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the Centre for International Finance and Regulation (CIFR) represented a strategic link between academia, financial regulators,
policy-makers and industry, promoting financial sector vibrancy, resilience and integrity, through leading research and
education.
CIFR received funding and support from the Commonwealth and NSW Governments, and its industry, university
and research centre partners.
CIFR’s resources can be accessed through the following channels:
•

CIFR’s website (until November 2017): http://www.cifr.edu.au/;

•

Working papers on the Social Science Research Network (SSRN): https://papers.ssrn.com/sol3/jeLjOuR_Results.cfm?form_
name=journalbrowse&journal_id=2419340;

•

Videos and presentations on CIFR’s youtube channel: https://www.youtube.com/channel/uCdaido65uvps2z4_tZibz0Q ;

•

australian Policy Online, which houses the full collection of CIFR resources: http://apo.org.au/collection/centreinternational-finance-and-regulation;

•

uNSW australia Library, which provides access to all outputs produced by each research project: http://primoa.library.
unsw. edu.au/primo_library/libweb/action/collectiondiscovery.do?vid=uNSWS&layout=grid&collectionId=8118574
5530001731&in st=61uNSW_INSt.
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INtROduCtION tO CIFR’S ReSeaRCh PROGRam
the Centre for International Finance and Regulation (CIFR) was a Centre of excellence established in 2011 and hosted by uNSW australia
through to december 2016. CIFR’s mission has been to promote financial sector vibrancy, resilience and integrity, supporting australia
as a regional financial centre through leading research and education on systemic risk, market and regulatory performance and financial
market developments.
CIFR’s activities have been funded by the Commonwealth and NSW Governments, consortium member universities and research
centres, and industry partners. Our consortium members are uNSW australia; the university of Sydney; macquarie university; university
of technology Sydney; the university of melbourne; the australian National university; and leading research centres CmCRC and SIRCa.
Our industry partners are kPmG, the Commonwealth bank, macquarie Group and king & Wood mallesons.
For australia’s financial industry, CIFR has provided a strategic link between academia, policy-makers, regulators and other industry
participants. by engaging with industry, undertaking world-class research, delivering highly relevant educational events and providing
valuable inputs to stakeholders, CIFR has endeavoured to:
•

establish australia as a global leader in the analysis of industry issues and trends, and the design of appropriate regulatory
responses.

•

assist government, regulators and industry to meet emerging challenges and opportunities, and anticipate and
prevent or contain future financial disruptions through the development of appropriate industry structures, governance and
policy frameworks, regulatory systems, early-warning indicators and responses.

•

determine how australia’s financial system can foster strong economic growth with reduced risk.

CIFR has funded 73 research projects, involving well over 100 researchers and combined cash and in-kind funding from CIFR and its
consortium members of over $20 million. more than half of these projects have involved academics from international universities.
CIFR has also helped translate and disseminate important research findings and their implications to stakeholders via direct dialogue
and a broad range of targeted media, including the Social Science Research Network (SSRN), australian Policy Online, CIFR’s website,
newsletters, educational events, videos and the media.
brief details of all CIFR-funded projects are provided in this document.

Professor david R. Gallagher | Chief executive Officer
Centre for International Finance and Regulation
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CIFR’s key research thematic areas:

Systemic Risk
Understanding and Managing Systemic Risk
Specific Systemic Risks
Transmission of Systemic Risk through the Global Financial System

Market and Regulatory Performance
Informed Regulation
Regulatory System Architecture
Regulatory Performance and Reform
Prudential and Accounting Standards
Superannuation / Managed Funds
Effective Measures for Financial Consumer / Investor Protection
Development of New Markets

Financial Market Developments
Market Quality Measurements
Market innovation, Complexity and Integrity
International Capital Markets and Regulatory Frameworks
Financial Markets integration
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Completed Projects
Systemic Risk
Systemic Credit Portfolio Risk and Implications on Regulations for Bank Capital and
Securitisation Ratings
Professor Harald Scheule
CHIEF INVESTIGATOR
Core member, Quantitative
Finance Research Centre,
Business School
University of Technology Sydney

Professor Jonathan
Crook

Professor Daniel
Roesch

Principal Researcher

Principal Researcher

University of Edinburgh,
Bsiness School
Scotland

Statistics and Risk
Management, University of
Regensburg, Germany

Background

Project Outputs

To date, financial risk models have been based on through-thecycle approaches, implying that risk modellers do not address
the state of the economy, or changes in systemic risk drivers. The
2008 GFC showed how idiosyncratic risks in the credit markets
have become more broadly systemic and have resulted in a
destabilisation of the financial markets in North America, Europe
and Asia, including Australia

The Role of Loan Portfolio Losses and Bank Capital for Asian
Financial System Resilience,
forthcoming Pacific-Basin Finance Journal
Journal Article

The Role of Model Risk in Extreme Value Theory for Capital
Adequacy
Journal Article

Project Objectives
The project’s central research objectives are to analyse:
(i)
Credit portfolio risk, and Authorised Deposit-			
taking Institution (ADI) and Lenders Mortgage Insurance
(LMI) capital and provisions, with regard to level, cyclicality,
concentration and correlation, with a focus on residential
mortgage loans;
(ii)	The risks in relation to mortgage backed securities; and
(ii)	The implications for provisioning and capital regulations
implemented by national regulators for ADIs and LMIs.

Project Outcomes
The study findings are relevant to prudential regulators, such as
the Australian Prudential Regulation Authority, who are interested
in specifying benchmark values to ensure financial institutions
provide a sufficient level of regulatory capital under the Basel
III regulatory regime. Prudential regulators may consider a recalibration of the risk weights provided by current approaches. The
impact on financial markets, institutions and instruments of such a
re-calibration would need to be quantified, with a view to ensuring
that regulatory change reduces, rather than exacerbates, market
distortions.

Accuracy of Mortgage Portfolio Risk Forecasts during
Financial Crises,
European Journal of Operational Research
Journal Article

A Simple Econometric Approach for Modeling Stress Event
lntensities,
Journal of Futures Markets
Journal Article

Liquidity Constraints, Home Equity and Residential Mortgage
Losses
Working Paper

Forecasting Mortgage Securitization Risk under
Systematic Risk and Parameter Uncertainty
Journal Article

Asset Securitization and Cyclicality of Regulatory Capital
Journal Article

Asset Securitization and Cyclicality of Regulatory Capital
Journal Article

Systematic Credit Risk and Pricing for Fixed lncome lnstruments
Journal Article
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The findings are equally important for the financial industry, as measures of
systemic risk and parameter uncertainty may complement the information
provided by credit assessments such as credit ratings. Taking systemic risk
and parameter uncertainty into account, implies broad intervals for risk
measures such as value-at-risk or economic capital.
Had these implications been common knowledge, high impairment rates
would most likely not have surprised to the extent that they did in many
countries during the GFC.

Completed July 2016
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This Research has been presented at over 50 conferences
and events including:
The Office of the Comptroller of the Currency
US (December 2012)
Commonwealth Bank of Australia
Sydney (2013)
Federal Reserve Bank
Sydney (June 2014)
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Financial Innovation, Liquidity Risk and Global Financial Stability
Professor Fari Moshirian
Team Leader
Director of the Institute
of Global Finance, School
of Banking and Finance, UNSW
Business School,
UNSW Australia

Professor Avanidhar
Subrahmanyam
Partner Researcher
Professor of Finance, Goldyne
and Irwin Hearsh Chair in
Money and Banking, Anderson
Business School, UCLA

Background
The 2008 Global Financial Crisis (GFC) originated in the US, and
promptly spread throughout the world. Although much has been
written about the price performance of the financial markets
during this period, the driving factors behind the markets’
gyrations have received less attention.
Previous research has found that liquidity commonality, which is
the co-movement in liquidity between an individual stock and the
broader share market, exists within individual share markets over
short periods of time.

Project Objectives
This study extends the earlier work by examining whether
commonality exists across a broad spectrum of share markets,
utilising data spanning a twelve-year timeframe.

Project Outcomes
The study results show clear evidence of co-movement between
the liquidity of the overall share market, and that of individual
stocks. The extent of the co-movement is not uniform, but varies
on a market-specific basis. Furthermore, co-movement variability
appears to reflect market-specific factors, and does not show any
sensitivity to particular major market or global trends. Specifically,
trends in the US and broader global indices do not appear to
impact co-movement results in individual markets.
At a broad level, the magnitude of liquidity commonality is found
to vary across markets and regions. It is found that commonality in
the emerging markets consistently exceeds that in the developed
markets.

Professor Bohui Zhang
Principal Researcher
School of Banking
and Finance,
UNSW Business School, UNSW
Australia

Project Outputs
Commonality in News Around the World
Journal of Financial Economics, Vol. 116, Issue 1, 2016

Global Financial Crisis, Liquidity Shocks and Global Financial
Stability
Working Paper

Commonality in Liquidity
Working Paper

This research has been presented at:
IGF 26th Australasian Finance and Banking Conference
Sydney (December 2013)

IGF Business Forum on Liquidity and Systemic Risk and Global
Financial Stability
Sydney (May 2014)

IGF Business Forum on Credit Expansion and Law
Sydney (July 2014)

IGF Business Forum on Liquidity Shock and Financial Stability
Sydney (September 2014)

IGF 27th Australasian Finance and Banking Conference
– Business Forum on Global Financial Stability
Sydney (December 2014)

At a regional level, liquidity commonality in Asia is consistently
higher than in other regions, notably the US and Europe. Europe’s performance is also reflective of the finding that commonality is lower
in regions with high levels of financial market integration.
The regional outperformance of Asia is reflected at the national level, where China shows the highest level of liquidity commonality,
ahead of Turkey, Taiwan, India and Korea.
Completed December 2015
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Identifying, Monitoring and Managing Systemic Risks in Australia’s
Superannuation System
Dr Scott Donald
Team Leader
Director, Centre for Law
Markets and Regulation,
UNSW Law,
UNSW Australia

Professor Ross
Buckley

Professor Hazel
Bateman

Principal Researcher

Principal Researcher

CIFR KWM Chair of
International Finance Law,
Scientia Professor,
UNSW Law, UNSW Australia

Head of School, School of
Risk and Actuarial Studies,
UNSW Business School,
UNSW Australia

Dr Kevin Liu

Dr Rob Nicholls

Principal Researcher

Researcher

Lecturer, School of Risk
and Actuarial Studies,
UNSW Business School,
UNSW Australia

Research Fellow, Centre for Law,
Markets and Regulation,
UNSW Law, UNSW Australia

Background
The funds, entities and regulators in the Australian
superannuation industry comprise a system that is complex
and dynamic. The differentiation between roles and the
distribution of responsibility amongst a large number of entities
provides the system with a measure of resilience against the
local failure of any one entity. However, the interconnections
that bind and constitute the system also have the potential to
transmit risk. This creates the potential for the impact of local
failures to propagate in ways that pose risks to the system as
a whole.

Project Objectives

Project Outputs
Too Connected to Fail: the Regulation of Systemic Risk
Within Australia’s Superannuation System
Journal of Financial Regulation, Issue 2, 2016

Bank Custodians and Systemic Risk in the Australian
Superannuation System
Journal of Banking and Finance Law and Practice, Vol.26,
Issue 1, 2015

It’s a Small World After All: Using social network
Analysis to Investigate Systemic Risk in the Australian
Superannuation Sector

Using a dataset of 200 Australian superannuation funds,
this project mapped and analysed the sources of these
endogenous systemic risks in the system.

Working Paper

Project Outcomes

Working Paper

The potential for linkages between entities in a financial
market to facilitate cascading risk and other complex system
dynamics is now well understood in the global banking
domain. The prevalence of trust-based legal architecture in
private pension systems such as the UK, the US, Canada
and Australia has discouraged close attention to whether
similar dynamics might be possible in these systems. A trust
structure, in theory, quarantines the assets of the fund from
the sorts of contagion that make cascading risk a threat in
banking systems.

The Implications of Complexity for Systemic Risk
in the Superannuation System

This research has been presented at:
21st Superannuation Researchers Colloquium
Sydney (July 2013)

CIFR Symposium: Systemic Risk Stream
Sydney (August 2013)

CIFR Workshop: Financial System Inquiry
Sydney (May 2014)

22nd Superannuation Researchers Colloquium
Sydney (July 2014)
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The research demonstrates that superficial assessment is
inadequate. The linkages between the service providers
employed by the trustees in the superannuation system provide
a conduit for the transmission of risk across the system. This
occurs in part because of concentration in the industries from
which those service providers are drawn, and in part because
the quarantining of financial risk brought about by the trust
structure does not mean that functional disruptions, especially
delays in managing cash flows, cannot occur.
Our research also highlights that close attention to the detail of
the links between these entities is crucial to understanding the
potential for transition mechanisms to operate. In particular,
analysis must move beyond characterising the links as simply
‘trust-based’ or ‘contractual’. It must also recognise the role
played by contractual terms in limiting or conditioning the
liability of each of the parties.

19th Melbourne Money Conference
Melbourne (July 2014)

Paul Woolley Conference
Sydney (October 2014)

4th Annual ERISA Scholars
Philadelphia (March 2015)

The Commonwealth Treasury
Canberra (May 2015)

Policy Applications of Complex Network
Spain (June 2015)

The research suggests that the following policy and regulatory responses should be considered:
(i)	That APRA’s supervisory mandate be expanded to include a wider range of entities crucial to the smooth functioning of
the system, most especially member benefit administrators;
(ii)	That APRA design and implement processes capable of identifying, monitoring and addressing the risks to the functioning
of the superannuation system posed by supervised entities and their activities;
(iii)	That competition regulation of the service providers is particularly important, given the dependence of the system on a
few key functional nodes; and
(iv)	That APRA’s supervision of vertically and horizontally integrated financial services groups (including banks) accord greater
attention to the role played by group companies to the smooth functioning of the superannuation system.
Completed June 2015

Dr Scott Donald and Dr Rob
Nicholls presenting at CIFR
WORKSHOP: Financial System
Inquiry in Sydney (May 2014)
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early-Warning Systems and managing Systemic Risks using Real-time
Financial and business Conditions Indicators
Professor jeffrey Sheen

Professor Stefan trueck

PROjeCt LeadeR

PRINCIPaL ReSeaRCheR

Co-director - Centre for Financial Risk,
Professor, department of economics,
Faculty of business and economics,
macquarie university

Co-director - Centre for Financial Risk, Professor,
department of applied Finance and actuarial
Studies, Faculty of business and economics,
macquarie university

dr Chi truong

dr ben Z Wang

PRINCIPaL ReSeaRCheR

PRINCIPaL ReSeaRCheR

Postdoctoral Research Fellow, department
of applied Finance and actuarial Studies,
Faculty of business and economics,
macquarie university

Lecturer - department of economics,
Faculty of business and economics,
macquarie university

background
accurate and timely estimates of the state of the economy and
systemic risks are of crucial importance for business, financial,
regulatory and macroeconomic policy decision makers, who
typically have to act in real time. however, difficulties arise
in observing the large amount of contributing variables that
arrive at varying frequencies.

PROjeCt OutPutS
daily business and external Condition Indices for the
australian economy
economic Record Vol.9, Issue Supplement S1, june 2015

understanding a Small Open economy business
Conditions Index

Project Objectives

Working Paper

the research aimed to:

Systemic Financial Risk Inference in a Global Setting

(i)

Working Paper

(ii)

Investigate the relationships of identified key factors
and indicators to overseas markets and those within
australia;
Create financial and business conditions indicators that
measure economic activity in real time, and risk indicators
to quantify systemic risks in the financial markets with a
view to developing early warning systems.

Reform Where it is Least Needed: diffusion of Post
Crisis Risk Governance Regulation
Working Paper

Financial Contagion-based Systemic Risk with
Penalised Copula

Project Outcomes

Working Paper

the research study estimated a domestic business
conditions index for australia using a variety of observable
macroeconomic and financial variables, and related it to a
relevant external index. the research found important links
between the domestic and external indices, consistent
with the small open economy assumption. a business
confidence measure and the terms of trade play significant
roles within the indices, making them leading indicators.
the influence of financial variables is most evident during
severe macroeconomic episodes. the research illustrates the
predictive power that a conditions index has for anticipated
returns and volatility in equity markets.

this research has also been presented at several international
and domestic conferences including:

the research also proposed a new top-down approach to
measure systemic risk in the financial system.

tasmania (july 2014)

CIFR Symposium: Systemic Risk
Sydney (august 2013)

7th International Workshop on methods in International
Finance Network
belgium (September 2013)

applicable Semiparametrics Conference
berlin, Germany (October 2013)

eSam/aCe Conference 2014
Conference on econometric methods for banking and
Finance – banco de Portugal
Lisbon, Portugal (September 2014)
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The research further examined risk spillover effects and
interdependence between US, European and Australasian
financial markets. The findings suggest that the systemic
risk contribution from contagion in tail areas is typically lower
during times of financial turmoil, while it can be significantly
higher during periods of low volatility. This warrants focusing
on more extreme, as opposed to average, relationships.

The 13th Infiniti Conference on International Finance
Ljubljana, Slovenia (June 2015)

9th International Workshop of Methods in International
Finance Network
Osaka, Japan (October 2015)

Completed May 2016
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Foreign banks and Financial Shock transmission: the asian experience
dr ying Xu
PRINCIPaL ReSeaRCheR
Lecturer, International and
development economics,
Crawford School of Public
Policy, australian National
university

Professor jenny
Corbett

dr hai anh La
COLLabORatOR

adVISeR

head of division for
development Studies,
Centre for analysis
and Forecasting,
Vietnam academy
of Social Sciences

Pro Vice-Chancellor
(Research and Research
training), Office of the
Vice Chancellor, australian
National university

background
despite being the fastest growing region in the global economy,
asia has a relatively closed financial system, with limitations on
domestic and international competition. Following the 1997
asian Financial Crisis, there was a distinct move towards financial
sector deregulation in asia. however, the 2008 GFC reduced the
likelihood of further significant financial market integration within
the region.

Project Objectives
this project is the first documented attempt to use micro data
to scientifically evaluate how changes in foreign banks’ lending
behaviour during the 2008 GFC impacted credit stability and the
real economy in asia. the study examined the roles played by two
channels of shock transmission – bank ownership and liquidity – in
transmitting the GFC to asian loan markets.

Project Outcomes
the study found that:
(i)

bank ownership was not a significant source of transmission;
and

(ii)

Liquidity was a major source of transmission.

PROjeCt OutPutS
Foreign banks and International Shock transmission:
Ownership matters No more
journal of International Financial markets, Institutions & money
Vol. 38, 2015

CIFR meet the Researcher Interview
the Rise of asian Lenders may benefit Global
Financial Stability
Op-ed (Featured in east asia Forum)

this research has been presented at:
Regional Integration and Financial Stability Workshop
aNu, Canberra (april 2013)

Performance of Financial markets Symposium
deakin university, melbourne (june 2013)

CIFR SymPOSIum: Systemic Risk
Sydney (august 2013)

International Conference in Finance
Vietnam (june 2014)

the study shows that the link between foreign bank ownership
and shock transmission is losing relevance in the asian emerging
markets. Foreign ownership per se does not seem to be a risk
factor and is uncorrelated with financial volatility. moreover, the increasing importance of local currency lending by foreign banks in asia
has made foreign bank lending more stable. While the contraction of foreign currency liquidity during the GFC was partially offset by
domestic currency lending, this substitution occurred within banks, and not between banks, due to high switching costs.
this evidence provides support for opening markets to foreign bank entry, and
encouraging foreign banks to borrow in local markets to finance local assets and
move from wholesale to retail funding. diversifying funding sources can help mitigate
the risk of contagion.
the study highlights the importance of liquidity management and the challenges
facing national monetary authorities. the liquidity risks and funding conditions
of banks need to be frequently monitored, and resources put in place to manage
liquidity tensions as they arise to avoid them magnifying and spreading.
COmPLeted april 2014
dr ying Xu presenting at CIFR SymPOSIum: Systemic Risk ,
Sydney (august 2013)
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Detecting Systemically Important Risk
Professor Mardi Dungey

Professor David Veredas

PrOJECT LEADER

Principal Researcher

Tasmanian School of Business
& Economics, University of
Tasmania

Vlerick Business School and
University of Ghent
(Formerly Université libre de
Bruxelles)

Dr Matteo Luciani

Dr Vladimir Volkov

Principal Researcher

Principal Researcher

Senior Economist, Board of
Governors of the Federal
Reserve System

Postdoctoral Researcher
in Financial Econometrics,
Tasmanian School of Business
& Economics, University of
Tasmania

(Formerly Université libre de
Bruxelles)

Background
Two critical issues emerging from the 2008 global financial crisis
are the importance of systemic risk and links between the financial
sector and the real economy. Detecting and measuring systemic
risk presents significant problems for regulators and policymakers.

Project Objectives
The focus of this research was to:
(i)	Develop a measure of systemic risk which captures both
the interconnections and the changing strength of these
relationships over time.
(ii)	Address which groups of institutions and sectors 		
are relevant to the assessment of systemic risk and the 		
effectiveness of regulatory policy designed to mitigate it
during crisis conditions.
(iii) Identify the relationship between banking and sovereign
debt on a global scale in a network approach to systemic
risk.

Project Outputs
Googling SIFIs
Working Paper

Surfing Through the GFC: Systemic Risk in Australia
Working Paper

The Changing International Network of Sovereign Debt and
Financial Institutions
Working Paper

Quelle Surprise? Why it’s Good for Markets to Second-guess the
RBA
Op-ed (Featured in The Conversation)

This research has been presented at over 25 international and
domestic seminars and conferences, including:
Indices of Riskiness and New Risk Measures Workshop

Project Outcomes
The research found that the linkages between the banking sector
and other participants in the financial sector and the real economy
are vital in the assessment of systemic risk.
The linkages which provide feedback effects from the real
economy to the financial sector may substantially alter measured
systemic risk ‐ often amplifying it during a crisis and dampening it
during other periods.
Measuring systemic risk via interconnectedness highlights the
effectiveness of policies aimed at breaking the amplification
mechanisms during a crisis, such as intervention programs like the
US Troubled Asset Relief Program, which are not evident as circuit
breakers in models where systemic risk is measured in terms of
capital adequacy.

CIFR-FUNDED Research PROJECTS December 2016

Zurich (March 2013)

Deutsche Bundesbank & European Central Bank
Frankfurt (May 2013)

54th New Zealand Association of Economists Annual
Conference
Wellington (July 2013)

CIFR SYMPOSIUM: Systemic Risk
Sydney (August 2013)
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By expanding the set of financial institutions under consideration,
the research found that the second most systemically risky sector
in the economy is the insurance sector, which has expanded its
product offerings beyond non‐traditional insurance products.
In the case of Australia, where the commodities boom has played an
important role in the economy over the past 15 years, the minerals
sector is found to have a level of systemic risk that is second only
to the financial sector. This large sector of the economy became
increasingly risky as the boom progressed.
The research also found that the existence of an integrated
network between financial institutions and sovereigns reduces the
probability of a default within either of these areas.
These findings support the 'robust‐but-fragile' model of the financial
sector, whereby the network is highly resilient, but only up to a point.
Thereafter, it may transmit and amplify shocks in an undesirable
manner. This research highlights the importance of understanding
the type of shock that might be responsible for triggering a crisis
event.

Completed June 2016

7th International Workshop Methods in International Finance
Network (MIFN)
Belgium (September 2013)
ESSEC Business School
Paris (November 2013)
Stockholm School of Economics
Stockholm (April2014)
Koç University
Istanbul (May 2014)
Universidad Carolos III de Madrid
Madrid (June 2014)
CIFR WORKSHOP: Financial System Inquiry II
Sydney (August 2014)
Financial Crises: Transmission and Recovery – National
University of Ireland
Maynooth (September 2014)
5th CEQURA Conference on Advances in Financial and Insurance
Risk Management
Germany (October 2014)
11th International Conference Western Economic Association
International
Wellington (January 2015)
Vlerick Business School
Ghent, Belgium (February 2015)
Lancaster University Management School
London (February 2015)
Maastricht University
Netherland (April 2015)
IESEG School of Management
France (April 2015)
The University of Manchester
UK (May 2015)
Centre for Applied Macro-Finance & York Econometrics
Workshop 2015
UK (May 2015)
2016 Australasia Meeting of the Econometric Society
Sydney (July 2016)
3rd Annual Asset Allocation 2016 Conference
Sydney (July 2016)
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Too Central to Fail: Financial Networks, Risks and Policy Responses
Associate Professor
Valentyn Panchenko

Associate Professor
Mikhail Anufriev

Associate Professor
Paolo Pin

Team Leader

Principal Researcher

Principal Researcher

Deputy Head of School,
School of Economics,
UNSW Business School,
UNSW Australia

Economics Discipline Group,
UTS Business School,
University of Technology
Sydney

Department of Decision
Science, Bocconi University
(Formerly University
of Sienna)

Background
The GFC of 2008 prompted calls for a better understanding
of financial market vulnerabilities, and the inherent risks within
the system. The complexity of relationships between financial
entities may be illustrated using the concept of a network.
Furthermore, the multiple linkage points within a network
may be thought of as channels through which shocks may
be transmitted to various parts of the system. Accordingly, a
network approach represents a useful framework for studying
the transmission of systemic risk.

Project Outputs
Connecting the dots: Econometric Methods for
Uncovering Networks With an Application to the
Australian Financial Institutions
Journal of Banking and Finance, Vol.61, 2015

A Model of Network Formation for the Overnight
Interbank Market
Working Paper

Project Objectives

This research has been presented at:

This research applies these tools, in concert with concepts
and practices from financial economics and statistics, to
model the network of relations between the banks, the
broader Australian economy, and the international financial
markets. Moreover, the study sets out a mapping of the
network of perceived financial dependencies between these
respective entities.

CIFR WORKSHOP: Financial System Inquiry

Project Outcomes

Sydney (March 2015)

Sydney (May 2014)

1st Conference on Recent Developments in Financial
Econometrics and Applications
Deakin University, Melbourne (December 2014)

CIFR WORKSHOP: Financial System Inquiry III –
The Final Report

21st International Conference on Computing in
Publicly available information, share prices, and indices of the
Economics and Finance
respective entities are used to construct networks of partial
Taipei, Taiwan (June 2015)
correlations between their returns. The networks do not reveal
what caused investors to adjust their expectations regarding
2015 Australian Conference of Economics
particular entities. However, stock price performance
Brisbane (July 2015)
quantifies the changes in market perceptions of the entities’
current present values. In this way, the networks become
useful tools in helping to gain a better understanding of the
operation of the financial markets, and the transmission of
shocks. Accordingly, they may prove a useful addition to existing mechanisms for policy and regulatory analysis.
In the context of investment diversification, the use of correlation statistics in portfolio management is well established.
However, to gain an insight into the structure of the market for the purposes of financial stability analysis or policy design,
partial correlation analysis comes into play.
Partial correlations can identify direct co-movements in the relative value adjustments between particular pairs of entities, while
controlling for all other variables. Construction of a network of partial correlations facilitates the observation of the likely path of
a shock as it spreads through the network. From the perspective of a regulator, this facilitates the identification of key relations
and, in turn, provides a point of focus for regulatory oversight.
Understanding and measuring spill-over effects by means of a partial correlation matrix represents an important component of any policy
aimed at reducing systemic risk. In this regard, network theory uses various measures of centrality to measure the relative importance of
particular points of risk transmission.

CIFR-FUNDED Research PROJECTS December 2016
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The study makes the following findings in terms of the linkages between the various entities and sectors within the Australian economy:
(i)	There are strong partial correlations between the big four banks and the broader financial and real estate sectors;
(ii)	There are strong direct links between the regional banks, Bank of Queensland, and Bendigo and Adelaide Bank;
(iii)	Australian economic activity presently centres around the industrials and consumer services sectors. More broadly, the study
shows a decrease in the central economic role of the mining sector post 2008, with a corresponding increase in the importance of
the industrial sector; and
(iv)	The basic materials, oil and gas, and consumer services sectors appear to be the primary conduit through which Asian influences
impact the Australian economy.

Completed February 2016

Associate Professor Valentyn Panchenko
presenting at CIFR WORKSHOP: Financial
System Inquiry in Sydney (May 2014)
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Identifying Asset-Price Bubbles in Australian Listed Securities
Associate Professor Jamie
Alcock

Professor Stephen Satchell

Dr Angelo Aspris

Principal Researcher

Principal Researcher

Discipline of Finance, The
University of Sydney Business
School, The University of Sydney

Professor of Taxation Law,
Director, Ross Parsons Centre
of Commercial, Corporate and
Taxation Law, Sydney Law
School,
The University of Sydney

Dr Danika Wright

Dr Juan Yao

Dr Sean Foley

Principal Researcher

Principal Researcher

Principal Researcher

Senior Lecturer, Discipline of
Finance, The University of Sydney
Business School, The University
of Sydney

Senior Lecturer, Discipline of
Finance, The University of Sydney
Business School, The University
of Sydney

Lecturer, Discipline of
Finance, The University of
Sydney Business School, The
University of Sydney

Dr Reuben Segara

Petra Andrlikova

Team Leader & Principal
Researcher
Discipline of Finance, The
University of Sydney Business
School, The University of Sydney

Principal Researcher

Principal Researcher

Senior Lecturer, Discipline
of Finance, The University of
Sydney Business School, The
University of Sydney

Discipline of Finance, The University of
Sydney Business School, The University
of Sydney

Background
The 2008 GFC challenged a central assumption concerning the
market’s efficiency, rationality and ability to self-regulate that
had underpinned prior financial law. It has been said that the
intellectual origins of the GFC can be traced back to ‘blind spots’
in traditional financial theory, which obscured complexity and
financial innovation in contemporary markets.

Project Output
Asset Price Bubbles in the Australian Market
Report

There has been a growing recognition that changes to the modern market, including the effects of globalisation, extreme mobility
of capital, and technological advances require corresponding changes in regulatory approach and structure. The GFC highlighted
the need for specific regulation to enhance financial market stability, and the importance of ensuring that such regulation is both
informed and effective.

Project Objectives
This project:
(i)

Reviews the theoretical literature surrounding the definition and formation of price bubbles;

(ii)

Reviews the major classes of empirical tools used to statistically identify price bubbles; and

(iii)	Utilises a representative suite of these empirical tools to explore the prevalence of price bubbles in Australian listed industrial 		
equities and A-REIT markets.

Project Outcomes
The research found little empirical evidence of any statistically significant bubble in Australian listed securities during its sample period
(1992-2016).
This result is striking for a number of reasons:
(i) 	All empirical methods find no significant evidence of sustained price bubbles;
(ii)

For the very brief periods where a bubble is indicated, the cause was a sudden, temporary drop in dividends, rather than any 		
noticeable increase in price levels; and

(iii)	The research sample includes several business cycles, the `tech-wreck' in 2000, the 2008 global financial crisis and the recent end
of the mining boom.
These results contrast with those derived from applying the same empirical tests to US data. During the same time period, each technique
identifies multiple periods of price bubbles in the US.
This research highlights the need for further work to develop better bubble identification techniques.
Completed July 2016
CIFR-FUNDED Research PROJECTS December 2016
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Quantifying the Impact of Systemic Risk on Capital Requirements for
Interrelated Financial Institutions and Sectors
Professor Piet
de jong

associate Professor
Geoffrey F. Loudon

team LeadeR

PRINCIPaL ReSeaRCheR

department of applied
Finance and actuarial
Studies, Faculty of
business and economics,
macquarie university

department of applied
Finance and actuarial
Studies, Faculty of
business and economics,
macquarie university

Weihao Choo
PRINCIPaL ReSeaRCheR
manager, ernst & young
(Formerly macquarie
university)

background

PROjeCt OutPutS

assessing systemic risk in australia requires a coherent
methodology implemented in the context of the financial
system. a number of methodologies have recently been
proposed to assess systemic risk.

monitoring Risk in the Financial System using time
Series methods

Project Objectives

an early Warning tool for measuring the build up of
Systemic Risks in banks and Financial Systems

this research project assesses the effectiveness of groupand industry-wide stress testing in the presence of systemic
risk and contagion effects. It proposes methods to analyse
and, if necessary, adjust the results of stress testing.

Working Paper

Working Paper

Project Outcomes
the study models the impact of stress on an expected capital shortfall. Specific contributions are:
(i)

the notion of systemic risk is formalized in the form of increases in expected capital shortfall under conditions of stress;

(ii)

Stress testing is enhanced by considering all possible scenarios rather than one or more specific scenarios;

(iii)

baseline risk is present in the system even in the absence of external stress. Such stress is based on an expected capital
shortfall; and

(iv)

a forward looking tool is proposed to continuously monitor baseline and systemic risks in the entire market, and to
decompose these risks into firm contributions.

Systemic risk, as defined in this paper, reaffirms and formalises its key drivers. these are: size, leverage and interdependence
between the balance sheets of individual firms.
Calculations are performed on data for australian banks that includes the 2008 GFC period. Results show heightened systemic
risk in the lead up to, and during, the GFC. In addition, the extent of systemic risk is presently significantly higher than 10
years ago. this is arguably due not only to persistent turbulence in global financial markets, but also to increased connectivity
between firms.
COmPLeted February 2016
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Real estate Cycles and bank Systemic Risk

dr egon kalotay

Professor ed altman

team LeadeR

PRINCIPaL ReSeaRCheR

PRINCIPaL ReSeaRCheR

Senior Lecturer, department of
applied Finance and actuarial
Studies, macquarie university

max L. heine Professor of Finance,
Stern School of business, New york
university

Co-director - Centre for
Financial Risk, department of
applied Finance and actuarial
Studies, macquarie university

associate Professor Geoff
Loudon

dr thomas Longden

dr Georgina Ge

PRINCIPaL ReSeaRCheR

PRINCIPaL ReSeaRCheR

Senior Research Fellow, Centre
for health economics Research
and evaluation, university of
technology Sydney

Research assistant,
department of applied
Finance and actuarial Studies,
macquarie university

PRINCIPaL ReSeaRCheR
department of applied Finance
and actuarial Studies, macquarie
university

background
australian real estate prices continue to rise notwithstanding
the 2008 GFC and massive falls that have occurred elsewhere.
Several factors raise the possibility of a major price correction,
including the unwinding of the mining investment boom, rising
unemployment from the loss of manufacturing due to high
currency values, and falling labour participation rates due to the
ageing of the population. Systemic risk in australia is crucially
dependent upon the capacity of major banks to withstand
extreme falls in property prices.

Project Objectives
using an international data set spanning 18 countries and 30 years
of observations, the project team developed an empirical model
of systemic banking crises from an australian perspective, and
evaluated the statistical and economic significance of variables
believed to be antecedents of banking crises.

Professor Stefan trueck

PROjeCt OutPutS
Real estate Cycles and bank Systemic Risks
Working Paper

house Price hazards: Quantifying australian exposure to
Systemic banking Crises when Real estate Prices boom
Working Paper

this research has been presented at:
CIFR ReSeaRCh ShOWCaSe: banking
Sydney (june 2016)
Other presentations related to this research:
CIFR SemINaR: Outlook for Global Credit markets: Is it a bubble?
Sydney (November 2015)

Project Outcomes
the model highlights the variables that most influence crisis risk and the extent of this risk. as at 30 june 2015, the model estimated that
australia’s exposure to a bank systemic crisis was within the 7th highest risk decile.
In quantifying the exposure of the banking system to real estate pricing, the research identified dynamics that are consistent with ‘boombust cycles’ or bubble-like behavior in the housing market. Fluctuations in the annual rate of growth in the ratio of house prices to income
have important implications for crisis risk exposure. Similarly, a decline in the slope of the yield curve, resulting in a standard deviation
lowering of the term spread on government issued bonds, would signal a similarly heightened risk of a banking crisis.
the long- and short-term growth in house-price-to-income ratios, together with the trailing annual return on equities and the term spread
on government issued bonds, combine to form a predictive model that dominates competing specifications in forecasting systemic
banking crises.

Completed july 2016
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Market and Regulatory Performance
Regulatory System

Modelling the Costs and Benefits of Financial Regulation
Associate Professor Gordon
Menzies
Team Leader & Principal
Researcher
Economics Discipline Group, UTS
Business School, University of
Technology Sydney

Professor Peter B. Dixon

Principal Researcher

Centre of Policy Studies, Victoria
University

Finance Discipline Group, UTS
Business School, University of
Technology Sydney

Professor James Giesecke

Dr Timo Henckel

Principal Researcher

Principal Researcher

Professor Maureen
Rimmer

Director, Centre of Policy Studies,
Victoria University

Crawford School of Public Policy,

Principal Researcher

Australian National University

Centre of Policy Studies,
Victoria University

Background
As the pendulum swings towards regulation from laissez-faire in
the aftermath of the 2008 GFC, there is no more pressing question
than how the benefits of regulation compare with the potential
harm done to the economy if regulation causes a misallocation of
resources.

Project Objectives
The project team built a group of economic models where real
variables (e.g. GDP) and financial variables (e.g. banking sector
capital) interact. These interactions are essential for quantifying
the effects of financial regulation.
Significantly, the project team presented its research on the
removal of ‘red tape’ to the Secretariat of the 2014 Financial
System Inquiry.

Project Outcomes
The research examined the regulatory environment both pre and
post the GFC. The introduction of the Financial Claims Scheme
was clearly a change compared with pre-GFC arrangements, but
one that constituted a clarification and formalisation of an existing
perception, rather than a fundamental change. While Australia’s
adoption of Basel III’s macroprudential apparatus appears on
the surface to constitute a genuine innovation in prudential
regulation, APRA had already been practising macroprudential
regulation before the GFC.
This led the team to question the wisdom of splitting the monetary
policy and prudential regulation functions and to reassess the
institutional structure within which prudential regulation is
conducted in Australia.
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Emeritus Professor Ron
Bird

Principal Researcher

Project Outputs
In Praise of (some) Red Tape: A New Approach to Regulation
Economic Record (Forthcoming)
Journal Article

Conceptual Issues in Modelling Monetary Transmission in
CGE Models
Working Paper

Australian Prudential Regulation Before and After the Global
Financial Crisis
Working Paper

A Financial CGE Model of the Australian Economy
Working Paper

The Costs and Benefits of Financial Regulation: A Financial
CGE Assessment of the Impact of a Rise in Commercial Bank
Capital Adequacy Ratios
Working Paper

Economy-Wide Effects of a Rise in Bank Capital Adequacy
Ratios: A Financial CGE Model Assessment
Conference Paper

Removing 'Red Tape' regulation in an uncertain Environment
Working Paper
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The research team successfully developed models of real and
financial interaction that were missing from pre-GFC analysis.
Using an APRA comparative study of the capital ratios of Australian
banks and their international peers, the new models suggested
that an increase in commercial bank capital adequacy ratios
would generate little in the way of adverse macroeconomic
consequences, whilst securing a rise in bank capital, a shift in bank
lending away from residential housing investment, and a rise in
household equity financing of home ownership. These results
suggest that prudential regulators can move forward to secure the
benefits of financial system stability that higher capital adequacy
requirements should deliver, without fear of imposing significant
costs on the wider economy in the form of macroeconomic
disruption.
The research also showed that the costs of regulations are usually
much easier to quantify than the benefits. In a rapidly evolving
and innovative financial system, models calibrated on past crises
will probably be blind to future crises. The researchers call for a
paradigm shift in regulation, with regulators having a mandate to
be more intrusive, sceptical and comprehensive when gathering
and analysing information on the financial system.

This research has been presented at:
CIFR WORKSHOP: Financial System Inquiry I
Sydney (May 2014)
Econometric Society Australasian Meeting and Australian
Conference of Economists (ESAM/ACE)
Tasmania (July 2014)

CIFR SYMPOSIUM: Pitching Research
Sydney (May 2015)

CIFR RESEARCH SHOWCASE: Banking
Sydney (June 2016)

19th Annual Conference on Global Economic Analysis
The World Bank, US (June 2016)

Financial System Inquiry Secretariat
Australian Prudential Regulation Authority (APRA)

Completed July 2016
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Assessing the Governance of Institutional Investors when Investing in Complex Financial
Products

Associate Professor Paul Ali

Professor Ian Ramsay

Team Leader

Principal Researcher

Member, Centre for Corporate Law and Securities
Regulation, Melbourne Law School, The University
of Melbourne

Harold Ford Professor of Commercial Law, Director,
Centre for Corporate Law and Securities Regulation,
Melbourne Law School, The University of Melbourne

Background

Project Output

Institutional investment in Australia is highly innovative and
Assessing the Governance of Institutional Investors
complex. The regulatory focus – and associated literature – on
when Investing in Complex Financial Products
institutional investment has been on the sell-side. Considerably
Report
less attention has been paid to the buy-side, that is, to the
institutional investors themselves. This leaves an incomplete
picture of the regulatory framework for institutional investment
and consequently an incomplete picture of the regulatory protections available to customers.

Project Objectives
By focusing on synthetic Collateralized Debt Obligations (CDOs) as a sample, the project:
(i)	Outlines the structure of Australian superannuation funds and discussed the governance aspects of superannuation fund trustees
relevant to investment decision-making; and
(ii)	Examines the superannuation fund trustee’s investment responsibilities in the context of investment in complex financial products.
	The project is the first study in Australia of the governance of institutional investors when investing in synthetic CDOs.

Project Outcomes
The research noted that recent changes to the regulation of Australian superannuation funds, effected by the Stronger Super reforms,
make it clear that trustees of superannuation funds (excluding self-managed superannuation funds) must, when making investmentrelated decisions, meet the benchmark of a prudent business person. This constitutes a heightening of the previous standard. The SIS
Act also prescribes certain matters, including the risk and return profile of investments that must be taken into account in the discharge
of a trustee’s investment responsibilities. These matters apply not just to the fund as a whole but also, as a result of the Stronger Super
reforms, to each individual investment strategy that the trustee has offered to the beneficiaries of the fund.
Trustees must, in order to discharge their investment duties, have sufficient understanding of complex financial products to assess the
likely impact of those products on their superannuation fund as a whole and also on the particular investment strategy under which the
investment in the product has taken place. A trustee must first obtain reliable information about the risk and return profile of the financial
product and then be in a position to evaluate that information. The research team devised a check-list of the most important facets of
a synthetic CDO that a trustee should understand when deciding whether to invest in synthetic CDO securities. Beyond the practical
guidance that this check-list may provide, the check-list is intended to give an example of the informational hurdles confronting a trustee
intending to invest in a complex financial product.
Finally, the ramifications of Wingecarribee Shire Council v Lehman Brothers Australia Ltd for superannuation fund trustees (and other
institutional investors, such as mutual funds, that invest fund assets on behalf of others) have yet to be fully explored. The judicial
confirmation of the status of synthetic CDO securities as “derivatives” has implications beyond those securities for all complex financial
products where the securities or other instruments held by investors are substantially underpinned by derivatives or other risk-transfer
mechanisms. This also warrants superannuation fund trustees re-examining their guidelines for transacting derivatives, particularly
where those guidelines largely restrict dealings in derivatives to hedging against risks like adverse interest rate and foreign exchange
movements.
Completed June 2015
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Financial System Regulation – is Australia’s “Twin Peaks” Approach a Model
for China?

Andrew Godwin

Professor Guo Li

Team Leader

Principal Researcher

Senior Lecturer,
Director of Studies, Banking and Finance Law
Melbourne Law School,
The University of Melbourne

Professor, Economic Law,
Peking University Law School,
Peking University

Professor Ian Ramsay

Dr Andy Schmulow

Principal Researcher

ASSOCIATE Researcher

Harold Ford Professor of Commercial Law,
Director of the Centre for Corporate Law and
Securities Regulation, Melbourne Law School,
The University of Melbourne

Principal, Clarity Prudential
Regulatory Consulting, Pty Ltd

Project Outputs

Background
The Global Financial Crisis and its fallout have tested the integrity
and resilience of regulatory frameworks in respect of financial
services. The relevance of the ‘twin peaks’ model for financial
regulation, as pioneered in Australia, is becoming greater as an
increasing number of jurisdictions have adopted, or are considering
adopting, this model. Australia operates a functionally-based twin
peaks model under which regulatory responsibility is divided
primarily between two regulators. The Australian Securities and
Investments Commission (ASIC) is responsible for the regulation
of companies, market conduct and consumer protection. The
Australian Prudential Regulation Authority (APRA) is responsible
for prudential regulation.

Twin Peaks: The Challenges of Increasing Regulatory
Overlap and Expanding Responsibilities
The International Lawyer (forthcoming)

Is Australia’s “Twin Peaks” System of Financial
Regulation a Model for China?
Hong Kong Law Journal

Twin Peaks – the Legal and Regulatory Anatomy of
Australia’s System of Financial Regulation
Journal of Banking and Finance Law, Vol. 26, Issue 4, 2015

The Four Methods of Financial System Regulation:
An International Comparative Survey

Project Objectives
The research aimed to examine the legal and regulatory preconditions that are necessary for the ‘twin peaks’ model to be
implemented, and the key challenges relating to the adoption of
this model in emerging markets such as China.

Journal of Banking and Finance Law, Vol. 26, Issue 3, 2015

The Financial Sector Regulation Bill in South Africa:
Lessons from Australia
South African Law Journal, 2015

Project Outcomes

‘Surveying the Twin Peaks of Australia’s Financial
System’ in McCracken & Griffiths (eds), Making Banking and

The paper, Twin Peaks- the Legal and Regulatory Anatomy
of Australia’s System of Financial Regulation, examined the
legislative and regulatory anatomy of the twin peaks model in
Australia and identified two critically important features:

Finance Law: A Snapshot (Ross Parsons, 2015) 1-25

(i)	
Clarity of responsibilities
regulator; and

A Jurisdictional Comparison of the Twin Peaks Model
of Financial Regulation

and

objectives

of

each

(ii)	A framework of coordination in which regulators
share information proactively, and cooperate in the
performance of their supervisory and enforcement
functions.
When compared with other twin peaks jurisdictions, the
Australian regulatory coordination system is distinct in that
it relies more on soft law than prescriptive legislation. It is

CIFR-FUNDED Research PROJECTS December 2016

Book Chapter

Journal of Banking Regulation (forthcoming)

Twin Peaks with South African Characteristics – South
Africa’s New Model of Financial Regulation
Working Paper
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primarily informal, voluntary and cooperative in nature. This
is underpinned by a culture that depends on mutual trust
between the regulators, who have a collective interest in
ensuring that the system works and in allowing each other to
perform their roles effectively.
There is no archetypal twin peaks model. The variations in the
regulatory design of the model reveal that it is inherently
flexible, and can and should be modified to suit local
conditions and the local regulatory culture. If China were to
move towards a twin peaks model, it would need to consider
fundamental questions as to which version of the model
would be appropriate. These questions include: where the
prudential regulators should be housed; how the functions
and objectives of the regulators should be expressed; and
how effective regulatory coordination should be achieved.
The South African Government, which proposes to adopt the
model, sought submissions from the researchers involved
in this project. Of 25 specific recommendations made
by the authors, 22 have been incorporated into the draft
South African legislation. The approach from South Africa’s
legislators shows that Australia’s regulatory regime is highly
regarded internationally, and that Australian academics are
recognised on the world stage.

Submissions:
Submission on the Revised Draft of the Financial
Sector Regulation Bill
Submission to the National Treasury Republic of South Africa
(March 2015)

Submission on the Proposed Industry Funding
Model for the Australian Securities and Investments
Commission
Submission to The Treasury (October 2015)

This research has been presented at:
CIFR SYMPOSIUM: Market and Regulatory
Performance
Sydney (July 2014)

Completed January 2016

Mr Andrew Godwin (The University of Melbourne)
presenting at the CIFR SYMPOSIUM: Market and
Regulatory Performance (July 2014)
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Evaluating the Impact of Securities Loans on Shareholder Rights
and the Governance of Listed Companies
Professor Ian Ramsay

Associate Professor Paul Ali
Team Leader

Principal Researcher

Member, Centre for Corporate Law
and Securities Regulation,
Melbourne Law School,
The University of Melbourne

Harold Ford Professor of Commercial Law,
Director, Centre for Corporate Law and Securities
Regulation, Melbourne Law School,
The University of Melbourne

Background
Under a securities loan, the borrower acquires title to a parcel
of shares and agrees to return an equivalent parcel to the
lender at the end of the loan. For the term of the loan, the
borrower obtains the legal incidents of the shares (including
voting rights) but the economic incidents of the shares remain
with the lender. Securities loans provide a mechanism by
which shares can be borrowed for the purpose of voting
those shares and thus influencing the outcome of shareholder
decisions. This ‘empty voting’ can compromise the ability of
shareholder voting to perform its proper role.

Project OutputS
Securities Lending, Empty Voting and Corporate
Governance
Law and Financial Markets Review, Vol.8, Issue 4, 2014

The Legal Structure and Regulation of Securities
Lending
Working Paper

CIFR Meet the Researcher Interview

Project Objectives
This is the first in-depth Australian study of the corporate governance implications of securities loans. It sought to:
(i)	Evaluate the legal structure of securities loans and how they are regulated in Australia and other major financial markets;
(ii)	Examine the impact of securities loans on shareholders' voting rights and the governance of listed Australian companies;
and
(iii)

Consider whether the current regulatory framework for securities loans is sufficient to protect the interests of shareholders.

Project Outcomes
This study provides valuable insights into the impact of securities loans on the governance of listed Australian companies, and whether
the current regulatory framework provides adequate protection for shareholders.
The first working paper, The Legal Structure and Regulation of Securities Lending, examines the legal structure and regulation of securities
lending in Australia, Europe, the UK and US, including restrictions on short selling and disclosure requirements. Securities loans in these
markets are structured around similar standard-form contracts. The paper discusses the collapse of Opes Prime and the Federal Court
decision regarding the legal effect of the Australian Master Securities Lending Agreement. Australian courts have consistently held that
securities loans constitute the sale of shares and do not give rise to a security interest over the shares. This has significant implications
for competing claims to securities in the event of insolvency of one of the parties. It also outlines the regulatory responses to securities
lending and short selling taken by IOSCO, in Europe, the US and UK during the 2008 GFC.
The second paper, Securities Lending, Empty Voting and Corporate Governance, examines the corporate governance
implications of securities loans, in particular the impact on shareholders’ voting rights and the control of listed Australian
companies. The paper considers whether the current regulatory framework in Australia adequately addresses the concerns
associated with securities loans and whether reform is required in order to protect the interests of shareholders in listed
Australian companies and ensure that the governance of these companies is not undermined by securities loans. The paper
finds that, in light of the lack of evidence that there is a widespread problem in Australia of empty voting using securities loans,
there is no need for regulatory intervention in this area, especially since the Australian disclosure regime already requires
disclosure of substantial holdings of borrowed shares.
Completed March 2014
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Elements of Risk Governance and Culture
Associate Professor Elizabeth
Sheedy

Associate Professor Barbara Griffin
Principal Researcher

Team Leader

Director of Organisational Psychology Program,
Faculty of Human Sciences,
Macquarie University

Department of Applied Finance and Actuarial
Studies, Faculty of Business and Economics,
Macquarie University

Dr Shane Magee

Associate Professor Sue Wright

Principal Researcher

Principal Researcher

Department of Applied Finance and Actuarial
Studies, Faculty of Business and Economics,
Macquarie University

Department of Applied Finance and Actuarial
Studies, Faculty of Business and Economics,
Macquarie University

Background

Project Outputs

As recent financial market failures have highlighted, financial
institutions’ risk policies and practices can have far-reaching
effects.

