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1 Framework and principles 
The Interim Report is a wide ranging review.  A central theme of the report is the role that 
regulation plays in encouraging effective competition in the financial sector.  This has 
ŎƭŜŀǊƭȅ ƎǳƛŘŜŘ ǘƘŜ LƴǉǳƛǊȅΩǎ ǘƘƛƴƪƛƴƎ ǘƘǊƻǳƎƘƻǳǘ ǘƘŜ ŎƻƴǎƛŘŜǊŀǘƛƻƴǎ ŀƴŘ ǉǳŜǎǘƛƻƴǎ ǘƘŜ 
Report poses.  We support the InquƛǊȅΩǎ ŦƻŎǳǎ ƻƴ ŎƻƳǇŜǘƛǘƛƻƴ ŀǎ ŀ ŎƻǊƴŜǊǎǘƻƴŜ ŦƻǊ ǘƘŜ 
regulatory framework, matched with suitably well-crafted prudential and consumer 
protection rules. 

The Inquiry, as indicated by the Interim Report, will focus on how the financial system has 
evolved since the Wallis Inquiry, the lessons from the GFC, and how to modify the 
regulatory framework to best cope with future challenges.  Consideration of potential 
future challenges will be important in implementing regulatory changes to strengthen the 
resilience and effectiveness of the regulatory framework.  Technology, an ageing 
population, and further globalisation are set to result in profound changes in the economy 
and society over the next 10-20 years, and the nation will gain most from these changes if 
we have a robust ŦƛƴŀƴŎƛŀƭ ǎȅǎǘŜƳ ǘƘŀǘ Ŏŀƴ ŦŀŎƛƭƛǘŀǘŜ ŎƘŀƴƎŜΦ  !ŎŎƻǊŘƛƴƎƭȅΣ 5ŜƭƻƛǘǘŜΩǎ 
response to the Interim Report has been prepared with an emphasis on the nature of 
possible future developments and their implications for regulation. 

Our response includes: 

¶ An overview of five central sets of considerations that Deloitte thinks should be 
ŎŜƴǘǊŀƭ ǘƻ ǘƘŜ LƴǉǳƛǊȅΩǎ Ŧƛƴŀƭ ǊŜŎƻƳƳŜƴŘŀǘƛƻƴǎ. 

¶ A presentation of six future scenarios that have been developed as a way of testing 
possible pressures for the regulatory system going forward. 

¶ Responses to select policy options and requests for information set out in the Interim 
Report.  These responses are presented in the order in which they were noted in the 
Interim Report.    

1.1 !ǳǎǘǊŀƭƛŀΩǎ ŦƛƴŀƴŎƛŀƭ ǎȅǎǘŜƳ 

The financial system is central to a well-functioning economy.  Its roles include:  

¶ matching savings with investment needs throughout the economy;  

¶ enabling the allocation of risk to those parties best able to manage and bear it; and  

¶ 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 system and encouraging innovation and 
competition, both in the financial sector and the wider economy. Further, finding this 
balance is a continuing and evolving challenge, particularly with the dual trends of 
technological advances and increasing globalisation.  Secondly, a large and increasing share 
ƻŦ !ǳǎǘǊŀƭƛŀΩǎ ǊŜǎƻǳǊŎŜǎ ƛǎ ōŜƛƴƎ ŘŜǾƻǘŜŘ ǘƻ ǇǊƻǾƛŘƛƴƎ ŦƛƴŀƴŎƛŀƭ ǎŜǊǾƛŎŜǎΦ   
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The sector accounts for over 8% of GDP today and that share is set to rise significantly 
because of the impact of the growth in superannuation on wealth management and related 
services (Chart 1.1).  Over the next 20 years, superannuation assets are forecast to grow 
from around 100% of GDP to the equivalent of 180% of GDP.1  Any reforms that improve 
the efficiency of the sector have the potential to positively impact national 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 Insurance Services 

 

1.1.1 The changing role of the financial sector 

¢ƘŜ ŦƛƴŀƴŎƛŀƭ ǎŜǊǾƛŎŜǎ ǎŜŎǘƻǊ Ƙŀǎ ōŜŜƴ ŀǎǎǳƳƛƴƎ ŀ ƭŀǊƎŜǊ ǇŀǊǘ ƻŦ ǘƘŜ ƴŀǘƛƻƴΩǎ D5t ŜǾŜǊ ǎƛƴŎŜ 
deregulation began in the 1980s.  While there are a number of factors behind this growth, 
it appears to be driven in large part by two main welfare-improving forces:  

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

¶ the significant expansion of wealth management services that has flowed from the 
ŘŜǾŜƭƻǇƳŜƴǘ ƻŦ !ǳǎǘǊŀƭƛŀΩǎ ƛƴŘƛǾƛŘǳŀƭƛǎŜŘ ƴŀǘƛƻƴŀƭ ǎǳǇŜǊŀƴƴǳŀǘƛƻƴ ǎȅǎǘŜƳΦ 

While proportionally more resources are being devoted to lending activities than had been 
the case before deregulation, this has clearly had a positive effect.  A much higher 
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 resulted in the household sector 
becoming more highly geared, which has implications for sustainability.  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 standards and effective APRA 
supervision. 

                                                           
1
 Deloitte (2013) Dynamics of the Australian Superannuation System  http://www.deloitte.com/assets/Dcom-

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 2033, superannuation assets are projected to grow to 
$7.6 trillion.2 

While the growth in the size of the superannuation and wealth management sector has 
increased focus on the fees consumers pay, these fees need to be looked at in conjunction 
with the benefits individuals receive in terms of advice, flexibility and choice.  A reduction in 
fees which also results in a reduction in these benefits, could ultimately be to the detriment 
of consumers. 

It is important that the Inquiry focus on the benefits that are being 
engendered by the expansion of financial services, especially in terms of 
access to credit, advice and retirement incomes tailored to the individual, in 
assessing the costs of financial services. 

Looking forward, determining how the financial system can best be refined to continue 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 minimising 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 broadly.  Both ŀǊŜ ŎŜƴǘǊŀƭ ǘƻ ƛƴŘƛǾƛŘǳŀƭǎΩ ƭƛǾŜǎ 
and the ongoing functioning of the economy.  Regulation ς from consumer protection to 
macro-prudential requirements ς has an important role to play in ensuring ongoing 
confidence in, and stability of, the financial system.  Good regulation is vital.  

However regulation, and the compliance burden that accompanies it, comes at a cost.  An 
unduly onerous regulatory or supervisory system risks adding unnecessary costs and 
restricting innovation throughout the economy.  Indeed, the burgeoning of compliance 
throughout the sector is an important factor behind the growth in resources devoted to 
financial services as shown above.  Good regulation must carefully consider this balance.  
Specifically, it should be demonstrably welfare enhancing.  Overall, a regulation should 
only be enacted if its benefits outweigh its costs.  This principle of good regulation is 
widely espoused and was articulated clearly in the Wallis Inquiry. 

The Wallis Inquiry advocated a principles-based approach to regulation emphasising 
competitive neutrality, cost effectiveness, transparency, flexibility  and accountability.  

                                                           
2
 Deloitte (2013) Dynamics of the Australian Superannuation System. http://www.deloitte.com/assets/Dcom-

Australia/Local%20Assets/Documents/Industries/Financial%20services/Deloitte_Dynamics_of_Superannuation_
2013_report.pdf  
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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 example, on prudential regulation, 
Wallis states: 3 

ά!ǎ ŀ ƎŜƴŜǊŀƭ ǇǊƛƴŎƛǇƭŜΣ ŦƛƴŀƴŎƛŀƭ ǎŀŦŜǘȅ ǊŜƎǳƭŀǘƛƻƴ ǿƛƭƭ ōŜ ǊŜǉǳƛǊŜŘ ǿƘŜǊŜ ǇǊƻƳƛǎŜǎ 
are judged to be very difficult to honour and assess, and produce highly adverse 
ŎƻƴǎŜǉǳŜƴŎŜǎ ƛŦ ōǊŜŀŎƘŜŘΦ  Χ promises which rank highly on all three characteristics 
are rŜŦŜǊǊŜŘ ǘƻ ŀǎ ƘŀǾƛƴƎ ŀ ƘƛƎƘ ΨƛƴǘŜƴǎƛǘȅΩΦ  ¢ƘŜ ƘƛƎƘŜǊ ǘƘŜ ƛƴǘŜƴǎƛǘȅ ƻŦ ŀ ǇǊƻƳƛǎŜΣ ǘƘŜ 
ǎǘǊƻƴƎŜǊ ǘƘŜ ŎŀǎŜ ŦƻǊ ǊŜƎǳƭŀǘƛƻƴ ǘƻ ǊŜŘǳŎŜ ǘƘŜ ƭƛƪŜƭƛƘƻƻŘ ƻŦ ōǊŜŀŎƘΦέ  

The Interim Report outlines the general principles for government intervention: 

¶ Outcome focused 

¶ Forward-looking 

¶ Cost-effective 

¶ Competitively / technologically neutral 

¶ Targeted and proportionate 

¶ System-wide approach 

¶ Transparent 

¶ Accountable / independent 

These principles are sound, and many echo those set out by the Wallis Inquiry.  We broadly 
support these principles; in addition a multi-faceted approach is needed, directed at: 

¶ embedding the principle of a less interventionist approach, where regulators only 
address well-defined problems; 

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

¶ encouraging the design of less prescriptive regulation;  

¶ ensuring that there are appropriate and effective enforcement mechanisms consistent 
with an emphasis on outcome-based regulation;  

¶ ensuring that a culture consistent with an emphasis on outcome-based regulation is 
maintained within each of the financial sector regulators;  

¶ boosting the accountability of regulators; and 

¶ encouraging regulated entities to 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 implementation.  While overarching principles have been 
well specified in legislation, they must also be translated into practice at the detailed 
operational level.   

 

                                                           
3
 Treasury (1997), Financial System Inquiry Final Report, p190. 

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, more principles-
based regulation.  However, in practice, this vision has not been met.  The benefits from a 
principles-based approach to regulation are diffuse but substantial, while the costs of an 
unregulated risk materializing are concentrated and highly visible.  As such, in the wake of 
the GFC and sovereign debt crises, Australia has seen more interventionist and rules-based 
regulation and regulators.  

The results of this are clear.  Australia has ended up with prescriptive regulation, 
encouraging a compliance culture ς both amongst the regulated and the regulators.  

The regulation adds to costs and is not conducive to innovation; for example, product 
disclosure statements (PDS) have not worked, but have added significantly to the 
compliance burden.  A wide-range of regulatory changes  have been introduced in recent 
years or are now being introduced ς  pre-GFC: the Financial Services Reform Act (FSRA) and 
Basel II; and post-GFC: prudential regulations for insurance, anti-money laundering and 
counter-terrorist financing (AML/CTF), Basel III, regulation of credit rating agencies, OTC 
derivative reforms and Future of Financial Advice (FOFA) reforms.  In isolation, the call on 
resources to implement the individual changes may not be large, but the cumulative impact 
of these changes on costs is likely to have been significant.   

