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Jimand John

Pls find attached comments from David Liddy on our FSAC paper. He argues that further AOFM support to the
RMBS mkt would be the most beneficial funding solution for non-major bank. He also argues that covered bonds
would most assist major banks in the short run, giving them a competitive benefit, although non-majors would also

benefit in the longer term.
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Dear all
Please find attached the FSAC meeting papers. Apologies for the delay in getting them to you.

The papers consist of the meeting agenda, draft minutes of the previous meeting (agenda item 2), a Treasury paper (agenda
item 4) and details of the lunch guest. No papers are provided for other agenda items.

Given the lateness, | don’t propose to send hardcopies so would be appreciative if you could print them out and provide them
to members. (There are not many pages.) Apologies for any inconvenience.

Should those members not attending wish to provide comments, they can do so directly to the FSAC Chairman, Mr Richard
Sheppard.

Note that the lunch guest is the Hon David Bradbury MP, Parliamentary Secretary to the Treasurer.

Thanks
Tim

m Andri
Analyst
Financial Systems Division
The Treasury, Langton Crescent, Parkes ACT 2600
phone: (02) 6263 3969
email: tim.andri@treasury.gov.au

Please Note: The Information contained in this e-mail message
and any attached files may be confidential information and

may also be the subject of legal professionat privilege. If you aré
not the intended reclplent, any use, disclosure or copying of this
e-mail is unauthorised. If you have received this e-mail by error
please notify the sender immediately by reply e-mail and delete all

copies of this transmission together with any attachments.

NOTICE
(You must not remove this notice from this email)

This email and any attachments are confidential and may contain the Bank's confidential information. This email may
also contain legally privileged information or confidential information of other parties. Receipt of this email by anyone
other than the intended recipient is not intended to, and does not, waive legal professional privilege. This email is for
authorised recipients only. You should not transmit or distribute this email unless you are authorised to do so.

If you are not an authorised recipient, you should contact the Bank of Queensland immediately by return e-mail. You
should not read, send, store or print this email or any attachments to it. You should immediately delete the email and

any attachments to it from your database and destroy all copies of it. You should not rely on the contents of this email
or any attachments to it. No warranty is made that this email or any attachment is free from viruses or other defect

or error.




Agenda item 4

BANK FUNDING AND COMPETITION

Concerns with sourcing adequate bank funding has been a key discussion item at recent
FSAC meetings. The Council recommended a number of measures to the Government at its
August 2010 meeting to address these concerns. Additionally, community concerns have
emerged at a perceived decline in banking sector competition in the wake of the Global

Financial Crisis.

This paper seeks further advice from you on options to address those issues.

Bank funding

FSAC members representing lending institutions have previously advised that their
institutions have been experiencing difficulties in sourcing adequate funding. It has been
suggested that these difficulties could be exacerbated by Basel lll capital holding
requirements, noting also, that there is evidence of fierce competition for deposits. Some
members have also expressed concern that a possible over-reliance on foreign funding
sources poses risks to the banking sector and the broader community.

The Government announced measures to address this issue in the 2010-11 Budget,
including a phasing down the interest withholding tax paid by financial institutions on most
interest paid on offshore borrowings and a tax discount on interest earned on deposits.

A number of options have been identified by members to strengthen and diversify sources
of bank funding, including.

. covered bonds;
. corporate bonds;

. further AOEM interventions in RMBS/securitisation markets;

. retaining the deposit guarantee, and at a relatively high level; and

. implementing the reduction in the rate of interest withholding tax on interest paid on
offshore borrowings in full at this time rather than in the phased approach previously
announced. '

Further options may include, but not be limited to:
. bullet RMBS and other innovative structures; and
. encouraging the superannuation industry to provide funding to the banking system.

Discussion issues:

1. What are the advantages and disadvantages of each of these possible methods and how
would they impact large versus smaller lenders?




e Covered bonds — Although the introduction of covered bonds would be good for the
system in the longer term, it is not a short term solution for non-major banks due to
the fact that the strongest credit would need to open this market up. The major
banks would get a competitive benefit for a period of time. Also some regional banks
/ non-major banks may not be able to get to AAA with all three rating agencies.

e Corporate bonds - The Government has not provided enough relief here, particularly
for highly regulated ADI’s. To issue without a prospectus the market needs further
guidance on what the expectation is for due diligence.

e Further AOFM interventions in RMBS/securitisation markets — This is absolutely the
best solution for non-major banks.

e Retaining the deposit guarantee, and at a relatively high level — Whilst the cap for
the deposit guarantee is still to be decided, non-major banks are concerned that the
‘new’ deposit guarantee should be structurally different to that of the existing one -
when the Government announced the deposit guarantee in October 2008, the fee
that was available if a customer wanted to guarantee deposits over $1m was based
on the ADI’s credit rating. This perpetuated an incorrect perception that a higher
rated bank (ie. a major bank) was safer than a lower rated bank (ie. a regional bank).
This is fundamentally incorrect due to (a) the same regulatory provisions and
oversight apply to all rated ADI’s, and (b) you could argue there is a bigger chance
that a larger/more highly rated ADI will fail, given their activities in larger and riskier
segments and products. Any deposit guarantee structure, if it involves a fee for
deposits over a certain size, should have a flat fee.

