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Executive summary

Credit risk B wsunally tie single largest risk facing an antrorised deposit-
tfaking uustitntion (ADI). The presence of a well-functioning credit risk
management system Uy, therefore, fundamental to- e safety ano soundiness
of anv ADI. Ay v resudt; APRA'y Prudential Standard APS 220 Credit
Quality reguines an ADI to- implement a credit risk management
framework Hhot b appropriate to- Uy size, business min and complexity.

ln Mavcl 2019, APRA proposed to- modernise tie stondord; tHiis was
prompted by APRA’y recent supervisory foeunsy on credit stomdaroy, and to-
reflect contemporary credit risk management proctices: To- better reflect tive
requirements of e standaro, APRA also- proposed to- change the name of
Hhe standaro to- Prudential Standard AFS 220 Credit Risk Management
(APS 220).

The dvaft APS 220 proposed changesy un the following areas:

o cwredit rusk management, uincluding credit standarros and the ongoing
monitoring and management of an ADI'y credit portfolioy over e full
credit Ufe-cycle; and

o agset classification and provisioning, taking unto- account updated Basel
Committee on Banking Supervision (Basel Committeer) guidance on
credit-related. matters and. recent changes v accounting stanodards.

Importantly, e proposed changes also- included Hre recommendation of
Hie Royal Commission unto- Misconduet un the Banking, Superannunation
ande Financiold Servicesy Industry relevant to- APS 220 regarding tire
veluation of collateral taken by ADIy: Ay recommended by e Royal
Commission, APRA proposed to- amend APS 220 to- requive independent
valuation of collateral, for the valuation to- take unto- account Hie Hme
taken for realisation of collateral and, to- Hie extent possible, Hie

Submissions o APRA'y covsultotion were broadly supportive of the
proposed reforms. However, o number of submissions sought clarification of
the role of the Board and senior management un credit rusk management
and the application of the proposed credit stondardys requirements for
certain types of lending. Respondents also raised concerns regavoing thve
proposed. valuation of collateral and asset classification reguinvements.
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APRA hay made a number of adjustments to- the proposals to- address some
where U hay concluded tiese are warrranted based on prudential
considerations. Key adjustments to- e proposals inclunde:

o credit standards — the funal APS 220 clarifies Hhe scalable and flexiple
approach that should be applied to- an ADIs credit assessment un the
applicotion of eaci of the credit stondards requirements. ln Hais regard,
o ADI must use experienced credit judgement v adopting sucih an
approaciv to- Uy credit rsk assessiment of a borrower;

o valuation of collateral — n a manner consistent witiv the
recommendation of the Royal Commission regarding tive valuation of
collateral taken by ADIly, APRA hay darified un the funal APS 220 that
valuation of collateral requivements do- not requinre an ADI fo- predict
when ‘external events are Likely to- otewnr, and that ‘external eventsy are
wider tHhan drrougiht and flood. To- align withe international valuation
and, accovwnting stondards, Hie funal APS 220 no- longer requives APRA

o asset dassification — to- provide for a simpler classificotion for
prudential reporting purposes, e term ‘significantly deteriorated hay
been removed from the final APS 220. ADIy will be requined to- classify
exposmres ay ‘performing or ‘non-performing and as ‘past-dune’ ano
‘restructured’. APRA hag also- amended Uty proposal for a twelve montiv
period for a raestructnred exposre to- refurn to- pevforming stotus and s
refaining the current sux montiv requiirement:

Funrtiver, some submissions suggested the umplementation date for the funal
APS 220 showld be deferred gwen APRA had proposed a1 July 2020 stort
ADly to- umplement regulatory change, APRA has amended Hie
umplementation date of He final APS 220 to- 1 January 2021. APRA
expects that entities will review Hhelr existing credit risk management
frameworks so- theinr credit risk policies, processes and practices fully
comply witiv e new- standard from Uy effective date.

AFPS 220 fully umplements tive Royal Commission recommendation
relevont to- the standard. This response paper sefs owt the material usnes
raised. un submissions anok APRA’y response to- tivose Usines.
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This paper and He final prudentiol standord ave availobple one APRA’y
website at wwwrapra.gov-oar:

At thuis time, APRA B also releasing a dvaft Prvdenttal Frackice Guide
APG 220 Credit Risk Management(APG 220) for corsultation. Draft APG
220 provides guidance on APRA'y view of sound practice i credit risk
management, Uy intended. to- complement APS 220 and. assist ADIly Un
meeting the requirements of the prudential stomoaro

APRA wll separately consudt on revised reporting requirements for credit

ruk management that would take effect at Hhe same flme as Hre funal APS
220 and APG 220.
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Glossary

Auvthorised Deposit—taking lnstitution
Avstrolion Prudential Regulation Authority