It is important to assess whether the benefits of the new regulations have justified these 
costs.  There is no clear framework for undertaking this task.  However, our assessment is 
that the pendulum has swung too far.  By losing sight of the principles, new regulations 
may increase costs, without creating sufficient benefits to justify them. 

1.2.3 DeloitteΩǎ view - 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 today, but as the Australian economy 
responds to a changing economic landscape, over the coming decades.  While we welcome 
ǘƘŜ LƴǘŜǊƛƳ wŜǇƻǊǘΩǎ ŜƴŘƻǊǎŜƳŜƴǘ ƻŦ ǘƘŜ ǘƘǊǳǎǘ ƻŦ ǘƘŜ ²ŀƭƭƛǎ LƴǉǳƛǊȅΩǎ ǇǊƛƴŎƛǇƭŜǎΣ ŀƴŘ 
broadly agree with the other principles it articulates, the challenge is not simply to 
articulate sound principles.  Just as importantly, the Inquiry should consider how to 
strengthen the way these principles prevail 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 further internationalisation of regulation.   

In response to these challenges, we recommend a multi-faceted approach to developing a 
framework for regulation that will foster continual improvement, as discussed in 
Section 1.5.1.  This will involve reconsideration of the design of some important pieces of 
financial sector regulation.  Even more vital at this point is the need to improve the 
accountability of regulators and ensure an outcomes-based culture within which 
regulations are enacted. 

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

The complexity of the activities of financial institutions ς and the range of activity across 
different types of institutions ς makes it extremely difficult for regulators to develop and 
maintain appropriate skills.   



Deloitte Submission to Interim Review 
 

7 
 

The HIH Royal Commission highlighted this as an important issue for APRA soon after it was 
established.  The difficulty that regulators face in understanding and keeping pace with 
details of the businesses they regulate is of continuing concern for many regulated entities.  

Going forward, appropriate countermeasures will be needed to resist overly prescriptive 
and burdensome regulation from being implemented.  While the Council of Financial 
Regulators (CFR) has been effective, it is not the appropriate forum to address the 
accountability of regulators for the regulation they create.  There are a number of 
alternative models for this role, each with its strengths and weaknesses, including: 

¶ 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 debate.  This may compromise the 
co-operative nature of the CFR; and 

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

Such a body would be charged with helping 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 prescriptive regulation and a compliance 
culture, it does not explore how regulation may be more effectively 
implemented and enforced.  We encourage the Inquiry to explore how the 
implementation and enforcement of principles-based regulation can be 
enhanced and strengthened.  The Council of Financial Regulators has been 
effective in coordination across regulators, however, it is not a natural forum 
for considering the accountability of regulators. 

1.3 Competition as the cornerstone 

The Interim Report identifies the importance of competition and innovation in the 
Australian financial system in promoting consumer welfare by widening consumer choice 
and inducing higher levels of technical efficiency.  Specifically, the Report highlights the 
importance of low barriers to entry to sustain competition and innovation. 

The Report highlights three particular aspects of competition: 

¶ whether vertical (and horizontal) integration is, or will in the future be, adversely 
impacting competition; 

¶ where regulation may be harming the aim of competitive neutrality; and 

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

The first two points are considered in this section, while switching in, is considered in 

relation to consumer outcomes in Section 1.4. 
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1.3.1 Concentration and vertical integration 

!ǳǎǘǊŀƭƛŀΩǎ ŦƛƴŀƴŎƛŀƭ ǎȅǎǘŜƳ ƛǎ ƴƻǘ ŎƻƴŎŜƴǘǊŀǘŜŘ to a degree that would indicate problems 
for competition, whether this is considered by sector (banking, insurance and wealth 
management) or overall.  For example, based on the measure preferred by the Australian 
Competition and Consumer Commission (ACCC), the Herfindahl-Hirschman Index (HHI), the 
main retail banking product markets in Australia are below the threshold level of 2000 that 
would signal further investigation is warranted.4  Indeed, if anything, parts of the system 
including superannuation may be too fragmented and some consolidation ς while not an 
easy task ς may be beneficial in creating a more efficient sector and reducing costs for 
consumers. 

Similarly, many consumers benefit from the convenience and efficiencies inherent in solely 
or predominantly using an individual financial institution.  The 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 in which competition is working effectively. 

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 such a possibility is 
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 players.  For example, this is evident in the rise of specialised 
mortgage brokers and originators in recent decades, and in new providers offering online 
saving accounts, exerting pressure on the larger institutions.  The development and 
increased use of digital technologies will act to keep entry barriers down in the future, just 
as it has with online savings accounts but on a wider scale, increasing the ability for new 
products and providers to place competitive pressures on incumbents. 

¢ƘŜ ƳŀƧƻǊ ǇŀǊǘǎ ƻŦ !ǳǎǘǊŀƭƛŀΩǎ ŦƛƴŀƴŎƛŀƭ ǎȅǎǘŜƳ ŀǊŜ ƴŜƛǘƘŜr concentrated nor 
integrated to levels that should be a concern from a competition perspective.  
The trend towards greater concentration reflects the benefits consumers 
derive from accessing a bundled set of services and thus the presumption 
should be that this is likely to be accompanied by an improvement in 
welfare.  The main competition issue going forward should centre on barriers 
to entry, including regulatory barriers.  Technology will act to reduce most 
entry barriers over time. 

1.3.2 Competitive neutrality 

The Interim Report identifies instances of competitive non-neutrality presently existing in 
the financial sector.  Broadly, they relate to: 

¶ funding cost differentials between small and large ADIs, with larger institutions facing 
lower costs of raising funds due to 

ω market perceptions of systemic importance and access to markets 

ω the dislocation of RMBS markets in the GFC; and 

¶ unequal regulatory treatment of competing products in the retail payments system. 

                                                           
4
 Deloitte Access Economics (2014) Competition in retail banking  http://fsi.gov.au/files/2014/04/ABA_2.pdf 
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One source of funding cost differences identified in the Interim Report is the perception 
that large, systemically important banks (SIBs) benefit from the perception that they are 
Ψǘƻƻ-big-to-ŦŀƛƭΩΦ  The Interim Report canvasses a number of policy options to directly 
address the benefits that shareholders and creditors of SIBs enjoy because of this implicit 
protection.  The policy options included in the Interim Report generally constitute 
additional costs and requirements to be imposed upon SIBs. 

One method of mitigating funding advantages attributed to perceptions of an implicit 
government guarantee for SIBs is through ensuring that all institutions regardless of size 
can be resolved in an orderly manner without recourse to taxpayer funds.  Recovery and 
Resolutions Plans (RRPs)Σ ƻŦǘŜƴ ǊŜŦŜǊǊŜŘ ǘƻ ŀǎ ΨƭƛǾƛƴƎ ǿƛƭƭǎΩΣ ƘŀǾŜ ōŜŜƴ ŀ ŎƻƳƳƻƴ ŜƭŜƳŜƴǘ ƻŦ 
many of the proposals already issued by various regulatory and oversight authorities, 
globally and in Australia, to address perceptions that financial institutions, and particularly 
ōŀƴƪǎΣ ŀǊŜ Ψǘƻƻ-big-to-ŦŀƛƭΩ.  Before imposing additional regulatory requirements, 
consideration should be given to the effectiveness of the policy changes which have already 
been implemented. 

The use of internal ratings-based (IRB) risk weights by larger banks that are better equipped 
to be authorised for their use gives them a capital advantage over smaller ADIs that use 
standardised risk weights.  This is appropriate, as the additional discipline that IRB imposes 
on a lender increases the efficiency and stability of lending behaviour, reducing the 
riskiness of the activity and hence the required allocation of capital.  However, 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 difference in capital alone; it 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 market in Australia since the GFC reduced 
the ability of smaller lenders that rely on securitisation to fund lending, with some leaving 
the market.  The return investors have demanded on these securities has remained at an 
elevated level, and represents a significant 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 in the secondary market could help 
improve the competition for lending provided by this market segment. 

To the extent that there is any perceived funding advantage attributed to the 
presence of an implicit government guarantee for systemically important 
banks, such effect should be addressed through ensuring that all institutions 
regardless of size can be resolved in an orderly manner reducing the 
likelihood of recourse to taxpayer funds. Smaller players should be 
encouraged and supported in the transition to the IRB approach, and analysis 
and implementation of measures to make the RMBS market more liquid 
should be considered.  The issue should not be addressed through additional 
measures on the SIBs. 

The direct regulation of credit card interchange fees has led to the inconsistent regulatory 
treatment of products offering nearly identical services.  In particular, three-party 
companion cards mimic the four-party cards, but the lack of an explicit interchange fee 
means that they are not regulated.  
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This is ŘŜǎǇƛǘŜ ǘƘŜ ΨƛǎǎǳŜǊ ǊŀǘŜΩ ǇƭŀȅƛƴƎ ǘƘŜ ǎŀƳŜ ǊƻƭŜ ŀǎ ŀƴ ƛƴǘerchange fee.  These products 
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 three-party schemes has increased by around 
one third, while new entrants also appear to be on the verge of offering products that 
would compete for retail payments, but avoid the interchange fee regulations.  The lack of 
competitive neutrality needs to be addressed.  A simple 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 four-party payment card schemes has 
led to the creation of essentially identical products that are able to avoid the 
fee regulation.  This regulatory arbitrage is now driving outcomes in the 
market.  Competitive neutrality can most easily and efficiently be restored by 
removing the caps on interchange fees. 

1.4 Focus on consumer outcomes 

The Interim Report rightly emphasises consumer outcomes as a central aspect of improving 
the effectiveness of the financial system.  Consumer outcomes take several dimensions, 
including providing services at fees that are fair representations of their value, and 
providing sufficiently high quality information and advice to ensure the financial system is 
best able to cater for individual needs.  

1.4.1 Benefits, not just costs 

The Interim Report raises the magnitude of fees ς particularly in the superannuation 
industry ς as a significant issue.  It speculates that 40 basis points may be able to be taken 
out of fees with a range of initiatives.  If this were the case, that would represent efficiency 
gains that 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 services.  If higher fees are commensurate with a level 
of management 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 comparing fees across jurisdictions in 
this manner is problematic.  Previous analysis by Deloitte Access Economics conducted for 
the Financial Services Council (FSC) concludes that fees in Australia are not out of line with 
those prevailing overseas given the differences in the scope and role of the schemes.5 

In particular, fees for Australian funds are heavily influenced by: 

                                                           
5
 Brogden, J (2014) Keynote Speech, Financial Services Council Conference, 

http://www.fsc.org.au/downloads/file/SpeechesFile/2014_0807_KeynoteSpeechbyJohnBrogdenatFSCAnnualCo
nference2014.pdf  
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1. ǘƘŜ ŎƻƴŎŜƴǘǊŀǘƛƻƴ ƻƴ ΨƎǊƻǿǘƘΩ ŀǎǎŜǘǎ ƛƴŎƭǳŘƛƴƎ ŜǉǳƛǘƛŜǎΣ ƛƴŦǊŀǎǘǊǳŎǘǳǊŜ ŀƴŘ ŀƭǘŜǊƴŀǘƛǾŜ 
assets in their portfolios; and  

2. the individualisation of the arrangements. 

