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A new
relationship with
consumer credit
Australia’s relationship with consumer debt
(mortgages and other credit) presents a
conundrum. Its dramatic growth over the past
decades has been one of the engines powering
our economy, stimulating money creation,
consumption and wealth accumulation.
Unfortunately, this is not fundamentally what
consumer credit is for. At a basic level, its purpose
is simply to help borrowers balance the peaks and
troughs of income and expense. Macro-economic
stimulus is corollary, and ours has come at a
cost. Household balance sheets are stretched to
unprecedented levels.
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Yet we don’t quite know what to do, or what
might happen to the economy if it all stops.
So we keep going – finessing challenges as
they emerge, whilst trying to avoid mistakes.
Of course we could do worse, and many of the
world’s economies do. But we can also do better,
and that leads us to revisit the industry’s basic,
fundamental purpose.
In the housing credit market, lenders have the
opportunity to move away from the sales-focused
paradigm of market share and growth. Home
lending requires better risk selection, streamlining
and efficiency. For non-housing credit, there
is room to undo decades of adverse selection
and bring low-risk customers back into the
market, but only with a different proposition and
economic model.
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This will require changes to business models, offer and customer experience to make them, as we
recommend, simpler, smaller and more deeply connected to customers’ lives:
•

•

Simpler: Many lenders could benefit from
drastically reducing the products they offer, the
features from which customers may choose,
and the variety of fees they charge. Simpler
products resonate with customers, and help
distributors understand, accurately explain
and confidently recommend products. More
transparent risk profiles can help lenders price
more accurately, improving economics and
enabling investment back into an improved
customer proposition.
Smaller: Households need to become less
leveraged, which will likely require a mortgage
market to be smaller, or at least grow only
modestly for a long time. Lenders can reinforce
existing muscle in the fundamental banking
disciplines of risk selection, pricing and portfolio
management, and especially cash flow analysis.
However, if there is room for material growth,
it may be in non-mortgage consumer credit.
The evidence of adverse selection suggests
there may be an unserved segment of low-risk
customers who would value the convenience
of amortising large one-off expenses if the cost
were not prohibitive.

•

More deeply connected: A deeply
connected credit provider delivers a
compelling experience to customers, building
engagement, traffic and volume. Datadriven insights about customer behaviour,
preferences and constraints can be used to
further optimise service delivery, reduce cost,
and invest the savings back into the customer
experience.

Behavioural economics also needs to inform each
touchpoint with customers, creating products
that work with human decision-making processes
and for the customer’s own benefit, rather than
anyone else’s.
This report addresses each of these points, which
are summarised in Exhibit 1.

Exhibit 1: The future of consumer credit in Australia
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Introduction

Our relationship
with consumer debt

What are the drivers of change across both housing
and non-housing consumer credit? What risks,
challenges and opportunities do those present
for players in each space? What does a ‘better
relationship’ with consumer credit look like?
Australians have a love-hate relationship with debt.
On the one hand, we are deeply suspicious of it and
those who deal in it – be they politicians, bankers,
financial advisors or investors. We are one of the
few democracies in the world that actually rewards
politicians for delivering surpluses. We had an entire
Royal Commission look into the conduct of financial
services providers in which responsible lending was a
key focus. And we love to criticise our banks.
On the other hand, few societies are more dependent
on debt than ours, especially consumer debt. With
private consumption representing more than 55% of
GDP, and household debt more than 190% of income,1
the quantity of consumer credit (and our ongoing
access to it) has become a critical focus not only for our
banks but also our government, business leaders and
other stakeholders.

In a speech explaining the Reserve Bank of Australia
(RBA) decision to lower the target cash rate in July,2
Governor Lowe spoke mostly of the impact of mortgages
on spending and the importance of supporting that
spending in these times. Reflecting this thinking, he
went so far as to insist that banks pass on the rate cut
in full, an unprecedented intervention by this institution
(though not unprecedented for an Australian Treasurer,
who quickly echoed the sentiment). Later in the month,
the Australian Prudential Regulation Authority (APRA)
eliminated the 7.25% mandatory interest rate floor at
which mortgage serviceability is assessed.3
Even former counsel to the Royal Commission recently
made public remarks about ‘doubt’ and the challenge
of managing trade-offs between responsible lending
requirements and credit availability, especially for
financially vulnerable customers.4
All this is normal for most Australians. However, few
may appreciate just how abnormal the extent of our
dependency on housing credit is, both compared to
the rest of the world (where Australia stands among
the outliers), but also compared to our own history, as
illustrated in Exhibit 2. Twenty years ago, mortgages
made up approximately 40% of major Australian banks’
loan books, with the remaining 60% being largely
comprised of business loans.

1.

RBA Chart Pack, July 2019.

2.

Remarks at Darwin Community Dinner, 2 July 2019.

3.

Though partially compensating for this with a wider minimum buffer over floating rates.

4.

Reported by Chanticleer from an address to FINSIA in Brisbane, 24 July 2019, Australian Financial Review.
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Those ratios have essentially switched, and this has had
implications not only for consumer credit (the subject
of this report), but also for business credit, though the
direction of causality (if there is one) remains a subject of
some debate.

