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Overview

Global economic conditions have remained
strong over the past six months, which has
helped to further improve the health of the
global banking system. However, a range

of financial stability risks remain. Long-term
government bond yields are still very low,
despite generally increasing over the past year
or so, which has continued to underpin elevated
asset valuations and ‘search for yield"activity.

In addition, compensation for risk is low for
many assets. Current asset pricing suggests that
investors see little chance of adverse outcomes,
and consequently a detrimental shock could
lead to a disruptive and lasting correction in a
broad range of markets. This could be triggered
by a sharp rise in interest rates in the absence

of stronger economic growth arising from, for
instance, a jump in realised or expected inflation
or a change in investors'risk appetite.

In China, the authorities continue to make
concerted efforts to address risks in the financial
system, and a range of further steps were
announced over the past six months. This is a
positive development because of the importance
of the Chinese economy to the Australian
economy. However, risks remain elevated given
the rapid growth and high level of corporate
sector debt as well as the complex and opaque
nature of some parts of the financial system.
The improving economic outlook in Europe is
strengthening bank profitability, but the stock
of non-performing assets in some countries
remains high. In parts of Europe and elsewhere,
household debt and housing prices remain
high after earlier rapid growth.

On the domestic front, concerns about

riskier types of new housing borrowing have
eased. The prudential measures implemented
over recent years have led to a general
strengthening in lending standards, and

the regulatory limits on investor loans and
interest-only lending have reduced the build-up
of macro-financial concerns.

The high level of household indebtedness
increases the risk of a rise in household financial
stress amplifying a shock to the economy.

Most aggregate indicators of financial stress
remain low. Some banks have reported that
payment arrears have increased for some
borrowers transitioning to principal-and-interest
repayments at the end of an interest-only
period. This partly reflects borrowers taking
some time to adjust, though for a small share of
borrowers this has reflected difficulty in making
the higher repayments. Overall, however, the
regulatory measures and broader strengthening
of lending standards have contributed to an
improvement in the risk profile of new housing
lending and the resilience of household balance
sheets. They have also contributed to the recent
moderation in housing market conditions.

Conditions in commercial property remain an
area to watch. It appears that the large stock of
apartments reaching completion in Brisbane
and other capital cities is being absorbed with
little disruption to housing markets, though
there have been some reports of settlement
failures and delays. Non-residential commercial
property prices in Sydney and Melbourne have
risen further, with yields falling, in part reflecting
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ongoing ‘search for yield' activity. In contrast,

in the resource-intensive states conditions in
office property markets remain challenging

with elevated vacancy rates. More broadly,
Australian-owned banks have slowed the growth
in their commercial property exposures following
a review by the Australian Prudential Regulation
Authority (APRA) in 2016, though growth in
lending by some foreign banks has remained
strong. Lending by non-bank financial institutions
to developers and households is growing
strongly but remains a small share of total
exposures. Conditions in the rest of the business
sector continue to strengthen, with profits
generally high and leverage contained, including
for most firms in the mining-related sectors.

The resilience and overall financial performance
of Australian banks has continued to improve.
Profits in the second half of 2017 grew from an
already high level, in part because of the increase
in lending rates implemented by banks following
the regulatory measures. Conditions in local and
offshore long-term funding markets have also
been generally favourable for banks, although
there has been a recent rise in bank bill rates.
Capital ratios have continued to rise and either
already meet or are close to the ‘unquestionably
strong'targets announced by APRA last year and
due to come into force in 2020. APRA recently
released a discussion paper detailing proposed
amendments to the capital framework to better
align overall capital levels with the underlying risk
of banks'lending and other activities. This follows
the finalisation of reforms to the international
Basel Il capital framework. With the design of key
post-crisis reforms now largely completed, global
bodies are increasingly focusing on monitoring
the implementation, and evaluating the
effectiveness and impact, of the financial reforms.
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Conduct in the banking sector is the focus of
several inquiries. Notably, the Royal Commission
into Misconduct in the Banking, Superannuation
and Financial Services Industry has commenced,
the Productivity Commission investigation

of competition in the financial system has

issued a draft report, and the interim report

by the Australian Competition and Consumer
Commission on mortgage pricing has been
published. Over time, these examinations should
enhance accountability and strengthen risk
culture in the financial sector. The International
Monetary Fund has started work on its five-yearly
Financial Sector Assessment Program review of
Australia, which will focus on current financial
vulnerabilities and the Australian framework

for systemic risk oversight.

An important development in recent months
was the launching of the New Payments Platform
(NPP), which enables very fast payments on

a 24/7 basis using a recipient’s email address,
phone number or ABN. The NPP will increase

the efficiency of the payments system and

may support productivity more broadly. It also
changes the nature of the risks in the Australian
payments system, reducing the delay in receiving
funds while increasing the importance of
real-time monitoring to prevent financial fraud.
Other financial market infrastructures have
continued to function effectively. w



1. The Global Financial

Environment

The global economy has experienced
widespread solid growth, which has reduced
some financial stability risks but may with time
promote others. Persistent very low interest
rates and stable growth in recent years have
led to high asset prices and low compensation
for risk in a range of markets. This raises the
possibility of a sharp correction in asset prices
in response to an adverse shock. Investors have
also taken on more risk in recent years, making
them more susceptible to large losses if there
were a generalised fall in asset prices. The falls
in global equity prices in recent months have
provided a timely reminder that asset prices can
fall quickly, with price movements exacerbated
by pro-cyclical investor behaviour.

Global debt levels are high and continue to rise.
Low interest rates have encouraged households
and corporations in a range of countries to
increase debt, often from already elevated

levels in the case of households. Government
debt also remains high in many countries.

The higher debt levels raise concerns about the
resilience of a range of borrowers to any adverse
shocks, particularly as global monetary policy
accommodation starts to be unwound.

The Chinese financial system remains a focus.
Addressing risks in the financial system has

been a priority for the Chinese authorities with
regulatory reforms backed by strong political
support. Debt levels are high, especially in the
corporate sector, and a sizeable share of debt has
been provided through less regulated ‘shadow
banking' channels. This has exposed the financial
system to considerable credit, liquidity and
contagion risks.

Major Advanced Economies

Asset valuations in a range of advanced economy
financial markets remain elevated. Over the past
decade, long-term government bond yields,
which underpin the valuation of most assets,
have fallen contributing to higher prices for riskier
assets (Graph 1.1). Despite some recent increases
in bond yields, they remain low. Compensation
for risk is also low; spreads on investment-grade
and high-yield corporate bonds are at or near
record lows despite an easing in non-price
lending standards for wholesale corporate

debt. There has been some pull-back in equity
markets in recent months, initially in response

to inflation concerns and more recently due to
the direction of trade policy in the United States
and developments in the technology sector.
Equity valuations nonetheless remain high in the
United States, but are less so in other countries.

Graph 1.1
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There are risks to a broad range of asset prices
from a sharp rise in interest rates that is not
accompanied by stronger growth. The impact
could be compounded by simultaneous price
falls across a range of asset classes (see ‘Box A:
Low Interest Rates and Asset Price Risk’). Such

a repricing could, for instance, be triggered by
a reappraisal of the expected path of inflation
or a shock that undermined global growth and
investors' risk appetite.

On a positive note, long-term government bond
yields have already risen noticeably from the
record lows seen in mid 2016 without significant
disruption to financial markets. The sharp equity
market falls in early February, in response to
inflation concerns, were partly retraced before
other factors led to another round of falls in
March. After a long period of low volatility these
movements have served as a reminder that
price falls and higher volatility are possible. It is
notable however that higher volatility has been
largely confined to equity markets with bond
markets remaining relatively calm (Graph 1.2).
Nonetheless, the February episode showed that
prices can fall sharply in response to changes in
market expectations for inflation and interest
rates. It remains to be seen whether these events
presage a period of greater uncertainty and so
ongoing higher volatility.

A range of investment vehicles and strategies
could exacerbate a fall in asset prices.

For example, investments that pay off if
volatility stays low, that target a fixed level of
volatility (including 'risk-parity’ funds), or that
rely on algorithms to trade automatically have
become increasingly popular. There is some
evidence that such strategies can lead to
increased selling as prices fall, as seen during
the February equity market sell-off." Price falls

1 Forexample, see SushkoV and G Turner (2018), The equity market
turbulence of 5 February - the role of exchange-traded volatility
products, BIS Quarterly Review, March, pp 4-6.
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could also be exacerbated if negative returns
trigger investor redemptions from open-ended
bond investment funds, leading to forced
selling. Bond funds have become increasingly
large holders of corporate bonds and often are
exposed to a mismatch between the relatively
low secondary market liquidity of such bonds
and the easy redemption terms these funds offer
to investors. As a result of the post-crisis reforms
process, these funds increasingly have tools that
limit fire-sale risks, including options to suspend
redemptions. However, the availability of these
tools differs across jurisdictions, and they have
not been broadly tested in stressed conditions.

Moderate falls in asset prices or upticks in
volatility seem unlikely to threaten the solvency
of systemic financial institutions given regulatory
and management measures taken since the
financial crisis. But some other institutions and
investors may be more vulnerable to asset price
falls and higher interest rates, having taken on
greater credit, liquidity and interest rate risk in the
low-yield environment. With imperfect visibility
of exposures, leverage and interconnections
within the global financial system, there is always
the risk that some large concentrated losses
could have systemic consequences or that



uncertainty could cause market participants to Graph 1.3
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debt and housing prices in some small open

could see this slowdown develop into a more
advanced economies that did not have housing P

) ) o harmful correction.
downturns in the financial crisis. In New Zealand

(discussed below), Canada, Norway and Sweden, Commercial property prices have also risen
housing credit and price growth has exceeded relatively quickly in major centres in the

that in incomes and rents over recent years, with United States, Canada, New Zealand and Europe
some evidence of an increase in riskier lending.? in recent years. As with other asset prices,

There is potential for a shock to the economy declining long-term sovereign yields have been a
to be amplified by households and the housing factor. Accordingly, some leveraged investors and
market, as was the case in some economies in their creditors may be vulnerable to price falls
the financial crisis. Large housing price falls could ~ given the highly cyclical nature of commercial
see banks incur losses on recent and high-risk property markets, particularly if long-term

loans. Higher interest rates, falls in incomes interest rates continue to rise from their current
and lower housing prices could also see highly levels without increases in income. The recent
indebted households substantially curtail their interest rate increases may have already put
spending. Macroprudential policies have been some downward pressure on listed commercial
implemented in these and other countries, real estate investment trust prices (Graph 14).
stemming the growing risk in the balance sheets In the United States, bank lending for commercial
of banks and households, and these policies property has been growing relatively strongly, at
appear to have contributed to a slowing of an average annual rate of around 9 per cent over
credit and housing price growth (Graph 1.3). recent years. Regulators there have expressed
While these developments are welcome, there concerns about lending standards and the

is always the risk of a mis-calibration of untried high share of commercial property lending at
macroprudential tools, or of other shocks that particular institutions.

Conditions in advanced economy banking
systems have generally continued to improve.

2 See RBA (2017),'Box A: Risks in International Housing Markets, Bank share priceS have risen SigﬂiﬂCaﬂﬂy over
Financial Stability Review, October, pp 13-16.
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Graph 1.4
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the past two years, but recent movements have
been mixed (Graph 1.5). Profit expectations

are being supported by stronger economic
conditions — which should lead to increased
credit demand - as well as higher interest rates
and further improvements in asset performance.
Lower corporate tax rates in the United States
are also expected to boost the profits of

banks operating there over the medium term,
despite some negative short-term effects
(reflecting a reduction in tax benefits from past
losses). Banks' regulatory capital ratios in the
advanced economies also remain well above

Graph 1.5
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their regulatory minimums. The finalisation

of Basel lll regulatory capital requirements

in December 2017 is estimated to have little
effect on aggregate global minimum capital
requirements, but the impact will vary by
country and bank (see ‘Box E: Reforms to the
Basel lll Capital Framework’). Regulators in the
United States continue to review post-crisis
reforms. Proposals to date have mainly focused
on easing the regulatory burden for small and
medium-sized banks and easing requirements
in areas where US regulations exceed
international standards.

In the United States, in recent months spreads on
short-term bank debt have spiked to their highest
level since 2009 (Graph 1.6). Since the onset of
the financial crisis, higher money market spreads
have typically been an indicator of market stress
or a perception that the near-term credit risk of
banks had risen. However, the recent spike does
not relate to major market stress or concerns about
bank credit risk. Indeed, spreads on long-term
bank funding and credit-default swaps (CDS)
remain very narrow. Rather, increased spreads
appear to be due to changes in the demand

for and supply of money-market securities.

In particular, issuance of US Treasury bills has
increased significantly following the suspension

Graph 1.6
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of the debt ceiling in February and because of these plans to existing bad loans as part of a
seasonal factors associated with tax payments. broader push to accelerate the cleanup of banks'’
Demand for Treasury bills has also seemingly balance sheets.

declined as a few very large US corporations have

Despite these improvements, banking systems in
reallocated their assets following US tax changes

some European jurisdictions remain vulnerable
that encourage them to repatriate offshore

dollars to the United States. Other tax changes
have simultaneously encouraged foreign banks
operating in the United States to borrow directly,
rather than seek offshore funding from their
parents. This rise in borrowing costs has spilled
over to some other markets, including in the
United Kingdom and Australia (for further details

to negative shocks. Stocks of NPLs are still high in
several European banking sectors and, in some
cases, are expected to remain high in coming
years. NPL sales to date have been at prices
significantly below those implied by provisioning
levels. This means that banks' effective capital
buffers could be smaller than reported capital
ratios suggest. Structural factors such as high

on developments in Australia, see ‘The Australian cost bases, legacy loss-making exposures and

Financial System’ chapter). excess capacity continue to constrain banks'

In Europe, banks have continued to bolster profitability, while restructuring costs also remain
their resilience, aided by the ongoing economic high for some banks. These factors will need
upswing. Profitability has generally been to be resolved if banks are to raise long-term
improving, which has enabled banks to increase profitability and improve their ability to build up
their loss-absorbing capital buffers. Banks capital buffers.

have continued to cut costs and adjust their Debt sustainability concerns remain for some

business models. Non-performing loan (NPL) highly indebted European sovereigns, although

ratios have fallen further, partly due to some near-term risks have continued to recede over
the past six months (Graph 1.8). Government

bond spreads to German Bunds have narrowed

large banks selling NPL portfolios (Graph 1.7).
European authorities have proposed that banks
should provision for new NPLs more rapidly and

to a greater extent, and reportedly may extend Graph 1.8
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further, reflecting stronger economic conditions
and improving fiscal positions (Graph 1.9).
However a sharp increase in yields - for instance
due to a change in global risk sentiment

or political developments — could increase
concerns around the sustainability of some
European countries’ debt. While actions by the
European Central Bank could limit any rise in
government bond yields, sizeable increases are
still possible, which could pose risks to financial
and macroeconomic stability given banks’ large
holdings of European government bonds relative
to their capital bases.

Graph 1.9
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In Greece, the economy has continued to
strengthen and near-term funding pressures on
the government have receded despite the high
debt stock. Greece's sovereign credit rating was
upgraded by two rating agencies and Greece has
again raised funds in international bond markets.
Ilts European creditors also agreed to disburse
the latest round of bailout funding in March, but
an agreement on debt restructuring may be
important to Greece's ability to fund itself after
the bailout program ends in August.

The United Kingdom'’s exit from the European
Union (Brexit) could pose risks to financial
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stability in Europe. Negotiations to define the
future relationship between the European Union
(EU) and the United Kingdom are in progress,

but there remains significant uncertainty about

the nature of a final agreement or whether an
agreement will even be reached. A disorderly Brexit
process — such as the failure to reach a post-exit
UK-EU trade deal, a significant delay in reaching an
agreement or a late change in political course —
could be disruptive for UK financial institutions that
provide services to continental Europe, as well as EU
firms that rely heavily on those services.

Increasing use of technology in the financial
system, and the associated increase in

linkages with and reliance on third parties, has
heightened the risk to financial stability posed by
cyber-attacks. Such attacks have the potential to
affect the financial system through a variety of
channels; for instance, through an interruption
in the availability of core financial services or

the corruption of trade or transaction records.
Of particular concern is the possibility of an
attack having knock-on effects to other parts

of the financial system. Given the systemic risk
posed by cyber-attacks, international regulatory
bodies are increasing their focus on monitoring
cybersecurity in the financial system, although
information on the scale and nature of attacks
remains incomplete (see the ‘Regulatory
Developments’ chapter for further information).

New Zealand

Financial stress in New Zealand would affect the
Australian banks due to the strong economic
and financial links between the two countries.
New Zealand's four largest banks are each owned
by one of the Australian major banks. In its latest
Financial Stability Report the Reserve Bank of
New Zealand (RBNZ) assessed that near-term
financial stability risks had receded, but high
debt levels in the household and dairy sectors
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leave borrowers and banks vulnerable to
adverse shocks.

