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AN INTRODUCTION
FROM APRA CHAIR
WAYNE BYRES

WELCOME TO APRA'S YEAR IN REVIEW FOR 2020.

By any measure, 2020 has been an
extraordinary year as the world confronted
a pandemic, the likes of which had not been
seen for more than 100 years.



The impact of COVID-19 on our way

of living, socialising and working was
profound in its scale. The impact seemed
even more dramatic as it followed
devastating bushfires and storms in
Australia early in the year.

COVID-19 swiftly and fundamentally
changed the operating environment for the
Australian financial system and APRA, as
the financial safety requlator.

The health crisis brought with it an
economic crisis and subsequent economic
contraction that was, at one point, more
severe than anything seen since the Great
Depression. This had a material and
ongoing impact on all of the industries that
APRA supervises.

Thankfully, Australia went into this crisis
with a financial system in a strong,
stable position, which has been a critical
factor in allowing the financial sector to
perform its role in absorbing risk and
acting as a shock absorber for the rest of
the economy.

The strength of the financial system
reflected a long period of investment in
financial and operational resilience, in
which APRA's strong prudential framework
and ongoing supervision has played an
important role.

As a result, APRA-regulated financial
institutions - authorised deposit-

taking institutions (ADIs], insurers

and superannuation funds - stood up

to the challenge, both financially and
operationally, and continued to fulfil their
critical roles in society and the economy.

Crucially, each industry was able to
withstand the challenges of the past
year, including significant disruption to
operations and workforces, while still
playing its part in assisting Australians
who were hit hardest by the crisis.

This support and assistance was

provided in a number of ways, most
notably by deferring loan repayments,
suspending insurance premium increases,
and facilitating prompt access to

superannuation funds. All were important
steps in helping the community navigate an
extremely difficult period.

RESETTING PRIORITIES

Not surprisingly, and like many other
organisations, the onset of the pandemic
required APRA to reset and reshape its
priorities and activities.

At the start of 2020, APRA had set out a
wide-ranging and ambitious agenda across
banking, insurance and superannuation.
The pandemic, however, required a rapid
reassessment of those priorities and a
redeployment of resources to focus on

the core financial and operational
resilience of the sector.

Chapter 1 of this publication details the
measures APRA undertook in 2020 - often
in close coordination with government and
peer regulators - to ensure the financial
system remained safe and stable and to
give institutions the best opportunity to
support their customers amid extraordinary
social and economic disruption.

In particular, APRA provided a range of
regulatory concessions and took steps

to reduce regulatory burden; supported
broader Government stimulus measures
and policy responses; and collected and
published additional data to enable a
transparent and objective view of the impact
and success of various measures. It also
provided guidance to institutions on capital
management, particularly in relation to
limiting the payment of dividends at a time
of heightened uncertainty.

In providing regulatory relief and
reducing burden, APRA sought to do

so in a way that did not materially
weaken the fundamental strength of the
financial system.

That is because a stable and resilient
financial system remains a critical
foundation for Australia’s economic
recovery, and APRA was always focused
on ensuring that any temporary
measures did not undermine this
important long-term goal.
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AUSTRALIAWENT INTO
THIS CRISIS WITH

A FINANCIAL SYSTEM
IN ASTRONG AND
STABLE POSITION.

In that regard, APRA updated its
Corporate Plan for 2020-2024 to account
for the substantial impact, now and into
the future, of COVID-19. The updated
Corporate Plan set out APRA's strategic
objectives over the next four years,

but paid particular attention to clearly
articulating the immediate priorities over
the next 12-18 months.

In November, APRA recommenced some
of its agenda originally planned for 2020,
re-engaging on important prudential
policy issues that were incomplete. These
important reforms will not directly play a
role in helping manage this crisis, but they
will certainly be part of the foundation for
dealing with the next one — whenever that
may be. »
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Looking ahead, APRA's strategic priorities
will continue to be reviewed to ensure the
organisation remains responsive to risks
and vulnerabilities in the financial system
that could impact financial institutions and
the broader Australian community.

Chapter 2 looks at how each sector APRA
supervises responded to the unfolding
crisis and APRA’s activities in banking,
insurance and superannuation. Key
metrics for each of those industries give a
snapshot of their overall health.

Chapter 3 provides insight into APRA's
own operational response to the unfolding
pandemic and its ongoing efforts to lift the
employee experience.

CHANGES IN LEADERSHIP

Two major changes to APRA's Executive
Committee occurred in 2020.

In March, APRA completed a refresh

of its executive leadership team with

the appointment of Renée Roberts as
Executive Director, Policy and Advice
Division. Renée brought to APRA skills
and experiences from a diverse range

of financial sector roles in Australia and
overseas, including in risk management,
strategy and governance.

At the end of December 2020, APRA
Member Geoff Summerhayes concluded
his five-year term at APRA.

In his time at APRA, Geoff strengthened
and broadened APRA's insurance
supervision capabilities. Geoff also brought
a strong emphasis on the importance of
strategic leadership and alignment and on
maintaining high governance standards.

Geoff was also critical in ensuring APRA
maintained a broad and long-term
perspective of its role and delivering on its
mandate as the prudential supervisor of
the Australian financial services industry.
He leaves a strong legacy.

CONCLUSION

The Australian financial system remains
fundamentally sound after one of the
most challenging and testing years many
institutions have ever faced.

However, heading into 2021, the
environment ahead remains highly
uncertain. The full financial impacts of the
events of 2020 are still to be felt, and in
some ways, 2021 could be just as difficult

as 2020. |
Against that backdrop, | would like to Geoff
conclude by thanking, on behalf of the [Summerhayes]

APRA Members, all of APRA's employees
for their unwavering commitment and
diligence throughout the very challenging
year. The year has been testing on many
fronts, but APRA's people have worked
together collaboratively and constructively
to ensure APRA's mission - to deliver a
safe and stable financial system for the
Australian community - was achieved. M

brought a strong
emphasis on
the importance
of strategic
leadership and
alignment.

SUPERVISION IN ACTION

APRA became concerned about the heightened contagion
risk exposure of a foreign ADI following significant
deterioration in international economic and social
conditions. As a result, APRA increased its supervisory
intensity and took a number of actions to reduce the risk
to the Australian domestic business. This included limiting
exposures to the conglomerate group, increasing the
liquidity holding requirements and requiring the ADI to
increase funding sources. Reporting to APRA by the ADI,
both in terms of content and timeliness, was stepped up
over this period. APRA was also engaging with the home
regulator to ensure an understanding of any emerging
issues for the ADI. APRA's actions ensured that, to the extent
possible, the Australian domestic ADI was insulated

from any shocks to the broader group.
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From catastrophic bushfires and devastating storms,
through to a global pandemic, volatile financial markets
and the most severe economic downturn in nearly a
century, Australia’s financial system battled a real-life,
system-wide stress test in 2020.

OPERATING ENVIRONMENT

The rapid spread of a new and deadly
coronavirus required a public health
response that had dire consequences for
the economy and the livelihoods of many
Australians. The financial sector’s role in
such a year was to cushion those effects,
by continuing to provide core services and
support the economy.

Years spent building strong capital
positions and investing in risk
management, business continuity planning
and management of service providers
gave the financial system the necessary
operational and financial resilience to
function without major incident throughout
2020. Indeed, as the scale and seriousness
of the health crisis increased, the financial
sector had the wherewithal to facilitate
and complement initiatives designed to
buttress the economy and channel support
to Australians experiencing hardship.

At year-end, structural changes from
COVID-19 were still unfolding, and
although substantial fiscal and monetary
policy levers appeared to be working,
they were not without their limitations.
One of the few certainties with respect to
2021 is that the operating environment
will be different again.

The year 2020 began with devastating
bushfires, which claimed 33 lives,
destroyed more than 3,000 homes,
blanketed must of eastern Australia in
thick smoke and burned more than
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24 million hectares of land. The
economic impact, estimated at more
than $10 billion," was compounded by
a series of other natural catastrophes
that followed, including storms, severe
hail events and floods.

As the country tallied the loss to life,
property and the environment, the
Australia financial system remained
stable and in a sound position to support
the community. Crucially, the general
insurance industry, on the financial
frontline of the 2019-2020 summertime
disasters, was well-equipped to cover
claims costs that would ultimately exceed
$5 billion.

In the shadow of these natural disasters,
a global pandemic struck. For Australia’s
financial regulators, COVID-19 warranted
fast action, including the implementation

of internal crisis management plans,
preparation of an economic support
strategy and checks on the readiness
of financial institutions to cope with
potentially severe operational and
financial challenges.

Within weeks, Australia switched

from a precautionary mode to an
emergency footing, declaring COVID-19
to be a national pandemic at the end of
February. Two weeks later, the World
Health Organization declared a global
pandemic. »

1 Royal Commission into National Natural

Disaster Arrangements Report, 28 October 2020
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The combination of
business shutdowns
and job losses,
lockdowns, and
border closures
dented public
confidence and
pushed the economy
toward recession.
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MANAGING THE CRISIS

In March, the financial ramifications of an
easily transmitted and dangerous virus
were becoming clearer. The combination
of business shutdowns and job losses,
lockdowns, and border closures dented
public confidence and pushed the economy
toward recession.

For financial institutions, the challenge
was to quickly implement remote working
arrangements, which required them to
navigate considerable technological and
logistical issues in a matter of weeks,
while continuing to perform core functions.
Staff and customers - households and
businesses - were likewise contending
with rapidly changing financial positions
and prospects. Against a backdrop

of volatile financial markets and an
Australian dollar that fell to its lowest
level in many years, the Reserve Bank

of Australia (RBA] cut the cash rate to
0.50 per cent. Though COVID-19 was
mostly affecting the education and travel

sectors in early March, the central bank
was concerned that uncertainty would
undermine domestic spending and lead
to noticeably weaker GDP growth in the
March quarter than previously expected.?

As a newly formed National Cabinet,
comprising federal, state and territory
governments, considered urgent
responses to the unfolding health

crisis, Australia’s financial regulators
focused on the flow of credit in the
economy, the continuity and stability of
financial services, the orderly operation
of markets and public confidence in the
financial system. The Council of Financial

Regulators [CFR], comprising APRA,

the RBA, Treasury and the Australian
Securities and Investments Commission
(ASIC), was central to this work. As the
key coordinating body, it met frequently
to consider the design and delivery of
complementary and mutually reinforcing
public and private sector responses.

APRA’s actions, covered in detail

later in this chapter, helped facilitate
Government stimulus measures and
reduce the regulatory burden on financial
institutions. APRA also gathered important
data on COVID-19 support initiatives,
including the Government's Coronavirus
Small and Medium Enterprises (SME)
Guarantee Scheme, early withdrawals of
superannuation and the uptake of loan
repayment deferrals offered by banks to
customers facing financial hardship.

Financial institutions supported the
economy and customers in many ways. In
addition to the loan repayment deferrals,
more than three million superannuation
members applied to access in excess of
$35 billion from their retirement savings
under the Government’s temporary early
release scheme. Superannuation entities,
more used to steady inflows, had to
process those payments promptly.

2 RBA - Statement by Philip Lowe, Governor:
Monetary Policy Decision, Media Release,

March 3, 2020 https://www.rba.gov.au/media-
releases/2020/mr-20-06.html


https://www.cfr.gov.au/
https://www.cfr.gov.au/
https://www.rba.gov.au/media-releases/2020/mr-20-06.html
https://www.rba.gov.au/media-releases/2020/mr-20-06.html

Insurers introduced special hardship
measures and postponed premium
increases, while navigating volatile
investment markets and preparing for less
certain economic conditions ahead.

Key economic data revealed the
significance of the stimulus packages,
business closures and job losses.
Restrictions on public movement,
including closure of businesses and
venues to prevent the spread of the
infection, saw gross domestic product fall
7 per cent in the June quarter. This was
Australia’s largest economic contraction
since the 1930s and followed a 0.3 per
cent contraction in the March quarter.
The household savings ratio shot up to
22.1 per cent in the three months to June,
from 7.6 per cent in the prior quarter.
Unemployment, which had been 5.2 per
cent in March before the full impact of
COVID-19 had hit, reached 7.4 per centin
June, its highest level since 1998.

In the second half of the year, Australia
transitioned out of the acute crisis
phase, as success in bringing infection
rates down allowed parts of the
economy and the country to re-open,
notwithstanding subsequent setbacks
in Victoria.

Still, unprecedented fiscal and monetary
stimulus was added in the second

half of the year, designed to reinforce
the economic recovery and deal with
unemployment. As Treasurer Josh
Frydenberg stated in his 2020-21 budget
speech in October, there remained a
“monumental task ahead” to rebuild
Australia’s economy.®

Adding to the stimulus packages from
earlier in the year, the Treasurer detailed
accelerated tax cuts, new infrastructure

3 Treasurer Josh Frydenberg, 2020-2021
Budget Speech, 6 October 2020 https://
joshfrydenberg.com.au/wp-content/
uploads/2020/10/Treasurer-Speech-Budget-
2020-21-Parliament-House-Canberra-6-

October-2020-1.pdf
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MILLION SUPERANNUATION

$35 BILLION FROM THEIR

MORE THAN THREE

MEMBERS APPLIED TO
ACCESS MORE THAN

RETIREMENT SAVINGS.

spending, wage subsidies and business
incentives to drive a jobs recovery.

In November, the RBA took the country
further into new territory to protect

the economy and support job creation.
Among other things, the RBA's measures
to lower borrowing rates and encourage
spending included a reduction in the
cash rate to a historic low of 0.1 per cent
and a plan to buy up to $100 billion of
government bonds.

Still, with many other countries
implementing new lockdowns in
November, Australia was in a more
stable position at year-end. COVID-19
case numbers were low, often zero in
different states and territories, domestic
borders were opening up and Victoria

had conquered its devastating second
wave of infections. Although spot virus
outbreaks continued around the country
into December, clusters were being largely
contained, although several state borders
closed again towards Christmas.

In early December, the Australian Bureau
of Statistics confirmed that the country
was rebounding, recording a 3.3 per cent
jump in September quarter GDP and an
easing of unemployment from a July peak
of 7.5 per cent. Elsewhere, most bank
customers had resumed making payments
on loans and applications for early

release of superannuation had slowed
dramatically. Banks at year-end had
ample funding due to increased consumer
deposits and access to the RBA's Term
Funding Facility.

The financial sector had met the
immediate challenges to operational

and financial resilience in 2020 and was
maintaining services to the community and
supporting the Australian economy. As a
real-life stress test, 2020 had also revealed
opportunities to improve on that resilience
and better equip the financial system for
future shocks.

APRA’'S RESPONSE

APRA's actions in response to COVID-19
were designed to mitigate the speed and
depth of the economic downturn and
support the operational and financial
resilience of the banking, insurance and
superannuation sectors. Fortunately

the financial system began 2020 from

a position of strength, with banks well
capitalised and highly liquid, which proved
critical to the industry’s capacity to support
customers and act as a ‘shock absorber’
for the nation’s economy.

