australia Limited

2 In mid 2019, APRA raised a problem requiring rectification for the NOHCs operating in Australia in that the
loans provided to the bank subsidiaries had conditions attached providing for recall with less than 30 days notice
which meant those loans could not be counted as stable funding for the purposes of meeting the Liquidity
Coverage Ratio.
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Offshore Branches
and Extended
Licensed Entities

Commonwealth
Bank of Australia

|

L ASB Bank Ltd (ASE)

Level 1

PT Bank Commonwealth
(FTBC) Colonial Holding
Company Ltd and
immediate holding
— CBA Europe N.V. companies

—  Other Banking Entities

Level 2

Qualifying securitisation .
— ) . Insurance entities
vehicles

Level 3

FIGURE 2: CBA GROUP STRUCTURE

SOURCE, PILLAR 3 REGULATORY DISCLOSURE AT SEPT 2022
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Level 3 Non-Operating Holding
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Ireland Bank
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Europe?
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1
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1
1
1
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1
1

____________________________________________________________________________________________________

1 These are securitisation vehicles that achieve Regulatory Capital Relief per APS 120.

2. Disclosure of Macquarie Bank Europe’s Pillar 3 document is avallable on Macquarie's website httpsy//www.macquarie.com/au/en/investors/regulatory-
disclosures,htmil,

FIGURE 3:MACQUARIE GROUP STRUCTURE: IMARCH 2022:

SOURCE - BASEL 3 REGULATORY DISCLOSURE

Bank Structure & Account Consolidation — Which figures?
Because banks undertake non-banking activities via (generally fully-owned) subsidiaries, an obvious

guestion arises of which set of accounts should be looked at? Australian banks will present financial
statements for the “Consolidated Group”, which corresponds to the “Level 3” framework outlined
above and thus incorporates some non-banking activities. Some will also present financial statements
for the “Bank” (CBA) or “Parent” (WBC) or “Company” (NAB) which corresponds to the “Level 1”
framework, incorporating Australian (and overseas branch) banking operations.? (Those that don’t
present that information in their audited financial statements will, however, provide information on
the performance of the banking businesses in the notes to the accounts and other disclosures).
Operations of overseas subsidiaries (such as in New Zealand) will be included in the Group, but not
the “Bank” figures. The “Group” figures thus involve the consolidation of accounts for the “Bank” and

its subsidiaries (and the practice of accounting consolidation is not necessarily a simple one!)

3 ANZ, since 2017, has only presented the consolidated figures in its annual report, but also produces “The
Company Financial Report” which shows the non-consolidated figures for the parent company (the Australian
bank or level 1 group). In 2017 total assets of the consolidated group were $897 billion versus $797 for the parent
company, with the difference largely due to assets of the NZ subsidiary.
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Banking analysts with a focus on the bank share price will tend to focus on the consolidated accounts
for the group — since this reflects all the activities of the bank and its subsidiaries which contribute to
the profit of the listed entity. At the same time, figures presented for the “Bank” (level 1) are also of
interest, giving some information on the banking activities — although some banking activities are
conducted in subsidiaries which are part of the “level 2” grouping. Moreover, since bank regulatory

requirements are based primarily on the “level 2” grouping, these also need to be considered.

So, level 1 financial statement data will correspond to “The Bank” financial statements in the annual
accounts (including transactions between the bank and subsidiaries). Thus, “The Bank” financial
statement data will incorporate such things as customer deposits and loans at the offshore branches.
The Consolidated financial statements will incorporate all Level 3 entities — where control applies,*
and it is this Level 3 data which is relevant for determination of the banking group share price on the

ASX.

Unfortunately, the Level 1 balance sheet data, because it includes offshore branch positions, does not
provide information about an important aspect of the bank’s financial condition. Under the Banking
Act (Section 13A, (4)), Australian incorporated banks (including subsidiaries of overseas banks
operating in Australia) are required to maintain domestic assets greater than domestic deposit
liabilities (ie items “booked” in Australia with either residents or foreigners). These correspond to the
figures shown in APRA’s Monthly Authorised Deposit-taking Institution Statistics (MADIS)— but only a
subset of information is provided there. (Aggregated data is provided in Quarterly authorised deposit-
taking institution performance statistics (QADIS)). In theory, a bank (Level 1) could have assets greater
than liabilities, but not meet the domestic assets/liabilities requirement if, for example, the foreign
branches had made many more loans than deposits they had raised. (The reason it matters is that the
contracts of the foreign branch with its customers would be dealt with under the legal system of the
foreign jurisdiction if the bank failed, complicating resolution of the bank and availability of the bank’s
remaining assets to repay domestic depositors). Unfortunately, the regulator (APRA) is unwilling to

provide full disclosure of bank financial statements provided to it monthly as part of its data collection.

In terms of regulation, APRA (and supervisors elsewhere) apply capital and other requirements at all

of the level 1, 2, and 3 frameworks. The capital adequacy standard (APS110) applies at both a level 1

and level 2 basis, and banks generally report the level 2 figure (which corresponds to total banking
activities whether by branch or subsidiary) in their briefings and disclosures. At the level 3,

conglomerate level, APRA applies certain prudential standards regarding governance and risk

41t is important in using international databases such as Moody’s (Bureau van Dyke) BankFocus (previously
known as BankScope prior to 2017) to be careful as to whether consolidated data for the group or bank-level data
is being used.
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management to eight groups (the four majors, Macquarie, Suncorp, AMP, and Challenger). APRA has
not implemented specific conglomerate capital requirements as at early 2023 (but is consulting on a

draft capital standard for groups (3PS 110 Capital Adequacy (draft), initially released in 2014). For the

four majors, designation as a Domestically Systemically Important Bank (D-SIB) with additional capital

charges can, to some extent, be regarded as an alternative.

It is worth noting that many (but not all) of the misconduct problems for the banks exposed by the
Hayne Royal Commission related to activities conducted by entities outside of the level 2 framework

(but part of level 3). These include financial advice, insurance, wealth management.

Australian Bank Business Unit Structures
A further dimension of the complexity of bank operations lies in the ways in which they structure

themselves into separate business units. Table 3 shows the structures of the five largest Australian
banking groups as shown in their 2018 Annual Reports. Over the years the banks have experimented
with a variety of structures (influenced by various consulting firms) involving different groupings by
way of products, customers, geography. Within each business unit there will be risk officers
responsible for risks emanating from that unit’s activities, in addition to risk officers at higher levels in
the organisation overseeing overall specific types of risks arising from the various divisions. An
important component of overall bank management is the way in which delegation of pricing and risk
management responsibilities occurs to business unit managers, as well as performance evaluation of
the business units (and their sub-units and by products). Internal funds management transfer pricing

practices and divisional capital allocation and risk assessment are crucial in this regard.

Putting Macquarie to one side (because of its NOHC structure and relative importance of non-banking
business), all have retail/consumer business units and New Zealand operations, but vary slightly in
terms of how they separate corporate, institutional and business banking and wealth management
and international (non-NZ) activities. For ANZ, for example, an “Australian” business unit combines
retail, corporate and commercial activities whereas Westpac has separate “Consumer” and “Business”
units (but in March 2021 announced that it was combining them). Typically, the Head Office/Corporate
Functions is a cost centre, relying on charges made to other business units (although treasury trading
income is also relevant in some cases). Mortgages provide the largest contribution to profits for the
four majors, with some part of that activity located in business banking — in addition to personal/retail

banking.