Fewer still may appreciate how much this is likely to
change in the decade ahead, what the drivers are,
or what the impacts may be for banks, consumers,
businesses and society. Finally, no one knows how
it will all play out, who the winners will be, and what
opportunities will prove to be most fruitful.

Exhibit 2: Mortgage penetration unusual compared to other countries and Australia’s own history
Residential mortgages as share of total loans
(Top banks shown by country of headquarter as at 2018)
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Source: Standard & Poor’s Capital IQ
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This report addresses each of these points, and is organised around the
following three questions:

01
What are the key drivers of future change across
consumer credit, including housing and non-housing
credit (i.e. credit card debt and personal loans)?

02
What opportunities and imperatives does that
present for players in each segment (housing and
non-housing)?

03
Most importantly, beyond the obvious (i.e. institutions
lending reliably and ethically), what kind of credit
industry do we really want? What does a ‘better
relationship’ with consumer credit look like for Australia?

Note again that we define ‘consumer credit’ as being any credit to consumers,
whether secured by collateral (such as a housing loan) or unsecured, including
instalment-payment services which are, to date, not regulated as ‘credit’ in
Australia under the Credit Act.5 We do not address business credit in this
report, other than to acknowledge that it too is impacted by some of the same
key drivers, and that we intend to return to revisit it in a future Hot Topic.

5.

Afterpay is the most prominent example, but others include Zip, Sezzle and Splitit.

PwC

Hot Topic | 8

01

Four key
drivers of change

There are four key drivers we see governing the
evolution of consumer credit in Australia today: the
macro-economic environment, responsible lending,
data and technology and new competition.

Macro-environment constraints
The first key driver governing the evolution of consumer
credit is the macro-environment which presents
constraints to consumer lending portfolios and franchises
on three levels at the same time:
•

Volume growth and the overall quantity of credit
outstanding

•

Credit quality

•

Margins.

PwC

Stress on volume growth
Consumer credit – mainly housing loans – has fuelled
economic growth for decades in Australia. However, there
are limits to how much longer it can do so. As recently as
July, the RBA stated in a research paper that Australia’s
household leverage is such that the ability to grow the
market is ‘fundamentally constrained’ and that this,
along with already-low rates, limits the room available for
traditional monetary stimulus.
Few countries are as leveraged to consumer debt as
Australia, where, as mentioned, consumption represents
55% of GDP and consumers are the fourth most
leveraged in the OECD with a debt to income ratio
approaching two times and the savings ratio steadily
heading towards zero, notwithstanding a small uptick in
the last half, as shown in Exhibit 3 (see next page).
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Exhibit 3: Can’t keep borrowing
Housing pricesa
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Sources: ABS; CoreLogic; RBA

While low interest rates keep this debt serviceable, the
repayment burden is substantial, especially in major
cities. In Sydney, for example, for the average household
that’s just bought a home, 42% of their disposable
income will initially be spent on new loan servicing.6
For customers who took out an interest-only home loan
in the boom years of 2015-17, the conversion of these
loans to principal and interest home loans will add
further servicing pressure to household budgets.7
Not surprisingly, the high costs of residential property8
have priced out many younger buyers and contributed
to the increase in renting, now comprising a record
32% of the market. The exclusion of this segment and
the exodus of investors does appear to have reduced
demand for home loans at the margin. Taken together,
and combined with the ongoing constraints on wages,
these factors have contributed to a reduction in the
growth of demand for housing credit and a continuation
of the slow contraction in personal credit (Exhibit 4)
which has been underway since the global financial
crisis (GFC).

6.

That is compounded by a decrease in loan approval
rates, in part as a result of the Royal Commission’s
recommendations for changes in credit assessment
procedures which are detailed in the subsequent
section. Importantly, despite all the talk of a postelection ‘bounce’, we have not yet seen any sign of this
in most metrics (approvals, buildings, drawdowns or
balance sheet growth) though it is, of course, possible
we may do so in the months to come as auction
clearance rates have risen and reported prices appear
to have stabilised. Even so, credit continues to grow
faster than nominal GDP, which means leverage grows
as well. It is hardly a credit crunch.

Based on a 20% deposit and 25 year loan. Source: Domain Group.

7.

7% of total home loans outstanding, representing $120bn of debt according to the Reserve Bank of Australia, ‘Financial Stability Report’, April 2019.

8.

Even after recent declines, the median price for a Sydney dwelling exceeds $1m. Source: Domain Group House Price Report June 2019.
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Exhibit 4: Mortgage borrowing has slowed, especially for investors
Housing loan approvals
Excluding refinancing

Credit growth by sector
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Stress on credit quality
Notwithstanding a still-healthy Australian economy and
global expansion going into its eleventh year, there are
signs of stress emerging. Thanks to the trade war, Asia
is in recession already, at least in manufacturing.
Fortunately, Australian exports sit sufficiently upstream
in global supply chains that the effect of this recession
has not yet been felt here. Although domestic
unemployment has begun to tick up and confidence
measures tick down, they are still within healthy
ranges by historic standards. However, consumer
loan impairments are rising, even while business loan
impairments continue to fall, as shown in Exhibit 5.
Housing loan impairments, at almost 1% of housing
loans, now exceed the equivalent rate on business
loans. Personal loan impairments, at almost 2%, are
more than 50% higher than their peak during the GFC
and more than three times the level in the 2000s. All this
is despite still-benign economic conditions and a cash
rate at an all-time low.