A Framework and Measure for Examining Risk Climate
in Financial Institutions

Project Objectives
The research aimed to:
Produce a model to guide the supervision of financial
(i)	
institutions using quantifiable measures of risk
governance; and
(ii)	Explore the concept of risk culture by assessing factors
that are known to contribute to corporate risk, and by
investigating the risk attitudes, perceptions and beliefs
of key managers.

Journal of Business and Psychology, Vol.31, Issue 1, 2016

Risk Governance, Structures, Culture and Behaviour:
A View from the Inside
Working Paper

The Determinants and Outcomes of Bank Risk
Governance After the Crisis: An International Study
Working Paper

Reform Where it is Least Needed: Diffusion of Post
Crisis Risk Governance Regulation

Project Outcomes

Working Paper

Since late 2012, Australian regulatory expectations with regard to
risk governance in financial institutions have risen significantly. The
research is supportive of this trend, demonstrating that Australian
regulations reflect international best practice.

The Effect of Risk Governance in the Insurance Sector
During the Financial Crisis – Empirical Evidence from
an International Sample

The next phase of the research examined a sample of
international insurers, and showed that implementation of risk
governance produced better crisis performance. This, in turn,
further supported risk governance mechanisms.

Submissions:

The researchers also explored the role of risk culture in producing
good risk management outcomes. They surveyed staff perceptions
in seven major Australian and Canadian banks.

Working Paper

Raising Risk Governance Standards for Australian
Banks
Submission to APRA (July 2013)

Submission to the Basel Committee for Banking
Supervision: Corporate Governance Principles for
Banks
(January 2015)

The research suggests that the perceived quality of risk structures
(framework, policies, risk staff and systems) impacts behavioral
outcomes. Resourcing of these areas therefore remains crucial. In
particular, remuneration and performance measurement systems
require further attention as they continue to encourage a shortterm focus and inappropriate behavior.
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This research has been presented at over 25 local and
international industry events, including:
CIFR SEMINAR: Building Robust Financial Institutions:
Regulation, Governance and Culture
Sydney (May 2013)
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Personal characteristics also determine behavioral outcomes.
Strategies to encourage longer tenure and participation by
older workers are likely to lead to better behavioral outcomes.
Favorable risk structures may not necessarily guarantee that
risk management will be effective without robust risk culture
i.e. shared perceptions of staff regarding the relative priority
given to risk management.
Structures and culture work
together to create good risk management outcomes.

RMA Risk Culture
Taiwan (October 2013)

RiskMinds Conferences
Amsterdam (December 2013 & December 2014)

APRA Senior Leaders Conference
Sydney (February 2014)

However, the research also found that senior leaders, including
non-executive directors, rarely have an accurate picture of the
risk culture within their organizations.

Professional Risk Managers’ International Association
Webinar

The project team created a scale to assess risk culture
using four cultural factors: Valued, Avoidance, Proactive and
Manager.

CIFR SYMPOSIUM: Market and Regulatory
Performance

(February 2014)

Sydney (July 2014)

Prudential Regulation Authority (Bank of England)
(December 2014 & June 2015)

27th Australasian Finance and Banking Conference
Sydney (December 2014)

Reserve Bank of Australia
Sydney (February 2015)

Macquarie University Financial Risk Day 2015
Sydney (March 2015)

This is the first of its kind with evidence of validity and reliability.
This scale can be used to assess risk culture in financial
institutions at the business unit level as well as at the firm level.
It should not be assumed that risk culture is homogenous in
a large organisation. Culture varies at the local level, so the
measurement and management of risk culture should be done
at the business unit level.

3rd Annual RiskMinds Risk, Regulation & Conduct
Forum
Brussels (June 2015)

Risk Management Australia (RMA) Seminars
Sydney and Melbourne (October 2015)

Completed March 2016

Associate Professor Elizabeth Sheedy
and Dr Shane Magee presenting at CIFR
Symposium: Market and Regulatory
Performance (July 2014)
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Regulation of Financial Plans and allocated Pensions
Professor Geoffrey kingston

Professor Lance Fisher

team LeadeR

PRINCIPaL ReSeaRCheR

Faculty of business and economics,
macquarie university

Faculty of business and economics,
macquarie university

background
this project examined the regulatory implications of financial
plans, allocated pensions and account-based pensions that carry
less investment risk on the cusp of retirement and are better
tailored to the spending plans of retirees. In contrast to most OeCd
countries, which have typically instituted compulsory pre-funded
superannuation with a defined contribution emphasis, neither the
Future of Financial advice (FoFa) nor mySuper legislation seeks to
regulate super fund members’ asset allocations, including those
for less aﬄuent workers on the cusp of retirement, or regulate for
better disclosure of risks in financial plans.

PROjeCt OutPutS
agency theory and Financial Planning Practice
australian economic Review, Vol.47, Issue 3, 2014

down the Retirement Risk Zone with Gun and Camera
economic Papers: a journal of applied economics and Policy,
Vol.33, Issue 22, 2014

dynamic asset allocation when bequests
are Luxury Goods
journal of economic dynamics and Control, Vol.38, 2014

Project Objectives
the aim of this project was to review how financial advice is
regulated in leading common law countries, with a view to
identifying measures that could benefit australian legislation.

Project Outcomes
the project team produced five working papers, which shed
light on agency problems affecting funds management and
financial planning in australia. the research highlights the fragile
period in the financial life cycle of people in defined contribution
superannuation funds, particularly people of middle means. the
research finds that lifetime asset allocation glide paths should
resemble a displaced V: the share of growth assets should fall by
20–50% over a person’s working life, then another 5–10% on the
day of retirement, but should then rise during retirement, by 20–
30%. Recommendations arising from the research include:
(i)

mandatory target-dating for mySuper accounts,
which are intended for disengaged superannuation
contributors.

(ii)

as in the uS, performance fees charged by advisers to
unsophisticated investors in actively managed funds
could be confined to fulcrum fees, whereby the benefits
and costs to advisers are symmetrical around a passive
benchmark. this would ameliorate the problem of
chronic index hugging behaviour on the part of actively
managed australian funds.

Restoring a Level Playing Field for defined
benefits Superannuation
jaSSa, Issue 4, 2013

Regulating Financial advice: evidence from the united
States, the united kingdom and Canada
jaSSa, Issue 4, 2014

this research has been presented at:
CIFR WORkShOP: Financial System Inquiry
Sydney (may 2014)

CIFR SymPOSIum: market and Regulatory Performance
Sydney (july 2014)

Negotiating the Retirement Risk Zone Conference
Sydney (december 2013)

down the Retirement Risk Zone with Gun and Camera
(with L Fisher), Woolley Conference
university of technology Sydney (October 2013)

dynamic asset allocation when bequests are Luxury
Goods (with j ding and S Purcal), Centre for Pensions
and Superannuation
uNSW australia, Sydney (September 2013)

CIFR ReSeaRCh ShOWCaSe: Superannuation
Sydney (april 2016)

(iii)

as in the uk, financial advisers should be required to identify
themselves as offering either restricted or independent
advice.

(iv)

as in Canada, reviews of financial plans should not take place on a fixed two-year schedule but on a contingent, ‘trigger’
basis, for example when a client’s life circumstances change.

COmPLeted july 2014
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Too Small to Fail: Global Funding Markets and the Transmission of Risk
Professor Stephen King

Professor Rodney Maddock

Team Leader

Associate Researcher

Professor of Economics,
Faculty of Business and Economics,
Monash University

Vice-Chancellor’s Fellow,
Victoria University

Background
The onset of the GFC in 2008 prompted a funding cost shock to
the Australian banking system. Banks use a mix of wholesale funds
and retail deposits to finance lending. If a country is a net importer
of wholesale funds, then a financial crisis in a foreign country can
‘infect’ the banking system by raising the cost of wholesale funds.
This has the potential to trigger financial stress in an otherwise
healthy banking sector, such as that in Australia.

Project OutputS
Regulation, Competition and Banking Markets
Working Paper

Don’t Just Target the Big Banks: Why All Banks Need
Higher Capital
Op-ed (featured in Business Spectator)

Project Objectives

This research has been presented at:

This project aims to address how an external financial crisis can
increase bank funding costs in countries that rely heavily on
global wholesale capital markets. The research also assesses the
impact of different policy choices during the GFC on the level of
competition in banking. The research highlights the relationships
between banking policy, banking competition, interest rates for
depositors and lenders, and the likelihood of a crisis arising when
there is a shock within international wholesale funding markets.

The 12th INFINITI Conference on International Finance

Project Outcomes

Prato, Italy (June 2014)

ESAM/ACE Conference
Hobart, Tasmania (June 2014)

CIFR Symposium: Market and Regulatory
Performance
Sydney (July 2014)

Monash University
Melbourne (February 2014)

The project finds that:
(i)	Access to wholesale funding enables the Australian banking
system to increase its lending, which benefits Australia’s
economic growth. However, it also means that the Australian
banking system is exposed to volatility in the rates at which wholesale funds are priced in international markets, particularly
during periods of stress in overseas banking circles.
(ii)	Policy measures impact the structure of financial institutions and the level of competition in the Australian banking sector. In
particular, policy responses to a crisis may alter the market landscape, and may also shift the level of deposit and lending rates after
a return to market equilibrium.
(iii)	
Potential policy measures, such as bailouts, minimum equity requirements,
licensing restrictions and restricted access to wholesale funding markets, do not
automatically stabilise the banking system, but may make a crisis more likely.
(iv)	In contrast to other policies, minimum equity requirements can be effective tools in
helping to limit the damage of an ‘imported’ banking crisis. Even when the banking
system is well supervised and loan books are generally sound, minimum equity
requirements can still play a role in stabilising the system. However, minimum
equity structures are not cost-free and regulators must recognise the link between
stability in the face of a crisis and reduced competition in normal times.
Completed February 2015
Professor Stephen King presenting at CIFR
SYMPOSIUM: Market and Regulatory Performance
Stream in Sydney (July 2014)
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Evidence Based Policy Making in Securities Markets
Professor Michael Aitken
AM
CEO and Chief Scientist,
CMCRC

Professor Rick Harris

Dr Vito Mollica

Principal Researcher

Principal Researcher

Dean's Fellow in Investments,
School of Business, Wake Forrest
University

Director Higher Degree
Research, Senior Lecturer,
Macquarie Graduate
School of Management

Dr Angelo Aspris
Principal Researcher
Senior Lecturer, The
University of Sydney Business
School, The University of Sydney

Professor Doug Cumming
Principal Researcher
Professor of Finance and
Entrepreneurship and Ontario
Research Chair in Economics and
Public Policy, Schulich School of
Business, York University

Background
At any point in time, securities markets reflect the cumulative
impact of choices made about issues such as technology,
regulation, information and financial instruments. Many parties
can motivate market design changes, however only regulators
can authorise them. In doing so, regulators are guided by their
published mandates, which require that all market design changes
pass the dual tests of fairness and efficiency, collectively described
as market quality. To make such decisions, regulators need a
framework of measures of fairness and efficiency, and they need
to use these to gauge the anticipated and actual impact on the
market of any proposed changes, to ensure consistency with
their mandate. This project is a response to calls by Australian and
global securities market regulators for evidence-based input into
the process of effecting regulatory change.

Project Objectives
A key objective of the project was to install servers inside the
data centres of the ASX and Chi-X to collect data. Variability in the
timing of orders and trades significantly impacts any analysis of
high-frequency trading (HFT) transactions costs, and any analysis
that relies on the best bid-ask spread is seriously compromised in
the current environment. The ultimate objective of the project is
to determine the impact of this type of trading on the market’s
efficiency and fairness.

Project OutputS
Market Quality Dashboard
Cloud-based technology – shared computing resource

Market Fairness: The Poor Country Cousin to Market Efficiency
Journal of Business Ethics, Forthcoming

Exchange Rules, Surveillance and Suspected Insider Trading
Journal of Corporate Finance, Vol. 34, 2015

High Frequency Trading and End-of-Day Price Dislocation
Journal of Banking and Finance, Vol.59, 2015

A Worldwide Examination of Exchange Market Quality:
Greater Integrity Increases Market Efficiency
Journal of Business Ethics, Vol.32, Iss.1, 2015

Trade Size, High Frequency Trading and Co-Location Around
the World
European Journal of Finance, 2014

The Impact of Fragmentation, Exchange Fees and Liquidity
Provision

Project Outcomes

Working Paper

The Market Quality Dashboard enables researchers to compare
the fairness and efficiency of different markets globally, and assess
the impact of regulatory changes on the fairness and efficiency
of markets. This is particularly useful when assessing the likely
impact of similar proposed changes on other markets.

Fragmentation and Algorithmic Trading: Joint Impact on
Market Quality

The project team has also produced a series of brief videos on the
impact of particular market design changes in various markets,
including Japan, the UK, Canada, the US and Australia.
COMPLETED July 2016

Working Paper

This research has been presented at several events, including:
CIFR CONFERENCE: The Design and Regulation of Securities
Markets
Sydney (August 2014)

CMCRC/MGSM Breakfast Session – Introduction of Market
Quality Framework
Sydney (April 2016)

Nankai University Seminar
China (May 2016)
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Do Regulatory Requirements Influence Managers’ Information Processing
Bias in Impairment Decisions?
Professor Ken Trotman

Dr Hwee Cheng Tan

Team Leader

Principal Researcher

Scientia Professor, School of Accounting,
UNSW Business School,
UNSW Australia

Senior Lecturer, School of Accounting,
UNSW Business School,
UNSW Australia

Background
Accounting standards for the impairment of assets require
managers to make a series of judgments and decisions when
determining an asset’s recoverability, including estimating
its future cash flows. It has been a concern for regulators
in Australia and internationally that the various estimations
required under the standards allow managers to avoid
recognizing the full impact of impairment losses.

Project Objectives

Project OutputS
Do Regulatory Requirements Influence Managers’
Information Processing Bias in Impairment Decisions?
Working Paper

This research has been presented at:
Research Forum, Centre for Accounting
and Assurance Research
UNSW Australia (November 2014)

This study investigates how regulatory requirements in
accounting for impairment - namely, reversibility of impairment
losses (possible under IFRS, but not under US accounting
standards) and disclosure of impairment assumptions – influence managers’ bias in the processing of impairment information.
The study also investigates the moderating role of disclosure on the reversibility of impairment losses. These issues are
addressed by an experiment using managers who make impairment judgments based on the cases provided.

Project Outcomes
The findings of this project suggest that:
(i)	When managers are required to disclose all assumptions, regardless of their impairment decisions, they tend to exhibit
favourable evaluation of positive information and unfavourable evaluation of negative information. However, if disclosure
of assumptions is required only when impairment losses are recognized, managers are more prone to evaluate negative
information favourably.
(ii)	These findings suggest that the current accounting regime for impairment of assets in Australia, which allows reversibility
of impairment losses, is likely to create an environment where managers will undertake a more balanced evaluation
of impairment information. Despite the significant information processing bias, the study did not find a link between
information bias and managers’ decisions regarding the recognition of impairment losses.
Completed June 2014
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Innovative Initiatives for Regulating Global Capital
Professor Ross
Buckley

Professor Emilios
Avgouleas

Professor Douglas
Arner

Team Leader

Principal Researcher

Principal Researcher

CIFR KWM Chair of
International Finance Law,
Scientia Professor,
UNSW Law, UNSW Australia

Chair in International Banking
Law and Finance,
Edinburgh Law School,
The University of Edinburgh

Asian Institute of
International Financial Law,
Faculty of Law,
The University of Hong Kong

Background
No jurisdiction has undertaken the sort of fundamental
rethinking of regulation in response to the 2008 GFC that the
largest crisis since 1929 should have provoked, and that the
crisis of 1929 did provoke. The reasons for this are many,
but owe much to the exceptional complexity of modern
globalised finance and to the political power of the financial
sector generally (for the sector’s extraordinary profitability of
the past 20 years has brought with it extraordinary influence
and power).

Project Objectives

Project Outputs
Reconceptualising the Regulation of Global Finance
Oxford Journal of Legal Studies, 2015 (Buckley)

The G20’s Performance in Global Financial Regulation
UNSW Australia Law Journal , Vol.37, Issue 1, 2014 (Buckley)

Financial Innovation in East Asia
Seattle University Law Review, Vol.37, Issue 2, 2014
(Buckley, Arner and Panton)

The research explores and evaluates various regulatory
measures introduced and proposed in the post-crisis period.
It highlights areas where changes have not gone far enough
and where further reform is needed.

Project Outcomes
Rethinking Global Finance and Its Regulation, edited by
Buckley, Avgouleas & Arner, highlights the need for a postcrisis regulatory agenda that goes beyond merely “preparing
to fight the last war”, and recognizes the changes in the
fundamental nature of financial activity over the last forty
years. The research suggests, inter alia, that:
(i)	
Given the change in banking from traditional capital
allocation to much higher risk trading in complex
products and the emergence of Too Big to Fail
Institutions, regulators should introduce higher capital
requirements and more stringent leverage controls;
(ii)	Despite the increasing role of central banks in prudential
supervision, they should remain prudent, independent
and focused on monetary stability, ignoring politics;
(iii)	Enforcement mechanisms should be enhanced; and
(iv)	
Regulators should monitor how ethical considerations
are carried forward within organisations to transform
organizational cultures, rather than prescribing further
layers of rules and regulations.

Reconceptualising Global Finance and Its Regulation
Cambridge University Press (2016)
Book (Buckley, Avgouleas & Arner, eds)

'Regulating Financial Innovation', in Moloney, Ferran
& Payne, The Oxford Handbook of Financial Regulation
(OUP, 2015), Chapter 22, pp. 659-687
Book Chapter (Avgouleas)

‘Regional Financial Arrangements: Lessons from the
Eurozone Crisis for East Asia’, in Aziz & Shin (eds),
Global Shock, Risks and Asian Financial Reform (Edward
Elgar & Asian Development Bank 2015), ch. 10 (pp. 377415)
Book Chapter (Avgouleas, Arner & Ashraf )

The article, Reconceptualising the Regulation of Global Finance,
by Buckley, analyses the five major changes in the global financial
system over the past forty years, being:

‘The Broken Glass of European Integration: Origins
and Remedies of the Eurozone Crisis and Implications
for Global Markets’, in Lim & Mercurio, International
Economic Law After the Crisis: A Tale of Fragmented
Disciplines (Cambridge University Press 2015) Chapter 4

(i)	The globalisation of the financial system;

Book Chapter (Avgouleas & Arner)
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(ii)	The legalisation of financial gambling;
(iii)	The rise in algorithmic and high frequency trading and
dark pools;

This research has been presented at:

(iv)	The fundamental changes in banks and bankers; and

Reconceptualising Global Finance and its Regulation
Workshop

(v)	The rise in the role and power of ratings agencies.

The University of Hong Kong (December 2013)

It then proceeds to analyse the potential responses to these
changes, including:

The Trajectory of Financial Law in the 21st Century –
Private Law Perspectives
University of Edinburgh (May 2014)

(i)	A sovereign bankruptcy regime;

University of Vienna

(ii)	Higher mandated bank capital levels;

Austria (November 2014)

(iii)

University of Goettingen

Levies on banks;

(iv)	A financial transactions tax;

Germany (November 2014)

(v)	Rigorous regulation of high frequency trading and dark
pools; and
(vi)	Removing conflicts of interest from the role of the ratings
agencies.
The article, The G20’s Performance in Global Financial Regulation, by Buckley, suggests the G20 mandated reforms are useful and helpful
but do not address the fundamental changes in the system over the past forty years. One reason for this is that none of the reforms
initiated by the G20 have challenged the thinking that financial markets should be considered as an end in themselves, rather than
merely a means to support the real economy. It concludes that the G20’s reforms are unlikely to be sufficient to avert another global
financial crisis.
The article, Financial Innovation in East Asia, by Buckley, Arner & Panton, examines balancing the benefits of financial
liberalisation and innovation against the real risks in financial sector development. It focuses on the role of regulation and
legal and institutional infrastructure in supporting financial development and limiting the risk of financial crises. The article also
addresses a series of issues with particular developmental significance in the region: trade finance, mortgage markets, SME
finance, non-bank finance and mobile financial services.
The chapter, 'Regulating Financial Innovation', by Avgouleas, explores how finance is nothing more than a long chain of
innovations leading to the development of novel financial products and processes to improve allocation of capital and risk
management. Given the key role that access to capital and ability to handle risk to avoid loss play in fostering economic activity
and growth, and promoting social organization, based on economic power, this assertion ought not to be surprising. Yet much
has gone wrong with contemporary financial innovation. This chapter reconceptualises financial innovation and investigates this
paradox. It discusses the risks of financial innovation and contemporary regulatory reforms addressing this innovation. It then
provides a critique of contemporary reforms. It stresses the need for a new framework for financial innovation to foster longterm growth and curb speculation, and the need for regulation to focus on altering innovators' incentives through a properly
balanced mix of incentives and sanctions.
The chapter, ‘Regional Financial Arrangements: Lessons from the Eurozone Crisis for East Asia’, by Avgouleas, Arner and
Ashraf, explores the financial integration that has been building steadily in East Asia over the past two decades. To support this
process, countries in the region have undertaken a range of initiatives focusing on financial market development and stability.
Prior to the GFC and the Eurozone debt crisis, the European Union (EU) frequently served as a model for East Asian financial
integration. In the wake of the Eurozone financial crisis, this chapter argues that lessons from the EU financial integration
experience remain important for East Asia. The chapter reviews the causes of the Eurozone crisis. In particular, it highlights
the challenges raised by integrated supra-national banking markets in the absence of suitable institutions to absorb financial
stability shocks. Based on this discussion the paper presents suggestions for future development of East Asian regional
financial arrangements insofar as they relate to market development and crisis prevention and resolution in an environment of
continuous financial liberalization within the ASEAN Economic Community and ASEAN+3.
The chapter, ’The Broken Glass of European Integration: Origins and Remedies of the Eurozone Crisis and Implications for
Global Markets’, by Avgouleas and Arner, explores the reform of the EU integration mechanisms in the aftermath of the GFC
and Eurozone debt crisis as these mark an important milestone in the integration process and regionalism drive, especially
because of the failure of various institutional mechanisms which were supposed to ensure financial market stability. The EU crisis
response carries significant implications for the development and functioning of single market operations and has emphasized
the need to improve international and regional coordination on fiscal, monetary and financial policies affecting other states.
Completed February 2015
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Regulation and Reforms to Enhance Financial Stability in the Post-GFC Era
Professor Jennifer Hill

Professor Gregory
Tolhurst

Professor Graeme
Cooper

Principal Researcher

Principal Researcher

Professor of Corporate Law,
Director, Ross Parsons Centre
of Commercial,
Corporate and Taxation Law,
Sydney Law School,
The University of Sydney

Associate Dean (Indigenous),
Professor of Commercial Law,
Sydney Law School,
The University of Sydney

Professor of Taxation Law,
Director, Ross Parsons
Centre of Commercial,
Corporate and Taxation Law,
Sydney Law School,
The University of Sydney

Professor Michael
Dirkis

Professor Richard Vann

Professor Sheelagh
McCracken

Team Leader & Principal
Researcher

Principal Researcher
Professor of Taxation Law,
Sydney Law School,
The University of Sydney

Principal Researcher

Principal Researcher

Challis Professor of Law,
Sydney Law School,
The University of Sydney

Professor of Finance Law,
Sydney Law School,
The University of Sydney

Professor John Stumbles
Principal Researcher
Professor of Finance Law,
Sydney Law School,
The University of Sydney

Background
The 2008 GFC challenged a central assumption concerning
the market’s efficiency, rationality and ability to self-regulate
that had underpinned prior financial law. It has been said
that the intellectual origins of the GFC can be traced back
to ‘blind spots’ in traditional financial theory, which obscured
complexity and financial innovation in contemporary markets.
There has been a growing recognition that changes to the
modern market, including the effects of globalisation, extreme
mobility of capital, and technological advances require
corresponding changes in regulatory approach and structure.
The GFC highlighted the need for specific regulation to
enhance financial market stability, and the importance of
ensuring that such regulation is both informed and effective.

Project Objectives
This project aimed to assess the adequacy and efficacy of
Australia’s legal infrastructure in three areas:
Financial Market Regulation – The research examines
Australia's regulatory framework, and the governance
structure of its financial market regulators, from a comparative
and policy-based perspective. It examines the similarities and
differences between Australia’s regulatory frameworks and
those of a number of overseas jurisdictions.
Tax – The study assesses the effectiveness of initiatives to
promote international transparency, and measures aimed at
confronting international corporate tax avoidance.

Project Outputs
Regulation and Reform to Enhance Financial Stability
in the Post-GFC Era
Report

Striking Gold Offshore with Australia's Tax Information
Gathering Powers: Alchemy or Evolution?
Journal of Australian Taxation, Vol.15, Issue1, 2013

The Developing International Framework and Practice for
the Exchange of Tax Related Information: Evolution
or Change?
eJournal of Tax Research, Vol.11, Issue 2, 2013

Trading One Uncertainty for Another? Ten Years'
Experience with the Debt-equity Rules
Tax Specialist Vol.17, Issue 1, 2013

Reforming the Taxation of Trusts: Piecing Together
the Mosaic
Sydney Law Review, Vol.35, Issue 1, 2013

Seeing the Bigger Picture
Australian Tax Forum, Vol. 28, 2013

Corporate Tax Reform in Australia: Lucky Escape
for Lucky Country?
British Tax Review, 2013
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Banking and Finance – The study investigates the application
of a recently implemented federal statutory regime to specific
financial market transactions, and the consequences for
the identification and quantification of counterparty risk.
Specifically, title transfer collateralisation arrangements,
such as repos and securities lending, are analysed to
assess the extent to which such arrangements might now
amount to a ‘security interest’, as defined in s. 12(1) of the
Personal Property Securities Act 2009 (Cth) (PPSA), and the
effectiveness of the current statutory exclusions of specific
interests from this definition.

Project Outcomes
In the context of Financial Market Regulation, the research
finds that Australia’s ‘twin peaks’ model proved to be superior
to the regulatory systems of the US and UK during the GFC. The
Australian model now serves as a regulatory blueprint for many
countries around the world, including the UK. The robustness
of Australia’s regulatory framework during the GFC provides
opportunities for Australian law and governance structures to
perform an influential role, particularly in Asia. The research
also finds interesting differences across jurisdictions in terms
of the governance structures of regulators. Further, it considers
the adoption of different governance paradigms in addressing
regulatory deficiencies.
In relation to Taxation, the research highlights the contrast
between the Australian and global response to the GFC in
the context of financial regulation. Rather than question the
effectiveness of the regulator and the structure of regulation
through a detailed examination of regulatory failures, the response
shows a continuation of previous practice. This includes calls for
more transparency and more attacks on tax avoidance, without
any significant consideration of the underlying policies, or the
associated benefits and costs, including the diversion of attention
from other important policy initiatives. In developing policy and
regulatory responses to financial crises in the area of tax, more
attention needs to be given to the operation of income tax, and
less to the revenue shortfalls prompted by the crisis.

BEPS: OECD Perspective
The Tax Institute Financial Services Taxation Conference, 2014

Policy Forum: The Policy Underpinning the BEPS
Project – Preserving the Corporate Income Tax?
Canadian Tax Journal, Vol.62, Issue 2, 2014

This research has been presented at:
2nd Geneva-Harard-Renmin-Sydney Conference
Beijing, China (2014)

Developments in Corporate Law and Governance –
East Meets West
Sydney (2014)

The Law and Economics of Taxation Conference
Munich, Germany (2013)

Ross Parsons Centre Corporate Law Seminar Series
Sydney (2013)

Conference on International Corporate Governance
and Public International Law
Istanbul, Turkey (2013)

Centre for Cross-Border Commercial Law in Asia,
Singapore Management University
Singapore (February 2015)

Hong Kong University
Hong Kong (2014)

A Specialist Roundtable of Leading Australian
Legal Practitioners
Sydney (2014)

The Statutory Review of the Personal Property
Securities Act 2009 established by the Australian
Government Attorney-General’s Department
Australia (2014)

University of British Columbia Law School
Canada (2013)

Queen Mary University
In terms of Banking and Finance, the research suggests that
UK (2013)
transfer collateralisation arrangements, such as repos and
University of Ghent Law School
securities lending, may indeed fall within the definition of ‘security
Belgium (2013)
interest’, and that the current exclusions may not prove to be as
comprehensive as financial market participants might expect. The
research highlights a key difference in approach under Australian
law versus other common law countries, including the UK and US, in suggesting the need to have the issue more widely canvassed
within the relevant financial markets. The research also considers what amendments to the PPSA might be necessary to enhance market
practice.
This research has also contributed to several book chapters.
Completed November 2014
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The Regulation and Impact of Non-traditional Rights Issues and Placements
in Australia
Associate Professor Jo-Ann Suchard

Mark Humphery-Jenner

Team Leader

Principal Researcher

School of Banking and Finance,
UNSW Business School,
UNSW Australia

Senior Lecturer, School of Banking and Finance,
UNSW Business School,
UNSW Australia

Background
The ASX has relaxed one of its Listing Rules, allowing small
cap companies to increase the amount of share capital they
can issue at a discount. Historically, the ASX rules allowed all
listed companies to make non-pro-rata issues of up to 15%
of their shares at a price discount of up to 15%. Since August
2012, companies with a market capitalisation of less than
$300 million have been able to issue a further 10% of their
share capital at a discount of up to 25%.

Project OutputS
Should Exchanges Allow Larger and More Discounted
Placements? An Analysis of Changes to ASX Listing
Rules
Working Paper

The Impact of Non-traditional Rights Issues in Australia
Working Paper

The motivation to boost the funding ability of small companies
arose as a consequence of the 2008 GFC, which created a
particularly tight financing environment for smaller companies.
As debt funding became harder to secure, these entities were obliged to instead access the equity market. Australia has a large
number of small companies. These companies generally have a comparatively narrow spread of shareholders, and are typically
regarded as speculative in nature. These factors tend to limit the viability of repeated approaches to shareholders in order to
raise additional capital.

Project Objectives
The objective of this project was to assess whether current regulations facilitate the creation of shareholder wealth and
adequately protect minority shareholders.

Project Outcomes
The first paper, Should Exchanges Allow Larger and More Discounted Placements? An Analysis of Changes to ASX Listing Rules, assesses
the impact of the changes to the ASX Listing Rules for small companies. The study shows that, notwithstanding differences at the industry
level, the overall response to issues made since the rule change has been broadly positive. Shareholder wealth has not been undermined,
and it has provided small companies with a valuable source of additional funds.
The study indicates that if a company does issue the full 25% of capital allowed at the full discount allowed, it must earn a significant return
on capital for the existing shareholders to remain unaffected. The difficulty of achieving a return of this magnitude will depend on the
amount of capital raised and the company’s particular circumstances. The study found that smaller issues are more likely to achieve the
required return, and less dilution of minority shareholders. Issues made to fund exploration, development or technology advances appear
to generate stronger returns, as do those that recapitalise a previously precarious balance sheet. The study also found that adequate
safeguards are in place to help protect minority shareholders and prevent share placements leading to unintended changes of control.
The second paper, The Impact of Non-traditional Rights Issues in Australia, analyses the use and impact of accelerated rights offerings
versus other types of capital raising, and the impact of the GFC on capital raisings. The research suggests that accelerating a rights
offering does not impact the level of discount, however the market reacts more negatively to accelerated rights issues than standard
rights issues. The GFC did not impact the discount and announcement returns for rights issues. The combination of a placement with a
rights issue was found to result in a higher discount than stand-alone placements. Combination issues made during the GFC had a higher
discount for both the placement and rights components, and a more negative market reaction to their announcement.
Completed June 2014

Page 38

CIFR-FUNDED Research PROJECTS December 2016

The Chinese Anti-monopoly Law: Lessons for Australian Banks
and Chinese Regulators
Associate Professor Deborah Healey
Chief Investigator
Director, Corporate and Commercial,
UNSW Law,
UNSW Australia

Background
The ‘Australia in the Asian Century’ White Paper emphasised
the expertise of Australian financial organisations, and
concluded that those with a presence in Asia are wellpositioned to capitalise on increasing investment, interregional
trade flows and new financial markets emerging through the
benefits of technology. Expansion by local acquisition in China
was suggested for the Australian financial services industry. In
this context, an understanding of Chinese merger regulation,
and its likely impact on such transactions, is important.

Project Objectives
This project compares the application of the competition
laws of China and Australia to bank mergers against financial
regulatory frameworks and the dual objectives of competition
and economic stability.

Project Outcomes

Project OutputS
Bank Mergers in China: What Role for Competition?
Asian Journal of Comparative Law, Forthcoming (with Zhang Chenying)

The Chinese Anti-monopoly Law: Lessons for Australian Banks
and Chinese Regulators
Report
CIFR Meet the Researcher video

This research has been presented at:
Asian Competition Forum 10th Annual Conference
Hong Kong (December 2014)

The Chinese Anti-monopoly Law: Lessons for Australian
Banks and Chinese Regulators
King & Wood Mallesons Sydney (September 2014)

The research found that:
(i)	Mergers between banks are subject to similar competition merger rules by competition regulators in both jurisdictions,
although Anti-monopoly Law (AML) contains some unusual factors for consideration. Other regulators are involved in bank
merger approvals in both jurisdictions.
(ii)	The barriers to entry for foreign banks in China are very high. Foreign market entrants are unable to secure a dominant
stake in most categories of bank because of regulation. In assessing bank mergers, the Chinese Ministry of Commerce
(MOFCOM) is likely to prioritise national economic development over competition, which is allowed under AML. MOFCOM
also has the tendency to impose broad and sweeping behavioural conditions which have significant implications for merger
reviews, making outcomes less predictable. Coupled with low compulsory notification thresholds and broad application of
AML, this has the capacity to impact both domestic and international bank mergers. Unregulated shadow banking adds
to the financial risk but provides competition and stimulates innovation in rigid, heavily-regulated financial markets.
(iii)	
In contrast, in Australia, competition analysis by the Australian Competition and Consumer Commission (ACCC) is the
primary issue considered when making decisions on mergers, although other regulators may intervene. Despite the
emphasis on competitive analysis, banking markets have become increasingly concentrated, raising fears of a lack of
competition following permitted mergers. Policy initiatives such as periodic reviews of financial markets are recommended
to address the situation.
Completed June 2015
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Financial Regulation and Internal Incentive Schemes
Professor Richard
Holden
Team Leader
Professor of Economics,
School of Economics,
UNSW Business School,
UNSW Australia

Dr Guillaume Roger

Professor JeanCharles Rochet

Principal Researcher

Expert Advisor

Senior Lecturer,
School of Economics,
The University of Sydney
(Formerly UNSW Australia)

Background
Highly speculative trades on the part of key decision makers
resulted in large losses and institutional collapses during the
2008 GFC. These collapses and the ensuing chaos also harmed
depositors, taxpayers, and deposit-insurance schemes such
as the US Federal Deposit Insurance Corporation (FDIC). In
the wake of these events, the question arises as to how it all
came about.
Decision-making agents are typically compensated with
performance-contingent contracts, designed to ‘align
incentives’ between them and the firm. This implies that
the tools used by a financial institution to solve its internal
incentive issues generate the effective interaction sought
by the regulator. It is therefore important for the regulator to
understand how these internal incentives operate, and to
assess their application within the relevant policy framework.

Professor of Banking,
Department of Banking
and Finance,
University of Zurich

Project Outputs
Gaming and Strategic Opacity in Incentive Provision
Working Paper

This research has been presented at:
CIFR Workshop: Financial System Inquiry
Sydney (May 2014)

University of Chicago
USA (2014)

Massachusetts Institute of Technology
USA (2014)

Project Objectives
This project analysed:
(i)	How present incentive schemes may be re-designed to decrease risk from an excessive focus on particular tasks or asset
classes, and on excessive risk-taking; and
(ii)	How the internal incentive problems of the regulated firm interact with standard regulatory tools to assist in reducing
systematic risk.

Project Outcomes
The paper, Gaming and Strategic Opacity in Incentive Provision, investigates the common belief that incentive schemes
under moral hazard can be gamed by an agent with superior knowledge of the environment. It also examines the belief that a
deliberate lack of transparency about the incentive scheme can reduce gaming.
The research shows that, relative to deterministic menus of linear contracts, these opaque schemes induce more balanced
efforts, but they also impose more risk on the agent per unit of aggregate effort induced.
The study finds that opaque schemes are more likely to be preferred to transparent ones when:
(i)	Task efforts are highly complementary for the principal;
(ii)	The agent's privately known preference between tasks is weak;
(iii)	The agent's risk aversion is significant; and
(iv)	Errors in measuring task performance have a large correlation or small variance.
Completed November 2014
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Effect of the Basel Accord Capital Requirements on the Loan-loss
Provisioning Practices of Australian Banks
Dr James Cummings

Dr Kassim Durrani

Team Leader

Researcher

Senior Lecturer, Department
of Applied Finance
and Actuarial Studies,
Faculty of Business
and Economics,
Macquarie University

Lecturer, Department
of Applied Finance and
Actuarial Studies,
Faculty of Business
and Economics,
Macquarie University

Background
Under Basel III, banks are faced with higher capital adequacy
requirements, necessitating that they raise both the quality
and size of their regulatory capital base. Additional capital
will bolster reserve buffers that can be used during times of
economic stress. However, the structure of risk-based capital
requirements is such that they become more onerous during
periods when economic activity is subdued and banks are
typically experiencing more losses. This study examines a
forward-looking provisioning model implemented by APRA to
help banks manage these risks.

Project Objectives
Focusing on 22 banks operating in Australia, this project
aimed to:
(i)	Describe the provisioning practices of Australian banks
to absorb existing and estimated future credit losses as
required under APRA’s Prudential Standard APS 220,
‘Credit Quality’; and
(ii)	Examine the relationship between bank capital adequacy
and levels of loan-loss provisioning.

Project Outcomes
The research finds that the provisioning model used by
Australian banks is responsive to problem loans and to the
intrinsic quality of banks’ loan portfolios. It also encourages
banks to pre-fund future credit losses using surplus capital
and earnings during periods when these measures are strong.
The research found evidence that:
(i)	Regulatory provisions reflect the default risk inherent in
banks’ loan portfolios;
(ii)	Banks allocate part of their capital that is surplus to minimum
Basel requirements to pre-fund future credit losses through
provisioning (whether banks use external or internal ratingsbased approaches to credit risk); and

Associate Professor
Sue Wright
Advisor
Department of Applied
Finance and Actuarial
Studies,
Faculty of Business
and Economics,
Macquarie University

Project Outputs
Effect of the Basel Accord Capital Requirements on the
Loan-loss Provisioning Practices of Australian Banks
Journal of Banking & Finance, Vol.67, 2016

This research has been presented at:
CIFR Workshop: Financial System Inquiry
Sydney (May 2014)

AsianFA Annual Conference
Bali, Indonesia (June 2014)

CIFR Symposium: Market and Regulatory
Performance Stream
Sydney, Australia (July 2014)

AFC Finance Professionals Seminar
Sydney, Australia (July 2014)

ECOBATE
UK (October 2014)

FMA Annual Meeting
USA (October 2014)

Australian Prudential Regulation Authority
(June 2014)

Reserve Bank of Australia
(June 2014)

Financial System Inquiry
(July 2014)

Banca d’Italia
Rome (July 2014)

Monetary Authority of Singapore
Singapore (November 2016)

(iii)	Banks allocate a portion of their earnings for the same purpose.
These findings suggest that bank managers use their discretion in setting provisions to dampen the impact on their lending
activities of fluctuations in credit market conditions.
Completed October 2014
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Financial Benchmark Governance and Regulatory Reform:
A Comparative Analysis
Professor Justin O’Brien
Chief Investigator
Professor of Law,
American University of Sharjah
(Formerly UNSW Australia)

Background
The bourgeoning investigation into the manipulation of key
financial benchmarks, such as the London Interbank Offered
Rate (Libor), poses a range of practical and conceptual
problems. At a practical level, the credibility of the benchmarks,
which are a public good, has been undermined, prompting
an erosion of confidence in market integrity. Furthermore,
the investigation of collusion has attracted the attention of
competition regulators, whose focus on breaking up cartels
has greatly expanded the extent of market regulation. This
paper evaluates how the confluence of regulatory and criminal
investigation offers a time-limited opportunity to bolster the
reform process.

Project Objectives
This project:
(i)	Examines divergent enforcement agendas;

Project Outputs
Fixing the Fix: Governance, Culture, Ethics and the
Extending Perimeter of Financial Regulation
Law and Financial Markets Review, 2014

On Culture, Ethics and Extending the Perimeter
of Financial Regulation
Working Paper

This research has been presented at:
CLMR Financial Benchmark and Currency Manipulation
Workshop
Sydney (March 2014)

Institutional Corruption and Capital Markets: Financial
Benchmark and Currency Manipulation, Enforcement
Strategies and Regulatory Redesign

(ii)	Assesses the robustness of regulatory design to deal
with identified challenges; and

Harvard Law School, US (May 2014)

(iii)	Evaluates the extent to which best-practice models
embed restraint and lead to more sustainable markets.

Rio de Janeiro (July 2014)

Project Outcomes

Financial Benchmark Governance: A Roundtable
Fixing the Fix: Financial Benchmarks and the Future of
Financial Regulation
Sydney (November 2014)

The regulatory and policy problem with the manipulation of
financial market benchmarks manifests itself at three distinct
This research has also featured in opinion pieces and
levels. Firstly, at the institutional level, it has demonstrated
articles on the Centre for Law, Markets and Regulation
the weakness of risk management systems. Secondly, at the
website
market level, there has been a tendency to regard the problem
in terms of isolated incidences of wrong-doing, rather than
a manifestation of corrupted culture. Thirdly, at the regulatory and political level, the persistence of prolonged and blatant
misconduct has evidenced a lack of effective regulatory oversight.
With a view to aligning corporate, regulatory and political interests, UK regulators have emphasized the importance of
promoting ‘fair and effective’ markets. To this end, regulators accept that virtue cannot be regulated and that even the strongest
supervision cannot guarantee good conduct. UK regulators have invoked the concept of the social contract in emphasizing the
need for the finance industry to re-engage with society. Inclusive capitalism may be thought of as the delivery of a basic social
contract comprised of equality of opportunity and fairness across generations.
The project found that the review had sound ethical, philosophical and practical underpinnings that re-anchored financial
regulation to the normative foundations laid in the New Deal era.
Acknowledging the pervasive nature of financial market corruption, UK regulators point out that progress can only be achieved
if their reform agenda is linked to similar initiatives overseas. This reflects the fact that most key benchmarks apply across
national boundaries. In this regard, the European Commission has planned legislation to formally regulate financial benchmarks.
Completed September 2015
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Determinants of Insiders’ Trading Performance: Private Information,
Network or Skill?
Associate Professor P. Joakim
Westerholm

Professor Henk Berkman
Principal Researcher

Project Leader

Accounting and Finance,
Faculty of Business and Economics,
The University of Auckland

Discipline of Finance,
The University of Sydney Business School,
The University of Sydney

Dr Reza Bradrania

Dr Tina Viljoen

Principal Researcher

Principal Researcher

School of Commerce,
University of South Australia
(Formerly The University of Sydney)

Discipline of Finance,
The University of Sydney Business School,
The University of Sydney

Background
Previous research provides strong indications that increased
transparency of trading activity associated with directors and
their network of past and present associates will significantly
reduce the profitability of trades based on inside information.
Investigating the impact of insider trading on individual
investors and corporations not connected to the insider
director network is a new development in the literature.

Project Objectives
This project is the first to implement such research in Australia, and
is aimed at addressing the following questions:

Project Outputs
Insiders’ Profits in the Australian Equity Market
Working Paper

Determinants of Insiders’ Trading Performance on the
ASX: Private Information, Network or Skill?
Working Paper

Determinants of Insiders’ Trading Performance on
the ASX: An Empirical Investigation of the Impact
of Reported Insider Trading on Share Returns
Report

(i)	Do insiders who trade securities of the firm where they are
registered as insiders earn significant abnormal profits?
(ii)	Do insiders who have a higher status within the network
of corporate directors, based on current and past interlocking directorships, earn significantly higher abnormal profits than less
connected insiders on trades in firms where they are registered as insiders?
(iii)	Do outside investors sustain significant abnormal losses when they trade in proximity to any one of the insider trading groups 		
outlined above?

Project Outcomes
The research finds that directors who report their insider trades (legal insider trading) outperform the benchmark index in their trading. These
results are consistent across several pricing factors and methodologies, and largely confirm that widely accepted findings from the US markets
also apply in Australia. This is important, as it justifies the current application of insider trading regulation, which largely is based on the US
Securities and Exchange Act of 1934, and its recent implementation methods.
The results presented in this research project provide justification for the following policy recommendations:
(i) 	The current requirement for the publication of insider trading by directors and indirect interests should ideally be extended to include
entities with holdings above a certain threshold. In the US, the threshold is 10 per cent, however a 5 per cent threshold may prove 		
more efficient. Entities that would be covered by this provision include brokers and investment bankers, and others with business 		
connections in the network of the reporting directors.
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(ii)	Almost without exception, directors only trade outside the closed trading windows or blackout periods adopted by their 			
firms. Hence, it is important to observe when they elect to not trade. We provide methodology that shows the results of both 		
non-trading and trading in the form of easy to interpret cumulative average abnormal return (CAAR) charts. Regulators should be 		
able to detect the overall strategy and intentions of insider traders, and importantly identify periods when inside information exists,
by applying our methodology to the analysis of the actions of director insiders.
(iii) 	Directors implement different trading strategies in the shares of large companies with correspondingly large investor bases, that include
more uninformed participants, and consequently benefit more from their trading activities in these shares. Hence, in contrast to what 		
would be expected, insider trading detection efforts should focus on larger and more liquid companies.
In summary, this research provides justification for the current practice of strict enforcement of insider trading regulations. It also proposes a
wider range of entities for inclusion in the category of investors who are required to report their trades. Further, it presents a new methodology
for observing decisions by insider directors as to whether or not to trade, and it presents evidence showing that the impact of insider trading
varies with the size of the company.

Completed February 2016
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Continuous Disclosure in Australia and the United States: A Comparative Analysis
Associate Professor Chander Shekhar

Professor Stephen J. Brown

Team Leader

Principal Researcher

Faculty of Business and Economics, The University of
Melbourne

David S. Loeb Professor of Finance, Leonard N. Stern
School of Business, New York University

Background

Project Output

Both the US and Australia are characterised by open, efficient
markets. There are, however, discernible differences in the
Continuous Disclosure in Australia and the United States: A
respective regulatory frameworks that oversee the production and
Comparative Analysis
release of information by public firms. In Australia, firms’ continuous
Working Paper
disclosure obligations are mandated by law. to instead access the
equity market. Australia has a large number of small companies.
These companies generally have a comparatively narrow spread
of shareholders, and are typically regarded as speculative in nature. These factors tend to limit the viability of repeated approaches to
shareholders in order to raise additional capital.

Project Objectives
Given that both countries operate in a rich disclosure environment, the research examines whether earnings announcements in the US
and Australia relay any new information to the capital markets.

Project Outcomes
The research results suggest that when companies in the US make earnings announcements, their stock prices react measurably, which
is consistent with the idea that the market learns new information. In Australia, the average reaction for comparable announcements is
non-existent, which suggests that, while operating under the continuous disclosure regime (and the associated threat of penalties for
non-compliance), Australian companies are likely to keep the market fully informed of all material information. Evidently, earnings related
announcements per se do not provide any new details, and all relevant information has already been priced by the market. This also
suggests that the objectives of continuous disclosure, that is promptly informing investors of all material information and the enforcement
of associated requirements by regulators, are being achieved to a large degree.

Completed May 2016
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An Analysis of Penalties under ASIC Administered Legislation
Professor Ian Ramsay

Dr George Gilligan

Project Leader

Principal Researcher

Centre Director, Melbourne Law School,
University of Melbourne

Senior Research Fellow, Melbourne Law School ,
University of Melbourne

Associate Professor Paul Ali

Mr Andrew Godwin

Principal Researcher

Principal Researcher

Associate Professor, Melbourne Law School,
University of Melbourne

Senior Lecturer, Melbourne Law School, University
of Melbourne

Background
A significant policy debate is unfolding regarding the penalties
imposed by courts and other bodies under legislation administered
by key economic regulators such as the Australian Securities and
Investments Commission (ASIC). This project, which is based on a
research project recommended by ASIC to Melbourne Law School,
aims to conduct a holistic review of penalties over a 10 year period
2003-2013, to assess whether adequate penalties are available to
ASIC and set at an appropriate level.

Project Objectives

Project Output
Regulating by Numbers: The Trend Towards Increasing
Empiricism in Enforcement Reporting by Financial Regulators
Law and Financial Markets Review

Deterring Corporate Wrongdoing: Penalties, Financial Services
Misconduct and the Corporations Act 2001 (Cth)
Company and Securities Law Journal

By combining available documentary evidence with surveys
and semi-structured interviews the project will build a penalties
database and develop a series of research papers that analyse
the theoretical and policy based rationales for the imposition of
penalties. These initiatives can inform not only policy development
and operational practice regarding the ASIC, but also can be
informative for other Australian regulators, regulated communities,
the judiciary, law enforcement agencies, industry, media, academe
and the broader public.

The Who, Why and What of Enforceable Undertakings Accepted
by the Australian Securities and Investments Commission

Project Outcomes

Working Paper

The project conducted empirical analyses of the penalties
imposed in relation to financial services misconduct, directors’
duties, enforceable undertakings, insider trading and market
manipulation. In the case of insider trading and market
manipulation, the research extended to other countries.

Financial Services Misconduct and the Corporations Act 2001

The financial services misconduct case study focused on Australia
and found that penalties are cautiously applied by courts and
that increases in the size and range of penalties available do not
guarantee their subsequent application and use by the courts.

An Empirical Analysis of the Use of Enforceable Undertakings by
the Australian Securities and Investments Commission Between
July 1998 and December 2015

The case study on enforcement of directors’ duties in Australia
generated a dataset which included data obtained from ASIC and
the Commonwealth Director of Public Prosecutions (CDPP) that
had not previously been published.

Sanctions Imposed for Insider Trading in Australia, Canada
(Ontario), Hong Kong, Singapore, New Zealand, the United
Kingdom and the United States: An Empirical Study
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Company and Securities Law Journal

An Analysis of Penalties Under ASIC Administered Legislation:
Scoping the Issues
Working Paper

An Analysis of Penalties Under ASIC Administered Legislation:
Scoping the Issues

Working Paper

An Empirical Analysis of Public Enforcement of Directors’ Duties
in Australia: Preliminary Findings
Working Paper

Working Paper

Working Paper

CIFR-FUNDED Research PROJECTS December 2016

This paper presents the findings of an empirical analysis of sanctions
imposed in proceedings brought by ASIC and the CDPP for
contraventions of the directors’ duties provisions of the Corporations
Act 2001 and its predecessor, the Corporations Act 1989, from 1
January 2005 to 31 December 2014. The study finds that criminal
enforcement was more prevalent than civil enforcement during this
period, and that there was a significant emphasis on incapacitative
sanctions, such as prison sentences and management disqualification
orders. Monetary sanctions were less frequently imposed and tended
to be of a low magnitude relative to the statutory maximum sanctions.
Criminal and civil enforcement had similarly high success rates and
the civil enforcement process was only slightly faster than the criminal
process, suggesting that criminal enforcement is as effective as civil
enforcement from a procedural perspective. The study concludes that
both ASIC and the CDPP play a significant role in the enforcement of
directors’ duties and that there is a strong focus on enforcement via
incapacitation in Australia.