In the housing market, the tightening of
loan-to-valuation ratio (LVR) requirements in
October 2016, a general tightening in lending
standards, and higher mortgage interest

rates (a flow-on from higher deposit rates)

have slowed credit and housing price growth
(Graph 1.10). These changes have also improved
the quality of new lending, particularly to
investors. This modest reduction in housing
market vulnerabilities led the RBNZ to marginally
ease the LVR restrictions from the beginning

of 2018. Specifically, it raised the LVR threshold,
above which a 5 per cent cap on the share of
new investor loans applies, from 60 per cent

to 65 per cent. It also increased the share of
new owner-occupier loans that can have an

LVR above 80 per cent, from 10 per cent to

15 per cent. The RBNZ is considering the case for
developing a lending constraint based on debt
serviceability as a macroprudential measure that
could be used if financial stability risks intensify.

Graph 1.10
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NZ$/kg

Risks from the dairy sector, which accounts

for around 10 per cent of total bank lending in
New Zealand, have eased given that dairy prices
have been at somewhat higher levels over the
past year or so (Graph 1.11). Growth in lending to
the dairy sector has slowed and the proportion
of banks’ dairy loans that is non-performing has
declined slightly. However, the sector remains
highly indebted, which leaves it vulnerable to
falls in sometimes volatile dairy prices.

Graph 1.11
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China

Chinese policymakers continue to implement
reforms to address financial stability risks, backed
by strong political support. These actions have
had some success in containing the build-up of
risks and have the potential to curb risks over
the longer term, but much will depend on how
they are implemented and enforced. For now,
the accumulated financial stability risks in China
remain high.

Concerns about risks to the financial system
in China reflect several inter-related factors.
First, there has been a large build-up of debt
over the past decade (Graph 1.12). The high
leverage of the corporate sector, both private

FINANCIAL STABILITY REVIEW | APRIL 2018
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and public, makes firms less resilient to negative
shocks. While the growth of debt has slowed
over recent years, China’s non-financial corporate
debt relative to GDP exceeds that of most
advanced economies, and is several times higher
than in economies with comparable per capita
income levels.

Second, a range of factors have reduced lending
standards and asset quality in China, raising
credit risks further. The speed of the increase

in debt suggests that some lending may have
been of poor quality as has often been the case
in rapid credit expansions in other countries.
Despite noticeable improvements in aggregate
profitability over the past year or so, excess
capacity in parts of the industrial sector has
resulted in some unprofitable companies that are
highly leveraged and rely on loan forbearance
to survive. Many of these are state-owned
enterprises (SOEs). China’s local governments
have also borrowed heavily in the post-crisis
period to fund infrastructure projects, despite
limited net revenue streams. While banks'
reported NPL ratios remain low, the flow of new
NPLs is quite large, which is being offset by

RESERVE BANK OF AUSTRALIA

banks’ proactive use of loan write-offs and NPL
sales. To some extent NPL ratios may understate
banks’ exposure to non-performing assets. For
example, in some circumstances banks in China
reportedly still have exposure to NPLs they
have sold, for instance because the loans sit in
an off-balance sheet vehicle financed by the
bank. Also, some banks are reported to have
used various other means to avoid recognising
problem loans, including loan forbearance.

Over recent years authorities in China have
worked to facilitate the restructuring of corporate
debt and help banks to repair their balance
sheets. This includes launching a debt-to-equity
swap program, establishing firm-level creditor
committees to manage debt workouts, and
creating regional asset management companies
to purchase NPLs.

Implicit guarantees of loans and other financial
products in China are also likely to have resulted
in weaker lending standards. Low credit spreads
on debt securities issued by SOEs and local
governments suggest that investors assume
they are effectively guaranteed by the central
government. Similarly, many investors in the
wide range of asset management products
(AMPs) sold by banks and non-bank financial
institutions (NBFIs) reportedly believe they are
implicitly guaranteed by the issuer — a belief in
part based on recent experience where issuers
have paid out distressed AMPs. Such guarantees
can reduce the incentive for lenders to adhere
to prudent lending standards. This increases the
likelihood of poor quality loans, and thus the risk
of repayment problems.

Third, a significant part of the run-up in corporate
debt has been provided through less regulated
and less transparent shadow banking channels
(even though this debt is largely funded or
otherwise facilitated by the banking sector).
Shadow lending has improved firms’ access to
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finance and enabled more lending to occur on
market terms that account for risk. However, it
also enables banks to circumvent regulation

in various ways, adds to liquidity risk and
increases and obscures interconnections in the
financial system.?

Many smaller banks have increased their
issuance of short-term wholesale debt over
recent years, including interbank loans, to invest
in NBFls (Graph 1.13). The resulting opacity,
interconnection and reliance on short-term
funding can amplify and spread financial stress,
because uncertainty about counterparties’
exposures can lead to a broad-based
withdrawal of funding in a period of heightened
uncertainty. However, given the ongoing heavy
influence of the state in the financial system —
notwithstanding significant reform over the past
decade - contagion is unlikely to play out in the
same way as in more market-based systems.

Graph 1.13
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Vulnerabilities in the Chinese household sector
continue to rise, although they appear less
than those in the corporate sector. To date the

3 Fora more complete discussion of these risks see Bowman J,
M Hack and M Waring (2018),'Non-bank Financing in China;
RBA Bulletin, March. Available at <http://www.rba.gov.au/
publications/bulletin/2018/mar/non-bank-financing-in-china.html>

Chinese authorities have avoided a sharp housing
correction by using a range of policy tools to
actively manage the housing cycle. However,
household debt has been growing rapidly from

a low level alongside strong growth in housing
prices over recent years. Household indebtedness
is low relative to advanced economies, but

high relative to many emerging market
economies. Housing loan-to-valuation ratios
appear moderate, suggesting a buffer against
any decline in housing prices. A downturn in

the housing market could also adversely affect
other sectors, such as highly leveraged property
developers and local governments.

The Chinese authorities are well aware of these
various risks and have continued to implement
measures to address them. Senior officials have
publicly expressed concerns about financial
risks, including President Xi, indicating a strong
political commitment to curtail risk. Several
significant measures have been announced over
the past year or so. Importantly, a cross-agency
Financial Stability and Development Committee
has been established under the State Council,
to boost coordination between the main
Chinese financial regulators and increase

their authority. Further, the China Banking
Regulatory Commission and the China Insurance
Regulatory Commission are to be merged into

a single regulatory agency, and some additional
aspects of policy design will be transferred

to the People’s Bank of China. Guidelines for
unified regulation of AMPs — regardless of

their type, issuer or main regulator — have also
been announced, including rules on leverage,
liquidity, disclosure and investment scope.
Limits on interbank borrowing and lending, and
restrictions on ‘entrusted loans’ (a key type of
shadow lending), have also been introduced

or announced. Scrutiny of the insurance sector
has also increased. The regulator has recently
taken control of Anbang Insurance, a very large
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and acquisitive financial conglomerate that

has grown rapidly, largely funded by strong
issuance of non-traditional AMPs. Together these
measures have resulted in a marked slowing

in some types of shadow lending and AMP
issuance (including banks' ‘wealth management
products’) (Graph 1.14)*

Graph 1.14
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If sustained, calibrated appropriately and not
circumvented, these regulatory measures
should help to curb financial stability risks over
the longer term. However, in the near term

if applied too forcefully, measures to boost
financial stability have the potential to cause a
contraction in financial intermediation. This risk is
mitigated somewhat by a favourable economic
environment in which to pursue regulatory
reform. But in future the authorities may face a
difficult trade-off between restraining financial
risks and supporting economic growth to
achieve targets. Market and investor sentiment
may also weaken significantly if currently
assumed implicit guarantees were seen to no

longer apply.

4 See Perry E and F Weltewitz (2015), 'Wealth Management Products in
China; RBA Bulletin, June, pp 59-68.
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The Chinese banking system reports adequate
levels of capital overall, although some small and
medium-sized banks have relatively thin buffers
over their minimum requirements (Graph 1.15).
As noted above, reported capital may overstate
the true position due to under-provisioning for
NPLs. Aggregate profitability is quite strong,
although it has declined in recent years, partly
due to greater losses on lending. More recently,
the slowing in shadow banking activity has
started to weigh on smaller banks’ balance sheet
growth and profitability, because they have been
active in funding and facilitating this activity.

Graph 1.15
China’s Banking System
% Return on equity CET1 capital ratio
20
10
CNYtr[  Non-performing loans Non-performing loans
Stock Share of loans
Incl. special
mention loans
0 1 1 1 1 1 1 1 1 1 1
2009 2013 2017 2013 2017

Sources: CEIC Data; RBA; S&P Global Market Intelligence

The Chinese authorities retain a wide range

of economic and financial policy tools to use

in any financial disruption. The state retains a
large role in both the corporate sector and the
financial system which enables some policy
actions that are more complex or not possible

in other economic systems. The authorities have
also proven to be willing and able to respond
quickly to potential instability, as demonstrated
by their intervention with Anbang Insurance.
Nevertheless, given the risks, maintaining stability
in a large, complex and opaque financial system
will be challenging. And policies designed to
minimise losses and maintain stability will often
reinforce perceptions of implicit guarantees.
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If financial risks were to materialise in China, the
negative effect on China's economy could be
substantial. Direct financial linkages between
China and the rest of the world are generally
still small, limiting the spill-overs through this
channel. Rather, a financial disruption would
likely be transmitted through China’s strong
trade links, including to Australia, with possible
second-round effects on a broad range of
countries through weaker global growth. Weaker
sentiment in global financial markets could also
cause and transmit significant financial stress.

Other Emerging Market
Economies

Risks in other emerging market economies
(EMEs) have eased further over the past six
months. Economic growth is broadening and is
expected to continue. Corporate debt-to-GDP
ratios have stabilised or fallen in many economies
following earlier strong growth (Graph 1.16).
Capital inflows to EMEs have been relatively
strong over the past two years as risk sentiment
has remained positive, supporting asset prices
and currencies (Graph 1.17). Nevertheless, some
EMEs remain vulnerable to a change in global

Graph 1.16
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risk sentiment and capital flight, particularly in an
environment of rising interest rates in advanced
economies, trade tensions and heightened
geopolitical risk. This could reveal or exacerbate
underlying weaknesses.

The increase in corporate sector indebtedness

in EMEs remains an area of concern because
higher leverage reduces firms’ resilience to
adverse shocks. The speed of this rise since

the financial crisis may also indicate there has
been some lower quality lending. A shift in risk
sentiment could expose some EMEs to currency
depreciations which would inflate the value of
any unhedged foreign currency borrowing and
interest costs, while also reducing firms’ access
to offshore funding. More generally, rising global
interest rates, particularly in the US, will increase
the cost of servicing unhedged foreign currency
debt. These risks are somewhat mitigated by the
large proportion of listed EME firms that have

at least some foreign currency earnings, as well
as the general decline in EME firms’ reliance on
foreign currency borrowing.

Banking systems in most large EMEs have been
fairly resilient in the face of earlier challenging
economic conditions and deteriorating asset
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quality in recent years. The economic recovery
should also support the financial health of
EME banks in the period ahead. Nonetheless,
bank performance varies widely within and
across jurisdictions, with some banks having
weak profitability and thin provisioning and
capital buffers (Graph 1.18). In India and Russia,
NPLs have continued to rise (Graph 1.19).
Regulators there have implemented a number
of measures to bolster resilience, including
improving NPL recognition and resolution,
corporate governance and supervision. Public
money has been injected into multiple weak
and failing large banks in both jurisdictions.

Graph 1.18
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The potential for EME financial stress to spill
over to advanced economies has risen over
time due to their increased size and integration
in the global economy. Along with stronger
trade links, advanced economies’ financial links
to EMEs, while relatively small, have grown,
including through portfolio investments in EME
corporate debt and equity (especially via mutual
funds). Distress in EMEs could be transmitted
through these links and by weighing on financial
market sentiment.



Box A

Low Interest Rates and Asset Price Risk

Low global policy rates have boosted a

broad range of asset prices and encouraged
financial risk-taking. These responses are part

of the normal mechanisms through which
accommodative monetary policy stimulates the
economy. However, the historically low level

of interest rates and the protracted length of
time they have been at those levels have led

to particularly strong responses of asset prices.
Metrics of many assets’ valuation, which are
contingent on the low risk-free interest rates, are
elevated relative to history. In addition, investor
compensation for bearing many types of risk has
fallen to record low levels, and some investors
have significantly increased their risk profiles.

A sharp increase in long-term risk-free interest
rates toward historically normal levels could
result in widespread asset price falls if it is not
accompanied by stronger growth. If the increase
in interest rates is triggered by stronger growth
expectations then higher expected income flows
could hold up asset valuations despite higher
discount rates. However, valuations for fixed
income securities could fall sharply if interest
rates rise substantially because of higher realised
or expected inflation, while valuations for assets
more broadly could fall if risk premia return to
historically more normal levels.

While a host of regulatory and other changes
have made the financial system and, in particular,
banks more robust since the financial crisis,

a large synchronised fall in asset prices could

test this resilience. Despite some improvements
in transparency, there is significant uncertainty
about the ultimate exposure and response

of different types of investors to such asset price
falls. Notably, there is little information on the
extent of leverage, which would amplify losses,

of non-prudentially regulated financial institutions.

Low Interest Rates, Asset
Valuations, the Price of Risk
and Risk-taking Behaviour

The very low policy rates and unconventional
monetary policies implemented around the
world over the past decade have contributed
to yields on government bonds falling to
exceptionally low levels (Graph Al). As a result,
prices for a broad range of assets, including
equities, corporate bonds and commercial real
estate, have risen because risk-free interest rates
are central to their valuation. In addition, the
compensation demanded for bearing risk has
fallen in a range of markets given the stability

in financial market and economic outcomes in
recent years and investors' willingness to hold
riskier assets as they seek higher returns.! This is
particularly evident in corporate bonds where
spreads to government securities have narrowed
to low levels (Graph A2).

Various aspects of some investors' strategies
point to possible mechanisms that could increase
the response to, or amplify, a financial shock.

1 Many commentators refer to this phenomenon as the ‘search
for yield’ When originally coined, this phrase was used in a narrower
sense, referring to financial institutions that offer guaranteed
nominal returns (such as defined benefit pension funds and some
life insurers) shifting into riskier assets to maintain nominal returns
as interest rates fall. See Rajan R (2005), ‘Has Financial Development
Made the World Riskier?, Proceedings of the Jackson Hole Conference
organised by the Federal Reserve Bank of Kansas City.
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« Some investors have moved into lower-rated
assets, increasing their credit risk exposures.
A notable example of this has been investors'
willingness to hold BBB-rated bonds earning
low interest rates, which has made their
issuance attractive to corporates (Graph A3).2
At the same time, the covenants attached
to speculative-grade corporate loans in
Asia, Europe and North America have been
loosening.>* With investors accepting both
lower credit quality and compressed spreads,
they are receiving historically low compensation
for taking on credit risk.

« Some investors have moved into relatively
illiquid assets or markets where liquidity

2 This shift can also be seen on the balance sheets of different investor
types. For example, the share of US and European life insurers'bond
portfolios with a BBB or lower rating has risen over the past decade
from one-quarter or less to at least one-third. See International
Monetary Fund (2017),'Is Growth at Risk?; Global Financial Stability
Report, October.

3 See Moody's (2018),'‘Covenant quality score for Asian high-yield
bonds falls to weakest level on record; 24 January; Moody'’s (2017),
‘Speculative-grade non-financial corporates — EMEA: Covenant-lite
returns with a vengeance, eroding investor protection; 19 June; and
Moody’s (2018),'North American loan covenant quality touches
weakest level in third quarter as covenant erosion continues apace,
18 January.

4 This is consistent with the sharp rise in US leveraged loans — which
are typically to non-investment grade companies — that are classed
as ‘covenant-lite; at a time of strong growth in US leveraged loans
more broadly.
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has not been tested in times of stress.
This increases the risk that investors might
be unable to meet their liquidity needs
(except by selling at heavily discounted
prices). For example, life insurers have
increased their asset allocation towards

illiquid assets such as commercial property,
infrastructure financing and mortgage loans.
Retail investors” holdings of corporate bonds
have also increased through the rapid growth
of bond investment funds.

Graph A3

Corporate Bond Indices
Share of bonds rated BBB in investment grade indices

US dollar Euro Sterling
Non-financial
Aggregate

NS ENENENEEE] NN NN NN NSNS NSNS NN EEENEEEEE]
2006 2018 2006 2018 2006 2018

Source: ICE Data is used with permission

ppt

60

40

20



Some investors have gone beyond their margin debt balances relative to market

traditional risk mandates or areas of expertise. capitalisation are above pre-crisis levels in the
This increases the risk that investors might United States.”
fail to appropriately assess and price their Graph A4
risk. For example, in countries where interest Bond Market Duration
years . years

rates are very low, such as Japan, some banks Sovereigns European Corporates

. . s sovereigns:
and insurers have expanded their activities 1 1
in foreign jurisdictions where interest rates Japan
and spreads are higher. Further, demand for . 9

France

complex, opaque and/or risky instruments,
Canada

such as collateralised loan obligations and - -
short-volatility exchange-traded products, MM;
has been strong. 5

Investors are holding bonds with longer Australia

.y . . 3\\\\\\\\\\\\\\\\\\\\ HHHHHHHHHHHHHHHHHHHH3
maturities. This provides a natural hedge for o SR AT B F
investors W|th |Ong’dated ||ab|||t|eS (SUCh Source: ICE Data is used with permission
as pension funds and life insurers) but for
other investors it increases their exposure Asset Price Response

O RSt it Mo i @verEde Cursion o While banks should be more resilient to asset

oS Engng [5omels [nES S M mEm e s price falls given regulatory reforms, the factors

since the early 2000s (Graph A4). While longer
tenor bonds reduce refinancing risk for
borrowers, they make investors' asset returns

outlined above suggest that this may not be the
case for all other types of investors. Given the

T . multitude of changes in institutional structures,
more sensitive to interest rate changes.

