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Chapter 1 ï Executive Summary 

The Westpac Group (Westpac) supports the overarching objective of the Financial System 

Inquiry (Inquiry) to ensure the financial system supports Australiaôs growth. Westpac 

welcomes the opportunity to respond to the Inquiryôs Interim Report (Interim Report).   

In this Second Submission to the Inquiry (Second Submission), Westpac responds to the 

policy options and requests for information contained in the Interim Report. From the range 

of those policy options, Westpacôs evidence-based responses focus on the following:  

¶ Developments in housing finance and regulatory capital requirements for mortgages; 

¶ Vertically integrated business models; 

¶ Bank funding of credit growth; 

¶ The efficiency and stability of the superannuation sector; 

¶ The issue of ótoo big to failô (TBTF) and moral hazard risk; 

¶ Consumer protection, specifically disclosure and financial advice matters; and 

¶ Retirement income policy. 

 

Developments in housing finance and regulatory capital requirements for mortgages 

Westpac does not believe that the growth in the Australian housing finance market poses an 

undue systemic risk to the financial system. Based on international experience, particularly 

in the USA in the period before the Global Financial Crisis (GFC), there are clear factors that 

indicate when such a systemic risk is present. These factors are listed below, but evidence 

presented in this submission demonstrates that they are largely absent in Australia: 

¶ Over-indebtedness on the part of borrowers; 

¶ The prevalence of high-risk loans on non-commercial terms; and 

¶ Supply-driven concentration of housing assets on bank balance sheets. 

 

Rather, Westpac believes that the increase in housing finance in Australia has been 

primarily demand-driven and is underpinned by sound economic fundamentals. These 

demand factors, rather than supply side factors (such as risk weighting arrangements), are 

at the heart of the growth of housing finance. 

Australian bank mortgage portfolios are diversified and low risk, and regulatory capital 

requirements are conservative. Both historical precedent and rigorous stress testing have 

proven that even a dramatic down turn in house prices would be well within Westpacôs loss 

absorption capabilities.  

Westpac agrees with the observation of the Interim Report that enhanced credit risk 

modelling capabilities are an essential feature of the financial system. Regulatory capital 

requirements for lending portfolios should ensure banks have the capacity to absorb losses 

in the event of severe stress. By allowing banks to model their risks at a transactional level, 

the Internal Ratings-Based (IRB) capital approach creates incentives to more effectively 

analyse and manage lending risks. For both Advanced IRB and standardised banks, loss 

experience on mortgage portfolios is low over a wide range of economic circumstances. 
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These factors mean that there is no undue risk to the financial system from the growth in 

housing finance, and no clear need for further regulatory intervention in the housing finance 

market. 

As the Australian Prudential Regulation Authority (APRA) has suggested, changes to capital 

requirements under Basel II have not been a key driver of changes in housing lending 

growth or market share in the post-GFC environment.  

However, if there is a view that capital requirements overstate the risk of the mortgage 

portfolios of standardised banks, Westpac suggests that some form of targeted assistance 

for Authorised Deposit-Taking Institutions (ADIs) currently utilising the standardised model to 

attain existing IRB accreditation would be appropriate. This would be consistent with the 

principle of supporting stability by improving risk management in the financial system, 

through an increased use of risk sensitive models. 

Vertically integrated business models 

The Interim Report discusses vertical integration in the context of competition in the 

mortgage broking industry, and in wealth management and superannuation. 

There is no evidence that vertical integration is having any adverse effect on competition. 

Indeed, vertical integration has resulted in many efficiencies and benefits for consumers. It 

has also deepened relationships with customers, meaning providers are highly motivated to 

provide a high-quality service offering through all of their interactions with their customers, or 

risk losing such relationships entirely.  

The mortgage broking industry exhibits many of the factors associated with a highly 

competitive market - it is very fragmented with a high degree of contestability between 

broking platforms - thus leaving no room for any one vertically integrated provider to distort 

competition.  

Australiaôs wealth management sector is built on an open architecture approach with a 

diverse range of wealth management products, provided by a range of suppliers with strong 

signs of price competitiveness. Platforms do not discriminate in favour of their own products, 

if they did, third party advisers would defect to other platforms given: 

¶ the range of alternatives for product owners; and 

¶ impact on the value of the platform. 

 

In addition, existing mechanisms comprehensively regulate any perceived conflicts of 

interest arising from vertically integrated business models.  

Bank funding of credit growth 

Westpac believes that ensuring the financial system has the capacity to support optimal 

growth in all economic conditions should be the most important objective of the Inquiry.  
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The capacity of Australiaôs banks to fund credit growth, particularly in a higher credit demand 

environment, must be closely considered in meeting this objective. In certain realistic 

economic conditions, the demand for credit may exceed its available supply from the 

banking system. While the demand and supply of credit will necessarily adjust to equilibrium, 

the adjustment will come through higher prices, which is likely to negatively impact the 

substantial number of borrowers that rely on bank credit.  