Enforcement of Financial Market Manipulation Laws: An
International Comparison of Sanctions
Working Paper

Submission to the Senate Economic References Committee
Inquiry into Penalties for Corporate and Financial Misconduct
and White-Collar Crime, 2016
Submission

Submission to the Treasury on the Proposed Industry
Funding Model for the Australian Securities and Investments
Commission, 2015
Submission

This research has been presented at several events, including:
Corporate Law Teachers Association Conference, Melbourne
Law School
Melbourne (February 2015)

Completed October 2016

CIFR-FUNDED Research PROJECTS December 2016

Page 47

Behaviour and Determinants of Australian Bank Capital Buffers
Dr James Cummings

Dr Kassim Durrani

Project Leader

Principal Researcher

Senior Lecturer, Department of Applied
Finance and Actuarial Studies,
Faculty of Business and Economics,
Macquarie University

Lecturer, Department of Applied Finance
and Actuarial Studies,
Faculty of Business and Economics,
Macquarie University

Background
In response to the experiences of the financial crisis of 20072009, the FSI recommended that Australian banks be required
to have higher capital levels. The need to raise both the quality
and size of the regulatory capital base is also a major focus
of the Basel III reforms. Recent studies undertaken in the US
and UK suggest that the proposed reforms are likely to result
in only a minor impact on bank funding costs, thus raising a
question over their impact in Australia.
In part, proposals for higher bank capital are intended to
address problems associated with implicit guarantees in the
banking sector. The perception by banks’ creditors that the
government will intervene to protect them from the risk of bank
failure reduces the compensation they demand for bearing
banks’ risk. Investor expectations of government support may
also distort banks’ risk-taking incentives.

Project Objectives
The project aimed to:
(i)	Assess the costs of implementing the Basel III capital
reforms and the FSI recommendations; and
(ii)	Evaluate the extent to which implementation of the Basel
III capital reforms in Australia has alleviated problems
associated with implicit subsidies for large banks.

Project Outcomes

Project Output
Impact of Higher Capital Requirements on Bank
Funding Costs: Australian Evidence
Working Paper

Effect of Too-big-to-fail Subsidies on Bank Borrowing
Costs: Australian Evidence
Working Paper

Regulatory Capital Requirements and Capital Buffers:
An Examination of the Australian Banking Sector
Working Paper

This research has been presented at:
EUROFIDAI-AFFI 12th International Paris Finance
Meeting
Paris, France (December 2014)

7th International Finance and Banking Society (IFABS)
Conference
Hangzhou, China (June 2015)

RMIT University Finance Day 2015
Melbourne (September 2015)

Capital Adequacy and Planning- Criterion Conferences
Sydney (November 2015)

23rd Annual Conference of the Multinational Finance Society

The research finds evidence that a reduction in the risk premium
on bank equity acts to cushion the impact of higher capital
requirements on banks’ overall funding costs. Consequently,
the overall impact is estimated to be modest – in the range of
20-50 basis points for a 10 percentage point increase in the
ratio of equity capital to total assets.

Stockholm, Sweden (June 2016)

Furthermore, the research finds evidence that:

CIFR banking showcase at the Commonwealth Bank

(i)	Large banks benefit from substantial subsidies when they
raise funds in the wholesale debt markets;

Sydney (23 June 2016)

(ii)	Bond investors are less sensitive to the risks of large banks;
and

Sydney (12 August 2016)

(iii)	Implicit subsidies captured by large banks are reduced since
the implementation of the Basel III capital reforms.

Singapore (November 2016)

APRA management and staff
Sydney (31 May 2016)

RBA management and staff
Sydney (21 June 2016)

Macquarie University academics
Monetary Authority of Singapore (MAS)

These findings suggest that the implementation of the Basel III capital reforms has helped to alleviate problems associated with implicit
guarantees in the Australian banking sector.
Completed March 2016
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International Competitiveness of Australia’s Financial Services Sector:
Fulfilling the Mandate of the Financial System Inquiry
Dr Eric Knight

Professor Dariusz Wójcik

Chief Investigator

Co-Chief Investigator

Senior Lecturer, Work and Organizational Studies,
The University of Sydney Business School,
The University of Sydney

Professor of Economic Geography,
School of Geography and the Environment,
University of Oxford

Background

Project OutputS

The Financial System Inquiry identified the international
competitiveness of Australia’s financial services sector as
a high priority for policy makers given profound changes in
Asia. Yet how the sector is defined, and the measures for
competitiveness, are poorly understood.

Project Objectives
The research seeks to examine the drivers behind the creation
of international financial centres, specifically focusing on
the importance of cities in driving regional and international
competition.

Project Outcomes
The research findings suggested that, in order to grow
Sydney’s status as an international financial centre (‘IFC’) by
this measure, all levels of government in Australia need to:

International Competitiveness of Australia’s Financial
Services Sector: Fulfilling the Mandate of the Financial
System Inquiry

Support competition measures
(i)	
sectors of the economy; and

This paper was launched at:

in

the

non-finance

Working Paper

(ii)	Encourage organizations to centralize operations within a
dominant city centre, rather than decentralize operations
nationally across cities.

CIFR SEMINAR: Sydney as a Financial Centre

In addition, flexible, cross-border labour flow is crucial. At the
same time, counter-intuitively, sector-specific measures such
as corporate taxation have limited impact on growth in crossborder fees in financial services, though measures related to
individual personal taxation are relevant.

What Turns Cities into International Financial Centres?

Implications for existing policy initiatives might include greater
deployment of labour mobility in current regional free trade
negotiations. Other initiatives might include:
(i)	An Asia working visa for the financial services sector;
(ii)	Better labour mobility through regional partnerships
between Top 500 universities in Asia; and
(iii)	
Pro-competition measures that attract multi-nationals to
compete locally in the
non-finance sectors.
Completed
December 2015

CIFR-FUNDED Research PROJECTS December 2016

Sydney (December 2015)

Working Paper

This research has been presented at:
“International financial centres in the post – 2008 era:
Sydney in a global context” Work & Organizational
Studies Seminar
Sydney (December 2014)

Fourth Global Conference on Economic Geography,
University of Oxford
UK (August 2015)

What Turns Cities into Financial Centres? Trinity College
Dublin (October 2015)

Dr Knight and Professor Wójcik with Ms Lucy Turnbull AO
(Committee for Sydney) and Professor David Gallagher
(CIFR) at CIFR SEMINAR: Sydney as a Financial Centre,
Sydney (December 2015)
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Effects of Bank Capital Recommendations from the Financial System Inquiry
Associate Professor Harald Scheule

Associate Professor Eliza Wu

Chief Investigator

Chief Investigator

Core member, Quantitative Finance Research
Centre, UTS Business School,
University of Technology Sydney

Discipline of Finance, The University of Sydney
Business School, The University of Sydney
(Formerly University of Technology Sydney)

Background
Systemic stability has supported economic growth in Australia
over recent decades. The Australian financial industry is a
fundamental pillar of the national economy, and is hence reliant
on the welfare of the banking system. Australian financial
institutions weathered the GFC relatively well, and this has
been attributed to the strength of prudential regulation and
the policy responses of regulators.
Following the GFC, the Financial System Inquiry (FSI) has
recommended further changes to strengthen the Australian
financial system. To date, there is limited evidence as to
the impact of the adoption of particular individual and
combinations of recommendations from the FSI on financial
system resilience.

Project OutputS
The Value of Bank Capital Buffers in Maintaining
Financial System Resilience
Working Paper

The Impact of the Australian Wholesale Funding
Guarantee Scheme on Bank Net Interest Margins
and Funding Costs
Working Paper

Rising Mortgage Rates – Is it Time to Refinance Your
Home Loans?
Op-ed (Featured on The Conversation)

Project Objectives

This research has been presented at:

This project assesses the impact of higher capital requirements
on financial system resilience, using an innovative approach to
measuring financial system resilience. It focuses on Australian
banks, which hold approximately $3 trillion in total assets and
represent the largest group of businesses operating in the
financial system. Moreover, they are subject to leverage and
thus the risk of failure.

University of Technology Sydney
Sydney (November 2015)

Bank of Korea
South Korea (December 2015)

Massey University
Auckland and Palmerston North (February 2016)

Project Outcomes
The research finds that:
(i)	The estimation of banks’ credit losses indicates that future loss rates are positively related to past loss rates, capital, and
lagged loan growth. Also, they are negatively related to the GDP growth rate, deposit ratios, and bank size. Furthermore,
the size of capital buffers required to significantly reduce systemic losses is quantified.
(ii)	There is strong evidence to show that the adoption of a wholesale funding guarantee by the Australian Government
from November 2008 to March 2010, improved net interest margins for Australian banks and foreign bank subsidiaries.
However, the guarantee also reduced the sensitivity of banks’ funding costs to capital and bank risks, suggesting that the
effectiveness of higher capital requirements will be muted alongside the use of deposit and wholesale funding guarantees
in the future. Furthermore, policy makers should be aware that large-scale guarantees do not create a level playing field
across different types of depository institutions and that a greater portion of the costs of these schemes should be borne
by those financial institutions that benefit the most from having them.
Completed February 2016
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The Financial Implications of the Dividend Imputation System
Dr Geoff Warren
Team Leader
Research Director,
CIFR

Associate Professor
Graham Partington
Principal Researcher
Discipline of Finance,
The University of Sydney
Business School,
The University of Sydney

Dr Andrew Ainsworth
Principal Researcher
Senior Lecturer, Discipline
of Finance, The University
of Sydney Business School,
The University of Sydney

Background

Project Outputs

This project adds to the policy debate over the efficacy of the
dividend imputation system, which was raised by the Financial
System Inquiry and the Tax Discussion Paper.

The Impact of Dividend Imputation on Share Prices,
the Cost of Capital and Corporate Behaviour

Project Objectives
The research:
(i)	Examines the financial implications of the imputation
system, addressing its impact on stock prices and
returns, cost of capital, project evaluation, capital
structure, payout policy and investor portfolios;
(ii)	Discusses the potential impacts if the imputation
system were to be dismantled or adjusted, perhaps in
conjunction with a reduction in the corporate tax rate;
and
(iii)	Documents the international experience with dividend
imputation systems, specifically the circumstances and
motivations surrounding their removal by nine countries;
and discusses the implications for Australia.

Project Outcomes

JASSA, Issue 1, 2016

Dividend Imputation: The International Experience
JASSA, Issue 1, 2016

Do Franking Credits Matter? Exploring the Financial
Implications of Dividend Imputation
Working Paper

Do Franking Credits Matter? Some Context of the Policy
Debate
Op-Ed (Featured in Cuffelinks in July 2015)

Axing Dividend Imputation May Not Be Worth The Risks
Op-Ed (Featured in The Australian Financial Review in February
2016)

This research has been presented at:

CIFR/ACFS Seminars - DIVIDEND IMPUTATION:
What effects has it had; and should it be dismantled?
The effects of imputation are debatable, both in
Sydney and Melbourne (March 2016)
theory and in practice, along most dimensions. The
implications of imputation for stock prices and returns,
cost of capital, capital structure and investor portfolios
are all unclear. The notable exception is payout policy,
where higher payout ratios have clearly been encouraged by the desire to distribute imputation credits.

The key findings are that:
(i)

(ii)	
Both theory and empirical evidence provide very mixed indications on whether imputation is priced into the market.
Against this mixed evidence, the stance that the cost of capital is set in international markets stands as an extreme
position. Allowance should be made for the possibility that imputation might be priced partially, or even fully, in some
situations.
(iii)

Imputation may matter for small, domestic companies, where it is more likely that local investors who value imputation
credits may determine prices, as well as being chiefly responsible for providing funding. Any adverse impact from removing
imputation may well be concentrated in this (economically significant) segment.

(iv)

It is important to understand how imputation influences behaviour, and how these behaviours might change if the
imputation system was adjusted or removed. Investors and company management often do not formally build the value
of imputation into share price valuations, cost of capital estimates, or evaluations of investment projects. Nevertheless,
these players may still acknowledge that imputation credits are valuable to many shareholders, and behave accordingly.
Imputation can thus have an important influence on some decisions.

CIFR-FUNDED Research PROJECTS December 2016
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(v)

The relation between imputation and payout policy deserves most attention. There is strong evidence that the
imputation system has encouraged higher payout ratios, which has been one of its main benefits by contributing to more
disciplined use of capital. From this perspective, dismantling the imputation system could have detrimental effects for
both shareholders and the Australian economy through less efficient deployment of capital.

(vi)

Imputation may not have much impact on corporate capital structure or investment decisions. The link between
imputation and both capital structure and project evaluation is more tenuous. The case is stronger for a relation with
capital structure, given that imputation increases the net return available to many shareholders. However, the evidence
suggests that few companies take imputation into account when estimating cost of capital and evaluating projects.
Rather, corporate investment decisions appear to be primarily based on more subjective considerations.

(vii) 
Imputation is influential in regulatory decisions. Regulation of utilities is one area where the value of imputation is
explicitly built into the computations, and has real effects in terms of output prices.
(viii) The influence of imputation on investor portfolios is unclear; but any resulting domestic bias should not be a major
policy concern. It is argued that a bias towards Australian equities paying high fully-franked dividends provides no
significant danger to the Australian economy or financial system. Also, it is doubtful that this bias would be substantially
addressed through changes to the imputation system.
(ix)	
The potential effects from removing or adjusting the imputation system are conditional on what other tax changes
occur. Most relevant is any concurrent reduction in the corporate tax rate. This could provide a full or partial offset to
some effects; and would be particularly important for the tenor of any share price reaction, and any encouragement to
change capital structure. A major exception is payout policy, where reducing the availability of imputation credits would
dull the incentive to distribute earnings regardless of any other changes to the tax system.
(x)

 otivations for removing imputation in other countries do not seem directly applicable to Australia for the most
M
part. They include aiming to improve investment by encouraging retention, reducing costs, improving flexibility, tax
rebalancing, and the stance of the European Court of Justice. There is no clear case to remove imputation in Australia
based on following the lead from overseas.

In summary, this research argues against removal of the dividend imputation system. Dividend imputation is seen to have had
beneficial effects on balance, in addition to reducing the distortions that are associated with the double taxation of corporate
income.
Completed April 2016

(L to R) Dr Geoff Warren and Dr Andrew Ainsworth presenting at the CIFR/ACFS Seminar: Dividend Imputation (March 2016)
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Investor Protection and Disclosure
Financial Products and Short-form Disclosure Documents:
Challenges and Trends
Andrew Godwin

Professor Ian Ramsay

Team Leader

Principal Researcher

Research Assistant

Senior Lecturer,
Director of Studies,
Banking and Finance Law,
Melbourne Law School,
The University of Melbourne

Harold Ford Professor of
Commercial Law, Director
Centre for Corporate Law
and Securities Regulation,
Melbourne Law School,
The University of Melbourne

Honorary Research Fellow,
Centre for the Study
of Higher Education,
Melbourne Graduate School
of Education,
The University of Melbourne

Background
Short-form disclosure documents emerged to address
widespread concerns regarding the effectiveness of the
conventional approach to disclosure in providing consumer
protection. The requirement to provide investors with all the
information they need in order to make an informed investment
decision led to an increase in the length of disclosure
documents and the use of technical terminology. This
triggered concerns about the impact of the length and content
of disclosure documents on the readability or ‘accessibility’
of these documents to retail investors and has driven the
international trend towards short-form disclosure documents.

Project Objectives
This project analyses challenges and trends associated
with short-form disclosure documents from a comparative
perspective, taking into account developments in Australia, New
Zealand, the EU, Hong Kong, Singapore and Canada. The study:
(i)	Examines the different approaches that have been
adopted in each jurisdiction;
(ii)	
Identifies the factors that should be taken into account
when jurisdictions consider which approach to adopt; and
(iii)	Analyses consumer feedback on readability and the
relative strengths and weaknesses of short-form
disclosure documents, as adopted in the six jurisdictions.

Project Outcomes

Dr Malcolm Anderson

Project Outputs
Financial Products and Short-form Disclosure Documents: A
Comparative Analysis of Six Jurisdictions
Capital Markets Law Journal (2015)

Financial Products and Short-form Disclosure
Documents – Challenges and Trends
Working Paper

‘Clear, Concise and Effective – the Evolution of Product
Disclosure Documents’ in Shelley Griffiths, Sheelagh McCracken
and Ann Wardrop (eds) Exploring Tensions in Finance Law;
Trans-Tasman Insights (2014, Thomson Reuters)
Book Chapter

Submissions:
Consultation Paper 224 – Facilitating Electronic
Financial Services Disclosure & Report 384 –
Regulating Complex Products
Australian Securities and Investments Commission
(January 2015)

Treating Customers Fairly in the Financial Sector: A Draft
Market Conduct Policy Framework for South Africa
National Treasury of South Africa
(April 2015)

The research found that:
CIFR SYMPOSIUM: Market and Regulatory Performance
(i)	The purpose of short-form disclosure documents differs
Sydney (July 2014)
across regions. Some regions use them as a substitute
for a prospectus or other formal disclosure document.
In other regions, they form part of the formal disclosure
document, and are therefore part of the liability regime that applies to the formal disclosure document.
(ii)	Although there is general consensus concerning the importance of length, there is divergence between jurisdictions in
terms of the ideal maximum number of pages. In all jurisdictions, the shift towards a specified maximum number of pages,
on either a mandatory or recommended basis, has been accompanied by a standardisation of format. This is intended to
facilitate comparability, both within and across product classes.
(iii)	All jurisdictions recognise that disclosure, by itself, does not achieve informed decision-making. Steps need to be taken
to improve financial advice and financial literacy and education levels among investors.
(iv)	Presentation, as reflected in length and format, is important in determining perceptions of whether a document is readerfriendly. Arguably, presentation is of equal importance to content and language.
(v)	Factors such as age, gender and financial knowledge determine the ability of investors to read and understand short-form
disclosure documents.
Completed June 2015
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Measuring the Effectiveness of Australia’s Statutory-backed Continuous
Disclosure Policy on ‘Innovative’ Investment Disclosures
Professor Ronan Powell

Professor Jarrad Harford

Team Leader

Principal Researcher

Professor of Corporate Finance,
UCD Graduate School of Business,
University College Dublin
(Formerly UNSW Australia)

Marion B. Ingersoll Professor of Finance,
Chair, Department of Finance and Business
Economics, Michael G. Foster School
of Business University of Washington

Background

Project Output

Australia introduced a statutory-backed continuous disclosure
Measuring the Effectiveness of Australia’s Statutorypolicy (CDP) in 1994 to help the ASX police its continuous
backed Continuous Disclosure Policy
disclosure rules. However, statutory-backed continuous
on ‘Innovative’ Investment Disclosures
disclosure may be problematic for managers of innovative or
Working Paper
high-growth firms. This is because obligatory full disclosure
of project details is likely to undermine a firm’s competitive
advantage, potentially prompting managers to be less
transparent in their approach to disclosure. On the other hand, innovative investments are typically difficult to value, so full and
accurate disclosure may increase transparency and consequently support a higher market valuation for a firm.

Project Objectives
This project examines:
(i)	The effectiveness of Australia’s CDP over time by investigating its impact on firms’ share price performance following
announcements related to new technology and similar research initiatives;
(ii)	The quality, frequency and value of disclosures related to innovation, both before and following the point of implementation;
and
(iii)

Whether enhancements to the original CDP regime have been effective.

Project Outcomes
The research finds that post the implementation of the CDP in 1994, firms exhibit a reduced inclination to disclose information
regarding initiatives related to innovation. They nevertheless show a greater willingness to provide disclosure after the adoption,
in 2003, of stronger non-disclosure legislation. This outcome is consistent with the view that changes in regulation are only likely
to be effective if policed effectively through regulatory agencies, with significant penalties for non-compliance.
The study also examines firms’ propensity to provide disclosure by comparing announcements respectively related to
innovation spending and capital expenditures. A significant decline in announcements related to innovation spending is
evident immediately after the implementation of CDP. This continues even after 2003, when the penalty costs of non-disclosure
increased. The findings suggest that the successful use of regulation to persuade firms to provide greater innovation-related
disclosure remains challenging. This is consistent with the view that the costs associated with a potential loss of competitive
advantage due to full disclosure outweigh the penalties for non-disclosure.
Regulation of disclosure has an important role to play in increasing transparency for investors and other stakeholders. Therefore,
regulatory bodies need to carefully consider the arguments for having a more open information environment that facilitates
knowledge spillovers, but has an associated disincentive to provide innovation-related disclosure.
Completed August 2014
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Assisting Capital Formation through Credible, Independently-certified Industry-specific
Disclosures, Based on the JORC Code
Professor Baljit Sidhu

Professor George Foster

Team Leader

PRINCIPAL RESEARCHER

Professor,
School of Accounting,
UNSW Business School,
UNSW Australia

Professor, Graduate School
of Business, Stanford
University

Dr Dean Katselas
PRINCIPAL RESEARCHER
Lecturer, Research School of
Finance, Actuarial Studies and
Applied Statistics, The Australian
National University

Background
A principal concern for the mining industry is how to improve
access to capital, reduce the cost of capital and improve stock
liquidity. This study examines the industry’s response to the
challenge of investor communications in the face of high
information uncertainties with respect to estimates of mineral
resources and ore reserves.

Professor John D Lyon

Chan Yu

PRINCIPAL RESEARCHER

Co-PRINCIPAL RESEARCHER

Professor, Department of
Accounting, Faculty of Business
& Economics, The University of
Melbourne

UNSW Australia Business School,
UNSW Australia

Project OutputS
Assisting Capital Formation Through Credible, Independentlycertified, Industry-specific Disclosures, Based on the JORC Code
Research Report

Planetary Boundaries: Implications for Asset Impairment
Journal: Accounting and Finance

Project Objectives
The objective of the project was to determine the efficacy of the
JORC Code in facilitating important aspects of entrepreneurship
in the mining industry. The study investigated whether the JORC
Code has improved the information environment of mining
companies, and made it easier and less costly to raise equity
capital. The study also considered the viability of using the Code as
a basis for regulation in other industries.

Merging Time-series Data Across Databases: Challenges and
Solutions

Project Outcomes

Meet the Researcher, Professor Tom Smith

Journal: Accounting and Finance

Know Your Industry: The Implications of Using Static GICS
Classifications in Financial Research
Working Paper

Video series

The study finds that:
(i)	JORC announcements have a significant impact on 		
investors’ assessments of firm value, and the impact is 		
higher post-2012;
(ii)	There continues to be quite significant pre-announcement information leakage and a widening of bid-ask spreads in 		
the post-2012 period; and
(iii)

While the probability of informed trading declines for large firms, it remains statistically high for small firms.

The assessment of compliance and reporting quality in a sample of JORC announcements by two geologists finds:
(i)	That the overall quality of reporting has improved in the post-JORC 2012 period;
(ii)

Varying degrees of agreement on the extent of improvement and which firms improve the most, reflecting the level of difficulty
faced by experts in interpreting the content of JORC reports; and

(iii)	That the greatest improvement is seen in early stage projects, consistent with the expectation that there are more uncertainties
surrounding these projects, and that the additional information disclosed under the most recent JORC code appears to reduce 		
these uncertainties to some extent.

Completed October 2016
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The Australian Investment Fund Industry: Reporting, Compliance
and Performance from a Regulatory Perspective
Professor David R. Gallagher

Dr Zhe Chen

Team Leader

Principal Researcher

Chief Executive Officer,
CIFR

Senior Associate Analyst (Quant)
Macquarie Group
(Formerly CIFR)

Dr Adrian Lee

Dr Camille Schmidt

Principal Researcher

Principal Researcher

Senior Lecturer, Finance Discipline Group,
University of Technology Sydney

Postdoctoral Researcher,
CIFR

Background

Project Outputs

Although transparency is a virtue of the Australian corporate
landscape, there is currently no requirement for fund managers
to disclose the majority of their asset holdings to regulators
and investors.

Are Funds True to Label? A Note on Matching Qualitative and
Quantitative Information

Project Objectives

Testing the Effect of Portfolio Holdings Disclosure in an
Environment Absent of Mandatory Disclosure

The project aims to shed light on:
Effective portfolio reporting – The degree to which the
accuracy of reported performance figures can be improved
by periodic disclosure of holdings, while at the same time
protecting fund managers’ intellectual property.

Australian Journal of Management, forthcoming

Accounting and Finance, 2015

When Funds Diverge From Their Long-Term Factor
Loadings: A Comparison of Australian and US Mutual
Funds

Whether fund managers are true to label? – Do Australian
equity fund managers adhere to their stated portfolio
constraints in terms of stock holdings, portfolio concentration
and level of trading activity?

Working Paper

Dimensions of portfolio risk – The dimensions of portfolio risk
taken by fund managers.

Submission to the Commonwealth Treasury

Project Outcomes

CIFR WORKSHOP: Financial System Inquiry

In terms of effective portfolio reporting, the findings from this
study demonstrate the value of frequent portfolio disclosure in
increasing the accuracy with which reported holdings reflect
the true performance of the underlying funds. The study also
shows that high-performing funds are able to retain sufficient
information advantages in the timeliness of their investment
actions to protect themselves from copycat investors in the
market. From an investment client’s perspective, more frequent
disclosure promotes improvements in trading performance, while
simultaneously providing a barrier to inflated management fees.

Sydney (May 2014)
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Optimal Portfolio Disclosure: The Future of Investment
Management Reporting for Superannuation in Australia

This research has been presented at:

CIFR APEC Thai Delegation Visit
Sydney (June 2014)

JP Morgan Quantference
Sydney (September 2014)

Commonwealth Treasury
Canberra (2013)
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In terms of whether fund managers are true to label, the study
finds improvements over time in fund managers’ adherence to
their self-declared number of stocks held, but that turnover and
tracking error continue to exceed declared characteristics. The
findings suggest that historical data provides marginal value in
addition to questionnaire responses when determining relative
and nominal characteristics of funds on a forward-looking basis.
In terms of dimensions of portfolio risk, the findings suggest that US
mutual funds on average underperform their respective benchmarks
in terms of factor returns. Conversely, Australian institutional funds
tend to outperform their respective benchmarks at either end of the
benchmark return spectrum. The divergent behaviour of US mutual
funds and Australian institutional managers is consistent with the
incentive for fund managers to preserve and increase funds under
management with respect to the differences in the preferences of
their respective investor bases.

Other project related outputs:
The Use of Active Asset Allocation by Superannuation
Funds
Working Paper (Carruthers, Project Partner: Schroders)

The Effect of Data Availability in Measuring Fund
Managers’ After-Tax Alpha
Working Paper

How Much Does Tax Erode Fund Alpha?
Working Paper

Completed March 2015
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the Impact on Corporate accountability of australia’s unique ‘two Strikes’ Rule on
executive Pay
Professor terry Walter

Professor martin bugeja

team LeadeR & PRINCIPaL
ReSeaRCheR

PRINCIPaL ReSeaRCheR

Professor of Finance, university
of Sydney business School,
university of Sydney

Professor Raymond da
Silva Rosa

Professor, head of accounting
discipline, university of
technology Sydney business
School, university of technology
Sydney

associate Professor
yaowen Shan

Professor david yermack

PRINCIPaL ReSeaRCheR

Professor, department of Finance
and Law School, New york
university

associate Professor, discipline
of accounting, university
of technology Sydney
business School, university of
technology Sydney

PRINCIPaL ReSeaRCheR
Professor of accounting and
Finance, university of Western
australia business School,
university of Western australia

PRINCIPaL ReSeaRCheR

background
“Say on pay” legislation has been introduced in several countries but
australia’s “two strikes” rule is unique in that it empowers shareholders
to vote on a board spill if the compensation report of a public company
receives 25% or more dissenting votes for two consecutive years. this
research tests the proposition that the “two strikes” rule has increased
directors’ accountability by substantially lowering the cost to activists
of threatening managers with a board spill.

Project Objectives
this project analyses:

PROjeCt OutPutS
What is the Life after a “Strike”: an examination of the economic
Consequences and ex-post Reactions of aSX Firms
Working Paper

Say on Pay around the World: International Comparison and
Literature Review
Large Shareholder trading around the Strikes
Working Paper

(i)

the performance, ownership, governance and compensation
characteristics of firms subject to a strike;

(ii)

how substantial shareholders trade before and after a “two
strikes” vote; and

CIFR Interview: “two Strikes” Rule

(iii)

the outcomes of voting on the “two strikes” rule.

Professor david L. yermack and Professor Raymond da Silva Rosa

Consequences of Say on Pay: australia’s ‘two-strikes’ Rule
Working Paper

Video

Project Outcomes
the research found that australian firms respond to strikes by curbing
excessive CeO pay, reducing the growth rate of pay and changing the
pay mix. It also found that negative “say on pay” votes are associated
with negative market reaction, a lower share price, long-run
underperformance, and an increase in CeO turnover. however, directors do not appear to suffer reputational costs, as evidenced by the loss of
outside directorships. the findings provide important insights to investors, company directors and regulators.
the evidence suggests that the “two strikes” legislation has reduced the ability of managers to deflect the attention of shareholders away from
executive pay. It highlights that, even when changes to the law do not affect shareholders’ substantive voting rights, they can change the
balance of power between shareholders and managers by drawing explicit attention to an issue that may otherwise go unnoticed.
this study supports the conclusion that the “two strikes” rule has been effective in reining in abnormally high CeO pay.

COmPLeted October 2016
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Post Implementation Review of Reduced Disclosure Reporting Examining Reports
Lodged by Private Companies in Australia
Professor Matthew
Pinnuck

Associate Professor Brad
Potter

Team Leader

Principal Researcher

Professor of Financial
Accounting of Faculty of
Business & Economics Business
The University of Melbourne

Associate Professor of Financial
Accounting, Faculty of Business &
Economics Business

Mr Kevin Stevenson

Professor George Tanewski

The University of Melbourne

Principal Researcher

Principal Researcher

Professorial Fellow in
Accounting, Faculty of
Business & Economics Business
The University of Melbourne

Professor of Financial Accounting
of Faculty of Business & Economics
Business The University of
Melbourne

Background

Project OutputS

The aim of this project is to document and analyse the quality and
regulatory compliance of the annual financial reports of private
companies lodging annually with ASIC..

Post Implementation Review of Reduced Disclosure Reporting:
Examining Reports Lodged by Private Companies in Australia
Working paper

Project Objectives
The project aimed to provide:
(i)	Analyses that will inform the future regulation (or possibly
de-regulation) of financial reporting, accounting standardsetting and compliance monitoring of private companies;

This research has been presented at:
AASB Technical Forum:
Sydney (November 2016)

(ii)	Analyses and a report that will be used by 			
the Australian Accounting Standards Board (AASB) to 		
fulfil its responsibilities to review the financial reporting
quality of private companies and report to the Office of Best
Practice Regulation; and
(iii)	Analyses to serve both the immediate needs of the AASB and others in establishing policy for financial reporting and setting 		
accounting standards and assist in informing an approach that could be used by ASIC to monitor such reporting in future.

Project Outcomes
The evidence shows significant variation in the reporting choices made by companies, with a large majority iof companies electing
to produce special purpose financial statements. For those entities producing special purpose statements, there is great variation in
disclosure practice. Taken together, these findings suggest that existing regulation over the production of financial reports by large
proprietary companies is not producing the outcome intended by regulators.
The project has the potential to inform and assist:
(i)	The AASB in setting standards, specifically in relation to the reporting requirements that should apply to particular types of entities.
(ii)	The Treasury in advising government about which entities should lodge financial statements. Our results suggest there is 		
greater potential for lodged financial reports being fit for purpose – that is, producing a better balance between disclosing useful
information for investors and other users and the costs of preparing the financial reports.
(iii)	ASIC in monitoring and overseeing its lodgment process, and promoting market integrity under section 12A of the Australian 		
Securities and Investments Commission Act 2001.

Completed November 2016
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Superannuation
Financial Literacy and Innovation in Superannuation Product Disclosure:
Improving the Retirement Savings of Australians
Professor Ian Ramsay
Team Leader and CoPrincipal Researcher
Harold Ford Professor of
Commercial Law, Director, Centre
for Corporate Law and Securities
Regulation, Melbourne Law
School,
The University of Melbourne

Associate Professor
Paul Ali

Dr Chander Shekhar

Co-Principal Researcher

Co-Principal
Researcher

Member, Centre for Corporate
Law and Securities Regulation
Melbourne Law School,
The University of Melbourne

Senior Lecturer, Department
of Finance, Faculty of
Business and Economics,
The University of Melbourne

Background
Current estimates predict that only 35% of Australians will be
adequately funded in retirement. Factors such as the aging
population, increasing life-expectancy rates, rising living
costs and the inadequacy of many superannuation balances
strongly suggest the need for working Australians to actively
manage their superannuation investments from earlier in their
working lives.

Project Objectives
Focusing on the 25 - 34 year old age group of superannuation
investors, this project represents the first detailed study of
behavioural and attitudinal responses of younger people
to retirement planning. This research aims to understand
consumers’ interaction with the superannuation information
available and how this material assists consumers in their
retirement savings planning.

Project Outputs
Superannuation Knowledge, Behaviour and Attitudes
in Young Adults in Australia
Report

No Thought for Tomorrow: Young Australian
Adults’ Knowledge, Behaviour and Attitudes about
Superannuation
Law and Financial Markets Review, Vol.9, Issue 2, 2015
(Ali, Anderson, Clark, Ramsay and Shekhar)

Project Outcomes
The research finds that, for this age group:
(i)	
Superannuation is not widely regarded as a major
priority;
(ii)	
Short-term financial goals take clear precedence over
retirement planning; and
(iii)	Frustration, a lack of control and insufficient knowledge
are significant contributing factors to the reported
difficulty in planning for retirement.

Superannuation Knowledge, Behaviour and Attitudes
in Yong Adults in Australia
Video Interview

The research results indicate the need for more education and information about the benefits of superannuation, specifically
tailored to the younger age group. Information could also be targeted at those groups the study identified as having less
knowledge about superannuation, including those in regional areas.
Completed November 2014
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Product Design and Financial Literacy
Kingsley Jones
Team Leader & Principal Researcher
Research Fellow,
Centre for International Finance and Regulation
(CIFR)

Background
Self-directed investment and low-touch advisory services, such
as digital robo-advice, are growing in popularity. Self-managed
superannuation funds now account for around one-third of
Australia’s retirement funds. While consumers may embrace the
new service offerings with enthusiasm, it is not clear that the levels
of financial literacy and investment experience of self-directed
investors are adequate to mitigate the risks involved in investing.

Project Output
Product Design and Financial Literacy
Research Report

The responsible design of financial products is a topic of increasing regulatory interest. Issues range from the performance and risks of
complex financial instruments, to the marketing and advertising of products to consumers. In this research, the relationship of financial
literacy to product design is examined in the context of known behavioural finance anomalies. The choice of words used to position a
product on the risk-reward spectrum is examined in the context of complex financial products.

Project Objectives
The project’s objective is to analyse he marketing of complex derivative products to better understand the role of framing and its impact
on shaping consumer attitudes towards risky instruments.
Typical consumers have low levels of cognitive engagement with financial decisions. Thinking and feeling are both important for forming
social attitudes, but the empirical evidence suggests that consumers are not rational utility maximizers. Emotion plays a significant role
in attracting the attention of potential investors, creating interest and prompting action.

Project Outcomes
The use of text-based factual material appears less engaging to consumers than video, graphics, infographics, case studies and consumer
narratives. This is clear from the structure of most advertising material, which is heavy on emotive visual content and short-text copy to
engage consumer interest, while relegating details to the fine print. Contemporary trends in digital marketing and design are supportive
of a more visual style of financial literacy instruction. Relevancy and targeting of content are important aspects of campaign effectiveness
for marketers, and might well be adopted and adapted for the purpose of improving outcomes for consumer financial literacy. The
commercial development and sponsorship of financial literacy education programs is one major area of future opportunity, as is the
development of codes for ethical product design.
This research finds evidence of a misleading framing of risk and reward in the advertising for binary options. The recommendation made
is to consider tighter guidelines on the use of language when dealing with instruments which are clearly speculative.
This research recommends that closer attention be given to advertising guidelines. Products with a reasonable expectation of a positive
return might be termed investments. Those which have a clear negative return expectation might be termed gambles. Those of uncertain
sign are speculative. Of course, these distinctions are not always clear-cut. However, for over the counter binary options, the offered
payoff structure clearly classifies them as gambles. This is inconsistent with the typical marketing of binary options as simple, limited-risk
investments.
Completed July 2016
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Monitoring and Performance Attributes of Superannuation Funds in Australia
Professor Andrew Ferguson

Dr Bruce Arnold

Team Leader

Principal Researcher & APRA Liaison

Accounting Discipline Group,
UTS Business School,
University of Technology Sydney

Risk Consultant,
The Risk Board
(Formerly APRA)

Professor Hazel Bateman

Dr Adrian Raftery

Principal Researcher

Principal Researcher

Head of School, Risk and Actuarial Studies,
UNSW Business School,
UNSW Australia

Senior Lecturer, Faculty of Business and Law,
Deakin Business School, Deakin University
(Formerly University of Technology Sydney)

Background
The introduction of the compulsory Superannuation Guarantee
Contribution and favourable tax incentives has facilitated a
rapid increase in pension savings in Australia. Australia now
has the world’s fourth largest pension fund market, with
total assets equivalent to Australia’s annual Gross Domestic
Product. Self-Managed Superannuation Funds (SMSFs)
represent the largest and fastest growing sector of this market.
The Government-commissioned Super System Review
(2010), more commonly referred to as the Cooper Review,
highlighted a lack of basic knowledge and understanding
amongst trustees of SMSFs and raised concerns regarding
the costs associated with running SMSFs.

Project Outputs
Understanding Assurance in the Australian SelfManaged Superannuation Fund Industry
Working Paper

The Size, Cost and Asset Allocation of Australian SelfManaged Superannuation Funds
Working Paper

This research has been presented at:
AFAANZ Doctoral Consortium
Perth (July 2013)

Project Objectives

European Audit Research Network (EARNet) Symposium

Using data provided by the Australian Taxation Office, this
project aimed to:

Trier, Germany (September 2013)

(i)	Document the size, asset allocations and expenses of
209, 240 SMSFs; and

(October 2013)

(ii)	Examine audit pricing and independence issues within
the superannuation industry.

Canberra (December 2013)

Project Outcomes
The project found that:
(i)	Contrary to popular perceptions, SMSFs are not primarily
used to hoard artworks and purchase properties.

Quantitative Accounting Research Symposium
ANCAAR Audit Research Forum
JCAE Joint Symposium
(January 2014)

Financial Risk Day 2014
Sydney (March 2014)

(ii)	
On average, a SMSF is a comparatively cost-effective
means of saving for retirement.

British Accounting & Finance Association (BAFA)
Annual Conference

(iii)	There is a need for more transparency in the disclosure
of costs associated with other superannuation platforms
before informed cost comparisons can be made.

London, UK (April 2014)

(iv)	
On the supply side, the research identifies some
evidence of partner scale economies in relation to doing
more audits of SMSFs.
(v)	An auditor’s ability to detect and report breaches is
enhanced if they also supply Non-Audit Services (NAS).
This implies that the supply of NAS improves auditor
independence, rather than compromising it.

European Accounting Association (EAA) Annual Congress
Tannin, Estonia (May 2014)

CIFR WORKSHOP: Financial System Inquiry
Sydney (May 2014)

AFAANZ Conference
Auckland, New Zealand (July 2014)

Annual Colloquium of Superannuation Researchers
Auckland, New Zealand (July 2014)

Completed June 2014
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Self-Managed Super Funds: Why are They Popular and Do They Fulfil a Useful Purpose?
Professor Susan Thorp

Professor Ron Bird

Team Leader

Principal Researcher

Principal Researcher

Professor of Finance, Business
School, The University of
Sydney

Director, Paul Woolley
Centre, University of
Technology Sydney

Professor of Finance,
University of Sydney Business
School, University of Sydney

Professor Doug Foster

Dr Jack Gray

Dr Adrian Raftery

Principal Researcher

Principal Researcher

Principal Researcher

Director, Investment
Roundtable, Paul Woolley
Centre,

Senior Lecturer Accounting,
Deakin Business School,

Research Associate, Paul
Woolley Centre, University of
Technology Sydney

University of Technology
Sydney

Deakin University

Dr Danny Yeung

Background

Project OutputS

Self-managed superannuation funds (SMSFs) currently manage
about one third of total superannuation assets (approximately
$500B). The growth in SMSFs in recent years has been exceptional.
SMSFs are important at the microeconomic level because of their
impact on the retirement incomes of members. SMSFs are important
at the macroeconomic level because of the impost that having to
supplement insufficient retirement savings places on taxpayers and
economic growth. Although many individual actions in Australian
retirement savings are mandatory, the decision to establish a SMSF is
voluntary, complicated and costly. Little is known about the attitudes,
motivations and experiences of those who establish SMSFs, and about
how SMSFs are structured and managed.

Who Starts a Self-Managed Superannuation Fund and
Why?

Project Objectives
This project aimed to provide insights into issues such as the extent
to which behavioural features of SMSF decision making affect the
efficient delivery of retirement income, and the appropriateness of
the current regulatory environment, via a series of surveys of SMSFs
members and their advisors. This research aims to inform debate on
retirement savings policies and provide independent scientific data on
individual choices and attitudes.

Working paper

Experiences of Current and Former Members of SelfManaged Superannuation Funds
Working paper

This Research has been presented at several events,
including:
Paul Woolley Conference
University of Technology Sydney (October 2014)

SMSF Association
Melbourne (February 2015)

CIFR Research Showcase: Superannuation
Sydney (March 2016)

Project Outcomes
The research highlights the influence of financial professionals in starting SMSFs and the dependence of the mainly unskilled trusteemembers on advisors, accountants and auditors for their fund’s operations. Advisors to SMSFs require skills in many areas, warranting
high entry standards and continual professional training.
Clear, timely and standardised disclosures to SMSF members are at least as important as they are to members of APRA-supervised
funds, and are likely to be more effective because SMSF members are generally very interested in their superannuation.
The research suggests that members of SMSFs have a higher than warranted perception of their numeracy and financial literacy skills,
relatively high risk tolerance levels and an inadequate knowledge of SMSF regulations.
The study finds that:
(i)

SMSF members are not more financially skilled but are more risk tolerant and trusting of advisors than non-SMSF members;

(ii)

SMSF members say they want control over investments but the majority delegate most investment and operational tasks to
advisors;

(iii)	The most important motivations for joining a SMSF are the desire to make their own investment decisions and the desire to
minimise tax; and
(iv)

Financial professionals initiate the establishment of most SMSFs.

Completed October 2016
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Alternative Approaches to Structuring Retirement Incentives and the Drivers
that Affect Consumer Engagement
Professor Dave Michayluk

Professor Paul Brockman

Team Leader

Principal Researcher

Finance Discipline Group,
UTS Business School,
University of Technology Sydney

Senior Associate Dean for Faculty and Academic
Affairs, Joseph R. Perella and Amy M. Perella Chair,
Perella Department of Finance, College of Business
and Economics, Lehigh University

Background
An individual’s decision to save seems to be private, but the
repercussions of insufficient savings at retirement are felt
throughout the economy as individuals without sufficient
savings need to rely on the public purse through a social
safety net that provides income in old age. The existing
support programs are likely to prove unsustainable, so the
savings decision is incredibly important to government
entities trying to encourage saving for retirement.

Project Outputs
How Does Financial Literacy Affect the Savings
Decision?
Working Paper

What Triggers People to Save for Retirement?
Working Paper

This research has been presented at:

Project Objectives

CIFR RESEARCH SHOWCASE: Superannuation
Through interviews and a broad survey conducted in four
Sydney (April 2016)
countries, the project examines how superannuation funds
can better achieve the accumulation phase objectives of
individuals through identifying the drivers of engagement and determining the role of financial literacy in engagement. The
project also provides policy makers with suggestions on how to improve engagement.

Project Outcomes
The research identifies positive triggers to retirement saving decisions. Approximately 40% of the respondents increase their
retirement savings when they receive a pay raise or pay off all their debts. These positive triggers can be enhanced through
employer-offered savings matching or other incentives.
The research also identified that negative triggers may also encourage additional savings. For a subset of the population, fear
is a factor that can lead to an increase in savings after observing hardship stories or other events. This however may do more
harm than good if the increase in fear causes other problems related to physical or emotional health.
The research also found that savings rates are lower when financial literacy is low, even controlling for income level. In fact, in all
income groups above $50,000 per year, individuals who scored poorly in financial literacy testing had lower savings, suggesting
a need to improve financial literacy for higher income earners.
The research further found that understanding of a specific component of financial literacy, such as diversification, is linked to
higher savings in some income groups. This suggests that more attention should be focused on teaching this aspect of finance.
The study also found that knowledge about inflation has a negative effect on savings in one income group. One possible
explanation for this effect may be the desire by these people to spend their money, knowing that the purchasing power of saved
funds may be lower in the future due to inflation.
Completed July 2015
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Structure and Responsibilities in Default Superannuation Funds: Influences
and Effectiveness
Dr Geoff Warren

Dr Adam Butt

Dr Scott Donald

Team Leader & Principal
Researcher

Principal Researcher

Principal Researcher

Research Fellow,
CIFR

Senior Lecturer, Research
School of Finance, Actuarial
Studies and Applied Statistics,
Australian National University

Director, Centre for Law
Markets and Regulation,
UNSW Law School,
UNSW Australia

Professor Doug Foster

Professor Susan Thorp

Principal Researcher

Principal Researcher

Professor of Finance,
The University of Sydney
Business School,
The University of Sydney

Professor of Finance,
The University of Sydney
Business School,
The University of Sydney

Background
How to best structure a default investment option in an
accumulation fund is a pressing question around the world,
as retirement savings systems shift to defined contribution
schemes and mandatory or automatic enrolment is
implemented. In Australia, most superannuation funds have
offered a diversified option with a larger weight on growth
assets, whereas UK pension funds have favoured a 'life cycle'
strategy and US 401(k) plans have, until recently, favoured
cash. While the strong influence of default funds has been
well documented by academic studies of behaviour in many
domains, much less has been documented about how
defaults are, or should be, chosen.

Project Outputs
Design of MySuper Default Funds: Influences
and Outcomes
Accounting and Finance, 2015

The Australian Superannuation System Post Stronger
Super: Views from Fund Executives
Law and Financial Markets Review, Vol.9, Issue 2, 2015

The Superannuation System and its Regulation:
Views from Fund Executives
Working Paper

Project Objectives

MySuper: A Stage in Evolutionary Process

The research examines the design of accumulation
superannuation funds, with a particular focus on default funds.
Its primary objective is to develop a deeper understanding of:

Working Paper

(i)	The main influences on default fund architecture;
(ii)	The extent to which current designs meet member
objectives;
(iii)	
Views about how fund structure should and could
change; and
(iv)	Barriers to change.

Project Outcomes
The research finds:
(i)	The MySuper regime has helped to ensure and enhance
the suitability of default products, in part by requiring the
industry to specifically address the nature and needs of
their default members.
(ii)	A minority (perhaps up to one-quarter) of fund providers
made meaningful initial changes to their default products
in response to MySuper. Most were retail providers, many

CIFR-FUNDED Research PROJECTS December 2016

Delegation, Trust and Defaulting in Retirement Savings:
Perspectives from Plan Executives and Members
Working Paper

This research has been presented at:
Foresight Global Coaching Conference
(May 2014)

22nd Annual Colloquium of Superannuation
Researchers
Sydney (July 2014)

CIFR WORKSHOP: Financial System Inquiry II –
The Interim Report
Sydney (August 2014)

FEAL National Conference
Sydney (August 2014)

Vienna University Brown Bag
Vienna (November 2014)
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of which embraced a lifecycle approach, reduced their
fees, and shifted to lower-cost investment strategies.

IMCA Expert Roundtable

(iii)	The superannuation industry is turning its attention
towards retirement products, and member engagement
and tailoring. It now largely operates within the frame of
life cycle theory; and is no longer primarily focused on
wealth accumulation and short-term relative returns.

Sydney (February 2015)

In balancing their role as fiduciaries and product
(iv)	
providers, fund executives contend that their primary
aim is meeting member needs, and that business
considerations are either of secondary importance or
constraints. The study outlines some business incentives
which suggest the claim that members are central might
be credible.