Managing equity investments in corporations or direct investments in infrastructure will 
generally involve more resources than investments in fixed income products, and those 
resources will show up in fees somewhere in the financial system.  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 in productive activities in the economy. 

The degree of individual tailoring and more active management involved in these choices 
adds to operational and compliance costs.  Importantly, this reflects the choice of 
individuals rather than a lack of productivity or 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 differences.  However, 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 products 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 may be helped more by addressing some of 
the behavioural issues that influence financial decision-making (see Section 1.4.2 below). 

Nonetheless, there may be options to reduce consumer fees without significantly reducing 
the benefits inherent in the current system.  For example, presenting individuals with 
simplified investment options would help to reduce fees associated with providing 
individualised options, while still providing adequate choice.  It is still early days; MySuper is 
one step in this direction, but more time is required to assess its effectiveness. 

Recommendations aimed at cost reduction should focus on (i) reducing 
compliance costs; (ii) simplification, including opt-out arrangements for basic 
retirement income products; and (iii) the use of technology.  Any such 
recommendation needs to be mindful of trade-offs with benefits.   

1.4.2 Informed consumers: disclosure and information 

A central tenet of 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 interest.  Putting this 
principle into practice has not met with success; in 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 delivering information in a 
clearer manner ς and there has been considerable effort aimed at doing just that since the 
initial FSR legislation ς informed decision-making requires more.  It requires effective 
mechanisms to deal with disengagement, complexity, potential cognitive biases, potential 
conflicting advice and financial literacy.   
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The challenge for the current Inquiry is to find mechanisms to support the consumer in a 
cost effective way that does not simply add more layers of regulation.  

The solution to these challenges requires a combination of: 

¶ continued efforts to improve consumer understanding through simpler messaging 
and technology; 

¶ encouraging better product governance by issuers and intermediaries; 

¶ careful supervision of investments, giving ASIC the power to ban inappropriate 
products; and 

¶ supporting trustworthy, appropriate and cost-effective advice.  

Looking ahead, the use of digital technologies provides a way for information to be 
distributed to investors in a simple and timely manner.  Technology would allow the 
disclosure to be scalable and thereby provide the customer with the right amount of 
information at each point in the process.  Along similar lines, we understand that ASIC is 
working with financial institutions exploring ways to encourage interactive processes 
whereby the information provided to consumers is dynamically adjusted depending on 
consumersΩ understanding of the messages being conveyed. 

More generally, financial advice can take three main forms: product information (known as 
ΨƎŜƴŜǊŀƭ ŀŘǾƛŎŜΩύΣ advice on a ǎǇŜŎƛŦƛŎ ƛǎǎǳŜ όƪƴƻǿƴ ŀǎ ΨǎŎŀƭŜŘ ŀŘǾƛŎŜΩύ and advice which 
considers ŀƴ ƛƴŘƛǾƛŘǳŀƭΩǎ ŦƛƴŀƴŎƛŀƭ ŎƛǊŎǳƳǎǘŀƴŎŜǎ ƛƴ ŀ ƘƻƭƛǎǘƛŎ ƳŀƴƴŜǊ όƪƴƻǿƴ ŀǎ ΨǇŜǊǎƻƴŀƭ 
ŀŘǾƛŎŜΩύΦ  DƛǾŜƴ ǇǊƻŘǳŎǘ ŎƻƳǇƭŜȄƛǘȅ ŀƴŘ low levels of financial literacy, access to the right 
advice in a cost-effective manner can significantly improve individual outcomes. 

Incidents in recent years have seen public confidence in financial advice fall.  Further, some 
consumers are not aware that they have access to cost-effective general or scaled advice 
through their financial service providers.  Government can help to address these issues by 
introducing a public register of advisers and through stricter licensing requirements. 

Individual preferences and needs are unique.  Legislation should rely less on 
mandating universal solutions and more on nudging individuals and 
institutions toward better consumer outcomes. 

1.4.3 Retirement incomes, retirement outcomes and risk 
management 

Over the past 20 years, the development of a comprehensive superannuation system has 
represented a significant societal shift, moving the burden of funding retirement away from 
taxpayers collectively, onto individuals.  The system has proved to be successful. And while 
safety nets provided by government remain, they are now needed for support by a 
decreasing proportion of society, a trend which will continue over time. 

The increased role of superannuation has meant individuals are now required to assume 
more responsibility for managing their own risks, especially in retirement.  As noted above, 
this can be complex and appropriate advice is important to achieve effective outcomes.  
More broadly, individuals need to manage other retirement-related risks, including those 
related to healthcare, longevity risk, and sequencing risk, taking into account both their 
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labour and non-labour incomes.  The management of these risks falls, to a significant 
extent, outside of superannuation portfolios. 

In considering the role of the financial system in contributing to retirement outcomes in a 
holistic manner, the Inquiry could comment on:  

¶ health insurance, that, unlike other insurance products, is not prudentially regulated by 
APRA, potentially allowing for an uneven playing field to emerge;6 

¶ the lack of insurance products for aged care in Australia;7 and  

¶ the impact on financial advice ς and the financial advice industry ς from considering 
other retirement outcomes beyond superannuation and life insurance.8   

Part of the solution to providing integrated advice across a broader range of retirement 
issues, may be services delivered through digital platforms.  

The challenges facing retirees need be considered in an integrated manner 
including superannuation and other forms of savings, and health and aged 
care costs.  Health insurance should be consider in the Inquiry, as should the 
potential role for aged care insurance. 

1.5 Systemic issues 

Balancing an efficient and competitive financial system with one that is systemically sound, 
will naturally result in trade-offs in determining the 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 core elements of the financial system to ensure stability in a 
future financial crisis.  While stability is important, there are costs and consequences of 
increasing stability.  More onerous regulation on core activities may result in funds moving 
to the less regulated periphery of the system.  It is also important to ensure that the impact 
of greater stability on competition and efficiency is understood and considered. 

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

                                                           
6
 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 (2014) Submission to the Financial System Inquiry. 
http://fsi.gov.au/files/2014/04/Insurance_Council_of_Australia.pdf 

7
 The risks of increased expenses associated with aged care have many characteristics that lend themselves to 

an insurance product.  However, there are practical 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 their desired 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. 
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1.5.1 Prudential regulation and international integration 

At the global level, international minimum standards are being or have been agreed.  In the 
interest of consistency and to avoid regulatory arbitrage, Australia should implement these 
minimum standards unless there is a compelling argument as to why a given standard as 
drafted would be inappropriate.  Given financial systems are increasingly connected, the 
principle of consistency is crucial in promoting key stakeholdersΩ confidence and trust in the 
financial system.  This should be the default position.   

If international requirements change, this would be grounds for considering the costs and 
benefits of increasing capital requirements for Australian SIBs.  Given the opportunity cost 
associated with withholding capital from the economy, any subsequent assessment of 
whether the capital requirements for domestic SIBs should be further increased would 
require a strong case as to why the existing levy is considered inadequate.  Such an 
ŜǾŀƭǳŀǘƛƻƴ ǎƘƻǳƭŘ ŎƻƴǎƛŘŜǊ ǘƘŀǘ !ǳǎǘǊŀƭƛŀΩǎ ǎǘǊƻƴƎ ƭŜƎŀƭ ǎȅǎǘŜƳ, and effective prudential 
oversight, are arguments against the need for more onerous capital requirements. 

!ǳǎǘǊŀƭƛŀΩǎ ƭŜƎŀƭ ŦǊŀƳŜǿƻǊƪ ŀƴŘ ǊŜŎƻǊŘ ƻŦ ŎƭƻǎŜΣ ŜŦŦŜŎǘƛǾŜ ǎǳǇŜǊǾƛǎƛƻƴ ƳŜŀƴǎ 
that our prudential standards should be no more onerous than those 
operating internationally.  

1.5.2 Role of superannuation assets 

The Interim Report rightly considers the important role that the superannuation sector 
plays in allocating funds through the economy.  Funds under management have risen 
significantly since the last financial inquiry and will continue to do so for at least the next 
two decades.9  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 these challenges.  
A sector which maximises its ROI does so by placing funds to their highest value use.   

As the Interim Report pointed out, supporting appropriate investment in key areas, such as 
infrastructure and SMEs will be important.  In the past, the system has created suitable 
vehicles for shifts in funding like this to occur without needing big changes to regulation.  It 
will be important for regulators to monitor the shift in funding over time to ensure 
productivity and stability goals are achieved.  However, the low levels of direct gearing in 
superannuation, if maintained, including in SMSFs, will alleviate these risks to a large 
degree, as will the relatively long term focus of investments in superannuation funds. 

!ǳǎǘǊŀƭƛŀΩǎ ŦƛƴŀƴŎƛŀƭ ǎȅǎǘŜƳ ǎƘƻǳƭŘ ōŜ able to manage the shift to a 
progressively large share of assets being held by superannuation funds.  The 
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 of direct gearing, if maintained, and long 
term focus will help to alleviate risks to financial stability.   

                                                           
9
 Deloitte (2013) Dynamics of the Australian Superannuation System. http://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 AustraliŀΩǎ ŜŎƻƴƻƳȅΣ ŦŀŎƛƭƛǘŀǘƛƴƎ ŀƭƭ ŦƻǊƳǎ ƻŦ 
ŎƻƳƳŜǊŎƛŀƭ ŀŎǘƛǾƛǘȅΣ ŀŦŦŜŎǘƛƴƎ ŜǾŜǊȅ ōǳǎƛƴŜǎǎΣ ŀƭƳƻǎǘ ŜǾŜǊȅ ƛƴŘƛǾƛŘǳŀƭΣ ŀƴŘ ŜǾŜƴ !ǳǎǘǊŀƭƛŀΩǎ 
relationships with the wider world.  In coming decades, the big changes that will impact our 
economy and society will, along with 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 
ŀƴŘ ƻǳǊ ƴŜǘǿƻǊƪ ƻŦ ǇŀȅƳŜƴǘǎ ǎȅǎǘŜƳǎ ǎƭƻǿƭȅ ŜǾƻƭǾŜ ƛƴ ǊŜǎǇƻƴǎŜ ǘƻ ǘƘŜ ΨƳŜƎŀ ǘǊŜƴŘǎΩ ǘƘŀǘ 
are on the horizon ς the rise of Asia, greater digitisation, population ageing and climatic 
instability.  But history tells us that change is rarely gradual and predictable.  Instead, 
epochs are often defined by one or more major changes that fundamentally change the 
shape of our society over a relatively short period of time. 

Lƴ ǎƘŀǇƛƴƎ ǘƘŜ ŦǳǘǳǊŜ ǊŜƎǳƭŀǘƻǊȅ ŜƴǾƛǊƻƴƳŜƴǘ ŦƻǊ ǘƘŜ ǇŀȅƳŜƴǘǎ ǎȅǎǘŜƳΣ 5ŜƭƻƛǘǘŜΩǎ ǾƛŜǿ ƛǎ 
ǘƘŀǘ ŀƴ ΨŜȄǘǊŀǇƻƭŀǘƛƻƴ ǾƛŜǿΩ ƻŦ ŎƘŀƴƎŜ ƛǎ ƻƴƭȅ ƻƴŜ ǎŎŜƴŀǊƛƻΣ ŀƴŘ ǘƘŀǘ ŀ ǊŀƴƎŜ ƻf other more 
disruptive scenarios are possible.  Do the changes proposed by the financial system inquiry 
have the width of foresight to accommodate such scenarios?  Deloitte has devised six 
scenarios to stress test thinking. 