A more efficient approach is to ensure that the banking system has appropriate access to 

high-quality funding sources. This is essential for the customers that banks support, 

particularly individual households and small and medium enterprises (SMEs). Measures to 

equalise the tax treatment of deposits and other competing savings options would be 

effective in enhancing the high-quality funding available to the banking system.  Encouraging 

the investment of superannuation into bank deposits and fixed income securities would also 

help to achieve this goal.  

The efficiency and stability of the superannuation sector 

Westpac supports the Inquiryôs focus on the superannuation system as a vital aspect of its 

review of Australiaôs financial system. The growth in superannuation is one of the most 

important developments in the financial system since the Wallis Inquiry, and has broad 

implications for the economy and the welfare of all Australians. 

Given these broad implications, Westpac supports the creation of an independent statutory 

advisory body to provide oversight and policy advice to government on superannuation.  

In relation to the efficiency of superannuation, recent and ongoing reforms such as MySuper, 

SuperStream and Future of Financial Advice (FoFA) are having a substantial impact on the 

Australian superannuation landscape. These legislative reforms have come with a 

substantial cost to superannuation providers and will take several years before all of the 

potential benefits are realised. 

Indeed, there is evidence MySuper has already placed downward fee pressure on 

superannuation providers and Westpac believes this will continue as the reforms fully take 

effect.   

Westpac also believes that the realisation of some MySuper benefits could be accelerated 

through both the removal of anti-competitive default fund provisions, and through the 

creation of a product rationalisation framework that can assist to modernise the sector by 

rationalising legacy products.   

Westpac rejects much of the analysis and conclusions of the recent Grattan Institute report 

into superannuation fees and competition. The report fails to make an appropriate 

comparison with similar international defined contribution schemes, and ignores the 

competitive impact MySuper is already having and will have over time. Any consideration of 

further change to these arrangements should be deferred until at least 2020, on the basis 

that the current reforms will not be fully implemented until mid-2017. 
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Westpac believes that suitability remains the most important policy consideration in relation 

to self-managed superannuation funds (SMSFs). Given the different levels of consumer 

protection across APRA regulated funds and SMSFs, Westpac supports the need for a 

clearer requirement before the establishment of an SMSF can be recommended.  

Moreover, the current level of oversight and analysis of the systemic implications of the 

SMSF sector is insufficient given its size and continued growth. Westpac continues to 

encourage the Inquiry to consider ways that these matters can be addressed.   

Westpac acknowledges there are systemic benefits to a large unleveraged superannuation 

savings pool, which can act as a stabiliser in times of stress. This calls into question the 

leverage scope currently available to SMSFs. 

The issue of ótoo big to failô and moral hazard risk 

The capacity of private institutions to fail is fundamental to the operation of a market-based 

financial system. There should be no óguaranteeô of individual institutions in the financial 

system.  

Westpac strongly supports the policy objective that government liquidity support of the 

financial system in the event of a crisis should operate in a way that minimises the risk 

taxpayers are directly exposed to loss. 

Australiaôs financial system already has strong features that minimise the risk of taxpayer 

loss, which are a function of conservative regulatory settings and prudent bank 

management: 

¶ Australiaôs major banks are very well-capitalised, both in absolute terms and when 

compared with global peers on a consistent basis; 

¶ Prudential supervision in Australia is conservative, such as in the definition and 

measurement of capital; and  

¶ There is an intense level of supervision of domestic systemically important banks (D-

SIBs), which aims to mitigate any moral hazard risk. 

 

Since the GFC, Australiaôs major banks have focused on increasing the quantity and quality 

of capital, increasing liquidity holdings and improving the resilience of their funding models. 

In many cases this has occurred in anticipation of, rather than as a response to, global 

regulatory change. As a result, the banking sector is now significantly stronger than it was 

before the crisis. 
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Any further policy options to address the issue of TBTF need to be justified on the basis that 

there is an additional, unknown vulnerability in Australiaôs financial system beyond that which 

is contemplated in existing stability settings. There is no clear evidence of this. While 

measures were undertaken by Australian regulators and Government to support the banking 

system during the GFC, they were implemented without any call on the taxpayer, or 

disruption to the support banks provided to economic growth. The need for those measures 

arose from dislocation in international capital markets creating liquidity risk for Australia as a 

net importer of capital. The need did not arise through a lack of stability in Australiaôs 

financial system through inappropriate lending or other vulnerabilities. Measures to increase 

sources of high-quality funding to the banking system (and thereby minimise liquidity risk 

due to reliance on offshore markets) are discussed in Chapter 3.  

Further, there is no evidence of market-based pressure from international investors for 

Australia to implement idiosyncratic measures to further address TBTF. Australia is not 

disadvantaged by its existing stability settings and approach to TBTF as an importer of 

capital.  

Any further policy options to address TBTF should therefore closely consider Australiaôs 

unique circumstances and existing settings. They should also consider the efficiency of the 

financial system, the credit rating of Australiaôs banking system and the capacity of the 

financial system to support economic growth.  