UNSW Pensions and Superannuation Seminar:
Ignorance is Bliss? Constructing Default Investments
for Retirement Savings Accounts Pensions and
Superannuation

Nevertheless, business considerations are clearly
(v)	
influential. Many providers aim to deliver a competitive
product in terms of its peer-relative performance, price
and features. The nature of business influences suggests
that policy makers should pay close attention to those
who choose the default provider; and the mechanism by
which fees are determined and then translated into fund
design.
(vi)	The ‘typical’ default fund member
by providers as disengaged and
the purpose of MySuper design.
executives recognise that this is
and members are, in fact, different.
in engagement and tailoring.

is often characterised
poorly informed for
However, some fund
an over-simplification
This is driving interest

CIFR Workshop: Financial System Inquiry III –
The Final Report
Sydney (March 2015)

Sydney (March 2015)

Paul Woolley Centre Workshop
Sydney (April 2015)

23rd Annual Colloquium of Superannuation
Researchers
Sydney (July 2015)

RMIT Finance Day 2015
Melbourne (September 2015)

Victoria University Wellington Finance Workshop
New Zealand (November 2015)

CIFR RESEARCH SHOWCASE: Superannuation
Sydney (April 2016)

(vii)	
Our member survey indicates that less than one-third of members passively default at both the fund and investment
option level. Many defaulters feel they lack the knowledge to choose, and hence trust the default. Characterisation of
members as disinterested is simplistic and overlooks the role of trust.
(viii)	There is some accord between what our survey indicates that members want, and how fund executives perceive member needs.
Both indicate that retirement outcomes are central; but there is a lack of clarity around what funds should aim to deliver. Dissonance
exists between the low risk aversion expressed by default members and the aggressive default investment approaches adopted by
many funds. Beyond characterising the links as simply ‘trust-based’ or ‘contractual’, the role played by contractual terms in limiting
or conditioning the liability of each of the parties should also be recognised.
The research provides the following suggestions to policy makers:
Retirement – The study confirms the importance of establishing appropriate regulatory frameworks to assist the industry in
developing retirement products and strategies.
Smart defaults – As improved member outcomes are likely to result from the capacity of funds to tailor products, regulators and policy
makers might aim to foster the development of smart defaults by accommodating the evolution of lifecycle products beyond simple
age-based strategies.
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Integrate MySuper and CIPRs – Integrated, tailored solutions across the accumulation and retirement phase are desirable, so that wholeof-life default solutions become feasible. A path should be established where CIPRs can be formally connected to MySuper products.
Focus on value-add, not fees in isolation – The primary consideration should be identifying what might be sacrificed in exchange for any
fee reduction; that is, whether members are receiving value for the fees they pay.
Avoid using a tender to pursue reduced fees through commoditization – The Financial System Inquiry suggestion that a ‘competitive
mechanism’ (i.e. tender) be considered for the right to manage default funds if industry efficiency does not improve moves in the wrong
direction. This would encourage more commoditised default funds, which is at odds with the need for a tailored approach. Other issues
with a tender relate to the wisdom of imposing a regulatory, rather than market-based, solution, as well as many implementation
challenges.
Scrutinise those who choose the default provider – Policy makers might pay close attention to the process by which default
fund providers are selected, especially given that many members accept the default option on trust.
Presumption about defaulters – The assumption that default members are largely disengaged should be replaced with the
presumption that the majority of defaulters are interested, but suffer from limited knowledge and understanding.
Completed July 2015

Dr Geoff Warren leading the Superannuation and Retirement Incomes session
at CIFR Workshop: Financial System Inquiry III

Dr Scott Donald presenting at the Superannuation and Retirement Incomes
session at CIFR Workshop: Financial System Inquiry III

Dr Geoff Warren presenting at the CIFR Workshop:
Financial System Inquiry II
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Developing Risk Management Methods for Superannuation Investments
Professor Michael
Sherris

Professor Nicolas
Papageorgiou

Team Leader

Principal Researcher

Associate Head of School,
School of Risk
and Actuarial Studies,
UNSW Business School,
UNSW Australia

Department of Finance,
HEC Montreal

Dr Adam Wenqiang
Shao

Mengyi Xu

Associate Investigator
Research Fellow, CEPAR and
School of Risk and Actuarial
Studies, UNSW Business
School, UNSW Australia

Dr Jonathan Reeves
Principal Researcher
Senior Lecturer,
School of Banking
and Finance,
UNSW Business School,
UNSW Australia

Associate Investigator
PhD student CEPAR and School
of Risk and Actuarial Studies,
UNSW Australia

Background
The 2008 GFC serves as a timely reminder of the substantial
risks associated with investing in financial markets and the
importance of adequately controlling exposures to large
negative returns (tail risk). At the same time, there is an
increasing recognition that superannuation funds should
account for the impact of increasing longevity and inflation
during the accumulation phase of retirement income.

Project Objectives
This project aims to evaluate strategies in constructing
portfolios of equities that reduce exposures to tail risk without
adversely affecting long-run performance.

Project Outcomes
The project evaluates two investment strategies: target
volatility (managing equity risk by using information in volatility
forecasts to dynamically alter the weight in equity for a Defined
Contribution fund) and target annuitisation (dynamic strategies
that aim to provide minimum values at retirement based on a
specified inflation and longevity-linked annuity income stream
from a specified retirement age).

Project Outputs
Equity Investing with Targeted Constant Volatility
Exposure
Working Paper

Portfolio Insurance Strategies for Target
Annuitisation Funds
Working Paper

Immunization and Hedging of Longevity Risk
Working Paper

This research has been presented at:
19th International Congress on Insurance:
Mathematics and Economics
Liverpool, UK (June 2015)

AFIR/ERM Colloquium of the International Actuarial
Association
Sydney (August 2015)

The paper, Equity Investing with Targeted Constant Volatility Exposure, finds that certain targeted constant volatility portfolios
can generate substantial improvements in performance, both in terms of return and risk. This results in long‐run cumulative
returns outperforming the stock index benchmark. Important features of these targeted constant volatility portfolios are their
reduced exposure to stock market crashes and their low transaction costs relative to other approaches.
The paper, Portfolio Insurance Strategies for Target Annuitisation Funds, investigates pre-retirement investment strategies
that are driven by inflation and longevity-linked post-retirement consumption. The investment products using these strategies
are referred to as ‘target annuitisation funds’. They aim to address the lack of integration between the accumulation and
retirement phases of an individual's retirement strategy. Both option‐based portfolio insurance (OBPI) and constant‐proportion
portfolio insurance (CPPI) were considered, using the annuity-based retirement index as a minimum guarantee target.
The study finds that option-based strategies incur a cost, through the implied guarantee premium, but are more likely to
meet the retirement income target. On the other hand, CPPI strategies have increased equity exposures for higher strategy
multiples and for higher equity market outcomes. Compared to OBPI strategies, CPPI strategies perform better in exceeding
the retirement income target for higher equity returns. However, CPPI strategies do not perform as effectively in higher volatility
equity markets and are less likely to meet target annuitisation values.
Completed March 2015
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The MySuper Default Option: Assessing Portfolio Diversification, Suitability
for Contributors and Performance of Superannuation Investment Strategies
Professor Stefan Trueck

Associate Professor Robert Bianchi

Team Leader

Principal Researcher

Professor of Finance,
Co-Director Centre for Financial Risk,
Macquarie University

Griffith Business School,
Griffith University

Professor Michael Drew

Dr Yuri Salazar

Principal Researcher

Research Fellow

Professor of Finance,
Griffith Business School,
Griffith University

Post-Doctoral Researcher,
Centre for Financial Risk,
Macquarie University

Background
The Federal Government describes MySuper as “a new low
cost and simple superannuation product” that will provide a
“single diversified investment strategy, suitable for the vast
majority of members who are in the default option.” This
study seeks to explore the level of diversification of MySuper
products and their suitability for investors.

Project Outputs
The Diversification Delta: A Different Perspective
Journal of Portfolio Management, forthcoming

Retirement Wealth Outcomes for Superannuation
Portfolios – A Risk-Adjusted Analysis
Working Paper

Project Objectives
This study is the first of its kind to employ the diversification
delta, a new measure of diversification, to examine MySuper
products and their suitability for investors. The study measures
the performance of these products when a contributor is
close to retirement and their capital base is near its maximum,
comparing it to a more conservative investment strategy.

Diversification and Risk in Superannuation Funds
Conference Paper

This research has been presented at:
Macquarie University Academic to Business
Symposium
Sydney (November 2014)

Project Outcomes
The research finds that the diversification delta has a
number of shortcomings and is not appropriate to monitor
the diversification of portfolios where risky equity assets are
combined with less risky assets, such as bonds or bank bills.
Delta-optimal portfolios are found to outperform Sharpe ratiooptimal portfolios by creating higher average returns with a
lower standard deviation.

6th Australasian Actuarial Education
and Research Symposium
Sydney (December 2014)

The University of Sydney Research Seminar
Sydney (May 2015)

The research team conducted a comprehensive analysis of the different factors that affect the wealth at retirement of an
individual superannuation investor, mainly focusing on contributions and the performance of the portfolio over the ten years
leading up to retirement. The study found that, contrary to common belief, lifecycle strategies that switch from growth to
defensive assets as an investor approaches retirement age do not necessarily outperform more aggressive strategies when
considering risk-adjusted performance measures. On the other hand, large variations in the performance of different strategies
exist with respect to the probability of reaching a substantial portfolio value at retirement age. Furthermore, after testing
different contribution levels and salaries, the study found that increasing the contribution level by 2.5% has a significant impact
on the probability of reaching or exceeding the amount required for a comfortable lifestyle in retirement, as defined by the
Association of Superannuation Funds of Australia (ASFA).
Completed March 2015
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mySuper: a New Landscape for default Superannuation Funds
dr Geoff Warren
PRINCIPaL ReSeaRCheR
Research director,
CIFR

background
the shape of default superannuation funds in australia
changed with the introduction of mySuper. the system
is currently transitioning towards all default money being
managed within a mySuper product by 1 july 2017. the
development of mySuper is occurring in conjunction with a
raft of other regulatory changes impacting the superannuation
industry. these include the SuperStream measures designed
to improve the 'back office'; enhanced governance
requirements, including the introduction of new prudential
standards; and the Future of Financial advice (‘FOFa’)
act, which addresses the regulation of financial advice.
these changes have imposed a strain on the industry, and
precipitated complaints about the resultant cost, diversion of
management attention and overall regulatory fatigue.

PROjeCt OutPutS
mySuper: a New Landscape for default
Superannuation Funds
Research Report

In collaboration with
Warren Chant and mano mohankumar

mySuper vs. kiwiSaver: Retirement Saving
for the Less engaged
applied Finance Letters, Vol.3, Issue 2, 2014

Project Objectives
this project provides an overview of mySuper default funds at
the beginning of 2014, when the regime came into effect. It also provides a comparison with New Zealand’s kiwiSaver funds.

Project Outcomes
the report, mySuper: a New Landscape for default Superannuation Funds, examines the australian superannuation default
fund landscape following the introduction of mySuper. the two main products are examined – single strategy ‘balanced’ and
lifecycle – including their underlying asset allocation and glide path strategies. While lifecycle approaches address sequencing
risk, they also reduce expected return by reducing exposure to growth assets on an asset-weighted basis over the lifecycle.
many retail providers responded to mySuper by significantly revising their default offerings, including switching to lifecycle
approaches, reducing fees, increasing use of passive management, and limiting use of alternative assets. Whether members
are better off as a consequence of mySuper remains an open question which hinges on whether prospects for achieving an
adequate balance at retirement have improved for retail fund members. much depends on the view held on debatable issues
such as the trade-off between sequencing risk and expected return, active versus passive management, and the benefits of
alternative assets. hopes that mySuper might lead to a range of simple, low cost, easy-to-compare default products have not
been realized, particularly in light of the introduction of lifecycle products.
the paper, mySuper vs. kiwiSaver: Retirement Saving for the Less engaged, compares australia’s mySuper default
superannuation funds with New Zealand’s range of kiwiSaver funds. both sets of funds are designed with less engaged
superannuation fund members in mind. the research reveals some key points of contrast, including: the relative maturity and
larger balances within the australian system; the broader range of assets evident in mySuper funds; the greater use of lifecycle
strategies in australia; the skew to conservative funds in kiwiSuper; and differing fee structures. It is argued that New Zealand
could do more to enhance the probability of achieving adequate retirement incomes.
COmPLeted September 2014
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the efficiency and design of Fees for australian Investment Funds
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PRINCIPaL ReSeaRCheR

PRINCIPaL ReSeaRCheR

associate head of School,
School of Risk
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Finance, the university
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PRINCIPaL ReSeaRCheR

PRINCIPaL ReSeaRCheR

Research Fellow, CePaR and
School of Risk and actuarial
Studies, uNSW business
School, uNSW australia

Postdoctoral Research Fellow,
the university of Sydney
business School, the university
of Sydney

background
Superannuation fees have come under public scrutiny in
recent years, reflecting the belief that many are set too high.
Lowering fees in the investment management industry is
recognized by the Cooper Review as a critical component in
increasing the efficiency of the superannuation system.

Senior Lecturer, discipline
of Finance, the university
of Sydney business School,
the university of Sydney

PROjeCt OutPutS
are australian Superannuation Industry Fees too high?
Report

Superannuation Fees and asset allocation

Project Objectives

Working Paper

using a sample superannuation fund, the research aimed to:

Immunization and hedging of Longevity Risk

(i)

examine how fund size, asset allocation, risk category
and fund type influence investment, administration and
total fees.

Working Paper

(ii)

examine the relationship between investment fees and
fund performance; and

Working Paper

(iii)

Investigate both investment fees and administration

Superannuation Fund Performance and Fund Fees

fees, and further to show that there are economically valid reasons why most investment fees are set at their current level.

Project Outcomes
the research found that exposure to certain asset classes helps to explain fund fees. after taking into account the asset
allocation for each fund, the research finds convincing evidence that there are differences in the fees charged by corporate
funds, industry funds, master trusts and public funds. these fee differences exist across investment, administration and total
fees. the research finds that industry funds charge an investment fee that is over 12 basis points per annum cheaper than
a master trust, after controlling for asset allocation. this is a significant amount, given that the average investment fee in the
sample is around 60 basis points per annum.. When examining the average difference between the actual investment fee
charged and the expected fee, it is observed that retail funds have the highest differential.
the research also examines the relationship between investment fees and fund performance. the empirical findings indicate that the
most expensive group of funds charge almost three times the investment fee as the least expensive group of funds and that the raw
after-fee returns of these funds are significantly greater than the least expensive funds. We find that the difference in after-fee abnormal
performance is not significantly different between the groups of funds with the highest and lowest fees. this suggests that investors are
no better (or worse) off than they would be if they were to select high or low fee funds during the research’s sample period.
the recommendations from these findings are that investors should be cautious when making investment decisions based solely on
fee levels because fees cannot be used to determine the ability and asset allocation capabilities of fund managers. Furthermore, fund
managers should not be forced to reduce fees to remain competitive, as this may lead to divestment of certain assets classes, which
provide higher after-fee returns, thus adversely affecting retirement balances.
moreover, the research highlights that improved disclosure is required. Superannuation fund members should know the returns that
each asset class is generating, the fees that are being charged for each asset class and the proportion of passive management that is
being employed. this information will lead to improved benchmarking of superannuation fund performance and fees, and will assist
superannuation fund members in making more informed investment choices.
COmPLeted may 2016
CIFR-FuNded ReSeaRCh PROjeCtS december 2016
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Roles for Life annuities and Related Products in australia’s Retirement
Income System
Professor Geoffrey kingston

Professor Lance Fisher

team LeadeR

PRINCIPaL ReSeaRCheR

Faculty of business and economics,
macquarie university

Faculty of business and economics,
macquarie university

dr anthony Vassallo

andrew evans

ReSeaRCh aSSOCIate

ReSeaRCh aSSOCIate

Lecturer, the university of Sydney business
School, the university of Sydney

Lecturer, the university of Sydney business
School, the university of Sydney

background

PROjeCt OutPutS

Superannuation products are likely to become more
sophisticated as superannuation balances rise and the
community becomes wealthier.

dividend Imputation or Low Company tax?

Project Objectives

Protecting Retirement Wealth: a Survey of australian
Products

this project investigates aspects of this trend, including the
vexed question of moving self-funded retirees away from
lump sums and towards lifelong income streams. It also
investigates possible changes in the taxation and regulation
of superannuation.

jaSSa, Issue 2, 2015

Working Paper

a Survey of Valuation Issues for hybrid Retirement
Income Scheme Products
Working Paper

Project Outcomes

a Swiss makeover for australian Super
the paper, dividend Imputation or Low Company tax?,
Op-ed (Featured in Cuffelinks)
looks into the ongoing debate over removing australia’s
dividend imputation policy. the research suggests that the
Negative Gearing: Not an agile tax Policy and a threat to
case for retaining full dividend imputation is finely balanced.
Super
dividend imputation helps offset the deleterious effects of
Op-ed (Featured in the australian Financial Review)
our high top personal tax rate and, especially, our front-end
taxation of super. however, analysis suggests that abolition,
this research has been presented at:
combined with a lower company tax rate, would bring about
CIFR ReSeaRCh ShOWCaSe: Superannuation
substantial capital inflows for decades, propping up the real
Sydney (april 2016)
exchange rate and stirring discontent over foreign takeovers
of australian businesses. this type of adjustment problem
is familiar in developing countries that liberalised the capital
account of the balance of payments without reducing domestic distortions. accordingly, abolishing full imputation should be
sequenced behind lowering our top personal tax rate and, especially, phasing out our front-end taxes on super.
the opinion piece, a Swiss makeover for australian Super, looks into policies in Switzerland and North america that could be
adopted in australia. the research suggests that the uniform 9.5% compulsory contribution rate should be replaced with an
escalating schedule. young workers would consequently have more disposable income for getting a foothold in the housing
market. If we redirected future rises in compulsory contributions to employees, young workers would be at less risk of being
priced out of jobs. If the main superannuation accounts were eventually taxed only in retirement, and at the regular rate, taxation
arrangements would become more like a progressive consumption tax, and would therefore be more efficient and fair.
a reason to survey australian products is to come up with suggestions for a Comprehensive Income Product for Retirement
(CIPR). at present, the centerpiece of the emerging designs for CIPRs is longevity insurance in the form of deferred lifetime
annuities. the paper, Protecting Retirement Wealth: a Survey of australian Products, examines the long-term derivative
instruments (warrants) offered by australian institutions to elderly australian investors. there are currently four active products.

Page 72

CIFR-FuNded ReSeaRCh PROjeCtS december 2016

They incorporate a strike price which is either constant or eligible for periodic upward resets. The guarantee terms vary in
length from 5 years to the lifetime of a second person. The products typically have hybrid European-American features, as early
exercise is typically permissible yet subject to penalties. Benefits are mostly lump-sum but can be income streams.
However, future CIPR designs may seek to incorporate some downside protection against market risk, along with some
accommodation of estate-planning motives on the part of retirees.
The market for structured products is investigated further by a project output entitled A Survey of Valuation Issues for Hybrid
Retirement Income Scheme Products. A capital markets style model can be used to value the product issuer’s liability under
the contract and to measure their exposure to equity prices, interest rates, volatility and mortality risk. We survey recent
literature for an analysis of the valuation challenge faced by product issuers. We find that the guarantees generate material
exposure for the issuers, and that model-based valuation can be informative for a dynamic hedging strategy or to derive risk
sensitive measures of required capital and reserves.
Completed March 2016

Professor Geoff Kingston
presenting at the CIFR RESEARCH
SHOWCASE: Superannuation in
Sydney (April 2016)

CIFR-FUNDED Research PROJECTS December 2016
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Independence and the Governance of Superannuation Funds
dr Scott donald

associate Professor Suzanne Le mire

team LeadeR

PRINCIPaL ReSeaRCheR

director, Centre for Law, markets and Regulation,
Senior Lecturer, uNSW Law, uNSW australia

dean of Law, the adelaide Law School,
the university of adelaide

background
due to the significance and magnitude of superannuation
funds in australia, their governance arrangements have been
subject to considerable scrutiny in recent years. a series of
government inquiries have made recommendations with a
view to changing current governance arrangements, including
proposing to increase the number of independent directors
serving on superannuation fund boards.

PROjeCt OutPutS
Independence and the Governance of Superannuation
Funds
Working Paper

Independence in Practice: Superannuation Fund
Governance through the eyes of Fund directors
Working Paper

Project Objectives
this research reviews the superannuation governance
literature and the literature on independence and relates
that to the results of a series of interviews with current
superannuation fund directors directed towards discovering:
(i)

how independence currently affects the
dynamics of the boards of RSe Licensees, and

internal

(ii)

how that might change if measures such as those
envisaged in the
Superannuation Legislation
amendment (trustee Governance) bill 2015 were to be
imposed.

Project Outcomes
the research concludes that independence reforms such as
those envisaged in the bill have the potential to deal with some
of the governance shortfalls present in the various sectors
of the superannuation system, especially in those related to
perceptions of the legitimacy of the superannuation system
itself. however, the regulation must be carefully drafted and
appropriately buttressed with ancillary regulation addressing
issues relating to director nomination, selection, tenure and
remuneration.

Superannuation Legislation amendment (Governance)
bill 2015: Governance arrangements for aPRa
Regulated Superannuation Funds
Submission to the treasury

this research has been presented at:
aSFa unpacks: the changing governance landscape
Sydney & melbourne (October 2015)

CLmR Research Symposium
Sydney (November 2015)

25th Commercial Law teachers’ association Conference
Sydney (january 2016)

CIFR ReSeaRCh ShOWCaSe: Superannuation
Sydney (april 2016)

australian National university
Canberra (april 2016)

the research identifies ways in which the potential role of independence is overstated (for example, in the belief that independence will
necessarily address a perceived skills deficit in the sector) and the need for additional regulatory measures (such as those recommended
above) to buttress and support the initiative.
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the following specific recommendations emerge from the research:
Recommendation 1: that superannuation fund boards be required to have an independent Chair, chosen by the board from amongst
the independent directors.
Recommendation 2: that all employer-sponsored superannuation funds be required to institute a process of member elections in
respect of all independent directors.
Recommendation 3: that aPRa receive documented support from government to enforce a stricter 'Fit and Proper' regime to ensure
that the individuals serving on boards have the technical skills and personal characteristics required to play their roles, and that boards
as a whole have the mix of skills and structure they require.
Recommendation 4: that aPRa be granted immunity from liability for defamation in respect of its Fit and Proper determinations.
Recommendation 5: that funds be required to disclose and enforce maximum tenure protocols for all directors.
Recommendation 6: that independent directors be provided with a minimum tenure of three years, subject to termination for cause.
Recommendation 7: that nominating bodies be prohibited from receiving directors' fees for the directors they nominate.
the research also highlights the extent to which governance norms from other domains, such as the listed company sector, are applicable
to the unique circumstances found in the superannuation sector.
COmPLeted april 2016

dr Scott donald presenting at CIFR ReSeaRCh
ShOWCaSe: Superannuation in Sydney (april 2016)

CIFR-FuNded ReSeaRCh PROjeCtS december 2016

Page 75

In-house Investment Management: Making and Implementing the Decision
Dr Geoff Warren
Team Leader
Research Director,
CIFR

Professor David R.
Gallagher

Tim Gapes
Principal Researcher

Principal Researcher

Centre Director,
CIFR

Chief Executive Officer,
CIFR

Background
This research examines the decision to bring in-house the
management of investments, as compared to the alternative
of exclusively out-sourcing to external investment managers
– a trend that is currently evident in many Australian
superannuation funds. The lack of consistency in views and
approach across the superannuation industry suggests there
is a need for a framework to guide decisions around in-house
management.

Project Outputs
In-house Investment Management: Making and
Implementing the Decision
Working Paper and Executive Summary

In-house Investment Management: Making and
Implementing the Decision
Video Presentation

Project Objectives

This research has been presented at:

This research draws insights from both the literature
and interviews with 20 executives from the Australian
superannuation industry.

CIFR Research Showcase: Superannuation

The research aims to:
(i)	
Identify the benefits and challenges associated with
managing in-house;
(ii)	
Provide an accounts of the approaches and views
towards in-house management within the Australian
superannuation industry; and
Propose a framework that asset owners can use for
(iii)	
making and implementing any decision to manage
investments in-house.

Sydney (April 2016)

QSuper + QIC
Brisbane (April 2016)

i3 Investment Strategy and Governance Forum
Terrigal (May 2016)

CIFR Conference: Investment Management and
Markets
Sydney (May 2016)

Project Outcomes
On the surface, there is a reasonable amount of agreement around the main areas to be addressed. At least 75% of participants
place some importance on the following areas:
(i)

Impact on returns, with most focusing on net returns, but some on costs;

(ii)

Alignment issues, including ability to tailor and Board support;

(iii)

Governance processes required to support managing in-house;

(iv)

Staffing, in particular the challenge of attracting and retaining skilled and aligned staff within any constraints on
remuneration;

(v)

Culture, given that bringing in highly-paid investment teams can be challenging to the culture of many funds; and

Systems and processes to support investment management functions, such as trading, portfolio and risk management,
(vi)	
reporting and compliance.
Underneath the surface, there is considerable diversity of opinion over how much each area matters, and in what way. A wide
range of views were encountered on many facets of the issue, for instance: the scope to enhance returns versus reduce costs;
whether in-sourcing is necessary to tailor effectively; whether the staff management and culture problem can be readily solved
by targeting culturally-aligned staff; and the difficulty involved in establishing reliable systems.
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All participants address the decision on an asset-class-by-asset-class basis; and typically approach it in a measured, forwardlooking and incremental fashion. Cash is often the first candidate for managing in-house. Beyond that, there is only limited
consistency across Australian superannuation funds on what assets they prefer to manage in-house. Four broad structures
were identified:
(i)

Dedicated internal structure, whereby an asset class is managed entirely in-house.

(ii)	
Hybrid external/internal models, under which the in-house team is responsible for a slice of the assets within a multimanager structure.
(iii)

Co-investments, where the fund invests alongside an external manager.

Partnerships, either between funds or with an external manager, involving the fund providing capital while some
(iv)	
management functions are performed externally.
The hybrid model involves choosing the degree to which the in-house capability is segmented and treated as another manager, versus
integrated and used to ‘complete’ the portfolio.
Based on the research, CIFR is generally supportive of in-house management, provided that the conditions are right and it is implemented
appropriately, because it is capable of generating improved net returns, with increased control that allows assets to be managed in a way
that is better directed to member needs and delivered with higher confidence. An in-house capability provides a platform for the future,
especially if designed to be scalable and flexible.
The following conditions may signal that in-house management is worthy of close consideration:
(i)

Larger funds – Funds need to be at least A$5-$10 bn to justify managing any assets in-house; some in-house management
seems inevitable above A$50 bn; and A$10-$50 bn is a grey area.

(ii)

Alignment and tailoring matters – In-house management will be more beneficial where there is a keen focus on overall
fund outcomes, or there is a need for some form of tailoring that cannot be satisfied by external managers.

(iii)

Organisation is accommodating – Managing in-house should be digestible within the fund’s culture; the Trustee Board

should be supportive, and required capabilities should be available.

(iv)


Competitive advantage exists – Certain opportunities are better accessed via an in-house team, e.g. leveraging size in
unlisted assets, and investing with a longer horizon.

While the best way to structure an in-house capability depends on the situation, CIFR is attracted to integrated hybrid models as they can
enhance returns in a way that supports tailoring and flexibility.
CIFR argues that fear of error should not prevent in-house management from being embraced where benefits are evident. In-house
management is rarely of sufficient size to ‘sink a fund’, as it typically occurs as discrete strategies across a range of asset classes, and often
as one component in a hybrid structure. Rather, the prime task is to identify and mitigate the risks. For instance, targeting employees that
are culturally aligned can help address many of the challenges around staffing and alignment; while independent reviews can provide
assurance around governance, systems and team capability. The risks should be seen as something to manage, rather than avoid.
COMPLETED April 2016

Dr Geoff Warren presenting at CIFR
Research Showcase: Superannuation
in Sydney (April 2016)
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Investment Markets
Investing for the Long Run
This research was conducted in collaboration with the
Dr Geoff Warren

The Future Fund Working Group:

Principal Researcher

Stephen Gilmore, Head of Strategy and Risk

Research Director,
CIFR

Will Hetherton, Head of Public Affairs

Background

Dr Nigel Wilkin-Smith, Strategist

Project Outputs

Much has been written about the so-called problem of
short-termism in financial markets.
David Gonski AC, a
past chairman of the Future Fund and current Chancellor of
UNSW Australia, is among those who have criticised a focus
on the short term, commenting that “we in Australia suffer
in all sectors from a short-term perspective”. This project
contributes to this debate by examining long-term investing
from the perspective of institutional investors.

Project Objectives
This project aims to:
(i)	
Provide insight into the nature of long-term investing,
and the type of payoffs; and
(ii)	
Provide guidance into the kind of organisational and
market structures that might encourage long-term
investing.

Project Outcomes
Paper 1, Long-Term Investing: What Determines Investment
Horizon?, introduces and lays the foundation for the research,
covering what determines investment horizon. Several
definitions of what constitutes long-term investing have been
put forward but, as the paper notes, none fully captures all the
relevant dimensions.

Long-Term Investing: What Determines
Investment Horizon?

The paper argues that long-term investors are marked by two
characteristics: they have discretion over when they trade; and
they approach investing with their sights set on the long term.
The paper also identifies a range of influences on the horizon
adopted by investors, including an organisation’s structural
and operational policies, combined with its particular funding
and liability profile.

Designing an Investment Organization
for Long-Term Investing

Paper 2, Benefits (and Pitfalls) of Long-Term Investing,
identifies three broad advantages that long-term investors
have over their more short-term focused counterparts. These
areas of advantage point towards a total of eight specific
strategies.
The first broad advantage relates to the removal of time
pressure from the investment decision, allowing them to
pursue investments that may be avoided by those with shorter
horizons.
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Working Paper

Benefits (and Pitfalls) of Long-Term Investing
Working Paper

Working Paper

This research has been presented at:
Macquarie Applied Finance Centre Seminar
Sydney (July 2014)

Q Group Conference
Sydney (September 2014)

CIFR SEMINAR: Long-Term Investing:
An Institutional Investor Perspective
Melbourne (October 2014)
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The second advantage of long-term investing relates to the
ability to exploit opportunities arising from the actions of
short-term investors. These could include mis-pricings that
arise from their activities, or premiums associated with risks
to which short-term investors are averse.
The third advantage is that long-term investors typically have
latitude to use a wider range of investments. In particular, they
are more able to invest in unlisted and illiquid assets, which
are typically not within the domain of short-term investors.

This research has also been presented in Sydney,
Melbourne, Auckland and Singapore

This research also featured in

Notwithstanding its advantages, there are several pitfalls
associated with long-term investing. Arguably, the biggest
danger relates to incorrect expectations about what the long
term holds.
Paper 3, Designing an Investment Organisation for Long-Term Investing, identifies four building blocks for constructing an
investment organisation with a long-term horizon:
(i)

Organisational orientation – The guiding principles, governance and decision-making structures, and culture of an
organisation must necessarily be aligned to reflect a focus on long-term investing.

(ii)

Incentive structure – Performance evaluation and associated rewards should be consistent with long-term outcomes.
Ideally, bonuses should be awarded for making progress towards long-term objectives, and then paid over time only if
performance is sustained. Emphasis on short-term relative performance should be avoided.

(iii)	
Investment approach – No prescriptive recommendations are offered; but a long-term investment approach should focus
on the drivers of long-term outperformance, while filtering out short-term influences.
(iv)	
Trading discretion – Fund managers whose trading activity is not dictated by short-term funding and liquidity considerations
typically have greater latitude to invest for the longer term.
Paper 3 also describes how the Future Fund interprets and works towards its long-term objectives.
Completed November 2014

“I am confident that this work will be
an important contribution to thinking
and practice among investors. It
combines academic research and
practical experience to shed light
on what determines investment
horizon, the benefits of being a longterm investor and how investors can
better organise themselves towards
their long-term objective."
David Neal, Managing Director,
Future Fund
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Informed vs. Noise Trading: Foreign and Domestic Retail and Institutional
Liquidity Demanders and Providers
Associate Professor P. Joakim
Westerholm

Dr Reza Bradrania
Principal Researcher

Team Leader

Lecturer, School of Commerce,
University of South Australia
(Formerly The University of Sydney)

Discipline of Finance,
The University of Sydney Business School,
The University of Sydney

Dr Hamish Malloch

Dr Andrew Grant

Principal Researcher

Research Fellow

Lecturer, Discipline of Finance,
The University of Sydney Business School,
The University of Sydney

Senior Lecturer, Discipline of Finance,
The University of Sydney Business School,
The University of Sydney

Background
It is common practice to treat individual investors as a
distinct category of investors. Their trading behaviour and
performance is typically contrasted with that of other distinct
investor categories, such as institutions and foreign investors.
Individuals tend to invest as a group, favouring certain stocks
during particular time periods, such as those following news
and earnings releases, the initiation of analyst coverage and
forecast upgrades. This leads to the question of whether the
investment performance of individual household investors is
impacted by behavioral biases to the extent that they need to
be protected by regulation. This issue is particularly pertinent
in Australia, where ownership of shares by individuals is
relatively widespread by international comparison.

Project Outputs
Fool’s Mate: What does CHESS Tell Us About Individual
Investor Trading Performance?
Accounting and Finance, 2015

Investor Performance in ASX Shares Contrasting
Individual Investors to Foreign and Domestic Institutions
Practitioner Paper

This research was presented at:
16th Eurasia Business and Economics Society
Turkey (May 2015)

Project Objectives
The research aims to investigate the investment preferences and share trading behaviour of Australian household investors. It
seeks to answer the following research questions:
(i)	Are limit orders submitted by individual investors exploited by foreign and domestic institutions?
(ii)	Are individual investors compensated for providing market liquidity, or do they reduce liquidity?
(iii)	Do behavioral biases have a significant impact on individual investor performance when they interact with institutions?

Project Outcomes
The project finds that individual investors are particularly vulnerable to exploitation by nominee investors (foreign investors)
when they trade. Less informed investors, who comprise a majority of the individual investors in the population, are shown to
overpay for liquidity when they enter and exit the market. This arises due to a sub-optimal execution strategy, which benefits
foreign institutional investors.
The research proposes the need for regulation to expand the fiduciary duty of brokerage firms and financial advisors to include
not exposing less informed investors to risks that should instead be borne by better resourced and skilled investors. This
requires these firms and advisors to be more involved in monitoring the trading strategies of their clients and providing them
with the education and tools they need to avoid excessively aggressive or passive trading strategies.
Completed June 2015
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Measuring Market Quality: Current Limitations and New Metrics
Associate Professor Graham
Partington

Professor Stephen Satchell
Principal Researcher

Team Leader

Discipline of Finance,
The University of Sydney Business School,
The University of Sydney

Discipline of Finance, The University of Sydney
Business School,
The University of Sydney

Dr Richard Philip

Dr Amy Kwan

Principal Researcher

Principal Researcher

Lecturer, Discipline of Finance,
The University of Sydney Business School,
The University of Sydney

Lecturer, Discipline of Finance,
The University of Sydney Business School,
The University of Sydney

Background
Investors and traders in capital markets have always sought
to be better informed and to trade more quickly than their
competitors. The resulting evolution in capital markets has
been towards ever faster trading. High frequency trading
(HFT), where milliseconds matter, is the current evolutionary
outcome, but is this good for capital markets?

Project Objectives
The project aims to:

Project Outputs
Is High Frequency Trading Beneficial to Market Quality?
Report

High Frequency Trading and Execution Costs
Working Paper

High Frequency Trading and Dark Pools: a Toxic Effect
on Market Evolution?

(i)	Demonstrate how current measures of market quality
may give positive results due to externalities caused by
HFT activities; and

Research Highlights

(ii)	Develop new metrics which will better measure the
impact of HFT on institutional investors.

Op-Ed (Featured in Columbia Law School Blog)

Project Outcomes
The research findings suggest that regulators should be
cautious in using traditional market microstructure measures
of market quality when evaluating the effect of HFT.
Price spreads may tighten, but if this is a consequence of
high frequency traders front running other traders, it hardly
represents an increase in market quality. Similarly, if as the
research evidence suggests, HFT tend to supply liquidity on
the thick side of the order book, rather than the thin side, there
is limited benefit to such liquidity provision.

Is High Frequency Trading Good For Capital Markets?

This research has been presented at:
Auckland Finance Meeting
Auckland (December 2015)

Financial Management Association Annual Meeting
with nomination for Best Paper Award
Orlando, USA (October 2015)

CIFR CONFERENCE: The Design and Regulation of
Securities Markets
Sydney (August 2015)

24th Annual Meeting European Financial Management
The research further finds that a consequence of HFT has been an
Association (EFMA)
increase in the cost of limit-order strategies for both institutional
Breukelen, Netherlands (June 2015)
and retail investors. In response to the growth of HFT, the
probability of orders being executed for institutional investors has
declined, and the time taken to get an order filled has increased.
These are the metrics that regulators might consider monitoring in the future.
They may also consider taking regulatory action to even up the balance between HFT and non-HFT traders. One solution is letting
competition between exchanges do the job, in particular creating a favourable regulatory environment for the development of
exchanges that have the interests of investors foremost in their market design.
Completed January 2016
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Global equity Fund Performance evaluation with equity and Currency
Style Factors
dr Camille Schmidt

Professor david R. Gallagher

team LeadeR

PRINCIPaL ReSeaRCheR

Postdoctoral Researcher,
CIFR

Chief executive Officer,
CIFR

dr Geoff Warren

dr Graham harman

PRINCIPaL ReSeaRCheR

PRINCIPaL ReSeaRCheR

Research director,
CIFR

Senior Investment Strategist, asia Pacific,
Russell Investments

background
Global equities are an important asset class, comprising
around one quarter of the portfolios of australian default
superannuation funds – nearly the same magnitude as
domestic equities. however, comparatively less attention is
given to global equities, possibly due to an informational ‘home
bias’. Investment in global equities is typically undertaken
by investing in active global equity funds, which invest in a
diversified portfolio of global equities and aim to outperform
a particular global equity index, or exchange traded Funds
(etFs), which typically aim to replicate the performance of an
index.

Project Objectives
this research aimed to:

PROjeCt OutPutS
Global equity Fund Performance: an attribution
approach
Financial analysts journal, Forthcoming

Global equity Fund Performance evaluation with equity
and Currency Style Factors
Working Paper (Practitioner and academic Version available)

this research has been presented at:
CIFR CONFeReNCe: Investment management and
markets
Sydney (may 2016)

(i)

Propose a better methodology for global equity fund
performance evaluation which directly addresses
currency exposures;

(ii)

understand what equity and currency factors global equity funds are exposed to; and

(iii)

understand how these exposures contribute to portfolio performance.

Project Outcomes
the research identifies a number of opportunities to earn superior returns from global equities. these include investments in:
(i)

Smaller stocks, which tend to outperform larger stocks;

(ii)

Companies which are more profitable, as measured by their return-on-equity (higher ROe);

(iii)

Companies that are growing their assets;

(iv)

Companies that have higher book-to-market and cash flow-to-price ratios, i.e. value stocks; and

(v)

Less liquid stocks, which tend to offer a return premium to compensate for the additional risk associated with illiquidity.

Over the study period, there was no significant return premium from momentum investing, which involves basing investment
decisions on movements in a stock’s price, rather than on fundamentals. this was atypical and attributable to the poor
performance of this style of investing during the Global Financial Crisis in 2009.
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Importantly, the research finds that the impact of currency factors on global equity returns is similar in magnitude to the impact
of these six equity-style factors.
the research identifies a significant return premium associated with stocks priced in undervalued currencies.
the study finds that the six equity-style factors and three currency factors are all important in explaining variability in stock
returns and the performance of global equity funds. It suggests that investors should consider tailoring their investment
strategies to take advantage of the return premiums identified by this analysis.
the study also finds that a substantial portion of global equity fund returns is attributable to these systematic equity style
and currency factors. In the case of currency effects impacting a portfolio’s returns, they may be intended or they may be the
unintentional by-products of security selection decisions.
Stocks held in the sample funds are larger than the market average. the funds are slightly underweight momentum stocks, and
slightly positively exposed to stocks with higher ROe values. they do not vary substantially from the market in terms of their
exposure to value stocks, companies growing their assets and less liquid stocks.
It is important to recognise that these average exposures may mask differences in fund style. the study examines the
performance of funds of various styles by dividing the sample according to high- and low-exposures to value stocks, small
stocks, momentum stocks and higher ROe stocks. It finds that funds exposed to value stocks, low momentum stocks and low
ROe stocks posted statistically significant negative alpha over the sample period. Funds that were exposed to growth stocks,
larger stocks, higher ROe stocks and momentum stocks fared better, however they did not generate statistically significant
positive outperformance on average.
this analysis confirms that equity style and currency significantly impact the performance of global equity funds. When investing
in an active equity fund it is important to ensure that the fees represent good value. this requires an understanding of the extent
to which performance is driven by style factor exposures and stock selection.
COmPLeted july 2016

dr Graham harman at CIFR
CONFeReNCe: Investment
management and markets (may 2016).
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Institutional transaction Costs in the australian equities market: the Impact
of market Structure and developments in trading technology
Professor talis j. Putnins

joseph barbara

team LeadeR aNd ReSeaRCheR

ReSeaRCheR

Finance discipline Group,
utS business School,
university of technology Sydney

Senior Specialist, market Participant
Supervision, australian Securities and
Investments Commission

background
Numerous academic and regulatory studies find that
algorithmic traders (ats) and high-frequency traders (hFts)
have a beneficial market impact in terms of contributing to a
narrowing in bid-ask spreads and improving price discovery.
however, many institutional investors contend that finding
liquidity for large orders has become more difficult and their
transaction costs in contemporary markets are higher than
before the advent of these technological advancements. this
project investigates the apparent contrast between findings
of academic/regulatory studies and concerns voiced by
institutional investors.

Project Objectives
the research analyses the impact of ats and hFts on
institutional transaction costs in the australian equities market.
the research:
(i)

(ii)

(iii)

develops a framework to identify traders that have
a positive or negative causal impact on institutional
transaction costs. It characterizes the heterogeneity
across ats and hFts at the most granular possible level:
individual trading accounts.
Quantifies the impact of different subsets of the at/
hFt population on institutional transaction costs.
It does so using accurate and comprehensive
measures of institutional transaction costs calculated
by reconstructing parent orders from sequences of
individual trades for each institutional investor.
Identifies the trader-level characteristics that distinguish
those traders that increase institutional transaction
costs from those that decrease these costs.

PROjeCt OutPutS
heterogeneity in the effects of algorithmic and highFrequency traders on Institutional transaction Costs
Working Paper

this research has been presented at:
Q-Group Colloquium
Sydney (april 2016)

CIFR CONFeReNCe: Investment management and
markets
Sydney (may 2016)

australian Securities and Investments Commission
Sydney (june 2016)

j.P. morgan Quantference
Sydney (june 2016)

macquarie Securities Group
Sydney

Chi-X australia
Sydney

6th behavioural Finance and Capital markets Conference
adelaide (September 2016)

Paul Woolley Centre for Capital market dysfunctionality
Conference
Sydney (October 2016)

Financial Conduct authority
London, uk

Ontario Securities Commission

Project Outcomes

toronto, Canada

the study results show that there is considerable heterogeneity
within the universe of ats and hFts in terms of the impact they
have on institutional transaction costs. Some ats and hFts
are causally related to higher institutional transaction costs,
others tend to decrease these costs.

LOeWe Center Sustainable architecture of Finance in
europe (SaFe) at Goethe university
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Frankfurt, Germany

university of mannheim
manheim, Germany
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traders that have a negative impact, as a group, increase the costs of executing large institutional orders by around 10 basis points, or
around $437 million per annum for large institutional orders in the S&P/aSX 200 Index of stocks. these effects are offset by another group
of traders that significantly decrease those costs. Consequently, ats and hFts as a group have little or no overall net effect on institutional
transaction costs.
the results imply that the trading technology and sophistication with which institutions execute large orders is likely to have a
considerable impact on their execution costs. Institutions that trade disproportionately against traders who negatively impact them are
likely to experience higher transaction costs. the observed magnitude of the cost increases implies that sub-optimal order execution can
have a material effect on a fund’s performance.
One of the main determinants of implementation shortfall for an institution is whether other traders are trading in the same direction as
the institution or against it. those trading in the same direction as institutional order flow are likely to have a negative impact, that is, they
increase institutional transaction costs. this may be intentional, for example, due to predatory trading or order anticipation, or it may be
unintentional and arise as a result of crowding associated with the use of common entry and exit signals, or through active participation
in the price discovery process during periods of imbalance.
In contrast, traders whose actions tend to decrease institutions’ transaction costs are likely to be liquidity-providing intermediaries. they
typically employ market-making strategies that ‘lean against the wind’, thereby attenuating any price pressure that arises from large
institutional orders.
the study finds that trading speed is not associated with any negative impact on institutional transaction costs. this finding is particularly
pertinent with regard to hFts, which are distinguished by greater speed and higher turnover than non-hFts. this finding is corroborated
by several other characteristics. Specifically, any potential negative impact is unrelated to the speed of order amendments; the frequency
of fast orders; the consistency with which a trader extracts intraday trading profits; and order-to-trade ratios. this finding suggests that
often-voiced complaints about hFts being the culprits behind any increases in institutional transaction costs are likely to be misdirected.
the study also finds that traders who increase institutional transaction costs tend to concentrate their activity within the universe of
smaller cap stocks. also, there is no apparent difference in the relative activity of negative-impact traders during periods of market stress
compared to periods of normal activity.
COmPLeted july 2016

Professor talis Putnins presenting
at CIFR CONFeReNCe: Investment
management and markets (may 2016).
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evaluating Capacity in Funds management
dr Geoff Warren

dr michael O'Neill

PRINCIPaL ReSeaRCheR

PRINCIPaL ReSeaRCheR

PRINCIPaL ReSeaRCheR

Research director,
CIFR

Portfolio manager, Investors
mutual
adjunct associate Professor,
bond business School

Postdoctoral Researcher,
CIFR)

background
this project examines the evaluation of capacity in a fund
management context. It is important for both investment
managers and institutional asset owners such as superannuation
funds to appreciate and manage the challenges arising with larger
funds under management (Fum). Fund capacity also relates to
the question of fund scale, which is of interest to policy makers
and regulators. the overall aim of this research project is to assist
the fund management industry and others through compiling a
comprehensive overview of the issues and approaches involved in
evaluating capacity.

Project Objectives
the project considers how capacity should be defined; the impact
of size on fund performance; the drivers of capacity; methods for
conducting capacity analysis; and how capacity estimates might
vary with the approach adopted and across investment processes
and styles. the study proposes a ‘how to’ guide for analysing
capacity to help the fund management industry, policy-makers
and regulators better understand the impact of capacity on
industry efficiency.

dr Camille Schmidt

PROjeCt OutPutS
evaluating Fund Capacity: Issues and methods
Working paper

Capacity management for Institutional asset Owners
Working paper

Capacity analysis
Working paper

this research has been presented at several events, including:
Centre for Investor education, Investment Strategy Symposium
Surfers Paradise (October 2016)

i3 asset management Leadership Roundtable
melbourne (November 2016)

CIFR Seminar: evaluating and managing Fund Capacity
Sydney (November 2016)

the project comprises three papers. the first and third papers
investigate capacity for an individual fund that invests on a specific
investment ‘signal’ or strategy. the second paper considers the
management of capacity from the perspective of institutional
asset owners.

Project Outcomes
the study identifies ten drivers of capacity, which can be arranged into three groups:
(i)
(ii)

(iii)

three drivers that enhance capacity: economies of scale related to fixed costs; economies of scope, e.g. improved access to
opportunities and networks for larger funds; and flexibility to adjust with growth.
Four drivers that limit capacity: diseconomies in trading and portfolio construction, i.e. increasing difficulty in capturing returns
due to market impact or opportunity cost; organizational diseconomies, e.g. reduced flexibility and co-ordination difficulties; staff
effects, notably any loss of focus by key individuals; and other investors using similar strategies or signals.
three other influences: investment approach; investment universe; asymmetry in accumulating versus liquidating.

the findings of the study’s capacity analysis include:
(i)
(ii)

(iii)
(iv)
(v)

What matters for capacity is the ability to access alpha before it erodes.
Portfolio and trading constraints are often the key drivers of capacity, as they limit the ability to access alpha arising from a signal.
While the magnitude of alpha and execution cost are important for the value that is available from an investment signal, they tend
to be the limiting factors determining capacity only if alpha is low, or execution costs are particularly high.
Portfolio concentration and the horizon over which alpha accrues are both influential variables, as they impact the magnitude of
trades required and the urgency to trade.
Value investing can accommodate greater capacity than momentum investing, largely because of its longer alpha accrual horizon.
the ability to make additional productive investments can expire before alpha is fully eroded to a target threshold level, especially
when a constraint is involved. this implies that effective capacity may be lower than suggested by a threshold capacity definition.
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(vi)	Trade discretion has only small effects on both capacity and alpha generation.
Implications for evaluating the capacity of a fund include:
(i)
Capacity analysis is an inexact science, so estimates need to be interpreted with care.
(ii)	Multiple methods should be used, and should include ex-post analysis.
(iii) It is important to include portfolio and trade constraints when conducting capacity analysis.
(iv)	Aspects that may not be captured by formal analysis also need to be considered, such as operational economies or diseconomies,
or the actions of other investors.
The study finds that capacity management for asset owners with multi-asset portfolios differs from that for individual funds, because
they have the flexibility to choose where and how to invest, i.e. asset owners can focus on the asset classes and strategies that befit their
size.
It also finds that capacity differs across asset classes. Two key drivers are the nature of the investment universe, and whether assets are
traded in public (i.e. listed) versus private (i.e. unlisted) markets.
Capacity differs also across strategies. Attributes of scalable investment strategies include: capable of being successfully applied to
asset universes that are large and illiquid; limited reliance on constant trading in large volumes; liquidity supplying, rather than liquidity
demanding; low competition from other investors; and size gives rise to economies. The study identifies seven strategies that possess
some of these attributes: core portfolios; long-term strategic investments; contrarian investing; thematic investing; participation in large
capital raisings; market making; and investing in selected private markets.
Managing capacity when investing through external fund managers involves addressing a range of agency issues. The research team’s
second paper outlines these issues and offers suggestions for managing them. It provides a list of questions that asset owners might ask
fund managers.
The study identifies a number of implications for asset owners, including:
(i)	Asset owners should focus their attention on where the balance between return opportunities and capacity is most appropriate
for their particular FUM.
(ii) Larger funds might also consider whether they may be better off managing in-house; or focusing on market exposures or 'beta',
rather that pursuing 'alpha'.
(iii) Optimal scale in investment management does not necessarily exist under conditions where some assets or strategies benefit 		
from scale economies, while others suffer diseconomies.
Completed November 2016
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Competition
Competition Law and Policy in Australian Financial Services Regulation
Dr Rob Nicholls

Associate Professor
Deborah Healey

Team Leader

Dr Marina Nehme
Principal Researcher

Principal Researcher

Visiting Fellow, Centre for
Law, Market and Regulation,
Lecturer, UNSW Business
School, UNSW Australia
(Formerly CIFR)

Director, Corporate and
Commercial Stream,
UNSW Law,
UNSW Australia

Carolyn M Evans

Charlotte Penel

Research Assistant

Research Assistant

PhD Candidate, UNSW Law,
UNSW Australia

Researcher,
UNSW Australia

Background

Senior Lecturer, UNSW Law,
UNSW Australia

Project Outputs

The Australian regulatory system, particularly the prudential
regulatory system, is designed to protect depositors’ and
borrowers’ interests, and this protects the interests of the
government. The effect is that regulatory policy on banking
has prioritised stability in consideration of the sovereign risk
associated with the risk of retail bank failure.
However, this approach also creates a policy dilemma. The
dilemma concerns the extent to which the retail banking
sector can attain the benefits of the vigorous rivalry from
effective and efficient competition, without unduly risking
stability and the potential of a devastating call on the public
purse.

Project Objectives
This research aims to determine the optimal competition law
and policy settings that should apply to the financial services
sector by:
(i)	Characterizing the nature of competition in the financial
sector;
(ii)	Establishing the mechanisms by which competition in
the financial sector can be promoted;

Competition in Financial Services
Research Report

This report was launched at the event:
CIFR Report Launch: Competition in Financial Services
in Sydney, 25 August 2015

(iii)	
Reviewing sector-specific competition settings in the
financial sector; and

Australian Competition Policy Review Releases Draft
Report

(iv)	Reviewing the balance between competition and stability
in the financial sector.

International Antitrust Bulletin, Vol.3, November 2014

Project Outcomes
The research finds that there is
retail banking in Australia. This is
of market share between the four
and marginal improvement gains,
competitors.

limited competitiveness in
reflected in the static state
major banks, and very slow
even by strong second tier

Antitrust Trumps Financial Services Regulation in the
European Union
American Bar Association, Vol.11, Issue 2, 2015

Balancing Competition and Stability in Australian Retail
Banking
Working Paper

The Nature of Competition in Australian Retail Banking
Working Paper
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The study recommends the removal of the ‘four pillars’ policy
for the following reasons:
(i)	The four major banks are protected by an implicit
government guarantee that impacts market operation
with little observable benefit to consumers, and may be
a source of consumer disutility;

Competition in Australian Retail Banking: How Much
is Enough and Options to Facilitate More
Working Paper

This research has been presented at:

(ii)	The four pillars policy has prompted increased vertical
integration within the sector, particularly in the area of
mortgage products;

CIFR Symposium & Workshops: Competition Law
& Policy in Australia – the next two decades

(iii)	Sufficient merger protection is provided by Part IV of the
Competition and Consumer Act 2010 (Cth); and

CIFR WORKSHOP: Financial System Inquiry III –
The Final Report

Competition and contestability arise when there are
(iv)	
reasonably low barriers to entry and exit from the sector;
and it is not clear that low barriers to entry exist in
Australia.