APG 220 Prudential Practice Guide APG 220 Creddt Risk
Managemenst

APS 111 FPrudential Standard AFS 111 Capifal Adeguacy:
Measwrement of Capital

APS 112 Prudential Standard AFPS 112 Capifal Adequacy:
Standardigsed Approach fo- Credit Rusk

APS 113 FPrudential Standard AFS 113 Capifal Adequacy:
Internal Ratings-based Approach to- Credit Risk
Prudential Standard APS 220 Credit Risk Management

ot it ko i
Prudential Standard CPS 220 Risk Management

An exposiire that iy in default A defaudt iy considered to

hane ocenrred witn regavd to- a parttendar bovrower
whew eitirer, or botiv, of the two following events harve
foken place: He ADI covusiders that the borrower
wnlikely to- poy Uy credit obligations to-tive ADI v fuld,
withowt recourse by thhe ADI to- actions such as realising
available secnrity; e borrower (s 90 days or more past-
due on o credit opligation fo-the ADI.

Past-due An exposure for wirithv any amovnt due wnder a
controct (nterest; principal, fee or otiver amount) has
not been paid v full ot Hhe date wirew o was due. A
exposure s covsidered past-due from Hhe furst day of
missed poyment:

An exposuae subject to- a regular repayment schedudle iy
corsidered 90 dayy past-due wirew: ot least 90 calendar
dayy have elapsed since the due date of a contractual

90 days past-due
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amount unpaid oufside contractual arrangements iy
equinolent to- at least 90 dayy wortiv of contractual
payments: This inclundes all fees and any chrarges Hiat
are dune but uwnpaid ay a result of missed payments.

Overdvafty are considered past-due once the borrower
hay breached an adiised Uit or been adaised of a
it smaller thain cuarrent outstandings. Non—auntivorised
overdvafty are covsidered to- have a zero- lLumit for
regulatory copital purposes: An ADI muwst, therefore, treat
dayy past-dune as commencing once any credit Uy granteo
fo- an uwnawtirorised borrower and Uf suciv credit B not
repoid withvin 90 days, the exposure must be considereo
fo- be i defaunlt:

Restructured Aw exposiure for wirich a borrower s experiencing
commitmentsy and tihe ADI grantsy a concession to- the
borrower Hat U would not otrerwise covsider, wietirer
or not the concession Uy at tire discretion of the ADI or
the borrower.
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Chapter 1 - Introduction

Credit risk U most simply deseribed ay e potential that a borrower will
foil to- meet Uy opligations v accordance withv agreed terms: It s Lmportant
for ADIy to- manage tive credit rusk unherent un the enture portfolio as well

ln Mawede 2019, APRA released a discussion paper proposing changes to-
APS 220, which reguines ADIy to- condrol credit risk by adopting prudent
credit rusk management policies and. procedunres.*

APS 220 was last substontiolly updated un 2006, and there hay been
signaficont evolution un credit risk proctices since Hhen, unclnding more
sopivisticated analytical techniques ano information systems: APRA’y plan
to- modernise Hie standaro wos prompted by U recent supervisory focns on
credit stondardy, and to- reflect contemporary credit risk management
proctices:?

The discussion paper and diaft APS 220 ouwtlined APRA’y proposalsy n e
following areas.

o credit risk management — tie dvaft APS 220 was broadened to- include
credit stondarrds ond Hie ongoing monitoring and. management of an
ADI’y credit portfolioy un more defodll. It also- uncorporated enjranced,
Boowd oversight of credit risk and Hie need for ADIy to- maintain
prudent credit risk practices over Hhe entire credit Life—-cycle; and

o asset dassification and provisioning — the dvaft APS 220 provided a
more consistent classification of credit exposnres, by aligning recent

T A copy of the discwssion paper and draft APS 220 can be found on the APRA website.

2 APRA Leter: Reinforcing sound residential mortgage lending practices, 9 December 2014;
APRA Letter: Commerciol property lending - thematic review considerations, 7 Marciv
2017; APRA Letter: Funrtiver measures to- reinforce sound residentiol mortgage lending
practices, 31 Moarch 2017; and APRA Letter: Embedding sound residentiol mortgage
lending practices, 26 Aprid 20138.
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accovnting standaro changes on Lo provisioning reguirements, as well
as other guidance ow credit related matters of Hie Basel Committee.® #

The dvaft APS 220 also- included tre recommmendation of the Royal
Commission into- Musconduet v the Banking, Superonmumation and
Financiol Services Induwstry relevant to- tive stondard regarding the
valuation of collateral taken by ADIs:

To better describe the purpose of the standard, APRA also- proposed
renaming t Prudential Standavol AFPS 220 Credit Ruk Managemendts

The following Figure 1 describes e main components of the funal
standairol;

Figure 1: Main components of APS 220

3 AASB 9 Financial Instruments (AASB 9) applies for reporting periods begunning ow or
after 1 Janumary 2018 and. replaced AASB 139 Funancial lnstriwments: Recognition ands
Measurement (AASB 139).

