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1. Introduction 

The Reserve Bank welcomes the opportunity to provide a submission to the Productivity 

Commission’s Inquiry into Competition in the Financial System. The scope of the Terms of Reference 

is broad and so this submission focuses on those areas that most closely relate to the Bank’s mandate. 

In particular, it largely draws on a view of the financial system gained by the Bank through its 

monitoring of financial intermediation and the promotion of financial stability. As a consequence, the 

focus of much of the submission is the banking system as a whole. In line with the specific markets 

highlighted in the Terms of Reference, the submission examines mortgage lending, consumer deposits 

and small and medium enterprise (SME) lending in more detail.  

The Bank (and its Payments System Board) is also the primary regulator of the payments system in 

Australia. The submission provides some perspectives on competition in the payments system and 

describes the Bank’s activities in this area. 

The Australian banking system is relatively concentrated by international standards, but in line with 

countries such as Canada and Sweden. The major Australian banks are more profitable than many of 

their peers internationally, though this partly reflects the more favourable economic conditions that 

prevailed in Australia in the period following the global financial crisis and a comparatively simple 

asset mix, with lower exposure to trading and institutional banking. Net interest margins are, 

however, higher than in a number of other countries. On some measures, the Australian banks also 

appear to operate more efficiently than many overseas banks.  

The major banks have generally been more profitable than smaller authorised deposit-taking 

institutions (ADIs) since the global financial crisis, but the gap has narrowed recently. This partly 

reflects the lower funding costs of the major banks, with the difference narrowing recently through a 

combination of an easing in financial conditions and regulatory changes. 

Competitive influences and conditions vary from market to market. In particular: 

 Even though there have been no significant new entrants in recent years, competition in deposit 

markets has been relatively strong since the financial crisis as ADIs have sourced a greater share 

of funding from deposits rather than wholesale debt securities. Regulatory changes have also 

encouraged this trend. While the effects have varied between deposit products, average deposit 

rates relative to the cash rate have risen, while average account fees have fallen; competition has 

also occurred through related services, such as payments technology. 

 The major banks gained market share in the mortgage market in the aftermath of the crisis, in 

part reflecting their better access to funding (as non-bank lenders in particular lost access to low-
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cost wholesale funding markets) along with mergers by two of the majors with smaller 

institutions. However, even though there have been no new major entrants, a narrowing of 

funding cost differentials, increased use of brokers and consolidation among smaller institutions 

appear to have boosted competitive pressures more recently. There is some evidence that 

competition led to some weakening in lending standards in the period leading up to the end of 

2014, but an increased regulatory focus has seen this reversed; smaller lenders have gained 

market share as a result. 

 While there has recently been strong competition for large business lending as a consequence of 

the entry of new foreign banks and expansion in activity by some existing foreign banks, 

competition appears to be less vigorous for small business lending – reflecting the complexity of 

this market. There is potential for government initiatives on open banking and comprehensive 

credit reporting to influence this market.  

Competition in the retail payments system, in which financial institutions are significant players, is 

reasonably strong. Nevertheless, in some areas of the payments system competition can result in 

perverse outcomes. The Bank has therefore taken regulatory action over the past 15 years to address 

some of these anomalies and it continues to monitor competition closely. 

A number of themes in this submission are likely to be relevant to the Commission’s work: 

 Periods of heightened competition in the Australian financial system have typically been driven by 

new entrants rather than established players. The entry of mortgage originators, foreign banks 

offering online deposit accounts and, recently, Asian banks offering large business loans have all 

had a significant effect on competition in their respective markets.  

 Smaller banks experienced a rise in funding costs relative to the major banks through the financial 

crisis, but this has narrowed in recent times. 

 Bundling of products can be convenient for consumers, but can make switching of individual 

products difficult and, by obscuring the pricing of individual products, it can support cross-

subsidisation between more and less competitive markets. 

 Information problems – both in relation to lenders’ knowledge of the riskiness of potential 

borrowers and customers’ awareness of alternative products – inhibit competition. Measures 

aimed at open banking and comprehensive credit reporting are likely to be beneficial, along with 

measures to increase transparency of interest rates. 

 Differential pricing between customers, particularly in favour of new customers, is relatively 

common. Differential pricing can reflect risks, but it is also likely that some customers are not 

sufficiently aware of the possibility of a better deal or are reluctant to switch providers. Measures 

to increase transparency or reduce switching costs could help to address this. 

 Financial technology (fintech) providers have the potential to increase competition in a variety of 

ways, including by competing directly in under-served markets, facilitating greater transparency 

and reducing the cost of switching providers. However, at this stage fintech firms generally 

remain small and their performance is untested over a full cycle. Significant efforts have been 

made by the government and the Australian Securities and Investments Commission (ASIC) to 

facilitate these providers.  

The remainder of this submission consists of the following sections. Chapter 2 revisits the Financial 

System Inquiry and identifies developments since that time. Chapter 3 makes some general 
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observations about the nature of competition in the finance sector, highlights some of the 

complexities in assessing competition, and presents some high-level indicators relevant to assessing 

competition. Chapter 4 discusses several important recent influences on competition, while Chapter 5 

examines the mortgage, deposit and lending markets. Chapter 6 discusses competition in the 

payments system and the role of the Reserve Bank as regulator. Chapter 7 draws together some key 

themes. 
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2. Developments since the Financial System Inquiry 

Competition in the financial system was last considered by the Financial System Inquiry (FSI), which 

reported in 2014. This provides a useful benchmark for recent progress on competition. 

The FSI Final Report concluded that competition was generally adequate, but noted that high 

concentration and increasing vertical integration in some parts of the financial system had the 

potential to limit the benefits of competition (Financial System Inquiry 2014).  Since 2014, 

concentration in some banking markets has declined modestly (see the ‘Assessing Competition in the 

Financial System’ chapter). Vertical integration has also reduced somewhat as the major banks have 

divested some wealth management businesses.1  

A number of FSI recommendations had a bearing on competition. Some were focused on the 

regulatory system, given the FSI’s observation that policy settings with respect to Australia’s financial 

system did not focus on the benefits of competition. The FSI recommended making competition a 

specific focus of ASIC and encouraged regulators to clearly explain in annual reports how competition 

was considered in their decision making processes. It recommended that the state of competition in 

the financial system be reviewed every three years (leading to the current inquiry). 

The FSI noted that reforms that increased the resilience of the financial system, especially for the 

larger banks, would work to reduce the perception of an implicit guarantee, thereby reducing 

competitive distortions. It recommended regulatory settings that would lower the probability of a 

bank failure through ensuring Australian bank capital ratios are unquestionably strong, and reduce 

the cost of failure, by ensuring banks maintained sufficient loss-absorbing capacity. The Inquiry 

similarly recommended reducing the differences in risk weights on mortgage lending between banks 

using model-based weights (the large banks) and other ADIs.  

Other competition-focused recommendations included: 

 developing a national strategy for a federated style model of trusted digital identities  

 graduating fundraising regulation to facilitate crowdfunding for both debt and equity 

 supporting data-driven business models through an inquiry into the costs and benefits of 

increasing data access 

 supporting expanded positive credit data sharing and, if voluntary participation is inadequate, 

considering mandated participation. 

In respect of the payments system, the Inquiry recommended: 

 enhancing graduation of retail payments regulation by clarifying thresholds for regulation 

 clarifying and broadening card interchange regulation and lowering interchange fees. 

  

                                                                                                                                                                               
1  In 2016 NAB sold 80 per cent of its life insurance business, in 2017 Westpac sold part of its stake in BT Investment 

Management, while ANZ has announced plans to divest its Australian wealth management business. 
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The government’s response to the FSI Final Report followed most of the recommendations (The 

Australian Government 2015). Significant progress has been made on implementation since that time, 

including: 

 implementation by the Australian Prudential Regulation Authority (APRA) in 2016 of changes to 

mortgage risk weights for ADIs using model-based weights (APRA 2015) 

 the recent announcement by APRA of changes to capital requirements to ensure that Australia’s 

banks are ‘unquestionably strong’ (APRA 2017a) 

 establishing an expectation that regulators report each year on how they have taken account of 

competition in their decisions 

 establishing a regulatory framework for crowdsourced equity funding, allowing small business 

greater access to capital – the government is currently seeking to extend the framework to 

proprietary companies 

 establishing an independent review to recommend an approach to establishing an open banking 

regime in Australia (The Treasury 2017) 

 supporting the uptake of the current voluntary comprehensive credit reporting regime; a failure 

to meet a target of 40 per cent voluntary reporting by the end of 2017 will result in the 

government legislating a mandatory regime (The Australian Government 2017) 

 establishment by the Reserve Bank of a revised regime for interchange regulation, which has 

broadened the application of regulation and lowered interchange fees (see the ‘Competition in 

the Payments System’ chapter) (RBA 2016b). 

In addition, as part of the 2017/18 Budget, the Australian Government announced measures: 

 establishing a dedicated unit within the Australian and Competition and Consumer Commission 

to undertake regular in-depth inquiries into specific financial system competition issues  

 legislating an enhanced ‘regulatory sandbox’ to allow businesses to test for a period of 

24 months a wide range of new financial products and services  (The Australian Government 

2017). 

