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Introduction

The Australian Finance Conference (AFC) appreciditesopportunity to make a
submission to the Inquiry. By way of backgrounde tAFC (membership list
attached) was formed in 1958 and has evolved torbe@a non-institutionally based
financial services association. Our membershipishes participants actively involved
in both the banking and non-banking sectors. AF@rsafor members’ needs in
relation to their consumer and commercial actigitigcross Australia, including
consumer credit and housing finance, equipmenirigaand finance, wholesale and
receivables finance, deposit-taking and other faistirg activities.

Impact of Financial Crisison Funding

In line with the growth in the Australian econonttye industry had been very buoyant
for a good number of years with a strong demandif@ance. This demand required
financiers to seek a variety of funding sourcedudiag from local retail markets,
domestic and overseas banks and commercial/whelesalkets, parent lines and via
securitisation. The finance industry had been g@tng a cyclical slowdown in the
market and had been preparing for it in recent syebdtowever, what was not
anticipated was the extent of the global liquiditisis which has led to a reduction in
wholesale funds far in excess of the reductionemand by customers. This of course
means the available wholesale funds are at a gigntfy higher price (interest rate).

The impact of the global financial crisis on thesfalian financial system has been
well documented by government agencies and anallisésability of many financiers

to access sufficient funds to provide for their toosers’ needs although a little
improved, continues to be adversely impacted. Tleeket and the regulators in
Australia recognise that the current funding diffies are not due to poor balance
sheets or prudential mismanagement. The assettyquas been good and the
institutions have been well managed. It is welbgrased that the crisis is a result of
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international problems and confidence in the iragomal market. Australian
financiers, to varying degrees, have been frozeémbuonarkets due to no fault of their
own or a fundamental lack of demand.

Financial System Stability and Guarantees

The enormous loss of investor confidence overseadributed significantly to

reduction in available wholesale funds. The Austnapublic then started to raise
guestions about the financial soundness of Auatrafinancial institutions despite
their strength and the robust prudential supemisad ADIs. Understandably,

depositors and investors were becoming nervousadsnews on the international
financial scene continued. In early October 200&CAhad reports from various
members that an increasing number of depositorsirarastors had been enquiring
about the soundness of the institution and thetysadé their deposit/investment.
Money was starting to be withdrawn and notice gitleat term investments would
not be renewed by the customers. Some AFC members Wwecoming very

concerned about the public’'s wavering confidenc& jorior to the late October
announcement of the guarantee of ADI retail depoSihe enquiries and withdrawals
from ADIs stopped once the announcement was madecanfidence in the ADI

sector returned. However, wavering confidence ia titon-ADI sector was not
addressed and the guarantee compounded this. ilioadthe gap in the relative risks
and therefore pricing on investments in non-ADts,dxample by way of debentures,
had widened.

Guarantees and Non-ADI Retail Funding

On the morning following the announcement of thelABtail guarantee, AFC
members which raised funds via debenture and noisppctus were subject to
considerable retail investor questioning as tortetus within the guarantee (clearly
they weren't). As a consequence, investments aiveaie withdrawn, those for a term
were flagged for withdrawal at term and new invesita dried up. Debenture funders
do not have the ability under their Trust Deedstigpend redemptions and in the
event one member breached their Deed and was piatedreceivership while
another ceased offering debentures (after 40 phassy and began funding directly
via its parent bank.

In recent months the fortuitous absence of bad nend the settling of ADI
competition for deposit funds, has seen non-ADditgirospectus funding normalise
somewhat. This presently benign condition is howg@vecarious.

Guarantees and Commercial Funding

Once the wholesale funding guarantee was put ioepfar ADIs (late November)
there was an increase in the availability of fufasADIs. However, thevariable fee
charged by the government which was applied orb#ses of credit ratings added to
the variable premium that continued to be charged by the maikssentially this
meant double fees, both of which were higher fevdorated institutions. A number
of smaller ADIs have indicated that this has madelesale funding very expensive
and has limited their use of such funds. Some AlMse avoided such funding
altogether because it is not commercial.

