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Executive Summary

The banking industry welcomes the major inquiry into the financial system, the first since the

Wallis Inquiry reported 17 years ago. Much has changed in that time and it is appropriate to

assess whether the current policy and regul atory f
circumstances and the future opportunities and challenges Australia faces.

The banking industry believes this Inquiry must focus on one overriding objective, and that is to
ensure the financial system is allowed to fulfil its central role as a critical enabler of economic
activity and growth.

The current and future prosperity of Australians depends on continued economic growth.
Economic activity and growth in turn are built on the foundations of a stable, competitive and
efficient financial system. The Financial System Inquiry is therefore a key part of an ongoing
economic reform agenda.

Since the Wallis Inquiry, the financial system has served its purpose well and this has made a
significant contribution to the growt hhasiaso Austr al i
stood up well to the greatest Global Financial Crisis it has faced in generations. The first

conclusion of the Inquiry therefore should be that the current system works well and that it is

imperative that its strengths are preserved. The banking industry will not be seeking dramatic

change to the current policy and regulatory framework.

While the system has served Australia well, we cannot afford to be complacent. As a small, open
economy on the edge of the fastest growing region of the world, but a world with persistent global
uncertainty, Australia must ensure its financial system is delivering all that it can to help build
enduring prosperity for the nation.

In this context, the banking industry has identified four areas that warrant close attention by the
Inquiry:

Funding the economy: Access to funding is essential for the vitality of an economy; without it,
the economy will stagnate. The financial crisis and its lingering impacts show that funding can be
vulnerable and, while markets are adaptive and resilient, it would be prudent to put in place a
national strategy to ensure all banks and the economy have access to a diverse range of quality
funding markets and products, both locally and offshore, to mitigate against any future risks.

Driving competition: Competition is the key to ensuring markets deliver ongoing improvements
in products and services for their customers. There is solid evidence that the main markets for
consumer and business banking products and services are competitive. There could be
opportunities to enhance competition, however, including through broadening the funding options
for banks. Where regulatory or tax arrangements can be shown to inhibit competition
unnecessarily, these should be reviewed.
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Improving regulation: Banking is one of the most regulated industries in Australia and therefore

it is vital that the regulatory regime works well
during the Global Financial Crisis is partly due to its strong regulatory and supervisory framework,

supported by the prudent and responsible management of banks. Given the strength of our

existing regulatory regime, we should be sceptical of the need for ever more regulation. Caution

also needs to be exercised when regulating a complex, interconnected system like the financial

system. To minimise the risks of undermining the current proven regime and to avoid unintended
consequences, we need improved regulation making processes that strike the right balance

between stability, competition and efficiency and ensure Australian conditions and needs are

recognised when international rules are applied.

Supporting technology: Technology will be a major factor shaping the financial system of the
future. It is already transforming the way we do our banking, bringing increased choice,
competition and convenience for customers. It is vital that the policy and regulatory framework
supports, rather than impedes, the rapid innovation occurring as a result of technology. Rapidly
evolving technology can also raise risks, such as security or systemic risks. We need to ensure
these are properly managed, so that customers, banks and the broader economy can enjoy the
benefits of technology, without risking the core strength of the Australian financial system.

The Inquiry into the financial system is a landmark opportunity to build on the strengths and
successes of the financial system to date, and to ensure Australia continues to enjoy the benefits
of its world- class system into the future.
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Overview

Australia is in a rare position. Unlike most other developed economies, Australia has enjoyed
over two decades of uninterrupted annual economic growth, giving Australians one of the highest
living standards in the world. Our economy has doubled in size and real incomes have increased
by 60%, with wages growing on average by nearly 4% each year.

This growth and prosperity would not have been possible without a strongly performing financial
system. The financial system is an essential foundation upon which our vibrant and growing
economy is built. Banks are a major part of that system and through their deposit taking, lending,
transactional, advisory and financial management products and services, banks in Australia
provide households and businesses with the means to contribute to the economy and share in
the prosperity economic growth brings.

The Feder al Government 6s Financi adntofpypraniteton | nqui r vy
ensure the Governmentds policy and regul atory sett
central economic role and meet the current and future needs of household and business

customers, investors, employees and the broader community.

The last major review, the Wallis Inquiry, reported its findings and recommendations 17 years

ago. Those recommendations, and the then Gover nmen
regulatory foundation for a financial system that went on to perform strongly through good times

and through some of the most challenging times in recent history.

Bank customers have been major beneficiaries of the strong performance of the financial system.
In the period since the Wallis Inquiry, credit has been readily accessible and deposits have been
secure. The range of products and services has grown and, particularly through technological
innovation, they have become more accessible and convenient to use. Service quality has
improved, branch numbers are close to their peak and customer satisfaction levels are at record
highs. At the same time, the cost of many banking services for customers has fallen. Fees paid
as a proportion of bank assets have reduced. Competition has driven down bank net interest
margins and kept them down.

Today, Australia has a banking system that has proven itself to be stable, resilient and safe, even
under extreme pressure. Banking in Australia is competitive, innovative and accessible, with
Australia having one of the highest levels of participation in banking in the world. Although
concentration has increased since Wallis, the industry remains diverse, with numerous major and
regional banks, mutual banks, international banks and credit unions and building societies
offering a wide range of products and services. Banks are efficient and profitable, innovative and
responsive to their customers, and the market is open to new entrants.
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These are all attributes of a well-functioning banking system. The first task of the Inquiry,
therefore, is to ensure that any changes to Government policy or regulation do not undermine the
existing strengths of a banking system that continues to serve Australia well.

Recommendation 1: The banking industry recommends the Financial System Inquiry
reports on the strengths and benefits of the current financial system
and ensures any changes to Government policy or regulation build
on those strengths and do not undermine a system that currently
works well.

Despite the strengths of the current system, we cannot afford to be complacent. As a small, open
economy on the edge of the fastest growing region of the world, but a world with persistent global
uncertainty, Australia must ensure its financial system is delivering all that it can to help build
enduring prosperity for the nation.

There are also lingering challenges resulting from the Global Financial Crisis. While the
Australian system performed well, as a result of prudent bank management, effective regulation
and supervision and swift action from Government, the crisis has still left its mark. Financial
institutions face a changed funding environment. The regulatory response, particularly driven by
international rule makers responding to problems in other countries, has also had a significant
impact on the system.

We can also anticipate that the Australian economy and financial system will face new
opportunities and challenges in future. Major forces will shape the economy and therefore the
nature of the financial system we need to serve it. While hard predictions should be avoided,
significant trends likely to have a growing impact include:

the ageing of the Australian population;

the continuing growth and importance of the Asian region;
the growing impact of digital technology;

the increasingly risk averse nature and cost of capital; and
the increasing scarcity and cost of natural resources.

= =4 =4 -4 -4

This Inquiry will have to understand the likely shape and needs of the future economy to ensure
the right policy and regulatory settings are put in place to allow the financial system to help
Australia meet those future challenges.

The banking industryds assessment is that the | nqu

PN

to ensure the system continues to meet Australiads

funding the economy;
driving competition;
improving regulation; and
supporting technology.

= =4 4 A
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Funding the economy

Access to funding is essential for the vitality of an economy; without it, the economy will stagnate.
Businesses need funding to innovate, grow and create jobs. Households need funding to build
and buy homes, acquire goods and to invest. It is particularly important to ensure funding is
available to the segments of the economy that can drive future economic growth and the general
wellbeing of Australia, such as small business, agriculture and technology.

Most of the funding of the Australian economy is provided through the banking system, so the
funding of banks is critical to the funding of the economy. In turn, most of the funding for banks
comes from deposits, however, the level of deposits in Australia falls short of the total funding
needs of the economy. Currently an additional $600 billion in funding is needed, raised within
Australia and from overseas. Over $500 billion of this is raised by banks. With an increase in
economic growth and credit demand from businesses and households, the total funding
difference between deposits and credit needs could grow.

The financial crisis and its lingering impacts show that funding can be vulnerable. Under extreme
pressure, markets can freeze and prices can be highly volatile. In these extreme conditions, it can
be necessary for Governments to intervene. For example, when Governments around the world
started providing guarantees for the funding of their banks, it became necessary for the
Australian Government to follow suit so that our banks were not disadvantaged. Taxpayers have
earned $4.4 billion in fees from that low risk support. Government also intervened to support the
securitisation market, an important source of funding, particularly for smaller banks, from which
taxpayers have earned more than $2.5 billion so far.

As a general rule, however, markets are adaptive and resilient, and banks will be able to raise the
funding necessary to support the economy, provided they are allowed to access a full range of
quality funding sources and price appropriately when lending to customers.

Given the critical role funding plays in enabling economic development and growth, it would be
prudent nevertheless to ensure Australia has a clear plan for mitigating the risks that could arise
with funding in the future. In particular, we need to ensure that the economy and banks have
access, now and into the future, to as diverse a range of stable funding sources as possible. The
role for Government is to work with the industry to identify and remove impediments to achieving
this.

Recommendation 2: The Inquiry should support the finance sector and Government
developing a clear strategy for ensuring the economy, including
banks, have access to as diverse a range of stable funding sources
as possible.

The banking industry has been working on this issue with Government over the past few years, in
response to the lessons from the Global Financial Crisis. This collaboration resulted in changes in
legislation to allow banks to access covered bond markets and saw an extension of the
Government 6s support, through the Australian
securitisation market. However, it is cl ersks

to funding; rather, a suite of policy responses is required.

Oof f i

ther e

c
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The funding sources that need further consideration include:

1 deposits;

1 domestic debt capital markets, including the corporate bond market, securitisation and
covered bonds;

1 offshore funding;

1 superannuation funds; and

1 Government debt.

Deposits remain an important source of funding for banks and a source that has grown in

importance since the crisis. Regulators and ratings agencies are also applying pressure on banks

to increase deposit-based funding, with a number of international rules, such as Basel Il liquidity
requirements, driving banks to grow their deposit
future funding needs must therefore identify and remove impediments that work against banks

increasing their deposit funding. Two obvious targets are:

1 The income tax disadvantages of deposits and other interest earning products relative to
other forms of investment, as identi friyedd by t he
Review; and
1 The proposal to tax savings through a deposit levy, which would make deposits even
more disadvantaged, more costly to banks and decrease their attractiveness to savers
and investors.

Another area where Government can play a vital role is in the development and expansion of the
domestic debt capital market. This market in Australia is small compared to other developed
economies, but if deepened and made more liquid, could provide an important source of funding
for the economy. Government can facilitate this by enacting the improved legislative and
disclosure requirements for simple corporate bond issuance contained in the Corporate
Amendment (Simple Corporate Bonds and Other Measures) Bill 2013. Government should also
complete the work started by the Treasury discussion paper, Development of the Retalil
Corporate Bond Market: Streamlining disclosure and liability requirements, issued in late 2011,
which examined barriers to issuing bonds to retail investors. Finally, Government can strengthen
the market through its own active participation, extending the yield curve through issuing longer
dated securities, increasing issuance and facilitating secondary market trading.

Securitisation in Australia, damaged largely through perception rather than actual underlying risk,
will remain an important and effective source of funding. The Australian market is limited currently
by the low frequency and small size of issuance of many programs, both of which limit investor
interest. Coordination to facilitate larger and more frequent issues that can compete with some of
the larger programs offshore should be encouraged. This would contribute towards a deeper and
more liquid market, and thereby improve pricing. Allowing master trust structures would assist
this, while also addressing some specific investor concerns, such as with the term of investment.
To facilitate this, Government should finalise regulatory settings for securitisation, including the
use of master trust structures, as quickly as possible.
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The introduction of covered bonds in Australia has provided a valuable additional source of
funding for some market participants. Covered bonds potentially have wider application and could
serve as an even greater source of funding. The current legislation sets a cap on the use of
covered bonds, in recognition of the primacy of depositor protection. This cap should be reviewed
periodically to ensure the right balance between depositor protection and funding source stability
and diversity is maintained.

Secondary market trading is essential to creating a deep and liquid capital market. The operation
of markets should be examined to identify opportunities to improve market participation, and to
increase accessibility to trading infrastructure, facilitating more timely and accurate price
discovery and easier settlement. Options include increased trading of bonds on an exchange and
more tools to access trading via electronic platforms.

Offshore funding will remain important for banks and the economy. Australia has long relied on
overseas savings to help fund the development and growth of the Australian economy and this is
expected to continue. The difference between credit demand and money supply within Australia
currently sits at over $600 billion. Of this, a total of more than $390 billion is raised by Australian
banks in overseas markets, with around $120 billion of that total renewed each year.