Sources: ABS; APRA; RBA
PwC
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Exhibit 5: Consumer loan impairments rising
Banks’ non-performing assets
Domestic books, share of loans by typesa
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Stress on margins
Finally, there are margins, which are under pressure at
both ends. At the top-line, the historically low cash rate
(1%) is expected to fall another 50 basis points before
the cycle is through, and the public seems to expect that
most, if not all, of the fall will be passed to borrowers.
At the other end, with domestic deposits funding only
approximately 60% of assets held by banks in Australia,
much of which is already at the zero bound,9 the effect
of rate cuts on cost of funds is structurally dampened
in Australia. Finally, should the aforementioned global
economic pressures develop further, we would expect
this to drive the cost of Australian wholesale funding
higher as well.

Responsible lending
The second driver governing the evolution of consumer
credit is the resetting of expectations regarding
conduct, especially responsible lending, driven by
Commissioner Hayne’s originalist exegesis of the
requirements of the Credit Act.10 It increases both
the cost and risks associated with providing credit
to consumers, especially for established incumbent
institutions who have received the brunt of regulatory
and press scrutiny. Whether all this translates to a
source of advantage for challengers and new entrants,
or new barriers to entry protecting established players,
remains to be seen.

Heightened rigour of serviceability and
suitability assessments
The Royal Commission raised particular concerns about
the rigour of banks’ credit assessments, particularly
in relation to the assessment of income and expense,
the role of and incentive system for brokers, and the
conduct of auto loan providers and other players. The
Commission found examples of poor conduct, where
lack of enquiry into customer suitability, needs and
objectives left a number of borrowers in hardship.

9.

In August 2019, one major bank reported that $160bn of its deposits were at zero rate or provided limited ability to pass on a rate cut.
This is equivalent to approximately 25% of total deposits.

10.

Royal Commission into Misconduct in the Banking, Superannuation and Financial Services Industry, henceforth ‘Royal Commission’.
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Their experiences raised important questions about the
distribution of sales and asset finance to consumers at
‘point of sale’, as well as the licensing and credentialing
requirements governing those arrangements.
In response, most lenders are undertaking more
thorough and careful expense verification. This,
in addition to other changes to risk settings and
parameters,11 and the advent of comprehensive credit
reporting last year, have significantly increased the time
and effort required to obtain a loan, especially from the
major banks. Whether these measures have reduced
credit supply is a subject of considerable debate.
What is incontrovertible, however, is that they have
accompanied a slowdown in mortgage borrowing which
has raised alarms at both the central bank and Treasury.
The dismissal of the Australian Securities and
Investments Commission (ASIC) case against Westpac
provides an opportunity for pause. It reminds the
industry and its stakeholders that borrowers do have
agency – and responsibility for their declarations and
decisions. However, the degree to which this ruling
changes the underlying momentum towards increasing
expectations on lenders remains to be seen.

Likewise, although there is significant debate at this
time about the merits of ‘principles-based’ versus
prescriptive regulation, in both cases the underlying
imperatives for the industry remain, and that is to better
understand and verify borrower circumstances, needs
and objectives.

DDO, PIP and other updates to regulation on
the way
There is more to come. In April, the Senate passed
amendments to the Corporations and Credit Acts
that extend Design and Distribution Obligations
(DDO)12 and Product Intervention Powers (PIP)13 for all
ASIC-regulated entities distributing products to retail
customers. Importantly, these now cover consumer
lending.
In May, consultation ended on ASIC’s update to RG
209 governing responsible lending conduct. Then in
July, APRA collected final submissions on proposed
updates to its prudential guide APG 223 governing
residential mortgage lending, which, among other things,
reduced the effective interest rate at which mortgage
serviceability is assessed as mentioned previously, and
whose effect on systemic risk we discuss in Section 2.

11.

For example, credit card limits are now amortised over 3 years rather than 5, which increases deemed expenses, and therefore
reduces income surplus available for new debt. This reduces effective borrowing capacity for anyone with significant potential credit
card exposure, regardless of whether they utilise it.

12.

These are formal obligations regarding the specification of target customer segments for each product and mechanisms to ensure that
products are sold only to appropriate segments.

13.

The right to intervene to halt distribution of ‘non-compliant’ products.

PwC
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Data and technology

Profusion of flexible, low-fixed-cost
technology

Changes to technology and the availability of data will
have profound implications for what credit providers can
do, as well as the cost of doing it. As with regulation, the
implications of all this on the net balance of competitive
advantage between existing players, challengers and new
entrants remain to be seen.

Not only will data and analytics technology make possible
what wasn’t once before, but the next generation of
information and technology architecture will make it all
more available and accessible – at a lower cost – for
established incumbents and new entrants alike.

