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The euro area sovereign debt and banking crisis has 
continued to weigh on global financial conditions 
in the period since the previous Financial Stability 
Review. Although fears of a liquidity crisis in the 
euro area were generally assuaged earlier in the 
year following the European Central Bank’s (ECB’s) 
large-scale lending to banks, concerns about the 
resilience of sovereign and bank balance sheets in 
the region have persisted. Developments in Greece 
and Spain, in particular, triggered a renewed bout of 
risk aversion and market volatility between April and 
July, as markets became less confident that these 
and other euro area countries could return their 
fiscal positions to more sustainable paths. Sovereign 
borrowing costs and risk premiums rose to record 
levels in some euro area countries and global share 
prices declined. These events added to broader 
doubts about the viability of the monetary union, 
spurring investors to move capital out of the most 
troubled countries to avoid redenomination risk 
should they exit the euro. This put further funding 
strain on banks in the region, many of which have 
been under pressure for some time given the 
deteriorating economic conditions in the euro area 
and their exposures to sovereigns with weak fiscal 
positions.

Since August, there has been a noticeable 
improvement in market sentiment and risk pricing 
in the euro area. This mainly reflected the ECB’s 
announcement of a sovereign bond purchase 
program, known as Outright Monetary Transactions. 
European authorities also recently announced 
plans to more closely integrate the region’s financial 
regulatory structure, including by centralising bank 

supervision under the ECB; in addition, there has 
been further progress towards the establishment 
of the expanded and permanent European bailout 
mechanism. Despite these steps, some of the 
longer-term policy measures involve significant 
implementation risk, and many of the underlying 
problems in the euro area are yet to be effectively 
resolved. Fiscal deficits remain large; many banks 
need to repair their balance sheets further; and the 
adverse feedback loop between sovereign and bank 
finances has yet to be broken. Given these ongoing 
difficulties, markets will likely remain sensitive to 
any setbacks in dealing with the euro area crisis. 
Along with the weaker near-term outlook for global 
growth, the euro area problems will continue to 
pose heightened risks to global financial stability in 
the period ahead.

Outside the euro area, the major advanced country 
banking systems have generally continued on a 
gradual path to recovery in recent quarters. However, 
sentiment towards them has also been held back by 
the risk of a disorderly resolution to the European 
problems and softer economic indicators in some 
of the largest economies, including the United 
States and China. While asset quality measures have 
generally improved, underlying profitability of the 
major banking systems remains subdued. Weak 
property market conditions and the financial market 
and regulatory pressures on certain bank business 
models are continuing to weigh on the outlook for 
many large banks.

Asian banking systems have largely been resilient 
to the euro area problems, partly because of their 
domestic focus. While non-performing loan ratios 
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are generally low, vulnerabilities may have built 
up during recent credit expansions, which could 
be revealed in the event of a significant decline in 
asset prices or economic activity. As some banking 
systems in Asia are now quite large, there is a greater 
chance that problems in them could have adverse 
international spillovers.

Against this backdrop, the Australian banking 
system has remained in a relatively strong position. 
Pressures in wholesale funding markets have eased 
since late last year, allowing the large banks to 
maintain good access to international bond markets 
during the past six months. Banks’ bond spreads 
have narrowed, and are now comparable to levels 
in mid 2011, prior to the escalation of the euro area 
debt problems. This has enabled the banks to issue 
a larger share of their bonds in unsecured form than 
they did at the beginning of the year when tensions 
in global funding markets were high. Even so, 
banks have reduced their relative use of wholesale 
funding further as growth in deposits has continued 
to outpace growth in credit. While the Australian 
banks have little direct asset exposure to the most 
troubled euro area countries, they remain exposed 
to swings in global financial market sentiment 
associated with the problems in Europe. They should 
be more resilient to such episodes though, given 
the improvements they have made to their funding, 
liquidity and capital positions over recent years. 
Around half of the banks’ funding now comes from 
customer deposits, which is a broadly similar share 
to a number of other comparable countries’ banking 
systems.

The Australian banks’ asset performance has 
improved a little over the past six months, but the 
aggregate non-performing loan ratio is still higher 
than it was prior to the crisis, mainly reflecting some 
poorly performing commercial property loans and 
difficult conditions being experienced in some 
other parts of the business sector. In aggregate, 
the banks’ bad and doubtful debt charges have 
declined more substantially since the peak of the 
crisis period. However, they now appear to have 

troughed, which has contributed – along with 
higher funding costs and lower credit growth – to 
a slower rate of profit growth in recent reporting 
periods. While this has prompted a renewed focus 
by banks on cost containment, at this stage, it has 
not spurred inappropriate risk-taking. With demand 
for credit likely to remain moderate, a challenge for 
firms in a competitive banking environment will be 
to resist the pressure to ease lending standards to 
gain market share in the pursuit of unrealistic profit 
expectations.

The household and business sectors have continued 
to display a relatively prudent approach towards 
their finances in recent quarters. Many households 
continue to prefer saving and paying down their 
existing debt more quickly than required, which has 
contributed to household credit growth being more 
in line with income growth in recent years. Although 
there are some isolated pockets of weakness, 
aggregate measures of financial stress remain low. 
Ongoing consolidation of household balance 
sheets would be desirable from a financial stability 
perspective, as it would make indebted households 
better able to cope with any future income shock or 
fall in housing prices. 

After a period of deleveraging, there has recently 
been a pick-up in business borrowing, though 
businesses’ overall recourse to external funding 
remains below average. While the uneven conditions 
in the business sector have been contributing to 
the weaker performance in banks’ loan portfolios 
in recent years, business balance sheets are in 
good shape overall. Aggregate profit growth of 
the non-financial business sector has moderated 
recently, but profits remain around average as a 
share of GDP.

Managing the risks posed by systemically important 
financial institutions (SIFIs) continues to be a focus 
of the international regulatory reform agenda. A 
principles-based policy framework for domestic 
systemically important banks (so-called D-SIBs) 
is close to being finalised, complementing the 
framework for dealing with global SIBs agreed last 
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year. Work to strengthen resolution regimes for global 
SIFIs and extend the SIFI framework to non-bank 
financial institutions is also underway. Progress has 
also been made both globally and domestically on 
several other initiatives, including reforms to the 
regulation of financial market infrastructures and 
over-the-counter derivatives. Domestically, the 
Australian Prudential Regulation Authority has been 
continuing the process of implementing the Basel III 
bank capital and liquidity reforms in Australia, as 
well as finalising reforms to the regulatory capital 
framework for insurers and introducing prudential 
standards for superannuation funds. As noted in the 
previous Review, Australia has this year undergone 
an IMF Financial Sector Assessment Program review. 
The results, which are due to be published later this 
year, confirm that Australia has a stable financial 
system, with robust financial regulatory, supervisory 
and crisis management frameworks.  R
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including declines in spreads on southern euro area 
sovereign bonds and increases in euro area bank 
share prices, which are now only a little below the 
level they were at the time of the previous Review. 
Despite the recent improvement, market confidence 
in euro area banks is still generally weak, and there 
are ongoing concerns about some banks’ solvency. 
Confidence in the global financial system remains 
fragile and susceptible to further setbacks in dealing 
with the euro area crisis or a further softening in 
global economic growth.

the euro Area Crisis and Sovereign 
Debt markets
The euro area sovereign debt and banking crisis 
has been a continued source of market concern 
during the six months since the previous Review. 

Since the March Review, global financial markets 
have been through another period of heightened 
risk aversion and volatility associated with an 
escalation of the euro area sovereign debt crisis and 
related banking sector problems. Greece and Spain 
have been a particular focus of market attention 
during this period. The difficulties these and other 
euro area countries are having in returning their 
fiscal positions to more sustainable paths and 
resolving banking sector problems have raised 
doubts about the viability of the monetary union. 
This contributed to further capital outflows from the 
most troubled countries and greater financial market 
fragmentation in the euro area. The pressures were 
evident around the middle of the year in rising yields 
on sovereign bonds issued by some of the most 
troubled euro area countries and declining euro 
area bank share prices (Graph 1.1). A weakening of 
economic activity in the euro area also contributed 
to the adverse feedback loop between sovereign 
and bank balance sheets. Outside the euro area, 
financial market sentiment in recent months was 
weighed down by the events in Europe, as well as 
concerns about the health of the global economy 
following the release of softer economic indicators 
in some large economies, including China and the 
United States.

Since August, there has been a marked improvement 
in global financial market sentiment, largely 
reflecting the European Central Bank’s (ECB’s) plans to 
intervene in sovereign debt markets to help preserve 
the euro area monetary union. The improvement has 
been reflected in the pricing of a range of risk assets, 

1. the Global Financial environment

Graph 1.1
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Developments in Greece and Spain, in particular, 
sparked renewed market stress in Europe at various 
points between April and July. In the lead-up to 
the elections in Greece, concerns that its bailout 
package might not be adhered to prompted 
speculation that the country may exit the euro 
area. Deposit outflows accelerated at Greek banks 
as depositors sought to avoid redenomination 
risk. These concerns eased somewhat after parties 
supportive of the bailout package were elected 
in June, but market participants remain doubtful 
that Greece can meet the terms of its package and 
continue to receive financing, given that economic 
conditions are still deteriorating. The risk that Greece 
might exit the euro, imposing losses on holders of 
financial contracts in Greece and possibly spurring 
contagion to other countries, therefore continues to 
weigh on asset prices in the region.

In Spain, the recent concerns have mostly been 
about the weakness of its banking system and 
what this might mean for its deteriorating public 
finances. Spanish banks have been suffering from 
poorly performing property exposures and weak 
economic conditions for a few years now, and the 
part-nationalisation of Spain’s third-largest bank 
(BFA-Bankia) in May triggered renewed market 
concerns about their position. Spanish sovereign 
and bank bond yields rose sharply, and the Spanish 
banking system further increased its reliance on 
central bank liquidity (Graph 1.2). The Spanish 
authorities took a number of steps to shore up 
confidence in the system, including strengthening 
provision requirements on still-performing 
property development loans and commissioning 
independent stress tests of the banks. In June, Spain 
sought financial assistance from the European 
Union (EU) of up to €100 billion to help recapitalise 
troubled Spanish banks, and the European 
authorities formally agreed to this in July. Stress tests 
to determine the capital needs of individual Spanish 
banks are due to be released around the end of 
September. Spain also recently announced that it 
will establish a ‘bad bank’ later this year to remove 

certain non-performing assets from the balance 
sheets of Spanish banks that have received public 
funds, and manage these assets over time.

While investors initially responded favourably to 
the announcement of the Spanish bank bailout 
package, market sentiment quickly reversed as 
attention focused on the increase in government 
debt this funding would entail. Together with the 
poor state of regional government finances in Spain, 
this contributed to fears that a more comprehensive 
sovereign bailout package would be required, along 
the lines of those already provided to Greece, Ireland 
and Portugal. In this environment, attention naturally 
also turned to Italy because of the state of its public 
finances, and Italian sovereign (and bank) bond 
yields rose around the middle of the year. Meanwhile, 
in June, Cyprus became the fifth euro area country 
to request international financial assistance when 
it asked for funds to help recapitalise its banking 
system (which has significant exposures to Greece) 
and finance its budget deficit. In contrast to these 
developments in southern Europe, government 
bond yields for northern euro area countries 
continued to decline over the past six months, with 
German and Dutch short-term yields recently falling 
below zero. This largely reflects safe-haven flows 
given these countries’ better fiscal positions.

Graph 1.2
Euro Area Government Bond Yields
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European authorities have announced a number of 
measures in recent months to help alleviate market 
strains and keep the euro area intact. In early August, 
the ECB said that it was considering purchasing 
short-term sovereign debt in secondary markets, 
given its view that the exceptionally high risk premia 
observed in some sovereign debt markets and the 
associated financial fragmentation are hampering 
the transmission of monetary policy in the euro 
area. The details of a new sovereign bond-buying 
program, known as Outright Monetary Transactions 
(OMT), were released in September. The ECB will only 
purchase sovereign debt of euro area countries that 
have an EU assistance program and are meeting 
the attached policy conditionality. There will be no 
ex-ante limit on purchases, which will be focused 
on the shorter end of the yield curve, particularly 
securities with 1–3 year residual maturities. The 
ECB’s holdings will rank equally with existing senior 
creditors, in contrast to the position taken in the 
Greek debt restructuring.

While the OMT has yet to be activated, the ECB’s 
announcements have contributed to a marked 
narrowing of spreads on southern euro area 
sovereign bonds, particularly at the shorter end 

As recent events added to broader doubts about 
the viability of the monetary union, there was a 
general move to reduce cross-border exposures 
within the euro area. This was evident in significant 
capital outflows from some troubled euro area 
countries over the past year: foreign holdings of 
these governments’ debt declined sharply; euro 
area banks reduced their holdings of debt (mainly 
government and bank debt) issued outside their 
home jurisdictions (Graph 1.3); and non-domestic 
depositors withdrew funds from banks in most euro 
area countries (Graph 1.4). Cross-border financial 
institutions have been seeking to match their 
liabilities and assets in individual euro area countries 
more closely, to protect themselves if one of these 
countries should exit the euro. In particular, banks 
have been reducing funding shortfalls in the more 
troubled euro area countries by further cutting back 
their exposures there, reinforcing broader efforts 
to deleverage and refocus on their core activities. 
Some European banks have reportedly increased 
their borrowing from national central banks in the 
host countries where they have subsidiaries and 
branches, rather than from the central bank in their 
home country as was typical in the past.

Graph 1.3

Graph 1.4
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a range of advanced countries outside the region 
(including Australia) generally continued to decline 
over the past six months (Graph 1.5). In addition to 
safe-haven flows, central bank bond purchases as 
part of quantitative easing programs have helped 
reduce yields in the United Kingdom and the United 
States. 

Government debt and deficits are also high in the 
United States and Japan, and the International 
Monetary Fund projects the ratios of these countries’ 
government debt to GDP to reach very high levels 
within a few years. Because these countries have 
their own currencies, they do not face the same 
risks of a sudden loss of investor confidence in 
their fiscal positions and resulting capital outflows 
as do members of a currency union like the euro 
area. A more imminent risk to global financial 
stability from this quarter would be if fiscal policy 
were tightened severely enough in the short term 
that it significantly weakened economic growth: if 
not handled appropriately, the so-called ‘fiscal cliff ’ 
facing the United States next year could be a trigger 
for such a scenario. That said, a sudden increase 
in government bond yields cannot be ruled out. 
At current low interest rates, even an increase in 
yields to the levels of a few years ago would impose 
sizeable mark-to-market losses on banks and other 
investors. Liquidity pressures could also ensue in 
some markets if a fall in bond prices and/or a credit 

of the yield curve. The Spanish Government is 
considering requesting EU financial assistance in 
order to qualify for the OMT, but have reserved their 
decision until it is clearer what policy conditionality 
would be attached; Italian officials have said that an 
assistance program for Italy is not warranted at this 
stage. While the ECB’s decision to support sovereign 
debt markets should improve financing conditions 
in the euro area, it does not resolve underlying debt 
sustainability problems. Continued progress towards 
fiscal sustainability (and further bank balance sheet 
repair) will therefore be necessary to avoid further 
bouts of market volatility in response to economic 
and political setbacks.

European policymakers have also taken steps 
to more closely integrate the region’s financial 
regulatory structure. The European Commission 
recently announced plans to phase in a new single 
supervisory mechanism in the euro area, whereby 
the ECB would assume ultimate responsibility for 
the supervision of all euro area banks by 2014 and 
national supervisory authorities would continue to 
undertake day-to-day supervisory activities. This 
proposal is aimed at ensuring that bank supervision 
is applied consistently across the euro area, and has 
a region-wide focus. Centralised oversight by the 
ECB might also make it feasible for the euro area’s 
permanent bailout fund, the European Stability 
Mechanism, to be given the authority to recapitalise 
banks directly rather than by channelling funds 
through sovereigns. A direct approach would avoid 
raising the debt of already strained sovereigns and 
could thereby help curtail the adverse feedback loop 
between bank and sovereign balance sheets. A new 
supervisory structure will take some time to put in 
place, though, as it will involve difficult reallocations 
of supervisory resources. A complete banking union 
will also require integrated deposit insurance and 
resolution mechanisms, and in the longer run, 
deeper fiscal integration; these reforms could prove 
more difficult to achieve politically.

As the uncertainties in the euro area increased 
investor risk aversion, government bond yields in 

Graph 1.5
Government Bond Yields
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rating downgrade required more collateral to be 
posted to counterparties.

bank Funding Conditions and 
markets
ECB policy actions and announcements over the 
course of the year have brought interbank borrowing 
costs down, but overall funding conditions for banks 
in the euro area remain strained. The ECB cut the 
rate it pays on its deposit facility from 0.25 per cent 
to zero in July, in an attempt to stimulate activity 
in short-term interbank markets. Despite these 
actions, the volume of interbank lending remains 
weak, especially across borders, and even in secured 
lending (repo) markets, liquidity has been low. 
Concerns about counterparty risk and collateral 
quality have also resulted in greater differentiation in 
lending rates across banks, which has been inhibiting 
the transmission of euro area monetary policy. As 
some securities are now seen as lower quality and 
a significant portion of the remaining high-quality 
collateral has been pledged to the ECB, the pool of 
unencumbered high-quality assets available to euro 
area financial markets has declined at the same time 
as demand for these assets as collateral has been 
particularly strong. As a result, repo lending rates 
involving these assets have been slightly negative 
over recent months (Graph 1.6).