APRA began responding to the pandemic
in earnest in early February. Shortly after
the first confirmed COVID-19 case reached
Australian shores, APRA mobilised to
understand how a possible pandemic
might impact financial institutions and
their readiness to meet what lay ahead.
Under cross-industry Prudential Practice
Guide CPG 233 Pandemic Planning (CPG
233) which supports compliance with
Prudential Standard CPS 232 Business
Continuity Management, all APRA-

regulated entities should have tailored »



https://joshfrydenberg.com.au/wp-content/uploads/2020/10/Treasurer-Speech-Budget-2020-21-Parliament-House-Canberra-6-October-2020-1.pdf
https://joshfrydenberg.com.au/wp-content/uploads/2020/10/Treasurer-Speech-Budget-2020-21-Parliament-House-Canberra-6-October-2020-1.pdf
https://joshfrydenberg.com.au/wp-content/uploads/2020/10/Treasurer-Speech-Budget-2020-21-Parliament-House-Canberra-6-October-2020-1.pdf
https://joshfrydenberg.com.au/wp-content/uploads/2020/10/Treasurer-Speech-Budget-2020-21-Parliament-House-Canberra-6-October-2020-1.pdf
https://joshfrydenberg.com.au/wp-content/uploads/2020/10/Treasurer-Speech-Budget-2020-21-Parliament-House-Canberra-6-October-2020-1.pdf
https://www.apra.gov.au/pandemic-planning
https://www.apra.gov.au/business-continuity-management
https://www.apra.gov.au/business-continuity-management
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SUPERVISION IN ACTION

Prior to COVID-19, APRA had
scheduled a Prudential Review
with an entity. As the pandemic
developed, all face to face meetings
were cancelled and reviews
deferred. Following discussions
between the frontline and specialist
risk teams, it was agreed that,
given the need to develop a better
understanding of the relevant risks
for the entity, the review should

go ahead. With the co-operation

of the entity, the first fully remote
detailed risk review was conducted.
While this came with a number

of challenges, it was shown that
specialist risk reviews can be
conducted remotely.

.

Lial

business continuity plans to identify and
protect critical functions and consider
alternative work arrangements in the
event of a pandemic or similar widespread
contagion. CPG 233 assists industry to
plan and be ready for scenarios such as

COVID-19, where events can unfold rapidly.

Like the banks, insurers and
superannuation entities it regulates,

as well as other organisations across
Australia, APRA quickly activated its own
crisis management arrangements to
protect its people and operations. The
Business Continuity Pandemic Plan was
enacted and a new coordination structure
was put in place led by an Executive Crisis
Committee (See Chapter 3). Amid highly
volatile global financial markets, APRA
also began assessments of the potential
economic impacts on the Australian
financial system.

By March, it was evident that a swift
reset and reshape of APRA's priorities
was required to mitigate the impact of
COVID-19. APRA developed a package of
measures to enhance and complement
actions by Government, regulatory
peers and industry. In summary, these
measures:

e eased the operational burden on
regulated firms to allow them to
direct more resources towards their
pandemic response and meeting the
needs of customers;

e provided temporary regulatory
concessions to support economic
measures introduced by the
Government, the RBA and industry;

e supported stimulus measures and
implementation of policy responses,
such as the early release of
superannuation;

e captured data to track the uptake and
impact of support measures; and

e promoted the importance of the
continued flow of credit and APRA's
view that the banking sector had the
necessary resilience to cushion the
economy from the worst of the impact.

One of APRA's first priorities was to keep
credit flowing through the economy. It
temporarily relaxed expectations regarding
bank capital ratios - the amount of capital
banks must maintain relative to their total
risk-weighted assets. At the start of 2020,
Australian bank capital ratios were very
high by international standards and about
double what they had been going into the
2008/09 financial crisis. Under APRA's
requirements, capital ratios had been built
up over many years precisely so that banks
could absorb losses and sustain the flow
of credit to the broader economy in times
of stress. In 2020, these capital buffers
helped maintain confidence in the stability
of the system.

As Chair Wayne Byres observed in May,

the adage of saving for a rainy day was
never more apt. "We're glad we did it, even
though it wasn't always easy or popular

at the time,” he said during a Financial
Services Institution of Australasia webinar.

APRA also granted temporary capital
concessions to authorised deposit-taking

institutions (ADIs] offering loan deferrals
to small businesses and home loan
customers struggling due to COVID-19. In
allowing ADls to temporarily treat loans
with deferred repayments due to COVID-19
as if they continued to be performing
loans, lenders avoided the imposition of
higher capital requirements.

In March, APRA temporarily suspended
the bulk of the ambitious policy and
supervisory agenda it had announced only
eight weeks earlier. This decision allowed
financial institutions to redeploy resources
to managing the impact of COVID-19.

It also allowed APRA to concentrate

on financial system resilience, with
supervisory attention redirected to the
financial and operational robustness of
financial institutions as they responded to
unprecedented challenges.

With access to credit so critical to keeping
the wheels of the economy turning,

APRA took the unusual step of urging
banks and insurers to make use of their
capital buffers if needed while preserving
capital by limiting discretionary capital
distributions, including dividends. While
dividends represent an important income
source for many Australians, APRA wanted



https://www.apra.gov.au/news-and-publications/apra-adjusts-bank-capital-expectations
https://www.apra.gov.au/news-and-publications/apra-adjusts-bank-capital-expectations
https://www.apra.gov.au/news-and-publications/apra-chair-wayne-byres-speech-to-finsias-regulators-event
https://www.apra.gov.au/news-and-publications/apra-chair-wayne-byres-speech-to-finsias-regulators-event
https://www.apra.gov.au/news-and-publications/apra-advises-regulatory-approach-to-covid-19-support
https://www.apra.gov.au/news-and-publications/apra-advises-regulatory-approach-to-covid-19-support
https://www.apra.gov.au/news-and-publications/apra-adapts-2020-agenda-to-prioritise-covid-19-response
https://www.apra.gov.au/news-and-publications/apra-adapts-2020-agenda-to-prioritise-covid-19-response
https://www.apra.gov.au/news-and-publications/apra-adapts-2020-agenda-to-prioritise-covid-19-response
https://www.apra.gov.au/news-and-publications/apra-issues-guidance-to-authorised-deposit-taking-institutions-and-insurers
https://www.apra.gov.au/news-and-publications/apra-issues-guidance-to-authorised-deposit-taking-institutions-and-insurers
https://www.apra.gov.au/news-and-publications/apra-issues-guidance-to-authorised-deposit-taking-institutions-and-insurers

these institutions’ capital buffers to
support further lending and underwriting
ahead of dividends, and also to ensure the
safety of bank deposits and the capacity of
insurers to pay claims.

The uncertain environment also brought
a temporary halt to the issuing of new
banking, insurance and superannuation

licenses. New entrants can battle to
succeed in normal circumstances,
and in keeping with its role to promote
financial system stability and safety,
APRA deemed it imprudent to license
new APRA-regulated entities in such a
challenging environment.

Data gathering is one of APRA’s core
functions, and as the Government, RBA
and industry rolled out major initiatives
to support the economy, APRA moved
rapidly to provide key metrics regarding
their uptake.

In April, APRA fast-tracked a new_
reporting standard to collect data from
financial institutions taking part in the
Federal Government’s Coronavirus
Small and Medium Enterprise (SME]
Guarantee Scheme. Under the scheme,
the Government acted as 50 per cent
guarantor on new unsecured loans to be
used for working capital by SMEs.

Other new data collections tracked
applications under the temporary Early
Release of Superannuation Scheme and
loan deferrals mentioned above.

Early in the second half of 2020,

APRA recalibrated its response to the
pandemic and gradually moved from

a short-term emergency agenda to

a recovery agenda. This included the
restoration of the policy and supervisory
work it had put on hold in March.

The repositioning was supported by a view
that the banking sector was well-placed

to face the economic headwinds ahead,
the fact that insurers were being flexible
with customers in a time of need, and the
success of the superannuation sector in
swiftly processing tens of billions of dollars
in early release applications while also
supporting extensive capital raisings from
the corporate sector.

In July, APRA eased its guidance on
dividends, telling banks and insurers
there was room for moderate dividend
payments given diminishing uncertainty
about the economic outlook and a
review of banks” and insurers’ financial
projections and stress testing results.
In advising boards to maintain caution
in planning capital distributions, APRA
specifically told banks they should retain
at least half of their earnings for the
remainder of the calendar year.

A few weeks later, in August, APRA
recommenced work on its highest priority
prudential policy reforms, including the
cross-industry prudential standard for
remuneration, ADI capital reforms and
insurance capital framework reforms.
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APRA also announced the staged
resumption of work on assessing and
issuing new banking, insurance and
superannuation licences.

Recommencing policy consultations
with industry did not mean the crisis

had ended. APRA's 2020-2024 Corporate
Plan, published in August, re-framed
priorities in light of COVID-19 and
highlighted continuing uncertainties in
the external environment. The Corporate
Plan emphasised the need to continue
to actively respond to the pandemic

and its near-term impacts on financial
institutions. To address an increasing risk
of failure of one or more APRA-regulated
institutions, APRA also set maintenance
of financial system resilience and
resolution planning as priorities for the
first 12-18 months.

As Wayne Byres told the House of
Representatives Standing Committee on
Economics in October: “The full financial
impacts of the events of 2020 will flow
through over time, and we expect 2021 will
in many ways, be just as difficult as 2020.
We therefore need to stay vigilant.”

Nevertheless, by December APRA
adjusted its dividend guidance again to
reflect the improved economic outlook
and stability in financial markets.
Acknowledging the importance of bank
and insurer distributions to households
and businesses, APRA said that from »

SUPERVISION IN ACTION

Prior to the release of APRA’s first MySuper Product Heatmap,
APRA undertook activities to identify MySuper products with
relatively high fees and indicators of underperformance. APRA
engaged with the entities responsible for those products

to develop an action plan to address any concerns. In one
example, the entity implemented a fee reduction following

this engagement, then as part of their action plan undertook

a strategic review of their MySuper product. The strategic
review determined that the MySuper product was not core to
the entity’s product offering and strategic direction. The entity
undertook a market scan to identify a fund that could offer

its members a better outcome over the longer term and has
completed a transfer of its MySuper product to that fund.

1"
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https://www.apra.gov.au/news-and-publications/apra-updates-guidance-on-capital-management-for-banks-and-insurers
https://www.apra.gov.au/news-and-publications/apra-updates-guidance-on-capital-management-for-banks-and-insurers
https://www.apra.gov.au/news-and-publications/apra-to-recommence-prudential-policy-program-and-issuing-of-new-licences
https://www.apra.gov.au/news-and-publications/apra-to-recommence-prudential-policy-program-and-issuing-of-new-licences
https://www.apra.gov.au/news-and-publications/apra-2020-2024-corporate-plan
https://www.apra.gov.au/news-and-publications/apra-2020-2024-corporate-plan
https://www.apra.gov.au/news-and-publications/opening-statement-to-house-of-representatives-standing-committee-on-2
https://www.apra.gov.au/news-and-publications/opening-statement-to-house-of-representatives-standing-committee-on-2
https://www.apra.gov.au/news-and-publications/opening-statement-to-house-of-representatives-standing-committee-on-2
https://www.apra.gov.au/news-and-publications/apra-updates-capital-management-guidance-and-releases-adi-stress-test-results
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2021 banks would no longer be held to

the minimum level of earnings retention
set in July 2020. Given the high degree of
uncertainty in the outlook for the operating
environment, however, all entities will still
need to maintain vigilance and careful
planning in capital management.

Despite the disruptions to APRA's planned
agenda in 2020, in some areas work plans
progressed further and achieved faster
results. These included stress testing,
resolution planning and cross-agency
collaboration. The unscheduled testing of
APRA's and the financial system’s capacity
to cope with a dramatic rise in risk and
change ultimately presented an invaluable
learning opportunity.

APRA’'S CORPORATE PLAN

In August, APRA published a new
Corporate Plan, prioritising activities that
are intended to protect the community and
support the economy from COVID-19's
continuing impact.

For the first 12-18 months of the four-year
plan, APRA's objective is to prioritise the

maintenance of financial system resilience.

In protecting the stability and soundness
of banks, insurers and superannuation
trustees, fostering operational resilience
during periods of significant disruption,
and further enhancing contingency
planning. In doing so, APRA will help
maintain public confidence in the financial
system and aid the economic recovery.

Four longer-term objectives, common to
the 2019-2023 Corporate Plan, remain in
place, despite the rescheduling of planned
activities. These are:

SUPERVISION IN ACTION

Following a whistleblower notification to the Board of an entity and
subsequently to APRA, APRA engaged with the entity over its response to

the significant issues raised. APRA was not satisfied with the timeliness

or urgency of the response and acted to ensure the issues would be
appropriately considered. The resultant investigation identified deficiencies
and led to control improvements in the finance function and expense
management, and the commissioning of an independent review into the risk
management practices of the entity. APRA is monitoring progress against the
findings of the review, which will enhance Board oversight and management

control of the entity.

e maintaining financial sector resilience;

e improving outcomes for superannuation
members;

e transforming governance, culture,
remuneration and accountability across
all regulated industries; and

e improving cyber resilience across the
financial system.

The Corporate Plan also restates five
areas where APRA needs to enhance its
internal capabilities in order to deliver on
its mandate and the community outcomes
above. These include:

e Iimproving and broadening risk-based
supervision;

e improving resolution capacity;

e improving external engagement
and collaboration;

e transforming data-enabled decision
making; and

e transforming leadership, culture
and ways of working.

APRA's commitment to addressing
recommendations arising from many
reviews and inquiries that took place

in 2018 and 2019, including the Royal
Commission into Misconduct in the
Banking, Superannuation and Financial
Services Industry, remains unchanged
under the 2020-2024 plan.

“THE FULL FINANCIAL

IMPACTS OF THE
EVENTS OF 2020 WILL
FLOW THROUGH OVER
TIME, AND WE EXPECT
2021 WILL IN MANY
WAYS, BE JUST AS
DIFFICULT AS 2020.
WE THEREFORE NEED
TO STAY VIGILANT.”
WAYNE BYRES



CONTINUING TO BUILD RESILIENCE:
CROSS-INDUSTRY INITIATIVES

Chapter two of this publication details the
activities and initiatives undertaken by
APRA in 2020 on an industry-by-industry
basis. However, that tells only part of the
story, as significantly more of APRA's
supervisory and policy activities are cross-
industry in nature, reflecting a wider range
of risks that have relevance across the
entire financial sector.

Some of the key cross-industry issues that
APRA tackled in 2020 are set out in the
remainder of this chapter.

CYBER RISK

The financial system provides essential
services to all Australians and is a form
of critical infrastructure for the nation.

It achieves this through a myriad of
interconnections and digital channels
within a complex financial ecosystem. This
same ecosystem that delivers faster and
more innovative products, services and
markets also represents a large attack
surface for cyber criminals. Today, a
cyber attack on a single component of the
financial system can have a far-reaching
impact. Consequently, cyber threats are a
material prudential risk from a regulatory
and national security perspective.

The frequency and sophistication of

cyber attacks is increasing, and so is the
degree of potential harm. According to
Australia’s Digital Trust Report, a digital
disruption spanning four weeks would

cost the economy an estimated $30 billion
(1.5 per cent of GDP), representing the loss
of around 163,000 jobs. More significantly,
it would undermine the public’s trust and

confidence in digital activities.* For this
reason, improving cyber resilience across
the financial system is one of APRA's four
key long-term objectives.

A key challenge for APRA in relation

to cyber risks is ensuring it has the
necessary skills, knowledge and resources
to monitor a fast growing and rapidly
evolving risk. In 2020, APRA responded by
recruiting additional specialist information
security skills, and rolling out training
programs to help frontline supervisors
better understand how their entities are
managing potential cyber threats.

Armed with these new skills, APRA's
supervisors engaged with their entities
on their implementation of APRA's
Cross-industry Prudential Standard
CPS 234 Information Security. APRA

also needed to grant more than 100
requests for regulatory relief to entities
struggling, primarily due to COVID-19,
to meet the 1 January 2021 deadline

to comply with CPS 234 standards in
relation to third-party arrangements.