Explosion of data availability and usability
In August, Parliament passed the Consumer Data Right
law, which requires banks to make customer data
available to competitors on credit and debit cards,
deposit and transaction accounts, and, eventually,
mortgages.14 For a start, this will make it much easier for
incumbents and challengers to make credit-assessment
decisions and targeted offers to new-to-bank customers
on the same basis as they do for long standing
customers. In principle, this alone should eliminate a
significant friction in the origination process which has
favoured established players.15
That’s just the beginning. In the future, information from
other banks can be combined – assuming appropriate
provision for privacy, security and customer control –
with data from third parties, social media, messaging,
voice and other devices (not to mention existing internal
databases not yet properly integrated) in large, fast and
efficient information repositories maintained in the cloud.
So-called ‘data lakes’ full of unstructured snippets of
information can be mined with artificial-intelligence-based
analytics to form a view of customers and their needs that
is much more coherent, comprehensive and compelling
than anything previously possible.

Today, it is possible to launch a new bank built around
a third-party technical architecture hosted entirely in
the cloud and assembled from a collection of looselycoupled, best-of-breed services. Unlike the tangle of
barely-compatible systems which drive most credit
provision today, these systems are lightweight, continually
developed and delivered,17 modular and containerised.18
This makes them robust, easy to maintain and refine.
What’s more, in many cases they are built to be shared,
reducing fixed cost and allowing clients to pay only for
what they use. It is a radical change to the economics
of technology operations for banking, without which the
profusion of so-called ‘neobanks’ and other new entrants
(discussed to follow) would not have been possible.
We are also starting to see similar (albeit less developed)
changes extending to other areas, including KnowYour-Customer obligations, compliance, transaction
monitoring, payments, application assessment, customer
service and many more.
In short, while technology might still deliver the kind of
global consolidation and scale that many believed was
inevitable just a decade ago, before we get there, it
may instead promote a return to the fragmentation and
profusion of choice that characterised consumer banking
for most of the last century.

For example, imagine a customer applying for a credit
card who has a history of making cash withdrawals
from an ATM near a casino, playing online poker in the
middle of the night, or who in a previous call to customer
support mentioned, completely offhand, problems using
a debit card at the local RSL. Is any of that relevant? If it
is, is there any way to know? If there were, how should
we use that information, and how do we avoid the risk
of overreach and inappropriate intrusion into people’s
private lives?
Although it may take longer than its proponents expect,
machines will help us answer those questions and more.16

14.

Currently slated for February 2020.

15.

See our PwC Hot Topic: Demystifying Open Banking – What is means for bankers and banks. May 2018.

16.

Unfortunately, in so doing, they will introduce new challenges as well, as we discuss in an upcoming Hot Topic on the risks and opportunities of
implementing AI in banking.

17.

Meaning the architecture supports rapid update and frequent deployment of fixes, patches and modifications, enabling the evolution to appear
‘continuous’ rather than depending on the quarterly or yearly release cycles to which we have become accustomed. This architecture supports
a product development culture commonly described as ‘Agile’, though the term itself has become difficult to define and is often used outside its
original context.

18.

Meaning that multiple pieces of software can sit on the same machine and even operating system, even if optimised for different operating
systems and environments, optimally sharing storage, CPU and network capacity.

PwC

Hot Topic | 14

New competition
New entrants seizing opportunities
The result of the technology changes described
previously will be to make the industry more open than
ever before to anyone seeking to test a hypothesis or
potential new value proposition. We see this happening
already, even though the full consequences of open
banking, regulatory change and machine learning have
yet to be fully explored. As these technologies mature, we
expect the pace of new-business creation to accelerate,
no doubt helped by the ample supply of investment
capital available to fund loss-making but otherwise
innovative startups for a very long time.19
On the funding side, we also expect to see investors in
fixed-income assets – including asset managers, pension
funds and superannuation funds – taking greater interest
in more direct exposure to Australian consumer credit (as
opposed to exposure intermediated through the major
banks), especially now that more than a third of global
bonds are earning negative yields.

Technology companies exploring
adjacencies, primarily via payments
While all this is happening, technology companies realise
they have an opportunity, and can leverage certain
systemic advantages. To date, payments has been the
conventional vector for entry to financial services for
technology and communications companies. Alibaba,
WeChat, Apple, and now Facebook all have payments
businesses, joining established players like Paypal,
Square and many others.20

Payments is just the point of departure. Consider the
recently-announced joint venture (JV) between Marcus21
and Apple. They promise to integrate the convenience of
mobile and digital payments with the rich data associated
with such payments (e.g. geolocation, online context and
merchant information) and then synthesise it all for users
with the unique élan which has made Apple so famous.
That, along with a credit offer featuring bold commercial
terms,22 gives them the opportunity to capture a material
share of payment and credit transaction data. They
hope to translate that into advantaged risk selection and
pricing.23
Of course, that’s been the vision of payments and
personal financial management startups around the world
for more than a decade, and none of these have been
able to acquire critical mass. Whilst it remains to be seen
whether the Apple-Marcus JV can deliver the information
and insight-rich experience they promise, much less
make the economics work, the advertised interest rates
and promise of no fees suggest a willingness to back
themselves ahead of take-up. Needless to say, they can
also afford to be patient.
At the same time, market incumbents seeking to counter
new competition with their own solution (for example,
CBA with its recent US$100m investment in buy-now,
pay-later provider, Klarna) will potentially enjoy significant
advantages thanks to their existing customer base, and
unlike technology companies, will be defending their core.