First, we acknowledge that steady as she goes is a possible if unlikely future.  Australia 
gradually experiences growth in superannuation and greater use of digital technology in 
finance.  The trend of rising costs of natural disasters continues.  However, the basic 
concentrated structure 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 Inbound is another scenario, where the integration of Australia with 
Asia deepens with a Chinese financial institution, with extensive investment banking 
interests, acquiring one of the 4 pillars or Australian securities being listed on an Asian 
exchange.  Besides the detailed issues such as data security, there are macro questions 
about international system stability if our financial system is more closely linked with less 
mature developing countries.   

In the event of the failure of a G-SIFI that is also a pillar of Australian retail banking, the 
effectiveness of cross-border resolution and recovery mechanisms will be tested.  
Meanwhile, Australian corporate securities listed on large regional hubs will enjoy greater 
ŀŎŎŜǎǎ ǘƻ ŦǳƴŘǎ Χ ŀnd greater competition for funds, with internationally harmonised 
reporting making direct comparisons of securities in different countries easy.  And 
consumers will have access to a smorgasbord of financial products manufactured in every 
country of the world, increasing the value of good financial advice. 

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

Digital and retail revolutions could reshape finance even more fundamentally, with all the 
key technology trends ς online, social media, mobility, cloud, big data analytics ς changing 
what finance is.  Is robo-advice from a big data analytics program financial advice that 
needs to be regulated?  Will big ICT companies trade personal information like a currency?  
Will technology break up financial services into so many small parts, it will hard to 
distinguish financial institutions from everything else?  Regulators will have to be ready to 
adapt to changing circumstances, but the thinking on what a more digital financial system 
will look like can start now. 

Will technology finally 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 between providers and products, in the 
ultimate show of the power of consumer choice, has the potential to be a powerful force 
ŦƻǊ ŎƻƳǇŜǘƛǘƛƻƴ Χ ŀƴŘ ǇƻǘŜƴǘƛŀƭƭȅ ŀ ŘŀƴƎŜǊƻǳǎ ǎƻǳǊŎŜ ƻŦ ƛƴǎǘŀōƛƭƛǘȅΦ  

A superannuation revolution occurs as the growth of superannuation results in funds 
expanding the financial services they provide and becoming the core financial institution for 
some customers. !ǳǎǘǊŀƭƛŀΩǎ ƘǳƎŜ ŎŀǇƛǘŀƭ ōŀǎŜ is used to drive the industry deeper into 
adjacent markets in health, aged care, and financial services.  A world 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 of meltdown.  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 wipe-out of global wealth.  Deloitte is not predicting any such event, but 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 from the business as 
usual world to a future that that could and indeed is likely to look much different from 
today. 
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Scenario Impact Potential regulatory considerations 

STEADY AS SHE 
GOES 

This scenario extrapolates some existing trends 
whereby: 

¶ Superannuation balances continue to grow 
along with the growth in the number of 
pension-phase retirees.  

¶ The number of entities operating outside 
the prudential perimeter expands, targeting 
niche customer groups 

¶ High levels of concentration remain in 
banking and insurance products, and 
concentration levels in superannuation 
increase.  

¶ The trend towards vertical and horizontal 
integration increases.  

¶ Technology progressively eases entry in 
certain parts of various market segments. 

¶ The trend of increasingly costly and 
frequent natural disasters continues. 

¶ Financial institutions expand into aged care 
related financial services  

¶ As financial institutions focus on profitable 
customers, enabled by analytics and 
technology, a growing proportion of the 
population encounter financial exclusion, or 
can only access basic financial products at a 
high cost 

¶ Sustainable retirement income; need 
to improve consumer choices, 
through better advice, products and 
financial literacy.  

¶ Competition vs concentration, costs 
and benefits to consumers from 
integration 

¶ Innovation vs protection, ensuring 
prudential regulation does not stop 
risk taking and innovation, keeping 
barriers low 

¶ Increased regulatory focus on 
financial exclusion 

ASIAN 
ACCELERATION 
INBOUND 

There is an increased economic footprint in 
Australia by foreign financial institutions, 
particularly Asian banks.  

¶ A Chinese G-SIFI acquires one of the 4 
pillars. 

¶ Core financial infrastructure are 
outsourced, e.g. with Australian securities 
listed on an Asian central exchange  

¶ Increased outsourcing of core technology 
and operations services offshore 

¶ Globalisation vs contagion and 
stability 

¶ Effectiveness of recovery and 
resolution plans operating across 
borders 

¶ Transfer of personal data offshore 

¶ Consumer protection with an 
increase in offshore financial 
products sold in Australia 
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Scenario Impact Potential regulatory considerations 

ASIAN 
ACCELERATION 
- OUTBOUND  

Continued growth in Asia prompts Australian 
financial institutions to significantly expand 
their operations in Asia. 

¶ Acquiring banks that are inherently more 
exposed to economic and asset market 
cycles in Asia than currently.  

¶ The banks follow Asian clients as they 
expand into the Middle East, Africa and 
Latin America. 

 

¶ Regulatory integration, mutual 
recognition of legal and regulatory 
standards 

¶ Impact of local prudential regulation 
on Australian firms 
entering/competing in overseas 
markets. 

¶ Transfer of personal data offshore 

¶ Conduct risk and reputation risk 
increase with blurred boundaries on 
acceptable business practices in 
different cultures 

 

DIGITAL AND 
RETAIL 
REVOLUTION 

Digital and technological progress accelerates 
leading to: 

¶ Non-financial institutions offering 
traditional banking products and services 

¶ Stored Value cards issued by retailers and 
telecommunication companies become 
customers primary transaction account 

¶ Organisational value being increasingly 
driven by data and the information about 
clients 

¶ Disintermediation of the core banking 
system 

¶ Real-time financial services 

¶ Passive data collection 

¶ Peer-to-peer retail lending and insurance 

¶ Greater automation of processes and the 
digital bank 

¶ Personal financial advice is provided by 
Ψrobo-ŀŘǾƛǎŜǊǎΩ ōŀǎŜŘ ƻƴ ōƛƎ Řŀǘŀ 

¶ Airline frequent flyer points become a 
default currency and become convertible to 
cash and can be used to pay for goods and 
services 

 

¶ Prudential perimeter - blurring 
boundaries between service provider 
accounts (eg prepaid mobile 
accounts) and deposit taking 

¶ Determination of when activities 
outside the prudential perimeter 
should be brought in. 

¶ Consistent regulatory framework for 
similar activities 

¶ Regulating financial service providers 
operating within a conglomerate, 
potentially with on-shore and off-
shore components to the financial 
services delivered  

¶ Data capture on financial service-like 
activities operating outside the 
prudential perimeter 

¶ Questions arise on who the adviser is 
and how robo-advisers should be 
regulated 

¶ Competition and stability 
implications of real time activity 

¶ Flexible regulation, to accommodate 
unforseen innovation 

¶ Determination of when currency-like 
arrangements, such as airline 
frequent flyer points, are included 
within the prudential perimeter 
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Scenario Impact Potential regulatory considerations 

Super 
Revolution 

The growth of superannuation funds leads to a 
ΨǎǳǇŜǊ-ǎƛȊŜŘΩ ǎǳǇŜǊŀƴƴǳŀǘƛƻƴ ǎŜŎǘƻǊΦ  

 

This causes funds to move into traditional 
banking services, including direct deposit-taking 
and transactions.  

As funds focus on retirement outcomes as 
opposed to investment for retirement, this 
leads to an: 

¶ increased role in aged care, health 
insurance 

¶ increased use of alternative financial 
products including  reverse mortgages and 
annuities 

¶ 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.  

¶ Develop new instruments to get funds from 
super to borrowers, e.g. SMEs, 
infrastructure, start-ups. 

 

 

¶ What products and infrastructure are 
needed for superannuation to take a 
greater role in funding activity 

¶ Increased provision of aged care and 
health insurance related products 
and services with focus on retirement 
outcomes v retirement income 

¶ Sheer size of superannuation requires 
tax redesign, challenge of micro-
reform 

¶ Relatively larger superannuation to 
make financial system more stable? 

¶ Increased investment offshore by 
superannuation funds 

Meltdown A Global Financial Crisis II is triggered by a 
combination of a: 

¶ Global sovereign debt crisis  

¶ Natural disasters  

¶ Technology crisis that destroys asset values 

¶ A flight to quality challenges the business 
model of niche players and smaller financial 
institutions 

¶ The contagion spreads damage across 
insurers, lenders and investors. The scope 
of damage is intense and this time, Asia 
ŘƻŜǎƴΩǘ ŜǎŎŀǇŜ ǘƘŜ ǿƻǊǎǘ ƻŦ ǘƘŜ ŘŀƳŀƎŜΦ 

 

 

¶ Ring-fencing and on-shoring of 
banking activities 

¶ Increased political pressure for 
directed investments to support the 
economy 

¶ Is infrastructure in place ǘƻ ΨƧǳƳǇ 
ǎǘŀǊǘΩ ŘƻƳŜǎǘƛŎ ƳŀǊƪŜǘǎ ǿƛǘƘƻǳǘ 
taxpayer support? 

¶ User pays for insurance on FIs. 

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

¶ Adequacy of back-up systems, e.g. a 
cloud solution? 
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3 Summary of Recommendations 
Specific recommendations where 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 pursuing measures that would encourage improved liquidity in the 
RMBS market.  This could be achieved by reviewing regulatory impediments to RMBS being 
treated as a high-quality liquid asset for the purpose of the liquidity coverage ratio.  

The concentration and integration of the major banks 

Increased (vertical) integration in banking has been driven by consumer preferences 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 non-neutrality 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 focused on consumer protection rather than competition 
issues.  Any surcharging regulations should be 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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Small- and medium-sized enterprises 

Basic information asymmetries have persisted over time. It is possible that technological 
solutions can help reduce this, but there is not yet a strong evidence base for how cost-
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 devoted to fixed 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 margin.  

The growth in the number of older retirees is likely to result in an increase in demand for 
fixed income products and annuityςstyle products without requiring any additional 
incentives or regulatory changes.  This demographic change will support the growth 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 benefits raises 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 before proposing 
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.  

Self-managed 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 on the establishment of SMSFs.   
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Stability 

Imposing losses on creditors 

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

Resolution powers, pre-planning and pre-positioning 

!tw! ǎƘƻǳƭŘ ŎƻƴǘƛƴǳŜ ǘƻ ŜƴƎŀƎŜ ǿƛǘƘ ōŀƴƪǎ ŀǎ ƛǘ ŀƭƛƎƴǎ !ǳǎǘǊŀƭƛŀΩǎ ǊŜŎƻǾŜǊȅ ŀƴŘ ǊŜǎƻƭǳǘƛƻƴ 
processes with international standards.  

