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1 Framework and principles

The Interim Report is a wide ranging revietvcentral theme of the report is the role that

regulation plays in encouraging effective competition in the financial sedtois has

Of SIFN¥ & 3JdzARSR GKS LyIljdZANEREQAE GKAY1AYy3 (KNERcC
Report posesWe supportthe Ingh NE Q& F20dza 2y O2YLISGAGAZ2Y |
regulatory framework, matched with suitably wellafted prudential and consumer

protection rules.

The Inquiry, as indicated by the Interim Report, will focus on how the financial system has
evolved sincehe Wallis Inquiry, the lessons from the GFC, and how to modify the

regulatory framework to best cope with future challeng€3onsideration of potential

future challenges will be important in implementing regulatory changes to strengthen the
resilience ad effectiveness of the regulatory frameworkechnologyanageing

population and further globalisation are set to result in profound changes in the economy

and society over the next 120 years, and the nation will gain most from these changes if

we have arobustF A y I yOAL f aeadsSy (GKFaG OFry FIFOAEAGH G
response to the Interim Report has been prepared with an emphasis on the nature of

possible future developments and their implications for regulation.

Our responséncludes
q An overview of five central sets of considerations that Deloitte thinks should be
OSY NIt G2 (KS LyIldANEQa FTAYyIFf NBO2YYSYR
1 A presentation of six future scenarios that have been developed as a way of testing
possible pressures for the regulatory srst going forward

1 Responses to select policy options and requests for informatitroutin the Interim
Report. These responses are presentedhie orderin which they were noteéh the
Interim Report.

1.1 ' dzZAONF f A Qa FAYLEFYOAL f

The financial system is central to a whelhctioning economy. Its roles include:

1 matching savings with investment needs throughout the economy

1 enabling the allocation of risk to those parties best able to manage and bear it; and
1 facilitating payments

How well the financial system performs these tasks is the primary basis for judging its
effectiveness.

Two sets of tensions arise when considering regulation designed to meet these goals. First

is the balance between achieving a sound, stable systeneaocduraging innovation and
competition, both in the financial sector and the wider econofyrther, finding this

balance is a continuing and evolving challenge, particularly with the dual trends of

technological advances and increasing globalisati®aondly, a large and increasing share

2F 1 dzAGNI f Al Qa NBaz2dzNOSa Aa 60SAy3a RS@P2GSR
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The sector accounts for over 8% of GDP today and that share is set to rise significantly
because othe impact of thegrowth in superannuatiomn wealth management and related
servicegChart 1.). Over the next20 years, sup@nnuationassetsare forecast to grow
from around 100% of GOXB the equivalent of 180% of GDPAny reforms that improve

the efficiency of the sectdnave the potential to positively impaatational productivity.
However such efficiency gains would be ephemeral if they were to compromise its
effectiveness in supporting consumers and the broader economy.

Chart 1.1 Proportion of GDP attributable to Financial and Irramce Services
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Proportion of GDP
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1.1.1 The changing role of the financial sector

¢CKS FTAYLFIYOALFf &aSNIBAOSA aSOG2N) KFra oSSy |aac
deregulation began in the 1980s. While there are a number of factors behind this growth,
it appears tabe driven in large part by two main welfai@proving forces:

1 the growth in lending services that has accompanied the much improved access to
credit that deregulation delivered; and

1 the significant expansion of wealth management services that has flbwadthe
RSOSt2LIYSyid 2F 1 dzAaGNIf Al QA AYRAQDGARIzZ t AaS

While proportionally more resources are being devoted to lending activities than had been
the case before deregulation, this has clearly had a positive effectuch highe

proportion of Australian society is now able to decide to borrow and invest in ways that suit
their aspirations.The improved access to credit has resultethmhousehold sector

becoming more highly gearedhich has implications faustaindility. Unless

accompanied by excessive borrowing, this is a supply issue that can only be addressed
outside financial regulation. Otherwise, monetary policy has proved effective in easing
pressure in the past, backed up by maintaining good lending standardsffeative APRA
supervision.

! Deloitte (2013)Dynamics of the Australian Superannuation Systbttp://www.deloitte.com/assets/Dcorm
Australia/Local%20Assets/Documents/Industries/Financial%20services/Deloitte_Dynamics_of Superannuation_
2013_report.pdf
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The message for wealth management is similar, but with the added observation that the
proportion of resources devoted to these activities is set to rise further over the next few
decades.In particular, by 2033supeannuationassetsare projected to growo

$7.6trillion.?

While thegrowth in thesize of thesuperannuation and wealth managemeggctorhas
increasedocuson the feesconsumergay, these fees need to bwoked at inconjunction
with the benefits individuals redee in terms of advice, flexibility and choic&.redudion in
feeswhich also results in a reductiontimese benefitscouldultimately be to the detriment
of consumers.

It is important that the Inquiry focus orthe benefits that are béng
engendered bythe expansion of financial services, especially in terms of

access to credit, advice and retirement inc@® tailored to the individualin
assessinghe costs of financial services

Looking forwarddetermininghow the financial system can best be refinedcontinue to

support the economic and social demands of Australian individuals and businesses in a cost
effective manner requires careful calibration of regulation across the financial sector. It will
involve making effective use of competition and miising unnecessary compliance

burdens. Our comments in the following sections are made with an eye to getting this
balance right.

1.2 The regulatory framework putting
principles into practice

1.2.1 Principles

There is a clear, continuing, and important rationale and mandate for regulating the

financial sector, and financial services more broa@gthl NBE OSy (i N} € G2 AYyRA
and the ongoing functioning of the economiRegulation; from consumer pragction to
macro-prudential requirements; has an important role to play in ensuring ongoing

confidence in, and stability of, the financial syste@ood regulation is vital.

However regulationand the compliance burden thaiccompanied, comes at a cds An
unduly onerous regulatory or supervisory system risks adaimgecessargosts and

restricting innovation throughout the economy. Indeed, the burgeoning of compliance
throughout the sector is an important factor behind the growth in resources aal/td
financial services as shown above. Good regulation must carefully consider this balance.
Specifically, it should be demonstrably welfare enhanci@gerall,a regulation should

only be enacted if its benefits outweigh its cost3 his principle ofood regulation is

widely espoused and was articulated clearly in the Wallis Inquiry.

The Wallis Inquiry advocated a principlesssed approach to regulation emphasising
competitive neutrality, cost effectivenesstransparency flexibility andaccountabilty.

2 Deloitte (2013)Dynamics of the Australian Superannuation Systettp://www.deloitte.com/assets/Dom-
Australia/Local%20Assets/Documents/Industries/Financial%20services/Deloitte_Dynamics_of Superannuation_
2013_report.pdf

4
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The extent of intervention should be graded according to the nature of the contract
involved and the consequences of market failure. For exaroplerudential regulation,
Wallis states?

G!'a I ISYSNIf LINAYOALX S FAYFIYyOALf al FSdae
are judgegl to beAveryvdifficuIt to honour arjd assess, gnd produce highly adverse
Oz2yasldzsSy O S a pranttsesavhidh raakkighiy on all thiree characte'risAtics )
arelSTSNNBER 02 a KIgAay3 | KAEIFg wxyqsyé§qégq>
AUNRYIASNI UKS OlFasS F2NJ Nxs3Idzf A2y 02 NBRAzOS
The Interim Report outlines the general principles for government intervention:

Outcome focused

Forward-looking

Costeffective

Competitively / technologically neutral

Targeted and proportionate

Systemwide approach

Transparent

Accountable / independent

= =4 4 4 48 a8 -2 A

These principles are sound, anny echo thos set out by the Wallis Inquine broadly
support the® principlesjn additiona multi-faceted approach is needed, directed at:

I embedding theprinciple of a less interventionist approach, where regulators only
address welblefined problems;

9 seeking taalign Australian regulations with international standards, unless there is a
strong rationale to do otherwise;

1 encouraging thelesignof less prescriptive regulation;

1 ensuring that there are appropriate and effectigeforcementmechanisms consistent
with anemphasis on outcombased regulation;

9 ensuring that aulture consistent with an emphasis on outcorbased regulation is
maintained within each of the financial sector regulators;

1 boosting theaccountabilityof regulators;and

1 encouragingegulated entiiesto actively explore better ways of meeting the
objectives of regulation.

1.2.2 Practice

The challenge in the Australian financial system has not been in the design of these
principles; it has been in their implementatiolVhile overarching principlebavebeen
well specified in legislatiohey must alsde translated into practice at the detailed
operational level.

3 Treasury (1997Financial System Inquiry Final Reppd90.
http://fsi.treasury.gov.au/content/downloads/FinalReport/chapt05.pdf
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The Wallis Inquiry agreed with a general move towards less prescriptive,pnocgles
basedregulation. However, in practice, this vision has not been mbhe benefits from a
principlesbasedapproach to regulation are diffuse but substantighile the costs of an
unregulated risk materializing are concentrated and highly visibfesuch ri the wake of
the GFC and sovereign debt crises, Australia has seen more interverdiatigtlesbased
regulation and regulators.

The results of this are cleaAustralia has ended up with prescriptive regulation,
encouraginga compliance culture; both amongstthe regulated and the regulators

Theregulationaddsto costsandis not conducive tainnovationy for example, product
disclosure statements (PDS) have not worked, but have added significantly to the
compliance burden Awide-rangeof regulatorychanges &ve been introduced in recent
years or are now being introducedpre-GFCthe Financial Services Reform Act (FSRA)
Basel lland postGFCprudential regulations for insurance, amtioney laundering and
counterterrorist financing (AML/CTF), BaselrBgulation of credit rating agencies, OTC
derivative reformsand Future of Financial Advige OFAjeforms In isolation, the call on
resour@sto implement the individual changes may not be large, et tumulative impact
of these changesn costsis likely to have beeignificant

It isimportant to assess whether the benefits of the new regulatiblasejustified these
costs There is o clear framework for undertaking this tasklowever, our assessment is
that the pendulum has swung too farBy losing sight of the principles, new regulations
mayincrease costs, without creating sufficient benefits to justify them.

1.2.3 DeloitteQaew - bridging the divide

This backdrop highlights the importance of the Inquiry in its final report reinforcing sound
regulatory principles that will be appropriate not only todayt as the Australian economy
responds to a changing economic landscaper thecoming decadesWhile we welcome
0KS LYGSNRAY wSLER2NIQa SYyR2NAERSYSyld 2F GKS
broadly agree with the other principles it articulates, the challenge is not simply to
articulate sound principlesJust as importantly, the Inquiry showdnsider how to
strengthenthe way theseprinciplesprevail in practice. In this regard, it is instructive to
reflect on not only the principles set out in the Wallis Inquiry but also subsequent trends
such as fuitter internationalisation of regulatian

In response to these challenges, we recommend a Aadeted approach to developing a
framework for regulation that will foster continual improvement, as discussed in
Section1.5.1 This will involve reconsideration of tdesignof some important pieces of
financial sector regulation. Even more vital at this point is the need to improve the
accountabilityof regulators anagnsurean outcomesbasedculture within which
regulations are enacted.