The onset of COVID-19 further increased
cyber risks through the rapid transition to
online working, as well as other changes
to business processes that brought about
some unavoidable compromises to normal
information security protocols. Although
APRA saw no obvious sign of an increase
in cyber adversaries targeting banks,
insurers or super funds during 2020 -
and no APRA-regulated entity suffered a
material breach - APRA engaged closely
with entities regarding how their cyber
controls may have been impacted by the

4 AustCyber (2020), Australia’s Digital Trust
Report 2020, available at https://austcyber.com/
resource/digitaltrustreport2020
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“In an environment where an
attack on one of us could be an
attack on any of us, our financial
system is only as resilient to
cyber attacks as the weakest
link in the chain. By working
together, we can actually
capitalise on our increased
connectivity to strengthen the
chain, and protect ourselves by
protecting each other.”

Geoff Summerhayes

pandemic. In particular, APRA stressed
that entities that may have made changes
to their normal information security
protocols in response to the pandemic
needed to shore up their systems and
processes as quickly as possible.

APRA's most significant step in addressing
the cyber challenge in 2020 was the
unveiling of its new 2020-2024 Cyber
Security Strategy, which is designed to
pursue a step change in the financial
sector’s cyber resilience. Importantly,

the strategy’s vision extends beyond the
680-or-so entities that APRA directly
regulates to influence the broader financial
ecosystem, comprising many thousands
of interconnected entities, markets and
financial markets infrastructures.

The new Cyber Security Strategy will see
APRA apply a broader set of regulatory
tools and techniques, working in concert
with peer regulators and other government
agencies, and imposing greater
accountability on entities that fall short of
prudential obligations.

As APRA Executive Board Member Geoff
Summerhayes explained at a Financial
Services Assurance Forum in November:
“In an environment where an attack on
one of us could be an attack on any of us,
our financial system is only as resilient to
cyber attacks as the weakest link in the
chain. By working together, we can actually
capitalise on our increased connectivity
to strengthen the chain, and protect
ourselves by protecting each other.”

APRA's Cyber Security Strategy
complements Australia’s national Cyber
Security Strategy 2020, and was drafted
following extensive consultation with the
Department of Home Affairs, Treasury, »
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APRA’S CYBER STRATEGY

COMPRISES THREE KEY
FOCUS AREAS:

Enable board and
executive to oversee and
direct correction of

cyber exposures.

Establish a baseline
of cyber controls to
prevent, detect and

respond to attacks.

Rectify identified weak links within
the broader financial eco-system
and supply chain.

ASIC and the RBA. It also builds on
previous strategic initiatives, including the
implementation of CPS 234. The standard
came into effect in July 2019, making
Australia one of the few jurisdictions
worldwide at the time with enforceable
regulation in this area.

The strategy comprises three key
focus areas:

e establish a baseline of cyber controls
to prevent, detect and respond to
cyber attacks;

e enable boards and executives to
oversee and direct correction of cyber
exposures; and

o rectify identified weak links within
the broader financial eco-system and
supply chain.

With these goals in mind, APRA will
shortly require all APRA-regulated
entities to undergo independent cyber
security reviews. This will commence
with a small number of pilot entities
across industries, with the pilot expected
to run until mid-2021. APRA expects that
these independent assessments will
reveal how effectively organisations have
embedded the requirements of CPS 234
into their practices.

To help decision-makers ensure their
information security capabilities are
sufficiently robust, and that they act
where needed, APRA plans to draw on
expertise from various professional
bodies, including the Australian
Institute of Company Directors, the Risk
Management Institute of Australasia,
and the Institute of Internal Auditors to
improve guidance for board members,
internal auditors and risk management
professionals in the area of cyber.

APRA also will be drawing on industry
expertise to develop stronger third-party
provider assessment and assurance
practices for use by APRA-regulated
entities. This will involve working

with a selection of suppliers, auditing
associations and financial entities.

To enable APRA to better influence cyber
security practices beyond its own regulated
entities, APRA's Cyber Security Strategy
incorporates several joint initiatives with
the other Council of Financial Regulator
agencies, including better harmonisation
of requlation and supervision with respect
to cyber. To ensure ongoing alignment
with the national strategy, APRA will

also continue to work closely with the
Department of Home Affairs and the
Australian Cyber Security Centre.



Finally, APRA will use additional resources
allocated in the Federal Budget to help
execute its cyber strategy with the goal

of improving cyber resilience across the
financial system.

REMUNERATION

One of the most important items on
APRA’s agenda in 2020 was a revised
standard on executive remuneration.

As highlighted by the financial services
Royal Commission, existing frameworks
have not always worked well for
consumers or financial entities. Examples
of executives being inadequately held

to account, and sometimes even
handsomely rewarded when things have
gone badly, and a lack of clarity on where
accountability rests, have contributed to
the many well-documented incidences
of unethical or illegal conduct and
undermined public trust in the

financial sector.

For APRA, the challenge has been to
craft a remuneration standard that is
sufficiently prescriptive to deliver against
the Royal Commission’s findings and
recommendations, while being fit for
purpose across financial entities of varied
size, nature and complexity. Within these
boundaries, there needs to be:

e stronger incentives for companies
and individuals to manage
non-financial risks;

e appropriate financial consequences
when material risks events occur; and

e increased transparency to drive
board accountability for remuneration
outcomes.

APRA first released a draft of CPS 511
Remuneration consultation in July 2019.
Following initial industry consultation
which provided extensive and robust

SUPERVISION IN ACTION

feedback and delay due to COVID-19,
APRA issued a revised draft of the
prudential standard and opened a second
consultation round in November 2020.

Key revisions include more extensive
requirements for larger and more complex
regulated entities classified as Significant
Financial Institutions (SFls). In particular,
the updated standard requires SFls to
assign material weight to non-financial
outcomes as they consider executive
bonuses, and also introduces a “risk and
conduct modifier “ - a risk adjustment
feature that allows executive bonuses to be
cut to zero in certain circumstances.

Further, SFIs will be required to withhold
a portion of executive bonuses in case
poor outcomes take years to surface.
APRA is proposing that CEOs be made
to wait six years before receiving the

last component of their bonus, senior
managers five years and highly-paid
material risk takers four years.

Chair Wayne Byres told the Australian
Financial Review Banking and Wealth
Summit in November that this refinement
“strikes an appropriate balance between
ensuring Australian regulations are not
out of line with international and regional
peers, but still robust and delivering
significant skin in the game for a sufficient
period of time to allow performance
outcomes to be genuinely assessed, and
action taken if need be.”

For smaller entities, APRA streamlined
remuneration requirements to avoid undue
regulatory burden. Unlike SFls, these
entities won't need to apply a material
weight to non-financial measures or have
a risk and conduct modifier. They also
won't be subject to minimum deferral
periods and clawback provisions, or need
to conduct annual compliance checks or

As part of APRA’s ongoing supervision, weaknesses were identified in the
capital management of an entity, particularly around stress testing. Small
deviations in claims experiences and investment results were causing the
entity to frequently go below its preferred capital operating range, requiring
capital injections from the parent. The supervision team met with the entity to
discuss APRA’s concerns and the recommended actions needed to address
the issues. As a result, the entity has undertaken additional work to improve
the capital management framework and therefore become more resilient by
remaining in their preferred capital operating range. The supervision team

has reverted to business as usual supervision for the entity.
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[This refinement] “strikes

an appropriate balance
between ensuring Australian
regulations are not out of line
with international and regional
peers, but still robust and
delivering significant skin in
the game for a sufficient period
of time to allow performance
outcomes to be genuinely
assessed, and action taken

if need be.”

Wayne Byres

tri-annual effectiveness reviews of their
remuneration frameworks.

Another consideration for APRA has been
how its proposed remuneration prudential
standard will interact with Government
plans to extend the Banking Executive
Accountability Regime (BEAR] to the
insurance and superannuation sectors.
This has been discussed with Government
as part of consultations about the
Financial Accountability Regime (FAR).

Consultations over revisions to CPS 511
will close February 2021. APRA expects to
have a finalised standard by mid-2021 that
will come into effect for SFls that

are authorised deposit-taking institutions
(ADIs) on 1 January 2023, followed by
insurance and superannuation SFls

on 1 July 2023 and non-SFls on

1 January 2024. »



https://www.apra.gov.au/news-and-publications/apra-releases-revised-remuneration-standard-for-consultation
https://www.apra.gov.au/news-and-publications/apra-releases-revised-remuneration-standard-for-consultation
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https://www.apra.gov.au/news-and-publications/apra-chair-wayne-byres-speech-to-australian-financial-review-banking-and-0
https://www.apra.gov.au/news-and-publications/apra-proposes-stronger-requirements-on-remuneration-to-enhance-conduct-risk
https://www.apra.gov.au/news-and-publications/apra-proposes-stronger-requirements-on-remuneration-to-enhance-conduct-risk
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THE EFFECTS OF
CLIMATE CHANGE
HAVE THE POTENTIAL
TO POSE A MATERIAL
PRUDENTIAL RISKTO
THE FUNCTIONING OF
A STABLE, EFFICIENT
AND COMPETITIVE
FINANCIAL SECTOR.

CLIMATE-RELATED
FINANCIAL RISKS

The effects of climate change have the
potential to pose a material prudential risk
to the functioning of a stable, efficient and
competitive financial sector.

In February, APRA detailed two_
initiatives designed to quantify the
financial risks of a changing climate
for banks, insurers and superannuation
trustees, and better communicate
APRA’s expectations of financial
institutions in managing their exposure.

Under the first of these initiatives, which
was delayed by the pandemic, APRA put
regulated entities on notice that they will
need to provide APRA with an assessment
of the financial impact of a changing
climate on their businesses in the near
future. APRA recognises that undertaking
this assessment will be challenging, which
is why the first call for climate vulnerability
assessments will only involve the country’s
largest banks.

In completing the climate vulnerability
assessments, these banks will be required
to estimate the impact of a changing
climate on their balance sheets, including
the impact of natural disasters, as well

as the risks that may arise from a global
transition to a low-carbon economy.

In coordinating
these assessments,
APRA is acting in
conjunction with the
Council of Financial
Regulators (CFR),
and working with
fellow CFR members
on the application

of scenario

analysis, disclosure
recommendations
and the analysis

of macroeconomic
impacts from
climate change. The
assessments are
also being built on
learnings from peer
regulators elsewhere
in the world, who
are also undertaking
similar assessments.
The vulnerability
assessments are
seen by APRA as a
tool to help tackle
an information gap
related to quantifying
and pricing climate risk, as highlighted
by a 2018 APRA survey of 38 banks,
insurers and superannuation trustees.

That same survey also informed the
second initiative announced by APRA in
February. In response to requests from
industry for more information about
better industry practice and climate-
related financial risks, APRA has begun
work on a cross-industry prudential
practice guide [PPG). The PPG will help
financial institutions better prepare

for climate-related risks and clarify

the expectations set out in Prudential
Standard CPS 220 Risk Management (CPS
220), SPS 220 Risk Management (SPS 220,
CPS 510 Governance (CPS 510) and SPS
510 Governance (SPS 510). As with the
vulnerability assessments, consultations
on the PPG will be held in 2021.

Beyond these initiatives, APRA engaged
with international and domestic
regulators on the issue of climate-
related financial risk, including as chair
of the CFR’s Working Group on Financial
Implications of Climate Change in 2020.
Internationally, APRA has contributed

to ongoing work on climate risk for

the Sustainable Insurance Forum,
International Association of Insurance
Supervisors and the Network for Greening
the Financial Sector. APRA also is a
member of the Basel Committee’s Task
Force on Climate-related Financial Risks.


https://www.apra.gov.au/news-and-publications/apra-outlines-plans-for-climate-risk-prudential-guidance-and-vulnerability
https://www.apra.gov.au/news-and-publications/apra-outlines-plans-for-climate-risk-prudential-guidance-and-vulnerability
https://www.apra.gov.au/news-and-publications/apra-outlines-plans-for-climate-risk-prudential-guidance-and-vulnerability
https://www.apra.gov.au/risk-management
https://www.apra.gov.au/risk-management-0
https://www.apra.gov.au/governance
https://www.apra.gov.au/governance-1
https://www.apra.gov.au/governance-1
https://www.apra.gov.au/governance-1


ENFORCEMENT

APRA uses a range of powers to hold
financial institutions accountable for
prudential shortcomings, enforce remedial
actions and incentivise the wider financial
sector to do the right thing. Having adopted
a new ‘constructively tough” enforcement
strategy in 2019, APRA in 2020 took a
range of actions against institutions which
fell short of expectations.

Notably, APRA took action in response

to a number of referrals from the
financial services Royal Commission.

This included imposing licence conditions
on superannuation trustees owned by
Commonwealth Bank of Australia (CBA)
and Suncorp Group in July. APRA found
no legal breach by either Colonial First
State Investments Limited (CFSIL) or
Suncorp Portfolio Services Limited (SPSLJ,
but in both instances was concerned by
their internal practices when it came

to demonstrating how members’ best
interests were being considered and
prioritised. Under the new licence
conditions, CFSIL and SPSL must record
how they consider and prioritise members’
best interests when making decisions
that will materially affect them. SPSL was
further required to have an independent
expert verify its remediation program, and
notify affected members and the public of
its remediation plan.

In August, APRA imposed directions and
licence conditions on NULIS Nominees

(Australia) Ltd. to ensure members’ best
interests are prioritised in decision making
and to address prudential concerns.
NULIS is a superannuation trustee of
pension fund products and is part of the
National Australia Bank (NAB) group.

The Royal Commission had referred the
NULIS case to APRA, having formed

the view that NULIS may not have made
decisions in the best interests of members

when transferring certain cohorts into
MySuper products, grandfathering certain
fee arrangements, and by charging

for services that were not provided.

While APRA did not find that NULIS had
breached the law, it was sufficiently
concerned to require improvements to
transparency in decision-making and
enhancements to NULIS's governance and
control environment.

Other enforcement actions in 2020
included action against Bendigo and
Adelaide Bank in October for multiple
breaches of a prudential standard on
liquidity. The breaches were historical

in nature, but raised questions about
past risk management practices and

the bank’s ability to accurately calculate
and report on its liquidity position. In
response to Bendigo and Adelaide Bank's
breaches, APRA ordered the bank to
submit to a review of its compliance with
liquidity requirements by an independent
third party. APRA also imposed a 10

per cent add-on to one component of
the bank's liquidity coverage ratio (LCR]
calculation. This will stay in place until
APRA is satisfied with progress against
the independent review's findings. APRA
further ordered the bank to restate
relevant public disclosures it had made
over the preceding 24 months.

APRA’s most significant enforcement
action in 2020 involved Westpac Banking
Corporation. In early December, APRA
acted against Westpac for material
breaches of prudential standards on

liquidity, and secured a court enforceable

undertaking (CEU) that committed the
bank to remedying serious and long-
standing risk failures. APRA also imposed
a tougher formula for the calculation

of Westpac's LCR, until such time that
the bank addressed the findings of
thorough and independent reviews into its
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compliance with APRA requirements and
remediation of liquidity risk management
procedures. Westpac must also apply

a 10 per cent add-on to a net cashflow
component of its LCR calculation.

The CEU reflects APRA’s dissatisfaction
with Westpac's progress in fixing risk
governance weaknesses, including “an
immature and reactive risk culture,
unclear accountabilities, capability
shortfalls, and inadequate oversight.”
These concerns were based on a risk
governance review into Westpac that
APRA commenced following AUSTRAC's
allegations of anti-money laundering
breaches in December 2019. The CEU
provides greater assurance that Westpac
will address APRA’s concerns.