Bond prices at all maturities have also
become more responsive to interest rate
changes due to the lower level of yields.

investors' asset holdings and market dynamics,
it remains uncertain how different classes of
investors will be affected by, and respond to,
asset price falls. Notably, they could be tested

Leverage remains prevalent in the financial by synchronised falls in asset prices. Frequently,
system. While the global banking sector prices of certain assets, in particular, sovereign
has significantly reduced its leverage since bonds, move inversely with those of riskier assets.
the financial crisis, leverage remains high However, given high valuations for a broad range
for some other institutions and may have of assets are being underpinned by low risk-free
even increased for some. However, there is interest rates (high sovereign bond prices), a rise
little transparency on this leverage, which in sovereign yields could result in synchronised
adds to uncertainty. Partial information asset price falls.

suggests leverage could still be an important One recent examnple of such synchronised

amplification mechanism: there are some
reports of increasing leverage among
hedge funds in the United States (including 5 Onincreasing hedge fund leverage see: Board of Governors of the
Federal Reserve (2018),'Monetary Policy Report; 23 February. On the

) . level of hedge fund leverage see: Office of Financial Research (2017),
for large funds (about 15 times), and equities Financial Stability Report’

asset price falls triggered by rising risk-free rates

through derivatives) which is at a high level
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occurred in mid 2013 after the US Federal Reserve Graph A5
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. , , . Following the ‘taper tantrum’ of 2013*

buying program (the ‘taper tantrum’). While [ 10-year sovereignbonds
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could have a greater impact.
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for a range of assets. This has been true of past E:J:J
episodes of sharply rising risk premia (Graph A6).5 Japan
While prices for sovereign bonds tend to rise in
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6 This result is robust to the exclusion of the global financial crisis,
although the average size of the price falls is smaller.
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2. Household and Business
Finances

Macro-financial risks emanating from the
household sector remain, given the high level
of household debt and strong growth of riskier
lending in previous years. However, the build-up
of risks has abated somewhat of late, in part
reflecting the Australian Prudential Regulation
Authority’s (APRA's) prudential measures in the
residential mortgage market. Continuing a trend
that has been evident for some time, standards
for new lending to households have improved
further, with a lower share of new loans having
riskier characteristics, such as interest-only (I0)

terms and/or high loan-to-valuation ratios (LVRs).

Nationally, housing market conditions have
eased, with prices notably falling in Sydney.

Overall, most indicators suggest that the
incidence of household financial stress is not
widespread, although some households could
be tested were unemployment to increase.
Existing housing loans, including those written
under earlier weaker standards, continue to
perform well given good economic conditions
in most of the country. In addition, borrowers
coming to the expiry of an IO payment period
face a sizeable increase in their scheduled
payments if they transition to principal and
interest (P&I) payments. While most of these
borrowers appear well placed to handle this
change, liaison with banks suggests a small
minority will face difficulty affording the higher
scheduled payments.

In apartment markets, the peak of the large
pipeline of new additions in Melbourne and
Brisbane looks to have passed, and to date has
been absorbed without significant disruption.

Indeed vacancy rates are currently declining
and falls in apartment prices have been modest
in these cities. Settlement failures have been
concentrated in lower-quality developments
and there have been some reports of settlement
delays, predominantly in Brisbane. Where
settlement failure has occurred, developers
appear to have largely been able to resell the
apartment to another buyer, although some
developers may be delaying selling apartments
where there is weak demand. While the growth
of the total housing stock does not appear
excessive relative to overall population growth,
ongoing strong growth of the apartment stock
over the next year or so, especially in Brisbane,
could yet weigh further on apartment market
conditions there.

In non-residential commercial property markets,
prices continue to increase strongly. This is
particularly evident in the Sydney and Melbourne
office property markets. Price growth has been
underpinned by strong demand and some
demolitions and conversions of existing office
buildings to apartments, and it continues to
exceed the rate of growth in rents, thereby
further lowering yields. One risk is that, if global
bond yields were to rise further, these low yields
may not be sustainable as investors seek more
attractive returns. In contrast to Sydney and
Melbourne, conditions in the Perth and Brisbane
office markets remain relatively weak.

In other parts of the business sector, conditions
are generally favourable. Corporate profitability
remains high and gearing low relative to the
past. Business failure rates in the mining states
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have stabilised after increasing, as the drag
from mining investment has eased. The retail
sector's corporate insolvency rate also remains
low, notwithstanding some recent high-profile
failures amid a challenging competitive
environment for some segments.

Household Sector

Household financial position

The ratio of total household debt to income

has increased by almost 30 percentage points
over the past five years to almost 190 per cent,
after having been broadly unchanged for close
to a decade (Graph 2.1).! Australia’s household
debt-to-income ratio is high relative to many
other advanced economies, including some
that have also continued to see strong growth
in household lending in the post-crisis period,
such as Canada, New Zealand and Sweden.
Household debt in these economies is notably
higher than in those that were more affected by
the financial crisis and experienced deleveraging,
including Spain, the United Kingdom and the

Graph 2.1
Household Debt-to-income Ratios
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1 The measure of household debt in Graph 2.1 includes non-housing
related debt, as well as debt owed to the non-financial sector and
to non-resident lenders. The debt-to-income measure in Graph 2.2
is narrower in that it includes only mortgage debt to the Australian
financial sector.
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United States. While Australia’s high level of
household indebtedness increases the risk that
some households might experience financial
stress in the event of a negative shock, most
indicators of aggregate household financial stress
currently remain fairly low (notwithstanding
some areas of concern, particularly in mining
regions). In addition, total household mortgage
debt repayments as a share of income have been
broadly steady for several years (Graph 2.2).

Graph 2.2
Household Mortgage Debt Indicators*
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Sources: ABS; APRA; RBA

As outlined below, regulatory measures and
improvements in lending standards have
contributed to a significant improvement in the
risk profile of new lending over the past couple
of years, and so stemmed the deterioration

in the resilience of household balance sheets.
However, the risk from the stock of existing
loans remains. Overall, while rising a bit recently,
non-performing housing loans remain a

low share of the outstanding stock of loans,
indicating that the overall quality of outstanding
housing debt remains generally high (Graph 2.3).
However, non-performing loans in states with
more mining activity have increased, reflecting
increases in unemployment and weak income
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growth in these regions. In other states, the
non-performing share of housing loans has been
steady, indicating the potential risks associated
with the quality of earlier lending have not
materialised to date. Household net wealth also
continues to rise, although the rate of increase
has slowed more recently given the moderation
in housing price growth.

Debt servicing ratios have increased, in part
because of loan switching from |0 to amortising
products in response to the prudential measures
in 2017. To date, households have partly
accommodated these increases in payments

by lowering their voluntary prepayments of
principal and have been aided by the low
interest rate environment. Consistent with this,
comprehensive survey measures continue to
suggest that, in aggregate, the incidence of
household stress is relatively low by recent
historical standards. Data from the Household
Income and Labour Dynamics in Australia
(HILDA) survey indicate that in 2016 fewer

than 5 per cent of households had required
mortgage payments greater than 50 per cent

of their disposable income, with the majority of
these households in the lowest income quintile.

The HILDA survey and the 2015/16 Household
Expenditure Survey also indicate that the share
of households experiencing financial stress

has been the lowest since at least the early
2000s (Graph 2.4). While the overall level of
stress among mortgaged households remains
relatively low, there are some pockets of financial
stress. In particular, the incidence of household
financial stress is noticeably higher in Western
Australia than in other parts of the country,

with the rate of personal administrations rising
further over 2017 and applications for property
possessions increasing over recent years. Indeed,
while there has been a rise in non-performing
personal credit, this does not appear indicative
of a broader deterioration in household finances
(see '‘Box B: Recent Trends in Personal Credit’).

Graph 2.4
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Prepayments enable households to build a
financial buffer to cushion mortgage rate rises or
income falls. Aggregate mortgage prepayments
- balances in offset accounts and redraw
facilities — are around 18 per cent of outstanding
loan balances, or over 2V years of scheduled
repayments at current interest rates (Graph 2.5,
left panel). These aggregates, however,

mask substantial variation; about one-third
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of mortgages have less than one month'’s
prepayments (Graph 2.5, right panel). Of these,
not all are vulnerable given some borrowers may
accumulate savings outside of their mortgage,
including those with fixed-rate mortgages
(which restrict the ability to make prepayments)
and investors (who have incentives not to pay
down tax-deductible debt). Some borrowers
with new mortgages are yet to accumulate
prepayments and so would be vulnerable to
income falls. Liaison with the banks suggests
that there is a small share of borrowers who have
not accumulated prepayments despite having
had their loan for some time and may have

little margin for unexpected increases in living
expenses or income falls.

Graph 2.5
Household Mortgage Prepayments*
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One area of potential concern is for borrowers

at the end of their current IO period. Much of
the large stock of 10 loans are due to convert

to P&l loans between 2018 and 2021, with loans
with expiring 10 periods estimated to average
around $120 billion per year or, in total, around
30 per cent of the current stock of outstanding
mortgage credit. The step-up in mortgage
payments when the IO period ends can be in the
range of 30 to 40 per cent, even after factoring
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in the typically lower interest rates charged on
P&l loans.

However, a number of factors suggest that

any resulting increase in financial stress should
not be widespread. Most borrowers should

be able to afford the step-up in mortgage
repayments because many have accumulated
substantial prepayments, and the serviceability
assessments used to write 10 loans incorporate

a range of buffers, including those that factor

in potential future interest rate increases and
those that directly account for the step-up in
payments at the end of the IO period. Moreover,
these buffers have increased in recent years.

In addition to raising the interest rate buffer, APRA
tightened its loan serviceability standards for

IO loans in late 2014, requiring banks to conduct
serviceability assessments for new loans based
on the required repayments over the residual

P&l period of the loan that follows the IO period.
Prior to this, some banks were conducting these
assessments assuming P&l repayments were
made over the entire life of the loan (including
the 10 period), which in the Australian Securities
and Investments Commission’s (ASIC's) view

was not consistent with responsible lending
requirements. As a result, eight lenders have
agreed to provide remediation to borrowers that
face financial stress as a direct result of past poor
IO lending practices. However, to date, only a
small number of borrowers have been identified
as being eligible for such remediation action.
Some borrowers have voluntarily switched to P&
repayments early to avoid the new higher interest
rates on 10 loans, and these borrowers appear
well placed to handle the higher repayments.

Some IO borrowers may be able to delay or
reduce the step-up in repayments. Depending
on personal circumstances some may be eligible
to extend the IO period on their existing loan

or refinance into a new IO loan or a new P&l



loan with a longer residual loan term. The share
of borrowers who cannot afford higher P&l
repayments and are not eligible to alleviate their
situation by refinancing is thought to be small.
In addition, borrowers who are in this situation
as a result of past poor lending practices

may be eligible for remediation from lenders.
Most would be expected to have positive equity
given substantial housing price growth in many
parts of the country over recent years and

hence would at least have the option to sell the
property if they experienced financial stress from
the increase in repayments. The most vulnerable
borrowers would likely be owner-occupiers that
still have a high LVR and who might find it more
difficult to refinance or resolve their situation by
selling the property.

Housing and mortgage markets

A key contributor to the abatement of new risks
in mortgage and housing markets has been the
regulatory measures to improve the quality of new
lending. For several years, APRA has also taken a
number of steps to improve lending standards

by authorised deposit-taking institutions (ADIs),
while ASIC has stepped up its monitoring

and enforcement of lender compliance with
responsible lending requirements. The types of
lending that potentially posed the greatest risk to
the macro-financial system have been specifically
targeted since the end of 2014, including a 10 per
cent benchmark for the growth of ADIs’ investor
lending and a 30 per cent cap on the flow of their
new |O loans.

Collectively these measures have worked to
moderate the risks that had been emerging
in household mortgage debt. The share of
approvals that were for new |0 loans fell to
around 16 per cent in the December quarter,
the lowest share in over 10 years and well
below both the 30 per cent benchmark and
its peak of 44 per cent in late 2014 (Graph 2.6).

These measures have contributed to a significant
moderation in new investor lending across all
states (Graph 2.7). However, given the very sharp
fall in new IO and investor lending, some banks
have indicated that they have room to grow

this type of lending and there have been some
targeted reductions in interest rates for particular
segments. Lending at high LVRs (greater than

90 per cent) also remains at low levels by

recent standards.

Graph 2.6
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Lenders have used interest rate differentials to
alter the composition of their lending in order to
comply with APRA's expectations, in combination
with some tightening of LVR restrictions.

At present, new 1O investment loans are priced
atan average premium of around 85 basis points
above new owner-occupier P&l loans. According
to bank liaison, lenders are competing strongly
for owner-occupier P&l borrowers that also have
low LVRs, which has been reflected in lower
interest rates for this group. There has also been
a pick-up in lending to first home buyers as
demand from investors has eased. The slowing in
investor credit was initially partly offset by rising
owner-occupier credit growth, although more
recently this too has also slowed.

The easing in housing market conditions reflects
a number of factors. In addition to APRA's
regulatory measures, earlier increases in interest
rates for some types of loans, increased housing
supply, and some reduction in demand from
foreign buyers have contributed. However, a
number of other factors have continued to
support the market, including the ongoing

low interest rate environment and population
growth, particularly in Melbourne.

The easing has been most evident in Sydney,
where housing prices have started to decline,
although price growth has also slowed
noticeably in Melbourne (Graph 2.8). In both
cities, the decline in price growth has been
more pronounced for detached houses and
more expensive properties. This suggests that
the regulatory measures, which have had more
impact on investors (who tend to purchase
apartments and less expensive properties), were
not the only drivers of the slowing housing
market conditions. In a further sign of easing
conditions, auction clearance rates are well
below their decade average in Sydney and have
also been declining in Melbourne, although
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Graph 2.8
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auction volumes remain high. In Brisbane,
apartment prices have been relatively stable
following price falls in 2016 and 2017. Falls in
rental income remain a risk for investors,
particularly in Perth and inner-city areas of
Brisbane. The housing market in Perth remains
weak. While the pace of price and rent declines
has slowed, the vacancy rate remains elevated
(Graph 29).
Graph 2.9
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Commercial Property

Residential development

The potential risks posed by the large pipeline of
apartment construction in Sydney and pockets
of inner-city Melbourne and Brisbane have not
materialised in a significant manner, at least to
date (Graph 2.10). In Melbourne and Brisbane,
the flow of new additions has peaked and,

so far, been absorbed with little disruption to
apartment markets, with vacancy rates steady or
declining, rents steady or rising, and apartment
prices generally only falling modestly (Graph 2.11).
However, risks remain, with a substantial number
of new apartments yet to be completed and
some pockets of inner-city Brisbane already
experiencing more pronounced price declines.
The increased share of new housing that is

high density, and has a longer planning and
development phase, raises the risk of amplified
housing cycles as increased supply may not be
well timed to match changes in demand.

Graph 2.10
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According to liaison with industry, valuations

at settlement in some locations have been
below the purchase price, in particular for some
lower-quality apartments in Brisbane. There have

Graph 2.11

Inner-city Apartment Prices
Six-month-ended annualised growth*

%
20
Sydney
10
0 M\M’% h
WU Melbourne W
Brisbane
_10 1 1 1 1 1 1 1 1 1 1 1
2008 2010 2012 2014 2016 2018

*  Underlying series are 12-month median values
Sources: CoreLogic; RBA

also been reports of increased settlement failure
rates and longer settlement times for these types
of developments, due mainly to tighter financing
conditions for foreign buyers. Stricter lending
standards for borrowers relying on foreign
income have led to some buyers experiencing
difficulties raising funds domestically, while
tightened Chinese capital controls have made

it harder for the many buyers from that country
to expatriate funds. Liaison suggests that
developers have generally been able to find
other buyers at broadly similar prices to those
previously contracted, although it is possible that
some developers are holding excess stock on
their books and so have increased their exposure
to losses if prices fall materially. In contrast, for
higher-quality apartments, which tend to mostly
be marketed to owner-occupiers and have better
locations and amenities, buyer demand has
remained strong and settlement valuations are
generally around the purchase price.

Developers' access to bank finance remains
tighter than a few years ago, particularly for
projects in areas where a large volume of
new supply has already recently come on line.
However, liaison suggests that non-banks
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have increased their lending to this sector
significantly, including for lower-quality projects.
Nevertheless, building approvals for new projects
in Brisbane remain low. In Perth, liaison suggests
that demand for new dwellings has stabilised,
although developer margins are very thin.
Several small-to-medium-sized builders have
filed for bankruptcy in Perth and Brisbane and
one large commercial builder in Perth has ceased
operations. Property market analysts anticipate
more failures in coming months as competition
among builders leads to lower margins, partly to
keep their workforce continuously employed.