Conditions in term funding markets have also 
been relatively subdued. Euro area banks have 
issued around €185  billion of bonds since April, 
compared with €225 billion in the same period last 
year, though there has been a pick-up in issuance 
activity since the details of the ECB’s OMT program 
were announced in early September (Graph 1.7). A 
significant share of bond issuance over the past six 
months has been retained by banks to provide them 
with additional collateral for central bank funding. 
While some banks have not needed to issue as 
much debt this year because they obtained ample 
three-year funding in the ECB’s earlier refinancing 
operations, many banks have seen their market 
access curtailed, especially for unsecured debt. 
Some banks in Cyprus and Spain, in particular, have 
been forced to rely more heavily on collateralised 
borrowing from the ECB or their national central 
bank given their difficulties accessing term markets 
(Graph 1.8). The ECB broadened further the range 
of collateral eligible for its liquidity operations 
over recent months as some banks’ collateral had 
reportedly been depleted. The increased reliance of 
many euro area banks on central bank funding could 
eventually complicate exit strategies, especially if 
banks are not able to return to wholesale markets by 
the time the large stock of three-year loans from the 
ECB matures in 2015.

Graph 1.6 Graph 1.7
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As euro area banks have increased their collateralised 
borrowing from the ECB and become more reliant 
on covered bonds and other forms of secured 
funding, concerns have also been raised about 
their increasing asset encumbrance. The structural 
subordination of unsecured creditors that this entails 
could ultimately result in higher unsecured funding 
costs for banks in the future. Accordingly, there have 
been calls for banks to improve their reporting on 
asset encumbrance to address some of the market 
uncertainty. Over the longer term, unsecured debt 
holders’ concerns about potential subordination and 
lower recovery rates may also be exacerbated by the 
introduction of bail-in and other resolution options 
in Europe that are currently being developed.

The euro area problems have been contributing to 
periods of volatility in wholesale funding markets 
for banks in other countries for some time, though 
these spillover effects have generally been fairly 
limited. Bank bond spreads rose in April and May 
across a number of markets, though they remained 
well below levels seen in late 2011, and have since 
declined. Bank bond issuance outside the euro area 
has remained subdued over recent quarters given 
the market volatility and slow credit growth in most 
countries. Banks in a number of major markets have 
also been increasing the share of their funding 

Graph 1.9

from customer deposits over recent years, thereby 
reducing their reliance on less stable market-based 
funding, particularly short-term wholesale debt 
(Graph 1.9). This has contributed to higher funding 
costs as banks replace cheaper wholesale funding 
with more expensive customer deposits and term 
debt.
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banks’ Capital positions
Euro area banks have continued to strengthen 
their capital positions in response to market and 
regulatory pressures. In aggregate, the large euro 
area banks increased their core Tier 1 capital ratio by 
1.2 percentage points (or about €75 billion) over the 
year to June 2012, to 10.5 per cent (Graph 1.10). The 
majority of this increase came from higher capital 
levels, mainly retained earnings and the conversion 
of hybrids to common equity; there was little 
issuance of new equity given depressed share prices 
in the region. Most of the large European banks 
did not require government assistance to meet the 
target imposed by the European Banking Authority 
(EBA) of a 9 per cent core Tier 1 capital ratio by June 
2012, plus a buffer to allow for valuation losses on 
their EU sovereign exposures. However, given their 
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sizeable losses, a number of banks from the most 
troubled euro area countries required government 
capital injections to meet the target. A decline 
in risk-weighted assets of about 4  per cent also 
boosted the euro area banks’ aggregate capital ratio 
over the year to June. Total assets fell by less than 
risk-weighted assets, mainly due to banks’ shedding 
assets with above-average risk weights.

Despite the recent steps to strengthen capital 
positions, market confidence in many euro area 
banks remains low. This reflects ongoing doubts 
about the asset quality and hence solvency of some 
banks, particularly those from the most troubled euro 
area countries where economic activity is quite weak. 
This has been evident in various market indicators, 
including elevated bond and credit default swap 
premia, as well as low credit ratings. Indeed, around 
one-third of a sample of large euro area banks are 
currently rated sub-investment grade (Graph 1.11). 
More broadly, euro area banks’ equity valuations 
remain at very low levels, despite increases in bank 
share prices over the past couple of months.

Large banks outside the euro area have also 
continued to strengthen their capital positions 
over recent periods (Graph  1.12). This has mainly 
been through retaining earnings, in many cases 

supported by dividend payout ratios that are still 
below pre-crisis levels. Many banks have been 
able to increase their capital ratios even though 
the introduction of Basel 2.5 capital rules raised 
risk weights for certain trading book assets and 
securitisations. The revised capital standards, which 
have been implemented in all major jurisdictions 
except the United States, particularly affected banks 
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with large capital markets businesses, among them 
some large European banks (Graph 1.13).

Although large banks in the major advanced 
countries have significantly strengthened their 
balance sheets over the past few years, many will 
need to take further action to meet the tougher 
regulatory requirements that are being phased in 
over coming years. In particular, many banks need 
to increase common equity positions to meet the 
Basel  III capital requirements, as well as the extra 
capital buffers that will apply to those banks deemed 
systemically important. The Basel Committee on 
Banking Supervision estimated that, as at December 
2011, the world’s largest banks required a total of 
around €370  billion in extra capital (equivalent to 
about 21/2 per cent of their risk-weighted assets) to 
meet the Basel III minimum capital requirements.1 

Even though most banks have increased their capital 
ratios since then, some still have further to go. Many 

1 Basel Committee on Banking Supervision (2012), ‘Results of the 
Basel III Monitoring Exercise as of 31 December 2011’, September, p 2.

banks also need to alter their funding structures to 
meet the Basel III liquidity and funding ratios.

Improving capital and funding positions will take 
time to achieve and banks therefore need to be 
transitioning now. Because banks’ progress will 
come under market and supervisory scrutiny, 
laggards run the risk of being forced to take quicker 
and potentially more drastic action at a later date. 
Raising capital or retaining earnings to meet higher 
capital requirements will be difficult for banks 
with depressed share prices and weak earnings 
prospects, so many of them are still looking to 
deleverage by reducing assets and exiting capital-
intensive businesses. This is reflected, for example, 
in the current plans of large European banks to 
reduce their aggregate risk-weighted assets by 
about 7–8 per cent by 2015. They have targeted their 
biggest reductions at corporate and investment 
banking, but also exposures to parts of Europe where 
economic conditions are weakest. The overall effect 
of this deleveraging on financial conditions and 
markets is likely to be noticeable, but limited by the 
fact that a number of banks headquartered outside 
Europe are looking to expand into certain markets 
where European banks are pulling back.

bank profitability
The profitability of the major banking systems 
remains subdued. Annualised returns on equity for 
the largest banks in euro area, Japan, the United 
Kingdom and the United States averaged 2–8  per 
cent in the first half of 2012, well below the rates 
recorded prior to 2008 (Graph 1.14). Returns were 
broadly unchanged from those recorded in 2011, 
with the exception of the large euro area banks, 
whose average returns in 2011 were held down by 
sizeable write-downs on their goodwill and Greek 
sovereign exposures. Many of the smaller and 
more domestically focused banks in the weakest 
economies in Europe have recorded large losses in 
recent reporting periods.

The recent modest profitability of large banks in the 
major advanced economies reflects a number of 

Graph 1.13

0 5 10 15 20 25

Increase in Risk-weighted Assets due to
Basel 2.5

December 2011*

* January 2012 for Canadian banks and March 2012 for Australian
banks

Source: Banks’ financial disclosures

%

UBS
DBK

CS
BAR

CA
SG

BNP
CMZ
RBS
UCG

HSBC
WBC
ING

LBG
MFG

BPCE
SC

NAB
ISP

CBA

MUFJ

SMFG

TD

NDA

DANS

SWED

n Australia
n Canada

n Euro area

n Japan

n Other Europe

n UK



13financial stability review |  s e p t e m b e r  2012

factors. Most banks have recorded little or no growth 
in net interest income, with credit growth remaining 
weak and net interest margins being weighed 
down by higher funding costs and the prolonged 
low interest-rate environment. Investment banking 
income has also been under pressure as volatile 
financial market conditions reduced trading 
revenues and demand for capital markets services. 
While declines in loan-loss provisioning have 
boosted profits of large UK and US banks in recent 
reporting periods, some euro area banks’ provisions 
have risen due to deteriorating economic conditions 
within the region and ongoing weakness in the 
Spanish property market. Some large banks have also 
incurred significant legal/regulatory expenses arising 
from previous inappropriate business practices, such 
as poor mortgage practices in the United States, the 
mis-selling of payment protection insurance in the 
United Kingdom, and the recent LIBOR manipulation 
scandal. JP Morgan recently recorded large trading 
losses on its synthetic credit portfolio, highlighting 
the consequences of inadequate risk controls and 
unconventional investment strategies. A further 
factor contributing to lower returns on equity is that 

the large banks are holding higher levels of capital 
now, as noted earlier.

Recent returns recorded by the large banks in 
the major banking systems are well below those 
typically demanded by equity investors, as well 
as banks’ own targets. Investors also appear to be 
expecting banks’ profitability to remain subdued, 
with market valuations of banks’ equity well below 
book valuations – that is, banks’ price-to-book ratios 
are below 1 (Graph 1.15). Consistent with these low 
equity valuations, equity analysts are forecasting 
the large global banks to post average returns on 
equity of 5–7 per cent for 2012 as a whole, and only 
slightly higher returns in 2013; these forecasts were 
revised down during the past six months as the 
global macro-financial environment deteriorated 
(Graph 1.16). Low equity valuations may also reflect 
some investor scepticism over banks’ asset valuations 
and/or an additional risk premium required by 
investors to compensate for heightened uncertainty. 
These concerns are likely to be especially relevant for 
euro area banks at the current juncture.

In contrast to many of their international peers, the 
profitability of the large Canadian and Australian 
banks has remained robust over recent periods, 
with returns on equity generally averaging around 
15 per cent, consistent with stronger economic and 
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financial conditions in their home markets (see ’The 
Australian Financial System’ chapter). Analysts are 
forecasting these banks’ returns to remain at similar 
levels in 2013. The more favourable earnings outlook 
for large Canadian and Australian banks, along with 
the healthier state of their balance sheets, is reflected 
in equity valuations that are close to long-run average 
levels, unlike in many other advanced countries.

Credit Conditions and Asset Quality
Weaker economic activity and difficult funding 
conditions in the euro area have been associated 
with falls in region-wide credit during the first half 
of 2012, and little growth in credit over the past year 
(Graph 1.17). Credit conditions continued to tighten 
in the region during the first half of the year as banks 
passed on higher funding costs and toughened 
non-price loan terms. The ECB’s bank lending survey 
showed a net balance of banks tightened their 
business and household loan standards in the March 
and June quarters, albeit less so than in late 2011. 
Credit demand by households and businesses has 
been contracting more sharply than in late 2011, 
with investment intentions likely being pared back 
because of the weak economic outlook and, in some 
cases, tighter financing conditions.

Graph 1.17

Graph 1.18

Weakness in credit growth has been most 
pronounced in the troubled euro area economies; 
credit declined over the past year by around 
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said, risks to economic growth in the United States 
are skewed to the downside and any deterioration 
in economic conditions could stall this nascent 
recovery. Concerns over the strength of the US 
economic recovery and the labour market have 
prompted the US Federal Reserve to announce 
plans to undertake further monetary stimulus by 
purchasing asset-backed securities.

do not have access to alternative sources of debt 
finance via capital markets, tight lending conditions 
for small businesses could have a negative effect 
on economic activity within the region, with the 
potential for adverse second-round effects on banks’ 
asset performance. Even some large businesses in 
the euro area currently have more limited access to 
capital markets than usual because of the current 
low credit ratings of their sovereigns.

Banks’ asset quality has come under continued 
pressure in the euro area as economic and 
financial conditions have weakened to a point 
that is similar to the adverse scenario used in last 
year’s EBA stress tests. The large euro area banks’ 
average non-performing loan (NPL) ratio increased 
significantly over 2011 and the first half of 2012, 
in contrast to most other jurisdictions where NPL 
ratios have continued to drift down from crisis 
peaks (Graph 1.19). Average NPL ratios are currently 
highest for Cypriot, Greek, Irish and Italian banks, but 
a number of banks from other countries in the region 
also have very high ratios (Graph 1.20). There is also 
significant market concern about the asset quality 
of many Spanish banks given that property prices 
continue to decline in Spain and current property 
valuations may come under further downward 
pressure because of future asset purchases by the 
‘bad bank’ being introduced in Spain.

In the United States, banks’ NPL ratios have 
trended lower over recent quarters, in line with 
the gradual improvement in parts of the US 
economy. Non-performing ratios for commercial 
and consumer loans have now declined to around 
their long-run average levels, while the ratio for 
commercial real estate loans has fallen sharply, 
consistent with the partial recovery in commercial 
real estate prices (Graph 1.21). In contrast, residential 
real estate NPLs remain at very high levels of around 
8  per cent; although around one-fifth of housing 
loans are estimated to be in negative equity given 
the decline in housing prices. There are tentative 
signs of a recovery in the housing market, with 
prices rising mildly over the past few months. That 
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NPL ratios have also fallen for the large UK banks 
recently, but less so than in the United States, 
consistent with weaker conditions in the economies 
where they are most active (Graph 1.19). In response 
to concerns about the availability of credit and a weak 
domestic economy, the UK authorities introduced a 
‘Funding for Lending Scheme’ that provides public 
sector supported financing for banks that expand 
their lending to the real economy. It is not yet clear 
to what extent the reduction in bank funding costs 
under this Scheme (in the order of 1–2 percentage 
points) will boost lending.

Banks in other advanced countries have experienced 
stronger asset quality in recent years, though in some 
countries they are facing a different set of challenges 
associated with property market expansions. In 
Canada, low interest rates and strong mortgage 
competition over the past few years have contributed 
to buoyant housing construction activity and strong 
growth in property prices and household debt. This 
has given rise to concerns about housing market 
overvaluation and the potential for a correction 
in prices. In response, the authorities have been 
progressively tightening lending standards, such 
as by lowering permissible loan-to-valuation ratios 
(LVRs) and loan terms on housing loans insured 
by the government mortgage insurer. Switzerland 
is facing some similar issues, with the authorities 

there recently deciding to increase risk weights on 
high-LVR housing loans from 2013, much as the 
Australian Prudential Regulation Authority did in 
Australia in 2004.

banking Systems in the Asian 
Region
Some euro area banks have responded to balance 
sheet pressures by scaling back their presence in 
Asia. French banks, in particular, cut US dollar assets 
globally as US dollar funding became harder to 
obtain. Euro area banks’ total claims on non-Japan 
Asia fell by more than 20 per cent over the second 
half of 2011 (Graph 1.22). The decline was most 
noticeable in the trade finance and longer-term 
specialised lending markets (such as aircraft, project 
and shipping finance), but conditions in these 
markets appear to have improved in 2012. More 
generally, euro area banks’ claims on non-Japan Asia 
rose modestly over the March quarter 2012 (the 
latest available data), and bank claims data and other 
reports suggest that banks from elsewhere have 
been filling some of the gap, including large banks 
from emerging Asia, Australia, Japan and the United 
Kingdom. Some of these banks, particularly those 
from Japan, may have been attracted by stronger 
longer-term growth and profit opportunities than 
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Graph 1.23

Graph 1.24those available in their home markets. They might 
also have been taking advantage of higher US dollar 
funding as investors have cut back their lending to 
euro area banks. However, the diversification and 
other benefits from cross-border lending must be 
weighed against the resultant funding, credit and 
operational risks.

Putting these shifts in perspective, though, euro 
area banks account for only a small share of credit in 
Asia, and local Asian banks have little direct exposure 
to Europe. Asian banking systems have therefore 
been resilient to the turmoil in the euro area, and 
the local banks’ limited usage of wholesale funding 
has largely insulated them from volatility in global 
funding markets. Their profitability has also generally 
been robust over recent years and NPL ratios have 
declined to historically low levels (Graph 1.23). The 
question is whether these trends have been flattered 
by strong growth in domestic credit and nominal 
incomes in the region.

Property prices have also risen significantly in a 
few economies, especially where exchange rate 
regimes have limited the scope to raise interest rates, 
prompting authorities to introduce a range of other 
measures over recent years to cool their property 
markets (Graph 1.24). If property prices were to 

unwind, or global growth – and thus export sector 
revenue – were to slow substantially, Asian banks 
could encounter some credit quality problems. 
That said, capital buffers have increased over recent 
years to fairly high levels, which should help banks 
cope with any slowing in economic activity and 
associated rise in problem loans. The authorities in 
most of these countries also generally have room to 
ease macroeconomic policies if necessary.