Each of the banks will present financial statement information for each of its business units in annual

reporting and presentations to analysts. The way in which these figures are derived depend upon
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managerial accounting methods such as funds transfer pricing, activity based costing, and economic

capital allocation which are considered later.

TABLE 3:AUSTRALIAN BANK BUSINESS UNIT STRUCTURES

Corporate Group Technology &  Treasury, Corporate
Centre, Digital Strategy, Operations, Risk, Technology,

Banking, Group Marketing, People, Customer Core Support

Operations & Corporate products & services,

Services, Affairs, People, Finance

Technology Treasury

Australia (Retail, Retail Banking Consumer Banking Consumer Banking &

Corporate and  Services and Wealth Business Financial

Commercial) Bankwest Business and Private Services
Business & Banking (Personal
Private Banking)
banking

Institutional Institutional Corporate and Institutional Corporate and
Banking and Institutional Banking Asset Finance
Markets
New Zealand Wealth NZ Banking BT Financial Macquarie
Management Asset
Management
Wealth New Zealand New Zealand Commodities
Australia and Global
Markets
Asia Retail & IFS Macquarie
Pacific (International) Capital

Australian Bank Reports and Presentations
There are three main sources of information about individual bank positions and performance. One is

the Annual Report and Financial Statements. A second is the various presentations made by senior

bank staff to analysts and investors (which can be found on bank web sites or announcements to the
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ASX). The third is the required Basel 3 regulatory disclosures (also found on bank websites). The risk
disclosures are quarterly, but the full and half year ones provide the more comprehensive information.
Capital disclosures are updated as banks issue (or retire) funding instruments which count as

regulatory capital.

Unfortunately, APRA does not provide much useful public information about individual banks. While
it collects a lot of relevant data (such as through regular D2A (Direct to APRA) reports filed by banks),
it is bound by confidentiality clauses in legislation (and available resources) which reduce its
willingness to make this data available. This is quite different to, for example, the USA where the bank
Call Reports are publicly available and very detailed. However, APRA is in the process of considering

how much more of the data collected about individual banks can be made publicly available.

4.4 Bank Balance Sheet Fundamentals
Understanding the balance sheet of a bank is a crucial part of analysing banks. The balance sheet

shows the collection of assets and liabilities arising from their activities and can provide important
information about the financial products provided and the risk position of a bank. Being a point in time
(stock) measure, the balance sheet can only show so much, however, and is often only available to
the public and analysts at infrequent intervals. It does not, for example, provide information on the
processes by which those assets and liabilities are created or acquired and whether delivery and
distribution mechanisms used are efficient or keeping up with technological changes. Nor does it
provide information on a bank’s commitment to, and strategies in, the increasingly important area of
ESG (Environmental, Social, and Governance) matters. For this type of information it is necessary to

look to other parts of bank disclosures.

A simplified bank balance sheet
Putting to one side the complexities associated with bank organisational structures, in its simplest

form a bank balance sheet can be represented as shown in Table 4.

TABLE 4: SIMPLIFIED BALANCE SHEET

Assets (A) Liabilities (L)

Cash C D Deposits
Securities S B Debt
Loans L E Equity

Typical features of such a balance sheet include:
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1. High leverage® (E/A quite small, e.g. 0.05)

2. Average maturity of loans (L) much greater than that of deposits (D), some of which will be
available to depositors “at call”

3. Cash holdings (C), including deposits at the Central Bank, are a relatively small fraction of total
assets

4. Debt finance (B) is generally small relative to deposits (D), and may include “hybrid”
instruments (which have some equity-like features)

Each of these characteristics may be subject to regulatory restrictions such as capital adequacy, stable
funding, or liquid asset holdings, requirements — which are all features of the international prudential

regulation standards (currently) known as Basel 3 introduced in 2011.
Such a balance sheet presentation prompts a number of questions:

1. How are assets and liabilities valued? The balance sheet is an accounting document and thus
the items are valued according to prevailing accounting standards. Historical cost accounting
is used for the majority of items, but some (such as tradeable securities held) will involve
“mark to market” valuation.

2. If full repayment of loans made is in doubt, how is that reflected in the balance sheet? For
example, a borrower’s circumstances may have changed such that a loan previously made for
$100 is now unlikely to be repaid in full — and only $80 expected. The bank will make a “loan
loss provision” of $20, and deduct this from the “gross loan” amount of $100 to give a “net
loan” amount of $80 which is the figure now shown on the balance sheet. This raises the
following fundamental question.

3. If the value of assets falls, what adjusts to ensure the balance sheet balances? The answer is
that the value of equity recorded on the balance sheet must fall (by $20 in the example above)
to ensure that the balance sheet balances! Equity is a residual item in the balance sheet equal
to the difference between the value of assets and the value of liabilities.

This last point highlights the need for good bank accounting practices, so that the equity figure shown
in the balance sheet is a good reflection of the bank’s solvency. A bank with a number of bad loans

which it has failed to disclose might appear solvent when, in fact, it is not.

It is also important to emphasise that bank equity (ie bank capital) is an item on the liability side of its
balance sheet. It is thus not something “held” by the bank — despite the widespread use of this term
by bankers and regulators. The bank “holds” assets and it is the excess of these over liabilities which
determines the amount of recorded equity capital. (A far better expression would be to say that the

bank “maintains” or is required to maintain a certain level of equity (or capital) in its funding of assets).

Another way to think of the role of equity is that it is one of the sources of funds (along with deposits
and debts) available for holding assets. If for example a regulator requires a bank to raise more equity

that means the bank has more funds available to purchase additional assets (make loans). An increase

5 Note that the “leverage ratio” capital requirement introduced as part of Basel 3 and defined as “equity/exposures”
is the inverse of standard corporate measures (assets/equity or debt/equity) and includes off-balance sheet credit
exposures in its calculation of the denominator, and disallows some part of equity in the calculation of the
numerator.
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in required equity does not mean (as some wrongly suggest) that the bank will be less able to finance

loans.

Bank Accounting
In July 2014 the IASB (International Accounting Standards Board) introduced the revised standard

Financial Instruments IFRS 9 for introduction by January 1, 2018. The Australian implementation is

AASB9. The new standard has three main elements relevant for bank accounting.

First, it is possible to value an instrument either as “fair value through profit or loss” (implying that
changes in market value, even if unrealised, are reflected in the balance sheet and affect current
period profits). This is applicable to trading portfolios (books). It is also possible to value an instrument
at amortised cost, but only if (a) the asset is planned to be held to maturity and thus not available for
sale and (b) the future contractual cash flows are principal and interest amount receivable on specified
dates. This applies to most of the “banking book”. A further option is measurement at fair value
through other comprehensive income if the intention is to hold the asset but where it is also available
for sale, which would be applicable to portfolios where there is less frequent trading than in the

trading book.