Other commercial property

Ongoing strong demand for commercial
property has seen further falls in yields as growth
in prices continues to outpace rents (Graph 2.12).
To some extent the low yields reflect the low
global interest rate environment. However, in
liaison, banks have expressed concern over the
particularly modest returns implied by some
recent transaction prices (Graph 2.13). If these
valuations are not sustained, say because of a
further increase in global interest rates leading

Graph 2.12
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Graph 2.13
Commercial Property Returns
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to a reallocation of investor portfolios away from
commercial property, highly leveraged borrowers
could be vulnerable to breaching their LVR
covenants on bank debt, which could potentially
trigger property sales and large price declines.

Conditions in commercial property markets differ
significantly by state and property type. Investor
demand remains strongest in the Sydney and
Melbourne office markets, where limited net
increased supply over recent years and robust
tenant demand have driven vacancy rates to
near historic lows. Industry liaison suggests that
smaller firms are becoming more important for
tenant demand in offices. The recent strength in
the prices of office buildings has elicited a strong
supply response from developers, particularly

in inner-city Melbourne, where additions to

the stock of office floor space are expected to
increase strongly over the coming years. If these
new additions were to be completed in a
deteriorating market, they may precipitate price
declines, particularly for existing, lower-quality
stock. In Brisbane, Perth and Adelaide, elevated
office vacancy rates and falling rents have seen
tenants relocate into better quality space in the
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commercial business district (CBD). This continues
to place pressure on second-grade and non-CBD

markets, where the outlook remains weak

(Graph 2.14).
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Conditions in retail property markets continue

to be subdued. Rents have been flat amid

headwinds to retailers’ margins that are
associated with strong competition from online

and new entrants. Banks have nevertheless

continued to fund projects which increase the
entertainment and hospitality services provided
by existing shopping centres (to differentiate
these retail offerings from online shopping)
(Graph 2.15). At the same time, they view the
outlook for some older and less well-located
retail properties as weak due to lower

tenant demand.

Australian-owned banks have tightened
their lending criteria for commercial property
following APRA's thematic review of the industry

in 2016 and they have slowed the growth in

their exposures (Graph 2.16). Notably, their
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and capping the percentage of foreign presales
in residential developments. Deal flow data
show a reduction in average LVRs, particularly
for residential development deals, over 2017,
Australian-owned banks’ commercial property
exposures are little changed over the past two
years while the exposures of foreign banks,
especially those headquartered in Asia, have
continued to grow (Graph 2.16).
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Other Business Sectors

Businesses' finances generally remain in good
shape, supported by the ongoing improvement
in overall economic conditions and low interest
rates. Aggregate earnings of listed corporations
continued to rise across most industries over
the second half of 2017. The gearing ratio of
listed corporations remains below its historical
average and a market-based measure of default
risk indicates that listed companies remain in
generally good financial health (Graph 2.17).
The business sector is well placed to service its
debt; businesses’ debt-servicing ratios declined
over the second half of 2017, supported by a
pick-up in profits (Graph 2.18).

Graph 2.17
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Conditions in the resources sector

have continued to improve. Earnings of
resource-related corporations increased further
over the second half of 2017, supported by
higher commodity prices, increased exports
and ongoing cost reductions. Many listed
resource-related corporations have used their
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Graph 2.18
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rising profits to reduce debt further, with the
gearing ratio of resource-related corporations
continuing to decline. However, the earnings of
mining services companies have maintained their
downward trend reflecting the focus on cost
reductions by resource producers. In the mining
states, business failure rates have stabilised, as
the drag from declining mining investment

has eased.

Despite an overall improvement in business
conditions, the discretionary retail sector
(including clothing, apparel and footwear
and department stores) is facing challenges.
These businesses are experiencing strong
competition from online and international
retailers and liaison indicates that retailers are
investing in technology to increase efficiency.
Although there have been some recent
high-profile failures, the retail sector’s corporate
insolvency rate remains low. w



Box B

Recent Trends in Personal Credit

Personal credit accounts for a small share of
household credit and a very small share of
banks’ total domestic lending. Nonetheless,
banks’ non-performing ratio on personal
credit has been drifting upwards over recent
years. This box examines the factors behind
this trend. Overall, the recent rise in the ratio of
non-performing personal loans does not appear
to be indicative of a broader deterioration in
household finances. Instead, the rise seems

to mostly reflect cyclical effects of economic
conditions in mining-exposed states, as well
as structural changes in lending markets that
resulted in a change in the composition of
personal credit towards borrowers who have
lower creditworthiness, on average. This is
because mortgagors, who typically display
greater creditworthiness, have been able to
increasingly use housing-secured financing to
fund consumer spending. The changes in the
use of personal credit and in borrower type
confound the usefulness of personal credit
indicators as measures of overall household
financial health.

Components of Personal
Credit and Recent Trends in
Non-performing Loans

Personal credit is borrowing by households that
is not related to residential housing or for the
purpose of funding unincorporated businesses.
It can be divided into two broad categories:
fixed-term loans and revolving credit facilities
(Graph B1). Fixed-term loans are typically for an
agreed loan size that is fully drawn down and

must be paid back within a pre-determined
period. They are typically undertaken for the
purchase of large consumer items such as cars
and holidays. Revolving credit facilities usually
have a credit limit that can be used when
required with no fixed repayment schedule.
This lending is split into credit card debt and
other revolving credit.

After rising strongly in the years prior to the
global financial crisis, personal credit balances
from Australian banks have remained fairly

stable for the past decade, at around $110 billion
(Graph B1).! This contrasts with the growth

in mortgage lending, which has more than
doubled during that period, so that the share of
personal credit in Australian banks’ lending to the
household sector has fallen, from 12 per cent in
2009 to just 6 per cent of late. Over two-fifths of

Graph B1
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this debt represents fixed-term loans, two-fifths
credit card debt and the remainder other
revolving credit. Other revolving credit, which
largely represents margin lending to purchase
equities or other financial assets, has been
declining gradually over time due to reduced
risk appetite post the financial crisis and new
responsible lending obligations in regard to
margin lending that were introduced in 2010.2

While the level of personal credit has been flat
in nominal terms for a decade, the share of
non-performing loans within that aggregate
has been drifting higher for over a decade
(Graph B2):2 This trend is evident in data for
both credit card debt and other personal debt.
Moreover, while loan performance for housing
credit improved for a few years shortly after the
global financial crisis, the non-performing ratio
for personal lending did not decline at this time.

Graph B2
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2 Margin loans enable households to have a leveraged exposure to
equity markets. For details see Wong A (2009),'Recent Developments
in Margin Lending in Australia; RBA Bulletin, December.

3 Non-performing loans comprise well-secured loans that are at least
90 days in arrears, as well as impaired loans, where the full repayment
of interest and principal is doubtful and the loan is not well secured.
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Factors Affecting Non-performing
Personal Credit

There are a range of structural, cyclical, and
reporting factors that appear to have contributed
to the upwards drift in banks’ non-performing
personal credit. Several structural changes in
the lending market have likely led to a change
in the composition of personal credit towards
borrowers who have lower creditworthiness,

on average. The availability and use of redraw
facilities and offset accounts linked to residential
mortgage loans has increased over time and the
vast majority of mortgages have either redraw
facilities attached to them, offset accounts or
both.“ Indeed, balances in these accounts are
now well over double the total stock of personal
credit (Graph B3). Drawing down on offset and
redraw accounts enables borrowers to fund
large expenditures such as home renovations,
car purchases, or even pay off credit card
balances, without having to take out a personal
loan. Banks have contributed to this switch in
borrowing behaviour by widening the interest

Graph B3
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rate differential between (secured) mortgages
and (generally unsecured) personal credit, with

a notable repricing in 2008 that reflected a
reassessment of risk at the time of the global
financial crisis (Graph B4). As a consequence,
liaison with banks suggests that borrowers who
seek fixed-term personal loans are increasingly

a pool of renters, younger and/or lower-income
borrowers, all of whom typically have a higher
level of non-performing loans than homeowners.

Graph B4
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Data from the Survey of Income and Housing
indicate that the share of credit card and
motor vehicle debt that is held by the lowest
income quintile increased from 5 per cent in
the 2003/04 survey to just under 10 per cent

in 2015/16 and that the share held by renters
increased from about one-quarter to around
one-third. Over the same period, the share

of the total number of loans held by renters

as well as by lower-income households also
increased. The structural change introduced into
mortgage lending products can help explain
both the lack of growth of personal credit over
the past decade as well as the rising share of
non-performing loans within that aggregate.

The same structural change might account

for the gradual rise in non-performing loans

for credit card debt. Most cardholders are
increasingly using credit cards for transactional
purposes rather than for borrowing. The share
of cardholders who always pay off their credit
card balances in full each month has increased
over the past decade (Graph B5). In line with
this, the share of credit card debt accruing
interest has declined from 72 per cent in 2007
to about 62 per cent currently. The growing
habit of repaying it in full each month accounts
for the stable stock of credit card debt, despite
their increased use as a means of payment.
Given mortgagors have the ability to use offset
and redraw facilities to finance large consumer
purchases, it is likely they account for much of
the decrease in the use of credit cards as a means
of financing purchases that are paid off over time.
This suggests that it is younger and lower-income
borrowers (who typically rent) who constitute a
larger share of those using credit cards to fund
purchases that are paid off gradually over time.
Data from HILDA also suggest renters are more
likely to pay interest on credit cards than owner-
occupiers, consistent with owner-occupiers
having access to other sources of debt, and
tending to be older and having higher income.

Graph B5
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Nonetheless, there is some evidence that the
rise in non-performing personal loans reflects a
cyclical increase in financial stress of households
in some parts of the country. In liaison with the
RBA, banks have stated that the challenging
economic conditions in Western Australia and
parts of Queensland following the unwinding of
the mining investment boom are contributing
to the rise in non-performing personal loans.
Households in these areas have experienced falls
in income and property prices, as well as rising
unemployment, thus making it harder for them
to repay both their housing and personal loans.
Accordingly, these areas have also seen arise in
personal administrations.> The share of personal
administrations in mining-exposed states relative
to the total rose from around 30 per cent in 2009
to 40 per cent in 2017. Banks also report that
there has been little change in non-performing
ratios outside of these mining-related areas.

Lastly, part of the increase in banks'
non-performing loans reflects reporting
changes, in particular related to the reporting
of hardship accounts. Under consumer credit
laws, banks (and other lenders) are obliged to
consider variations in the credit contracts of
borrowers who are experiencing temporary
financial hardship. In 2012, APRA clarified how
loans in hardship should be reported in order to
improve consistency across lending institutions.
This change has increased the reported level of
non-performing loans, although the consequent
increase was relatively small in aggregate and
has been spread over several years as banks
introduced the new reporting standard at
different times. w

5 Personal administrations include bankruptcy, debt agreements and
personal insolvency agreements.
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3. The Australian Financial System

The Australian financial system remains
resilient and its ability to withstand adverse
shocks continues to be strengthened. Banks'
capital ratios are well above current regulatory
minimums, close to or above the Australian
Prudential Regulation Authority’s (APRA’S)
‘unguestionably strong'targets (which come
into effect in 2020) and within the range
identified as being sufficient to withstand most
historical episodes of financial crisis globally.
Banks' profit growth picked up over the past
year and profits are sufficient to enable them
to further increase their capital. Asset quality is
very good overall, though mortgage loan arrears
remain elevated in mining-related regions.

In February, APRA proposed revisions to the
capital framework for authorised deposit-taking
institutions (ADIs). These proposals underpin
APRA's ‘unquestionably strong’ capital targets and
incorporate modifications triggered by revisions
to the international capital framework (known as
‘Basel Ill'). The proposed framework changes the
capital needed for different portfolios without
raising total capital requirements of the industry
beyond those announced in mid 2017.1n doing
S0, it aims to address the risks posed by the
concentration of mortgages on banks'balance
sheets by raising the amount of capital that
must be used to fund these loans relative to
others. APRA also proposes to make capital more
risk-sensitive, including for the overall mortgage
book by raising risk weights on interest-only (I0)
and investor loans.

A central challenge facing banks is to address
issues stemming from their culture. There have
been various instances of misconduct, which are
now being examined by the Royal Commission
into Misconduct in the Banking, Superannuation
and Financial Services Industry. The adverse
implications of cultural issues and poor processes
are starting to materialise in the form of customer
refunds, higher costs to comply with inquiries
and the setting aside of provisions for potential
misconduct penalties. This has contributed to
investors applying a higher risk premium to

bank shares of late. Regulators and the banking
industry have been taking steps to improve risk
culture and address its consequences.

Residential mortgage lending by non-ADls

has accelerated over the past year, though their
share of outstanding residential mortgages
remains small and banks’ exposures to the sector
are limited. Their expansion has in part been

in response to the increase in lending rates by
ADIs for investor and IO loans, making non-ADI
lenders more competitive for these loans.
Favourable funding conditions in residential
mortgage-backed security (RMBS) markets
have also contributed.

The resilience of insurers has increased as
profits have recovered and capital has been
built up. General insurers’ profitability has
improved to around historically normal levels as
they addressed earlier declines in commercial
premiums and mitigated the impact of higher
natural disaster claims through reinsurance.
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Life insurers’ profitability has stabilised and the
sector has responded to ongoing structural
issues by reducing risk through additional
reinsurance and capital. There is yet to be a recovery
in lenders'mortgage insurers' (LMI) profitability,
given an ongoing decline in the volume of high
loan-to-valuation (LVR) loans and rising claims

in mining-related regions, but LMIs remain well
capitalised. Risks to the superannuation sector are
limited and financial market infrastructures have
been working to increase their ability to withstand
operational shocks.

Banks' Domestic Asset
Performance

The performance of Australian banks’domestic
assets continued to improve over the

second half of 2017 (Graph 3.1). The share of
non-performing assets declined, driven mostly
by business loans while there was little change
for housing loans.

Banks'housing non-performing loans (NPLs) are
higher than historically but remain low. These
are mostly well secured, with the proportion

of impaired loans remaining steady. Conditions

Graph 3.1
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continue to vary across states with arrears in
Western Australia higher than in the rest of
Australia. In liaison with the Reserve Bank, banks
indicated that they had become more optimistic
about the outlook for Western Australia and do
not expect a significant further deterioration in
loan performance there. Some banks also noted
an increase in arrears among some borrowers
switching to principal & interest (P&l) loans at the
expiry of the 10 period of their loans. Partly, this
was borrowers taking time to adjust to the
higher required repayments (given they would
then include principal) but most subsequently
returned to meeting their payments in full.
However, for a small share of borrowers higher
arrears reflect difficulty making these higher
repayments. Borrowers voluntarily switching
before the IO period expiry - to take advantage
of the lower interest rate on P&l loans — were
meeting the higher repayments.

Personal lending remains a very small share

of both total lending and household borrowing
and so is currently not a risk to banks or the
household sector in aggregate. The NPL rates
of personal loans declined a little over the
second half of 2017, although they remain

high compared with their history. This recent
improvement was driven by a decline in credit
card NPLs. The share of other non-performing
personal loans was steady over this period but
remains close to its peak. The elevated share

of non-performing personal loans mostly reflects
the cyclical effects of economic conditions in
mining-exposed states and structural changes
as fewer older and higher-income borrowers
take personal loans because they can typically
more cheaply draw down on their accumulated
excess mortgage payments. The latter has

likely led to a change in the composition of
personal credit towards borrowers who, on
average, have lower creditworthiness (see "Box B:
Recent Trends in Personal Credit).
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Credit Conditions

Total credit growth eased over the past six
months (Graph 3.2). Housing credit growth
edged lower with a marked slowing in the
growth of credit to investors. Housing investor
credit growth has remained below the 10 per
cent benchmark first announced by APRA in
late 2014, with the more recent restriction on IO
lending and changed sentiment contributing.
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Business credit growth has eased in recent
months, consistent with subdued merger

and acquisition activity. The moderate growth

in business credit over recent years has not
materially constrained businesses’investment
as most is financed with internal funds rather
than debt. The major banks have continued

to grow their property exposures to the retail
segment while paring back exposures to
residential development. Business lending by
foreign-owned banks operating in Australia

has continued to increase at a faster pace than
lending by Australian-owned banks, driven
primarily by banks with Asian headquarters. Asian
banks now supply 12 per cent of total business
credit in Australia, compared with 6 per cent

in 2012, with this growth driven particularly by
infrastructure and commercial property lending.

In the past, rapid expansion by foreign banks has
exacerbated asset price and economic cycles by
amplifying the credit supply cycle and prompting
domestic banks to loosen lending criteria to
retain market share. In the current upswing these
risks appear to have been contained to date,

due to the simultaneous tightening of lending
standards in response to APRA's onsite review

of commercial property lending in 2016 and a
broader pullback by Australian-owned banks.
However, given the role that this type of lending
has played in previous periods of financial stress,
both in Australia and abroad, it is important to
remain vigilant about these risks.

