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An Introduction from
APRA Chair Wayne Byres

Welcome to APRA’s Year in Review for 2021.
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The past year has been an active one for APRA. After an
urgent and intense shift in 2020 to focus on the immediate
and significant impacts from the sudden onset of the

COVID-19 pandemic, 2021 saw APRA able to begin

to refocus on its longer-term prudential agenda.

Responding to the impact of the pandemic
on the financial system, and the financial
institutions that operate within it,
continued to require considerable time
and attention. At the same time APRA was
able to recommence work on a number of
other key supervision priorities as well as
pushing ahead with a suite of important
reforms across banking, superannuation
and insurance that had previously been
put on hold.

In doing so, APRA has sought to ensure
the Australian community can be confident
it is being served by a financial system that
possesses the necessary strength and
resilience to successfully deal with a highly
uncertain operating environment.

Protecting today
while preparing
for tomorrow

APRA released its updated Corporate Plan
in August 2021. The Plan is founded on
the strategic theme of ‘protected today,
prepared for tomorrow’.
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This theme is at the heart of good
prudential supervision. Prudential
supervision is, by its very nature, forward-
looking. The ‘protected today, prepared
for tomorrow’ theme acknowledges that

a resilient financial system is not just one
that is safe and sound today, but one that
also has the ability to withstand, respond
and adapt to the challenges of tomorrow -
whatever they may be.

This publication outlines how APRA has
delivered on its objectives in 2021.

Chapter 1 discusses the operating
environment in 2021, emphasising

the rapidly shifting outlook at various
points in the year. The chapter sets

out the industry-wide measures APRA
pursued to ensure the financial system
remained safe, stable and resilient. This
includes work on stress testing, cyber
risk, governance, culture, remuneration
and accountability (GCRAJ, recovery

and resolution planning, and climate-
related financial risks. The chapter also
highlights APRA’s significantly improved
data collection capabilities, outlines some
of APRA’s major enforcement actions,
and discusses the ongoing co-operation

between APRA and other Council of
Financial Regulator (CFR] agencies.

Chapter 2 details APRA's key initiatives and
activities in the banking, superannuation
and insurance industries.

Of particular note is APRA's completion

of the Basel lll bank capital reforms and
use of macro-prudential policy measures
to build financial resilience in the banking
sector; its work to identify and weed out
underperforming superannuation funds in
order to improve member outcomes; the
launch of APRA's review of insurance risk
management frameworks; and updates to
the capital and reporting frameworks for
insurance in response to the introduction
of Australian Accounting Standards Board 17
Insurance Contracts (AASB 17).

Chapter 3 provides insight into APRA as a
workplace, including the transformation of
its ways of working since the onset of the
pandemic, its investment in technology to
support flexible work arrangements, and
its ongoing efforts to promote a diverse
and inclusive culture.

STAGE 3
RESTRICTIONS
ARE NOW
IN PLACE.
GO HOME.

o

Tow

INTRODUCTION 3


https://www.apra.gov.au/news-and-publications/apra%E2%80%99s-new-corporate-plan-focuses-on-protecting-today-while-preparing-for

INTRODUCTION

Changes in
leadership

2021 saw some important changes to
APRA's senior leadership.

Following an announcement in March by
the Treasurer, the Hon Josh Frydenberg
MP, APRA welcomed Margaret Cole as

a new APRA Member on 1 July 2021.
Margaret was appointed for a five-year
term and filled the vacancy created by
Geoff Summerhayes, whose term of office
expired on 31 December 2020.

With her strong experience in governance
and conduct-related matters, Margaret
took on primary responsibility for
overseeing APRA’s activities in
superannuation. APRA Deputy Chair,
Helen Rowell, who had led a period of
extensive change in the supervision

of superannuation over eight years,
assumed primary responsibility for
overseeing APRA’s activities in general,
life and private health insurance.

More broadly, APRA continued to develop
and strengthen its executive talent. Katrina
Squires, Robert Armstrong, Mike Cornwell
and Peter Diamond were all promoted to
General Manager roles during the year. In
addition, Joanna Bakker was recruited as
General Manager, People and Culture.
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A note of thanks

One of the findings of APRA's 2021
Stakeholder Survey was the very high
percentage of respondents (95 per cent)
who endorsed the statement that APRA's
supervision helps to protect both their
industry and the financial wellbeing of the
Australian community. Such a result would
not be possible without the expertise and
dedication of APRA’s people.

| therefore want to conclude this
introduction to the Year in Review

by acknowledging those who have
contributed to the achievements outlined
in the following chapters. All of APRA’s
employees deserve thanks for their
diligence, commitment and resilience
throughout a tough and tumultuous
year. APRA’'s achievements in 2021 are
a testament to its people, who worked
tirelessly through the isolation of long
lockdowns, while many were also
‘home-schooling’ children or managing
other family responsibilities, to ensure
the safety and stability of the financial
system for the Australian community -
now and into the future.

Wayne Byres
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Australia’s largest banks have
operations in a number of
different countries, including
New Zealand, where they have

a significant market presence.
APRA, together with five other
supervisory agencies in Australia
and New Zealand, held a virtual
multi-day supervisory college
focused on one large banking group
with trans-Tasman operations.
The overarching objective of the
supervisory college was to promote
effective information sharing,
coordination and collaboration,
to assist supervisors to develop
a better understanding of the
risk profile and vulnerabilities of
the cross-border banking group
and to provide a framework for
addressing key topics relevant to
the supervision of the group.
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Operating
environment

The strength and resilience of the
Australian financial system - and the
community - were further tested in
2021 as the one-in-100-year pandemic
that began in late 2019 moved into a
second year.

At the beginning of 2021, the Australian
economy looked to be recovering well
from the economic and financial impacts
of widespread lockdowns of 2020. Against
this backdrop, APRA set out its policy

and supervisory agenda for the year
ahead, focused on further strengthening
the resilience and crisis readiness of
Australia’s financial system. In particular,
APRA's 2021 agenda contained a range of
measures to ensure the financial system
and individual entities were managing
current challenges, while also helping
APRA and regulated entities prepare for
the future.

The economy’s broadly positive outlook
experienced a setback mid-year, however,
as the emergence of the Delta variant
saw the reintroduction of strict lockdown
measures in many parts of the country.
The outbreak and associated lockdowns
affected many parts of the economy,
although the impact was uneven. The
housing market remained buoyant
despite the economic setbacks. Some
industry sectors experienced strong
economic growth, while others - such as
hospitality, tourism, the arts, education
and construction - were placed under
considerable pressure. Coinciding with
the most severe time of restrictions,
national sales volumes fell sharply

in the September quarter, and total

employment fell by more than 2 per
cent - negatively impacting consumer
confidence. To cushion the blow, federal
and state governments provided around
$20 billion in direct economic assistance
to businesses and households in the
September quarter of 2021.

While the lockdowns and state and
territory border closures had a severe
adverse impact on many businesses,
overall the Australian financial system
remained financially and operationally
resilient. Banks and insurers remained
soundly capitalised, while APRA-
regulated superannuation funds were
able to delivered higher-than-average
returns to their members. Importantly,
these institutions continued to

deliver their essential services to the
community despite staffing and other
operational challenges.

In the last quarter of 2021, a rapid
increase in vaccination rates helped
individual states reach their target
vaccination levels, enabling the

easing of COVID restrictions. The
unemployment rate began to fall again
and business confidence rose, laying the
groundwork for a sustained economic
recovery. However, as the end of 2021
drew near, the emergence of another
new variant - Omicron - provided a
sharp reminder that the pandemic,
and its associated disruption and
uncertainty, was far from over.
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Banks and insurers
remained soundly
capitalised, while APRA-
regulated superannuation
funds were able to
delivered higher-than-
average returns to their
members. Importantly,
these institutions
continued to deliver their
essential services to the
community despite staffing
and other operational
challenges.
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Industry-wide
Initiatives

During the course of 2021, APRA was
able to complete a number of significant
longer-term projects, as well as key
policy priorities and supervision activities.
Chapter 2 of this publication details the
activities and initiatives undertaken by
APRAin 2021 on a sector-by-sector basis.
However, that only tells part of the story,
as a significant proportion of APRA's
supervisory and policy activities are
industry-wide in nature.

The key industry-wide activities APRA
undertook in 2021 are set out in the
remainder of this chapter.

Enhancing stress testing

To ensure the ongoing financial and
operational health of the financial sector
was maintained during 2021, APRA
needed to continually adapt and update
its supervisory priorities in response to
the rapidly evolving environment - both
domestically and internationally. To
understand and mitigate the impacts of
these risks, APRA made use of one its
core tools, regular stress testing, across
its key industries.

Updated macroeconomic scenarios
were developed in collaboration with
the RBA to reflect a range of future
outcomes, including severe downside
scenarios that reflect potential tail

=
g
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“Cyber risk presents
arguably the most
difficult prudential
threat as it’s driven
by malicious and
adaptive adversaries
who are intent on
causing damage.”

)J

events emanating from the prevailing
economic environment. Pleasingly, the
stress test results provided further
assurance that the banking and
insurance industries remained well-
placed to withstand a range of adverse
events, as well as being able to support
the economic recovery under more
benign scenarios, notwithstanding
lingering effects of the pandemic.

Improving cyber resilience

The frequency and sophistication of
cyber-attacks continues to increase,

as does the degree of potential harm.
Notably, the Australian Cyber Security
Centre (ACSC) received more than
67,500 cyber-crime reports during 2020-
21 - one every eight minutes - which
was a 13 per cent increase from the
previous financial year. Self-reported
losses from cyber-crime topped AU$33
billion'. Driven by more complex and
sophisticated cyber-attacks, the ACSC
also classified a higher proportion of
cyber security incidents as ‘substantial’
in impact. As APRA’'s Chair, Wayne Byres,
stated at the Committee for Economic
Development of Australia in April:

“Cyber risk presents arguably the most
difficult prudential threat as it's driven by
malicious and adaptive adversaries who
are intent on causing damage.”

The financial system is part of the
country’s critical infrastructure.

1 ACSC Annual Cyber Threat Report 2020-21
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Consequently, its ability to stand firm
against cyber-attacks is of utmost
importance. The financial system is

a complex ecosystem comprising
many thousands of interconnected
financial entities and financial market
infrastructures - and a myriad of
supporting service providers. Notably,
APRA only directly supervises
approximately 680 of these entities, yet
a cyber-attack targeting any point of
weakness in the financial system could
have far-reaching impacts.

Building on APRA's Prudential Standard
CPS 234 Information Security (CPS 234)
that came into effect in July 2019, APRA
unveiled its new Cyber Security Strategy
in November 2020. A key focus area of this
strategy is enabling boards and executives
to oversee and direct correction of cyber
exposures. In an APRA Insight article,
“Improving cyber resilience: the role
boards have to play” published in late
2021, APRA discussed two of its recently
completed initiatives for these priority
projects: a pilot technology resilience

data collection, and an independent
assessment of a pilot set of entities’
compliance with CPS 234. The learnings
gained from the two pilots, and from
APRA's other supervisory activities,
reinforced APRA's view that boards need
to strengthen their ability to oversee cyber
resilience.

Results from the CPS 234 assessment
and APRA's other supervisory activities
show that entities need to apply greater
rigour in testing the design and operating
effectiveness of their service providers’
information security controls. Testing

coverage may also be an issue, as the
data collection found that over the past
12 months, 60 percent of entities had
not managed to assess the information
security control testing for their service
providers, as required by CPS 234. APRA
also observed that some entities relied
heavily on control self-assessments

or surveys completed by their service
providers, and had not taken sufficient
steps to verify the information security
controls were effective.