Sydney (March 2015)

This position is at odds with the view of the Financial System
Inquiry. However, the rationale in the report of the Inquiry was
to prevent mergers, and the current competition law achieves
this objective.

UNSW Business School Session – “The Big Switch”

The research recommends two specific policies to promote
competition in retail banking without the structural intervention
that would otherwise be required to improve the intensity of
competition in the retail banking sector:

Sydney (October 2015)

(i)	The introduction of bank account number portability;
and

Sydney (November 2014)

ACCC National Consumer Congress 2015
Sydney (March 2015)

Sydney (July 2015)

The Economic Society of Australia Lunchtime Seminar
– Competition in Financial Services

This research has contributed articles to The
Conversation and has been cited in multiple media
outputs.

(ii)	A system to permit customer access to data held by banks to allow third parties to compare bank offerings across all
banks.
The research examined crowd equity funding as a disruptive force in the banking sector, and recommends that crowd equity funding
be permitted with three safeguards:
(i)	ASIC should take an active role in monitoring crowd equity funding and be willing to sue in cases of fraudulent action;
(ii)	Any intermediary online platform should have a financial services license with limited duty of care; and
(iii)	There should be a cap for business raisings through crowd equity funding of $2 million in a 12-month period.
Crowd equity funding is a social phenomenon. Through its use of social media, it has attracted people who have previously
never been interested in investing in companies. Instead of being feared, this interest should be nurtured through the promotion
of investors’ financial education.
Completed August 2015

Professor David Gallagher (CEO, CIFR), The Hon
Paul Fletcher MP and Dr Rob Nicholls (Research
Fellow, CIFR) at CIFR Report Launch: Competition
in Financial Services

Dr Marina Nehme and Associate Professor Deborah
Healey (UNSW Australia) at CIFR Symposium
& Workshops: Competition Law & Policy in
Australia – the next two decades
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Dr Rob Nicholls speaking on the Competition
in Financial Services Report on Weekend Today
Saturday, 29 August 2015
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Financial Market Developments
Internationalisation
Enter the Dragon: State Capitalism, Foreign Direct Investment and
Global Markets
Professor Justin
O’Brien
Team Leader
American University of Sharjah
(Formerly UNSW Australia)

Dr George Gilligan

Dr Megan Bowman

Principal Researcher

Principal Researcher

Senior Research Fellow,
Centre for Corporate Law
and Securities Regulation,
The University of Melbourne
(Formerly UNSW Australia)

Lecturer in Law,
King’s College London
(Formerly UNSW Australia)

Background

Project Outputs

The growing size and significance of investments by Sovereign
Wealth Funds (SWFs) and State-Owned Enterprises (SOEs)
impact on the dynamics of markets across the world. Chinese
investment in Australia represents a national strategic issue
given that China has become Australia’s most significant
two-way trading partner, Australia is China’s top investment
destination, and Australia’s stability and economic well-being
is increasingly intertwined with neighboring jurisdictions in
Asia. Supported by media sensationalism, this issue has
become a public concern.

Regulatory Contest in a Federal Context: Foreign
investment regimes in Canada and Australia
Canadian Business Law Review, Vol. 57, Issue 2, 2015

Sovereign Wealth Funds
The Company Lawyer, Vol.36, Issue 2, 2015

The Australia-China Fair Trade Agreement and Growing
Acceptability of State Capital
Asian Journal of Public Affairs, Vol.8, Issue 1, 2015

Project Objectives
This research aims to:
(i)	Document the rise of SWFs and SOEs and evaluate their
differential governance arrangements, including external
accountability mechanisms.

Foreign Investment Law and Policy in Australia:
A Critical Analysis
Law and Financial Markets Review, Vol.8, Issue 1, 2014

State Capital: Global and Australian Perspectives

(ii)	
Identify and assess the existence and extent of real
and perceived risks across and between the critical
components of the corporate governance, capital market
regulation and foreign investment policy matrix.

Seattle University Law Review, Vol. 37, 2013

(iii)	Evaluate the efficacy of the Foreign Acquisitions and
Takeovers Act and its associated policy framework.

Working Paper

Project Outcomes
concern
evidence
position
through

(ii)	
Recent rises in state capital investment reflect broader
macroeconomic trends, in particular the rising economic
influence of Asian economies and the decoupling effect
of these structural trends on capital flows in global
markets.

Page 90

Sovereign Wealth Funds: The Good Guy Investment
Actors?
Working Paper

The project finds that:
(i)	
Contrary to media sensationalism and public
about Chinese foreign investment, empirical
shows that Australia is far from being in a
of surrendering its sovereignty or key assets
foreign ‘state capital’ acquisition.

Australian Foreign Investment Law and Policy
in the Asian Century

The Global Impact of State Capital
Working Paper

China: Investing in the World
Working Paper

The Great Game Rebooted or the Long March to
Acceptance? The Legal and Policy Impediments to
Chinese Investment in Australian Corporations and
Business Opportunities
Working Paper
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(iii)	
State-owned enterprises have been the primary format
for Chinese investment in Australia, particularly in the
natural resource sectors. This helps to inform appropriate
policy responses and reforms.
Whilst anxiety was palpable in the political and public
(iv)	
discourse at the start of the project, it now appears
that state capital investment is moving closer to the
centre of the foreign investment paradigm, which
carries concomitant potential for regulatory recognition
and growing acceptance of state capital investment,
particularly from China.
Contrary to popular perceptions, this research suggests
(v)	
that Chinese investment is not synonymous with China’s
foreign policy strategies.
Post analyzing the Australian Foreign Investment
(vi)	
Legal and Policy Framework, the study concludes
that legislation should remain unchanged. However,
it recommends regulatory reform in three areas
surrounding implementation of the law: the national
interest test and public opinion; enhancing transparency
and consistency; and non-discrimination so as to be
consistent with OECD principles.

What’s the State of Play? The Effects of State Capital
Investment in Australia and Regulatory Implications
Working Paper

A conference was held as a part of this project:
Capital Markets, the Corporation and the Asian
Century: Governance, Accountability and the Future
of Corporate Law
Sydney (May 2013)

The conference papers are published in a special
journal issue:
Berle V: Capital Markets, The Corporation,
and the Asian Century: Governance, Accountability,
and the Future Of Corporate Law
Seattle University Law Review Vol 37 No 2 (2014)

This research has been presented at:
CIFR Workshop: Financial System Inquiry
Sydney (May 2014)

CIFR SEMINAR: The Challenges of State Capitalism
Completed May 2015

Sydney (December 2012)

This research also contributed to the video series:
'State Capital and the Global Economy'
Interview Series
This research has also featured in opinion pieces and
articles.

Professor Justin O’Brien presenting at CIFR Workshop: Financial System
Inquiry, Sydney, 07 May 2014
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Professor Doug Arner (The University of Hong Kong) during the State Capital
and the Global Economy Interview Series
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Do Markets Pay Attention to Basel II Bank Risk Reports?
Professor Jerry T. Parwada

Professor Stefan Ruenzi

Team Leader

Principal Researcher

Head of the School of Banking and Finance,
Professor of Finance, UNSW Business School,
UNSW Australia

Chair of International Finance,
Professor of Finance, Business School,
University of Manheim

Professor Alexandra NiessenRuenzi

Dr Eric Tan
Principal Researcher

Principal Researcher

Lecturer, Department of Accountancy and Finance,
University of Otago

Associate Professor of Finance,
University of Mannheim

Background
The Basel II and III accords require the public disclosure
of bank regulatory information under the Pillar 3, or market
discipline, framework on a semi-annual basis. The new
information details bank risk exposures and management
strategies, capital adequacy and remuneration practices to
enhance market discipline through transparency.

Project Objectives
The research aimed to:
Investigate whether market players benefit from the
(i)	
content of these risk reports.
Investigate the impact of this mandatory disclosure on
(ii)	
the design of bank debt.

Project Outputs
Does Mandatory Risk Information Disclosure Affect
Bank Debt Design? Cross-country Evidence from
Yankee Bond Covenants
Working Paper

The Impact of Pillar 3 Disclosures on Asymmetric
Information and Liquidity in Bank Stocks: Multi-country
Evidence
Working Paper

Information Effects of the Basel Bank Capital and Risk
Pillar 3 Disclosures on Equity Analyst Research – An
Exploratory Examination
Working Paper

Project Outcomes
The research found significant differences in:
(i)	The frequency of the bank risk reporting regime in
Australia compared to Europe.
(ii)	The respective sharemarket responses to the risk
reports of domestic and European banks; and
(iii)	The sharemarket significance of risk measures.
Furthermore, the study finds that capital and risk reporting to
the market enhances the informational advantage of bank equity
analysts. It also finds that the effect of analyst recommendations
on stock prices has become more pronounced. Despite some
evidence that the information content of earnings forecasts
diminishes in the Pillar 3 reporting period, forecast accuracy itself
is found to improve.
The research provides evidence that the Pillar 3 reporting regime
provides investors with meaningful information and improves
the information environment of bank stocks. This is supported by
an average reduction of 19% in time-weighted bid-ask spreads
(TWBAS) after its implementation, except in Singapore and South
Africa.
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Market Discipline and Basel Pillar 3 Reporting
Working Paper

This research has been presented at:
UNSW Blackrock Finance Industry Roundtable
Sydney (2014)

Queensland University of Technology
Brisbane (2014)

University of Cape Town
South Africa (2015)

Deutsche Bundesbank
Frankfurt, Germany (2015)

Kenyan School of Monetary Economics
Kenya (2015)

University of South Africa
South Africa (2015)
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The spread reduction reflects a highly significant decrease in
information asymmetry and a corresponding improvement in
the liquidity of bank stocks as a result of the introduction of this
enhancement to market discipline.

Centre for Commercial Law and Financial Regulation
University of Reading
UK (2015)

The study is the first to investigate whether the market discipline of a country influences the behavior of overseas debt issuers. The
research finds that Pillar 3 reporting reduces the propensity of banks to raise debt capital abroad, a finding that is attenuated when the
banks are domiciled in countries with superior creditor rights protections. Pillar 3 reporting increases the imposition of covenants in
Yankee bonds, particularly for banks domiciled in jurisdictions with weaker debt law enforcement standards and stronger shareholder
rights.
Completed April 2016
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The Safe Asset ‘Problem’
Professor Prasanna Gai

Dr Kartik Anand

Team Leader

Associate Investigator

Professor of Macroeconomics,
Department of Economics,
The University of Auckland

Principal Researcher,
Financial Stability Department,
Bank of Canada

Background
Safe-haven or safe assets underpin the international monetary
system by serving as liquid and stable collateral for financial
transactions. Since World War II, the US dollar and US
Treasury bills have fulfilled the role of safe assets in the world
economy. Any detraction from the status of these assets
would have a direct impact on global financial stability. The
2008 GFC raised the question of whether the US economy is
capable of satisfying an ever-increasing demand for US dollardenominated assets, particularly Treasury bills. This has led to
debate over whether the international monetary system can
evolve towards a multi-polar arrangement, with a greater role
for currencies such as the renminbi.

Project Outputs
The Safe Asset Frontier
Working Paper

Global Stores of Value and the International Role
of the Renminbi
Working Paper

This research has been presented at:
CIFR Report Launch: Internationalisation
of the Renminbi
Sydney (March 2014)

Project Objectives

Bank of Canada

This project aims to:

University of Oxford

(i)	Explore the implications for financial stability of an
international monetary system in which global safe
assets are not solely denominated in US dollars;

University College London
The University of Cambridge

(ii)	
Consider the international coordination required to
ensure the stability of such a multi-polar regime; and
(iii)	
Consider the contribution that the private sector can
make towards alleviating imbalances in the supply of, and demand for, safe assets.

Project Outcomes
The first paper, The Safe Asset Frontier, identifies the frontier between safe and risky assets and shows how different opinions
regarding the growth rate of the economy and its fiscal capacity combine to determine the safe asset equilibrium. The study
finds that multiple equilibria emerge due to strategic complementarities across counterparties. The perceived quality of a bond
depends on the extent to which investors’ opinions diverge from the credit rating of the asset. The mechanisms at work in the
model shed light on both the sovereign debt crisis in Europe and debate about the future of the US dollar as the pre-eminent
reserve currency.
The second paper, Global Stores of Value and the Internationalisation Role of
the Renminbi, explores the conditions under which a financial asset can emerge
as a global store of value, and the extent to which it can co-exist with a preexisting or incumbent store of value. The acceptability of an asset as a global
store of value is driven by factors that include: the issuing region’s financial
development; its economic growth rate; the degree of capital liberalisation; and
strategic complementarities for investors vying to purchase and sell financial
assets. The research clarifies some of the trade-offs involved in choosing the
pathways along which the process of internationalisation of the renminbi
might unfold. The findings suggest that comprehensive financial reforms
should precede capital account liberalisation if the internationalisation of the
renminbi is to be sustained over the medium term.
Completed August 2014
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Professor Prasanna Gai presenting at the CIFR Report Launch:
Internationalisation of the RMB, March 2014
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Assessing the Influence of Sovereign Rating-contingent Banking Regulation
on International Bank Lending Behaviour
Associate Professor
Eliza Wu

Associate Professor
Suk-Joong Kim

Professor Iftekhar
Hassan

Team Leader

Co-Investigator

Co-Author

Discipline of Finance,
The University of Sydney
Business School,
The University of Sydney
(Formerly University of
Technology Sydney)

Discipline of Finance,
The University of Sydney
Business School,
The University of Sydney

Professor of Finance
and Corrigan Chair in
International Business
and Finance,
Gabelli School of Business,
Fordham University

Background
There has been significant growth in international banks'
foreign claims, which reached a peak of US$34 trillion in
2007, before the GFC. The extent of this growth highlighted
the increased importance of international bank lending as
a source of financing, particularly for banks and national
governments. As a result, banks’ exposures have become
increasingly globalised, and operational risks are spread more
readily across international borders.

Project Objectives
This project investigates the influence of the regulatory use
of sovereign credit ratings for assessing the minimum capital
requirements under the Basel Accord on international bank
lending. In particular, it examines the sensitivity of funding
flows to changes in debtor countries’ sovereign credit ratings
before and after the implementation of the Basel 2 risk-based
capital regulatory rules.

Project Outcomes
There are two major findings in relation to ratings-contingent
regulation:
(i)	It leads to increased bank lending to recipient countries
that have experienced favourable sovereign rating
changes. This occurs as reduced risk-weightings are
applied to the loans extended.
(ii)	The heightened market perception of sovereign risks in
recipient countries is consistent with the ‘bailout view’.
This refers to the tendency of governments to provide
costly bailouts for their troubled banks as their foreign
interbank indebtedness increases and their financial
strength weakens due to increased borrowing.
The reduction in the value of sovereign debt held by lending
banks further amplifies the markets’ assessment of the risks
associated with this debt.
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Project Outputs
The Effects of Ratings-contingent Regulation on
International Bank Lending Behavior: Evidence from
the Basel 2 Accord
Journal of Banking and Finance, Vol.61, 2015

This research has been presented at:
CIFR Symposium: Financial Markets Development
Sydney (February 2014)

Financial Engineering and Banking Society Conference,
University of Surrey
UK (June 2014)

2nd International Conference on Frontier Management
Seoul, Korea (October 2014)

Financial Integrity Research Network (FIRN) Conference
Australia (November 2014)

The Ninth International Conference on Asia–Pacific
Financial Markets (CAFM) of the Korean Securities
Association (KSA)
Seoul, Korea(December 2014)

Auckland Finance Meeting
New Zealand (December 2014)

The University of Sydney
University of Technology Sydney
Fordham University, USA
Bangor Business School London
The International Monetary Fund, Washington DC
Yonsei University, Korea
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The study finds that ratings-contingent regulation may have indirectly contributed to higher sovereign risks via the foreign
bank financing channel to recipient countries. Hence, there is evidence that banks failed to provide a market disciplining role
for sovereign fiscal governance as sovereign credit risks have increased in response to regulation-induced international bank
flows.
Completed January 2015

Associate Professor Eliza Wu in her CIFR project video presentation
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Associate Professor Wu presenting at CIFR Symposium: Financial Markets
Development
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Internationalisation of the Renminbi (RMB)
Geoff Weir

Associate Professor
Kathy Walsh

Team Leader
Independent
(Formerly CIFR)

Professor Barry
Eichengreen

Principal Researcher

Principal Researcher

Research School of Finance,
Actuarial Studies and Statistics,
ANU College of Business and
Economics, Australian National
University (Formerly CIFR)

Professor of Economic and
Political Science, University
of California, Berkeley

Background

Project Outputs

The use of the RMB in international trade settlement and
investment has grown strongly in recent years and is likely
to expand further in the future as the Chinese economy and
financial system continue to develop. While this process
will ultimately be driven by market forces, it will need to be
supported by appropriate regulatory frameworks and policy
settings both in China and in offshore RMB markets.

RMB Invoicing and RMB Internationalisation:
Opportunities, Outlook and Some Research Issues
Background Paper

These developments are particularly relevant for Australia,
with China likely to remain Australia’s largest trading partner
in the foreseeable future. To date the use of RMB in bilateral
trade settlement has been quite limited.

Project Objectives
The study explores possible ways of encouraging greater
RMB trade invoicing and, more broadly, a range of market
and policy questions related to the development of RMB
trade and investment flows between Australia and China.
The study includes both international and Australian aspects,
with inputs from academics, industry, the Reserve Bank of
Australia (RBA), Treasury and CIFR. Oversight was provided
by a steering committee comprising representatives from
CIFR, Treasury, the RBA and the financial industry.

Project Outcomes
The study delivered a number
recommendations, including:

of

key

insights

and

Internationalisation of the Renminbi: Pathways,
Implications and Opportunities
Report

China is now the largest source of global savings and
(i)	
is becoming a core part of diversified global investment
portfolios. Because Australia needs access to foreign
capital to fund its ongoing investment needs, there is
an opportunity for Australia and China to forge deeper
and broader financial links. This will require the right
policy settings and a good deal of strategic thinking
and planning. The study suggests that much of the
policy framework is already in place, however a number
of policy and market issues need to be addressed
if Australia is to fully benefit from China’s financial
development.

RMB Trade Invoicing: Benefits, Impediments
and Tipping Points

(ii)	As China and its institutions and markets continue to
grow, we can expect its currency and capital markets to
become as important as its economy and global trade
links. These ongoing developments in China will require

Sydney (March 2014)
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Working Paper

This research has been presented at:
CIFR Forum: Renminbi (RMB) Internationalisation
Sydney (November 2013)

CIFR Workshop: People's Bank of China Delegation
Sydney (November 2013)

CIFR Report Launch: Internationalisation
of the Renminbi
Australia-Hong Kong Renminbi Trade and
Investment Dialogue
Hong Kong (May 2014)
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adaptation and change around the world: to trade patterns and how they are financed and settled, to portfolio investment
flows, and to international financial institutions and their practices.
(iii)	There are a number of factors inhibiting greater RMB trade invoicing between Australia and China. Some of these
have predominantly Chinese origins, including: banks discouraging customers from invoicing in RMB; concerns about
identifying transactions as being genuinely trade-related and hence not subject to VAT; and lack of awareness by many
smaller Chinese companies that RMB invoicing is possible. In both countries, increasing corporate awareness of the
potential benefits of RMB invoicing and settlement and the range of hedging and risk management products available
would be beneficial. There is still considerable market uncertainty regarding the tax treatment of cross-border financial
transactions, in particular with respect to offshore investors investing through Australian-domiciled investment vehicles.
This needs to be addressed by establishing an effective and wide-ranging Investment Manager Regime.
(iv)	
Ongoing developments in offshore RMB settlement arrangements should be watched closely to ensure that Australian
settlement arrangements are as easy and effective as those in other major financial centres.
(v)	There is a lack of awareness on the part of many funds management executives of the rapid pace of change in China’s
financial markets and the associated need to start thinking strategically about how to position their businesses to benefit
from the opening up of China’s capital markets.
Perceptions in China of Australian discrimination against Chinese investment and antipathy in some quarters towards
(vi)	
Chinese investment in Australia need to be overcome.
Completed May 2014

CIFR Workshop: People's Bank of China
Delegation, Sydney (November 2013)

Geoff Weir (CIFR) David Gallagher (CIFR),
Zhenying Wang (Deputy Director General, PBOC
Shanghai) and Kathy Walsh (CIFR/ANU)

David Olsson (KWM), Min Zhu (IMF) and Guy
Debelle (RBA) in a panel at CIFR Forum on
the Internationalisation of the RMB, Sydney
(November 2013)

Geoff Weir (CIFR) and Kathy Walsh (CIFR/
ANU) presenting at CIFR Forum on the
Internationalisation of the RMB, Sydney
(November 2013)

David Gallagher (CIFR), Phillip Lowe (RBA), Kathy
Walsh (CIFR/ANU), Geoff Weir (CIFR) and Barry
Eichengreen (Berkeley) at the launch of the CIFR
report on the Internationalisation of the RMB,
Sydney (March 2014)

Andrew Stoner MP at the launch of the CIFR report
on the Internationalisation of the RMB, Sydney
(March 2014)
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Market Integration
Non-GAAP Reporting: Causes, Consequences and Lessons for Financial Reporting
Regulators
Professor Stephen Taylor

Associate Professor Yaowen Shan

PROJECT Leader

Principal Researcher

Accounting Discipline Group, UTS Business School,
University of Technology Sydney

Accounting Discipline Group, UTS Business School,
University of Technology Sydney

Dr Jeff Coulton

Andrea Ribeiro

Principal Researcher

Principal Researcher

Senior Lecturer, School of Accounting, UNSW
Business School, UNSW Australia

Doctoral student, UTS Business School,
University of Technology Sydney

Background
The role of accounting standards in financial reporting is well
understood. However, in recent years there has been a marked rise
in the extent to which non-GAAP financial performance metrics,
such as ‘underlying profit’, ‘cash profit’ and ‘recurring earnings’, are
included in financial statements. Such terms became popular in
the US and other markets in the late 1990s, but are now subject to
relatively strict regulation overseas. In Australia, this practice has
been relatively unregulated and, with the adoption of international
accounting standards (IFRS) in 2005, anecdotal evidence suggests
there has been a marked increase in the frequency and prominence
of this type of reporting.

Project Objectives

Project Outputs
The Rise and Rise of Non-GAAP Reporting:
A Survey of Australian Practice and its Implications
Monograph

This research has been presented at:
CIFR SYMPOSIUM: Financial Market Developments
Sydney (February 2014)

CAANZ Seminar
Sydney (August 2015)

CAANZ Webinar

This research project investigates this trend - how widespread it
is, what forms it takes, how it differs from GAAP-based definitions
of profit, and whether such metrics convey incrementally useful
information.

Project Outcomes
The research found that:
(i)	There is consistent growth in the extent to which Australian firms promote alternative income measures. The frequency of nonGAAP reporting rose significantly over the 15-year survey period.
(ii)	The percentage of disclosures accompanied by a reconciliation with the GAAP equivalent number has increased significantly.
(iii)

While the percentage of instances where the non-GAAP result is more favourable than the GAAP result is around 60 per cent, 		
there are also a substantial number of instances where the non-GAAP results is less favourable than its GAAP equivalent.

(iv)	There is some evidence that non-GAAP numbers are more likely to create the impression of an improvement in performance (i.e.
benchmark beating), especially with respect to avoiding a drop in performance relative to the prior year.
(v)	The majority of empirical tests suggest that, on average, non-GAAP results are incrementally informative beyond their GAAP 		
equivalents.
The research’s overriding conclusion is that there are competing objectives underlying these disclosures, specifically self-interest versus
better information for stakeholders, and that the consequences of these disclosures vary in line with the dominant motivation for their
supply. The research highlights the extent of the challenge that non-GAAP reporting has created for accounting standard setting bodies.

Completed May 2016
CIFR-FUNDED Research PROJECTS December 2016
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Capturing the Benefits from Regional Financial Integration

Professor Jenny Corbett

Dr Ying Xu

Team Leader

Principal Researcher

Pro Vice-Chancellor
(Research and Research Training),
Office of the Vice Chancellor,
Australian National University

Lecturer, International and
Development Economics,
Crawford School of Public Policy,
Australian National University

Dr Richard Carney

Dr Tony Cavoli

Principal Researcher

Principal Researcher

Crawford School of Public Policy,
Australian National University

Senior Lecturer, The University
of South Australia Business School,
The University of South Australia

Background

Project Outputs

There has been much discussion about financial integration in
Asia. However, it is not clear what ‘financial integration’ means
and how it should be measured, and little evidence on the
benefits and costs for participants.

Measuring Economic and Financial Interconnections
for a Selection of Asia-Pacific Economies

Project Objectives

Measuring Financial Integration: The Network Approach

This project aims to:

Working Paper

(i)	Develop an index to measure financial integration for
Australia and its Asian neighbours;
(ii)	Examine whether economic shocks are transmitted into
Asia via financial channels; and

Working Paper

The Rise of Foreign State Ownership in East Asia:
Domestic Political Determinants and Stabilizing Effects
Working Paper

(iii)	Examine state ownership and its relation to financial
integration in East Asia.

This research has been presented at:

Project Outcomes

Canberra (April 2013)

The
paper,
Measuring
Economic
and
Financial
Interconnections for a Selection of Asia-Pacific Economies,
assesses the degree to which nations in the Asia-Pacific
region are connected through real and financial channels
using a number of basic measures. The study finds that links
between larger economies tend to be mainly driven through
real channels; and that links with smaller economies tend to be
driven more through trade and financial channels. The study
finds that Australia and New Zealand are the most connected
countries in the region through both channels.

Regional Integration and Financial Stability Workshop
AJRC Seminar – Australian National University
Canberra (March 2014)

Western Economic Association International 11th
International Conference
New Zealand (January 2015)

Political Economy of Financial Market Seminar:
Mapping Financial Integration in Asia
Oxford, UK (June 2015)

The paper, Measuring Financial Integration: The Network Approach, establishes a new measure of financial integration by
employing the network approach to highlight the interconnectedness of Asian and other countries through financial linkages.
The research identifies the US and UK as the ‘core’ of the global financial system, being the most interconnected countries
in the global banking network. This implies the global financial network’s intrinsic vulnerability to targeted shocks in wellconnected financial centres. The study finds that China is rapidly interconnecting with the global financial system.
The paper, The Rise of Foreign State Ownership in East Asia: Domestic Political Determinants and Stabilizing Effects, aims
to explain the extent and transparency of state ownership across East Asia. The study proposes a novel framework with two
political attributes: centralization of political control (whether the executive faces institutional checks on its decision-making
power) and coordination commitments (reflecting political leaders’ need to accommodate particularistic or encompassing
interests). The research hypothesises that state-owned firms in authoritarian regimes will exhibit greater stability in periods of
heightened financial volatility because they have a greater commitment to strategically-valued ownership positions.
Completed June 2015
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Success and Failure in Stock Exchange Consolidations: Implications
for Markets and their Regulation
Associate Professor Cally Jordan
Team Leader
Melbourne Law School,
The University of Melbourne

Background
Stock exchange mergers are not a new phenomenon. Domestic
and regional exchanges have been consolidating for decades.
However, the epochal merger in 2007 of the New York Stock
Exchange with Paris-based Euronext, itself a consolidation of
several European exchanges, was a game changer, prompting
the expectation that a truly global exchange would not be far
behind. Other exchanges scrambled to forge alliances and a
sometimes frenzied courting game ensued.

Project Outputs
Success and Failure in Stock Exchange Consolidations:
Implications for Markets and Their Regulation
Working Paper

This research has contributed to the following book
chapters:

Project Objectives
This project aims to investigate why some consolidations
succeeded whereas others failed. The project also examines
the market and regulatory implications of success or failure.

Project Outcomes
As the research proceeded, it became apparent that the forces
driving stock exchange consolidations were foundering.
Politics inevitably played a role. Stock exchanges can be
powerful national symbols, and governments appear reluctant
to relinquish them. Also, strong self-regulatory traditions can
assist exchanges in sidestepping many formal regulatory
impediments.
Exchanges were chasing growth through diversification
across product and territorial borders, in the hope that scale
would increase revenue and reduce costs. But markets are
changing rapidly. The main competitors to exchanges are no
longer other exchanges; they are alternative trading platforms.
However, the technology that facilitated the creation of
alternative trading platforms also provided alternative
strategies to formal mergers. Formal mergers, with their very
public displays of dominance, gave way to discreet strategic
alliances and compatible trading platforms.
The paper, Success and Failure in Stock Exchange
Consolidations:
Implications
for
Markets
and Their
Regulation, provides a short summary of the origins and
history of several exchanges engaged in the mating game.
In order to keep the record straight as to who was making
passes at whom, and when and where, the paper provides
a detailed timeline of the major merger activity over the last
decade.

‘United Kingdom – Gentlemanly Capitalism and the
International Markets’
‘Niche Markets and Their Lessons’
‘Stock Exchanges – An Endangered Species‘
in Jordan, International Capital Markets: Law and Institutions
(2014, Oxford University Press)

This research has been presented at:
Reconceptualising Global Finance and its Regulation
Hong Kong University, Hong Kong (December 2013)

CD Institute Seminar Series
(November 2013)

Completed January 2016
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Regional Financial Stability and Integration in the Asia Pacific Region
Professor Fari
Moshirian

Professor Robert
Engle

Professor Bohui
Zhang

Team Leader

Partner Researcher

Principal Researcher

Professor, Director of the
Institute of Global Finance,
School of Banking and
Finance, UNSW Business
School, UNSW Australia

The Michael Armellino
Professor of Finance, Director
of the NYU Stern Volatility
Institute, Stern Business
School, New York University,
Nobel Laureate

School of Banking
and Finance,
UNSW Business School,
UNSW Australia

Background
Asian banks navigated the 2008 GFC relatively successfully.
Nevertheless, the sovereign debt crisis in Europe, and the
consequent withdrawal of funds from the Asian markets,
highlighted the importance of having resilient regional and
national financial markets in Asia.

Project Objectives
This study examines risk management strategies and their
relevance to the goal of promoting greater regional financial
stability, particularly in Asia.

Project Outcomes
Reflecting the increasing interdependence of the global financial
system, regional financial stability is increasingly recognised as
important in underpinning sustained economic and financial
prosperity. In Asia, the region’s capital markets have become
more resilient since the GFC, yet global forces remain a significant
influence on their development.

Project Outputs
Banks Non-Interest Income and Global Financial
Stability
Working Paper

Aspects of Regional Financial Stability: A Policy
Approach
Working Paper

This research has been presented at:
Systemic Risk: Liquidity Risk, Governance and
Financial Stability Conference
Sydney (July 2013)

CIFR SYMPOSIUM: Systemic Risk
Sydney (August 2013)

Financial institutions whose market presence is sufficient to impact the wider global financial system are defined by the Financial Stability
Board (FSB) as global systemically important financial institutions (G-SIFIs). Similarly, the Basel Committee on Banking Supervision has
identified banks that, although not G-SIFIs, are nevertheless significant entities within their home markets. These are defined as domestic
systemically important banks (D-SIBs).
To measure systemic risk, this paper utilises the SRISK methodology, which measures a bank’s capital adequacy in the context of its
liabilities. This methodology shows that, as equity values progressively decline relative to outstanding debt during a crisis, the degree of
banks’ leverage correspondingly increases as they become financially distressed. Applying the SRISK ranking methodology in the three
largest Asian countries, namely China, India, and Japan, the paper finds that only 4 of the world’s largest 29 G-SIFIs are located in this
region.
Completed December 2015
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Innovation
The Regulation of Mobile Financial Services
Professor Ross
Buckley

Professor Douglas
Arner

Team Leader

Principal Researcher

CIFR KWM Chair of
International Finance Law,
Scientia Professor,
UNSW Law,
UNSW Australia

Co-Director, Duke UniversityHKU Asia America Institute in
Transnational Law,
Faculty of Law,
The University of Hong Kong

Dr Cheng-Yun Tsang

Jonathan Greenacre

Principal Researcher

Principal Researcher

Research Fellow,
UNSW Law,
UNSW Australia

Researcher,
University of Oxford
(Formerly UNSW Australia)

Background

Louise Malady
Principal Researcher
Senior Research Fellow,
UNSW Law,
UNSW Australia

This project is a partnership
with the United Nations
Capital Development Fund

Project Outputs

In many developing countries, rural residents require two or
more days to get to a bank branch. Moreover, their journey may
be wasted, because up to 45 % of government payments can
go missing. The delivery of financial services over a mobile
phone means that the person can have instantaneous access
to banking and welfare payments that can be distributed
without leakage. Digital Financial Services (DFS) is a potential
mechanism to promote people’s productivity and alleviate
poverty.

Project Objectives
This project aims to analyse and resolve fundamental legal
and regulatory issues to ensure a vibrant environment for DFS.
This project is the world’s first sustained study into the design
of effective DFS regulation, in particular for Mobile Money.

Project Outcomes
Regulators who understand consumer demand are better
placed to appreciate which market developments need to
be encouraged or facilitated through policy and regulatory
initiatives.
Regulators can assess a DFS product’s potential for
promoting financial inclusion by considering the extent
to which it takes account of the local environment and the
strength of its customer value proposition. Emphasising
these two aspects in a DFS initiative increases the likelihood
of providers delivering a customer solution that is useful and
relevant for the target market.

The Enabling Regulation of Digital Financial Services
Regulatory Handbook

Protecting Mobile Money Customer Funds in Civil Law
Jurisdictions
International & Comparative Law Quarterly, forthcoming
(Ramos, Solana, Buckley & Greenacre)

Consumer Protection Issues for Digital Financial
Services in Emerging Markets
Banking and Finance Law Review, forthcoming (Malady)

Regulation of Digital Financial Services in China:
Last Mover Advantage?
Tsinghua China Law Review, Vol.8, 2015 (Zhou, Arner & Buckley)
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Regulatory efforts to understand and build consumer demand
should focus on three key areas:
(i)	Understanding the financial needs of the unbanked and
under-banked;
(ii)	Promoting financial literacy to encourage the uptake and
use of DFS; and
(iii)	Being an enabling regulator by supporting DFS providers
in experimenting with and testing new products.
The research highlights the current difficulty facing the DFS
industry in that they are regulated as traditional bankers.
However, the transaction amounts are too small and the profit
margins too thin to bear the regulatory burden of a bank.
Hence, there should be a balance between the risk inherent
in the delivery of DFS and the minimum amount of regulation
necessary.
A vibrant DFS environment requires a strong institutional basis
that ensures:
(i)

Customer funds are protected;

(ii)	DFS agents have the right incentives to act in customers’
best interests;
(iii)	AML/CTF regimes are applied flexibly on a risk-adjusted
basis;
Customers are protected by appropriate consumer
(iv)	
protection laws, and enjoy effective recourse; and
(v)	DFS products are responsive to consumer demand in
each particular market.
There are three risks to customers’ funds:
Insolvency risk - the provider becomes insolvent or
(i)	
otherwise fails, and customers’ funds are used to repay
the debts of the provider;
(ii)	Liquidity risk - the provider uses customers’ funds for its
own purposes and cannot repay customers when asked
to do so; and
(iii)	Operational risk - loss of customers’ funds due to fraud,
misuse or poor administration by the provider or its
employees.
The secure protection of customer funds is vital for the growth
of DFS provided by telecommunication companies. The
research addressed this legal challenge in both common law
and civil law jurisdictions.
In common law jurisdictions, trust law may effectively protect
e-money customers’ funds. However, in civil law jurisdictions
there are no clear-cut solutions.
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Regulating Digital Financial Services Agents in
Developing Countries to Promote Financial Inclusion
Singapore Journal of Legal Studies, 2015
(Gibson, Lupo-Pasini & Buckley)

Building Consumer Demand for Digital Financial
Services – The New Regulatory Frontier
The Banking Law Journal and Journal of Financial Perspectives,
2014 & 2015 (Buckley & Malady)

The Regulation of Mobile Money in Malawi
Global Studies Law Review, forthcoming (Greenacre, Buckley &
Malady)

Using Trusts to Protect Mobile Money Customers
Singapore Journal of Legal Studies, 2014
(Greenacre & Buckley)

Pacific Injustice and Instability: Bank Account
Closures if Australian Money Transfer Operator
Journal of Banking Finance Law and Practice, Vol.25, 2014 (Ooi &
Buckley)

The rise of Mobile Money: Regulatory Issues for
Australia
FINSIA Journal of Applied Finance, Vol.1, 2013 (Greenacre)

Digital Financial Services for the Poor in the Pacific
Working Paper (Buckley, Malady & Tsang)

The Regulation of Mobile Money in Emerging
Markets: State of Play
Working Paper (Malady & Buckley)

Building Consumer Demand for Digital Financial
Services – The New Regulatory Frontier
Working Paper (Malady & Buckley)

Developing and Implementing AML/CTF Measures
Using a Risk-Based Approach for New Payments
Products and Services
Working Paper (Malady, Buckley & Arner)

E-Money Knowledge Product: Trust Law Protections
for E-Money Customers
Working Paper (Greenacre & Buckley)
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To facilitate the inquiry, the research identified three necessary
functions that a legal instrument should fulfil to effectively
protect customers’ funds:
(i)

Fund isolation;

(ii)

Fund safeguarding; and

The research contributed to a series of briefing notes
for the United Nations Capital Development Fund
(UNCDF):

Protection of customers’ interests against operational
(iii)	
risks.
Successful DFS delivery is contingent on an appropriate
legal framework that allocates agent liability effectively and
properly. The choice is between an agent’s personal liability
and a principal’s vicarious liability. Neither liability regime is
perfect. Each can impede DFS delivery and financial inclusion.
Furthermore, existing agent guidelines typically apply to bank
principals and not Mobile Network Operators (MNOs), and are
typically less than clear when it comes to whether or not the
principal’s vicarious liability can be excluded by the principalagent agreement. Therefore, a more efficient approach is to
adopt clear principal vicarious liability rules, coupled with an
explicit contractual agreement regarding agent penalties and
rewards, and supported by a functional regulatory approach
that applies to all DFS agent activities irrespective of the type
of entity offering the DFS.
Implementation of DFS is at varying stages within the Pacific
and differs in form from country to country. While nations
such as Fiji and Papua New Guinea have had mobile banking
services for several years, Timor Leste introduced its first
pilot mobile banking program at the end of 2014. Some
countries have DFS offered by a range of providers, while
others currently have relatively little competition. Mobile
banking services offered by MNOs are the most common
model in some countries, while in others the DFS market is
predominantly led by banks.
It is encouraging that central banks in the Pacific are committed
to creating an enabling regulatory environment, however it is
important that regulation is developed to foster certainty in the
system and protect those who use it. Going forward, regulation
of DFS needs to focus on four things: building consumer
trust through improving consumer protection; implementing
simplified Know Your Customer (KYC) processes; regulating
the use of agents; and cross-regulatory cooperation.
The research highlights China’s potential to become a frontrunner in the development of a sustainable and effective
regulatory framework for DFS. Although only realizing the
importance of DFS in the last decade, China has signaled a
strong political will to accomplish the regulatory work sooner

Using Trusts to Protect Customers’ Mobile Money
Funds
The Role of Regulators in Building Consumer
Demand for Mobile Money
Regulating the Use of Digital Financial Services
Agents in Developing Countries
Protecting Customers’ Mobile Money Funds in Civil
Law Jurisdictions
Digital Payments are coming – and life will be
different
Op-ed (Featured in The Sydney Morning Herald) (Buckley)

This research also involved a conference:
Regulating the Revolution – Rethinking the Regulation
of Digital Financial Services
Sydney, 10 -11 December 2015

This research has been presented at:
CIFR SYMPOSIUM: Financial Market Developments
Sydney (February 2014)

CIFR WORKSHOP: Financial System Inquiry II –
The Interim Report
Sydney (August 2014)

CIFR WORKSHOP: Financial System Inquiry III –
The Final Report
Sydney (March 2015)
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rather than later. A supportive regulatory environment, and
financial and non-financial institutions having entered into DFS
development to meet the rapidly growing needs of investors
and consumers, has caused explosive growth in this area.
The research on using trusts to protect customer funds
has been widely used by the World Bank in a range of
African countries and has been directly implemented by the
respective central banks of Fiji and Timor Leste. Many of the
researchers’ other regulatory suggestions have been adopted
by Timor Leste and Malawi, two countries in which they have
conducted extensive field work.
Completed February 2016

Inaugural Pacific Islands Regional Initiative
Dili, Timor Leste (May 2015)

Pacific Microfinance Week 2015
Solomon Islands (September 2015)

ASIC
Sydney (November 2015)

Alliance for Financial Inclusion Pacific Islands
Regional Initiative
Nuku’alofa, Tonga (November 2015)

3rd Annual Colloquium of the Academic Committee
of the Banking & Finance Services Law Association
Sydney (November 2015)

Professor Ross Buckley presenting and participating in a panel discussion at the Pacific Microfinance Week 2015, Honoria, Solomon Islands (September 2015).

Professor Ross Buckley and Louise Malady presenting and participating in a panel discussion at the Regulating the Revolution – Rethinking the Regulation
of Digital Financial Services Conference in Sydney (December 2015).
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Regulatory Data Architecture and Analytics
Dr Kingsley Jones

Richard Lawson

Team Leader

Principal Researcher

Research Fellow,
CIFR

Global Quantitative Equity Research Analyst,
RF Capital
(Formerly CIFR)

Background
Rapid developments in cloud computing and data science
have significantly reduced the cost and expanded the scope
of possible analytics in the practice of financial regulation.
However, the existing architecture of regulatory interaction is
still set in old models of data that are not actively integrated
or shared.

Project Objectives
This project aims to examine and review the current data
architecture for the gathering, provisioning and analysis of
data in the Australian financial regulatory system. It also seeks
to explore the possible future of regulatory analytics and data
architecture in light of new technology.

Project Outcomes
The first working paper, Financial System Inquiry Topic
Analysis, is a demonstration of how computer text-analytics
could be employed as a tool to assist the process of public
policy development. This technology is of considerable
practical use in public inquiry processes, where the number
of textual documents to be examined is often very large and
there is some natural structure imposed on topic selection.

Project Outputs
Financial System Inquiry Topic Analysis
Working Paper

Regulatory Analytics and Data Architecture
Report

This research has been presented at:
CIFR WORKSHOP: Financial System Inquiry II –
The Interim Report
Sydney (August 2014)

Big Data & Analytics Innovation Summit
Sydney (September 2014)

CIFR WORKSHOP: Regulatory Analytics and Data
Architecture
Sydney (October 2014)

Finance-Com 2014
University of Sydney (December 2014)

CIFR WORKSHOP: Financial System Inquiry III –
The Final Report
Sydney (March 2015)

The study used text-analytics to compile a topical survey
of the content of submissions to the 2013-14 Australian
Financial System Inquiry. This involved a statistical analysis of word patterns and classification of similar submissions by
topical content into groups. This analysis identified common patterns of interest among the topics featured in the Inquiry, as
well as the associated author groups. The study demonstrates that there is potential for the use of computer text-analytics to
enhance the productivity of Inquiry panel members charged with reading and analysing a very large body of submissions. Such
methods may also sharpen the conversation expressed through the process of public submissions, commentary and secondround consultations.
The second paper, Regulatory Analytics and Data Architecture, delivers further insights and recommendations regarding the
architecture of regulatory analytics, including:
(i)	Technology trends of the day, including faster computing, network data portals and growth in organisational models, are
shaping the way data is contributed, collected and consumed in an increasingly web-based model.
(ii)	There are ever-present frictions between contributors, collectors and consumers of data. This raises political issues, such
as ownership rights, permissions and licenses, and the social trends in open innovation, open data and entrepreneurship.
(iii)	The project maps the existing data sources used within the Australian regulatory system. There is already extensive data
sharing between agencies, such as the Australian Bureau of Statistics, the Australian Prudential Regulation Authority and
the Reserve Bank of Australia. However, there is still not much use of data portal technology to streamline some of these
interactions.
(iv)	As such, the report proposes the establishment of a Financial Intelligence Data Office (FIDO) as a clearing house to
facilitate the linkage of existing data portals. It would serve as a collaborative shared repository for both the private and
public sector in sharing, accessing and enriching data intended for public use as a public utility. This would facilitate the
development of open data and open standards for the benefit of contributors, collectors and consumers of financial data.
Completed February 2015
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Developing Coherent and Usable Decision Support Systems to Improve Financial
Wellbeing over an Individual’s Lifecycle
Associate Professor Anthony Asher

Dr Adam Butt

Team Leader

Principal Researcher

Postgraduate Actuarial Programs Coordinator,
School of Risk and Actuarial, UNSW Business
School, UNSW Australia

Senior Lecturer, Research School of Finance, Actuarial
Studies & Statistics, ANU College of Business and
Economics, Australian National University

Dr Gaurav Khemka

Professor Ujwal Kayande

Principal Researcher

Principal Researcher

Visiting Fellow, ANU College of Business and
Economics, Australian National University
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Background
Most Australians need access to an appropriately designed
financial planning calculator to assist in deciding, both before and
after retirement, how much to save and to spend, and where to
invest. The superannuation industry has developed a number of
financial planning calculators, but they are generally limited in
scope. There is a risk that recommendations derived from these
calculators may be misunderstood or inappropriate. Regulations
recognise these risks, but have also restricted the development of
more sophisticated decision-support systems.

Project Outputs
Financial Calculator
draftfinplancalc.com

Retirement Incomes – Issues and Next Steps
Australian Journal of Actuarial Practice, Vol. 3,2015

Formulating Appropriate Utility Functions and Personal
Financial Plans

Project Objectives

Conference Paper

Informed by academic research from economics, psychology and
actuarial science, this project team developed a web-based financial
planning calculator prototype to understand people’s preferences
in relation to the presentation of financial planning information
prior to and during retirement.

Lifecycle Planning: Towards a Better Financial Calculator
Conference Paper

This research has been presented at:
Actuarial Society of South Africa

Project Outcomes
The calculator developed during this research project is being
used for ongoing experimental work. Anyone seeking insights to
help them develop a retirement savings plan or assess their life
insurance needs is invited to use the calculator at draftfincplancalc.
com. This calculator differs from existing calculators in several
respects:
(i)

It collects data on current and future earned income and
retirement dates using innovative and engaging software
that allows users to draw on the graphs to input their data.

(ii) It makes recommendations as to current Levels of spending
and savings that will equate to real equivalised spending levels
throughout life (i.e. taking into account the number of people
in the household). It makes allowance for childcare, school fees
and housing – each of which can have a lifetime cost of the same
order as superannuation. Current calculators do not perform these
complex calculations and users therefore may be encouraged
to save too much or too little to maintain their current living
standards in retirement.
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Johannesburg (February 2015)

Actuaries Summit: Take the Lead
Melbourne (May 2015)

IAA Colloquium
Oslo, Norway (June 2015)

UNSW Superannuation Colloquium
Sydney (July 2015)

7th Australasian Actuarial Education and Research
Symposium
Gold Coast (December 2015)

CIFR RESEARCH SHOWCASE: Superannuation
Sydney(April 2016)

Actuaries Institute Financial Services Forum 2016
Melbourne (May 2016)
Australian National University
Canberra (April 2016)
Bond University
Gold Coast (June 2016)
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(iii)

It makes recommendations for life insurance that take all earnings, expenses and household members into account. 		
Current calculators invariably over-simplify this complex calculation.

(iv)

It experiments with some novel ways of ascertaining the users’ implicit utility functions by presenting them with 		
a slider that allows them to see the impact of investment fluctuations on their spending patterns. Existing calculators
often mislead users by focussing just on risks to capital, and by reporting average spending levels each year (which 		
can be unrepresentative at a particular point in time and don’t take into account the need to vary expenditure in line
with fluctuations in investment returns).

The calculator does not, at this stage, allow for longevity risk, pending new regulations that will permit a wider variety of annuity
products. However, it can be easily extended to provide holistic advice, including optimal superannuation contributions.

Completed August 2016

Associate Professor Anthony Asher
presenting at CIFR RESEARCH SHOWCASE:
Superannuation in Sydney (April 2016).
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PROjeCt OutPutS

to date, products with stored financial value, such as the
Sydney public transport Opal card, gift cards and prepaid
debit cards, have not been particularly important in the
australian financial landscape. they have been regulated by
a process of exemptions by which, if the financial product
meets certain criteria, the relevant authority exempts it from
having to comply with other onerous requirements. Such
an approach has limited the potential for innovation. It was
understandable before the Fintech revolution, however it has
probably now reached its use-by date.

Project Objectives

the Coming of age of digital Payments as a Field
of expertise
journal of Law, technology & Policy, forthcoming
(mas & buckley)

Protecting the West, excluding the rest: the impact
of the amL/CtF regime on financial inclusion in the
Pacific, and potential responses
melbourne journal of International Law, forthcoming
(Stanley & buckley)

this project aims to provide an analysis of australia’s existing
Purchased Payment Facility (PPF) regulatory arrangements. It
draws on regulatory developments abroad to explore new ways
of regulating PPFs and new payments players more generally.

Submissions:

Project Outcomes

‘Shaping the Future of australian Payments’

the research highlights several principal differences between
banks and payment providers. banks prosper greatly from
managing risk and little from network effects, whereas
payments providers typically seek to avoid risk and prosper
greatly from network effects. hence, payments should be
seen and regulated separately from the banking industry.
the research provides the following recommendations to
improve the current PPF regulatory regime:
(i)

Simplify and reduce the current
authorisation regimes from four to one;

(ii)

Reduce the number of PPF supervisors from three to one;

(iii)

Create regulation that is principles-based and functional
in design, focusing on outcomes, rather than the method
by which these will be achieved;
streamline

licensing

Consolidate and
provisions; and

(v)

Improve the information available on the PPF market sector.
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Submission to treasury on Financial System Inquiry
(march 2015)

Submission to the australian Payments Plan Consultation
(july 2015)

‘account Closures of money transfer Operators
by australian banks: Instability and Injustice in the
Pacific’
Submission to the Financial System Inquiry (august 2015)

different Worlds: Why digital payments should not be
regulated as an offshoot of banking
Op-ed (Featured in Nextbillion) (buckley & mas)

(iv)

COmPLeted February 2015

data-mining

and

‘Purchased Payment Facilities’

legislative

this research has been presented at:
‘e-money and purchased payment facilities: how can
and should they be regulated?’
king & Wood mallesons, Sydney (march 2015)

‘a better Way to Regulate Purchased Payment
Facilities’
CIFR, Sydney (march 2015)
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RESEARCH PROJECT: Systemic Credit Portfolio Risk and Implications on Regulations for
Bank Capital and Securitisation Ratings
Working paper summary

Valuation of Systematic Risk in the Cross-Section of Credit Default Swap Spreads
Arndt Clauben, Leibniz University of Hannover, Germany
Sebastian Lohr, Leibniz University of Hannover, Germany
Daniel Roesch, University of Regensburg, Germany
Harald Scheule, University of Technology Sydney

During the global financial crisis (GFC), there was an apparent mismatch between credit ratings and related default risks. This was
specifically evident in the credit default swap (CDS) market, where spreads on higher-rated credits widened to a greater extent than
those on lower-rated credits.
This paper analyses the pricing of systematic risk factors in CDS contracts. It further examines whether contract-specific sensitivities to
systematic risk factors are priced into swap contracts by controlling for individual risk factors.
CDS contracts extract and transfer the default risk inherent in corporate debt instruments. Therefore, CDS sellers effectively sell protection
against default, receiving a premium payment in return for covering potential losses in underlying debt claims.
This paper makes three contributions with regard to understanding the determinants of credit spreads:
(i)

It identifies three systematic risk factors as the key determinants of CDS spread changes. These factors are credit market climate,
market volatility and cross-market correlation.