Second, impairment of assets is now based on expected credit losses (rather than incurred losses).
The loss amount can be calculated as either (a) expected lifetime losses on the asset from possible
default events in the next 12 months or (b) expected lifetime losses from future default events at any

time over the life of the asset. If an asset is impaired, then the recognition of interest income due from

Significant increase in credit risk since initial recognition

Stage 1 Stage 2 Stage 3
12-month expected Lifetime expected credit losses
credit losses
Credit risk on a Credit risk on a Financial instruments
financial instrument financial instrument are credit-impaired
has not increased has increased
significantly since significantly since
initial recognition initial recognition but

not credit-impaired

Collective Specific
Provision Provision

the asset is appropriately adjusted. Earlier recognition of credit losses is a consequence as is smoother

provisioning over the cycle.

FIGURE 4: AASB9 PROVISIONING (SOURCE: NAB)

The third element of AASB9 relates to disclosures.

A short summary of IFRS9 implications for banks is provided by the Financial Stability Institute
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NAB implemented IFRS9 in 2014, ahead of the required start date and provided an analyst/investor
presentation on the consequences in March 2015. This states that there was an increase in collective
provisions offset by reduced GRCL (no P&L impact) and had a negative effect of 13 bp on the CET1
ratio. ANZ 2018 Annual Financial Statements notes that AASB9 applies with the Sept 2019 accounts

and reduced net assets by $813mill and reduced the CET1 ratio at Level 1 by 12 basis points.

4.4 Capital Measurement Problems
Equity Capital is the “buffer” to absorb losses and protect depositors/creditors. Regulators pay

particular attention to the size of such a buffer — including how to measure it in such a way that it

appropriately shows the quantum of net assets available for the buffer/loss-absorbing role.

In practice, bank failures have often involved sudden recognition of long standing, but previously
unrecorded, losses. These could be due to loans which have been recorded in the accounts at the
amount owed, even though the prospect of recovery is slim. Another reason is the discovery of long
standing fraudulent practices leading to overstatement of the value of assets or understatement of
liabilities.®

Once recognized these require a write down of asset values (or writing up of liabilities)’ to their “true”

value. Since the balance sheet must balance, this implies a corresponding write down of equity capital.

In calculating the value of equity capital which is available to serve as a loss absorbing buffer,
regulators make a number of adjustments. For some assets (not shown on the simplified balance sheet
above), balance sheet measures are estimates of what might be realized only if the asset was sold
while the bank was a viable, going concern. These include such things as goodwill, investments in
subsidiaries, and deferred tax assets. Their value is likely to decline just when it matters most! Hence

they are commonly deducted in calculating eligible regulatory capital.

Capital Measurement Problems: US Examples

The experience of the US FDIC provides some good examples of how reported accounts may not
provide a timely indication of the true state of a bank. Information can be found on the immediate
pre-failure balance sheets reported to the regulator, and how much the deposit insurance fund lost
as a result of the failure.

One such example is the Alabama Trust Bank (ATB) which closed on May 18, 2012. At March 31, 2012,
six weeks earlier, it had reported approximately $51.6 million in total assets and $45.1 million in total
deposits, and (after other liabilities) a positive equity value. The FDIC entered into a purchase and
assumption agreement with Southern States Bank, Anniston, Alabama. This, essentially, involved that

6 This EDIC paper states that “material insider abuse and internal fraud were present in approximately 457 (37
percent) of the 1,237 U.S. failed commercial and mutual savings banks (hereafter, banks) between 1989 and
2015”.

" Understatement of a liability might arise if, for example, the terms of the contract require, as a result of some
event, a higher payment to the creditor than is recorded in the accounts.
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bank taking on (assuming) the deposit (and some other) liabilities of ATB, and obtaining the good
assets (loans) with the shortfall of assets relative to deposits made up by a payment from the FDIC. It
was estimated at the time that the cost to the Deposit Insurance Fund (DIF) would be $8.9 million.

Capital Measurement: Alternative Perspectives
Capital is a balance sheet “residual”, which is the difference between assets and other (non-equity)

liabilities. There are alternative approaches to measuring assets and liabilities which lead to different

|”

measurements of “capital”. Measurement also needs to reflect the value of contingent assets and
liabilities.

There are, at least, three different perspectives which can be considered.

The Owner’s Perspective

Capital is a measure of the wealth of a group of stakeholders (owners), and from their perspective is
wealth tied up in the organisation. Their equity holding provides entitlement to the residual income
stream of the bank, and also control rights. The appropriate measurement of capital from their
perspective is on an opportunity cost basis — what could the equity be sold for. This is reflected in the

share market value for banks listed on the stock exchange — and could be quite different to the equity

value recorded in the bank’s accounts.

The owners expect (require) a rate of return on their capital sufficient to compensate for the risks
involved. The return is measured by the stock market return (dividends and capital gains), and the rate
of return is measured against a base of the stock market value of the shares. This may be only loosely

related to the accounting value of equity and the accounting rate of return on equity.

The Market Value of Mutuals and Cooperatives

Obviously for mutual or cooperative banks, there is no stock market value, but it is in principle possible
to determine what a stock market value would be if they were demutualized, with tradeable shares
issued to members and/or other investors in such an IPO. The hypothetical market value should be
equal to the accumulated retained earnings plus “franchise value” reflecting the present value of the
expected abnormal future profit stream (ie in excess of the required return of investors) if operated

as a joint stock firm.

The accumulation of significant stocks of retained earnings gives incentives for “carpetbaggers” to
lobby for demutualization and the conversion of that communal wealth into private wealth. While
many would argue that the history of substantial demutualisations in the finance sector reflects
conversions to a more efficient organizational form, others see it as more a result of attempts to
expropriate communal wealth built up by the mutual over generations to underpin the provision of
financial services to future generations. (See, for example, Davis (MF, 2005))
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The Manager’s Perspective
Equity (book) capital consists of the funds initially provided to operate the business from share issues

adjusted for retention of subsequent earnings or losses made by the business. Those funds, unlike
deposits or debt raisings, do not require contractual payment of interest, but management will be
judged at least in part on the rate of return on equity capital. Of course, in an ongoing entity, the
balance sheet identity means that book equity is a residual given by the difference between the value
of assets and the value of liabilities. The accounting standards which are used to value assets and

liabilities are thus important in the calculation of the amount of “book” equity.

The quantum of such funds is not equivalent to the stock market value of equity which will reflect
both financial (book value) capital, “knowledge capital” (franchise value) and “growth opportunities”.
Likewise, the accounting and stock market measures of rate of return differ. The accounting return on
equity (ROE) relates accounting profit to book value of equity. The stock market rate of return (capital
gains and dividends relative to market value of equity) may differ substantially from this. One
complication this creates is that of translating the equity investor’s required rate of return (derived
from the CAPM or alternative approaches and applying to the market value of equity) into a target
rate of return for an accounting ROE to be used by bank management in pricing and performance
evaluation.

