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Australia’s Experience with Integrated Regulation

1.  Philosophy Underlying APRA’s Creation

APRA was established in July 1998 following the Government’s adoption of the main recommendations of the Wallis Inquiry. The Wallis Report incorporated a vision of financial markets in which global integration, innovation and technological change would lead to potentially major changes in both financial products and modes of delivery in the period ahead. To be competitive in such a world, the Committee argued that Australia needed to reduce the cost and intrusiveness of financial regulation. The Report recommended streamlining Australia’s regulatory structure along objective-based rather than industry-based lines. 

Consistent with these recommendations, one new agency, APRA, was established and some responsibilities were reallocated among other agencies to create four regulatory pillars for the financial sector, each responsible for dealing with one of the four main sources of financial market failure:

· The Australian Competition and Consumer Commission (ACCC) - responsible for competition;

· The Australian Securities and Investment Commission (ASIC) – responsible for market conduct and consumer protection;

· The Australian Prudential Regulation Authority (APRA) – responsible for prudential regulation of deposit-taking, insurance and superannuation (pensions);  and

· The Reserve Bank of Australia (RBA) – with responsibility for overseeing systemic stability through its influence over monetary conditions and through its oversight of the payments system.

In making its recommendations about the regulatory structure in Australia, the Wallis Committee did not comment on the adequacy of the then existing regulations; nor did it comment on the way in which regulations were supervised or enforced.  It did, however, outline a number of principles on which prudential regulation should be based.  Among the principles enunciated in the Report, two are particularly important in defining the starting point for APRA’s approach to regulation. These are:

· First, that prudential regulation does not and cannot guarantee the absence of failure - since financial institutions are in the business of absorbing risk, they always face the possibility of adverse outcomes beyond their financial capacity.

· Second, that prudential regulation should strike an appropriate balance between financial safety and efficiency in the financial system - overly intrusive regulation restricts competition, innovation and efficiency.

In attempting to strike that balance between efficiency and effectiveness, APRA has sought to establish rules of behaviour for regulated financial institutions that reduce the probability of failure to an acceptable (but still positive) level and to supervise and enforce them in such a way that failing institutions can exit the industry with minimal systemic disruption and loss.

APRA’s role does not include taking responsibility away from boards and management of financial institutions. Nor is it APRA’s role to duplicate the work done by market professionals, such as auditors and actuaries. To pursue regulation to these extremes would require staffing numbers and skills far beyond the resources of any regulator and far in excess of the additional gains in financial safety. Importantly, it would also diminish economic efficiency and create a significant moral hazard for the Government. 

2.  Issues from APRA’s Experience

APRA’s origins in the Wallis Inquiry have influenced much of the way we have gone about establishing the agency as well as developing and implementing policy.  Following from this there are many issues that I could talk about in this session. But let me limit myself to four because these, more than any others, illustrate the benefits as well as the challenges of integrated regulation:

· First, how we manage co-ordination and information flows between APRA and other agencies;

· Second, how we went about the process of creating a new structure and populating it with staff; 

· Third, how we have approached conglomerate supervision; and 

· Finally, how we developed a new framework for regulating general insurance companies.

3.  Inter-agency Coordination and Information Flows

The Wallis Committee regarded coordination as critical, even though each regulator in the new structure had a relatively well-defined area of responsibility.

To facilitate coordination and cooperation the APRA Board was constructed so as to include ex officio:

· The Governor of the Reserve Bank;

· The Assistant Governor of the Bank responsible for payments system oversight; and

· The Chairman of ASIC.

In each case a nominee was permitted to replace the ex officio member if needed.

This has been a strong feature of the new system and has greatly facilitated a smooth working relationship between the three agencies.

This common Board membership ensures that the Reserve Bank and ASIC both have access to any information from APRA that they might need for their own regulatory purposes. It also ensures that information about problem institutions is shared among the three agencies. It ensures that discussion takes place at the highest levels over issues of coordination involving inter-department groups assembled to deal with cross-departmental issues. If there were any lack of cooperation at lower levels, it would immediately be addressed at the Board level and the problem resolved.

As a result of the close relationship developed at Board level, the agencies have worked together in training as well as in developing protocols for how they see their respective responsibilities and how they will act in certain circumstances. These protocols have also been addressed more formally in Memoranda of Understanding between the agencies.