Further, in August APRA initiated a consultation on the possibility of introducing a phased approach to 

authorisation, which would provide a restricted licence while an entity is developing the full range of 

resources and capabilities necessary to meet the requirements of the prudential framework (APRA 

2017b).  

Collectively these measures suggest substantial progress on further enhancing competition in the 

financial system since the 2014 FSI Final Report. 
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3. Assessing Competition in the Financial System 

This section takes a system-wide perspective of competition. It examines the broad trends in the 

sector and characteristics that have a bearing on competition. It then notes challenges in assessing 

competition before presenting available indicators for Australia. 

Long-term trends  

The Australian financial system has changed significantly since the period of financial deregulation in 

the 1980s. This is evident in two important trends.2 First, the financial sector has increased in 

importance, with assets rising from around the level of annual GDP prior to the period of 

deregulation, to be approaching four times GDP today (Graph 1). Second, the institutional structure of 

the financial system has changed, with the importance of banks steadily growing. Today banks 

account for more than half of the total assets of the financial system, up from one-third in 1980, and 

their lending accounts for around 90 per cent of total credit (Graph 2). Over the same period, the 

relative importance of non-bank financial intermediaries has declined (including credit unions, 

building societies and registered financial corporations – institutions that grew strongly prior to the 

1980s, partly as a result of being subject to fewer regulations than banks). 

Graph 1 

 

Graph 2 

 

There has been a considerable rationalisation of credit unions and building societies (which are now 

prudentially regulated as ADIs), associated with regulatory changes and competitive pressures. This 

rationalisation has occurred through a number of mergers and acquisitions within the sector, as well 

as a number of credit unions and building societies converting to mutual banks. Today the share of 

financial intermediation outside the prudentially regulated sectors is very small.  

This section focuses predominantly on competition in the banking system, but, as will be discussed, 

competitive outcomes can be significantly influenced by competition from outside the sector.  

                                                                                                                                                                               
2  For more information on longer-term trends in the financial system, see (RBA 2006). 
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Characteristics of the finance sector  

Competition can generally be expected to deliver a range of benefits, including: better allocation of 

resources; more technically efficient and low-cost production; better quality and variety of services; 

greater adaptability and, in the finance sector’s case, greater availability of credit. However, there are 

a number of characteristics and behaviours that have a bearing on the level and nature of competition 

in the finance sector. Some of the more important are outlined below. 

i. Economies of scale. Large institutions can operate more efficiently than smaller institutions in 

some regards, for instance by spreading fixed costs (e.g. branch networks, information technology 

(IT) and investment in brand recognition) across a larger asset or revenue base. This means that a 

small number of large banks might be an efficient, low-cost market structure (Jayaratne, J and P 

1998). Scale also helps the major banks achieve lower funding costs because they are more 

diversified and, therefore, less risky and they are better recognised by potential investors 

resulting in debt that is more liquid. There is also the perception of an implicit government 

guarantee on the basis that they could be ‘too big to fail’. The higher the fixed costs in a particular 

area of business (e.g. SME credit assessment capabilities or research and development), the 

greater the advantage to scale. 

ii. Economies of scope and product bundling. Institutions can also reduce costs by offering a 

number of related products. The major banks provide a full suite of intermediation and 

transactional products across a wide range of customer types. They have also diversified into 

mortgage broking, stockbroking, wealth management and advisory services, in part to take 

advantage of shared distribution channels. This diversification is accompanied by cross-selling and 

the bundling of products into a package for customers, for example an offset account and a credit 

card with a home loan or card acquiring services with a business loan. While bundling can be 

beneficial for customers, it can also reduce competition in individual product markets by making 

customers less willing to switch providers, particularly if there is a degree of cross-subsidisation 

between products. 

iii. Information problems. One of the main roles played by financial intermediaries is to efficiently 

gather information about the credit risk of potential borrowers. However, their knowledge of the 

borrower increases with the length and breadth of the relationship between the institution and 

the borrower (Dell’Ariccia and Marquez 2001). The borrower may therefore find it difficult to 

switch to another institution that has less information and might be less willing to lend. The 

challenges intermediaries face with assessing credit risk are particularly acute for SME loans. 

Assessment of SME loans requires evaluations across a large variety of markets, business models 

and other idiosyncratic factors, while available information will be limited compared with larger 

firms. Initiatives that make information about the borrower more readily available to other 

potential lenders (such as those on comprehensive credit reporting and open data) therefore 

have the potential to increase competition. 

Another form of information problem is that customers might not have full information about the 

products and prices offered by other providers, preventing them from making an informed 

choice. For instance, transparency in the small business and home loan markets can be poor given 

the prevalence of unadvertised discounts to the standard variable rate, in many cases negotiated 

directly. Under these circumstances a customer will have difficulty determining the competitive 

price without incurring large search costs. 
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iv. Switching costs. The perceived cost of switching between financial institutions limits competition. 

Costs include searching for a suitable new provider, proving identity to the new institution and 

redirecting existing payment arrangements. Product bundling and information problems also 

make switching more difficult. 

v. Differential pricing between customers. Institutions take advantage of a lack of transparency or 

switching costs to charge different customers different prices, regardless of the cost of providing 

the service or the risks involved. It is common to provide lower loan pricing or higher deposit 

pricing to new customers than established customers on the assumption that established 

customers might be less informed or unwilling to switch. Examples are ‘honeymoon’ mortgage 

rates, reduced rates on credit card balance transfers and bonus interest rates offered for an initial 

period on new deposit accounts. In this case, established and less mobile customers are 

subsidising low margins (or loss leaders) for new customers. 

A further important feature of the finance sector is that it carries inherent risks and vulnerabilities, 

which, as demonstrated by the global financial crisis, can have a large negative effect on the real 

economy if not managed well. Competitive forces can aggravate these vulnerabilities if they 

encourage a weakening of lending standards (Berger, Klapper and Turk-Ariss 2009). Prudential 

regulation can address this effect by constraining banks’ behaviour (Agoraki, Delis and Pasiouras 

2011), and in doing so may place some constraints on competition. Given the ability of regulatory 

requirements to moderate the effect of increased competition on lending standards, it is reasonable 

to expect that well-considered enhancements to competition are likely to be sustainable (i.e. not 

offset by an increase in risks). Nonetheless, the broader effects of measures to promote competition 

should be considered. 

Challenges in assessing competition 

There are a number of challenges in making an assessment of competition in the financial system. 

One is that competition tends to be procyclical. In times of optimism, new competitors are attracted 

to the market by the expectation of high returns in an environment where demand is strong. 

Innovation is likely also to be strong and the market share of established players will be eroded. A 

tendency to underprice risk at such times often contributes to this dynamic. However, this level of 

competition tends not to be sustainable in more challenging times, resulting in a period of 

consolidation. For instance, new entry and strong competition in the housing credit market prior to 

the financial crisis resulted in an increasing market share for smaller players up until 2008. However, 

they were unable to maintain that share in the more difficult market conditions that followed. 

This period also highlights the fact that the locus of competition can change with the financial cycle. 

As competition for lending eased during the crisis, competition strengthened in deposit markets in 

response to tighter funding conditions. An assessment of competition at any point in time should be 

mindful of these dynamics. 

A number of additional challenges arise when seeking to examine specific markets:  

 Suitably defining the market in which parties compete. For instance, the market for loans to 

large corporates is part of a broader market for finance with clearly available non-intermediated 

alternatives. Similarly, the market for deposits as an investment (rather than for transactional 

purposes) is part of a broader investment market, including superannuation, investment funds 

and direct investment in securities or higher-risk options such as shares or property. 
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 Banks’ abilities to substitute fee and non-fee income. For example, banks might compete for 

housing loans by waiving application fees rather than lowering interest rates, making it difficult to 

assess competition on interest rates alone. A bank’s revenue on a credit card product can include 

interest paid by cardholders, fees paid by cardholders (offset by any rewards paid) and fees paid 

indirectly by merchants, all of which can be rebalanced to maximise the profitability of the 

product. 

 Isolating competition effects in lending and pricing. Lending volumes and interest rates contain 

information about risk and liquidity, as well as competition. These can vary over time and across 

jurisdictions; disentangling these effects can be challenging.  

Competition indicators for the Australian banking system 

This section considers a range of indicators that could provide some insights on competition in the 

financial system, including concentration, operational efficiency, profitability and margins. 

Concentration 

A common starting point for considering competition is the level of concentration within a market.  

Australia has always had a fairly concentrated banking system (Graph 3). Through the 1960s and 

1970s, the major banking groups, of which there were up to eight, accounted for around 80 per cent 

of banking assets in Australia. This share declined to around 65 per cent following deregulation and 

the entry of foreign banks in the mid 1980s. It remained around this level until the global financial 

crisis when the share of the major banks (which had been reduced to four through consolidation) rose 

back to around 80 per cent. 

This level of concentration is high relative to some jurisdictions, but is also not unusual internationally 

(Graph 4). For example, the five largest Australian banks hold around 80 per cent of total bank loans 

in Australia, which is similar to banking systems in Canada, the Netherlands and Sweden. 

Graph 3

 

Graph 4

 

Across individual market segments, the major banks typically account for around three-quarters of 
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loans (where vehicle finance companies hold a significant share). By contrast, there are fewer 

competitors in the small business loan market, where the majors currently hold an 83 per cent share.  