In relation to each policy option, Westpacôs position is summarised below: 

¶ Ring-fencing - The modest scale of Australian banksô investment banking activities 

and discretionary investment portfolios, and broader regulatory risk-mitigation 

measures, reinforce the current lack of justification for any costly and inefficient ring-

fencing measures; 

¶ Further increasing D-SIB capital requirements - Increased capital comes at a cost, 

which is ultimately reflected in higher costs for borrowers. There is no clear basis on 

which to require additional capital holdings. Australiaôs D-SIBs are very well-

capitalised to absorb losses, and are in the upper range of capitalisation globally. 

Further, as liquidity support of the financial system is the primary nature of 

government support in Australia, it is not clear that increasing capital requirements 

further will necessarily reduce the call on government in a liquidity crisis; 

¶ Imposing losses on creditors (óbail-inô) - Westpac believes any bail-in regime for 

Australia should be carefully designed for domestic circumstances in consultation 

between Government, regulators and the banking industry. Any recommendations 

regarding bail-in should also be undertaken with the benefit of the outcomes of the 

G20 Brisbane Summit - there is no clear advantage in Australia being an óearly-

moverô in implementing bail-in measures compared with the rest of the world;  

¶ Resolution powers and pre-planning - Westpac supports the development of a sound 

resolution framework in Australia, and will work closely with regulators to develop this 

framework in a manner that is appropriate for Australiaôs financial system; and 

¶ Stress-testing - Westpac recommends the increased use of stress testing as a sound 

means of assessing the strength of Australiaôs banking system and the need for any 

additional regulatory and prudential measures to deal with TBTF. 

 



8 
 

The policy options above are inter-connected and should not be considered in isolation. 

Therefore, ultimately, Westpac believes the totality of the financial systemôs stability settings 

are most important in managing  TBTF and moral hazard risk, rather than any one, individual 

policy measure. 

Consumer protection ï disclosure and financial advice 

The financial systemôs current disclosure regime has led to increased costs and, in many 

instances, voluminous documentation that does not enhance customer understanding.   

Notwithstanding these concerns, Westpac believes disclosure should remain the 

fundamental foundation of consumer protection in Australiaôs financial system. As an 

overarching principle, regulation of financial products should provide effective consumer 

protection while continuing to allow consumers to take risk. In supporting this goal, Westpac 

believes it is important that the current disclosure regime is improved to provide accessible 

information to consumers, which supports informed choice within a statutory framework of 

product suitability, and a framework of regulatory oversight. 

To this end, Westpac believes Government and regulators, in consultation with the financial 

services industry, should undertake a review of disclosure to design more consumer-friendly 

disclosure documents based on applied research. Such an approach is preferable to more 

interventionist regulation that inhibits innovation, for example, further regulation of product 

design or distribution.  

Affordable, professional and quality financial advice is also vital to ensuring beneficial 

financial outcomes for individual consumers. Improving the training and capabilities of those 

who provide advice is essential to maintain trust and positive consumer outcomes.  

Westpac supports significantly raising education standards and establishing a public register 

for financial advisers as a means to improve quality and transparency in the industry. A new 

national competency framework, overseen by a new Self-Regulatory Organisation, is 

required to begin to place financial advisers on a similar professional footing to lawyers and 

accountants.    

Westpac believes there is potential to improve consumer understanding by more clearly 

labelling what is today termed 'General Advice' to óGeneral Financial Information,ô and more 

explicitly limiting who can hold themselves out to be a ófinancial adviserô.   

However, Westpac does not support the introduction of regulatory distinctions between 

different business models or advisers, on the grounds that such labels are not meaningful 

and may be misleading if incorrectly interpreted by consumers.  

Retirement income policy 

Westpac believes the retirement income system should aim to deliver a level of income 

replacement in retirement of up to 65% to 70% for the majority of Australians. In doing so, 

the system should also substantially offset the cost of the Age Pension by ensuring 

Australians can self-fund their retirement to the maximum extent possible. 
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Westpac does not support the suggestion that the purchase of a specific income stream at 

retirement should be made compulsory. Further, Westpac believes default models risk 

entrenching further disengagement and, in doing so, reducing competition and resulting in 

lower retirement incomes for members. If a default system were considered, it should be 

principles-based and supported by an integrated advice model which provides targeted, 

simple advice to members. 

Rather than compulsion or default, Westpac proposes consideration of a retirement income 

model that includes a combination of a flexible default income stream, coupled with 

appropriate policy incentives. This model, discussed in detail in Chapter 8, centres on 

incentivising as many Australians as possible to provide a minimum level of income up to the 

value of the Age Pension for the duration of their retirement. The model contemplates that it 

would still be possible for small balances to remain in the default (or select from other 

products) without penalty. 