Customer and Regulator Perspective

For depositors/creditors and regulators, the key role of equity is to act as a buffer to absorb risk. The
providers of capital rank below liabilities to customers, and regulators are particularly focused on the
buffer available to protect depositors. Thus, from their perspective the buffer could consist of equity
or alternative subordinated debt or credible guarantees over deposits from third parties. Naturally
any providers of such guarantees will also be interested in the extent of equity and subordinated debt
available to absorb loss and avoid a call on their guarantees. Thus the cost to the bank of such
guarantees could be expected to depend upon its capital ratio (somehow measured), or guarantors
might require maintenance of some minimum capital ratio. Regulators are also concerned with
systemic stability and with having the ability to resolve (close down, sell to a third party, restructure)
a troubled institution quickly and without significant financial sector disruption. A recent trend has
been to augment more traditional measures of capital with requirements that systemically important

banks have sufficient TLAC (Total Loss Absorbing Capacity)® through the issue of subordinated debt

8 An overview can be found in this RBA Bulletin Article and the FSB published a review of global implementation
in July 2019. In the EU, a minimum requirement for own funds and eligible liabilities (MREL) applicable to all
banks on an institution specific basis has been in force since 2014. EU G-SIBs are thus subject to both
requirements
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(or perhaps preference shares) securities which can be converted into equity or written down to

prevent a troubled bank needing to be liquidated.

Alternative Capital Measurement Approaches

Roughly corresponding to these alternative perspectives the value of bank capital can be estimated in
at least three ways based on different perspectives/uses/ relevance. But it must always be

remembered that capital is the difference between some measurement of assets and liabilities.

Book value (historical cost) involves measuring assets and liabilities at their original cost, written down
for repayments, recognised (or expected) losses, and (for real assets) depreciation. Book value could
include some figure for goodwill, where assets (including takeovers of other firms) have been
purchased for more than their net asset value. Accounting treatment of R&D expenditures (as either
expenditure to be written off or capital items to be depreciated) can also differ between banks and

hinder comparisons.®

“Mark to market / mark to model” involves valuing assets and liabilities at their current market value.
For example a $1 mill 5% govt security will have a market value of less than $1 mill if the current
market rate of interest is above 5%. If market prices are not available, an alternative is to use estimates
of inputs to model valuation. For example the value of an option could be estimated by inputting a

volatility estimate etc into a generally accepted formula.

Market value is simply the stock market value of equity. In theory it reflects the present value (PV) of
the expected future income stream discounted at a suitable risk adjusted discount rate. That could, if
one wished, be written as PV(Equity) = PV(Assets) — PV(Liabilities) retaining the relationship of equity
being the difference between assets and liabilities. In doing so, the present values would involve
discounting future cash inflows and outflows of assets and liabilities respectively, and where those

cash flows incorporated the bank’s operating costs as well as interest and principal cash flows.

In practice, the accounts for banks are prepared using a mix of historical value and mark to
market/model. For assets and liabilities which are held in the “banking book” and not for sale,
historical value is used. For “trading book” or “available for sale” assets (and contingent, off balance

sheet, items) mark to market/model is used.

° This RBA Bulletin article illustrates how a requirement to book goodwill resulting from the merger of Bendigo
and Adelaide Banks caused a significant increase in book equity of the combined entity and contributed to
lowering its ROE.
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4.5 Bank Equity: Book Values v Market Values

There can be quite a gap between the book value and the market value of a bank (or other company).
Figure 5 illustrates for the major Australian banks, and shows that (a) the ratios have generally been
well in excess of unity (b) a major fall occurred at the time of the GFC, with a recovery until around
2013 (c) a general downward trend since 2013 and (d) a sharp decline in 2020. These changes reflect
primarily changes in the market price of bank shares, with a small effect from new issues of shares.®
For example, the share price of NAB fell by almost 40 per cent between September 2007 and

September 2008 and by a similar margin between September 2019 and September 2020.

Unlike the majors, the smaller banks have generally had a market to book ratio below unity.

3
2.5
2
1.5
1
0.5

(o) ~ (o] [e)] o — N o < n (o] ~ [ee] [e)] o

o o o o i — — — — — — — i i o

S 6 &6 6 © O O O O O o o o o o

o o o (o] (o] o~ o~ (a\] o o o o o~ o~ o~

ANZ(sept) CBA(june) NAB(sept) = = = \WBC(sept)

Figure 5: Australian Major Bank Market/Book Ratios

(Source: Bank Annual Reports and author calculations)

Financial accounting academics have developed a relatively simple framework (known as the residual
income model) within which to study this type of issue. It posits that the aggregate market value (MV)

and book value (BV) of equity of a firm at any date t are related as:

10 If shares are issued at the current market price, the equal increase in both the numerator and denominator will
cause a small reduction in the ratio if the M/B ratio is above unity, while if issued at a discount to market price
the effect will be greater.

11 Of course, for mutual banks a M/B ratio cannot be calculated since there is no share market price for their
equity. But it could be expected to be low because of their low ROEs.
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MV: = BV: + Present value of expected future abnormal earnings,

or, in symbols,.

MV, = BV, + Z BV, _ Z:(ro -r)Bv,,
L+ L+r)

Denoting earnings in period t as e: which equals roe:.BV:.1, abnormal earnings at any future date t are

given by (roe: — r;)BVw1, where roe is the accounting rate of return achieved and r is the required rate

of return of shareholders, both applied to the book value at the start of that period. The formula

includes the expected value of such abnormal earnings into the distant future, and these need to be

discounted to a present value to allow for the delay and risks.

The intuition is straightforward (even if the maths is not — see Appendix 1)! If investors think that
managers will be able to use the financial resources (book value of capital) available to them to
generate a return (roe) greater than that required (r), they will be willing to bid up the share price
(market value) above its book value. In an efficient market, the share price (market value) will settle

at a level which investors believe is consistent with their receiving just their required rate of return.*?

This provides some insights into why such a decline in M/B ratios has occurred. Essentially, investors
must have downgraded their expectations of the banks’ abilities to generate an accounting return on
equity in excess of the rate of return required by investors, or expect that growth will be lower.
Relevant factors include: reduced confidence in bank profit-making ability due to economic conditions
(resulting from the GFC and Covid crisis and risk of loan defaults) or increased competition from other
intermediaries or a low interest rate environment (when bank profits are typically less); higher capital

requirements reducing the benefits to equity holders from leverage.®®

4.6 Loan Impairment, Provisioning and Bank Capital
Credit losses on loans made are a major source of risk for banks and historically one of the major

causes of bank failures. In Australia, the early 1990s was a period in which a number of banks suffered
major such losses due to previously lax business lending standards and a down turn in commercial
property values (reducing the value of loan security). Rodgers (2016) estimates losses of around 8.5
per cent of average bank lending between September 1989 and September 1994 (compared to 2.5
per cent at the time of the GFC). The proportion of non-performing loans to business peaked at around

13 per cent in 1992 and credit losses were the major source of a marked decline in ROE (to below

12 As a simplistic example, suppose that a company could earn $20 p.a. in perpetuity on a capital base (book value)
of $100 (ie a roe of 20 per cent p.a.), but investors only required a 10 per cent rate of return. Investors would bid
the share price (market value) up to $200, such that their return is 10 per cent p.a.

13 With a given ROA, a lower leverage will imply a lower ROE.
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zero) in 1991. Two State government owned banks (SBV and SBSA) effectively failed while ANZ and
Westpac faced troubled times. (See Appendix 4.2 of the Study of Financial System Guarantees, and

this FirstLinks (formerly CuffelLinks) article).