Deputy Chair John Lonsdale stated at the
time of the CEU: "As one of the country’s
largest and most important financial
institutions, Westpac should be a leader
in risk management. Although the bank
has made progress in some areas over
the past year, it is not good enough. We
continue to observe new prudential issues
arising while long-standing weaknesses
persist, and we believe Westpac's
governance, culture and accountability
frameworks and practices are still in need
of a substantial uplift.”

Once APRA imposes a capital penalty on a
regulated entity to drive better practices, a
process of continual assessment begins.
Improving outcomes at CBA and Allianz
Australia Ltd. (Allianz) during 2020 gave
APRA cause to wind back capital add-ons
it had applied in 2019. »

John Lonsdale

“As one of the country’s largest and most important financial
institutions, Westpac should be a leader in risk management.
Although the bank has made progress in some areas over the
past year, it is not good enough. We continue to observe new
prudential issues arising while long-standing weaknesses persist,
and we believe Westpac’s governance, culture and accountability
frameworks and practices are still in need of a substantial uplift.”
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In November, APRA halved a $1 billion
capital add-on that had been imposed
on CBA in May 2018. The capital add-
on had been applied after APRA’s
prudential inquiry into CBA found
shortcomings in the bank’s governance,
culture and accountability frameworks.
Under the terms of an enforceable
undertaking in 2018, CBA committed

to a Remedial Action Plan (RAP) and
appointed an independent reviewer to
report quarterly on its progress. The
reduction in the capital add-on recognised
the improvements made by CBA to

date against the RAP. The remaining
$500 million capital add-on will remain
until CBA satisfactorily addresses all

of the matters covered by the RAP,
addresses all recommendations arising
from APRA’s prudential inquiry, and APRA
assesses the sustainability of CBA's
improvements.

In December, APRA reduced a
$250 million additional capital
requirement it had imposed on Allianz in

August 2019 by $100 million. The reduction
reflected Allianz’s progress in addressing
shortcomings in its risk management

and governance practices. The remaining
$150 million capital add-on will remain in
place until Allianz embeds the required
improvements across its business.
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RECOVERY AND RESOLUTION

One of APRA’s core functions is to
regulate and supervise its entities in
order to protect Australian depositors,
policyholders and superannuation
members, and to minimise financial
loss and disruption. It does this, in
part, by planning for and implementing
quick and effective responses to a crisis
in the financial system. In light of the
challenging external environment for
all APRA-regulated industries during
2020, APRA drew on its accumulated
expertise and experience with recovery
and resolution planning to ensure
contingency plans were in place to deal
with extreme financial stress.

As recovery plans are critical to ensuring
APRA-regulated entities are prepared for
and can recover from losses without the
need for public sector assistance, there
was a substantial focus on the credibility
of recovery plans within the banking and
insurance industries in 2020.

It is important to note that APRA does
not operate a zero-failure regime.
Rather, where an entity faces financial
stress and private sector recovery is not
possible, the entity and APRA must be
prepared to facilitate an orderly exit or
resolution that minimises any impact on
beneficiaries (depositors, policyholders

or members), public funds and financial
stability. This process is referred to as
resolution planning.

As the potential impacts of COVID-19
emerged, APRA focused its resolution
planning work on simple, credible
resolution strategies that could be readily
implemented - especially for the more
vulnerable institutions within APRA's
regulated population.

In addition, APRA identified the need to
further develop recovery and resolution
planning in the superannuation industry
in light of sector developments earlier in
2020, and a focus on entity sustainability
and under-performance.

APRA also continued to enhance its
own preparedness for a resolution or
crisis throughout 2020. This included
improvements to APRA’s resolution and
crisis governance infrastructure.

In December, APRA adopted a monitoring
role as Xinja Bank Limited announced it
would return all funds to depositors and
ultimately relinquish its licence to operate
as an authorised deposit-taking institution.
As Australia’s financial safety regulator,
APRA's role was closely monitor the

return of deposits to ensure all funds were
returned in an orderly and timely manner.
This was completed in January 2021.

SUPERVISION IN ACTION

Following the discovery of errors in quarterly financial
data submitted by an entity, APRA identified a potential
systemic issue regarding the accuracy of data submitted.
Further investigation led to the discovery of additional
concerns regarding the appropriateness of methods

used to determine critical actuarial calculations. In order
to confirm the root cause of the issues, APRA initiated
discussions with the entity’s Appointed Actuary, as well as
requiring the entity to commission an independent review
of previous data submissions to determine their accuracy.
Findings to date from the independent review have
highlighted a number of shortcomings in the entity’s data
compilation and reporting processes, which are currently
being rectified. This rectification will contribute to better
data management and reporting by the entity.
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THE SRI MODEL
HAS THREE MAIN
COMPONENTS:
TIERING, RISK
ASSESSMENT
AND STAGING.

SUPERVISION AND RISK
INTENSITY MODEL

In October, APRA began using a new risk
assessment tool, aimed at providing an
enhanced view of emerging vulnerabilities
within banks, insurers, superannuation
entities, and by extension the broader
financial system.

Purpose-built for an environment where
the type and nature of prudential risks
are evolving, and seemingly non-financial
risks have been shown to have potentially
serious financial consequences, APRA's
new Supervision Risk and Intensity (SRI)
Model allows it to better direct supervisory
attention and resources to areas of
greatest risk. This includes consideration
of risks pertaining to governance, culture,
remuneration and accountability (GCRA,
operational resilience, cyber security, and
(in superannuation) member outcomes.

The new model replaces the dual risk
assessment framework used by APRA
since 2002. Although the Probability and
Impact Rating System (PAIRS) and the
Supervisory Oversight and Response
System (SOARS] served APRA well for
nearly two decades, recent years have
identified new risks and vulnerabilities for
which they were not well suited.

The SRI Model has three main
components: tiering, risk assessment
and staging.

Each APRA-regulated entity is first
allocated a tier. If an entity’s failure, bad
behaviour or operational disruption could
hurt financial stability, the economy and
the broader Australian community, it will
be rated Tier One and subjected to routine
risk assessments that are more detailed
than those for institutions rated as Tiers
Two, Three or Four.

Arisk scoring process, which can be
dialled up or down depending on current
and prospective operating conditions, is
then applied to set the level of supervisory
intensity. The SRI Model includes five

risk assessment stages, ranging from
‘routine supervision’ activities (Stage One)
through to ‘resolution action” (Stage Fivel,
where an entity’s position is not viable and
compulsory solutions are imposed.

In addition to changing the way ratings
are done, APRA has updated its
supervision philosophy. Like the SRI
Model, the philosophy ensures that APRA's
supervisory approach and activities align
with its mandate and vision for financial
resilience and supervisory excellence. It
provides for proactive and accurate risk
identification and assessment in terms

of impact on an entity’s financial health,
and prompt action to resolve issues and
intensify supervision when needed. Where
steps to rectify problems aren’t working
and more coercive tools are needed, the
SRI Model provides for an escalation in
APRA's response and enforcement action.
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APRA held a series of webinars with

industry in November and December to
help entities understand how the SRI
Model works and the impact it might have
on the level and intensity of supervision
applied to them.

To ensure the SRI Model is applied as
intended across all APRA-regulated
entities, APRA's Supervision Training
Academy has run in-depth training for all
supervisors. A series of quality assurance
activities, including benchmarking
exercises, will provide further confidence
that the new model is being applied
consistently in respect of the rating and
staging outcomes.

Supervisors will complete their first
SRl assessments in a staged manner.
All APRA-regulated entities will be
assessed under the new SRI Model
by 30 June 2021. APRA will advise
each entity their tier and stage once
approved. For those entities in Stages
Two or above, APRA's communication
will make clear its risk concerns and
what is expected of the entity for it

to return to Stage One routine
supervision. H

19
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INTRODUCTION

Nevertheless, ADIs remain exposed to
significant headwinds and vulnerabilities.
Although signs of deterioration in key
asset quality measures were muted, banks
increased provisions in anticipation of
higher expected credit losses as support
measures ease off in 2021. If maintained,
low credit growth and the very low interest
rate environment will likely restrain
industry profitability over the year ahead.

In response to these heightened risks,
APRA sharpened its focus in 2020 on
maintaining the banking industry’s
resilience, enhancing its crisis readiness,
and ensuring ADIs were well positioned to
work through the pandemic to recovery.

THE INDUSTRY LANDSCAPE

There were 146 ADls operating in Australia
as at 30 June 2020, down from 148 a

year earlier (Figure 1a). This comprised

98 banks, 40 credit unions and building
societies, seven other ADIs, and one
Restricted ADI.

The year saw the entry of one domestic
bank, one foreign bank and the restricted
licensing of one locally-incorporated new

AUTHORISED DEPOSIT-TAKING

INSTITUTIONS (ADIS)

The ADI industry demonstrated resilience during 2020.
Despite being tested by the impacts of COVID-19,

ADls remained well capitalised with sound liquidity
and funding positions. With the aid of policy support
measures, the ADI industry successfully managed
Increased risks to its financial health, while short-term
support measures, such as loan repayment deferrals,
provided many borrowers additional time to improve

their financial situation.

entrant, alongside the exit of five ADls.

In late 2020, Xinja Bank also announced
its intention to exit; a process that will be
finalised in early 2021. APRA's temporary
suspension of new ADI licences in April
2020 meant a number of potential new
entrants were deferred until the economic
and financial outlook became more
settled. APRA announced in August that
it would recommence licensing in a two-
stage process.

As at 30 June 2020, total ADI industry
assets stood at $5.4 trillion, up from
$4.7 trillion the year prior. The industry
remained concentrated, with the four
major banks holding around 73 per cent
of industry assets, a marginal reduction
in concentration compared to prior
years (Figure 1b). Industry profitability
was dampened by a number of factors,
including:

e impacts of COVID-19 on borrowers’
ability to make repayments;
e subdued credit growth; and

e narrowing net interest margins,
reflecting historically low and declining
interest rates.

As a result, industry return-on-equity (RoE)
fell to 8.2 per cent (Figure 1c), a fall of

3.3 percentage points from 2019 and well
below the longer-term average RoE of

12.9 per cent since 2010. The industry
cost-to-income ratio was largely
unchanged from the previous year

(Figure 1d).

Unsurprisingly, industry asset quality
deteriorated, but in the circumstances
there was only a relative modest increase
in non-performing loans, up

0.2 percentage points to 1.1 per cent

of gross loans and advances at

30 June 2020 (Figure 1e). Temporary loan
repayment deferrals served to dampened
the levels of impaired and past due
assets and credit losses.

The ADI industry was well capitalised at
30 June 2020, with the weighted average
CET1 ratio for the industry at 11.6 per cent
— an increase of 0.5 percentage points
over the prior year. The weighted average
industry Tier 1 capital ratio rose

0.4 percentage points over the year to

13.4 per cent (Figure 1f]. »
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KEY ISSUES AND ACTIVITIES OF 2020
Loan deferrals

As Australians lost jobs and businesses
came to a near or total standstill due
to COVID-19 impacts and related health
and safety restrictions, the banking
industry offered repayment deferrals

to households and businesses, giving

a temporary reprieve from mortgage
and business loan obligations. To avoid
a situation where strict adherence

to regulations might do more harm
than good to the community and the
economy, APRA granted a regulatory
concession, allowing banks to not treat
loans subject to deferral programs as
impaired. This avoided the imposition
of the higher capital requirements that
apply in normal circumstances for a
loan that falls into arrears.

Relief also was given for loan
restructurings, subject to banks meeting
certain disclosure requirements

and undertaking customer needs
assessments. Under this concession,

a loan restructure before 31 March

2021 intended to put a borrower on a
sustainable financial footing could be
regarded as a performing loan for capital
and regulatory reporting purposes.

While the financial system remained
strong, the concessionary treatment of

a substantial volume of loan deferrals
resulted in credit risk essentially being
understated. To aid transparency, APRA
required banks to publicly report on

the nature and terms of any repayment
deferrals and the volume of loans
involved. APRA began gathering, collating
and publishing aggregated data gathered
from banks, providing APRA and the
market a clear view of the nature and
size of deferred loans in Australia.

As Chair Wayne Byres told the Board of the

“JUSTASWE TRY TO
DAMPEN EXCESSIVE
SWINGS ON THE

UPSIDE, PRUDENTIAL
SUPERVISORS ALSO HAVE
AN IMPORTANT ROLE TO
PLAY IN LIMITING THE
DOWNSIDE.”

WAYNE BYRES

International Banking Federation in May,
in exercising a degree of flexibility with its
response to COVID-19 measures, APRA
had no appetite for proposals that would
keep facts hidden: "Denial is not going

to be a successful strategy for anyone.
Moreover, just ‘kicking the can down the
road’ risks making the adjustment process
even more onerous than it already is by
undermining confidence in the health of
the system,” Mr Byres said.

At the peak in June, customers with
$274 billion in loans, or approximately
10 per cent of bank loans at that time,
were taking advantage of deferral
arrangements.

APRA's focus shifted in mid-2020 from

the initial policy response to the financial
system’s role in supporting an economic
recovery. Key elements of a successful
transition would be the continued supply of
credit by banks and careful management
of the end of the loan repayment deferrals.
Mindful that many other COVID-19 support
measures were, at that time, due to end in
September, APRA extended the regulatory
concessions to banks on deferred and
restructured loans to March 2021. The
extension meant banks had more time to
tailor debt management solutions for each
borrower, avoiding unnecessary hardship
and foreclosures.

To facilitate an orderly end to the deferrals
program, APRA asked banks to develop
comprehensive plans for assessing and
managing the winding down of the support
package. Though loans under deferral
arrangements declined through the
second half of the year, there remained
loans totalling $51.2 billion (or 1.9 per cent
of total bank loans] subject to deferral

at the end of December. Housing loans

accounted for most of the loan deferrals by
value ($42.9 billion), representing 2.4 per
cent of all housing loans. Loans to small
and medium-sized enterprises (SME]
totalled $6.0 billion, representing 1.9 per
cent of all SME loans.

In December, APRA published further
analysis of trends emerging from the
loan deferral data. This can be found in
the APRA Insight article: "APRA’s loan
repayment deferral data: Shining a light
on credit risk.”

Capital management

The Australian banking system entered
2020 in more robust health than

before previous downturns, reflecting
the conservative stance on balance
sheet strength and liquidity that APRA
adopted following the 2008 global
financial crisis (GFC].

A lesson from the GFC was the
importance of resilience, and this
influenced APRA’s decision to require
banks to implement capital buffers

to meet internationally agreed

Basel Il standards earlier than many
other countries. It also informed the
subsequent increase in the amount of
capital APRA expected ADls to hold to
deliver on the Financial System Inquiry’s
recommendation that Australia’s banks
maintain ‘unquestionably strong’
capital positions.

At the end of 2019, Common Equity Tier
1 [CET1) capital, the highest grade of
capital held by banks, had reached

$235 billion - well above minimum
regulatory requirements. The CET1 ratio
across the nation’s four largest banks
stood at 11.3 per cent, comfortably above
the ‘unquestionably strong’ benchmark
on of 10.5 per cent.
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One of APRA's key actions was to respond
to the changing environment by permitting
banks to tap their large capital reservoirs.

“Just as we try to dampen excessive
swings on the upside, prudential
supervisors also have an important role to
play in limiting the downside,”

Mr Byres told a Trans-Tasman Business
Circle webinar in July. “We cannot avoid
or hide from the long-run impact of a
shock, but macro- and micro-prudential
measures can assist in making the
adjustment process more orderly and
limit unnecessary costs,” he said.

While providing room to use their capital
buffers, APRA wanted banks and insurers
to recognise the need for prudence with
regard to their discretionary capital
distributions given the environment and
uncertain outlook, as well as the substantial
regulatory concessions being provided.