In terms of the level of the cap, it should also be noted that non-major banks are
exposed to event risk and unscrupulous marketing. There should also be a phased in
approach to reducing the level (assuming it will be reduced from Sim).

e Implementing the reduction in the rate of interest withholding tax on interest paid
on offshore borrowings in full at this time rather than in the phased approach
previously announced — The phasing down of IWT has not been rapid enough.
Implementing the reduction now would promote inflow of capital and fast growth of
the Australian deposit market,

¢ Encouraging the superannuation industry to provide funding to the banking system
—Super reform is very important. Australians approaching retirement need to be
incentivised into capital stable (cash and fixed interest), not into growth assets
(equities). If there is another GFC and equities fall dramatically, the Government
could be in the position of having to fund the retirement (and health) of a whole
generation. The Government could achieve two goals with one move by structuring
incentivisation for increasing fixed interest savings by allocating it to domestic
savings only (thereby increasing funding sources for banks).

2. How useful/material would each possible method be in addressing any funding shortfall?




For non-major banks, securitisation is the most effective way to address the funding
shortfall {particularly in the short term).

3. Can the Council rank the initiatives in order of importance?
For non-major banks, securitisation is #1.

4. Are there other possible methods to address any bank funding shortfall that should be
added to this list?

Competition in the banking sector

Competition in mortgage lending is perceived by sections of the community to have
declined due to structural changes in the banking sector stemming from the Global Financial
Crisis.

e Thisis hard to argue given that post-GFC, the four major banks now control over 90%
of the market.

Members have previously recommended a number of methods in which the Government
could bolster banking sector competition, including:

. further AOFM interventions in RMBS/securitisation markets, noting that a number of
small lenders have utilised this previously;

. retaining the deposit guarantee, and at a relatively high level, noting that smaller
lenders are relatively reliant on deposits as a funding source; and

. implementing the reduction in the rate of interest withholding tax on interest paid on
offshore borrowings in full at this time rather than in the phased approach previously
announced.

A further option may include, but not be limited to:

. extending the Government’s Account Switching Package to make it easier for
consumers to switch between mortgage products and providers.

Discussion issues:
1. What are the advantages and disadvantages of each of these possible methods?

Further AOFM interventions in the RMBS/securitisation markets is the most effective
mechanism to increase competition from the non-major banks. However longer term, we
need to move away from the AOFM to market-based support — the Canadian modelis a
good example of this (please refer to the attached information).

2. How useful/material would each poséible method be in addressing competition?




3. Can the Council rank the initiatives in order of importance?

4, Are there other possible methods to address compe'tition that should be added to this
list?

5. What role are non-regulated market participants, such as mortgage brokers, playing in
enhancing or diminishing competition in the banking sector?




Australian Banks
A CHaMPion mortgage model — One size might fix all?

Canadian mortgage model a solution for Australia — It is apparent that the
Australian banking system has a funding and eligible liquid asset deficiency.
Replication of many of the features of the Canadian Mortgage and Housing
Corporation may be the most logical solution.

Political appeal on several fronts — While adding to the budget deficit may not
appeal, this solution could help provide access to mortgage finance for more
Austratian families, in effect free up funding capacity for more commercial
lending, as well as assisting the competitive landscape in banking.

Wholesale funding demand and consequently the price of credit would fall —
Canadian banks have lower credit ratings than Australian banks yet raise their
term wholesale funding at tighter prices given much lower issuance in open
markets.

Regional banks, CBA and WBC the relative winners — Competition would be
significantly enhanced given a deeper pool of cost effective funding for the
mortgage market. CBA and WBC would have significantly less pressure to raise
money in term wholesale markets where they have been among the Top 5 global
issuers in recent years by both absolute volumes and as a percentage of balance
sheet assets.

Would fix one of APRA's big regulatory headaches too — Either direct Government
issuance or eligible mortgages with the Government's top-notch credit rating
backing them could be used to significantly deepen the pool of eligible securities
for the liquidity requirements of the banks.

CMHC actually pays its way and adds policy flexibility — Far from being a drainon
the Government's coffers, even in a difficult 2009, the entity recorded net income
of C$931m.

Risks and their mitigation — While adding to a budget deficit and increasing the
direct liabilities on the Federal Government balance sheet, there is a degree of
inevitability about wearing such risks and meeting these costs.

See Appendix A-1 for Analyst Certification, Important Disclosures and non-US research analyst disclosures.
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single factor in making their investment decision.




Australian Banks

7 Oclober 2010 Taking a leaf out of the Canuck playhook

Canadian banks, like the Australian banks, had a ‘good’ financial crisis. An oligopolistic market
structure, good financial regulation and a resource-exposed economy are some of the traits which
the two markets share in common.

Unlike Australia's banks though, Canada’s banking system does not face the extent of the funding
problem that local banks in this country face. Nor does compliance with Basel 111 regulation seem
as difficult given a deeper pool of eligible liquid assets. One of the key reasons for this is the
existence of the Canada Mortgage and Housing Corporation (CMHC) which has been assisting the
function of the Canadian mortgage market for almost 65 years. Far from being another “Fannie
and Freddie”, the Canadian model, may be just the medium-term solution that the Australian
banking market requires.

1t's not time to ‘blame Canada’, but more logically to embrace Canada. Consequently, we're
advocating the creation of ACHaMP — Australian Corporation of Housing and Mortgage Provision!