Superannuation funds may also provide a potentially greater source of funding for the economy,
particularly where the longer term investment needs of superannuation funds can be matched
with the longer term growth needs of Australia, such as funding infrastructure. Superannuation
funds are the second largest component of the finance and insurance industry in terms of assets,
after banks, with current assets of $1.6 trillion, forecast to rise to $3.4 trillion by 2028.

No attempt should be made, however, to compromise the sole purpose of superannuation, which
is to provide retirement benefits to fund members. The focus instead should be on ensuring the
right investment opportunities exist domestically and that distortions or barriers to appropriate
investment decisions are removed. For example, treating superannuation fund deposits, including
self-managed superannuation fund deposits, the same as retail deposits for Basel Ill purposes
would increase the availability of superannuation fund deposits to support economic
development.

Withinawell-r un economy | i ke Australiadés, the Government
to funding and there will be appropriate circumstances for the Government to use this advantage
to support the economy. This funding potential, ho

willingness to incur debt, which in turn is driven by factors such as the desire to preserve credit

quality and, wultimately, Australiads AAA rating. A
played an important role include infrastructure development, where direct Government funding or

partnerships with the private sector are critical to ensuring the economy has the infrastructure it

needs. When examining the funding of the economy as a whole, therefore, appropriate use and

levels of Government funding also need to be considered.

There are opportunities in each of these areas to strengthen and diversify the funding sources
available to the economy.
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An important additional advantage from developing and implementing a strategy to strengthen
and diversify funding sources is that this helps drive competition. The less funding is an issue for
lenders, including bank and non-bank lenders, the more they are able and willing to compete for
customers and market share.

It would therefore be prudent to put in place a comprehensive strategy to ensure banks and the
economy have access to a diverse range of funding markets and products, both locally and
offshore, to ensure future credit demand is met and to mitigate against any future funding risks.

Driving competition

Competition in banking was freed up by the reforms of the 1980s and 1990s, resulting in the

value added by the industry, as a share of GDP, doubling from 1980 to 2013. From 1996 to

2013, the Financi al and | ns dactarprodectiv@yencreased bysl.7% ect or 6 s
per annum a performance in the top half of outcomes for Australian industries. These gains

brought considerable benefit to customers and the economy, keeping the cost of banking

products and services down.

Price, however, is just one attribute customers consider when choosing their banking provider.
Customers also value attributes such as service quality, convenience, innovation in meeting the
customerb6s needs, accessibility and choice from a

Customers are the ultimate beneficiaries of competition, and it is therefore important to assess
competition levels from the perspective of the customer; what they experience and what is
available to them. Competition can also be assessed against a range of market characteristics,
such as barriers to entry, concentration or levels of profitability.

All banks agree that markets are currently competitive, but that the Inquiry should consider
proposals to drive more competition, on the merit of the case made for those proposals.

Recommendation 3: The Inquiry should assess current competition levels and identify
any measures, consistent with a stable and efficient market, which
can reasonably be taken to enhance competition further.

There is solid evidence that the main markets for consumer and business banking products and
services are competitive, but that measures could be taken to improve competition further.
Depending on their commercial strategies and market position, banks have a range of views on
the degree of competition and what steps could be taken, which they will address through
individual bank submissions.

A major contributor to competition levels is the availability and price of the funding available to
banks. Ensuring banks have access to a wide and diverse range of reliable funding sources can
help intensify competition.
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A number of banks have also identified regulatory or tax arrangements that they consider impede

their ability to compete. For example, some banks argue that the interest withholding tax on

foreign raised deposits restricts the ability of banks, Australian and international, to use those

deposits to improve their liquidity and support their lending in the Australian market. There will be

some issues, such as the Advanced Internal Ratings-Based approach to capital and the impact of

some banks beingseen as 6étoo big to failé, where.Thesdi vi dual
issues are more appropriately left to individual bank submissions.

Improving regulation

Banking is one of the most regulated industries in Australia. It is therefore vitally important that
the regulatory regime works well and supports, rather than impedes, the ability of banking to
support Australian economic growth. Overall, the system works well, but there are clear areas for
improvement.

The resilience o fsysténuduring thel GlohabFnanbia @rikis is\partly due to its

strong regulatory and supervisory framework, supported by the prudent and responsible

management of banks. Given the strength of our existing regulatory regime, we should be

sceptical of the need for ever more regulation. Instead, what the industry has experienced over

the past five years has been a wave of regulatory change, driven by international rule making, the

extraterritorial impacts of US legislation and a range of, at times ad hoc, regulatory interventions

from Government responding to domestic issues. The
moratorium on significant new financial regulation is therefore a welcome pause for the industry.

One of the challenges Australia faces is that, increasingly, the rules for financial systems are
determined outside of Australiads borders. This tr
financial system and was apparent before the Global Financial Crisis. That crisis, however, has

rapidly accelerated the trend. As a consequence, large parts of the Australian regulatory regime

are determined in international negotiations and are often shaped to deal with problems not

experienced in Australia. As a small, open economy, and one that relies on raising money

offshore, Australia has little choice but to accede to these international rules. While Australian

negotiators have often been able to influence these rules to recognise unique Australian

circumstances, Australia is left with a dilemma: the major rules that shape the banking system are

not determined with Australiads circumstances i n m
regulators use, to the full extent possible, any national discretions within international rule-making

to ensure the rules applied within Australia meet our own needs, while satisfying international

requirements. There need to be good reasons, for example, for accelerating the adoption of

international rules in Australia, especially if these rules are designed to address problems not

experienced here.

Regulators also need to exercise considerable caution when regulating a complex,
interconnected system like the financial system. It is in the nature of complex systems that, when
a change occurs in one part of a system, its impact flows through to other parts, often in
unexpected ways. Regulators therefore need to accept that virtually any rule change will have
unintended consequences. This should make regulators instinctively cautious and conservative in
proposing new or changed regulation.
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It also makes it imperative for regulators to allow considerable opportunity and time to discuss
proposed changes with those with the best understanding of the system.

Finally, in putting forward regulatory proposals, regulators need to bear in mind the fundamental
purpose the banking system serves within the economy. Each regulation development process
needs to assess, openly and in detail, the impact further regulation is likely to have on the ability
of the banking system to serve its customers and the broader community. Measures, for
example, to increase stability even further may achieve that goal, but may not be warranted if
they distort bank lending to the degree that it impedes the growth of parts of the economy.

To minimise the risks of undermining the current proven regime and to avoid unintended
consequences, we need improved regulation making processes that strike the right balance
between stability, competition and efficiency and ensure Australian conditions and needs are
recognised when international rules are applied.

Recommendation 4: The Inquiry should recommend Government puts in place new
processes for developing or changing regulation that impacts on the
complex financial system, to minimise unintended consequences,
ensure regulations are appropriate in the Australian context and that
the right balance is struck between system stability and economic
growth.

As a starting point, Government should commit to spelling out clearly and publicly the problem
that it is considering solving and the reason it considers regulation to be the appropriate
response. This should be done well ahead of any consideration by Ministers or Cabinet on
whether new regulation is required.

Too frequently, proponents of regulation assert a wide-ranging problem exists and back their
claims with anecdotal evidence, or claim that a problem will arise unless regulation is put in place
first. In neither case is the problem clearly defined, nor objective evidence put forward. As a
result, those affected by prospective regulation wear the burden of proof to show that no problem
exists, that existing regulation is adequate or that any problem is more narrowly confined. In
effect, the burden of proof rests on those that will be regulated, rather than those that argue for
regulation.

While these matters shouldbeaddr essed through regul atory i mpact
experience with that process shows that, even on those occasions when it is used, it typically

occurs too late in the process. Instead, Government s s houl d require a short o
to regul ated be prepared that sets out clearly the
allow others to contest the case for regulation before any Government decision on the need to

regulate has taken place. It would also ensure that, where a problem does actually exist, its

nature and scale is clearly defined so that any regulatory response can be tailored to fit the actual

problem. It also gives the industry the opportunity to address the problem or self-regulate before

a legislative response is imposed.
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Given the central role banking plays in enabling economic activity, Government should also have
in place mechanisms to ensure the economic impact of proposed regulatory changes has been
fully and independently assessed. This should be a critical role for the Treasurer and Treasury,
particularly when regulators, such as the Australian Securities and Investments Commission or
the Australian Prudential Regulation Authority, are proposing new regulations or requirements.
The Council of Financial Regulators could also play a more active and transparent role in
assessing the economy-wide impacts of new or changed regulation and coordinating the
activities of different regulators.

Australia has a sound and tested regulatory regime, which should not be changed lightly. New
and more robust processes are needed to ensure we protect that strength.

Supporting technology

There is little doubt that digital technology will be a major shaper of the financial system of the
future. It is already transforming the way we do our banking, bringing increased choice,
competition and convenience for customers.

When the Wallis Inquiry reported in 1997, most Australians did their banking in branches and

queued up at lunch time, or wrote cheques to pay their bills. It was only in 1997 that Australia saw
thefirst24-hour i nternet banking service i mgkebilbduced and
payment system accepted across the banking system, launched. Since then, the pace of change

has accelerated. It is only four years since the first iPad was released and even less time since

the first banking app was offered. Today, Australia has the highest proportion in the world of

smartphone owners performing financial activities online. And yet, it is expected that we are only

at the beginning of digital technologyds transf orm

Technological change brings enormous benefits to customers. Technology makes banking more
convenient, with customers able to choose the place and time they want to bank. Transaction
times are reduced, whether when paying bills, transferring money or making payments while
shopping. Customers are able to compare available banking products and services more easily,
increasing accessibility to choice and sharpening competition.

With rapid change driven by technology, it is critical that the regulatory regime adapts to reflect

new ways of banking and does not impede the benefits technology can bring. Technology is also

expected to make it easier for new players to enter the market, bringing competition and

innovation. Although this is not without its potential downside if they also introduce unexpected or
unmanaged risks, or build business models based on 6
operating outside of the regulatory framework. Technology can also raise risks, perceived or

real, to the security of money and personal information.

The benefits that technology brings are substantial and the risks need to be managed. This
requires a systematic approach from Government to ensure the regulatory framework supports,
rather than impedes appropriate technological development.
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Recommendation 5: The Inquiry should recommend the Government develops, in
consultation with the banking industry, a comprehensive strategy to
ensure the regulatory regime supports technological innovation,
while managing any potential risks.

Given the pace of technology-driven innovation and change in banking, it is not surprising that the
regulatory regime already lags the realities of modern banking. Much of the disclosure regime, for
example, is premised on face to face interaction between customers and their banks, with
information passed over the desk or counter in printed form. While some customers prefer to
continue banking this way, more and more customers are doing their banking virtually and the

di sclosure regime needs to recogni sietermhofrow by
required information is provided to customers.

Regulation also needs to recognise the uncertainties of how technology will shape banking. It
therefore needs to be principles-based and flexible. New guidelines being developed by the
Australian Prudential Regulation Authority around the use of cloud computing, for example, need
to be flexible enough to achieve policy objectives without unnecessarily restricting the use and
benefits of this new capability.

The regulatory regime also needs to anticipate potential new risks arising on the back of
technology. All participants in financial e-commerce, for example, should be subject to the same
degree of regulation and supervision, to maintain the safety and soundness of the payment
system and customer confidence. The National Cyber Security Strategy needs to be updated and
implemented with a greater level of public/private cooperation, to improve security resilience.

A serious effort will be required to ensure the regulatory regime keeps pace with the rapid
changes driven by technology, to ensure customers and the financial system gain the benefits
technology can bring, without increasing risks.

Conclusion

Australia has been served well by its financial system since the Wallis Inquiry reported in 1997.
The objective for the current Inquiry should be to ensure the system serves Australia as well into
the future. For a central part of that system, banking, this means ensuring Government policy and
regulatory settings allow the financial system to fulfil its central economic role and meet the
current and future needs of household and business customers, investors, employees and the
broader community.

The banking industry submission has identified four areas that should be the immediate focus on
the Inquiry: funding, competition, regulation and technology.

Beyond that, the banking industry believes Australia should develop and pursue a vision of a
world class financial system that encompasses:

i astrong, stable, competitive and diverse set of financial institutions, with an increased
presence regionally and globally;

ensur



AVA FINANCIAL SYSTEM INQUIRY
Submission

AUSTRALIAN BANKERS'
ASSOCIATION INC.

91 the delivery of world-class and cost-efficient services to all Australian consumers and
businesses;

9 continuing growth in financial activity, job creation, exports and tax revenue;
1 enhanced capital allocation across the economy; and
91 global leadership in innovation and productivity.

The banking industry welcomes the opportunity to make this initial submission to the Financial
System Inquiry and looks forward to contributing further throughout the process.
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Submission

1. Why this Inquiry is important
1.1. The essential purpose of the Inquiry

The bankingi ndustry, through the AuABA) edlconeestheBanker s6 As
opportunity to make this submission to the Financial System Inquiry.