(ii)

It shows that credit ratings do not fully reflect the overall credit risk priced into CDS spreads.

(iii)

It shows that systematic risk exposures are priced in a cross-sectional manner, by controlling for the respective impacts of three
specific individual risk factors. These are credit ratings, liquidity and leverage.

The data set for the study encompasses over 124,000 weekly CDS spread observations, covering 339 US corporate entities across
10 economic sectors. The observation period is from 2004 to 2010. This facilitates the observation of normal market conditions, and
distressed conditions such as those that prevailed during the GFC.
Systematic risk factors
Credit market climate
The credit market climate represents the collective overall view of credit risk. This view is strongly and directly affected by prevailing
economic conditions. In turn, CDS spreads tend to be positively correlated with the negative market climate. If the credit climate worsens,
CDS spreads widen and vice versa.
Market volatility
The characteristics of a debt claim are similar to those of a short position in a put option. During episodes of heightened market volatility,
option prices typically rise to reflect an increased level of uncertainty. Similarly, market volatility leads to CDS spreads widening to reflect
a greater risk of default.
Cross-market correlation
Cross-market correlation has a direct relationship with CDS spreads. An increased degree of correlation between markets correspondingly
reduces the scope for diversification of risk, which typically results in CDS spreads widening. Conversely, if market correlations decrease,
there is greater scope for diversification which, in turn, is conducive to spreads tightening.
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Individual risk factors
Credit ratings
CDS spread movements reflect changing perceptions of the creditworthiness of a debt issuing entity. A perceived decrease in
creditworthiness typically leads to spreads widening, and vice versa. Spreads’ sensitivity to systematic risk appears to vary widely
around the median beta within each rating class. CDS instruments that have higher systematic risk exposures are generally priced with
comparatively wide spreads, and this systematic risk is not sufficiently reflected in the related credit rating. This indicates that credit
ratings agencies tend to underestimate systematic risk exposures.
Liquidity
CDS investors require a premium to compensate for liquidity risk. Accordingly, if a CDS contract’s liquidity decreases, the spread will
correspondingly widen to compensate investors for the increased risk and vice versa.
Leverage
According to structural theory, the default threshold of a debt issuer is a function of the level of its outstanding debt. Given that increased
leverage correspondingly raises the issuer’s probability of default, a direct and positive relationship typically exists between the issuer’s
leverage ratio and its CDS spread. Moreover, this relationship applies across all industry sectors.
At an overall level, the study finds that the observation variables, which comprise systematic and non-systematic risk measures, account
for approximately 80% of the observed CDS spreads in normal market environments. This rises to approximately 90% during episodes of
financial market turmoil.
With regard to credit ratings, the study finds that these may explain more of the spread variation in times of financial stress than in
moderate economic conditions. The results also appear to indicate that market participants who were involved in pricing swap contracts
relied more intensively on ratings during the GFC than prior to the crisis.
The study’s findings are significant in terms of their relevance for asset pricing, financial market regulation, and the pricing of structured
finance securities.
Previous literature analyses the impact of credit ratings on the price of assets with inherent credit risk. This study goes further than ratings
and explicitly addresses the price impact of systematic risk on CDS spreads. The findings are relevant not only for CDS valuations, but also
provide a further insight into the pricing of corporate bonds, as these bonds are also exposed to systematic risk.
Because credit ratings do not appropriately reflect systematic risk, there is a resultant mismatch between ratings and spreads in terms
of their respective implications for appropriate levels of bank regulatory capital. This finding is relevant for regulators as it exposes a
potential threat to individual financial institutions and the broader financial system.
Finally, the study’s findings have relevance for the pricing of structured finance securities such as collateralised debt obligations (CDOs),
which are particularly exposed to systematic risk.
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RESEARCH PROJECT: Systemic Credit Portfolio Risk and Implications on Regulations for
Bank Capital and Securitisation Ratings
Working paper summary

Dynamic Implied Correlation Modelling and Forecasting in Structured Finance
Sebastian Lohr, Leibniz University of Hannover, Germany
Olga Mursajew, Leibniz University of Hannover, Germany
Daniel Roesch, University of Regensburg, Germany
Harald Scheule, University of Technology Sydney
Correlations are the main drivers of credit portfolio risk. Furthermore, they constitute a major element in pricing credit derivatives such
as synthetic single-tranche collateralised debt obligation swaps.
This paper highlights the merits of a dynamic panel regression approach to modelling and forecasting implied correlations.
Over the past twenty years, the traded volume of credit derivatives has grown rapidly, highlighting their financial market importance.
However, the global financial crisis (GFC) brought to light a particular challenge in the pricing of credit derivatives, such as collateralised
debt obligations (CDOs). Specifically, it became evident that creating tranches within CDO structures may have amplified potential errors
in the assessment of default risks associated with the underlying assets, and the correlations between these risks.
In general, credit risks, and the correlations between them, determine the loss distribution of credit portfolios’ underlying derivatives.
However, correlation measures are not readily observable, and therefore they are unknown parameters. This underlines the need
for appropriate correlation models in order to estimate expected tranche losses, which in turn determine tranche prices or spreads.
Accordingly, appropriate correlation forecasts are important parameters in the pricing models of structured financial instruments.
There are several standard approaches to estimate implied correlations matching observable market spreads of credit derivatives.
Analogous to extracting implied volatilities from option market prices using the Black-Scholes equation, implied correlations can be
extracted from CDO tranche prices.
This study examines three correlation estimation approaches in the context of their forecasting performance.:
(i)	Base correlations are derived from tranche spreads on the iTraxx Europe Index.
(ii)	Base correlations are modelled using:
•	A dynamic fixed effects regression correlation model (FERM); and
•	A dynamic mixed effects regression correlation model (MERM).
(iii)	These correlations are used to calculate daily spread forecasts, and, in turn, forecast errors.
A FERM accounts only for fixed tranche-specific effects, whereas a MERM additionally reflects the variability impact of time.
A comparison of the forecast performances of the respective models shows that the implied correlation models are superior to a dynamic
historical asset correlation approach in terms of prediction errors. The results correspond to findings related to option markets, where
implied volatility regression models outperform forecasts based on standard deviations of log-returns.
The forecast accuracy of the models is measured by calculating the root mean square forecast error (RMSFE) of STCDO spreads.
Analogously, daily STCDO spreads are forecast with a dynamic asset correlation model (ACM). A comparison of the forecast accuracy
suggests the superiority of the dynamic regression correlation models in terms of the RMSFE metric.
The increased accuracy of the MERM leads to an improvement of the overall spread forecast performance with several implications for
financial institutions and regulatory authorities dealing with structured finance instruments.
The intra-class correlation indicates the existence of unconsidered systematic risk varying over time, and underlines the importance of
applying a MERM in order to account for such systemic time effects.
By expanding the MERM to other relevant systemic risk factors, useful information can be derived in order to develop appropriate stress
tests for structured finance products. It may also support the measurement of risk contributions of synthetic STCDOs to inherent portfolio
credit risks, which is particularly relevant for investors in securitised tranches.
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RESEARCH PROJECT: Systemic Credit Portfolio Risk and Implications on Regulations for
Bank Capital and Securitisation Ratings
Working paper summary

Forecasting Mortgage Securitisation Risk under Systemic Risk and Parameter Uncertainty
Daniel Roesch, University of Regensburg, Germany
Harald Scheule, University of Technology Sydney
The 2008 global financial crisis (GFC) exposed financial institutions to severe and unexpected losses in relation to mortgage-backed
securities (MBS) and other similar securitised products.
Using data covering periods both before and during the GFC, this paper identifies and empirically assesses two related issues, systemic
risk and parameter uncertainty, that are associated with the measurement of risk in relation to securitised products.
The creditworthiness assessments that the credit ratings agencies assigned to securitised products are regarded as having contributed
to the GFC in 2008.
Financial market participants relied on these ratings, which reflect expectations about future impairment risk, often based on previous
experience. Consequently, they were caught unawares by the high incidence of impairments and the large number of downgrades of
seemingly high-quality MBS that occurred from 2007 to 2009.
Impairment rates for MBS and home equity loan securities (HELS) were well below 10 basis points (bp) in the period before the GFC,
before peaking at levels in excess of 20% at the height of the crisis.
The study aims to achieve two key objectives:
(i)	To analyse the magnitude of deviations of realised impairments on securitised products from what was implied by their credit 		
ratings. This shows the sensitivity of these products to systemic risk.
(ii)	To show that measuring systemic risk with an econometric model is subject to significant parameter uncertainty.
These two issues are closely related, as the history of time series credit data is generally limited. This leads to an increase in parameter
uncertainty and an underestimation of systemic risk, more so if the empirical evidence is limited to periods of economic expansion. The
study finds that this was indeed the case for MBS prior to the GFC.
The study provides an empirical analysis of systemic risk and parameter uncertainty for securitised products, using data from the periods
before and during the GFC. Furthermore, it shows the magnitude of systemic risk exposure and parameter uncertainty.
The paper analyses a unique and extensive universe of data, comprised of MBS and HELS issued in the US during the period from 1997
to 2009. The associated credit ratings are sourced from Moody’s Investors Service (Moody’s). A correlation analysis indicates that Moody’s
ratings align closely with those of Standard & Poor’s and Fitch Ratings, the other leading ratings agencies.
The data shows, firstly, the increase in issuance of these securities over the observation period, and secondly, the rise in impairment rates,
particularly among lower-rated issues, during the GFC period. Furthermore, realised impairments during this period often exceeded the
capital required to cover potential further losses.
The following three key findings emerge from the study:
(i)

Correlation and parameter uncertainty have a substantial impact on the risk associated with individual securities.

(ii)

Systemic risk leads to realised impairment rates deviating from expectations, which are generally measured by credit ratings. 		
Observed deviations are particularly pronounced in the case of highly-rated securities. These are found to be the largest in 		
terms of tranche counts and volumes, and show higher impairment rates during an economic downturn than credit ratings 		
would suggest.

(iii)

Given their systemic risk exposure, the greater incidence of impairment of higher-rated securities during the GFC is consistent 		
with the ranges generated by adverse scenarios for the unknown parameters.

The findings imply that model properties such as securitisation-induced systemic risk and parameter uncertainty may complement
the information provided by credit ratings. Taking systemic risk and parameter uncertainty into account implies broad intervals for risk
measures such as value-at-risk or economic capital. Had these implications been common knowledge, high impairment rates would
most likely not have surprised to the extent that they did during the GFC.
In future, ratings agencies may consider updating their methodologies to reflect systemic risk and uncertainty. Investors may
correspondingly adjust their interpretation of credit ratings.
CIFR-FUNDED Research PROJECTS December 2016
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RESEARCH PROJECT: Systemic Credit Portfolio Risk and Implications on Regulations for
Bank Capital and Securitisation Ratings
Working paper summary

Ratings Based Capital Adequacy for Securitisations
Kristina Lutzenkirchen, Leibniz University of Hannover, Germany
Daniel Roesch, University of Regensburg, Germany
Harald Scheule, University of Technology Sydney
The shortfall in regulatory capital held to cover securitised asset exposures during the GFC was significantly attributable to credit agency
ratings.
This paper develops a framework to measure securitises assets’ exposure to systematic risk. It specifically examines whether ratingsbased rules for the calculation of regulatory capital of securitisation adequately reflect this exposure.
Asset securitisation is the practice of bundling individual assets into collective packages that, in turn, become tradeable securities. A
variety of assets may be securitised, but the most common are asset backed securities (ABS), collateralised debt obligations (CDOs),
commercial mortgage backed securities (CMBS), residential mortgage backed securities (RMBS), and home equity loan securitisations
(HELS).
Securitised assets may be used as sources of funding and risk intermediation tools, or to actively manage asset and liability exposures in
financial institutions.
However, during the global financial crisis (GFC), securitised assets were often the cause of major losses, and featured as a contributing
cause of institutional failure.
Hindsight shows that the ratings-based regulatory capital requirements for securitised assets were often insufficient to cover the losses
incurred as financial markets fell sharply. Moreover, the high default rates of structured financial instruments during the GFC indicate that
securitisation exposures are particularly sensitive to systematic risks.
The large number of ratings downgrades prompted by the GFC may be attributed to the combined impact of revised credit rating
agency (CRA) expectations, poorer than expected collateral performances, and changes in ratings methodology to address previously
underestimated concentration and correlation risks.
Moreover, ratings changes appeared widely spread among the various CRAs, indicating a close similarity in the respective models used
to assess securitised assets. This, in turn, raises the question of whether CRAs sufficiently discriminate between systematic and nonsystematic risk, and whether the systematic risk of securitised products is sufficiently incorporated in the corresponding ratings of all
tranches of securitised assets.
In the wake of the GFC, the Basel Committee on Banking Supervision noted a sharp decline in the issuance of securitised assets, prompting
efforts by regulators to re-establish sustainable markets for these assets. This paper contributes to these efforts by analysing the rules for
the ratings-based calculation of regulatory capital.
There are two alternative methods for determining the amount of regulatory capital to be set aside for securitised asset holdings.
Supervisory formula approach (SFA)
This method applies if no external credit rating is available, and therefore it relies on the bank’s internal credit risk information. Using this
approach, a securitised asset’s regulatory capital requirements are calculated on the basis of factors such as: the capital requirements
prior to securitisation; the number of assets in the pool; and the tranche thickness and attachment level.
Ratings-based approach (RBA)
Banks are obliged to use this approach if an external credit rating of the securitised asset is available. The RBA is based on an analytical
model for calculating capital charges associated with conditional expected losses (CEL) for tranches of portfolios, also called pools.
The effectiveness of the RBA is dependent on the ability of CRAs to measure and include systematic risk in their ratings. It follows that if
the CRA ratings do not adequately reflect the inherent systematic risk, the implied required capital may prove insufficient during periods
of financial stress.
The data sample analysed in this paper covers the period from 2000 to 2008, and includes transactions that are representative of the
assets most commonly found in securitised pools.
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The contributions of the paper are as follows:
(i)	Development of a framework to empirically measure the exposure to systematic risk of the portfolio underlying a securitised 		
asset. The paper finds that RBA capital does not adequately reflect systematic risk exposure. This may create an incentive for 		
financial institutions to invest in highly rated securitisations with high systematic risk. In this regard, ABS and CDOs are found to
be most sensitive to systematic shocks.
(ii)

Calculation of the conditional expected loss (CEL) as a measure of the necessary regulatory capital requirement for a securitised
asset, based on the underlying portfolio’s exposure to systematic risk. The CEL ratios are found to be significantly higher than 		
the comparative RBA ratios for each transaction class, and for every year of the relevant time period. This further supports the 		
conclusion that ratings do not sufficiently capture systematic risk.

(iii)

Comparison of the required capital provisions respectively implied by the RBA and CEL methodologies. Based on this 		
comparison, the paper uncovers areas on the rating scale that provide insufficient capital coverage. Further, it shows that the 		
capital shortfall from the underestimation of systematic risk predominantly relates to higher-rated tranches, and that these are 		
most sensitive to systematic shocks.

(iv)	Discussion of the ways in which the gap between RBA and implied expected tranche loss might be mitigated. The study findings
indicate that capital regulation should account for higher systematic risk, as it is practically challenging to influence the 		
methodology of the ratings agencies. This implies a necessary re-calibration of the risk weights for securitisations, in order to 		
avoid unexpected losses during economic downturns.
The paper finds that the shortfall of regulatory capital during the GFC is related to ratings. In particular, the most senior tranches of
securitised exposures which count for high issuance volumes are highly sensitive to the state of the economy and this exposure is not
reflected in either ratings or regulatory look-up tables, which map ratings to risk weights.
To ensure there is sufficient capital to cover exposures during economic downturns, prudential regulators may consider a re-calibration
of the risk weights provided by the current RBA approach. Specifically, any re-calibration should primarily focus on higher-rated tranches.
The impact on financial markets, institutions and instruments of such a re-calibration would need to be quantified, with a view to
ensuring that regulatory change reduces rather than exacerbates market distortions.
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RESEARCH PROJECT: Systemic Credit Portfolio Risk and Implications on Regulations for
Bank Capital and Securitisation Ratings
Working paper summary

Liquidity Constraints, Home Equity and Residential Mortgage Losses
Hung Xuan Do, University of Technology Sydney
Daniel Rösch, University of Regensburg, Germany
Harald Scheule, University of Technology Sydney
Residential mortgage loans are by far the most important asset class on banks’ balance sheets. US Federal Reserve Board data shows that
US commercial banks held residential mortgage loans equivalent to 28.9% and 25% of their total assets as of October 2008 and April
2015 respectively.
Mortgage credit risk is closely related to house prices. Moreover, it was considered to be low risk prior to the 2008 Global Financial Crisis
(GFC). It has been found that borrowers may default as a result of liquidity constraints, negative equity, or a combination of the two.
In the event of a borrower default, mortgage loans often cure, ie they result in zero loss rates given default (LGD). Commercial banks
estimate probabilities of default (PD) and LGD for loan loss provisioning, regulatory capital requirements and loan pricing.
While the distinction between liquidity constraints and home equity has been analysed in the context of default probability, the
implications for banks’ risks and losses from defaults has, until now, not been considered.
This paper models the dynamics of cure and non-cure loans in different selection stages. The first stage aims to model the probability
of cure, and the second stage devises the magnitude of the non-zero LGD. This methodology facilitates the separate tracking of the
processes of cure and non-zero LGD. Consideration of a selection of cure events is important in LGD modelling, due to the differing
dynamics of cure and non-cure loans.
The study dataset is sourced from the International Financial Research database, which collects monthly subprime loan level data for US
non-agency residential mortgage-backed securities. There is a particular focus on first lien loans for single-family homes, with aggregate
monthly to quarterly interval observations spanning the period from the second quarter of 2005 to the first quarter of 2015.
For the purposes of the study, a default event is defined as loan foreclosure, with unresolved defaulted loans being excluded. A defaulted
loan is considered to be resolved if the servicing bank has excluded the loan from its portfolio and no further losses are passed to
investors. The LGD of a loan is defined as the present value of losses, divided by the current outstanding loan balance at the default date.
Cure is defined as a zero LGD, and non-cure as a non-zero LGD.
A borrower is regarded as experiencing a liquidity constraint if they cannot meet their loan repayment obligations, or their actual current
loan balance exceeds the scheduled loan balance. Home equity is negative if the current value of the property drops below the current
loan balance, and positive if the property value is equal to or greater than the outstanding loan balance.
The study finds robust evidence that the relationship between borrower liquidity constraints and the probability of cure exhibits
an asymmetric v-shape with an increasingly long right-tail. This indicates that borrower liquidity constraints and positive equity are
more characteristic of cure loans, while negative equity is more characteristic of non-cure loans. This finding is further supported by a
downward trend in the relation between home equity and non-zero LGD when home equity increases. That is, a higher level of positive
equity leads to a lower non-zero LGD, while a higher level of negative equity triggers a higher non-zero LGD.
The study also finds a spuriously negative relationship between borrower liquidity constraints and a non-zero LGD. This is due to the
contemporaneous co-movement of borrower liquidity constraints and positive equity, which is caused by the time-delayed reflection
effect in the borrower liquidity constraints.
These findings, and the different behaviours of control variables such as borrowers’ credit scores, are supportive of the utilisation of
modelling structures that differentiate between the dynamics of cure and non-cure loans.
One option involves consideration of a cure event and a non-zero LGD in a two-step selection mechanism, in which the first step models
the probability of cure and the second step models the non-zero LGD if the defaulted loan is non-cured. This approach can capture the
bimodal property of the LGD distribution, in which a large fraction of defaulted loans do not generate losses. Economically, this approach
may have important implications for bank risk models and prudential regulation because of its effect on capital allocation.
The expected LGD calculation using this approach may replace the treatment currently used in most bank calculations. This may improve
the efficiency in banks’ capital utilisation, because the capital costs of the expected losses will be meaningfully lower if a portion of the
defaulted loans in a bank’s residential mortgage portfolio can be adequately linked with a high probability of cure.
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RESEARCH PROJECT: Systemic Credit Portfolio Risk and Implications on Regulations for
Bank Capital and Securitisation Ratings
Working paper summary

Decomposing the Smile: Systematic Credit Risk in Mortgage Portfolios
Yongwoong Lee, Hankuk University of Foreign Studies, Korea
Daniel Roesch, University of Regensburg, Germany
Harald Scheule, University of Technology Sydney

In 2013, the Reserve Bank of New Zealand (RBNZ) raised the required asset correlation (15%) for mortgage loans with loan-to-value
(LTV) ratios of 80% or greater, reflecting the high exposure of these loans to systematic risk. The RBNZ’s decision serves as an interesting
starting point for a broader discussion of higher risk loans, and the capital adequacy of the current regulatory regime for these loans.
In the US, high-risk mortgage loans incurred substantial credit losses during the global financial crisis (GFC). This study measures total
mortgage risk, and decomposes it into systematic and non-systematic components by controlling for credit quality.
Systematic risk generally increases as the credit quality of a loan deteriorates. In other words, the effect of systematic risk on default
differs, depending on the unconditional probability of default (PD). Economic downturns may increase unconditional PDs, and therefore
exposure to systematic risk. Current industry practice is to measure mortgage loans’ exposure to systematic risk in terms of asset
correlation.
In contrast to systematic risk, non-systematic risk decreases as credit quality deteriorates. This implies that banks are able to diversify
this risk in efficient lending markets. However, certain banks may have business models that concentrate on lending to a particular risk
segment, and therefore unconditional PD level, such as sub-prime. Such business models may create difficulty for banks in diversifying
their loan portfolios across risk classes. Accordingly, class level non-systematic risk may actually represent a systematic risk for these
banks.
The total risk of a mortgage is found to initially decrease, and then subsequently increase, in tandem with unconditional default risk. Thus,
the sum of systematic and non-systematic risk follows a smile-shaped pattern. The exposure to systematic risk increases permanently,
while non-systematic risk increases temporarily.
This paper makes four key contributions to this area of inquiry:
(i)

It focuses on mortgage default. This area has received limited research attention, despite it being an important class of credit 		
exposure. The paper provides a multivariate predictive model for mortgage default probabilities by incorporating significant 		
time-variability in terms of loan, borrower, and macroeconomic factors. Furthermore, the paper extends the work of previous 		
studies, which focused on LTVs at origination, by calculating current LTV values.

(ii)

It measures total mortgage risk, then decomposes this into systematic and non-systematic components. This is done by 		
way of controlling for credit quality or default threshold. The decomposition of total risk into systematic and non-systematic 		
components is an important development, particularly for those banks with concentrated loan exposures.

(iii)

It extends the econometric framework, with regression analysis performed on multiple latent variables to identify auto-		
correlations. This allows banks to quantify past realisations of systematic risk, and to incorporate these into their mortgage 		
model predictions.

(iv)

It analyses time series parameters drawn from time periods leading up to and including the GFC.

The importance of the study is reflected in the portfolio size of mortgage loans, which represent the largest asset class in commercial
banking. Moreover, losses in relation to mortgage loans triggered the failure of a large number of financial institutions in the wake of the
GFC. An understanding of systematic and non-systematic risk exposure is therefore central to the efficient allocation of banks’ capital in
relation to minimum equity and reserve requirements.
The data universe for the study comprises US residential mortgage backed securities (RMBS) covering the period from 2000 to 2012. The
overall nature of the universe is consistent with earlier work indicating that up to 90 per cent of all US sub-prime mortgage loans are
securitised.
At a broad level, the data shows that loss and default rates increase during economic downturns. Mortgages that originated in the years
immediately prior to, and during, the GFC are found to exhibit a larger proportion of default-type events. In terms of outright defaults,
which are defined as loan foreclosures, the default rate is found to increase from 0.52% in the second quarter of 2004, to 3.9% in the
corresponding quarter of 2009 when the downturn precipitated by the GFC reached a nadir. This finding incorporates a consideration
of creditworthiness, with credit scores on defaulted mortgages on average 30 points lower than those on non-defaulted mortgages.
CIFR-FUNDED Research PROJECTS December 2016

Page 119

In terms of mortgage type, the rate of default on adjustable mortgages is found to be 1.7% higher than that for fixed mortgages. The
volatility of the default rate is dependent on both systematic risk and the level of credit quality, and is found to increase as the credit
quality of the risk class decreases.
With regard to loan values, defaulted mortgages are found to have had an LTV ratio at origination that is 8% higher than that for nondefaulted mortgages. A similar result is found in the case of outstanding capital balance, with the balance on defaulted mortgages on
average US$27,000 larger than that for non-defaulted mortgages.
In terms of the capital adequacy of the current bank regulatory regime, credit portfolio losses, and therefore bank capital, are substantially
affected by exposure to systematic and non-systematic risks. It is found that the Basel capital framework exceeds realised losses for all risk
classes and all years. Thus, the regulatory stipulation of a 15% asset correlation is sufficient to cover unexpected losses.
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Liquidity Shocks
Tung Lam Dang, UNSW Australia
Fariborz Moshirian, UNSW Australia
Avanidhar Subrahmanyam, University of California, Los Angeles
Bohui Zhang, UNSW Australia

The 2008 global financial crisis (GFC) originated in the US, and promptly spread throughout the world. Although much has been written
about the price performance of the financial markets during this period, the driving factors behind the markets’ gyrations have received
less attention.
This paper delves more deeply into the broad area of shock transmission to focus on a specific source of shock. Specifically, it examines
the interaction between stocks’ market liquidity, their level of institutional ownership, and particular ownership characteristics, in the
context of the propagation of liquidity shock.
In 2008, a sudden loss of liquidity in the US financial markets rapidly evolved into a full-blown crisis. The crisis promptly spread throughout
the world and became popularly known as the global financial crisis (GFC).
The rapid and widespread transmission of the GFC has prompted a closer examination of the nature of the shock to the financial system,
and the factors that drove its transmission.
Previous studies in this area have documented the role of institutional investors in propagating stock price contagion during a crisis. This
study extends the earlier work by investigating whether and how the funding liquidity of financial institutions affects the amplification
and transmission of a specific form of stress, namely liquidity shock.
The data set for the study comprises institutional ownership and market liquidity exposure data for almost 17,500 stocks across more
than 40 countries. Institutional ownership data facilitates direct measurement of the stock price impact of the actions of institutional
investors, compared to previous studies where this impact was simply inferred by capital flows or other proxies.
The study examines whether stocks held by institutional investors experienced steeper price declines during the GFC, compared to those
with a greater proportion of individual ownership.
The performance of stocks over the crisis period is found to be conditional on their degree of institutional ownership before the onset of
the crisis. Specifically, underperformance is concentrated among those with higher levels of institutional ownership, indicating that the
transmission of liquidity shock during the GFC may be attributed to institutional investors. This finding raises a question related to the
nature of the transmission. Specifically, did institutional investors play a largely passive role in the transmission of liquidity shock, or did
their actions exacerbate the shock?
Addressing this question requires consideration of the motivation behind institutional investors’ trading decisions, specifically whether
these transactions were forced sales, necessitated by a need to replenish capital funds or restore liquidity covenants.
A liquidity-adjusted version of the widely known capital asset pricing model is utilised to measure the market price sensitivity of stocks
during the GFC relative to the proportion of their shares that are held by institutional investors.
The study finds there is a relation between stock price performance and the composition of the share register. Specifically, among
stocks with significant levels of institutional ownership, those that are relatively liquid are found to have underperformed their more
illiquid counterparts during the GFC period. This finding is consistent across the markets worldwide, but is particularly evident within the
emerging markets.
Evidence shows that selling by institutional investors due to risk reduction or liquidity management constraints has spill-over effects on
other institutions and markets. This indicates that institutional investors propagated the spread of liquidity shock during the GFC.
However, this effect is not uniform across the universe of institutions. Within this group, sellers may be divided into two broad categories,
according to their selling motivation. Voluntary sellers choose to trade on the basis of investment valuation considerations, while
distressed or forced sellers are obliged to trade for liquidity management purposes.
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Selling appears concentrated among entities, such as fund managers, who are vulnerable to sudden and high levels of capital withdrawals
from the funds they manage. Similarly vulnerable are institutions that are highly leveraged, and hence susceptible to demands to
supplement their capital levels at short notice.
In contrast, selling is comparatively less evident among institutions such as insurance companies, and those that are largely equity
funded. These institutions typically do not face sudden redemptions or calls to provide supplementary capital. Insurance companies are
among those that typically do not rush to liquidate stocks in times of market weakness. Instead they adopt a long-term buy-and-hold
investment timeframe, in line with their policy liabilities. Similarly, equity-funded institutions do not, by definition, face calls from debt
holders to bolster their capital.
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Commonality in News Around the World
Tung Lam Dang, Fariborz Moshirian, Bohui Zhang
UNSW Australia
In countries with sound governance and regulatory standards, and where news flow is transparent, there is an increased likelihood that
stock market prices will readily reflect the impact of firm-specific information releases. This reduces stock return synchronicity, thereby
enhancing the efficiency of the market.
Previous empirical studies document significantly higher stock return synchronicity, or stock co-movement, in countries characterised by
poor investor protection regimes and an opaque information environment.
This paper investigates whether and how news commonality varies according to the quality of a country’s institutional environment.
The overall quality of a country’s institutional environment is determined by several factors. These broadly encompass the efficiency and
effectiveness of the government and regulatory infrastructure, and the operational standards of its accounting and legal systems.
This study examines whether and how a country’s institutional environment impacts the production of firm-specific information, and
whether this contributes to commonality, or co-movement, in stock returns and liquidity.
The study gauges firm-specific information using the co-movement between firm- and market-level news events disclosed and
disseminated by the media. This co-movement is based on a comparative regression analysis of a firm’s news-sentiment scores compared
to those of the market. The conceptual thinking behind this methodology is that if the information impact on the market of a firm-specific
news item is greater than on the firm itself, then the greater news co-movement results in increased commonality in stock returns and
liquidity. Accordingly, this methodology facilitates a direct test of the effect of country-level institutional infrastructure on firm-specific
information production.
In this paper, three hypotheses that test the effect of the institutional environment on firm-specific information production are proposed:
(i)	A strong institutional infrastructure network should increase the incentive for the media to produce and disseminate firm-		
specific information. Such an outcome may be expected to manifest itself in lower news commonality in countries with a strong
institutional infrastructure.
(ii)

Stock return co-movements should be positively related to news commonality.

(iii)	The effect of news commonality on stock return and liquidity co-movement should increase with the strength of the institutional i
nfrastructure network.
The data set for the study spans the period from 2000 to 2009, and comprises real-time news releases covering listed stocks in 41 countries.
In addition to showing the flow of news articles related to a specific firm, the data incorporates a sentiment score that quantifies the
information content of individual news items.
The following notable findings emerge from the study:
(i)	The extent of firm-level news co-movement is greater in countries where the institutional environment is weaker. Because firmspecific information in these countries is comparatively scarce and expensive to produce, the information provided typically has
more market-wide content and less firm-specific detail.
(ii)

Stock return and stock liquidity co-movements are positively related to news commonality. This indicates that the availability 		
of firm-specific information is an important factor in the determination of firm-specific stock return 				
variation and stock liquidity commonality.

(iii)	A stronger institutional infrastructure encourages firm-specific information flows into the market and increases 			
the association between information and stock co-movements. This suggests that a country’s institutional environment 		
affects firm-specific information production. Furthermore, it supports the information-					
efficiency view that lower price synchronicity is caused by greater capitalisation of firm-specific information. This implies 		
that the impact of the quality of a country’s institutional infrastructure extends beyond the role of simply facilitating the 		
production of firm-specific information.
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The study findings make a specific contribution to the existing literature by way of:
(i)	Establishing a direct relation between country-level institutional infrastructure and firm-specific information production, and 		
between firm-specific information production and stock co-movement.
(ii)	Adding to the theoretical prediction that information production in competitive markets affects co-movement in stock returns.
(iii)

Showing that the media’s information collection and dissemination function is shaped by the country’s institutional infrastructure.

The findings of this paper facilitate a greater understanding of the role that the country-level institutional environment plays in the
relation between information publication and stock price movements. These findings have specific implications for policy makers in the
context of improving the quality of the institutional environment and increasing the overall level of information efficiency.
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Commonality in Liquidity
Fariborz Moshirian, UNSW Australia
Avanidhar Subrahmanyam, University of California, Los Angeles
Claudia Wee, UNSW Australia
Bohui Zhang, UNSW Australia
Previous research has found that liquidity commonality, which is the co-movement in liquidity between an individual stock and the broader
share market, exists within individual share markets over short periods of time.
This study extends the earlier work by examining whether commonality exists across a broad spectrum of share markets, utilising data
spanning a twelve-year timeframe.
Liquidity commonality is the co-movement in liquidity between an individual stock and the broader share market. At the portfolio level,
the difference between the aggregate measure of liquidity commonality and that of the market represents a source of systemic risk, for
which investors require compensation.
Past research on individual stock exchanges has shown that liquidity commonality exists, albeit over very short timeframes. This paper
builds on previous studies with a view to determining whether commonality exists globally.
Specifically, the study methodology utilises extensive international data sets, containing more refined and accurate microstructure data
covering 39 markets over a period of 12 years. In addition to examining its universal presence, this study compares liquidity commonality
in the developed versus the emerging markets, and examines the effect of regional financial integration in Europe.
For the purposes of the study, the proxy used for liquidity is relative spread. This is calculated using a stock’s bid, ask and trade prices, with
the point of observation being percentage change. This is because the research aim is to measure the extent, as opposed to the absolute
level, of the co-movement between individual stocks and the market. Also, this avoids the potentially spurious results associated with nonstationary data if time series of liquidity levels are used for analysis.
The study results show clear evidence of co-movement between the liquidity of the overall share market, and that of individual stocks. The
extent of the co-movement is not uniform, but varies on a market-specific basis. Furthermore, co-movement variability appears to reflect
market-specific factors, and does not show any sensitivity to particular major market or global trends. Specifically, trends in the US and
broader global indices do not appear to impact co-movement results in individual markets.
At a broad level, the magnitude of liquidity commonality is found to vary across markets and regions. It is found that commonality in the
emerging markets consistently exceeds that in the developed markets.
At a regional level, liquidity commonality in Asia is consistently higher than in other regions, notably the US and Europe. Europe’s
performance is also reflective of the finding that commonality is lower in regions with high levels of financial market integration.
The regional outperformance of Asia is reflected at the national level, where China shows the highest level of liquidity commonality, ahead
of Turkey, Taiwan, India and Korea.
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Bank Custodians and Systemic Risk in the Australian Superannuation System
Scott Donald, Rob Nicholls
UNSW Australia
Custodians are key service providers within the Australian superannuation industry. They are integrally involved in the safekeeping of
funds’ assets and the production of information relating to, among others, trade confirmations and asset valuations.
That said, the regulatory scheme applied to the superannuation system focuses primarily on trustees, who are regarded as the key
decision nodes within the system. Accordingly, notwithstanding their importance, custodians are primarily regulated indirectly in respect
of their role in the superannuation system.
This paper assesses aspects of the prevailing regulatory scheme, as it applies to superannuation fund custodians.
Superannuation funds may become exposed to systemic risk by way of macro-type events such as a stock market crash. They may also
be affected by the transformation of a local or individual risk into one with systemic implications. The interconnected nature of service
providers in the domestic financial services industry means that custodians are a potential source of systemic risk transmission.
There are two distinct ways in which localised failures can transform into systemic risks. First, there are a comparatively small number
of custodians serving Australian superannuation funds, which means that custodians typically serve multiple superannuation funds.
Second, many superannuation funds are linked through the common usage of other service providers or through co-mingled investment
vehicles. Accordingly, an operational error or, at worst, the outright failure of a custodian may have a cascading impact on multiple
entities.
Although the Australian Prudential Regulatory Authority (APRA) is the regulatory agency primarily responsible for the superannuation
system, this does not formally extend to the custody of those assets. At best, those activities are regulated as part of the broader
regulatory supervision of the banking entities of which they are often part.
On the other hand, custodians are required to hold an Australian financial services licence (AFSL). This brings them into the regulatory
realm of the Australian Securities and Investments Commission (ASIC). ASIC provides detailed regulatory guidance to custodians with
regard to liquidity requirements and arrangements for the holding of assets. ASIC’s focus, however, is not on the prudential issues arising
from custodians’ relationships with superannuation fund trustees.
The paper makes four recommendations intended to better equip regulators to respond to the risk of a local failure with potentially
systemic implications.
(i)	ASIC and APRA must increase their sensitivity to systemic risk
(ii)

New regulatory tools, beyond licensing and capital requirements, are needed to address systemic issues

(iii)

Regulatory risk tolerance must be articulated and calibrated more precisely both by government and the regulatory agencies

(iv)	The limits of APRA’s jurisdiction need to be reviewed
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It’s a small world after all: Using Social Network Analysis to Investigate Systemic Risk in the
Australian Superannuation Sector
Scott Donald, Rob Nicholls, Kevin Liu
UNSW Australia
Superannuation assets under management in Australia presently exceed $2 trillion. Of this amount, approximately two-thirds is managed
by large-scale intermediated superannuation funds. Superficially, these funds appear to be functionally and financially independent of
each other. However, they are linked via common service providers.
This paper uses a network science approach to examine the effects of these service provider linkages. Specifically, it demonstrates
that social network analysis and network science theory can be used to describe the level of interconnectedness within the Australian
superannuation sector. It shows that the system has some ‘small world’ characteristics, and analyses the consequences of these.
The Australian superannuation sector has a low degree of market concentration, as superannuation funds are mostly independent of
each other. However, the sector is also characterised by a limited number of outsourced-service providers. The resultant network of
shared connections creates a degree of linkage between superannuation funds that is made more complex by the fact that some service
providers are horizontally integrated. Thus, network analysis would appear to have a role to play in analysing the nature and dynamics of
the linkages between superficially independent funds.
This paper seeks to investigate and model the nature of the interactions that take place at the nodes which connect the various entities
within the superannuation system. Further, modelling can be used to investigate the consequences of error transmission through the
system, in particular whether there is potential for error amplification arising from the system’s structure. The use of a system model is
intended to assist in determining the source, nature and consequences of systemic risk, with a view to recommending approaches to
reduce that risk.
For the purposes of the study, a link is defined as ‘directed’ if it runs in one direction only, and ‘undirected’ if it is multidirectional. Also,
the ‘degree’ of a node refers to the number of links connected to that node. The research relies on a database of superannuation linkages
constructed through the collection of service-provider information from the largest 150 superannuation funds, comprising over 95% of
the prudentially regulated assets in the Australian system. In the network of funds, custodians and member benefit administrators, there
are 211 nodes and 263 links. An interesting aside is that there are network areas associated with a number of entities (primarily banking
groups) that have more than one function. This is reflective of the level of horizontal integration within these organisations.
Although there is significant concentration in several areas of service provision, the study models the links between a fund, and its
administrator and custodian, reflecting their respective potential systemic impacts. The modelling process generates a simple network
with three nodes (the fund and its two key service providers – the custodian and the member benefit administrator), and two links
between the fund and the service providers. The addition of a second fund results in a network of two funds that can be configured in
one of the ways portrayed in the diagram below.
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Specifically, the two funds may share:
(i)	Both service providers;
(ii)	A custodian, but not an administrator;
(iii)	An administrator, but not a custodian; or
(iv)

Neither service provider.

The study’s simplified superannuation network has characteristics that are different from a random network. Specifically, it has an average
degree, defined as the number of links connected to a node, of approximately 1.25. By comparison, a random network with 211 nodes
and a wiring probability of 0.05 would have a significantly higher average degree of approximately 2.5. A random network is one where
a known number of nodes is wired in accordance with Erdős–Rényi model. In this case, each link is included in the graph with probability
0.05 independent from every other link.
The implication is that a model that incorporates the linkages between service providers, rather than counting common service providers
as a single service provider, suggests that a small-world model, defined as a lattice where links are removed from adjacent nodes and
reconnected at random to alternative ones, of the superannuation system approaches the field evidence and is thus the most appropriate.
Accordingly, there are potential benefits for regulatory agencies to use this type of network analysis to avoid the problems that arise from
regulatory silos. This term describes the situation where regulated entities are supervised by a number of groups from different bodies,
however peer communication occurs at only the most senior levels of these bodies.
By way of example, the Australian Competition and Consumer Commission (ACCC) has yet to challenge the incidence of consolidation
of service providers within the Australian superannuation sector. Presumably, the ACCC considers that insourcing provides enough
competitive tension to define a member benefit administration market in terms of the entire superannuation sector. However, the ACCC
may find that the degree of horizontal integration that can be seen with a network model would be beneficial in its analyses.
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The Implications of Complexity for Systemic Risk in the Superannuation System
Scott Donald, Bruce Arnold, Hazel Bateman, Ross Buckley, Kevin Liu
UNSW Australia
The superannuation system comprises a large number and wide variety of entities, such as fund managers, custodians, and administrators.
These entities, and the interactions between them, give shape and form to the superannuation system. This diversity strengthens its
overall ability to withstand exogenous shocks that would perhaps overwhelm individual entities. Conversely, the linkages between the
system’s component parts increase the likelihood of any individual failure being felt more broadly.
This study assesses that possibility. In particular, it demonstrates how the links between superannuation funds and their service providers
reduce the overall diversity of the system. The study also suggests how the regulator might address these sources of systemic risk.
The trustees of superannuation funds play a pivotal role within the superannuation system. However the trustees of these funds typically
outsource administration activities, such as custody, member benefit administration and investment management, to specialist service
providers. Accordingly, the superannuation system comprises a wide variety of entities that interact in a variety of ways. These entities,
and the interactions between them, can be thought of as constituting the system, in the sense that their collective interactions give it
form.
Direct and indirect links
The links that connect entities within the superannuation system are numerous and varied. The links not only bind entities with their
immediate counterparties but create an interrelated system because providers serve multiple funds, which similarly have multiple
service providers. In addition to the linkages caused by the relationships of superannuation funds with their service providers there are
additional indirect ties that come into play. These are typically of an informal social or cultural nature.
Because of these links, the impact of any individual failure is more likely to spread beyond its immediate network of contractually related
entities to encompass the broader system. Importantly, risk transmission occurs not only in the event of an outright organisational failure,
but also when events such as errors or malfunctions occur in trading or pricing mechanisms.
Types of links
In addition to the distinction between direct and indirect links, the relations between entities may be further subdivided into four broad
groups, according to the types of financial or informational transactions they represent.
Operational links
These links encompass those that give effect to processes, such as unit pricing and asset valuations, which facilitate the administration of
a fund’s assets. Administrators typically serve a number of superannuation funds, and therefore any mistake or failure on the part of an
individual administrator can potentially have a ripple effect across its entire fund client base. Administrators themselves can be impacted
by upstream failures, such as rejected settlements at a bank or clearing house.
Financial links
Within the banking sector, cross-holdings of shares or deposits can create links between otherwise independent banks. These relations
can lead to a situation in which an individual bank failure can precipitate financial stress in other banks, due to the inter-related nature of
their financial exposures. The transmission of this type of financial stress from one bank to another is often termed a ‘cascade’ or ‘domino’
effect. These types of links are less common between superannuation funds, but do exist between funds and their custodians and in
some bespoke investment arrangements.
Collaborative links
Collaborative links arise when funds co-invest with other funds or entities in specialised investment structures, such as joint ventures
and special purpose vehicles. These structures can enable funds to participate in investment opportunities that may be beyond their
individual capacity. However, they also create a potential contagion risk in that a fund may be adversely impacted if one or more of its
co-investors fails to meet its obligations, or unexpectedly seeks to liquidate its investment.
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Social links
These links operate through a process of normative pressure. Individual funds that are not otherwise connected may be uniformly
impacted by developments not directly related to them, such as financial market expectations, or community expectations regarding
directors’ fiduciary duties.
The importance of diversity within the system
The Australian superannuation system displays a fair degree of diversity when measured in terms of the market concentration of
superannuation funds. However, when grouped according to commonly shared service providers, notably custodian banks, the apparent
degree of diversity shrinks significantly.
This reduction in diversity is important for two reasons:
(i)	There are potential vulnerabilities in the system, which indicate that it may not be as resilient at it first appears.
(ii)	Efficiency, in terms of capital allocation and an optimal economic outcome, is typically maximised within a diverse and dynamic
system.
Regulatory implications
The Australian Prudential Regulation Authority (APRA) has responsibility for the prudential regulation of the superannuation system.
Although APRA’s supervisory approach focuses on individual entities, it nevertheless recognises the diverse sources of potential risk
facing fund trustees.
Against a backdrop of increased diversity of potential sources of risk, there are a number of areas in which the ambit and operation of
APRA’s regulatory operations may be modified:
(i)	Although individual entities may satisfy standard prudential measures, they nevertheless remain vulnerable to contagion. Co-		
investment and shared service providers are two of several potential sources of this type of risk.
(ii)	The regulatory evaluation of individual entities may need to expand beyond a sole focus on an entity’s size, to include its 		
importance to the broader system.
(iii)

Regulatory intervention may be justified not only because of the characteristics or conduct of a particular entity, but because of
the broader potential consequences for the system as a whole.