Canada’s mortgage market model - one size
fits many (problems) o

Figure 1. Canadian Mortgage and Housing Corporation (CHMC) and the Canadian mortgage market model

Loans Repayments
) Monthly payments (int @
Mortgage insurance + coupon rate, principal on pass-
gov g'tee over MBS through basis, prepayments)

» »
»

>y
<

Mortgage Application fees, Issue details
assignments g'tee prer_niums +
residual interest
’ Monthly
payments
Funding Mortgage backed
securities

Source: Citi Investment Research and Analysis

The Canadian Mortgage and Housing Corporation website notes:

“CMHC, established in 1945, is the Canada Mortgage and Housing
Corporation, a Crown corparation wholly owned by the federal government.
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Through CMHC, the federal government is committed to helping house
Canadians across the country at an affordable price. In general terms, CMHC's
mandate, as outlined in the National Housing Act, is ‘to promote the
construction of new houses, the repair and modernization of existing houses,
and the improvement of housing and living conditions.’

CMHC has provided Mortgage Loan Insurance to protect NHA Approved
Lenders in both urban and rural communities from borrower default, and by
doing so has helped support a private housing market that now meets the
needs of some 80 per cent of Canadians.”

Market participants include:

Canada Mortgage and Housing Corporation (CMHC) — The administrator of the
NHA MBS program and the guarantor of timely payment on behaif of the federal
government. This Government of Canada agency approves all NHA MBS issues.

Investors — Individuals and institutions, such as pension funds and
corporations (both Canadian and foreign).

MBS Issuers — These include financial institutions that are already operating
as Approved Lenders of NHA-insured mortgages: banks, trust companies,
insurance companies, loan companies, credit unions and caisses populaires.
Other financial institutions that are not originators of the underlying mortgages,
such as investment dealers, may become issuers. Issuers CMHC approved.

Investment dealers, stock brokers and financial advisors — Canada’s
investment industry and other financial organizations are active participants.

Central Payor and Transfer Agent (CPTA) (notably Aust. listed Computershare).

Custodians — Organizations authorized by CMHC to hold the mortgage
assignments (security for NHA MBS pools) on behalf of investors and CMHC.

Importantly, this entity is wholly owned by the Canadian Government, meaning
that unlike Freddie and Fannie Mae (its celebrated but problematic US peers),
it does not feel the same compulsion to seek growth as a listed entity and

broaden its risk tolerance in an effort to deliver upon shareholder expectations.

Other facts about the Canadian mortgage market
m Total market size estimated at US$1.3trn.

m Proportion securitised ~30%, of which 29% ABS and 1% covered bonds
(which are limited to 10% of outstanding mortgages).

m 43% of mortgages guaranteed by the Government. All mortgages above 80%
are compulsorily mortgage insured.

m Predominantly a 5 year fixed rate mortgage amortising over 25 years.
m Minimum down payment of 5%, maximum term 35 years.

m Full recourse to the borrower.

We think the creation of ACHaMP, potentially provides a solution to several of
the major problems facing the Australian banking system and consequently the
broader economy.
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A funding solution - relieving the pressure on offshore
issuance

Figure 2. Australian hanks 10% of global Fin'l Institutions term wholesale funding issuance in 2009

0% 20% 40% 50% 80% 100%
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Source: Dealogic, Bloomberg, Citi Investment Research and Analysis

In addition, recent mortgage volumes out of CBA and WBC (growth ~0.5x
system) indicate that each has a degree of discomfort with its current and
prospective annual wholesale funding requirements. Despite maintaining
higher credit ratings, Australian banks pay more for term wholesale funding
than their (modestly) lower-rated Canadian major bank counterparts.

Australian banks have demonstrably higher Loan to Deposit ratios than their
Canadian counterparts :

Figure 3. Australian vs. Canadian major banks

K Average LDR

Australia (majors) 150%
Canada (RBC, TD Bank, Scotiabank, BMO, CIBC) 0%

Note: Australia as at 1H10 with CBA at FY10, Canada as at end 3Q10 (31 July 2010)
Source: Company Reports

Our discussions with senior Australian bank executives indicate that a 5 year
term funding issue is currently around 70-80bps more expensive for an
Australian major bank versus the Canadian major banks. This likely reflects the
more modest level of issuance done by the Canadian banks (scarcity factor) as
well as concerns about the ability of the Australian banks to maintain cost
effective funding and consequently industry returns on asset levels.

Continued increasing reliance on funding in wholesale markets could continue
to see upward pressure placed upon the overall cost of funding for Australian
banks considering:

m The overall level of growth in foreign savings pools should only be about
nominal GDP in-the primary markets from which the banks source this

money (US, UK, Europe etc).
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m Australian banks already proportionately represent the largest bank issuers
of paper in global term debt markets at ~10%.

m A lack of issuance by foreign corporations into the Australian debt markets
may continue to see swap costs widening.

This would consequently likely necessitate lenders having to put up the price of
credit, particularly mortgages (as the predominant form of lending on
Australian bank balance sheets), which would be politically problematic for the
prevailing Federal Government and eventually problematic for the banks given
the likely increase of loan arrears and cessation in demand for credit.