In recent times APRA and the Reserve Bank have worked together to develop a prudential standard under which specialist payments services providers can be licensed and regulated by APRA in order to be admitted to the payments system through the Bank. 

This non-confrontational relationship was also helpful in resolving rationalization of the data collection process. Under Australian Law, the Reserve Bank is obligated to collect and publish certain data. These data were previously collected as part of a broader set of prudential reports. Similar data were required by the Australian Bureau of Statistics. 

Faced with the inefficient prospect of three collections of similar data by the Bank, APRA and the Bureau of Statistics, the three agencies agreed on a sensible resolution. APRA now collects all the relevant data from banks and non-banks, including data required only by the Bureau or only by the bank, as part of its broader prudential collections. These data are then shared with the other two agencies. For this to happen legally, changes were needed to several pieces of legislation to enable information sharing and delegation of responsibilities. 

The outcome was a much streamlined collection that meets the requirements of all three agencies and imposes no duplication costs on the industry.

4.  Creation of the New APRA

One of the greatest challenges facing any integrated regulatory agency is how best to manage its internal restructuring.

The challenge of internal restructuring cannot be overstated. When APRA was formed 4 years ago, it inherited staff from two distinctly different cultures. A year later, it absorbed staff from another 9 State agencies. APRA also inherited policies and procedures, IT systems and employment conditions from each.

The APRA Board and senior management believed that it was critical to complete a comprehensive restructuring within the first year or so. 

In that judgment we were influenced by the experience of the Canadians, who spent the first 8 years of their integrated existence maintaining the old industry silos and watching the barriers grow higher and higher. It was not until they broke down the old barriers in their internal structure that they made genuine progress towards becoming an integrated regulator.

After roughly 12 months we introduced a new structure that cut across the old industry boundaries. It basically divided APRA’s front-line supervisors into two divisions, one responsible for diversified institutions (i.e. financial conglomerates and those with complex structures) and one for specialized institutions (mostly stand-alone institutions such as small banks, credit unions and general insurance companies). Our move away from the old industry basis of regulation was so complete that the words “bank”, “insurance”, and so on can no longer be found anywhere in our structure.

We then essentially opened applications for the new positions and offered redundancy options to those not wishing to stay or unable to secure a position in the new structure. It would not be unfair to say that we had a few sleepless nights wondering whether we would retain any staff. 

Fortunately, most of the staff we had targeted chose to remain. We did lose some specialist expertise, although that had more to do with the fact that most of the senior jobs formerly in the Insurance and Superannuation Commission moved from Canberra to Sydney, than it did with dissatisfaction over positions in APRA.

Three years on we are still satisfied with our new structure, although it remains under review. We have introduced some new specialist positions and will continue to bolster that aspect of the structure.

Ours was a high-speed (and arguably high-risk) strategy and stands in contrast with the gradual absorption approach of the UK FSA.

There is no ideal model for internal structure within an integrated agency, nor is there an ideal model of transition.

The trade-offs are the following:

· A prolonged period of maintaining the old industry silos encourages old barriers to be maintained – if one of the motives for establishing the new agency is to break down the old cultures, then a long delay will be counterproductive;

· In contrast, an overly rapid move to full integration (by which I mean a structure that bears no residual industry clusters) risks losing specialized industry expertise and pushing staff beyond the capacity of the agencies training programs to produce integrated regulatory staff;

Both approaches carry some reputational risk – either because nothing will be perceived to have changed after several years, or because the agency is seen to be out of its depth.

On the basis of our experience and that of other agencies to date, my advice to those facing this challenge would be to tread a middle course. That course would need to be tailored to the particular situation and the balance involved of the factors I have mentioned. Subject to that caveat, I suggest the following general principles:

· First, the new internal structure should be sufficiently integrated that it clearly mixes staff from the amalgamating agencies and minimizes the risk of barriers and old counter-productive alliances re-forming;

· But it should not take integration to the level that the agency thinks may eventually be appropriate in 10 years;

· Second, it should retain areas of industry expertise, even if these are mixed with experts from other areas (e.g. in policy and research as well as front-line supervision);

· Third, an enormous effort should be directed into cross training and career planning so that high-quality staff can see how their expertise can grow into a broader set of skills over time that will equip them for senior responsibilities that may eventually cut across industries;

· Fourth, whatever initial integrated structure is finally decided on, in my view, all staff should move into that structure at more or less the same time. Ownership of the new institution is important. Any groups that are held back from joining will inevitably miss out on the opportunity to put their stamp on the shape of the institution and also on the bonding that takes place in the early formation stages of any institution. 