Given cyber-attacks are increasingly
targeting suppliers in order to find that
‘weak link’, the need for improvement

in this area is crucial. APRA specifically
encouraged boards to play a more active
role in challenging management’s
assumptions regarding the effectiveness
of service provider information security
controls.

Supervision
in action

Collaboration is key when it comes to
combating the cyber problem, where

the establishment of a community of
defenders is imperative. Consequently,
APRA worked closely throughout the year
with industry bodies and other arms of
government, including its CFR peers,
the ACSC and the Department of Home
Affairs. Through this work, APRA sought
to ensure its cyber security strategy was
aligned with the national cyber security
strategy. Further, by working collectively
to share intelligence, pool resources

and respond quickly to identify and fix
weak links, financial system participants,
including entities, regulators and
government agencies, can more
effectively keep adversaries at bay.
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Supervision
in action

Transforming governance,
risk culture, remuneration
and accountability

One of the longer-term strategic objectives
in APRA's Corporate Plan since 2019 has
been to lift standards of governance, risk
culture, remuneration and accountability
(GCRA] across the financial system.

After deferring some of this work program
in 2020 to allow entities (and APRA] to
concentrate on urgent COVID-19 response
activities, APRA's work across a range of
GCRA components recommenced in 2021.
However, as Deputy Chair Helen Rowell
said to the Financial Services Assurance
Forum in November:

“This is not a transformation APRA

can or should undertake on its own...
Ultimately, boards and management

are responsible for how they assess and
improve GCRA in their entities. On this
front, there is more to do. The financial
industry has come some way on GCRA
since the damaging headlines of the Royal
Commission. However, industry’s own
analysis, through the risk governance self-
assessments undertaken since that time,
has identified a number of key areas where
improvements still need to be made.”

One of the significant milestones for
APRA during the year was releasing

a final version of its cross-industry
prudential standard on remuneration
CPS 511 Remuneration (CPS 511). CPS
511 addresses several Royal Commission
recommendations, and is designed to

support stronger incentives for individuals
to manage the risks they are responsible
for; assign appropriate consequences

for poor risk outcomes; and increase
oversight, transparency and accountability
for remuneration.

Deputy Chair John Lonsdale described
the finalised standard as a key milestone
in APRA's drive to transform industry
practices in governance, risk culture,
remuneration and accountability:

“As the Royal Commission made

clear, poorly designed or implemented
remuneration practices can incentivise
behaviour that is harmful to consumers,
and detrimental to long-term financial
soundness. CPS 511 will impose genuine
financial consequences on senior
banking, insurance and superannuation
executives when their decisions lead to
poor risk management or conduct that

is contrary to community expectations. It
ensures financial performance alone is no
longer enough when companies reward
employees; companies must also consider
their impact on customers and risk
management outcomes. Where executives
fall short, they now stand at risk of losing
their bonus.

“We have been sensitive to minimising the
regulatory burden on smaller institutions
that typically make limited use of variable
remuneration. The sharp end of CPS

511 is deliberately aimed at significant
financial institutions (SFls), where there is
a heavier reliance on bonuses. In keeping
with APRA’s focus on transparency,

the standard will be supported by new
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disclosure requirements that will
allow scrutiny of how effectively
boards are adhering to the
requirements and holding their
executives accountable,” Mr
Lonsdale said.

Beyond remuneration, APRA
has continued to pursue an
agenda that seeks to strengthen
governance, risk culture and
accountability within financial
institutions more broadly.

In 2018, APRA requested 36

regulated entities to conduct a

risk governance self-assessment
against the findings in the final

report from the CBA Inquiry

in 2018 and provide that self-
assessment to APRA. In 2021,

APRA followed up with those

entities to review the extent

to which necessary changes had been
effectively implemented. This follow-up

review identified:

o that the profile of non-financial risk
management practices has been
raised in many entities through the
establishment of dedicated non-
financial risk committees at the
executive level, or inclusion of non-
financial risk as a standing agenda item
at Board Risk Committee meetings.
Entities had also revised their risk
appetite statements to incorporate non-
financial risk metrics, and are capturing
non-financial material risks on their
risk registers.

e increased ownership and
accountability for both risk and
compliance was evident, with frontline
business units now identifying more
risk issues than they had previously.
More progress has also been made
clarifying accountabilities in the
banking industry, reflecting the
implementation of the BEAR.

e there was increased awareness and
focus by entities on risk culture,
although the approach of many
entities towards risk culture would
still benefit from further maturity
through the use of more consistent
methodologies, frameworks and a
range of data sources.

Overall, the story of recent years has

been one of progress. Regulated

entities have implemented a number of
design elements, including policies and
frameworks, to better identify and manage
non-financial risks. In the coming year,
APRA will be looking for evidence that

work on non-financial risks has shifted
beyond design effectiveness to also ensure
operating effectiveness, and that boards
and senior management are being vigilant
to ensure weaknesses do not re-emerge.

APRA will also continue to look at how
entities are working to understand the
behaviours and cultural drivers that may
underpin GCRA issues. To reinforce this,
APRA elevated the profile of GCRA in its
Supervision Risk and Intensity model, with
APRA supervisors explicitly assessing
GCRA-related risks when they determine
the level of supervisory intensity applied
to each regulated entity. To assist
supervisors with this assessment, APRA
developed a new supervisory approach for
assessing risk culture, ‘the Risk Culture
10 Dimensions'.

Building on this new framework, in
October and November, APRA sent a risk_
culture survey to the employees of 18
banks, following the successful completion
in July of a pilot survey involving 10 general
insurers. By giving a voice to employees
from all levels of an organisation rather
than only hearing from a small number

of senior executives or board members,
APRA's survey is able to get a much better
picture of how GCRA practices are, or

are not, working at an entity. This will be
an important source of information for
APRA, which is one of only a few regulatory
bodies worldwide that directly collects
survey data at an industry level.

APRA plans to roll out the survey to a
further 40 regulated entities across the
insurance and superannuation sectors
in 2022.
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It ensures financial
performance alone is

no longer enough when
companies reward
employees; companies must
also consider their impact
on customers and risk
management outcomes.
Where executives fall short,
they now stand at risk of
losing their bonus.

JOHN LONSDALE
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Strengthening recovery
and resolution capability

Inits role as Australia’s resolution
authority, APRA aims to ensure that where
an entity faces financial stress and private
sector recovery is not possible, the entity
and APRA are prepared for an orderly exit
or resolution that minimises any impact on
depositors, policyholders, superannuation
members and financial stability.

The preparatory work for such an
eventuality was put to the test in January
2021, when Xinja Bank completed a return

of its deposits, the first time an Australian
authorised deposit-taking institution (ADI)
had undertaken such a process. When the
return of deposits was initiated, Xinja had
37,884 customers with 54,357 individual
deposit accounts worth more than $252
million. APRA closely monitored the
process, which was completed without
loss of any customer funds or contagion to
other institutions. The return of deposits
is an example of an entity-led orderly

exit, overseen by APRA. As APRA Chair,
Wayne Byres noted in his speech at the
2021 Australian Financial Review Banking
Summit, “It was a successful failure.”

Throughout 2021, APRA worked on the
development of a prudential framework
for entity-led recovery and exit plans
(collectively, financial contingency
planning) and for APRA-led resolution
planning, that will drive greater entity
crisis preparedness. In December
2021, APRA released a draft set of
cross-industry prudential standards
for consultation: CPS 190 Financial
Contingency Planning (CPS 190) and CPS
900 Resolution Planning (CPS 900).

This new framework will formalise
APRA's requirements on contingency
planning and set obligations on entities to
cooperate with APRA in the development
and implementation of resolution

plans. For ADIs and insurers, APRA

will focus on further improvements to
ensure contingency plans are feasible
and credible, with a view to achieving

full industry compliance with the new
prudential framework by the planned
commencement date of 1 January

2024. Given contingency planning in
superannuation is less advanced, CPS 190
will have a later implementation date of
January 2025 for this industry.

14

APRA wants to be
assured that recovery
plans are embedded
and credible, especially
where there is a greater
chance an entity will
need to enact the plan.

JOHN HUIJSEN

Alongside the release of the draft
framework, APRA wrote to the domestic
systemically important banks (the four
major banks) finalising its requirement

to maintain additional loss-absorbing
capacity to support resolution. This is

a key component in ensuring private
financial resources are used in resolution,
thereby limiting the need for taxpayer
funds to be put at risk.

Earlier in 2021, APRA completed an
assessment of tests of recovery plans
by large and medium ADls, as well

as stepping up its focus on the exit
readiness of small ADls. As APRA
Deputy Chair John Lonsdale said in a
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speech to the Customer Owned Banking

of Major Superannuation Funds

Association in December 2020:

“APRA recognises that for smaller ADIs
with simple businesses, the range of
recovery options may be more limited...
Itis prudent that such ADIs consider the
preparatory steps required for a merger or
transfer of business.”

Every private health insurer has a recovery
planin place that APRA has reviewed and
provided feedback on. In the case of life
and general insurers, APRA prioritised the
review and feedback of contingency plans
for insurers that have greater systemic
importance and/or face higher risks.

As APRA General Manager, Insurance
Division, John Huijsen told the Health
Insurance Summit in June 2021:

“APRA wants to be assured that recovery
plans are embedded and credible,
especially where there is a greater chance
an entity will need to enact the plan.”

In superannuation, contingency planning

is at an earlier stage of development.
APRA started recovery plan pilots for
trustees that are part of larger groups,

and requested contingency plans from
entities failing the Performance Test under
the Government's Your Future, Your Super
(YFYS) reforms. At the Australian Institute
of Superannuation Trustees Conference

in May, APRA Deputy Chair Helen
Rowell said:

“Trustees should have a planin
place to ensure their obligations to
members can continue to be met
- whether that plan is to ‘recover’
themselves to financial soundness
or to exit the industry in an orderly
fashion”.

With respect to APRA-led resolution
planning, APRA continued to pilot
planning exercises for significant
financial institutions ahead of

the finalisation of the associated
prudential framework. In November
2021, APRA hosted the first trans-
Tasman Crisis Management Group
meeting, comprising members

of the CFR and relevant NZ
authorities, aimed at enhancing
entity-specific preparedness for -
and facilitating the management
and resolution of — a cross-border
bank. In addition, APRA continued
to work closely with the CFR and
the Trans-Tasman Council on
Banking Supervision on overarching
frameworks to execute resolution
strategies and enhance agencies’
ability to deal with a systemic crisis.
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Supervision
in action
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https://www.apra.gov.au/news-and-publications/apra-deputy-chair-helen-rowell-speech-to-aist-conference-of-major
https://www.apra.gov.au/news-and-publications/apra-deputy-chair-helen-rowell-speech-to-aist-conference-of-major
https://www.apra.gov.au/news-and-publications/apra-deputy-chair-helen-rowell-speech-to-aist-conference-of-major
https://www.apra.gov.au/news-and-publications/apra-deputy-chair-helen-rowell-speech-to-aist-conference-of-major
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Managing financial risks
from climate change

Climate change poses significant
challenges, and opportunities, for the
global and Australian economies. Financial
institutions need to understand where,
how, and to what extent the financial risks
associated with climate change will impact
their business. They will also need to
consider how to respond to those impacts.

Since the Australian Government became
a party to the Paris Agreement in 2016,
APRA has been raising awareness of
climate-related risks to the financial
sector. More recently, APRA has been
encouraging the financial sector to
strengthen its capability to identify and
quantify the financial risks associated with
climate change, and to develop ways to
build resilience to those risks.