International Exposures

Australian-owned banks have reduced their
international lending as a share of total assets
since 2015. The decline has been broad based
across most countries and is expected to
continue as ANZ completes the divestment

of some Asian businesses this year. The notable
exception over this time has been lending to
New Zealand entities, mostly via the subsidiaries
of the Australian-owned banks, which has
increased faster than the banks'total assets.
This lending is concentrated in residential
mortgages, where risks are elevated (as discussed
in ‘The Global Financial Environment’chapter).
The rising concentration of Australian banks’
assets to both the New Zealand and Australian
housing markets has seemingly reduced their
diversification, given the historical correlation
of these housing markets. However, this shift
towards housing lending, which has historically
generated higher risk-adjusted returns, has
also supported their profits.

A longstanding feature of Australian banks

is the scale of their offshore borrowing.

Much of this offshore borrowing is in foreign
currencies. Australian-located banks' net foreign
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currency liability position as at March 2017 was
$238 billion, which was around 120 per cent

of their total capital. However, the 2017 Survey
of Foreign Currency Exposures showed that

this position remains fully hedged by banks,
suggesting they are resilient to the direct effects
of a sudden depreciation of the Australian dollar.’
More generally, global investors have historically
been less likely to purchase bank debt outside
their own country in stress episodes. However,
Australian banks have reduced their use of
short-term funding over the past decade and
also now borrow from a more diverse range

of countries. Some other factors also reduce
banks'vulnerability to foreigners not rolling

over funding. These include that past episodes
of financial stress suggest the Australian dollar
may well depreciate in this instance, which
would both reduce the amount of foreign
currency banks would need to raise and see
them receiving collateral against their derivatives.
Further, Australian banks largely use foreign
currency borrowing to fund Australian dollar
assets, meaning that if foreign funding were

to retreat, alternative funding can be sourced
domestically, including as a last resort from
Reserve Bank open market operations.?

Liquidity and Funding

Australian banks also remain resilient to potential
domestic liquidity shocks, with both their
Liquidity Coverage Ratio (LCR) and Net Stable
Funding Ratio (NSFR) well above the 100 per cent
minimum requirements. The LCR measures banks'
buffers of liquid assets against short periods of
liquidity stress. The NSFR, which came into effect
in January 2018, is intended to complement

the LCR by encouraging banks to fund less

1 See Berger-Thomson L and B Chapman (2017), Foreign Currency

Exposure and Hedging in Australia; RBA Bulletin, December,
pp 67-76.

2 See Debelle G (2011),'Bank Funding, Address to the 24th Annual Finance
&Treasury Association Congress, Sydney, 19 October.
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liquid assets with more stable liabilities, such as
long-term debt and retail deposits.

The composition of Australian banks'funding
has been stable over the past year. This comes
after a lengthy period of considerable changes
to their liability mix as banks sought to increase
their resilience to liquidity shocks, and meet
the requirements of the LCR and NSFR, by
increasing the share of deposit and longer-term
debt financing. Conditions for issuing long-term
bonds remain favourable, with spreads currently
around their lowest level since before the financial
crisis and net issuance remaining sizeable

(Graph 3.3; Graph 3.4). This, coupled with slower
growth in assets, has enabled banks to reduce
the rates they pay on deposit funding. As a result,
overall funding costs for Australian banks declined
over the past year> The value of bonds maturing
in 2018 is somewhat less than in each of the past
seven years, meaning banks are more resilient to
any potential market volatility.
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Graph 3.4
Banks’ Bond Issuance and Maturities
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Some banks have also been lengthening the
duration of their recent bond issues to better
manage future refinancing and take advantage
of low long-term rates.

In contrast, spreads on short-term debt have
recently spiked to their highest level since 2009.
In the past, this has typically been an indicator of
market stress or a perception that the near-term
credit risk of banks had risen. However, in this
instance it appears instead to be due to changes
in the demand for and supply of US money
market instruments, given that spreads on long-
term funding remain very narrow (for further
details, see ‘The Global Financial Environment’
chapter). The rise in US short-term bank spreads
has spilled over into Australia as domestic banks,
who typically fund a significant share of their
Australian activities in US markets, have sought
to shift some of their funding back to domestic
debt markets. (The exposure of banks and other
financial institutions to higher interest rates

is discussed in‘Box C: Interest Rate Risk in the
Australian Financial System’)

Capital and Profits

Higher capital levels have increased the
resilience of Australian banks to adverse shocks.

Capital ratios are well above current minimum
requirements and for most ADIs are close to or
above APRA's ‘unquestionably strong’ capital
targets that apply from 2020 (Graph 3.5). Banks
have continued to accumulate capital over
recent years and now have Tier 1 capital ratios
that are more than 50 per cent higher than
before the financial crisis (Graph 3.6). This rise
has been underpinned by higher retained
earnings and slower risk-weighted asset growth,
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as Australian banks have pulled back from
(capital-intensive) institutional lending. ANZ
and CBA's recently announced divestments of
parts of their wealth and overseas portfolios
should further increase their capital ratios in the
coming year. On an internationally comparable
basis, the major banks have Common Equity
Tier 1 (CET1) capital ratios of around 16 per cent.
This places them in the top quartile of similar
banks internationally and within the range that
research has found would have been sufficient to
withstand the majority of historical bank crises.*

In February, APRA released proposed revisions

to the capital framework for ADIs.> These revisions
underpin its ‘unquestionably strong’ capital
targets that were announced in July 2017, which
raise effective capital requirements by 150 basis
points for ADIs using the internal ratings-based
(IRB) approach to credit risk and by 50 basis
points for ADIs using the standardised approach,
all relative to the risk weights prevailing under the
current framework. The proposed revisions also
incorporate changes to the international Basel Ill
standards that were finalised in December 2017
(see '‘Box E: Reforms to the Basel lll Capital
Framework’). APRA will consult on revised
standards that incorporate all these changes.

The proposed framework changes the capital
needed for different types of lending, under both
the standardised and IRB approaches, without
further raising the aggregate amount of capital
required by the industry. One important aim in
doing this was to address the risks posed by the
concentration of mortgages on banks'balance
sheets, which have increased in recent years to
now account for more than 60 per cent of total

4 AnIMF study found a Tier 1 capital ratio of 15 to 23 per cent is
appropriate for many advanced economies (see Dagher et al (2016),
‘Benefits and costs of bank capital’, IMF Staff Discussion Note
SDN 16/04). Australian major banks' Tier 1 capital ratios are about
2 percentage points higher than their CET1 ratios.

5 APRA (2018), 'APRA Begins Consultation with ADIs on Revisions
to Capital Framework’, Media Release 18.04, 14 February.
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loans. APRA is proposing to raise the minimum
amount of capital that must be used to back
residential mortgages, relative to other loans.

In addition, APRA proposes to make risk weights
on mortgages more sensitive to risk. Risk weights
would distinguish between P& mortgages to
owner-occupiers and all other mortgages (which
would require more capital), and risk weights for
ADIs using the standardised approach would also
be more sensitive to the outstanding LVR. Other
notable revisions to credit risk would include
materially raising risk weights on credit cards

for IRB banks, simplifying the capital treatment

of small and medium enterprise exposures, and
allowing greater variation in the risk weights
applied to commercial property exposures.

APRA also proposes to introduce a minimum
leverage ratio requirement of 4 per cent for banks
using the IRB approach and 3 per cent for ADls
using the standardised approach, effective from
July 2019. APRA intends that the leverage ratio,
which is a non-risk-adjusted ratio of Tier 1 capital
to total exposures, will only be a backstop to the
risk-based capital requirements. While APRA has
set its requirement for IRB banks higher than the
3 per cent requirement in the Basel Il framework,
IRB banks'leverage ratios are already well above
this new minimum (at 5 per cent or more).

The overwhelming majority of other ADIs also
already exceed their leverage ratio requirement.

Banks continue to generate sufficient aggregate
profits to underpin their ability to further increase
their capital. Profit growth picked up over

the past year, after several years of no growth
(Graph 3.7). The recent pick-up was due to a
widening in net interest margins (NIMs) — as
banks increased interest rates on 10 and investor
mortgages and funding costs declined - as well
as a decline in the charge for bad and doubtful
debts to historically low levels. Profit growth
over the past year has supported an increase
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in banks'return on equity (ROE), which remains
high relative to international peers but below its
historical average.

Despite the recent lift, analysts are cautious
about the outlook for profit growth. The recent
benefits to profit growth from a widening of the
NIM and falling bad debt charges are expected
to fade, especially if short-term wholesale
spreads remain elevated. The financial impact of
the multiple inquiries into the financial services
sector remains a key uncertainty, including

the Royal Commission into Misconduct in the
Banking, Superannuation and Financial Services
Industry, the Productivity Commission’s Inquiry
into Competition in Australia’s Financial System,
and the Australian Competition and Consumer
Commission’s Residential Mortgage Products
Price Inquiry. There is the potential that these
will result in banks having to set aside provisions
and/or face penalties for past misconduct or
perhaps (more notably) being constrained in the
operation of parts of their businesses.

This uncertainty around banks'future earnings
has weighed on their share prices, which

have underperformed global peers (although
Australian banks still have higher price-to-book
ratios). The decline in share prices has also seen
banks'forward earnings yields (a proxy for their

cost of equity capital) further diverge from that
of the rest of the Australian market since mid
2017 (Graph 3.8). Banks' current forward earnings
yields remain a little above their pre-crisis
average, despite a large decline in risk-free rates

since then.
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Bank Culture

Over the past few years there has been
increasing regulatory focus on culture in financial
institutions and the impact that culture might
have on their operations. In Australia, there

has been a significant number of examples of
misconduct attributed to poor culture and some
of the adverse implications of this are starting to
materialise. In particular, CBA revealed increased
compliance and regulatory costs relating to
various inquiries. CBA also recorded a sizeable
provision for potential civil penalties relating to
the Australian Transaction Reports and Analysis
Centre's (AUSTRAC's) proceedings against the
bank. Australian banks are well capitalised, and
available evidence indicates that the risks to
banks' overall resilience from misconduct appear
limited. However, international experience has
shown that poor culture can have significant
adverse effects on banks, including on their
financial performance.
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Regulators and the banking industry have been
making efforts to contain the issues stemming
from deficiencies in a strong positive culture.
APRA's oversight in relation to banks'risk culture
and accountability has been strengthened after
legislation was recently passed implementing
the Banking Executive Accountability Regime
(BEAR). The BEAR gives APRA strengthened
powers to seek civil penalties and disqualify
bank executives for not taking reasonable steps
to protect the prudential standing or prudential
reputation of their institution. The BEAR also
places restrictions on bank executives'variable
pay arrangements to discourage excessive
risk-taking. Complementing this, APRA recently
reported on the extent to which performance-
based remuneration structures encourage bank
staff to behave in ways that support effective
risk management and the long-term financial
soundness of the organisation. In response to
its findings, APRA suggested a number of ways
in which banks can increase the sensitivity of
performance pay to long-term risk management
and some institutions have already begun to
make appropriate changes. In 2017, APRA also
commenced a cross-sector pilot program of
risk culture reviews, which will further develop
its practical knowledge and experience in
evaluating risk culture as a driver and leading
indicator of risk outcomes.

Shadow Banking Activity

The tighter prudential framework for the
regulated banking system over recent years
may induce lending activities to migrate to

less regulated, non-ADI lenders. In aggregate,
this risk is low for now, as the so-called ‘shadow
banking sector’is still only 6 per cent of the
financial system (around half the share it was in
2007). Contagion risks are also limited as banks’
exposures to the sector are only a few per cent
of their financial assets.

RESERVE BANK OF AUSTRALIA

Property lending is one area that warrants
particular attention in light of the tightening
of lending standards at prudentially requlated
entities. Estimated growth in residential
mortgage lending by non-ADI lenders picked
up materially over the past year and is now
significantly higher than for banks. However,
non-ADI lenders still account for only around

4 per cent of outstanding residential mortgages,
and their contribution to overall housing credit
growth remains limited (Graph 3.9).
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Non-ADI lenders'expansion in residential
mortgage lending has been aided by
developments in both mortgage and RMBS
markets. In the mortgage market, ADIs have
increased interest rates on investor and 10

loans, enabling non-ADls to price competitively
to attract these loans. In addition, the cost of
financing mortgages declined for non-ADlIs over
the past two years as spreads on non-bank RMBS
— their main source of funding — have fallen
(Graph 3.10). This supported non-bank RMBS
issuance over 2017, which was higher than in any
other year since the financial crisis. Nonetheless,
RMBS spreads remain significantly higher than
pre-crisis levels, meaning that the cost of funding
for non-ADls is still well above the cost of bank
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financing (deposits or senior unsecured bank
debt). This continues to be a key constraint for
non-ADlIs to gain market share more rapidly than
at present.

There are limited data on the scale of non-ADIs'
lending for property development, but the
Bank’s liaison suggests that this has expanded
quickly of late, particularly in Melbourne.
Non-ADI development finance is reported to
require lower levels of pre-sales and allow greater
leverage. In recognition of these risks, investors
are reported to demand higher premiums,
which temper the direct risk to the financial
stability of the banking system. In addition, when
banks provide senior debt, there is a degree of
regulatory oversight of the non-ADI mezzanine
lending (which is still the most common form

of development lending by non-banks).

Legislation recently passed will make it easier to
monitor shadow banking activities by requiring
larger non-ADI lenders to regularly disclose the
scale of their financing activity to APRA. It also
provides APRA with reserve powers to impose
rules on non-ADIs if their activities are judged to
pose a material risk to financial stability.

Insurance

The resilience of the general insurance industry
has strengthened a little over the past year.
The industry remains well capitalised, with
capital equivalent to 1.8 times APRA's prescribed
amount, and profits have continued to improve
gradually despite subdued investment income
due to the low interest rate environment
(Graph 3.11). The lift in profits resulted from a
stronger underwriting performance as insurers
increased premiums to correct a long period

of underpricing in commercial insurance lines.
Reserve releases due to lower-than-expected
inflation also contributed to underwriting
profitability. While natural disaster payouts
were again higher than expected for insurers,
reinsurance cover has mitigated the impact

on profits to some degree.

Graph 3.11
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The profits of LMIs remain under pressure, but
the sector is well capitalised, at 1.6 times APRA’s
prescribed amount. Profits continue to decline
due to both a decrease in revenue, as banks

reduce high-LVR mortgage lending which is
generally insured, and an increase in claims
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arising from Western Australia and Queensland.
These headwinds seem likely to persist, given
APRA's efforts to ensure prudent lending
standards are expected to continue to limit the
flow of new high-LVR loans.

Life insurance profitability has stabilised as
insurers have stemmed losses on individual
disability insurance (commonly known as
‘income protection’) and investment returns have
lifted (Graph 3.12). However, ROE remains low
and structural issues persist, including historical
underpricing, loose product definitions, overly
generous product benefits and rising claims,
especially for mental health. While insurers have
taken some steps to address these issues, they
will take time to resolve given the long-term
nature of life insurance contracts. Given that,
direct policy writers have responded by reducing
risk, including through additional reinsurance
and by increasing capital to 2.1 times APRA's
prescribed amount. A number of Australian
financial institutions have also exited the life
insurance industry (or are considering doing so)
by selling to large foreign insurers.

Graph 3.12
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Superannuation

The superannuation sector is a large and
growing part of Australia’s financial system.
Total assets amount to $2.6 trillion, accounting
for three-quarters of the assets in the managed
fund sector (a higher share than in other
advanced economies) and equivalent to
around two-thirds of the size of the Australian
banking system. Total superannuation assets
grew by 10 per cent in 2017, slightly higher
than the post-crisis average rate. Growth was
supported by strong investment returns and
higher member contributions, particularly in
advance of changes to the concessional and
non-concessional contributions caps that took
effect on 1 July 2017 (Graph 3.13).

*  APRA-regulated entities with more than four members

**  Total contributions received by funds plus net rollovers minus benefit
payments

Sources: APRA; RBA

The financial stability risks inherent in the
superannuation industry are lower than for
other parts of the financial system because debt
funding accounts for a very small share of its
total liabilities (particularly for APRA-regulated
funds, which are not generally permitted to
borrow). The longer-term focus of the industry,
compared with other investors, also reduces
financial stability risks. However, its large size
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means it could still amplify financial market
shocks if superannuation fund managers
change their asset allocations and/or members
switch between investment choices rapidly,

or if superannuation funds were to seek to
boost returns by investing significantly more in

leveraged assets (such as property development).

Financial Market Infrastructures

Financial market infrastructures (FMIs) are
institutions that facilitate the clearing, settlement
or recording of payments, securities, derivatives
or other financial transactions. Over recent years
there has been considerable effort to strengthen
the regulation and supervision of FMIs because
of their central role in the financial system.

The key FMIs located in Australia are the Reserve
Bank Information and Transfer System (RITS) —
which banks and other approved institutions use
to settle payment obligations on a real-time basis
—and the Australian Securities Exchange (ASX)
clearing and settlement (CS) facilities — which
facilitate the clearing and settlement of trades in
securities and derivatives. A major development
for RITS in recent months has been the public
launch of the New Payments Platform (NPP) for
fast retail payments. The Fast Settlement Service
(FSS), a new component of RITS, facilitates

the settlement of NPP payments on a 24/7
basis.’Box D: The New Payments Platform and
Fast Settlement Service' provides detail on

the NPP and FSS and their financial stability
considerations.