5.  Developing a Conglomerate Policy

APRA’s prudential policy for conglomerate groups has been evolving over several years, including long periods of consultation and discussion with the industry.  The last stages of the policy are almost ready for implementation. As a consequence of limitations on APRA’s legal powers (mentioned this morning) the policy has so far been developed only for conglomerate groups including an Authorised Deposit-taking Institution (ADI). Following the reforms to the Insurance Act implemented in July, the policy will shortly be modified to extend to groups including insurance companies.

Objectives

APRA’s policy on conglomerates is designed to achieve the following main objectives:

· Ensuring that capital within the ADI is adequate and that the capital is not encumbered by unlicensed members of the group.

· Ensuring that intra-group transactions are not used to circumvent APRA’s regulations with respect to ADIs within the group.

· Ensuring that intra-group transactions and commitments do not expose the ADI to undue risk.

Approach

APRA’s policy for conglomerate supervision can be considered under four main headings:

· Consolidation for the purposes of group risk assessment.

· Capital adequacy for conglomerate groups.

· Limits on related-party and intra-group exposures.

· Governance requirements for conglomerate groups.

Levels of Consolidation

For the purposes capital adequacy, large exposure limits and governance requirements, APRA’s proposals provide for supervisory assessment of an ADI at three levels of consolidation:

· Level 1 - the ADI as a ‘stand-alone’ entity;

· Level 2 - the consolidated banking group (i.e. the ADI, its immediate holding company, and all subsidiary entities – as per the new Basel Capital Accord);  and

· Level 3 - the conglomerate group at the widest level, incorporating NOHCs and all non-financial activities.

All ADIs will be subject to Level 1 and Level 2 requirements as though they were a normal ADI.  However, only conglomerates prescribed by APRA will be required to meet Level 3 requirements for capital adequacy and large exposures.  This recognizes that, for the vast bulk of ADIs, the framework set down in the (revised) Basel Capital Accord is sufficient to deal with the measurement of their financial health on a group-wide basis.  It is only in cases where the ADI has significant non-banking activities that the Basel Accord does not readily accommodate, that Level 3 requirements will be prescribed.

In defining the Level 1 “stand-alone”, APRA will recognize that some subsidiaries of an ADI may operate as virtual arms of the ADI. Thus it has introduced the concept of an “Extended Licensed Entity” (ELE).  Where an ADI and a subsidiary meet certain conditions, the subsidiary will be classified as an ELE and, for capital adequacy and other regulatory purposes, the ADI and its eligible ELEs will be treated as a single entity. These conditions require that the ADI:

· is the sole owner of the entity;

· has complete information on the individual assets, liabilities and off-balance sheet positions of the related entity;

· is unrestricted in its ability to control the composition of those assets and liabilities as it sees fit;

· manages the assets and liabilities of the related entity as part of its internal management practices (this includes reporting structures, accounting processes, audit arrangements and risk management and measurement systems);  

· is able to wind-up the structure and place the remaining assets on the balance sheet of the ADI;  and

· is not using the ELE concept to circumvent regulatory requirements.

The levels implied by this framework are illustrated below.
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Capital Adequacy

In the main, the framework for Level 1 assessment will continue to be based on the Basel Capital Accord, i.e. the ADI/ELE will need to maintain a capital ratio of at least 8 per cent.

Subject to the following exceptions, calculation of the stand-alone ADI’s capital will require the deduction of equity investments by the ADI in other entities (50% from Tier 1 and 50% from Tier 2). The exceptions are:

· subsidiaries that form part of the ELE – these will be consolidated into the ELE, an approach that ‘looks through’ the legal form involved to treat the assets and liabilities of the subsidiary as if they were on the balance sheet of the ADI itself;

· small equity investments (non-controlling interests amounting to less than 0.15 per cent of capital within a portfolio not to exceed 5 per cent of capital) – these will be treated as risk-weighted equity investments;

· investments in regulated subsidiaries – the intangible component will be deducted from Tier 1 capital, with the remainder treated as per the existing regime, i.e. risk weighted as an equity investment.