(iv)	There are several key entities within the superannuation system, such as custodians and investment managers, who presently 		
reside outside APRA’s area of regulatory jurisdiction. This represents a potential regulatory weakness, due to the highly inter-		
connected nature of the system.
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Understanding a Small Open Economy Business Conditions Index
Jeffrey Sheen, Stefan Trueck, Ben Z Wang
Macquarie University
The global financial crisis of (GFC) of 2008 revealed a strong need to integrate complex financial market information with macroeconomic
data. To meet this need, dynamic factor models have become popular in macroeconomics because they help to promote a greater
understanding of the co-movement of a large number of data series over time.
In this study, domestic and external macroeconomic and financial variables are applied in a dynamic factor model to generate a domestic
business conditions index and an index measure of the key external drivers of the Australian economy. A major contribution of the paper
is to provide a detailed analysis of how data on observable variables adds useful information to the construction of these indices.
The basic hypothesis of a dynamic factor model is that there are a number of stochastic factors that can significantly explain the observed
co-movements of a large number of data series.
Previous studies have highlighted the importance of measuring economic activity at high frequency, or potentially in real time. To
meet this need, extensive resources are devoted to providing accurate and timely forecasts of the state of the real economy. However,
forecasters are confronted by the fact that stock data, also referred to as static data, is measured at a point in time, while flow data shows
a progression over a given period.
To create an effective framework for delivering metrics of economic activity in real time, a varied set of information needs to be integrated
using an efficient multivariate filter that processes data on relevant stock and flow variables arriving at different frequencies.
A major contribution of the paper is to provide a detailed analysis of how data on observable variables adds useful information to an
index of business conditions.
The study model incorporates five domestic Australian data series. All are sourced from the Reserve Bank of Australia (RBA).
(i)	Yield spread premium of Commonwealth 10-year Treasury Bonds over 3-month Treasury Bills;
(ii)	Hours worked;
(iii)

NAB business confidence index;

(iv)

Real gross domestic product (GDP); and

(v)	Job vacancies.
In addition, four externally focused data series are used in the model. These are sourced variously from the RBA, the Australian Bureau of
Statistics and the Federal Reserve Bank of St Louis.
(i)	Australia’s real trade-weighted index;
(ii)	Australia’s terms of trade;
(iii)	An export-weighted world real GDP index – which measures the positive effect of world economic activity on Australia through
the external index; and
(iv)	The yield spread between 3-month US Treasury Bills and LIBOR – this is a proxy for external risk from world credit markets, and is a
driver that should negatively impact Australia.
At a broad level, application of the model reveals three key findings.
Firstly, during the recession from the late 1980s to the early 1990s, external factors led internal factors in driving the domestic business
conditions index. A decline in the terms of trade, tighter global credit markets, and a tightening of domestic monetary policy to reduce
inflation, sparked a crisis in Australian business confidence that led to a hiring freeze and a reduction in hours worked.
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Secondly, during the GFC, internal and external factors combined to weigh on domestic business conditions. In this instance, the impact
was more transitory in nature, as a fall in the terms of trade improved the competitiveness of Australia’s exports amid persistent strength
in Chinese demand for commodity resources.
Thirdly, over the period from 2011 to 2013, falling business confidence led a decline in the domestic business conditions index. However,
this was partially offset by external factors, in particular the sustained strength in demand for Australia’s commodity resources.
With regard to the individual index outputs of the model, they are particularly useful in summarising large amounts of information in an
efficient manner. Closer examination of these output indices reveals four significant conclusions.
(i)	A survey-based measure of business confidence is shown to play a vital role in the domestic business conditions index. By its 		
construct, this observed measure is forward-looking, and thus has predictive implications for other variables. Shocks to business
sector confidence tend to have subsequent spill-over effects that impact the real economy in a partially self-fulfilling manner.
(ii)	As would be expected from a small and open economy, the terms of trade has a major influencing impact on the external index.
	As an indicator, the terms of trade has relatively high predictive implications for other variables.
(iii)	The impact of financial variables appears largely restricted to episodes of major recessions or crises.
(iv)	Australia’s experience of the GFC was fundamentally driven by the external index, which weighed on business confidence. 		
Nevertheless, Australia had a relatively short and mild crisis, from which it recovered relatively quickly. By comparison, in 2013, 		
the external index was on an upward trajectory in positive territory, yet the domestic index was languishing. This appears to have
been reflective of undue pessimism in business confidence.
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Working paper summary

Systemic Financial Risk Inference in a Global Setting
Jeffrey Sheen, Stefan Trueck, Ben Z Wang
Macquarie University
The global financial crisis of 2008 (GFC) highlighted the need for a better understanding of the drivers of financial risk in a systemic
context.
Monitoring and responding to potential systemic risks is a necessary first step in the timely and accurate measurement of threats to the
financial system.
This paper introduces a new top-down approach to measuring systemic risk, combining information on macroeconomic, financial and
ratings factors.
If a single major financial firm defaults, or if a cluster of financial institutions default simultaneously, there is an unsettling impact on
confidence in the regional, or even the global, financial system. For the purposes of this study, systemic risk is defined as the time varying
probability of a sufficiently large default on the part of one or more currently active financial institutions within a particular economic
region during a given period.
The specific methods used to identify systemic risks may be categorised as either bottom-up or top-down.
Bottom-up approaches to risk measurement focus on the contribution of individual institutions to the systemic risk of the entire financial
market or system within a particular region. In contrast, top-down approaches aim to identify systemic risk by inference to factors relating
to high-level features of the financial system.
This paper utilises a top-down approach to create early warning indicators for systemic risk. The paper’s research design has three key
elements. These are:
(i)	A global macroeconomic dynamic factor model (DFM);
(ii)	A global financial risk DFM; and
(iii)	A global systemic risk hurdle regression model.
In the first two elements, the paper proposes DFMs for the measurement of global macroeconomic and financial conditions, based
on state-space methods. In particular, the paper estimates mixed frequency models to create real-time indicators of macro-financial
and credit risk conditions. Using macroeconomic and other financial variables, such as implied volatility, a DFM estimate is derived for
business cycle conditions at both the global and regional levels.
Specifically in the context of the second element, expected default frequencies (EDFs) for the top 11 financial companies in each study
region are used to estimate financial hazards common to all credit risk variables within that specific region. The EDFs are based on
structural models of credit risk that combine accounting based measures of debt with forward-looking information from the equity
markets. The use of forward-looking information that takes into account the impact of equity price volatility enables these measures to
provide a timely and up-to-date picture of current stress within the financial sector. Significantly, these financial factor estimates deliver
model-based predictors of financial distress beyond what ratings agencies produce.
The third element of the paper deals with early warning systems of financial stress and default. The study methodology utilises different
explanatory variables when respectively dealing with default and non-default credit events. This distinction is important because it is
found that recent macroeconomic history is helpful in explaining the severity of a crisis, while financial, macroeconomic and credit rating
factors are important in explaining the existence of a crisis. This prompts the key question of whether the model would have predicted
the existence and severity of the GFC.
Since regional macroeconomic factors play a significant role in explaining the existence and severity of systemic events, the model could
have predicted the GFC due to the rise in systemic probability in late 2007. This was reflective of the significant negative macroeconomic
effects on the US of the fall in US house prices and business confidence in late 2007, which, in turn, significantly increased the probability
and intensity of a systemic event occurring in mid-2008.
It follows that because stronger macroeconomic conditions tend to reduce the probability and intensity of systemic events, policymakers
are advised to promote longer-term macroeconomic stability in order to avoid systemic crises.
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Credit ratings have a contributing role to play in predicting systemic events; however in isolation they are insufficient. This insufficiency
was demonstrated in the lead up to the GFC.
After accounting for ratings, the residual financial risk shown by EDF data is important in foreshadowing the probability of a systemic
event occurring within a particular region. Therefore, financial regulators and supervisors are advised to ensure that financial risk factors
are not allowed to escalate.
Credit market dysfunction represented by the yield differential between interbank loans and short-term US government debt, also
known as the TED spread, is closely associated with large scale systemic financial crises. Therefore, this indicator is a useful bellwether of
major systemic events.
The paper finds that regional macroeconomic conditions can predict the existence of systemically important financial events, as well as
the number of these events that are likely to occur within a specific period.
The paper further contributes by providing a framework for measuring and analysing the drivers of systemic risk for the financial sector
across different geographical regions. By taking an international perspective and identifying global macroeconomic and financial factors,
as well as links between regions, the framework facilitates the retrieval of information about systemic risk for regions where only limited
information exists in regard to default or ratings data for the financial sector. For example, in Australia, where the number of observed
defaults for financial institutions is very low, and only a limited number of companies are rated by the major ratings agencies, it is
virtually impossible to derive appropriate systemic risk indicators from local data. By taking a global perspective, it is possible to partially
overcome this problem and assess the level of systemic risk in Australia by taking advantage of international linkages and systemic credit
risk conditions across different geographical regions.
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Working paper summary

Foreign Banks and International shock transmission in Asia
Ying Xu, The Australian National University
Hai Anh La, Vietnam Academy of Social Sciences
The globalisation of the financial markets has increased the ease with which emerging economies can access foreign capital. However,
there is an associated risk in the form of the potential for financial shocks to be transmitted across sovereign borders.
This paper focuses on the shock of the 2008-09 global financial crisis (GFC), and examines its transmission to the credit markets of the
emerging Asian economies.
Specifically, the study separates the respective roles of bank ownership and liquidity as mechanisms of shock transmission, against a
backdrop of the development of the Asian banking industry.
The GFC reignited a long-standing debate over the role that bank lending plays in the international transmission of financial shocks. The
debate is of particular interest in Asia, where the financial system remains largely bank-centric, and bank lending represents the primary
source of funding for business.
Theoretical studies show that cross-border bank loans can serve as a conduit for the transmission of financial shocks. Specifically, foreign
banks may withdraw credit to local operations because of a crisis in their home market, or because of global-level adjustments to their
balance sheets.
Another potential source of shock transmission is that of liquidity, specifically the potential for credit disruption that results from banks
not being able to readily secure alternative funding sources in times of financial stress. This study examines this risk, with a focus on
foreign currency lending.
The study analyses comparative loan growth for a specific sect of business-to-client relations in Asia, before and during the GFC.
Specifically, for firms borrowing in both foreign and domestic currencies, the growth in foreign currency loans from overseas banks is
compared against growth in local currency loans from domestic banks.
The study finds that foreign currency loans declined faster than domestic currency loans over the crisis period. This corresponds with
the observed decline in bank lending at that time, when banks’ lending in foreign currency contracted faster than lending in domestic
currency.
A further finding is that larger banks seem better able to internalise the crisis shock and insulate borrowers, which explains a relatively
lesser contraction in loan growth than is the case with smaller banks. A substitution effect is also evident, with the finding that a bank
substitutes a reduction in foreign currency loans to a borrower by increasing domestic currency loans to the same borrower.
Fundamentally, the study results emphasise the role of diversification in limiting the potential threat of contagion. Diversification of
funding sources represents the key to preventing tensions from escalating and spreading.
To reduce banks’ exposure to pressure in the funding markets, Asian governments should offer policy incentives to encourage foreign
banks to increasingly utilise local sources of funds, and to shift their focus from the wholesale to the retail market. However, authorities
need to remain mindful of a possible rise in funding costs associated with any increase in the diversity of funding sources.
The critical role that liquidity plays in financial shock transmission highlights the importance of liquidity management. This has
implications for two distinct areas of policy for regional monetary authorities:
(i)

First, close monitoring of banks’ ability to access funding is required for a reliable assessment of potential liquidity risks.

(ii)

Second, adequate capacity is required to manage liquidity tensions that do arise, before they impact the supply of credit.

The identification of liquidity as a channel of risk transmission also has policy implications for regulators considering the extent to which
their markets should be opened to foreign banks. It is found that foreign banks have become an increasingly stable source of local
currency funding, implying that regulators should be encouraging this trend.
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Working paper summary

Surfing through the GFC: Systemic Risk in Australia
Mardi Dungey, University of Tasmania
Matteo Luciani, Universite libre de Bruxelles
Marius Matei, University of Tasmania
David Veredas, Universite libre de Bruxelles
The Australian finance sector weathered the turmoil in the international financial markets from 2007 to 2013 relatively well, with the
government and business sectors retaining their high credit ratings and ready access to the international funding markets.
The International Monetary Fund said in 2012 that the Australian banking sector is capable of withstanding severe macro-economic
shocks. However, in 2014, the Australian Financial System Inquiry said that an asset value shock of similar magnitude to those experienced
in the US or Europe during the global financial crisis would cause Australian banks major distress.
Accordingly, measuring the level of systemic risk in Australia is crucial. This paper examines systemic risk in the Australian finance sector
in the context of the connections between financial and non-financial firms.
The study dataset consists of price observations taken at 5-minute intervals of 300 ASX listed firms, spanning the period from 2004
to 2013. For each firm, a time-varying analysis with a rolling window of 400 days is used to measure the impact of shocks to its debtservicing ability. These shocks are measured in terms of unexpected daily realised volatility, which is the difference between expected
and estimated realised volatility.
Mining companies, which are the primary constituents of the materials sector, experienced strong growth from the late 1990s associated
with increased commodity demand from China. However, a subsequent fall in Chinese demand, and reduced confidence in commodity
exports associated with the 2008 global financial crisis (GFC), prompted a corresponding decline in the fortunes of mining companies
towards the end of the study period. The systemic risk index for the materials sector nevertheless rises steadily over the course of the
period, almost matching the financial sector index in March 2009 and then exceeding it during the first half of 2011.
This result reflects the importance of understanding the interrelationship between the financial sector and the real economy in the
context of monitoring systemic risk. If the financial sector is facing systemic risk due to its exposure to a dominant area of the economy,
this raises quite different policy issues to those that arise due to risk from within the sector. A recession that begins with a shock to the real
economy, for example a reduction in demand due to a shift in preferences away from Australian exports, will reduce loan performance
in the financial sector. In turn, this may lead to a tightening in credit conditions and result in contractionary pressures across the broader
economy. Such a shock can typically be tackled by an easing of monetary policy to improve credit conditions. In contrast, a shock that
emanates from the financial sector immediately imposes credit restrictions across the economy, resulting in potential moral hazard
associated with any easing of monetary policy to aid the broader economy via the financial sector. This finding is consistent with the view
that the financial sector is one of the most vulnerable areas of the economy, justifying the regulatory attention it receives.
At an individual firm level, the study shows the consistently high systemic risk rankings of the four major banks. Furthermore, Bank of
Queensland and Bendigo and Adelaide Bank also show significant increases in their respective systemic risk rankings associated with
their growing presence in the national market. Among the mining companies, BHP Billiton and Rio Tinto are similarly prominent in terms
of their systemic risk, but show differing risk patterns over the study period. BHP Billiton shows a decline in systemic risk in 2011, while
Rio Tinto has remained among the most systemically risky firms since 2010.
Although the financial sector is consistently the most systemically risky sector, there have been periods since 2008 when the mining
sector has exhibited similar levels of systemic risk. This result confirms the importance of understanding the interrelationship between
the financial sector and the real economy in the context of systemic risk.
Reflecting the extent to which companies in the mining sector are interconnected with the banking sector and the broader economy,
the study concludes that monitoring developments in the mining sector may be important in terms of understanding how real economy
firms may influence outcomes for other sectors of the economy via a mapping of the interconnectedness of the financial and nonfinancial sectors.
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Working paper summary

The Emergence of Systemically Important Insurers
Mardi Dungey, University of Tasmania
Matteo Luciani, Universite libre de Bruxelles
David Veredas, Universite libre de Bruxelles
Insurance companies are becoming more involved in product markets that are traditionally linked to the banking sector. The increasingly
intertwined banking and insurance sectors have prompted calls for stronger regulatory oversight of the insurance industry. While banks
are consistently considered the most systemically risky, this paper finds that insurance firms also display substantial systemic risk through
their connection with the broader financial sector and the real economy.
The current regulatory environment is significantly different to what was in place before the global financial crisis (GFC). There has been
an increase in the macro-prudential regulatory policy focus on the stability of the financial system and its impact on the real economy.
While deposit-taking institutions were previously the focus of regulatory attention, insurance companies are now also attracting greater
macro-prudential oversight.
Although the policy response to the GFC has varied by jurisdiction, in the US, the Dodd Frank Act provides for close oversight of non-bank
financial companies only once they have been designated ‘too big to fail’. This may be because traditional insurance companies have a
steady flow of income, with only occasional large calls on their capital in the case of a catastrophic event. This differs from the banking
sector, where there is the ever-present potential for bank runs.
The purpose of this paper is to examine whether firms engaged in the insurance sector contribute to systemic risk. The paper specifically
addresses the measurement of systemic risk in this sector of the US economy. It examines the linkages between the insurance and
banking sectors, as well as their ties to firms in the real economy.
The research has produced a dynamic index of systemic risk that applies at several different levels. The index covers the overall financial
sector, and may be further refined to focus on the banking and insurance sectors, and on the individual companies within these sectors.
The universe of stock samples is the S&P 500 Index, and the analysis period extends from 2003 to 2011.
The paper makes four important contributions:
(i)	The profile of systemic risk for the insurance sector differs from that of the banking sector during the period leading up to the GFC.
(ii)	The different profile of insurance companies reflects their unique balance sheet structure and investment behaviour during the
sample period. While research has shown that core insurance products provide little evidence of increased risk, many insurers 		
now provide a wide range of financial services. Changes to regulatory laws governing insurers may also have induced them to 		
participate in the shadow insurance sector.
(iii)	The intertwining product markets of the insurance and banking sectors contribute to their systemic risk profiles. Since the repeal
of the Glass-Stegall Act, insurers have offered a wider product range. During the period from 2006 to late 2010, when US housing
prices declined sharply, banks were reducing their exposure to collateralised debt obligations (CDOs), while the insurance sector
was increasing its exposure. Insurers and deposit-takers are now active to varying degrees in both credit and risk transformation.
	This paper finds that an increase in the use of credit risk transfer products contributes to a higher level of systemic risk in both the
banking and insurance sectors.
(iv)	This research contributes to the debate over whether insurers are systemically as risky as banks. Insurance companies have 		
argued that applying banking style regulation to insurance companies is unwarranted. However, this research finds that while 		
the most systemically risky financial firms are banks, they are closely followed by insurance companies - who outrank many other
financial institutions in terms of their vulnerability to systemic risk.
While the US has retained a notably different approach to regulation, the international regulatory trend is to identify potentially
systemically important insurers. This paper considers the widely debated question of whether the insurance sector should indeed be of
macro-prudential regulatory concern.
The research concludes by providing evidence that, although the banking sector is consistently the most systemically risky, there is a
distinct cluster of insurance firms that follow. This validates the claim that the insurance sector does play a role in the transmission of
systemic risk. Although insurance products themselves are not vehicles for triggering a financial crisis, the intertwining of this sector and
the banking sector, and the involvement of each in products that support credit creation, means that the insurance sector warrants closer
regulatory attention.
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RESEARCH PROJECT: Too Central to Fail: Financial Networks, Risks and Policy
Responses
Working paper summary

Connecting the dots: Econometric Methods for Uncovering Networks with an Application to the
Australian Financial Institutions
Mikhail Anufriev, University of Technology Sydney
Valentyn Panchenko, UNSW Australia
The complexity of relationships between financial entities may be illustrated using the concept of a network. Furthermore, the multiple
linkage points within a network may be thought of as channels through which shocks may be transmitted to various parts of the system.
Accordingly, a network approach represents a useful framework for studying the transmission of systemic risk.
The paper finds there are strong direct links between the big four Australian banks, the real economy, and the property and financial
sectors.
The global financial crisis (GFC) of 2008 prompted calls for a better understanding of financial market vulnerabilities, and the inherent
risks within the system.
The extent and patterns of systemic risk are determined to a significant extent by the connections that bind the various entities and
segments of the overall financial system. Particular entities may be connected in a variety of ways, some of which may be more readily
apparent than others. For example, a significant cross-holding between two banks will be clearly shown in their respective financial
statements. In contrast, the existence of a link created by their common exposure to a syndicated loan may be less obvious, but may in
fact have a greater impact in terms of linking their financial performance. These connections, or more specifically interconnections, lend
themselves to study using the tools of network theory.
This paper applies these tools, in concert with concepts and practices from financial economics and statistics, to model the network of
relations between the banks, the broader Australian economy, and the international financial markets. Moreover, the paper sets out a
mapping of the network of perceived financial dependencies between these respective entities.
Publicly available information, share prices, and indices of the respective entities are used to construct networks of partial correlations
between their returns. The networks do not reveal what caused investors to adjust their expectations regarding particular entities.
However, stock price performance quantifies the changes in market perceptions of the entities’ current present values. In this way, the
networks become useful tools in helping to gain a better understanding of the operation of the financial markets, and the transmission
of shocks. Accordingly, they may prove a useful addition to existing mechanisms for policy and regulatory analysis.
In the context of investment diversification, the use of correlation statistics in portfolio management is well established. However, to
gain an insight into the structure of the market for the purposes of financial stability analysis or policy design, partial correlation analysis
comes into play.
Partial correlations can identify direct co-movements in the relative value adjustments between particular pairs of entities, while
controlling for all other variables. Construction of a network of partial correlations facilitates the observation of the likely path of a shock
as it spreads through the network. From the perspective of a regulator, this facilitates the identification of key relations and, in turn,
provides a point of focus for regulatory oversight.
Understanding and measuring spill-over effects by means of a partial correlation matrix represents an important component of any policy
aimed at reducing systemic risk. In this regard, network theory uses various measures of centrality to measure the relative importance of
particular points of risk transmission.
The study makes the following findings in terms of the linkages between the various entities and sectors within the Australian economy:
(i)	There are strong partial correlations between the big four banks and the broader financial and real estate sectors;
(ii)	Macquarie Group links the banking sector with the real economy and Asia;
(iii)	ANZ Bank and Bank of Queensland have strong direct links with the property sector;
(iv)	There are strong direct links between the regional banks, Bank of Queensland, and Bendigo and Adelaide Bank;
(v)	Bank of Queensland has a strong link with the National Australia Bank;
(vi)	Bendigo and Adelaide Bank has strong links with Macquarie Group and Suncorp Group;
(vii)	Australian economic activity presently centres around the industrials and consumer services sectors;
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(viii)	The basic materials, oil and gas, and consumer services sectors appear to be the primary conduit through which Asian influences
impact the Australian economy.
The data universe from which these conclusions are drawn spans the period from 2000 to 2014. There are nevertheless a number of
connections that have changed substantially before and after 2008. More broadly, the study shows a decrease in the central economic
role of the mining sector post 2008, with a corresponding increase in the importance of the industrial sector.
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RESEARCH PROJECT: Identifying Asset-Price Bubbles in Australian Listed Securities
Working paper summary

Asset Price Bubbles in the Australian Market
Jamie Alcock, Petra Andrlikova, Angelo Aspris, Sean Foley,
Stephen Satchell, Reuben Segara, Danika Wright, Juan Yao
The University of Sydney
The commercial media often employs the phrase `price bubble' when describing a period of increased growth in asset prices. The populist
appeal of dramatising such a phrase is clear, as is the implication that Australian regulators should `do something about it'. What is less
clear is how to formally identify a pricing bubble, either ex-post or in real time.
In this report we
(i)

review the theoretical literature surrounding the definition and formation of price bubbles,

(ii)

review the major classes of empirical tools used to statistically identify price bubbles and

(iii)

utilise a representative suite of these empirical tools to explore the prevalence of price bubbles in Australian listed industrial 		
equities and A-REIT markets.

We find little empirical evidence of any statistically significant bubble in Australian listed securities during our sample period (1992-2016).
This result is striking for a number of reasons:
(i)

all empirical methods used find consistent empirical results - ie none of the methods employed find significant evidence of 		
sustained price bubbles,

(ii)

for the very brief periods where a bubble is indicated, it is due to a sudden, temporary drop in dividends rather than being due to
any noticeable increase in price levels,

(iii)

our sample includes several business cycles, and includes the `tech-wreck', the global financial crisis and the recent end of the 		
`mining boom'.

Furthermore, these results contrast to the results found when employing these same empirical tests with US data. During this same time
period, each of these techniques identify multiple periods of price bubbles in the US.
Whilst our findings may provide comfort for regulators, in that they suggest that the Australian economy appears to be largely unaffected
by the price bubbles observed in the US, we also note that there is a need for significant future research to develop better bubbleidentification techniques.
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Working paper summary

An Early Warning Tool for Measuring the Build-Up of Systemic Risks
in Banks and Financial Systems
Jamie Alcock, Petra Andrlikova, Angelo Aspris, Sean Foley,
Stephen Satchell, Reuben Segara, Danika Wright, Juan Yao
The University of Sydney
This study develops two new measures of financial fragility: BRISK, which represents baseline risk, and PRISK, which measures systemic
risk. BRISK and PRISK scores can be predicted one month ahead for both individual firms and for the overall financial system. These scores
can be used to identify the most appropriate and effective policy response, thereby allowing regulatory authorities to intervene in a
timely fashion.
At present, prudential regulators commonly use stress testing to measure the financial fragility of banks and insurance companies. Each
stress test focuses on an adverse scenario, assessing the impact of each adverse scenario on each financial institution. Adverse scenarios
may specify changes in market values or macro-economic variables which may occur during the projected time-frame, including interest
rate or credit spread movements, inflation rates, unemployment rates, changes in house prices, or changes in economic growth rates.
Stress testing relies upon the choice of scenarios: it does not allow for the possibility of other scenarios. Stress testing does not measure
the likelihood that any particular scenario will actually eventuate. Nor does it provide a coherent framework for combining different
scenarios.
The scenarios which are assessed in stress testing may be considered to be simulations from a stochastic model of economic variables.
In this study, we assume that the market index is the key underlying factor which drives the scenarios. Market returns capture a common
driver of bank returns and shortfalls. A model based on market returns permits an assessment of the risk posed to individual banks by an
event such as a major market correction. By aggregating the outcomes for individual banks, it is possible to measure systemic fragility.
In this model, daily bank and market price performance is the input for a stochastic model which predicts expected future capital
shortfalls over a time-frame of one month.
The model separates risk into two components: BRISK (baseline risk) and PRISK (systemic risk). Regulatory decision-making requires an
understanding of both types of risk, both within individual firms and across the financial system.
Baseline risk (BRISK) is related to volatility. High levels of BRISK at the individual firm level are potentially likely to make a correspondingly
higher contribution to the overall level of stress. Firm-level BRISK tends to increase in line with the amount of debt that the firm is carrying.
A high BRISK value shows the vulnerability of the firm to a capital shortfall and flags to regulators, such as APRA, the necessity for remedial
action such as reducing debt or increasing capital. At the aggregate level, BRISK is a forward-looking indicator of the exposure of the
individual firms and the system as a whole to failure.
Systemic risk (PRISK) measures the impact of a system-wide shock. While such shocks are largely unpredictable, the differential impact
on firms can be assessed. At the firm level, systemic risk is a function of the prevailing level of macroeconomic stress and the anticipated
capital shortfall of the firm.
By separating BRISK and PRISK factors, nuanced and more focused remedial or regulatory action can be taken either in relation to
individual firms or the overall market. For an individual firm with a high level of BRISK or PRISK, remedies such as reduced leverage or
a capital injection can be applied. However, when systemic risk is elevated for all firms, macro-economic measures, such as increased
regulation, are likely to be required.
The specific drivers of systemic risk are:
(i)

Financial dependence between firms;

(ii)	Dependence of individual firms on common macroeconomic factors and market conditions;
(iii)

Proportionally large balance sheets of key individual firms; and

(iv)	High leverage, with debt levels many times the value of net assets.
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A firm’s PRISK reading is not an indication of an imminent capital shortfall, although the contribution of the firm to total overall PRISK
enables regulators to identify systemically important firms. Also, a growing level of interdependency between firms increases their
individual vulnerability to shocks that impact the overall system.
A firm will typically have an elevated PRISK reading if it has a correspondingly greater anticipated capital shortfall during periods when
the system is in distress. For example, a bank may record an elevated PRISK reading if it has a loan book with high loan-to-valuation ratios
during a period when the labour market weakens or residential property prices fall.
A firm may record a low PRISK reading even if its BRISK reading is high. For example, a firm that sources its business largely from the
overseas markets will be correspondingly less impacted by stresses confined to the local system.
This paper proposes a centralised model and assessment tool for the calculation and monitoring of baseline and systemic risks across
firms. The model uses publicly available stock price returns, and makes simplified assumptions regarding capital requirements and debt,
and market returns as a driver of firm stock returns.
The model may be refined by identifying and incorporating key factors, apart from market returns, and their balance sheet impact. Such
factors may include: interest rates; employment; economic growth and property prices. The impact of each factor will differ according to
the specific characteristics of the particular firm’s balance sheet. For example, a bank whose asset base is largely comprised of residential
loans will be correspondingly more sensitive to residential property price fluctuations than another that is more exposed to commercial
loans. Detailed analysis of individual balance sheet exposures, and the factors that influence them, underpins potential refinements to
the modelling of baseline and systemic risk calculations.
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Working paper summary

Monitoring Risk in the Financial System Using Time Series Methods
Weihao Choo, Piet de Jong, Geoffrey Loudon
Macquarie University
Monitoring stresses and systemic risk in the financial system is a key function of macro-prudential regulation. Regulatory bodies such as
the Australian Prudential Regulation Authority (APRA) are concerned with developing and applying early warning quantitative measures
to warn of potential episodes of heightened systemic risk.
This paper presents a methodology for stress testing and the measurement of risk using the concept of stressed expectations. A stress
function is used to introduce specific stress factors, enabling systemic stress to be measured on the basis of system-wide variables.
Although systemic risk (SRISK) has many dimensions, it has been defined as an index that measures the expected capital shortfall of a
financial institution in response to a substantial and extended decline in equity markets.
This paper refines and extends the SRISK model in the following two ways:
(i)

SRISK is refined to represent a put option on the expected shortfall; and

(ii)	The ordinary expectation is defined as the baseline risk (BRISK) associated with the put option.
A stress function is applied in the context of a specific stress factor to derive the stressed expectation scenario associated with that factor.
In contrast to the typical SRISK calculation, which typically reflects a single stress factor, this paper proposes a methodology that permits
a more flexible definition of stress and a wider range of stress factors.
The difference between the stressed and ordinary expectation indicates a firm’s sensitivity to market-wide downturns, and is referred to
as PRISK.
BRISK and PRISK capture different aspects of stress on a firm. BRISK is a function of the prevailing levels of volatility and leverage. As these
factors increase, there is a consequent boost to overall BRISK, which makes the firm more susceptible to PRISK.
In the general case, PRISK and BRISK generally exhibit a similar pattern. However, there are instances where particular banks show pattern
differences. From a regulator’s point of view, this is significant because PRISK indicates sensitivity to market-wide downturns.
Previous studies have defined stress based on an absolute cut off of arbitrary size and length. This study suggests it is helpful to specify
conditional behaviour in percentile terms relative to current market conditions. This yields a sharper focus on the incremental impact of
further stress, and permits a more incisive view of the implications of SRISK numbers.
These extensions provide additional insights into the sources and economic nature of systemic risk. Further, the measures provide
potentially new and improved ways of anticipating episodes of heightened systemic risk. Their practical use can be expected to help
regulators monitor risk, including systemic risk, and potential contagion with a view to facilitating timely remedial action where necessary.
Although the study measures are designed for use in a variety of jurisdictions, they are particularly relevant in the Australian context. This
is because:
(i)	The domestic financial system is highly concentrated. It is dominated by four major banks, who collectively hold over three 		
quarters of the total assets of all Authorised Deposit-taking Institutions (ADIs) in Australia. Accordingly, the major banks are 		
systemically important, while the remaining ADIs would only become so if they were to impact the majors by way of contagion.
(ii)	The Australian banking system proved resilient through the 2008 global financial crisis (GFC), implying that systemic risk did not
reach the extreme levels experienced in countries where bank failures occurred.
These features of the Australian financial system suggest that it may be difficult to find useful additional information about systemic risk
by refining quantitative measures such as SRISK.
Nevertheless, given that the study measures are informative regarding systemic risk in Australia, it is likely that they will also provide
similar insights elsewhere.
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Working paper summary

Regulatory Independence – It’s not Just about Institutions
Gordon Menzies, University of Technology Sydney
The regulatory pendulum has swung back towards intervention in the wake of the ‘Great Recession’, prompting robust discussion about
the role and scope of financial regulation, including the costs of regulation versus its benefits. Gordon Menzies from the University of
Technology, Sydney used a CIFR research grant to build a framework for assessing the optimal amount of regulatory effort in seeking to
avoid financial crises, introducing the concept of Independent Dimensions of Regulation, or IDRs.
The inherent fragility of banks is as old as the fractional reserve system, and the debt of banks is held by uninformed and dispersed agents
who have limited ability to monitor the banks’ activities. All this occurs within the context of a rapidly evolving and highly complex system
that at times defies comprehensive understanding.
Within such an environment, regulators must scrutinize agents and institutions, and search for defects that are likely to cause systemic
stress – what I call ‘financial flaws’. In principle, the search for these flaws should be subject to the dictates of cost-benefit analysis. A
search process involves costs, and these should be viewed in the context of the contribution they make towards preventing financial and
economic stress.
However, while it is one thing to outline the theoretical considerations for cost-benefit analysis, it is quite another to measure the
actual costs and benefits involved. If the drivers of a recession operate at a level of detail below the aggregation measures of most
macroeconomic models, as occurred with the US sub-prime housing market, the task of comprehensive cost benefit analysis becomes
more difficult.
Even in the case of stress tests, which in isolation are relatively straightforward, individual stresses may be transmitted via complex
feedback loops to the entire economy.
If measurement difficulties limit the usefulness of a cost-benefit analysis, how are the regulatory authorities to proceed? One answer is to
think of the properties of the proposed regulations (or the regulations mooted for removal) in terms of their independence from other
regulatory measures.
I have called any regulation or group of regulations that can be argued to be relatively independent of other regulatory clusters an
‘independent dimension of regulation’ (IDR).
An example might be a central bank and an institutionally independent prudential regulator that both look at the same set of systemic
stability issues. The two regulators can represent two IDRs if the data and review methodologies are sufficiently different such that were
one regulator to miss a financial flaw, it would not significantly reduce the chance that the other would find it.
Another example might be two independent areas of the same regulatory organization performing stress tests on the same bank, but
using different assumptions and examining different data. This shows that institutional independence is neither sufficient nor necessary
for statistical independence.
In both of these examples, it might transpire that the independent reviewers will reach different conclusions. However, occasional
differences would be a cause for reassurance, rather than concern. In fact, it would be of concern if independent testing produced similar
outcomes in every instance, a possible indication of a lack of independence.
But what is gained by thinking about relatively independent clusters of regulation?
If these IDRs exist, then the analytic metaphor used when searching for financial flaws is one of quality control, akin to looking for faulty
items on a production line.
The relevant feature of quality control on production lines is that it uses the remarkable power of statistical independence to generate
a rapidly vanishing proportion of failures by the multiplication of probabilities. In other words, increasing the number of quality checks
produces an exponential increase in the likelihood of faults being identified.
Applying this concept of error detection to regulation, it follows that the likelihood of a negative shock emanating undetected from the
banking system decreases rapidly as the number of independent checks increases. Conversely, the probability of a shock balloons as
check numbers are reduced.
The research demonstrates that if the number of IDRs is optimal it is very costly to remove even one. And, if you don’t know whether the
number is in fact optimal, then removing one may prove risky.
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I suggest that if cost-benefit analyses of quality control regulations are too onerous, authorities should group regulations that seem
relatively independent into clusters, and then use pure independence as the relevant conceptual benchmark. This seems more reasonable
than a simple assumption that any duplication must be summarily removed, or that each and every claim of regulatory effectiveness has
merit.
Where regulations are highly dependent, greater statistical independence – the ideal of multidimensional regulation – should be a goal
for policymakers.
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RESEARCH PROJECT: Modelling Costs and Benefits of Financial Regulation
Working paper summary

Comparing the Impacts of Financial Regulation in Australia and the United States via Simulation
with Country-Specific Financial CGE Models
PB Dixon, JA Giesecke, J Nassios, MT Rimmer
Victoria University
Beginning with Johansen (1960), computable general equilibrium (CGE) models have been widely applied to study the impact of a variety
of economic policy issues. These include changes in macroeconomic or regional economic policies such as tariff reductions, changes in
labour force demographics and skill levels, the impact of epidemics and terrorist attacks, the impact of drought and water policy reform,
and the economic costs of climate change mitigation (Dixon and Parmenter (1996); Dixon and Rimmer (2002); Adams (2007); Giesecke et
al. (2015); Wittwer and Dixon (2015)).
Despite the efficacy of CGE models as tools in policy analysis, key linkages between the real and financial economies are often treated
implicitly; for example, the current account deficit is assumed to be financed in full by a foreign agent, e.g., via a small country assumption.
In an explicit sense we may ask how the foreign investor chooses to finance a deficit, e.g., do they prefer to purchase domestic agent
bonds, equity or a combination of the two instruments? What are the associated implications for relative rates-of-return across the
suite of domestic financial instruments, and how do changes in relative returns impact domestic agent investment decisions, nominal
exchange rates, and the real economy?
This paper seeks to address such questions via the development of a theory of the financial sector for a traditional dynamic CGE model
of the U.S. (USAGE 2.0).
We begin with a brief synopsis of the construction of a financial database for the United States (U.S.), which documents the stocks and
transactional flows of 5 financial and nonfinancial instruments across 11 distinct agents.
The financial database derived herein and the approach documented in Dixon et al. (2015), are then used to develop a new financial CGE
model of the U.S. called USAGE2F.
Explicit recognition of financial stocks and flows broadens the scope of CGE analyses to include the effects of changes in capital adequacy
requirements of key financial agents, e.g., the commercial banks, as we illustrate with an example.
The results are subsequently compared to findings of a similar policy scenario in Australia, which are outlined in Giesecke et al. (2016).
This analysis serves to illustrate how the impacts of regulatory change (in this case, a rise in capital adequacy ratios) can be affected by
jurisdiction-specific differences in the structure of the financial sector.

Page 146

CIFR-FUNDED Research PROJECTS December 2016

RESEARCH PROJECT: Modelling Costs and Benefits of Financial Regulation
Working paper summary

Australian Prudential Regulation Before and After the Global Financial Crisis
Ron Bird, University of Technology Sydney
Peter Docherty, University of Technology Sydney
Timo Henckel, Australian National University
Gordon Menzies, University of Technology Sydney
This paper reviews the nature of Australian bank prudential regulation before and after the Global Financial Crisis (GFC).
It begins by providing a detailed conceptual framework for understanding the functions of banks and deposit-takers, the theory of what
can go wrong with the operation of these institutions, and the logic of prudential regulation.
It then traces developments in Australian prudential regulation from the introduction of the formal capital-based framework in the 1980s
to the implementation of the Basel III regime after the GFC.
The paper concludes that the introduction of the Financial Claims Scheme was clearly a welcome change compared with pre-GFC
arrangements, but one that constituted a clarification and formalisation of an existing perception suggested by the depositor protection
provisions of the Banking Act rather than a fundamental change.
The paper also concludes that the introduction of the Basel III liquidity regime did constitute a more fundamental modification. Requiring
banks to hold enough liquidity to manage net cash outflows over a 30-day period in stressed conditions engenders confidence in deposittakers and provides a backstop to the effectiveness of capital measures designed to reduce the likelihood of financial instability.
Changes to authorised deposit-taking institution (ADI) capital regulation that lie at the core of the Basel III regime also represent positive
and desirable developments in the Australian context. In particular, enhancing the quality of ADI capital to ensure that it provides a
cushion of instruments genuinely available to absorb losses in the loan portfolio and related exposures, and ensuring that securitisation
arrangements do not leave residual credit exposures unaccounted for in the provision of this protective cushion, enhance the safety of
Australian ADIs.
That these represent fundamental changes in philosophy compared to pre-GFC arrangements is less clear. Their importance is
unquestionable, but the paper concludes that they are better characterised as significant refinements to the risk-based calculation of
capital than as fundamental changes to regulatory philosophy.
The paper also argues that while Australia’s adoption of Basel III’s macroprudential apparatus appears on the surface to constitute a
genuine innovation in prudential regulation, the Australian Prudential Regulation Authority (APRA) had been practising macroprudential
regulation before the GFC and there is a longer tradition of thinking about such regulation in Australia dating back to the Napier Royal
Commission of 1935-37. It is, however, argued that the explicit recognition of macroprudential regulation represents an important and
positive development.
The paper lastly argues that the importance of financial stability as a policy objective and the nature of macroprudential regulation,
which has the potential to address this objective, raise questions about the wisdom of having split monetary policy and prudential
regulation functions in 1998. It recommends revisiting this question and reassessing the institutional structure within which prudential
regulation is conducted in Australia.
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RESEARCH PROJECT: Financial System Regulation – is Australia’s “Twin Peaks”
Approach a Model for China?
Working paper summary

Twin Peaks - The Legal and Regulatory Anatomy of Australia’s System of Financial Regulation
Andrew Godwin, Ian Ramsay
The University of Melbourne
Australia adopts a functionally-based twin peaks model under which regulatory responsibility is divided primarily between two
regulators. The Australian Securities and Investments Commission (ASIC) is responsible for the regulation of companies, market conduct
and consumer protection. The Australian Prudential Regulation Authority (APRA) is responsible for prudential regulation.
This paper examines the anatomy of the Australian twin peaks model from a legal and regulatory perspective. It also reflects on the work
of the Financial System Inquiry (FSI) of 2014, which reviewed Australia’s financial system and examined issues that are relevant to the
operation of the twin peaks model.
The relevance of the twin peaks model is becoming greater as an increasing number of jurisdictions have adopted, or are considering,
this model.
Under the twin peaks model, it is necessary to ensure that the objectives of each regulator and the boundaries, or regulatory perimeters,
between them are clearly defined. This is because market participants may be overseen by both regulators. Further, to ensure
comprehensive supervision, it is necessary to achieve effective coordination between the regulators.
The experience from the collapse of HIH Insurance and Trio Capital highlights the critical importance of information-sharing between
APRA and ASIC, particularly at the operational level. It also shows the importance of ensuring that regulators are able to respond in a
timely and effective manner to problems experienced by regulated entities. Furthermore, there is a need for coordination between both
regulators in the performance of their respective functions and responsibilities.
APRA focuses on promoting financial system stability, whereas ASIC’s focus is on promoting the confident and informed participation
of investors and consumers in the financial system. There is an inherent potential for conflicting priorities between these regulatory
objectives, as action taken by one regulator may conflict with or undermine the objectives of the other. Accordingly, coordination is
critical for the twin peaks model to operate effectively. Effective coordination requires consultation, information-sharing and mutual
cooperation in areas such as supervision and enforcement action.
The view within regulatory and official circles is that the framework of coordination in Australia is working well and does not need to be
redesigned or radically overhauled. The following are identified as key factors in the success of the framework of coordination:
(i)	A focus on process as well as outcomes – this ensures that coordination is considered to be an end in itself and not just a means
to an end.
(ii)	The strength of relationships – at both the senior and lower levels of the respective organisations.
(iii)	The twin peaks system itself - because of their complementary roles, regulators have a collective interest in making coordination
work.
(iv)	Effective consultation and information-sharing – this is particularly important at the operational levels of the respective regulators.
(v)	The framework of coordination itself – which is facilitative, informal and involves a flexible approach to coordination that can 		
adapt to the circumstances.
In Australia, the legislative framework for regulatory co-ordination is high-level and outcomes-focused. This framework relies substantially
on ‘soft law’ mechanisms in the form of memoranda of understanding and informal protocols between the regulators, with such
mechanisms being facilitative and enabling, rather than prescriptive.
It is perhaps in this respect, namely the existence of two independent regulators who have different functions but nonetheless must
achieve effective coordination in order to make the system work for both, that the twin peaks model might claim an advantage over
other models. When compared with the institutional model, the twin peaks model is less susceptible to functional overlap and territorial
conflicts. Also, when compared with the integrated, or super-regulator, approach, the twin peaks model is less susceptible to the internal
conflicts of interest that arise as a result of the concentration of regulatory functions in one regulator.
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The FSI Final Report found that the twin peaks model in Australia does not need major change, reflecting the conclusions previously
reached by international agencies that ‘Australia’s financial system is sound, resilient and well-managed’, and that ‘the financial regulatory
and supervisory framework exhibits a high degree of compliance with international standards.’
Instead of recommending structural changes to the model, the FSI focussed on ways in which certain aspects, such as coordination and
regulatory overlap, could be strengthened and improved. Interestingly, the most significant recommendations of the FSI related to those
aspects that were common to all models, namely the objectives of the regulators, the accountability framework governing financial
sector regulators, funding arrangements and regulatory tools such as enforcement powers.
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RESEARCH PROJECT: Financial System Regulation – is Australia’s “Twin Peaks”
Approach a Model for China?
Working paper summary

Financial Sector Regulation – South Africa looks to Emulate Australia’s ‘Twin Peaks’ Model
Andrew Godwin, Andrew Schmulow
The University of Melbourne
South Africa is introducing legislation to promote financial stability and strengthen the country’s ability to manage and mitigate the
effects of financial crises. Australia has experience of the ‘twin peaks’ regulatory model that South Africa proposes to adopt, and is
therefore well positioned to provide insights into the challenges it presents and the various ways in which these challenges might be
overcome. Australia’s regulatory and research expertise has been recognised by South African legislators. They have sought submissions
from the authors, who researched and wrote this paper with funding from CIFR. Of 25 specific recommendations made by the authors,
22 have been incorporated into the draft South African legislation. The approach from South Africa’s legislators shows that Australia’s
regulatory regime is highly regarded internationally, and that Australian academics are recognised on the world stage.
South Africa is undertaking its most significant reform of financial regulation in a generation, and is proposing to implement the
regulatory model use in Australia.
The second draft of the Financial Sector Regulation Bill (FSR Bill) (2014) represents the most important reform to South Africa’s financial
regulatory architecture since the 1987 De Kock Commission led to the creation of the Financial Rand dual-exchange-rate mechanism.
The FSR Bill proposes the introduction of two regulators for South Africa’s financial sector. The first is a Prudential Authority, which “will
supervise the safety and soundness of banks, insurance companies and other financial institutions”. The second is a Financial Sector
Conduct Authority, which “will supervise how financial services firms conduct their business and treat customers.”
This model of financial regulation is termed a twin peaks approach, and was first adopted in Australia following the conclusion of the
Wallis Commission of Inquiry in 1997.
The twin peaks approach is one of four main systems of financial regulation currently in use internationally.
(i)	The institutional or traditional approach
This approach focuses on the form of legal entity to be regulated. The thinking behind this approach is that the regulatory body’s
attention can be focused on particular entities, thereby ensuring close supervision.
However, this approach tends to create a heavily fragmented regulatory environment, ill-equipped to deal with hybrid financial entities,
such as those that combine banking and insurance services. Moreover, this approach is regarded as the least capable of dealing with
financial conglomerates, whose activities tend to blur the traditional boundaries between different types of financial firms.
(ii)	The functional approach
The functional approach disregards the type of legal entity in question, and instead focuses on the transactions or products to be
regulated. Accordingly, a firm involved in multiple activities may be responsible to multiple regulators. Each regulator is responsible for
the safety and soundness of the firm, as well as its business conduct, as it applies to the activities covered by the particular regulator’s
jurisdiction.
This system of financial regulation is common, and can be effective, where there is a high degree of communication and co-operation
between the various regulators.
However, the shortcomings of this model relate chiefly to safety and soundness considerations. Specifically, different regulators may
potentially take different views on the potential threat that particular firms pose to the financial system. Moreover, the types of activities
being regulated must be definable with sufficient clarity, in order to determine which regulator has jurisdiction.
(iii)	The integrated approach
The integrated approach entails a single financial regulator assuming responsibility for the soundness of firms and their business conduct.
This model is often referred to as the ‘FSA Model’, as the former Financial Services Authority (FSA) in the UK was the most prominent
example.
Prior to the global financial crisis (GFC), it was widely held that this model facilitated a unified focus on regulation and supervision,
without giving rise to jurisdictional disputes.
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However, under this system, the UK weathered the GFC poorly. A subsequent House of Lords inquiry described the FSA and its performance
in dealing with the crisis as “thoroughly inadequate”. The FSA was found to have fallen prey to form over function, and to process over
outcomes. This detracted from an appropriate consideration of the fundamental crisis issues.
(iv)	The Twin Peaks approach
As its name suggests, this approach entails two regulatory bodies. One is a prudential supervisor with responsibility for maintaining
systemic stability, while the second monitors market conduct and provides consumer protection.
There are several pre-requisites for the effective operation of the twin peaks model of financial regulation. Of particular importance are:
(i)	A clear allocation of objectives and responsibilities between each regulator;
(ii)	Effective co-ordination between the regulators;
(iii)	Transparency and accountability on the part of each regulator;
(iv)	Effective powers of supervision and enforcement;
(v)

Operational independence and an absence of government interference; and

(vi)	A sound governance system and adequate resources.
However, even if all these criteria are place, there is no guarantee that a twin peaks regulatory system will prevent financial distress. Nor
will this system guarantee against financial firms engaging in market misconduct or consumer abuse, such as the recent cases involving
inappropriate financial planning advice demonstrated.
In the context of the proposed application of the twin peaks approach to financial regulation in South Africa, three key questions arise.
These questions are addressed below in the context of the experience and current debate prompted by the final report of the Financial
System Inquiry (FSI) in Australia.
What are the implications of housing the prudential regulator within the central bank?
Synergies in relation to resources and expertise, and a greater propensity to share information, are the main arguments put forward
for housing a prudential regulator within the central bank. Moreover, in jurisdictions where the central bank has a tradition of strong
independence, the regulator is similarly more likely to maintain its freedom from government influence.
In contrast, the potential for a conflict of interest is a key argument in favour of an independent regulator. For example, a regulator
may allow a distressed bank to fail in order to contain the broader social cost of a systemic shock. However, if the regulator has broader
responsibilities, such a decision may conflict with its simultaneous obligation to ensure customer protection.
Proponents of the independent regulatory model nevertheless put forward study evidence which shows that an independent prudential
regulatory authority correlates with a more competitive banking system. There is also evidence that an independent regulator leads to
better macro-economic outcomes, such as lower inflation. Further, from a regulatory perspective, an independent regulator appears to
comply more closely with the Basel Committee Principles on Banking Supervision.
How should effective co-ordination between regulators be achieved?
The proposed South African model of financial regulation borrows from the UK in terms of prescribing the nature of co-ordination
between the regulators, and imposing a statutory duty on the regulators to co-operate and co-ordinate their activities.
This represents a contrast with Australia, where, although co-operation is referred to in the legislation governing the Australian Prudential
Regulation Authority (APRA), there is no detailed prescription of the required co-operation and how it should be achieved.
Further, although high-level principles of co-operation are contained within regulatory memoranda of understanding, the Australian
experience suggests that these have limited practical effect or utility in terms of achieving their intended outcomes. Instead, their main
value lies in the public signal they provide with regard to the intended co-ordination and review functions of regulators.
The most important element for achieving co-operation, the Australian experience suggests, is a culture of co-ordination, where the main
focus is on regulatory performance, rather than regulatory structure, and where flexibility and adaptability are considered to be key in
this regard.
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What substantive functions and powers should an inter-agency co-ordinating body have?
The South African model borrows from the Australian model in terms of establishing a Council of Financial Regulators (CFR). An interesting
difference is that, unlike its Australian counterpart, the South African CFR will have a statutory basis.
Although South Africa’s FSR Bill makes a general provision for a CFR, there is as yet no indication of the substantive powers and functions
it will have. This gives rise to two questions:
(i)

Should the Council have substantive powers and functions that go beyond its consultative and co-ordinating role? and

(ii)	How should accountability and transparency be achieved?
These questions were the subject of several submissions to the FSI in Australia. Various stakeholders have suggested that the role and
functions of the CFR should be enshrined in statute.
However, a particular concern in having a statutory-based inter-agency co-ordinating body is that it might be treated as the only channel
through which inter-agency co-ordination can be achieved. A further concern, expressed by the RBA in its submission to the FSI, is that
the existing lines of responsibility may become blurred, and possibly undermine its effectiveness.
This paper suggests that any consideration of functions and powers should bear in mind the critical importance of achieving an
appropriate balance between formality and flexibility. Namely, there should be clear provisions for the nature and scope of regulatory
co-ordination, while at the same time ensuring that the system is sufficiently flexible to allow it to adapt to specific circumstances.
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RESEARCH PROJECT: Financial System Regulation – is Australia’s “Twin Peaks”
Approach a Model for China?
Working paper summary

Twin Peaks: A Theoretical Analysis
Andrew Schmulow
The University of Melbourne
This article provides an analysis of the Australian ‘Twin Peaks’ model of financial system regulation.
It does so by examining the theoretical underpinnings of Twin Peaks, and investigates the crucial question of the jurisdictional location of
the prudential regulator. This includes a description of how Twin Peaks functions and its strengths and weaknesses.
The article argues that while Twin Peaks is the best solution to the problem of regulating for financial system stability and consumer
protection, it is nonetheless imperfect to the task, and susceptible to failures.
In essence, Twin Peaks is a regulatory model that assigns equal importance to the maintenance of financial system stability, and market
conduct and consumer protection. Twin Peaks eschews the concept of a lead regulator, and accordingly there are separate jurisdictional
authorities for each of these two functional areas.
In Australia, financial system stability and market oversight are the respective responsibilities of the Australian Prudential Regulation
Authority (APRA) and the Australian Securities and Investments Commission (ASIC).
In theory, Twin Peaks is better suited to the performance of these functions than any alternative system of regulation currently in practice.
It is potentially more cost effective, and better utilises specialist staff. It is also more likely to achieve regulatory competitive neutrality,
through the avoidance of policy inconsistencies and opportunities for regulatory arbitrage.
There are six principal advantages associated with the Twin Peaks regulatory regime:
(i)	Assigning each agency a single regulatory objective maximises regulatory focus.
(ii)	There are significant potential synergies to be gained from bringing together all the regulators of a particular market. For 		
example, APRA brought together the best practices from banking and insurance regulation to create a stronger framework for 		
both.
(iii)	Bringing all prudentially regulated entities under one roof is conducive to eliminating regulatory arbitrage. Following 		
its creation, APRA introduced a fully harmonised regime for deposit-taking institutions who were previously regulated by 		
onine different agencies. The resultant coherence over deposit- taking regulation was important in preventing a shadow-		
banking sector from emerging in Australia.
(iv)	Bringing all prudentially regulated institutions under one roof ideally facilitates a more consistent and effective approach to the
regulation of financial conglomerates.
(v)	The allocation of a single objective to each regulator minimises any overlap between agencies, and the inevitable conflicts that
flow from such overlaps.
(vi)	The allocation of a single regulatory objective is conducive to the likelihood of a uniform organisational culture developing 		
within the agency. This largely obviates conflicts that may arise between operational groups that have differing perceptions of
the broader organisation’s overall goal.
Notwithstanding its advantages, the Twin Peaks regulatory model also has certain shortcomings and deficiencies. In particular, it is not
a model that guarantees perpetual bank solvency, nor can it prevent the collapse of individual banks. When such an event occurs, Twin
Peaks cannot prescribe a solution when the failure of one bank leads to widespread depositor panic and broader distress among financial
firms.
If the financial system is regarded as being so interconnected that it cannot tolerate a bank failure, this presents a critical point of failure
for the Twin Peaks model. It cannot foresee all the circumstances in which a bank may fail, yet it cannot adequately address a situation in
which such a failure occurs. Hence, Twin Peaks is vulnerable to being overwhelmed by any contagion effect of a crisis.
Another potential weakness presented by a model in which a bank regulator is combined with an insurance regulator, relates to
differences in the nature of the assets and liabilities of banks versus those of insurers. Insurers typically have long-term liabilities that are
ill-defined in value. Conversely, their assets are generally transparent in value, and are thus readily marketable.
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Banks on the other hand have relatively short-term liabilities, while their assets may be illiquid and opaque in value. Accordingly, banks
and insurers warrant their own particular prudential supervisory focus, which raises doubts about the efficiency of combining these two
functions within one organisational body.
A fairly typical phenomenon of financial regulation is that, in most countries, the regulatory system has been designed in response to a
financial system which, thanks to innovation, no longer exists. Consequently, financial innovation also requires regulatory system reform.
On balance, Twin Peaks is the regulatory paradigm most suited to respond to these innovations. Therefore, it is likely that, over time, an
increasing number of countries will adopt this type of system.
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RESEARCH PROJECT: Evaluating the Impact of Securities Loans on Shareholder Rights
and the Governance of Listed Companies
Working paper summary

The Legal Structure and Regulation of Securities Lending and Securities Lending, Empty Voting
and Corporate Governance
Paul Ali, Ian Ramsay, Benjamin B Saunders
The University of Melbourne
Securities lending has enabled investors to acquire voting rights without economic ownership in listed companies. Without economic
ownership, these investors do not have incentives to exercise their voting rights in the interests of shareholders as a whole. This separation
of economic interests and voting rights raises potential corporate governance concerns. Does the current regulatory framework for
securities loans in Australia adequately address these concerns? If not, what reform is required to protect the interests of shareholders in
listed Australian companies?
Scholars have expressed concern that securities lending has enabled investors to acquire voting stakes without economic ownership in
listed companies. This has been termed ’empty voting’, and there have been several examples of the problems this might cause. In the
Henderson Land case, it was suggested that an increase in borrowing of Henderson Investments (a listed subsidiary of Henderson Land)
prior to an important shareholder vote was actually an investment scheme by opportunistic hedge funds with no actual economic stake
in the company.
On the other hand, although Henderson Investments shares did fall after the vote, there are other reports which suggest that since there
was no correlated increase in short-selling of Henderson Investments shares, hedge funds did not block the takeover in order to sell the
shares short and profit from the fall in price.
Securities lending is one of the most common methods of empty voting and is the focus of this research. Despite using the term ‘lending,’
securities lending is actually an absolute transfer of title of securities to the borrower. The borrower has ownership, together with all
rights and entitlements attached – including voting rights. This may be problematic, as corporate voting rules are based on the notion
that shareholders have an economic incentive to make value-enhancing decisions for the company. This leads to the possibility that
empty voters may prefer the company’s share price fall rather than rise. Accordingly, many scholars consider that empty voting is largely
a harmful practice.
However, this view is by no means unanimous. There are also arguments that vote trading might actually increase efficiency in the
market. One commentator has argued that vote trading may increase efficiency because uninformed shareholders can sell their votes to
more informed investors. Vote buying may intensify the preferences of engaged shareholders and increase efficiency in the market where
informed shareholders can purchase the votes of less informed shareholders. Further, contrary to an earlier US study which suggested
that securities lending was frequently used to capture corporate proxy votes, a more recent and detailed US study has argued that there
is no widespread practice of abusive proxy capture.
It has also been noted that it would be difficult or impossible to gather large-scale empirical evidence of favourable empty voting
behaviour. Accordingly, there is no comprehensive information as to how prevalent these strategies are in the major securities markets.
Despite this, many industry bodies have condemned the practice of vote buying. The Bank of England’s Securities Lending and Repo
Committee, the International Securities Lending Association, the International Corporate Governance Network and the Hedge Fund
Working Group have all publicly stated that members should not borrow stocks specifically in order to vote.
Institutional shareholders hold an increasingly large proportion of equities. They are therefore an important part of the structure of
corporate governance. Long-term institutional investors holding shares in a company may have significant influence over that company
even where they have temporarily loaned their shares to borrowers. Any reform proposals made in relation to empty voting must take
account of these broader issues in corporate governance.
To date, empty voting has received little regulatory attention in Australia. However, the 2008 Commonwealth Parliamentary Joint
Committee on Corporations and Financial Services said that vote buying ‘in no way contributes to good corporate governance’. It
recommended that the government investigate the most appropriate regulatory framework for ensuring that stock lenders retain the
voting rights attached to the lent shares.
Internationally, there has been a varied regulatory response, however the broad consensus is that it is not considered appropriate for a
person to borrow securities for the purpose of exercising the voting rights attached to them.
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The existing literature on this topic suggests several areas for reform. One of the main reform proposals is to improve shareholder
disclosure requirements, including imposing a specific requirement to disclose empty voting positions. It has been acknowledged that
an outright prohibition on empty voting would not be appropriate because securities lending, short selling and equity derivatives
trading perform economically legitimate and desirable functions. Another regulatory strategy would be to impose various requirements
on lenders of shares, for example requiring lenders to recall loaned shares prior to a shareholder meeting in order to vote, or requiring
them to issue voting instructions to the borrower. In the US, buying corporate votes is prohibited under common law under certain
circumstances such as, where the purpose of the vote buying is to defraud or in some way disenfranchise other stockholders.
Australia’s substantial shareholding disclosure system is much clearer and more effective than those of a number of other jurisdictions.
Any empty voting position created by a borrower of securities would need to be disclosed to the market, which would thus be fully
informed in relation to the borrower’s position.
In conclusion, considering the lack of evidence to show there is a widespread problem of empty voting, regulatory intervention does
not appear warranted. The Australian disclosure regime is adequate as it already requires disclosure of substantial holdings of borrowed
shares. Therefore, it does not appear necessary to reform Australia’s disclosure rules in relation to empty voting.
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RESEARCH PROJECT: Elements of Risk Governance and Culture
Working paper summary

Governance of Financial Institutions: A Cross-Country Evaluation of National Codes following
Basel (2010)
Shane Magee, Elizabeth Sheedy, Sue Wright
Macquarie University
The 2008 global financial crisis (GFC) prompted calls for a new approach to the governance of financial institutions, with special emphasis
on risk management.
In 2010, the Basel Committee on Banking Supervision produced a policy document titled ‘Principles for Enhancing Corporate Governance’
(BCBS 2010), which contained 14 principles and 120 specific recommendations broadly covering the area of risk management.
Despite the efforts of international regulators, and the strong impetus for change following the GFC, there is consensus that progress
remains uneven, especially in the area of risk governance. This paper investigates this pattern of regulatory diffusion and the possible
reasons for such variation.
The paper examines the adoption of risk governance reforms among advanced economies that are most likely to have the resources and
political structures required to implement them. Specifically, the regulatory and national governance codes of Australia, Canada, Japan,
Singapore, Switzerland, the UK, the US and the European Union are evaluated against the benchmark of the Principles for Enhancing
Corporate Governance (BCBS 2010). This approach facilitates the analysis of risk governance in the specific context of several key questions:
(i)

Which of the advanced countries have most thoroughly implemented new risk governance regulations?