The model would encourage innovation in retirement income products, to help achieve the 

objective of 65% to 70% income replacement in retirement. It would also help to ensure that 

the fiscal objective of superannuation is met.   
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Aide-memoire to reading Westpacôs Second Submission 

Westpacôs response to the policy options raised in the Interim Report is in each case 

provided directly under an extracted grey box of those options, reflecting the format of the 

Interim Report: 

 [Westpac Second Submission reference]               [Cross-reference to Interim Report reference] 

Å No change to current arrangements 

Å Policy option 1 

Å Policy option 2 

 

[Westpac response] 

The analysis and recommendations of Westpacôs Initial Submission are not repeated, but 

are referred to where relevant.  

To aid cross-referencing, Westpacôs Second Submission adopts the same chapter 

numbering as the Interim Report. The óKey Issues and Insightsô of each chapter of 

Westpacôs submission also appear before the beginning of each chapter. 
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Chapter 2 ï Competition  
Westpac Key Issues and Insights 

 Housing finance market 

¶ Westpac does not believe that the growth in the Australian housing finance market has 

been unsustainable or poses an undue systemic risk to the financial system. The 

factors that would demonstrate such a systemic risk (such as those present in the USA 

before the GFC) are not present in Australiaôs market. 

¶ There is therefore no compelling evidence that further regulatory intervention in the 

housing finance market is required. 

¶ The increase in housing finance has been primarily demand-driven and based on 

sound economic fundamentals such as high and sustained income growth and 

macroeconomic stability.  

¶ Australian household net debt to income ratios have decreased since the GFC, once 

the impact of mortgage offset accounts is considered.  

¶ There is no evidence of housing finance crowding out business finance.  Rather, recent 

years have seen a decline in demand for business finance and a deliberate 

deleveraging following the GFC.  

Regulatory capital requirements for mortgage lending 

¶ Australian bank mortgage portfolios are diversified and low risk, and regulatory capital 

requirements are conservative.  

¶ Both historical precedent and rigorous stress testing have proven that even a significant 

down turn in house prices would be well with Westpacôs loss absorption capabilities.  

¶ Regulatory capital requirements for lending portfolios should ensure banks have the 

capacity to absorb losses in the event of severe stress. By allowing banks to model 

their risks at a transactional level, the IRB capital approach creates incentives to more 

effectively analyse and manage lending risks.  

¶ Westpac suggests that some form of targeted assistance for ADIs currently utilising the 

standardised model to attain existing IRB accreditation would be appropriate. 

Vertically integrated business models and competition 

¶ While banking and wealth management are experiencing increased levels of vertical 

integration there is no evidence that such integration is having an adverse impact on 

competition. Indeed, vertical integration has provided benefits to customers. 

¶ The mortgage broking industry exhibits many of the factors associated with a highly 

competitive market - it is very fragmented with a high degree of contestability between 

broking platforms - thus leaving no room for any one vertically integrated provider to 

distort competition.  

¶ Likewise, Australiaôs wealth management sector is built on an open architecture 

approach with a diverse range of wealth management products, provided by a range of 

suppliers with strong signs of price competitiveness. 
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Chapter 2 ï Competition 

Westpac notes the Inquiryôs observation that the banking sector is competitive, albeit 

concentrated. Westpacôs Initial Submission presents evidence that supports this observation. 

There are two issues within the theme of competition that are discussed in detail in the 

Interim Report, and on which Westpac provides a detailed response: 

¶ The housing finance market and differential treatment of capital for mortgage lending 

under the Advanced IRB and standardised approaches; and 

¶ Vertically integrated business models. 

Westpac also provides responses to various other policy options raised in Chapter 2 of the 

Interim Report. 

2.1 Developments in the Australian housing market 

Developments in Australiaôs housing market, and the extent to which that market poses a 

systemic risk, should be considered together with features of stability of housing finance in 

Australia. Regulatory capital requirements are a key feature of stability. 

For this reason, this section addresses both the request for information raised at page 2-57 

of the Interim Report (in Chapter 3 Funding), and the policy options regarding regulatory 

capital requirements listed at page 2-11 of the Interim Report: 

(2-57) 

What measures can be taken to mitigate the effects of developments in the housing 

market on the financial system and the economy? How might these measures be 

implemented and what practical issues would need to be considered? 

(2-11) 

Å No change to current arrangements 

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

accreditation 

Å Increase minimum IRB risk weights 

Å Introduce a tiered system of standardised risk weights 

Å Lower standardised risk weights for mortgages 

Å Allow smaller ADIs to adopt IRB modelling for mortgages only 

 

In Westpacôs view, there is no compelling evidence to suggest that the growth in the 

Australian housing finance market poses an undue risk to the financial system.  

Having regard to experience in other nations, particularly the USA, the existence of such an 

undue risk would be demonstrated by: 
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¶ Over-indebtedness on the part of borrowers; 

¶ The prevalence of high-risk loans on non-commercial terms, in Australia commonly 

known as ónon-conformingô loans (or ósub-primeô loans in the USA); and 

¶ Supply-driven concentration of bank balance sheets to housing assets to the 

exclusion of business lending.  