19.

Afterpay, for example, has a market cap exceeding $6.5bn at time of writing, on revenues just over $100m, despite losing money.

20.

To appreciate how significant these players can be, the Wall Street Journal reported several years ago that were Paypal to become a bank, its
account balances would make it the 21st largest in the U.S. by deposits. As at 2019, Paypal has 286 million customer accounts.

21.

Goldman Sachs’ consumer banking business.

22.

Marcus is essentially offering to rebate merchant fees to customers, betting that the combination of scale efficiency, volume and the cost savings
enabled by a modern digital architecture will more than offset the economic cost of foregone revenue.

23.

Facebook’s much-hyped foray into financial services, Calibra, along with the crypto-currency known as Libra, is interesting but has not yet
disclosed plans to move into credit.

PwC
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02

Opportunities and
imperatives for
housing vs other
consumer lending

In the housing credit market, lenders need to move
away from the sales-focused paradigm of market
share and growth. As with institutional banking
in the years since the GFC, the most important
value-creation opportunities in home lending are
to be found in risk selection, pricing, efficiency
and service. In the non-housing credit market,
which includes personal loans and credit cards,
there is room to undo decades of potential adverse
selection and bring low-risk customers back into
the market, but only with a different proposition and
economic model.

PwC

Home lending requires greater
risk selection, streamlining and
efficiency
There is no escaping the conclusion that the era of
winning through market share is over for Australian home
lending. The quantity-based argument for why growth
cannot continue indefinitely, and should not continue
for long, was explained in Section 1. What’s more, that
is broadly accepted by industry leaders (most of whom
have acknowledged as much publicly) as well as other
interested parties, even as they all grapple with legitimate
concerns about timing and the resilience of the economy
in the face of necessary change. Such concerns helped
animate the RBA’s aggressive policy posture and
language about passing on rate cuts, as well as the
enthusiasm for APRA’s recent decision to eliminate the
serviceability floor.
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None of these measures, however, address the key challenge for lenders in the mortgage
market today: how to find pathways for value creation not reliant on balance sheet
growth, whilst also addressing risk and conduct imperatives efficiently.24 Obviously, those
challenges are interrelated.
Technology is an important lever. As discussed previously, robotics, digitisation, data and
advanced analytics, deployed wisely, can reduce cost, improve economics and take time,
risk and frustration out of the mortgage origination process.
One application of data and analytics which we think holds special promise in the decade
ahead is in risk selection and pricing.25 One of the unfortunate consequences of a market
that has grown as fast, and under such benign conditions, as Australian housing credit is
that the need for (or even value of) such traditional banking disciplines has diminished. For
far too long, it has been simply too hard to lose money writing home loans in Australia. As a
result, the risks embedded in home lending books across the country may be greater than
even the most careful credit analysis can reveal today.
Consider the recent decision regarding the serviceability floor. Following APRA’s
announced change to policy, most banks updated the rate at which mortgage serviceability
was assessed from 7.5% to values between 5.25-5.75%. Such rates are well above current
prevailing standard variable rates and future expectations. However, it’s worth remembering
that rates, along with expectations, do change. This is illustrated in Exhibit 6. Whilst history
may not repeat itself within the term of a typical 10 or 15-year home loan written today, it
likely will do so eventually.

Exhibit 6: Serviceability assessed at rates which are low historically
Mortgage interest and serviceability rates
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24.

For a discussion of holistic risk and operations management, see our PwC Hot Topic: Seizing the accountability
opportunity. November 2017.

25.

See our PwC Hot Topic: The Price is Right – What should we pay? August 2018.
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What’s more, estimating serviceability, especially
expenses, is hard. Because applicants seek to maximise
their attractiveness to lenders, errors in expense
estimation skew to the downside. How much of this is
deliberate misrepresentation and how much unconscious
bias is a subject of some debate, but the bias is there.
Lenders are responding with additional verification.
However, as we discuss to follow, lenders can do more to
draw on behavioural economics to induce more accurate
information.
Considering the figures on household debt and savings
relative to disposable income referenced in Section 1
(190% and 3% respectively), we don’t see evidence
of systematically excessive serviceability buffers in
mortgages being written today, notwithstanding the fact
that most people who have variable rate home loans
would have had them assessed under interest rate floors
well in excess of prevailing rates. In such an environment,
writing mortgages to borrowers who would move into
negative surplus at a rate of 5.25-5.75% is something
lenders need to approach thoughtfully, especially if they
also require high loan-to-value ratios or have otherwise
stretched balance sheets.
In addition to everything else, this will require a
fundamental change in culture among retail bankers,26
many of whom have spent entire careers in an
environment oriented to growth, service and sales. It is a
change in culture not unlike that undergone in institutional
banking following the GFC. That required a generation
of bankers to unlearn the attitudes and habits prevalent
in the ‘winners win deals’ ethos of the prior era. It took
some time.
In short, the risks embedded within different parts of
mortgage portfolios today vary considerably more than
in the past. Enormous value can be created by steering
portfolios towards segments where the risks remain well
compensated (and there are many), whilst focusing efforts
to serve the fundamental needs of customers in those
segments in a way that is meaningful.