A key to achieving this witlb bolster the quality of accountability standards in regulatory
bodies. The quality of the administration of regulation will cruciaBpend upon the
experience and skills of regulators themselves.

The complexity of the activities of financial institutianand the range of activity across
different types of institutiong makes it extremely difficult for regulators to develop and
maintain appropriate skills.
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The HIH Royal Commission highlighted this as an important issue for APRA soonvaiter it
established. The difficulty that regulators face in understanding and keeping pace with
details of the businesses they regulate is of continuing contmermany regulated entities.

Going forward, appropriate countermeasures will be needed to resistypeescriptive
and burdensome regulation from being implementédhile the Councilof Financial
Regulator{CFRhas been effective, it is not the appropriate forum to address the
accountability of regulators for the regulation they creafehere are aaumber of
alternative models for this role, each with its strengths and weaknegselsiding

)l

a Parliamentary oversight council, with an advisory board comprising stakeholders
from across the industry and broader economy. However, this challenges the
independence of the regulating agencies from the political process;

a more active role for Treasury, coupled with publishing minutes of CFR meetings and
suitable consultation periods, to facilitate public debat€his may compromise the
co-operative natureof the CFRand

a separate Bureau comprising experts drawn from industry and academia, or an
Ombudsman, charged withngoing assessment of the efficacy of regulations.
Regulators would object to being overseen by the industry they regulate.

Such @odywould be charged witthelping rebalance the regulation of the financial sector
to more closely align with the principles espoused in the Wallis Inquiry.

While the Interim Report supports sound regulatory principles, and
acknowledges the growth of prescriptésregulation and a compliance
culture, it does notexplore how regulation may bemore effectively
implementedand enforced We encourage theénquiry to explore howthe

implementation and enforcement of principlebasedregulation can be
enhanced and stregthened The Council of Financial Regulators has been
effective in cardination across regulators, dwever, it is not a natural forum
for considering the accountability of regulators.

1.3 Competition as the cornerstone

Thelnterim Reportidentifiesthe importance ofcompetition and innovation in the
Australian financial systeim promotingconsumer welfare by widening consumer choice
and inducing higher levels of technical efficien&pecifically, th&eport highlights the
importance of low barriers to entrip sustain competition and innovation.

The Report highlights three particular aspects of competition:

1

whether vertical (and horizontal) integration is, or will in the futbes adversely
impacting competition

where regulation may be harming the aim @incpetitive neutrality and

why the level of switching in, notably, superannuation and insurance is not greater
and whether improved information on fees would help

Thefirst two points are considered in this section, while switchimgs considered in
relation to consumer outcomes in Sectigmt.
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1.3.1 Concentration and vertical integration

' dzZ2 G NF £ A Q& TFAYIl y ORA ltda dégiedhat onld hdicatg’@oblen@2 y OS y (
for competition, whether this is considered by sector (banking, insurance and wealth
management) or overallFor example, based on the measure preferred by the Australian
Competition and Consumer Commission (ACCC), the HanfiHirschman Index (HHI), the

main retail banking product markets in Austradie below the threshold level of 2000 that

would signal further investigation is warrantédndeed, if anything, parts of the system

including superannuation may be tdi@gmented and some consolidatigwhile not an

easy taslc may be beneficial ioreating a more efficient sector and reducicwgsts for

consumers.

Similarly, many consumers benefit from the convenience and efficiencies inherent in solely
or predominantlyusingan individual financial institutionThe trend towards vertically
integrated suites of services is a reflection of both the benefits that many consumers derive
from managing fewer financial relationships and economies of scale and scope for
providers. It is a reflection of a market whichcompetitionis workingeffectively.

Of course, there is the possibility that a few players progressively dominate to the extent
that the competition landscape is harmed. The key to mitigating against suclsidifiysis
low barriers to entry for each of the market segments. In these circumstances, the profits
that integrated service providers may be able to achieve will be capped by the entry or
threat of entry of new playersFor example, this is evidentihe rise of specialised

mortgage brokers and originators in recent decades, and in new providers offering online
saving accounts, exerting pressure on the larger institutidriiee development and

increased use of digital technologies will act to keepebarriers down in the futurgust

as it has with online savings accounts but on a wider scalesasing the ability for new
products and providers to place competitive pressuresnmumbents

¢KS YI22NJ LI NIa 27F ! dza (0 Ndcdndehtratéd ndr A
integrated to levels that should be a concern from a competition perspectiv
The trend towards greater concentration reflects the benefits consumers

derive from accessing a bundled set of services and thus the presumption

should be tha this is likely to be accompanied by an improvement in
welfare. The main competition issue going forward should centre on barrie
to entry, including regulatory barriers. Technology will act to reduce most
entry barriers over time.

1.3.2 Competitive neutraty

The Interim Report identifies instances of competitive fmautrality presently existing in
the financial sector Broadly, they relate to:

1 funding cost differentials between small and large ADIs, with larger institutions facing
lower costs of raisingihds due to

market perceptions of systemic importanaad access to markets
the dislocation of RMBS markets in the G&l
1 unequal regulatory treatment of competing products in the retail payments system.

* Deloitte Access Economics (20CHmpetition in retail bankindttp://fsi.gov.au/files/2014/04/ABA_2.pdf
8
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One source of funding cost differences identifiadhe Interim Report is the perception
that large, systemically importatanks (SI§ benefitfrom the perceptionthat they are
W {i-Bigto-F | Alie Intbrim Report canvasses a number of policy options to directly
address the benefits that shareholdeasd creditors ofSIB enjoy because dhis implicit
protection. The policy options included in the Interim Report generally constitute
additional costs and requirements to be imposed uRiB.

One method ofmnitigatingfunding advantageattributed to perceptionsof an implicit
government guarantee foBIB isthrough ensuring that all institutions regardless of size
can be resolved in aorderly manne without recourse to taxpayer fundsRecovery and

ResolutionsPans(RRPE) 2 F (i Sy NBFBANBERE i2QF aKWP3 0o SSy

many of the proposalalreadyissued by various regulatory and oversight authorijties
globally and in Australia, to addregerceptions that financial institutions, and particularly
0l Y1 &Z -bigtu I. BdfoBeAmposing additional regulatory requirements,

consideration should be given to the effectiveness of the policy changes which have already

been implemented.

The use of internal ratingsased (IRB) risk weights by larger banks that are better equipped
to be authorised for their use gives thentapitaladvantage over smaller ADIs that use
standardised risk weightsThis is appropriate, as the additional discipline that IRB imposes
on a lender increases the efficiency and stability of lending behavieducing the

riskiness of the activity and hence the required allocation of capialwever, it is

important to also note that although capital is lower, the IRB approach entails significant
cost, and so the cost advantage cannot be judged by the diféerén capital alonet is in

fact smaller than that.Competitive neutrality should be addressed by encouraging, and
where appropriate,assisting, smaller ADIs to be authorised for IRB risk weights.

The decline in the size and liquidity of the RMBS etarkAustralia since the GFC reduced
the ability of smaller lenders that rely on securitisation to fund lendimi¢h some leaving

the market The return investors have demanded on these securities has remained at an
elevated leveland represents a sigficant increase in funding costs for these lenders.
Although direct intervention in the market (as occurred during the GFC) is not appropriate,
measures that seek to address the lack of liquidity ingbeondarymarket could help

improve the competitiorfor lending provided by this market segment.

To theextent that there is anyperceivedfunding advantageattributed to the
presence of an implicit government guarantee feystemically important
banks sucheffect should be addressed througénsuring thatall institutions
regardless of size can be resolved in an orderly manregtucing the

likelihood of recourse to taxpayer fundsSmaller players should be
encouraged and supported in the transition to the IRB approaahd analysis
and implementation ofmeasures to make the RMBS market more liquid
should be considered The issue should not be addressed through addition:
measures on theSIBs.

The direct regulation of credit card interchange fees has led to the inconsistent regulatory
treatment of produds offering nearly identical servicet particular, threeparty

companion cards mimic the foymarty cardsbut the lack of an explicit interchange fee
means that they are not regulated
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have also avoided being designated as payment systems by the Payment Systems Board.

This unequal regulatory treatment has been driving market outcomes in the retail

payments market.The market share of the threggarty schemesas increased by around

one third, while new entrants also appear to be on the verge of offering products that

would compete for retail paymentdut avoid the interchange fee regulationshe lack of
competitive neutrality needs to be addressefl.simpe way of restoring neutrality would

be to remove interchange fee caps, especially given the rationale for regulating interchange
fees in the cards market is weak and lacks theoretical support.

The regulation of interchange fees for foyrarty payment cardschemes has
led to the creation of essentially identical products that are able to avoid th

fee regulation. This regulatory arbitrage is now driving outcomes in the
market. Competitive neutrality can most easily and efficiently be restored k
removingthe caps on interchange fees.

1.4Focus on consumer outcomes

The Interim Report rightly emphasises consumer outcomes as a central aspect of improving
the effectiveness of the financial systef@onsumer outcomes take several dimensions,
including providing seices at fees that are fair representationstioéir valug and

providing sufficiently high quality information and advice to engheefinancial systens
bestable to cater folindividual needs.

1.4.1 Benefits, not just costs

The Interim Report raises thmagnitude of feeg particularly in the superannuation

industry¢ as a significant issue. It speculates thabd8ispoints may be able to be taken

out of fees with a range of initiatives. If this were the case, that would represent efficiency
gains tha would rival some of the major microeconomic reforms of the past.

However it is important that the Inquiry consider fees in the context of the services
provided and the benefits of those servicdEhigher fees are commensurate with a level

of managenent and advice that more closely aligns with consumer preferences, this would
represent an optimal outcome.

The Interim Report argues that fees for investment in superannuation are high in Australia
compared with overseas schemes. However, directly coimgdees across jurisdictions in
this manner is problematic. Previous analysis blpilte Access Economicenducted for

the RnancialServicesCouncil (FSCgoncludes that fees in Australia are not out of line with
those prevailing overseas given thiferences in the scope and role of the schernes.