This section assesses the presence of each of these factors in Australia, and presents 

evidence that suggests none of them poses substantial risk to the financial system. 

Rather, Westpac believes that the increase in housing finance in Australia has been 

primarily demand-driven and underpinned by sound economic fundamentals, based on 

several objective economic indicators outlined below. These demand factors, rather than 

supply side factors (such as risk weighting arrangements), are at the heart of the relatively 

faster growth rate of housing loans compared with finance for other activities.  

Moreover, the evidence does not support the proposition that housing finance is ócrowding 

outô finance for other activities,1 such as business lending. Economic indicators outlined in 

this chapter demonstrate that the decline in business credit since the GFC has largely been 

a consequence of business deleveraging (an entirely rational risk management response to 

volatile and uncertain business conditions) - and not banks ópreferringô housing finance to 

business lending.  

These factors support the view that there is no undue risk to the financial system from the 

growth in housing finance, and no clear need for further regulatory intervention. 

2.1.1 Demand-driven factors of housing finance growth 

In Australia, there are key long-term developments that have driven growth in demand for 

housing finance. They include: 

¶ Consumer preference for residential property - owning a home has a very strong 

cultural resonance in Australia and is a significant driver of overall household debt.  

Many Australians also see residential property as a key element of their long-term 

investment strategy; 

¶ High and sustained income growth - Australia has not experienced a recession for 

more than 20 years. This is a very long period of sustained growth, and a far longer 

period of continuous growth than most advanced economies have experienced. In 

contrast, some countries that have experienced marked slowdowns or periods of 

financial distress have seen falls in household indebtedness to income ratios during 

those periods (as illustrated in Figure 2 in the case of the UK, Sweden and France); 

¶ Low inflation and nominal interest rates - one of the key factors in determining both 

how much a household will desire to borrow, and how much a financial institution will 

be prepared to lend, are the loan repayments as a proportion of disposable income.  

Generally, lower levels of inflation will lead to lower nominal interest rates, and 

greater household borrowing capacity. Australia, along with most advanced 

economies, is experiencing a sustained period of historically low inflation and, 

consequentially, low nominal interest rates;  

  

                                                           
1
 p. 2-55, FSI Interim Report. 
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¶ Regulation - the tax treatment of the family home and investment properties has 

contributed to higher house prices in Australia and, therefore, a greater demand for 

loans for both residential and investment properties. This has been a long run 

phenomenon. First home buyers grants have tended to increase household demand 

for loans for residential properties; 

¶ Lower unemployment - While unemployment has varied quite significantly during the 

past 30 years, it has trended downwards and has remained at historically low levels 

over the past decade. This has tended to increase both the demand for debt by 

households and the willingness of financial institutions to lend to households; and 

¶ Macroeconomic stability - Lower volatility in key macroeconomic indicators (such as 

interest rates, unemployment and inflation) was a feature of almost all major 

advanced economies for much of the two decades preceding the GFC. Australiaôs 

sustained benign conditions have also reduced the likelihood of default.   

 

On the ósupplyô side, deregulation and financial innovation have been important drivers of 

higher rates of household indebtedness. The removal of credit rationing in the early 1980s 

following the Campbell Inquiry, along with the removal of interest rate caps in the 1990s, 

were significant factors in the growth in household indebtedness, and also the rising level of 

mortgages on banksô balance sheets.  

Financial innovation, while a supply-side factor, has improved financial organisationsô ability 

to assess risk. This has allowed more household demand to be met, without seeing a rise in 

default rates. Unlike other markets, the risk appetite of banks for housing finance has not 

changed, nor is there any evidence that greater credit availability has increased the supply of 

housing through ónon-commercialô lending (discussed in section 2.1.3 below). 

2.1.2 Indicators of systemic risk ï household over-indebtedness   

The first factor that could suggest the presence of systemic risk due to housing finance is 

household over-indebtedness. However, there is no strong evidence of household over-

indebtedness in Australia. Rather, evidence presented in this section suggests that the true 

level of household indebtedness has fallen since the GFC, is based on sound economic 

fundamentals, and is generally in line with long-term and global trends.  

The Interim Report makes the observation that: 

óSince 1997, household leverage has increased from debt equivalent to around 0.8 years of 

gross disposable income to around 1.5 years of income in 2008.ô2 

There has been a significant shift in the behaviour of Australian households over the last five 

years, resulting in a major shift in household leverage. Households have taken a more 

cautious approach to their finances, resulting in a sharp and sustained rise in household 

savings rates, slower credit growth and faster prepayment rates on mortgages.  

 

 

                                                           
2
 p. 2-51, FSI Interim Report. 
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To illustrate this, Figure 1 shows a number of ratios to household disposable income (using 

data from the Australian Bureau of Statistics (ABS)): 

¶ Gross household debt; 

¶ Total housing debt; 

¶ Gross household debt net of direct holdings of cash and deposits; and 

¶ Accumulated household savings for each quarter since 2007, which is household 

disposable income minus consumer spending and depreciation. 