Banks deal with the potential for credit losses in three main ways. One is via pricing of loans to allow
for expected losses, such that on average the expected return on loans (allowing for defaults) is at the
required level. A second is via having equity capital which (among other roles) acts as a buffer to
absorb unexpected losses in excess of those expected. A third is by making provisions — in effect
redesignating part of the equity capital as the amount which is be expected to be depleted by credit
losses. There are two main types of provisions. Individual (specific) provisions are where a specific
loan is recognised as having the potential for default and incomplete recovery of the amount owed.
Banks typically will make such a provision when a loan is 90 days past due (where scheduled
repayments have not been met for 90 days). Collective (general) provisions are made for particular
types of portfolios of similar loans, such as credit card receivables. The bank will recognise that there
will be some proportion of loans made which will default, even though it is not sure which specific
loans those will be. Hence a general provision equal to some proportion of the total loans is made.
Banks will transfer identified troubled loans from the collective to the individual provision, and should
recovery be deemed not possible, write-off of the loan will occur. To the extent that a troubled loan
has been fully provisioned (with past credit impairment charges for the loan reducing profits in prior
periods), the write off will have no impact on current period profits, instead showing up as a reduction
in individual provisions. Sometimes, the bank may also make a direct write off where a loan which had

not been subject to provisioning is suddenly recognised as valueless.

Accounting standards and bank practices for dealing with potential credit losses have recently

undergone significant changes, as discussed earlier.

Previously, accounting standards were “backward looking” meaning that banks could not make
estimates of expected loss and provision against those. One reason was that these were thought to
be subjective in nature and provided potential for discretionary income smoothing through
adjustment of provisions. For banking regulators, the concern was that such an approach meant that
cyclical downturns and risk of loan losses could lead to large increases in provisions, reducing bank
capital and thus inhibiting further lending and aggravating the downturn. Moreover, without having
previously anticipated and provisioned against such possible losses, bank capital may be insufficient

to absorb such losses leading to bank failure.
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That has changed since the GFC with pressure for forward looking provisioning from banking
regulators leading to a change in accounting standards. IFRS9 (AASB9), which was mandatory from

July 2018 and allows for provisions based on expected value.

Impairment, Provisioning, and “Non-monetary defaults”
When full recovery of a loan is no longer expected, a bank must classify the loan as impaired. A

common trigger is when the loan is 90 days past due, but it may be that the bank has sufficient security
that even in that case of a non-performing loan there is no expectation of loss. In some cases,
borrowers meeting repayments may find their loan classified as impaired if the bank is of the view
that ultimate recovery is in doubt. A good example would be a small business loan where the viability
of the business is questionable and the value of underlying security (eg buildings) has fallen sufficiently

to be inadequate to ensure repayment if sold or breaching covenants imposed on the loan.

In some such cases, banks may invoke “non-monetary default” clauses to call in the loan, such as
happened in the highly publicised case of CBA treatment of BankWest borrowers. (See, for example

the PJCCFS 2016 report on Impairment of Consumer Loans, but also Royal Commission discussion

(p3046-7) of this matter, tending to support CBA's actions (if not its communications with borrowers)).

Controversy over this has led the Australian Bankers Association to revise its Banking Code of Practice

to clarify when and how such actions may occur.

Once a loan has been identified as impaired, a bank must make an accounting provision for the
expected loss (APRA Prudential Standard APS 220). This effectively involves an accounting reduction
in shareholders equity (retained earnings) equal to the “provisions” amount. The Australian approach
is to show “net loans” (post-provision) as an asset and disclose the amount of provisions in the notes
to the accounts. There are two relevant consequences of making provisions, one for the income
statement and one for the balance sheet. First, the making of the provision (denoted as a credit
impairment charge (CIC)) implies an equivalent reduction in the bank’s income for that period. Second,
the amount of shareholder’s equity is reduced on the balance sheet by the stock of provisions,
(denoted as either Allowance for Loan Losses (ALL) or Loan Loss Provisions LLP)) with consequences

for regulatory capital requirements.

Under APRA’s prudential standards, (explained here, and analysed in this KPMG article) both the

numerator and denominator of the bank’s risk-weighted capital ratio are affected by the stock of
provisions. The amount of Tier 1 capital is reduced (the numerator) while the loan exposure (risk
weighted) is also reduced (the denominator). The net effect is (generally) to reduce the bank’s capital

ratio.
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4.7 Bank Balance Sheet Structures
A more detailed (but still incomplete) balance sheet depiction, focusing purely on financial assets and

liabilities is shown in Figure 6. In practice, there will also be holdings of real assets (bank premises) or

lease obligations, goodwill, amounts due or owed on derivatives transactions, etc.

Assets Liabilities

Jg HOLA Dy Insured Deposits 4 T
% cash C O, Uninsured Deposits ";3-
= govtsecurities G B Senior Debt/Bonds -
E Due from other banks F B Subordinated Debt %‘
2 | Maortgage loans LM H Hybrids =
5 2
= Corporate loans LC Ps PreferenceShares =
_"..:I_" Personal loans LR E"
%n ¥ MNon-gowvt Securities 5 CE Common Equity %

]

FIGURE 6: MORE DETAILED BANK BALANCE SHEET

Figure 6 shows major classes of assets in approximate order of default risk, although personal (non-
mortgage) loan and corporate loan default risk depends on the nature of the counterparty and thus
cannot really be ranked as shown. And poor lending practices (such as the “NINJA” (No Income, No

Jobs or Assets) loans made in the US Sub-prime crisis) mean that mortgage loans can be highly risky,

Figure 7 provides a more detailed depiction of liability priority, reflecting an assumption of depositor
preference over unsecured creditors (as in Australia, but not found universally), and the special

position of a number of bank collateralised financing positions.
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FIGURE 7: BANK LIABILITY PRIORITY

4.8 Off Balance Sheet (OBS) Items

Banks undertake a range of activities which lead to future expected revenues or costs and exposures

collateralised

February 23, 2023

to risk. These are wide-ranging, but the categorisation of types of OBS positions given in the original

Basel 1 Capital Requirements, and still applicable in the Standardised Approach for Basel 3, is a useful

framework. That categorisation was focused on credit (non-market related) risk and market risk

arising from those positions. For the former group, the Basel 1 standards required converting the

positions into an “on-balance-sheet” equivalent using a “credit conversion factor”. These are shown

in brackets. (The Basel 1 approach then converted this into a risk weighted assets (RWA) amount by

applying the risk weight applicable to the counterparty).

Non-Market Related OBS exposures
» Direct Credit substitutes, Assets sold with recourse (1)

— An example of a direct credit substitute would be a guarantee given by the bank over a
loan made by a third party to a bank customer. If the customer defaulted on the loan, the
bank would be required to compensate the third party for the loss involved. The bank thus
has an exposure to credit risk loss equivalent to that which would have occurred if it had
instead lent directly to the customer. (The bank obviously would charge the customer a
fee for providing such a guarantee).
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— If the bank sold a loan made to a customer to a third party, where the third party had
recourse to the bank for any resulting losses, the bank’s credit risk exposure is the same
as if it had retained the loan on its books.

* Repos, Forward Asset Purchases (1)

— A Repo (Repurchase Agreement) is equivalent to making a loan to a third party which is
secured by the bank taking ownership of some collateral of equal or greater value
provided by the third party. The loan is expunged by the third party repurchasing the
collateral back from the bank at a price previously agreed upon. (Because the loan is
secured, and margining generally applied, the credit risk and the risk weight applied to
the on-balance-sheet equivalent amount (which is the repo amount) will generally be
quite low).