Again, the wholesale funds guarantee only appbed@Is. Other financiers had, and
continue to have, great difficulty raising fundsedio the lack of investor interest in
Commercial Paper and Medium Term Notes. Many fisasmmpanies have not been
able to borrow funds in Australia at competitivéesa Some have sought funding
through offshore loans that are more expensivetduie added foreign exchange
hedging cost. This has lead to these financieneasing rather than decreasing the
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interest rates they can offer to customers sometumpeo 2% to 3.5% (200 bps to 350
bps) higher than those offered by the major banksimilar finance products. Prior
to the crisis, the gap was much narrower (betwéenp2 to 50 bps).

Some financiers with ratings of investment gradéetter have traditionally raised
competitive AUD funds through Commercial Paper adddium Term Notes
issuance and this has been their main source afirfgn However, the tight credit
market has severely restricted these markets andéwerely affected their ability to
offer competitive and affordable loans and leasesustomers. Many members have
significantly lost market share and continue toucEdnew business. Some members
have withdrawn from particular sectors of their kedrand some have withdrawn
from financing altogether — not due to weak balasiteets but lack of access to, or
the prohibitive cost of, funding.

In relation to the broader economic implicationsngumers, industry and commerce
are less able to access competitive finance fosinguconsumer items or commercial
equipment. In turn this impacts on employment tha finance sector, as well as
industry and commerce.

In summary, financiers in Australia have been a#écacross a broad range of
funding sources. Wholesale funding generally haive less available and more
expensive. Some financiers have been more se\atfelsted than others. The general
economic implications of this shortage in fundimg aignificant and recovery will be
severely inhibited until the funding problems aver@ome.

The Risk Spectrum

Financial intermediaries (ADI and non-ADI) raiseeithfunds from markets along a
risk spectrum and pay the appropriate price assasdeby the entity providing the
funding. A similar risk spectrum and assessmentieppo intermediaries when they
lend. In the pre-crisis market, this resulted ie thetter-rated financial institutions
lending to the better-assessed borrowing applicamd vice versa along a relatively
smooth if rising curve.

Given the major sectoral dislocation, particulasigce October 2008, several phases
of the risk spectrum have become inoperable daelack of funding availability or a
pricing that is prohibitive relative to the vialyliof passing it on to borrowers. This
has resulted in discontinuities in the spectrumciWhare compounded by those
intermediaries in funds taking into account a remssry credit outlook. Unless and
until the spectrum is restored this translates otterwise creditworthy demand for
finance not being able to be met.

Securitisation

Securitisation is another area that has been phatig hit. Many financial institutions
that have provided competition in Australia haverbeery reliant on securitisation of
loans to fund their business expansion. Many smalkitutions which are unrated
have had to rely on securitisation because othe@leshle funds are more expensive.
The securitisation market has enabled financidituiens to compete on more equal
terms because the pricing in the securitisatiorketadnas reflected the quality of the
underlying assets in the pools. However, the sesation market has effectively not
been operating in Australia since August 2007. &asacuritisation deals have
occurred recently, but are limited and at very higist. Other funding markets have
been less accessible and more costly.



For this reason the AFC welcomed the Governmentitgiive in late 2008 for the
Australian Office of Financial Management (AOFM) tourchase Australian
residential mortgage-backed securities (RMBS) agasure to assist liquidity in the
Australian mortgage market. We have been hope#tl tthe Government’s initiative
will go at least some way towards maintaining ldityi, efficiency, competition and
diversity in the market.

As recently stated by Dr Debelle, Assistant GoverrRBA!, securitisation is
improving but is significantly less than two yeaigo. He stated: “No one’s actually
lost any money on mortgage backed securities m ¢buntry unlike the US ... the
guality of Australian mortgage backed securitiecassiderably higher ... Investor
mentality has got to change back again to recagpishe quality of Australian
mortgage backed securities...”. It is the AFC'swithat this will require continued
government intervention by way of purchases of MBS other quality securities.