With the introduction of ACHaMP and therefore lower issuance in the broader
international wholesale markets, Australian banks would likely be able to raise
their funding at lower prices. In effect, this would mean more term wholesale
funding would be available to be directed toward commercial lending including
SME’s who do not have access to corporate bond markets, domestically or
abroad, like Australia's largest corporates do.

2008 Canadian Mortgage Bonds Program Evaluation

In the 2008, the Canadian Mortgage Bonds Program Evaluation was released.
It was conducted in order to examine the effectiveness and efficiency of the
Canadian mortgage market. Its examinations were from activity up to the 2006
period.

The report’s major conclusions included:

“In the interviews the banks often described the advantage (cost advantage of
CMHC funding versus the lowest cost term wholesale funding ~ deposit notes)
to be in the range of 10-20 basis points. In fact, several of the banks indicated
that they use a 15 basis point cost advantage in their internal analysis......

Less benefit for smaller lenders given the all-in cost of their CMB-funding is
higher due to the swap and the operational complexity of administering the
CMB program.......

An upper bound estimate of total savings to mortgage borrowers over the study
period due to the CMB program is $426 million. At the December 2006 level of
CMB outstanding ($96 billion), the annualized savings to borrowers could be
up to $174 million."

With respect to the lesser advantage for smaller lenders, we note that this
pertains to very small organisations which had previously not managed
securitisation funding programs. Most smaller Australian lenders however
already issue and manage securitisation programs.
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A liquidity solution — Gov't g'teed MBS and covered bonds

Figure 4. Class 1 Eligible Liquids (% of total liquid asset holdings)

ANZ CBA NAB WBG
Class 1 as a % total liquids 36% 22% 22% 16%

Note: CBA FY10A, all other banks FY10E
Source: Company Reports, CIRA Estimates

To quote from the CMHC website:

“The NHA MBS represents an undivided interest in a pool of NHA-insured
residential mortgages. As mortgages, these financial instruments are secured
by the value of the underlying real estate.

CMHC provides Mortgage Loan Insurance on all pooled mortgages and an
unconditional guarantee under the National Housing Act (NHA) of timely
payment to NHA MBS investors.

These securities, as investments, combine the investment qualities inherent in
both real estate mortgages and Canadian Government bonds.”

The last sentence tells a tale. The securities created by an Australian
equivalent body could be purchased by banks as part of their eligible liquid
assets given a relative absence of Class 1 liquids currently on issue in the
Australian market.

While it may just be achievable to expect Australian banks to meet the Basel Il
minimum of 60% Class 1 eligible liquids, there is also a deficiency of other
qualifying liquids in the Australian market {e.g. highly rated non-financial
corporation bonds, covered bonds etc) with which to compile the additional
40% of bank liquidity requirements.

As a form of Government Guaranteed paper, ACHaMP-sponsored MBS would
likely maintain better liquidity in a stress situation. This would therefore likely
pass APRA's requirement to find alternate eligible liquid assets for bank
liquidity requirements under Basel IH.
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Competition solution — regionals and non-banks to re-emerge

Figure 5. ROE and funding cost

Avg FY1O ROE 5 year term issuance spread (bps)
Major banks 15% 160
Regional banks 8% 275*

Source: Citi Investment Research and Analysis, * estimated spread

Regional bank CEQs have been heard bemoaning their inability to effectively
compete in the banking market and the ACCC's recent decision with respect to
NAB's bid for AXA suggests they have some serious concerns about the market
power which the major banks now wield.

Given a guaranteed source of competitive (i.e. top-notch credit rated) funding
for qualifying mortgages, regional banks among others would be able to use
this as a significant source of funding for their mortgage portfolios, which
currently constitute around three-quarters of their lending assets. The residual
piece of the MBS, as is the case in the Canadian market, could be purchased
by ‘ACHaMP’. This would present a ‘clean-sale’ for regulatory capital purposes
under the securitisation treatments proposed by APRA under Baset |il,
meaning that it would also become a capital efficient way to lend. Currently,
the smaller regional banks are virtually unable to issue into foreign funding
markets, with the pricing at prohibitive levels and securitisation markets thin,
with the government sponsored Australian Office of Financial Management
(AOFM) providing much of the demand.

The result of this uncompetitive funding and capital position is reflected in the
current ROE's earned by each class of bank at the current time as shown in
Figure 5 above.

Foreign banks with ADI licences would also be eligible to tap this funding
source, adding further competition in the market and further helping to keep a
‘lid* on mortgage pricing.

2008 Canadian Mortgage Bonds Program Evaluation

The report’s major conclusions included the observation that smaller
organisations (incl. life offices) had been able to maintain their share of the
mortgage market, ensuring competition remained healthy.

" .. since this sector are generally more capital constrained than their larger
rivals, the maintenance of share can be seen to have been attributed in part fo
the introduction of the CMB scheme.......

The CMB program has supported the entry/expansion of smaller lenders
because of its role in facilitating funding for mortgages by purchasing
mortgages from them (mainly through aggregators and institutional investors).
Funding to smaller lenders would probably have been more constrained in the
absence of CMB funding. The program has also indirectly facilitated market
access for smaller lenders due to its [indirect] support for the growth of the
broker channel....”

There has been a notable reduction in the incidence of smaller market players
in the Australian mortgage market since the Global Financial Crisis and
dramatic slow down of securitisation markets. The introduction of ACHaMPS
would likely be a factor which would contribute to the re-emergence of smaller
institutions in the Australian mortgage market.

