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Following the Royal Commission into Misconduct in the Banking, Superannuation and Financial Services 
Industry, enhancing risk management and protecting members’ interests are becoming increasingly 
important to the Mutual Sector. In this newsletter edition, we will provide you with a summary of our 
perspectives on Third Party Risk Management and the draft Prudential Standard APS 220 Credit Risk 
Management.

Third Party Risk Management 
Did you know that 72 percent of 
Australian CEOs are considering 
increasing the use of the third-party 
partnerships for their organisation to 
achieve greater agility? (according to 
KPMG’s Global CEO Outlook Survey 
2018).

So, what does this mean to the risk 
management at your organisation?

In a nutshell, increasing the use of the 
third-party partnership simply means 
increasing the significance of the third 
party risk management (TPRM) of 
these companies.  

More importantly, for mutual banks 
being regulated by APRA, APRA’s policy 
priorities on operational risk and related 
standards further signify the regulatory 
attention in the TPRM space1.

Over the course of 2019 and beyond, 
we expect APRA to update its existing 
prudential standards and guidance 
on outsourcing, business continuity 
and information security across 
banking, insurance and superannuation 
industries.

Therefore, with APRA’s uplift in 
expectations for operational risk 
management and resilience, what 
does this mean for mutual banks in 
setting up their governance and control 
frameworks around TPRM?

Draft Prudential Standard 
APS 220 Credit Risk 
Management 
The presence of a well-functioning 
credit risk management system 
is considered fundamental to the 
safety and soundness of an ADI. The 
current APS 220 Credit Quality was 
last substantially updated in 2006. 
Since then, the following factors have 
emerged, and contributed to, the need 
to revise APS 220:

• Through its supervisory activities, 
APRA has raised some areas2 of 
prudential concern as follows:

• Residential mortgage lending: 
concern over credit standards 
and particular types of higher-
risk lending, such as interest-
only lending; and

• Commercial property lending: 
competitive pressures have 
negatively impacted credit 
standards.

• AASB 9 Financial Instruments 
became effective for financial 
reporting periods beginning on 
or after 1 January 2018 with the 
introduction of the expected credit 
loss approach; 

• Recent guidance issued by the 
Basel Committee, notably, on 
asset classification, and sound 
credit risk practices associated 
with the implementation and 
ongoing application of an expected 
loss accounting approach; and 

• The final report of the Royal 
Commission into Misconduct in 
the Banking, Superannuation and 
Financial Services Industry which 
identified a range of areas where 
the regulation and supervision 
of financial institutions should be 
strengthened.

As a result, the standard was renamed 
to Credit Risk Management to reflect 
its broader coverage and APRA intends 
to implement the proposed reforms to 
APS 220 from 1 July 2020.

As always, we endeavour to provide thought-provoking articles and look forward to any feedback you may 
have on this edition of the newsletter or future articles.

Introduction

1 APRA Information Paper, APRA Policy Priorities, 28 February 2019, https://www.apra.gov.au/sites/default/files/apras_policy_priorities_-_february_2019.pdf

2 https://www.apra.gov.au/sites/default/files/discussion_paper_aps_220_credit_risk_management_march_2019_v1.pdf
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Third Party Risk Management  
Why does it matter?
Most organisations we work with 
already have a TPRM framework 
in place. However, some are more 
effective than others.

But, what does a less than effective 
TPRM mean? A higher chance of 
undesirable consequences that could 
otherwise be eliminated under an 
effective TRPM. Examples of such 
consequences include:

• Financial damage: This could 
be  higher than the necessary 
operational cost, or a revenue 
lower than what the business is 
capable of. Financial damage also 
includes significant regulatory 
cost from penalty (in $ and/or 
other enforcement penalties, such 
as sanction or additional capital 
charge) due to non-compliance. 

• Reputational damage: This usually 
relates to the spill over of negative 
impacts from suppliers’ activities 
to your business, resulting in 
significant damage to brand 
reputation.  

