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The Secretary 

Financial System Inquiry 

GPO Box 89 

Sydney NSW 2001 

March 24, 2014 

Re: Submission to the Financial System Inquiry 

Dear Sir/Madam, 

 

Please find attached a submission from the Australian Centre for Financial Studies (ACFS) responding 

to the call for submissions for the Financial System Inquiry. This submission provides information 

from our Funding Australia’s Future project that is relevant to the following sections of the terms of 

reference: 

1.1. How Australia funds its growth 

1.2. Domestic Competition and International Competitiveness 

3.3. Changes in the way Australia sources and distributes capital, including the intermediation of 

savings through banks, non-bank financial institutions, insurance companies, superannuation 

funds and capital markets;   

The submission comprises three documents: 

1. Funding Australia’s Future: From where do we Begin? 

2. Funding Australia’s Future: The Future Demand and Supply of Finance 

3. Funding Australia’s Future: Improving Australia’s Financial Infrastructure 

Key points raised in the reports relating to the specified sections of the terms of reference follow 

below:  

1. Patterns of financing in Australia have not caught up with the fundamental long run shift in 

the flow of household savings into superannuation. This leads to two important issues:  

• First, super funds are traditionally thought of as vehicles for investment in existing 

financial assets, rather than creators (such as banks) of new financial assets associated 

with new real investment opportunities.  

• If banks face a declining share of new savings, how will the supply of new financial assets 

(securities) available for super fund investment be created? Will super funds take on, in 

some way, a larger role as creators of financial assets?  
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2. The role of banks as liquidity creators will change. An important traditional role of banks has 

been the creation of liquidity by issuing liquid liabilities (deposits) and investing in illiquid 

assets (loans). But with the development of superannuation, there is now a large pool of 

illiquid savings currently invested primarily in liquid assets (long term securities such as 

equities and debt which are given liquidity through the existence of secondary capital markets 

such as the ASX). Aligned with prudential regulation (the liquidity requirements of Basel 3) 

inducing less liquidity creation by banks, this growth of illiquid savings raises the prospect of 

less liquidity transformation being required, as well as alternative ways of it being done. Not 

only could super funds invest directly in new illiquid assets (with risk and return of the 

underlying real investment proposals and financial arrangements assessed either in-house or 

by third parties such as investment banks), they could also buy illiquid assets originated by 

others such as banks. An important issue in this regard is the extent to which super funds 

currently feel constrained to limit investments in illiquid assets to allow for potential future 

changes in asset allocation (or member withdrawals), and whether there are investment 

structures (perhaps of the mutual fund variety) which could evolve to mitigate such liquidity 

constraints. 

3. Technology advances will provide further scope for disintermediation. To date there has 

been relatively little direct financing of households by households (P2P) and of business by 

business (B2B), apart from trade credit, however ongoing developments in technology and 

information availability could facilitate such developments. Reflecting these potential 

changes, it can be expected that existing financial institutions will attempt to influence the 

speed and direction of change (through both market responses and lobbying) and that their 

activities and structures may change as a result.  

4. The current system is not well equipped to meet infrastructure investment needs. 

Population growth and technological change are driving a need for significant infrastructure 

investment which governments are unwilling to fund on-budget, while bank lending is heavily 

focused on households and, arguably, constrained by deposit supply. Superannuation funds 

appear averse to the risk and illiquidity of large positions in individual infrastructure projects, 

and taking on project risk of “greenfield projects”.  

5. The competitive advantage of banks relative to non-bank lenders has decreased 

significantly. With households increasingly having access to wholesale market interest rates 

through other means such as mutual funds, the longstanding competitive advantage of banks 

of large scale, low cost, retail deposit funding is in decline. Whether banks retain a funding 

advantage depends on how much depositors value the liquidity features, payment facilities, 

and low risk characteristics of bank deposits – and on the costs to banks of providing these 

characteristics relative to those of potential competitors. For example, cash management 

trusts (money market mutual funds) can provide liquidity, payments services and relatively 
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low risk, but their growth in Australia has been hampered by a relative lack of short term high 

quality money market instruments available for investment. More speculatively, the potential 

for “e-money” such as pre-paid credits on mobile phones, transferable via SMS messages, to 

emerge as an effective competitor for bank deposits as a form of money should not be 

ignored. 

6. The current system does not adequately provide products tailored to our ageing population. 

Banks and other lenders have been slow to develop attractive, low risk, products such as 

reverse mortgages to enable retirees to access the equity in their homes. Similarly, a wide 

range of pension products has failed to develop, or be taken up, in the face of the ability of 

retirees to maintain managed account (allocated) pensions or take lump sum payouts. While 

banks could, in principle, offer longer-term annuity style deposit products for retirees based 

on their diversified loan portfolios (and partially offset the effect of household super 

contributions on deposit inflow), other potential providers are handicapped by the absence of 

long term fixed interest securities available in the market. 

7. The securitisation market is likely to increase in significance. If banks hold assets on their 

own books they will face a significant capital impost. It will thus make sense for them to pass 

assets, and particularly long lived assets, on to other institutions which do not face the same 

costs. This suggests there will be a general tendency for the asset holdings of banks to shrink, 

as assets are passed on to households, insurance companies and superannuation funds which 

have a greater appetite for long dated investments than will banks under Basel III. By cutting 

the duration of equity this will reduce the term risk of banks.  

8. The question of whether domestic competition amongst financial system participants is 

sufficient deserves further attention. The contribution of finance and insurance to gross value 

added (and GDP) appears to be significantly larger for Australia than for any of the G7 

countries (Table 9). The crucial, unanswered, question here is whether this reflects a larger 

real contribution to economic activity, perhaps reflecting financing requirements of the high 

level of investment in Australia, or higher relative rewards to factors of production in that 

sector in Australia. Gross Value Added is, essentially, remuneration of employees plus profits, 

such that higher GVA could reflect a lower level of competition with the consequences being 

higher remuneration and profits.  

9. Policies to promote the export of Australian financial services should be considered. The 

degree to which Australia’s financial sector is engaged with the international economy has 

increased significantly since the financial liberalization process that commenced in the mid-

1980s. However, Australia’s finance sector is less outward looking than the finance sector of 

many otherwise comparable economies. Opportunities for further integration and policies to 

promote international competitiveness should be explored. 
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We would be happy to discuss the issues raised in the submission in more detail with Treasury if 

required.  

Yours sincerely, 

 

 

 

Professor Deborah Ralston     

Executive Director, ACFS                   

 



The Funding Australia’s Future Project

Professor Kevin Davis

www.fundingaustraliasfuture.com/fromwheredowebegin
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