Concentration in individual markets has also varied over time. Similar to the pattern discussed above, 

it tended to fall in the lead-up to the crisis and rise afterwards. Concentration has subsequently 

declined modestly in the housing loan, business loan and card acquiring markets, while it has fallen 

more noticeably in the market for large business loans. 

Table 1: Concentration in Australian Banking Products 

Share of major banks, annual average 

 2003
(a)

 

Per cent 

2008 

Per cent 

2014 

Per cent 

2016/17 

Per cent 

Personal deposits 75 73 76 77 

Personal loans 51 51 60 62 

Housing loans  70 66 78 77 

Business loans
 

- small business 

- large business 

 

75 

67 

 

68 

63 

 

85 

70 

83 

66 

Card transactions 

- credit issuing 

- acquiring
(b)

 

 

n.a. 

n.a. 

72 

73 

75 

74 

76 

73 

(a) RBA estimates; small business based on loan size less than $2 million 

(b) Credit and debit 

Sources: APRA; RBA 

Market structure is not always a reliable indicator of the level of competition and efficiency. As 

discussed above, to the extent that economies of scale exist in the market, a small number of large 

banks might be an efficient outcome with active competition between the large players (Hughes, 

Mester and Moon 2001). Equally, a concentrated market might be the outcome of some banks being 

more efficient and attracting market share as a result.  

Importantly, if a market is highly contestable (i.e. new entrants can enter the market relatively freely 

to compete away any excess returns), a concentrated market can still deliver outcomes consistent 

with strong competition (Claessens and Laeven 2004). Consideration of barriers to entry – which can 

include both practical barriers, such as the need to invest in IT infrastructure and brand recognition, 

as well as regulatory barriers – is therefore important to any analysis.  

Operational efficiency 

There is at least tentative evidence that concentration in the Australian market is consistent with 

operational efficiency. Two metrics used to compare operational efficiency are the cost-to-income 

and cost-to-asset ratios (Graph 5).3 Australian banks appear relatively efficient by international 

measures, with cost-to-income and cost-to-asset ratios of around 45 per cent and 0.5 per cent, 

                                                                                                                                                                               
3  Variation in banks’ cost-to-income ratios can also reflect differences in banks’ margins and pricing power. Cost-to-

asset ratios do not suffer from this drawback. 
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respectively. This is towards the bottom end of these measures across a range of countries.4 However, 

drawing strong conclusions from such metrics is difficult, partly because variation in both ratios can 

reflect differences in business models (as well as regulatory and institutional differences). For 

example, banks with a greater focus on traditional lending activity, including Australian banks, tend to 

have lower cost-to-income and cost-to-asset ratios than banks that focus on other activities, such as 

investment banking and wealth management. 

These qualifications are less of a concern when making comparisons among Australian banks, given 

the relatively similar nature of their business models. The major banks have nonetheless maintained 

cost-to-income ratios that are below those of other Australian banks (Graph 6). Economies of scale 

explain part of this difference. For example, the major banks may have achieved greater efficiencies 

through spreading their fixed costs across a greater asset or revenue base.  

Graph 5 

 

Graph 6 

 

Profitability 

Profitability measures can provide an indication of whether Australian banks are operating in a more 

or less competitive environment than elsewhere. However, cross-country comparisons of profitability 

continue to be shaped by the effects of the global financial crisis. While prior to the crisis aggregate 

measures were similar across countries, major Australian banks’ returns have been significantly higher 

than those in many other jurisdictions since the crisis – a reflection of the fact that the Australian 

banking system did not experience the same high level of losses that affected banks in many other 

countries following the crisis (Graph 7 and Graph 8).  

The difference in returns in some cases also reflects differences in the asset mix held by banks. Some 

assets continue to generate comparatively low returns, in part due to lower levels of leverage than 

prevailed pre-crisis. Returns for Australian and Canadian banks, which have comparatively simple 

structures, or lower exposure to trading and institutional banking, have been higher than most other 

jurisdictions since the crisis. 

                                                                                                                                                                               
4  For more information on developments in the cost-to-income ratios of the major Australian banks, see (RBA 

2014a). 
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Graph 7 

 

Graph 8 

 

While the above factors once again make it difficult to draw conclusions about competitiveness, it is 

noteworthy that an apparent oversupply of banking services may have contributed to low bank 

profitability in some jurisdictions, such as Germany and Japan (Dombret 2016; Bank of Japan 2017). 

This has, in turn, raised concerns about banking system resilience in financial systems that were 

severely affected by the crisis. The post-crisis experience in a number of countries serves to 

emphasise that at least a moderate level of profitability among banks has benefits for financial 

stability and for the supply of credit to the economy. 

Among Australian banks, the return on equity (ROE) of the majors has been higher than of other 

Australian banks for most of the period since the financial crisis, though the gap has narrowed again 

over the past two years as major bank ROE has declined (Graph 9).  

Graph 9 

 

Graph 10 
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capital) than the majors since around 2008 (Graph 10). This places downward pressure on smaller 

banks’ ROE (Atkin and Cheung 2017). This higher leverage ratio partly reflects the fact that the smaller 

banks’ assets carry a higher average regulatory risk weight (requiring them to hold more capital to 

meet the same risk-weighted capital ratio). This, in turn, partly reflects use by the major banks (and 

Macquarie Bank) of the internal ratings-based (IRB) approach to credit risk, which allows them to use 

their own models to determine risk weights. The smaller banks use the ‘standardised’ approach, 

which generally results in higher risk weights.5 The average mortgage risk weight under the IRB 

approach was increased in 2016 to narrow the gap between the IRB weights and the standardised 

mortgage risk weights.6 In addition to meeting an FSI recommendation (aimed at improving 

competitive neutrality), this has enhanced the resilience of ADIs using the IRB approach and aligns 

with the direction of work being undertaken by the Basel Committee on Banking Supervision (APRA 

2015). 

In addition to leverage, banks’ ROE is determined by how effectively they generate returns from their 

asset base – measured by return on assets (ROA) (Graph 10). This measure of profitability also shows 

higher returns for the major banks for most periods since the financial crisis compared with smaller 

financial institutions. This could reflect both funding cost differentials and a different asset mix. 

The major banks have been able to achieve lower funding costs than other banks (see the ‘Recent 

Influences on the Competitive Environment’ chapter). This partly reflects their structure and scale but 

it could also reflect investors’ perceptions of an implicit government guarantee.7 The ratings agencies 

have given the four major banks (as well as Macquarie Bank) an uplift to their credit ratings to reflect 

the perceived likelihood of government support in times of distress. Any uplift to smaller banks’ 

ratings has been minimal or non-existent. 

Another factor affecting ROA is the composition of assets on banks’ balance sheets. For example, 

business lending is typically riskier than housing lending but can generate higher returns. Since the 

financial crisis the composition of banks’ balance sheets has changed noticeably, with the share of 

housing lending increasing at the expense of other lending (Graph 11).  

                                                                                                                                                                               
5  For example, the average risk weight on the major banks’ IRB residential mortgage exposures was less than 20 per 

cent prior to September 2016 (at June 2017 this had increased to 25 per cent, see below) compared with an 
average risk weight of around 40 per cent on exposures measured under the standardised approach at all banks. 

6  For more information on regulatory measures on residential mortgages in Australia, see (RBA 2015a). 
7  Investors may accept lower returns for the credit risk associated with lending to institutions that they perceive as 

being systemically important. This is because of the likelihood that these institutions would receive government 
support in the event of distress. 
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Graph 11 

 

Margins 

Net interest margin (NIM), which reflects the difference in banks’ average lending and borrowing 
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The major banks’ NIM declined sharply in the decades following deregulation and leading up to the 

financial crisis, consistent with rising competitive pressures (Graph 12). Since then, there have been 

significant changes to both the composition of banks’ assets and funding, and the interest rates that 

apply to them. Nonetheless, the overall interest margin has remained relatively stable. While the 

major banks have had lower funding costs than smaller ADIs and higher returns on some loan assets 

over this period, they have at the same time increased their holdings of relatively low-yielding liquid 

assets, partly in response to regulation (Debelle 2015). 
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in their NIM as a result of increases in housing lending rates to investors and interest-only borrowers 

in recent months. 

Australian major banks’ NIM is in the range of the large banks in other countries and is close to that of 

Canada’s large banks, which have similar asset and funding compositions to Australia’s major banks 

(as well as a similar level of concentration)(Graph 13). It is nonetheless higher than European and 

Japanese banks. Once again, however, international comparisons need to be treated with some 

caution, because differences can reflect a range of factors, including the types of funding used and the 

riskiness and performance of loans granted.  

Narrower measures of profitability, such as the spreads of lending rates to the cash rate, have shown 

divergent trends in recent years (Graph 14). Over the past few years, the spread on large business 

lending has declined as competition has emerged from foreign banks. However, the average spreads 

on small business and housing lending have risen as lenders have increased interest rates to control 

the flow of lending to some borrowers and to recover the costs of higher capital holdings. 