In particular, fees for Australian funds are heavily influenced by

5 Brogden, J (2014eynote Speech, Financial Services Council Conference
http://www.fsc.org.au/downloads/file/SpeechesFile/2014_0807_KeynoteSpbgdbhnBrogdenatFSCAnnualCo
nference2014.pdf

10
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assets in their portfolios; and

2. the individualigtion of the arrangements.

Managing equity investments in corporations or direct investments in infrastructure will
generallyinvolve more resources than investmeiin fixed income products, and those
resources will show up in fees somewhere in the finalngystem.The concentration on
growth assets aligns with the long time horizon that most investors are encouraged to
adopt with their superannuation. It is also a reflection of how the Australian financial
system has evolved to support investment imguctive activities in the economy.

The degree of individual tailoring and more active management involved in these choices
adds to operational and compliance costsportantly, this reflects the choice of

individuals rather than a lack of productivity efficiency in the sector, and should not
therefore be taken to represent a net cost to Australians.

The Interim Report also identifies a perceived lack of willingness of customers to switch
superannuation funds to take advantage of fee differenddewever, the extent of

switching between products would seem to reflect a lack of perceived benefits from doing
so, rather than the explicit costs. For example, the Interim Report emphasises a desire to
see more direct cost comparisons for superannuation pitsl in the expectation that this
would result in downward pressure on fees. Yet, today, most of the mass advertising
between funds is centred on fee comparisons and so additional information may not have
much impact on behaviour. Rather, consumers mayélped more by addressing some of
the behaviouralssues that influence financidécisionmaking (see Sectich4.2below).

Nonetheless, there mabe options to reduceonsumerfees without significantly reducing
the benefits inherent in the current systenkor example, presenting individuals with
simplified investment options would help to reduce fees associated with providing
individualised optins while still providing adequate choice. It is still early ddfgSuper is
one step in this direction, but more time is requiredassessts effectiveness.

Recommendationgimed at cost reduction should focus on (i) reducing
compliance costs; (ii)isplification, including optout arrangements for basic

retirement income products; and (iii) the usef technology. Any such
recommendation needs to be mindful of tradeffs with benefits.

1.4.2 Informed consumersdisclosure and information

A central tenefof the Wallis Inquiry was that the system should support comprehensive
disclosure and financial literacy, under the premise that armed with this information
consumers would then be able to make decisions in their best inteRagting this
principle inb practice has not met with succeds part because disclosure documents
became an exercise in compliance and corporate risk management rather than clarity.

However,even if disclosure documents were to succeed in ddliggnformation in a

clearer mannec and there has been considerable effort aimed at doing just that since the
initial FSR legislatianinformed decisiormaking requires more. It requires effective
mechanisms to deal with disengagement, complexity, potential cognitive biases, potential
conflicting advice and financial literacy.

11
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The challenge for the current Inquiry is to find mechanisms to support the consumer in a
cost effective way that desnot simply add more layers of regulation.

The solution to these challenges requires a coratian of:

1 continued efforts to improve consumenderstanding througlsimplermessaging
and technology

1 encouraging better product governance by issuers and intermediaries;

1 careful supervision of investments, giving ASIQothweerto ban inappropriate
products; and

1 supporingtrustworthy, appropriate and cosffective advice

Looking ahead, the use of digital technologies prosaeay for information to be
distributed to investors in a simple and timely mann&echnologywould allowthe
disclosureo be scalablend therebyprovidethe customer with the right amount of
information at each point in the proces#long similar lines, we understand that ASIC is
working with financial institutionexploring ways t@ncouragenteractive processes
whereby he information provided to consumers is dynamically adjusted depending on
consumersunderstandingf the messages being conveyed.

More generally, financial advice can take three main foansductinformation (known as
W3Sy SNI fadviceRwWaA ISQHTA O A aadzS o laytladgige which Wa O f
considesl Y AYRA@GARdzZ t Q& FAYIFYOALf OANDdzYaidl yoOS:
I ROAOS QUL @ DA @Sy loweBoifidancialigrddydc$s todhe righty R

advice in aosteffective manner can significantly improve individual outcomes.

N>

fal?

Incidents in recent years have seen public confidence in financial advicEdether, some
consumers are not aware that they have access to-effsctive general or scaled advice
through theirfinancial service providersGovernment can help to address these issues by
introducing a public register of advisers ahdough stricter licensing requirements.

Individual preferences and needs are uniquéegislation should rely less on

mandating universal solutionand more on nudgingndividuals and
institutionstoward better consumer outcomes.

1.4.3 Retirement incomesretirement outcomesand risk
management

Over the past 20 yearsh¢ development of a comprehensive superannuation system has
represented a significant societal shifipvingthe burden of funding retirement away from
taxpayerscollectively onto individuals. The system has pved to be successfuAndwhile
safety nets provided by government remain, they are now neddedupportby a
decreasing proportion of societa trend which will continue over time

Theincreased rolef superannuation has meant individuals arew required to assume

more responsibility for managing their own risks, especially in retirement. As noted above,
this can be complex arappropriateadviceis important to achieg effective outcomes

More broadly, individuals need to manage other retirertieglated risks, including those
related to healthcarglongevity riskand sequencing riskaking into account both their

12
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labour and noAabour incomes.Themanagement of these risKalls,to a significant
extent, outside of superannuation portfolg®

In considering the role of the financial system in contributing to retirement outcamas
holistic manneythe Inquiry could comment on

1 health insurancethat, unlike other insurance products, is not prudentially regulated by
APRA, potentially allowirfgr an uneven playing field to emerje

1 the lack of insurance products for aged caréustralia’ and

1 the impact onfinancial advice; and the financial advice industgyfrom considering
other retirement outcomes beyonsguperannuation and life insurag.®

Part of the solution to providing integrated advieeross a broader range of retirement
issuesmay be servicedeliveredthrough digital platforms.

The challenges facing retirees need be considered in an integrated manne
including superannuatiorand other forms of savings, and health and aged

care costs. Health insurance should be consider in the Inquiry, as should
potential role for aged care insurance.

1.5Systemic issues

Balancing an efficient and competitive financial system with one thatstemically sound
will naturallyresult intrade-offs in determiningthe appropriate degree and scope of
regulation. Recent experience has shown that prudential regulation in Australia has been
strong and effective However, the GFC, and the international response to it, have led to
increased focus on regulating caeementsof the financial system to ensure stabilityan
future financial crisisWhile stability is important, there are costs and consequerndes
increasing stability More onerous regulation on core activitiesay result ifundsmoving

to the less regulated periphery of the systethis also important to ensure that the impact
of greater stability orcompetitionand efficiency is understood andresidered

Technology is playing an increasingly important role in financial markets and will likely
continue to do so in the futureWhile it provides significant advantages, both to financial
intermediaries and consumers of financial products, it willrbportant to ensure that
technology does not exacerbate the issues raised apmreexample, by moving core
activities out of sight of regulators

® For example, the Insurance Council of Australia makes the case for a regulatory level playing field for all
insurance products in its submission to the Inquiry

Insurance Council of Australia (20BYbmissiono the Financial System Inquiry
http://fsi.gov.auffiles/2014/04/Insurance_Council_of_Australia.pdf

" The risks of increased expenses associated with aged care have many characteristics that lend themselves to
an insurance product. However, there are preal challenges in developing such a product including how it
would interact with public funding of aged care facilities. Its development seems to require action supported by
government.

8 Superannuation funds do encourage individuals to consider tthesired levels of life insurance, but the
consideration of broader risks does not go further than that. Advisers will incorporate all financial assets and
liabilities into their considerations, but typically not all risks.

13
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1.5.1 Prudential regulation and international integration

At the global levelinternational minimum standards arbeingor have been agreedin the
interest of consistency and to avoid regulatory arbitra@astralia shouldmplement these
minimum standards unless there is a compelling argument as to why a given standard as
drafted would be inappropriateGiven fnancial systems are increasingly connected, the
principle of consistency is crucial in promoting key stakehof@ersfidence and trusin the
financial system This should be the default position.

If international requirements change, this would be gnds for considering the costs and

benefits of increasing capital requirements for Australian S@@gen the opportunity cost

associated witlwithholding capitalfrom the economyany subsequa assessment of

whether the capital requirements for domes&Bsshould be further increased would

require a strong case as to why the existing levy is considered inadequate. Such an

SOl ftdza GA2Yy aKz2dzZ R 02y aA RS Nand éféciive grudsntiaNI A | Q2
oversight are arguments against the neéar more onerous capital requirements.

I dzZA ON> £ A Qa £ S3Ff FNFXYSEg2N] YR N

that our prudential standards should be no more onerous than those
operating internationally.

1.5.2 Role of superannuation assets

The Interim Rport rightly considers the important role that the superannuation sector
playsin allocating funds through the economifunds under management have risen
significantly since the last financiabjuiry and will continue to do so for at least the next
two decades’. The productivity implications of ensuring that the sector allocates funds to
their most efficient use in the economy will therefore be significant in coming years.
Deloitte considers that the superannuation sector is well placed to meet thesenpes.

A sector which maximises Oldoes so by placing funds to their highest value use.

As the Interim Repompointed out supporting appropriate investment in key areasch as
infrastructure and SM&will be important. In the pastthe systan has creatd suitable
vehicles for shifts in fundinigke this to occur withouneeding bigchanges to regulationit
will be important for regulators to monitor the shift in funding over time to ensure
productivity and stability goals are achievddowever, the low levels of direct gearing in
superannuationif maintained, including in SMSkgll alleviate these risks to a large
degree, as will the relatively long term focus of investments in superannuation funds.

l dzZA G N> £ A+ Q& T A Y| 3bletomanagé hashibtya a K 2 d:
progressively large share of assets being held by superannuation funds. 1
challenge will be for suitable intermediation to support the different

activities in the economy.While it will be important to monitor shifts in
funding over time, the low levels oflirect gearing if maintained,and long
term focus will help to alleviate risks to financial stability.

° Deloitte (2013)Dynamics of tle Australian Superannuation Systerttp://www.deloitte.com/assets/Dcom-
Australia/Local%20Assets/Documents/Industries/Financial%20services/Deloitte_Dynamics_of Superannuati
on_2013_report.pdf
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2 Future Scenarios

The financial system is at the heart of Australd S O2y2Yeé X FlLOAtAGF GAY
O2YYSNOAFE FOUGAGAGES T TFSOGAYT SOSNE o0dzAA Y S

relationships with the wider worldin coming decades, the big changes that will impact our
economy and society will, alongth the underlying regulatory environment, shape the
future of the financial system.