* The Basel Committee guidance on credit risk and accovnting for expected credit Losses,
December 20155 and the Basel Committee guidance on the prudential treatment of proplem
assety - definitiony of non—-performing exposures and forbearance, April 2017.

% Recommendation 1.12 - Valuations of land, The Final Report of He Royal Commission
wnto- MUscondunet in the Banking, Superanmation and Funancial Services lnoustry.
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Degree of credit risk the ADI
is prepared to accept and
objectives guiding
the ADI's credit
risk activities.

Prudent credit standards
and comprehensive
assessment of

Credit risk Credit borzlt_itwgrl'(s
appetite and [l assessment and EEERILbISE.
strategy approval

Management of Credit
problem administration,
exposures measurement
and monitoring

Classification of
exposures and
establishing and
maintaining robust
provisioning levels and practices.

Effective and
efficient ongoing
credit risk administration,
measurement and monitoring.

APRA receined 15 subpmissions to- Uy proposals, of witich nine were

APRA has now- finalised APS 220 following consideration of the
submissions receiveds The following chapters set out the main issues raised
in submissions. APRA hay considered the issues raised and made
amendiments to-the final standard.

At iy time, APRA s also- releasing a dvaft APG 220 for consudtation: The
draft APG 220 provides guidance on APRA’s view- of sound. practice un
credit risk management; Uy intended to- complement APS 220 and assist
ADIly in meeting the requirements of the prudential standoro. The main
elementy of devaft APG 220 inclunde guidonce o

o the credit risk management fromework,

o credit origination and assessment and approval;

o credif administration, measuarement ano monitoring;
o confroly over credit rsk;

o Non-pLrforming exposares;

o restructured exposures; and

o credit rusk and accouwnting for expected credit Losses:
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The draft APG 220 dvaws on outcomes from APRA’y recent supervisory
foews o eredit standarods anod Basel guidance on credit related matters
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Chapter 2 — Role of the Board and senior
management

In e draft APS 220, APRA proposed an enhanced Board oversight of
credit risk witiv e Boord requived to- review and approve, ow at least an
ool bosis, the credit risk appetite and tive credit risk management
strategy of the ADI.

It was also- proposed. Hhat an ADIs credit risk management strategy must
consider He overall chavacteristics that tihe ADI wouwldh want to- achieve

APRA also specified un the draft APS 220 Hat senior management way

respovsible for umplementing the credit risk management strategy approved
by tihe Boaro.

Comments received

Some submissions guestioned wihether an onnunal review by He Boowrd of
the ADI'y credit risk appetite and. credit risk management strategy was
necessory.

I approving an ADI'sy credit risk management stroteqy, ub was also-
commented that the Board shouwld not be requined to- approve ‘target
markets and ‘return levels un the strategy — Hus U o fosk for sendor
management:

APRA response

APRA considers U appropriate that the Boavd review and approve, on at
Least an awvunnal basis, tHhe ADIy credid risk appetite and credid risk
management strategy. This iy becaunse credit ruk v typically Hie largest risk
facing an ADI, and reviewing and approving Hhe risk appetite and strategy
complements the requivements un Prudential Standard CFS 220 Rok
Management-(CPS 220) for the Boowd to- Ldentify and consider material
rusks

APRA hay reconsidered (s proposal for the Boowrd to- specifically consider
‘refurne levels’ and “target mavkety un approving Uy credit rusk management
strategy, and has amended Hie stondard so- hat senior management must
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adduiress sucih topics ay target markets un developing and umplementing
credit rsk policies consistent witiv the ADIy credit risk appetite.
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Chapter 3 — Credit origination, assessment and
approval

3.1 Credit origination

I thhe doraft APS 220, APRA proposed that an ADI must recognise ano
ruk management framework.

Comments received

Submissions were concerned tivat proposed requivements to- verify the
accnracy ono completeness of ‘any’ borrower unformation provided by a
thivd porty imposed additional obpligations o ADIy wirich are unconsistent
witiv an ADI’y generol respovusible lending obhligations.

APRA response

Whhilst o ADI may employ variows origination channely to- widen product
helghtened risk unto-the credit portfolio of an ADI. Where suciv Hiwrd-party
channely ave wsed, Ut s appropriote for ADIy to- review- tive guality of tirese
exposiires, including ensuring reasonaiple steps have been taken to- verify
the accwnracy and completeness of ‘any’ borrower information provided (eg.
uwnoertoking regulor anditsy or otver complionce checking).

The requirement uv APS 220 relates to- tihe oversight by the ADI of thvivd
pairties (e.g. brokers and untroduncers) and sy not intended to- impose any

additlonal requirements witiv respect to- o ADI'y general resporsiple
lending obligations.

3.2 Credit assessment and approval

ln e dvaft APS 220, APRA proposed specific reguivements for credit
standards: These requivements were dramww from APRA’y previouws
pronouwncements on credit ruk, portlendarly Uy recent supervisory measinres
to- reinforce sound residential mortgage lending proctices.