The Feder al Government 6s announcement of a thoroug
Austral i abs fsitimelynSeveatden yearssagoethe Wallis Inquiry and the
Government 6s response | aid the policy and regul ato

perform well. We have experienced periods of good economic growthand one of the worl
most severe economic downturns with the Global Financial Crisis (GFC). We now have sufficient

distance on a number of cycles to better understand the implications of Wallis, the impact of

regulatory responses and market developments.

But the most important reason for the Inquiry is the central role that the financial system plays in
supporting economic activity and growth, which in turn is the key to the current and future
prosperity of Australians.

Over the past 23 years, Australia has enjoyed uninterrupted annual economic growth that has
delivered us some of the highest living standards in the world. Our economy has doubled in size,
with a 60% increase in real incomes per person and wages growing on average by nearly 4% per
year." This growth and prosperity would not have been possible without a strongly performing
financial system.

Yet, while the system has served Australia well, we cannot be complacent. The critical outcome
needed from this Inquiry is to ensure we have a financial system that serves Australia as well in
the coming years as it has over the past two decades.

1.2. The outcome needed

A banking system that best meets Australiabds futur
of household and business customers, investors, employees and the broader community. Such a

banking system is one that is stable, resilient, safe, competitive, innovative, diverse, efficient,

inclusive and profitable.

Stable: A stable banking system is one that is able to perform its primary functions
regardless of the state of the economy and the performance of its individual
parts.

' Business Council of Australia, (July 2013) Action Plan for Enduring Prosperity i Overview
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Resilient: A resilient banking system is one that can withstand external shocks, including
from the economy and global financial system, and internal shocks, such as
failure or weakness in individual institutions.

Safe: A safe banking system moreyandpersomdh er e cust ome
information is secure and protected from misuse or unauthorised access.

Competitive: A competitive banking system is one where customers have a diverse range of
choices, in terms of institutions, products and services, and where institutions
have to compete for customers, including on price, service, innovation and
reliability.

Innovative: An innovative banking system is one that adapts swiftly to changing customer
needs and offers more efficient, convenient and lower cost banking services.

Diverse: A diverse banking system is one that includes a range of different types of
institutions, giving customers greater choice and adding resilience to the
system through a variety of entities and business models.

Efficient: An efficient banking system is one that meets customer needs effectively,
promptly and at the least cost.

Inclusive: An inclusive banking system is one that recognises the central role banking
plays in peopleds |ives and provides acces
so that people have the opportunity to participate fully in social and economic
activities.

Profitable: A profitable banking system is one that <ca

future, can attract equity and debt investors and can generate acceptable
returns for its shareholders, includingfort he nat i on incomesartdi r e ment
security through superannuation.

The Australian banking system has performed well against these criteria. The stability and
resilience of the system has been demonstrated throughout the most disrupted period of global
financial and economic activity for 80 years. Our system and customers enjoy high levels of
safety, despite ongoing cyber-attacks on banking systems around the world. Banking in Australia
remains competitive, with customers enjoying wide ranging choices and markets showing
evidence not only of price competition, but competition in service, innovation and access.
Technology is driving innovation and increasingly it is customers, rather than banks, that are
defining the needs that are to be met through innovation. Technology is also delivering greater
efficiency in the system, to the benefit of customers and banks.

While profound changes in the underlying availability and price of funding, brought on by the
GFC, have affected many business models, customers can still access their banking products
and services from a diverse range of providers, including major and regional banks, international
banks, mutual banks, credit unions and building societies.
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Australia enjoys one of the highest levels of banking penetration in the world, with the vast
majority of Australians having access to readily available and affordable banking. Where
particular customers face challenges accessing banking, banks themselves have been active in
developing products and programs, such as free banking for low income earners and free ATM
access in remote Indigenous communities. Banks have also been active partners with
community organisations and Government in promoting higher levels of financial inclusion and
literacy.

Finally, on the whole, banks in Australia have remained profitable, through even the most difficult
periods of the financial crisis. Over the past five years, the eight largest banks listed in Australia
have contributed $88 billion of dividends to their shareholders?, most of which has gone directly
to Australians or into superannuation, providing Australians with the wealth and security they
need for retirement. The four major banks are middle-ranked in the largest 50 Australian listed
companies in terms of return on equity (RoE) which is comparable to returns in other sectors of
the economy. This performance has not only allowed banks to be buffered from those external
shocks but has ensured they could continue to lend and invest in new products and services.
Bank profits continue to grow as the Australian economy grows and as customers seek more and
more financial products and services.

These successes should form the basis for continual improvements to the financial system
against the above listed criteria. It is these criteria that should shape industry and Government
thinking about the banking system into the future and shape the policy and the build of the
regulatory framework for the banking industry.

Much has changed in the financial system since the Wallis Committee delivered its report. The
robustness of the financial system, and the management and regulation that underpins it has
been thoroughly tested and has come through strongly. The task now is to ensure the financial
system can continue to play its central role as a critical enabler of economic activity and growth,
and the prosperity that brings, into the future.

Recommendation 1: The banking industry recommends the Financial System Inquiry
reports on the strengths and benefits of the current financial system
and ensures any changes to Government policy or regulation build
on those strengths and do not undermine a system that currently
works well.

1.3. This submission

This submission is made by the banking industry, through the ABA. While banks are active
players in a wide range of aspects of the financial system, this submission focuses primarily on
the banking component of the system and how banking serves the needs of household and
business customers within the broader economy.

2 From Annual Reports of eight largest banks.
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The ABA represents the following banks operating in Australia:
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AMP Bank Limited
Arab Bank Australia Limited

Australia and New Zealand Banking Group Limited
Bank of America, National Association

Bank of Queensland Limited
Bank of Sydney Limited

Bendigo and Adelaide Bank Limited

BNP Paribas

Citigroup Pty Ltd

Commonwealth Bank of Australia
Credit Suisse AG

HSBC Bank Australia Limited
ING Bank (Australia) Limited
Investec Bank (Australia) Limited
Macquarie Bank Limited

MECU Limited

Members Equity Bank Pty Limited
National Australia Bank Limited
Rabobank Australia Limited

Rural Bank Limited
Suncorp-Metway Limited

United Overseas Bank Limited
Westpac Banking Corporation
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2. Context for the Inquiry

It is critical that this Inquiry delivers a policy framework that will allow the financial system to serve
Australia well in the coming years. To achieve that, it is important to understand the context for
the Inquiry, particularly how the financial system has evolved since the last major inquiry, how the
system functions today and what forces are expected to shape the system into the future.

2.1. How banking has changed for customers since Wallis

The traditional role of banks in the Australian economy is that of an intermediary between
lenders, those with savings or money to invest, and borrowers, those households and businesses
needing money to grow. The industry bears the associated credit and liquidity risks (risk that
borrowers do not repay, and risk that lenders want to access their funds), makes a return by
aggregating assets and liabilities and then meets the needs of customers with products that vary
by risk, return and tenor. Banks are also the largest participants in the Australian payments
system.

The services banks provide include acting as a safe deposit for household and corporate funds,
enabling Australians to make payments for goods and services, encouraging savings and
investment, and managing financial risk. Banks also facilitate the raising of capital in the financial
markets, primarily for companies, governments and other financial institutions, in the local and
global debt capital markets, and to a lesser degree in the equity capital markets. The industry is
active in currency and commodity markets and derivative markets in order to manage their
customersband their own financial exposures. Increasingly, they are involved in wealth
management, utilising their services and skills to help Australians meet their longer term financial
needs.

How well banks perform these functions helps determine how well the rest of the Australian
economy fares in both the short and longer term.

Banking has changed for customers since the Wallis Inquiry on many measures, as detailed in
the proceeding sections of this submission. Since 1996, the cost of banking has fallen for many
services; the range of products and services has broadened and developed, service levels have
improved and access to banking services for the vast majority of Australians has been
transformed by technology.

Since 1996, there have been significant price movements in a broad range of products which
signal that the environment has been competitive. Fee revenue as a proportion of resident
assets has fallen from around 70 basis points (bps) to 44 bps from the late 1990s to now. Net
interest margins (NIMs)® have fallen from 375 bps at the time of the Wallis Inquiry to 213 bps
today. The RBA6s 2013 s dshows thatsince 2018 total feésepaicsby households
have fallen by $1.12 billion or 22%, taking total fees to the lowest level for seven years.

3 The NIM is calculated by dividing the net interest income of the financial institution by its average interest earning assets

Reserve Bank of Australia, (2013), Banking Fees in Australia, in June Quarter The Bulletin,
www.rba.gov.au/publications/bulletin/2013/jun/index.html
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The industry believes that competition has been a strong contributor to the reduction in NIMs,
with falling Returns on Equity (RoE) suggesting rising costs have, to an extent, been absorbed by
banks and their shareholders.

Australian consumers have access to a wide and continually evolving range of products and
services. New products to the market include no-fee transaction accounts, low-doc loans and
foreign currency debit cards. Service channels have expanded rapidly, and customers can now
do most of their banking from their laptops or phones. Customers still have ready access to bank
branches, with branch numbers having increased steadily to peak at a record humber in 2012 of
5,632 branches, before dropping slightly to 5,582 in 2013.

The most significant change since Wallis has been exponential developments in information
technology and the transformation it has brought to accessing bank products and services. In
1996, the year the Wallis Inquiry was established; the Internet was only just making its presence
felt. One year later, the industry-owned BPAY was launched and the first online service was
offered by one of the major banks. Functionality on internet banking continued to develop steadily
until 2012, by which time mobile banking had become ubiquitous. Today, customers have more
convenient and faster banking services available on smartphones and tablets. In Section 6 of this
submission we provide a short and recent history on technology as well as a recommendation on
the management of its opportunities and risks, real and perceived.

At the end of 2013, Australia had the fourth highest level of bank satisfaction in the world as
measured by Capgemini and Efma®. According to Roy Morgan, bank satisfaction has risen from
60% to 80% in the decade to 2012. It continues to reach record high levels and is now 81.6% in
January 2014.% The 17 years since the Wallis Report have been truly transformative.

Although the number of licenced banks is largely the same now as in 1996, market structure has
changed significantly. Major banks now hold a more significant share of the core retail markets, a
number of European banks have left or reduced their presence in the market, as have non-bank
financial service providers, and a number of non-banks have sought to partner with banks to
provide banking services. These developments are in part an outcome of the GFC and its
aftermath, and in part, of competition.

In anticipation of the Financial System Inquiry, the industry commissioned Professor Rodney
Maddock of Monash University to complete a paper on the developments in the financial system
since the Wallis Inquiry. This forms the basis of much of the following history. The full paper can
be found in Appendix A of this submission.

2.2. The Wallis Inquiry

The Wallis Inquiry was set up in May 1996 to examine three issues: the experience of financial
deregulation in Australia, the main forces for change in the system and the changes to the
regulatory arrangements needed in the light of the continuing evolution of the Australian financial
system. While its formal terms of reference were extensive, the central focus was on regulation.

Capgemini and Efma, Deloitte Access Economics, (2014), Competition in retail banking, Appendix E
Roy Morgan Research available at: http://www.roymorgan.com/findings/5451-satisfaction-with-banks-reaches-record-high-

201402260024
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One of its major objectives was to examine the O6tw
of a single prudential regulator and a single disclosure regulator responsible for consumer
protection.

The Wallis Inquiry ultimatelysupp or t ed t he 6twin peaksd approach, r €
of prudential responsibilities to the Australian Prudential Regulation Authority (APRA) from the

Reserve Bank of Australia (RBA), which was to retain systemic supervision, and the allocation of

market integrity and consumer protection responsibilities to the Australian Securities and

Investments Commission (ASIC). The Inquiry, with its emphasis on efficiency, was not focussed

on deregulation, but rather highlighted the need to make regulation more streamlined and

conducive to competition. In doing so, the Inquiry aimed as far as possible to promote efficiency

and cost savings through enhanced competition and contestability, while preserving the financial
systemds safety and stability.

How Wallis anticipated the future

In hindsight, the Wallis Inquiry correctly foresaw three fundamental transformations that lay
ahead for the Australian financial services industry: changes in customer needs, changes in
skills and technologies, and changes in regulation.

The Inquiry recognised that changing customer needs would be driven by an ageing population, a
better educated population, changes in workforce participation, a population increasingly exposed
to the financial system and hence to financial risk, and one more sensitive to value in its
purchases. For consumers, the Inquiry saw technological developments enhancing electronic
forms of delivery of financial services, making it the dominant form of service delivery. The rise of
ATMs, EFTPOS, internet banking, smart cards, electronic cash and data mining were all
foreseen. These new technologies were expected to change the underlying cost structures of
financial organisations, leading consumers to adopt more sophisticated and market-oriented
strategies at the expense of traditional organisational models.