The global framework has been established, and should be allowed to run its course.   

Capital requirements 

Australia already has increased capital requirements for domestic systemically important 
banks which 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 current arrangements.  
Australia should continue to monitor global regulations on ring-fencing.   

The prudential perimeter 

The rationale for expanding the prudential perimeter should be based on a considered 
analysis of the costs and benefits.  Meanwhile, in the spirit of preparedness over prediction, 
regulators should continue to closely monitor 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 concrete global 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 enforcement, 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. 
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Corporate governance 

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

Consumer outcomes 

Disclosure 

Improving current disclosure requirements by leveraging technology 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.  

Adviser competence 

Raising minimum education and competency standards for personal advice would signal 
advisor competence, enhance trust and improve 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 to low-cost scaled advice.  Technology could 
also be used to provide this at a larger scale and improve awareness.  However, regulatory 
requirements appropriate to the nature and 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 independent advice.  As a result access to 
low-cost scaled advice is important.  

General advice 

Ψ{ŀƭŜǎΩ ƻǊ ΨǇǊƻŘǳŎǘ ƛƴŦƻǊƳŀǘƛƻƴΩ ƛǎ ŀ ƳƻǊŜ ŀŎŎǳǊŀǘŜ ǊŜŦƭŜŎǘƛƻƴ ƻŦ ǘƘŜ ŎƻƴǘŜƴǘΣ ŀƴŘ ǿƻǳƭŘ 
allow consumers to understand the context of any advice provided and make decisions 
accordingly. 

¢ƘŜ ǳǎŜ ƻŦ ǘƘŜ ǘŜǊƳ ΨŀŘǾƛŎŜΩ ǎƘƻǳƭŘ ōŜ ǊŜǎǘǊƛŎǘŜŘ ǘƻ ǇŜǊǎƻƴŀƭ ŀŘǾƛŎŜ ǘƘŀǘ ƳŜŜǘǎ ǎǇŜŎƛŦƛŎ 
regulatory requirements.  

Underinsurance 

Greater investment in disaster mitigation measures will reduce the impact of 
underinsurance. 
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Regulatory perimeters 

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 recommend increasing 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 can be practical 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 
government 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 consumers, not lots of 
rules.  Improve data.gov.au by regularly updating data, having more location-specific assets 
and more information about insurance. 
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Data security and cloud technology 

Mandatory breach notification is important for trust. 

Cloud needs baseline controls 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 forum.  Australia needs to establish a standard and 
underpinning mechanism for cyber-threat 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 cyber-security 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 independent mechanism to verify the authenticity of 
person, particularly online.  Social 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 consumer, or citizen, receives fair value for using social media to identify 
themselves.  The key is effective disclosure. 

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 supervision.  
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4 Competition 

4.1 Banking 

4.1.1 Regulatory capital requirements 

The Interim Report notes that banks that use internal ratings-based (IRB) risk weights have 
lower risk weights for mortgage lending than authorised deposit-taking institutions (ADIs) 
that use standardised risk weights. This gives IRB banks a cost advantage over standardised 
ADIs. 

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

ω bƻ ŎƘŀƴƎŜ ǘƻ ŎǳǊǊŜƴǘ ŀǊǊŀƴƎŜƳŜƴǘǎ 
ω !ǎǎƛǎǘ !5Lǎ ǘƘŀǘ ŀǊŜ ƴƻǘ ŀŎŎǊŜŘƛǘŜŘ ǘƻ ǳǎŜ Lw. ƳƻŘŜƭǎ ƛƴ ŀǘǘŀƛƴƛƴƎ Lw.  
   accreditation 
ω LƴŎǊŜŀǎŜ Ƴinimum IRB risk weights 
ω LƴǘǊƻŘǳŎŜ ŀ ǘƛŜǊŜŘ ǎȅǎǘŜƳ ƻŦ ǎǘŀƴŘŀǊŘƛǎŜŘ Ǌƛǎƪ ǿŜƛƎƘǘǎ 
ω [ƻǿŜǊ ǎǘŀƴŘŀǊŘƛǎŜŘ Ǌƛǎƪ ǿŜƛƎƘǘǎ ŦƻǊ ƳƻǊǘƎŀƎŜǎ 
ω !ƭƭƻǿ ǎƳŀƭƭŜǊ !5Lǎ ǘƻ ŀŘƻǇǘ Lw. ƳƻŘŜƭƭƛƴƎ ŦƻǊ ƳƻǊǘƎŀƎŜǎ ƻƴƭȅΦ  

The Inquiry seeks further information on the following area: 

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

Deloitte comments: 

Global regulations recognise both IRB risk weights and standardised risk weights.  IRB risk 
weights are a more efficient mechanism for allocating capital as they account for the 
ƛŘƛƻǎȅƴŎǊŀǘƛŎ Ǌƛǎƪ ƻŦ ŀƴ !5LΩǎ ƭƻŀƴ ǇƻǊǘŦƻƭƛƻΦ  .ȅ ŎƻƴǘǊŀǎǘΣ ǎǘŀƴŘŀǊŘƛǎŜŘ Ǌƛǎƪ ǿŜƛƎƘǘǎ ŀǊŜ ōȅ 
ƴŀǘǳǊŜ ΨƻƴŜ-ǎƛȊŜ Ŧƛǘǎ ŀƭƭΩΦ  [ƻǿŜǊƛƴƎ ǎǘŀƴŘŀǊŘƛǎŜŘ Ǌƛǎƪ ǿŜƛƎƘǘǎ ŜƛǘƘŜǊ ŦƻǊ ƳƻǊǘƎŀƎŜǎ ƻǊ 
through the introduction of a tiered system would still result in risk weights that do not 
account for the idiosyncratic risks in a portfolio.  Hence, policy options that move ADIs from 
standardised risk weights towards IRB risk weights are preferred from competition and 
efficiency viewpoints. 

Assisting smaller ADIs 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 book, given that the loan book for most smaller ADIs is 
predominantly comprised of mortgage loans, allowing smaller ADIs to adopt IRB modelling 
for mortgages only is likely to contribute to more efficient capital allocation and improved 
consumer outcomes. 

The Inquiry could consider allowing smaller ADIs to outsource their risk modelling, 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 institution-specific parameters and 
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obtain risk weights that are acceptable for use by APRA.  This would 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 half-way house between standardised risk 
weights and full-IRB accreditation. 

Do not raise minimum IRB risk weights; instead, support ADIs to move 
towards IRB risk weights..  

4.1.2 Funding costs 

!tw!Ωǎ ǘǊŜŀǘƳŜƴǘ ƻŦ ǊŜǎƛŘŜƴǘƛŀƭ ƳƻǊǘƎŀƎŜ-backed securities (RMBS) differs from other 
jurisdictions, disproportionately affecting smaller ADIs who rely more on RMBS markets for 
funding, and with knock-on effects for non-bank lenders who also use RMBS markets. 

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

ω bƻ ŎƘŀƴƎŜ ǘƻ ŎǳǊǊŜƴǘ ŀǊǊŀƴƎŜƳents 
ω tǊƻǾƛŘŜ ŘƛǊŜŎǘ DƻǾŜǊƴƳŜƴǘ ǎǳǇǇƻǊǘ ǘƻ ǘƘŜ wa.{ ƳŀǊƪŜǘ 
ω !ƭƭƻǿ wa.{ ǘƻ ōŜ ǘǊŜŀǘŜŘ ŀǎ ŀ ƘƛƎƘ-quality liquid asset for the purpose of the 
liquidity coverage ratio 

Deloitte comments: 

RMBS has been a cost-effective source of funds for smaller ADIs and non-bank lenders. 
More broadly, securitisation also provides a means to transfer risk, particularly residential 
property risk, to investors outside the banking system.  A robust RMBS market provides 
benefits to competition and risk management.  

Legitimate concerns about the liquidity of RMBS in times of market stress remain, as they 
do for all non-government debt securities.  As a result, the RMBS market has not returned 
to pre-GFC levels.  ²ƘƛƭŜ ŘƻƳŜǎǘƛŎ ƛƴǾŜǎǘƻǊǎΩ ŀǇǇŜǘƛǘŜ ŦƻǊ wa.{ Ƙŀǎ ǊŜǘǳǊƴŜŘΣ Ǝƭƻōŀƭ 
investors largely have not returned.  

LƳǇƻǊǘŀƴǘƭȅΣ !tw!Ωǎ ǘǊŜŀǘƳŜƴǘ ƻŦ wa.{ ƛǎ ƴƻǘ ŎƻƴǎƛǎǘŜƴǘ ǿƛǘƘ ǇǊŀŎǘƛŎŜǎ ƛƴ ƻǘƘŜǊ 
ƧǳǊƛǎŘƛŎǘƛƻƴǎΦ  ¢Ƙƛǎ ǿŀǎ ŘŜǘŀƛƭŜŘ ƛƴ ǘƘŜ !ǳǎǘǊŀƭƛŀ {ŜŎǳǊƛǘƛǎŀǘƛƻƴ CƻǊǳƳΩs submission to the 
Inquiry.10  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. 

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

¶ Liquidity in the secondary market could be bolstered by improved post-trade 
reporting of prices.  This could potentially be done via any entity that has oversight of 
trading ς e.g. bond payments go through Austraclear so they should know when a 

                                                           
10

 Australian Securitisation Forum (2014) Submission to the Austraƭƛŀƴ DƻǾŜǊƴƳŜƴǘΩǎ CƛƴŀƴŎƛŀƭ {ȅǎǘŜƳ LƴǉǳƛǊȅ 
2014, http://fsi.gov.au/files/2014/04/Australian_Securitisation_Forum.pdf 
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trade has occurred and therefore could be a reliable gatherer of such information.  
However, this would require the buyer/seller to divulge a price. 

¶ The growing superannuation pool may boost domestic demand for RMBS over time.  
Amendments to the regulatory framework to bring Australia more in line with global 
standards is likely to assist getting mandates changed to accommodate RMBS. 

With no change in policy, global investors are likely to be slow to re-engage.  Flexibility as 
to issuance possibilities would enable the marketing of mortgaged-backed transactions to 
investors with a wider mandate.  Currently the swap costs inherent in the pass-through 
structures which dominate Australian issuance limit the demand from overseas.  Master 
trust structures enabling bullet repayment profiles and date based calls would increase 
certainty for investors, thereby reducing hurdles to investment. 

A supportive regulatory framework is also important to the development of a liquid RMBS 
market.  9ƭƛƎƛōƛƭƛǘȅ ƻŦ wa.{ ŦƻǊ ǘƘŜ w.!Ωǎ committed liquidity facility (CLF) increases liquidity 
in the overall financial system, especially for those ADIs who are significant investors in 
RMBS (or ABS), and particularly during periods of distress when only government debt 
remains liquid.  In regulatory frameworks in other jurisdictions, such as the UK and Europe, 
RMBS which are eligible for central bank liquidity support are also recognised as eligible for 
HQLA status. 