The Reserve Bank has oversight responsibilities
for the stability of FMIs operating in Australia.

In carrying out its responsibilities, the Reserve
Bank has regard to the strength of FMIs"business
continuity arrangements and the management
of operational risks. For example, among other
things, FMIs are required to operate a secondary
site and be able to resume operations within

two hours following a disruption to critical
information technology systems.

A key measure of the operational resiliency of
an FMIis the proportion of normal operating
hours during which the system is available. Both
RITS and ASX set annual minimum availability
targets; the target for RITS is 99.95 per cent of
operating hours, while the targets for the ASX’s
systems range from 99.8 to 99.95 per cent.

RITS has exceeded its availability target over the
past five years and in 2017 had only 15 minutes
of downtime. All key ASX CS systems also met
their availability targets in recent years, but there
have been several material operational incidents
across both ASX's trading and CS facilities. In light
of these and a trend of minor incidents, the
Reserve Bank and Australian Securities and the
Investments Commission (ASIC) encouraged the
ASX to commission an external assessment of
its operational risk management arrangements.
The Reserve Bank and ASIC are reviewing the
results of the report and will be assessing ASX's
response to the recommendations.

The ASX is planning to replace its core
infrastructure for the cash equities market.

This is an important project to ensure that

the performance, resilience, security and
functionality of ASX's systems continue to meet
the needs of its users. In early December, the
ASX board announced that the replacement
system will include distributed ledger
technology. As this is new technology, the

ASX has taken a cautious approach to develop
and test a prototype of the platform, including
considering the results of two external security
assessments of the prototype platform and
consultation with stakeholders. Consultation
on the initial scope and implementation plan
is expected to commence shortly.

Cyber security is a growing focus for FMIs.
In 2017 the Reserve Bank completed its
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assessment of RITS against international
guidelines and is in the process of assessing the
ASX.The assessment of RITS did not identify
any significant issues, but the Reserve Bank
continues to enhance its arrangements to enable
RITS to recover from a cyber attack within a
short timeframe. In addition, SWIFT, a key global
provider of payments messaging infrastructure
to the financial industry, is requiring its users to
attest annually against a set of security controls
it has developed. The Reserve Bank provided its
attestation in December 2017.
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Box C

Interest Rate Risk in the Australian

Financial System

There is a risk that global interest rates will rise
quickly to more historically normal levels, as
flagged in ‘The Global Financial Environment’
chapter. This could lead to substantial losses

for financial entities exposed to interest rate
risk. Internationally, a number of central banks
have been warning that financial institutions

in their country are vulnerable to large losses if
interest rates were to rise rapidly and significantly.
Such warnings are based, in part, on a large
body of empirical evidence that highlights the
exposure of various financial institutions to
changes in interest rates.' This box looks at the
exposure of Australian financial institutions to
interest rate risk. It shows that, in aggregate,
they appear to be exposed to relatively little
interest rate risk, which is instead mostly borne
by customers and policyholders. As a result, the
main risk to Australian financial institutions from
higher interest rates is through indirect channels,
such as an increase in household and business
loan impairments and/or reduced demand for
financial services.

Banks

For banks, interest rate risk arises from the
majority of their liabilities being short term
(either deposits or short-term wholesale debt)
while most of their assets are long term (loans).
This maturity mismatch can cause banks’ margins

1 This literature finds that banks in the United States, United Kingdom,
Switzerland and northern euro area countries all tend to experience
capital losses in the short term after a rise in interest rates, but that
banks in southern euro area countries are little affected. In contrast,
life insurers in the United States and Germany benefit from rising
interest rates, while life insurers in other countries, and general
insurers worldwide, are unaffected.

to narrow following a rise in short-term interest
rates, as the cost of their liabilities typically rises
almost instantaneously but the return on their
existing long-term assets remains constant.
This effect may be compounded if the slope
of the yield curve flattens (as is common when
policy rates rise). In that instance, the spread
banks earn when transforming short-term
liabilities into long-term assets is reduced, so
that even when long-term assets reprice, the
increase in their interest rates may be less than
on short-term liabilities.

Banks, including in Australia, engage in
considerable maturity transformation. For the
Australian banking system as a whole, the
liabilities that are due to mature within one
month exceed the assets (typically housing

and business loans) that will mature within

that time by over $1 trillion (Graph C1; bottom
panel). However, it is the repricing maturity that
matters for interest rate risk — that is, how quickly
the interest rates of banks' assets and liabilities
can be adjusted in response to changing
circumstances. Unlike in many other countries,
Australian banks have more assets that can be
repriced within one month than they do liabilities
(Graph CI; top panel). This is primarily because
around 80 per cent of Australian housing loans
are priced using a variable interest rate that can
move with short-term interest rates, and most
Australian business loans are priced at a fixed
premium to the 3-month bank bill swap rate.
This is different from the structure in most other
advanced countries, where, in particular, a large
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Graph C1

Mismatch of Assets and Liabilities
Banks operating in Australia, December 2017
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share of their housing loan interest rates is fixed
for between 5 and 30 years (Badarinza et al 2017).2

Australian banks further reduce their exposure
to interest rate risk by engaging in derivative
trades. While they enter into a wide range of
derivative trades, including some that have no
impact on their interest rate risk, the net effect of
these trades is to make their repricing maturity
schedule more balanced.

A second way that banks are exposed to interest
rate risk is through potential losses on their
fixed-income securities. Higher interest rates
reduce the value of fixed-rate bonds since
future fixed coupon payments are effectively
worth less, given the higher interest rate today.
Internationally such effects have often been
important, most notably in 1994 when a sharp
rise in US interest rates saw US banks (and other
investors) post large losses. However, Australian
banks' exposures to this risk are relatively small
because their trading securities comprise only

2 Badarinza, C, J Campbell and T Ramadorai (2017),'What Calls to
ARMs? International Evidence on Interest Rates and the Choice
of Adjustable Rate-Mortgages, Management Science, available at
<https://pubsonline.informs.org/doi/10.1287/mnsc.2016.2629>.
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5 per cent of their total assets.? In contrast,
such securities are often around 20 per cent
of assets in the banking systems of other
advanced economies.

The Australian Prudential Regulation Authority
(APRA) requires banks to summarise and report
on the extent of interest rate risk that they

face. For the ‘banking book’, this is measured

as the expected change in economic value
from a 200 basis point increase in interest rates
at all maturities.” For the ‘trading book’, banks
must calculate their exposures to interest rate
(and other market) risk based on factors such
as the credit quality, duration and historical
volatility of the securities held. The major banks
are required to hold sufficient capital to protect
themselves against the adverse impact of higher
interest rates on their future profitability, to
mitigate the risk of losses in the event of stress.

These estimates imply that the impact of higher
interest rates on Australian banks would be
modest, at around 2 per cent of their current
capital level (Graph C2), which is much less than
in many other countries.> Almost all of this risk
arises from the small residual mismatch in how
quickly Australian banks expect to be able to
reprice their assets and liabilities that are held

in their banking book. The extent of risk arising
from expected losses on securities held in their

3 ‘Trading securities' refer to securities held in a bank's ‘trading book;
meaning they are held for short-term resale, profit or market-making
purposes. Securities that are expected to be held to maturity are
typically held in the ‘banking book’ When interest rates change,
banks are normally only required to adjust the value of securities in
their trading book.

4 Economic value takes into account the net present value of assets,
liabilities and off-balance sheet items, and differs from accounting
value that may use other valuation measures (for example, amortised
cost). The economic value and accounting value of a bank’s banking
book can differ substantially, but the two tend to be similar for a
bank’s trading book.

5 Basel lll specifies 15 per cent as a benchmark for what could be
considered an ‘outlier’bank (that is, one with an unusually high
exposure to interest rate risk). Equivalent estimates of interest rate
risk in the banking book are around 6 per cent of capital for German
commercial banks and 15 per cent of capital for Swiss banks, both of
which tend to offer a large share of fixed rate loans.



Impact of Higher Interest Rates on Banks’ Capital
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trading book is small, reflecting the modest size
of banks’ holdings.

Insurance

The impact of higher interest rates on insurers
is more complex as there are multiple effects,
some of which work in opposing directions.
In principle, higher interest rates reduce the
value of both the assets and liabilities of the
insurance sector, with the net impact on
capital therefore determined by differences in
the size and maturity (or duration) of each of
these components.®

Higher interest rates typically reduce the net
present value of insurers’ liabilities, as a higher
discount rate is applied to future expected
payments (using a benchmark rate, such

as an equivalent-maturity sovereign bond).
However, there are complications that can offset
this discounting effect and leave the net present
value of insurance sector liabilities little changed.
For example, there may be no change in liabilities
if interest rates rise because of an expectation

6 Duration is a measure of the sensitivity of price to interest rates; the

price of assets with a short duration is less affected by movements in
interest rates than the price of assets with a long duration.

that inflation will increase, rather than because
of an increase in real (inflation-adjusted) interest
rates. In this case, the increased discount rate
will be offset by an assumption that the future
value of insurance payouts will also be higher,
given that insurance policies typically promise to
make payments that are linked to future prices
or wages.

The fall in the value of insurance sector assets
in response to higher interest rates results from
losses on bonds held by insurers, as described
earlier. However, this risk may be passed onto
policy holders, such as when a life insurance
policy offers a variable payout that is linked to
the return on underlying assets.

To determine the net impact of these various
factors, APRA requires both general and life
insurers to estimate and report on the loss of
economic value that would arise if either real
interest rates rose (by the equivalent of one-
quarter of the current nominal risk-free interest
rate) or if nominal interest rates increased

(by 125 basis points) because of a rise in expected
inflation. This is the insurance-equivalent concept
of the estimates produced by the banking sector
and shown in Graph C2.

Estimates show that the impact on capital of an
increase in real interest rates is small, as insurers
in Australia typically invest in assets that have
similar duration to their liabilities (Graph C3).

As a consequence, when interest rates rise,

the decrease in the value of the liabilities of

the insurance sector is offset by a similar-sized
decrease in the value of their assets. A second
reason for the relatively small effect is that
more than half of the assets of Australian life
insurers are investment linked, for which the
policyholders receive a variable payout that is
wholly determined by the returns on the insurers’
assets. In such circumstances, the interest rate
(or investment) risk is borne directly by the
policyholders.
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Graph C3

Impact on the Level of Insurers’ Capital
Share of capital level, December 2017
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In contrast, an increase in nominal interest rates
arising from an expectation of higher inflation
can have a material impact on general insurers’
capital. This impact occurs because most general
insurance policies promise to replace damaged
goods or real assets and the future cost of that
commitment is dependent on the future price
level. A rise in nominal interest rates therefore
has little effect on the value of general insurers’
liabilities (as the future cost of these rise by the
same amount as the discount rate applied to
them), but erodes the value of their fixed income
assets. This is less of a problem for life insurers
than general insurers because of life insurers’
high proportion of investment-linked business.
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Superannuation

The impact of higher interest rates on pension
and superannuation funds also depends on

the structure of the industry. Where a fund has
promised fixed returns to members, its assets
will fall in value due to losses on fixed-income
securities, but its liabilities will also decline
because of the higher discount rate. (Typically,
the value of their liabilities will fall by more than
the value of their assets because the former have
a longer duration; see RBA (2015)).” However, in
Australia, the majority of superannuation and
other managed funds are ‘defined contribution’
funds. In these funds, there is no guaranteed
fixed return to members, who bear all the interest
rate (or investment) risk. In this respect, Australia
is quite different to many other advanced
economies, where ‘defined benefit’ funds that
promise a fixed rate of return to members (and
hence retain all the price risk) still dominate the
pension industry (Graph C4). w

Graph C4
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7 RBA (2015),'Box A: The Effect of Low Yields on Life Insurers and
Pension Funds; Financial Stability Review, October, pp 16-18.



Box D

The New Payments Platform and
Fast Settlement Service

The New Payments Platform (NPP) is a fast
payment system, enabling virtually instantaneous
payments on a 24/7 basis. It also offers a simpler
way of addressing payments, using the recipient’s
email address, phone number or ABN rather than
bank account details, and allows more information
to be sent with the payment than in the legacy
interbank electronic payment system. To facilitate
these fast interbank payments through the

NPP, the Reserve Bank built the Fast Settlement
Service (FSS), a system that settles these payments
between banks across accounts at the Reserve
Bank in real time (that is, as they occur). The FSS

is a new service of Australia’s existing interbank
settlement system, the Reserve Bank Information
and Transfer System (RITS).

The NPP was developed by its 13 founding
members (12 authorised deposit-taking
institutions and the Reserve Bank) in response
to gaps in the provision of retail payments in
Australia. The gaps, identified by the Payments
System Board's Strategic Review of Innovation in

the Payments System: Conclusions in 2012, included
the inability to make real-time payments outside
normal banking hours and limited capacity to
carry information about the payment. The NPP
was designed to support the operation of
‘overlay services' that utilise the data-carrying and
fast payments capability of the NPP to deliver
innovative and competitive payment services
and products. Together with current and future
overlay services, the NPP has the potential to

1 The first overlay service, Osko, was developed by BPAY. It allows
customers of participating financial institutions to make payments in
under a minute through their financial institutions’mobile or internet
banking system.

improve the efficiency of the Australian payments
system and increase productivity more broadly,
including by better integrating payment services
with other activities or business systems.

For the payments system as a whole, the NPP
contributes to improved resilience by providing
another means by which payments can be
made. As well as being an alternative for other
retail payment methods, the NPP can, if required,
facilitate wholesale interbank payments.

Given that the NPP is available to make payments
at all times, both the NPP and FSS have been
designed to meet high standards of resilience.
The NPP and FSS also change the risk profile
faced by participants in the Australian payments
system, by reducing the likelihood of delays in
receiving funds and increasing the importance
of real-time behaviour monitoring in preventing
financial crimes.

Resilience Features of the NPP
and FSS

The NPP and FSS are completely new pieces

of payments infrastructure (Figure D1). The

NPP network, switching capability (enabled

by payment gateways) and addressing service
comprise an industry utility, NPP Australia Limited,
owned by its shareholder participants. The
addressing service enables customer accounts to
be identified by an email address, phone number
or ABN. The payment gateways are used by
participating institutions to send messages with
payment details and confirmation responses. The
payment gateways also initiate settlement by
sending a settlement request to the FSS.
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Figure D1: Infrastructure and Payment Processing
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The FSS is capable of settling payments between
financial institutions in under one second, which
enables payments through the NPP to be made
available to recipients within a minute or less,
rather than taking hours or days as previously.
The FSS also settles payments 24 hours per

day, 7 days per week (a significant extension
from previous settlement operating hours of
weekdays between 7.30 am and 10.00 pm).

The Reserve Bank’s target for the availability

of the FSS is 99.995 per cent, which equates to
tolerating an average of two minutes of service
downtime per month.

To achieve the high system availability and
reliability, the FSS infrastructure and databases
are duplicated across locations. The settlement
service is able to be run independently from
each location, and the active site is able to be
switched to another location quickly. This set-up
will allow for planned upgrades of hardware and
software to occur with minimal downtime to
the overall service, and will also help minimise
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disruptions in a contingency event that affects
the ability to operate from a particular site.

Support arrangements have been designed

to align with a continuously operating system.

In particular, Reserve Bank staff are available on

a 24/7 basis to monitor the performance of the
FSS system and provide help desk services to
industry participants. Financial institutions are
expected to manage their liquidity to allow for
settlement of NPP payments on a 24/7 basis

and monitor related reports. The Reserve Bank
assists financial institutions with their liquidity
management by providing automated system
tools in RITS (including the FSS) and making
liquidity available through its Standing Facilities
(which enable eligible institutions to obtain funds
from the Reserve Bank on pre-specified terms via
intraday or open-dated repurchase agreements).?

2 For more information on the Standing Facilities see: <http://www.
rba.gov.au/mkt-operations/dom-mkt-oper.html>.



Risk Implications of Fast Payments

The speed at which NPP transactions occur and
the immediacy of funds availability alter the risk
profile of retail payments.

In the past, the interbank obligations that arise
in retail payment systems have been settled on
a net-deferred basis in RITS. Banks accumulated
the payments made by their customers and,

at set times during the day, the net amount of
these obligations were transferred between
banks. In contrast, NPP payments will be

settled individually in real time, which mitigates
the credit risks associated with delays to the
settlement of funds. This will reduce risks for
financial institutions since, unlike net-deferred
settlement, NPP payment obligations cannot
build up during the day between NPP
participants. Immediate settlement also means
that financial institutions can make funds
available to recipients in real time without taking
on credit risk. The speed with which funds can
be made available to recipients also reduces the
credit and liquidity risks faced by consumers and
businesses. For example, a business could wait
up to a few days to receive funds in their bank
account if a customer were to pay for goods
and services by card, cheque or bank transfer,
whereas they will receive the funds almost
immediately when a customer pays through the
NPP. Over time, it is expected that some retail
payments will transition to the NPP, particularly
from the Direct Entry (DE) system, which includes
internet ‘pay anyone’ bank transfers. Since DE
payments account for almost 90 per cent of

the value of retail payments, the transition of
some of these to the NPP should also generate
a significant reduction in settlement risks across
the payments system overall.