Bifurcating non-housing
consumer lending offers
reasonable growth opportunity
In non-housing, the issues are different. Unlike home
loans, other consumer lending products in Australia
haven’t been growing faster than nominal GDP for the
past 10 years. In fact, they haven’t been growing at all. As
a result, non-housing loans represent less than 6% of all
consumer loans in Australia today.27 Whatever issues we
may have with household leverage as a country, it’s not
because of credit cards and personal loans.
However, that’s only true in aggregate. There is no doubt
that, for some segments, non-housing debt remains
a challenge. The Royal Commission brought to life
numerous examples of the hazard of imprudent use of
non-housing debt. Taking into account interest, fees and
other charges, personal loans can easily cost 20%, even
when repayments are made on time – and substantially
more in the event of missed payments and penalties. For
anyone with access to housing debt, such costs make
other debt sources a non-starter, especially considering
that the volume of available housing credit is more than
15 times greater than non-housing credit. Even for some
who don’t (yet) have mortgages, the economic expansion
of the past 27 years, coupled with deflation in the price
of many consumer goods and inflation of our terms of
trade (all thanks to China), mean that the cost of basic
consumer goods relative to our wages is much less than it
was a generation ago.28
As a result, there appears to be a bifurcation in the
market for consumer debt underway. Those with access
to housing loans – and the equity in those loans – or
with incomes high enough to not need credit for basic
needs, have left the non-housing credit market. What’s
left is perhaps a consumer base adversely-selected to
be higher-risk and potentially more vulnerable than its
equivalent a generation ago.
Whilst it’s difficult to make perfect comparisons between
the typical unsecured borrower today versus a generation
ago, comparison of the spreads between unsecured and
secured lending (and unsecured lending and cash rates)
in Australia (as shown in Exhibit 7, as well as the trend
of steadily-rising impairments shown in Exhibit 5) is
consistent with the thesis of market bifurcation driven by
adverse selection.

26.

See our PwC Hot Topic: Waiting for Superheroes – The Banking Workforce of the Future. January 2019.

27.

Source: RBA Statistics.

28.

That’s part of the reason why the Household Expenditure Measure (HEM) used to calculate the cost of ‘basic’ living expenses and mortgage
serviceability, is now so low relative to income. Of course, most Australians aspire to live off much more than the basics, which is why reliance on
HEM has been so controversial.
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Exhibit 7: Non-housing consumer credit spreads rising – sign of adverse selection?

Gap to mortgage rates (% points p.a.)
(based on bank standard variable rate)

Gap to cash rate (% points p.a.)
(based on monthly average cash rate)

Interest rates (% p.a.)
(based on bank standard variable rate)

15

20

25

20
15
10
15
10
10
5
5
5

0

0

0

Jan-1990

Jan-2000

Jan-2010

Jan-2020

Jan-1990

Jan-2000

Revolving credit card

Jan-2010

Jan-2020

Personal loan

Mortgage

Jan-1990

Jan-2000

Jan-2010

Jan-2020

Source: RBA Statistics, Table F1.1 Interest Rates and Yields – Money Market, Table F5 Lending Rates

As these spreads increase, the incentives for those with
other options (or who have less urgent need) to leave the
market grow, increasing the risk of the remaining pool,
driving spreads higher still, and further stimulating the
bifurcation. It’s a doom loop – if not a market failure.

Of course, it’s not easy to tailor an offer to serve this
latent demand whilst protecting it from higher-risk
borrowers who would destroy the offer’s economics. But
it’s perhaps not impossible. As discussed, several new
entrants are trying.

As a result, we see an untapped opportunity. There is a
cohort of Australians:
•

Who don’t (yet) own homes,

•

Who may have occasional need for cash flow
smoothing,

•

Whose behaviour makes them good risks, and

•

Who aren’t prepared to pay the cost demanded
by the industry today (especially if they are already
predisposed to be averse to debt, as we know many
millennials to be).
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03

The industry
we really want
Simpler, smaller and
more deeply connected

There are many ways that the consumer credit
industry can continue to create value for both
lenders and borrowers alike. However, it will require
changes to business models, offer and customer
experience. We enumerate a number of ideas for
consideration, which we organise along three
principles first outlined in our report on Australian
banking, Escaping the Commodity Trap.29 These
are: (i) simpler, (ii) smaller and (iii) more deeply
connected. They remain relevant today.

In Sections 1 and 2, we summarised the key drivers
governing change in consumer lending in Australia, and
their likely consequences for housing and non-housing
consumer credit respectively. Where we could, we called
attention to both the risks and opportunities for industry
participants and the financial system as a whole which
arise from what we describe as ‘a new relationship with
consumer credit in Australia.’
We also said it could be better, and now describe how.
The key, as hinted in the title of this report, is to return to
fundamentals: the basic purpose of consumer lending
in society, and the most efficient way to fulfil it. Our
proposed framework reflects the three principles we first
articulated in our 2016 report on the future of banking in
Australia:30 simpler, smaller and more deeply connected.