We endorse the ASFΩǎ views that enabling master trust structures and recognising RMBS as 
HQLA are steps along the path to delivering a more active securitisation market; nudging it 
forward rather than directly intervening is a preferred option.  

We would recommend pursuing measures that would encourage improved 
liquidity in the RMBS market.  This could be achieved by reviewing regulatory 
impediments to RMBS being treated as a 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 if banks can take advantage of 
their market power. 

The Inquiry seeks further information on the following areas: 

ω Lǎ ƛƴǘŜƎǊŀǘƛƻƴ ƛƴ ǘƘŜ ōŀƴƪƛƴƎ ǎŜŎǘƻǊ ŎŀǳǎƛƴƎ ŎƻƳǇŜǘƛǘƛƻƴ ƛǎǎǳŜǎΚ 
ω Lǎ ǾŜǊǘƛŎŀƭ ƛƴǘŜƎǊŀǘƛƻƴ ŘƛǎǘƻǊǘƛƴƎ ǘƘŜ ǿŀȅ ƛƴ ǿƘƛŎƘ ƳƻǊǘƎŀƎŜ ōǊƻƪŜǊǎ ŘƛǊŜŎǘ 
borrowers to lenders? 
ω LŦ ǎƻΣ ǿƘŀǘ ǿƻǳƭŘ ōŜ ǘƘŜ ōŜǎǘ ǿŀȅ ǘƻ ƭƛƳƛǘ the adverse impacts? 

Deloitte comments: 

Deloitte believes the retail banking sector is competitive as outlined in Section 1.3.1.  Based 
on the measure preferred by the Australian Competition and Consumer Commission 
(ACCC), the Herfindahl-Hirschman 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.11   

The major banks have integrated horizontally into sectors such as wealth management and 
insurance.  ²Ŝ ŀƎǊŜŜ ǿƛǘƘ ǘƘŜ LƴǉǳƛǊȅΩǎ ŀǎǎŜǎǎƳŜƴǘ ǘƘŀǘ ƛǘ ƛǎ ƴƻǘ ŎƭŜŀǊ ǘƘƛǎ Ƙŀǎ ƭŜŘ ǘƻ ŀƴ 
abuse of power.  There also are benefits from horizontal integration that improve 
consumer outcomes.  Integration allows banks to offer bundles of complimentary products.  
This can improve consumer outcomes by decreasing consumer search costs (i.e. providing 
convenience) and reducing product costs (e.g. by reducing marketing costs).  

Vertical integration is a concern if the absence of competition upstream allows banks to 
ǊŀƛǎŜ ǘƘŜƛǊ ŎƻƳǇŜǘƛǘƻǊǎΩ Ŏƻǎǘǎ ƻŦ ŜƴǘŜǊƛƴƎ ŘƻǿƴǎǘǊŜŀƳ ƳŀǊƪŜǘǎΦ  As noted above, the 
upstream market ς retail banking ς in Australia is competitive.  Downstream, 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, through removing 
information asymmetries and systems duplication between different stages of the value 
chain. 

In the mortgage broking market positive network effects provide banks with incentives to 
include competitorǎΩ products in their broker networks.  Larger networks lead to more 
banks per broker, resulting in enhanced consumer choice and lower costs.  For example, 
ANZ does not own a broker group, but uses 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 in the Consumer Outcomes section of the Interim 
Report.  

Increased (vertical) integration in banking has been driven by consumer 
preferences and needs and, in general, is not causing competition issues or 
distorting the way in which mortgage brokers direct borrowers to lenders.   

4.1.4 Lenders mortgage insurance 

!tw!Ωǎ stance on capital requirements for ADIs discourages the use of lenders mortgage 
insurance (LMI) for risk mitigation. 

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

ω bƻ ŎƘŀƴƎŜ ǘƻ ŎǳǊǊŜƴǘ ŀǊǊŀƴƎŜƳŜƴǘǎ 
ω 5ŜŎǊŜŀǎŜ ǘƘŜ Ǌƛǎƪ ǿŜƛƎƘǘǎ ŦƻǊ ƛƴǎǳǊŜŘ ƭƻŀns 

  

                                                           
11

 Deloitte Access Economics (2014) Competition in retail banking  http://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.  

άMI provides additional financing flexibility for lenders and consumers, and 
supervisors should consider how to use such coverage effectively in conjunction with 
LTV requirements to meet housing goals and needs in their respective markets. 
Supervisors should explore both public and private options (including creditworthiness 
and reserve requirements), and should take steps to require adequate MI in 
instances of high LTV lending (e.g. greater than 80% LTV)έ (Joint Forum 2010, 
emphasis added).12 

IƻǿŜǾŜǊΣ !tw! Ƙŀǎ ŘŜǇŀǊǘŜŘ ŦǊƻƳ ǘƘŜ Ǝƭƻōŀƭ ǎǘŀƴŘŀǊŘ ŦƻǊ ŎŀƭŎǳƭŀǘƛƴƎ !5LǎΩ ŎŀǇƛǘŀƭ 
requirements (a 10% LGD floor), setting a more onerous requirement, and this has affected 
usage of LMI in Australia. 

άFor ADIs using approved internal models under Basel II, APRAs requirement for a 20 
per cent loss given default (LGD) floor has, to a significant extent, reduced the 
explicit regulatory incentive for ADIs to seek LMI cover. Nevertheless, such ADIs still 
see the benefit of LMI as a risk transfer mechanism and thus continue to buy LMI 
protection for their high LTV loansέ (Joint Forum 2010, emphasis added).13 

Of the main individual country LMI markets, Australia stands out because it does not 
provide capital relief for LMI for IRB banks.  All the other countries provide capital relief, 
except Hong Kong where LMI is compulsory for LTVs greater than 70%.14 

LŦ !tw! Ƙŀǎ ŎƻƴŎŜǊƴǎ ŀōƻǳǘ [aLΩǎ ŎŀǇƛǘŀƭ ŀŘŜǉǳŀŎȅΣ ǘƘƛǎ ǎƘƻǳƭŘ be addressed directly, 
rather than through more onerous capital requirements for banks. The imposition of a 
higher LGD floor in Australia also adversely affects the stability, competition and equity 
benefits that LMI provides to the Australian economy.  These points are also outlined in 
Deloitte Access EconomicsΩ report that is part of DŜƴǿƻǊǘƘΩǎ response to the Interim 
Report.15  

If decreasing IRB risk weights for insured loans increases the large ōŀƴƪǎΩ Ŏƻǎǘ ŀŘǾŀƴǘŀƎŜΣ 
this should be addressed by assisting smaller lenders as noted in Section 4.1.1.  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 formalised, aligning the LGD floor for insured 
loans would improve economic outcomes.  

                                                           
12

 Basel Committee on Banking Supervision Joint Forum (2013) Mortgage insurance: market structure, 
underwriting cycle and policy implications, http://www.bis.org/publ/joint30.pdf 

13
 Ibid. 

14
 Ibid. The countries are Australia, Canada, France, Germany, Hong Kong, Netherlands, United Kingdom, United 

States 

15
 Genworth (2014, to be released) Response to the Interim Report of the Financial System Inquiry. 

http://www.bis.org/publ/joint30.pdf
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4.2 Payments sector 

Payments systems that perform similar functions are being regulated differently. 

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

ω bƻ ŎƘŀƴƎŜ ǘƻ ŎǳǊǊŜƴǘ ŀǊǊŀƴƎŜƳŜƴǘǎ 
ω [ƻǿŜǊ ƛƴǘŜǊŎƘŀƴƎŜ ŦŜŜ ŎŀǇǎ ƻǊ ōŀƴ ƛƴǘŜǊŎƘŀƴƎŜ ŦŜŜǎ 
ω 9ȄǇŀƴŘ ƛƴǘŜǊŎƘŀƴƎŜ ŦŜŜ ŎŀǇǎ ǘƻ ƛƴŎƭǳŘŜ ǇŀȅƳŜƴǘǎ ƻŦ ǎƛƳƛƭŀǊ ŜŎƻƴƻƳƛŎ 
substance 
ω wŜƳƻǾŜ ƛƴǘŜǊŎƘŀƴƎŜ ŦŜŜ ŎŀǇǎ 
ω /ŀǇ ƳŜǊŎhant service fees or cap differences in interchange service fees 
between small and large merchants 
ω wŜǉǳƛǊŜ ŀŎǉǳƛǊŜǊǎ ǘƻ ŜƴŀōƭŜ ƳŜǊŎƘŀƴǘǎ ǘƻ ŎƘƻƻǎŜ ǿƘƛŎƘ ǎŎƘŜƳŜ ǘƻ ǊƻǳǘŜ 
transactions through 
ω !ƭƭƻǿ ǇŀȅƳŜƴǘ ǎŎƘŜƳŜǎ ǘƻ ǊŜƛƴǘǊƻŘǳŎŜ Ψƴƻ ǎǳǊŎƘŀǊƎŜΩ ǊǳƭŜǎ ƻǊ ōroaden the 
ōŀƴ ƻƴ Ψƴƻ ǎǳǊŎƘŀǊƎŜΩ ǊǳƭŜǎ ǘƻ ŀƭƭ ǇŀȅƳŜƴǘ ǎȅǎǘŜƳǎ 
ω 9ƴŦƻǊŎŜ ǊŜŀǎƻƴŀōƭŜ Ŏƻǎǘ ǊŜŎƻǾŜǊȅ ƛƴ ŎǳǎǘƻƳŜǊ ǎǳǊŎƘŀǊƎƛƴƎ 
ω tǊƻǾƛŘŜ ƳŜǊŎƘŀƴǘǎ ŀƴŘ ŎǳǎǘƻƳŜǊǎ ǿƛǘƘ ǊŜŀƭ-time pricing information 
regarding interchange fees and merchant service fees 

Deloitte comments: 

The current regulation of interchange fees has not led to a demonstrable increase in 
payment system efficiency or significant benefits to consumers.  Merchant service fees 
have fallen as competition between acquirers has reduced interchange fees passed 
through. This has been paid for by card users who receive lower benefits for the same value 
of transactions.  Any optimal setting of the interchange fee must balance distributing 
benefits between cardholders and merchants in a way that drives efficient adoption and 
use of payment instruments.  It is not clear that the current regulations, which are based on 
a relatively arbitrary choice of interchange fee cap, have led to a better outcome.16 

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

A particular consequence of regulating interchange fees for four-party credit card schemes 
has been to increase the market share of competing schemes that are not regulated.  In 
particular, the companion cards offered by existing three party schemes and issued by 
banks mimic the structure of four party schemes, but are not subject to regulation.  This is 
ŘŜǎǇƛǘŜ ǘƘŜ ΨƛǎǎǳŜǊ ŦŜŜǎΩ ŘǊƛǾƛƴƎ ǘhe payment of rewards playing the same role of an 
interchange fee, in the existing four-party schemes. 

                                                           
16

 Deloitte Access Economics (2014) Competitive neutrality in Australian payments markets  
http://fsi.gov.au/files/2014/04/VISA_part_2.pdf 
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The market share of three party schemes has risen significantly since the implementation of 
interchange fee regulation.  Changes in market share per se are not a problem and are 
expected in rapidly changing markets, but given they are largely due to unequal regulation 
of essentially identical payments instruments, they are likely to result in inefficiencies.  