The Inquiry also foresaw an increasing focus on efficiency and further globalisation of markets,
both leading to greater competition, further conglomeration and market widening, and a
continuing shift away from bank intermediaries towards markets. In hindsight, the extent to which
these effects have played out in the markets is unclear.

While there is evidence in the financial sector of ongoing improvements in efficiency and
productivity, the extent to which this has resulted in increasing contestability of the system is an
open question. Foreign competitors have existed in the market for many years, but as they have
captured limited market share, it is more likely that the potential competition has been an
important disciplining force. Instead, direct competition took the form of new business models and
brokers, such as Aussie Home Loans, Resimac and Macquarie Bank, who in some cases used
the securitisation market to fund attacks on bank product markets. ING took on the banks on
deposit pricing, online brokers cut deeply into the margins of traditional broking companies, and
banks took market share from insurers.
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While world markets have become more closely integrated since Wallis, there have been fewer
foreign competitors entering the market or Australian banks pursuing offshore opportunities than
was expected. Macquarie has been able to establish an offshore business, albeit a non-bank
business, while ANZ is advancing an offshore strategy. The exception to this trend is the growth
of the larger Australian banks in New Zealand, where all have significant positions. The
globalisation which has had the largest impact on banks in Australia is a growing reliance on
international funding. Today, foreign currency denominated liabilities account for 50% of GDP.’

The Walllis Inquiry expected increased conglomeration would challenge traditional institutional

and regulatory boundaries, with new competitors emerging from outside the industry. This has

been most clearly evidenced by the banks6 movement
Colonial, Westpac and BT, and NAB and MLC illustrating the point. AMP has gone the other way,

adding banking to its insurance and wealth businesses. There may have been fewer entrants

from outside the finance industry than anticipated by the Wallis Committee and the prediction that

financial businesses would tend to disaggregate their businesses vertically has only been partially

correct. Indeed since the GFC, there has been some movement towards vertical integration with

major banks acquiring a number of the previously independent mortgage brokers and

aggregators.

The Wallis Report also suggested markets would increasingly challenge intermediaries for the
provision of finance and the management of risk. In Australia, banks continue to play a major role
in funding and risk management compared with, for example, the US. Financial markets have
clearly become more important, particularly as vehicles for reallocating risks within the financial
sector, but have not diminished the central role played by the banks. Indeed, this has served to
highlight that one of the notable features of the Australian financial system is how little of it
currently sits outside the prudentially regulated sector.

Having the benefit of hindsight, these unforeseen transformations along with the predicted
changes had a significant effect on the industry, as shown by how the system functioned between
the Wallis Inquiry and the onset of the GFC.

2.3. How the system functioned between Wallis and the GFC

In the decade between the Wallis Report in 1997 and the onset of the GFC, beginning in 2007,
the industry effectively facilitated a realignment of asset prices and ownership after a long spell of
regulatory induced distortion between 1945 and 1980. The growth in the financial sector during
this time was considerable, with value added as a share of GDP almost doubling. A key
underlying driver of this was the considerable rise in household assets, both financial and in
dwellings, which appears to have been driven by the choices of the individual households.

These choices reflected the greater freedom available to retail customers to manage their
personal balance sheets with the end of credit rationing; the decline in global and Australian
inflation rates allowing households to service larger loans; and a broadening of the products
available for managing risk.

" RBA Bulletin (2012), International activities of Australian banks.
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Households borrowed, increasing their interest payments but also boosting assets considerably.
The consequent increase in the price of housing was not confined to Australia: households
globally made similar choices, suggesting that local house price rises were not exceptional.
Rather, Australian households appear to have a strong preference for better housing, and the
supply of such housing was slow to meet the increased demand, putting upward pressure on
prices. There is also evidence that the quality of local housing has changed, so that part of the
price rise reflects an improvement in housing quality.

A further consequence of growth in the sector, along with the value of the Australian dollar and
the high price earnings ratios, was that the major Australian banks became amongst the most
valuable banks in the world, as measured by price to book value. While the superannuation funds
were not large on a global scale during this time, they continued to consolidate and grow quickly,
attracting attention from offshore managers.

The very rapid growth of the system was accompanied by some structural changes, but perhaps
less than might have been anticipated. The biggest change was the decline in the importance of
registered financial corporations (RFC) and the ongoing decline of building societies. The growth
of securitisation also facilitated significant entry and growth of smaller financial institutions during
the period.

In 1998, as per the Wallis recommendations, the 0s
big four banksandthe bi g two i nsurance companies was replac
prohibited mergers amongst the major banks. The period between 1996 and 2007 also saw a

number of mergers: Metway Bank merged with the Suncorp Insurance and finance group,

St George Bank merged with Advance Bank, and Bank of Melbourne merged with Westpac.

ASI C and APRA commenced operations in 1998 as part
regulatory framework.

The collapse of insurance giant HIH was the biggest financial industry crisis in the post-Wallis
phase ahead of the GFC. It provided a valuable opportunity prior to the GFC to review the role of
the regulators as well as Australian corporate governance and risk management.

2.4. The Global Financial Crisis

The impact of the GFC can be split into three distinct phasesit he -prsiume cri si sé peri
6financial crisisd period after Lehman Brothers co
following the crisis.

The initial phase, timed locally from the collapse of two hedge funds, Absolute Capital and Basis

Capital in July 2007, was mainly characterised by a sharp rise in the wholesale cost of funds from

the pre-existing low levels. Rising sensitivity to risk fuelled by growing global uncertainty saw a

sharp declineing | ob al money mar ket volumes as participants
credit quality and to shore up their liquid assets.
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The major banks had few problems in this first phase. They did face some losses on loans to
failed firms, and had difficulties restructuring some of these given the widespread use of
syndication of corporate debt, but had very limited exposures to toxic securities, such as
collateralised debt obligations. However, some of the smaller banks and non-banks with lower
credit ratings, which relied more on securitisation as a source of funding, suffered relatively more
as securitisation markets stalled and credit spreads widened.

The RBA acted quickly, expanding the range of repo-eligible securities to private and then own-
name securities and increasing the term of such repos. To offset the additional risk, the RBA
increased the haircuts it required through excess collateralisation and APRA increased the
intensity of its stress testing of the banks.

Following the collapse of Lehman Brothers in September 2008, the crisis of confidence moved
into a second, more severe phase with escalating global interest rates, the closure of some
wholesale markets, large falls in asset prices, a collapse in trade credit and fears of global
recession.

Policy makers in Australia reacted swiftly to address the collapse of confidence. Short selling of

stock was banned on 21 September, 2008. T h e Go v e rresithentialtmdriyage backed

securities (RMBS) investment program was announced on 30 October, 2008. With growing

nervousness among depositors, the Australian Government announced, on 12 October, 2008

extended guarantee arrangements for deposits. On the same day, the Government announced it

would guarantee, for a fee, the wholesale funding of banks.® This followed moves by
governments overseas to guarantee the funding of
comparative disadvantage and risking the ability of our banks to continue funding the Australian

economy.

These decisions were followed by the announcement of a fiscal stimulus program, on 14 October,
2008 while the RBA cut the cash rate by 300 bps in the final three months of the year.

During this period, the Australian banking system operated well especially compared to systems
in most other developed economies. There were no retail runs on deposits as seen in the UK and
domestic banks continued to lend and borrow, albeit at higher costs. None of the banks were
downgraded by credit rating agencies and all retained access to global markets, based on their
own strength and with the backing of the Government guarantee during the most difficult period
of the crisis. The RBA proved adept at keeping markets operating and facilitating adjustment
during the crisis.

In the midst of the crisis, CBA was able to absorb Bankwest from its failing UK parent. The

Australian Competition and Consumer Commission (ACCC) examined the consequences to

competition from the acquisition, but ultimately decided that Bankwest would either substantially

contract or fail and therefore the acquisition by CBA would not substantially lessen competition.®

Banks were also able to access additional equity at small discounts to their reduced share prices

from retail and institutional investors, includi

To date, the fee paid by banks for the wholesale guarantee has raised over $4.4 billion for the Government and taxpayers
From an interview with the retiring chairman of the ACCC, Graeme Samuel, on the ABC, June 8, 2011, published at
http://www.abc.net.au/sundayprofile/stories/3238828.htm, accessed 5 March 2014

9
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The third phase arrived once the immediate threat of collapse had passed and arguably
continues today, with a focus that has shifted from dealing with a current crisis to preventing
future crises. It is characterised by an understandably more risk-averse response from
consumers, banks and regulators, both in Australia and offshore, based on the lessons and
consequences of the GFC.

2.5. Where are we today?

Following the GFC, banks, governments, businesses and retail customers globally have a
renewed appreciation of, and sensitivity to, risk. The most fundamental adjustment post-crisis has
therefore been the insertion of larger risk premia into a wide variety of prices, even with spreads
on government bonds blowing out in many jurisdictions. Lenders too have analysed more clearly
the risk characteristics of borrowers and differentiated prices more sharply.

Household behaviour also changed to lessen its risk exposure. Notably this has involved a switch
out of equities and into deposits. While this is consistent with an ageing population, an underlying
shift in household preferences against riskier assets is apparent. Modified behaviour has seen
households systematically reduce their risk exposures: they have borrowed less, increased their
savings, and shifted their savings into safer products.

Regulators have responded strongly to the heightened perception of risk in the financial system
by introducing reforms designed to make the system safer. These have mainly occurred in the
context of global conditions, although the recent decision to impose capital surcharges on the
major domestic banks i deemed to be of systemic importance locally i has important
implications for the operation of the domestic financial system.

The GFC also served to highlight concerns about the continuing ability of banks in Australia to
rollover their short-term offshore borrowings during a crisis. Bank management has recognised
this issue and has worked quickly in advance of any regulatory decisions, to diversify funding
sources, lengthen tenors, raise more deposits domestically, and shift the weight of deposit
funding towards term deposits. In late 2011, the Government assisted the process by allowing
banks to issue covered bonds, which allowed some to widen their funding sources and increase
the average tenor of their borrowings.

Some smaller banks and non-banks were also affected significantly by the lack of market

liquidity. The Government supported some of these players through the Australian Office for
Financial Management 6s-morigagebsadked securities, whichgawei dent i al
support to the securitisation market.

In terms of the impact of global regulation, the broad thrust of the emerging regulatory actions

under Basel lll operates in the same direction that management and boards of directors of banks

in Australia have required: more capital, safer capital, and more liquidity. This is not to say that all

of the new international requirements suit Australian circumstances. The most important

consequence for Australia is that the regulators a
basedd regulation, comparced ono -bammicadi pileeis | chede peom ar
intense supervision. This has left Australia in a situation where we continue to have intense
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prudential supervision under the pre-existing approach that worked well through the GFC, on to
which has been added a substantial new suite of detailed regulatory requirements.

Australia also faces a situation where the trend towards increased globalisation of rule setting has

accelerated as a result of the GFC. This is possibly inevitable, with an increasingly globalised

financial system, and beneficial, including to Australian banks dealing with overseas counterparts,

but raises the question of how Australia ensures these internationally set rules, and the way they

are adopted domesticall yrgumssancess Australiads particu

Size

Today, the banking industry in Australia is large in absolute terms as measured by total assets,
albeit not large relative to other developed economies. At September 2013, total bank assets
were $3.1 trillion, which accounted for 56.8% of all financial institution assets in Australia (see
Figure 2.1). Ownership of resident assets is concentrated with the four major banks, which hold
80%.

Figure 2.1: Assets of financial institutions - distribution
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In 2013, A u s tfinaacialisgst&m was 3.6 times the size of the Australian economy as
measured by GDP. By comparison, the Euro-area has the largest financial system relative to its
GDP, at 5.8 times. Canada, which given its banking system and population provides a good
comparison with Australia, has a financial system which is 5.0 times its economy (see Figure
2.2).
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Figure 2.2: Financial system assets as a multiple of GDP, 2013
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Sources: RBA, Bank of Japan research

While banks are the largest contributor to the assets of the Australian financial system, they are

not the fastest growing (see Figure 2.3). Since 1996, bank assets have grown 6.2 times, while

assets of superannuation funds have grown by 8 times. Over the last five years, this trend has

become more pronounced, with banksd assets growing
with superannuation, which has grown 1.6 times.

Figure 2.3: Growth multiple of assets of financial institutions (2008 to 2013)
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The payment systems, in which banks are the major participants, is large (see Figure 2.4). Over
the year ending June 2013, a total of 8.9 billion transactions were made using ATMs, EFTPOS,
cheque, direct entry, debit and credit cards, with a value of $15.1 trillion. This is an average of
170 million transactions with a value of $290 billion every week.