While spreads on variable-rate home loans have been rising, once discounts are factored in, the rates 

offered by Australian banks are within the range of those in other advanced economies (Graph 15. 8 

Graph 14 

 

Graph 15 

 

 

  

                                                                                                                                                                               
8  Interest margins on variable-rate housing loans are often not directly comparable, in part because the typical 

mortgage product differs across countries and the size of discounts to posted rates is often unobserved. Moreover, 
the features offered on mortgages can differ significantly across countries. For example, loans with redraw facilities 
and flexible repayment structures are common in Australia but are relatively scarce in most European countries. 
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4. Recent Influences on the Competitive Environment 

The potential sources of competition for the major banks include smaller ADIs, foreign banks and new 

entrants from outside the banking sector. However, the competitive pressure imposed by these 

sources has varied over time. This section considers three factors that have recently influenced the 

level of competition: the funding cost differences between large and small ADIs; the significant 

contraction of the residential mortgage-backed securities (RMBS) market (which had supported 

lending by both smaller ADIs and mortgage originators prior to the crisis); and competition from 

foreign banks, which has been influential in some markets. 

Funding costs 

The extent of competition between financial institutions is heavily influenced by conditions in funding 

markets – both through the effect on lending markets and the effect on banks’ relative funding costs. 

As funding conditions become more constrained or costly, competition in lending markets typically 

eases. This was seen during the global financial crisis when access to short- and long-term wholesale 

funding markets was highly restricted.  

In addition, smaller banks’ funding costs rose relative to the major banks through the crisis, reflecting 

different funding mixes and perceptions of risk (Graph 16). This has affected smaller banks’ 

profitability and capacity to compete.9 Over recent years, the differential between the major banks’ 

and smaller banks’ funding costs, including deposit costs, has narrowed (Graph 17). 

Graph 16 

 

Graph 17 
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9  For a discussion of how funding costs and composition have changed through time and vary across lenders, see the 

Reserve Bank’s FSI submission (RBA 2014b) and Bulletin articles (Cheung 2017; Wilkins, Gardner and Chapman 
2016). 
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Part of the difference in funding costs may reflect the value of an implicit subsidy from the Australian 

Government to the major banks, resulting from the perception that the major banks are ‘too big to 

fail’. The Government’s Major Bank Levy, the Financial Claims Scheme (FCS) and a reduction in the 

benefits of using internal ratings-based credit risk modelling have increased the major banks’ funding 

costs relative to other ADIs. 

Residential mortgage-backed securities 

In the decade leading up to the financial crisis, securitisation became an important source of funding 

for the mortgage market (Graph 18). It was used by a new class of mortgage lenders, known as 

mortgage originators, as well as smaller ADIs. These types of entities were not able to access 

unsecured funding markets on comparable terms to the major banks and could not raise deposits. 

They therefore developed a low-cost business model using securitisation funding and mobile lenders, 

which enabled them to undercut banks’ mortgage rates (RBA 2014b).  

As a result of the US sub-prime crisis, there was a reappraisal of the risks of investing in securitised 

products globally, and this also affected Australian markets. Access to securitisation funding was 

curtailed and the cost of securitisation funding rose relative to other forms of funding. While the 

Australian government provided some support for the RMBS market to ensure that it continued to 

function, issuance volumes were significantly reduced. Unlike ADIs, which have more diversified 

funding models and could switch into deposit funding, mortgage originators were left with limited 

funding volumes and were no longer able to compete on price.  

Graph 18 
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Foreign banks 

Foreign banks have played a role in shaping the competitive landscape in Australian banking markets 

since they were first allowed to enter in the mid 1980s. At the time, foreign banks were seen as a 

catalyst for competition for business and retail lending, although their entry had little initial effect on 

the latter (Fraser 1994). In the 1990s, the entry of foreign banks into the online deposit market saw a 

rise in competition, with deposit rates increasing relative to the cash rate. In the lead-up to the 

financial crisis, foreign banks expanded their market share in the commercial property sector as 

lending to this sector grew rapidly (RBA 2014b). More recently, foreign banks from Asia have 

competed strongly in some segments of the business lending markets. 

There have been few changes in foreign bank access or ownership rules in recent decades (RBA 

2014b). Instead, participation of foreign banks in Australian markets has been heavily influenced by 

conditions faced by their parent entities and in their home economies. Prior to the financial crisis, 

European and US bank participation in Australian banking markets had increased rapidly as their 

home economies experienced strong growth. However, as a result of the crises in these regions, these 

institutions quickly reduced their Australian exposures.  

More recently, as Asian economies have grown strongly, Asian banks have expanded overseas, 

including into Australia. As in previous cycles, some foreign banks have access to low-cost funding 

through their parent entity and are looking to expand their operations, while others appear to be 

accepting a lower return on equity than Australian banks (Graph 19).  

Graph 19 
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5. Deposits, Mortgages and SME Lending 

This section examines competition in the markets specifically identified in the Inquiry’s Terms of 

Reference – deposits, mortgage lending and SME lending.  

Deposits 

Financial market conditions and banks’ access to wholesale funding markets have a large impact on 

deposit markets. As a result of these factors, competition for deposits intensified during the financial 

crisis, despite the market becoming more concentrated. As the supply of funding in wholesale 

markets increased over recent years, competition for deposits has eased, although there are 

indications that a relatively high degree of competition has persisted. Some indicators of this include 

the high price of deposits relative to other forms of funding, low levels of fee income derived from 

deposits and a high level of investment in payment services that are attached to transactional 

deposits. Regulatory developments, such as the introduction of the FCS and Basel liquidity standards, 

have also bolstered competition for deposits. There are, nonetheless, some features of deposit 

markets that indicate the strength of competition varies across products and across customers. These 

include the entry of foreign banks into wholesale but not retail deposit markets, pricing structures for 

retail deposits that favour new over existing depositors and the prevalence of bundling.   

Developments since the financial crisis 

Financial market conditions have a large impact on deposit markets (Graph 20). The tighter supply of 

funding in wholesale markets and a push by creditors for banks to shift to longer-term and more 

stable sources of funding during the global financial crisis resulted in greater demand for domestic 

deposits, particularly from the major banks. In the post-crisis period, the funding composition of 

banks continued to shift significantly towards deposits. This was partly a result of a change in the 

preferences of depositors, as they shifted out of poorly performing assets. Banks also attracted 

deposits by increasing interest rates (Graph 21). The average interest rate paid on deposits relative to 

the cash rate rose by around 2 percentage points from their level prior to the crisis, to be just below 

the level of the cash rate. 

Graph 20 

 

Graph 21 
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However, since 2013 banks’ access to wholesale funding markets has improved, meaning that banks’ 

need to compete for deposits has reduced somewhat. This can be seen most clearly in the decline in 

the indicative deposit rate relative to money market rates, although the differential remains higher 

than before the financial crisis (Graph 22).  

Graph 22 
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Graph 23 

 

Graph 24 

 

Price competition 
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Table 2: Distribution of Australian Dollar Deposits 

By counterparty and type, at July 2017 

 Transaction 

Per cent 

Savings 

Per cent 

Term 

Per cent 

Total 

$ billion 

Share 

Per cent 

Household 21 13 13 865 47 

Business 13 4 12 534 29 

Superannuation 3 3 5 225 12 

Government 2 0 2 77 4 

Other financial 
institutions 

2 2 3 121 7 

Total
(a)

 42 23 36 1821 100 

(a) Excludes intragroup, bank and other ADI deposits 

Sources: APRA; RBA 

Non-price competition 

Competition for deposits need not occur solely through deposit interest rates. Banks also compete on 

fees and charges, other account-related services, innovation and new product offerings. Considering 

these broader indicators, it appears that there has been competition among incumbents over the past 

few years.  

Consistent with the stronger competition on deposit interest rates since the financial crisis, fees on 

deposit accounts have been at historically low levels in recent years. As banks increased their share of 

deposit funding through the financial crisis, and raised the relative interest rate on deposits, they also 

lowered the average fees that they charge on deposit accounts. As a ratio of the value of deposits, 

these fees have come down from over 50 basis points to around 10 basis points.  

For transactional deposit products, there have also been a range of innovations in payment 

technologies, such as contactless card and mobile phone payments and the New Payments 

Platform (NPP), which is scheduled to commence operations around the end of 2017.10 These 

innovations in account-related services are likely to be needed to attract or retain deposits. For banks, 

the investment in new technology often involves large fixed costs, which are more easily defrayed by 

larger banks due to their economies of scale and scope.  

Regulations 

The introduction of deposit insurance (the FCS) and tighter liquidity regulations for banks (Basel 

liquidity standards) have both influenced competition in the deposit market. The FCS is likely to have 

enhanced competition to the extent that it has reduced perceptions that deposits at some institutions 

are safer than others. More recently, regulatory changes such as the Basel III liquidity standards have 

incentivised banks to source more stable deposit funding, such as retail and longer maturity deposits. 

                                                                                                                                                                               
10  The NPP is a new 24-hour payment system that will provide real-time, data rich payments between customer 

accounts, with simple payment addressing capabilities. The system has been developed by 13 banks (including the 
Reserve Bank) over several years and is expected to become operational in late 2017. See <www.nppa.com.au>. 

http://www.nppa.com.au/
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Mortgages 

Competition for mortgage lending has been driven by many factors. A reduction in the funding cost 

differential between the major banks and other ADIs, increased use of brokers and consolidation 

among smaller lenders (which has improved their efficiency) have likely boosted competitive 

pressures over recent years. Conversely, product bundling and a lack of transparency in the pricing of 

mortgages (with the prevalence of large unadvertised discounts in interest rates from advertised 

standard variable rates), are impediments to competitive outcomes. Dynamics in lending standards 

have also been a factor recently. 