Slowing economic activity in India over the past 
year has contributed to an increase in banks’ NPL 
ratios and slower profit growth, especially for some 
state-owned banks. There has also been a sharp 
increase in the share of Indian banks’ loans that 
have been restructured to assist troubled borrowers. 
In China, the banks’ aggregate NPL ratio remains 
at a low level of about 1  per cent, but there are 
signs that bank asset performance has begun to 
deteriorate this year as the pace of economic activity 
has moderated.2 Some large Chinese commercial 
banks have reported a pick-up in their NPL ratios 
for specific industries or regions, while a number of 
smaller commercial banks have recorded increases 
in their overall NPL ratios. There have also been 
reports of repayment difficulties in parts of the 

2 For information on trends in Chinese banks’ asset performance over 
the past couple of decades, see Turner G, N Tan and D Sadeghian 
(2012), ‘The Chinese Banking System’, RBA Bulletin, September,  
pp 53–63.
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private (non-bank) lending sector, which mainly 
services relatively small and higher-risk business 
borrowers. While the direct links between these 
lenders and the banking sector are not large, there 
could be indirect links and their experience may 
signal a broader deterioration in asset quality in the 
Chinese financial system that a growing number 
of commentators are now predicting. Investor 
concerns over Chinese banks’ asset quality are 
reflected in significant declines in their share prices 
over the past six months.

Concerns about the effects of slowing economic 
activity have already prompted Chinese policymakers 
to ease fiscal and monetary settings this year. They 
have also taken a number of prudential and other 
measures to support lending growth, including: 
delaying the introduction of Basel III capital standards 
by one year to the start of 2013, to be in line with the 

international timetable; and granting banks greater 
ability to price loans below benchmark lending rates 
set by the People’s Bank of China.3 Banks have also 
been encouraged to ensure that growth in lending 
to small businesses is maintained at a pace that is 
at, or above, total credit growth. To facilitate lending 
to small businesses, the China Banking Regulatory 
Commission has reduced the risk weighting on small 
business loans and allowed certain small business 
loans to be excluded from regulatory loan-to-
deposit ratio calculations. Because lending to small 
businesses currently represents a relatively small 
share of Chinese banks’ total lending, an increase in 
this type of lending could reduce concentrations in 
banks’ loan portfolios, as well as support economic 
activity, though the risks of such loans will also need 
to be carefully managed.  R

3 The larger allowable discount on Chinese banks’ loan rates is part of a 
broader move towards greater interest rate flexibility in China; all bank 
deposit rates are now permitted to be set up to 10 per cent above the 
relevant benchmark rates.
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2. the Australian Financial System

The Australian banking system remains well placed 
to cope with shocks from abroad, such as those that 
may emanate from the ongoing problems in Europe. 
Australian banks’ direct exposures to the most 
troubled euro area countries are small and declining. 
Disruptions to wholesale funding markets and/or a 
deterioration in global economic activity would likely 
be more important contagion channels to Australian 
banks from any escalation of the European problems. 
However, the banks are better positioned to manage 
these risks than prior to the 2008–2009 crisis, having 
substantially strengthened their capital, funding and 
liquidity positions over recent years. Markets seem to 
be recognising the Australian banks’ relative financial 
strength: their share prices are over 10  per cent 
higher over the past six months, compared with a 
broader Australian market increase of 4 per cent over 
the same period (Graph 2.1).

While banks’ overall asset performance has improved 
in recent quarters, challenging conditions in a few 

parts of the business sector are contributing to an 
elevated flow of new impaired assets relative to 
the pre-crisis period. If macroeconomic conditions 
were to deteriorate, banks’ asset performance would 
therefore be starting from a weaker position than 
in past years. Although the housing market has 
been weak, the key risk to the banks’ housing loan 
portfolio would be a rise in unemployment large 
enough to damage many borrowers’ capacity to 
meet their repayments. 

The growth in banks’ profits has slowed in recent 
reporting periods as their bad and doubtful debt 
charges have stopped falling, or in some cases, 
increased. Revenue growth has been constrained 
by modest credit growth and pressures on margins. 
Even so, aggregate profitability of the banks remains 
strong. Looking ahead, how banks respond to these 
obstacles to profit growth could be a key factor for 
financial stability over the medium term. While there 
is little evidence over the past year that they have 
been imprudently easing lending standards in a 
bid to boost their credit growth, they are seeking 
ways to sustain the growth in their profitability, 
including, in some cases, through cost cutting. Such 
strategies will need to be pursued carefully to ensure 
that risk management capabilities and controls are 
maintained.

The general insurance industry remains well 
capitalised and underwriting results have returned 
to more normal levels after the adverse effects of 
the natural disasters in late  2010 and early  2011. 
Lenders’ mortgage insurers (LMIs) have in some 
cases reported reduced earnings during the past six 
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months, as recent weakness in residential property 
markets has boosted the number and average 
size of claims on them. Were this property market 
weakness to be extended and coupled with higher 
unemployment, LMIs could experience even higher 
claims. The LMI sector is well positioned, though, 
because its capital requirements are calibrated to 
withstand a substantially weaker outcome than is 
currently in evidence.

banks’ euro Area Risks
Australian-owned banks continue to report very 
limited direct exposures to the sovereign debt 
of euro area countries facing the greatest fiscal 
problems (Table  2.1). On the assets side of their 
balance sheets, the banks are still indirectly exposed 
to euro area sovereign debt problems through 
several channels. One is through their claims on euro 
area banks – such as the French, German and Dutch 
banks – which in turn have substantial exposures to 
the weaker euro area countries. Australian-owned 
banks’ exposures to these euro area banks are 
quite low, however, at less than 1 per cent of their 
consolidated assets as at end March  2012. A more 
important indirect transmission channel would be if 
the European problems resulted in a sharp slowing 
in global, and consequently, Australian economic 
growth. Depending on the nature and size of 

any economic slowdown, Australian banks’ asset 
performance could deteriorate in such a situation.

As the experience of the past few years has shown, 
the biggest risk from an escalation of European 
problems comes from the liabilities side of the 
Australian banks’ balance sheets. In particular, 
tensions in Europe could trigger a renewed increase 
in risk aversion and disruption to global capital 
markets, which would likely undermine Australian 
banks’ access to offshore wholesale funding. 
Compared with several years ago, however, banks 
are in a better position to cope with such disruptions.

Funding and Liquidity
The ongoing difficulties in Europe have been 
contributing to volatile funding conditions for 
Australian banks, but in recent quarters wholesale 
funding pressures have eased from the levels of 
late last year. Offshore investors have focused on 
the relatively strong position of the Australian banks 
compared with those in some other countries. The 
banks have therefore been able to take advantage 
of periods of more favourable market conditions to 
issue opportunistically.

The Australian banks issued around $50  billion of 
bonds in the past six months, mostly in unsecured 
form. This was a little less than the amount issued in 

Table 2.1: Australian-owned Banks’ Claims on the Euro Area
Ultimate risk basis, as at end March 2012

     Total             of which:

Banks Public 
sector

Private 
sector

 
 

$ billion
Per cent of

assets
Per cent of

assets
Per cent of

assets
Per cent of

assets

Euro area 48.1 1.6 0.7 0.3 0.5
of which:      

Greece, Ireland, Italy, 
Portugal and Spain 4.7 0.2 0.0 0.0 0.1

France, Germany and 
the Netherlands 38.9 1.3 0.6 0.3 0.4

Source: APRA
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the previous six months, and slightly exceeded their 
maturities over the same period (Graph 2.2). Around 
$15 billion of these maturities were government-
guaranteed bonds, the outstanding stock of which 
has declined to around $85 billion in August 2012, 
down from a peak of $150 billion in June 2010. Of the 
issuance of wholesale debt over the past six months, 
about $14  billion was covered bonds, with about 
85 per cent being issued offshore. On average, the 
major banks have now used around one-quarter of 
their covered bond issuance capacity as defined by 
a regulatory cap. Given covered bonds have tended 
to be more resilient to turbulent funding market 
conditions, the cap on their issuance may warrant 
keeping some issuance capacity in reserve in case 
conditions deteriorate again.

secondary markets are still generally wider than they 
were in 2011, though well below the 2009 peaks.

The pricing of banks’ senior unsecured bonds relative 
to benchmark rates remains higher than in recent 
years but significantly less than the peaks at the 
end of 2011, when concerns about the euro area 
banking sector and sovereign debt crisis intensified. 
Spreads relative to Commonwealth Government 
Securities on 5-year unsecured bank bonds have 
declined by around 80  basis points in recent 
months and are now at similar levels to mid 2011  
(Graph 2.3). Continued demand for high-quality 
assets and limited issuance has seen spreads on 
covered bonds narrow considerably since the start 
of the year.

The risks Australian banks could face from their use 
of wholesale funding are being mitigated through 
the ongoing compositional change to the liabilities 
side of their balance sheets (see ‘Box A: Funding 
Composition of Banks in Australia’). Deposit growth 
has remained strong, at around 9  per cent in 
annualised terms over the past six months, reducing 
banks’ wholesale funding needs. However, the 
strong competition for deposits has widened their 
spreads relative to benchmark rates, contributing 
to an increase in banks’ funding costs relative to the 
cash rate. Deposits now account for 53 per cent of 
banks’ funding, up from about 40  per cent in 2008 
(Graph  2.4). The major banks are generally aiming 

Conditions in residential mortgage-backed securities 
(RMBS) markets have also improved in the past six 
months, with $8 billion of these securities issued over 
this period, compared with the very low issuance in 
the March quarter. Around 75 per cent of the recent 
issuance by value has been by smaller institutions. 
The Australian Office of Financial Management 
continued to support some of these deals, though it 
was not needed in some eligible deals recently due 
to relatively strong private sector demand, consistent 
with improving market conditions. RMBS spreads in 
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to fund new lending with new deposits on a dollar 
for dollar basis; changes in their stock of lending and 
deposits show this has been happening for some 
time (Graph 2.5). This approach is likely to support 
a continued upward trend in the proportion of 
funding sourced from deposits, at least in the near 
term. Stronger competition for deposits would mean 
banks would face the prospect of their margins 
coming under pressure from further increases in 
funding costs, though the risk to their profits would 
be mitigated to the extent banks can reprice their 
loan books. 

Table 2.2: Banks’ Liquid Assets
Domestic books, excludes interbank deposits

March 2007 March 2009 March 2012
Level Share(a) Level Share(a) Level Share(a)

$ billion Per cent $ billion Per cent $ billion Per cent
Liquid assets 98 6 199 8 270 10
Commonwealth Government 
& semi-government securities 6 6 29 15 82 30
Short-term bank paper 54 56 94 47 59 22
Long-term bank paper 9 10 42 21 79 29
Other(b) 28 29 33 17 50 18
Total bank assets 1 640 2 411 2 636
Memo: Self-securitised assets 0 142 178
(a) Share of total A$ assets, subcomponents are the share of liquid assets
(b) Includes notes and coins, A$ debt issued by non-residents and securitised assets (excluding self-securitised assets)
Sources: ABS; APRA; RBA

Graph 2.4 Graph 2.5

Banks have also improved their ability to manage 
funding stress by strengthening their liquidity 
positions. Liquid assets – cash and securities eligible 
for normal repo operations with the RBA – currently 
account for about 10  per cent of banks’ domestic 
Australian dollar assets, up from around 6  per 
cent in early 2007 (Table  2.2). In addition, banks’ 
holdings of self-securitised RMBS have increased, 
and now total around $180  billion (7  per cent of 
domestic Australian dollar assets), up from about 
$145 billion in 2011. The composition of liquid asset 
portfolios has also changed over recent years, with 
an increasing share held in government securities 
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and long-term bank bonds, and less in short-term 
bank paper. These trends in banks’  liquidity positions 
are partly a response to the forthcoming Basel III 
liquidity standards which will require banks to hold 
more and higher-quality liquid assets. A structural 
shortage of higher-quality liquid assets in Australia, 
stemming from the low level of government debt, 
means banks will also need to access the RBA’s 
Committed Liquidity Facility to meet part of their 
Basel  III requirements. The Australian Prudential 
Regulation Authority (APRA) is in the process 
of developing a framework for determining the 
extent to which banks will be able to count this 
facility towards meeting their Liquidity Coverage 
Ratio versus holding more eligible liquid assets or 
changing their business models to reduce their 
liquid asset requirements.

Credit Conditions and Lending 
Standards
Banks’ domestic loan books have continued to grow at 
a relatively modest pace in recent quarters, despite a 
pick-up in business credit (Graph 2.6). As discussed in 
the ‘Household and Business Balance Sheets’ chapter, 
households’ demand for credit remains restrained 
as they continue to consolidate their balance 
sheets; growth in financial institutions’ lending to 
households slowed a little to an annualised rate of 
around 4 per cent in recent months compared with 
41/2  per cent in the second half of 2011. Following 
a number of years of below-system growth, the 
smaller Australian-owned banks have recently 
recorded a stronger rate of growth in household 
lending to now be broadly in line with the major 
banks. After contracting over much of the past three 
years, financial institutions’ lending to businesses has 
picked up in recent months, to an annualised growth 
rate of around 61/2 per cent, driven by the major and 
foreign-owned banks.

According to industry liaison, household and 
business credit growth is expected to remain fairly 
subdued for some time because of weak demand. If 
this proves correct, banks could struggle to achieve 

the rate of profit growth they were accustomed 
to in previous decades of rapid credit growth. In 
this environment, it would be undesirable if banks 
responded by loosening their lending standards or 
imprudently shifting into new products or markets 
in a bid to boost their balance sheet growth. While 
lending standards have eased somewhat since 
2009, over the past year they appear to have been 
largely unchanged. Recently, some banks have been 
adjusting their assessments of borrower’s repayment 
capabilities by shifting to a new data source on 
estimated living expenses, but the net effect of 
this on the overall availability of credit is likely to 
be minor (for more details, see the ‘Household and 
Business Balance Sheets’ chapter).

Asset performance
Banks’ asset performance has gradually improved 
over the past two years but remains weaker than in 
the years leading up to the 2008–2009 crisis. On a 
consolidated group basis, the ratio of non-performing 
assets to total on-balance sheet assets has declined 
from a peak of 1.7 per cent in mid 2010, to 1.4 per 
cent in June 2012 (Graph 2.7). The improvement over 
this period was mostly driven by a fall in the share 
of loans classified as impaired (i.e. not well secured 
and where repayment is doubtful), while the share 
of loans classified as past due (where the loan is in 
arrears but well secured) declined only slightly.

Graph 2.6
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Graph 2.7 Graph 2.8

Graph 2.9In recent years, quarterly inflows of newly impaired 
assets have been at a higher level than prior to the 
crisis, which helps explain the sluggish decline in 
the impaired assets ratio (Graph 2.8). Liaison with 
banks indicates that commercial property exposures 
have been a key driver of this elevated flow of new 
impairments, though loans to other sectors have also 
contributed, including agriculture and retail trade. As 
discussed in the ‘Household and Business Balance 
Sheets’ chapter, some businesses have been facing 
pressures over the past few years. If these uneven 
business conditions continue, the flow of newly 
impaired assets could remain elevated for some 
time, though it may not return to pre-crisis levels in 
any case given that the years leading up to the crisis 
were characterised by buoyant asset valuations.

Consistent with the industry liaison, commercial 
property exposures continue to account for a 
large share of the impaired assets in the banks’ 
domestic business loan portfolios (Graph 2.9). 
Over the six months to June, the value of banks’ 
impaired commercial property loans declined by 
about 13  per cent to $8  billion, partly due to sales 
of troubled exposures. Around 41/2 per cent of banks’ 
commercial property exposures are still classified 
as impaired, down from a peak of over 6  per cent 
in 2010. Looking forward, pressures on valuations, 
particularly in non-prime locations, could lead to 

further losses from banks’ troubled commercial 
property exposures.

For banks’ overall domestic business loan portfolios, 
the non-performing share stood at 2.9  per cent in 
June, down from 3.2  per cent in December 2011 
(Graph 2.10). The bulk of these non-performing 
business loans are classified as impaired rather 
than past due, and may therefore generate future 
write-offs (Graph 2.11).

More detailed data from the major banks’ Basel  II 
Pillar  3 disclosures show that, on a consolidated 
group basis, business loan impairment rates 
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Graph 2.10 Graph 2.12

Graph 2.11

cafes and restaurants. These data also show that 
the average business loan write-off rate increased 
slightly during the six months to March 2012, with 
the property and business services, and construction 
industries continuing to have relatively high write-off 
rates.

Asset performance in the banks’ domestic mortgage 
portfolios has been fairly steady in recent quarters. 
The share of the banks’ domestic housing loans that 
is non-performing remained around 0.7  per cent 
over the six months to June, after falling slightly in 
the second half of 2011 (Graph 2.10). Within this, the 
share of past-due loans has declined a little since 
its peak in mid  2011, while the share of impaired 
loans has continued to edge up slowly, consistent 
with the weakness in housing prices in some parts 
of Australia (Graph 2.11). Further declines in housing 
prices could result in more impaired housing loans, 
though recent indicators suggest that prices are 
beginning to stabilise in many regions.