As APRA Chair Wayne Byres observed
in April:

“One of the biggest challenges is to shift
from subjective judgements to data-driven
analysis. The scientific link between rising
greenhouse gas emissions and warming
temperatures is clear, but the tools and
methods for risk analysis are still in their
relative infancy. Not only are the direct
impacts difficult to assess, but so are the
potential technology and policy responses.
But that's no excuse for not trying.”

On behalf of the CFR, APRA is leading

the Climate Vulnerability Assessment
(CVA] initiative. The CVA is a bottom-up
supervisory exercise with the five largest
Australian banks, designed to assess the
impact on both individual banks and the
financial system of two plausible future
scenarios for how climate change, and the
global response to it, may unfold. The CFR
agencies are supporting the CVA initiative
by participating in a dedicated steering
committee and a modelling working group.

APRA published further details in
September on the CVA initiative. The
participating banks commenced their CVAs
in June, and are due to submit their first
CVA analysis early in 2022, with publication
of aggregated results and findings
expected by the middle of the year.

In April, APRA finalised and published its
practice guide on climate change financial
risks, Prudential Practice Guide CPG 229
Climate Change Financial Risks (CPG 229).
To assess the value of this guidance, APRA
will undertake a survey in 2022 to help
gauge the alignment between institutions’
management of climate change financial
risks, the guidance set out in CPG 229, and
the Financial Stability Board's Taskforce
for Climate-related Financial Disclosures.

In the lead up to the COP26 climate
conference in Glasgow, APRA and the
Reserve Bank of Australia (RBA) published
a joint statement on their climate-related
actions. In doing so, APRA and the

RBA joined other regulatory agencies,
including the European Central Bank,
Banque de France, Bank of Canada and
the US Federal Reserve Board, in making
public statements on the important role
of central banks and financial regulators
in mitigating the physical, transition and
liability risks of climate change in the
finance sector.

In addition, APRA contributed to sharing
knowledge on climate-related financial
risks through participation in forums
including the Network for Greening the
Financial System, the Financial Stability
Board, the Bank for International
Settlements and the Executives’ Meeting of
East Asia Pacific Central Banks. APRA also
is a member of the Basel Committee’s
Task Force on Climate-related Financial
Risks, and participated in climate-related
working group activities with organisations
such as the International Organisation of
Pension Supervisors, the International
Association of Insurance Supervisors and
the Sustainable Insurance Forum.


https://www.apra.gov.au/news-and-publications/apra-chair-wayne-byres-speech-to-committee-for-economic-development-of
https://www.apra.gov.au/sites/default/files/2021-09/Climate%20Vulnerability%20Assessment_1.pdf
https://www.apra.gov.au/sites/default/files/2021-09/Climate%20Vulnerability%20Assessment_1.pdf
https://www.apra.gov.au/news-and-publications/apra-publishes-new-details-on-climate-vulnerability-assessment
https://www.apra.gov.au/news-and-publications/apra-finalises-prudential-guidance-on-managing-financial-risks-of-climate
https://www.apra.gov.au/news-and-publications/apra-finalises-prudential-guidance-on-managing-financial-risks-of-climate
https://www.apra.gov.au/news-and-publications/apra-finalises-prudential-guidance-on-managing-financial-risks-of-climate
https://www.apra.gov.au/ngfs-pledge-%E2%80%93-combined-statement-from-apra-and-rba
https://www.apra.gov.au/ngfs-pledge-%E2%80%93-combined-statement-from-apra-and-rba
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One of the biggest challenges is to shift from
subjective judgements to data-driven analysis.
The scientific link between rising greenhouse
gas emissions and warming temperatures :
is clear, but the tools and methods for risk » il
analysis are still in their relative infancy. Not
only are the direct impacts difficult to assess,
but so are the potential technology and policy
responses. But that’s no excuse for not trying.

, , WAYNE BYRES



APRA Connect

In September 2021, APRA reached a major
milestone in its plan to transform how it
collects data as APRA Connect went live.

APRA Connect is the culmination of a
multi-year program of work designed to
create a modern, efficient and flexible
technology platform that will serve both
APRA and industry in relation to data
collection, storage, analysis and insights.

APRA Connect was designed and
implemented with a strong focus on
industry and entity engagement. In
addition to creating a Strategic Industry
Reference Group consisting of 15 entity
and industry body representatives to
provide input on the approach and key
decisions, APRA also provided significant
testing opportunities for entities and
RegTech firms.

As a result, APRA Connect reduces
reporting burden on entities by:

o allowing greater automation of data
submissions;

o facilitating the development of more
granular data collections, reducing the
need for supplementary and ad hoc
data collections; and

e creating the potential to collect data
once, and share it across multiple
public sector agencies.

At the same time, APRA Connect
gives APRA:

¢ the capability to collect more
granular and diverse data, supported
by workflow capabilities for more
automated processing;

e more self-service capabilities for
entities to maintain their information;

¢ asingle platform allowing more
centralised information exchange with
entities; and

¢ enhanced ability to enable access to,
and share data with other agencies and
industry to increase transparency.

APRA plans to progressively implement
a substantial pipeline of new and revised
data collections within APRA Connect,
enabling APRA to be more targeted and
forward-looking in its policy development
and supervisory actions.

The first Super Data Transformation
collection, detailed below, became the first
new data collection on the new platform.
APRA Connect will also be used to collect
data required by APRA and Australian
Securities and Investments Commission
(ASIC) in the implementation and ongoing
operation of the proposed Financial
Accountability Regime.


https://www.apra.gov.au/news-and-publications/apra-confirms-apra-connect-will-go-live-on-13-september-2021

APRA's Super Data
Transformation project

APRA's Superannuation Data
Transformation (SDT) project was launched
in November 2019. The project aimed to
facilitate the collection of more granular
data across all superannuation products
and fill gaps in data (particularly for choice
products), enhancing APRA's ability to
identify and address underperforming
products.

In March 2021, APRA completed Phase 1
of the SDT project, which addressed the
most urgent gaps in the data reported to
APRA by superannuation trustees. This
included expanding the data collection
to include all products and investment
options, and collecting improved data

on insurance arrangements, expenses,
member demographics and asset
allocation classifications. Phase 1 data
will also enable APRA to administer the
YFYS performance test for trustee-directed
products in mid-2022; expand analysis
and insights, such as APRA's heatmaps
and performance benchmarking, into
the choice sector; and provide greater
transparency on how trustees spend
members’ money.

APRA supported industry through close
consultation and posting answers to
frequently asked questions, and releasing
a response paper and 10 finalised new
reporting standards for Phase 1. The new
reporting standards cover fund structure
and profile, member demographics,
expense management, asset allocation,
investment performance fees and costs
and insurance arrangements.

APRA Deputy Chair Helen Rowell
said the completion of Phase 1 was
a major step in APRA's efforts to Lift
industry standards and weed out
underperformers:

“Armed with new and deeper insights
into aspects of the industry that have
long been difficult to scrutinise, APRA
supervisors will be in a stronger
position to hold trustees to account
for their decisions and the outcomes
they deliver to all their members. Not
only will we collect more and better-
quality data through the SDT, we will
also substantially lift the quantity

of data we make public, enabling
government, peer regulators, analysts
and members to make better informed
superannuation decisions.”

Phase 2 of the project will further
increase the granularity of the
superannuation data collections (as
well as identifying data collections
that could be discontinued), is due
to commence in early 2022. Once
Phase 2 is complete, the final phase
of the project will assess the quality
and consistency of the outcomes
from Phases 1 and 2 and address any
implementation issues.

APRA has worked closely with ASIC
to ensure changes to superannuation
data collection also support

ASIC’s data needs in relation to
superannuation, and to put in place
data sharing arrangements to reduce
the burden on industry under the
principle of ‘collect once and share’.

Supervision
in action
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During the course of ongoing
supervision, APRA identified
issues relating to the reserving
adequacy for certain long-

tail claims of an insurer. In
particular, an escalation in
claims numbers and court
awards had the potential to put
pressure on the insurer’s capital
position. APRA supervisors
worked with the insurer

during the year to ensure
additional capital support from
shareholders was forthcoming.
The additional capital provided
a buffer against the increasing
reserves, ensuring ongoing
protection was achieved for
policyholders.




Regulatory
collaboration and
engagement

Strong collaboration between regulators
and government agencies remained
crucial in successfully navigating the
challenges of the economic environment
over the past year. In 2021, APRA worked
actively with other domestic and Trans-
Tasman regulators to support collective
goals, minimise duplication of activities
and reduce regulatory burden.

Key forums for collaboration included

the Council of Financial Regulators

(CFR] (comprising Treasury, ASIC, RBA
and APRAJ, the Trans-Tasman Council

on Banking Supervision, the APRA-

ASIC Committee (AAC), and a range of
international bodies. APRA also continued
to develop stronger working relationships
with other agencies, including the
Australian Competition and Consumer
Commission (ACCC), the Australian
Taxation Office, the Australian Transaction
Reports and Analysis Centre [AUSTRAC],
and the Australian Financial Complaints
Authority (AFCA).

As the “twin peak” regulators, proactive
cooperation between ASIC and APRA is
especially important to efficiently achieve
good regulatory outcomes across the
Australian financial sector. To ensure this,
ASIC and APRA maintained a constant
dialogue throughout the year, facilitated
through a formal-engagement structure
led by the AAC, and supported by several
Standing Committees, to enhance
information-sharing and collaboration on
both strategic and operational matters.
Some specific examples include:

e cooperative industry-wide work on
the implementation of the member
outcomes obligations and design and
distribution obligations, administered by
APRA and ASIC respectively, to ensure
superannuation trustees understood
the interaction between the two sets of
obligations.

¢ strengthened cooperation on entity-
specific enforcement matters
- for example, the two agencies
collaborated through their respective
investigations into AMP Super, and the
Enforceable Undertaking provided to

YEAR IN REVIEW 2021 CHAPTER 1

APRA by AMP Super was designed to
also address the regulatory concerns
of ASIC [see enforcement section
below for further details).

ASIC and APRA have also created joint
working groups in anticipation of their
joint administration of the Financial
Accountability Regime, the legislation for
which is currently before Parliament.

Some other key examples of regulator
and government agency collaboration
and engagement in 2021 included the
following:

The CFR agencies, with supporting
engagement by the ACCC, worked
collaboratively to assess housing
market risks and potential responses in
the lead up to action taken by APRA in
October 2021 to strengthen residential
mortgage serviceability assessments;

APRA worked together with other CFR
agencies to develop a protocol to deal
with the coordination of a response to
a cyber incident being experienced at a
financial service provider; and

APRA, ASIC, AFCA and Treasury formed
a cross-agency working group to
engage with industry on the business
interruption insurance test cases being
heard in the Federal Court.

1

ASIC and APRA maintained a
constant dialogue throughout
the year, facilitated through

a formal-engagement
structure led by the AAC, and
supported by several Standing
Committees, to enhance
information-sharing and
collaboration on both strategic
and operational matters.
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APRA’s legally-

binding prudential and
reporting standards

play an essential role

in enabling APRA to
adequately monitor risks
to financial safety and
stability. For one of the
country’s largest financial
institutions to have
committed breaches of this
nature is disappointing
and unacceptable.

JOHN LONSDALE

Enforcement
activities

Enforcement action is an integral part of
APRA's supervisory toolkit. Enforcement
is considered when regulated entities
either cannot or will not properly address
identified prudential risks. During

2021, APRA continued to implement

its “constructively tough” enforcement
philosophy, using its suite of regulatory
powers forcefully where necessary.