It is possible that our system of banks, financial services, insurers and superannuation funds
YR 2dzNJ ySG@g2N] 2F LI eyYSyia acabSwvAlRyREA

are on the horizorg the rise of Asia, greater digitisation, population ageing elidatic
instability. But history tells us that change is rarely gradual and predictdbktead,
epochs are often defined by one or more major changes filmadamentaly change the
shape of our society over a relatively short period of time.

Ly akKFLAYy3 (GKS FdzidzNE NBIdzZA | §2NE SYFANRBYY
GKFG Iy WSEGNYLREFIGAZ2Y OAS6Q 27T foermoRS A&

disruptive scenarios are possiblBo the changes proposed by the financial system inquiry
have the width of foresight to accommodate such scenariDghoitte has devised six
scenarios to stress test thinking.

First, we acknowledge thateady as she goeis a possible if unlikely futureAustralia

gradually experiences growth in superannuation and greater use of digital technology in
finance. The trend of rising costs of natural disasters continudswever, the basic
concentrated structee of the industry persists, perhaps with some increased integration.
The regulatory challenge in such an environment will be to allow innovation to prosper and
to make sure consumers get the benefits of a balanced approach to competition and
integration.

Asian Acceleration Inbount another scenario, where the integration of Australia with
Asia deepens with a Chinese financial institutiith extensive investment banking
interests,acquiring one of the 4 pillars or Australian securities being listegihofssian
exchange.Besides the detailed issues such as data security, there are macro questions
about international system stability if our financial systermire closelyinked with less
mature developing countries.

In the event otthe failure ofa G-SIFthat isalsoa pillar of Australian retail bankinthe
effectiveness of crosgorder resolution and recovery mechanisms will be tested.
Meanwhile, Australian corporate securities listed on large regional hubs will enjoy greater
I 00Saa (mlgréaleydanapetion for fundswith internationally harmonised
reporting making direct comparisons of securities in different countries.edsy
consumeswill have access to a smorgasbord of financial products manufactured in every
country of the wold, increasing the value of good financial advice.

On the other hand, deeper ties could sésian Acceleration Outboundwith Australian
financial institutions being more dependent on the economic and asset fortunes of Asia,
and following that, Africa antdatin America.The consequences for prudential regulation
standards are very significanflignment with global regulatory standards will be crucial to
enable Australian Fls to compete on a level playing ground abroad.
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The prospect of economic shocksitg transmitted rapidly back to Australia from
exposures of domestic Fls to overseas economies will come to the fore.

Digital and retail revolutionscould reshape finance even more fundamentally, with all the
key technology trendg online, social medianobility, cloud, big data analytieschanging
what finance is.Is roboeadvice from a big data analytics program financial advice that
needs to be regulatedWill big ICT companies trade personal information like a currency?
Will technology break ufinancial services into so many small paittsvill hard to

distinguish financial institutions from everything elsB2gulators will have to be ready to
adapt to changing circumstances, but the thinking on what a more digital financial system
will look ke can start now.

Will technologyfinally reduce information asymmetries and transaction costs to levels that

no longer cause the market failures that governments and regulators strive to address?

The prospect of consumers instantly switching betweenvjgters and productdn the

ultimate show of the power of consumer choit®s the potential to be a powerfébrce

F2N) O2YLISGAGAZ2Y X FYR LROGSYGALIft@  RIFYy3ISNZ

Asuperannuation revolutionoccurs as the growth of superannuation ués in funds

expanding the financial services they provide and becoming the core financial institution for
some customerd. dza (0 NJ f A | Q& iKuded ® drivéd thaindustly deeperdnfo
adjacent markets in health, aged care, and financial sesvigevorld in which

superannuation assets underpin the bulk of economic activity, with banks performing
transaction services and product development, may provide a new level of stability in the
system but increases the focus on governance

And finally the horror scenario omeltdown. While the Global Financial Crisis exposed the
vulnerability of the system, and the consequences of calamity, it reflected a series of
intersecting but relatively modest problems with regulations, financial innovations, and
credit ratings. The scope for a much larger meltdown is clear, with any one of a number of
technology, sovereign debt, and developing country issues having the potential for a much
larger wipeout of global wealth.Deloitte is not predicting any such exebut is
recommending policy designers have it in mind when redrafting regulations.

The table below describes these scenarios and some of the regulatory issues that follow. It
is not exhaustive, but intended to lift the gaze of policy regulators fronbtieness as

usual world to a future that thatould and indeed is likely fook much different from

today.
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Scenario

Impact

Potential regulatory considerations

STEADY AS St This scenario extrapolates some existing trent

Sustainable retirement income; neel

GOES whereby: to improve consumer choices,
1 Superannuation balances continue to gro\ through better advice, products and
along with thegrowth in thenumber of financial literacy.
pensionphase retirees. Competition vs concentration, costs
1 The number of entities operating outside andbenefits to consumers from
the prudential perimeter expands, targetin integration
niche customer groups . : .
. : I 1 Innovation vs protection, ensuring
i ngh_levels qf concentration remain in prudential regulation does not stop
bankng an_d insurance products, anq risk taking and innovation, keeping
poncentratlon levels in superannuation barriers low
increase.
1 The trend towards vertical and horizontal T Increased regulatory focus on
integration increases. financial exclusion
1 Technology progressively eases entry in
certain parts of various market segments.
1 The trend of increasinglostly and
frequent natural disasters continues.
1 Financial institutions expand into aged cal
related financial services
1 As financial institutions focus on profitable
customers, enabled by analytics and
technology, a growing proportion of the
population ertounter financial exclusion, @
can only access basic financial products &
high cost
ASIAN There is an increasd economic footprint in 1 Globalisation vs contagion and
ACCELERATIC Australia by foreign financial institutions, stability
INBOUND particular.ly Asian banks. . Effectiveness afecoveryand
A Chinese GIFI acquires one of the 4 resolutionplans operatingcross
pillars. borders
T Core financial mfra_structure ?‘re .. Transfer of personal data offshore
outsourced, e.g. with Australian securities
listed on an Asian central exchange Consumer protection with an
 Increased outsourcing of core technology increase in offshore financial

and operations services offshore

products sold in Australia
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Scenario

Impact

Potential regulatory considerations

ASIAN

ACCELERATIc financialinstitutions to significantly expand

Continued growth in Asia prompts Australian ¢ Regulatory integration, mutual

recognition of legal and regulatory

-OUTBOUND their operations in Asia. standards
T Acquiring banks tha_t are inherently more 91 Impact of local prudential regulation
exposed to economic and asset market T
. . on Australian firms
cycles in Asia than currently. entering/competing iroverseas
1 The banks follow Asian clients as they markets
expand into the Middle East, Africa and
Latin America. 1 Transfer of personal data offshore
9 Conduct risk and reputation risk
increase with blurred boundaries on
acceptable business practices in
different cultures
DIGITAL AND Digital and technological progress accelerates
RETAIL leading to: f Prudential perimetek blurring
REVOLUTION ¢ Nonfinancial institutions offering boundaries between service provide
traditional banking products and services accounts (eg prepaid mobile
1 Stored Value cards issued by retailers anc ~ accounts) and deposit taking
telecommunication companies become | Determination of when activiés
customers primary transaction account outside the prudential perimeter
1 Organisational value being increasingly should be brought in.
driven by data and the information about § Consistent regulatory framework for
clients similar activities
9 Disintermediation of the core banking 1 Regulating financial service providel
system operating within a conglomerate,
q Realtime financial services potentially with onshore and off
. . shore components to the financial
1 Passive data collection . .
_ _ _ sewices delivered
9 Peerto-peer retail lending and insurance Data capture on financial servidie
1 Greater automation of processes and the activities operating outside the
digital bank prudential perimeter
I Personal financial advice is provided by ¢ Questions arise on who the adviser
Yobol ROAaSNRQ ol aSR and how robeadvisers should be
1 Airline frequent flyer points bexme a regulated

default currency and become convertitite
cash and can be used to pay for goods ar

services

Competition and stability
implications of real timeactivity

Flexble regulation, to accommodate
unforseen innovation

Determination of when currenelike
arrangements, such as airline
frequent flyer points, are included
within the prudential perimeter
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Scenario Impact Potential regulatory considerations
Super The growth of superannuation funds leads to
Revolution YaddilbNbRQ adzLJSNJ yydzk i § What productsandinfrastructure are
needed for superannuation to take
This causes funds to move irttaditional greater role in fupdlng activity
banking services, including direct depesiking 11 Increased provision of aged care an
and transactions health insurance related prodl_Jcts
As funds f i t out and services with focus on retiremetr
S 1unds Tocus on retirement outcomes as outcomes v retirement income
opposed to investment for retirement, this _ _ _
leads to an: Sheer size of superannuatioequires
_ _ tax redesign, challenge of miero
9 increasel role in aged care, health r
: eform
insurance _ :
. q  alt tive fi il Relatively larger superannuation to
T increase ' USe ot aflernative financia make financial system more stable?
products including reverse mortgages an _
annuities Increased |n\_/estment offshore by
. . ) superannuation funds
1 increased focus on managing sequencing
risk
Banks begin to operate more as service
providers, offering mortgage origination and
SME lending, while lending is securitised and
sold on to superannuation funds.
1 Develop new instruments to get funds fror
super to borrowers, e.g. SMEs,
infrastructure, startups.
Meltdown A Global Financial Crisis Il is triggered by a
combination of a 1 Ringfencing and orshoring of
1 Global sovereign debt crisis banking activities
Natural disasters 1 Increased political pressure for

1
I Technology crisis that destroys asset valu
1

A flight to quality challenges the business
model of niche players and snm&lifinancial

institutions

I The contagion spreads damage across

insurers, lenders and westors. The scope

of damage is intense and this time, Asia

R2SayQu Saol LIS

iKS

M

directed investments to support the
economy

s infrastructure in placd 2 W2 d:
ailFNIQ R2YS&aidAO0
taxpayer support?

User pays for insurance on Fls.

Foreign regulator/government wants
to repatriate assets of Australian
creditor banks

Adequacy of backip systems, e.g. a
cloud solution?
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3Summary of Recommendations

Specific recommendationghere we recommend change to current arrangements, unless
stated otherwise

Competition
Banking

Do not raise minimum IRB risk rates; instead, support helping others to move towards
those.

Funding costs

We would recommend pursuingeasures that would encourage improved liquidity in the
RMBS market. This could be achieved by reviewing regulatory impediments to RMBS being
treated as a higiguality liquid asset for the purpose of the liquidity coverage ratio.

The concentration andntegration of the major banks

Increased (vertical) integration in banking has been driven by conspretarences and

needs and, in general, is not causing competition issues or distorting the way in which
mortgage brokers direct borrowers to lenders.

Lenders mortgage insurance

While global standards have not yet been formalised, aligning the LGD floor for insured
loans would improve economic outcomes.