The improvement in banks’ domestic asset 
performance over the first half of 2012 was 
broad based across the industry (Graph 2.13). 

declined across most industries during the six 
months to March  2012 (Graph 2.12). A notable 
exception was loans to the construction industry, 
where the average impairment rate increased fairly 
sharply over this period. Although the construction 
industry now has the highest impairment rate of all 
industries, it accounts for only a small share, around 
4 per cent, of the major banks’ total business loans. 
Other industries with above-average impairment 
rates include property and business services 
(incorporating commercial property), agriculture, 
forestry, fishing and mining, and accommodation, 
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Graph 2.14

Foreign-owned banks, along with the smaller 
Australian-owned banks, continue to have weaker 
asset performance than the major banks, in 
large part due to problems in their business loan 
portfolios. The non-performing assets ratio for credit 
unions and building societies (CUBS) rose a little 
over the six months to June but remains much lower 
than that for the banks. Compared with banks, CUBS 
make a larger share of their loans to households, so it 
is not surprising that their overall asset performance 
is better. But this also means the recent weakness 
in the housing market may have a bigger effect on 
their loan portfolios.

Capital and profits
The Australian banks have continued to strengthen 
their capital positions over recent years, helping 
improve their resilience to shocks. Their aggregate 
Tier 1 capital ratio rose further over the first half of 
the year, to 101/2 per cent of risk-weighted assets, up 
from about 81/2  per cent in mid  2009 (Graph  2.14). 
This increase has been broad based, with most 
individual banks reporting increases in their Tier  1 
capital ratios in the range of 1 to 3  percentage 
points in the past couple of years. This reflects the 
increased emphasis on Tier 1 capital and that some 
Tier 2 instruments will not qualify as capital under 
Basel III. The banks’ aggregate Tier 2 capital ratio has 
continued to decline in recent quarters as banks 
have chosen not to replace most of their maturing 
subordinated debt. As a result, the total capital ratio 
has not risen as much as the Tier  1 ratio in recent 
years, but it is still relatively high at 11.8  per cent 
in June  2012. CUBS have maintained their higher 
capital ratios, consistent with their less diversified 
business models and different corporate structure; 
their aggregate Tier 1 capital ratio stood at 15.7 per 
cent in June 2012.

After issuing large amounts of new equity in 2008 
and 2009, most of the growth in banks’ Tier 1 capital 
in recent years has been organic, mainly through 
earnings retention. Banks’ stock of retained earnings 
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Banks’ non-performing overseas assets were steady 
at around 0.3  per cent of their consolidated assets 
in the year to June, after peaking in mid  2010 at 
0.4 per cent. However, the performance of the banks’ 
overseas assets has been mixed across countries 
in recent quarters. For the banks’ New Zealand 
operations, which account for about 40  per cent 
of their foreign exposures, asset performance has 
improved over recent quarters and should continue 
to do so if the better economic conditions in New 
Zealand persist. In contrast, the actual and expected 
asset performance of the banks’ UK operations, 
which represent around 20 per cent of their foreign 
exposures, remain weaker given the fragile UK 
economy.
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good position to meet the first stage of the Basel III 
requirements that are being phased in from 2013. 
For the larger banks, APRA expects the necessary 
remaining increase in capital should be able to be 
met through earnings retention policies.

As noted, Australian banks have generally continued 
to post strong profits in recent reporting periods, 
though the rate of growth has slowed compared with 
the past few years. In their latest half-year results, the 
four major banks recorded an aggregate headline 
profit after tax and minority interests of around 
$11 billion (Graph 2.16). This was about $0.1 billion 
(1 per cent) higher than in the same period a year 
earlier, after adjusting for the effect of a large, one-off 
tax benefit in 2011. Revenue growth over the year 
was steady at around 5  per cent. After falling over 
the past few years and supporting profit growth, bad 
and doubtful debt charges look to have troughed. 
They rose by about 15 per cent in the latest half-year 

has increased by $14 billion since early 2010, 
contributing close to 1 percentage point (or 70 per 
cent) of the increase in their Tier 1 capital ratio over 
this period (Graph 2.15). At the same time, banks 
have been adding to their stock of ordinary equity 
through dividend reinvestment plans (DRPs). Over 
the past couple of years, around $11 billion of equity 
has been issued to existing shareholders through 
these plans. Many banks have removed the caps on 
equity available through DRPs since early 2007 in 
an effort to enhance their capital raising flexibility. 
Over the past couple of years, most major banks 
have either removed or reduced the discounts on 
ordinary equity offered through their DRPs. Modest 
growth in risk-weighted assets over the past few 
years, mainly as a result of subdued credit growth 
and a gradual shift in the portfolio towards lower-risk 
assets, has also made it easier for banks to increase 
their capital ratios.
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The upcoming Basel III capital requirements place 
greater emphasis on core capital than under Basel II, 
so banks are likely to continue building up their 
equity capital given the positive outlook for bank 
profit levels. Though the measurement of capital 
under Basel  II is not strictly comparable to Basel  III, 
the significant increase in the Tier  1 capital ratio 
over the past few years already puts the banks in a 
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reporting period, mostly due to higher impairments 
in the major banks’ UK operations.

For the major banks, analysts are generally expecting 
bad and doubtful debt charges to level out over 
the next year. With revenue growth tending to 
match growth in operating expenses, the banks are 
continuing to focus on improving cost efficiency; 
a number of them have announced cost-cutting 
initiatives, including targeted staff cuts in some areas. 
Looking ahead, analysts are currently forecasting 
the major banks’ aggregate profits to rise by about 
12  per cent in the next half-year reporting period 
and their return on equity to remain around 15 per 
cent, similar to the past two years (Graph 2.17).

and charges for bad and doubtful debts to decline. 
Other authorised deposit-taking institutions have 
had relatively small changes in their profitability: 
the foreign-owned banks and building societies 
increased their aggregate profits in their latest 
half-year results while credit unions’ profitability fell 
slightly.

Overall, while banks’ profitability is expected to 
remain high, a continuation of the modest credit 
growth environment and higher funding costs is 
likely to constrain future profit growth. The challenge 
for the industry in this environment will be to 
avoid taking on unnecessary risk or cutting costs 
indiscriminately in a bid to sustain unrealistic profit 
expectations, as this could ultimately sow the seeds 
of future problems.

General Insurance
The general insurance industry remains well 
capitalised at 1.8  times the minimum capital 
requirement, similar to the levels of the past couple 
of years. Underwriting results have returned to more 
normal levels after the adverse effects of the natural 
disasters in late 2010 and early 2011. However, return 
on equity for the industry, at around 15  per cent 
annualised for the June half 2012, remains below 
the average over the years leading up to the global 
financial crisis (Graph  2.18). A challenge for the 
industry is operating in a low-yield environment, 
which is related to the ongoing difficulties in Europe 
and weak growth in the major countries’ economies. 
Because insurers invest premium revenue in  
generally low-risk assets to cover future claim 
payments, the lower the investment yield, the more 
premium that needs to be collected to cover future 
claims, particularly for ‘long-tail’ insurance products 
such as liability insurance. While the insurance 
industry has been increasing premium rates in 
response to higher reinsurance costs (related to 
the recent natural disasters), competitive pressures 
may limit insurers’ capacity to raise premium rates 
further. In this environment, it would be undesirable 
if insurers sought to improve their profitability by 

Graph 2.17

In aggregate, the regional Australian banks reported 
a loss after tax and minority interests of $30 million 
in their latest half-year results, with profits falling by 
around $300 million compared with the same period 
a year earlier. The main contributor to the loss was a 
sharp rise in charges for bad and doubtful debts to 
$600  million, up from $200  million in the previous 
reporting period. This was mainly due to losses on 
commercial property loans at a couple of the banks 
that are more exposed to the weaker Queensland 
market. Analysts expect the losses to be a once-off, 
with the asset performance of the regional banks 
forecast to stabilise in the next reporting period 
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investing imprudently in riskier, higher-yielding 
investments.

The profits of lenders’ mortgage insurers (LMIs) 
have come under some pressure from the recent 
weakness in the residential property market, which 
has boosted the number and average size of claims, 
although their overall profitability over the past 
year remains solid. A prolonged or more severe 
downturn in property prices combined with higher 
housing loan arrears (for instance, due to higher 

unemployment), would increase claim rates further 
and reduce profits. As noted earlier, though, recent 
indications are that the housing market is beginning 
to stabilise. The LMI sector holds about 11/2 times a 
minimum capital requirement that is designed to 
absorb losses from a very severe housing market 
downturn. While the LMIs are currently rated highly 
by the major rating agencies, Moody’s is in the 
process of reviewing its global methodology for 
rating LMIs, which could result in changes to the 
Australian LMIs’ ratings. Prior to this review, it had 
flagged the Australian LMIs for a possible downgrade, 
noting its concern that their capital buffers would 
be tested in the event of a severe downturn in the 
Australian residential property market.

managed Funds
Unconsolidated assets under management in the 
Australian funds management industry grew by 
9 per cent in annualised terms over the six months 
to June, to $1.9 trillion, more than reversing a decline 
over the second half of 2011 (Table 2.3). The rise was 
driven by superannuation funds, whose assets under 
management rose by 12  per cent in annualised 
terms, and now represent over 70  per cent of the 
unconsolidated assets of managed funds.

Graph 2.18

Table 2.3: Assets of Domestic Funds Management Institutions
As at end June 2012

Six-month-ended 
annualised change

Level Share of total Dec 11 Jun 12
$ billion Per cent Per cent Per cent

Superannuation funds 1 349 72 –4.6 12.1
Life insurers(a) 235 12 –5.2 5.6
Public unit trusts 260 14 –10.9 –3.6
Other managed funds(b) 38 2 –0.6 4.2
Total (unconsolidated) 1 882 100 –5.6 8.8

Of which:

Cross investments 382 – –10.2 5.9
Total (consolidated) 1 500 – –4.3 9.5
(a) Includes superannuation funds held in the statutory funds of life insurers
(b) Cash management trusts, common funds and friendly societies
Source: ABS
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Superannuation funds’ holdings of cash and  
deposits continued to grow, in part reflecting the 
heightened demand for safer assets in an uncertain 
investment environment (Graph 2.19). Even so, 
equities and units in trusts remain the largest 
component of superannuation investments at 
40  per cent of funds under management. About 
20  per cent of their equity holdings or 6  per cent 
of their total assets are invested in equity issued by 
Australian banks. Superannuation funds’ holdings of 
domestic bank equity have increased over the past 
two decades, and now account for over one-quarter 
of the equity issued by banks. However, the share 
of total superannuation assets that is invested in 
domestic bank equity has remained steady over the 
past decade. 

Partly because they have quite long investment 
horizons, superannuation funds have been willing 
to purchase Australian bank equity even during 
times of market strain; their net purchases during 
the height of the global financial crisis exemplifies 
this behaviour. Indeed, throughout the past decade 
or so, superannuation funds have been more often 
net purchasers of bank equity than net sellers during 

periods when bank share prices have declined. As 
the size of the superannuation industry grows, these 
funds should continue to be a valuable source of 
new capital, should it be required, for the banking 
sector in stress conditions. 

Against a backdrop of relatively steady contribution 
inflows, superannuation funds have experienced 
mixed investment performance in recent years 
associated with the volatility in global financial 
markets (Graph 2.20). A recovery in share markets 
during the March quarter this year drove a pick-up 
in funds’ investment returns, but this was partially 
offset by declining share prices in the June quarter. 
Over the year to June, superannuation funds in 
aggregate recorded little net investment income.

Life insurers’ funds under management rose by 
about 6  per cent in annualised terms in the six 
months to June 2012. Their profitability increased 
over the six months to June, aided by investment 
returns on fixed-interest securities (Graph 2.21). The 
life insurance industry remained well capitalised 
at 1.4 times the minimum requirements as at  
June 2012.
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Graph 2.22

Graph 2.21 by 6  per cent over the same period to an average 
of $158 billion per day – the lowest level since the 
March quarter 2006, and about 22  per cent below 
the peak in the March quarter 2008.

Settlement of low-value transactions, such as 
direct entry, consumer electronic (cards-based) 
payments and cheque transactions, also occurs in 
RITS through a daily batch, rather than on a real-time 
gross settlement basis. To increase the efficiency 
of the settlement of these transactions, the Bank 
recently implemented a new system, the Low Value 
Settlement Service (LVSS). The settlement of direct 
entry transactions was successfully migrated to the 
LVSS in May 2012, followed by the clearing system 
for consumer electronic transactions in August. The 
clearing system for cheques is expected to migrate 
in October. Currently, an average of about $17 billion 
of transactions are settled using the LVSS each day.

The two ASX central counterparties, ASX Clear and 
ASX Clear (Futures), use a variety of risk controls to 
centrally manage counterparty risk in Australia’s 
main exchange-traded equities and derivatives 
markets. These include the collection of margin 
from participants, and pooled risk resources  
(i.e. ‘default funds’). Variation or mark-to-market 
margin is collected from participants on a daily 
basis to cover the risk exposure resulting from actual 
changes in the value of their positions. Initial margin 
is also collected for participants’ new positions, to 
cover the potential future risk exposure from changes 
in the value of a defaulting participant’s positions 
between the last collection of variation margin and 
the time at which the positions can be closed out. 
Currently, at ASX Clear, initial margin is collected on 
derivatives positions only, but ASX Clear is working 
towards introducing routine margining of equities in 
the 2012/13 financial year.

Margin held at the central counterparties provides 
an indication of the aggregate risk of open positions 
held in normal market conditions. Margin held 
on derivatives positions cleared by ASX Clear 
continued to decline over the first half of 2012, as 
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Financial market Infrastructure
The Reserve Bank’s high-value payments settlement 
system, RITS, continued to operate smoothly during 
the past six months, settling around 4  million 
payments worth $16 trillion – equivalent to around 
25 times the value of GDP over the same period. The 
average daily volume of transactions was 5 per cent 
higher in the six months to September compared 
with the previous half year (Graph 2.22). In contrast, 
the value of transactions settled in RITS declined 
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turnover decreased and margin rates were adjusted 
downwards to reflect the more benign market 
conditions (Graph 2.23). Margin rates for derivatives 
cleared by ASX Clear (Futures) were also lowered 
during the first half of 2012, but this was more than 
offset by increased turnover in the most commonly 
traded contracts, resulting in higher margin held 
overall.

While some margin rates have been lowered, this has 
been done incrementally. The central counterparties 
have maintained margin rates for the most commonly 
traded contracts above the rates recommended by 
their backward-looking statistical models, reflecting 
caution as to the possible effects on market volatility 
of ongoing international uncertainty, and to guard 
against frequent procyclical changes in margin rates.
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Since the onset of the global financial crisis, there has 
been a pronounced shift in the funding composition 
of banks in Australia. In particular, there has been a 
move away from the use of wholesale debt securities, 
including securitisation, towards domestic deposits. 
The crisis spurred banks, investors and regulators 
globally to reassess funding risks, and the Australian 
banks have responded to the resulting pressures 
to secure more stable funding sources. An increase 
in the use of deposits has been evident across all 
types of banks in Australia, although it has been 
most pronounced for the regional and other smaller 
Australian-owned banks, which had previously used 
securitisation more heavily (Graph A1). These banks 
have increased their share of deposits broadly across 
most products, whereas most of the growth in the 
major and foreign-owned banks’ deposits (and the 
banking sector’s deposits as a whole over recent 
years) has been concentrated in term deposits. 
Reflecting greater competition, term deposits now 
attract higher interest rates than a number of other 
forms of deposits and wholesale debt securities of a 
similar maturity.1

Australian banks in aggregate have also slightly 
increased stable funding in the form of long-term 
wholesale debt and this has been complemented by 
a sharp fall in the share of short-term wholesale debt. 
Most of this decline was in domestic debt; the share 
of domestic short-term debt in total bank funding 
has declined from a peak of over 20 per cent in early 
2008 to around 10 per cent recently (Graph A2). The 
share of short-term debt issued overseas has fallen 
somewhat less, from a peak of 15 per cent of funding 
prior to the crisis to 12  per cent currently. There 

1 For more in-depth discussion of the role of deposits in bank funding 
costs, see Deans C and C Stewart (2012), ‘Banks’ Funding Costs and 
Lending Rates’, RBA Bulletin, March, pp 37–43.
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are a number of possible reasons why the share 
of domestic short-term debt has declined more 
than that of offshore short-term debt. Domestic 
investors are likely to have had more opportunity 
to substitute away from short-term debt securities, 
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fluctuations in exchange rates have little effect on 
domestic banks’ profits or equity.2

The funding composition of Australian banks 
can be compared with banks in other advanced 
countries using a number of simple metrics, such as 
the wholesale funding ratio, the customer deposit 
funding ratio, the foreign funding ratio and the 
loan-to-deposit ratio. Cross-country comparisons 
are complicated by a lack of fully consistent data, 
but some general observations based on estimates 
of these metrics for different banking systems can 
still be made. The Australian banking system has a 
wholesale funding ratio of about 34 per cent, which 
is similar to Sweden, but higher than a number of 
other countries (Table A2). Euro area banks have 

2 For more information, see RBA (2010), ‘Box B: Foreign Currency 
Exposure and Hedging Practices of Australian Banks,’ Financial Stability 
Review, March, pp 38–40.

such as certificates of deposits, to term deposits 
offering higher interest rates. Banks are also holding 
less of each other’s securities now than at the height 
of the global financial crisis. Additionally, as banks 
have tried to increase the average maturity of their 
funding, they have been relatively more inclined to 
reduce issuance of domestic short-term debt, which 
typically has shorter maturities than short-term debt 
issued offshore because the two investor bases have 
different preferences. Estimates suggest that the 
average residual maturity of banks’ offshore short-
term wholesale debt is around four months, while 
that of domestic debt is generally less than two 
months. Within banks’ offshore short-term funding, 
around half is debt securities, mainly commercial 
paper, with the remainder being deposits whose 
maturity characteristics will often be similar to that 
of debt securities (Table A1).