In taking enforcement action, APRA

not only seeks to prevent and address
serious prudential risks but also to hold
individuals and entities to account. To that
end, public enforcement action was taken
against a range of institutions during the
year, including:

In March 2021, APRA agreed to a Court
Enforceable Undertaking (CEU] from
Allianz Australia Insurance Limited
(Allianz]. Allianz acknowledged past

risk and compliance weaknesses and
committed to rectify them. The CEU also
committed Allianz to completing a series
of transformation programs related to
risk maturity, compliance, conduct and
culture in a timeframe agreed with APRA,
and to provide APRA with assurance

that these programs were complete and
operationally effective.

APRA Deputy Chair John Lonsdale said:

“While Allianz has already made some
positive changes, their commitment to

the agreed actions are a significant step
forward in fixing the serious deficiencies in
their risk management frameworks. We do
not expect, nor would we tolerate, a repeat
of Allianz’s past shortcomings.”

In the case of Macquarie Bank Limited
Macquarie Bank], APRA took enforcement
action over Macquarie Bank's historic
incorrect capital and related-party
exposure reporting, and multiple breaches
of liquidity reporting requirements between
2018 and 2020. APRA required Macquarie
Bank to hold an operational capital overlay
of $500 million, a 15 per cent add-on to the
net cash outflow component of its Liquidity
Coverage Ratio (LCR] calculation and a

1 per cent adjustment to the available
stable funding component of its Net Stable
Funding Ratio (NSFR) calculation.

While the historical breaches had no
impact on the overall soundness of
Macquarie Bank's capital or liquidity, APRA
Deputy Chair John Lonsdale said:

"APRA's legally-binding prudential and


https://www.apra.gov.au/news-and-publications/apra-agrees-to-court-enforceable-undertaking-from-allianz-australia
https://www.apra.gov.au/news-and-publications/apra-agrees-to-court-enforceable-undertaking-from-allianz-australia
https://www.apra.gov.au/news-and-publications/apra-agrees-to-court-enforceable-undertaking-from-allianz-australia
https://www.apra.gov.au/news-and-publications/apra-takes-action-against-macquarie-bank-over-multiple-breaches-of-prudential
https://www.apra.gov.au/news-and-publications/apra-takes-action-against-macquarie-bank-over-multiple-breaches-of-prudential

reporting standards play an essential role
in enabling APRA to adequately monitor
risks to financial safety and stability. For
one of the country’s largest financial
institutions to have committed breaches

of this nature is disappointing and
unacceptable. Alongside the enforcement
actions, APRA will subject Macquarie Bank
to intensified supervision to address the
bank’s persistent difficulties in complying
with its prudential obligations. We cannot
rule out further action as more information
comes to light about the root causes of
these breaches.”

In the case of the CEU agreed in
November with AMP Superannuation
Limited and N.M. Superannuation
Proprietary Limited (collectively AMP
Super], APRA’s decision to accept the
CEU followed a lengthy investigation into
past conduct that APRA believes led to

a number of potential breaches of the
Superannuation Industry (Supervision] Act
1993. AMP Super acknowledged APRA's
concerns and accepted the need for
rectification and remediation of members.
Under the terms of the CEU, AMP Super
committed to identify and address the
root causes of the potential breaches
and issues, rectify areas of concern,
remediate affected members who have
yet to receive remediation, and continue
to enhance its governance controls, risk
management and processes for acting in
members’ best interests.

APRA Member Margaret Cole said
APRA accepted the CEU as the most
effective and efficient way to protect
AMP Super members by ensuring
there is minimal risk of such issues
recurring, stating:

“AMP is one of the wealth industry’s
largest and best resourced
companies, and APRA expects a
commensurately high standard of
governance and risk management.
While we acknowledge the efforts
AMP Super has made towards
improving its internal systems,

the issues addressed by the CEU
show there is further work to do. By
offering this CEU, AMP Super has
committed to fix promptly remaining
legacy issues that have existed
within its superannuation business
and ensure affected members are
appropriately remediated.”

Licence conditions were imposed on
two superannuation trustees: the
trustees for the EISS and Christian
Super superannuation funds were
each required to implement a strategy
to merge with better performing funds
given the poor outcomes their MySuper
members have been experiencing,

as demonstrated by their position on
APRA's MySuper Heatmap and their
failure of the YFYS Performance Test.
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APRA's supervision team, over
the course of the year, has
been engaging with an insurer
to actively monitoring the
implementation of its ongoing
transformation programs.
These programs are intended to
address weaknesses that had
been identified in a prior period
relating to risk governance,
and risk management and
compliance practices. The
supervision team provided
close oversight of the execution
of these programs, which, to
date, have yielded observable
improvements in these areas
within the insurer.




YEAR IN REVIEW 2021 CHAPTER1 23

1

APRA cannot stand still; we need to evolve
our tools and methodologies in response. We
are adapting our supervision in response to
risks that have very much come to the fore
in recent years, launching a number of pilot
projects to trial new ways of doing things.

WAYNE BYRES

Protecting today,
preparing for tomorrow

Despite the volatile and unpredictable
environment that was experienced during
2021, the Australian financial system
remained in a sound and stable position
throughout. Further detail on individual
industry sectors is contained in Chapter 2.

While the impact of the pandemic continues
to play out, the past 12 months have
demonstrated that the financial services
industry possesses considerable underlying
strength, and has the ability to adapt when
the unexpected happens. As APRA Chair
Wayne Byres noted in his speech to the
Committee for the Economic Development
of Australia (CEDA] in April:

“The Australian financial system has been
resilient through the COVID period because
of its underlying financial strength, and
evidence from around the world is that
strong financial systems have had a major
advantage in responding to the crisis. For
those reasons, APRA remained focused on
the system’s core financial health. It needs
to be there when we need it most. But the
threats to that health are always evolving.
So, APRA cannot stand still; we need to
evolve our tools and methodologies in
response. We are adapting our supervision
in response to risks that have very much
come to the fore in recent years, launching a
number of pilot projects to trial new ways of
doing things.”

In August, APRA published an updated
Corporate Plan for 2021-2025. It set out
APRA’s strategic priorities for preserving
the stability of the financial system, and
protecting bank depositors, insurance
policyholders and superannuation
members, during the current period of
disruption and uncertainty, while also
preparing for future challenges.



https://www.apra.gov.au/news-and-publications/apra-chair-wayne-byres-speech-to-committee-for-economic-development-of
https://www.apra.gov.au/news-and-publications/apra-chair-wayne-byres-speech-to-committee-for-economic-development-of
https://www.apra.gov.au/sites/default/files/2021-08/2021-25%20APRA%20Corporate%20Plan_1.pdf
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While our strategic
priorities may change
over time, our core
purpose remains
constant: to ensure the
financial system remains
stable, efficient and
competitive, and the
financial interests of
Australians are protected.

WAYNE BYRES

YEAR IN REVIEW 2021

“After narrowing our focus last year

to help support the industry through

the early stages of the pandemic, our
latest Corporate Plan once again widens
APRA’s regulatory gaze and activities,”
said Mr Byres.

The updated Corporate Plan was founded
on two strategic themes: ‘protected today’
and ‘prepared for tomorrow’.

As part of its goal to ensure the Australian
community remains protected today,
APRA's primary focus will be on:

e preserving the resilience of banks,
insurers and superannuation
funds, with a continuing emphasis
on financial strength; cyber
risks; governance, risk-culture,
remuneration and accountability;
and in superannuation in particular,
implementing the Government's Your
Future, Your Super reforms;

e modernising the prudential architecture
to ensure it is effective and accessible,
less burdensome for entities, and
more adaptable to the rapidly evolving
financial sector; and

e better enabling data-driven decision-
making by continuing to invest in and
embed data as a core enabler for
achieving APRA's purpose and strategy.

In ‘preparing for tomorrow’, the Corporate
Plan outlines APRA's aim of:

e increasing its understanding of, and
ability to respond to, the impact of new
financial activities and participants,
such as technological innovations and
new business models that do not fit
traditional regulatory approaches;

e helping to find solutions to important
challenges, such as superannuation
retirement income products, insurance
accessibility and affordability, and the
financial risks of climate change; and

e adopting the latest regulatory tools,
techniques and practices in areas
such as specialist regulatory services,
enforcement actions, transparency and
resolution.

Mr Byres emphasised:

“While our strategic priorities may change
over time, our core purpose remains
constant: to ensure the financial system
remains stable, efficient and competitive,
and the financial interests of Australians
are protected.”
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Authorised
deposit-taking

institutions
(ADIs)

The ADI sector demonstrated its
resilience during 2021, despite the
COVID-induced disruptions. The sector
remained well capitalised and profitable,
with sound liquidity and funding positions.
This financial health was fundamental

to its capacity to navigate through recent
challenges and continue to support the
Australian economy.

Nevertheless, ADIs remain exposed to
significant headwinds and an uncertain
outlook. Although signs of deterioration
in key asset quality measures were
muted, the sector may face higher credit
losses as the full impact of COVID on
borrower creditworthiness becomes
clearer. Risks in housing markets are
also heightened, with rising house prices
and a very low interest rate environment
placing a premium on the maintenance
of sound lending standards. Technology
and digitisation are creating new ways to
provide banking and payment services,
and challenging the sustainability of many
current business models.

The industry
landscape

There were 143 ADls operating in Australia
as at end-June 2021, down slightly

from 146 a year earlier (Figure 1a). This
comprised 97 banks, 37 credit unions and
building societies, eight other ADls, and
one restricted ADI.

Following the lifting of the temporary
suspension of licensing activity that

had been implemented in an early
response to COVID-19, 2021 saw the
entry of one foreign bank and one other
ADI. However, this was offset by the exit
of three credit unions through market
consolidation in the mutual ADI sector,
and the exit of one foreign bank and one
restricted ADI, Xinja Bank.

As at 30 June 2021, total ADI industry
assets stood at $5.4 trillion, up slightly
from $5.3 trillion the year prior. The four
major banks hold around 73 per cent

of industry assets, largely unchanged
compared to prior years (Figure 1b).

Industry profitability improved over the
year to 30 June 2021 due to a number of
factors, including:

o lower than expected losses arising from
the impacts of the COVID-19 pandemic;

e areduction in provisions held against
future loan losses; and

e improvements to operating income
outpacing the growth in operating
expenses.

As a result, industry return-on-equity
(RoE] rose to 9.5 per cent (Figure 1c), an
increase of 1.3 percentage points from
2020. However, this remains well below the
10-year average RoE of 12.3 per cent since
2011. The aggregate cost-to-income ratio
decreased to 54.6 per cent over the year to
June 2021 from 56.1 per cent over the year
to June 2020 (Figure 1d).

Asset quality in the ADI sector has been
supported by loan repayment deferrals
programs, government income support
measures and the better than previously
forecasted economic recovery. As a result,
overall asset quality remained broadly
stable, with a slight improvement in non-
performing loans, down 6 basis points to
1.06 per cent of gross loans and advances
as at 30 June 2021 (Figure 1e).

The ADI industry is well capitalised, and at
30 June 2021 its weighted average CET1
capital ratio stood at 12.7 per cent - an
increase of 0.9 percentage points over the
year. The weighted average industry Tier

1 capital ratio rose 1.0 percentage points
over the year to 14.6 per cent (Figure 1f).
Both remain at historically high levels.
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Key issues
and initiatives

Loan repayment deferrals

In July 2021, as the Delta variant of
COVID-19 took hold, a number of ADIs
announced support packages in the form
of loan repayment deferrals to support
their customers through temporary
disruptions caused by renewed lockdowns.
In tandem, APRA provided regulatory relief
to ADIs offering deferrals.