In April, APRA requested banks and
insurers to defer dividends and moderate
executive bonuses, saving capacity to
support the economy. Where a board felt
confident enough to pay a dividend before
the outlook was clearer, it should only

do so after a robust stress testing of the
results and discussions with APRA. APRA
also requested that any dividend should,
where possible, be offset through the use
of dividend reinvestment plans and other
capital management initiatives.

In late July, with the economic outlook
somewhat less cloudy, APRA relaxed

its guidance on dividends. In advising
boards that they should maintain caution
in planning capital distributions, APRA
said ADI boards should seek to retain at
least half of their earnings when making
decisions on capital distributions, including
dividends. This updated guidance sought to
strike a balance between recognising the
strength of the financial system and the
difficulty of the path ahead.

In December, APRA further relaxed the
guidance for 2021, citing an improving
economic outlook and stability in financial
markets. In doing so, APRA noted a
strengthening in capital positions and
provisioning levels by banks, and that the
majority of loans subject to repayment
holidays had recommenced repayments.
Arange of stress testing exercises had
“provided assurance that the banking
industry is well placed to withstand a
range of downturn scenarios,” Mr Byres
said in a letter to all ADIs and insurers.

While no longer expecting retention of at
least half of earnings in the new calendar
year, APRA strongly advised boards to

carefully consider a sustainable rate for
dividends, taking into account the outlook
for profitability, capital and the economic
environment. APRA also said it expected
boards to moderate dividend payout
ratios and consider the use of dividend
reinvestment plans and/or other capital
management measures to offset the
impact on capital from distributions.

Also in December, APRA recommenced
consultation on proposed changes to the
ADI capital framework. The consultation
is a continuation of a process that
responds to the Financial System Inquiry
recommendations and ensures Australian
banks meet the internationally agreed
Basel Ill requirements. The proposed
changes are designed to make the capital
framework more flexible, transparent

and resilient, and are not expected to
require the ADI industry to need to raise
extra capital. “These proposed changes
will embed the ‘unquestionably strong’
capital position that has been achieved

by the banking sector into a regulatory
capital framework that is more flexible and
responsive at times of crisis,” Mr Byres
said. APRA proposes to implement the
new framework from 1 January 2023.

Operational resilience

Banks play a vital role in the financial
system. In lending money to households
and businesses through upturns and
downturns, processing payments for goods
and services and safeguarding trillions of
dollars on behalf of depositors, banks are
a critical conduit for economic activity.

While financial resilience is a recurring
theme in this Year in Review, COVID-19
was also a test of operational resilience,
and the ability to deliver core services
while drastic public health measures
upended everyday life and reduced
public confidence. As Mr Byres noted

in remarks to a Basel Committee
Banking Supervision (BCBS) meeting

on operational resilience in October:
“The ability of participants to continue to
perform their core functions seamlessly
and without disruption is obviously
important to community confidence -
and especially critical at a time when
confidence might be a bit fragile. It will
also play an important role in facilitating
the economic recovery we're all hoping for.”

To support banks to keep delivering
core functions, APRA temporarily eased
some of the regulatory requirements
on ADIs and worked with the industry
to ensure business continuity plans
were enacted and frontline impacts
accommodated. In many respects,
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past investment in risk management,
business continuity, and management
of service providers allowed banks

to function relatively well through
this period. Critical services were
maintained, though systems and
processes needed to be changed in
some areas to support customers
and mitigate service provider failures,
including those provided by overseas
parties also in lockdown.

Even so, the crisis highlighted areas where
improvements can be made ahead of the
next shock. APRA outlined some industry-
wide lessons in August in an APRA Insight
article titled: "COVID-19: A real-world test
of operational resilience”. Mr Byres also

outlined some observations in that regard
in his BCBS comments, including:

e There is scope to improve business
continuity plans, including the potential
need for repatriation of services
conducted by offshore providers, and
examining the impact of lockdowns on
offshore providers and extended periods
of working from home.

¢ Having employees working entirely
from home creates new cyber-attack
vulnerabilities.

e Decisions to pause or postpone
technology upgrades, such as less
critical security patches, create a
backlog of work and can cause security
vulnerabilities to build up.

e COVID-19 delayed testing of some
aspects of contingency planning,
including wholesale data centre loss,
major cyber attack and data corruption.

o Contingency planning in the future
will need to pay more attention to
sustaining staff wellbeing. W
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GENERAL INSURANCE

The general insurance
iIndustry’s capital
position remained robust
throughout 2020. This
was despite a large fall
In industry profits due to
high claims costs from
catastrophic bushfire
and storm events early
In the year, and lower
Investment income from
financial market volatility
In the early period of the
COVID-19 pandemic.

INTRODUCTION

Following the initial impact on insurers’
investments, the economic and social
disruption from COVID-19 led to
heightened uncertainty around potential
claims impacts. This was most pronounced
in business interruption (Bl) insurance.
Post SARS in 2003, insurers sought to
eliminate their exposure to pandemics

by adjusting exclusions in their policies.
However, imprecision in terms and
conditions meant that insurers now face
legal challenges to their policy wordings,
and at the time of writing, judicial
interpretation may result in Bl insurers
needing to pay substantial unanticipated Bl
claims. Insurers have been strengthening
their claim provisions as a result.

The negative impact of COVID-19 on
household and business incomes,
particularly as Government fiscal support
is unwound, is likely to exacerbate
concerns relating to the affordability

and availability of insurance. Further,

the increased frequency and intensity of
natural disasters associated with climate
change will require greater attention to
mitigation and disaster preparedness

to ensure that general insurance
remains accessible and affordable

to all Australians.

THE INDUSTRY LANDSCAPE

At 30 June 2020, 95 APRA-authorised
general insurers operated in Australia,
comprising 85 direct insurers and 10
reinsurers. The number and composition
of general insurers remained broadly
stable over the period (Figure 2a).

The industry continued to be
concentrated, with the top five general
insurers accounting for 53 per cent of
total industry assets (Figure 2b). The
degree of concentration has increased
over time, which in part reflects the
rationalisation by some of the larger
insurers of APRA insurance licences,
resulting from past acquisitions.

The industry generated a 3.2 per cent
return on net assets in the year to June
2020, which was significantly below the
10-year average of 12.4 per cent (Figure
2¢). The lower return on net assets was
due to weaker underwriting results as

a consequence of the bushfires and
storm events in late 2019 and early
2020, and large falls in investment
income. The natural catastrophe events
resulted in higher gross loss ratios in
short-tail property classes of business,
particularly for the Householders and
Fire and Industrial Special Risks classes
of business (Figure 2d). However, the net
loss ratios in these classes were largely
unchanged compared with 2019 because
of a large increase in recoveries from
reinsurers for these catastrophe events,
along with premium rate increases during
the year to June 2020.

The net loss ratio for long-tail classes of
business increased over the fiscal year.
This was due, in part, to an increase in
the valuation of long-tail claims reserves,
driven by falling bond yields. These were
particularly pronounced in the March
quarter, when the negative impact of
COVID-19 on financial markets was

most pronounced. On the other hand,
releases of claims reserves continued to
positively impact underwriting profits in
the compulsory third party (CTP) motor
vehicle class of business. However, these
have been declining in recent years due to
the impact of the 2017 reforms to the New
South Wales CTP scheme.

General insurers’ investment portfolios
continue to be heavily weighted to interest-
bearing investments (Figure 2e). In
response to the COVID-19 pandemic and
associated volatility in financial markets,
insurers reduced their exposure to equity
investments and further increased their
holdings of interest-bearing investments.
Low interest rates continue to reduce
insurers’ interest income on these
investments. »
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FIGURE 2b
Assets of largest general insurers
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KEY ISSUES
AND ACTIVITIES
OF 2020

The industry’s capital position remained
relatively stable, with a coverage ratio of
1.7 times the minimum requirement at

30 June 2020 (Figure 2f). The quality of
insurers’ capital continued to be high, with
CET1 capital making up 92 per cent of
non-branch insurer eligible capital.

Business interruption insurance

Over 2020, APRA's work in the

general insurance industry centred on
responding to the prudential impacts of
the pandemic. In particular, the rapid
onset of COVID-19 and subsequent
closure of many businesses has drawn
global attention to whether, and how,
business interruption (Bl] insurance
policies will respond.

As Australian courts consider the
effectiveness of pandemic exclusions
found in many Bl insurance policies,
APRA has been closely monitoring the
potential prudential implications of this
issue. APRA continues to engage with
insurers and other regulatory bodies
including the Treasury, ASIC, Australian
Financial Claims Authority (AFCAJ, the
Insurance Council of Australia (ICA) and
international peer regulators to maintain
an accurate understanding of any
potential prudential impact.

Access, affordability & resilience

The summer of 2019/2020 has come to
be known as Black Summer following
one of the most devastating bushfire

seasons in modern Australian history,
which claimed 33 lives, destroyed 3000
homes and burnt out an estimated 24,000
of hectares of bush and grassland’. As the
scale of the disaster became apparent,
APRA established an internal Bushfire
Impact Monitoring Group to keep a close
eye on how insurers were responding to a
rapidly rising volume of claims stretching
simultaneously across multiple states.

Despite insured losses from four ICA-
declared catastrophes [bushfires,
hailstorms, storms and floods) between
November 2019 and February 2020 totalling
more than $5 billion?, general insurers had
adequate capital, liquidity and reinsurance
arrangements to comfortably meet their
obligations to policyholders. With respect
to these weather-related claims, the
financial toll on general insurers was
largely at the expense of earnings rather
than capital. Still, significant risks may

lie ahead from a combination of lower
business volumes, increased claims activity
and more expensive reinsurance. Against

1 Royal Commission into National Natural
Disaster Arrangements Final Report, Foreword,
p5 28 October 2020

2 Insurance Council of Australia,

News Release, 27 August 2020, www.
insurancecouncil.com.au/assets/media
release/2020/270820%20$3.85billion%20
already%?20paid%20in%20natural%20
disaster%20claims%20as%20insurers%20
overcome%20pandemic%20upheaval.pdf
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www.insurancecouncil.com.au/assets/media_release/2020/270820%20$3.85billion%20already%20paid%20in%20natural%20disaster%20claims%20as%20insurers%20overcome%20pandemic%20upheaval.pdf
www.insurancecouncil.com.au/assets/media_release/2020/270820%20$3.85billion%20already%20paid%20in%20natural%20disaster%20claims%20as%20insurers%20overcome%20pandemic%20upheaval.pdf
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www.insurancecouncil.com.au/assets/media_release/2020/270820%20$3.85billion%20already%20paid%20in%20natural%20disaster%20claims%20as%20insurers%20overcome%20pandemic%20upheaval.pdf

this backdrop, APRA is planning to increase
its engagement with insurance consumer
groups on these challenging issues. During
2020, APRA established the Insurance
Consumer Forum which will begin meeting
twice yearly from 2021 to share ideas,
insights and recommendations.

APRA was also mindful in 2020 to ensure
general insurers were preparing for the
possibility that such costly and destructive
summers may become more frequent into
the future. As the Royal Commission into
National Natural Disaster Arrangements
noted in its October 2020 report, climate
change is predicted to cause more
frequent and intense extreme weather
events, meaning Australia is likely to see
more compounding disasters on a national
scale with far-reaching consequences.

Speaking to the Australian Business
Roundtable for Disaster Resilience and
Safer Communities in October, APRA
Member Geoff Summerhayes expressed
concern that rising premiums,

especially in the country’s cyclone and
flood-exposed north, is making
insurance unaffordable, or simply
unavailable, for many policyholders.

Mr Summerhayes reiterated APRA's view
that the most effective way to protect
communities and put downward pressure
on premiums is greater investment

in mitigation: “Investing in the types

of resilience, mitigation and hazard
reduction measures needed to better
protect Australian communities, and keep
insurance affordable and accessible,
comes at a cost. But as we witnessed last

summer, failing to take action can be far
more costly in the long-run, and the price
paid is often far more valuable than can
be measured in dollars,”

Mr Summerhayes said

Preparing for AASB 17

APRA in 2020 progressed plans to align its
capital and reporting framework for life,
general and private health insurers with

a new accounting standard on insurance
contracts that is due to take effect from

1 January 2023.

APRA's prudential capital and reporting
frameworks are based on existing
accounting treatment. The realignment will
reduce the burden and cost of having to
maintain two different valuation, actuarial,
accounting and reporting frameworks
when the Australian Accounting Board's
(AASB's) new standard, AASB 17 Insurance
Contracts (AASB 17) takes effect.

The new accounting standard focuses

on the way insurance contracts are
recognised, measured, presented and
disclosed, and will make it easier to
compare exposure, profitability and
financial position across insurers. APRA's
proposals, outlined in a November
discussion paper, maintain the resilience
of the capital and reporting frameworks
and the financial stability of the industry
into the future. Consultations on the
discussion paper will close 31 March
2021. APRA expects to release updated
capital and reporting standards in
late-2021 for further consultation, with
finalised standards due to become
effective 1 July 2023. W
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“FAILING TO TAKE
ACTION CAN BE FAR
MORE COSTLY IN
THE LONG RUN, AND
THE PRICE PAID IS
OFTEN FAR MORE
VALUABLE THAN
CAN BE MEASURED
IN DOLLARS.”
GEOFF
SUMMERHAYES

SUPERVISION IN ACTION

Through regular quarterly financial analysis of an entity, it was identified
that the entity was not meeting their ambitious growth targets in a key line
of business. Analysis was carried out on growth targets in other lines of
business and against peers, revealing anomalies in the entities’ trends. Upon
further engagement with the entity, it was discovered that a significant IT
system issue [entries requiring manual process rather than automated) was
causing the unusual changes in premium growth numbers. Whilst the initial
analysis was financial in nature, the deep-dive conducted by the supervision
team revealed much larger IT risk issues on hand such as priority of system
upgrades and maintenance. The entity then proceeded to remediate the IT
issues. As a result of this, the entity and the Board have increased focus on
improving the IT risks associated with the business.



https://www.apra.gov.au/news-and-publications/executive-board-member-geoff-summerhayes-speech-to-australian-business
https://www.apra.gov.au/news-and-publications/executive-board-member-geoff-summerhayes-speech-to-australian-business
https://www.apra.gov.au/news-and-publications/executive-board-member-geoff-summerhayes-speech-to-australian-business
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LIFE INSURANCE

The industry remained challenged in 2020, as the health and
economic impacts of COVID-19 put added additional pressure

on the industry’s already subdued earnings. The year saw a

continuation of the poor performance trend of prior years, with
substantial losses incurred in risk products such as individual
disability income insurance (IDIl), primarily caused by adverse

claims experiences.

INTRODUCTION

In regard to improving the long-run
outcomes for IDII, APRA's broad
expectations of the industry were set out
in industry letters in December 2019 and
September 2020, covering sustainability
measures, management of riskier
product features, and data quality. As
outlined in these letters to industry, these
expectations were reinforced by additional
capital penalties for relevant insurers from
1 October 2020.

The profitability of group business also
deteriorated during the year owing
primarily to reductions in gross premiums
arising from adverse claims experience
and recent legislative changes®.

3 Protecting Your Superannuation Package
(PYSP) and Putting Members Interests First
(PMIF) legislation.

The initial impacts of COVID-19 were
to the value of investments held by life
companies. Falls in equity markets
and a widening in credit spreads were
particular drivers.

The broader impact of COVID-19 and

the economic environment on claims
experience during the year was partially
mitigated by Government response
measures. However, life companies
started to observe COVID-related claims
deterioration and many of them have
strengthened their assumptions to reflect
expected higher claims costs in the
future. Claims deterioration mainly arose
from higher unemployment leading to an
expected increased incidence and longer
claims duration, particularly in products
such as total and permanent disability
(TPD) and IDII. This impact is expected to

increase further with the tapering off of
Government support measures.