The draft APS 220 distinguisines credit assessiment of ‘exposinres to-
wndiridmaly and ‘exposures to- otier than indinvtdunals.
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Comments received

Some submissions commented that tihe proposed requivements for ‘exposnres
to- indivtdualy showld, not apply to- small and. medivuw enterprise (SME)
lenoing.

It was also- suggested that the dvraft APS 220 shouwld refer to- an ADI
uwndertaking ‘reasonabple steps to- verify borrower information.

Clorificotion way also sought as to- wirether the proposed requivements for
‘exposinres other thaw to- individumals’ showld be read v conjunction withv
preceding povagraping i the deaft APS 220 tivat provide for credit

ossessment to- be proportlonate fo- the nature, type and size of tihe exposnre.

It was also- commented that the diraft APS 220 may restrict unnovation anol
competition by mposing nflexible obligoations on ADIy wirleh are not
‘scalabple’, porticndorly for credit cards and otrer smaller Looun types.

Another submission noted Hiat not all credit assessments for ‘exposiires
financials and future cosiv flows:

APRA response

APRA expects an ADI’y assessment of a borrower’s credit risk would
consioer and be proportionate to- the nature, type and size of tive exposnre.
An ADI would be expected to- exercise experienced credit judgement v
considering the credit risk relevont to- eaci exposre asy not all aspects of
the requirements wowld be relevant to- certain credit produrets and
actvities: The final APS 220 has been amended to- clarify thus scalable

APRA hays also reworded tie final APS 220 so- that an ADI would make
‘reasonaple inquiries and take ‘reasonable steps to- verify o borrower’s

. L o o

APRA has also- provided guidance i the draft APG 220 of Uy expectations
of an ADI'y credit assessiment: For example, APRA would not expect the

same comprelensive creddlt assessment be uwndertaken for a commercial
loan and o ymall wnsecunrred personal Loan.

ln regawdd to- ane ADI'sy assessment of a borrower’s hWistorical financial and
futwre casiv flows, the draft APG 220 notes tihvat stort-up businesses would
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typleally provide casiv Fflow projections only; for existing businesses an ADI
may also- rely on historical performance of the business for credit
ASSRSSIMRIN A POSRS
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Chapter 4 — Collateral valuations

4.1 Independent valuations

In the dvaft APS 220, APRA proposed tivat an ADI must ensinre all
valuationy are appraised independently from Hie ADI'sy credit origunation,
persons wiro- undertoke He valuation are He some as those wiro-are
uwolved U the origunation, assessiment and approval of the exposnre.

Comments received

Some submisgsions sought confurmation that Hus proposal meant that a
property must be valued (appraised) by someone independent and dicd not
Hhen appraised by an independent person ay a second reviews

Other submissions noted Hie valuation of security otenrsy Un a manner more
appropriote to- the collateral type. For example, SME loans wowld typically
be collateralised by a general secrity agreement over the business or o
motor veicle valuation can be aclhieved independently thwoughv motor
vehicle valuation guides

APRA response
Persons uwolved v e credit origunation, assessment and approval process
guality of collateral. Thisy may resudt un some borrowers being over-

APRA hay carified un the draft APG 220 Hre requivement Hhat persons
who- undertoke o voluotion must not be the same as those persons wiro-are
vwwolived wv credit origination, assessiment and approvel. This does not
meon Hhat ovdy external voluoations must be uwndertaken. lnfernal
valuationsy may be unoertoken by suitably gualified persony wivo-are
removed from Hhe credit origination, assessment and. approval process.

4.2 Fair values

Under Hhe current APS 220, property assets must, unless othverwise agreeo
withe APRA, be valued on the basis of existing use.
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In the dvaft APS 220, APRA reiterated tivat Hhe valuation of collateral

Comments received

Some sbmissions were concerned that restricting voluations to- existing use
standards: It was also- commented Hot requiving valuations to- be
wndertoken on only the existing use of o property may redunce voluotions
for businesy and Hre consequent flow- of credit: To- align withe infernational
valuation standords and acconnting standaros, U was requested tivat
highest or best wse be permitted withowt the need for APRA approval.
Otihver submisgsions commented that o was uncleor wivetiver Attachunent A
of duraft APS 220 regovding collateral and seevnrity valuation intended. to-
cover all formy of security.

APRA response

APRA hay reworded the funal standard to- avold inconsistency witiv
removed the requirement for APRA approvel of valuations thot are not

I determining foir values, APRA has inclunded i the final APS 220 o
requidsement thot any valuoation based on higlhest and best use rativer than
existing use must be adequotely supported and docwmented. Wiere
applicable, Hie valunation report must set ot how- highest and best use wos
determined.