This relief mirrored the approach taken
in 2020. For eligible borrowers granted a
repayment deferral of up to three months
before the end of September 2021, ADIs
did not need to treat a period of repayment
deferral as a period of arrears or a loan
restructuring. However, for transparency,
ADls were required to publicly disclose
and report the nature and terms of any
repayment deferrals and the volume of
loans to which they were applied.

ADls responded quickly in reintroducing
repayment deferrals programs for
impacted borrowers, but the take up of
these programs was significantly lower
than during the first phase in 2020. At
their peak during the second phase, loans
subject to repayment deferral totalled
$13.1 billion (or 0.6 per cent of total
lending), compared to a peak of $266.1
billion (10.1 per cent of total lending)
during the first phase in 2020.

Macroprudential policy actions

In October 2021, APRA announced it
expected ADIs to increase the minimum
interest rate buffer they use when
assessing a borrower’s ability to service
a loan. In particular, APRA indicated that
lenders should assess new borrowers’
ability to meet their loan repayments

at an interest rate that is at least 3.0
percentage points above the loan
product rate. This compared to a buffer
of 2.5 percentage points that had been
commonly used previously.

APRA's decision reflected growing financial
stability risks from ADIs’ residential
mortgage lending, with more than one

in five new loans approved in the June
quarter being at more than six times the
borrowers’ income. APRA’s decision was
supported by other members of the CFR.
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In taking action, APRA is
focused on ensuring the
financial system remains
safe, and that banks are
lending to borrowers
who can service the level
of debt they are taking
on - both today and into
the future.

)

WAYNE BYRES

APRA Chair Wayne Byres said increasing
the buffer was a targeted and judicious
action designed to reinforce the stability of
the financial system. He noted:

“In taking action, APRA is focused on
ensuring the financial system remains
safe, and that banks are lending to
borrowers who can service the level of
debt they are taking on - both today and
into the future.”

To support future macroprudential
responses, APRA also published a
framework for the use of macroprudential

policy measures. This framework gives
financial industry stakeholders a better
understanding of the factors APRA
considers in making decisions to use
these tools, the types of macroprudential
measures APRA could deploy in the future,
and how they might be implemented.

As the same time, to support the
implementation of the framework, APRA
commenced a consultation on steps

to formalise and embed credit-based
macroprudential policy measures within
its prudential standards.

Capital management

In November 2021, APRA finalised a
new bank capital adequacy framework.
The new framework is designed to
ensure the unquestionably strong levels
of capital held by the banking sector
are preserved, and that Australian
standards align with the internationally
agreed Basel Ill framework. In addition,
APRA sought to achieve a number of key
improvements to the capital adequacy
regime to enhance flexibility, risk
sensitivity, competition, transparency
and proportionality.

At its heart, the new capital framework is
aimed at ensuring that Australian banks
continue to have the financial strength

to withstand future adverse economic
conditions, protect depositors in times

of stress and retain an ability to support
lending to households and businesses.

APRA Chair Wayne Byres noted that the
internationally agreed Basel lll framework
is due to come into force around the
world in 2023. Due to the strength of the
Australian financial system, Australia will
be compliant with the Basel Il framework
without the need for lengthy transitional
periods and phase-in arrangements that
L be needed in many other countries.

As noted in Chapter 1, APRA also
announced in late 2021 that it had
finalised requirements for domestic
systemically important banks (the four
major banks) to maintain additional loss-
absorbing capacity to ensure they could
be recapitalised using private, rather than
taxpayer, funds in the unlikely event of a
failure. APRA wrote to the major banks
confirming that the final setting for loss-
absorbing capacity would be an increase in
minimum total capital requirements of 4.5
percentage points of risk-weighted assets,
to be met from 1 January 2026.

Phasing out the Committed
Liquidity Facility (CLF)

In September 2021, APRA announced
that it expected locally incorporated ADIs
subject to the Liquidity Coverage Ratio
(LCR] to reduce their reliance on the CLF
to zero by the end of 2022, subject to
financial market conditions. This reflected
the expectation of APRA and the RBA that

there would be sufficient high-quality
liquid assets (HQLA) available for ADls to
meet their LCR requirements without the
need to utilise the CLF.

APRA advised that it would continue

to review financial market conditions

and would adjust its expectations if
circumstances were to materially
change. APRA also noted that the CLF
will remain available should it be needed
due to future shortfalls of HQLA, or other
liquidity pressures.

New approach to licensing

In support of a sustainable, forward-
looking competitive banking sector, APRA
updated its approach to licensing and
supervising new ADls in August 2021. This
followed a period of consultation on a draft
framework, which had been published
earlier in the year.

APRA's updated approach entails
stronger requirements for being granted
a banking licence and closer supervision
of new entrants as they seek to establish
themselves. The approach is designed to
encourage sustainable competition in the
banking sector by ensuring new ADls are
better equipped to succeed.

The new approach came into effect
immediately, although much of the
information package published was a
formalisation of existing practice. The
final information paper and the two
guidelines released are available on the
APRA website at: Licensing for authorised
deposit-taking institutions.
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Superannuation

Overall, the superannuation industry
continued to provide strong returns

to members over the year despite the
ongoing economic uncertainty associated
with the pandemic. The primary driver

of this performance was the continued
buoyancy of the financial markets,
resulting in double-digit investment
returns. Registrable superannuation entity
(RSE) licensees have, however, continued
to grapple with a number of operational
challenges due to the ongoing lockdowns
and challenging business environment.
These have generally been managed
relatively well, with minimal disruption to
member services.

Across the superannuation industry,
member accounts continue to be
consolidated as a result of recent
legislative reforms. The reduction in the
number of member accounts has resulted
in better outcomes for members overall,
but has also resulted in cost pressures for
RSE licensees. These pressures are likely
to continue into 2022 and beyond.

APRA's focus in 2021 was directed

at improving member outcomes and
eradicating underperformance, supported
by the Government’s Performance Test
and the MySuper heatmap. Over the

year, this work, coupled with effective
supervisory actions, has led to an increase
in merger activity across the industry,

with 12 mergers completed and a further
12 RSE licensees in initial or advanced
execution phases.

The industry
landscape

As at 30 June 2021, superannuation
industry assets totalled $3.3 trillion, an
increase of 15 per cent over the year
from $2.9 trillion. This double-digit
growth was driven primarily by APRA-
regulated funds which grew over 17 per
cent from $1.9 trillion to nearly $2.3
trillion, with these funds managing close
to 69 per cent of assets within Australia’s
superannuation system.

The number of APRA-regulated funds
with more than four members decreased
from 170 to 155 by the end of the year
with 16 funds exiting the system and only
one new entrant (Figure 2a). The decline
in the number of super funds gave rise
to a fall in the number of RSE licensees
from 107 to 95 over the year. Reflecting
this consolidation, concentration within
the superannuation industry also
increased over the year, with the five
largest super funds holding 32 per cent
of total APRA-regulated super assets as
at 30 June 2021, up from 27 per cent five

years ago (Figure 2b).

The combined effect of
continuing asset growth

and consolidation within the
superannuation industry
over the year resulted in the
average fund size increasing
from $12.3 billion to $15.4
billion over the year, a 25 per
centincrease. The normal
operating efficiencies
associated with increasing
fund size, observed over

the longer-term (Figure

2c), continued over the year
with total administration
and operating expenses

as a percentage of net
assets decreasing from 0.37
percent to 0.34 per cent.

Contrary to the longer-term

trend, net contribution
flows (which represent the amount of
member monies paid into the system
less the monies paid out of the system),
as a percentage of average net assets,
increased from 0.5 per cent to 0.95 per
cent between the June 2020 and 2021
financial years (Figure 2d). This rebound
reflected the end of the 2020 Early
Release Scheme, however the overall net
contribution flow remains notably below
earlier years.

Fund asset allocations shifted towards
growth assets over the year, as the

initial concerns brought on by COVID-19
subsided and entities took advantage of
the strong performance of global markets.
As at 30 June 2021, the allocation to equity
was 54.8 per cent of total assets (Figure
2e) with allocations to fixed income, cash,
property and infrastructure accounting

for 18.2 per cent, 10.6 per cent, 7.7 per
cent and 5.7 per cent of total assets
respectively. Other assets, including hedge
funds and commodities, accounted for the
remaining 3.0 per cent of total assets.

Strong investment performance yielded
an annual return of 17.0 per cent over the
year to 30 June 2021, as global markets
recovered from COVID-19-induced losses
during the second half of the previous
year. This was well above the 10-year
annualised rate of return of 7.7 per cent
per annum for the 10-year period ending

30 June 2021 (Figure 2f).
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FIGURE 2b
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Key issues and
activities

Eradicating underperformance

APRA's strategic focus to improve

member outcomes and eradicate
underperformance continues to be
supported by the annual release of its_
heatmaps. APRA's MySuper product
heatmap, first published in 2019, provides
a major enhancement to industry
transparency. In December, alongside its
annual MySuper heatmap, APRA published

its first choice heatmap covering an
important segment of the choice sector.

The APRA heatmaps supplement the
Government's YFYS reforms, which came
into effect on 1 July 2021, and included an
annual performance test. The performance
test enhances accountability for RSE
licensee performance through greater
transparency and increased consequences
for underperformance.

Performance test

As part of the
Government's YFYS
reforms, an annual
performance test was
introduced. A RSE
licensee of a product that
fails the performance test
must write to its members
informing them of the
failure. Where a product
fails the performance test
in two consecutive years,
the RSE licensee will be
prohibited from accepting
new beneficiaries into that
product.

The inaugural MySuper
Product Performance
Test outcomes were
released on 31 August
2021. On the release of
the performance test
outcomes, APRA Executive
Board Member, Margaret
Cole commented:

“It is welcome news

that more than 84 per
cent of products passed
the performance test,
however APRA remains
concerned about those members in
products that failed. Trustees of the 13
products that failed the test now face an
important choice: they can urgently make
the improvements needed to ensure they
pass next year’s test or start planning to
transfer their members to a fund that can
deliver better outcomes for them.”

APRA also intensified its supervision of
the RSE licensees with products that
failed the test and requested they provide
a report identifying the causes of their
underperformance and how they plan to
address them. RSE licensees are required
to monitor their products closely and
report important information to APRA

- including relating to the movement of
members and outflow of funds.

As well as scrutinising the plans of the

13 funds that failed the test, APRA is
engaging with RSE licensees at risk of
failing the performance test next year, to
ensure they take the steps necessary to
improve performance and to understand
their contingency plans. These contingency
plans must include pre-positioning to be
able to give effect to an orderly transfer of
members to another fund, if required.

APRA’s inaugural
Choice heatmap

APRA's heatmaps are designed to
provide stakeholders with insights into
the outcomes being delivered by RSE
licensees, in particular for investment
returns and fees and costs, by providing
information that is credible, clear and
comparable across products. However, to
date, APRA's heatmaps had only covered
MySuper products.

Research undertaken by Chant West
shows there are 568 choice products
within APRA-regulated superannuation
funds, offering approximately 9000 distinct
investment options. Choice products are
typically more complex and varied than
default MySuper products, which makes
comparisons between choice products
more challenging.

In October, APRA published an information
paper that provided some high level
analysis of the choice sector, ahead of

releasing its first Choice heatmap in
December 2021.

The Choice heatmap focuses on multi-
sector investment options in open,
accumulation products (excluding
platform products), representing 40
per cent of total member benefits in
the APRA-regulated choice sector.
This segment is also the most similar
to MySuper products, enabling direct
comparisons between the sectors.