Developments since the financial crisis 

The major banks’ share of the mortgage market increased sharply through the financial crisis as 

mortgage originators’ lending declined and major banks acquired some smaller lenders (Graph 25). 

Graph 25 
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reduce search costs by efficiently comparing deals across lenders. The introduction of a wider range 

of mortgage products, partly in response to prudential regulations, has increased the benefits for 

consumers of using brokers.  

Graph 26 
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other’s existing customers through greater price discounting, fee waivers and cash back for refinanced 

loans. Another effect has been that some borrowers, such as non-residents, are no longer able to 
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Price competition 

The typical Australian mortgage offered by the major banks is priced with reference to a benchmark 

standard variable rate (SVR). Major banks typically offer advertised and unadvertised discounts below 

the benchmark rate, with the discount dependent on factors such as the loan size and LVR, the 

number of products the customer has with the bank and other borrower or product attributes. Many 

smaller lenders do not offer unadvertised discounts, partly because of the higher costs involved in 

negotiating these agreements. Unadvertised discounts also appear to be offered in some overseas 

mortgage markets, such as in the United Kingdom and Canada.  

The difference between the major banks’ SVR and the average rate paid by borrowers is significant 

and has changed through time. Since 2010 the average discount for all loans from a standard variable 

interest rate on a principal-and-interest loan for an owner-occupier has increased from around 

60 basis points to around 90 basis points. The average discount for new borrowers exceeds that of 

existing borrowers and a large proportion of the discount is unadvertised (Graph 27). 

Graph 27 

 

Borrowers’ capacity to source the best deal and assess the benefits of switching providers has been 

assisted by the introduction of brokers and comparison websites. However, it is not clear that there is 

sufficient transparency in the mortgage market for existing borrowers to easily assess whether they 

have a good deal or whether they should consider refinancing.  

A notable recent development has been a re-emergence of significant variation in interest rates 

between different borrowers and loan types in the mortgage market, reflecting both regulation and a 

reassessment of risk (Kent 2017). Lending rates for investors and interest-only borrowers now have a 

significant premium relative to owner-occupier and principal-and-interest loans. This has in part 

occurred in response to APRA measures designed to limit the flow of new lending in these categories. 

However, banks have sought to manage lending flows by adjusting pricing to both new loans and 

existing loans. The interest rate increases have boosted banks’ spread on housing lending and banks’ 

margins, but this at least in part reflects the higher risk of these loans. In contrast, there has 

reportedly been stronger price competition for owner-occupiers taking principal-and-interest loans. 
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Small business lending 

Unlike the market for large business loans, where competition appears to have intensified recently, 

competition for small business lending appears not to have changed much since the financial crisis. 

This is likely to be partly due to the greater structural impediments that this market has to overcome, 

such as information asymmetries. Comprehensive credit reporting, open data, innovations from new 

providers of finance that are making greater use of technology, and the government’s initiative to 

increase access to crowdsourced equity financing have the potential to increase competition for small 

business finance. On the other hand, product bundling and a low level of transparency in lending rate 

outcomes across different segments of the small businesses loan market are likely to be inhibiting 

competition.  

Defining the small business lending market 

Defining the small business segment is somewhat difficult due to the presence of alternative 

definitions of a small business (Simon and Moore 2015). For ADIs, lending to businesses in amounts 

lower than $1–2 million dollars is typically categorised as a small business loan. An alternative 

measure of small business lending is lending to unincorporated businesses.  

The business lending market can also be decomposed along a number of dimensions, such as by 

industry and age of business. The intensity of competition within a particular segment or industry is 

likely to be influenced by the number and types of lending participants and their risk appetites. While 

the major banks tend to offer lending products to most segments of the small business loan market, 

many smaller local and foreign lenders tend to specialise. One example is the large market share in 

lending to the agricultural sector by foreign banks. Assessing the nature of competition in each of 

these segments is beyond the scope of this submission. 

Credit risk and information costs 

The average spread on small business loans is significantly higher than for large business loans. One 

reason for this is that small businesses are inherently riskier. Another is that the fixed costs to a lender 

(and borrower) of originating a loan and undertaking a credit risk assessment is a higher proportion of 

the loan than for a large business.  

Some of the higher costs of originating loans and undertaking credit assessments could be overcome 

through comprehensive credit reporting or open data initiatives. Large businesses typically do not 

face the same information barriers to financing that small businesses face, since they often have 

greater regulatory reporting requirements and an established financial track record. Furthermore, the 

costs of loan origination for a large business are small relative to the revenue generated for the bank 

by the business. Increased use of brokers by smaller businesses and various forms of government 

assistance have helped deal with this information problem.  

Access to finance  

Small businesses surveys tend to indicate that access to finance is currently not seen to be a 

significant issue. However, it is often a concern for some small businesses that are new or that are 

seeking to expand (Simon and Moore 2015).   

Small businesses have more limited debt financing options than large businesses and this significantly 

changes the nature of competition for loans. As substitutes for bank loans, large businesses may 
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access syndicated loan or corporate bond markets. Small businesses may source equipment finance 

from specialist companies and trade credit or they may use personal finance such as credit cards and 

home loans (Fitzpatrick and Lien 2013; Simon and Moore 2015). Recent innovations in the provision 

of credit to small businesses by fintech companies appear to have not yet gained much market share 

(ASIC 2016). 

Many small businesses have limited collateral, other than a family home, against which they can 

secure a loan. At the same time, many banks have a low appetite for lending unsecured to small 

businesses, partly because of the limited financial data available. Without sufficient equity or 

collateral, many small businesses will receive only limited loan funding. 

Small businesses also have more restricted access to external equity financing than large businesses. 

In some cases owners are also reluctant to take on external equity finance due to concerns that they 

will lose control of their business. The government’s initiative to widen access to crowdsourced equity 

financing will improve the range of equity financing options available to some small businesses. 

Price competition 

The significant repricing of risk on all lending through the financial crisis has been more lasting for 

small businesses (Graph 28). This is likely to be partly a result of natural barriers to entry to this 

market. It is notable that in recent years there has been strong competition for large business lending 

from Asian banks, which has seen the major banks lose share and margin (Graph 28 and Graph 29). 

This contrasts with the market for small business lending, which remains relatively concentrated and 

where there has been little overall change in the spread between the average lending rate and the 

cash rate for a number of years.  

There can also be a large dispersion in the interest rates offered to small businesses (RBA 2014b). 

Among other factors, this is likely to be due to differences in borrower or product risks. However, 

small businesses face significant search costs in determining whether they have the best deal. A 

reported increased use of brokers will assist them in reducing these search costs. However, a lack of 

transparency in lending rate outcomes across small business segments makes it difficult for borrowers 

to determine whether they have a good deal or the benefits of switching providers.  
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Graph 28 

 

Graph 29 

 

Product bundling 

A bank’s lending arrangement with a business customer is often only a small part of an overall 

relationship that involves deposit and transactional banking products (Simon and Moore 2015). Banks 

have a strong incentive to provide products in addition to loans to small businesses since around 

40 per cent of fee income that banks earn from businesses accrues from deposits and merchant 

services (Fitzpatrick and White 2017). 

The ability to bundle products to small businesses is a means by which larger banks can restrict 

competition, since small businesses may find it more difficult to switch between alternative providers 

of financial services and obtain competitive prices on all of their products.  

Alternatively, product bundling can also reflect other factors such as economies of scope that lower 

the costs of providing financial services to small businesses. Banks have indicated they have a 

preference to have lending relationships with small business customers with whom they have 

transactional banking relationships because they have greater insight into the credit risk associated 

with that customer. Regulatory changes that provide incentives for banks to source a larger share of 

more stable funding from retail deposits have also resulted in increased competition for small 

business deposits. 

Brokers and fintech  

Small businesses often lack the expertise or resources to identify their financing needs. Increased use 

of brokers has lowered the search costs and increased price competition in some segments of the 

small business loans market.  

The relatively high interest rates and information barriers faced by small businesses (including search 

costs) have also stimulated new innovative finance providers. These finance providers seek to reduce 

the information costs faced by small businesses and lenders by greater use of technology. There are a 

variety of different models including peer-to-peer, marketplace and payments-based providers. It is 

apparent that much of the technology locally is replicating models developed in the United States and 

United Kingdom. However, it is not clear that innovative finance providers have made significant 

inroads into Australian loan markets.  
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Some banks have indicated that they are looking into ways in which they might utilise some of the 

new technology in order to reduce the cost of loan origination for small businesses. This technology 

might also stimulate the entry of new banks into the small business lending markets, through 

lowering the cost of risk assessments (and loan origination) or through generating economies of scale 

(through more efficient loan application processing).  
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6. Competition in the Payments System 

The Reserve Bank is the primary regulator of the payments system and competition is a key part of its 

regulatory mandate. The Bank has taken a number of actions since the early 2000s to enhance 

competition and efficiency in the payments system, mostly in relation to card schemes. While the 

nature of competition in payment systems can be complex due to the structure of the industry and 

the role played by network effects, the Bank’s overall assessment is that competition in retail 

payment systems is reasonably strong at present. The Bank, nevertheless, continues to monitor 

competitive conditions in the payments system and is prepared to take action, where it is in the public 

interest, to address any competition concerns that arise. 