Payments sector

The current nomeutrality in the treatment of companion cards causes market distostion
Formal interchange fee regulation is inappropriate and should be removed. Monitoring and
benchmarking should be used instead.

Surcharging regulations are focused on consumer protection rather than competition

issues. Any surcharging regulations sbdé policed by regulators in targeted sectors as
necessary.

Funding
Housing and household leverage
Action by financial sector regulators to mitigate the effects of developments in the housing

market on the financial system and the economy should be limited to monetary policy and
the occasional use of supervisory action by APRA.
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Smalt and mediumsizedenterprises

Basic information asymmetries have persisted over tilhis possible that technological
solutions can help reduce this, but there is get a strong evidence base for how ceost
effective regulatory change could accelerate this.

Superannuation

Superannuation is going to grow substantially.

The growth in superannuation could result in superannuation funds funding an increased
proportion of economic activity in Australia.

While the proportion of superannuation funds assets devdtefixed income will increase,
their investments in equities and alternatives will rise as a share of GDP.

The corporate bond market

Allowing listed issuers to issue vanilla bonds directly to retail investors would help the
corporate bond market at the argin.

The growth in the number of older retirees is likely to result in an increase in demand for
fixed income products and annug@style products without requiring any additional
incentives or regulatory changes. This demographic change will suppagtakvth of fixed
income markets.

Superannuation

Efficiency

It is important that the Inquiry focus on both benefits and costs when assessing the
efficiency of the superannuation sector. A focus on fees and costs, without adequate
consideration of benefitsaises the risk that proposed policy interventions may result in
adverse consumer outcomes.

Given that the MySuper changes have only recently been introduced, it is important to
allow time to determine the outcomes of the MySuper super reforms beforggsmg
additional changes..

Leverage

Restoration of the general prohibition on direct leverage of superannuation funds improves
competitive neutrality and limits the tax advantages of superannuation to funds that have
been saved and not borrowed.

Seltmanaged superannuation funds

The Inquiry should not be directly concerned about these high operating expenses per se;
rather, it should take in to account the quality of advice SMSFs are receiving.

There are practical difficulties on imposing limitations ba establishment of SMSFs.
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Stability

Imposing losses on creditors

Increasing the ability of regulators to impose losses on creditors will be ditfaicult
effectively put into practice As a result we would support no changes to current
arrangements.

Resolution powers, preplanning and prepositioning

ltw! &aK2dzZ R O2yiGAydzS (G2 Sy3alr3asS gAGK olyla
processes with international standards.

The global framework has been established, and should be allowed tcsroautse.
Capital requirements

Australia already has increased capital requirements for domestic systemically important
bankswhich is in accordance with global responses. No further changes to current
arrangements should be considered at this stage.

The Financial Claims Scheme
The existing threshold for the FCS is too high and should be reduced.
Ring fencing

There is currently no compelling reason to make changes to the cuarearigements.
Australia should continue to monitor global regulationsromy-fencing.

The prudential perimeter

The rationale for expanding the prudential perimeter should be based on a considered
analysis of the costs and benefitisleanwhile, in the spirit of preparedness over prediction,
regulators should continue to clolyemonitor market developments (including institutions
and activities) to see whether changes are warranted.

Macroprudential powers

Existing frameworks have proven sufficient for the management of macroprudential
stresses in the economy, and absent corerglobal standards Australia has no need to
pursue such tools unilaterally.

Implementation of international prudential frameworks

Given the strength of the legal framework in this country, as well as the strength of
supervision and effectiveness of enfersent, consistency with minimum regulatory
requirements should be a starting point when new international standards are adopted in
Australia unless there is a clear benefit from more conservative standards or faster
implementation.

22



Deloitte Submission tdnterim Review

Corporate governance

There is no clear evidence to support why different duties should exist between direxftors
financial institutions operating idifferent parts of the financial system.

Consumer outcomes

Disclosure

Improving current disclosure requirements by leveraging tetbgy to provide layered
disclosure and online comparators would enhance consumer outcomes.

To support the changes in disclosure requirements, ASIC would be given additional powers,
and the ability to enforce them, to ban inappropriate products.

Advisercompetence

Raising minimum education and competency standards for personal advice would signal
advisor competence, enhance trust aimiprove consumer outcomes.

Ensuring ASIC has adequate powers to ban individuals would strengthen the effectiveness
of financial advice regulation.

Accessibility

A majority of consumers already have access tadost scaled advice. Technology could

also be used to provide this at a larger scale and improve awareness. However, regulatory
requirements appropriate to the naterand scale of the advice are necessary.

Independence

Consumers appear to be able to understand the difference between aligned and
independent advisers and to consider this when making decisions.

However consumers are sensitive to the cost of independenice. As a result access to
low-cost scaled advice is important.

General advice
WIIFfSaQ 2N WLINRPRAzOG AYTF2NNIGA2YQ A& | Y2NB
allow consumers to understand the context of any advice provided and make decisions

accordingly.

¢KS dzaS 2F GKS UGSNY WIROAOSQ aK2dzZ R 0S NBaCL
regulatory requirements.

Underinsurance
Greater investment in disaster mitigation measures will reduce the impact of

underinsurance.
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Regulatoryperimeters

Retail payments systems regulation

A graduated framework for regulating retail payments is appropriate.
Regulator structure and coordination

Existing CFR arrangements contribute to effective regulatory coordination.

The Inquiry should recommendcreasing accountability of regulators, to guard against the
risk of excessive regulation

Retirement income

Retirement income system

Changes which enable consumers to effectively manage their income and risk in retirement
should seek to reduce complexity

Retirement income products
Regulators should not mandate individual products, as individuals needs differ significantly.

The tax system could be used to encourage individuals to take an income stream rather
than a lump sum

Policies to encourage the development of products which enable consumers to effectively
manage their income and risk in retirement should avoid increasing complexity.

Technology

Technology neutrality

Technology neutrality is a sound ideal, but there barpractical challenges to achieving it,
so any work program to reform legislation and regulations should be realistic and phased
over time.

Facilitating innovation

Australia has considerable innovation policy architecture for monitoring and advising
govenment on technology and innovation; a new body or strategy is not needed.

Three areas the Inquiry could focus on are stored value, overlay services and new types of
lending.

Privacy

Privacy regulation should be focused on informing and empowering consymarlots of
rules. Improve data.gov.au by regularly updating data, having more loespiecific assets
and more information about insurance.
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Data security and cloud technology
Mandatory breach notification is important for trust.

Cloud needs baselireontrols which are reviewed regularly as the technology (and its
associated security) is expected to change dramatically.

Cyber security
The Security Strategy should be updated

There is value in a facilitated discussion foruAustralia needs to estakh a standard and
underpinning mechanism for cybéreat and security event information sharing across all
of Australia business and government, and also including high risk cloud and other
outsourced services providers.

The implementation of a national cybeecurity standard would provide Australian
organisations with a common and pragmatic measure of current and planned cyber security
capabilities and maturity.

Digital identity

There is a clear market need for an indepent mechanism to verify the authenticity of
person, particularly onlineSocial networks have the potential to be as valuable in
confirming an identity as a passport. Whether a business or government service, it is

important that the consumeror citizen receives fair value for using social media to identify
themselves. The key édfectivedisclosure.

International integration

Impediments to financial integration

Removing impediments will assist the flow of benefits from integration, especially by
addressing ownership restrictions and increasing mutual recognition.

Cross border regulatory settings

Mutual recognition appears to offer a path to navigating cross border regulatory settings,
subject to balancing the rule of law, regulation and superwuisio
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4 Competition
4.1 Banking

4.1.1 Regulabry capital requirements

The Interim Report notes thatdmks that use internal ratingsased (IRB) risk weights have
lower risk weights for mortgage lending than authorised deptaditng institutions (ADIs)
that use standardised risk weighiBhisgivesIRB banks a cost advantageer standardised
ADIs

The Imuiry would value views on the costs, benefits and tradéfs of the
following policy options or other alternatives:

w b2 OKIy3aS {2 OdNNByild | NN} y3ISYSylia
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accreditation
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The Inquiry seeks further information on the following area:

How could Government or APRA assist smaller ADIs attain IRB accreditatjon?

Deloitte comments:

Global regulations recognise both IRB risk weights standardised risk weights. IRB risk

weights are a more efficient mechanism for allocating capital asdleegunt for the
ARA234@YONIGAO NRA] 2F |y !5LQa 2y LRNIT2¢f
YIEGdNBAWSYySAGa EfQo [ 26 SNAY3 ail yRI NRAAST
through the introduction of a tiered system would stilkrgt in risk weights that do not

account for the idiosyncratic risks in a portfolidence, policy options that move ADIs from
standardised risk weights towards IRB risk weights are preferred from competition and
efficiency viewpoints.

Assisting smaller[s attain IRB accreditation would result in a more efficient capital
allocation and improved consumer outcomes. While IRB accreditation is intended for
managing the entire loan bookvgin that the loan book for mosimaller ADIs is
predominantly compried of mortgage loans, allowing smaller Al adopt IRB modelling
for mortgages only is likely to contribute to more efficient capital allocation and improved
consumer outcomes.

The Inquiry couldansider allowing smaller ADIs to outsource their risk nioag or use a
standardised IRB model. For example, a provider gets an IRB model approved by APRA. It
then provides that model to smaller ADIs who can enter institupacific parameters and
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obtain risk weights that are acceptable for use by APRAs Wilduld provide a way of giving
ADIs access to somewhat idiosyncratic risk weights without them having to build an internal
modelling team and framework, providing a helfy house between standardised risk

weights and fullRB accreditation.

Do not raiseminimum IRB riskveights; instead, supportADIsto move

towards IRB risk weights

4.1.2 Funding costs

't w! Q& GNBI GYSyil dacketRcukiesIRMBS) Hiffers ianadhed 1 3 S
jurisdictions, disproportionately affecting smaller Aldtso rely more @ RMBS markets for
funding,andwith knockon effects fomon-bank lenderavho also use RMBS markets

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

®w b2 OKIy3IS (2ent©dNNBY G F NNI y3ISY
w t NPOARS RANBOG D2@SNYYSyd &adzLlLR2|NI (G2
w 'tt26 wa.{ 02 -qaaByliudBsse & ke puipose of tikh I K

liquidity coverage ratio

Deloitte comments:

RMBS has been a ceasfective source of funds for smaller ADIs and-bamk lenders.

More broadly, securitisation also provides a means to transfer risk, particularly residential
property risk, to investors outside the banking system. A robust RMBS thpaokedes
benefits to competition and risk management.