Long-term wholesale debt currently accounts 
for about 16 per cent of banks’ funding, up from a 
low of about 13 per cent in late 2007. Most of the 
increase has been in domestic long-term debt; the 
share of offshore long-term debt has been broadly 
unchanged since 2007. After rising initially following 
the onset of the crisis, the share of long-term debt 
has declined a little in the past year or so, as strong 
deposit growth and modest credit growth has 
reduced the banks’ wholesale funding requirements. 
Although the term to maturity of newly issued 
bonds has increased, because issuance levels have 
not been particularly high the average residual 
maturity of banks’ long-term wholesale debt has 
hardly changed in recent years, remaining at just 
over three years (Graph A3).

Around 15  per cent of banks’ liabilities are 
denominated in foreign currency, with non-resident 
liabilities comprising around 90  per cent of this 
share. The foreign currency share of banks’ liabilities 
has fallen by about 3  percentage points over the 
past two years. The long-standing and prudent 
practice of hedging foreign-currency denominated 
exposures back into Australian dollars ensures that 
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lower wholesale funding ratios but they also make 
more use of interbank deposits than Australian 
banks; these deposits are not counted as part 
of wholesale funding, but arguably share similar 
characteristics. US and Canadian banks’ certificates 
of deposit are not recorded as wholesale funding, 
even though at least some investors in these 
instruments may behave in a similar way. While 
wholesale funding is often assumed to be less stable 
than customer deposit funding, a higher wholesale 
funding ratio for the Australian banking system 
does not necessarily indicate higher funding risks – 
the maturity and diversity of wholesale funding are 
also important factors to consider; as noted earlier, 
some wholesale funding is at quite long terms. Also, 
because an investor’s decision to lend to a bank is 
largely based on a credit assessment of the bank’s 
assets, the Australian banks’ fund-raising activities 
in global capital markets has created a strong 
incentive for them to maintain high credit ratings 

and sound asset quality, factors which improve the 
stability of their funding base.3

Australian banks’ use of foreign funding is also often 
singled out by some observers as a potential source 
of vulnerability. However, the foreign funding ratio 
for the Australian banking system is lower than for 
banking systems in Europe outside the euro area, 
mainly because Australian banks raise little non-
resident deposit funding. Non-resident deposit 
funding can be less stable than domestic deposits, 
as the recent experience of some euro area banking 
systems demonstrates (see ‘The Global Financial 
Environment’ chapter). Also, as noted earlier, 
Australian banks hedge almost all of their foreign 
currency denominated exposure to manage the 
foreign exchange risk.

3 On the importance of maintaining high-quality assets, see 
Debelle G (2011), ‘Collateral, Funding and Liquidity’, Address to 
Conference on Systemic Risk, Basel III, Financial Stability and 
Regulation, Sydney, 28 June.

Table A2: Bank Funding Structures in Selected Countries(a)

June 2012, per cent

Wholesale  
funding ratio(b)

Customer 
deposit 

funding ratio(b), (c)

Foreign  
funding ratio(d)

Loan-to-deposit 
ratio

Australia 34 49 24 135

Canada 23 67 10 103

Euro area 23 41 15 110

France 20 32 19 110

Germany 20 46 18 107

Japan 21 72 12 73

Sweden 33 40 34 129

Switzerland 21 55 27 97

United Kingdom 24 59 48 138

United States 13 73 24 77
(a)  Funding ratios across banking systems are subject to definitional differences; certificates of deposits are classified as wholesale 

funding in all countries except Canada and the United States, where these instruments are eligible for deposit insurance
(b) Expressed as a share of funding liabilities (total liabilities including equity less derivatives and other non-debt liabilities)
(c) Customer deposits are total deposits minus deposits from banks and other monetary financial institutions 
(d) Gross foreign liabilities of BIS reporting banks on a locational basis, expressed as a share of total liabilities and equity; data as  
 at 31 March 2012
Sources: APRA; BIS; Bloomberg; FDIC; OSFI; RBA; central banks
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The loan-to-deposit ratio for the Australian banking 
system is higher than those for the other large 
advanced banking systems in Table  A2, with the 
exception of the United Kingdom, though it is 
comparable to that in Sweden. The Australian banks’ 
ratio has declined significantly since the onset of 
the global financial crisis, as deposit growth has 
outpaced credit growth. Loan-to-deposit ratios can 
be misleading indicators of the vulnerability of a 
bank’s funding profile: very different ratios can apply 
to banks with the same funding mix but different 
shares of banking and trading book assets on their 
balance sheets. In the Australian banks’ case, the 
relatively high loan-to-deposit ratio partly reflects 
their lower share of trading book assets. A low 
loan-to-deposit ratio is not necessarily an indicator 
of stability as there are numerous instances over 
recent years where banks have invested their ‘excess’ 
deposits in trading securities or other assets that 
proved to be riskier than domestic loans.  R
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The household sector has continued to consolidate 
its financial position in 2012. The household saving 
ratio appears to have stabilised at a level significantly 
above that recorded in the 1990s and early to mid 
2000s, and households have been actively shifting 
their portfolios towards more conservative assets 
such as deposits. Household borrowing has also 
slowed in recent years to a pace that is more in 
line with income growth and many households are 
choosing to repay their existing debt more quickly 
than required. Though there are some isolated 
pockets of weakness, aggregate measures of 
financial stress remain low. However, with aggregate 
indebtedness still around historically high levels, 
a continuation of the recent borrowing restraint 
would help strengthen the financial resilience of 
households. 

Overall, business balance sheets are in good shape, 
with gearing and debt-servicing ratios at relatively 
low levels, though profits have moderated recently. 
The dispersion in economic conditions across sectors 
has continued in recent quarters, with firms in some 
industries facing challenges associated with the high 
level of the exchange rate and the weak housing 
market as the Australian economy goes through 
a period of structural change. These pressures are 
evident in banks’ business loan performance: inflows 
of newly impaired business loans remain elevated 
and, associated with this, the non-performance rate 
on banks’ business loans has declined only modestly 
from its peak a couple of years ago.

Household Sector
The household sector’s more prudent financial 
behaviour has continued in 2012. The saving ratio 
has averaged around 91/2  per cent of disposable 
income for the past few years, well above its level 
of five to ten years ago (Graph 3.1). Disaggregated 
household-level data from the Household, Income 
and Labour Dynamics in Australia (HILDA) Survey 
show that this increase in saving was broad based 
across most income and age groups, with the 
exception of retirees, who typically dissave and 
are disproportionately represented in the lowest 
income quintile, as well as other households with 
low or temporarily low incomes (Graph 3.2). 

The higher rate of saving has partly been motivated 
by a desire to rebuild wealth following the falls in 
asset prices over recent years. Real net worth per 
household has declined by 111/2 per cent from its 

3.  Household and business  
balance Sheets
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2007 peak, in contrast to the strong growth in the 
years leading up to that point (Graph 3.3). Much 
of the decline has reflected weakness in housing 
values. Average housing prices are around 6 per cent 
below their 2011 peak nationally, and even further 
below their peaks in Melbourne and south-east 
Queensland, where earlier overdevelopment locally 
may have weighed on prices. While prices nationally 
have stopped falling in recent months, any future 
recovery is unlikely to produce housing price growth 
much faster than income growth, as was seen 
through much of the 1990s and 2000s, because that 

earlier period was one of adjustment to the structural 
decrease in nominal interest rates and liberalisation 
of the banking system.

Households’ more circumspect financial behaviour 
is also related to a decrease in their appetite for 
risk and riskier assets. For example, on top of the 
effect of declining equity prices, households have 
actively reduced their equity holdings. As a result, 
the share of households’ financial assets held directly 
in equities (i.e. outside superannuation) has roughly 
halved, from 18 per cent in 2007 to 81/2 per cent in 
March 2012 (Graph 3.4). In contrast, the share of 
deposits has increased from 18 to 25 per cent over 
that period. Disaggregated data from the latest 
HILDA Survey also show that between 2006 and 
2010 the proportion of households owning equities 
directly fell slightly, to 34 per cent; the decline was 
seen across most age and income groups. Overall, 
real financial assets per household have been 
flat in recent years as the growth in deposits and 
superannuation assets has been roughly offset 
by the fall in the value of equity holdings. While 
households appear to have become more risk 
averse in recent years, it is not always clear that they 
fully account for the complexity inherent in some 
financial products. For example, there have recently 
been a number of hybrid securities issued by banks 
and other companies aimed at retail investors. The 
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Australian Securities and Investments Commission, 
through its MoneySmart consumer awareness 
website, has warned about the risks associated with 
these types of securities, which combine debt and 
equity features, relative to standard debt instruments 
like corporate bonds.

Household credit growth has been much slower 
in recent years than over the previous couple of 
decades, and in recent months has slowed further 
(Graph 3.5). It has also been more in line with income 
growth, such that the household debt-to-income 
ratio has been broadly flat at around 150  per cent 
since 2006. Soft demand for both owner-occupier 
and investor housing credit has resulted in, and 
reflected, lower housing prices. Data on housing 
loan approvals suggest that housing credit growth 
is likely to remain modest in the near term. Appetite 
for other forms of borrowing also remains low. Credit 
card debt was broadly steady over the year to July, 
while the stock of other forms of personal credit 
has generally been declining. Despite the easing in 
household credit growth in recent years, household 
gearing is around a historically high level, reflecting 
the fall in the value of housing assets.

Subdued credit growth, lower interest rates  
and modest income growth over the past year 
have led to a further fall in the ratio of household 
interest payments to disposable income. At 101/2 per 
cent in the June quarter, this ratio is now at its 
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decade average. Real household disposable income 
increased by around 4 per cent over the year to the 
June quarter 2012, underpinned by solid growth in 
compensation of employees. Even so, households’ 
sentiment towards their financial position remains 
weak, despite the unemployment rate remaining 
at a relatively low level in recent months. Forward-
looking indicators, such as surveys of business hiring 
intentions, point to modest growth in employment 
in the period ahead.

The risk profile of new housing loans has been lower 
in recent years compared with the earlier period of 
strong growth in household borrowing. Lending 
standards are tighter now than prior to the financial 
crisis, and liaison with the major banks indicates that 
they have been broadly unchanged over the past six 
months. The share of bank lending that is low-doc 
remains low, at less than 2 per cent of banks’ loan 
approvals and around 5 per cent of outstanding 
housing credit (Graph 3.6). The share of new loans 
with loan-to-valuation ratios (LVRs) above 90  per 
cent is also lower than around the onset of the 
financial crisis, at around 141/2 per cent, though it has 
increased noticeably over the past couple of years. 
Part of this can be attributed to first home buyer 
(FHB) incentives; for example, some demand was 
pulled forward ahead of the expiry of the New South 
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The recently released Census data show that in 2011 
only a small share of indebted owner-occupiers met 
standard vulnerability criteria, broadly consistent 
with trends seen in recent years in the HILDA Survey. 
For instance, slightly under 10 per cent of indebted 
owner-occupier households had high DSRs (above 
50  per cent) and 61/2  per cent had both high DSRs 
and were in the lowest 40 per cent of income earners. 

Consistent with these survey-based measures, 
aggregate indicators of financial stress confirm that 
the household sector has been coping reasonably 
well with its debt level. The past-due share of 
housing loans has eased somewhat since its peak in 
mid 2011, to be a little below 0.6 per cent (Graph 3.8). 
Although this arrears rate is low by international 
standards, it remains above its historical average. The 
non-performance rates for banks’ credit card (1.3 per 
cent) and other personal (2.2  per cent) loans have 
increased slightly in recent quarters, but remain a 
little below recent peaks.

According to the 2011 Census, the geographic 
regions that had the highest incidence of potential 
mortgage vulnerability, as measured by the share 
of households that had high DSRs and were in 

Wales FHB stimulus at the end of 2011. Many banks 
have recently changed how they estimate living 
expenses in their debt-serviceability calculations, 
moving from using the Henderson Poverty Index to 
the Household Expenditure Measure, which is based 
on the ABS Household Expenditure Survey. The 
new measure was designed to be a more accurate 
estimate of households’ living expenses. The impact 
of the change will vary for different borrowers; for 
couples, it will generally reduce their borrowing 
capacity, while for singles it will generally increase it. 
The available evidence suggests that using the new 
measure will result in only minor changes to the 
availability of credit overall.

Some households are using their increased saving to 
pay down debt more quickly than required, which 
has contributed to the slower aggregate pace of 
debt accumulation. Data from the major banks 
and the HILDA Survey indicate that around half of 
borrowers are repaying their mortgages ahead 
of schedule and are thereby building up buffers 
they could temporarily draw on to stay current on 
their loan if their income were to fall. The size of 
these buffers can be quite substantial (see ‘Box B: 
Households’ Mortgage Prepayment Buffers’).

Given the large share of households with mortgage 
prepayment buffers, along with relatively low 
unemployment and moderate income growth, most 
households appear well placed to meet their debt 
obligations. According to the latest HILDA Survey, 
around 70  per cent of owner-occupier housing 
debt is held by higher-income households (those 
in the top 40 per cent of the income distribution) 
that typically have lower debt-to-income and 
debt-servicing ratios (DSRs) (Graph 3.7). Only a 
relatively small share of low-income households (in 
the bottom 20 per cent of the income distribution) 
has housing debt; those that do, however, tend to 
be quite indebted, with high DSRs. This is partly 
explained by this group containing people with 
temporarily low incomes, for example, because they 
were unemployed or between jobs when the Survey 
was taken.
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the lowest 40 per cent of the income distribution, 
were western Sydney, parts of the New South 
Wales coast, south-east Queensland and parts of 
Melbourne (Graph 3.9). Partly consistent with these 
data, arrears on securitised loans suggest that some 
of the same regions have a higher-than-average 
share of borrowers experiencing some degree of 
financial stress, although even in these regions, 
arrears rates have generally declined over the past 
year (Graph  3.10). They include parts of Sydney’s 
western suburbs, where arrears rates have been 

high for some time, as well as regions that rely on 
tourism, a sector that has been under pressure more 
recently from the high exchange rate. This second 
group of regions includes areas of Queensland, 
particularly around the Gold Coast and Sunshine 
Coast, and some coastal areas of New South Wales 
and Western Australia. Many of the loans in arrears 
in these regions were originated in the few years 
leading up to the crisis, when housing prices in these 
areas were still growing quickly and construction 
was relatively strong (Graph 3.11). Although arrears 
rates on housing loans in Victoria are currently quite 
low, there is some chance they could rise, due to a 
potential oversupply of property in some segments, 
particularly inner-city Melbourne apartments and 
houses at the south-eastern fringe. Overall, the 
Melbourne residential property market has been 
experiencing below-average auction clearance rates 
and a run-up in the stock of land for sale at the same 
time as actual sales fell; these factors could weigh on 
prices in the future.

This geographic pattern in arrears rates has also 
been broadly consistent with court applications 
for lender property possession; applications have 
declined since their peaks in most states and the 
improvement has been greatest in both New South 
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Wales and Victoria. Bankruptcy rates have generally 
fallen since 2009, although there was an increase 
in Queensland in the year to the June quarter. 
Overall, the number of households whose financial 
difficulties have deteriorated to the extremes of 
bankruptcy or lender property possession is very 
low in absolute terms; in aggregate, applications for 
property possession have been running at about 
0.15  per cent of dwellings on an annualised basis. 
Moreover, although there are some regions with 
higher shares of borrowers in financial stress, the 
larger banks’ residential mortgage portfolios are well 
diversified geographically and should be resilient to 
distress in particular regions. This implies that there 
are some limits to the potential for such an event to 
feed back onto the real economy via distress in the 
financial system.

business Sector
Economic conditions continue to vary significantly 
across industries; mining and mining-related 
businesses, such as those in the transport industry, 
are experiencing quite strong conditions, while 
conditions are weaker in some non-mining 
sectors, particularly the commercial property and 
construction sectors, as some firms face challenges 
associated with the high level of the exchange 
rate and the weak housing market (Graph 3.12). 

While volatile, measures of profitability are broadly 
consistent with this pattern. According to ABS data, 
average annual growth in mining profits has been 
about 81/2 per cent over the past five years compared 
with 31/2 per cent for the non-mining sector. 
Reflecting this, mining sector profits have recently 
been above their decade average as a share of GDP, 
while the GDP share of non-mining profits has been 
below average (Graph 3.13). However, recent falls 
in prices for bulk commodities have weighed on 
business conditions in the mining sector and could 
affect mining profits in the near term. The sectoral 
divergence over the past few years has also been 
evident in the performance of listed companies; 
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around 9 per cent of banks’ assets), even though 
the amount outstanding has fallen in recent years. 
This is also true for most individual banks, including 
the major banks, though to a lesser extent than for 
some of the smaller banks (Table 3.1). Given the 
importance of the commercial property sector to 
the banking system and its tendency to be higher 
risk, it is discussed separately below. The remainder 
of banks’ business exposures is relatively diversified 
across sectors. It is notable that banks have very 
little lending to the mining sector; this sector has 
relatively low leverage and tends to borrow more 

although mining profits have softened in the most 
recent reporting season, profits remain at a high 
level, particularly relative to other sectors. While 
aggregate profitability remains solid, the median 
return on equity of listed companies is a little below 
average and there appears to be a larger-than-usual 
segment of poorly performing firms (Graph 3.14). Of 
the top 100 listed companies, 8  reported a loss in 
2011, compared with 4 each year on average over 
the past decade. Around half of these loss-making 
firms have little or no debt, however, limiting the 
potential flow-on effect to the financial system.