— A forward asset purchase could expose the bank to the obligation to pay out an agreed
amount for the asset (such as a company issued bond) which is above its worth due to a
decline in the credit rating of the issuing company.

» Performance related Contingent items (0.5)

— A bank may have provided a commitment to provide a loan to a company bidding for a
tender if its bid is successful. Another example would be a commitment by a bank to pay
a foreign exporter of goods to one of its customers should the customer not make
payment upon satisfactory delivery of the goods.

* Note Issuance and Revolving Underwriting Facilities (0.5)

— If the bank has an agreement with a customer to underwrite its issuance of, say,
commercial paper and the market is unwilling to accept that commercial paper, the bank
will be obliged to buy that paper and thus be exposed to resulting credit risk.

* S-Tself-liquidating trade-related contingencies (0.2)

— A bank may make a short-term trade-finance loan to a customer exporting goods where
the contract requires that sales proceeds accrue directly to the bank to meet repayment
of the loan with the residual credited to the customer’s account. There has been
considerable disquiet in the banking industry that the capital requirements resulting from
the credit conversion factor inhibit such trade finance arrangements.

* Long term revokable commitments (0)

— If the bank has the option to withdraw a commitment to provide loan funds to a customer
on request over some future period, then it will not be locked into providing such funds
to a customer whose credit rating has fallen since the agreement was entered into.

Market Related
Banks deal in a range of derivatives markets such as: Futures, Forwards, Swaps, Options. These

positions leave them exposed to gain or loss from future movements in the value of the underlying

items, such as interest rates, FX, commodities. In general, the current market value of such positions
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will be “marked to market” such that gains or losses accrued to date will be recorded on the balance
sheet as the “fair value” of such positions. But even if the fair value is zero, such as when a swap
contract is entered into, there is a risk that future movements in the underlying prices could lead to
the positions causing “market related” losses to the bank. Regulatory capital requirements (related in
some way to the scale of the position and volatility of the underlying asset price) are imposed on banks

to reflect this possibility.

More recently, following the GFC, OBS risks related to implicit guarantees given to SIVs and Conduits
established by banks have become recognised as important. Reputational concerns may for example
lead to a bank supporting a SIV by repurchasing assets at a loss, or injecting funds to prevent a liquidity

crisis, even if not legally required. The regulatory response has been to try and prevent such OBS risks.

Valuation Adjustments
A relatively recent development in bank accounting and management has been the growth of various

“valuation adjustments” (some mandated for regulatory calculations) for assets and liabilities,
sometimes referred to as XVAs. These are particularly relevant for derivative positions with a Credit
Valuation adjustment (CVA) being the most well known. The CVA adjusts the model-based value of a
derivative (eg using a Black-Scholes formula) for the possibility of a default by the counterparty, such
that the amount owed on an in-the-money position may not be received. Large banks will have a CVA
desk (and other XVA desks) focused on the cost of hedging and managing those counterparty
exposures, and allocating the costs across internal divisions. A Funding Valuation Adjustment (FVA)
incorporates differences between the bank’s actual funding costs and the risk-free rate which is
assumed in theoretical valuation models. A Capital Valuation Adjustment (CVA) allows for

requirements that bank regulatory capital positions are affected by derivative positions.

4.9 The Trading Book and the Banking Book

Table 5 provides an alternative depiction of a bank balance sheet, useful when discussing regulatory
arrangements (and internal bank structures). It shows a separate category of assets — securities held
for trading. When these are combined with positions held by the bank’s trading desk in market related
off balance sheet (OBS) items (such as swaps, futures options etc), we obtain the “trading book” of
the bank which is distinguished from its “banking book” of assets and liabilities generally held until

their maturity.

Kevin Davis 4- The Basics of Banking 28| Page


https://www.pwc.com.au/pdf/xva-explained.pdf

Banking & Financial Institution Management in Australia February 23, 2023

TABLE 5: TRADING AND BANKING BOOK

Assets Liabilities

HQLA Di Insured Deposits
cash C Dy Uninsured Deposits
govt securities G B Senior Debt/Bonds

Due from other banks F Bsus  Subordinated Debt

Mortgage loans LM H Hybrids

Corporate loans LC PS Preference Shares

Personal loans LP

Securities held for trading S CE Common Equity

Thus, in the notation used above:
Trading Book = S + Market-related OBS

For the trading book, mark to market (mtm) accounting is required (every day) in accordance with
AASB 13 (Fair Value Measurement). The mtm values (as explained previously) could be either current

market prices or (where not available) derived from theoretical models or management estimates.

The risk characteristics of the two books are quite different with the trading book (reflecting the
activities of the bank’s trading desks) involving taking on market risk in search of profit. In contrast,
the banking book positions involve primarily exposures to credit risk on loans and interest rate and
liquidity risk arising from the way in which those positions are funded. Of course, operational risk is
pervasive, and some of the largest losses of banks worldwide have arisen in the trading book from

activities of “rogue” traders.

The distinction between the books is not always clear-cut. For example, government (or other)
securities held in the banking book as liquid assets which generate interest income could be shifted to
the trading book if opportunities arose to make a quick profit from their sale. Regulators have put in
place constraints on shifting positions between the two books to prevent “arbitraging” of different

types of capital requirement regulations applying in the two books.

Loss Absorbing Capacity (LAC)

Another feature of the balance sheet structure which is worth noting is that of how much “loss
absorbing capacity” (LAC) it provides. This has become a major focus of regulators since the GFC and
is focused upon the protection afforded to depositors arising from other sources of bank funding
having lower ranking claims. Thus, Loss absorbing capacity (LAC) is liability items which protect

deposits (& possibly some senior creditors) from loss by absorbing credit, trading, or other losses.
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It is common to identify two types of LAC. One is “going-concern” LAC which corresponds to common
equity (CE) which acts as the buffer absorbing losses (and profits) when the bank is solvent. The other
is “gone-concern” (liquidation) LAC (or GLAC) calculated as the amount of losses which can be
absorbed by claimants with lower-ranking claims to depositors before depositors (or governments)
start to bear losses in insolvency. In terms of the notation above, in principle, GLAC =

CE+PS+H+Bsub+B.

In practice matters are more complicated. First, if governments/taxpayers “bail out” non-depositor
creditors when a bank gets into difficulty GLAC is less relevant and essentially much less. Second, the
Basel 3 introduction of “bail-in” requirements has meant that some hybrid securities which are eligible
as regulatory capital, convert mandatorily into equity if specified “point of non-viability” trigger points
are hit. If such conversions enable the bank to continue operation (although there is no evidence that
“bail-in” would not adversely affect confidence in the bank and lead to its failure), this would increase

going-concern LAC above the current level of CE.

4.10 Bank Balance Sheets and Bank Funding

The liability side of the bank’s balance sheet shows its sources of funds (deposits, debt, equity). Figure

8, from the RBA Chart Pack, illustrates trends in the composition of bank funding since the early

2000’s. In looking at that figure, however, two points should be noted.

