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Earnings, Distribution and Capital

In 2017/18, the Reserve Bank recorded a net profit of $3.8 billion. In accordance with
the Reserve Bank Act 1959, unrealised gains are not available for distribution and

are transferred to the unrealised profits reserve. Earnings available for distribution
amounted to $0.7 billion. The Reserve Bank remains well capitalised.

The Reserve Bank’s Earnings

The Reserve Bank's earnings come from two
sources: underlying earnings, comprising net
interest and fee income, less operating costs; and
valuation gains or losses. Net interest income
arises because the Bank earns interest on almost
all of its assets, albeit currently at low rates,
while it pays no interest on a large portion of its
liabilities, namely banknotes on issue and capital
and reserves. Fees paid by authorised deposit-
taking institutions in relation to the Committed
Liquidity Facility also contribute significantly to
underlying earnings.

Valuation gains and losses result from
fluctuations in the value of the Reserve Bank’s
assets because of movements in exchange rates
orin yields on securities it holds. A depreciation
of the Australian dollar or a decline in interest
rates results in valuation gains. Conversely, an
appreciation of the Australian dollar or a rise in
market yields leads to valuation losses. These
gains and losses are realised only when the
underlying asset is sold or matures. Valuation
gains and losses are volatile, as both exchange
rates and market interest rates fluctuate in wide
ranges over time. Market risk is managed by the
Bank within strict parameters, although it is not
eliminated given the policy purposes for which
the Bank’s assets are held.
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Management of the Bank’s assets is discussed in
the chapter on ‘Operations in Financial Markets’;
the associated risks are considered in the chapter
on ‘Risk Management'.

The Reserve Bank reports net profit as income
from all sources, in accordance with Australian
Accounting Standards, while the distribution

of profits is determined by section 30 of the
Reserve Bank Act. In terms of the act, net profit is
distributed in the following way:

o Unrealised gains (or losses) are not available
for distribution and are transferred to
(absorbed by) the unrealised profits reserve.
The remainder of net profit after this transfer
is available for distribution.

o TheTreasurer determines, after consultation
with the Reserve Bank Board, any amounts
to be placed from distributable earnings to
the credit of the Reserve Bank Reserve Fund
(RBRF), the Bank's general reserve.

o The remainder of distributable earnings
after any transfer to the RBRF is payable as a
dividend to the Commonwealth.

In 2017/18, the Reserve Bank recorded a net profit
of $3,847 million, comprising:

« underlying earnings of $845 million, which were
$115 million lower than the previous year. The
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decline in this component of earnings mainly
reflected an increased use of foreign exchange
swaps (rather than domestic securities) for
domestic liquidity management purposes.
The bulk of the foreign currency obtained
from these swaps was invested in Japanese
yen assets, which currently earn a very low or
negative rate of interest. On a 'total returns’basis,
earnings on foreign exchange swaps were
generally higher than domestic securities of
equivalent term as the total return from swaps
includes the cost of hedging the currency risk,
which was favourable during 2017/18, but
recorded as an unrealised foreign currency gain
rather than as underlying earnings. The decline
in underlying earnings was partly offset

by higher earnings on the Bank’s US dollar
assets, in line with the rise in US interest rates

« netvaluation gains of $3,002 million, primarily
from the depreciation of the Australian dollar
during 2017/18. Unrealised gains amounted to
$3,178 million, partially offset by realised losses
of $176 million. Realised losses were largely
the result of sales and maturities of Australian
Government Securities purchased in the prior
year at a premium to their face value. Taking
into account coupon payments received while
this stock was held, the relevant holdings
were profitable for the Bank.
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Earnings available for distribution amounted to
$669 million, compared with $1,286 million in the
previous year, reflecting the lower underlying
earnings and realised losses.

Capital, Reserves and Distribution

The RBRF is the Reserve Bank's general reserve
and is the main component of the Bank’s capital.
This reserve is funded from transfers from
earnings available for distribution. Its purpose is
to provide the capacity to absorb losses when it
is necessary to do so.

The Reserve Bank Board has a framework to
assess the target balance of the RBRF by assessing
and appropriately assigning capital to exposures
of different risk. The largest potential for loss from
the Reserve Bank’s assets comes from market risk,
comprising foreign exchange and interest rate
risk. The capital assigned to each component of
market risk is derived from the Bank's historical
experience of loss and stress tests of the balance
sheet, which incorporate significant adverse
movements in exchange rate and interest rates
drawn from historical experience. Since the
largest potential for loss is associated with the
Bank's unhedged holdings of foreign exchange
assets, materially more capital is assigned to
exchange rate risk than to interest rate risk.
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While the Reserve Bank has no history of loss
from credit risk, credit risk is also incorporated
into the capital framework. The capital held
against credit risk is currently a small sum,
reflecting the quality of assets the Bank holds,
the soundness of counterparties with which

the Bank deals, the fact that repurchase
agreements and foreign exchange swaps are
well collateralised and that the Bank follows a

set of conservative policies for managing credit
risk, consistent with its very low appetite for such
risk. Capital, therefore, is held only against the
Bank’s very small exposures to commercial banks
that are not collateralised. This overall approach
to credit risk is consistent with the practice of a
range of major central banks.

The current balance in the RBRF (514,119 million)
slightly exceeded the Reserve Bank Board's target
at the end of 2017/18. Accordingly, the Board
viewed the balance sheet as being very strong
and members saw no need to seek further
capital from 2017/18 profits. The Treasurer, after
consulting the Board, therefore determined that
all earnings available for distribution in 2017/18, a
sum of $669 million, would be paid as a dividend
to the Commonwealth.