Legitimate concerns about the liquidity of RMBS in times of market stress remain, as they

do for all norgovernment debt securities. As a result, the RMBS market has not returned
topreGFClevel2 KAt S R2YSaUAO0O Ay@Saluz2zNBEQ FLIISGAGS
investors largely have not returned.

LYLR2NIFydtes 'tw! Qa OGNBIFGYSyd 2F wa.{ Aa
SANRARAOGAZY&ad C¢KAA 61a RSG$suimBSontoihe 0 KS
Inquiry™® For example, in its proposed rules regarding master trust structures and
recognition of RMBS as high quality liquid assets (HQLAS), APRA has adopted a different
approach.

y 2
I C

A larger securitisation market requires liquidity, lghbinvestors and a supportive and
predictable regulatory framework.

1 Liquidity in the secondary market could be bolstered by improved fiesie
reporting of prices This could potentially be done véay entity that has oversight of
trading ¢ e.g.bond payments go through Austraclear so they should know when a

1% Australian Securitisation Forum (2018)ibmission to the AustraA | Y D2 GSNY YSy (i Qa CAyly O
2014, http://fsi.gov.aulffiles/2014/04/Australian_Securitisation_Forum.pdf
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trade has occurred and therefore could be a reliable gathef such information
However, this would requirethe buyer/sellerto divulge aprice.

1 The gowing superannuation poshayboostdomestt demand for RMBS over time
Amendments to the regulatory framework to bring Australia more in line with global
standards is likely to assigetting mandates changed accommodate RMBS.

With no change in policglobal investorsare likely tobe slow to reengage.Hexibility as
to issuance possibilities would enable the marketing of mortgdupgzked transactions to
investors with a wider mandateCurrently the swap costs inherent in the pdlssough
structures which dominate Australian isswce limit the demand from overseaMaster
trust structures @abling bullet repayment profiles and date based calls would increase
certainty for investors, thereby reducing hurdles to investment.

A supportiveregulatory frameworkis also important to thelevelopment of a liquid RMBS
market. 9 f AAAO0Af A& 2 Tommitied fquidityfadllityiOK Bncraases aidity
in the overall financial systerespecially for those ADIs who are significant investors in
RMBS (or ABS)nd particulariyduring periods of distress when only government debt
remains liquid.In regulatory frameworks in othgurisdictions, such as the UK and Eurppe
RMBSwhich areeligible for central bank liquidity suppoate also recognised as eligible for
HQLA status.

We endrse the ASBiewsthat enabling master trust structures and recognising RMBS as
HQLAare steps along the path to delivering a more actisecuritisationmarket; nudging it
forward rather than directly intervenings a preferrecbption.

We would recommendbursuing measures that would encourage improved
liquidity in the RMBS market.This could be achieved byviewing regulatory

impediments toRMBSheing treated asa high-quality liquid asset for the
purpose of the liquidity coverage ratio.

4.1.3 The concentration and integration of the major banks

Integration in banking may diminish consumer outcomes ifksarantake advantage of
their market powetr

The Inquiry seekéurther information on the following areas:

<

w La AYyGSaNIidAzy Ay (GKS o6FlylAy3a &SO0G2N O
w LA GSNIAOFT AydSaANXGA2Y RAAG2NIAY 3 GKS
borrowers to lenders?

w LT a2 6KI G o2 dztReadvlrseinfp&ts® Sad ol & (G2 f

Deloitte comments:
Deloitte believes the retail banking sector is competitageoutlinedin Sectionl.3.1 Based

on the measire preferred by the Australian Competition and Consumer Commission
(ACCCQC), the HerfindaHirschman Index (HHI), the main retail banking product markets in
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Australia are below the threshold level of 2000 that would signal further investigation is
warranted."*

Themajor banks have integratetiorizontally into sectors such as wealth management and
insurance.2 S F ANBS 6A0GK GKS LyIljdANRQa [aasSaayvySydl
abuse of power.There also are benefits from horizontal integration that improve

consumer outcomeslintegrationallowsbanksto offer bundles of complimentary products.

This can improve consumer outcomes by decreasing consumer search costs (i.e. providing
convenience) ad reducing product costs (e.g. by reducing marketing costs).

Vertical integrationis a concern if the absence of competition upstream allows banks to
NIFAaS GKSANI O2YLISGAG2NEQ O2Asinotad allofe, ey G SNA v 3
upstream markert; retail bankingg in Australia is competitiveDownstream, barriers to

entry to mortgage broking are low and technology enables competition at various points

along the value change.

Vertical integration can improve consumer outcomes by reducing costs,ghremoving
information asymmetries and systems duplication between different stages of the value
chain.

Inthe mortgage brokingnarketpositive network effects provideankswith incentives to
include competitod roductsin their broker networks.Large networks lead to more

banks per broker, resulting in enhanced consumer chaimklower costs Forexample,

ANZ does not own a broker group, huges broker groups extensively; this suggests banks
do not use vertical integration to exclude competitors.

If there are concerns about the way mortgage brokers direct borrowers to lenders, these
are best dealt with by options outlined the Consumer Outcomes section of the Interim
Report.

Increased (vertical) integratioin bankinghas been driven by consume

preferences and needand, in generaljs not causing competition issues or
distorting the way in which mortgage brokers direct borrowers to lenders.

4.1.4 Lenders mortgage insance

I t w kt&hée on capital requirements for ADIs discourages the umdérsmortgage
insurance (LMljor risk mitigation.

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

OdzZNNBy G | NNF y3ISyYSylia
NA &y o6SAIKGA TF2N AlyadzZNBR

" Deloitte Access Economics (20CHmpetition in retail bankindpttp://fsi.gov.au/files/2014/04/ABA_2.pdf
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Deloitte comments:

Global regulators recommend the use of LMI to reduce the credit risk for high LVR
mortgages.

oM provides additional financing flexibility for lenders and consumers, and
supervisors should consider how to use such coverage egfgativconjunction with
LTV requirements to meet housing goals and needs in their respective markets.
Supervisors should explore both public and private optionkiding creditworthiness
and reserve requirements), astiould take steps to require adequatMI in
instances of high LTV lendir(g.g. greater than 80% LT&{Joint Forum 2010
emphasis added?

| 26 SOSNE !'tw! KFa RSLINISR FNRY (GKS 3f2061 f
requirements (a 10% LGD floor), setting a more onerous requiremetithés has affected
usage of LMI in Australia.

oFor ADIs using approved internal models under Ba#d?RAs requirement for a 20
per cent loss given default (LGD) floor has, to a significant extent, reduced the
explicit regulatory incentive for ADIs teeek LMI coverNevertheless, such ADIs still
see the benefit of LMI as a risk transfer mechanism and thus continue to buy LMI
protection for their high LTV loah&loint Forum 201,@mphasis addex®

Of the main individual country LMI markets, Austratansls out because it does not
provide capital relief for LMI for IRB bank&l the other countries provide capital relief,
except Hong Kong where LMI is compulsory for LTVs greater thalf 70%.

LF !'tw! KFra O2yOSNYya | 02 dzibepdaresSad diedtly,JA G | £ | F
rather than through more onerous capital requirements for baritse imposition of a

higher LGD floor in Australia also adversdfgcts the stability, competition and equity

benefits that LMI provides to the Australian economyede points arelsooutlined in

Deloitte Access Economi@eportthat is part ofD Sy ¢ 2 Ndpénsedo the Interim

Report™

If decreasing IRB risk weights for insured loans increasdarjed | y 1 aQ 0240 I R
this should be addressed by assigtemaller lenderasnotedin Sectior4.1.1 Moreover,

as smaller lenders are more dependent on LMI than large lenders, there are competition
benefits from having a sustainable LMI market.

While global standards have not yet been foafised, aligning the LGD floor for insured

loans would improve economic outcomes.

2 Basel Committee on Banking f&uvision Joint Forum (2013Wortgage insurance: market structure,
underwriting cycle and policy implicatigrstp://www.bis.org/publ/joint30.pdf

3 Ipid.

 |bid. The countries are Australia, Canada, EearGermany, Hong Kong, Netherlands, United Kingdom, United
States

5 Genworth (2014, to be releaseResponse to the Interim Report of the Financial System Inquiry
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4.2Payments sector

Payments systems that perform similar functions are being regulated differently.

Deloitte comments:

Thecurrentregulation ofinterchange feeshas not led to alemonstrableincrease in
payment system efficiency or significant benefits to consumbtsrchant service fees
have fallen as copetition between acquirers hagduced interchange fees passed
through. This has been paid for by card users who receive Idveeefitsfor the same value
of transactions.Any optimal setting of the interchange fee must balance distiitzut
benefits between cardholders and merchants in a weat drives efficient adoption and
use of payment instrumentslt is not clear that the current regulations, whiahe based on
a relatively arbitrary choice of interchange fee cap, have led to a better out¢bme.

Payment systems are complicated markets #me theoretical understanding of their key
features, and policy implications, has developed slowly rdgefihis has highlighted the
role that interchange fees play in driving innovation and product adoption in payment
markets due to the strong netwdk effects at play Removing interchange fees will harm
the development of these products and reduce future innovation.

A particular consequence of regulagimterchange fees for fouparty credit card schemes
has been to increase the market share of catipg schemes that are not regulateth
particular, the companion cards offered by existing three party schemes and issued by
banks mimic the structure of four party schembst are not subject to regulationThis is
RSALMAGS GKS WhaipayzénhNif reviadisipfaying tha shimeyfade ofian
interchange feein the existing fowparty schemes.

6 Deloitte Access Economics (2014Competitive in  Australian

http://fsi.gov.au/files/2014/04/VISA_part_2.pdf

neutrality payments markets
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The Inquiry would value views on the costs, benefits and traokés of the

following policy options or other alternatives:

w b2 OKIFy3aS (2 OdNNByld I NNIy3aSYSylia

w [26SNI AYGSNDODKIFIy3aS FSS OFLla 2N o|lly A
w 9ELI YR AYUiSNDKIy3aS ¥SS OF LA G2 |AyOf
substance

w wSY2@S AYyUGSNDODKFIy3IS F¥SS Ol LA

w [/ | LbBantsemit2 fees or cap differences in interchange service fees

between small and large merchants

w WSIjdZANB | OljdZANBNE (2 SyloftS YSNOKI yi
transactions through
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regarding interchange fees and merchant service fees
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The market share of three party schemes has risen significantly since the implementation of
interchange fee regulationChanges in market shaper seare not a problem and are

expected in rapidly changing markebsit giventhey are largelydue tounequal regulation

of essentially identical payments instruments, they are likely to result in inefficiencies.