EFTPOS is the largest of the payment systems channels in terms of the number of transactions,
with 3.2 billion transactions over the year ending June 2013, at a value of $197.6 billion. The use
of EFTPOS has been growing at a fast pace. The number of EFTPOS transactions has increased
by 14.6% on average each year over the past five years, while the value of EFTPOS transactions
has increased by 12.0%.
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Figure 2.4: Payment systems i number of transactions (million)
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Contribution to the Australian economy

The finance and insurance industry is one of the largest contributors to the economy in Australia.

In dollar terms, the industry contributed $123 billion to economic activity over the 12 months

ending September 2013, which was second only to the mining industry at $151 billion. This

equates to 8.6% of Aus t.inaerms af@rewth$the. cénstruatian industry n econ o
has grown the most at 143.3% over the 17 years since the Wallis Report. The finance and

insurance industry ranked second at 134.9% or just over $70 billion (see Figure 2.5).

Figure 2.5: Change in value added since 1996 ($bn)
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Other contributions to the economy from the eight largest Australian listed banks*® include:

Employment: At the end of 2013, the banks employed around 140,000 domestic employees,
which accounted for one-third of the finance and insurance industry and 1.2% of the Australian
labour force. They paid $22.8 billion in wages.

Tax: Banks provide the government with considerable tax revenue. Over the past five years,
banks paid $47 billion in tax, with $12.1 billion paid in 2013.

Dividends: Banks have continued to return wealth to shareholders. Over the past five years,
banks have paid out a total of $88 billion in dividends, with $21.2 billion paid out in 2013. Most of
these payments have gone directly to Australians or into superannuation funds which support the
needs of current retirees and provide a growth retirement savings pool for future retirees.

Technology: Banks contribute to Australiads economic de\
investments in technology, which is a key driver of productivity in Australia. Over the past five
years, banks have invested $19.4 billion in IT, with $4.6 billion invested in 2013.

Business: Banks are a major user of goods and services from other Australian businesses,
including many small businesses. According to the Business Council of Australia (BCA), large
businesses contribute $247 billion each year to small businesses in Australia, through the
purchase of goods and services. Banks are a significant contributor to this.™*

Community: Banks are a major contributor to community services and programs around
Australia, donating funds, time and effort. In 2013, the banking industry donated over

$500 million in funds and in-kind donations although this is likely to understate the true level of
community investment.*?

2.6. Contributionto Austral i ads future prosperity

To put in place the policy framework for the financial system, we need to understand the future
opportunities and challenges the Australian economy and the financial system will face.

Predictions can be difficult to make, and while the Wallis Inquiry did a commendable job in

anticipating many of the changes in the evolving financial system, the banking industry has

elected to identify the major forces that are expected to shape the future. To do this, the industry

has utilised global consulting firm A.T. Kearneyd s r eport f@ABanking on Our Fut
Vision for the Austral i amippéidixBtothigsubmission.st ryo i ncl ud

A.T. Kearney has identified five dnegatrendséwhichareex pect ed t o i mpact the cou
future. They are:

1. the ageing of the Australian population;

2. the growth of Asia;

Focus on eight largest Australia-listed banks is for ease of reference
Business Council of Australia, (2010), Working in Parallel, page 9
Esti mated by the Australian Bankersd Association
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3. the growing impact of digital technology;
4. the increasing risk averse nature and cost of capital; and
5. the increasing scarcity and cost of natural resources.

At the extremes, depending on how we respond to these trends, they could deliver one of two
opposing scenarios for Australia:

1 Australia as a rich, diversified, integrated and digital economy; or

9 Australia at risk of becoming an isolated, old economy with capital locked up in property
and low risk investments.

The first, positive scenario has a number of features. A maturing society would be increasingly
affluent from the accumulation of capital. Further, Asian integration, combined with demand for
resources, would see Australia export more, and export a broader range of goods and services.
Asian capital would be invested in Australia, while excess domestic capital would command
higher global returns. The digital age would improve efficiency, create more value for the
customer and develop new markets.

A second, negative scenario would see a maturing society weigh heavily on the economy, with
more support required from the Government to provide pensions and health care. Without
integration with Asia, there would be increasing competition for goods, services and capital, with
a flood of low cost imports affecting Australian businesses. Digital capabilities could erode our
economic surplus and add to misinformation, security and privacy risk. Local enterprises could
find capital hard to get and there would be intense competition for limited natural resources.

Neither scenario is a prediction, and the likely outcome will be somewhere between the two.
Nevertheless, a sense of the range of possibilities facing Australia highlights the need to ensure
our financi al system can continue to serve Austral

There are a number of means by which the banking industry can contribute to a positive
economic outcome. Broadly speaking, the banking industry in Australia can:

1. Continue to provide capital to fund growth and innovation and to meet the needs of an
ageing population.

2. Continue to compete on product, price and service to meet the needs of customers.

3. Facilitate Asian integration by usingbanki ngdés superior risk insights t
businesses expand into the region.

4. Act as atechnology catalyst to create unprecedented value and to shift the economy
towards sophisticated, knowledge-based industries.
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Section 3 of this submission explores specific challenges and opportunities to develop funding

markets to serve Australiabs growing economy. Sect
recognising the importance of a diverse range of choices, with banks competing for customers on

price, service, innovation and quality.

As one of the most highly regulated industries in Australia, the efficient and effective regulation of

the industry is at the core of whether the system is able to meet the needs of the economy.

Section 5 examines the roles and responsibilities of the regulators from an industry point of view,

and |l ooks at how they can support the growth of Au
maintain a financial system which is safe and stable.

Section 6 looks at the opportunities arising from digital developments to enhance customer value
and improve productivity.

Banking, and the flows of capital, trade and information it facilitates, will help Australia continue to

integrate with Asia, and indeed all regions of the world. This is discussed in more detail in

Section 4. China, in particular, is opening its capital account and this will lead to further

substanti al capital flows. While the banking indus
banks in other countries, it is growing and is an important component in the ongoing integration of

the whole economy with the region.
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3. Funding the economy

Funding is the key to growth, and when risks are well managed funding can enable individuals
and entities to seize opportunities for growth. Likewise, lack of funding can render the economy
stagnant. Australia has fared relatively well, through even the most turbulent times such as the
GFC, in sourcing funding to support growth. However, in the future, it is vitally important that
Australia has the most stable and diverse sources of funding available to access as and when
required, and to that end, there are a number of points that the banking industry makes in this
submission to improve the existing platform, based on the following recommendation:

Recommendation 2: The Inquiry should support the finance sector and Government
developing a clear strategy for ensuring the economy, including
banks, have access to as diverse a range of stable funding sources
as possible.

3.1. The current situation

Growth to date

Much to the envy of many worldwide, Australia has experienced continual annual growth since
the Wallis Inquiry. Not only did Australia fare well through the boom period at the turn of the
century, Australia also avoided the negative growth seen in most developed economies since
2008. The following graph details economic growth to date for some key economies, and shows
that Australia averaged 3.4% growth per annum since 1993 while the comparison economies in
Figure 3.1 averaged 1.9-2.6%.

Figure 3.1: GDP growth (annual)
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The growth in Australia came from a number of industries as detailed in the following figures.
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Figure 3.2: Industry contribution to economy
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Representing Australiads |l argest industry, growth

funded by domestic and offshore sources, and predominantly through internal profit of the
companies (see Figure 3.3). The little demand for external funding has been met through the
issuance of foreign currency bonds offshore.*?

On t he

Figure 3.3: Sources of funding of listed resources companies
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second largest industry, with a central role within the financial system as both a user and provider
of funding, consequently has had a substantially greater need for external funding. The amount
and types of external funding used by the industry are summarised in Figure 3.4.

¥ RBA Bulletin, (March Quarter 2013) i Funding the Australian Resources Investment Boom

ser
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Figure 3.4: Sources of funding of the finance and insurance industry ($bn)
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More generally, demand for external debt is relatively limited for most Australian companies given
they are typically modestly geared with dividend imputation reducing tax incentives to use debt

relative to equity.

If we then turn to activity by sector, the following figure provides a breakdown of GDP by sector.
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Figure 3.5: Expenditure components of GDP
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Households, which constitute more than 50% of expenditure in the economy, have continued to
need funding, albeit at a slower growth rate since the GFC, with the bulk of that funding provided
domestically and by banks. Credit growth for businesses has also been modest overall since the

GFC (see Figure 3.6).
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Figure 3.6: Credit growth (annual)
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Banks play a significant role in financing small business with banks accounting for more than
three quarters of lending.** Business loans under $2 million have grown steadily over the longer
term, although growth was disrupted during the GFC, with demand for credit falling significantly.
While there was no significant fall in the total level of bank lending, there was little growth over
the 18 months from the height of the financial crisis to March 2010. Currently, business loans
under $2 million with banks total $243.1 billion, an increase of $39.5 billion or 19.4% since March

2010.

Figure 3.7: Business loan outstandings for loan amount under $2m
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Government increased its debt issuance over the past five years with the bulk of that funding
sourced from offshore investors (see Figure 3.8).

% Matii , M., Gorajek, A., Stewart, C., (May 2012) Small Business Funding in Australia, Small Business Finance Roundtable
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Figure 3.8: Commonwealth Government Securities
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Considering the flow of funds broadly, Australia has consistently had more investment
opportunities than can be funded domestically and accordingly has recorded a current account
deficit (CAD) for most of the last century (see Figure 3.9). This has meant growth has been
funded through both domestic and offshore sources for a considerable part of our history.

Figure 3.9: Current account deficit ($bn)
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Although funding will always be dynamic, there have been some significant changes in the way
Australia sources and distributes funding since the Wallis Inquiry. Foremost, the burden of
funding the CAD has shifted from Government to the private sector and most notably to banks.
More recently, through the GFC, we saw disruption in funding markets, with growth in savings
including superannuation and a reduction in borrowings. Overall, the financial system barely
grew relative to GDP, with the economy increasingly reliant on banks (see Figure 3.10).
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Figure 3.10: Financial assets as a share of GDP
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This is further demonstrated in Figure 3.11 where the credit shortfall has decreased as a share of

GDP.

| t i s

Figure 3.11: Credit shortfall as a share of GDP
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system through the GFC when the market experienced significant consolidation, in particular by
filling the void left by the exit of market participants.

The financial system

Beyond simply looking at who needs funding and where the funding comes from, it is also worth
revisiting the overall financial system. The funding process consists of complex interactions
between various providers and users of funding in which financial markets play a significant
central role. Financial markets and banks not only provide a significant amount of the actual
funding, but also facilitate many of the transactions between third parties. For example, a bank
can be the arranger, lead manager or dealer of a debt or equity capital market raising (such as
the issuance of bonds offshore for the mining industry or issuance of Commonwealth
Government Bonds), or as the provider of ancillary products, such as derivatives, that support

such raisings.

banks©od
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The financial claims graphs below omits intra-sectoral claims, and on that basis show that
financial assets and liabilities are now around $14-$15 trillion of which domestic financial
institutions account for 42-43% of the direct funding alone.

Figures 3.12: Financial claims by sector
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Within the financial institutions sector, APRA regulated institutions hold $5 trillion in assets or

A

88% of financialinst i t ut i ons 6 as sokthesssets wBhin ¢hat kedtor ara [grovided in
Figure 3.13.

Figure 3.13: Assets of financial system ($trn)
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The products used to fund economic growth at any point in time reflect investor and borrower
preferences. These are influenced by a number of factors including risk appetite, product
availability, price and the regulatory environment. Accordingly, growth to date has been funded
through a range of products (see Figure 3.14).
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Figure 3.14: Financial assets outstanding ($trn)
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Shares and equity, widely acknowledged as more risky asset classes, continue to account for the
greatest proportion of financial assets.

Central role of banks

As noted previously, banks play the most critical role within financial markets. They are the
largest and most efficient intermediary in the economy. They directly fund the national economy
by using deposits, debt and equity to provide loans and other products as well as making
investments in debt and equity themselves. In addition, it is predominantly the banks that
develop, originate and roll out the capital markets transactions that more directly match investor
and borrower needs. Figures 3.15 and 3.16 provide some insight into the range of these
activities.