Collateral con inclnde guarantees, nsmrance oarrongements ano,
wmportantly, secwrity held over variows forms of assets: Wihilst most of the
requirements un Afttacihument A to- APS 220 are relevont to- tive valuation of
security inthe form of property, some of #he requirtments may not be
relevant to- other formy of secunrity. APRA has clarifled n the final
stondawd. Hiat an ADI must apply Attackhument A to- APS 220, hawving regarol
to- the nature and type of security helo.

4.3 External events
I line witiv the recommendation of He Royal Commisgsion v Uy funal
report (Recommendation 1.12), He draft APS 220 uincluded a proposal

AUSTRALIAN PRUDPENTIAL REGULATION AUTHORITY 14a



that ane ADI wmust ensuare the valuation of agricvdtural land takes into-
account the Ukelihood. of external events, suciv as dvrought and. flood,

Comments received

Submissions commented Hhat reference U the dvaft APS 220 to- external
eventy may unfer that valuations need. to- go- fuartiver Hian currrent proctice,

Submissions also- noted that valuations already take into- consideration
known erwironumentol Usues. If the property Uy v a kinownw dirouglt and/or
Flood. Location, then this wourld be noted n Hie valuation report as o
statement of fact; and the related risks wowld form port of the valuation.
However, the valuation  not aple to- predict wiren an ‘external event will
ot

APRA response

the seftung of covuervative lovn—~to—valuation ratioy: This s to- ensure, for
example, Hat ADIy do- not unflate He value of collateral to- facilitote tive
approvel of loans

APRA has clarifled un APS 220 that Hhe valuation of collateral such ay
land must toke nto- account; to- e extent possible, external eventy and
Hiese are not limited to- derougiht and. flood

This does not mean valuations must predict wiren an ‘external event will
otenr, ondy that the related risks of suciv events would form part of He

valuation. Fair values would be bosed on o measurement dote wnoler
currendt market condiflons.
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Chapter 5 — Asset classification and provisioning

5.1 Significantly deteriorated exposures

ln the diraft APS 220, APRA defined ‘significantly deteriorated’ ay an
exposure for wirich provisions are measwrred. on a Uife~tme expected. credit
Sueh classification was intended to- complement Stage 2 of the credit risk
stage model wnder Awstralion Accounting Standord AASB 9 Funancial
[nstrumendts.

Comments received

A number of submissions commented that ‘significantly deteriorated’ hay a
movre adwerse conwnotation from aw asset quality standpoint tiat may
mulead wsers and Hot APRA shouwld consider establishing minimumm
thureshold or criferia for wiat covstitutes ‘significantly deteriorvated..

Other supmissions requested. APRA provide a more comprerensive
definition of ‘significantly deteriorated’. Classificotion of credit risk
relabelled, to- aid. clarity.

Submussions also- commented that fair value Lloans shouwld be exclunded

from Hre proposed. asset classification ay faiv value loony are covered. by
Awstrolion Accovwnting Standard AASB 13 Foir Value Measurement (asy

opposed to- AASB 9).

APRA response

To- avoid confusion and simplify He standaro, APRA lhas removed tire
term ‘significantly deteriovated’ from APS 220. ADIy will be requived to-
dassify assety ay ‘performing’ or non-performing’ and ‘past-odue’ and
‘restructured’. (See 5.2 Non-performing belows)

5.2 Non-performing exposures

ln Hre draft APS 220, APRA defined ‘non-performing as an exposure that
W U default ay defined in Prudential Standard AFS 113 Capifal
Adeguacy: Intfernal Ratings-based Approach fo- Credit Rk (APS 113). Thisy
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definition was broadly consistent witiv the Basel guidance witicih uncluded
the regulotory definitlon of defaunlt:

Comments received

In relotion fo- ‘non-performing’, submissions commented that contractual
payment ano moteriodity tharesiold provisions should be restored un APS
220. ‘Non~—performing exposmres showld also- be defined under APS 220
rotiver than APS 113.

it wos also- commented that ADIly witiv ‘non-performing’ loans tiat are
otherwise well-secured will see a spike un their reported flgures too- APRA.

APRA response

APRA notes that the current APS 220 refery to- contractual payment and
materiolity thureshvolds provisions and these were inadiertently not
wnclnded L the draft APS 220. This inclundes tire defunition of 90 dayy
past—-due for exposinres subject to- a regulor repayment seiredude and
exposinres that do- not have a contractnal repoyment selredude (e.g.
overduoafty and revolving credit facilities). APRA hay restored tive relevant
provisions v APS 220.

To- avold confusion for tiose ADIy spject to- APS 112, APRA has uncluded
the regulatory definition of defoundt unv APS 220 and removed the cross
reference to- APS 113.