Capital requirements at the ‘banking group’ level will align with the new Basel Accord, and capture the ADI, any holding company immediately above it in the corporate structure, and all subsidiaries.  Investments in any subsidiaries that are not consolidated (both financial and commercial), and holdings of equity investments in other ADIs will be deducted from capital.  

The Level 3 requirements will only be applied to groups prescribed by APRA.  These could be financial conglomerates containing substantial banking and insurance activity, or mixed conglomerates containing significant banking and non-financial activity.

Each ‘prescribed conglomerate’ will need to have an APRA-approved group structure and will need to adopt an APRA-approved, group-wide capital calculation from a suite of options which will take account of all group members.

Unlike Level 1 and Level 2 assessments, there will be no prescribed minimum such as the 8 per cent benchmark.  Instead, institutions will need to provide details of their own benchmarks (which might be regulatory minima or, for internal models, probability of default/time horizon parameters) and the extent to which these are exceeded by the conglomerate group.  Where APRA is not satisfied with the group-wide assessment it will impose additional capital requirements on the ADI itself.

Related Party Exposure Limits

As with capital requirements, exposure limits will take a tiered approach to exposure limits.  Level 1 requirements include exposures of the ADI (including entities approved as part of the ELE) to both other group members and other counterparties, while Level 2 and Level 3 requirements focus on external exposures of the banking group and, where prescribed, the conglomerate group respectively.  All exposures, including equity investments not already deducted from capital, will be captured by the limits.

Level 1 requirements are designed to capture exposures between the ADI (including entities approved as part of the ELE) and other members of the conglomerate group. These include:

· exposures of the ADI to subsidiaries that form part of the ELE will not be subject to a limit (although they will need to be reported);

· exposures to other related ADIs will be subject to a limit of 50 per cent of total Level 1 capital, and an aggregate limit on all such exposures of 150 per cent of total Level 1 capital; 

· exposures to a prudentially-regulated related entity will be subject to a limit of 25 per cent of total Level 1 capital;  and

· exposures to any other group entity will be limited to 15 per cent of total Level 1 capital.

There will also be an aggregate limit on exposures to non-ADI related parties of 35 per cent of total Level 1 capital.

These exposure limits are well below existing intra-group exposures within the banking sector, and will require some re-organisation of existing funding arrangements.  The purpose is to limit the extent to which the group can use the ADI as a cheap source of funds for unregulated and commercial activities.

For third party non-bank exposures, the limits will be in line with international standards (25 per cent of total capital).  Exposures to other ADIs and foreign banks will be set at 50 per cent of total capital.  

Comparable Level 2 and Level 3 requirements will apply to banking group capital and conglomerate group capital respectively.  

Limits on exposures to external parties match those at the ‘stand-alone’ level, but will be measured against group capital.  

Governance Requirements

The new conglomerate standards include a number of key governance requirements that are to apply on a consolidated basis. Inter alia, these address:

· Ownership of conglomerates (owners must meet fit and proper requirements as well as concentration limits);

· Structure of conglomerates (this allows NOHCs – which were not previously permitted – structure must also be transparent and make clear delineation of the ADI and any ELE – also, unregulated business should, in general, be small relative to regulated business);

· Composition of boards (Chair and majority of board of a NOHC should be non-executive, ADI board and committees must have at least 2 members who are independent of group);

· Group risk assessment (APRA will assess the risk of whole group and will require evidence of appropriate group-wide risk management); 

· Contagion risk (group badging must make clear where guarantees stop, group must demonstrate that it can manage contagion risk); and

· Group auditing (group must have a single external auditor).

6.  General Insurance Reforms

The general insurance reform program that came into operation on July 1 of this year was probably the most ambitious of our priorities in the early years of APRA.

The reform process for general insurance began immediately after completion of APRA’s establishment phase.  Since the reforms involved a complete overhaul, they required the development of new concepts, testing of those concepts with industry, and consultation rounds with both industry and Government.  

There are several important features of the new framework that distinguish it from the old one defined by the Insurance Act 1973. 

First, whereas the old framework was very legalistic and inflexible, the new one gives APRA much greater flexibility and a more graduated set of powers of intervention.

At the centre of that flexibility is the power to set prudential standards. 