7
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An additional policy solution

In addition to traditional fiscal and monetary policy tools, the Canadian
Government has in effect created an industry expert body which can be used to
implement and extend Government economic and social objectives.

For example, in addressing the challenges of the Globa! Financial Crisis, the
Government of Canada introduced a C$25 billion insured Mortgage Purchase
Program in October 2008. Under the program, the CMHC could purchase from
lenders up to $125billion in NHA Mortgage backed Securities backed by insured
loans. This was well utilised by Canadian lenders, who saw it as a valuable option
in managing their funding needs in the face of ongoing pressures.

The CMHC also carries out the administration of building of social housing
units across Canada. (
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Potential risks with such a model

The primary concerns with such a model being introduced could include:

1. the Federal Government being ‘on the hook’ for meeting claims over a large
part of the mortgage market in the event of a significant reduction in
property values — ‘Freddie and Fannie Mae'.

2. anincrease in the budget deficit as the Federal Government is required to
fund the purchase of residual equity in securitisation pools.

Response to risk 1

We would note that, in effect the Government has an implicit guarantee over
the banking system and the mortgage market in the event of a wide scale
problem in this market. It is one of the reasons why the Australian major banks
carry the strong 'AA’ credit rating.

More specifically, the Government could elect not to provide mortgage
insurance on loans with a loan to value ratio above 80% at the time of
origination. This would more clearly demonstrate that the primary benefits of
ACHaMP were as a funding and liquidity tool rather than as a credit risk
mitigation tool. Such a policy would also ensure that private mortgage insurers
such as Genworth and PMI/QBE suffered less ‘crowding out’ from ACHaMP and
would leave underwriting of the higher risk mortgages to these specialised
commercial insurance providers.

A critical difference between the CMHC (and our proposed ACHaMP) model
and Freddie Mac/Fannie Mae model is the ownership structure. We believe that
the listed ownership structure of Freddie and Fanriie led to a stronger bias
toward growth. In order to support this ambition, underwriting was extended to
new risk classes and consequently credit extended to households without
robust financial circumstances.

The CMHC model, as a Government controlled entity, has been without the
same bent toward growth and has only been a sponsor of prime mortgage
lending, with underwriting of risk much more in keeping with historic Australian
mortgage standards.

Response to risk 2

While clearly this is true, one of the problems that the introduction of such a
scheme would be trying to mitigate is the recognition that the Australian banks
are reaching the prudent limits to which they can fund the investment in the
Australian economy. The Government maintains a very lowly indebted and
highly-rated balance sheet and probably needs to utilise this more for the
betterment of the economy and the financial system. Whether it be a case of
investment in the mortgage market or via public private partnerships, the
Government will likely be called upon to fund more of Australia’s investment
needs in the future.

We would offer that the benefits of this scheme, if well managed, would far
outweigh the risks posed.
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Appendix — Financial summary of the CMHC

Figure 6. A snapshot of the CMHC
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Commonwealth Bank of Australia
(CBA.AX; A$51.49; 2M)

Valuation

Our 12-month target price of A$56.50 is based on an implied 12-month target
PE ratio of 12.2x. This PE ratio is derived by using our forecast payout ratios
and a dividend-to-bond vield premium based on future earnings growth
prospects.
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Risks

We rate CBA Medium Risk referencing a number of quantitative and
fundamental screens. We believe banks' share prices and earnings
performance are subject to common factors and risks - net interest margin
pressure, interest rate risk, market risk, operational risk and the spectre of
reregulation.

CBA is the Australian bank most leveraged to movements in equity markets
through funds management/wealth management. In addition, the bank now
faces an integration of the BankWest acquisition, which closed during 2009.
From a positive perspective, Ralph Norris's history of managing cultural
change raises the prospect of material upside to consensus estimates for CBA,
should he be able to harness the power of the bank's distribution network.
Adverse or favourable movements in these risk factors may cause CBA's share
price to deviate from our target price.

Westpac Banking Corp

(WBC.AX; A$23.30; 2M)

Valuation

Our 12-month target price of A$25.00 is based on an implied 12-month target
PE ratio of 11.0x. This PE ratio is derived by using our forecast payout ratios
and a dividend-to-bond yield premium based on future earnings growth
prospects.

Risks

We rate WBC Medium Risk referencing a number of quantitative and
fundamental screens. We believe banks' share prices and earnings
performances are subject to common factors and risks - funding rollover risk,
net interest margin pressure, interest rate risk, market risk, operational risk
and the spectre of re-regulation.

Regulatory risk represents a notable risk for the stock and sector at present,
with funding representing a material ongoing challenge for Westpac. From a
positive perspective, future margin expansion opportunities may deliver upside
if for example WBC is able to pass on a greater portion of the costs associated
with regulatory changes than we currently assume or a more favourable (e.g.
political) environment allows for greater asset re-pricing. Adverse or favourable
movements in these risk factors may cause WBC's share price to deviate from
our target price.
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Analyst Certification

The research analyst(s) primarily responsible for the preparation and content of all or any identified portion of this research report hereby certifies that, with
respect to each issuer or security or any identified portion of the report with respect to an issuer or security that the research analyst covers in this research
report, all of the views expressed in this research report accurately reflect their personal views about those issuer(s) or securities. The research analyst(s) also
certify that nto part of their compensation was, is, or will be, directly or indirectly, refated to the specific recommendation(s) or view(s) expressed by that research
analyst in this research report.
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A consultant to Citigroup Global Markets or its affiliates is an Independent Non-Executive Chairman and a member of the Human Resources Committee of Bradken, holding
of Commonwealth Bank of Australia.