This is exacerbated by three-party scheme products being increasingly used for transactions 
that were traditionally the domain of four-party cards.  For example, over half of all three-
party card transactions now occur at supermarkets or petrol stations.  Looking forward, 
additional products may enter the market in direct competition with the regulated four-
party schemes, but not be subject to fee regulation.  Deloitte understands there are plans 
for new four-party schemes (such as China UnionPay) to launch products that would 
compete directly with the existing regulated schemes, but not be subject to fee regulation. 

DƛǾŜƴ ǘƘŜ ǳƴŎŜǊǘŀƛƴǘȅ ŀǊƻǳƴŘ ǿƘŀǘ ǿƻǳƭŘ ŎƻƴǎǘƛǘǳǘŜ ŀƴ ΨƻǇǘƛƳŀƭΩ ƛƴǘŜǊŎƘŀƴƎŜ ŦŜŜΣ ŀƴŘ ǘƘŜ 
outcome of the current regulatory setting leading to competitive non-neutrality, Deloitte 
supports removing interchange fee caps.  This would eliminate the regulatory arbitrage 
currently driving payment outcomes.  Ongoing monitoring and benchmarking by the 
Payment System Board would provide an appropriate level of oversight to ensure effective 
competition continues to evolve between competing products. 

The removal of no-surcharge rules has led to some adverse consumer outcomes in some 
situations.  The regulations allowing surcharging intended to allow merchants to pass on 
ǘƘŜ Ŏƻǎǘǎ ŀǎǎƻŎƛŀǘŜŘ ǿƛǘƘ ŀ ŎǳǎǘƻƳŜǊΩǎ ǇŀȅƳŜƴǘ ŎƘƻƛŎŜΦ  In large part, this would reflect the 
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 pass on.  This has been most prevalent for 
online purchases, including relating to the airline and ticketing industries.  Allowing 
merchants to over-recover 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 changes 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 role.  A preferred approach 
would be for 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 price controls. 

The current non-neutrality 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 focused 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 that housing accounts for a ƭŀǊƎŜ ǎƘŀǊŜ ƻŦ ōŀƴƪǎΩ ŀƴŘ 
ƘƻǳǎŜƘƻƭŘǎΩ ōŀƭŀƴŎŜ ǎƘŜŜǘǎΦ 

The Inquiry seeks further information on the following area: 

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

Deloitte comments: 

¢ƘŜ LƴǉǳƛǊȅΩǎ ƛƴŦƻǊƳŀǘƛƻƴ ǊŜǉǳŜǎǘ ŀōƻǾŜ ǎǳƎƎŜǎǘǎ ǘƘŀǘ !ǳǎǘǊŀƭƛŀΩǎ ŜȄǇƻǎǳǊŜ ǘƻ ƘƻǳǎƛƴƎ ƛǎ ŀ 
problem.  However, to the extent that there is a tilt towards housing it will reflect 
ƘƻǳǎŜƘƻƭŘǎΩ natural response to incentives embedded in the taxation and social security 
systems. 

So it is not clear that there is a financial system issue.  If policy makers have decided that 
steering more resources towards housing is a desirable outcome, then financial sector 
regulation should not necessarily be set to oppose that outcome. 

It also is not clear that households have too much debt; while debt levels have increased, 
they have stabilised and it is not clear what an optimal level 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.  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.  
This is backed up by maintaining good lending standards and effective 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 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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5.2 Small- and medium-sized enterprises 

The Interim Report has noted that information asymmetries can adversely impact the cost 
and availability of credit for small- and medium-sized enterprises (SMEs). 

The Inquiry seeks further information on the following areas: 

ω To what degree will technological developments resolve issues related to  
    information asymmetries in SME lending? 
ω What are the best options to narrow the informational gaps between lenders  
    and SME borrowers? 
ω /ƻǳƭŘ ǘƘŜ ǳǎŜ ƻŦ ŎŜǊǘŀƛƴ ƭƻŀƴ ŎƻǾŜƴŀƴǘǎ ōŜ ǊŜŘǳŎŜŘΣ ǿƘƛƭŜ ǎǘƛƭƭ ǇǊƻǾƛŘƛƴƎ  
    SMEs with adequate access to finance and lenders with appropriate  
    protection? 
ω What are the prospects for a market for securitised SME loans developing? 
ω What are the main barriers to greater broker activity in SME finance? Are  
    these barriers transitional or structural in nature? 
ω What are the best options for improving the tax treatment of VCLPs? 

Deloitte comments: 

The challenges to SME funding were noted by the Wallis Inquiry in 1997 and the Campbell 
Inquiry before that in 1979.  This indicates that although Australian governments have long 
felt the need to improve access to capital for SMEs, it is an especially challenging 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 
5ŜƭƻƛǘǘŜ !ŎŎŜǎǎ 9ŎƻƴƻƳƛŎǎΩ ǊŜǇƻǊǘ ŦƻǊ ǘƘŜ b{² .ǳǎƛƴŜǎǎ /ƘŀƳōŜǊΩǎ ǎǳōƳƛǎǎƛƻƴ ǘƻ ǘƘŜ 
Inquiry.17 

Cost-effective technological developments could improve access to capital by addressing 
the information asymmetry directly.  For lenders, comprehensive credit reporting has the 
potential to improve information on potential borrowers, e.g. where the borrowerΩs 
residence is used for security.  Dynamic credit reporting may also 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 points, the benefits from these changes 
may not impact the cost and availability of SME funding immediately.  

Changes in accounting technology may provide technology suppliers and others with access 
to data that could be used to drive credit decisions.  For example, the availability of 
information about clientsΩ cash flows and assets, in real time, could enable that data to be 
used to make credit decisions. 
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 Deloitte Access Economics (2013) Access to capital for small- and medium-sized enterprises 
http://fsi.gov.au/files/2014/04/NSW_Business_Chamber_Attachment_A.pdf 
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Technology also can assist with reducing search times for securing funds and the cost of 
getting expert advice.  This could be facilitated by standardising loan application criteria 
across types of funding, and across banks to some extent, to reduce the application costs to 
SMEs.  However, this option is limited because banks have different business models and 
offer credit to a wide range of businesses. 

Financial education will continue to play a positive role in addressing information gaps, 
subject to the behavioural limits noted earlier.  For example, improved financial literacy 
would enable borrowers to improve their ability to provide information to a financial 
institution in a manner that satisfies the institutionΩs minimum information requirements.  

Securitisation of SME loans ŎƻǳƭŘ ŀƭǎƻ ƛƳǇǊƻǾŜ ŀŎŎŜǎǎ ǘƻ ŎǊŜŘƛǘ ŦƻǊ {a9ΩǎΣ with the added 
attraction of moving some of the risk off banksΩ balance sheets.  However, it is likely banks 
would need to take a junior tranche in any securitisation of SME loans ς i.e. the first level of 
credit risk ς which would then also preclude capital relief. 

SME securitisation has the support of institutions both in Australia and globally, however, 
the reality is that there has been very little securitisation of SME debt since the GFC.  This 
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 for risk exposure to SMEs; the 
limited ABS transactions that 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 than on property. 

In time, more assets will be required by superannuation funds.  However, the credit skills 
required to assess SME loans currently reside with banks.  This suggests the role of 
developing suitable products for investors that traditionally was undertaken by corporate 
and investment banks will remain important. 

Basic information asymmetries have persisted over time.  It is possible that 
technological solutions can help reduce this, but there is not yet a strong 
evidence base for how cost-effective 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 will the trends in the size and composition of superannuation 
have on the broader flow of funds in the economy over the next few decades, 
including on international capital flows to and from Australia? 
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Deloitte comments: 

Deloitte has projected that by 2033 superannuation assets will grow from $1.8 trillion to 
$7.6 trillion. 18   

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 
savings 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 in competition with the banks.  This could result in banks increasing 
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 increase financial stability. 

The growth of superannuation funds will increase demand for domestic securities.  This 
demand will be constrained by the supply of suitable securities and concentration risk.  
Superannuation can undertake more lending to sectors where there is unmet demand for 
funds, e.g. SMEs or for infrastructure, provided suitable products become available.  For 
example, superannuation funds would be able to take control over longer-term 
infrastructure finance (e.g. for a 25-year period) if banks provide bridge finance for a 
transition period of, e.g. three to five years.   

IƻǿŜǾŜǊΣ !tw!Ωǎ ǊŜǉǳƛǊŜƳŜƴǘǎ ŦƻǊ ƘƛƎƘ ƭŜǾŜƭǎ ƻŦ ƭƛǉǳƛŘ ŀǎǎŜǘǎ ƛƴ ǊŜǎŜǊǾŜ ŀǊŜ ŀ ŘƛǎƛƴŎŜƴǘƛǾŜ 
for superannuation funds to invest in long-term and illiquid assets, which might drive 
investment to shorter-term and more liquid offshore assets. 

Currently, although superannuation invests a the majority of its assets in local equity (70% 
of equity assets are invested in domestic corporates) and debt markets (85%), and already 
exhibits a strong domestic bias compared, for instance to an allocation based on the size of 
domestic equity and fixed income markets, it does invest a significant proportion of its 
assets offshore (18% in 2013, down from a peak of 24% in the early 2000s).19  This share is 
expected to grow over time as superannuation funds, due to limited domestic 
opportunities, look overseas to find investment opportunities that maximise returns.20 

Superannuation funds will invest more funds offshore too, to obtain necessary 
diversification and exposure to growth opportunities in dynamic economies around the 
world.  This both reduces home country bias and concentration risk. 

                                                           
18

 Deloitte (2013) Dynamics of the Australian Superannuation System. http://www.deloitte.com/assets/Dcom-
Australia/Local%20Assets/Documents/Industries/Financial%20services/Deloitte_Dynamics_of_Superannuation_
2013_report.pdf 

19
 Deloitte Access Economics (2013) Maximising superannuation capital, report prepared for the Association of 

Superannuation Funds of Australia. 

20
 Ibid. 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, government and business, 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 increase its 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 significant 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 
Australian companies, at a time when other capital sources dried up, and thereby 
supported financial stability.21 

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 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 increased, the Australian 
corporate bond market is underdeveloped. 