The balance of the unrealised profits reserve
stood at $5,860 million on 30 June 2018, a rise

~

of $3,178 million from the previous year. This
movement largely reflects unrealised valuation
gains associated with the depreciation of the
Australian dollar. The balance of this reserve

is available either to absorb future valuation
losses or to be distributed over time as the gains
become realised when relevant assets are sold.

Asset revaluation reserves are held for non-traded
assets, such as gold holdings and property.
Balances in these reserves represent the difference
between the market value of these assets and
the cost at which they were acquired. The total
balance for these reserves was $5,020 million at
30 June 2018, $299 million higher than at the end
of the previous financial year, largely reflecting
the increase in the Australian dollar value of the
Reserve Bank’s holdings of gold. The balance of
the superannuation reserve was $338 million at
30 June 2018.

Details of the composition and distribution of the
Reserve Bank’s profits are contained in the table
on page 127.

The Financial Statements (and accompanying
Notes to the Financial Statements) for the 2017/18
financial year were prepared in accordance with

Australian Accounting Standards, consistent with
the Finance Reporting Rule issued under the Public
Governance, Performance and Accountability Act 2013.

Governor Philip Lowe (third from left) witnesses Auditor-General for Australia Grant Hehir (fourth from right) sign his audit
opinion; also present (from left) KPMG National Managing Partner Andrew Yates, Reserve Bank Chief Financial Officer
Robert Middleton-Jones and Secretary Anthony Dickman, Australian National Audit Office Senior Executive Director
Jocelyn Ashford, KPMG Partner Kim Lawry and Chair of the Reserve Bank Board Audit Committee Mark Barnaba AM

RESERVE BANK OF AUSTRALIA



vgy :921n0g
Uol|[I 008'8S JO 1UBID Y1[eaMUOWIWOD) 8yl SIPN|U| (2)
S9AI9S2I UOJIBN[RASI 13SSE Ul P|ay US3q PeY 1BY] S1955e Paxl) JO 3]s 9yl WOI) pasi|eal sasso| 10 suleb sapn|ox3 (q)
paysijand Ajjeutbuo sy (e)

9901 - 990 699 - - 8/1'e /Y8 € 8/1'€ 91— S¥8 8L/L10C
4443 - e 98¢l - = 6/1C— /68— 6/1C— [@43 096 £L1/910C
105'C 819 788l s 06€'l - 62/~ €88'C 6C/'l— 68€'c Yadll 91/910¢
319 - 819 788l 0/5'L - 12943 8889 129743 79T €8 SL/vLot
- - - Gel'L 0088 €= 09— 06e6 0r9— 06/ Bra7ds rL/€L0T
00S - 00S - 885 - SeL'e eley SeL'e GEl— €L €L/z1oc
- - - 00S 96S - 0= 9/0'L 6e— 51014 (014 ZL/Loe
(0174 0S/ - - 998'7— - €= 6887— 19— gel'l— /68 LL/0L0C
[TT'S - LTT'S - 089— - 8VC'— 876'C— 999'¢c— 8¢l— 998 0L/600¢C
cov'L - o'l L16'S LLS - 44 908’8 444 140744 0SL'C 60/800¢C
G80'L - G80'L cov'L - - a4 0Er'L 44 19 890'C 80/£00C
LIY'] 00¢ Ll G80°L - o SV~ €6¢'l— or8'C— A 18€'L £0/900¢C
€8¢l 0ce €90'L LL] - [l= £¢6 €60'C €co ¥ oGl 90/500¢
8¢l 796 A3 €o¢'L - - 687'1— Y/ 68¢'l— 99¢ /66 S0/¥00¢C
00€'l - 00€'L 769 - - 197’1 GS6'l 197l 881l— (88 ¥0/€00¢
688'L - 688’1 97T ecl = e~ €/1'C (444 /S1'] 8¢l €0/200¢
7€8'C - 7€8'C 688'L - Ol—= L= 898’1 L= 6/% 00¥'L 20/100¢
6LY' 9/9 €08 7€8'C - G— 0ce 67l'e 0ce 00C'l 679l L0/000¢
000'¢ - 000'¢ €08 - - 687l 60T 6811 80/~ LGl 00/6661
9tL't - 9tl't 9/9'¢ - = 6€'T— ozl €LLT— €8C°C o18'l 66/866L
00/'L - 00/'l 9Lt 81§ 855~ /89'L 0174% /89'l 996 06/l 86/L66L
1uswAed Jeak yjoid sjeak  o|geded  puny SOAJI9SDI SOAJ9SaI (=) sso| (=) S9SSO|  ()(—) SSSO| sbuiuies
|e1ol snoinaid  snoiaaid puSpIAl] 9AJSS9Y  uonenjeaas syyoid Jo yyoud pue suieb puesuieb  bBulkjapun

wouy wouy Jueg 19sSY pasieaiun bununody pasijesasun  pasieay

pakelsp  1uswAed EYNEIEN]

dwWAed (-) Wouy/01 I3jsues]

JUSWIUIDAOL) 0} Sjuswhed

s)yoid Jo uonnquisia

©S}J0id jo uonisodwod

(uoyjw ¢)

S}IJoud yueg aAIasSay Jo uonnguisig pue uonisodwon

127

ANNUAL REPORT 2018 | EARNINGS, DISTRIBUTION AND CAPITAL