Rising mental health-related issues

are also driving increased claims,

which may worsen with the expected
ongoing impacts of COVID-19. Further,
policyholders failing to seek (or delaying
seeking) medical advice during COVID-19
may also adversely impact the severity
and duration of claims in 2021. »



https://www.apra.gov.au/sustainability-measures-for-individual-disability-income-insurance
https://www.apra.gov.au/final-individual-disability-income-insurance-sustainability-measures
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THE INDUSTRY LANDSCAPE

At 30 June 2020, 28 APRA-authorised

life insurers and 11 friendly societies
were operating in Australia, with no new
life insurance licences granted and one
licence revoked during the year®. The

28 life insurers comprised seven large
diversified insurers, four insurance risk
specialists, 11 small or niche market
players, and seven reinsurers that support
the local risk market. This industry picture
has been stable for several years [Figure
3al, despite significant change in the
industry’s ownership.

The top five life insurers accounted for

62 per cent of total industry assets [Figure
3bl], down significantly from 77 per cent in
the previous year. This was due to several
insurers decoupling their life insurance
operations from their investment-linked
business, with a view to making their life
units more attractive to potential buyers.
This contributed to the substantial decline
in total assets over the past five years.
Ownership changes during the year
continued the trend in recent years of large
offshore insurers, particularly from Asia
and Europe, acquiring or seeking approval
to acquire significant shareholdings in

4 St George Life's licence was revoked on
20 September 2019.

several large diversified insurers and niche
market businesses.

The industry experienced a concerning
decline in return on net assets, down

to negative 6 per cent in the 12 months
to 30 June 2020 (from 3.5 per cent in

the preceding year). This represented a
significant deterioration in the long-term
trend and was well below the 10-year
average of 11 per cent [Figure 3c]. The
main driver of this accelerating trend,
dating from 2016, has been significant
declines in total profits across both
investment-linked and non-investment-
linked products, and a prolonged period of
low interest rates.

Profitability of risk products has
substantially declined in recent years.
The net profit margin for 2019/20 was
negative 10 per cent, considerably below
the longer-term average of around 3 per
cent. This result was driven largely by
continued substantial losses in IDIl and
further declines in the profitability of
individual lump sum and group business
[Figure 3d]. Despite incremental
premium rate increases in DIl in recent
years, the combined effects of persistent
adverse claims experience and the need
to strengthen reserves contributed

to the poor result. The profitability of
group lump sum and group disability
income insurance also declined during
2019/20. However, it should be noted
that on an insurer-by-insurer level (as
opposed to an industry aggregate level),
profitability can be lumpy, with downward
movements driven by the timing of
insurers changing their assumptions
about risk and the pricing of policies.

As a result of a more conservative
investment risk appetite post the GFC,
fixed interest securities have comprised
a significant and increasing share

of investment portfolios [Figure 3e].
Despite the persistent low interest

rate environment keeping yields on
fixed-interest investments down, the
investment asset mix remained relatively
stable during 2019/20.

The capital coverage ratio for the industry
remained at sound levels during 2019/20.
This was reflected in an aggregate capital
coverage ratio at 30 June 2020 of 1.8 times
the minimum requirement, a very marginal
increase from a year earlier [Figure 3f].
The quality of capital held by insurers
remained strong, with CET1 capital the
predominant form of eligible capital.

SUPERVISION IN ACTION

A'life insurer entered 2020 with a deteriorating capital
position and had planned a capital injection to address
this. Due to COVID-19, this injection was delayed and
projections showed that the entity risked breaching

its prudential capital requirements in the event that
additional capital was not injected within the year. APRA
increased its supervisory focus on this entity significantly,
with regular contact with the entity and requirements
that the entity develop a clear and actionable recovery
plan. Internally, APRA prepared its own recovery and
resolution plan in the event of a breach. Capital was
received by the entity via new shareholders in time to
avoid breaching its capital requirements, enabling this
entity to continue operating.




KEY ISSUES AND ACTIVITIES
OF 2020

Addressing individual disability income

insurance (IDII

APRA took material action in the life
insurance market late in 2020, imposing
capital penalties on providers of IDII to
force them to address unsustainable
business practices and persistent heavy
losses. DIl is a valuable product that
provides policyholders with replacement
income when illness or injury prevents
them from working. However, product
design and pricing issues have seen the
industry lose more than $4.8 billion in the
last six years, and some policyholders
have faced frequent and significant
premium increases.

APRA wrote to providers of IDIl at the
end of 2019, setting out requirements to
address the long-term sustainability of
IDII, including the imposition of capital
charges from March 2020 to incentivise
decisive actions. The imposition of the
additional capital was subsequently
deferred as part of APRA's temporary
suspension of much of its policy and
supervision agenda in early 2020. The
subsequent decision to implement the
penalties from 1 October 2020 reflected
APRA's ongoing concern with the scale
of IDIl losses in the industry, which could
increase further as IDIl is likely to be the
product most vulnerable to the ongoing
impact of the COVID-19 pandemic.

APRA will remove the capital penalties
when providers demonstrate they have
addressed riskier product features, and
improved their risk governance and data
practices. APRA’s intended outcome is
that life companies design and manage
IDIl products with the objective of:

e meeting the needs of consumers, with
clear and objective criteria for claims
eligibility;

e providing policyholders with certainty of
coverage and premium stability; and

e being financially viable over the
long term.

Companies that fail to meet APRA's
expectations risk a higher capital
requirement or amendments to their
licence conditions.

After finalisation of the IDIl measures,
APRA's focus has shifted to monitoring
the progress of life companies in
implementing these measures and taking
other actions to address IDIl sustainability.
APRA also continues to work closely with
ASIC on this issue..

Capital monitoring and stress testing

In response to the heightened financial
risk posed by COVID-19, APRA initiated
an enhanced level of monitoring

of the capital position and capital
management of most life insurers and
reinsurers during 2020. This focused
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THE TOP FIVE

LIFE INSURERS
ACCOUNTED FOR 62
PER CENT OF TOTAL
INDUSTRY ASSETS
[FIGURE 3B], DOWN
SIGNIFICANTLY FROM
77 PER CENT IN THE
PREVIOUS YEAR.

on both their current and projected
capital positions as well as planned
management actions. This exercise
enabled APRA to identify vulnerable
entities on a timely basis with follow up
supervisory activities where necessary.

In September 2020, APRA conducted an
industry wide stress test exercise with

two COVID-19 scenarios: a baseline
scenario (reflecting a mild deterioration
followed by a quick recovery) and a severe
scenario (reflecting further outbreaks post
2020). Analysis of the submitted results

is currently being finalised, after which
APRA will provide feedback to entities and
the broader industry. l
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PRIVATE HEALTH
INSURANCE

The industry continued to face
sustainability challenges due to
declining membership among
younger people. Higher utilisation
rates, due to an increasing average
membership age, and rising medical
costs drove claims costs higher. This
continued to place upward pressure
on insurance premiums to support

iIndustry profitability.

INTRODUCTION

The industry continued to face
sustainability challenges in 2020 due to
declining membership among younger
people. In June 2019, APRA set out

its expectations of PHIs to develop

robust, actionable strategies to address
sustainability risks, and recovery plans
that outline how they will respond if their
strategy is not successful or other material
risks threaten their solvency. During 2020,
APRA supervisors assessed PHIs" progress
in addressing these affordability and
sustainability risks, and will continue to
test the robustness of recovery plans and
demand improvements where necessary.

The Government's initial response to the
COVID-19 health crisis included social
restrictions and bans on non-critical
elective hospital procedures, which
temporarily mitigated the pressure

on private health insurers (PHIs) from
rising claims costs. The industry also
provided financial relief to policyholders by
delaying premium increases and allowing
policyholders to suspend their policies
for a period without any restrictions or
limitations to future benefits.

APRA also began consultations on
proposals for a revised PHI capital
framework, which represents the third and
final phase of APRA's PHI Policy Roadmap.

Submissions have now been received and
APRA is working towards a response to the
feedback and draft prudential standards.

THE INDUSTRY LANDSCAPE

The number of private health insurers
declined from 37 to 35 (Figure 4a) during
the year to June 2020 due to merger
activity. Market share remained relatively
stable with the largest five insurers
holding 73 per cent of industry assets,
and the largest 10 insurers holding

87 per cent (Figure 4b).

Industry profitability (before tax] fell to
an 11-year low of $1.0 billion (2019:

$1.8 billion) due to falls in both insurance
margins and investment returns (Figure
4c). Gross margins on health insurance
business shrank to a 16-year low of

12.0 per cent (2019: 14.0 per cent). This
partly reflected lower premium income
due to delayed premium increases and
the provision of other financial relief to
policyholders. Also, insurers recognised
$1.4 billion in claims liabilities in the
fourth quarter of 2019-2020 to meet the
cost of procedures postponed to the new
financial year.

The management expenses ratio
remained relatively stable at 9.2 per cent,
while net margins declined to 2.7 per cent
(2019: 4.9 per cent] (Figure 4d), the lowest
in 16 years. Lower investment returns

were largely driven by the shock to
investment markets in the March quarter
sparked by COVID-19, albeit with some
of these losses partially recovered in the
subsequent quarters.

Private health insurance participation
continued its downward trend with hospital
treatment membership falling 0.3 per cent
in the year to June 2020 (to 11.2 million
persons). As a result, the proportion of

the population covered by private health
insurance (hospital treatment] fell

0.8 percentage points over the 12

months to June 2020 to 43.5 per cent. In
line with the deteriorating profitability,

the Prudential Coverage Ratio (PCR)
declined to 1.6 times APRA's regulatory
requirements (2019: 1.8 times)

(Figure 4f). p
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KEY ISSUES AND ACTIVITIES
OF 2020

The sustainability challenge

In recent years, APRA has become
increasingly concerned about the
sustainability of the industry. The
longer-term risks of falling membership
trends, particularly amongst the
younger cohorts, coupled with health
costs rising faster than premium
growth has continued to erode industry
profitability and capital. The economic
impact of COVID-19 on membership and
affordability is only likely to exacerbate
these sustainability challenges.

To mitigate this risk, over the year APRA
continued its focus on ensuring that all
insurers had robust strategies in place
to address affordability risk, and credible
recovery plans that set out actions to be
taken in response to material risks, orin
the event that sustainability strategies are
not effective. All private health insurers
submitted recovery plans to APRA for
review and feedback during the year,

and APRA expects insurers to continue
to enhance these plans to mitigate the
sustainability issues facing the industry.

During 2020 APRA also commenced work
on resolution planning and increased

its engagement with Treasury and the
Department of Health regarding its
resolution powers, particularly with
respect to crisis management and
compulsory mergers.

In 2021, APRA will renew its focus on
the industry’s response to affordability
challenges, as well as maintaining its
emphasis on the importance of credible
recovery planning and responding to key
sustainability trends.

Responding to COVID-19

Throughout the year, APRA also placed

a heightened focus on ensuring that the
industry adopted a prudent approach to the
impact of COVID-19. Each private health
insurer implemented steps to support
policyholders, including through deferred
or cancelled premium rate increases,
providing relief for hardship cases and
expanding policy coverage to include
COVID-19 related claims and telehealth
services. The first of these occurred for
the premium rate increase that was to
take effect from 1 April 2020, with APRA
providing oversight and clear messaging
that such decisions needed to be made
with proper governance and consideration
of the insurer’s risk and financial position.

Private health insurers were directly
impacted by the COVID-19 related physical
lockdown, and the restrictions on elective
surgeries that were imposed at the time.
This led to reductions in hospital and
general benefits paid to policyholders

as treatments were inaccessible, an
environment which persisted to varying
degrees across Australia over the course
of the rest of the year. While benefits paid

SUPERVISION IN ACTION

In the course of conducting a targeted prudential

review of an entity, APRA identified a number of control
deficiencies that stemmed from immaturity in the risk
management framework and risk function. Steps were
taken with management to ensure the entity enhanced
its control environment, and APRA also initiated contact
with the Chair of the Board to convey APRA's broader
concerns. This resulted in a commitment from the Chair
to uplift the entity’s governance and risk management
practices, and put in place a plan to achieve this.
Enhancements in the risk management framework have
subsequently been observed, and APRA continues to
monitor progress in this area.

to policyholders decreased, the view that
many of these claims had been deferred
rather than foregone led to APRA issuing
guidance to industry in June regarding
the establishment of a Deferred Claims
Liability (DCLJ). The DCL is intended

to ensure that insurers held prudent
provisions and capital to cover the backlog
of claims that might still be made at a
future date.

In explaining the guidance in a speech in
October 2020, APRA General Manager

Peter Kohlhagen said “"Our best judgement
is that the total claims will be broadly the
same as it would have been without COVID
- what has changed is the timing of those
claims”. 5 In being deliberately prudent,
APRA wanted to protect against “very
adverse scenarios”.

APRA will continue to monitor the
claims experience of insurers and issue
further guidance as needed with regard
to the DCL.

5 Health check: APRA's view of the impact of
COVID-19 on private health insurers; Speech
to 19th Annual Health Insurance Summit 27
October 2020.


https://www.apra.gov.au/news-and-publications/apra-general-manager-advice-and-approvals-peter-kohlhagen-speech-to-19th
https://www.apra.gov.au/news-and-publications/apra-general-manager-advice-and-approvals-peter-kohlhagen-speech-to-19th

Strengthening the financial framework

In 2020, APRA continued to progress

its work and engagement with industry
representatives on a revised capital
framework designed to ensure PHls hold
sufficient financial reserves to survive
periods of stress and meet commitments
to policyholders. The revised framework
represents a third and final phase of a
multi-year resilience-building roadmap,
along with the enhanced requirements
for risk management and governance
implemented in the first two phases.

APRA had published a discussion paper
outlining a proposed structure for the
future framework in December 2019,

with consultations at the time expected

to continue until March 2020. In line with
APRA's approach to suspend much of its
policy agenda, the consultation period was
extended to September 2020.

In developing the PHI capital framework
APRA has considered the frameworks
used in the general and life insurance
industries, along with the specific
characteristics of the PHI industry. APRA
will also consider the impact of COVID-19
on PHIs as part of the capital review
process. The capital framework will
reflect the Australian Accounting Standard
Board's new standard, AASB 17, which
deals with the accounting treatment of
insurance contracts. APRA’s goal is to
implement the new PHI capital framework
from July 2023. m

“OUR BEST JUDGEMENT IS
THAT THE TOTAL CLAIMS
WILL BE BROADLY THE
SAME AS IT WOULD HAVE
BEEN WITHOUT COVID -
WHAT HAS CHANGED IS
THE TIMING OF THOSE
CLAIMS.”

PETER KOHLHAGEN
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SUPERANNUATION

The superannuation industry withstood significant and unexpected
headwinds in 2020, including a weakened economic environment, a
spike in outflows, softer superannuation inflows (driven by increasing
unemployment) and an entrenched low interest rate environment. As
COVID-19 hit the financial markets in February and March, members’
retirement savings were heavily impacted by falls in the value of listed
and unlisted assets. The industry also needed to adjust - rapidly in some
cases - to a series of significant policy and regulatory changes.

INTRODUCTION

The temporary expansion of the Early
Release Scheme (ERS] increased
liquidity pressures for funds, particularly
given the initial uncertainty as to

the expected number and value of

and only a small number of funds
experienced service disruptions.