Figure 3.15: Bank loan outstandings ($bn)
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Figure 3.16: OTC debt and currency markets annual turnover ($bn)15

%change
since 2010 -
2010 -11 2011 -12 2012 -13 11
Debt markets total 32,101 39,201 44,729 39%
. Physical turnover 13,431 13,550 13,629 1%
* Govt debt securities 1483 1,758 1,706 15%
* Non-govt debt securities 908 592 788 -13%
* Negotiable & transferable instruments 3,676 3,675 3,271 -11%
* Repurchase agreements 7,364 7,525 7,864 7%
. Derivative turnover 18,670 25,651 31,100 67%
Currency markets total 45,248 40,850 43,677 -3%
. Physical turnover 11,853 10,843 11,071 -71%
. Derivative turnover 33,395 30,007 32,606 -2%
Source: AFMA
Bank | oans and similar products have al ways been a
gr owt h . abitato éffisiéntly, consistently and competitively provide such products heavily
relies in turn on banksé ability to access funding

requirements have an impact on this efficiency as the amount of assets held for capital and
liquidity purposes reduces the amount available for lending. Furthermore, these requirements can
also have an impact on pricing and meeting return targets.

Deposits are considered to be the highest quality source of funding for banks and have always

constituted the greatest source of funding. However, particularly since the mid-1990s, deposits

have been insufficient to meet bankhiagintreasigly ng r equ
needed to access alternative sources of funding, primarily through debt capital markets to make

up the difference. This difference is currently in excess of $500 billion in total for banks alone and

$606 billion in total across the financial system. Note, this is the amount of outstanding issuance

and does not reflect new issuance. As Figure 3.17 highlights, the stock of debt market funding

required by banks has stabilised since the GFC with little additional debt capital market funding

required.

*  Data in this table includes participants such as investment banks, investment activities of retail banks and others
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Figure 3.17: B a n k s &deposinfunding ($bn)
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Figure 3.18: Credit demand and M3 ($bn)
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Contemporaneously, as the gap between supply and demand for money widened, domestic
funding sources proved limited and, until the GFC, banks increasingly ventured offshore to meet
demand for lending (see Figure 3.22).



AVA FINANCIAL SYSTEM INQUIRY
Submission

AUSTRALIAN BANKERS'
ASSOCIATION INC.

Figure 3.19: Bank funding
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The cost of funding varies by product. The overall cost for banks depends on the mix of funding
sources used which in turn depends on a number of factors including supply of product,
regulatory and credit rating requirements, the cash rate, relevant money market rates and
derivative rates, market access, economic conditions, competition and the credit rating of the
bank. Figure 3.20 provides some insight into the relative cost of the key funding sources for the
major banks.

Figure 3.20: Majorbanks & funding costs*
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Bps Bps
150 Total 150
100 100
50 50
0 0
Deposits (excluding CDs)
Bps Bps
150 150
100 100
50 50
0 A 0
-50 -

| | I I | | | | | I
2008 2010 2012 2008 2010 2012

RBA estimates
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Sources: Bloomberg; RBA; UBS AG, Australia Branch

Source: RBA

Term of funding also varies by product. While banks have always, to some extent, borrowed short
term to lend longer term, the GFC tested the limits to this model and resulted in the participants in
the financial industry taking a more conservative approach since. Extending the term of funding
for banks ultimately means a higher cost of borrowing for consumers especially under a positive
yield curve (where pricing goes up as term extends). Figure 3.21 provides an insight into the term
of funding through the issuance of unsecured bonds for Australian banks.
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Figure3.21:Banksd® bond i ssu,20122013maturi ti es
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As noted above, banks source funding both domestically and from offshore with 30% currently
from offshore (see Figure 3.22).

Figure 3.22: Banks i proportion of offshore funding
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A significant factor contributing to the increasing demand for funding by banks was government
policy to reduce public debt, which pushed the task of funding the economy into the private
sector.

Full details of the funding crisis during the GFC are provided in Appendix A.*® In summary,
experience through the GFC has seen the finance industry subsequently reduce its reliance on
debt capital markets and in particular, highlighted the vulnerability of mismatched funding
(borrowing short term while lending longer term) even though this had always been a
fundamental part of banking.

® Section 6.3 in particular
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Notwithstanding this recent experience, history has repeatedly proven the value of diversification
of funding sources. For example, following the US savings and loan crisis around 1990 where
commercial mortgage lending from banks dried up and alternative forms of financing such as
securitisation flourished, having the infrastructure in place to tap funding from alternative sources
as and when available became essential.

It is imperative for stability, efficiency and competition that banks have access to as wide a
funding base as possible, by both product and jurisdiction. Access to covered bonds, both
domestically and offshore, and Government support for the securitisation market, are recent
welcome developments highlighting this point. Likewise, allowing master trust structures'’ would
continue to aid in this effort by providing financial institutions with yet another tool that will enable
the supply of more alternative investment options out of Australia.

Diversification in terms of investor type, region, market, product and instrument is an important
part of a bank 6 sapitdl mapagentent fragnewonk.iExtdinal dinmitations on funding,
such as the current push for greater reliance on deposits by rating agencies in particular, will
place limits on efficiency and to that end the Inquiry should reconsider any requirement that
narrows the range of funding options available to banks.

In particular, Government should work with industry to consider removing limitations to funding by
product and jurisdiction, fully cognisant of all the limitations including those imposed by rating
agencies. Furthermore, Government should work with all levels of the financial system to
optimise ready access to funding to support economic growth and consider more alternative
funding options including master trust structures.

Risk allocation and risk management

While access to funding is paramount, understanding the associated risks and competency in
managing those risks is also important.

Risk is the raison dé°tre and function of the syst

system and must be embraced i without risk there is simply no opportunity.

Immense effort is taken to mitigate risk, through infrastructure build, application of risk

management products and organisational measures. Strong regulatory frameworks are in place.
APRA-regulated institutions must have in place risk management frameworks to address risks

related to credit, markets and investments, liquidity, insurance, operations, strategic and business

plans and any matters that may impact on the institution. Boards are required by APRA to

approve Arisk appetiteo, and planned operational
resourcing.

Risk management has continued to evolve as new challenges have been faced by the industry.
This evolution is both within institutions through development of proprietary frameworks of various
levels of sophistication, and across institutions as minimum standards are set through regulation
and best practice. While frameworks vary, risk is actively managed and key risks addressed
remain credit, market, liquidity and operational risks.

7 An alternative structure used in securitisation
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Risk lies with all financial system participants including individuals, households, businesses,
financial institutions and Government, with the level of risk dependant on product and product
provider, mitigated to some degree by regulation. Given 99% of Australians are customers of
financial institutions and 70.9%® invest through a superannuation fund, financial risk has a wide
reach.

Hence each participantds comprehensi on o#fbiltyhe ri sk
To highlight this point, in an over-regulated environment there could be a build-up in expectations

that risk is eliminated and therefore consumer focus could be more on maximising return with

less consideration of risk.

Households are predominantly concerned with financial risk with respect to their mortgage,
retirement income and investments. Businesses are predominantly concerned with financial risk
with respect to access to debt and equity. Financial institutions not only carry the same concerns
as other businesses, but being central to most financial claims, are also concerned with all
elements of financial risk and foremost with respect to lending.

There have also been some fundamental shifts of risk allocation worth noting. For example,
market risk has moved from Government to the private sector, and largely banks, as the burden
of funding the current account deficit has shifted. Investment risk and market risk have also
moved, from corporations to individuals, as superannuation funds have shifted from defined
benefit to defined contribution.

Systemic risk has become a focus of governments, central banks and financial regulators across

the globe. Balancing local needs with international consistency has meant that countries like

Australia have had to wear the cost of regulation designed to address failings in other
jurisdictions. I't has al so meant the i mplementatio
locally. This pursuit of further regulation and stability comes at the cost of opportunity and growth,

and highlights the significance of political and regulatory risk to the financial system, which should

be considered as important as financial risks.

The GFC understandably led to significant changes to regulatory frameworks across the globe

and ultimately to how systemic risk is now managed. To some extent, the coordination amongst

the scrutinising entities and the fall-out as to how systemic risk is managed remains contentious

and is a work in progress. Nevertheless, systemic risk locally, predominantly managed by APRA,

t he RBA, and increasingly so by ASIC, has been wel
performance through the GFC. However, there is a cost and benefit to regulation. Sectors that

are most heavily regulated, such as banks, bear less risk due to both reduced risk appetite

constrained by regulatory boundaries and resources allocated to their implementation at the cost

of pursuing business. On the other hand, sectors that are less regulated such as non-ADI

financial companies are able to bear more risk and pursue wider opportunities.

8 ASFA, (February 2014), reflects all persons aged 15 and over,

http://www.superannuation.asn.au/resources/superannuation-statistics/
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3.2. Likely future situations and the challenges presented

The potential for further growth abounds for Australia. The most likely future situation facing

Australia is that economic growth will continue and pick up as global sentiment and economic

conditions improve. The key challenge in this situation will be to ensure there is sufficient funding

to optimise Australiabds opportunities along that |
offshore funding, could then be challenged with an increased reliance on that funding and the

limitations of domestic funding.

Having said that, and despite having fared well to date, the danger of negative growth is not yet

over for Australia and hangs delicately on the appropriate management of the risks that prevail;

risks that are both within Australiabds control and
economic health of our trading partners.

Australia may continue to feel the pressure to further regulate should economic instability
continue, even when such measures are neither warranted locally nor offer any tangible benefits
to consumers. This would continue to divert effort away from generating business and limit
economic growth.

Australia is highly likely to continue to have a CAD as it has for over a century; however there is
also the possibility of a reversal (current account surplus) under certain events, including growth
of offshore investments by superannuants or with the movement of the resources sector from
investment to production. Such a reversal could ultimately mean a lower economic growth rate
than otherwise anticipated.

Viewed as a relatively safe haven during the global chaos with the added bonus of relatively high
interest rates, Australia received, and continues to receive, a high share of the cross-border
capital flows. However, this may ease off as global sentiment improves and risk appetites
change, especially with the tapering of the Quantitative Easing by the US Federal Reserve.
Furthermore, any efforts by foreign countries to reduce external capital flows would compound

P

any concerns about Australiab6s reliance on offshor

Australia cannot be insulated from the competitive pressures from offshore, including competing

demands to fund offshore growth. For instance, the relative emergence and popularity of Kanga

issues (which has accounted for 45% of vanilla bonds issued in Australia for the year to date)*®

provides wider investment opportunities domestically and also channels funds away from funding
Australiabs growth to funding the growth of busine
other funds channel a significant portion of their investments offshore and as noted above, this

may increase.

Deposits are expected to continue to fund the bulk of credit demand. The gap between lending
and deposits has remained relatively steady since 2008, but may widen further as market
sentiment improves and risk appetite returns.

1 KangaNews League Tables, http://www.kanganews.com/league-tables/au-domestic1/all-aud-domestic-deals



http://www.kanganews.com/league-tables/au-domestic1/all-aud-domestic-deals

AVA FINANCIAL SYSTEM INQUIRY
Submission

AUSTRALIAN BANKERS'
ASSOCIATION INC.

If there is an expectation from regulators or rating agencies that deposits need to constitute a
certain percentage of funding, then all other things being equal, credit from financial institutions,
and banks in particular, may be limited by the uptake of deposits by consumers. Likewise, any
other externally prescribed funding mix may limit the availability of credit.

Financial institutions are encouraged, both internally and externally, to continue to lengthen the
duration of their funding which, all things being equal, will mean a higher cost of funds that will
ultimately impact the supply and price of products and services to consumers.

As economic growth strengthens, the difference between money supply and the funding needs of
the economy is likely to grow from its current total of $600 billion.

3.3.  What can be done to manage the challenges

There is a range of opportunities for potential funding and measures that can be put in place to
improve funding from those sources, in order to support economic growth.

Deposits

Deposits are expected to continue to fund much of the demand for credit and therefore growth.
Financial institutions are highly incentivised both internally and externally, most notably by rating
agencies, to maximise deposit taking and accordingly every effort will continue to be taken to
ensure pricing and product development continues to attract consumers. The one issue that
stands out as an impediment to this is the tax treatment of deposits and other interest earning
products. While there are a number of tax inequities across products, deposits fare the worst and
as summarised in the Henry Review?, the real effective tax rates on bank deposits are already
nearly double the marginal rate and significantly higher than the rates for other asset classes.

It is counter-intuitive, from a stability perspective, to have the tax system incentivise consumers
away from relatively less risky products, like bank deposits, in favour of relatively more risky
products like equities. This situation would be made significantly worse by a levy on deposits, as
proposed to establish an unnecessary Financial Stability Fund. Accordingly, and in line with the
Henry Review Recommendation 14, the Inquiry should consider the benefits of a tax concession
for interest income for all taxpayers to remove the tax bias against interest income in the tax
system.

Debt capital markets

Another source of funding that has great potential to support growth is the domestic debt capital
market.

The domestic debt capital market continues to be limited for a number of reasons, including lack
of participation from Australian corporates in particular. Australian corporates have increased
their activity relatively recently with greater issuance offshore as detailed in the graph below.