 

Figure 1. Australian households: debt to income ratio (%)3 

 

Figure 1 shows that the total household debt to income ratio has remained steady since 

2007. However, this measure excludes funds held in mortgage offset accounts, and 

therefore understates the shift towards deleveraging.  

Mortgage prepayments are often made through the accumulation of funds in mortgage offset 

accounts, which are technically classified as deposits rather than a reduction in loan 

principal. As shown in Figure 1, there has been a sharp increase in householdsô total 

holdings of cash and deposits since 2007. This increase reflects significant household 

deleveraging, along with several other factors such as portfolio reallocations, higher deposit 

rates due to intense competition and the accumulation of savings by households that do not 

hold a mortgage. 

                                                           
3 Westpac 2014 Interim Results Presentation and Investor Discussion Pack, at p. 131  
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While increased accumulated savings do not automatically flow into mortgage offset 

accounts, this trend has contributed to the pronounced decline of 25 basis points in 

householdsô net debt to income ratio since 2007. This supports the view that there has been 

a trend of household deleveraging. 

Figure 2 shows that household indebtedness has risen sharply over the past 30 years in 

most advanced economies. Australiaôs ratio (not accounting for the funds held in mortgage 

offset accounts) has increased faster than the average, but in line with other economies 

such as the Netherlands, Norway and the UK.   

Figure 2. International comparison of household debt to disposable income ratios4 

 

The rising household indebtedness ratio, occurring globally, is likely due to a range of factors 

common across advanced economies. Many of these factors, such as high and sustained 

income growth, low unemployment rates, low nominal interest rates and financial sector 

deregulation, have been positive developments for economies. Higher debt levels 

associated with such factors should not, in Westpacôs view, be considered problematic. 

As can be seen in Figure 3, household repayments on new housing loans, as a proportion of 

disposable income, have fallen since the GFC, and are currently almost identical to the long 

run average. This supports the view that while the sum of housing finance may have 

increased, this has not necessarily resulted in borrowers taking on excessive risk, and that 

the current level of serviceability appears sustainable compared to long run averages. 

 

                                                           
4
 Bloxham, Paul and Christopher Kent, ñHousehold Indebtednessò, The Australian Economic Review, vol. 42, no. 3, 327-339, 

2009  
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Figure 3. Repayments on new housing loans as a percentage of household 

disposable income5 

 

The capacity of households to service debt, rather than nominal debt levels per se, is the 

most important indicator of sustainability. There has been a significant improvement in 

household debt serviceability since the GFC.  Figure 4 shows household debt serviceability 

for Australia since 1977. Overall household debt serviceability is largely driven by changes in 

housing debt serviceability. Since the GFC, housing debt serviceability has trended 

downwards to levels that are similar to the long run average. 

 

 

 

 

 

 

 

 

 

                                                           
5
 Fox, Ryan and Richard Finlay, ñDwelling Prices and Household Incomeò, RBA Bulletin, December Quarter 2012 
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Figure 4. Household debt serviceability in Australia: 1977-20126 

 

2.1.3 Indicators of systemic risk - ónon-commercialô lending  

A second indicator of systemic risk due to housing finance would be the prevalence of non-

commercial lending. 

Borrowers under high-risk ónon-conformingô loans may have adverse credit histories, or may 

be already delinquent at the close of the transaction. In the US market, these types of loans 

are known as ósub-prime.ô These loans may also have unusual deposit sources, unusual 

security properties, or otherwise fail to meet the standards of prime lenders. 

In Australia, the proportion of ónon-conformingô loans as a proportion of total housing loans is 

very low both in absolute terms, and relative to the size of the ósub-primeô market in the US. 

This is illustrated in Figure 5, with reference to the years leading up to the GFC. 

 

 

 

 

 

                                                           
6
 RBA, Statistical Tables: http://www.rba.gov.au/statistics/tables/index.html 

Table E2: Household Finances ï Selected Ratios 

http://www.rba.gov.au/statistics/tables/index.html
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Figure 5. The size of sub-prime housing markets in the US and Australia (as a share of 

outstanding mortgages)7 

 

Of the small proportion of ónon-conformingô loans in Australia, evidence shows that the 

arrears rate was much lower than that of ósub-primeô loans in the US in the period leading up 

to the GFC. This is illustrated in Figure 6. 