29.

See Escaping the Commodity Trap: The Future of Banking in Australia, PwC.

30.

ibid.
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Simpler

Smaller

More deeply connected

Simpler
Fewer products, fairer and easier to understand and
self-serve
Today, many financial institutions are asking themselves whether they would deliver greater
value for themselves and their customers if they reduced the range of products they offer,
the features from which customers may choose, and the variety of fees they charge. The
complexity created by a legacy of years of trying to always offer something new is visible in
technical debt, fixed operating costs, errors and, most importantly, customers who find it
difficult to navigate most banks’ service and product offer.
The success of buy-now, pay-later providers is instructive. They’ve replaced the infinite but
confusing flexibility of credit cards and their jumble of advertised rates, comparison rates,
penalty rates and numerous fees with the simple certainty of a fixed number of (typically)
four fee-free fortnightly payments.31 That’s the product – take it or leave it.
Whatever one thinks of the economic proposition, business model or use case, the
proposition for consumers is self-evident, and it is resonating. Customers self-select. Those
for whom the product is unsuited are locked out.
In addition to resonating with customers, these benefits (simple to understand while
organically steering away those who are unsuited) will also help lenders, brokers and other
third parties to understand, accurately explain and confidently recommend their product.
This will become especially important when ASIC’s expanded DDOs come into force in
April 2021. Finally, combined with the advent of comprehensive credit reporting, simpler
products with more transparent risk profiles will help lenders achieve more accurate riskbased pricing.

Efficiency gains shared with the customer
As with product simplification, financial institutions are always seeking to increase
efficiency and reduce cost. The imperative to do so is even greater today, given the need
to introduce more rigorous serviceability processes whilst facing into a consumer credit
market where both volume growth and margins are under stress.
Among other things, there remains opportunity to continue exploiting traditional levers like
automation and outsourcing. Automation may be applied to serviceability assessments,
which will be based on open banking data, as well as operational areas such as regulatory
technology and fraud detection on payslips and bank statements. Outsourcing of basic
operations will also likely increase. Should the need to cut costs become more urgent,
we might even see an acceleration of branch network consolidation, despite the general
commitment to limit branch closures to date. Where the improved economics can be
shared with the customer, the above could also translate to an improved customer
proposition – one that is ‘always on’, lower cost, faster and error-free.

31.
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Smaller
Housing credit market de-risked and
smaller relative to economy
Based on all the previous discussion, it is difficult to escape the
suspicion that the burden on household finances and household
leverage needs to come down. In the absence of significant growth
in our national income, this implies that our housing credit market
should be smaller, or at least not continue growing so fast.
The path to get there isn’t unprecedented, as proven by other
markets. In the US, overall household debt to income has fallen
by 35 percentage points since its peak during the GFC, following
a period of foreclosures, tighter credit standards and debt
repayment.32
For Australia, under the (optimistic) assumption of 5% nominal GDP
growth, we would need 13 years of zero housing credit growth
to return household leverage to 100%, the level prevailing at the
turn of the century. Allowing growth of, say, 2% (to accommodate
population growth and household formation) raises this to 22 years.
Note that 100% household debt to income is hardly austerity.33
Getting there would require a generation of retail bankers to learn
to operate under conditions totally unlike the environment in which
they have built their careers.
But better now than later. It won’t be any easier next year, though
the next recession will be one year closer. Lenders large and small
should be sure their mortgage bankers are prepared to respond by
reinforcing muscle in the fundamental banking disciplines of risk
selection, pricing, cash flow analysis and portfolio management.

However, potentially more non-housing consumer
lending serving broader market
Within the context of an overall market that may need to get smaller,
it is worth noting that non-housing consumer credit does appear
to have room for growth. This is the 6% of the consumer credit
market serving the ~30% of Australian households who do not own
a home. Many of these will be saving for a mortgage deposit, or
will be younger households with access to parental support, so it is
understandable that personal loans, auto loans or credit card debt
will not be a high-priority need for them.
Still, as mentioned above, the evidence suggests there may be a
significant unserved segment of presumably low-risk customers
who would value the convenience of being able to amortise
large one-off expenses such as for a wedding, overseas holiday,
opportunistic purchase or unexpected emergency – assuming the
cost of debt were not prohibitive.
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Note however that in dollar terms, household debt has increased slightly since
2007 according to Bloomberg, led almost entirely by auto and student loans
which have since doubled in volume, from US$1.36 trillion to US$2.73 trillion.
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As this is a national average, that could correspond to ~250% for the average
mortgage holder, and potentially ~5X for first home buyers.
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More deeply connected
Experience
optimised
How can banks possibly get greater value from a market
which is simpler and smaller than it is today? The key is
delivering a more compelling experience, which is the
angle many new entrants are pursuing.
Consider the virtuous cycle illustrated in Exhibit 8.
Start with a distinctly compelling customer experience.
That might be integration into a leading-edge payment
application, insightful transaction analytics, innovative
pricing, rebates, discounts or other incentives. This is
essentially the Apple-Marcus promise.
If it’s compelling enough, the offer will build engagement,
traffic and volume, as Amazon have found. That can
provide the exposure and data to be mined for proprietary
insights about customer behaviour, preferences and
constraints, as Netflix have done.