Citigroup Global Markets Inc. or its affiliates beneficially owns 1% or more of any class of common equity securities of Commonwealth Bank of Australia, Westpac Banking
Corp. This position reflects information available as of the prior business day.

Within the past 12 months, Citigroup Global Markets Inc. or its affiliates has acted as manager or co-manager of an offering of securities of Commonwealth Bank of
Australia, Westpac Banking Corp.

Citigroup Global Markets Inc. or its affiliates has received compensation for investment banking services provided within the past 12 months from Commonwealth Bank of
Australia, Westpac Banking Corp.

Citigroup Global Markets Inc. or an affiliate received compensation for praducts and services other than investment banking services from Commonwealth Bank of
Australia, Westpac Banking Corp in the past 12 months.

Citigroup Global Markets Inc. currently has, or had within the past 12 months, the following as investment banking client(s): Commonwealth Bank of Australia, Westpac
Banking Corp. )
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Citigroup Global Markets Inc. currently has, or had within the past 12 months, the following as clients, and the services provided were non-investment-banking, securities-
related: Commonwealth Bank of Australia, Westpac Banking Corp.

“Citigroup Global Markets Inc. currently has, or had within the past 12 months, the following as clients, and the services provided were non-investment-banking, non-
securities-related: Commonwealth Bank of Australia, Westpac Banking Corp.

Citigroup Global Markets Inc. or an affiliate received compensation in the past 12 months from Commonwealth Bank of Australia.

Analysts' compensation is determined based upon activities and services intended to benefit the investor clients of Citigroup Global Markets Inc. and its affiliates ("the
Firm"). Like all Firm employees, analysts receive compensation that is impacted by overall firm profitability which includes investment banking revenues.

For important disclosures {including copies of historical disclosures) regarding the companies that are the subject of this Citi Investment Research & Analysis product
{"the Product"), please contact Citi Investment Research & Analysis, 388 Greenwich Street, 28th Floor, New York, NY, 10013, Attention: Legal/Compliance. In addition, the
same important disclosures, with the exception of the Valuation and Risk assessments and historical disclosures, are contained on the Firm's disclosure website at
www.citigroupgeo.com. Valuation and Risk assessments can be found in the text of the most recent research note/report regarding the subject company. Historical
disclosures (for up to the past three years) will be provided upon request.

Citi Investment Research & Analysis Ratings Distribution

Data current as of 30 Sep 2010 Buy Hold Sell
Citi Investment Research & Analysis Global Fundamental Coverage 53% 36% 11%
% of companies in each rating category that are investment banking clients 8% 45% 39%

Guide to Citi Investment Research & Analysis (CIRA) Fundamental Research Investment Ratings:

CIRA's stock recommendations include a risk rating and an investment rating. .

Risk ratings, which take into account both price volatility and fundamental criteria, are: Low (L}, Medium (M), High (H), and Speculative {S).

Investment ratings are a function of CIRA's expectation of total return (forecast price appreciation and dividend yield within the next 12 months) and risk rating.

For securities in developed markets (US, UK, Europe, Japan, and Australia/New Zealand), investment ratings are:Buy (1) (expected total return of 10% or more for Low-Risk
stocks, 15% or more for Medium-Risk stocks, 20% or more for High-Risk stocks, and 35% or more for Speculative stocks); Hold (2) (0%-10% for Low-Risk stocks, 09-15%
for Medium-Risk stocks, 0%-20% for High-Risk stocks, and 0%-35% for Speculative stocks); and Sell {3} (negative total return).

Investment ratings are determined by the ranges described above at the time of initiation of coverage, a change in investment and/or risk rating, or a change in target
price (subject to limited management discretion). At ather times, the expected total returns may fall outside of these ranges because of market price movements and/for
other short-term volatitity or trading patterns. Such interim deviations from specified ranges will be permitted but will become subject to review by Research Management.
Your decision to buy or sell a security should be based upon your persona investment objectives and should be made only after evaluating the stock's expected
performance and risk.

Guide to Citi Investment Research & Analysis (CIRA} Corporate Bond Research Credit Opinions and Investment Ratings: CIRA's corporate bond research issuer publications
include a fundamental credit opinion of Improving, Stable or Deteriorating and a complementary risk rating of Low (L), Medium (M), High (H} or Specufative (S) regarding
the credit risk of the company featured in the report. The fundamental credit opinion reflects the CIRA analyst's opinion of the direction of credit fundamentals of the issuer
without respect to securities market vagaries. The fundamental credit opinion is not geared to, but should be viewed in the context of debt ratings issued by major public
debt ratings companies such as Moody's Investors Service, Standard and Poor's, and Fitch Ratings. CBR risk ratings are approximately equivalent to the following matrix:
Low Risk Triple A to Low Double A; Low to Medium Risk High Single A through High Triple B; Medium to High Risk Mid Triple B through High Double B; High to Speculative
Risk Mid Double B and Below. The risk rating element illustrates the analyst's opinion of the relative likelihood of loss of principal when a fixed income security issued bya
company is held to maturity, based upon both fundamental and market risk factors. Certain reports published by CIRA will also include investment ratings on specific
issues of companies under coverage which have been assigned fundamental credit opinions and risk ratings. Investment ratings are a function of CIRA's expectations for
total return, relative return (to publicly available Citigroup bond indices performance), and risk rating. These investment ratings are: Buy/Overweight the bond is expected
to outperform the relevant Citigroup bond market sector index (Broad Investment Grade, High Yield Market or Emerging Market), performances of which are updated
monthiy and can be viewed at https://fidirect.citigroup.com/ using the "Indexes" tab; Hold/Neutral Weight the bond is expected to perform in line with the relevant Citigroup
bond market sector index; or Sel/Underweight the bond is expected to underperform the relevant sector of the Gitigroup indexes.