For prudential reporting purposes, APRA notes He definition of non-
performing exposnres sy likely to- resvdt i a vigher level of reported
problem exposures relotive too APRA'S cnrrent definition of umpaired

5.3 Restructured exposures

ln the draft APS 220, APRA proposed that an ADI must classify o
restructurred exposimre as non-performing until U meets botiv of tie
following exit criteria: wirew all payments, as per the revised contractnal
terms, howe been made un a timely manner over o contunnons repayment
perioth of not less than twelve monthg and the borrower hay resolved Uty

Comments received
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Most submissions requested that APRA refain Hie six—-montiv contunmons
repayment period (probotion period) rativer Han introducing a twelve
montiv probhation periodh Some respondents adwised that Heir data shows
that only a very small nmwmber of hardsivip customers fall bock ntfo-
arrears between six and twelve montig It wos also- commented Hhat there
wowld be additional costsy associated with managing system changes ano
moniforing customer accounty withv a twelve montiv periool

Other submissions requested alignment of the standaro witiv e
definitions wsed for reporting restrctured exposures useo L the Basel
guidance. Clarity was also- sought on wiretiver all restructurred exposures
were to- be reported as non—performing.

Some supmissions commented that the Ust of concessions un the draft APS
220 mixed significont restructunring initiatives withv relatively mmaterial
cthanges that may be commercially avaidaiple to- borrowers un good standing.

It way also- commented. that Hhe diaft APS 220 did not provide a ypecific
exception from Hie restructured clossification Hiose agribusiness borrowers

APRA response

On e understonding that a small nuwmber of hardsiiip cvstomery have
follen back into- avrears after six monting, and the likely wnereased buroen
and costy onw ADly of the proposal, APRA has changed Uy proposal for o
twelve montiv period for o restructured exposure to- refurn to- performing
statuy andl b refodining the current siw montiv requirement

ln line with the relevant Basel guidance, APRA has also- clarifled un Hre
standarod Hiat o restructured exposire may be granted on performing or
non—performing exposnres. ln addition, APRA has provided more detall un
APS 220 around Hre intferaction of restructred. witv non—performing
exposures:

APS 220 Uisty o number of examples of concessions: APRA has provideo
guidance i the dvaft APG 220 tihat tivese relate to- concessions to-the
borrower wirich are on non-commercial terms. Restrinetred exposnies
wourld inclunde exposures wiere the underlying loan terms are
contractually reduced or otherwise modified i a manner tivat wouwld not
be commercially availaple to- otiver borrowersy n goodl standing.
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APRA has also- restored. in APS 220 Uy longstanding requivement that an
exposimre that By not subject to- tive National Credit Code need not be
reported oy restructured wihere ot U placed on restructured termy for Less
tHhan twelve monthy due fo- financial difficulty being experienced by the
borrower but wirere long-term viablity v uwnguestioned (e.g. an
agricvtural exposre encountering a bad season).
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Chapter 6 — Other issues

6.1 Implementation date
APRA proposed to- implement the proposed reforms from 1 July 2020.

Comments received

Some submissions suggested the implementotion date shhouwld be set to- ot
least one year from tHhe pubplication of the finalised APS 220 and APG
220, and Hre associated reporting standarvd, reporting formy and reporting
form wutructions.

APRA response
I Light of the comments from submissions, and the need for APRA to- have
regoard to- e tume available for induwstry to- umplement regulatory change,

APRA hay changed tive iumplementation date of the funal APS 220 to-1
Jovurowry 202.1.

6.2 Consequential changes to other prudential standards

APRA notes that some consequential changes are requived fo- otiver
prudential standards to- support umplementation of the final APS 220.
These changes, for Hhe most port; bwolve crossy referencing and unclnde
thanges to- Prudential Standard AFS 111 Capdital Adequacy: Measwrement
of Capifal (APS 111), APS 112 and APS 113. APRA proposes to- make
these consequential changes wiren these otiver standaros are next updated
and after Hhe funal APS 220 becomes effective.

AUSTRALIAN PRUDPENTIAL REGULATION AUTHORITY 25



Chapter 7 — Consultation

7.1 Request for submissions

APS 220 s now final and supmissions are closed. However, APRA wifesy
written submissionsy on the draft APG 220. Written submissions on the
draft APG 220 should be sent to- ADIpolicylaprowgovion by 12 Morcl 2020
oo adduesseo to-

General Manager

Policy Development

Policy and Advice Dinision

Awstralion Prudential Regulation Authority

7.2 Important disclosure notice — publication of submissions

AW information un supmissions wll be made available to- the public on
the APRA website unlesy a respondent expressly requests tivat all ov port of

Automatically generated confldentiality stotements un emaily do- not suffice
for thws purpose.

Respondents wivo- wourld ke part of thelr submission to- remain un

confldence shhould provide tHhis information marked as confidential un
sepovote attocihment:

Submissions may be Hie subject of o request for access maode wnder tire
Freedom of Information Act 1982 (FOIA).