Although settlement risks are mitigated by
the real-time settlement of NPP transactions,
financial institutions will need to consider

their liquidity management to meet payment
obligations. Systems that settle payments on a
gross basis intrinsically require greater liquidity
than systems that settle on a net basis. However,
it is not considered likely that participants in the
payments system will need to hold significantly
larger balances to facilitate their NPP payment
obligations. The NPP is primarily a payment
system for retail transactions, with individual
transactions expected to be relatively low

in value. Furthermore, wholesale interbank
transactions have typically been settled
individually and in real time in the past, so there
will be a limited net impact on liquidity if some
are made as NPP payments. Financial institutions
also have access to funds through the Standing
Facilities to help manage their liquidity and
automated features have been built into RITS to
help allocate liquidity as required between the
settlement of NPP payments through the FSS or
the settlement of other transactions in RITS.

Risks of fraud and misdirected payments are
present in the NPP, as they are for any payments
system, but real-time posting to customers'
accounts means there is no delay for the recipient
of a fraudulent payment to access the proceeds.
Of particular focus in the financial industry is the
need to have effective fraud controls in place
for their customers, which can include real-time
monitoring of customer payment patterns.

A factor that should help reduce the incidence
of fraud is that NPP payments can currently only
be initiated by the payer; the payee is not able
to initiate payment. If a completed payment is
disputed, the payer’s financial institution will
have to contact the payee’s institution to try to
prevent the withdrawal of funds. In addition,
the ability to address payments to an email
address, phone number or ABN (rather than to a
BSB and account number) and the subsequent
confirmation of the name of the payee prior to
the payment being processed, should reduce the
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chance of a misdirected payment. To help reduce
the risk of being affected by fraud, members of
the general public should continue to be alert to
scams and safeguard their personal and financial
information. w

RESERVE BANK OF AUSTRALIA



4. Regulatory Developments

The most notable regulatory development in

the past half year was the finalisation of reforms
to the Basel Ill capital framework by the Basel
Committee on Banking Supervision (BCBS). These
reforms are aimed at reducing unwarranted risk
weight variability. Global bodies continued efforts
to monitor and encourage implementation

of reforms to the regulation of financial
benchmarks, and to identify the financial stability
implications of financial technology (fintech’).
With the design of key post-crisis reforms largely
completed, the Financial Stability Board (FSB)

and the standard-setting bodies are increasingly
focused on monitoring the implementation of
the reforms and evaluating their effectiveness.
Evaluations of the effects of reforms on financial
intermediation and on incentives to centrally clear
over-the-counter (OTC) derivatives are under way.

Domestically, efforts to improve the resilience
and functioning of the financial system continue.
Key legislation providing the Australian Prudential
Regulation Authority (APRA) with expanded
powers to manage the resolution of distressed
financial institutions was passed by Parliament,
as was legislation to help ensure robust and
reliable financial benchmarks. Several reviews or
inquiries into elements of the financial system
are also under way, including the International
Monetary Fund's (IMF’s) Financial Sector
Assessment Program (FSAP) review of Australia,
the Productivity Commission’s inquiry into
competition in Australia’s financial system and
the Royal Commission into Misconduct in the
Banking, Superannuation and Financial Services
Industry. The Council of Financial Regulators

(CFR) has continued to closely monitor housing
lending developments, while also considering
the approach to additional loss-absorbing
capacity for Australian banks, developments in
shadow banking and financial disclosures during
periods of financial stress.

International Regulatory
Developments

Building resilient financial institutions

The members of the BCBS, including the Reserve
Bank and APRA, agreed on a series of changes

to the capital framework for banks (see '‘Box E:
Reforms to the Basel Il Capital Framework’).
These changes are designed to ensure that the
post-crisis Basel lll reforms are effective in their
original goal of enhancing bank resilience, as well
as supporting confidence in the risk-weighted
capital framework.

The finalisation of the capital reforms completes
a significant program of post-crisis changes

to the global regulatory framework for banks.
The attention of the BCBS is now increasingly
focused on monitoring the implementation

of the regulatory reforms agreed to date,
evaluating their effects and assessing emerging
risks. This will form part of the broader ongoing
work of the BCBS to strengthen the regulation
and supervision of banks. In October, the

BCBS published a progress report on the
implementation of the Basel framework. It noted
that the Basel lll risk-based capital rules and the
Liquidity Coverage Ratio (LCR) regulations are
now in force in all BCBS member jurisdictions.
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Further, it found that banks in these jurisdictions
are compliant with the current minimum
requirements. The BCBS also evaluates whether
the reforms implemented at the jurisdictional
level are consistent with the international
framework through its Regulatory Consistency
Assessment Programme (RCAP). In October,

an RCAP assessment of Australia’s LCR rules
provided the domestic framework with the
highest possible grade, ‘compliant’.

In addition to Basel Ill, the BCBS has continued
its policy development work on other aspects of
the international regulatory framework for banks:

o In October, the BCBS published guidelines
on the identification and management of
‘step-in'risk. The guidelines seek to mitigate
the risk that, in order to avoid reputational
damage, banks 'step in"to support
unconsolidated but nonetheless related
entities (such as‘shadow banks’) which
could transfer financial distress to the bank.
The guidelines outline how banks should
assess step-in risk and how supervisors
should evaluate this assessment. For instance,
the guidelines define the types of entities
that need to be assessed for potential step-in
risk and the responses that supervisors may
consider taking when step-in risk is identified.
The guidelines are to be implemented in
BCBS member jurisdictions by 2020.

e In December, the BCBS published a
discussion paper on the regulatory treatment
of sovereign exposures. The paper identifies
sources of sovereign risk in the banking
system and sets out some potential policy
options. The existing regulatory framework
allows for a zero risk weight to be assigned to
sovereign exposures that are denominated
and funded in domestic currency. However,
the paper notes that sovereign exposures
may generate risks for banks through debt
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restructuring or outright default, as well
as through channels such as increased
funding costs and liquidity requirements
as a result of a reduction in the value of
sovereign collateral.

Given the increasing importance of stress
tests of banks in supervisory and regulatory
frameworks, in December the BCBS proposed
a new set of principles to act as a guide

to sound stress testing practices for banks
and supervisors. For example, the principles
state that a bank'’s stress testing framework
should be subject to challenge and regular
review. The new principles are expressed at
a high level so that they do not conflict with
developments in stress testing practices
over time.

In February, the BCBS released a consultation
paper on an updated ‘Pillar 3'framework,
which sets minimum regulatory disclosure
requirements for banks. The proposed
changes mainly involve disclosing
information related to the Basel Ill capital
reforms discussed in Box E. For instance,
under the proposed Pillar 3 framework, banks
that use internal models must disclose their
risk-weighted assets (RWAs) as calculated
under both the internal ratings-based

(IRB) and standardised approaches. This
requirement means that information

used in calculating the new output floor -
which requires the total value of IRB banks’
estimated RWAs to be no lower than 72.5
per cent of the RWAs calculated using only
the standardised approach — must now be
publicly disclosed.

The BCBS began a consultation in March on
revisions to the market risk capital framework.
One of the key revisions is to include changes
to the measurement of the standardised
approach to enhance its risk sensitivity.



Also, the internal models approach has been
further revised to enhance the requirements
for the use of internal models. The revised
framewaork will come into effect in 2022.

Shadow banking

As discussed in previous Reviews, the FSB and
the International Organization of Securities
Commissions (I0SCO) have worked since the
crisis to improve the regulation and oversight
of shadow banking, which refers to credit
intermediation outside the regular banking
system. Three publications by I0SCO in the past
half year relate to this work.

In November, IOSCO published the findings
from its recent peer reviews of the regulation

of money market funds (MMFs), as part of its
monitoring of the implementation of its 2012
recommendations for MMFs. IOSCO reviewed
implementation of reforms in three areas:
valuation practices; liquidity management; and
MMFs that offer a stable net asset value (NAV)
(the latter can be more vulnerable to redemption
runs than MMFs that allow their price, and
hence NAV, to vary). I0SCO found that, as it had
recommended, MMFs in most jurisdictions now
value securities held in their portfolios using the
fair value approach (instead of using a method
that does not necessarily reflect their market
value). In contrast, progress in implementing
liquidity management reforms was less
advanced and uneven across jurisdictions.
IOSCO concluded that further work is also
needed to reinforce the resilience of funds in
some of the jurisdictions that permit MMFs to
offer a stable NAV.

IOSCO has also published its final
recommendations for liquidity risk management
by collective investment schemes (CIS) such

as MMFs and managed funds. This follows
earlier FSB recommendations to address the

liquidity mismatch in open-ended funds.

|OSCO recommendations include that CIS
should ensure that: their subscription and
redemption arrangements are appropriate for
their investment strategy and underlying assets;
liquidity risk and the processes for managing

it are disclosed to current and prospective
investors; the liquidity of the assets held in the
portfolio is assessed regularly; and ongoing
liquidity assessments under various market
conditions, which could include fund level stress
testing, are conducted.

IOSCO also released a report on its peer review
of national authorities’ progress in implementing
its 2012 recommendations on aligning the
incentives of investors and securitisers, for
example, by ensuring that securitisers retain

an exposure to the securities that they

originate. Progress in implementing these
recommendations remains mixed. While only
around half the participating jurisdictions have
final adoption measures in place, they are in force
in the United States, which accounts for around
three-quarters of the global securitisation market
by size.

Risks and reforms beyond the post-crisis
agenda

Regulators have continued work on enhancing
the integrity of major interest rate benchmarks
following past examples of manipulation.

The FSB, in an October progress report, noted
that administrators of interbank offered rates
(IBORs) are making progress on implementing
recommended reforms. These include increasing
the extent to which benchmark rates are

based on actual transactions and developing
alternative benchmarks based on risk-free rates.
In January, IOSCO published information for
users of benchmarks to consider in selecting

an appropriate benchmark. In particular, it
focuses on the importance of contingency
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planning for scenarios in which a benchmark

is no longer available. For example, and as
noted in the previous Review, the UK Financial
Conduct Authority is putting measures in

place to manage the risk of an unplanned
cessation of the London IBOR (LIBOR). In April,
the Federal Reserve Bank of New York began
publishing three reference rates, including the
Secured Overnight Financing Rate. The latter
was recommended by a committee comprising
public and private sector representatives as the
alternative to US dollar LIBOR for use in certain
new US dollar derivatives and other financial
contracts. In Australia, legislation recently passed
Parliament to reform the legal framework for
the regulation of financial benchmarks, such as
the bank bill swap rate (BBSW). The Australian
Securities Exchange (the administrator of BBSW)
has developed a new methodology that will
measure BBSW directly from transactions. To
support this, market participants have been
expected to trade bank bills at outright yields
since December. The new methodology is
expected to commence soon. The Australian
Securities and Investments Commission (ASIC) is
in legal proceedings with two major Australian
banks in relation to ‘unconscionable conduct
and market manipulation’in setting the BBSW.
Similar legal proceedings by ASIC with two other
major banks were concluded in November, with
the Federal Court imposing penalties on the two
banks and those banks also providing ASIC with
enforceable undertakings.

The work on interest rate benchmarks is part

of broader global and domestic efforts to
address misconduct in the financial sector.

The FSB will soon publish a toolkit for both firms
and supervisors on how governance frameworks
can be used to address misconduct risk. It will
focus on ways to mitigate the cultural drivers of
misconduct, strengthen individual responsibility
and accountability, and address the problem of
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employees who have engaged in misconduct
moving to a new firm. In Australia, the legislation
establishing the Banking Executive Accountability
Regime (BEAR) passed Parliament on 7 February.
The BEAR requires banks and their executives to
meet certain expectations and enables banks
and individuals to be held to account where they
fail to meet those expectations. The BEAR will
commence on 1 July 2018 for large authorised
deposit-taking institutions (ADIs), and one year
later for other ADIs. APRA also released the result
of its review of remuneration practices at large
financial institutions. APRA found that, although
the institutions that were considered met

the minimum requirements of the prudential
standard, variable pay generally placed too little
weighting on risk metrics and was not deferred
for long enough (for more information on the
remuneration review and the BEAR, see ‘The
Australian Financial System' chapter).

Global and national authorities have

been monitoring a wide range of fintech
developments. A key focus has been on
identifying any nascent risks to financial

stability while avoiding actions that could limit
the efficiency, financial inclusion and other
benefits that can arise from financial innovation.
Several papers on fintech were published by
international bodies over the past six months:

« In November, the FSB released a report on
the increased use of artificial intelligence
(Al) and machine learning in financial
services. The report noted that, while the
use of Al and machine learning by firms and
regulators may improve financial system
efficiency and regulatory compliance, it
may also result in new and unexpected
forms of interconnectedness and third-party
dependencies within the financial sector.

¢ The International Association of Insurance
Supervisors (JAIS) issued a consultation



paper in February on the use of digital
technology in the provision of insurance to
excluded or underserved markets. The paper
discusses the implications for regulators and
the proportionate application of the IAIS's
insurance core principles (ICPs) in these
markets. The application of the ICPs requires
that the nature, scale and complexity of
regulatory measures not go beyond what

is necessary to achieve the supervisory
objectives of a jurisdiction. For example, relief
from certain measures could be provided

by a‘regulatory sandbox’— where start-ups
and other firms can test certain products or
services in a limited manner without being
subject to the full regulatory framework.

o Alsoin February, the BCBS published a
report on the implications of the growing
use of fintech for banks and supervisors
over the medium term. A common theme
across the various scenarios considered in
the report is that banks are likely to find it
increasingly difficult to maintain their current
operating models. For regulators, the report
identified an overarching need to maintain
the safety and stability of the banking system
without inhibiting beneficial financial sector
innovation. Important considerations for
banks and regulators include the increasing
use of third-party service providers, whether
existing regulatory frameworks remain
relevant to address the business models and
actions of fintech firms, and the operational,
cyber and compliance risks posed by fintech.

Domestically, ASIC continues to facilitate
fintech start-ups to foster innovative financial
products or services, including through the
ongoing operation of its regulatory sandbox.
Legislation has also been introduced into
Parliament to facilitate an enhanced regulatory
sandbox for fintech firms, which will allow more

businesses to test for a longer time a wider
range of new financial and credit products

and services without a licence. In January 2018,
ASIC licensed the first crowd-sourced funding
intermediaries, so that public companies can
offer shares to investors via the online platforms
of these intermediaries.

A related issue, cyber risk in the financial sector,
has been another area of international focus.
The FSB published a stocktake of publicly
available regulations, guidance and supervisory
practices in October, with the aim of identifying
effective practices. The report notes that FSB
member jurisdictions have been active in
addressing cybersecurity, with all member
jurisdictions having released regulations or
guidance addressing cybersecurity for at least
part of the financial sector. Domestically, in
November, ASIC published a report that assesses
the cyber preparedness, existing good practices
and areas for improvement of firms active in
Australia’s financial markets (such as stockbrokers,
investment banks and credit rating agencies).
ASIC will continue to assess the cyber resilience
of requlated firms and measure their progress as
they meet improvement targets.

In response to the growing threat of

cyber attacks, in March APRA proposed its

first prudential standard on information
security. The new standard builds on APRA’s
principle-based guidance released in 2010 and
is to apply to all APRA-regulated entities. It aims
to enhance the ability of entities to repel cyber
attacks, or respond effectively in the event of a
breach. Under the new standard, requirements
for entities include: maintaining information
security capability commensurate with the

size and extent of threats to information assets
(including for external service providers); having
adequate information security controls in place
to protect information assets and undertaking
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systematic testing of these controls; and
notifying APRA of material information security
incidents. Following consultation, APRA intends
to implement the new standard from 1 July 2019.

The FSB and standard-setting bodies have

begun assessing whether the post-crisis reforms
are meeting their intended objectives and
whether there have been material unintended
consequences; this is being guided by an
evaluation framework finalised by the FSB last year.
As part of the first study, which is evaluating the
effects of the reforms on incentives to centrally
clear OTC derivatives, in December the Committee
on Payments and Market Infrastructures and
IOSCO launched a series of qualitative surveys.
A report is expected to be completed by the
November 2018 G20 Summit in Argentina.

The second assessment under the framework is
examining the effects of the post-crisis reforms
on financial intermediation, with an initial focus
on infrastructure financing. To inform this
assessment, in March the FSB launched a survey
of firms and institutions seeking information on
the trends and drivers of, and potential effects
of regulatory reforms on, infrastructure financing.
A report on infrastructure financing will be
published by the G20 Summit.

Domestic Regulatory
Developments

Council of Financial Regulators (CFR)

The CFRis a non-statutory body comprising
Australia’s main regulatory agencies with financial
stability responsibilities: the Australian Treasury,
APRA, ASIC and the Reserve Bank, which also
provides its secretariat. The CFR is chaired by

the Reserve Bank Governor and meets at least
quarterly. It engages with other regulatory bodies
as appropriate to discuss issues of common
interest. As per its charter, the CFR aims to
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contribute to the efficiency and effectiveness
of financial regulation and to promote stability
of the Australian financial system. In particular,
it acts as a forum for facilitating coordination
among its member agencies to ensure threats
to financial system stability are identified and
addressed effectively.