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

ω No change to current arrangements 
ω Allow listed issuers (already subject to continuous disclosure requirements)  
   ǘƻ ƛǎǎǳŜ ΨǾŀƴƛƭƭŀΩ ōƻƴŘǎ ŘƛǊŜŎǘƭȅ ǘƻ ǊŜǘŀƛƭ ƛƴǾŜǎǘƻǊǎ ǿƛǘƘƻǳt the need for a  
   prospectus. 
ω wŜǾƛŜǿ ǘƘŜ ǎƛȊŜ ŀƴŘ ǎŎŀƭŜ ƻŦ ŎƻǊǇƻǊŀǘŜ ΨǾŀƴƛƭƭŀΩ ōƻƴŘ ƻŦŦŜǊƛƴƎǎ ǘƘŀǘ Ŏŀƴ ōŜ  
   made without a prospectus where the offering is limited 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: 

ω !ǎ ŀ ƎǊŜŀǘŜǊ ǎƘŀǊŜ ƻŦ ǘƘŜ ǇƻǇǳƭŀǘƛƻƴ ŜƴǘŜǊǎ ǊŜǘƛǊŜƳŜƴǘΣ ǿƻǳƭŘ ǘƘŜ ŘŜƳŀƴŘ  
   for fixed income products increase in the absence of regulation or other  
   incentives? 
ω ²ƻǳƭŘ ǘƘŜ ŘŜǾŜƭƻǇƳŜƴǘ ƻŦ ŀƴƴǳƛǘȅ-style retirement income investment  
   products encourage the growth of fixed income markets? 
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Deloitte comments: 

There are a variety of reasons why Australian companies prefer borrowing from banks over 
issuing debt securities.  A key difference is the convenience of a line of credit with a bank 
compared to the time taken to raise debt in the capital market.  In 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 allowing listed issuers which are subject to continuous disclosure to issue 
vanilla bonds to retail investors.  This already occurs in other jurisdictions and is likely to 
help the development of the domestic corporate bond market at the margin.  To help 
facilitate this, there should be a reassessment of the current regulatory impasse that 
prevents credit ratings being provided to retail investors. 

On average, people entering retirement can expect to have 20 or more years of life ahead 
of them.  This is a long enough period for those prepared to hold risky assets pre-
retirement to continue to do so post-retirement.  As they get older and their planning time 
horizon shortens then they would rationally reduce risk.  This could increase demand for 
fixed income products, preferably fixed in real terms rather than nominal terms to avoid 
exposure to inflation risk. 

Annuity-style products carry high capital requirements.  One 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 time.  Annuity providers in 
the United Kingdom (UK) invest a high proportion of assets in fixed interest securities.  If 
Australia developed an annuity market as substantial as the ¦YΩǎ ǘƘŜƴ ƛǘ ƛǎ ǊŜŀǎƻƴŀōƭŜ ǘƻ 
expect a similar, high demand for fixed interest assets. 

Allowing listed issuers to issue vanilla bonds directly to retail 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 in 
demand for fixed income products and annuityςstyle products without 
requiring any additional incentives or regulatory changes.  This demographic 
change will support the growth of fixed income markets. 
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6 Superannuation 

6.1 Efficiency 

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

ω bƻ ŎƘŀƴƎŜ to current arrangements and review the effectiveness of the  
   MySuper regime in due course 
ω /ƻƴǎƛŘŜǊ ŀŘŘƛǘƛƻƴŀƭ ƳŜŎƘŀƴƛǎƳǎ ǘƻ aȅ{ǳǇŜǊ ǘƻ ŀŎƘƛŜǾŜ ōŜǘǘŜǊ ǊŜǎǳƭǘǎ ŦƻǊ  
   members, including auctions for default fund status. 
ω wŜǇƭŀŎŜ ǘƘŜ ǘƘǊŜŜ-day portability rule : 
   ς ²ƛǘƘ ŀ ƭƻƴƎŜǊ ƳŀȄƛƳǳƳ ǘƛƳŜ ǇŜǊƛƻŘ ƻǊ ŀ ǎǘŀƎŜŘ ǘǊŀƴǎŦŜǊ ƻŦ ƳŜƳōŜǊǎΩ  
       ōŀƭŀƴŎŜǎ ōŜǘǿŜŜƴ ŦǳƴŘǎΣ ƛƴŎƭǳŘƛƴƎ ŜȄǇŀƴŘƛƴƎ ǘƘŜ ǊŜƎǳƭŀǘƻǊΩǎ ǇƻǿŜǊ ǘƻ  
       extend the maximum time period to the entire industry in times of stress. 
   ς By moving from the current prescription-based approach for portability of  
       superannuation benefits to a principles-based approach 

The Inquiry seeks further information on the following areas: 

ω 5ƻŜǎΣ ƻǊ ǿƛƭƭΣ aȅ{ǳǇŜǊ ǇǊƻǾƛŘŜ ǎǳŦŦƛŎƛŜƴǘ ŎƻƳǇŜǘƛǘƛǾŜ ǇǊŜǎǎǳǊŜǎ to ensure  
   future economies of scale will be reflected in higher after-fee returns? What  
   are the costs and benefits of auctioning the management rights to default  
   funds principally on the basis of fees for a given asset mix? Are there  
   alternative options? 
ω Lǎ ǘƘŜ ǊŜŎŜƴǘ ǘǊŜƴŘ ƻŦ ƎǊŜŀǘŜǊ ǾŜǊǘƛŎŀƭ ƛƴǘŜƎǊŀǘƛƻƴ ƛƴ ǘƘŜ ǿŜŀƭǘƘ ƳŀƴŀƎŜƳŜƴǘ  
   and superannuation sectors reducing competitive pressures and contributing  
   to higher superannuation fees? Are there mechanisms to ensure the  
   efficiency  
   of vertical integration flow through to consumers? 
ω !ǊŜ ǘƘŜǊŜ ƴŜǘ ōŜƴŜŦƛǘǎ ƛƴ ǘŀƛƭƻǊƛƴƎ ŀǎǎŜǘ ŀƭƭƻŎŀǘƛƻƴ ǘƻ ƳŜƳōŜǊǎ ŀƴŘκƻǊ  
   projecting retirement incomes on superannuation statements? 
ω Lǎ ǘƘŜǊŜ ŀƴ ǳƴŘǳŜ ŦƻŎǳǎ ƻƴ ǎƘƻǊǘ-term returns by superannuation funds? If  
   this is a significant issue, how might it be addressed? 
ω ¢ƻ ǿƘŀǘ ŜȄǘŜƴǘ ƛǎ ǘƘŜǊŜ ŀ ǘǊŜƴŘ ŀǿŀȅ ŦǊƻƳ ŀŎǘƛǾŜ ŀǎǎŜǘ ƳŀƴŀƎŜƳŜƴǘ ǿƛǘƘƛƴ  
    asset classes in superannuation funds? Is this a positive or negative  
    development for members? 
ω Iƻǿ ŎƻǳƭŘ ŦǳƴŘǎ ǇǊƛŎŜ ǎǿƛǘŎƘƛƴƎ ǇǊƻǇŜǊƭȅ ŀƴŘ ǘŀƪŜ ƛƴǘƻ ŀŎŎƻǳƴǘ ŘƛŦŦŜǊŜƴŎŜǎ  
    in liquidity between asset classes? 
ω /ƻǳƭŘ ƻǘƘŜǊ ŀǊǊŀƴƎŜƳŜƴǘǎ ōŜ ŘŜǾŜƭƻǇŜŘ ǘƻ ŦŀŎƛƭƛǘŀǘŜ ŀǎǎŜǘ ǘǊŀƴǎŦŜǊǎ ōŜǘǿŜŜƴ  
    funds when members switch? Do funds require additional mechanisms to    
    manage liquidity beyond the need for liquidity for portability and member  
    investment switching? 
ω Lǎ ǘƘŜ ǘǊǳǎǘ ǎǘǊǳŎǘǳǊŜ ōŜǎǘ ǇƭŀŎŜŘ ǘƻ ƳŜŜǘ ǘƘŜ ƴŜŜŘǎ ƻŦ ƳŜƳōŜǊǎ ƛƴ ŀ Ŏƻǎǘ- 
   effective manner? 
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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 by 2033.22  Even if fees are only 1% of funds 
under management, they will amount to 1.8% of GDP.  Reducing fees by 40 basis points 
would represent significant microeconomic reform.  

Costs differ at points along the wealth management value chain (Figure 6.1).  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 costs are for 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 

 
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 
financial advice (see Chapter 8 for a discussion of advice).  The key challenge is not to 
compromise any of those benefits in the effort to remove costs. 

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

¶ a greater proportion of funds management is undertaken within superannuation 
funds compared to some overseas funds, with the costs of this activity therefore 
recorded directly rather than being netted against investment returns; 

¶ APRA-regulated funds have a greater share of more actively managed assets;  

¶ there is more choice and flexibility at the individual level; and  

¶ reporting and compliance requirements of superannuation tend to be greater in 
Australia ς for example AFS Licencing, Stronger Super, MySuper and Choice of Funds 
ς and add to costs.23 

These factors bring additional benefits, but obfuscate attempts at direct comparisons of 
costs.  

                                                           
22

 Deloitte (2013) Dynamics of the Australian Superannuation System. http://www.deloitte.com/assets/Dcom-
Australia/Local%20Assets/Documents/Industries/Financial%20services/Deloitte_Dynamics_of_Superannuation_
2013_report.pdf 

23
 Deloitte (2014) A comparison of financial advice regulations ς 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 expenses.  This is because higher returns are associated with investments in higher-fee 
asset classes such as direct property, infrastructure, hedge funds and private equity.  There 
has been competition in the superannuation sector on the subject of fees as evidenced by 
the industry funds "Compare the Pair" advertising campaign.  While this was largely based 
around commission it still looked at the total costs to members. 

MySuper reforms are intended to present a low-cost default option which new employees 
may opt-out of.  Stringent disclosure and cost requirements suggest that these are likely to 
be easier for consumers to understand as well as offering lower fees.  MySuper has not 
been in place long enough for its effectiveness to be properly assessed. One issue will be 
the comparison of MySuper products: approximately 90% of industry funds adopt a 
balanced approach as their MySuper option, whereas a little over 50% of retail funds have 
adopted a life-cycle option.  Even within the life-cycle options there is a wide variation in 
asset allocation which makes comparisons difficult.  

Additional mechanisms in MySuper that could be considered include: 

¶ long-term disability income insurance; and 

¶ longevity insurance. 

Long-term disability income insurance as an alternative to lump sum total and permanent 
disablement insurance would provide members of superannuation funds, especially 
younger members with a valuable benefit should they become disabled. Longevity 
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 
adverse selection problems associated with annuities purchased much later in life. 

Liquidity requirements are intended to support portability  and therefore competition.  
However, they do not lend themselves well to the general nature of superannuation which 
is long-term investment for retirement.  On the one hand, reducing switching costs 
contributes to stronger competition.  However, portability can bias ǎǳǇŜǊŀƴƴǳŀǘƛƻƴ ŦǳƴŘǎΩ 
investment strategies and contribute to a higher allocation to liquid assets; this can result in 
lower long-term returns for consumers. Linking the time period for portability to the 
liquidity of the underlying assets could potentially reduce the current bias to more liquid 
investments.  Funds could be legaƭƭȅ ǊŜǉǳƛǊŜŘ ǘƻ ǘǊŀƴǎŦŜǊ ŦǳƴŘǎ Ψwithin a time frame which 
is reasonable under the circumstancesΩΦ  For example, cash could have a 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 liquidity of the market. 

MySuper is consistent with generating a more cost effective solution for people, with costs 
and benefits commensurate with value.  However, MySuper is the default option within a 
broader range of investment and insurance options.  The broader competitive pressures 
will come from the full range of member and employer services provided and the net of 
fees investment returns to members.  

Auctioning the 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 will reduce with no guarantee that fees, in the longer term, will be lower. 


















































































