Thisis exacerbated by thregarty scheme prodcts being increasingly used for transactions
that were traditionally the domain of fogparty cards.For example, over half of all three
party card transactions now occur at supermarkets or petrol statidkrsking forward,
additional products may enter the market in direct competition with the regulated-four
party schemes, but ndie subject to fee regulationDeloitte understands there are plans

for new fourparty schemes (such as China UnionPay) to laprmtiucts that vould

compete directly with the existing regulated schemes, but not be subject to fee regulation.

DA@SY GKS dzyOSNIFAyGe FNRBdzyR 6KFid ¢g2dzd R 02y
outcome of the current regulatory setting leading tonepetitive nonneutrality, Deloitte

supports removing interchange fee capkhis would eliminate the regulatory arbitrage

currently driving payment outcomegOngoing monitoring and benchmarking by the

Payment System Board would provide an appropriatellef oversight to ensure effective
competition continues to evolve between competing products.

The removal oho-surcharge rule$has led to some adverse consumer outcomes in some
situations. The regulations allowing surcharging intended to allow merchémpass on

GKS O2aia |aaz20Al SR ¢ A Inkrgd parQttsivioaldvi&lesie LI & Y
merchant service fee charged by the acquirer when a credit card is used, in turn reflecting

the size of the interchange fee the acquirer is charged.

However, the size of surcharges in some retail segments have been well in excess of any
reasonable costs the merchant could seek to passTdns has been most prevalent for
online purchasesncludingrelating to the airline and ticketing industrieg\llowing

merchants to overecover costs through not limiting the size of surcharging reduces the
effectiveness of price signals in payment systems.

Although card schemes have been allowed to place some limits on the surcharges imposed
by merchants under chreges introduced in March 2013, this has some practical difficulties.

In particular, card schemes have no direct relationship with merchants and can only act
through their acquirer clients to implement this supervisory rofepreferred approach

would befor an existing statutory body to enforce surcharging limits commensurate with

this guidance.Such an approach would increase the authority and transparency of rules to
limit excessive surcharging and is more in line with existing regulation of pricenksont

The current nonrneutrality in the treatment of companion cards causes
market distortions. Formal interchange fee regulation is inappropriate and
should be removed.Monitoring and benchmarking should be used instead.

Surcharging regulations are fosad on consumer protection rather than
competition issues.Any surcharging regulations should be policed by
regulators in targeted sectors as necessary.
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5 Funding

5.1 Housing and household leverage

The Interim Report has noted thabbising accounts for F NHS & KIFNB 2F ol y ]
K2dzaSK2f RAQ ol fly0OS akKSSGao

The Inquiry seeks further information on the following area:

174

What measures can be taken to mitigate the effects of developments in the
housing market on the financial system and the economy? How ntigiset
measures be implemented and what practical issues would need to be
considered?

Deloitte comments:

¢CKS LYIl[dANRBQa AYTF2NNIGA2Yy NBIjdzSad 0620S &dzs
problem. However,d the extent that there is &lt towards housingit will reflect

K 2 dza S KaufaReSp@nse to incentivesmbedded in the taxation and social security

systems.

So itis not clear that #reis a financial system issue. If policy makers have decided that
steering more resources towards housisg desirable outcome, then financial sector
regulation should not necessarily be set to oppose that outcome.

It alsois not clear that households have too much debt; while debt levels have increased,
they have stabilised and it is not clear what an ogtievel should be. Current household
debt levels are a reflection of improved access to credit for many Australians; this has
improved consumer outcomes in terms of efficiency and equity.

Another issue raised is whether house prices are too high. §aleompanied by

excessive borrowing, this is a supply issue that can only be addressed outside financial
regulation. Otherwise, monetary policy has proved effective in easing pressure in the past.
This is backed up by maintaining good lending standandseffective APRA supervision.

The impact of housing risk on the banking sector and systemic stability can also be
mitigated by transferring it outside the banking sector; e.g. by insuring loans or through
securitisation.

Action by financial sector regators to mitigate the effects of developments in the
housing market on the financial system and the economy should be limited to

monetary policy and the occasional use of supervisory action by APRA.
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5.2 Small and mediumsized enterprises

The Interim Reporhas noted that information asymmetries can adversely impact the cost

and availability of credit for smaknd mediumsized enterprises (SMES).

The Inquiry seeks further information on the following areas:

wTo what degree will technological developmergsolve issues related to
informationasymmetries in SME lending?

wWhat are the best options to narrow the informational gaps between lend
and SME borrowers?

w [/ 2dd R GKS dzasS 2F OSNIIAYy 21y O
SMEs with adequate access to finance and lendé@tsappropriate
protection?

wWhat are the prospects for a market for seitised SME loans developing?

wWhat are the main barriers to greater broker activity in SME finance? Arg
these barriersransitional or structural in nature?

wWhat are the best options for improving the tax treatment of VCLPs?

Deloitte comments:

Thechallenges t&ME funding ere noted by the Wallis Inquiry in 1997 and the Campbell

ers

20Syl yi

Inquiry before thatn 1979 This indicags thatalthoughAustralian governmentsave long
felt the need toimprove access to capital for SMESs, it isespeciallchallenging problem
for policy makers

The Inquiry notes that SMEs are restricted by information asymmetries, regulation and
taxation A full assessment of these impediments and potential solutions was included in
5St2A0G0S ! OOEAR NIOFPANYNB®SBQb{2 .dzaiySaa

Inquiry

Cost-effectivetechnological developmentgould improve access to capitay addressng
the information asymmetry directlyFor lenders, comprehensive credit reportings the
potential toimprove information on potential borrowers, e.g. where the borro@er

residence is used for securitfpynamic credit reportingnayalso help.However, given the
slow take up of lenders to the comprehensive credit reporting regime for retail borrowers,

who tend to have easily comparable credit data pointg, lenefits from these changes
may not impact the cost and availability of SME funding &diately.

Changes in accounting technology may provet#hnology supplierand others withaccess

to data that could be used to drive credit decisiof®r example, the availability of
informationabout client§rash flowsand assets, in real timepuld enablethat data tobe
used tomake credit decision

17

http://fsi.gov.au/files/2014/04/NSW_Business_Chamber_Attachment_A.pdf

Deloitte Access Economics (2013ccess to capital for smalland mediumsized enterprises
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Technologyalsocanassist with reducing search times for securing funds and the cost of
getting expert adviceThis could be facilitated standardigngloan application criteria
acrosgypes of finding, and acrodsanks to some extentp reduce the application costs to
SMEs. Howevethis optionis limited kecausebanks have different business models and
offer credit to a wide range of businesses.

Financial educatiowill continue to play a posve rolein addressingnformation gaps
subject to the behavioural limits noted earligfor example, improved financial literacy
would enable brrowersto improve theirability to provide information ta financial
institution in a manner that satisfies the instituti@minimum information requirements.

Securitisationof SME loan® 2 dzf R | £ a2 A YLINR @S withtBeSadddd G2 ON.
attraction of moving some of the risk off bastbalance sheet However, tiislikely banls

would need to takeajunior tranchein any securitisation of SME loagige. the first level of

credit risk¢ which would then alsprecludecapital relief.

SME securitisation has the support of institutions both in Australia and glpbalever,

the reality is that there has been very little securitisation of SME debt since the ThIEC.
should not be construed as meaning that the Australian banks are not extending credit to
SME borrowers, or that the capital market has no appetite fdre@igposure to SMEHe

limited ABS transactiorthat have been successful in the post GFC environment (e.g. $5bn
Australian ABS were issued in 2013) are fundamentally SME transactions, secured on
underlying collateral used in the business, rather tharpooperty.

In time, more assets will be required byperannuation funds However, the credit skills
required to assess SME loangrentlyreside with banksThis suggests the role of
developing suitable products for investors that traditionally was utaden bycorporate
andinvestment banks will remain important.

Basic information asymmetries have persisted over time. It is possible tha

technological solutions can help reduce this, but there is yet a strong
evidence base for how cosgffective regulatory change could accelerate this

5.3 Superannuation

The Interim Report notes that the growth of superannuation will be important in funding
economic activity in Australia.

The Inquiry seeks further information on the following area:

What effects wilthe trends in the size and composition of superannuation
have on the broader flow of funds in the economy over the next few decadgs,
including oninternational capital flows to and from Australia?
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Deloitte comments:

Deloitte has projected that by 2033 gerannuation assets will grow from $1tdlion to
$7.6trillion. **

The growth in the share of financial system assets held by superannuation funds has the
potential to impact activity in one of the key roles of the financial system, viz. matching
savirgs with investment needs throughout the economy. If superannuation funds
developed or acquired the requisite credit assessment capabilities, then they would be able
to fund lending activity ikompetition with the banks This could result in banks incs#ag

their focus on transactions and product origination, and reducing the extent to which they
act as the underlying funder of assets.

If superannuation funds do not undertake maturity transformation and are not leveraged,
this development should increadinancial stability.

The growth of superannuation funds will increaamand for domestic securitiesThis
demand will be constrained by the supply of suitable securities and concentration risk.
Superannuation can undertake more lending to sectors wtikere is unmet demand for
funds, e.g. SMEs or for infrastructuprpvidedsuitable products become availablEor
example, superannuation funds would be able to take control over letagan
infrastructure finance (e.g. for a 3arperiod) if banks mvide bridge finance for a
transition period of, e.g. three to five years.

| 26 SOSNE !t w! Qa4 NBIdANBYSyida F2N KAIK f S@St
for superannuation funds to invest in lotgrm and illiquid assets, which might drive
investment to shortetterm and more liquid offshore assets.

Currently, although superannuation invests a the majority of its assets in local €6ty

of equity assets are invested in domestic corporatas) debt market$85%) and already
exhibits astrongdomesticbiascompared, for instance to an allocation based on the size of
domestic equity and fixed income markets, it does ingesignificant proportiorof its
assetoffshore (18% in 2013, down from a peak of 24% in the early 2000%)is shee is
expected to grow over time as superannuation funds, due to limited domestic
opportunities, lookoverseas to find investment opportunities that maximise retuths.

Superannuation funds will investore funds offshoregoo, to obtain necessary
diversifiation and exposure to growth opportunities in dynamic economies around the
world. This both reduces home country bias and concentration risk.

'8 Deloitte (2013)Dynamics of the AustraliaBuperannuation Systerhttp://www.deloitte.com/assets/Dcom
Australia/Local%20Assets/Documents/Industries/Financial%20services/Deloitte_Dynamics_of Superannuation_
2013_report.pdf

9 Deloitte Access Economi@013)Maximising superannuation capitaleport prepared for the Association of
Superannuation Funds of Australia.