Despite the challenges 2020 posed, the
industry performed reasonably well,
ending the year in a sound position.

applications each fund would face.
Operational resilience was also
tested on a number of fronts. Funds’
administration functions had to be
quickly ramped up to process the
high volumes of ERS applications
and deal with higher volumes of
member inquiries. In the early
stages of COVID-19, one quarter of
superannuation entities experienced
service provider disruptions as most
of the workforce began working from
home. Since the end of the June
quarter, however, the situation stabilised

However, there remains a need for

the industry to continue its focus on
enhancing member outcomes and
tackling areas of under-performance. As
APRA's first full refresh of its MySuper
Product Heatmap showed in December,
a number of funds continue to display
entrenched under-performance, and will
face heightened scrutiny and possible
enforcement action as APRA further
steps up its efforts to lift member
outcomes in 2021. »
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FIGURE 5b
Assets of largest APRA-regulated superannuation funds
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FIGURE 5d
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net assets [net cash flow ratio]
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FIGURE 5f
Five and ten year average annualised rate of return
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THE SUPERANNUATION
INDUSTRY HAS
EXHIBITED SIGNIFICANT
CONSOLIDATION OVER
THE PAST DECADE.

THE INDUSTRY LANDSCAPE

The number of APRA-regulated funds with
more than four members stood at 170 as
at 30 June 2020 compared with 180 a year
earlier. This is part of a decade-long trend
of consolidation in the superannuation
industry. The number of funds has more
than halved from 368 ten years ago
(Figure 5a), while the number of licensed
superannuation trustees has fallen from
25510 107 over the decade.

The five largest super funds held 32 per
cent of total APRA-regulated super
assets at 30 June 2020, an increase from
the proportion held five years ago (27 per
cent) [Figure 5b). The assets of APRA-
regulated funds at 30 June 2020 totalled
$1.9 trillion, which comprised 65 per cent
of total superannuation industry assets
of $2.9 trillioné.

The combined effect of asset growth in
the superannuation system and industry
consolidation is reflected in a more than
fivefold increase in average fund size over
the 10 years to 30 June 2020 from

$2.0 billion to $10.3 billion.

This scale has helped industry efficiency
on the measure of total administration and
operating expenses as a percentage of net
assets, which decreased over the same

6 The balance of the $2.9 trillion
comprises $0.73 trillion SMSFs, $0.15
trillion exempt public sector schemes,
and $0.06 trillion balance of life office
statutory funds.

period to 0.34 per cent compared with
0.58 per cent a decade ago (Figure 5¢c).

The ageing demographic of
superannuation members has seen

an increase in the proportion of
superannuation members in the
retirement phase, representing an
increasingly important share of the
market. The number of accounts for
members over 65 increased from 7 per
cent of total member accounts to 11 per
cent over the past five years. The ageing
demographic has also underpinned a
higher growth rate of member benefit
payments compared to member
contributions. Additionally, member
benefit payments increased due to a
higher volume of payments made under
the ERS. Net contribution flows (which
represent the amount of member monies
paid in to the system less the monies
paid out of the system] have fallen as a
percentage of average net assets from
3.4 per cent in the year ending 30 June
2010 to just 0.5 per cent for the year
ending 30 June 2020 (Figure 5d).

While funds decreased allocations to cash
during recent years, there was an increase
in the amount of cash held as at 30 June
2020 (Figure 5e) to 13 per cent. This likely
reflected, in part, underlying switching
activity of fund members to cash and other
conservative options, and funds preparing
for further payments under the ERS. As

at 30 June, the allocation to equity was

49 per cent of total assets while property

and infrastructure respectively accounted
for 8 per cent and 6 per cent. Fixed income
and cash allocations were 21 per cent and
13 per cent, respectively. Other assets,
including hedge funds and commodities,
accounted for 3 per cent.

The average industry return was

6.8 per cent per annum for the 10-year
period ending 30 June 2020 (Figure 5f).
Investment returns were boosted by strong
sharemarket performance over this period,
notwithstanding the soft returns generated
amid significant market swings over the
year to 30 June 2020 when the industry
rate of return was negative 1.0 per cent.



KEY ISSUES AND ACTIVITIES
OF 2020

Responding to COVID-19

In March, the Government announced
plans to enable people who were
financially affected by COVID-19 to
access a portion of their superannuation
savings. Under this expanded Early
Release Scheme (ERS), Australians in
financial difficulties were allowed to
access up to $10,000 in the 2019/20
financial year, and a further $10,000 over
the remainder of 2020. Taking effect

in April, the scheme provided much-
needed short term financial support

for many, while presenting a significant
logistical challenge at short notice for
the superannuation industry. Given the
uncertain environment, superannuation
trustees had little basis for judging the
likely number and value of looming
withdrawals, and were already dealing with
highly volatile investment markets and a
re-weighting of portfolios toward more
defensive investment categories.

The sector responded well, however, and
despite some early concerns that a rush
of withdrawals under the ERS may cause
a liquidity pressure for some funds, the
industry was generally able to liquidate
assets (particularly equities) in an orderly
manner to meet cash requirements.
(During the March quarter, the amount of
cash held through members’ retirement
savings rose more than $50 billion.)

To monitor trustees’ ability to manage
the risks and challenges posed by

the disruptions in financial markets

and processing high volumes of ERS
payments, APRA increased its supervisory
intensity and had regular (sometimes
daily) calls with fund executives and
directors throughout April and May.
APRA gathered additional information

on liquidity positions and stress testing
results to understand trustees’ estimates
of the impact of the ERS.

In April, APRA launched a new data
collection to track the number and value
of early release benefits paid to members,
together with processing times. This data
helped the Government, APRA and other
stakeholders monitor the uptake of the
new scheme and ensure trustees were
getting money to members quickly. APRA
also began regularly posting answers to
frequently asked questions on its website
about the ERS, so that all trustees clearly
understood APRA’s expectations and
requirements.

In the first week of the scheme’s
operation, superannuation trustees paid
$1.3 billion to applicants, amounting to
an average withdrawal per application
of $8,000. It took trustees an average

of just 1.6 days to make these early
payments to nearly 163,000 members
following receipt of their applications
from the Australian Taxation Office
(ATOJ. One week later, total withdrawals
had climbed to $6.3 billion. By late
June, 2.4 million members had

taken advantage of the scheme,
withdrawing a total $18.1 billion from
their superannuation savings. This
represented an average payment of
$7,500, with an average processing
time of 3.3 days. Overall, 95 per cent

of all applications were paid within five
business days.

Amid the high volume of transactions
over the early weeks and months, and
the fact that superannuation entities
had shifted to working-from-home
arrangements, APRA was mindful of

a greater risk of fraudulent activity.
Trustees strengthened their fraud
oversight and management reporting
practices, and as at the end of October,
reported fraud events totalled 1,703,
or 0.04 per cent, of the 4.5 million ERS
payments to members.

As 2020 drew to a close, the early
release scheme was continuing to run
smoothly, with all trustees managing
their obligations to members well. At
year end, members had withdrawn just
on $36 billion.

Trustees’ ability to respond so
successfully to the changed ERS
arrangements and handle liquidity
pressures reflects improvements made
in liquidity risk management practices
over the past few years. In particular,
enhanced provisions under APRA's
Prudential Standard SPS 530 Investment
Governance (SPS 530), introduced in
2013, are designed to ensure trustees to
have a good understanding of the drivers
of liquidity risk and a planned approach
to improve liquidity when demand
significantly increases.

More information about the impact of
COVID-19 on superannuation funds

and how members reacted to the

uncertain environment was published

on APRA's website in December. “The
Superannuation Early Release Scheme:
Insights from APRA’'s Pandemic Data
Collection” article can be found in Issue
Four 2020 of the APRA Insight publication. »
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SUPERVISION IN ACTION

APRA was informed of an insolvency
event at a non-APR A regulated
entity that was the ultimate

parent of a number of Registrable
Superannuation Entity (RSE)
Licensees. APRA had heightened and
material concerns that this would

be likely to jeopardise the operations
of the RSE Licensees, their capacity
to fulfil their statutory and fiduciary
obligations and, ultimately, adversely
impact the interests of the members
of the funds under trusteeship.

APRA explored and utilised a

range of coercive and enforcement
powers to immediately safeguard
the operations of RSE licensees and
members’ interests. This included
the development of recovery and
resolution strategies. APRA closely
engaged with the parent entity’s
voluntary administrator as potential
acquirers for the RSE Licensees
were identified. APRA subsequently
received and, after a thorough
assessment process, approved an
application to own the three RSE
Licensees. APRA also utilised its
powers to impose new licence
conditions on the RSE licensees to
strengthen their financial resilience
and to minimise the risks arising from
a similar future event. APRA worked
closely and collaboratively with ASIC
throughout this crisis situation.



https://www.apra.gov.au/superannuation-early-release-scheme-insights-from-apra’s-pandemic-data-collection
https://www.apra.gov.au/superannuation-early-release-scheme-insights-from-apra’s-pandemic-data-collection
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Increasing transparency of super
performance

A key component of APRA’s overarching
goal in superannuation of improving
member outcomes is greater
transparency across the industry. In
this respect, APRA's December 2019
publication of a heatmap illustrating key
performance metrics of every MySuper
product in Australia proved to be a game
changer, leading to positive outcomes
for a significant number of members
over 2020. The MySuper Product
Heatmap uses a graduating colour
scheme to provide clear and simple
insights into MySuper products across
three areas: investment performance,
fees and costs, and sustainability of
member outcomes. By highlighting
which funds are underperforming,

and where they need to improve, the
heatmap put pressure on trustees to lift
their game, as well as helping to focus
APRA's supervisory engagement.

In the year since the heatmap's release,
fees and costs trended lower among
MySuper products, saving members

an estimated $408 million per year in
disclosed fees and costs. Eleven out of
47 underperforming MySuper products
exited the industry. Eight out of 11
products with significantly higher total

fees and costs in the 2019 heatmap
reduced their total fees and costs by an
average of $166 per member per year,
and two exited the industry.

In December 2020, APRA published

the first full refresh of the heatmap,
which showed that overall the industry
was generating sound outcomes for
members, with more than half the
products assessed performing at

or above the heatmap investment
benchmarks over six years. However,
the heatmap also shone a light on those
funds that are failing their members by
charging high fees and delivering below
par returns. A substantial minority of
product (40 per cent] underperformed
by up to 75 basis points. Six MySuper
products [nine per cent) underperformed
by even further. APRA estimates that
900,000 members (or $31 billion in total
assets as at 30 June 2020 were invested
in those six MySuper products with
significant underperformance.

APRA is now reviewing whether eight
trustees may have failed in their
obligations to members of their MySuper
products, including possible breaches of
the Superannuation Industry (Supervision]
Act 1993. APRA has issued notices to
these trustees, requiring them to provide
information in relation to the under-
performance and any remedial action

being taken. APRA will decide its next
steps, including the potential use of
formal enforcement powers, when it has
considered this information.

In another initiative to improve industry
transparency, the 2020 heatmap was
released alongside a new online interactive
web-based tool allowing users to sort by
a number of filters, including registrable
superannuation entity (RSE), MySuper
product and more. APRA also refined
the Insights Paper accompanying the
heatmap, putting greater emphasis on
charts and graphics to explain analysis
more clearly.

APRA will continue to refine the heatmap
in 2021, and is also working towards
expanding it to cover insurance and
choice products using new data to be
collected through APRA's Superannuation
Data Transformation (SDTJ. Launched in
November 2019, the SDT is a multi-year
project to upgrade the breadth, depth

and quality of APRA's superannuation
data collection. In doing so, APRA aims
to drive better industry practices and
improve member outcomes by significantly
enhancing the comparability and
consistency of reported data.

In December 2020, the consultation for
Phase 1 of the SDT, which addresses
the highest priority gaps in APRA's data

SUPERVISION IN ACTION

Following heightened supervision on a number of issues
that indicated a range of material weaknesses in the
governance of a superannuation fund, APRA appointed an
independent expert to assist it address the shortcomings.
The independent expert validated APRA's concerns,
identifying the capability needs of the Board, setting
these out in a skills matrix and undertaking a robust

assessment of the existing directors against those needs.
This identified material gaps which were addressed by a
combination of restructure, appointment of appropriately
skilled and independent directors and embedment of
policies to ensure ongoing development - essentially a
material corporate governance refresh. The strengthened
Board then oversaw a management refresh, which is
leading a broader organisational capability and strategy
uplift focussed on driving better member outcomes.




collection, was completed. A key area

of improvement for Phase 1 will be to
boost coverage of the data collected for
the superannuation industry, particularly
to include all choice products and
investment options. Other areas of
improvement include expense reporting,
insurance in superannuation and asset
allocation classifications. The Phase 1
Response Package, including the final
reporting standards, will be released in
early 2021. Reporting standards for Phase
1 of the SDT are proposed to be effective
from 1 July 2021, with reporting due in
September 2021

Supervision intensity driving accountability
In addition to introducing greater
transparency of MySuper performance

via the heatmaps, APRA also introduced
greater responsibilities for trustees to
assess their own performance. Prudential
Standard SPS 515 Strategic Planning and
Members Outcomes (SPS 515) took effect
on 1 January 2020, and introduced new
requirements for trustees to annually
assess their performance across business
operations and consider their ability to
improve outcomes for members.

COVID-19 presented several challenges
for the superannuation sector, which
only highlighted the need for SPS 515 to
be effectively implemented well. APRA
monitored the industry’s progress during
2020 in designing inaugural Business
Performance Reviews (BPRs), which
were due for completion by 31 December
2020, and outcomes assessments, due in
early 2021.

In 2020, APRA made its expectations clear
that, for many trustees, the BPR process
should include consideration of whether
they have a future in the industry, or
whether the best course of action for their
members is to be transferred into a better
performing fund. APRA has intensified

its supervision of trustees facing
sustainability challenges to monitor
whether those trustees are effectively
addressing their problems.

In May, an APRA Insight article, “Myths
and misconceptions should be no barrier
to super consolidation,” explained this
stance: "Declining returns, reduced
portfolios and membership bases, and
pressure on costs will challenge many
funds’ ability to continue to provide

value to members. This will generate a
need, amongst other things, for some
funds to more actively consider merger
options than they may have done to date.”
COVID-19, the article said, has proven

a timely reminder that trustees must

continually reassess and demonstrate
their right to remain, “and that for some
the only way forward to secure the future
of their members for the long-term may
be to exit the industry and pass on the
trusteeship of their funds to others who
are better equipped to the task”.

In the middle of 2020 there were a number
of revaluations of unlisted assets by
trustees in response to market volatility
and valuation uncertainty. This activity
prompted APRA to undertake a thematic
review of unlisted asset valuation in

the second half of 2020, with the aim of
understanding the range of practices,
lifting standards to ensure that valuation
practices are robust and appropriately
considering member equity issues.

APRA deferred the commencement of its
planned thematic review into related-party
service provider arrangements until the
end of 2020 due to COVID-19. This review
is assessing matters raised during the
2018 Royal Commission in relation to
management of conflicts of interest. This
review will continue in 2021, with APRA
planning to release high-level findings to
industry in the second half of the year.

Speaking at an online Australian Institute

of Superannuation Trustees (AIST) forum
in September, APRA Deputy Chair Helen
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“TRUSTEES SHOULD
MANAGE THEIR
OPERATIONS LIKE THE
SIGNIFICANT (IN MANY
CASES MULTI-BILLION
DOLLAR] FINANCIAL
SERVICES BUSINESSES
THAT THEY ARE.”
HELEN ROWELL

Rowell made clear APRA’'s expectation
is that trustees “should manage their
operations like the significant (in many
cases multi-billion dollar) financial
services businesses that they are”.