In the old framework, all prudential requirements and powers of intervention were circumscribed in black-letter law. For example, the regulatory solvency requirement was set in Law. Further, APRA could only initiate certain enforcement actions when regulatory solvency was breached or when APRA was convinced that it was about to be breached.

In contrast, the prudential standards regime provides much greater flexibility, both to spell out the detail and intent of any particular standard and also to amend it if it is found wanting, without having to wade through the complex and time consuming processes required to amend legislation.

The second distinguishing feature of the new regime is its risk orientation. As mentioned earlier, the solvency requirements contained in the law made no distinction between low-risk and high-risk insurance business.

The new regime imposes different capital requirements on different lines of business. In this way it is philosophically more closely aligned with the Basel capital adequacy regime for banks than it is with the old solvency regime for general insurers. Indeed, like the Basel banking regime our new framework also requires capital to cover risks on the asset side of the balance sheet, arising from credit and market risk.

Another aspect of the risk-based orientation of the new framework is its requirement for general insurance companies to meet governance and risk management standards. Among other things:

· These apply a fit and proper requirement on directors, senior managers, auditors and actuaries. 

· They require insurance companies to provide APRA with their risk management strategies.

· They require annual board attestations that they have systems in place to ensure compliance with the law and the standards.

· And they impose governance requirements in terms of Board and audit committee composition.

The third distinguishing feature of the new regime is that it is much stricter in terms of provisioning requirements. For example:

· It mandates a risk margin in claims provisioning to at least the75% level of sufficiency.

· It mandates the involvement of an Approved Actuary.

· It limits the choice of discount rate for discounting future liabilities to the risk-free rate.

· It requires insurers to make provision for their premium liabilities – i.e. future claims arising from events insured under existing policies.

There are many more features of the new regime but time limits me to these three major elements.

As part of the introduction of the new regime, all current general insurance licence-holders were required to undergo a re-licensing process. That exercise stretched our resources at APRA to the limit, but it was an important and useful experience. 

As a result of that process, 112 of the 137 general insurance companies in existence on June 30 have been relicensed to write new business. Of the others, 15 took the opportunity to merge with other institutions – in several cases with other institutions within the same conglomerate group and 10 have gone into run-off. A number of the 112 active license holders have plans agreed with APRA to increase their capital over the next couple of years.

This new regime gives Australia a world-class supervisory system for general insurers. One of the most satisfying aspects of the reforms is that they occurred under APRA in a form and at a speed that simply would not have occurred before its establishment. 

The form drew heavily on the experience of banking regulators within APRA who, among other things, had been actively involved with the revisions to the Basel Accord. This brought a fresh perspective that preserved the better elements of the solvency approach but also broadened the framework and strengthened the risk orientation.

As for speed, the predecessor agency, the Insurance and Superannuation Commission, in combination with the Institute of Actuaries had been discussing reform for over 5 years and had basically bogged down. Without a fresh burst of energy from APRA and its broader industry-wide perspective the reforms would almost certainly have been much slower and much less wide ranging in scope.

7.  Concluding Comments

There are many issues that have arisen during APRA’s first four years of existence. Time has limited me to just four. In summary:

· Coordination and cooperation is no less important under integrated regulation than it is with stand-alone industry regulators. In Australia we have dealt with that through common Board memberships and a commitment to cooperative outcomes. 

· Establishing an appropriate internal structure for an integrated regulatory agency and pacing the movement of staff from the old agencies to the new is possibly the single most challenging aspects of the decision to establish an integrated agency. There is no perfect solution. If I were doing it again I would consider taking a slightly longer period before our big bang, I would possibly be a little less ambitious in the functionality of the new structure and I would do more to retain industry experts.

· Producing a workable conglomerate policy is one of the main objectives of the early policy reforms of an integrated regulator. We are almost there and believe we have developed a sound framework that will meet the regulatory needs as well as the adjustment challenges of the industry. 

· Finally, our capacity to completely overhaul the regulatory framework for general insurance companies was a direct result of bringing new minds and experiences and a broader vision to bear on an area that had “bogged” down under the old structure. 

Having said all that, you will undoubtedly understand that I am a strong supporter of integrated regulation. It is not right for every country but it has offered Australia a platform for regulatory reforms that would not have happened without it.
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