Small businesses continue to report more subdued 
conditions; this partly reflects that they are 
concentrated in industries such as construction that 
have been under pressure. Credit bureau data show 
that the share of unlisted firms making losses was 
broadly steady at around a quarter in 2011. Survey 
measures of small business profitability remain 
below average. National accounts measures of both 
unincorporated and incorporated business profits 
declined over the year to the June quarter 2012. 

Data on bank exposures by industry indicate how 
much the varying business conditions might affect 
the financial system. Property-related lending 
continues to account for the largest share of banks’ 
business loans, at around 30 per cent (though only 
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Table 3.1: Major Banks’ Business Lending
Exposures as at end March 2012(a)

Sector Share of total

Per cent

Property 25

Utilities, telecommunications & other 22

Wholesale & retail trade 13

Agriculture, forestry & fishing 10

Manufacturing 8

Transport & storage 7

Business services 5

Construction 4

Accommodation, cafes & restaurants 4

Mining 2
(a) June 2012 for CBA 
Sources: APRA; RBA; banks’ Basel II Pillar 3 reports
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and those in the construction sector. Despite 
the recent pick-up in credit growth, liaison with 
banks suggests that demand for credit is still fairly 
soft. One reason for this is that businesses’ internal 
funding remains quite strong. Solid aggregate profit 
levels combined with lower interest payments and 
below-average dividend payout ratios have resulted 
in internal funding of non-financial corporates 
averaging around 10 per cent of GDP in recent years, 
compared with a long-run average of about 71/2 per 
cent (Graph 3.16). Much of this internal funding has 
been concentrated in the mining sector, where it 
is helping fund that sector’s sizeable investment 
program, though the recent falls in prices for 
bulk commodities could undermine mining firms’ 
profitability, as noted earlier.

Rather than borrow from local banks, resources 
companies have instead contributed to solid 
corporate bond issuance over the first half of 2012. 
Demand from foreign investors remains strong, with 
about 80 per cent of bond issuance being offshore 
and denominated in foreign currency, mainly US 
dollars. The most recent available data from 2009 
show that Australian non-financial corporates 
hedged around 60 per cent of their foreign currency 
debt through derivatives at that time; in addition, 
for resources companies, much of their foreign 
currency exposure is naturally hedged as many of 
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from offshore bond markets when debt funding 
is needed rather than from local banks. The 
construction and manufacturing sectors are quite 
cyclical, but Australian banks have relatively small 
exposures to them.

Following a period of significant deleveraging over 
recent years, there are signs that businesses’ appetite 
for debt may be starting to recover. Business credit 
grew by 61/2  per cent in annualised terms over the 
six months to July after declining for much of the 
previous three years (Graph 3.15). While volatile, the 
recent pick-up was evident across most industries, 
and like the previous decline, it was mostly driven 
by the borrowing behaviour of larger businesses, 
particularly listed companies. This is consistent 
with the pattern in banks’ business lending by size 
of facility: the outstanding value of loans that are 
larger than $2 million has increased by 101/2 per cent 
since June 2011 after declining over the previous 
21/2 years, while the outstanding value of loans less 
than $2 million each has been broadly unchanged 
since 2009.

The supply factors that contributed to weak credit 
growth in recent years appear to have eased; liaison 
with businesses suggests that the availability of 
finance has improved for many firms over 2011 
and 2012. Even so, credit conditions remain tight 
for some firms, particularly property developers 
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the year to July 2012, compared with 12  per cent 
over 2011.

Reflecting businesses’ low leverage, solid 
profitability and below-average interest rates, 
aggregate DSRs remain relatively low (Graph 3.18). 
In addition, many firms earn interest revenue in net 
terms; around one-fifth of listed companies earn 
interest revenue in excess of their interest payments. 
As with leverage, although the average DSR has 
declined from its 2008 peak, the distribution is 
still relatively wide. Ratios for a number of listed 

these firms are exporters or have significant foreign 
operations with US dollar revenues. Consistent 
with global market conditions, Australian corporate 
bond spreads remain quite wide. But with yields 
at relatively low levels, debt remains a comparably 
attractive source of funding for businesses.

Reflecting the recent pick-up in debt raising, 
businesses’ total external funding increased over 
the past year, to around 5  per cent of GDP in the 
June quarter. This is still lower than pre-crisis levels: 
external funding accounted for about 20  per cent 
of total business funds raised over the past year, 
compared with an average of about 40 per cent in 
the years leading up to the crisis. Net equity raisings 
have been fairly subdued in recent quarters, partly 
due to increased buyback activity and businesses 
choosing to switch from equity to debt funding 
after a period of deleveraging. Consistent with this, 
preliminary data suggest that average book-value 
gearing of listed non-financial companies increased 
slightly over the year to June 2012, from about 46 to 
50  per cent (Graph 3.17). Nonetheless, leverage 
remains low by historical standards. The distribution 
of gearing ratios also remains quite wide: leverage 
of the most highly geared firms is around average 
levels, whereas the median gearing ratio is below 
the level typically seen over the past decade. Among 
the highly geared firms, infrastructure and real estate 
companies are over-represented, reflecting business 
models that tend to rely more on debt financing.

Credit bureau data indicate that smaller businesses’ 
median gearing also increased slightly in 2011 after 
decreasing over the previous few years. Smaller 
businesses tend to have lower leverage than larger 
businesses; many of them do not use any debt 
finance and those that do tend to be less geared 
than indebted larger businesses.

Business balance sheets remain more liquid than 
they were prior to the financial crisis, but of late 
there has been no tendency to shift further in this 
direction. Average cash holdings have declined a 
little recently, and growth in business deposits at 
banks has slowed, averaging about 6 per cent over 
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Commercial property
Overall, conditions in the commercial property 
market continued to improve in early 2012, though 
they remain softer than prior to the financial crisis 
and building activity has also been weak by historical 
standards (Graph 3.21). The strength of the recovery 
since the crisis has varied across market segments; 
conditions have improved more in the prime CBD 
office market than in the industrial and retail sectors. 
This may partly reflect the more pronounced cycle 
in the CBD office sector, as well as the pressures that 
some parts of the non-mining business sector have 
been under. For example, rental and price growth 
for some retail properties, particularly in non-prime 
locations, have been weak recently given the patchy 
retail conditions.

firms are high; most of these companies are 
in the manufacturing or property sectors, and 
they generally have high debt levels and are 
experiencing below-average earnings. Almost all 
of these companies have no outstanding bonds, 
implying that their debt is primarily sourced from 
banks; that said, their total debt is only a small share 
of business credit. Of the top 100 listed firms, 51/2 per 
cent of those with outstanding debt recorded a loss 
in 2011 compared with an average of around 4 per 
cent over the past decade. Although some of these 
loss-making firms may have difficulty servicing their 
debts out of current cashflows, many have buffers 
that they are able to access and accordingly are not 
in arrears. 

As discussed in ‘The Australian Financial System’ 
chapter, the share of banks’ business loans that is 
non-performing decreased over the first half of 2012, 
but remains higher than average (Graph 3.19). Data 
from the major banks’ Pillar 3 reports indicate that 
the property and business services and construction 
sectors have the highest non-performing assets 
ratios. Despite the economy growing at around trend 
and relatively strong overall profit levels, business 
failure rates have been a little above average over 
the year to date (Graph 3.20). This implies that the 
segment of poorly performing firms is currently 
larger than the aggregate data alone would suggest. 
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Many of these firms are located in Queensland and 
are experiencing challenging conditions associated 
with the high exchange rate and the weak property 
market there. The business failure rate has also 
risen in Western Australia over the past few years, 
though it remains low compared with other states 
and is currently below its recent peak. Nationally, 
failures have been concentrated in the services and 
construction sectors, and relatively more have been 
attributed to economic conditions in recent years. 
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a small rise in exposures, broadly offsetting a further 
decline in the exposures of foreign-owned banks. 
European-owned banks, in particular, continued 
to run down their commercial property exposures, 
which are now down about 65 per cent from their 
early 2009 peak. This may be because of the higher 
impairment rate these banks have experienced on 
their commercial property portfolios, as well as some 
of these banks being under pressure to deleverage 
given the difficulties their parent groups are facing in 
Europe. Non-bank sources of finance for commercial 
property remain constrained, with little issuance of 
commercial mortgage-backed securities in recent 
years.

While liaison with construction companies and 
developers suggests that access to credit remains 
tight, large developers report that they are able to 
progress most projects with bank funding or the 
assistance of domestic or foreign investors. Smaller 
developers indicate that they continue to face tight 
credit conditions through lower LVR limits, and 
other stricter terms and conditions. Liaison with the 
banks and partial data suggest that, as for residential 
property, areas that are more reliant on tourism 
(such as the Gold Coast and Sunshine Coast in 
Queensland) are facing greater challenges, including 
oversupply and declining valuations. 

As noted earlier, banks have large exposures to the 
commercial property market (including developers 
of residential property), with lending to that sector 
accounting for about one-third of their business 
loans and a disproportionate share – slightly 
less than half in recent years – of business loan 
impairments. Consistent with the improvement in 
conditions, the performance of banks’ commercial 
property exposures improved slightly over the year 
to June 2012, but the impairment rate remains 
above that for banks’ total business lending. In 
aggregate, banks’ outstanding commercial property 
lending was broadly unchanged over the year to 
June (Graph 3.22). Australian-owned banks recorded 
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The financial position of Australian listed real estate 
investment trusts (REITs) has continued to improve, 
but they are no longer deleveraging as quickly as 
they did immediately after the crisis (Graph 3.23). 
The sector’s deleveraging has been concentrated 
in intermediated debt, with non-intermediated 
debt levels stable over much of the decade. 
After recording large losses over 2008 and 2009, 
mostly due to property write-downs, the sector’s 
profitability has stabilised at levels experienced 
around the mid 2000s. Consequently, their aggregate 
debt-servicing requirements have also declined. 
Nonetheless, the distribution of leverage across REITs 
is wide and the gearing ratios of the most highly 
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Graph 3.23
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geared firms (around the 90th percentile) remain 
elevated, due to falls in equity valuations. Many of 
these highly leveraged REITs have also experienced 
low or negative profits recently and, accordingly, high 
debt-servicing requirements. Overall, loss-making 
REITs tend to be small and only account for a low 
share of business credit. 
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In Australia, households often choose to pay down 
their mortgage more quickly than required. Various 
data sources suggest that around half of borrowers 
are ahead of schedule on their mortgage. In this 
way, many households have a buffer that they could 
temporarily draw on to stay current on their loan 
repayments if their incomes were to fall. The share of 
Australian households paying their mortgage ahead 
of schedule is high compared with many other 
countries, though the available evidence suggests it 
is broadly similar to Canada.

In aggregate, the stock of Australian households’ 
prepayment buffers is estimated to be equivalent to 
over 10 per cent of the outstanding stock of housing 
loans (Graph B1). This includes balances in mortgage 
offset and redraw facilities. Flows into these accounts 
include regular excess repayments and one-off 
excess repayments paid out of salary bonuses or 
other irregular income. The stock of prepayments 
has risen recently, in part because most borrowers 
do not change their regular repayment amounts 
when interest rates fall. Some borrowers have also 
been choosing to make very large prepayments 

Box B 

Households’ Mortgage  
Prepayment Buffers

Graph B1

recently; according to the latest HILDA Survey, the 
share of indebted households who made substantial 
principal repayments on their mortgage (of $25 000 
or more over the year) was significantly higher in 
2010 (22 per cent) than the average between 2002 
and 2007 (15 per cent).1

Measured a different way, in aggregate, indebted 
households’ mortgage prepayment buffers are 
estimated to be equivalent to around 11/2 years of 
scheduled repayments (principal plus interest) based 
on current interest rates. While this average figure is 
boosted by a group of borrowers that are significantly 
ahead of schedule – liaison with the major banks 
suggests that around 15 per cent of borrowers are 
ahead by two years or more – many borrowers still 
have sizeable buffers. Of those borrowers that are 
ahead on their mortgage: around 45  per cent are 
estimated to have a buffer of up to six months; 15 per 
cent have a buffer of between six months and a year; 
and over 40 per cent have a buffer greater than one 
year’s repayments (Graph B2). 

Data from the HILDA Survey suggest that households 
with large mortgage buffers tend to be older and 
have higher incomes, which is consistent with these 
households having had more time and/or income to 
accumulate such buffers (Graph B3). Borrowers that 
have small or no buffers tend to be younger or have 
more recently taken out their loan. Even among these 
latter groups, however, just over half of borrowers are 
reported to be ahead of schedule on their repayments. 

The bulk of households that are not ahead of 
schedule on their mortgage are not in financial stress; 

1 See RBA (2012), ‘Box B: Home Mortgage Debt: Recent Insights from the 
HILDA Survey’, Financial Stability Review, March, pp 53–56. Generally, 
the HILDA Survey interviews the same set of individuals each year, 
mainly between August and November, with the latest published 
results being for 2010. It therefore makes it possible to trace individual 
changes in housing debt over the past decade.
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roughly half of indebted households are paying their 
mortgages on schedule, with only a very small share 
of borrowers in arrears. Some borrowers may have 
chosen to take out loan products that discourage 
excess repayments but nonetheless suit the 
borrowers’  circumstances. For example, prepayments 
are less common on fixed-rate loans because these 
loans typically involve fees on prepayments above 
a certain threshold. In contrast, variable-rate loans 
– which are the bulk of housing loans in Australia – 

do not generally involve prepayment penalties and 
therefore show higher rates of excess repayment. 
Decisions to prepay may also be influenced by tax 
incentives. Owner-occupiers have an incentive to 
pay down their mortgage ahead of schedule as their 
interest payments are not tax deductible: in effect, 
the post-tax return to prepaying these loans equals 
the mortgage rate. Investors, by contrast, do not have 
the same incentive to make excess repayments given 
they can negatively gear their property. Consistent 
with this, over half of owner-occupiers are estimated 
to be ahead on their mortgage compared with less 
than 40 per cent of investors, and, of those that are 
ahead, owner-occupiers tend to have larger buffers. 

The share of owner-occupier households that could 
be considered to be most vulnerable, that is, with 
both high debt-servicing ratios (DSRs) and high loan-
to-valuation ratios (LVRs), was quite low at around 
21/2 per cent in 2010 according to data from the 
latest HILDA Survey (Graph B4). The measure of debt 
servicing used here covers actual repayments made 
by households and includes excess repayments; 
more than one-third of these households are ahead 
of schedule on their mortgage. For these borrowers, 
this would suggest that their high DSRs are largely 
voluntary and that they are therefore less vulnerable 
to falling into stress.  R
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The international regulatory bodies have continued 
their financial reform efforts in several areas over 
the past six months. Further progress has been 
made in implementing aspects of the framework for 
systemically important financial institutions (SIFIs), 
especially for globally systemic banks, but more 
recently also for other types of systemic institutions. 
Improving resolution regimes for SIFIs is an important 
element of this reform program, with countries 
encouraged to alter their resolution frameworks to 
be consistent with a new international standard for 
them. The Financial Stability Board (FSB) recently 
initiated a peer review to monitor progress in this 
area. In a related development, the Committee 
on Payment and Settlement Systems (CPSS) 
and the International Organization of Securities 
Commissions (IOSCO) released a consultation paper 
on recovery and resolution of financial market 
infrastructures (FMIs). These two bodies also released 
new principles for FMIs, which aim to strengthen 
them and their supervision. These developments 
have been considered by the Council of Financial 
Regulators (CFR) in recent discussions on changes to 
the domestic regulatory framework for FMIs.

Reform of over-the-counter (OTC) derivatives market 
regulation to meet G-20 commitments is progressing 
in many jurisdictions, including Australia. Standard-
setting bodies released capital rules and proposed 
margin requirements that support one of these 
commitments, which is for all standardised OTC 
derivatives contracts to be centrally cleared. The 
FSB is continuing to lead work on the regulation 
of shadow banking; several workstreams have 
delivered initial reports and are scheduled to deliver 

policy recommendations regarding specific shadow 
banking entities and activities by end 2012. 

The International Monetary Fund (IMF) has recently 
undertaken a Financial Sector Assessment Program 
(FSAP) update of Australia to assess the stability of 
the financial sector and the quality of domestic 
regulatory, supervisory and resolution arrangements. 
CFR agencies prepared background material and 
held extensive discussions with the IMF on these 
issues and on banking and financial stability issues 
more generally. The Australian Prudential Regulation 
Authority (APRA) has continued to consult with 
authorised deposit-taking institutions (ADIs) on the 
implementation of the Basel  III capital and liquidity 
reforms in Australia, and will soon release its final 
capital standards, with a revised draft liquidity 
standard due to be released in December 2012. APRA 
has also engaged with financial sector stakeholders 
on a range of other draft prudential standards, 
including those relating to superannuation, 
conglomerate supervision and capital requirements 
for insurers.