% The Treasury (December 2009), Australi aés Future TaxasuByst em, Report to the Tre

http://taxreview.treasury.gov.au/content/Content.aspx?doc=html/pubs_reports.htm



AVA FINANCIAL SYSTEM INQUIRY
Submission

AUSTRALIAN BANKERS'
ASSOCIATION INC.

Figure 3.23: Gross bond issuance by Australian Non-Financial Corporations
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Nevertheless, the size of our corporate bond market remains small and the Inquiry must fully
explore the creation of a deeper and more liquid bond market, addressing any hindrance to
issuance as well as investor demand, both domestically and from offshore. To that end, there are
a number of measures that can be taken by the Government and regulators as well as market
participants. For example, adopting the extension of the domestic bond market as
Commonwealth Government policy to improve economic growth would recognise that active
Government participation is inherent in all mature bond markets.

Specifically, Government could:

1 extend the yield curve?!, step up issuance and facilitate secondary market trading;

1 complete the work started by the Treasury discussion paper issued in late 2011 that
looked at barriers to issuing bonds to retail investors, ADevel opment of t he
Corporate Bond Market: Streamlining disclosure and liability requirementsé ; a n d

i enact the proposed legislation: Corporation Amendment (Simple Corporate Bonds and
Other Measures) Bill 2013.%

Within debt capital markets, securitisation and covered bonds are worthy of additional attention.
Securitisation

Securitisation, largely damaged through perception rather than actual underlying risk, proved to
be an effective source of funding facilitating growth not just in Australia but across the globe. This
is appreciated by the regulatory authorities worldwide and hence there have been unprecedented
measures taken to support the securitisation market internationally. Albeit slower than desired
and with still a long way to go, this has led to some recovery and, as this continues, so will this

product b6s potential as a source of funding to supp

2 j.e. issue longer dated securities

More information is available at:
http://www.aph.gov.au/Parliamentary Business/Bills_Legislation/Bills_Search Results/Result?bld=r5007

22
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One limitation of securitisation in Australia is the frequency and size of issuance of many
programs, both of which are small and therefore limit investor interest. Coordination to facilitate
larger and more frequent issues that will truly compete with some of the larger programs offshore
should be explored. This could improve pricing, and also contribute towards the creation of a
deeper and more liquid market. Allowing master trust structures will aid in this effort, and it will
also help address some specific investor concerns, such as term of investment.

To that end, finalising the regulatory settings for securitisation, including the use of master trust
structures, as quickly as possible and recognising the benefits of a liquid and transparent
securitisation market, including for smaller institutions, are paramount.

Covered bonds

The introduction of covered bonds in Australia has proven to be a valuable additional source of
funding for some market participants, facilitating incremental funding for Australia. As market
sentiment continues to improve, the product could have wider application and therefore serve as
an even greater source of funding. Opportunities are limited however, by the cap set by the
regulators.

Accordingly, a periodical review of the cap on the covered bond pool in light of the operation of
the covered bond market and other developing trends in bank funding is important.

Secondary market

Secondary market trading is the key for vitality and therefore the existence of a deep and liquid
capital market. The GFC tested the secondary market trading capability of participants across the
globe such that financial institutions are no longer able to provide the support they once did. The
Inquiry must take this into consideration in their review.

A review of the markets in which eligible securities are traded to improve market participation is
warranted, so that they become more liquid, and accessibility to trading infrastructure is
increased to facilitate timely and accurate price discovery and easier settlement. This could
include trading more bonds on an exchange and more tools to access trading via electronic
platforms.

Offshore funding

In the context of the global financial system, Australia is a small participant albeit often punching
above its weight. Accordingly, funding from offshore will always provide significant opportunities
for diversification at the very least. Furthermore, as we have seen to date, Australia will look
offshore when domestic funding is insufficient or pricing efficiencies can be explored. Both have
positive implications for consumers albeit at the cost of rendering the financial system vulnerable
to external factors.

The risk associated with reliance on offshore funding will be mitigated to some degree as the
domestic capital markets become deeper and more liquid.
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Superannuation funds

Superannuation funds form the second largest part of the finance and insurance industry in
Australia, with $1.6 trillion in assets projected to reach $3.4 trillion by 2028.%* With such strong
growth expected in this area, it is worth exploring whether superannuation can be a greater
source of funding for the economy.

Figure 3.24: Projected growth of superannuation funds
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Superannuation funds are heavily weighted towards equities, both on a stand-alone basis as well
as in comparison to many offshore jurisdictions, and increasingly invest (and therefore fund
growth) offshore. The Inquiry must explore whether there are any barriers to diversification for
superannuation funds, and in particular, what is stopping them from a greater allocation to
domestic fixed income products. Of particular interest is the opportunity to match funding
between the longer term investment needs of superannuation funds and the longer term growth
needs of Australia, including the funding of infrastructure projects.

Figure 3.25: Assets of Australian superannuation funds
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Figure 3.26: Investment split (%) by type of superannuation fund (2013)

Australian Internation Cash and
Fixed al Fixed Term
Fund type Equities Property Interest Interest deposits Other Total
Corporate 58 9 12 5 8 8 100
Industry 52 11 7 5 5 19 100
Public Sector 48 10 7 6 12 17 100
Commercial 47 7 15 6 15 10 100
SMSF 50 15 1 0 31 3 100
Total 50 11 8 4 17 11 100

Source: Rice Warner

The investment needs of the various types of superannuation funds vary greatly and depend on a
number of factors including the extent to which a fund is in pension phase, whether contributions
meet liquidity needs, the need for annuity and lump sum withdrawals, the need to match assets
and liabilities as well as meeting return targets. Each factor then has different implications for
investment demand. For instance, the appeal of equities in a low interest rate environment is
even higher. Demand for fixed income products may increase as the need for matching assets
and liabilities grows, demand for annuity grows, and most importantly, supply of fixed income
products that meet the cash flow needs of superannuation funds grows.

Predicting the future needs of each type of fund is challenging. Demand for fixed income products
may remain low overall (see Appendix D). However, particularly with an aging population, there
may be a pickup in demand from some segments including Commercial Funds.

Relatively recently, super funds, particularly self-managed super funds, have been attracted to
bank deposits. While this significantly contributes to deposits becoming an even greater source of
funding for Australia, the liquidity treatment of superannuation deposits under Basel Ill means
that there is greater dilution in circulating superannuation deposits within the financial system (i.e.
more liquid assets need to be held against these deposits in comparison to retail deposits). In the
interests of efficiency, the industry believes this liquidity treatment warrants review.
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Figure 3.27: Deposits of superannuation funds
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Accordingly, the regulatory run-off assumptions applied to superannuation deposits should be
periodically reviewed, to ensure that the liquidity value of those deposits, including intermediary

deposits, accurately reflects their underlying liquidity risk.

Thebanki ng

Other funds

industry ful
retirement benefits to members. The industry supports providing investment opportunities that
improve funding, consistent with this goal. Accordingly, a review of the market to determine if
there are changes to both superannuation funds and the types of bonds on offer that would result
in superannuation funds holding more bonds may be of great benefit. The potential benefits from
creating investment opportunities for superannuation funds in terms of facilitating growth for
Australia is worthy of th e
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Funds under management, excluding superannuation funds but including the Future Fund, total
approximately another $216 billion. Hence, following a similar approach to superannuation funds,

it is also worth exploring how the investment needs of other funds can be met domestically in
growt h.

order to

Government debt

support

Austr al

abds

econao

mi

c

Within a well-run economy like Australia, Government will always have the cheapest access to
funding with the pricing for all other market participants at a spread above Government rates.
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driven by a number of factors including the desire to preserve credit quality (and ultimately AAA
rating). Having said that, while debt has recently increased (see Figure 3.29), it would appear
there remains significant capacity for further issuance in comparison to peers (see Figure 3.28).
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Figure 3.28: Debt to GDP ratio of AAA rated countries (2012)
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Figure 3.29: Australian Government Gross Debt ($bn)
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A more palatable alternative could be for the Government to consider working with the private
sector, either through Public Private Partnerships or other arrangements, to facilitate funding for a
variety of areas, including infrastructure and housing. While the private sector has social
responsibilities, it also wears a responsibility with respect to generating profits for shareholders
and thereby supporting financial stability for the benefit of consumers.
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The Government is better placed to consider the wellbeing of the Australian people more
holistically.?*

In conclusion, it is vital for Australia to have access to as many funding sources as possible so
that funding is no hindrance to growth, and there are a number of steps that could be taken to
improve current access.

% The issue of financing and funding major infrastructure projects is currently subject to an inquiry by the Productivity
Commission (www.pc.gov.au). The draft report (March 2013) finds that governments can act to attract higher levels of private
infrastructure investment and improve their own capacity to fund infrastructure, even in the presence of apparent borrowing
constraints. This can be done through pricing mechanisms and by establishing stronger transparent processes for project

identification, selection, design and implementation.


http://www.pc.gov.au/
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4, Ensuring dynamic competition
4.1. Why is competition important

ACompetition provides the spur for businesses to i
products and respond to changing circumstances. Competition offers the promise of lower prices

and improved choice for consumers and greater efficiency, higher economic growth and

increased empl oyment opport un iHilmeeRepoffdr t he economy

The Hilmer Report was right to emphasise the broad economic benefits on enhanced
competition. The Productivity Commission, reviewing the impact of the Hilmer reforms, has
estimated that those reforms contributed up to $20 billion or 2.5% of GDP to the economy.?®

A core principle underlying the Hilmer reforms was that competitive markets, rather than

regulation, drive an efficient economy and the best outcomes for consumers. This principle is

highly relevant to the financial systemtodayand shoul d form the basis for
examination of competition.

In banking, competition means banks constantly have to improve and adapt the products and
services they offer, so they can retain their existing customers and attract new ones from their
competitors. Competition drives banks to be more efficient, innovative and customer focussed.
They have to develop better business distribution mechanisms and service models, resulting in a
wider range of products, services and providers. Competition also allows customers to put
downward pressure on prices.

As with the Hilmer reforms for the wider economy, competition in the finance sector has played a
major part in both productivity gains and growth in the sector. Competition was freed up by the
reforms of the 1980s and 1990s, resulting in the value added by the industry, as a share of GDP,
doubling from 1980 to 2013.?” From 1996 to 2013, multi-factor productivity for the financial and
insurance services industry®® increased on average by 1.7% per annum (see Appendix A page 11
for further discussion of productivity), the third highest result for the 16 industries for which data
are presented. These gains brought considerable benefit to customers and the economy, keeping
the cost of banking products and services down.

Price, however, is just one attribute customers consider when choosing their banking provider.
Customers also value attributes such as service quality, convenience, innovation in meeting the
customerséneeds, accessibility and choice from a wide and diverse range of providers.

% National Competition Policy Review, (1993), Committee chaired by Professor Fred Hilmer, also known as the Hilmer Report,

p 2, available online at
http://ncp.ncc.gov.au/docs/National%20Competition%20Policy%20Review%20report,%20The%20Hilmer%20Report, %20Au
gqust%201993.pdf

Productivity Commission, (2005), Review of National Competition Policy Reforms P 51, available online at
http://www.pc.gov.au/projects/inquiry/national-competition-policy/docs/finalreport

ABS, (Sept 2013), Australian National Accounts: National Income, Expenditure and Product, 5206.0,

Multifactor productivity is defined as the ratio of output to two or more inputs (often capital and labour).
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http://ncp.ncc.gov.au/docs/National%20Competition%20Policy%20Review%20report,%20The%20Hilmer%20Report,%20August%201993.pdf
http://ncp.ncc.gov.au/docs/National%20Competition%20Policy%20Review%20report,%20The%20Hilmer%20Report,%20August%201993.pdf
http://www.pc.gov.au/projects/inquiry/national-competition-policy/docs/finalreport
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Customers are the ultimate beneficiaries of competition, and it is therefore important to assess
competition levels from the perspective of the customer; what they experience and what is
available to them. Competition can also be assessed against a range of market characteristics,
such as barriers to entry, concentration or levels of profitability.

All banks agree that markets are currently competitive, but that the Inquiry should consider
proposals to drive more competition, on the merit of the case made for those proposals.

Recommendation 3: The Inquiry should assess current competition levels and identify
any measures, consistent with a stable and efficient market, which
can reasonably be taken to enhance competition further.

There is solid evidence that the main markets for consumer and business banking products and
services are competitive, but that measures could be taken to improve competition further.
Depending on their commercial strategies and market position, banks have a range of views on
the degree of competition and what steps could be taken, which they will address through
individual bank submissions.

This section describes a range of banking competition indicators, from both a customer and a
market perspective.