%0 |bid. The implications of the increase in superannuation for national saving and the balance of payments is
not clear cut; it depends on the interactions of saving by households, govetrandrbusiness, and investors in

the economy. The impact of increasing superannuation assets offshore will be influenced by the relative rates
of return on Australian investment abroad and foreign investment in Australia.
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Although historically SMSFs have had very low exposure to international equity, this sector
is likely to increasés exposure to international equities, particularly through investments

in managed funds. The Australian funds management industry may need to use more
offshore managers to facilitate increased investment flows. Such offshore investments can
provide sgnificant benefits to the Australian economy as they not only increase returns,

but also help with diversification and risk mitigation. For example, during the GFC,
repatriated money from superannuation funds provided a key source of capital to
Australiancompanies, at a time when other capital sources dried up, and thereby
supported financial stability.

The growth in superannuation could result in superannuation funds funding
an increased proportion of economic activity in Australia.

While the proportionof superannuation funds assets devoted to fixed
income will increase, their investments in equities and alternatives will rise
as a share of GDP.

5.4 The corporate bond market

The Interim report notes that while corporate bond issuance has increakediusralian
corporate bond market is underdeveloped.

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

wNo change to current arrangements

wAllow listed issuers (already subject to contbus disclosure requirements)
G2 AadadzsS WOl yAfttlQ 02y RitheReedNB® O €
prospectus.

02

[$°4

made without a prospectus where the offerirgylimited to 20 people in 12
months up to a value of $2 million, or for offers of up to $10 million with an
offer information statement

The Inquiry seeks further information on the following areas:

w !'a F INBFISNI aKINBE 2F GKS LJ2 Lz |
for fixed income products increase in the absence of regulation or other
incentives?

w 22dzZ R (§KS RS JStyl@retie@antincdng invesfmenlza (|
products encorage the growth of fixed income markets?

2 |pid.
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Deloitte comments:

There are a variety of reasons why Australian companies prefer borrowing from banks over
issuing debt securitiesA key difference is the convenience of a line of credit with a bank
compared tothe time taken to raise debt in the capital marken time there may be a
technical solution to this obstacle, but in the meantime initiatives to address impediments
to issuing should be pursued.

Deloitte supports Bowinglisted issuersvhich aresubject to continuous disclosure tesue
vanilla bonds to retail investors Thisalready occurs in other jurisdictions aigdikely to
helpthe development of the domestimeporate bondmarket at the margin.To help
facilitate this, there should be a reassment of the current regulatory impasse that
prevents credit ratings being provided to retail investors.

On averagepeople entering retirementcanexpect to have 20 or more yean$life ahead
of them. This is a long enough period for those preparetatd risky assets pre
retirement to continue to do so posetirement. As they get older and their planning time
horizon shortens then they would rationally reduce ridkis could increase demand for
fixed income products, preferably fixed in real termather than nominal termw® avoid
exposureto inflation risk.

Annuity-style productscarry high capital requirementOne way to reduce capital
requirements is to buy assets that match the annuities with high quality, fixed interest
assets of durations that last as long as the annuities, i.e. a long txmeuity providers in

the United Kingdom (UK])nvest a high propoitn of assets in fixed interest securitie$.
Australia developed an annuity market as substantishag Y Qa G KSy A G A&
expect a similar, high demand for fixed interest assets.

Allowing listed issuers to issue vanilla bonds directly tda# investors would
help the corporate bond market at the margin.

The growth in the number of older retirees is likely to result in an increase |

demand for fixed income products and annuitgtyle products without
requiring any additional incentives aregulatory changes. This demographic
change will support the growth of fixed income markets.
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6 Superannuation
6.1Efficiency

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

w b2 @klurmgrill @rangements and review the effectiveness of the
MySuper regime in due course
w /[ 2YaARSNI I RRAGAZ2YIf YSOKFIyAavYa
members, including auctions for default fund status.
w wSLX I O8aypdtsbiitylrAieNS S
C2AGK | £2y3ISNI YIFEAYdzY GAYS LISNA 2
oFflyOSa 0SGsSSy TdzyRaszx Ay Of dzRA
extend the maximum time period to the entire industry in times of stres
¢ By movig from the current prescriptioiased approach for portability of
superannuation benefits to a principkased approach

The Inquiry seeks further information on the following areas:

w 52843 2N gAffX aeé{ dzZJSNJ LIN®eansuie S
future economies of scale will be reflected in higher afes returns? What
are the costs and benefits of auctioning the management rights to defaul
funds principally on the basis of fees for a given asset mix? Are there
alternative options?

w La GKS NBOSYyd GNBYR 2F 3ANBF GSNJ
and superannuation sectors reducing competitive pressures and contribu
to higher superannuation fees? Are there mechanisms to ensure the
efficiency
of vertical integration flow through to consumers?

@ I NP GKSNB ySi o08ySTaGa Ay
projecting retirement incomes on superannuation statements?

w Lad G§KSNB |y deyRers Fauparmuaiy fundsk & N
this is a significant issue, how might it be addressed?

w ¢2 gKIFG SEGSyd Aa GKSNB | GNByR

asset classes in superannuation funds? Is this a positive or negative

development for membies?
|l 2¢6 O2dz R FdzyRa
in liquidity between asset classes?
/| 2dzf R 2GKSNJ I NNl y3SySyida oS RSO
funds when members switch? Do funds require add#éilonechanisms to
manage liquidity beyond the need for liquidity for portability and memben
investment switching?

w L& GKS Nz

effective manner?

arAf2

w LINK OS agAliOKAY3

w

a0 NHzOG dzNB o6Said  LJt I

adzFTAOA

GSNIAOI
ting
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Deloitte comments:

With superannuation growing as a share of the economy, it is increasingly important to
ensure it is cost effective.

The financial sector is accounting for a growing share of the economy. In superannuation,
assets are estimated to reach 180% of GDP bg.Z0Bven iffees are only 1% of funds

under management, they will amount to 1.8% of GIB¥ducing fees b§0 basis points

would represent significant microeconomic reform.

Costs differ at points along the wealth management value chiagufe 6.} At around

5 basis points or less, the costs of administration and gatekeepers respectively are a
relatively small share of the total costs. The largest castgor asset management and
distribution. This suggests that the greatest scope for cost reduction is at these stages of
the value chain.

Figure 6.1 Wealth management value chain

Administration Asset management Gatekeepers Distribution
& products

Source: Deloitte Access Economics

However it is important to consider benefits as well as costs in considering how value is
delivered across the wealth management value chain. The asset management and
distribution stages deliver valuable benefits to consumers including higher returns and
financialadvice (see Chapt&for a discussion of adviceThekey challenge is not to
compromi® any of those benefits in the effort to remove costs

Comparisons with overseas funds are challenging due to the myriadeti€es in pension
schemes and systems across countries. Factors that add to costs of Australian pension
(superannuation) schemes include:

1 agreaterproportion of fundsmanagemenis undertakenwithin superannuation
funds compared to some overseas fundgh the costs of this activity therefore
recorded directlyrather than being netted againgtvestmentreturns;

1 APRAregulated funds have a greater share ofm@ activdy managedssets
1 there ismore choice and flexibility at the individual leyaind

1 reporting and compliance requirements of superannuatiend to be greater in
Australiac for exampleAFS Licencing, Stronger Super, MySuper and Choice of Funds
¢ andadd to costs?

These factors bring additional benefitait obfuscate attempts at dirdccomparisonof
costs

2 Deloitte (2013)Dynamics of the Australian Superannuation Systettp://www.deloitte.com/assets/Dcom
Australia/Local%20Assets/Documents/Industries/Financial%20services/Deloitte_Dynamics_of Superannuation_
2013_report.pdf

% Deloitte (2014) A comparison of financial adviceegulations ¢ personal advice for retail clients

http://www.fsc.org.au/downloads/file/SubmissionsFile/FSCFOFAsupplementary.pdf
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Most in the industry want members to concentrate on net investment returns after fees
and expensesThis is because higher returns are associated with investments in Higgher
asset classes such as direct property, infrastrugtbeglge funds and private equitythere
has been competition in the superannuatisactoron the subject of fees as evidenced by
the industry funds "Compare the Pair" advertising campalgthile this was largely based
around commission it still looked #te total costs to members.

MySuper reformsare intended to presena low-cost default option which newmployees
mayopt-out of. Stringent disclosure and cost requirements suggest that these are likely to
be easier for consumers to understaad well a®fferinglower fees. MySuper has not

been in place long enough for its effectiveness to be properly assessed. One issue will be
the comparison of MySuper productgpproximately 90% of industry funds adopt a
balanced approach as their MySupeation, whereas a little over 50% of retail funds have
adopteda life-cycle option. Even within the lifecycle options there is a wide variatiam

asset allocationvhich makes comparisomfficult.

Additional mechanisms in MySupéhat could be considexd include:
1 longterm disabiity income insuranceand
1 longevity insurance.

Longterm disabiity income insurance asalternativeto lump sum total and permanent
disablement insurance would provide members of sapguationfunds, especially
youngermembers with a valuablbenefit should they become disablddongevity

insurance, in the form of a deferred annuity, also could be included. Enabling employees to
begin contributions to a deferred annuity in their 20s or 30s would help overcome the
adver® selection problems associated with annuities purchased much later in life.

Liquidity requirements are intended to suppgrbrtability and therefore competition.

However, they do not lend themselves well to the general nature of superannuation which

is lbngterm investment for retirement.On the one handreducing switching costs

contributes to strongecompetition. However portability canbiasa dzLJS NI yy dzl G A 2 ¥
investment strategieand contribute to a higher allocatido liquid assets; this caresult in

lower longterm returnsfor consumersLinking the time period for portability tthe

liquidity of the underlying assetuld potentially reduce the current bias to more liquid
investments Funds could be ledat & NX Ij dzA NB R withia a timdJrayhé WhsiNJ T dzy R
is reasonable under the circumstan€eBor example, @&sh could have three-day rule but

a pure direct property option might be as long as 12 months depending upon the

redemption provisions of the contract and the overall l@jty of the market

MySuperis consistent with generating a more cost effective solution for peoplth costs
andbenefits commensurate with valuddowever MySuper is the default option within a
broader range of investment and insurance optioitiebroadercompetitive pressures
will come fromthe full range ofmember and employer services provided and the net of
fees investment returns to members.

Auctioningthe management/administration of MySuper options would be impractical (as
they are embedded within existing funds) and runs the risk of an overly concentrated
market if the unsuccessful organisations withdraw from the Australian market.
Competition willreduce with no guarantee that fees, in the longer term, will be lower.
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