International Regulatory 
Developments and Australia

Systemically important financial 
institutions (SIFIs)

As discussed in the March 2012 Review, the FSB, 
in close coordination with the Basel Committee 
on Banking Supervision (BCBS), developed a 
comprehensive policy framework to address the 
risks posed by SIFIs. Some specific elements of this 
framework focus on institutions that are systemically 

4.  Developments in the Financial  
System Architecture
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important in a global context (G-SIFIs), in particular 
global systemically important banks (G-SIBs), to 
reflect the greater risks these institutions pose to the 
global financial system. The framework comprises 
a new international standard for resolution 
regimes, more intensive and effective supervision, 
requirements for cross-border cooperation and 
recovery and resolution planning, as well as, from 
2016, additional capital requirements for those 
banks determined to be G-SIBs.1 In recent months, 
work has progressed on implementing aspects of 
this framework. Cross-border crisis management 
groups led by the relevant G-SIB home authorities 
have been established for most of the 29  banks 
identified as G-SIBs by the FSB in 2011. Work is 
ongoing to develop resolution strategies and 
cross-border cooperation agreements by the end of 
2012, so these G-SIBs can be resolved more easily. As 
part of an annual process, the FSB plans to publish an 
updated list of G-SIBs in November.

The FSB and BCBS were tasked by the G-20 with 
extending the G-SIFI framework to banks that are 
systemically important in a domestic context (D-SIBs). 
In response, the BCBS issued a consultation paper 
in June that sets out a principles-based framework 
for dealing with D-SIBs, to complement the (more 
prescriptive) framework for G-SIBs. The framework 
covers both the methodology for identifying 
D-SIBs and the measures that should apply to 
them, including additional capital requirements 
(higher loss absorbency (HLA)). The Bank and APRA 
contributed to the development of the framework.

Under the proposed D-SIB framework, national 
authorities are expected to develop a methodology, 
and use it to regularly assess the systemic importance 
of banks in their jurisdictions. The assessment should 
reflect the potential impact of a bank’s distress or 
failure on the domestic economy and financial 
system, having regard to factors such as the size, 
interconnectedness, substitutability and complexity 

1 For further information on the G-SIB framework, and the current list of 
banks identified as G-SIBs, see RBA (2012), ‘Box C: Global Systemically 
Important Banks’, Financial Stability Review, March, pp 66–68.

of banks, and any other factors the authorities deem 
important. The proposal envisages that all D-SIBs 
will be subject to a HLA requirement in the form of 
additional common equity Tier 1 capital. However, 
authorities will have flexibility to determine how 
much additional capital will be required. In cases 
where the subsidiary of a foreign bank is assessed 
as being a D-SIB by a host authority, home and 
host authorities are expected to coordinate and 
cooperate on the appropriate HLA requirement to 
impose on the subsidiary.

National authorities will be expected to publicly 
disclose information about their assessment 
methodologies and approaches to setting HLA 
requirements. The BCBS also intends to introduce 
a peer review process to scrutinise how different 
jurisdictions have implemented the principles. A 
revised framework, updated following feedback 
received during the consultation, was discussed at a 
BCBS meeting in September. The final framework will 
be presented to the G-20 Ministers and Governors 
in November, for implementation from January 
2016 (consistent with the start date of the G-SIB 
framework).

Unlike the G-SIB regime, which does not apply to 
any Australian-owned banks, the D-SIB framework 
will have implications for Australia. APRA will 
be responsible for developing the assessment 
methodology (likely with input from the Bank) and 
for deciding on any HLA requirement and other 
potential measures. Given the flexibility provided 
in the proposed framework, APRA will be able to 
develop an approach that is best suited to Australia’s 
circumstances. In particular, while the consultation 
document focuses heavily on HLA, it does make 
the point that other policy tools, particularly more 
intensive supervision, can also play an important 
role in dealing with the risks posed by D-SIBs. 
In this context, APRA’s long-established internal 
risk-rating process – the PAIRS/SOARS framework – is 
already geared towards more intensive supervisory 
intervention for larger banks.
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list of G-SIIs, if any, is expected to be published by the 
FSB in the first half of 2013. The IAIS has also been 
developing a set of policy measures for G-SIIs, which 
will be consulted on later in 2012. These measures 
are expected to be consistent with the FSB’s overall 
SIFI policy framework.

In addition to the G-SII methodology, the IAIS is 
continuing its work in other areas that will have 
implications for a wider set of insurers. In July, it 
released a draft of the Common Framework for 
Supervision of Internationally Active Insurance Groups. 
This framework is proposed to contain qualitative 
and quantitative requirements for internationally 
active insurers, recommendations on the supervisory 
process aimed at achieving consistent and effective 
supervision, as well as requirements for greater 
cooperation and coordination among national 
authorities in supervising complex cross-border 
insurance groups. The IAIS expects to finalise the 
framework by end 2013.

Resolution regimes

A key part of the SIFI framework is the FSB’s new 
standard, Key Attributes of Effective Resolution Regimes 
for Financial Institutions (Key Attributes), which sets 
out the features that countries should have in their 
resolution frameworks. National authorities are being 
encouraged by the G-20 and the FSB to amend 
national resolution regimes to be consistent with 
the Key Attributes. To monitor, and hasten, progress 
in this area, the FSB recently initiated a thematic 
peer review of resolution regimes, to review FSB 
member jurisdictions’ existing resolution regimes, 
and any planned changes, using the Key Attributes 
as a benchmark. The findings of the review will also 
inform the development of a methodology to assess 
jurisdictions’ compliance with the Key Attributes. 
The review covers banks, insurers, securities firms 
and FMIs, though it will focus on banks because 
resolution regimes for them are generally the most 
advanced. The review is expected to conclude in 
early 2013.

The flexibility provided in the D-SIB framework also 
accommodates the different approaches to identify 
domestic SIFIs that have already been adopted in 
several countries. As noted in the previous Review, 
some of these identification methodologies are 
based on a single indicator (such as size) while others 
use multiple indicators, similar to the G-SIB approach. 
An example of the latter was the approach used by 
the US Financial Stability Oversight Council (FSOC) 
to recently designate eight ‘financial market utilities’ 
(FMUs) as systemically important. These FMUs will 
be subject to additional prudential and reporting 
requirements. These are the first designations by 
FSOC of systemically important FMUs under the 
Dodd-Frank Act, and were based on factors such as 
the value of transactions processed by the FMU, its 
counterparty exposures, its interconnectedness with 
other FMUs and the effect its failure would have on 
critical markets or the broader financial system.

The G-SIFI framework is also being extended to 
global systemically important insurers (G-SIIs). In 
May, the International Association of Insurance 
Supervisors (IAIS) issued for consultation its proposed 
methodology for identifying G-SIIs. The methodology 
is similar to the BCBS’ approach for identifying G-SIBs. 
It uses indicators from five broad categories: size, 
global activity, substitutability, interconnectedness, 
and non-traditional insurance and non-insurance 
activities, though with a higher weight on the last 
two categories. As noted in the previous Review, 
the greater emphasis on non-traditional insurance 
and non-insurance activities reflects the IAIS’ 
view that traditional insurance business does not 
normally generate systemic risk. Such risk is more 
likely to stem from other activities such as financial 
guaranty (including mortgage) insurance, credit 
default swaps, derivatives trading and leveraging 
assets to enhance market returns. The IAIS tested 
its methodology using 2010 data collected from 
48 insurers in 13 jurisdictions. No Australian-owned 
insurer was included in the data collection. The 
IAIS is currently reviewing feedback received on its 
proposals before finalising its methodology. An initial 
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Commission on Banking, the UK Government stated 
in June that it will introduce bail-in powers, whereby 
unsecured creditors could have their claims reduced 
or converted to shares to help recapitalise a distressed 
bank. The UK Financial Services Authority recently 
released proposals which would require foreign 
banks from non-European countries with national 
depositor preference regimes to only accept deposits 
in the United Kingdom through a UK-incorporated 
subsidiary or implement an alternative arrangement 
that would ensure that UK depositors would be no 
worse off than the depositors in the home country 
if the bank were to fail. Under some depositor 
preference regimes, domestic depositors have a 
priority claim on the assets of a failing bank (ahead 
of UK depositors in a branch of that bank). This 
is contrary to one element of the Key Attributes 
which states that national regulations should not 
discriminate against creditors (including depositors) 
on the basis of their nationality, the location of 
their claim or the jurisdiction where it is payable. 
In June, the European Commission (EC) proposed 
bank recovery and resolution rules for the European 
Union (EU), to strengthen national resolution powers 
in key areas, including in regard to bail-in powers. 
Intervention by the authorities would become more 
intrusive as the situation deteriorates. In addition, as 
noted in ‘The Global Financial Environment’ chapter, 
the EC recently proposed initial steps towards a 
European banking union involving more integrated 
regulation, supervision, resolution and deposit 
guarantee arrangements.

The CPSS and IOSCO issued a consultation paper 
in July, Recovery and Resolution of Financial Market 
Infrastructures. The paper calls for robust recovery 
and resolution arrangements for FMIs, based on 
the recently released Principles for Financial Market 
Infrastructures (discussed below) and the Key 
Attributes. It also outlines the issues authorities 
should take into account when assessing recovery 
plans and establishing resolution regimes in 
accordance with the FSB’s Key Attributes. The paper 
recognises the specific characteristics of FMIs 

The Australian Government released a consultation 
paper in September containing proposals to 
strengthen APRA’s crisis management powers and 
to better align Australia’s resolution framework with 
international standards, such as the Key Attributes. 
The proposals also seek to harmonise and enhance 
APRA’s regulatory powers across the various Acts 
it administers. APRA’s crisis management powers 
would be enhanced in several areas, including:

 • the ability to appoint a statutory manager to a 
wider set of institutions, including non-operating 
holding companies (NOHCs) and subsidiaries of 
NOHCs and other regulated entities

 •  resolution powers over the Australian branches 
of foreign banks, and strengthened business 
transfer powers over Australian branches of 
foreign banks and insurers

 •  directions powers that temporarily override 
company disclosure requirements

 •  improvements to the operation of the Financial 
Claims Scheme

 •  directions powers over superannuation entities.

Numerous other changes are proposed, including: 
simplifying and strengthening provisions relating 
to obtaining information and investigation; 
streamlining provisions regarding auditors and 
actuaries; introducing independent experts into the 
prudential framework; and refining and expanding 
the legal definition of ‘prudential matters’, which 
will be applied on a broadly uniform basis across 
the Acts. The consultation closes on 14  December, 
following which the Australian Treasury, in liaison 
with financial regulators, will advise government 
of possible reforms to existing arrangements. 
Separately, the CFR and the Trans-Tasman Council 
on Banking Supervision have been continuing 
their work on strengthening cross-border crisis 
management arrangements.

Other jurisdictions have also recently proposed 
enhancements to their resolution frameworks and 
tools, consistent with elements of the Key Attributes. 
In its response to the report by the Independent 
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relative to other financial institutions, including that 
there is often only a sole FMI providing systemically 
important services in a particular market and hence 
continuity of service provision is often paramount. 
Intervention by the relevant authorities, potentially 
through the appointment of a statutory manager, 
may therefore be necessary for the resolution of 
an FMI. Following feedback received during the 
consultation, CPSS-IOSCO will report on how to 
incorporate FMI-specific issues into the methodology 
for assessing compliance with the Key Attributes. The 
issues raised in the consultation paper also have 
a bearing on proposed intervention powers for 
Australian regulators of FMIs (see below).

Financial market infrastructures

In April, the CPSS and IOSCO released the Principles 
for Financial Market Infrastructures (PFMIs), a 
comprehensive set of standards designed to apply to 
all systemically important payment systems, central 
counterparties (CCPs), securities settlement systems 
and trade repositories. The PFMIs, which harmonise 
and replace three existing sets of standards for FMIs, 
aim to provide greater consistency in the oversight 
and regulation of FMIs across jurisdictions. They 
recognise the critical role of FMIs, and the increasing 
use of centralised infrastructure, in part in response 
to the G-20 commitments around central clearing 
and centralised reporting of OTC derivatives. The 
PFMIs strengthen existing requirements in a number 
of areas, including the coverage of credit risk, the 
management of liquidity risk and governance. They 
also introduce several new principles, including 
on segregation and portability of client monies, 
general business risk and disclosure. Further, the 
PFMIs include resolution planning requirements, 
and arrangements for the orderly wind-down or 
recapitalisation of a failed CCP. Together with the 
PFMIs, CPSS-IOSCO issued two related consultation 
documents – an assessment methodology and a 
disclosure framework for PFMIs – which are due to 
be finalised later this year.

CPSS and IOSCO members and other relevant 
authorities are expected to adopt the PFMIs in 
their legal and regulatory frameworks by end 2012, 
while FMIs should observe the standards as soon 
as possible. In accordance with this, and as a CPSS 
member, the Bank is currently consulting on revisions 
to its Financial Stability Standards for clearing and 
settlement facilities, to ensure that they align with 
the PFMIs. The Bank will also apply the PFMIs in its 
self-assessments of RITS, Australia’s real-time gross 
settlement system, and increase the frequency 
of these assessments. The PFMIs also affect the 
Australian Securities and Investments Commission’s 
(ASIC’s) supervisory framework. Accordingly, ASIC is 
also consulting on revisions to its Regulatory Guide on 
Clearing and Settlement Facilities.

OtC derivatives markets

In June, the FSB published a third progress report 
on jurisdictions’ implementation of the G-20 
commitments relating to OTC derivatives, namely, 
that all standardised OTC derivative contracts should 
be traded on exchanges or electronic platforms, 
where appropriate, and centrally cleared by end 
2012, and that all OTC derivative contracts should 
be reported to trade repositories. The report noted 
that jurisdictions with the largest OTC derivatives 
markets – the EU, Japan and the United States – 
have made the most progress with their legislative 
and regulatory programs. Other jurisdictions are 
generally less advanced in implementing the 
commitments, although progress has been made 
by many of them, particularly with respect to central 
clearing and the use of trade repositories.

As foreshadowed in the previous Review, the CFR 
provided a number of recommendations to the 
government in March on how best to implement 
the G-20 commitments in Australia. The government 
endorsed these recommendations and issued a 
consultation paper in April proposing a domestic 
legislative framework for implementing the reforms. 
Under this proposal, the Corporations Act 2001 would 
be amended so that mandatory obligations could be 
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imposed requiring that certain classes of derivatives 
be cleared by a CCP, reported to a trade repository, 
or executed on a trading platform. Any mandatory 
obligation would be imposed via a two-stage 
process. First, the relevant Minister, with advice from 
APRA, ASIC and the Bank, would prescribe a class of 
derivatives as being subject to a given obligation. 
Second, ASIC would develop rules covering matters 
such as the parties subject to the obligation and 
the timing of its introduction. The Bank and APRA 
would be consulted as part of any decision to 
issue a mandate. Following the consultation, a Bill 
setting out amendments to the Act was introduced 
into Parliament in September. In parallel, the CFR 
agencies are working on an assessment report on 
the domestic OTC derivatives market, due to be 
completed towards the end of the year – similar 
reports will be undertaken on a regular basis. One 
purpose of these reports is to assess progress of the 
Australian market in adopting desired reforms; if 
progress is insufficient then this could be a factor in 
determining whether mandatory obligations might 
be imposed.

To support the G-20 OTC derivatives-related 
commitments, in July international standard-setting 
bodies released capital rules and proposed margin 
requirements to encourage central clearing of OTC 
derivative contracts by banks and other institutions.

•• •The BCBS issued interim rules for the capital to 
be held against bank exposures to CCPs. For 
derivatives and securities financing transactions 
that are centrally cleared, the counterparty credit 
risk for these trades will attract a risk weight of 
2 per cent if the CCP is supervised in a manner 
consistent with the PFMIs (and is thus a ‘qualifying’ 
CCP). This risk weight is substantially lower than 
that applying to counterparty exposures arising 
out of bilateral transactions, or exposures to 
‘non-qualifying’ CCPs, thereby creating a capital 
incentive for central clearing through qualified 
CCPs. The BCBS is to undertake further work on 
a finalised approach, in collaboration with other 
standard-setting bodies. APRA recently released 
proposals for implementing these requirements 

for Australian ADIs as part of its consultation on 
counterparty credit risk under Basel III.

•• •The G-20 commitment that OTC derivative 
contracts be centrally cleared relates specifically 
to standardised derivative contracts, since only 
these are likely to be suitable for central clearing. 
Non-standardised contracts, which account for a 
substantial share of the derivatives market, will 
therefore most likely remain subject to bilateral 
arrangements. To mitigate some of the risks 
associated with this segment of the market, and 
to ensure appropriate incentives to centrally 
clear trades, the BCBS and IOSCO released for 
consultation draft margining requirements 
for non-centrally cleared OTC derivatives. The 
proposals would require the bilateral exchange 
of both ‘variation’ margin and ‘initial’ margin 
between all financial institutions, as well as 
systemically important non-financial institutions. 
Variation margin provides for the regular 
exchange of cash between counterparties to 
meet mark-to-market profits and losses. Initial 
margin is collateral calibrated to cover, with a 
high probability, any losses arising should market 
prices move adversely between the last payment 
of variation margin and the close-out of exposure 
to a defaulting counterparty. Variation margin is 
already typically exchanged for non-centrally 
cleared trades, but initial margin has been less 
frequently applied. The BCBS and IOSCO are 
conducting a quantitative impact study to assess 
the effect of these proposals, including the likely 
demand on collateral, and will consider the 
results when finalising the proposal by end 2012.