• Unsatisfactory customer delivery: 
for instance, the inability to deliver  
services to customers as expected. 

Why now?
In an environment where regulatory 
and community expectations of 
control and compliance are extended 
to your third party providers, yet 
your engagement with third parties 
is increasing in both volume and 
complexity, TPRM is becoming more 
challenging. Specifically, we observe 
the following key themes commonly 
shared across the industry: 

• Technology and data: fast evolving, 
adding complexity to the business 
operational model and the risk 
management requirements around 
it. 

• Supplier relationships: complex and 
large volume, causing difficulty in 
identifying business criticality of 
third parties and efficiently building 
a risk management framework 
around it.

• Capacity and capability: constraints, 
being bound by existing systems 
and processes which are often 
highly manual and inconsistent 
across business, and the need for 
an uplift in capability as well as  
training required for stakeholders 
which is not limited to suppliers, 
employees and customers.  

• Awareness and understanding of 
TPRM (for some organisations) 
which is in some cases currently 
viewed as being inadequate.

8 Questions that for boards 
and senior management to 
consider:
1. Do you have an appropriate 

business criticality assessment 
of your third, fourth, or even fifth 
parties?

2. Are you well prepared to 
effectively respond to a changing 
industry landscape and a series 
of regulatory developments (e.g. 
upcoming CPS 231) to sustain 
long-term success? 

3. How does your TPRM effectively 
empower business growth while 
ensuring operational resilience?

4. Does your risk appetite and risk 
strategy meaningfully capture 
your third party risk of today and 
the future, and does this cascade 
down to day to day monitoring 
and management? 

5. Does your audit process, 
including your Risk Management 
Declaration (RMD) process, stay 
relevant and effective?

6. Are you prepared for a 
reputational challenge stemming 
from your third party (and fourth, 
fifth party) partners in today’s 
era of social media (e.g. cases 
concerning cyber security, data 
privacy)? Do you have a response 
plan?

7. Have you appropriately and 
effectively assigned internal 
accountability for third party risk 
management? 

8. Are you comfortable with your 
organisation’s capability and 
capacity in TPRM?
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What are the actions to take?
As a Board and C-level fulfilling your responsibility on TPRM, a practical and common way to move forward in your 
organisation could be to:

If Then KPMG can help with

We don’t believe we have any 
problem or issues

We know we have some areas 
to improve, but not sure if the 
issues are critical to business 

We know we want to improve, 
but do not have a clear plan yet

We want to have a TPRM that 
is future-proof and can best 
support business growth of 
today and the foreseeable 
future?

Let’s find out the criticality of 
the issues and clearly identify 
the root cause 

Let’s find out what good looks 
like for your business, and 
identify the optimal roadmap 
into the desired state

Let’s look at supplier lifecycle 
transformation, uplift capability 
and capacity, and enhance your 
target operating model with a 
future-proof  TPRM.

Diagnose

Roadmap

Transform

Let’s find out and get comfort 
that this is the case Review
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Draft Prudential Standard APS 220 
Credit Risk Management 
APS 220 Snapshot
The following are the key components 
of a credit risk management 
framework under the draft APS 220:

What are the key 
changes?
Compared to the existing APS 220, the 
revised APS 220 introduces a number 
of new concepts and requirements. 
However, a number of them such as 
Credit Risk Management Strategy, 
Risk Appetite Statement or the Role of 
the Board in credit risk management 
have been already implemented 
by ADIs under CPS 220 Risk 
Management.

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

Credit Risk 
Management 
Framework 

Credit Risk  
Management 

Strategy 

Policies  
and  

Processes 

Credit Risk  
Appetite Statement 

Independent  
Review  
Process 

Management 
Information  

System 

Designated Credit Risk 
Management Function 

Formal Reporting  
Structures 

Roles  
and  

Responsibili
ties  

Credit risk management - the 
revised APS 220: 

• has been broadened to cover 
all activities of an ADI that give 
rise to credit risk (except for 
those covered under APS 120 
Securitisation)

• requires an ADI to have a credit risk 
appetite statement and a credit risk 
management strategy that reflects 
its credit risk appetite and credit 
risk profile and

• requires an enhanced role of the 
Board in credit risk management.  