NON-US RESEARCH ANALYST DISCLOSURES

Non-US research analysts who have prepared this report (i.e., all research analysts listed below other than those identified as employed by Citigroup Global Markets Inc.}
are not registered/qualified as research analysts with FINRA. Such research analysts may not be associated persons of the member organization and therefore may not be
subject to the NYSE Rule 472 and NASD Rule 2711 restrictions on communications with a subject company, public appearances and trading securities held by a research
analyst account. The legal entities employing the authors of this report are listed below:

Gitigroup Pty Limited Craig Williams Wes Nason Andrew Minton

OTHER DISCLOSURES

Citigroup Global Markets Inc. and/or its affiliates has a significant financial interest in relation to Commonwealth Bank of Australia, Westpac Banking Corp. (For an
explanation of the determination of significant financial interest, please refer to the policy for managing conflicts of interest which can be found at www.citigroupgeo.com.)

Citigroup Global Markets Inc, or its affiliates beneficially owns 10% or more of any class of common equity securities of Commonwealth Bank of Australia.

Gitigroup Global Markets Inc. or its affiliates beneficially owns 5% or more of any class of common equity securities of Westpac Banking Corp.

For securities recommended in the Product in which the Firm is not a market maker, the Firm is a liquidity provider in the issuers' financial instruments and may act as
pringipal in connection with such transactions. The Firm is a regular issuer of traded financial instruments linked to securities that may have been recommended in the
Product. The Firm regularly trades in the securities of the issuer(s) discussed in the Product. The Firm may engage in securities transactions in a manner inconsistent with
the Product and, with respect to securities covered by the Product, will buy or sell from customers on a principal basis.

Securities recommended, offered, or sold by the Firm: (i) are not insured by the Federal Deposit Insurance Corporation; (i) are not deposits or other obligations of any
insured depository institution (including Citibank); and (iii) are subject to investment risks, including the possible loss of the principal amount invested. Afthough
information has been obtained from and is based upon sources that the Firm beligves to be reliable, we do not guarantee its accuracy and it may be incomplete and
condensed. Note, however, that the Firm has taken all reasonable steps to determine the accuracy and completeness of the disclosures made in the Important Disclosures
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section of the Product. The Firm's research department has received assistance from the subject company(ies) referred to in this Product including, but not limited to,
discussions with management of the subject companylies). Firm policy prohibits research analysts from sending draft research to subject companies. However, it should be
presumed that the author of the Product has had discussions with the subject company to ensure factual accuracy prior to publication. All opinions, projections and
estimates constitute the judgment of the author as of the date of the Product and these, plus any other information contained in the Product, are subject to change without
notice. Prices and availability of financial instruments also are subject to change without notice. Notwithstanding other departments within the Firm advising the
companies discussed in this Product, information obtained in such rofe is not used in the preparation of the Product. Although Citi Investment Research & Analysis

(CIRA) does not set a predetermined frequency for publication, if the Product is a fundamental research report, it is the intention of CIRA to provide research coverage of
the/those issuer(s) mentioned therein, including in response to news affecting this issuer, subject to applicable quiet periods and capacity constraints. The Product is for
informational purposes only and is not intended as an offer or solicitation for the purchase or sale of a security. Any decision to purchase securities mentioned in the
Product must take into account existing public information on such security or any registered prospectus.

Investing in non-U.S. securities, including ADRS, may entail certain risks. The securities of non-U.S. issuers may not be registered with, nor be subject to the reporting
requirements of the U.S. Securities and Fxchange Commission. There may be limited information available on foreign securities. Foreign companies are generally not
subject to uniform audit and reporting standards, practices and requirements comparable to those in the UL.S. Securities of some foreign companies may be less liquid and
their prices more volatile than securities of comparable U.S. companies. In addition, exchange rate movements may have an adverse effect on the value of an investment in
a foreign stock and its corresponding dividend payment for U.S. investors. Net dividends to ADR investors are estimated, using withholding tax rates conventions, deemed
accurate, but investars are urged to consult their tax advisor for exact dividend computations. Investors who have received the Product from the Firm may be prohibited in
certain states or other jurisdictions from purchasing securities mentioned in the Product from the Firm. Please ask your Financial Consultant for additional details.
Citigroup Global Markets Inc. takes responsibility for the Product in the United States. Any orders by US investors resulting from the information contained in the Product
may be placed only through Citigroup Global Markets Inc.