As 2021 commences, APRA's supervisory
intensity via thematic work on investment
performance, SPS 515, outsourcing

and governance, plus individual entity
supervision, will continue to hold trustees
to account on their duty to promote the
financial interests of members. Wl
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CHAPTER 3:

LIFE AT APRA

ADAPTING TO A NEW WAY OF WORKING
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As detailed in earlier chapters, the emergence of a global pandemic required
APRA to quickly pivot its operations to respond to the unfolding crisis. Along
with organisations across Australia, COVID-19 also challenged APRA's own
ways of working. With the wellbeing of its employees always at the forefront,
APRA took early steps to safeguard its operations against any major business
disruptions to ensure it could continue to deliver on its mandate to safeguard
the financial wellbeing of the Australian community.

By late January, APRA premises had
received pandemic supplies and adopted
a heightened cleaning schedule.
Regular communication to employees
with precautionary measures, such

as restricted business travel and self-
isolation guidelines, were being issued
and daily senior leadership meetings
were established to assess ongoing
developments.

By early March, APRA had reconfirmed all
critical business processes, undertaken
testing of its system capacity to move
operations to a fully remote working model
and activated its Business Continuity
Pandemic Plan.

In mid-March, APRA formally established a
temporary COVID-19 governance structure
to manage its response. The structure
comprised three committees:

The Executive Crisis Committee (ECC)

The ECC’s primary purpose was to

direct APRA's response to the crisis. The
Committee met twice weekly (and more
frequently if needed). It was supported by
the two operational committees detailed
below, and made decisions on matters
that involved:

e a material cost or impact to APRA's
operations;

e major public statements or
communications about APRA's
COVID-19 response;

o material changes to APRA's operating
model or the health and wellbeing of
employees; and

e urgent matters of supervisory or policy
action, or imminent threats to system
or entity stability.

The ECC was chaired by APRA Chair
Wayne Byres and comprised all the APRA
Members; the Chief Risk Officer; the
Executive Director Cross-Industry Insights
and Data; the General Manager Corporate
Affairs; the Senior Manager Executive
Office and an Advisor from the Executive
Office (Secretariat).

The Incident Management Team (IMT]

The IMT met three times a week (and more
frequently if needed) and dealt with the
day-to-day operational decisions needed
to respond to the rapidly evolving situation.
The IMT made decisions necessary to:

o give effect to ECC decisions;

e ensure APRA had the necessary
operational capacity (technological,
financial, personnel) to operate through
a period of disruption;

o develop and agree protocols and
procedures to manage APRA's day-to-
day operations; and

e issue internal communication about
APRA's operations, activities and health
and wellbeing to APRA's employees.

The IMT was chaired by the Chief Risk
Officer and consisted of APRA Deputy
Chair Helen Rowell; the Executive
Director Superannuation; the Executive
Director Enterprise Services; the
General Manager People and Culture;
the Chief Information Officer; the
Internal Communication Manager; the

Senior Manager Risk Management and
Compliance; and an Advisor from the
Executive Office (Secretariat].

Financial Impacts Team [FIT]

The FIT met three times a week (and more
frequently if needed) and had an external
system focus, dealing with the day-to-day
decisions needed to respond to the rapidly
evolving situation. The FIT made decisions
necessary to:

o give effect to ECC decisions;

e ensure APRA had in place processes
for the timely monitoring of, and
reporting on, financial market and
entity conditions;

o identify those institutions or groups of
institutions at most risk of stress; and

e prioritise and coordinate supervisory
responses as needed.

The FIT was chaired by the Executive
Director of the Cross-Industry Insights
and Data Division, and consisted of

APRA Deputy Chair John Lonsdale; the
Executive Director Banking; the Executive
Director Insurance; the Executive Director
Superannuation; the Executive Director
Policy and Advice; the General Counsel;
the General Manager Resolution; the
General Manager Corporate Affairs; the
General Manager Regulatory Affairs;

the General Manager Credit and Market
Risk; the General Manager Operational
Resilience; and an Advisor from the
Executive Office (Secretariat]. »
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PRUDENTIAL SUPERVISION IN A
REMOTE-WORKING ENVIRONMENT

In early March, APRA split its workforce
into two teams, alternating time in the
office and working remotely to limit
contamination risk, ensure employees’
health and wellbeing and protect critical
business processes. However, as the rate
of infection in the community grew and
government health and safety guidelines
evolved, APRA closed its offices entirely in
late March and moved to a full work-from-
home model.

While overall the move to a full work-
from-home model was fairly seamless for
APRA's 700+ employees, it did pose some
early challenges and require significant
adaptation in APRA's way of working -
particularly with external stakeholders.

One of the first key decisions taken by the
ECC was the reprioritisation of APRA's
strategic policy and supervisory agenda

to focus its people and resources on
maintaining financial system resilience
and supporting the government’s response
to COVID-19.

APRA's supervisors and risk specialists
generally conduct regular onsite meetings
with the entities they supervise, from
meetings with Boards to more regular

operational interaction with entities to
discuss areas of focus and undertake
supervision activities.

The onset of COVID-19 and the necessary
work from home arrangements meant that
APRA supervisors had to devise alternative
approaches to supervision (and other
activities), particularly for those meetings
that had been planned at entities’
premises. As with most organisations,
APRA shifted quickly to hold all of its
external engagements virtually rather than
face-to-face. This had some benefits given
the need for more frequent and targeted
meetings as the crisis evolved.

Internally, APRA rolled out a range of
enhanced tools to support supervisors
through data-enabled decision-making,
such as liquidity risk dashboards, which
were especially critical during the peak
of the crisis.

One of APRA's key supervision tools, the
prudential review, in particular became
a lot more challenging to undertake
remotely. These reviews typically take
place over several days at a regulated
entity’s premises, and examine closely
one or more targeted risk areas or areas
of concern. Often, they involve direct
review of individual transactions and

files, and interviews and discussions with
a range of management and staff. The
direct and personal nature of prudential
reviews is very powerful, as it allows APRA
supervisors to exercise judgements in
response to behaviours exhibited by those
in the room.

Ultimately, supervisors found that hosting
virtual engagements did not unduly
diminish APRA's accessibility to people
within entities. In the past, arranging
prudential reviews and other entity
meetings - especially those that involved
senior executives or directors - required
extensive forward planning to ensure the
right people were available in a single
location. The phone and video access to
those working from home often reduced
this obstacle, allowing many meetings to
be arranged at short notice.

These new ways of operating offered
valuable insights into alternative ways
of conducting supervision. In 2021 APRA
will continue to utilise virtual prudential
engagements where it can effectively

do so. However, the need for face-to-
face supervision will remain, as there

is no substitute for personal contact
particularly for APRA's more in-depth
prudential reviews.




NEW WAYS OF WORKING

As the year progressed and the situation

in Australia ebbed and flowed according to
federal and state government responses to
localised outbreaks, like most global and
Australian organisations APRA adapted its
operations to suit the circumstances and
ensure the wellbeing of its workforce and
maintain productivity.

APRA adopted all Safe Work Australia
guidelines and early on established its
offices as COVID Safe. To ensure the
sustainability of the extended working-
from-home arrangement, APRA
accelerated some of the slated technology
solutions it had planned for a 2020-21
rollout so it could continue to operate
effectively. This included upgraded network
capacity and secure video conferencing
capability. It also introduced a number

of development and wellbeing initiatives,
detailed further below, to keep employees
motivated and connected throughout

the duration of the remote-working
arrangements.

APRA welcomed over 50 new employees
in 2020, including a number of senior
staff and some international recruits.
The organisation rose to the challenge of
integrating these new starters by holding
virtual inductions, and supporting all of
its staff through regular Member and
Executive information sessions and Town
Halls; increasing weekly and daily team
check-ins; holding informal meet and
greets; hosting virtual social events and
ramping up its internal communication
and engagement overall.

Guided by employee sentiment gathered
through fortnightly pulse surveys, APRA
also began to investigate and implement
new ways of working permanently:
taking its well-established flexible work
processes and enhanced operating
environment further, to deliver better
work-life balance for its people by
providing employees more control over
their work environment and accountability
for the outcomes they deliver.

As the situation normalised in the latter
part of 2020, APRA gradually moved back
to its "normal” established governance
structure and disbanded its dedicated
COVID-19 committees (outlined above).
Momentum on many of the work-in-
progress operational initiatives moved to
the existing business operational teams to
carry through, and the focus turned once
again to advancing APRA's substantial
policy agenda, albeit reshaped by the
learnings from the crisis period.

Finally, in the latter part of 2020 APRA
followed state and federal government
guidelines and implemented a gradual
three-step return-to-office process where,
restrictions allowing, employees could
self-nominate to return to the office on

an as-needs business or personal basis.
APRA's workforce embraced the flexible
work arrangements. It is anticipated that
APRA will continue to operate in a highly
productive and flexible hybrid work/home
model, ensuring it continues to deliver on
its mandate for the Australian community
and meets the needs of its stakeholders
and its people, in 2021 and into the future. p-
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APRA WELCOMED
OVER 50 NEW
EMPLOYEES IN 2020,
INCLUDING SENIOR
MANAGERS AND
INTERNATIONAL
RECRUITS.
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LEARNING AND DEVELOPMENT
IN A PANDEMIC

Learning and development at APRA
throughout 2020 focused on continuing to
provide the best learning opportunities for
APRA's leaders and employees to facilitate
individual and organisational growth
despite the disruptions.

However, the onset of the COVID-19
pandemic and the shift to remote working
similarly required the same rapid shift to

a completely virtual learning environment.
All learning programs, including
leadership programs, were quickly adapted
to be delivered virtually.

Interactive sessions were increased and
employees were actively encouraged

to participate and access development
programs that would have been difficult to
doin "normal” times, where participation
may have been limited by numbers and
in-person attendance.

By encouraging this mindset and shift in
behaviour, APRA employees gained access
to an unprecedented number and range of
experts, events and international programs
that would have been impossible to
achieve before the move to online learning
and events globally.

New employees commencing after

the transition to remote working were
engaged in a virtual onboarding program
which included multiple touch points
across APRA, and an added emphasis
on creating connections and building
wellbeing and personal resilience.
Leaders of new employees were also
provided with additional resources to
support new employees to perform in
this entirely new environment, with a
particular focus on strengthening virtual
communication capabilities.

Prudential supervision training progressed
with the dedicated supervision training
team delivering an updated prudential
supervision curriculum and a range of
programs to support upskilling in core
technical areas. The team focused on
adapting programs for a virtual learning
environment to support a range of areas,
including the rollout of the new Supervision
Risk and Intensity Model.

Continuing to develop APRA's leadership
capability was another priority for 2020.
The APRA leadership behaviours were
further embedded through a range of
leadership programs and tools, including
targeted leadership resources to support
leading in virtual and hybrid environments,
and building the mindset and capabilities
for future ways of working.

The challenges brought about by the
shift from in-person to virtual learning
became opportunities for APRA to
increase flexibility, further support
collaboration, and enhance the feeling
of empowerment APRA people could
experience in their roles.

Consumption of supplementary programs
increased in 2020, with significantly
greater access of the LinkedIn Learning
modules and FSI Connect. These
programs offer learners greater access to
flexible learning.

INCLUSION & DIVERSITY AT APRA

APRA is committed to fostering an

environment that promotes inclusivity and
respect for everyone, and over the past few
years has made great strides in creating a
genuinely inclusive and diverse workplace.

To strengthen leadership’s commitment

to an inclusive and diverse workplace,

and sharpen the accountability for driving
inclusion and diversity (I&D) across all
areas of the organisation, in 2020 APRA
restructured its Inclusion and Diversity
Council (IDC] to a leader-led model.

The IDC oversees and supports APRA's
employee networks and its seven dedicated



|&D streams: Accessibility, Gender, Gen
X Plus, GenDelta, LGBTIQ, Aboriginal and
Torres Strait Islanders, and Multicultural.
Each stream has two Executive Director
sponsors, giving the executive team a
better view of key focus areas.

Stream activities and key objectives
continued in 2020, with the replacement of
in-person events with virtual, APRA-wide
events, affording greater accessibility for
employees. Participation at many of the
year's |&D initiatives including awareness
building sessions, guest speakers and
celebrations, proved to be some of the
highest in APRA’s history.

Stream highlights included:

e APRA's commitment to its Innovate
Reconciliation Action Plan for Nov
2020 - Nov 2022, launched during the
NAIDOC Week celebrations.

o APRA's first all-office, virtual LGBTIQ
panel discussion for Wear it Purple Day
with a focus on inclusivity and being an
ally in a remote working environment.

e Agender and multicultural cross-
stream collaboration with guest
speaker Ming Long AM, Deputy
Chair of the Diversity Council of
Australia, highlighting the importance
of celebrating all intersections of
diversity streams, rather than viewing
them in isolation.

APRA recognises that an inclusive
workplace is an important key to success.
The continued implementation of APRA's
Inclusive Leadership program enabled
leaders to build on their skills to provide

a safe and supportive environment for
people to perform at their best. More

than 100 APRA leaders took part in the
program, providing a valuable opportunity
for leaders to learn, collaborate and share
their collective experiences in support of a
more mature and leader-led approach to
inclusion and diversity.

APRA proudly supports gender equality
in the workplace and in 2020 continued to
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MAKE UP 44% OF

THE COHORT

make progress on its diversity metrics. To
strengthen APRA's culture of inclusion,
further changes were introduced to

avoid bias from APRA's recruitment and
people practices, with an emphasis on
diversifying senior leadership. This shift
in APRA's leadership selection process,
implemented over the past couple of
years, has contributed to an increase in
the representation of women in executive
director roles to 50 per cent, while at

the general manager level 48 per cent

of roles are now occupied by women; a
significant uplift from 12 per centin 2016.
Across all levels of senior leadership there
has been solid progress, with women in
senior management roles growing from
25 per cent in 2016 to 44 per cent in 2020.
APRA also continued its commitment to
|&D through external benchmarking on
the Australian Workplace Equality Index
(AWEI), with continuing improvement
evident in the 2020 results.

WELLBEING AT APRA

In 2020, APRA strengthened its
commitment to supporting the health,
safety and wellbeing of its people. With the
onset of the COVID-19 pandemic and the
shift to a remote work environment, a key
focus was ensuring employees were well-
supported, connected and able to develop
and thrive during such an unprecedented
and often challenging period.

APRA established a range of tools,
resources and services to help foster
resilience and a way of working that
supported employee mental health and
wellbeing. These wellbeing initiatives
were developed in response to the insights
and feedback provided through regular
employee surveys, which measured
employee sentiment across three
categories - support, wellbeing and work
arrangements. Initiatives included:

e Aseries of wellbeing webinars focused
on providing leaders and employees
with the tools and skills to overcome
the challenges of managing a blended
work and home life.

e Partnering with Parents At Work, an
organisation which provides family
education and coaching services. APRA
employees were able to access virtual
workshops and coaching sessions to
provide them with the tools and support
to manage their career, wellbeing and
family, in an evolving work and care
environment.

e To support Sleep Awareness Week and
Mental Health Month, APRA hosted
a series of virtual mindfulness and
meditation sessions for employees.

o To further support Mental Health
Month, APRA’s Wellbeing Ambassadors
hosted virtual panels on mental health
and wellbeing. Panellists shared their
own experiences, how they worked
through personal challenges, and the
strategies that helped them look after
their wellbeing.

APRA's commitment to supporting
employee wellbeing also includes fostering
a safe and supportive environment

in which any employee who may be
experiencing domestic and family violence
can access support and leave. In 2020,
APRA's Domestic and Family Violence
Policy was updated to help ensure
employees feel safe and empowered

to disclose if they are experiencing, or
affected by, domestic and family violence. M