 

 

 

 

 

 

 

 

 

 

 

 

                                                           
7 RBA, Debelle, Guy. óA Comparison of the US and Australian Housing Markets, address to the Sub-Prime Mortgage Meltdown 

Symposium, Adelaide, 16 May 2008. See graph 1.  
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Figure 6. Pre-GFC arrears rates on sub-prime mortgages US vs Australia8 

 

Activity in the ónon-conformingô loan sector remains a small share of total lending, at 

approximately 0.2% of total housing credit in July 2013, and the Reserve Bank of Australia 

(RBA) has stated that:9 

óFinancial stability risks posed by non-conforming lending remain limited so long as it 

remains a small share of total housing lending, consistent with the underlying narrow scope 

for prudent lending to households with blemished credit histories.ô 

The low exposure of Australiaôs banks to this kind of lending is a significant factor in the 

overall proportion of non-performing loans, which is very low compared to other major 

economies (particularly following the GFC). This is illustrated in Figure 7. 

 

 

 

 

 

 

 

                                                           
8 RBA, Debelle, Guy. óThe State of the Mortgage Market,ô Address to the Mortgage Innovation Conference, 30 March 2010.  
9 RBA, Financial Stability Review, September 2013, at p. 53 
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Figure 7. Large banksô non-performing loans as a share of total loans10 

 

The factors above demonstrate that there is a low prevalence of ónon-conformingô loans in 

Australia which, in stark contrast to the US, has been a key contributor to the low level of 

non-performing loans and the stability of the housing finance market. 

2.1.4 Indicators of systemic risk - supply-driven concentration of housing assets  

The third indicator of systemic risk from housing finance would be a supply-driven óover-

weightingô by banks of housing assets at the expense of other asset classes, particularly 

business lending.  

 

In Westpacôs experience, there is no evidence of this supply-driven ócrowding-outô occurring. 

Figure 8 shows that residential mortgages as a percentage of Westpacôs total committed 

exposure only marginally increased between 1999 and the start of the GFC. The step-

change in 2008 was due to Westpacôs merger with St.George (a business with a higher 

portfolio focus on residential mortgages). Since then, the proportion of residential mortgages 

to total committed exposures has remained steady, and, in Westpacôs case, does not 

support the assertion that there has been a supply-driven ócrowding outô of other forms of 

lending. 

 

 

 

                                                           
10 RBA, Edey, Malcolm, Address to the CFO Summit, Gold Coast, 16 March 2014. 
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Figure 8. Westpac residential mortgages as a percentage of total committed exposure 

 

As can be seen from Figure 9, overall bank lending to businesses in Australia was growing 

in the years leading up to the GFC, and then decreased markedly following the crisis. In 

contrast, lending for housing ï both owner-occupied and investor ï did not experience a 

period of decline. Figure 9 also shows that bank lending to business has again started to 

grow. 
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Figure 9. Bank lending by sector (1993-2014)
11

 

 
 

Westpac believes that business deleveraging following the GFC, rather than ócrowding outô 

by housing finance, has been the significant factor behind the overall decline in bank lending 

to business in the period following the GFC.  

 

Demand for business lending is influenced by a number of interrelated factors including 

economic growth, risk appetite for leverage, alternative sources of funding and the ability to 

re-value or write-off assets. These factors mean that, compared with households, demand 

for business lending is substantially driven by, and sensitive to, the economic environment. 

As these factors reach a turning point following the GFC, the contraction in demand for 

business lending should also unwind.  

 

Further, businesses are also more easily able to adjust the level and source of their debt 

compared with households due to a number of factors, including: 

 

¶ during an economic downturn, businesses are able to switch the mix of their funding 

between debt and equity, while simultaneously using a higher proportion of cash flow 

to retire debt more quickly; 

¶ even during economic downturns, larger firms with recognised credit-standing will 

have access to non-intermediated funding through international bond markets and 

equity raising. These larger, more sophisticated firms will have even greater flexibility 

to reduce bank lending should they choose to; and 

                                                           
11

 RBA, Statistical Tables: http://www.rba.gov.au/statistics/tables/index.html 
Table D5: Bank Lending Classified by Sector 

http://www.rba.gov.au/statistics/tables/index.html
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¶ businesses fail at a higher rate than average during economic downturns, and 

lenders have to write debts off, reducing the stock of bank assets accordingly.  

 

As a result of this flexibility, the stock of business credit will generally decline sharply during 

a recession or downturn, as observed during the early 1990s and the GFC period.  

 

The market-based drivers of demand for business lending should naturally lead to an 

increase in bank lending to business in due course, and in Westpacôs view, no regulatory 

intervention is appropriate to supplement the operation of these market forces.  

 

The Inquiry should, however, be cognisant that increasing capital requirements on banks 

can disproportionately impact higher-risk lending, such as lending to SMEs. This is 

discussed further in Chapter 5. 

 

2.2 Regulatory capital requirements for mortgage lending (2-11) 

Å No change to current arrangements 

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

accreditation 

Å Increase minimum IRB risk weights 

Å Introduce a tiered system of standardised risk weights 

Å Lower standardised risk weights for mortgages 

Å Allow smaller ADIs to adopt IRB modelling for mortgages only 

 

In addition to the factors discussed above, there are a number of other features contributing 

to the stability of Australiaôs housing finance market that can be contrasted to market 

features in other countries, such as the US. In those countries, the housing market 

substantially contributed to the financial crisis. 