APRA wlll defermine suciv requests, Uf any, un accordance witiv the
provisions of Hie FOIA. Information n the submission about any APRA -
confldential wlll be protected by section 56 of the Awstralian Prudential
Regulation Auwtivority Act 1998 and will therefore be exempt from
production under the FOIA.
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Attachment A — Regulatory costs

AFS 220.

ln Uy Mawrch 2019 Disemssion Paper, APRA outlined He problem un regard
to- APS 220, the prudential regulation of credit risk management and wivy
regulotory unitlatives were needed. (Refer to-the Marce 2019 Duscussion
Paper, Cihapter 1 Infroduction on pages 8 and 9)

The thuee policy optiony to- address Hhe proplem i regavd to- APS 220 and.
preliminary analyses of each option were also- outlined i APRA’y Mavciv
2019 Ducunssion Paper. (Refer to- Marcih 2019 Discunssion Paper,
Attacihument A: Policy options and estimated compoarative net benefits on
pages 28 and 2.9)

These thuree policy options were as followy:

Option 1 No- change tothe existing APS 220.

A narrow uwpdate of APS 220 to- reflect Basel guidance and
AASB 4.

Option 3 A broader update of APS 220 to- reflect best practice credit
ruk management expectotions, including tive relevant
recommendation of e Royal Commission, Basel guidance
and. AASB 9.

The material difference between the second. and thiard, options s Hhe wpdate
to- the prudentiol standard to- reflect best proctice credit risk management
expectationy, including te relevont recommendation of the Royal

Assessment of regulatory costs
APRA specifically umwifed: submissions on any uncreases or decreases to-

regulatory costy uincwnrrred as o resudt of eacih option. Respondenty were
uwited to- wse e Avstralian Governments Buwoen Measuvrement Tool to-
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assess regulatory costsie None of the sibmissions took wp the vuitation to-
wse thiy tool.

APRA hay considered all relevont compliance costsy (eg. administrotion
and substontive compliance costy and delay costs) U estimating the
regulatory cost of eaci option

For the second and Hivd options, APRA hay estumarted total industry costs
based on the number of ADIy, the cost per howr and He numbper of howry
and personnel likely to- be requined to- implement the proposals: APRA does
not expect costs to- be uncwrred. specifically for umplementotion following
the furst year but hay represented ive costy i the tables below- asy annnal
regulatory costy averaged over 10 yeoars:

Option 1

Under tire furst option, ADIy and otiver stakelroloers wouwld not incur any

Annual regulatory costs, averaged over 10 yeary ($m)

(VI IAV I Business Community lnodinvidnals Total change
costy ($m) organisotions v costsy

Total by o o o o
sector

Under Hre stotus quos, peer growp compoarisons withv banks un otiver
JurBdictionsy woudd remain difflendt since requlators un thvese jurisdictions
ovre Lkely to- take account of Basel guidance as the basis for tieir
regulatory reportung.

The existing standard would continune to- reflect concepts and. terminology
commensirote witv an outdated accounting standaro. This iy Ukely to-
create some confusion for ADly and APRA, particudorly v relation to-

® This tool calewdates Hie compliance costy of reqgulatory proposals on business, uindiviodumalsy
and community organisations using an activity-based costing methodology. The tool iy
designed to- capture the relevant costy v o structured way, uincluding a sepavate assessment
of wpfront costy and ongoing costs. It s available at: Witps// rbwobpr.gov:ans/ home.aspr
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It & Likely Hrat ADIY credit risk management may be adversely affected Uf
best proctice credit risk management expectotions, uincluding tre relevant
recommendation of the Royal Commission, are not reflectec un tive
standaro. Althhoughv APRA’S previows pronowncements on credit risk
remain relevandt; they do- not create enforceabple requivements.

Option 2

Under Option 2, ADIly would inewr addittonal compliance costs: APRA
estumates tie total cost to-be $317.3 mullion.

Annual regulatory costs, averaged over 10 yeoars ($m)

Change in [NEIEIVVIYY Communnity [nobinvitdnals Total change
costy ($m) organisations v costs

Total by 1.73 o o 1.73
sector

Under tuis option, peer growp comparisons witiv banks n othver
Jurusdictions wourld be enjranced since regulatory un Hhese jurusdictions are
Ukely to- toke account of Basel guidance as Hie basis for their requlotory
reportung.

Aligning tive prudential standarod witiv e new- accounting standaro
wowld provide greater clarity and transparency for ADIly and APRA.

ADIy wouwld uinewr additlonal complionce costs associoted witv an update
to- an ADI’y crredit risk policies, processes and systems to- reflect e Basel
guidance. ADly woulod need to- understand the updated APS 220 and train

Complionce costs also- inclunde costy associated witiv an update to- ADIS
regulatory reportung requirements: The addittonal cost under Hie secono
option wolve an update to- reportung forms wiich will reguive some
systew chranges: APRA covsidery that eaci ADI woudd howve Hhe existing
dota to- complete updated reporting forms and Hhat any system cranges
wowld be accommodated, wnder existing unfrastructure.