The role of the Payments System Board 

The promotion of competition in the payments system is a key part of the mandate of the Payments 

System Board (PSB) of the Reserve Bank. The PSB is responsible for the Reserve Bank’s payments 

system policy, including in relation to clearing and settlement facilities. The PSB is required to exercise 

its responsibilities in a way that best contributes to: 

 controlling risk in the financial system 

 promoting the efficiency of the payments system 

 promoting competition in the market for payment services, consistent with the overall stability 

of the financial system. 

In practice, most of the competition issues that the PSB has dealt with relate to retail payment 

systems, where matters of competition and efficiency are key, compared with high-value payment 

systems and clearing and settlement facilities, where safety and stability are more critical.11 This 

section therefore focuses on the work of the Bank and the PSB in promoting competition in the retail 

payments system. 

The approach of the PSB has been to encourage the industry to undertake reform on its own where 

possible, with the PSB using its powers only when it considers this to be in the public interest to do so 

to help manage risk and promote efficiency, competition and stability in the payments system. As a 

result, the PSB has made only limited use of its formal regulatory powers over the past two decades. 

In discharging its responsibilities, the PSB is mindful of the responsibilities of other regulators. The 

Australian Competition and Consumer Commission (ACCC) has broad responsibility for competition 

and access issues in all industries under the Competition and Consumer Act 2010. The Bank and the 

ACCC have entered into a Memorandum of Understanding to ensure appropriate coordination 

between the two agencies in relation to competition issues in the payments system. 

The Bank’s regulatory reforms in the card payments market 

From the early 2000s, the Bank began implementing a series of reforms in the payment cards market 

as part of its mandate to promote competition and efficiency in the payments system. These reforms 

included the introduction of benchmarks for interchange fees, which are fees paid by the merchant’s 

                                                                                                                                                                               
11  Competition issues do, however, periodically arise in other parts of the system, including in relation to the clearing 

and settlement of Australian cash equities. 
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financial institution (the acquirer) to the cardholder’s financial institution (the issuer) every time a 

card payment is made. The benchmarks were aimed at increasing the transparency of interchange 

fees and limiting their tendency to rise. The reforms also involved changes to certain restrictive rules 

in card networks to provide merchants with the freedom to choose which cards they would accept 

and to apply surcharges on card transactions. By choosing to not accept a particular card type or to 

surcharge more expensive cards, merchants are able to provide signals to cardholders to choose less 

costly payment methods, and to schemes and acquirers to ensure that merchant service fees are 

competitive. 

The Bank has also implemented access regimes for various card schemes aimed at reducing barriers 

to entry for entities wishing to issue cards or provide acquiring services to merchants.12 For instance, 

in 2006 the Bank introduced an access regime for the eftpos network to facilitate entry given that 

new participants had to undertake bilateral negotiations with multiple incumbents who had little 

incentive to assist them.13 The Bank has subsequently revised or revoked many of these access 

regimes when it was satisfied the card schemes had put in place improved access arrangements for 

new entrants.14 

In 2015–16, the Bank undertook a comprehensive review of its card payments regulation, which 

resulted in several changes to the interchange and surcharging regulations (RBA 2016b). These 

included the introduction of ceilings on individual interchange fees as a supplement to the existing 

weighted-average benchmarks, a more tightly defined limit on the maximum surcharges that 

merchants can impose, and requirements for acquirers to provide merchants with greater 

transparency over their payment costs. The review also prompted additional reforms to enhance 

competitive neutrality in the payments card market by extending interchange fee regulation to 

American Express companion cards issued by banks. Though these cards do not involve interchange 

fees, they incorporate payments that are economically equivalent to interchange fees. 

In recent years, the Bank has negotiated voluntary undertakings to deal with competition concerns in 

relation to dual-network debit cards, which are ATM/debit cards with point-of-sale debit functionality 

from two payment networks (eftpos and one of either MasterCard or Visa). The PSB was concerned 

that actions by particular networks with respect to these cards had the potential to inhibit 

competition, limit consumer choice and increase payment costs. Accordingly, in 2013, the Bank 

secured voluntary undertakings from the relevant schemes in which they agreed not to prevent 

issuers from including contactless applications of other schemes on debit cards and to not stand in 

the way of merchants exercising choice in the networks they accept and in how their contactless 

transactions are routed (RBA 2013). In 2016–17, the Bank undertook a public consultation in response 

to concerns about possible restrictions by schemes on the use of dual-network cards in mobile wallets 

(RBA 2016a). Following discussions with industry participants, the Bank received voluntary 

                                                                                                                                                                               
12  An access regime is a regulation that seeks to ensure that new participants are able to access a payment system on 

fair and reasonable terms. 
13  In the early 2000s, the Bank also implemented access regimes for the credit card networks with the aim of 

removing some restrictions on participation imposed by the credit card networks that unnecessarily inhibited 
competition and could not be justified as protecting the safety of the system. These access regimes involved the 
creation of a special class of financial institutions, to be authorised by APRA, to conduct only credit card activities. 

14  The eftpos access regime was revoked in September 2015. Access regimes for the credit card networks were 
varied, effective January 2015, giving the card networks more flexibility to establish their own access eligibility and 
assessment criteria. 
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commitments from relevant participants that addressed these concerns without the need for 

regulatory intervention (RBA 2017). 

Competition in the payments market 

Competition in payment systems is complex and multifaceted as it occurs at different levels and 

between different participants in those systems. At the broadest level, there is competition between 

different payment methods, such as credit and debit cards, bank transfers, cheques and cash. 

Payment methods have varying levels of convenience, cost and other attributes that make them more 

or less appealing to users. These differences have contributed to some noticeable shifts in consumer 

payment preferences, which the Bank has documented in its triennial Consumer Payments Surveys 

(Doyle et al 2017). One consistent trend over the past decade has been a shift away from paper-based 

payment methods, such as cash and cheques, and towards electronic methods, such as credit and 

debit cards. 

Within the payment cards market there is competition between different card schemes and also 

between the participants within those schemes, namely card issuers and acquirers.15 The card 

schemes, such as Visa, MasterCard, and eftpos, compete to increase the issuance, acceptance and use 

of cards that utilise their payment networks. This competition can be reflected in the fees schemes 

charge and in the incentives and other benefits they provide to issuers, acquirers and/or merchants. 

Separately, there is competition between card issuers and between acquirers. In card issuance, 

competition is reflected in the pricing, rewards and other product features that apply to different 

types of cards. Acquirers mostly compete over the payment services and products they provide to 

merchants and the fees they charge (merchant service fees). 

As the Bank has discussed elsewhere, the structure and competitive dynamics of card schemes can 

result in pricing outcomes that are economically counterintuitive.16 Where the market structure is 

such that there are multiple schemes whose cards are widely accepted and where consumers may 

hold one scheme’s cards but not the other, competition tends to involve offering incentives to a 

consumer to use a particular scheme’s cards (Guthrie and Wright 2007). In four-party card schemes, 

interchange fees are typically paid by the merchant’s financial institution (the acquirer) to the 

cardholder’s financial institution (the issuer) every time a payment is made. Therefore, a scheme that 

increases its interchange fees enables the card issuer to offer more generous incentives to 

cardholders, which can increase use of its cards. Competition between well-established payment card 

schemes can therefore lead to the perverse result of increasing the price of payment services to 

merchants (thereby leading to higher retail prices for consumers). This dynamic was evident in 

Australia before the Bank’s regulation of interchange fees and is observable today in markets such as 

the United States where credit card interchange fees are not regulated. 

                                                                                                                                                                               
15  Acquirers are institutions that provide merchants with facilities to accept card payments. The biggest participants 

in the cards market are both card issuers and acquirers, but there are some institutions that are only involved in 
card issuing or acquiring. 

16  For a more detailed description of the competitive implications of interchange fees, see ‘Box A: Interchange Fees’ 
in (RBA 2015b). 
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Card schemes 

Payment cards (debit, credit and charge cards) are the most frequently used retail payment method in 

Australia. The Bank’s Consumer Payments Survey showed that 52 per cent of consumer payments 

were made with payment cards in 2016, compared with 26 per cent in 2007 (Doyle et al 2017). 

MasterCard and Visa are the two largest credit card schemes in Australia, with a combined market 

share of a little over 80 per cent of the value of credit and charge card transactions (Graph 30). They 

operate as four-party arrangements, relying on banks and other financial institutions to separately 

issue their cards and provide acquiring services. In contrast, American Express and Diners Club 

operate as three-party arrangements, where they act as the card issuer and acquirer themselves. 

Some banks also issue American Express companion cards for which American Express remains the 

sole acquirer. The introduction of companion cards by the major banks in 2004 and 2009 coincided 

with visible increases in American Express’ market share. 