The work of the CFR is facilitated through
various working groups, largely consisting of
representatives of the four CFR agencies, though
other agencies participate in some groups
(Figure 4.1). Key groups include the Financial
Market Infrastructure (FMI) Steering Committee,
which helps to coordinate monitoring and
policy formulation in relation to FMIs and OTC
derivatives markets regulation, and the Crisis
Management Working Group, which seeks to
establish policies and cross-agency processes
for the effective management of distressed
financial institutions. The Housing Market Risk
Working Group has also been active in recent
times, providing analysis of developments in
the housing market and industry responses to
the recent regulatory measures. Other working
groups cover issues such as distributed ledger
technology, competition and cyber security.
Some groups are set up on a temporary

basis to address specific topics (e.g. the FSAP
Working Group), while others are ongoing.

The working groups aid the work of the CFR by
providing papers for discussion and developing
recommendations where appropriate.

An important aspect of the ongoing work of
the CFR agencies is the strengthening of the
domestic framework for managing a financial
crisis. The CFR has established a process for
managing the resolution of a distressed financial
institution to ensure a coordinated response.
Much of the robustness of this process depends
on APRA having effective crisis management
powers to resolve its regulated institutions in an



Figure 4.1: CFR Working Groups (WGs)

Council of Financial Regulators

FMI Steering Committee

Competition in Clearing
and Settlement WG'

Financial Market Infrastructure
Crisis Management WG

Over-the-counter
Derivatives WG

Crisis Management WG

Blockchain WG?

Climate Change WG

Competition in the
Financial Sector WG?

Crisis Communications WG

Cyber Security WG

Financial Sector Assessment
Program (FSAP) WG

Housing Market Risk WG

1 Includes the ACCC but not APRA
2 Includes AUSTRAC
3 Includes the ACCC

Regulatory Perimeter WG

All groups include Australian Treasury, APRA, ASIC and the RBA unless otherwise noted

Source: RBA

orderly manner. In February, Parliament passed
legislation that will significantly enhance these
powers, ensuring that APRA can effectively
prepare for, and manage, a distressed bank or
insurer, as well as affiliated group entities where
relevant. The legislation clarifies APRA's powers
to set requirements for resolution planning for
banks and insurers (e.g. by developing prudential
standards for resolution and recovery planning,
supported by formal powers to direct entities

to address barriers to their orderly resolution,
such as by changing their business, structure or
organisation). In addition, the legislation includes
the ability for APRA to:

ensure the effective resolution of the
Australian branch of a foreign bank or insurer

appoint a statutory manager to an expanded
set of entities in certain circumstances,

such as to the authorised non-operating
holding companies (NOHCs) of ADIs, general
insurers and life insurers, and domestically
incorporated subsidiaries of these NOHCs,
ADIs and insurers

freeze the rights of counterparties of a
financial group in specific circumstances, to
allow sufficient time to effect a resolution.
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CFR agencies are currently working on the design
of a similar legislative framework for FMIs, which
will ensure that the relevant resolution agency
(the Bank for clearing and settlement facilities,

or ASIC for trade repositories) has the necessary
powers to resolve a failing domestic FMI.

At its meetings in November 2017 and
March 2018, the CFR discussed several other
issues, as noted below.

o The CFR continued to closely monitor
developments in the housing market and
the effectiveness of the regulatory measures
taken by APRA in 2014 and 2017 to reinforce
sound residential mortgage lending
practices. Discussions covered analysis of
developments in housing markets and
lending practices, trends and competition
among different types of lenders, and
the conditions under which some of the
measures could be relaxed.

e APRA updated the CFR on its progress in
developing a domestic loss-absorbing
capacity framework, in response to the
government-endorsed recommendation
by the Financial System Inquiry. Although
none of the Australian banks are global
systemically important banks, which means
they are not bound by the FSB's total
loss-absorbing capacity standard, the CFR
has supported work by APRA to develop a
domestic loss-absorbing capacity framework
for Australian banks.

o Developments in shadow banking activity,
both internationally and domestically, were
assessed. Globally, the more problematic
forms of shadow banking have declined
substantially since the crisis. Domestically,
non-ADI lending for housing has grown
more quickly than ADI lending over the
past year, but its share remains small
(see The Australian Financial System'chapter).
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Overall, it was concluded that domestic risks
from shadow banking activity remain limited
but continued close monitoring is warranted.

o The CFR continued a discussion of the
complexities in the management of financial
disclosures when an ADI is under stress.

¢« In November, the CFR established a Climate
Change Working Group. The working
group will consider and coordinate actions
to address the financial risks of changing
climate, and society’s response to such
changes, for the Australian financial system.

e In March, the CFR endorsed the establishment
of a working group to consider regulatory
perimeter issues related to stored value
payment systems.

CFR agencies continue to work with their

New Zealand counterparts via the Trans-Tasman
Council on Banking Supervision (TTBC) to further
strengthen the cross-border crisis management
framewaork. This includes follow-up work to the
TTBC crisis simulation conducted in September
last year, along with exploring options for early
intervention to support the recovery of a financial
institution before it becomes non-viable.

Other domestic regulatory developments

Over 2018, the IMF will conduct its third FSAP
review of Australia. The FSAP is conducted every
five years or so in jurisdictions with systemically
important financial sectors. For this review,

the IMF will focus on assessing financial sector
vulnerabilities and the overall framework for
systemic risk oversight. The FSAP will include

an assessment of Australia’s banking regulatory
framewaork and supervisory practices against
the BCBS's Core Principles for Effective Banking
Supervision. It will also include reviews of the
regulation of FMIs and the insurance sector, and
crisis management arrangements. Following
initial discussions in December on the scope



of the review, the IMF FSAP team plans further
meetings later in 2018 with CFR agencies, other
government bodies, and private sector firms
such as banks. A report with the key findings

of the review is expected to be published in
early 2019. The Bank and other CFR agencies are
working closely with the IMF to ensure the FSAP
is effective and efficient.

In February, the Productivity Commission
released a draft report setting out the preliminary
findings of its inquiry into competition in

the Australian financial system. One focus of

the draft report is the apparent inability of
consumers to impose discipline on financial
services providers, reflecting factors such as
their level of financial literacy and engagement,
the complexity of products, and the availability
of information. The draft report makes a

number of recommendations to address these
issues, including: increasing the transparency

of mortgage interest rates; imposing a legal
duty on lender-owned mortgage aggregators
and brokers to act in the best interests of the
consumer; enhancing the information that
mortgage brokers are required to provide to their
clients; and implementing the open banking
regime in a way that grants consumers full rights
to access and use their digital data. The Bank
welcomes and supports the Commission’s focus
on these areas.

The Commission also makes observations
about the impact of regulation on competition.
It recommends that one regulator be tasked with
formally assessing the effects on competition
of planned regulatory interventions in the
sector. The Bank provided its perspectives

on these issues, and on the Commission’s
recommendations related to retail payment
systems, in a supplementary submission in
March. The Commission’s final report will be
handed to the government by 1 July.

The Royal Commission into Misconduct in the
Banking, Superannuation and Financial Services
Industry held its first round of hearings in March,
focused on consumer lending practices. The next
round of public hearings in April will focus on
financial planning and wealth management.
The Commission plans to hold further rounds
periodically throughout the year, with their
focus to be announced at a future date.

The Commission may release an interim report
before the end of September, and a final report
is due to be submitted to the government by

1 February 2019. v
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Box E

Reforms to the Basel III Capital

Framework

In response to the global financial crisis, the
international Basel Committee on Banking
Supervision (BCBS) developed the Basel lll capital
and liquidity framework with the objective

of improving the resilience of the banking
system. A core element of the framework was

to significantly increase the amount of capital
held by banks. The Basel Il capital framework
was agreed to in 2010 with implementation by
jurisdictions starting from 2013. In monitoring the
implementation of Basel lll, however, the BCBS
found significant variation in the value of risk
weights calculated by banks, even among those
with similar business models and risk profiles. This
variability across banks can affect their capital
ratios significantly, potentially undermining

the objective of the framework (Graph E1). So
over recent years, the BCBS has considered

ways to reduce unwarranted variability in risk
weights, as well as to increase the simplicity,
comparability and risk sensitivity of the Basel lll
capital framework. In December, the Group of
Central Bank Governors and Heads of Supervision
— the oversight body of the BCBS — endorsed a
package of reforms designed to achieve these
goals. This box outlines the changes made to

the Basel lll capital framework, their likely effects,
and the agreed implementation timeline. The
Australian Prudential Regulation Authority (APRA)
has issued a consultation paper on modifications
to the domestic capital framework that take
these reforms to Basel lll into account. However,
Australian banks are unlikely to need to raise
additional capital due to these changes as they
are already well capitalised.
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Graph E1
Impact of Unwarranted Risk
Weight Variability on Capital Ratios*

By bank
PPt European banks ppt
M North American banks
2 Ml Asian or Australian banks 2
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*  Percentage point deviation from a 10 per cent capital ratio due to the
difference between a bank’'s RWAs as extrapolated from the BCBS's
hypothetical portfolio exercise (in which banks were asked to calculate
the risk weights for a common set of exposures) and that bank’s RWAs
as calculated using the median risk weights from that exercise.

Sources: BCBS; RBA

Key Reforms to the Basel Il
Capital Framework

The BCBS agreed to several key changes
to the following aspects of the Basel Il
capital framework!

1

The standardised approach for credit risk,
which is the default method for calculating
risk-weighted capital requirements. The
revisions to this aspect of Basel Il mostly
focus on enhancing the risk sensitivity of the
framewaork. One of the main changes to the
standardised approach is the introduction
of risk weights for commercial real estate,
income-producing real estate and residential
real estate exposures that increase with the

Note that some detailed elements of the framework are subject to
national discretion.



loan-to-valuation ratio (LVR) of the loan.?
More granular risk weights for exposures
to banks and corporations have also
been introduced.

e Theinternal ratings-based (IRB) approaches
for credit risk, under which banks calculate
their own risk weights for determining RWAs
using internal models (rather than applying
the risk weights set by the supervisor under
the standardised approach). The revisions
to Basel lll impose additional constraints on
these models by, first, introducing minimum
values for some inputs and, second, reducing
the number of inputs that can be estimated
by banks. To model risk weights, banks
estimate the probability of default, loss given
default (LGD) and exposure at default (EAD)
for certain exposures. The reforms impose
a minimum value for each of these inputs
depending on the nature of the exposure.
For instance, banks will be required to use a
minimum LGD of 5 per cent for residential
mortgage exposures. The reforms also
require banks to use supervisor-set estimates
of LGD and EAD to calculate risk weights for
financial institutions, and large and mid-sized
corporations (instead of estimating these
parameters using their internal models).

The rationale for this change is that the LGD
and EAD for these exposures are inherently
unpredictable, which is likely to lead to
significant variation in banks' estimates. These
changes should accordingly increase the
comparability of the framework by reducing
variance in the risk weights generated by
banks" models.

2 The LVR used for calculating the risk weight will decline over time
as the loan is repaid. There is some supervisory discretion over
how the value of the property can be adjusted, but generally
it will be maintained at the value measured at origination unless
an extraordinary, idiosyncratic event results in a permanent
reduction in value.

The ‘output floor;, which places a limit on
the benefit a bank derives from using its
internal models for estimating regulatory
capital. It requires that, to calculate capital
requirements, IRB banks use the higher of
total RWAs calculated using their internal
models or 72.5 per cent of total RWAs
calculated using only the standardised
approach. Banks will also be required to
disclose their total RWAs based on the
standardised approach.

The leverage ratio, which specifies a
minimum level of capital to be held against
total (rather than risk-weighted) assets. The
main reform to this aspect of the framework
is the introduction of a capital add-on, or
buffer, for global systemically important
banks (G-SIBs). A similar buffer is currently
applied to G-SIBs under the risk-weighted
capital framework, so this reform restores
the relative incentives provided by both
capital constraints for G-SIBs. The buffer
applied to a G-SIB's leverage ratio is 50 per
cent of the buffer applied to that G-SIB's risk-
weighted capital requirement.? There are no
Australian G-SIBs.

The operational risk framework, which
requires banks to hold capital against the
risk of losses resulting from events such as
fraud, misconduct fines and cyber attacks.
The operational risk framework has been
simplified, with the current modelled
approach and the three standardised
approaches for operational risk being
replaced with a single risk-sensitive
standardised approach. Under the new
approach, a bank's operational risk capital
requirement increases with its historical
operational losses and income.

3 For example, a G-SIB subject to a two percentage point surcharge
on its risk-weighted capital requirement would be subject to a one
percentage point surcharge on its leverage ratio.
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Effects of the Reforms

As discussed above, the primary objective of

the recent reforms is to limit unwarranted risk
weight variability within Basel llI's broader goal

of enhancing bank resilience. While the effects of
the changes on risk weight variability can only be
fully assessed after implementation, the results
of the BCBS's pre-implementation quantitative
assessment suggest that the distribution of
average risk weights for large, internationally
active banks will become more closely clustered
around the mean (Graph E2).*

Graph E2
Distribution of Average
Risk Weights under Basel IlI*
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One objective of the BCBS has been to finalise
the reforms without significantly increasing
overall capital requirements. Accordingly, the
reforms are projected to result in little change
to aggregate minimum capital requirements,
although for some banks capital requirements
are likely to increase, while they will decrease for
some others. For instance, the European Banking
Authority (EBA) estimates that large European
banks will need to accumulate €37 billion in

4 See BCBS (2017), ‘Basel lll Monitoring Report: Results of the
cumulative quantitative impact study; December, pp. 19-21.
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additional capital in order to meet the new
requirements.> Reforms to the output floor and
the credit risk framework are expected to raise
aggregate minimum capital requirements, but
this is expected to be offset by lower capital
requirements from revisions to the operational
risk framework (Graph E3).

Graph E3
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*  Adecrease is recorded if a bank’s minimum capital requirement
changes from being determined by the leverage ratio to being
determined by the risk-based framework in order to balance the
aggregate change and total effect.

Sources: BCBS; RBA
As with other BCBS policies, the detailed
implementation of these reforms in individual
countries may differ slightly from the framework
described above in order to account for local
circumstances. Domestically, APRA has stated
that Australia is ‘well-equipped to accommodate
the final Basel Il framework”and is currently
consulting on the implementation of the
reforms (for further detail see ‘The Australian
Financial System’ chapter).? As noted earlier, the
implementation of the reforms in Australia is
unlikely to require the Australian banks to raise

5 This estimate is for total capital. See EBA (2017),’Ad Hoc Cumulative
Impact Assessment of the Basel Reform Package; December, p. 5.

6 See APRA (2017),’APRA welcomes finalisation of Basel Ill bank capital
framework; December.



additional capital. APRA is not seeking to increase
capital requirements beyond those announced
in July 2017 as part of the ‘unquestionably strong’
benchmarks.

While the BCBS continues to refine some areas
of the Basel Ill capital framework, the finalisation
of the reforms largely marks the end of the
main post-crisis rule-making effort by the BCBS.
Its attention is now increasingly focused on
monitoring the implementation of the reforms
and assessing their effects.

Implementation

According to the international implementation
timetable set by the BCBS, reforms to the
standardised and IRB approaches for credit risk,
the operational risk framework and the leverage
ratio come into effect on 1 January 2022. Banks in
BCBS member jurisdictions will have to meet the
entire change in capital requirements arising from
these reforms by this date. By contrast, the output
floor will be phased in from 1 January 2022,
starting at 50 per cent and increasing in stages
until the final floor of 72.5 per cent is reached on

1 January 2027. However, individual jurisdictions
have the discretion to implement the reforms at
an accelerated pace.

During the implementation of the output floor, a
‘transitional cap’ may be applied at the discretion
of the national supervisor. The transitional cap
limits the overall increase in RWAs due to the
implementation of the output floor to 25 per cent
for an individual bank. This means that, during

the phase-in period, a bank’s minimum capital
requirement could be capped at 1.25 times the
requirement calculated before the application

of the floor. The cap must be removed once the
output floor is fully implemented in 2027, at which
point banks given relief under the cap must meet
the entire increase in capital requirements.
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Copyright and Disclaimer Notices

HILDA

The following Disclaimer applies to data
obtained from the HILDA Survey and used in the
chapter on ‘Households and Business Finances'
and reported in‘Box B: Recent Trends in Personal
Credit'in this issue of the Review.

Disclaimer

This Review uses unit record data from the
Household, Income and Labour Dynamics in
Australia (HILDA) Survey. The unit record data
from the HILDA Survey was obtained from the
Australian Data Archive, which is hosted by The
Australian National University. The HILDA Survey
was initiated and is funded by the Australian
Government Department of Social Services (DSS)
and is managed by the Melbourne Institute

of Applied Economic and Social Research
(Melbourne Institute). The findings and views
reported in this Review, however, are those of
the author and should not be attributed to the
Australian Government, DSS, the Melbourne
Institute, the Australian Data Archive or The
Australian National University and none of those
entities bear any responsibility for the analysis or
interpretation of the unit record data from the
HILDA Survey contained in this Review.
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