4.2. Customers

Customers, as the ultimate beneficiaries of competition, play an important role in defining the
necessary characteristics of a competitive market through the attributes they demand from that
market. Price is important, but customers also demand other attributes, such as product features,
service, accessibility, innovation and quality. For competition to operate effectively, it is also
important customers are well informed and able to make rational choices.

Customer service

Given that competition is ultimately for the benefit of customers, measures of customer
satisfaction can be an indicator of the overall healthiness of competitive markets.

Customer satisfaction has improved considerably since the time of the Wallis Inquiry, on the back
of falling prices across many products, growing product ranges and innovation, significant
improvements in service levels and a transformation in accessibility through technology.
Satisfaction levels for all with banks are at an all-time high and are improving.

Capgemini research has found that Australians have one of the best customer experiences in
banking in the world, ranking second in the Asia Pacific Region, and fourth in the world after
Canada, the US and the Philippines (see Figure 4.1). Australian consumers also recorded the
fourth highest increase globally in positive customer experiences in 2013, following Canada, the
US, and the Philippines.”®

29

Capgemini and Efma, (2013), World Retail Banking Report, as referred to in Appendix E, p 40
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Within Australia, banks show steady progress in improving customer satisfaction. Roy Morgan
data (2014) showed customer satisfaction grew from 2001, reaching a high of 81.6% in January
2014, with the smaller banks scoring slightly higher than the major banks.*® Better customer
service has been a major feature of competition between banks, and with other providers, over
the past decade as they fight to attract and retain customers.

Figure 4.1: Customer satisfaction - globally
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In addition to competition between banks, customer service has improved through a high level of
industry commitment to codes and other initiatives designed to protect and support customers.
The bulk of banks offering retail services have signed up tothei n d u sCode pf@anking
Practice,® and nearly all ADIs*? to the ePayments Code.* There is also a range of other
guidelines and principles designed by the banking industry to support customers, and guide
banks in their engagement with Australian communities.** Banks have internal dispute resolution
schemes, and support external dispute resolution. Banks help fund the independent Financial
Ombudsman Service as the main resolution body for customers, small business and the financial
services industry. Both at an individual bank level and across the industry, banks have improved
their support for customers in financial hardship, have improved the features and availability of no
cost or low cost transaction accounts and have supported improved financial literacy in the
community.

% Roy Morgan data, February 2014 available online at http:/www.roymorgan.com/findings/5451-satisfaction-with-banks-

reaches-record-high-201402260024

See t he AB A dwsww.baekers.asn.al/Industry-Standards/ABAs-Code-of-Banking-Practice/Banks-that-have-
adopted-versions-of-the-Code-of-Banking-Practice for a full list of signatories.

An ADI is an Authorised Deposit-taking Institution, authorised by APRA under the Banking Act 1959. ADIs are authorised to
take deposits, and provide other banking services and these organisations include banks, building societies and credit
unions.

See ASI| Cb s htipéviwsviasicgov.aufasic/asic.nsf/byheadline/ePayments-Code--List-of-members?openDocument
for a full list of signatories.

See t he AB A ohip://wvenwbankersasn.au/Industry-Standards for a full list of industry standards.
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http://www.bankers.asn.au/Industry-Standards/ABAs-Code-of-Banking-Practice/Banks-that-have-adopted-versions-of-the-Code-of-Banking-Practice
http://www.bankers.asn.au/Industry-Standards/ABAs-Code-of-Banking-Practice/Banks-that-have-adopted-versions-of-the-Code-of-Banking-Practice
http://www.asic.gov.au/asic/asic.nsf/byheadline/ePayments-Code--List-of-members?openDocument
http://www.bankers.asn.au/Industry-Standards
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Price

There have been significant price movements across a broad range of banking products since
1996. Today, term deposits attract interest well above the cash rate, interest rates for home loans
have dropped from their 1996 levels, interest rates for small business borrowers are at their

lowest absolute level since 1993, and bank account service fees have dropped significantly since
2008.

Impact of GFC on risk and price

Pricing, however, has and continues to be affected by the GFC and its consequences. At a global

level, banks have repriced in response to changed assessments of risk. This has been driven by

banksd own risk management st r xpeetaioned creditrdtieg d e mand s
agencies and tougher regulatory requirements. The markets from which banks fund themselves

have also repriced for risk. This has led to a substantial increase in the cost of both deposit and
wholesale funding. Another impactoft hi s has been to weaken the |ink
rate and the true cost of funding to banks.

In response, banks have changed their funding mixes by reducing their reliance on short term
wholesale funding and increasing their use of long term wholesale funding and deposits. The cost
of bank lending products, such as secured and unsecured credit, has risen as a result. This can
be observed in Figures 4.4 and 4.5, with an increase in spreads seen in 2008. Further detail on
these developments can be found in Appendix A.

Net Interest Margins

Movement in Net Interest Margins (NIMs) is frequently used as a measure of competition
between the banks. NIMs are, in effect, the price of banking. At the commencement of the Wallis
l nquiry, the maNIMwaskaraumk33Dbpsalvdectinedyfrem the late 1990s to
213 bps as at September 2013 (see Figure 4.2). NIMs are lower again for some regional banks,
due to their higher use of deposit funding, higher cost of wholesale debt funding compared with
the major banks, and their larger share of lower-margin housing lending.

Figure 4.2: Major ba n k Neb Interest Margins (basis points)
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In 2009, the then Deputy Gover noretweén20006and RBA, Ri ¢
2007,the NIMonthemajor banksé Australian oper atbpsoTiis had nar
was driven by competition, and was made possible b
costs over that period, which allowed banks to continue operating profitably despite falling

marginsa*®

The NIM for the major banks was at its lowest in early 2008 when it fell to 206 bps, as the GFC
began and as banks competed more actively for deposits. Since 2008, NIM has remained in a
narrow range, as competitive pressures on both the deposit and lending side have continued.

An examination of NIMs, which have narrowed for the whole of the banking sector, and Returns
on Equity (RoE)*, which have decreased (reflecting a lower return to shareholders), points to
banks absorbing a portion of the increase in their funding costs at the time, rather than passing
these on to customers in full.

Deposits

While much public attention is given to competition on the lending side, a major shift arising from
the GFC has been the surge in competition for deposits, as banks look to secure their funding
base. This competition has been to the huge advantage of those Australians with savings, such
as retirees.

Using the cash rate as a benchmark for comparison purposes only shows that, in 2000, only
special term deposits paid more than the cash rate in interest, with other deposits earning less
than the cash rate. Today, most types of deposit accounts have interest rates on average of at
least the cash rate. Transaction accounts are the exception. These traditionally pay less interest,
as these accounts are driven more by customer transactional needs than price and support a
larger number of customer services. Even with transaction accounts, however, the margin has
changed in favour of customers.

The spread®’ on interest rates paid for deposits rose across deposit categories from December
2006. For term deposits and savings accounts, it markedly increased in 2008, declined in 2009
and held a steady rate from 2011 to 2013, well above the cash rate (see Figure 4.3). lllustrating
the degree of change, the spread on interest rates paid for term deposits has increased 220 bps
from 2005 to 2013, starting at 168 bps below the cash rate, and moving to 52 bps above it.

¥ Ric Battellino, Deputy Governor, RBA, (16 December 2009) speech available online at:

http://www.rba.gov.au/speeches/2009/sp-dg-161209.html

Return on Equity is a ratio used to measure profitability. It is derived by dividing net income returned by shareholders

equity. It shows how much profit a company generates with the money shareholders have invested.

Spread is used in financial discussions as a measure of the difference between two interest bearing items. In this case it is

used as a measure of the difference between the RBAO6s central ca

depositors.
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Figure 4.3: Spreads on deposits to cash rate (bps)
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Household interest rates

The cost of a home loan to the customer is less than it was in 1996. In December 1996, the
standard variable rate for a home loan was 8.25%, and in January 2014 it was 5.95%. This drop
can largely be attributed to reductions in the cash rate. Of course, the standard variable rate is
only an indicative rate and the vast majority of customers pay less than this rate.

In relative terms, pricing on lending products for households, measured by the spread to the
official cash rate, has increased since 1996 (see Figure 4.4), with the most marked increase

occurring following the peak impact of the GFC in 2008. This reflects the impact of the GFC
described above.

Figure 4.4: Spreads selected household loan products to cash rate (bps)
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Business interest rates

In absolute terms, at an average 6.55%, business loan interest rates are at their lowest point
since 1993 (see Figure 4.5). However, spreads for business credit against the cash rate have
risen since the onset of the GFC, with the spread for mortgage secured loans to business rising
from 230 bps in January 2008 to 460 bps in November 2013.

Small businesses have expressed concern that they pay more for credit than housing loan
customers and larger businesses. These higher prices are largely due to the higher cost to the
banks of lending to small business. There is more risk attached to these loans, as small business
income is more volatile, the arrangements to secure the loans vary considerably, and smaller
businesses tend to have a shorter financial history and less information to offer banks to make an
assessment of risk. The GFC made two further contributions to increased prices of credit for
SMEs: the increased cost of funding to the banks; and the need to reprice risk along with the
associated increased capital costs incurred through tougher risk management standards (sought
by the banks, regulators and credit rating agencies). It is worth noting that for some time now,
regulators have required banks to hold more capital against small business loans than

mortgages, given the higher repayment risks, which increases the cost of these loans to the
banks.

Figure 4.5: Business lending i average weighted interest rate
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Fees
Overall, customers are paying less in fees than they have in the past, with householders as the

principal beneficiaries (see Figure 4.6). Fee revenue has grown more slowly than the growth rate
of the banking sector, which was 7.5% as measured by resident assets (mainly loans).
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Figure 4.6: Bank service fee revenue from households ($m)
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The RBAG6s 2013 s {rshowsyhatsifice 2020rtdtal fées prid by households have
fallen by $1.12 billion or 22%, taking fees paid by households to their lowest level for seven
years. This is despite increasing numbers of transactions by customers. For competitive or
regulatory reasons, banks have reduced and abolished many fees, and customers are choosing
free or lower-cost banking products.

In the three years after the onset of the GFC, fee revenue from businesses was growing at an
average of 9.8% per annum. During this time, businesses increasingly turned to banks to support
their financing needs as other markets tightened or closed entirely. This saw aggregate fees on
business lending increase by over 20% in 2009 and 2010. Growth since that point has slowed,
but the remaining growth is still largely attributable to an increase in volume of borrowing activity,
particularly on the part of larger businesses.

Overall, all businesses have benefitted from large falls in fees on deposit accounts, which are
now at their lowest level since 1999. For the fifth consecutive year, there have been reductions in
fees on business deposit accounts, falling by $212 million or 25%.

Customer choice

Customers have access to a considerable number of products through the banking sector, and
even more when the pool is broadened to include credit unions, building societies and other
providers (see Figure 4.7). According to APRA, there are 164 banks, building societies and credit
unions which provide the main retail banking services in Australia.*®

%®  Reserve Bank of Australia, (2013) fBanking Fees in Australiad , i n J u fite Buatim r t e r

www.rba.gov.au/publications/bulletin/2013/jun/index.html
List of APRA licensed Authorised Deposit-taking Institutions available online at:
http://www.apra.gov.au/adi/Pages/adilist/aspx
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Figure 4.7: Products on market*°
Total
products Total

January 2014 listed institutions % Banks %CUBS % non -ADlIs

Deposit accounts 681 97 31 67 2

Housing lending 2000 103 49 24 20

Credit cards 202 68 48 28 23

Business Lending 226 24 77 22 1

Banks CUBS non-ADlIs
Number of providers 70 94 23

Source: Canstar

Not only do customers have a wide ranging choice of products and providers, these choices are
now more easily found and compared than ever before, with the rise of comparison websites.

Accessibility

Access to

f

i nanci al

services

s central

t o an

Engagement through the financial system helps them, for example, to get paid, make purchases
and save for their retirement.

Over 98%* of individuals aged over 15 having an account with a financial institution, one of the
highest rates in the world.*?

Innovation in banking products has seen accessibility increase. Examples include:

1 low and no fee basic accounts for customers needing or seeking low price banking

options;

1 reverse mortgages, releasing equity tied up in homes;
1 mobile banking, with customers able to meet with their bankers at a location of their

choice; and

9 brokers and aggregator websites giving customers better information with which to
compare products.

Technological advances have made banking services, particularly payments, far more accessible
to customers. Prime examples are BPAY, online direct debits and chip technology enabling safe
use of credit cards. Customers have embraced this technology, with the electronic payments
system recording over 24 million transactions a day (the impact of technology on the banking
industry is discussed further in Section 6).

40

Canstar (January 2014), data generated for ABA. These figures should be regarded as indicative. Listing a product with

Canstar is not compulsory, and generally, credit unions and building societies are more likely to list their products than

banks. Canstar can be contacted through its website at www.canstar.com.au/
(2012)
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