Graph 30 

 

MasterCard, Visa and eftpos compete in the debit card market (the American Express and Diners Club 

schemes do not include debit cards). MasterCard and Visa debit card transactions have generally 

grown at a faster rate than eftpos transactions over the past decade, with their combined market 

share rising to a little over 60 per cent. This largely reflects MasterCard and Visa’s relatively early 

introduction of contactless and online payments functionality, whereas eftpos only recently began 

offering contactless functionality and is still developing online payments functionality. 

A high degree of concentration in a few card schemes is a characteristic of many payments markets. 

Payment systems have strong network effects that can make it difficult for new schemes to develop 

or enter the market. Consumers tend to only want to hold a card if there are many merchants that 

accept it, while merchants tend to only accept a brand of card as a means of payment if many 

potential customers hold it. UnionPay, which is one of the largest card schemes globally by virtue of 

its dominance in China, has been gradually building merchant acceptance in Australia by focusing on 

merchant segments with heavy exposure to inbound Chinese tourism. However, few UnionPay-

branded credit cards have been issued locally, which is indicative of the challenges of establishing a 

new card scheme in the presence of these strong network effects. 
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Card issuing17 

As in the broader banking market, the major banks are the largest card issuers in Australia. Spending 

on credit and debit cards issued by the major banks accounts for nearly 80 per cent of the value of 

card transactions, with this share remaining fairly stable over the past decade (Graph 31). Credit and 

charge card issuance is slightly less concentrated than the overall card market, partly reflecting the 

presence of American Express and Diners Club, which, as mentioned before, typically issue credit and 

charge cards directly to cardholders (rather than through a financial institution). 

Graph 31 

 

Credit card issuers compete for cardholders in various ways, including in relation to fees, reward 

points and other product benefits (e.g. travel insurance). Strong competition is evident in the 

frequency and range of offers that, for instance, waive annual fees for the first year or give sign-on 

bonuses in the form of frequent flyer points. Most notably, many credit card issuers offer a zero per 

cent (or significantly reduced) interest rate for balances transferred from another credit card for a set 

period of time. Around 70 per cent of the consumer credit cards that the Bank monitors have some 

form of active balance transfer offer. 

Debit card issuance is a little more concentrated than the overall card market. This partly reflects that 

debit cards are issued as part of a bundle of transactional account services and are not offered or 

priced as standalone products like credit and charge cards. Accordingly, switching debit cards usually 

involves changing to a new transaction account, which can be inconvenient in terms of re-establishing 

direct debits and credits. While the industry has introduced arrangements to facilitate account 

switching, use of these arrangements is reportedly quite low. This could indicate a lack of customer 

awareness or a perception that the benefits from switching are not that significant. Looking forward, 

the New Payments Platform (NPP) and the introduction of an open banking regime may facilitate the 

development of services that make account switching easier (see below).18 

                                                                                                                                                                               
17  The Bank provided detailed information and observations about competition in the credit card market in its ‘2015 

Submission to the Senate Inquiry into Matters Relating to Credit Card Interest Rates’ (RBA 2015c). 
18  Recently, the House of Representatives Standing Committee on Economics recommended that the government, 

following the introduction of the NPP, consider whether additional account-switching tools are required to improve 
competition in the banking sector (House of Representatives 2016). 
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Credit card interest rates 

The Reserve Bank’s primary responsibilities with respect to credit cards relate to the payment, rather 

than lending, function of these cards. Nonetheless, it is worth making a few observations regarding 

interest rates on credit cards.19 

There is significant variation in the advertised interest rates on credit cards, reflecting the wide range 

of products offered, with some bunching of the rates on standard cards around 20 per cent and 

around 13 per cent for lower-rate cards. These rates have changed very little since 2010, despite a fall 

of over 3 percentage points in the cash rate over this period. The actual interest rates paid on credit 

cards will be lower than advertised rates to the extent that cardholders switch cards to take 

advantage of low- or zero-rate balance transfer offers or pay their balances in full every month. On 

average, the outstanding rate on the entire credit card portfolio is around 11 per cent (or about 

18 per cent for those cardholders who pay interest). 

While issuers compete actively for new customers, credit card interest rates are relatively sticky and 

do not follow changes in issuers’ funding costs as closely as other lending rates. This is consistent with 

international experience and has been studied before (Ausubel 1991). A likely reason is the existence 

of a significant number of consumers who are either not well informed of the credit card options 

available to them or are reluctant to switch providers to seek a lower rate. While there are numerous 

credit card comparison websites, many consumers may be more focused on accumulating rewards, 

frequent flyer points or other benefits from card use. Issuers therefore have little incentive to 

compete on interest rates given that rates are not a determining factor in choosing a credit card for 

many individuals who (possibly mistakenly) do not expect to build up significant interest-accruing 

balances. 

Card acquiring 

The major banks are also the largest card acquirers in Australia, but their share of this market – at 

about 75 per cent of the value of card transactions – is a bit lower than their share of the card-issuing 

market, and has declined over the past decade (Graph 32). The decline in the major banks’ share 

partly reflects growth in the market share of American Express cards, which are acquired directly by 

American Express. In addition, two large Australian retailers have implemented payment-switching 

capability that allows them to ‘self-acquire’ transactions. A specialist acquirer, Tyro, also entered the 

market following the Bank’s initial access reforms in the early 2000s, and has since obtained a banking 

licence and is now offering a wider range of business banking products. Other specialist acquirers 

have entered the market more recently, notably Adyen and First Data, although their market shares 

are still small. 

One indicator of competition in the card-acquiring market is the level of merchant service fees, which 

acquirers charge to merchants for every card payment they process. Since the Bank started regulating 

MasterCard and Visa interchange fees in the early 2000s, average (credit and debit) merchant service 

fees for these networks have roughly halved, to around 70 basis points (Graph 33). Most of this 

decline occurred in the years immediately following the reforms and was larger than the decline in 

interchange fees, suggesting strong competition between acquirers. Furthermore, average merchant 

                                                                                                                                                                               
19  For more detail about credit card interest rates, see (RBA 2015c). 
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service fees for American Express and Diners Club have also fallen since the reforms, by around 

90 and 60 basis points, respectively, despite them not being directly regulated. 

Graph 32 

 

Graph 33 

 

Besides lower merchant fees, competition in card acquiring is also apparent in the increasing range of 

products and services being made available to merchants. For example, recently some acquirers have 

been offering more innovative options for accepting card payments at the point of sale or online, such 

as mobile card readers and online invoicing and payments solutions. Acquirers also commonly 

compete by offering discounted ‘bundled’ pricing on payment and non-payment services, such as a 

package that combines acquiring services, terminal rental, a business loan and insurance. While these 

packages provide additional convenience, and possibly better overall pricing, they may also act as an 

impediment to merchants switching to a different acquirer. A merchant will be less inclined to look for 

a better deal on its acquiring services if that would mean that it also has to renegotiate a number of 

other banking services at the same time. 

One area where competition is yet to emerge is in the provision of least-cost transaction routing to 

merchants. Different card transactions have different costs for merchants, with debit cards usually 

having lower merchant service fees than credit cards. In addition, debit transactions that are 

processed through the domestic eftpos system are on average less expensive than transactions 

processed through the international MasterCard and Visa systems, reflecting both lower interchange 

fees and lower scheme fees (the fee that the merchant’s bank pays to the payment network). In 

‘contact’ or ‘dip and PIN’ transactions involving dual-network debit cards, the cardholder chooses 

whether the transaction goes via eftpos (if they push CHQ or SAV) or the international network (if 

they push CR). However, with the introduction of contactless cards, the cardholder and merchant no 

longer influence the routing of the transaction – it is determined by the network priority that is preset 

by the card-issuing bank when it sends the card out. Initially, the international schemes were the only 

networks with contactless functionality, so a contactless debit transaction could only go via their 

networks. However, eftpos has now rolled out contactless functionality on almost all debit cards and 

almost all terminals are now enabled for eftpos contactless transactions. With international scheme 

transactions typically being more expensive for merchants, merchants report that the shift from 

contact to contactless transactions has resulted in a significant increase in payment costs for debit 

transactions and many merchants are now increasingly interested in their banks providing them with 

the ability to send debit transactions via the lower-cost network even if that network is not the first-
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priority contactless network on the card. The Bank understands that a number of acquirers are 

currently considering providing least-cost routing to merchants, a development which would 

contribute to a more competitive and efficient payments system. As noted above, one element of the 

undertakings provided by the three debit card networks in 2013 in relation to dual-network debit 

cards was that schemes would not prevent merchants from exercising choice in routing contactless 

transactions. 

Competition in the ATM system 

The ATM system is another part of the payments system where the Bank has intervened to address 

competition concerns. In 2009, the Bank put in place an ATM access regime aimed at making it easier 

for new participants to join the system and introducing greater competition in fees by allowing ATM 

owners to charge cardholders directly for using their ATMs (and at the same time removing hidden 

interchange fees that were passed on to the cardholder in a non-transparent way). One outcome of 

these reforms was an increase in the number of ATMs as participants took advantage of the new 

pricing flexibility to place them in locations where they would not previously have been commercially 

viable. The number of ATMs in Australia has increased by about 25 per cent since 2008, to around 

33,000 at end 2016 (Graph 34, left panel). 