APRA Executive Board Member Margaret
Cole noted that the findings demonstrate
the importance of exposing and addressing
the varying levels of performance and

the high fees within the choice sector.
APRA will continue to closely monitor

and take firm supervisory action on
underperforming choice products ahead of
the expanded performance test in 2022.

Driving improvements in
industry practice

The performance test and heatmaps are
necessarily backward-looking. APRA
also devoted considerable resources to
making sure RSE licensees have robust
frameworks to make investment and
expenditure decisions into the future. In
2021, APRA completed thematic reviews
into three core areas of RSE licensee
business operations critical to delivering
outcomes to members.
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The first was a benchmarking review of
24 RSE licensees with respect to their
implementation of Prudential Standard
SPS 515 Strategic Planning and Member
Outcomes (SPS 515). This review focused
particularly on business plans and
business performance reviews (BPRs),
to understand practice and assess how
well RSE licensees have embraced and
embedded the intent of SPS 515.

1

Trustees of the 13 products that
failed the test now face an important
choice: they can urgently make the
improvements needed to ensure
they pass next year’s test or start
planning to transfer their members
to a fund that can deliver better

outcomes for them.
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The review identified areas where RSE
licensees needed strengthen their
practices during the upcoming BPR
and business planning cycle, including
consideration of member outcomes,
cohort analysis, understanding drivers
of performance, and testing financial
soundness.

MARGARET COLE

The second thematic review was of 12
RSE licensees, undertaken between
November 2020 and October 2021,
examined expenditure on advertising,
sponsorships and promotions.

The review identified that, given the new
best financial interests duty introduced
in the Government’s YFYS reforms,
some instances of expenditure examined
did not have sufficient evidence to
demonstrate that the expenditure would
be in the best financial interests of
members. It also identified areas where
industry practices need to be improved:
specifically, RSE licensees should make
a significant shift from broad reliance

on qualitative judgements, to applying
robust quantitative analysis as a basis for
justifying expenditure.

The third review, which took place
against the backdrop of the heightened
market volatility in early 2020 as a result

of COVID-19, highlighted the importance
of a prudent approach to valuing unlisted
assets. Increased member switching,
together with the Government'’s
expansion of the early release of the
superannuation program, led APRA to
seek information on how member equity
issues were being balanced by RSE
licensees during the period.

Encouragingly, APRA's review
found that most RSE licensees
demonstrated a proactive
approach to revaluing
unlisted assets in response
to the market volatility in
early 2020. Areas identified
for improvement included
addressing inadequate
revaluation frameworks (with
no predefined revaluation
triggers and weak or no
processes for monitoring

and adjusting revaluations);
limited board engagement
(an area of particular concern
across a number of RSE
licensees); and an over-
reliance on external parties,
including fund managers and
asset consultants.

Observations from these
reviews were published in October 2021, in
Information Paper: Findings from APRA’s

superannuation thematic reviews.

Policy initiatives

APRA has undertaken a number of critical
reforms to the prudential standards for
superannuation, aimed at ensuring that
RSE licensees are acting prudently to
improve outcomes delivered to members.
Highlights from 2021 include:

In November, APRA finalised revisions

to requirements and guidance relating

to insurance in superannuation,
Prudential Standard SPS 250 Insurance in
Superannuation [SPS 250) and Prudential
Practice Guide SPG 250 Insurance in
Superannuation (SPG 250], following
extensive industry consultation over two
years. In particular, the standard has been
strengthened to protect members from
potential adverse outcomes caused by
conflicted life insurance arrangements.
This includes heightened obligations on
the RSE licensee to assess whether there
are any conflicted provisions or business
practices with respect to insurance
arrangements, and whether they are
appropriate and in the best financial
interests of beneficiaries.

YEAR IN REVIEW 2021

The revisions also fulfilled
recommendations 4.14 and 4.15 of the
Royal Commission into Misconduct in the
Banking, Superannuation and Financial
Services Industry.?

In September, APRA released for
consultation its proposed revisions to
Prudential Standard SPS 530 Investment
Governance (SPS 530). The proposed
amendments to SPS 530 included a
number of enhancements to valuation
practices, stress testing and liquidity
management practices. This is an
important step in ensuring that RSE
licensees continue to meet their
obligations to prudently select, manage
and monitor investments. The consultation
closes in February 2022, and APRA

will look to finalise the standard - and
commence consultation on associated
prudential guidance - next year.

In November 2021, APRA also released

a discussion paper seeking information
from RSE licensees on their plans to
maintain the financial resilience needed to
protect members’ best financial interests.
This is an important step in ensuring

that every RSE licensee is financially
resilient to ensure the continued delivery
of improved member outcomes and the
ability to operate in the best financial
interests of beneficiaries. In light of the
continual changes to the superannuation
landscape, APRA sought to better
understand current approaches to the
management of financial resources. In
particular, this included the role and use of
the operational risk financial requirement,
reserving practices, and protections
afforded to RSE licensees via insurance,
and how these practices might need to
adapt over time.

2 Recommendation 4.14 - APRA should
amend SPS 250 to require RSE licensees

that engage a related party to provide group
life insurance, or who enter into a contract,
arrangement or understanding with a life
insurer by which the insurer is given a priority or
privilege in connection with the provision of life
insurance, to obtain and provide to APRA within
a fixed time, independent certification that the
arrangements and policies entered into are in
the best interests of members and otherwise
satisfy legal and regulatory requirements.

Recommendation 4.15 - APRA should amend
SPS 250 to require RSE licensees to be
satisfied that the rules by which a particular
status is attributed to a member in connection
with insurance are fair and reasonable.
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General insurance

Introduction

The general insurance industry faced a
difficult 2021, with a large fall in industry
profits due to higher claims costs from
weather events, coupled with lower
investment income reflecting ongoing
financial market volatility.

In addition, the industry continued

to grapple with the extent business
interruption insurance (Bl) claims
triggered by lockdowns and other
restrictions associated with COVID-19.
Many insurers found themselves exposed
through policy wordings that had not kept
up with changing legislation. This created
considerable uncertainty, which needed to
be resolved through a series of test cases
in the Courts.

The general insurance industry also
continued to face a challenging operating
environment. Rising premiums and
reduced capacity in certain product lines
is making some types of insurance less
affordable [or in some cases unavailable)
for many Australian households and
businesses. Furthermore,

the increased frequency and
intensity of natural disasters
associated with climate change
will continue to add increasing
challenges of accessibility

and affordability of insurance
for parts of the Australian
community. It will require
greater attention to mitigation
and disaster preparedness to
ensure that general insurance
remains accessible and
affordable to all Australians.

The industry
landscape

There were 93 APRA-authorised
generalinsurers as at 30 June
2021, comprising 83 direct
insurers and 10 reinsurers.

The number and composition of general
insurers has remained broadly stable in
recent years (Figure 3al.

Industry concentration has increased over
time with the top five general insurers now
accounting for 52 per cent of total industry
assets (Figure 3b). This compares with 36
per cent 10 years ago.

Industry profits remained suppressed for a
second successive year, with a 3.2 per cent
return on net assets tracking significantly
below the 10-year average (Figure 3c].

The primary driver of this result was
significant provisioning for COVID-19
business interruption claims. Despite the
lower incidence of very large catastrophe
events in 2021, gross claims costs for

the householders’ class of business also
remained elevated. Domestic motor claims
costs also increased in the year. Overall,
this led to higher net loss ratios for the
short-tail property classes of business, in
particular the Fire and Industrial Special
Risks class (Figure 3d).

The net loss ratio for long-tail classes

of business was largely unchanged over
the year. Releases of claims reserves
continued to positively impact underwriting
profits in the compulsory third party

(CTP) motor vehicle class of business,
albeit these have significantly declined in
recent years. In contrast, strengthening of
claims reserves was notable in the public
and product liability class of business.
Significant premium rate increases

were observed during the year for some
classes of business including professional
indemnity and employers’ liability.

General insurers’ investment portfolios
remained heavily weighted to interest-
bearing investments (Figure 3e).
Investment income during the year
remained subdued, with increases in bond
yields causing unrealised losses on these
investments.

The quality of insurers’ capital continued
to be high, with CET1 capital making up 93
per cent of eligible capital (Figure 3f].
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Key issues and
activities

Business interruption
insurance

Over 2021, a number of court cases
considered the effectiveness of pandemic
exclusions found in many business
interruption (Bl] insurance policies. APRA
regularly reassessed the prudential
impact of these court decisions and
actively engaged with peer agencies as
part of a Treasury-led Bl working group
on this matter (the working group also
includes ASIC and AFCAJ, as well as with
the Insurance Council of Australia and
international peer regulators.

The financial and reputational impact

on the general insurance industry and

the uncertainty created over pandemic
coverage under Bl policies has been
significant. The issues raised concerns for
APRA about the level of robustness applied
to the management of insurance risk by
some insurers, and whether the weak
practices that led to problems in the Bl line
of business could be replicated elsewhere.

1

Once we review the submissions

we will provide broader industry
feedback. If any red flags are raised
as a result of the exercise, it may
result in a supervisory response for
an insurer, but the purpose of the
review is not intended to be punitive.
Rather, we want to work with the
industry to help them identify and
address any weaknesses before they
manifest in a similar way to BI.

HELEN ROWELL
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To help strengthen risk management
across the general insurance industry,
APRA commenced a thematic review of
10 general insurers. This exercise aims
to significantly reduce the likelihood of
similar problems recurring in the future.
It specifically focuses on cyber-risk, but

APRA expects the learnings that will be
drawn from it to be applicable across all
product areas and potential exposures.

APRA Deputy Chair Helen Rowell told
delegates at the Insurance Council of
Australia’s Virtual Industry Forum in
October 2021:

“Once we review the submissions we

will provide broader industry feedback. If
any red flags are raised as a result of the
exercise, it may result in a supervisary
response for an insurer, but the purpose
of the review is not intended to be punitive.
Rather, we want to work with the industry
to help them identify and address any
weaknesses before they manifest in a
similar way to Bl

Affordability and accessibility

Another key area of attention for APRA
was the affordability and accessibility
of insurance.

The deteriorating affordability and

accessibility of a number of lines of

insurance is a multi-faceted problem,

with varied drivers across different

product classes. As APRA Deputy Chair
Helen Rowell commented
at the Insurance Council of
Australia’s Virtual Industry
Forum:

“Recognising the importance
of insurance to financial
stability, APRA's Corporate
Plan specifically calls out
insurance accessibility and
affordability as one of APRA's
key priorities over the next
four years. Our focus here

is on building the evidence
base to better understand
the issues, and magnifying
our influence on contributing
to a solution. This includes
leveraging our supervision
insights and system-wide
perspective to advise
stakeholders on the nature
and extent of accessibility
and affordability issues, and
the risks that exacerbate
these challenges.”

APRA continued to work
with key stakeholders in government,
other regulatory agencies and the
insurance industry to achieve an
appropriate balance between the financial
health of insurers (thereby protecting the
long-run interests of policyholders) and
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Recognising the importance of
insurance to financial stability,
APRA'’s Corporate Plan specifically
calls out insurance accessibility and
affordability as one of APRA’s key
priorities over the next four years.

, , HELEN ROWELL

access to affordable and well-designed
insurance for consumers. APRA also
meets with consumer representatives
through its Insurance Consumer
Forum to share ideas, insights and
recommendations on these challenges.
This forum assists APRA to understand
issues from a policyholder perspective.

During the year, APRA provided technical
advice to the Treasury-led taskforce
established to develop a reinsurance pool
to cover cyclone and related flood damage.
The reinsurance pool, to commence

from 1 July 2022, will be backed by a

$10 billion government guarantee. The
detailed design parameters for any
reinsurance pool are critical to ensure
that, while providing appropriate benefits
to consumers, the insurance industry
remains robust and that it does not blunt

incentives to undertake mitigation.