In ferms of compliance costs, the update to- APS 220 to- reflect accomnting
stondawd changes v not expected to- have any significant umpact one ADIy oy
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ADlIy are already requived to- comply witiv AASB 9 for reporting periods
begunning on or after 1 Janumary 2018 and. APS 220 U being updated to-
align witiv the accouwnting standaro

APRA considers there are no-deloy costs un relotion to- e second option
(e.g. expenses and Loss of income uncurred by an ADI tHhwouglh an
application delay or an approval delay) ay there s no- reguirement for an
applicoation or approvel uwnder APS 220.

Under the second option, APRA evwisages a start date of 1 Jaruary 2021
for tie introduetion of Hre reforms: APRA considery tivere would be
suffleient notice of proposed prudentiol standaro and reporting
reguirements to- allow ADIy to- undeirtake any necessory changes to- credit
ruk policies, processes and systems and. reportiung processes. Whew
estumating compliance costy for business, gwen Hie guantum of complionce
costy, APRA considery it Likely Hrese compliance costsy wouwld be absorbed
by business.

Option 2 (s not expected to- have a material impact on competition as
APRA’s expectations for the credit risk management approaciv used by
wdirtdunal ADly s commensrate witiv the scope and sopivistication of the
ADIl'y activities: Ciranges to- APS 220 for asset classification changes and to-
reflect the new- accownting standard. are not expected to- have a material
umpact on competifion ay APRA Uy aligning Hhe prudential reguirements
withv the Basel guidance and Hie new accounting standarol.

However, Ut i Likely that ADIY credit risk management may be adversely
affected Uf best practice credit risk management expectations, uinclnding tie
relevant recommendation of He Royal Commission, are not reflected un tive
standard. Althoughhv APRA’s previows pronouwncements ovw credit risks
remain relevant; they do- not create enforceable requirements.

Option 3

Under Option 3, ADly would also- incwr additional complionce costs, and
tHhese ave Likely to- be lavger tHhon Option 2. APRA estumartes the total cost to-
be $32.8 milliown.
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Annual regulatory costs, averaged over 10 years ($m)

Change in [NEIEIVVIYY Community [nobinvtdnals Total change
costs (3m) organisotions v costy

Toted by 3.28 o o 3.28
sector

The compliance costsy under Option 3 are similar to- that of Option 2,
however under Option 3, ADIly wouwld also- incwr additlonal compliance
costy assochated witiv an updote to- o ADI’s creddit risk policies, processes
and systems to- reflect best practice credit risk management expectations,
uncluding Hre recommendation of the Royal Commission. ADly would also
need to- understond He wpdated APS 220 and train stoff un these
pairtiendar areas.

The Royal Commissionty recommendation for valuations to- be wnoertaken
by suitably gualified. persons wivo are removed. from the credit origunation,
assessmendt onds approvol process and for valuations to- take nto- account the
Ukelihood of external events, siucihv as droughht and. flood, may have some
cost impacts: However, ADly are aliready expected. to follow best practice
credit risk expectations and therefore embedoing tiese as requirements v
the prudential standarod may not ado significantly to- costs.

Option 3 Uy not expected to- have o material mpact on competition as
APRA’y expectations for Hie credit risk management approacih used by
wndividunal ADIy L commensurate withv the scope and sopiistication of e
ADI'y activities: Changes to- APS 220 for asset classification changes, to-
reflect Hhe new accovnting standard, and. best practice credit risk
management expectotions are not expected to- have a material umpact on
competiflon asy APRA U aligning the prudential requirements withv the
Basel guidance, the new accounting standaro and ADIy are alreaoy
expected fo- follow- APRA’y previows pronouwncements ovw credit risk.

Conclusion

Option 1 resudts v no- change un complionce costs, as U bwolves
maintfoining the current prudential framework withouwt change. Options 2
and 3 resudt i compliance costy for undustry.

Option 2 resudtsy un moderate to- vighv net cost overall.
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Option 3 resudts un moderate to- vighv net cost overall.

APRA covsidery Option 3 to- be Hre best option, as this optiow provides for
best practice credit risk management expectations, uncluding tie Royal
Commission recommendation, to- be reflected tn APS 220 and be legally
enforceable.

APRA’y mandate inclundes balancing the objectives of financial safety and
effleiency, competiflon, contestabiity and competitive newtrality, and, un
balancing these objectives, promote financial system stability in Awstralio.
APRA comsiders that, on balance, Option 3 wlll enrance prudential
v Awstrolio

_ Option 1 Option 2 Option 3

Regulatory costs RNV 1% Modlerate to- Moderate to-
high cost high cost

Basel guidance Does not meet  Meets Hais Meets Hais
and accounting RIVERVY 2gV Y ritferia riferia

Does not meet Does not meet Meets Hrls
iy eriteria Hhis criferia riferia

High net cost Moderate to- Moderote to-
higl net cost gl net cost
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