Graph 34 

 

While the number of ATMs is still close to its peak, the use of ATMs has been declining rapidly in 
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the ATM industry has also changed since the original reforms were introduced, with the development 

of switches and other hub-based infrastructure making it easier for new entrants to join the ATM 

system without having to establish direct bilateral connections with all other participants. These 

changes mean that facilitating access for new participants has become less of an issue and so the 
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increasingly being reflected in new customer-facing product innovations and technologies, introduced 

both by existing participants and challengers that are seeking either to gain a foothold in existing 

payment systems or attract business away from those systems. For example, among incumbents 

there has been a focus on the deployment of contactless ‘tap and go’ and mobile payments 

functionality in recent years. 

The number of contactless card payments has increased strongly in recent years, largely because of 

the growing use of contactless cards for lower-value payments. The 2016 Consumer Payments Survey 

showed that nearly two-thirds of all point-of-sale card payments were contactless. Similarly, mobile 

payments technology has attracted significant investment in recent years. Almost all financial 

institutions in Australia have internet banking mobile apps, which facilitate mobile payments. Third-

party mobile wallet apps, such as Apple Pay, Android Pay and Samsung Pay, have all been recently 

launched in Australia, although they are not available across all banks or card schemes. 

New entrants into the payments market have also been driving innovation in retail payments. Firms 

such as PayPal and POLi, which offer customers new ways to make online payments that may be more 

convenient, have experienced strong growth over recent years, although from a low base. In addition 

to online payments, new entrants are active in other parts of the payment system, including merchant 

services and card payments processing (such as Square), card acquiring (such as Tyro) and remittances 

(such as OFX and TransferWise). As would be expected, however, the types of innovations that are 

succeeding in Australia reflect the initial structure of, and gaps in, our payments system. For example, 

with almost all Australians having bank accounts and payment cards, services similar to Kenya’s 

M-Pesa system, where customers’ funds are held by a mobile phone operator, have gained little 

traction here. Furthermore, given the high use of cards and high penetration of payment card 

terminals in even the smallest retailers, it remains to be seen whether there will be demand for QR-

based payments which have grown rapidly in China where card terminals are much less ubiquitous.  

Digital currencies are another area of innovation in retail payments, although their use and merchant 

acceptance is extremely limited at present in Australia. Digital currencies have displayed high levels of 

price volatility and some security issues that are likely to make them unappealing for many 

consumers. Nonetheless, as technology improves and industry practices evolve, it is possible that they 

may become more widely used, providing competition to other payment methods; this is more likely 

for cross-border payments than for domestic use. Recent changes in some policy settings, such as the 

removal of the double incidence of GST on digital currency transactions, may encourage the 

development of more products and services related to digital currencies (ATO 2017). 

Looking forward, the Australian Government has recently announced that it intends to introduce an 

open banking regime in Australia (The Treasury 2017). Allowing consumers to securely share their 

personal banking data with other service providers could facilitate the development of innovative 

services and promote the entry of new players into the payments market. Fintech firms, for example, 

could develop services that provide personalised product comparisons, facilitate account switching, or 

allow customers to securely make online payments direct from their bank account as an alternative to 

other payment methods. Given the potential benefits for innovation, competition and efficiency in 

the payments system, the Bank is strongly supportive of an open banking regime. 

Despite these positive developments, there are some challenges. Some fintech firms have suggested 

that access to banking services is difficult where the firm’s business model relates to payments. Partly, 

this may be the natural response of incumbents, which, in any industry, generally have little incentive 

to cooperate with new competitors. In addition, some banks have indicated that they are reluctant to 
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deal with bitcoin-related start-ups due to the risks arising from AML/CTF regulation and international 

enforcement. 

Innovation in payments networks and the New Payments Platform 

Some innovations in the payments market, such as a new wireless card acquiring terminal, can be 

characterised as proprietary in nature. The decision to innovate is largely based on the expected 

benefit to the innovator, for example lower costs or greater revenue to the participant that 

introduces the new type of terminal (RBA 2011). Since the innovator can implement the technology 

and receive the benefits without coordinating with many other participants in the system, 

competitive pressures are likely to encourage proprietary innovation. 

In contrast, innovations in the cooperative systems and arrangements that underlie most payment 

systems are more difficult to achieve since they require agreements across many participants. An 

investment in cooperative infrastructure might not align with individual banks’ investment cycles or 

banks may have concerns that investing in a standardised technology could give competitors an 

advantage. The need to coordinate can result in innovation being slower than desirable and, in some 

cases, new technologies may not be implemented at all. 

To encourage greater cooperation in payments innovation, in 2012 the Bank published a set of high-

level strategic objectives for the payments industry following a Strategic Review of Innovation in the 

Payments System.20 These objectives addressed a number of gaps in the payments system, including 

the ability to make real-time payments on a 24/7 basis with simpler addressing and richer data. 

The NPP, currently under development by a group of 13 financial institutions, is the industry’s main 

vehicle for addressing the Bank’s initial set of strategic objectives. One of the ‘core criteria’ that the 

Bank specified for the NPP was that it ‘should be based on efficient, secure and open hub-type 

architecture, capable of supporting fair and open access’. Accordingly, it has been designed to provide 

a platform for the development of innovative payment services over coming years. In particular, it will 

be capable of supporting specialised overlay services, tailored to meet the specific payment needs of 

different groups of users. 

The governance of the NPP – including an independent chair and representation of industry 

stakeholders catering for the interests of large, medium and smaller institutions – will support open 

access and competition from various payment system participants to utilise the platform. The Bank, 

which is also represented on the Board of the NPP, will continue to monitor the progress of the 

platform, including its arrangements around access and support for competition. At some point after 

the NPP is operational, it will be appropriate for the Bank to assess how well the NPP has met the 

initial set of strategic objectives and whether there are other areas where cooperative industry 

approaches to innovation in the payments system are needed. 

  

                                                                                                                                                                               
20  See ‘Box E: Initial Strategic Objectives’ in (RBA 2012). 
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7. Summary of Key Themes 

The discussion in the preceding chapters highlights that periods of more intense competition in 

individual markets have typically come from new models and new entrants rather than existing 

players, for example: 

 The growth of the RMBS market and entry of mortgage originators led to strong competition in 

mortgage markets in the mid-to-late 1990s. 

 The adoption of online savings accounts – initially by foreign banks – led to greater competition 

in deposit markets. 

 The recent entry of some Asian banks into corporate lending has increased competition in that 

market. 

New entrants, particularly those with new business models or low costs, are therefore likely to be 

important in determining the future competitive environment. Such entry cannot be easily 

engineered; the role of authorities is to provide a supportive regulatory and competitive environment, 

with no unnecessary impediments, while ensuring that the system remains safe, both systemically 

and for individual customers.  

The Commission’s Terms of Reference is broad and its enquiries could follow many potential paths. 

The following provides a brief summary of areas contemplated in this submission that are likely to be 

of interest to the Commission. 

Foreign banks. As noted above, foreign banks have been important in some episodes of more intense 

competition. However, their participation can be contingent on developments in their home 

jurisdictions. The small business market could most benefit from foreign entrants at present. Greater 

access to the credit and payment histories of borrowers might be beneficial to this. There is also 

scope for foreign entrants to compete more actively in the mortgage market – though the Bank would 

not wish to see this result in the erosion of lending standards. 

Fintech. There is some scope for fintech lenders to add to competition in under-served markets, 

including by using new techniques for distribution and credit assessment. Fintech developments can 

also help to increase transparency and reduce impediments to switching providers. The sustainability 

of these new techniques and players needs to be assessed over a full cycle. We note that considerable 

effort has been made to accommodate new players through ASIC’s ‘regulatory sandbox’ and 

Innovation Hub, legislation to support crowdsourced funding and APRA’s consultation on its 

authorisation framework. Support is also available through various ‘incubators’. In the Bank’s view, 

these initiatives are striking an appropriate balance. The ability for start-ups to experiment with a 

concept at relatively low cost and quickly move on if it does not prove successful (‘fast failure’) is 

important for supporting innovation. In the longer term, however, a firm cannot and should not 

expect to rely on lighter regulation than its competitors to sustain its business.  

Funding costs and implicit guarantees. The lower funding cost of the major banks has constrained the 

ability of smaller ADIs to compete since the crisis. This differential has, however, narrowed recently, 

as smaller banks’ funding costs have declined more quickly than those of the major banks. Regulatory 

measures, such as higher capital requirements for the major banks, higher risk-weights on mortgage 

lending and the bank levy, have contributed to this. The Financial Claims Scheme also minimises retail 

depositors’ concern about the safety of deposits in smaller institutions. 
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Information problems and transparency. Efforts underway to promote open banking and 

comprehensive credit reporting in order to reduce information problems could also help improve 

competition as will greater transparency of lending rates. The latter will be addressed under current 

data initiatives and proposed legislative changes. 

Price differentiation. Banks appear to be able to differentiate freely between old and new customers, 

suggesting that established customers are not sufficiently aware of the possibility of a better deal or 

are reluctant to switch providers. This could result in established customers cross-subsidising new 

customers. Greater transparency, as discussed above, would be beneficial as will improvements in 

switching through digital identity and the NPP. 

Bundling. Product bundling is also an inhibitor to switching and competition, though it can be 

convenient for customers. Consideration could be given to whether current practices strike an 

appropriate balance. 

 

 

 

 

Reserve Bank of Australia 

15 September 2017 
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