Capital framework

In 2021, APRA continued its work on
integrating the Australian Accounting
Standards Board's new standard on
insurance contracts, AASB 17, into

the capital and reporting framework
for general, life, and private health
insurance industries. The proposed
changes aim to ensure the continued
resilience of the prudential standards
for insurers while minimising the
regulatory impact. After seeking
industry feedback on proposals
published in November last year,

in December 2021, APRA released

a number of draft prudential and
reporting standards for industry
consultation aimed at integrating
AASB 17 into the insurance capital and
reporting frameworks. APRA expects to
release final standards in Q3 2022.
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Life
insurance

Introduction

The life insurance industry has
demonstrated resilience to
the uncertainty posed by the pandemic,
with financial results improving, driven

by repricing initiatives and improved
investment revenues. Although financial
performance improved in the 12 months
to June 2021, risk products remained
unprofitable, owing mainly to the
persistent adverse claims experience
within Individual Disability Income
Insurance (IDI) and recent losses in
group insurance business. The risk of
worse-than-expected claims experience
as a direct result of COVID-19 is likely to
persist over the short-to-medium term.
The uncertainty concerning the longer-
term impacts of COVID and delays in
diagnosis of other non-COVID-related
serious illnesses, including mental health-
related illness, on future claims may also
challenge the industry in the longer term.

The outlook for friendly societies remains
challenging, reflecting the expected
impacts of the prolonged low interest
rate environment and weaker consumer
demand for its products.

The industry
landscape

At 30 June 2021, 27 APRA-authorised life
insurers and 11 friendly societies were
operating in Australia, with no new life

insurance licences granted and one licence
revoked.? The number of insurers has
remained stable for several years (Figure
4a), albeit there has been significant
change in the industry’s ownership.

The life insurance industry remains
reasonably concentrated. The top five

life insurers accounted for 68 per cent of
total industry assets (Figure 4b), up from
62 per cent in the previous year. This was
owing to continued acquisition activity
amongst the larger life insurers. The trend
towards increased foreign ownership of the
industry also continued.

The industry recorded a return to
profitability in the 12 months to 30 June
2021, with the return on net assets
increasing to 3 per cent (up from minus

6 per cent in the preceding year). Despite
the return to profitability, industry returns
remain significantly below the 10-year
average of 9 per cent (Figure 4c). The main
driver of poor profitability in recent years
has been material declines in total profits
from both investment-linked and non-
investment-linked products, with COVID-19
and its related economic impacts such as
the prolonged period of low interest rates,
further exacerbating the decline.

3 The Colonial Mutual Life Association
of Australasia’s licence was revoked on
24 June 2021.

M

There was a substantial improvement

and return to near profitability in risk
products in 2021. Whilst losses in IDI
remain substantial owing to persistent
adverse claims experience, there was

a marked improvement in 2021 when
compared against the preceding two years.
The profitability of individual lump sum
business remained relatively stable. Group
business, whilst recording a lower level

of losses than in 2020, is yet to return to
overall profitability (Figure 4d).

As a result of a more conservative
investment risk appetite post the global
financial crisis, fixed-interest securities
have comprised a significant and
increasing share of insurer portfolios
(Figure 4e). Furthermore, most insurers
did not seek to increase their exposure to
higher-yielding, higher-risk, fixed-interest
securities to mitigate the impact of the
low-yield environment.

The aggregate capital coverage ratio for
the industry remained at sound levels
and increased during 2020/21 to 1.9
times the minimum requirement at

30 June 2021 (Figure 4f]. The quality of
capital held by insurers remained strong,
with CET1 capital the predominant form
of eligible capital.
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FIGURE 4b
Assets of largest life insurers
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Key issues and
initiatives

Addressing Individual Disability
Income Insurance (IDIl)

Given long-standing concerns with

IDII, APRA intervened in late in 2019 by
imposing a number of IDIl product and
data expectations on insurers, as well as
imposing additional capital charges that
will remain in place until relevant life
insurers have adequately met APRA’s
expectations.

In May 2021, APRA deferred the
implementation of one of its sustainability
measures to improve the long-run
outcomes for IDIl - the policy contract
term measure - by 12 months following
engagement with the industry and the
industry body, the Financial Services
Council [FSC). The industry indicated that
it was unable to finalise a timely solution
for the implementation of this measure
that satisfied legal and operational
constraints, and without potential adverse
consequence for consumers. Industry
efforts on finding implementable solutions
for this measure are ongoing.

The release of new IDII products by life
insurers is an important milestone.
However, it is early days and ultimately
success in addressing IDIl sustainability
will depend on how these new products
are received by the market and, in turn,
how life insurers respond to competitive
market pressures.

APRA will continue to monitor progress
and, where appropriate, work with the
industry on ensuring IDIl moves to a
sustainable state. APRA's expectation is
that the industry delivers and maintains
IDIl products that meet the needs of
consumers, provide policyholders with
stable and affordable premiums, and are
financially viable over the long term. APRA
also expects that life insurers extend
their learnings from IDIl to other parts of
the portfolio to ensure similar risks are
proactively managed.

Sustainability of life insurance
in superannuation

Insurance offerings available through
superannuation also face sustainability
challenges. In March 2021, APRA sent an
industry letter to RSE licensees and group
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life insurance CEQOs regarding concerns it
had as to the sustainability of life insurance
in superannuation generally, and specially
developments in relation to premium
volatility, availability and provision of data,
and tender practices. APRA’s view was that
these developments, if unaddressed, were
likely to result in poor member outcomes,
and adversely impact the availability and
sustainability of life insurance offered
through superannuation.

Increased use of offshore
reinsurers by life insurers

In April, APRA released a package for
consultation designed to address concerns
about the increased use of offshore
reinsurance by life insurers. These
concerns are particularly heightened in
relation to the group risk market, which
plays an important role in Australia’s
superannuation system. The proposed
updates to Prudential Standard LPS 117
Capital Adequacy: Asset Concentration
Risk Charge (LPS 117) will impose an
aggregate limit on the exposure of life
insurers to offshore reinsurers which
are not regulated by APRA. Offshore

reinsurers that enter the domestic market
and become an APRA-registered entity
will not be subject to the aggregate

limit. Additional enhancements are also
proposed to the standard. The review of
LPS 117 is due to be completed in the first
quarter of 2022.

Capital resilience and
stress testing

Stress testing is used by APRA and its
regulated entities to provide forward-
looking assessments of entities’ resilience
to severe but plausible downturns,

and complements APRA's risk-based
supervision approach by enhancing capital
management practices.

With the onset of the pandemic, APRA
conducted a series of stress testing
activities on life insurers and published
the results in August 2021: Stress testing
insurers during COVID-19: results and
key learnings. The results demonstrated
that insurers were well-positioned to
withstand a severe economic downturn,
while still meeting their commitments to
policyholders. They demonstrated capital
resilience at an industry level and also
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provided insights into how insurers use
stress testing to inform their capital and
risk management frameworks, as well as
wider business decision-making.

Capital framework

APRA continued its work on integrating
the Australian Accounting Standards
Board's new standard on insurance
contracts, AASB 17, into the capital and
reporting framework for general, life,

and private health insurance industries.
The proposed changes aim to ensure the
continued resilience of the prudential
standards for insurers while minimising
the regulatory impact. After seeking
industry feedback on proposals published
in November last year, in December
2021, APRA released a number of draft
prudential and reporting standards for
industry consultation aimed at integrating
AASB 17 into the insurance capital and
reporting frameworks. APRA expects to
release final standards in Q3 2022.
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Private health insurance

Introduction

COVID-19 has significantly impacted

the short-term financial position and
outlook for private health insurers, due

to factors such as delays in premium
increases, pauses on elective surgery and
a recent pick-up in membership amongst
younger age groups. Despite the positive
short-term profit impacts, there remains
considerable uncertainty over the longer-
term outcomes.

APRA also remains concerned about the
longer-term sustainability challenges
facing the private health insurance

(PHI) industry due to longer-term
declining membership trends, an ageing
membership base and worsening
product affordability.

The industry
landscape

During the year to June 2021, the number
of private health insurers remained
unchanged at 35 (Figure 5al. Since then,
a merger between two funds in the
September quarter of 2021 took the total
number of private health insurers to 34.
Notwithstanding some market share
changes at an institution level, market
concentration overall 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 5b).

Industry profitability bounced back in

2021 after an 11-year low in the previous
year, supported by both higher insurance
margins and investment income (Figure
5¢). Gross margins on health insurance
business grew strongly to 14.5 per cent
(Figure 5d), reflecting an increase in
premium income in line with a solid growth

in membership in the year to June 2021.
Meanwhile the management expenses
ratio increased slightly to 9.4 per centin
the year ending June 2021 (2020: 9.2 per
cent). Net margins improved to 5.0 per
cent after a 16-year low in the previous
year (2020: 2.7 per cent). Investment
income also increased during the year to
June 2021, largely reflecting a recovery in
equity earnings.

Private health insurance participation
increased for the first time in six years
with hospital treatment membership
rising by 245,189 persons in the year

to June 2021 to 11.4 million persons
(Figure 5e). As a result, the proportion of
the population covered by private health
insurance (hospital treatment) rose,

for the first time in many years, by 0.9
percentage points over the 12 months to
June 2021 to 44.5 per cent.

The industry's Prudential Coverage Ratio
remained stable at 1.6 times APRA's
regulatory requirements (Figure 5f).
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Key issues
and initiatives

Accessibility, affordability
and sustainability

Although the private health insurance
industry has been resilient throughout
the COVID-19 pandemic and membership
growth has been trending up in the short
term, APRA's long-standing prudential
concerns remain due to twin challenges
of affordability and adverse selection. At
the heart of the challenge is rising health
system costs that are exceeding premium
increases, which are in turn going up
faster than household incomes.

Therefore, APRA continued its heightened
supervisory focus on the sustainability

of the industry, and ensuring that private
health insurers have in place robust and
feasible strategies to address affordability
risks and meet their commitments to
policyholders.

In 2021, APRA concentrated on ensuring
that entities could meet the cost of claims
deferred as a result of COVID-19. This
centred on risk management, governance
and the prudent management of the
deferred claims liability (DCL).* The
mid-year lockdowns resulted in more
deferred claims and increased the level of
uncertainty for the industry, compounding
the challenges of assessing the full impact
of COVID-19 on expected future claims and
the DCL.

In March 2021, and as government-
imposed restrictions eased, APRA
relaxed its guidance to allow insurers
more flexibility in determining the value
of their DCL. However, a prescribed
minimum amount still applies for
prudential capital purposes.

In September 2021, APRA updated

its guidance on how insurers should

be managing their DCL for claims
postponed due to COVID-19. The update
reflected the evolving nature of COVID-19,
including changes in claims patterns

and experiences varying in each state:

in particular, individuals” willingness to

4 The DCL is a provision against the likelihood
that health procedures that could not proceed
due to government-imposed restrictions during
CQOVID-19, have been deferred to a later date.

In reality, whether a procedure is deferred or
abandoned permanently will depend on the
nature of the patient’s underlying health issue.

seek medical procedures has varied by
geography and the type of procedure that
has been deferred.

The private health insurance industry has
promised not to profit from COVID-19. This
has seen some PHIs announce they will
return surplus funds to their policyholders;
others are still exploring their options.
Insurer decisions on policyholder relief are
expected to vary due to the differences in
experience in each state. APRA expects
insurers to honour their commitment not
to profit from COVID-19, albeit that the
appropriate method and timing of the
return of any COVID-19 related profits
requires judgment by an insurer’s Board
and senior management.