That last step - continuing and accelerating the cycle
by investing savings back into experience and sharing
benefit with customers - is the hardest. Few companies
have managed to close the loop and get it moving
with momentum. Those that do tend to become highly
dominant: Amazon, Alibaba, Tencent and Netflix are the
most well-known examples,34 and there are, unfortunately,
none yet in consumer credit.
In the same way that banks need to rethink their
proposition, brokers and other third parties need to
rethink how they can add value in a world which is less
about helping customers navigate needless complexity
and more about getting to the heart of customer needs –
a far more sustainable value proposition.

Finally, those insights can be used to optimise service
delivery, improve economics and invest the savings back
into the customer experience. Examples of this could be
improved asset utilisation, improved pricing, offer and
marketing, planning, or plain old-fashioned discounting.

Exhibit 8: Experience – Engagement – Exposure – Economics cycle

Create a compelling

experience

Build up

Improve

engagement

economics

usage and volume

and share with customers

Analyse data from

exposure
for insights
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Behavioural economics informing each
touch-point
One ‘technology’ that promises to be especially useful
for the cycle of Exhibit 8 is behavioural economics, our
understanding of which has advanced dramatically in the
past few decades. What we have learned is that people
are less rational than the foundational assumptions of
orthodox economics suggest. We have learned more
about our limited attention and self control, and under
what circumstances those are most likely to emerge. We
have also learned more about how people use decision
shortcuts or ‘heuristics’ that, while often effective, never
evolved to be adaptive in the modern world, and so can
lead us astray.
Fortunately, though we be may irrational, we are so in
surprisingly predictable ways. This means we exhibit
a number of well-understood behaviours, including
hindsight bias, present bias, anchoring, and sensitivity to
framing. Our understanding of these gives us hypotheses
to test in designing ways to help people make better
decisions.
Of course, behavioural economics has always been part
of consumer credit, with less-than-scrupulous players
taking advantage of all these biases to steer customers
into economic transactions that are different from
what they want or need. It is part of the reason for the
industry’s reputation, and contributes to the debt aversion
increasingly demonstrated by young people today.

Pushing this even further, imagine the consumer credit
industry shifting from simply distributing product to
providing more holistic balance sheet and cashflow
‘advisory’ services, and making lending decisions less
dependent on the value of security (in consumer as well
as business lending) and much more reliant on a refined
ability to understand cash flow. Lenders will need to apply
approaches such as these to capture the full benefit
of product simplification. A product may be ‘simple’
to understand, but still not easy for an irrational and
imperfect human to use as intended in the course of a
busy modern life.
Sometimes ‘innovation’ can be about something as
prosaic as thinking carefully about how information
is displayed on a web page, watching customers as
they attempt to navigate it and observing customers’
behaviour downstream as they use the product.
We see players increasingly interested in leveraging such
insight to create products that work with the customer’s
decision-making processes for the customer’s own
benefit, rather than anyone else’s. It’s not easy, and
the line between responsible banking and corporate
paternalism is not a trivial one. It is, nevertheless, one
of the more exciting areas for innovation in consumer
lending today.

It needn’t be this way. Imagine inducing more honest
and accurate information from customers through the
behaviourally-informed design of credit application
processes. Imagine presenting the features of a series
of credit products, both the good and the bad, in a way
that helps customers self-select into the product that
best suits their needs and circumstances. Imagine a
credit card or personal loan that (successfully) steered
you into paying it off, or a transaction account that helped
you save. Imagine a home loan that rewarded you for
paying down your loan, or included intelligent defaults
that automatically stopped charging you for a feature or
service it was clear you no longer need.
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Conclusion

A better relationship
with consumer debt
Putting all this together, we can have a better relationship
with consumer debt in Australia. Like our relationship
with many of the best things in life, a better relationship
with consumer credit may mean less, but chosen
more carefully, and used more wisely. For Australians
who are currently left out of the market for consumer
credit (not just the excluded, but also the mispriced) a
better relationship with consumer credit promises both
convenience and the opportunity to cost-effectively
temper the peaks and troughs that can characterise our
financial lives.

35.

Regulatory obligations and community expectations
with a harder edge are forcing the industry to confront
the question of just how one lends ‘responsibly’ in
neighbourhoods where a home can cost more than 10
times the income of the typical person who would live
there. At the same time, technology is enabling lenders,
intermediaries, potential new entrants and customers
alike to think differently about how these problems can
be overcome, and how to marshal the organisational
resolve to get it done.35
We believe it is possible, and those who succeed will
build enduring franchises in this essential industry for
years to come.

For a discussion of the challenges of execution in the context of organisational and strategic complexity, see our most recent PwC Hot Topic:
Breaking Through – four critical behaviours to gain traction with urgent strategic change. May 2019.
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