First, a figure for “Securitisation” is included. “Traditional” securitisations generally won’t show up on
the balance sheet, since the process involves the bank selling loans it has made to a Special Purpose
Vehicle (SPV) in return for cash which can be used to make further loans. So while the amount of
securitisation it has undertaken won’t be recorded on the balance sheet, this can be thought of as a
form of funding for the bank. (Some forms of securitisation such as covered bonds will show up as
liabilities on the bank balance sheet and be matched by recording of the loans involved in the
securitisation as assets on the balance sheet. “Self-securitisations”, where the bank creates asset
backed securities which it holds itself involve more complicated accounting which is explained in

Chapter 11). The marked decline in securitisation after the GFC is apparent.

A second point worth noting is the introduction in 2020 of the Term Funding Facility, introduced as

part of Covid response measures, which involves the RBA providing banks with access to a specified

amount of cheap funding.
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Funding Composition of Banks in Australia®
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FIGURE 8:BANK FUNDING COMPOSITION AND TRENDS (SOURCE: RBA CHARTPACK)

The stand-out trend in the figure is the post GFC substitution of domestic deposits for short-term and
(to a lesser extent) long-term debt as sources of bank funding. The GFC demonstrated the liquidity risk
associated with wholesale debt funding when capital markets are in crisis and rolling over maturing
debts is problematic and/or expensive. The Australian banks have become more “prudent” in the
funding mix, relying more on deposits which tend to be “sticky”, and this change has been reinforced
by liquidity regulations introduced after the GFC. But also relevant is the relative cost of funding
sources. Wholesale debt cost incorporates a risk premium (which increased markedly at the time of
the GFC, but has since fallen back to more usual values). In contrast, it can be argued that there is no
or little risk premium incorporated into the interest rate cost of many bank deposits. This is particularly
the case for deposits of less than $250,000 which, following the introduction of the Financial Claims

Scheme in October 2008, are guaranteed by the Australian government.*

Figure 9 (from the RBA Chart Book) shows the composition of deposit funding of the major banks.

Household deposits account for just under half of total deposits, and a significant increase in at-call

14 The initial level of coverage when the scheme was introduced was $1 million and reverted to $250,000 in 2011.
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deposits has seen them increase to around 70 per cent of the total compared to around 30 per cent
for term deposits. Some part of that increase in at-call deposits may reflect increasing use of housing

loan offset accounts.

Major Banks’ Deposit Funding

Share of domestic deposits
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FIGURE 9: DEPOSIT FUNDING TRENDS (SOURCE: RBA)

Another trend which is less noticeable, is the increase in the equity share of bank funding after the
GFC. The relative constancy of the share since about 2010 at around 8 per cent may appear surprising,
given the increase in regulatory capital ratio requirements and “headline” figures of a much higher
percentage. The explanation can be found in the fact that regulatory capital ratios are calculated on a
“risk-weighted” basis. One cause of higher bank capital ratios has been an increased allocation of
funds to assets with lower risk weights (such as housing), reducing the denominator of the capital ratio

calculation.

4.11 Bank Assets

The asset side of bank balance sheets is more complex than depicted in the simple balance sheet

examples given earlier, although loans, liquid investments (eg cash) and securities held (either in the
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banking or trading book) account for the bulk of assets. To illustrate, at September 2020, the ANZ

accounts (for the consolidated, level 3, group) showed the following composition of total assets

Net loans and advances 59.21%

Derivative financial instruments 12.98%

Cash and cash equivalents 10.35%
Investment securities 8.96%
Trading securities 4.88%

All other assets listed were each under 1.5 per cent of the total. These included; goodwill; Physical
assets (branch and investment properties, equipment); deferred tax assets; settlement balances owed

from other banks; collateral paid.

For a smaller (mutual) bank such as BankVic, which does not engage in trading activities, Loans and

Advances were 74.8% of total assets and Cash and Deposits with other financial institutions were

24.6%.

More detail about the components of the various items (including types of loans) ,and complications
in examining the banking activities separate from those of the consolidated entity is available in other

chapters.

4.12 Bank Finances: Income and Expenditure
Most analysis of bank profitability and efficiency starts with the Income Statement which shows

sources of income, costs incurred, and profit as the difference between income and costs. A simplified
example is shown in Table 1 which also outlines the calculation of some commonly used financial
ratios. The Income Statement is for a specified period, such as a year, and is part of the link between
the bank balance sheets for the start and end of the period. In the absence of any external equity

raisings, that link can be expressed as:
St - St—l =T — dt

where S, St.1 are shareholder’s funds (equity) shown in the balance sheet at the end of year t and t-1
respectively, m is profit after tax in year t shown in the income statement, and d: is dividends paid in

year t (so that m; — dt is retained earnings).

In practice, the relationship is complicated by:
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. External equity raisings (including reinvestment of dividends by shareholders) by the bank
which if denoted by Xt would change the relationship to
St — Se1 = e — di +X¢
Repurchases of shares by the bank, which reduce bank equity, would involve a negative figure
for X.

. Lagsin the actual payment of dividends, such that d: is dividends declared for that year, even
though the actual dividend payment (cash flow) may not occur until after the end of the year.
For example, the three major banks that have a financial year ending on 30 September (ANZ,
NAB, Westpac) will generally declare an interim dividend in April/May, to be paid in July, and
announce their final dividend for the financial year just ended in October/November when

the annual results are announced, to be paid in December or January.

TABLE 6: A SIMPLE BANK INCOME-EXPENDITURE STATEMENT

__—

Interest Income Interest Expense
Nen-Interest Income Manll Operating Costs oc
[fees, trading income) [wages, rent, inputs,

depreciatian)
Credit Impalrment Charge CIC

Income Tax Expense T

Profit after tax T

MNet Interest Income (NIl = Interast Income (1) — Interest Expense (IE)
Return on Assets (ROA) = (Profit after tax)/Total Assets
Return on Equity (ROE) = (Profit after tax)/Equity

Cost/Income Ratio = OC/ (NI + Nonll)

Bank Analysts (and management) pay a lot of attention to various financial ratios as a way of
identifying trends in bank profit performance and for making comparisons between banks. The most
commonly used ratios are those shown in Table 1. The major banks, in particular, provide a substantial
amount of additional information in their Annual and semi-annual financial statements, their Basel 3
disclosures, and in analyst presentation materials accompanying release of financial statements or
other major events (including capital raisings). These are available on the bank websites — generally

under the “investor relations” or similar section. While there is much information presented,
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differences in presentation, terminology, and selectivity of topics and content, all combine to making

it often difficult to digest and interpret.

This is not aided, for the non-accountant, by the complexity of accounting conventions and changes
occurring in those — such as the switch from AASB 139 to AASBS introduced in 2014 and required for
accounting periods commencing in 2018. To give one illustration consider the ANZ accounts for 2019
and 2018. Comparing the 2018 and 2019 Annual Reports, the bank would appear to have increased in
size by about 17 per cent in one year. But based on the different (compared to the 2018 Report) 2018
figure presented in the 2019 report the increase was a more realistic 4.25 per cent. Looking more
closely at the accounts, it is possible to identify that the difference in the two figures for 2018 is
primarily due to an increase in the “loans and advances” item recorded in the balance sheet, roughly
matched on the liabilities side by an increase in deposits. There is no easily found disclosure in the

reports of why this reporting change has been made!

2019 Annual Report 2018 Annual Report

Year 2019 2018 2018

Assets (S bill) 981,137 943,182 840,747

Another accounting change has been the introduction of AASB 15 which has led to line fees being

reclassified from net fee income to net interest income.