Reviewing the capital
framework

In 2021, APRA continued its review the
capital framework for private health
insurance, releasing a response package
for consultation in December. This
followed the release of a discussion paper
in 2019 which explained APRA's view

that the current PHI capital framework
does not appropriately reflect the

risks faced by insurers and does not
adequately allow for consideration of
extreme adverse events. APRA’s review is
seeking to ensure that the industry has
an appropriate level of financial reserves
to withstand periods of stress and meet
commitments to policyholders.

APRA's proposed approach aims to
increase the risk sensitivity of capital
requirements to the activities of insurers,
and improve the alignment of capital
standards across prudentially-regulated
insurance industries. The proposed
changes bring the PHI capital framework

into alignment with APRA's existing life
and general insurance capital framework,
while also incorporating bespoke elements
to reflect the specific risk characteristics
of the private health insurance sector. The
capital framework will also reflect the
Australian Accounting Standard Board's
new standards, AASB 17, which deals with
the accounting treatment of insurance
contracts. APRA expects to release final
standards for consultation in Q3 2022,

ahead of implementation in July 2023.

Reducing the risk of
disorderly failure

APRA's recovery planning initiative

for PHIs was launched in 2019 and
continued throughout 2021. Each insurer
is required to have a credible recovery
plan to survive a shock and restore itself
to sound financial health, without public
sector support.

Over 2021, APRA continued to devote
supervisory attention to assessing the
progress insurers made in terms of
strategies and solutions to address
these PHI sustainability, accessibility
and affordability challenges. Consistent
with this, APRA reviewed and tested the
robustness and credibility of insurers’
recovery plans, providing feedback on
areas for improvement.

Recovery plans were required to consider
arange of "Plan B" options that could be
chosen to relieve the stress position. All
insurer recovery plans have now been
subject to two rounds of APRA review
and benchmarking, and will continue

to be subject to continual improvement
and updates, consistent with APRA’s
proposed Contingency and Resolution
Planning Standards that are currently
under consultation.
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APRA’s talented and
dedicated workforce

For APRA’s people, 2021 was a hectic
year, juggling a heavy workload with
the on-going disruptions caused by the
COVID-19 pandemic.

Thankfully, APRA has a highly professional
and dedicated workforce, committed to
ensuring APRA delivers on its mandate to
protect the Australian community.

As the pandemic continued to disrupt
work and home lives, APRA continued

to emphasise the importance of
communication, collaboration, wellbeing
and inclusion among its 800+ employees
and contractors. APRA adopted hybrid
working, with a strong emphasis on
harnessing the benefits of flexible work
practices. Office spaces were adapted

to meet evolving workplace needs. An
updated inclusion and diversity (I&D)
strategy was launched and, to deal with
the constantly changing environment,

4

employees’ physical and mental
wellbeing were supported with a broad
range of resources.

APRA's total permanent headcount has
grown over the last four years from 640 to
845 employees, as the organisation has
boosted its resources and capabilities in
response to its expanded responsibilities
and expectations. APRA hired 123
permanent employees in 2021. The total
workforce, including contingent workers,
stood at 929 people at year-end.

APRA's well-regarded graduate program
continued, with 16 graduates joining

in February 2021. Each of the program
participants has the opportunity to
undertake three six-month rotations
across APRA's supervision, policy, and
data analytics divisions. The next APRA
graduate intake will join in February 2022.



Inclusion and
Diversity

APRA refreshed its commitment to
inclusion and diversity with the launch

of an updated, leader-led strategy for
achieving a genuinely diverse and inclusive
workplace. The strategy is a key enabler of
the APRA Corporate Plan.

Under the vision ‘Stronger Together’, the
2021-2025 strategy has set clear and
measurable targets in areas including
gender diversity, trust, safety and
inclusion. The aim is to ensure APRA
provides a workplace where everyone feels

that they belong, are valued and respected,

and which is representative of the broader
Australian community.

In formulating the strategy, the Inclusion
and Diversity Council (IDC), which is led
by the APRA Chair, re-focused APRA's
approach to inclusion for all. The IDC also
designed the strategy to acknowledge the
‘intersectionality’ of its diverse workforce
- where individuals’ needs may span more
than one diversity category.

The strategy has two core components.
The first is to reinforce and build on

the momentum and progress achieved
over the past five years, including in
gender diversity and LGTBIQ+ inclusion.
The second is to address areas in need
of greater focus: accessibility; age
diversity; diversifying talent; and data
and demographics.

While the strategy is driven by the IDC,
leaders throughout the organisation are
expected to exemplify inclusive behaviours
and to integrate I&D into the way they
operate. The new |&D strategy is founded

on a ‘Leader’s Promise’ to:

o live the APRA values and behaviours;
e listen to our people;

e create a safe environment;

e drive inclusion in all that we do; and

e commit to targets and measures
of success.

APRA's |&D networks - each sponsored
by one or two Executive Directors - have
been instrumental in bringing to life
APRA's vision for an inclusive workplace
across the areas of Aboriginal and
Torres Strait Islanders, Accessibility,
GenDelta, Gender, GenX+, LGBTIQ+

and Multicultural. The networks hosted
talks, panel discussions, awareness-
raising sessions and cultural events

- all designed to raise awareness and
showcase why an inclusive and diverse
workplace is in everybody's interests.

I&D highlights in 2021 included:

e SBS Core Inclusion program
launched enterprise-wide.

o APRA's new gender affirmation
guidelines launched on the
Transgender Day of Visibility.

e RISE - the accessibility network
- consulted on the accessibility
requirements for APRA's re-
designed offices.

e To celebrate NAIDOC Week 2021,
APRA's Reconciliation Action
Plan working group acquired
the organisation’s first piece of
indigenous artwork. The artwork
is from the Warlukurlangu Artists
Aboriginal Corporation in central
Australia

e The generational and multicultural
networks hosted APRA's inaugural
|&D-themed Virtual Amazing Race.

APRA continued to benchmark its
progress on inclusion and diversity
against leading industry practices
through participation in Pride in
Diversity's Australian Workplace
Equality Index, Workplace Gender
Equality Agency reporting, and its
Innovate Reconciliation Action Plan.

44.8%

6-3%
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2025 APRA-wide I&D Goals

1&D Goal' Target area’

Diversity 40/40/20 Achieve and maintain gender diversity at all levels

Trust and Safety 90%-+ Overall Speak Up, and observed Senior Leadership Team support for I&D
Inclusion 90%-+ Overall Inclusion

Accountability 90%-+ Senior Leaders confront difficult situations head on

Action 90%4 | believe our organisation will take appropriate action in response to

incidences of discrimination, bullying and harassment

1. Goals will be measured over the 4-year strategy period.

2. Target areas and goals are as measured in the APRA I&D Survey, and APRA's demographic profile. Goals to be achieved with no
material differences across demographic groups.

3. 40/40/20 refers to 40% Female, 40% Male, and 20% non-binary/male/female/choose not to disclose.




Supporting health
and wellbeing

2021 was a demanding year for APRA
employees as they faced a heavy
workload, revised priorities and a
disrupted environment. APRA supported
employee wellbeing by offering a wide
range of resources and services. For
example, a series of webinars, virtual
workshops and coaching sessions
provided tools for employees to manage
their career, wellbeing and family
priorities. APRA's Employee Assistance
Program, delivered by the Centre for
Corporate Health, offered employees
and their families confidential support
and counselling services. Additionally, an
app-based tool for building resilience was
launched to employees.

Regular pulse surveys, which gauged
employee sentiment in the areas of
support, work arrangements and
wellbeing, were conducted throughout
the year. The feedback provided useful
insights used to drive improvements
across these areas.

APRA's Wellbeing Ambassadors program
offered further assistance through

peer support and the opportunity for
individual employees to confidentially
raise concerns about their own or

their colleagues’ health and wellbeing.
Comprising trained APRA employees,
the program welcomed seven new
ambassadors in 2021.

Keeping APRA offices COVID-safe was
an important focus, particularly as
preparations were made for Melbourne
and Sydney employees to return to

the workplace post-lockdown. APRA
has adopted all Safe Work Australia
guidelines and established COVID-safe
workplaces in all of its offices.
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Ways of working
at APRA

From the outset of the pandemic, APRA
employees adapted well to remote and
flexible working practices, including

the introduction of collaboration tools
such as MS Teams for virtual workshops
and meetings. This tool provided the
organisation with the agility to remain fully
operational during periods of lockdown
and other disruptions. More importantly,
it also paved the way for ongoing hybrid
working at APRA.

By early 2021, hybrid working - in which
employees were given the flexibility to
combine office attendance with remote
working - had become the ‘new norm’ at
APRA. Based on the guiding principles of
trust and empowerment, hybrid working
enabled teams to meet, collaborate and
stay connected across organisational
boundaries regardless of individuals” work
locations. At the same time, face-to-face
meetings remained an important aspect
of APRA's engagement with employees
and the entities it requlates — where COVID
restrictions allowed.

While state and regional lockdowns kept
employees at home for much of the
second half of the year, efforts continued to
update APRA's offices to reflect changing
modern workplace requirements and to
facilitate hybrid working.

In recognition of technology’s role as

an enabler for hybrid working, a project
was established to address limitations

to existing technology and provide a
more streamlined and integrated online
experience for employees. In 2021, the
Enable Modern Collaboration project
began the integration of office applications,
and delivered a redesigned and upgraded
intranet to act as the central virtual hub
for all news and information at APRA.
Collaboration technology infrastructure
is also being developed to support future
enhancements to APRA's archiving and
secure document management system.

A bookable desk system was introduced

in the Sydney, Melbourne and Brisbane
offices to provide greater flexibility in
seating arrangements and a more efficient
use of office space.

Surface Hubs - large interactive
touchscreens - were installed in
communal areas and meeting rooms
across APRA's offices. The touchscreens
have provided an improved meeting and
collaboration experience for all meeting
participants, whether they are in an APRA
office or joining remotely.

Two floors of APRA's Sydney office were
reconfigured to include contemporary
collaborative spaces and more diverse
working arrangements that are tailored to
individual and team needs.

The organisation is continuing to look at
ways to enhance the work environment
across all of its offices to support ongoing
productivity and efficiency.
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Renewing the
APRA Enterprise
Agreement

In October 2021, APRA and employee
representatives began the bargaining
process to renew APRA's 2018 Enterprise
Agreement.

A key element of the proposed 2022
agreement is the phase-out of annual
performance bonuses (in accordance
with new guidelines announced by the
Australian Public Service Commission in
August 2021) through a one-off transition
payment. The proposed 2022 agreement
also includes funding for an annual
remuneration increase linked to the private
sector Wage Price Index and further
improvements to working arrangements
in areas such as parental leave and
compassionate leave.

During the six-week bargaining period,
several employee information sessions
were held, led by employee bargaining
representatives and management
representatives, to keep employees
informed of progress and proposed
changes to the agreement.

In December 2021, after a final period

of consultation, APRA employees voted
strongly in favour of the proposed 2022
APRA Enterprise Agreement. The 2022
Enterprise Agreement will take effect early
in 2022, subject to final approval from the
Fair Work Commission.

In tandem with the Enterprise Agreement
renewal process, APRA has initiated

a refresh and simplification of the
frameworks and systems that underpin
career advancement, performance review
and remuneration, to provide greater
clarity for employees. The intention is to
empower employees to build fulfilling
careers at APRA in which they can
perform at their best and contribute to
APRA’s success.
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