These stability factors were discussed in Westpacôs Initial Submission. In summary, they 

include:  

¶ Underwriting standards ï for example, applying óbuffersô to interest rates to ensure 

that borrowers can continue to service loans even if borrowing rates rise; 

¶ The use of securitisation in Australia for funding rather than risk transfer - In the US, 

securitisation had increased to over 60% of all mortgages by 2007. However, in 

contrast to Australia, the US securitisation market featured a number of incentives 

that contributed to a decline in underwriting standards. The underwriting standards of 

some originators became so compromised that some types of low-documentation 

loans became known as óliarsô loansô; 

¶ High rates of mortgage prepayment, driven by factors such as non-tax deductibility of 

interest payments on owner-occupied home loans; 
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¶ Full-recourse lending - most loans in Australia are ófull-recourse,ô where the lender 

can recover any unpaid funds from other assets or future income. In contrast, most 

mortgages in the US are ónon-recourse,ô meaning that the borrower has the option to 

ówalk awayô from the loan. This means that situations of negative equity (e.g. due to 

falling house prices) will create an incentive for borrowers to walk away from the 

loan, known as ójingle mailô ï a reference to the borrower ómailingô the keys of the 

property to the lender. This can create a vicious cycle in that delinquencies can result 

in additional downward pressure on house prices as lenders try to sell houses, 

adding to supply. In turn, this will increase the likelihood of more borrowers finding 

themselves with negative equity; and 

¶ The rarity of significant óhoneymoonô period discounts on home loans (common in 

other countries) where deep interest rate discounts are followed by sharp step-ups in 

interest rates.  

 

Australian banks also generally use conservative metrics for calculation of capital for 

mortgage lending. The issue of regulatory capital requirements, and the interaction of those 

requirements with competition in housing finance, is an issue that receives a level of focus in 

the Interim Report. It is, therefore, addressed in detail in this section. 

2.2.1 Australian IRB mortgage risk weights 

Regulatory capital requirements for lending portfolios should ensure banks have the capacity 

to absorb losses in the event of severe stress. By allowing banks to model their risks at a 

transactional level, the IRB capital approach creates incentives to more effectively analyse 

and manage lending risks, as well as other risks including interest rate risk and operational 

risk.  

Risk weights for Australian mortgages are low relative to other lending portfolios. This is 

because the Australian mortgage portfolios of the major banks are well-diversified and low 

risk. The long run average default rate is less than 0.7% (fewer than 7 in 1000 defaulting), 

and average loss given default (LGD) is less than 5%.12 This low LGD is attributable to 

mortgages being very well secured. Bank lenders have also maintained prudent underwriting 

standards with a very low proportion of low document mortgages. The long-standing practice 

of requiring lendersô mortgage insurance (LMI) for lending over 80% Loan to Value Ratio 

(LVR) overlays the insurersô underwriting standards and provides risk mitigation for bank 

portfolios.  

The widespread availability of redraw mortgages and offset accounts, and the non-

deductibility of interest on loans to owner-occupiers, are structural features of the Australian 

mortgage market that contribute to high rates of prepayment by borrowers.  

This further reduces the risk of bank mortgage portfolios and is illustrated by Figure 10, 

which highlights that approximately 60% of the Westpac mortgage portfolio has a dynamic 

LVR (updated as residential house price indices change) of 60% or less. This creates a 

buffer of a 40% drop in house prices before these mortgages are in negative equity. As 

noted above, the mortgages greater than 80% are also generally covered by LMI. 

                                                           
12 See page 49 of Westpac Pillar III. http://www.westpac.com.au/docs/pdf/aw/ic/Pillar_3_Report_Sep_2013_FINAL.pdf. It 

should be noted that results include data from New Zealand which has a higher loss experience than Australia. 

http://www.westpac.com.au/docs/pdf/aw/ic/Pillar_3_Report_Sep_2013_FINAL.pdf
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Figure 10. Australian housing loan-to-value (LVR) ratios (%) 

 

As a result, the well-diversified mortgage portfolios of the major banks typically experience 

annual losses in the range of 0.03% to 0.06%.13 Figure 11 shows the Westpac loss rates for 

the mortgage portfolio, highlighting a 0.022% loss rate for the first half of Westpacôs 2014 

financial year. Investment property loans have a slightly higher loss rate with 0.031%, but 

remain very low. In the recession of the early 1990s, Westpacôs loss experience was low, 

only reaching 0.11%.14  

 

 

 

 

 

 

 

 

                                                           
13

 Deloitte Report: http://www.deloitte.com/assets/Dcom-
Australia/Local%20Assets/Documents/Industries/Financial%20services/Banking%20and%20Securities/Deloitte_Australian_Mor
tgage_Report_2013.pdf 
14

 Westpac March 2014 IDP http://www.westpac.com.au/docs/pdf/aw/ic/140509_Final_IDP_Presentation_1H14.pdf 
















































































































































































