In June, IOSCO published International Standards 
for Derivatives Market Intermediary Regulation, which 
provides international standards for the regulation 
of market participants in the business of dealing, 
making a market or intermediating transactions in 
OTC derivatives (‘derivatives market intermediaries’ or 
DMIs). Historically, these entities have, in many cases, 
not been subject to the same level of regulation as 
participants in the traditional securities market. The 
report makes recommendations in several areas, 
including registration/licensing standards, capital 
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standards or other financial resource requirements 
for non-prudentially regulated DMIs and 
business conduct and supervision standards. The 
recommendations seek to reduce risks to financial 
stability by helping to manage counterparty 
risk in OTC derivatives markets. They also aim to 
protect participants in OTC derivatives markets 
from unfair, improper or fraudulent practices. The 
report emphasises the importance of cross-border 
consistency in the regulation of DMIs given that 
many operate in multiple jurisdictions.

Assessing implementation of basel III 
capital reforms

The BCBS continues to monitor implementation 
of the Basel capital framework (that is, Basel II, 
Basel  2.5 and Basel III), to encourage its full, timely 
and consistent implementation by countries. In 
a June report to the G-20, the BCBS stated that 
significant progress had been made, with most of 
its 27 members having already implemented Basel II 
and 2.5 (the July 2009 enhancements on market 
risk and securitisations) and released draft or final 
rules for the implementation of Basel III in their 
jurisdictions. However, the BCBS also noted that, 
based on current plans, some jurisdictions may not 
implement Basel  III according to the agreed time 
lines. The BCBS will present an updated progress 
report on Basel III implementation to the G-20 
Ministers and Governors in November.

As noted in the previous Review, the BCBS is 
also conducting peer reviews of its members’ 
implementation of all components of the Basel 
capital framework, to ensure they are consistent 
with the minimum standards agreed under Basel III. 
The results of the initial reviews (for the EU, Japan 
and the United States) are due to be published 
around the end of September. 

Shadow banking

Led by the FSB, work is progressing on strengthening 
the oversight and regulation of shadow banking 
systems. The five workstreams noted in the March 

2012 Review are continuing their work to develop 
policies to manage the risks posed by: banks’ 
interactions with shadow banking entities; money 
market funds (MMFs); other shadow banking entities 
such as finance companies; securitisation; and 
securities lending and repos. These workstreams are 
scheduled to provide their policy recommendations 
by end 2012. IOSCO is leading the workstreams 
on MMFs and securitisation and released initial 
reports on these two areas in April and June. The 
report on MMFs provides a preliminary analysis of 
the risks that MMFs could pose to financial stability 
and seeks views on a range of policy options to 
address those risks, such as imposing capital and 
liquidity requirements. The report on securitisation 
includes draft policy recommendations covering 
risk retention, improvements in transparency and 
measures to standardise disclosure of securitisation 
structures. The workstream on securities lending 
and repos released an interim report in April that 
provides an overview of these markets and how 
they are currently regulated. It also discusses how 
these activities might pose risks to financial stability, 
for example by contributing to the procyclicality of 
leverage and interconnectedness (such as through 
collateral re-use), or possibly sparking a fire sale of 
collateral assets.

The FSB has also been examining the results of 
its latest annual monitoring exercise on shadow 
banking, which was extended this year to cover 
all of its 24 member jurisdictions. The Bank again 
contributed information on Australia’s relatively small 
shadow banking system for this exercise, drawing on 
its own regular monitoring of developments in the 
sector. In addition to enforcing disclosure, licensing 
and conduct requirements on shadow banking 
entities, ASIC also monitors industry trends, with 
a focus on identifying emerging risks to financial 
stability. In late March, ASIC released a report on 
the Australian exchange-traded fund (ETF) market, 
including details of how the market is regulated. The 
report concluded that Australia’s current regulatory 
framework is consistent with IOSCO’s proposed 
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international principles for the regulation of ETFs, 
which are due to be finalised soon.

FSb and IOSCO peer reviews

The FSB has continued with its program of ‘thematic’ 
and country peer reviews, as part of its efforts to 
monitor and strengthen adherence to international 
standards. As discussed earlier, a peer review on 
resolution regimes is currently under way. The 
recommendations of past thematic peer reviews 
have often led to follow-up activities by the FSB  
and/or national authorities. For example:

•• •In response to recommendations from an 
earlier review of mortgage origination and 
underwriting practices, the FSB released a 
report in April, Principles for Sound Residential 
Mortgage Underwriting Practices, which is a 
principles-based framework to promote sound 
lending practices. The Bank was represented on 
the expert team that developed these principles. 
These principles are already having an effect 
on national regulatory frameworks: in June, 
the Canadian banking and insurance regulator 
issued a guideline that sets out expectations 
for prudent residential mortgage underwriting, 
based in part on the FSB principles.

•• •Following a 2011 review on risk disclosure 
practices, the FSB recently sponsored the 
formation of a private sector task force to 
develop principles for improved disclosures by 
financial institutions of their risk exposures and 
risk-management practices. The principles are 
expected to be published in October. In a related 
step, the FSB is currently undertaking a thematic 
review of financial institutions’ risk governance.

Earlier this year, IOSCO established a committee, 
currently chaired by ASIC, to conduct thematic and 
member country reviews. Similar to the FSB peer 
review process, the aim is to encourage full and 
consistent implementation of IOSCO principles and 
standards across jurisdictions. The first review will 
cover the implementation of principles related to 
systemic risk in securities markets.

Other Work of the Council of 
Financial Regulators (CFR)

Regulation of financial market 
infrastructures and payments infrastructure

As reported in the previous Review, the CFR undertook 
a public consultation in late 2011 on measures to 
enhance the regulation of FMIs. Following feedback 
from industry, the CFR recommended to the 
government a program of legislative reforms largely 
in line with its original proposals. The government 
subsequently released the CFR’s recommendations 
for final consultation in late March 2012. Among its 
key recommendations the CFR proposed resolution 
measures for FMIs and powers to ensure adequate 
regulatory influence over cross-border FMIs.

The resolution measures recognise that the 
disorderly failure of an FMI could result in financial 
markets ceasing to operate effectively, severely 
disrupting the financial system. A key concern of 
regulators, therefore, is to ensure the continuity of 
critical services when an FMI is in financial distress, 
especially given, as noted earlier, there is often 
only a single FMI providing services in a particular 
market. If an FMI is unable to recover through its 
own efforts, regulators may need to intervene to 
maintain continuity of services while organising 
a recapitalisation or orderly wind-down of the 
FMI. The CFR recommendations would give the 
regulators power to appoint a statutory manager 
to a distressed FMI. A similar power is available to 
APRA for ADIs under the Banking Act 1959. Under the 
proposed reforms, the regulators would also have 
enhanced powers to give directions to, and impose 
sanctions on, FMIs.

To be able to carry out their oversight responsibilities 
effectively for overseas FMIs operating in Australia 
or domestic FMIs that are seeking to outsource 
their operations, ASIC and the Bank must have 
sufficient influence over the FMI’s activities and 
risk-management practices. Accordingly, the CFR 
recommended giving the regulators explicit powers 
under the Corporations Act to support a proportional 
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and graduated ‘location policy’ that could require 
certain elements of a licensed FMI’s operations to 
be located in Australia. To provide further clarity in 
this area, the CFR issued a paper in July, Ensuring 
Appropriate Influence for Australian Regulators over 
Cross-border Clearing and Settlement Facilities. This 
paper sets out a framework within which ASIC and 
the Bank could impose additional requirements on 
clearing and settlement facilities with cross-border 
operations. The framework considers how 
requirements might be escalated according to the 
nature and scope of a facility’s operations in Australia. 
ASIC and the Bank are seeking feedback on specific 
measures within the framework as part of a broader 
consultation on implementation of the Principles for 
Financial Market Infrastructures discussed earlier.

CFR agencies have continued their work with the 
Australian Competition and Consumer Commission 
(ACCC) on the competition aspects of clearing and 
settlement. In June, the CFR published a consultation 
paper, Competition in the Clearing and Settlement of 
the Australian Cash Equity Market. The paper takes 
openness to competition and foreign participation 
in clearing and settlement services as a starting 
point. However, it acknowledges that competition 
can change the operating environment for banks, 
securities dealers, issuers and investors in ways that 
could have implications for financial stability and the 
effective functioning of markets; additional policy 
measures might therefore be needed. The CFR and 
the ACCC are currently reviewing feedback from 
the consultation before advising the government of 
their conclusions. 

In July 2012, as part of the CFR’s work on FMI 
regulation, the Bank amended its Exchange 
Settlement Account (ESA) policy. Recognising that 
settlement across central bank accounts and CCP 
access to central bank liquidity can contribute to 
financial stability, the new policy clarifies that any 
Australian-licensed CCP with payment arrangements 
giving rise to Australian dollar settlements may 
hold an ESA. Moreover, the policy states that any 
Australian-licensed CCP of systemic importance in 

Australia must settle any Australian dollar margin-
related, or derivatives-related payments across 
an ESA in its own name, or that of a related body 
corporate. The Bank will take into account a number 
of factors in determining the systemic importance of 
a CCP, including: the size of the facility in Australia; 
the availability of substitutes for the facility’s services 
in Australia; the nature and complexity of the 
products cleared or settled by the facility; and the 
degree of interconnectedness with other parts of 
the Australian financial system. Both of the ASX CCPs 
currently settle Australian dollar obligations arising 
from their activities via RITS across an ESA held by 
their parent, ASX Clearing Corporation.

Following the Bank’s decision earlier this year to 
formalise the requirements for reporting significant 
retail payment system incidents, new reporting 
standards were released in April. Significant incidents 
must now be advised to the Bank within one hour, 
and followed up with a post-incident report. The 
Bank also intends to gather regular statistics on retail 
payment system incidents, and will be consulting 
with the industry on the modalities for doing this.

Financial Sector Assessment program 
(FSAp) review of Australia

As noted in the March 2012 Review, Australia has 
this year undergone an IMF FSAP review. This is 
a follow-up to Australia’s first FSAP conducted in 
2005/06 and is consistent with a recent commitment 
of FSB members to undergo an FSAP approximately 
every five years. The focus of FSAP reviews is to 
assess the stability of a country’s financial sector, 
the quality of its financial supervisory and crisis 
management arrangements, and to review progress 
in addressing recommendations from previous 
FSAPs. CFR agencies prepared background material 
for the IMF on aspects of Australia’s financial stability 
and supervisory frameworks. The Bank and APRA 
published one of these background papers, on 
the financial stability policy framework, in early 
September. 
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Overall, the FSAP found that Australia’s financial 
system was sound and resilient due to several 
factors: good economic management, prudent 
and proactive supervision, and effective systemic 
oversight. Stress testing indicated that the 
banking sector was likely to withstand even severe 
macroeconomic shocks. Discussions during the 
FSAP focused on a number of themes, including 
issues posed by a concentrated and interconnected 
banking system, high household debt and elevated 
house prices, and the banks’ use of offshore funding. 
A combination of low public debt, a flexible 
exchange rate, positive domestic interest rates 
and a well-capitalised banking system was seen as 
providing ample policy space to respond to any 
stress event. The IMF is in the process of finalising a 
report containing its detailed assessment and policy 
recommendations, which is due to be published in 
late 2012.

Other Domestic Regulatory 
Developments

Implementation of basel III capital and 
liquidity reforms

In late March, APRA released its ‘response paper’ 
on feedback received during consultations with 
the ADI industry on its proposals for implementing 
the Basel III capital reforms in Australia. While the 
paper provided detailed further guidance on the 
application of the new standards, APRA indicated 
that it does not intend to substantively alter its 
planned approach from that proposed in its earlier 
consultation (outlined in the September 2011 
Review). Australian ADIs will be required to meet the 
Basel III minimum capital requirements, including 
regulatory adjustments, in full from 1 January 
2013 and the Basel III capital conservation buffer 
requirement from 1  January 2016. Alongside the 
response paper, APRA released for consultation draft 
prudential standards which, together with additional 
proposals released in August on counterparty credit 
risk and other limited changes, will give effect to the 

full implementation of the Basel III capital reforms 
in Australia. Following industry feedback on these 
proposals, APRA is expecting to release its final 
capital standards soon. It is also looking to release a 
further draft revised liquidity standard in December 
2012.

Other prudential standards

As foreshadowed in the previous Review, APRA 
has recently consulted on a draft set of prudential 
standards for the superannuation industry. These 
prudential standards would be the first for the 
superannuation funds regulated by APRA (following 
the recent passage of legislation giving APRA 
standards-making powers for this sector) and are 
aimed at strengthening the regulation of these 
funds, as well as putting their regulatory framework 
on a similar footing to ADIs and insurers. The 
standards cover areas such as: risk management, 
outsourcing, business continuity management, 
audit and governance. APRA is currently reviewing 
submissions to the consultation and intends to 
finalise the prudential standards by end 2012, with 
most of them to take effect from July 2013. To support 
these new prudential standards and implement the 
transparency and accountability recommendations 
of the government’s Stronger Super reforms, APRA 
proposed in September substantially expanded 
data reporting requirements for APRA-regulated 
superannuation funds, including on investment 
allocation, costs and returns. 

As part of a long-running review which is nearing 
completion, APRA published final versions of its 
capital standards for life and general insurers in 
May. The revised standards aim to increase the 
loss-absorbing capacity of insurers by improving 
the risk-sensitivity of the capital framework applying 
to them. For example, the reforms will require 
insurers to better account for the risk of incurring 
multiple or unusually large losses in a year, such 
as from multiple natural disasters, a pandemic, or 
higher-than-expected volatility in credit spreads 
as was experienced internationally during the 
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global financial crisis. The reforms will also continue 
APRA’s practice of aligning capital standards across 
APRA-regulated industries where appropriate; in 
particular, they will maintain the consistency of 
insurers’ capital standards with APRA’s proposed 
Basel III capital standards for ADIs. This in turn should 
help simplify the supervision of conglomerate 
groups that include banking and insurance entities. 
APRA also released draft prudential standards 
covering some remaining capital matters as well 
as audit, actuarial and risk management issues. The 
overall framework will come into effect on 1 January 
2013.

APRA announced in May that its implementation of 
a proposed prudential framework for the supervision 
of financial conglomerates, outlined in an earlier 
discussion paper, will be deferred to January 
2014. The additional time will allow APRA to refine 
the framework through a consultation on draft 
prudential standards planned for later in the year, 
and to ensure consistency with ongoing domestic 
and international regulatory developments, as well 
as allowing time for ADIs and insurers to adapt to 
the new Basel III and insurance capital standards. 
In a related development, as discussed earlier, the 
government recently proposed enhanced crisis 
management powers for APRA, including for the 
resolution of financial conglomerates.

APRA’s new prudential standard for covered bonds 
took effect from 1 August 2012 and applies to all 
Australian ADI covered bond programs involving 
Australian assets. A key requirement of the standard 
is that ADIs identify on registers the assets transferred 
to a covered bond special purpose vehicle and those 
that form part of a cover pool. APRA views this asset 
identification as a key safeguard to ensure that there 

is clarity about which assets support depositors and 
which support covered bondholders.

Credit reporting

In May, the government introduced legislation to 
amend the Privacy Act 1988 to, among other things, 
allow more comprehensive credit reporting. The 
changes are in response to an earlier Australian Law 
Reform Commission inquiry into the application 
of the Act. As discussed in the September 2007 
Review, credit reporting is the practice of providing 
information about an individual’s creditworthiness 
to banks and other credit providers through credit 
reporting agencies (CRAs). The Act governs the 
information that CRAs are permitted to keep on 
individuals’ credit files and regulates the storage 
and provision of this information. Currently, an 
individual’s credit file is limited to basic personal 
and employment details, a record of credit 
applications made and ‘negative’ information 
regarding any defaults, dishonoured cheques, 
bankruptcy orders or relevant court judgments in 
the past five years. The proposed changes to the 
Act would allow CRAs to record additional ‘positive’ 
information such as current credit accounts held, 
available limits, account types and repayment 
histories. The reforms aim to allow credit providers 
to build a fuller picture of an individual’s financial 
circumstances when determining their eligibility for 
credit, thereby enabling more accurate assessments 
of creditworthiness. The reforms also improve 
consumer protection under the Act, by making it 
easier for individuals to dispute and correct any 
errors on their credit file. The Bill is currently being 
considered by Parliament.  R
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Copyright and Disclaimer Notices

HILDA
The following Disclaimer applies to data obtained 
from the HILDA Survey and reported in the chapter 
on ‘Household and Business Balance Sheets’ and 
‘Box B: Households’ Mortgage Prepayment Buffers’ in 
this issue of the Review.

Disclaimer

The Household, Income and Labour Dynamics 
in Australia (HILDA) Survey was initiated and is 
funded by the Australian Government Department 
of Families, Housing, Community Services and 
Indigenous Affairs (FaHCSIA), and is managed by 
the Melbourne Institute of Applied Economic and 
Social Research (Melbourne Institute). Findings and 
views based on these data should not be attributed 
to either FaHCSIA or the Melbourne Institute.
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