Beyond RMBS there is a need to support fundingtbéiosecured asset classes such
as for portfolios secured over motor vehicles, pougnt, other real property and
consumer credit. Both the United States (Term BAsaeked securities Loan Facility

- TALF) and Canada (Secured Credit Facility - CS@&ye Government supported
programs to fill this gap.

Covered Bonds

The Report of the inquiry into competition in thenlzing and non-banking sectors

By the House of Representatives Standing CommitieeEconomics (November
2008) recommended that “the Treasury examine theoppateness and feasibility of
allowing Australian authorised deposit-taking ihgions to issue covered bonds.”
These are bonds issued directly by the financiatitution which remain on the
institution’s balance sheet. Bonds are covered lgroaip, or ‘pool’, of mortgage
loans. If the issuing institution collapses, thed® are ‘covered’ by the pool and are
separated from the institution’s other assets tolqzeck the bond holder. AFC agrees
that an examination of covered bonds should be rtaiden taking into account
APRA’s concerns. Adding ADIs would add to the depththis nascent market and
should be expanded beyond RMBS.

Recommendations

Because of the potential impact particularly on lggn@DIs we do not believe now is
the time to withdraw the guarantee on retail daposiowever, AFC recommends
that the Government consider measures that woslres investor confidence in a
broad range of funding sources and where neceshiegygtly assist financiers to
acquire funds. This may include:

. Increasing the AOFM program of purchasing residénthortgage backed
securities and expanding this to include other igualsset-backed securities
issued by financiers who meet a certain standard.

. Consideration be given to the proposal for Goveminte guarantee the issue of
RMBS to reinvigorate the market and promote add#ioand alternative
sources of wholesale funding..

. Introduction of other policies to generate shorinml-term liquidity for non-
ADI's.

! Guy Debelle, Assistant Governor (Financial Marketst the Mortgage Finance Industry
Association, Industry Leaders — Panel Forum 22 20089



. Reduction of the fee for the wholesale guaranteeldeser rated ADIS in
recognition of market premium already payable fsk.r

. Convening a whole-of-market forum to canvass thieefttent of current market
funding imbalances, the means of addressing the$eh& processes and likely
consequences of the wholesale and then retail giegrphase-outs.

AFC would be pleased to provide further detailglaboration as required.

Yours truly,

Ron Hardaker
Executive Director



AFC Member Companies *

Advance Business Finance
Alleasing
American Express
Australian Finance & Leasing
Automotive Financial Services
Bank of Queensland
BMW Australia Finance
Capital Finance Australia
Caterpillar Financial Australia
CBA Asset Finance
Centrepoint Alliance
CIT Group
Citigroup
CNH Capital
Collection House
Credit Corp Group
De Lage Landen
Dun & Bradstreet
Enterprise Finance Solutions
Esanda Finance Corporation
Flexirent Capital
Ford Credit
GE Capital
Genworth Financial
GMAC
HP Financial Services
HSBC Bank
Indigenous Business Australia
Institute of Mercantile Agents
International Acceptance
John Deere Credit
Key Equipment Finance
Komatsu Corporate Finance
Leasewise Australia
Liberty Financial
Lombard Finance
Macquarie Consumer Finance
Macquarie Equipment Rentals
Macquarie Leasing
Max Recovery Australia

(*As at July 2009

Members Equity Bank
Mercedes-Benz Financial Services
Nissan Financial Services
Once Australia t/as My Buy
PACCAR Financial
Profinance
RABO Equipment Finance
RAC Finance
RACYV Finance
Retail Ease
Ricoh Finance
RR Australia
Service Finance Corporation
Sharp Finance
SME Commercial Finance
St. George Bank
Suncorp
Suttons Motors Finance
The Leasing Centre
The Rock Building Society
Toyota Financial Services
United Financial Services
Veda Advantage
Volkswagen Financial Services
Volvo Finance
Westlawn Finance
Westpac
Wide Bay Australia
Yamaha Finance

Professional Associate Members
Allens Arthur Robinson
Bartier Perry
CHP Consulting
Clayton Utz
Finzsoft Solutions
Henry Davis York