Important Disclosures for Morgan Stanley Smith Barney LLC Customers: Morgan Stanley & Co. Incorporated (Morgan Stanley) research reports may be available about the
companies that are the subject of this Citi investment Research & Analysis (CIRA) research report. Ask your Financial Advisor or use smithbarney.com to view any available
Morgan Stanley research reports in addition to CIRA research reports.

important disclosure regarding the relationship between the companies that are the subject of this CIRA research report and Morgan Stanley Smith Barney LLC and its
affiliates are available at the Morgan Stanley Smith Barney disclosure website at www.morganstanleysmithbarney.com/researchdisclosures.

The required disclosures provided by Morgan Stanley and Citigroup Global Markets, Inc. on Morgan Stanley and CIRA research relate in part to the separate businesses of
Citigroup Globat Markets, Inc. and Morgan Stanley that now form Morgan Stanley Smith Barney LLC, rather than to Morgan Stanley Smith Barney LLC in its entirety. For
Morgan Stanley and Citigroup Global Markets, Inc. specific disclosures, you may refer to www.morganstanley.com/researchdisclosures and

https://www.citigroupgeo.com/geopublic/Disclosures/index_a.html.
This CIRA research report has been reviewed and approved on behalf of Morgan Stanley Smith Barney LLC. This review and approval was conducted by the same person who

reviewed this research report on behalf of CIRA. This could create a conflict of interest.

The Citigroup legal entity that takes responsibility for the production of the Product is the legal entity which the first named author is employed by. The Product is made
available in Australia through Citigroup Global Markets Australia Pty Ltd. (ABN 64 003 114 832 and AFSL No. 240992), participant of the ASX Group and regulated by the
Australian Securities & Investments Commission. Citigroup Centre, 2 Park Street, Sydney, NSW 2000. The Product is made available in Australia to Private Banking
wholesale clients through Citigroup Pty Limited (ABN 88 004 325 080 and AFSL. 238098). Citigroup Pty Limited provides all financial product advice to Australian Private
Banking wholesale clients through bankers and relationship managers. If there is any doubt about the suitability of investments held in Citigroup Private Bank accounts,
investors should contact the Citigroup Private Bank in Australia. Citigroup companies may compensate affiliates and their representatives for providing products and
services to clients. The Product is made available in Brazil by Citigroup Global Markets Brasil - CCTVM SA, which is regulated by CVM - Comiss@o de Valores Mobiliarios,
BACEN - Brazilian Central Bank, APIMEC - Associagdo dos Analistas e Profissionais de Investimento do Mercado de Capitais and ANBID - Associagao Nacional dos Bancos
de Investimento. Av. Paulista, 1111 - 11° andar - CEP. 01311920 - Sdo Paulo - SP. If the Product is being made available in certain provinces of Canada by Citigroup
Global Markets (Canada) Inc. ("CGM Canada"), CGM Canada has approved the Product. Citigroup Place, 123 Front Street West, Suite 1100, Toronto, Ontario M5J 2M3. The
Product is made available in France by Citigroup Global Markets Limited, which is authorised and regulated by Financial Services Authority. 1-5 Rue Paul Cézanne, 82me,
Paris, France. The Product may not be distributed to private clients in Germany. The Product is distributed in Germany by Citigroup Global Markets Deutschland AG & Co.
KGaA, which is regulated by Bundesanstalt fuer Finanzdienstleistungsaufsicht (BaFin). Frankfurt am Main, Reuterweg 16, 60323 Frankfurt am Main. If the Product is
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3 Garden Road, Hong Kong. Citigroup Global Markets Asia Ltd. is regulated by Hong Kong Securities and Futures Commission. If the Product is made available in Hong
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regulated by Securities and Exchange Board of India. Bakhtawar, Nariman Point, Mumbai 400-021. The Product is made available in Indonesia through PT Citigroup
Securities Indonesia. 5/F, Citibank Tower, Bapindo Plaza, JI. Jend. Sudirman Kav. 54-55, Jakarta 12190. Nither this Product nor any copy hereof may be distributed in
Indonesia or to any Indonesian citizens wherever they are domiciled or to Indonesian residents except in compliance with applicable capital market laws and regulations.
This Product is not an offer of securities in Indonesia. The securities referred to in this Product have not been registered with the Capital Market and Financial Institutions
Supervisory Agency (BAPEPAM-LK) pursuant to relevant capital market laws and regulations, and may not be offered or sold within the territory of the Republic of Indonesia
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The Product is made available in Israel through Citibank NA, regulated by the Bank of Israel and the Israeli Securities Authority. Citibank, N.A, Platinum Building, 21
Ha'arba'ah St, Tel Aviv, Israel. The Product is made available in Italy by Citigroup Global Markets Limited, which is authorised and regulated by Financial Services
Authority. Foro Buonaparte 16, Milan, 20121, Italy. The Product is made available in Japan by Citigroup Global Markets Japan Inc. {"CGMJ"), which is regulated by
Financial Services Agency, Securities and Exchange Surveillance Commission, Japan Securities Dealers Association, Tokyo Stock Exchange and Osaka Securities Exchange.
Shin-Marunouchi Building, 1-5-1 Marunouchi, Chiyoda-ku, Tokyo 100-6520 Japan. If the Product was distributed by Nikko Cordial Securities Inc. it is being so distributed
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