Also complicating matters is the presentation of financial accounts for both the bank (or holding
company) and consolidated accounts. NAB presents accounts for both the “Company” and “Group”
where Group incorporates subsidiaries; CBA for the “Group” and “Bank” where the Group
incorporates subsidiaries; Westpac for the “Parent Entity” and “Consolidated”; whereas ANZ now only

presents results for the “Group” which incorporates controlled entities.

4.13 Commonly Used Performance Indicators
Among the main ratios which get considered are the following — in Australia generally only available

every 6 months following release of annual and semi-annual results statements.

e Net Interest Income (NII) = Interest Income (Il) — Interest Expense (IE)
e Return on Assets (ROA) = (Profit after tax)/Total Assets

e Return on Equity (ROE) = (Profit after tax)/Equity = ROA x (TA/E)

e Cost/Income Ratio (CTI) = OC/(NII + Nonll)

e Net Interest Margin (NIM) = Nll/Average Interest Earning Assets = NII/AIEA
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They are calculated primarily from information provided in the bank’s Income Statement, and Table 7
provides an illustration using ANZ’s accounts for the year ending September 2020. In looking at those
figures a number of prior explanations are needed. First, these are the figures calculated by ANZ for
its “continuing operations” — taking out the amounts for “operations discontinued” during the year in
order to present a more informative picture of how the bank might perform in future years. (In this
case, including discontinued operations would have had relatively little effect and would have led to
an roe figure of 6.0 rather than 6.2. In some cases, such as when there are sales of substantial
businesses, the effect can be significant). Second, by removing discontinued operations, the profit
figures are what the banks refer to as “cash” profits rather than “statutory” profits based on official
accounting standards. Again, the reason the banks prefer to refer to “cash” profits is because it is
claimed they give a better idea of ongoing profitability. Third, an item not shown in the table is
“comprehensive income” which adds to the profit figure those valuation changes not currently
(perhaps never) classified to P&L (incl losses/gains on hedging instruments). The change in

shareholders funds recorded in the balance sheet is linked to comprehensive income.

TABLE 7: ANZ INCOME STATEMENT (AND OTHER) INFORMATION, 2020)

Year ending September 2020,
SM
Net interest income (NII) 14,049
Other operating income (NONII) 3,703
Operating income (Ol = NIl +NON) 17,752
Operating expenses (OE) (9,383)
Profit before credit impairment and income tax 8,369
Credit impairment charge (CIC) (2,738)
Profit before income tax (PBT) 5,631
Income tax expense (T) (1,872)
Non-controlling interests (1)
Cash Profit () 3,758
Average interest earning assets (AIEA) 862,882
Average deposits and other borrowings (L) 679,336
Funds under management (FUM) 36,714
Earnings per share (basic) (eps) 132.7
Ordinary share dividend payout ratio (D/m) 45.3%
Profitability Ratios
Return on average ordinary shareholders' equity (roe) 6.2%
Return on average assets (roa) 0.36%
Net interest margin NIM) 1.63%
Net interest income to average credit RWAs 3.81%
Efficiency Ratios
Operating expenses to operating income (Cl) 52.9%
Operating expenses to average assets (OE/A) 0.89%
Full Time Employees 37,506
Source: ANZ
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There are several immediate points to note, which are relatively common across commercial banks.

1.

9.

Net Interest Income (NIl) is the main source of income (and doesn’t include the credit
impairment charge — which reflects actual/expected losses on loans)

The NIM =NII/(AIEA) is used as a measure of the interest “spread” being earned by the bank
from its intermediation activities. Note that the denominator is average interest earning
assets for the year — which is typically in the order of 90 per cent of total assets.

Non-Interest Income (NONII) — fees, trading profits etc., is also important. Some part of this
will reflect income from off-balance-sheet (OBS) items such as fees for guarantees or provision
of loan facilities.

Australian banks like to use a “cash” income concept (rather than the official accounting
measure of statutory profit) to enable comparisons of performance across periods. The
difference is normally relatively small when considering performance measures such as ROE.
The Credit Impairment Charge (CIC) is the amount by which annual profit is reduced by
allocations to loan loss provisions to cover future loan losses (or direct write-offs of
unexpected loan losses not covered by provisions). In general, when a loan defaults this will
be charged against loan loss provisions, and thus not affect current period profitability (except
to the extent that a decision is made to make a CIC against current income to restore
provisions to a desired level).

Comprehensive income incorporates the effects of some transactions not passed through P&L
but directly affecting the balance sheet —-comprehensive income is used in calculating changes
in shareholder equity.

ROA (based on average assets for the period) in the vicinity of 1 % p.a. has been a typical result
for Australian banks in normal times — but 2020 was a bad year for Australian banks with much
lower ROAs being recorded.

Use of “Return on Risk Weighted Assets” (RORWA) has become more used as a performance
measure since the introduction of RWA as part of Basel capital requirements. RWA is
calculated by applying “risk weights” to each asset category (and off-balance sheet items). For
a commercial bank, a figure of RWA/Assets of around 0.5 is not uncommon. In a very general
(approximate) sense this standardises return measures so as to reflect differences in risk-
taking by the bank.

ROE has generally been in the order of 10-15 times ROA due to the high leverage of banks.

Figure 10 provides a way of breaking down ROA and ROE into the various items (“drivers”) which

determine their values. It shows approximate typical values for Australian major banks during normal
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years over the recent past — although note that from around 2016, the ROE’s have fallen from the

mid-teens to around ten.

Bank Profit Drivers

1= (NIl + Nonll - 0OC - CIC).(1-t)
MNet Operating Income: NOI = NIl +Nonll
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FIGURE 10: BANK PROFIT DRIVERS

4.14 Net Interest Margin Behaviour

The NIM is a major driver of bank profit performance. Over the past two decades the NIMs of the

major Australian Banks have fallen markedly by over 100 basis points (as Figure 1 illustrates for the

period since 2000). Why has this fall occurred? Various explanations can be hypothesised:

A transition to a lower interest rate environment — since some proportion of bank deposits
pay zero interest, lower interest rates on assets will automatically reduce NIM (assuming other

deposit/debt funding rates fall equivalently). Hack and Nicholls (RBA, 2021) examine the

international evidence on the effects of low interest rates on bank profitability, including
studies which examine the consequences of negative interest rates being paid on deposits.
They conclude “In the short run, most studies find at most a modest negative effect of lower
interest rates on bank profits in aggregate, but larger effects for smaller banks.” When interest
rates are low for longer periods of time, there is stronger evidence of a decline in profits.

Increased competition in some loan markets — particularly the housing market as a result of
the growth of securitisation and non-bank lenders since the mid 1990s (although the GFC
interrupted this growth for several years after 2008). This is discussed by Kirkwood (ER, 2010)
and Liu & Skully (ISBAF, 2008) find evidence of a negative relationship between securitisation
market share and major bank loan spreads (relative to securitisers) for Australia over 1994-

2003.
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e A shift into less risky lending — with lower interest rates (offset by lower expected losses, ie
provisions). Illustrative of this is the case of ANZ which had a ratio of RWA/Assets of 70% in
2007 and a significantly reduced ratio of 46% in 2019. Note, however that there have been
substantive changes in the ca