Credit origination - the revised APS 
220:

• requires an ADI to recognise and 
address the risks arising from 
different origination channels in its 
credit risk management framework

• requires an ADI, where there are 
material changes to origination 
channels, to assess the impact of 
these changes on its credit risk 
profile and appropriately address 
the risks of such changes 

• requires an ADI, in circumstances 
where a third party (such as a 
broker or introducer) is involved in 
credit origination, but has no ability 
to approve credit risk, to have a 
sound oversight process of the 
third party. 

Credit assessment and approval - 
the revised APS 220 requires:

• an ADI to have sound credit 
assessment and approval criteria, 
including for the comprehensive 
assessment of a borrower’s 
repayment capacity

• an ADI’s credit assessment 
to include consideration of: 
the purpose and structure of 
the exposure and sources of 
repayment, including effective 
verification of income or cash 
flows; the current risk profile 
of the borrower, including 
all commitments and total 
indebtedness; the borrower’s 
repayment history and capacity, 
assessed under various scenarios; 
and covenants designed to limit the 
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ADI’s exposure to changes in the 
future risk profile of the borrower

• an ADI to consider the borrower’s 
expenses, including the collection 
of realistic estimates of the 
borrower’s expenses, which must 
be used where these are greater 
than expense benchmarks

• an ADI must also consider: the 
borrower’s business expertise, 
economic or industry sector and 
its position within that sector; 
the borrower’s historical financial 
and future cash flows; and equity 
capital

• an ADI to establish appropriate 
limits on loan-to-valuation ratios 
(LVRs)

• an ADI must implement appropriate 
oversight processes of the third 
party 

• an ADI to perform due diligence 
on exposures to on-line lending 
platforms or where the third party 
undertakes the credit assessment 
and approval. 

Collateral valuations - the revised 
APS 220 requires:

• an ADI to ensure valuations 
are appraised independently 
from the credit origination, 
credit assessment and approval 

processes

• the valuation of collateral must take 
into account the prevailing market 
conditions, such as time taken 
for the liquidation or realisation of 
collateral

• in the case of agricultural land taken 
as security, an ADI must ensure 
the valuation takes into account the 
likelihood of external events, such 
as drought and flood, which may 
impact the valuation of the land.

Asset classification and 
provisioning 

• For prudential reporting purposes, 
an ADI must classify its exposures 
as ’performing’, ’significantly 
deteriorated’ or ’non-performing’. 

• For prudential reporting purposes, 
exposures that are 90 calendar 
days or more past-due, even if 
well-secured, must be classified 
as non-performing exposures; 
and restructured or ’hardship’ 
exposures must meet modified 
terms over a 12 month period 
before returning to performing 
status. 

• Removal of the general reserve for 
credit losses (GRCL) requirement 
from the revised standard. 

What are the actions to 
take?
1. Review your current risk 

management framework to 
identify any gaps.

2. Update your framework to cover 
all components of the credit 
risk management framework as 
required under the revised APS 
220.

3. Perform due diligence of the 
exposures originated through 
third parties’ online platforms.

4. Review and update your credit 
assessment and approval 
process to sure it incorporates 
all additional requirements 
under the revised APS 220 
imposed by APRA, following their 
supervisory activities and the 
recommendations from the Royal 
Commission.

5. Review your current GRCL 
reserve and determine 
appropriate adjustments in light 
of the implementation of AASB 
9’s expected credit loss approach 
and the removal of GRCL under 
the revised APS 220 – this may 
include consulting with APRA.

6. Contact us if you would like to 
discuss any aspect further. 
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