(ii)

What forces have driven the observed variation in practice across countries?

(iii)

Why have some countries failed to comprehensively adopt reforms that are consistent with international obligations and in the
interests of the majority of citizens?

(iv)

What are the implications for this and future regulatory initiatives?

The paper finds that the countries that have made the most progress in risk governance reform are (in alphabetical order) Australia,
Canada and Singapore. Interestingly, these countries were comparatively less impacted by the GFC, consistent with the view that the
likelihood of a country experiencing a banking crisis is inversely related to its progress in regulatory reform.
Similarly reflecting this view, the study finds that the four lowest ranked countries in terms of post-GFC reform of risk governance are
Japan, the US, Switzerland and the UK. Given that each is host to a globally significant financial centre, it would appear that regulatory
considerations play a secondary role in the jurisdictional rivalry to attract and retain financial services business. This is consistent with
the notion that global financial centres compete for international activity, which produces a regulatory race to the bottom. The profits
produced in these financial centres create enormously high stakes and provide the resources for intensive lobbying of politicians and
supervisors. Lobbying efforts typically favour the interests of shareholders and managers over those of depositors and taxpayers. The
resultant regulations tend to have symbolic value to placate the broader electorate, but have little real effect on the industry.
To explain the contrast in regulatory trends over time and across countries, this paper proposes a ‘relative power hypothesis’. This reflects
the view that banking crises represent the predictable consequences of political bargains, which ultimately determine the relative power
of bank shareholders and managers versus depositors and taxpayers. The specific structure of these bargains is typically determined
by a society’s fundamental political institutions. Accordingly, countries such as the US and the UK, where the balance of political power
favours shareholders and managers, are correspondingly more prone to banking crises.
In the context of this study, a relative-power hypothesis is used to describe the observed patterns of diffusion that reflect the competitive
tension between bank shareholders and managers on the one hand, and depositors and taxpayers on the other.
Banks and other private financial institutions work primarily for the benefit of shareholders or owners. Shareholders, who typically
diversify their exposure to individual companies and whose downside is usually limited to their initial investment, tend to be particularly
risk tolerant. Thus, the incentives of shareholders and managers have, in many cases, been aligned with high-stakes remuneration policies
that encourage risk-taking.
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In contrast, depositors and taxpayers derive no direct benefit from any growth in bank assets. Moreover, taxpayers are typically called
upon to bail out banks facing distress or insolvency. Accordingly, these two groups of stakeholders typically prefer the adoption of lower
risk strategies by banks. However, they tend to have little say in the determination of strategy, as they are not represented at board level.
Therefore, the role of regulators is to protect the rights of depositors and taxpayers, specifically by ensuring that the motivation to take
on risk is constrained, or at least buttressed by adequate capital and funding liquidity.
At an overall level, the study’s findings are not hopeful for the future of fundamental reform in the finance industry. Although reform is
clearly possible, it typically occurs in the countries that least need it. In the countries that need it most, narrow domestic interests tend to
dominate the regulatory agenda and work against international harmonisation. This mitigates against achieving the goal of international
banking regulation, which is to reduce systemic risks. Consequently, without substantial political structural reform in the major financial
centres it is difficult to envisage significant regulatory change.
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Risk Governance, Structures, Culture and Behaviour in Banks: A View From the Inside
Elizabeth Sheedy, Barbara Griffin
Macquarie University
There is an increased recognition of the importance of risk culture in the context of financial institutions. Risk governance mechanisms
have been introduced that increase the focus of directors on risk management, result in more investment in risk structures and elevate
the status of risk executives so that risk might be better managed. Yet an unfavourable risk culture may mean that the effectiveness of
good governance and structures is compromised, leading to poor behaviour.
This study investigates the importance of risk culture in explaining behavioural outcomes over and above risk structures and personal
characteristics. This is done in the context of seven major Australian and Canadian banks in 2014-15.
Risk culture is defined as the shared perceptions among employees of the relative priority given to risk management, including
perceptions of the risk-related practices and behaviours that are expected, valued and supported. These perceptions develop in the
context of governance structures and rules, as staff evaluate and interpret their meaning. It follows that risk culture is not risk governance
or structures per se, but rather the meaning and priority that staff attach to them.
Ultimately, culture determines how staff members behave when they are under pressure and have to act instinctively. Culture also guides
employees in how to balance competing objectives when multiple valid actions are possible.
Utilising the Macquarie University Risk Culture Scale, the study examines risk culture in 7 large banks, 3 of which are headquartered in
Australia, and the remaining 4 in Canada. All are diversified financial institutions offering a range of financial services, and all are in the
world’s top 50 based on market capitalisation and assets. They are also among the most creditworthy banks, reflecting their earnings
capacity and strong capital and liquidity levels.
Risk culture is assessed on the basis of employee perceptions of the following four factors:
(i)

Valued - the extent to which risk management is genuinely valued within the organisation;

(ii)

Proactive – the extent to which risk issues and events are proactively identified and addressed;

(iii)	Avoidance - whether risk issues and policy breaches are ignored, downplayed or excused; and
(iv)	Manager – whether managers act as effective role models for risk management.
The study finds that perceptions of risk structures (frameworks, risk managers, remuneration and training) are important for explaining
behaviour. In these banks perceptions of risk structures are generally favourable, with the exception of remuneration. A significant
number of employees believe that remuneration systems encourage a short-term focus, and even unacceptable behaviour. Moreover,
unfavourable perceptions of remuneration systems are particularly important in explaining undesirable behaviour at the individual level.
Personal characteristics are also important indicators of risk-related behaviour. Employees who are older, those with longer tenure, those
who are less risk tolerant and those with greater seniority are more likely to exhibit desirable risk-related behaviour. Conversely, those with
a high personal risk tolerance, and those who are younger and less senior are more likely to exhibit undesirable risk-related behaviour.
When cultural factors are added to the regressions that explain individual risk behaviour, they reduce the effect of risk structures and
personal characteristics. This finding is consistent with the view that risk structures are interpreted through the lens of culture. In other
words, risk culture accounts for the effect of structures in explaining behaviour to a large degree. Also, avoidance culture is particularly
important for predicting negative risk behaviour.
In other words, favourable risk structures may not guarantee that risk management will be effective if risk culture is unfavourable. While
many financial institutions might espouse a commitment to risk management and invest in risk management structures, the real priority
may instead be short-term profit maximisation. In essence, the gap between what is espoused and what is enacted explains how culture
develops and is experienced.
The study also finds statistically significant differences in risk culture at both the country and firm levels. Notably, Canadian banks exhibit
a more favourable risk culture than their Australian counterparts. Within firms, significant differences in risk culture are evident across
different business units even within the same bank.
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This runs contrary to the notion that culture is set at the top of an organisation and then flows uniformly downwards. Instead, the
study findings support the proposition that culture develops at a local level, as employees interact with one another and look to local
management for guidance. This implies that risk culture should be measured and managed at the business unit level.
Overall, the study findings are supportive of the benefits of risk governance, but highlight its limitations. By focusing on externally
observed governance mechanisms, researchers may neglect important factors influencing the behaviour of staff, and ultimately firm
outcomes. In banks with best-practice risk governance, the structures of risk management are not always ideal, and even when they are
in place they can be undermined by an unfavourable risk culture.
The findings further suggest that senior leaders and regulators should place a greater emphasis on risk culture, focusing on differences at
the business unit level. Reliance on governance and structures does not guarantee good behavioural outcomes.
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Agency Theory and Financial Planning Practice
Geoffrey Kingston, Haijie Weng
Macquarie University
As ageing baby boomers increasingly assume responsibility for their own financial futures, demand for financial planning and funds
management services is set to grow strongly. But are the boomers getting value for the fees they pay? And, is the advice they receive
tailored or merely generic?
As the baby boomer generation moves progressively into retirement, the proportion of Australians aged 65 or over is projected to almost
double over the next 30 years. Reflecting the growth in self-funded retirement within this cohort, there is likely to be a corresponding
increase in the number of people seeking financial advice.
Against this backdrop, this paper examines mainstream agency theory in the context of current financial planning practice in Australia.
Specifically, the paper examines whether superannuation investors receive value for money in terms of fees, and whether the advice they
receive is tailored or generic.
Measures in the 2007 Federal Budget to abolish taxes on the earnings of superannuation funds in the drawdown phase prompted strong
inflows of contributions. However, the onset of the global financial crisis the following year, and the collapse of Storm Financial in 2009,
inflicted heavy losses on investors.
This situation provided added impetus for the 2009 Inquiry into Financial Products and Services in Australia (the Ripoll Report), and the
2010 Super System Review Panel (the Cooper Review). In turn, these reviews served as inputs into the Future of Financial Advice (FoFA)
and MySuper reforms.
Amid an ongoing debate on issues related to financial planning, this paper identifies six key questions, which are addressed below.
Should fee-for-service supplant asset-based fees?
Extending the theory of fee structures for actively managed funds, there is a view that efficient fees should include a fixed component
to address the agent’s inherent self-interest. This underlies the rationale for a flat-fee structure, analogous to a fee-for-service. However,
contracts that also retain asset-based fees appear preferable, as they cater more fully to the interests of all parties.
Another extension of the theory is that the assets an investor places with an active manager should not include those whose purpose is
to generate an income return to cover essential living expenses. These assets should instead be allocated to risk-free investments such
as term deposits.
Consequently, an optimal investment management contract is one that excludes assets which should not be exposed to risk.
Management services for the remaining assets should then be charged on the basis of a flat fee, plus two asset-based components. The
first is proportional to fund earnings, and the second is a fulcrum-style performance fee that rewards outperformance but penalises
underperformance.
Should commissions from product providers to planners be banned?
Predicated on the argument that an agent should not try to serve two principals simultaneously, commissions paid to advisers represent
an area of contention. This is because of the potential conflict of interest between the client and the adviser, who stands to receive a
product-related benefit from both the client and the product provider.
The Australian Securities and Investments Commission (ASIC) has banned ‘conflicted remuneration’ in financial plans written since July
2013. Similarly, since this time, the FoFA reforms require financial planners to provide advice that is in the best interests of their clients.
Do recommended asset allocations tend to be too risky for clients on the cusp of retirement?
The Financial Planning Association of Australia (FPA) concurs with the assertion by Russell Investments that up to 60 per cent of nominal
investment earnings in retirement accrue from post-retirement returns. This implies that investors cannot rely exclusively on interest-type
income in retirement. Instead, they should retain a portfolio exposure to growth assets.
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However, there are three problems with the universal application of this assertion.
First - it appears to be based on comparisons of nominal, as opposed to real, contributions and investment earnings.
Second - an asset allocation strategy targeted towards delivering an expected level of nominal returns cannot be justified solely on the
basis of its potential. Other risk-related factors, such as the outlook for inflation, should also be taken into account.
Third - a comfortable retirement usually necessitates drawing down on superannuation balances, rather than attempting to maintain
them.
Do financial plans tend to be ‘cookie cutter’ ones rather than customised to the particular circumstances of clients?
The FPA evidently takes the view that a high exposure to growth assets is not the sole prerogative of young investors.
In its example statement of advice (SOA), the FPA suggests older investors retain a focus on growth, specifically advocating an exposure
to growth assets of at least 70 per cent for a couple in the pre-retirement phase.
However, there is a counterview to the effect that financial plans are fragile around the point of retirement. Specifically, if an investor
suffers a major capital loss at this time, it is extremely unlikely that the full extent of the loss will ever be recouped. This becomes even
less likely if the capital balance is further eroded by withdrawals for the payment of essential living expenses. Accordingly, an element of
flexibility in asset allocation appears warranted in order to manage the vulnerability of a portfolio to capital losses at critical moments.
Flexibility in asset allocation may similarly be warranted to maximise portfolio upside. It stands to reason that, as an investor’s years in
retirement progress, the present value of their projected essential expenditure falls. Therefore, it is plausible that, from a low point at
retirement, exposure to growth assets could progressively be increased to replenish any capital drawdowns that may periodically occur.
Do typical fee structures encourage ‘closet indexing’ by fund managers?
Theory and practice diverge on the question of the relative merits of active versus passive investment management.
The FPA advocates a considerable degree of active management in its example SOA. This is despite international evidence showing that
active managers do not match the level of performance expected in theoretical models.
The findings are consistent with the Australian experience, where studies have shown that, despite high fees, the level of true active
management is comparatively low. Accordingly, it would seem that the problem of closet indexing is prevalent among large-cap
Australian share funds. Moreover, domestic funds generally appear less active than their global counterparts. However, this may be partly
explained by the concentrated nature of the domestic market, where comparatively few stocks account for an overwhelming majority of
the market’s total capitalisation.
Has there been inadequate disclosure of dollar (rather than percentage) amounts charged in fees?
The FPA’s example SOA prescribes the disclosure of the dollar amount of fees payable in the first year of a contract. However, there is no
disclosure requirement for the projected dollar amounts of fees in subsequent years. In contrast, the FoFA regime requires the annual
disclosure of all dollar amounts payable in fees.
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Down the Retirement Risk Zone with Gun and Camera
Lance Fisher, Geoffrey Kingston
Macquarie University
During the decade or so either side of an investor’s retirement date, their portfolio is particularly vulnerable to the impact of poor
investment performance. To reduce portfolio risk, it appears that progressive adjustments to asset allocation are preferable to maintaining
a constant asset mix. Better investment outcomes have a broader social benefit, as retirees are correspondingly less likely to seek funding
assistance from the public purse.
The concept of ‘retirement risk zone’ refers to a period of 5 to 10 years either side of a person’s retirement date, when they are particularly
vulnerable to a sudden downturn in the financial markets. Such a downturn typically necessitates drawing down accumulated capital to
pay for living expenses that would otherwise have been covered by investment income. People most at risk during this period tend to be
those of middle means, as opposed to those at the respective extremes of the wealth spectrum.
The funding required to meet living expenses is also vulnerable to the timing of poor investment returns. This is referred to as sequencing
risk. US financial planner William Bengen suggests that, by its nature, this risk is particularly problematic in the event of a bear market
occurring during early retirement. This is because capital drawdowns necessarily have to substitute for investment income that is no
longer available to fund non-discretionary expenditure. Moreover, even when investment returns subsequently rebound, it is difficult
to recoup depleted capital. It has also been suggested that sequencing risk applies during the period leading up to retirement, when an
investment portfolio typically reaches its maximum value.
Non-discretionary spending tends to be regularly recurring in nature. A particular example is energy costs, which account for
approximately 5 per cent of the budget required for what the Association of Superannuation Funds of Australia (ASFA) describes as a
“comfortable” retirement for a home-owning couple.
Estimates of retirement spending, and the sequential asset allocation adjustments necessary to generate the requisite investment
income, underpin the study’s finding that the pattern of allocation adjustments should be similar to a V shape. That is, the proportion of
growth assets should fall by 20 to 50 percentage points over a person’s working life, and by a further 5 to 10 percentage points on the
day of retirement. From this nadir, growth exposure should then progressively rebound during the drawdown phase, rising by 20 to 30
percentage points.
The study indicates that sequencing risk has arisen largely due to the strategy of allocating a high and stable share of an investment
portfolio towards growth assets. This strategy is referred to as an aggressive constant-mix. In the Australian context, growth assets tend
to comprise between 70 and 90 per cent of superannuation portfolios’ assets.
Despite episodes such as the global financial crisis (GFC) of 2008, when many investors in the retirement risk zone were severely impacted
by the financial market downturn, an aggressive constant-mix remains the norm in Australia. In contrast, exposure to growth assets in US
pension plans typically declines by approximately 20 percentage points over the course of an investor’s working life.
Derivatives are a possible option for dealing with sequencing risk. However, research by UNSW Australia Professor Hazel Bateman indicates
that structured products in Australia are typically expensive. Other researchers suggest a concept known in the US as a guaranteed
minimum withdrawal benefit (GMWB). This guarantees an investor will at least get their money back if they withdraw no more than a
specified amount from the portfolio in any given year. However, a GMWB would probably have little appeal in Australia, as market and
longevity risk are effectively already covered by the Age Pension.
In preference to an aggressive constant-mix, an economics-based approach to sequential asset allocation, also known as a glide path, is
considered. Whichever approach is taken, there remains a need for comparatively safe investment portfolios for middle-income people
in the retirement risk zone. Moreover, there is a public interest in portfolios with a lower risk of capital loss if a repeat of the GFC-induced
jump in Age Pension applications is to be avoided.
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Dynamic Asset Allocation when Bequests are Luxury Goods
Jie Ding , Geoffrey Kingston, Sachi Purcal
Macquarie University
Earlier studies have focused on theory and evidence in support of the proposition that luxury bequests raise the average level of risky
assets in portfolios. This study goes a step further in considering the impact of dynamic asset allocation, and has implications in the area
of investment advice.
There is a popular rule of thumb which states that an investor’s percentage allocation to equity should be set at 100 minus their age, even
in retirement. This contrasts with the results of this study, which examines the impact on asset allocation when bequests are luxury goods.
Previous studies have focused on luxury bequests to explain the high average allocation to equity in the portfolios of well-off investors.
Other studies have concluded that as luxury bequests and precautionary savings rates rise, there is a corresponding decline in take-up
rates for annuities and long-term care insurance.
When bequests are luxury goods, the decline in their marginal utility is less than that of consumption. This is essentially a manifestation
of lower risk aversion. As a retiree approaches death, their expected remaining lifetime utility becomes increasingly oriented towards
bequest utility, which, in turn, progressively lowers their aversion to risk. The retiree consequently tends to increasingly favour an asset
allocation oriented towards higher-return and risk assets.
Earlier studies have focused on theory and evidence in support of the proposition that luxury bequests raise the average level of risk
assets in portfolios. This study goes a step further in considering the impact of dynamic asset allocation.
The study data shows the effect of luxury bequests on expected asset allocation for a given initial level of wealth. The findings show that,
when bequests are luxury goods, there is a major impact on asset allocation late in retirement. This applies irrespective of the size of the
planned bequest.
The study has implications particularly in the area of investment advice: The standard case of constant relative risk aversion assumes a
similarity of preferences, implying that advice on asset allocation is scalable. Luxury bequests are at odds with this assumption, thereby
strengthening the case for customised advice. Notably, a more aggressive allocation stance may be suitable for more well-off investors
with bequest motives.
Concerning financial plans for people of middle means, allocations at the outset of retirement generally need to be conservative. If
there is a bear market on the cusp of retirement, it becomes difficult for investors to fully recoup any losses, as ongoing drawdowns
deplete remaining wealth and outweigh any boost from rebounding markets. Entering retirement with a high present value of protected
consumption relative to wealth represents a theoretical justification for a conservative allocation in the early phase of retirement. Luxury
bequests warrant a more aggressive allocation stance later on, thus strengthening the case for an upward tilt throughout retirement in
an investor’s expected percentage exposure to equities.
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Restoring a Level Playing Field for Defined Benefits Superannuation
Hazel Bateman, UNSW Australia
Geoffrey Kingston, Macquarie University
The advent of compulsory superannuation in 1992 accelerated the decline in defined benefits superannuation funds. Despite the
increased challenges facing them, defined benefits funds offer several appealing features that can be shared by employers and longserving employees. Suggested amendments to current superannuation legislation and regulation may renew the attractiveness of
defined benefits superannuation, with advantages for employers, employees, and taxpayers.
The defined benefits form of superannuation has been in worldwide decline since the late 1980s.
In Australia, the advent of compulsory superannuation in 1992 led to accumulation funds becoming increasingly dominant. Their
dominance is partly attributable to the fact that they represent the only viable alternative for small- to medium-sized enterprises to
provide superannuation for their staff.
The tilt in the playing field away from defined benefits funds became evident in 1988, with the introduction of a 15 per cent tax on
superannuation fund earnings and employer contributions. In contrast to accumulation funds, where the tax could be readily passed on
to new members, the tax liability in defined benefits funds fell to fund sponsors. The natural response of sponsors was to close funds to
new members.
Subsequently in 1993, the Superannuation Industry (Supervision) (SIS) Act raised the bar for the vesting of benefits arising from employer
and employee contributions. This made defined benefits funds more expensive to operate, as short stayers no longer cross-subsidised
other fund members to the same extent.
From 1995, enterprises were no longer allowed to claim a refund of the 15 per cent tax paid on employer contributions when they
drew down fund surpluses. This applied even though the previously introduced 15 per cent tax on fund earnings was already acting to
discourage the creation of surpluses.
Defined benefit funds were also impacted by the compulsory vesting of employer-funded benefits accrued over and above the
percentage of salary mandated by the Superannuation Guarantee.
Broader environmental factors further contributed to the decline in defined benefits funds. These included increased job mobility,
increased female representation in the workforce, a decrease in union membership, lower interest rates, and increased longevity of
retirees.
Regulation also weighed against defined benefits funds, with the cost of compliance becoming more expensive. Increasing concerns
about tax expenditures led to limitations on overfunding. In addition, accounting rules changed, with a shift to mark-to-market principles
for valuing corporate assets and liabilities.
Two other regulatory changes further impacted defined benefits funds. The first was the introduction of maximum deductible
contributions, whereby tax deductions allowed for employer contributions were capped. The second involved successful court action by
unions to ensure that part of any repaid fund surplus was applied directly to employee benefits.
Despite the increased challenges facing them, defined benefits funds offer several appealing features that can be shared by employers
and long-serving employees of large and stable enterprises. Defined benefits funds cross-subsidise long stayers at the expense of job
switchers. Benefits that are linked to final salaries serve to attract and encourage loyal and farsighted employees. These people are
motivated to strive for promotion, becoming more productive and valuable to the company in the process. Also, a maximum span,
typically 30 years, for contributing to a defined benefits fund helps to motivate timely retirements on the part of employees with declining
productivity. From an employee perspective, risk-averse employees may accept substantially lower salaries in exchange for a retirement
benefit promising a measure of income replacement for the duration of their retirement. More broadly, by providing private retirement
benefits in the form of lifetime annuities, defined benefits funds ease the longer-term burden on taxpayers of publicly funded retirement.
Defined benefits funds facilitate the sharing of investment risk across different cohorts of the population. In contrast, accumulation funds
leave members vulnerable to the ‘retirement risk zone’. This term refers to the period immediately pre-and post-retirement when savings
are at their most vulnerable to a sharp downturn in the markets.
These features of defined benefits funds underpin a key finding of the study, which advocates rolling back the policy changes that have
contributed to the tilt in the playing field against them.
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The study advocates the creation of a new kind of superannuation account, which would be reserved for the purchase of life annuities.
Similar to existing accounts, the proposed new account would be subject to contribution limits, which would initially be low in order to
minimise the short-term impact on the Federal budget. In contrast to existing accounts, a new account would be tax-free until retirement,
at which point annuity payments would be subject to the retiree’s prevailing personal tax rate. Exposure to growth assets within the new
account would be capped at 50 per cent. This would cut the risk of paying hefty superannuation taxes during the accumulation stage,
then retiring on a possibly meagre income in the event of a market crash on the cusp of retirement.
This type of account would broadly suit stakeholders in defined benefits funds. An option not to pay taxes on employer contributions
and fund earnings would encourage sponsors to overfund defined benefits funds. This would mitigate the credit risks increasingly faced
by members of these funds.
Defined benefits funds traditionally pay benefits in the form of an income stream. It follows that people enjoying a stable private income
for the duration of their retirement are typically less likely to qualify for an Age Pension. Accordingly, government pension outlays would
fall. Future Federal budgets would be correspondingly better off, admittedly at a cost to near-term budgets, which benefit from the
current 15 per cent taxes on employer contributions and fund earnings.
The SIS Act could be changed to confer clear ownership of surpluses in defined benefits funds on sponsors. Furthermore, it could be
amended to restore a limited measure of cross-subsidisation of defined benefits funds by short stayers. Specifically, employers could
be granted the option of vesting employer contributions on behalf of new members who end up with less than 10 years’ service at
the amount the departing member would have received had their employer benefits been limited to the amount mandated by the
Superannuation Guarantee over the relevant period.
Finally, the mid-1990s measures designed to encourage ‘stakeholder’ defined benefits and discourage fund surpluses could be rolled
back. Specifically, the SIS Act could be amended to grant full ownership of surpluses to shareholders.
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Regulation, Competition and Banking Markets
Stephen King, Rodney Maddock
Monash University
The onset of the global financial crisis (GFC) in 2008 prompted a funding cost shock to the Australian banking system.
The shock motivated this study, which looks at how an external financial crisis can increase bank funding costs in countries that rely
heavily on global wholesale capital markets. Australia is one such country.
The study presents a model to show how an untoward rise in the cost of wholesale funding can trigger a crisis in an otherwise healthy
banking sector.
The study also examines a range of government policies, such as ‘bailouts’, that may be deployed to prevent such a crisis. Moreover, there
is a specific focus on the implications of such policies for the structure of the banking sector, and on the level of competition as reflected
in the respective rates paid and received by borrowers and depositors in ‘normal times’.
Significantly, the policy measures introduced in Australia in the wake of the GFC are found to have had varying success.
A debt guarantee may temporarily allay fears of a bank failure and so prevent a run on the banks. However, an excessive and extended
reliance on artificially cheap debt may eventually distort the banks’ capital structures and magnify potential losses when funding cost
initiatives go awry.
The study’s results are relevant to the issues being considered by the Financial System Inquiry, chaired by Mr David Murray AO.
The findings are also timely for the Federal Government, and key financial regulators such as the Australian Prudential Regulation
Authority (APRA) and the Reserve Bank of Australia (RBA), in the context of the design of longer-term policies for dealing with potential
insolvencies in the financial sector.
The study starts from the assumption that banks will choose to minimise the cost of their capital structures, even though that may involve
the possibility of insolvency.
However, from a government perspective, a scenario of bank insolvency is unconscionable due to the associated social consequences.
In a direct policy response to the GFC, the Federal Government implicitly guaranteed the commercial banks through deposit and wholesale
guarantees. The study finds this policy has prompted a broader expectation among bankers that government aid will automatically be
forthcoming if ever and whenever anything goes wrong.
However, by receiving what is essentially ‘free money,’ bankers become motivated to place an undue emphasis on debt in their funding
mix. The notion of receiving free money may be compared to receiving free insurance. The more debt you take on, the more free insurance
the government provides. This applies in normal times and during a crisis.
In terms of its broader industry impact, a policy of ‘free money’ is conducive to a proliferation of banks. The prospect of the government
providing banks with assistance to increase profitability encourages new entrants.
This appears beneficial for competition as the pricing interests of both depositors and borrowers are catered for, and new entrants are
encouraged into the banking system.
However, there is an efficiency cost at play because the extra competition is driven by an inefficient capital structure. Therefore, from a
broader social perspective the provision of ‘free money’ is in fact costly and therefore undesirable.
Aside from competition considerations, the study addresses two further consequences of a ‘free money’ bailout policy. Firstly, if the depth
of a banking crisis is measured according to the degree of insolvency of banks, then a bailout policy in fact deepens a crisis. Because
banks have an incentive to carry more debt, any cash flow problems they encounter require correspondingly larger bailouts. Secondly,
and aligned to this, the presence of a bailout safety net encourages banks to pursue more aggressive capital structuring policies. This
results in an increased risk of insolvency, as opposed to the reduced level of risk that policymakers intended.
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The study also examines several variations of an ad-hoc bailout policy response to a financial crisis.
One possible variation is the imposition of a levy on banks during good times to raise funds for any potential bailout during bad times.
If the levy does not take account of the specific debt mix employed then aggressive capital structuring policies remain the likely result.
This is because the levy is fixed but the amount of any bailout payment remains variable. Such an outcome represents an inefficient
structuring of capital and, like any other inefficiency, there is an associated cost. In this case, the price is reduced competition. This is
because the levy creates a potential entry barrier to new participants. Typically, when new entrants are excluded there is an interest rate
pricing impost on borrowers and depositors alike.
Alternatively, a minimum equity requirement may prevent a funding crisis. At first glance, this policy appears superior to an ad-hoc
bailout, which can actually encourage a crisis. However, a minimum equity requirement is not cost free because it too results in an
inefficient funding mix. Similarly, there is a resultant barrier to entry with associated interest rate cost implications.
Another policy variation is a licensing regime that restricts the number of banks. However, the associated limit on competition has a
cost impact for both borrowers and lenders in the absence of a crisis. Restricting the number of competing banks can be effective in
preventing the importation of a crisis, but only when banks do not pay for a license. In this case, a ‘free license’ regime may be regarded
as an ex ante taxpayer bailout. In contrast, requiring banks to pay for a licence may be uncompetitive as the cost may represent a barrier
to entry. Moreover, the effects in terms of reducing the likelihood of a banking crisis appear ambiguous.
In terms of next steps, the study focus moves to smaller financial institutions. Although modelling is not yet available, it appears that
small intermediaries act as automatic stabilisers in the system. They add to competition in good times, but if they are allowed to fail
during bad times there is a corresponding reduction of overall competition.
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RESEARCH PROJECT: Effect of Regulatory Constraints and External Monitoring on
Managers’ Impairment Decisions
Working paper summary

Do Regulatory Requirements Influence Managers’ Information Processing Bias in Impairment
Decisions?
Hwee Cheng Tan, Ken Trotman
UNSW Australia
Accounting standards for the impairment of long-lived assets require managers to make a series of judgments and decisions related to
future cash flows in order to determine an asset’s recoverability.
A concern of regulators is that the various estimations required in relation to impairment introduce subjectivity to the recognition process,
potentially allowing managers to avoid recognising impairment losses. However, little is known about why a subjective assessment of
impairment information might occur.
Managers’ reluctance to acknowledge their prior sub-optimal investment decisions can create bias in the processing of impairment
information. This may occur in either of two ways. Managers may actively search for information that supports their prior decision to
invest in an underperforming asset. Alternatively, managers may favourably receive impairment information that is consistent with their
prior decision, but may denigrate information that is not. Research in organisational behaviour and psychology demonstrates that both
behaviours can be present when individuals are required to evaluate information after having made poor investment decisions.
This study investigates the search and evaluation behaviours of managers with respect to impairment information. Specifically, it
examines how the presence of two regulatory requirements, namely, the reversibility of impairment loss and the disclosure of impairment
assumptions, may reduce or exacerbate managerial bias in the processing of impairment information.
International Financial Reporting Standards (IFRS) allow companies to reverse a previously recognised impairment loss. However, this is
not permissible under the US Generally Accepted Accounting Principles (GAAP).
The issue of reversibility is important because of suggestions that it is influencing managers’ willingness to recognise impairment losses.
This study investigates whether reversibility is a causal factor in managerial judgements on impairment. As such, it will inform standard
setters as they work towards convergence in accounting treatments between the two accounting regimes.
Because managers’ utilisation of information prior to an impairment decision is not observable in an archival setting, the study adopts
an experimental approach, which facilitates the observation and measurement of the biases in these information processing behaviours.
Using this type of approach also allows comparison of the relative impact of reversibility and disclosure, while holding other intervening
variables constant.
The study methodology takes the form of an experiment in which participants assume the role of a group manager in a hypothetical
company and make an investment choice between two products. Following feedback on the failure of their chosen product, the
participants select and then evaluate impairment information related to the future cash flows of the product. Participants subsequently
provide their opinion on whether an impairment loss on the asset should be recognised. The control factors are the reversibility of the
impairment loss and the level of disclosure of impairment assumptions.
The study results show that regulatory requirements influence managers’ information evaluation bias, but not their bias in the search
process. The study finds that managers’ evaluation of impairment information is similar to that of a control group of managers when
impairment losses can be reversed. When managers cannot reverse their impairment losses, the direction of bias depends on whether
managers are required to make full or partial disclosure of the impairment assumptions. When managers are required to disclose all
assumptions regardless of their impairment decisions, managers tend to exhibit a favourable evaluation of positive information about
the asset, and vice versa. However, when managers are required to disclose assumptions only when impairment losses are recognised, a
reverse behaviour is observed.
The study makes three major contributions to this line of research:
(I)

It contributes to the impairment literature by investigating how regulations can deter or promote subjectivity in the processing
of impairment information. It shows that managerial bias occurs in the information evaluation phase instead of the information
search phase.
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(II)

It shows that disclosure requirements can influence a manager’s evaluation of impairment information depending on whether 		
the impairment loss is recognised as permanent or temporary. Allowing managers to reverse an impairment loss promotes 		
a balanced search for information, but disallowing it is shown to lead to bias in the processing of impairment information. The 		
direction of the bias is dependent on the extent to which managers have to disclose their impairment assumptions.

(III)

It provides a first demonstration of how conservatism in accounting can be encouraged. Conservatism in accounting requires 		
managers to ‘anticipate no profits but anticipate all losses’. Specifically, the study demonstrates that regulations can promote a 		
'neutral’ or ‘conservative’ tendency of managers in the processing of information prior to the recognition decision.
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RESEARCH PROJECT: Innovative European Initiatives for Regulating Global Capital
Working paper summary

The G20’s Performance in Global Financial Regulation
Ross P Buckley
UNSW Australia
The Group of 20 (G20) leaders’ forum has been widely applauded for the actions it took to restore financial stability during the two years
following the 2008 global financial crisis (GFC). This paper presents an assessment of the specific policy recommendations made by the
G20, and also suggests other measures that could have been considered.
The progress made by the G20 towards stabilising the financial system and improving the global financial regulatory regime may be
assessed in terms of the following areas of action and achievement:
Revised capital adequacy rules: building resilient financial institutions
The increased capital requirements of the Basel III reforms to improve banks’ resilience to financial and economic shocks represent the
most effective sectoral reforms to date. Although raising banks’ capital levels entails increased costs, these appear warranted in order to
promote greater systemic stability.
Ending ‘too-big-to-fail’
Governments have been generally reluctant to allow large banks and financial institutions to fail, as their failure tends to be extremely
destabilising with multiple flow-on effects. The challenge in addressing this reluctance lies in determining which institutions are
systemically important, and also how to regulate those that are beyond the realm of prudential regulation, but are nevertheless
systemically important.
Regulating the shadow banking system
Addressing the build-up and subsequent transfer of risk from the shadow banking sector to the broader financial arena has been the
subject of policy recommendations aimed at strengthening and improving the oversight of the sector.
Over-the-counter derivative reforms
Recommendations to trade over-the-counter (OTC) derivative contracts on exchanges, and clear these trades through central
counterparties, are designed to limit the capacity of these instruments to transmit risk. However, centralised clearing concentrates risk
within the clearing house. Thus, in worst-case scenarios, the overall outcome may not necessarily be a material reduction in systemic risk.
Strengthening and converging accounting standards
The GFC highlighted a need for greater consistency in global accounting standards. Although some progress towards harmonisation has
been achieved, disagreement remains on key issues, such as how banks should disclose their derivatives holdings.
Building a common legal entity identifier
The GFC also showed that the introduction of a global legal entity identifier (LEI) system would reduce the risk of a major financial crisis
by facilitating a more accurate assessment of counterparty risk, and by enabling regulators to more accurately monitor systemic stability.
However, harmonisation of the presently fragmented system of entity identification is yet to be achieved.
Reducing reliance on credit ratings and improving oversight of credit rating agencies
A mechanical reliance on ratings supplied by credit rating agencies (CRAs) increases pro-cyclicality and exacerbates selling pressure
when ratings are downgraded. However, proposed reforms to the rating process do not appear to go far enough. Moreover, the process
remains vulnerable to conflicts of interest, as issuers pay CRAs to rate their securities. Remedying this core conflict of interest is yet to be
addressed.
Enhancing Compensation Practices
To counter the excessive risk taking that contributed to the GFC, it has been recommended that remuneration polices align more closely
with long-term value creation. However, non-uniform jurisdictional implementation has given rise to concerns of an uneven playing field.
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Broadly, the success of the G20 financial reforms is highly dependent on the bodies entrusted with their implementation. While the
reforms are internationally driven, they are locally implemented, leaving their ultimate success in the hands of national governments.
Other reforms the G20 could have pursued
Against a backdrop of the substantial changes that have occurred within the banking environment, this paper makes four proposals
that the G20 could have pursued with a view to restraining excesses on the part of bank executives, and more adequately addressing
sovereign insolvencies.
Firstly, legislative restrictions on banks’ proprietary trading activities have been severely watered down, due to extensive lobbying. Rather
than creating a complicated prohibition with numerous exemptions, the G20 could have stipulated a simple rule stating that ‘banks that
accept deposits from the public cannot engage in proprietary trading’.
Secondly, the G20 could have introduced bank levies to spare taxpayers from fully shouldering the burden of bailing out the financial
sector and discouraging risky behaviour. A financial transactions tax (FTT) is another means of achieving the same end. Following on
from this is the paper’s third proposal, which is that an FTT might serve to encourage greater accuracy in market pricing, and thus
promote greater allocative efficiency in the markets.
Finally, when faced with a nation in crisis, the International Monetary Fund (IMF) may either continue to supply the country with loan
funding or stop doing so. Neither approach is at all subtle or likely to improve the country’s ability to service that debt. Instead, developed
and developing nations, and the international financial system, would all be better served by a carefully crafted set of bankruptcy rules,
modelled on Chapter 9 of the US Bankruptcy Law, that deals with the bankruptcy of local governments and municipal authorities, and
would entail the appointment of an arbitrator, as opposed to a court, to oversee the debt restructuring process.
In aggregate, these reforms would lead to banking being less profitable, less crisis-prone and far more stable than at present. Furthermore,
the incentives of individual bankers would be better aligned with those of the real economies in which they operate, which would further
contribute to systemic stability.
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Placements in Australia
Working paper summary

Placements and Small Cap Firms – An Analysis of Changes to ASX Listing Rules
Jo-Ann Suchard, Mark Humphery‐Jenner
UNSW Australia
The ASX has relaxed one of its Listing Rules, allowing small cap companies to increase the amount of share capital they can issue at a
discount. The Centre for International Finance and Regulation funded a study to identify possible implications for company control and
shareholder value.
Historically, the ASX rules allowed all listed companies to make non-pro-rata issues of up to 15 per cent of their shares at a price discount
of up to 15 per cent without shareholder approval. From August 2012, companies with a market capitalisation of less than $300 million
were permitted to issue a further 10 per cent of their share capital at a discount of up to 25 per cent if shareholders approve a special
resolution at the annual general meeting.
The motivation to boost the funding ability of small cap companies arose as a consequence of the global financial crisis (GFC). As the
GFC intensified, international trade slowed, which in turn created an increasingly tight financing environment for smaller companies. As
debt funding became harder to secure, these entities were obliged to instead access the equity market. Australia has a large number of
small cap companies, reflecting the nature of the resources sector. Furthermore, these companies generally have a comparatively narrow
spread of shareholders, and are typically regarded as speculative in nature. These factors tend to limit the viability of repeated approaches
to shareholders in order to raise additional capital.
The ASX contended that the rule change specifically addressed the need for smaller companies to raise capital by way of share placements,
with a reduction in associated compliance costs.
Associate Professor Jo-Ann Suchard and Mark Humphery-Jenner from the Australian Business School at UNSW Australia conducted a
research study funded by the Centre for International Finance and Regulation on the impact of the Listing Rule change. They identified
two significant potential effects.
First, the new regime increases the chance of a share placement leading to a de facto change of company control. However, there are
safeguards to help protect minority shareholders from adverse changes in ownership.
The facility allowing a small cap company to increase the size of a placement issue from 15 to 25 per cent of its shares can conceivably
lead to the creation of a new block holder with 20 per cent of the total outstanding capital. This level is stipulated in the Corporations Act
2001 as the control threshold. To prevent placements leading to an unintended change of control, three key safe-guards apply. First, at
least 75 per cent of shareholders must approve a special resolution if the placement size is 25 per cent and/or the issue is priced at a 25 per
cent discount. Furthermore, major block holders cannot use their voting power to approve a placement to themselves. Second, directors’
obligations to shareholders stipulate that they must act in good faith in the company’s best interests and for a proper purpose, and that
they do not improperly secure an advantage for themselves or another party. Third, takeover regulations empower ASIC to invalidate any
issue made for the purpose of preventing a takeover.
Second, the new regime has major implications for minority shareholder wealth. By its nature, new equity dilutes the value of existing
equity, and so it follows that the return achieved on new funds must outweigh the impact of dilution if minority shareholders are not to
suffer.
The study showed that if the company does issue the full 25% allowed, and the full discount allowed, then the firm must earn a significant
return on capital for the existing shareholders to remain unaffected. The difficulty of achieving a return of this magnitude will depend
on the amount of capital raised, and more specifically on the company’s circumstances. Given the increasing difficulty associated
with generating a specific level of return on progressively larger capital sums, it follows that smaller issues are more likely to achieve
the required return. Moreover, the associated impact of the dilution is smaller. The company’s circumstances represent another key
consideration. Issues made to fund exploration, development or technology advances appear to generate strong returns, as do those
that recapitalise a previously precarious balance sheet.
In terms of market reaction, the study showed that issues made by firms in industries that are regarded as ‘high growth’, for example metals
& mining, technology and health care, tend to be more favourably received. Conversely, growth expectations for retail, consumer staples
and energy companies tend to be more modest, and the market response to these issues has been correspondingly less enthusiastic.
Also, deeper discounts tend to illicit a more cautious market response.
Nevertheless, the overall response to issues made under the revised Listing Rule appears to have been broadly positive, with consensus
expectations evidently favouring a shareholder benefit.
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RESEARCH PROJECT: The Chinese Anti-monopoly Law: Lessons for Australian Banks
and Chinese Regulators
Working paper summary

The Chinese Anti-Monopoly Law: Lessons for Australian Banks and Chinese Regulators
Associate Professor Deborah Healey
UNSW Australia
This research paper considers how competition law affects bank mergers in China and Australia.
The relationship between competition and financial stability is the subject of on-going debate worldwide. Financial stability is important
in both jurisdictions. The status of China as a developing country and its transition from a command economy to a socialist market
economy mean that it places particular emphasis on political, economic and financial stability. This emphasis on stability is reinforced by
the approach of the Anti-Monopoly Law (AML) and evidenced by existing Ministry of Commerce (MOFCOM) determinations. MOFCOM is
required to issue written determinations on individual mergers only where it disallows them or imposes conditions on them. While there
are no MOFCOM determinations involving banks, research found that there are a number of determinations in other areas of industry
where MOFCOM has diverged from a pure competition-based analysis, and also from international outcomes in the same circumstances.
These divergences are generally within the terms of the AML, which has a number of provisions that allow consideration of issues other
than the competitive impact of a merger. MOFCOM’s approach is founded in the political economy of the People’s Republic of China,
which influences a number of features of the AML and means that the outcomes are uniquely Chinese. Our research finds that the AML
is enforced by MOFCOM but questions remain about the nature of its application to mergers in sensitive industries. Despite the size of
the country, market definition under the AML tends to be very broad geographically, which may also affect outcomes in all industries,
and particularly banking.
A number of implications for bank mergers arise from these conclusions about the general operation of the AML, both in relation to
Chinese domestic bank mergers and to international bank mergers. China continues to slowly open up its heavily regulated financial
markets, but there are still very rigidly defined categories of banks and permitted activities for domestic banks, and to a greater extent,
for foreign banks. Significant regulatory barriers to investment by foreign banks remain. While there has been some loosening of entry
requirements, many banking regulatory features significantly affect both market entry and bank competition.
In the Australian context, the Australian Competition and Consumer Commission (ACCC) considers mergers under the Competition and
Consumer Act 2010 (Cth) (CCA), mainly under its informal clearance process. Our research finds that the ACCC determines mergers,
including bank mergers, on competition grounds alone. Despite the active consideration of competition by the regulator, the market
is concentrated and a relatively narrow range of bank competition exists following a number of bank mergers and other international
developments. Prudential regulators and ultimately the Treasurer may override an ACCC bank merger determination. Recent government
reviews have made competition policy recommendations to support existing competition law, with the object of increasing competition
in all markets, particularly banking and finance markets.
Lessons from the research for Australian Banks
A number of implications for bank mergers, and lessons for Australian banks, arise from the research:
(i)

Given the low thresholds for notification which MOFCOM has set by regulation, a very large number of merger transactions are
notifiable. Once notified, MOFCOM has jurisdiction to determine whether the transaction lessens competition without recourse
to any set threshold of lessening. In Australia any lessening must be “substantial”.

(ii)

Once jurisdiction is established, MOFCOM may determine the issue on grounds linked to national economic development and 		
other non-competition issues, and may impose specific approval conditions. Determinations tend to look at the impact of the 		
merger “on China”.

(iii)

In the context of domestic mergers, the low notification thresholds mean that mergers between State Owned Enterprise (SOE) 		
banks should be notified. It is not clear that this is occurring.

(iv)	Mergers between domestic and foreign banks may require notification but are unlikely to have an anticompetitive impact, given
the regulatory constraints on acquisition by foreign banks. Again, competition issues are unlikely to determine the outcome. 		
Given the history of MOFCOM involvement in sensitive industry mergers, even where shareholdings are l		
ow and 		
merger changes small, the imposition of conditions on the merger by MOFCOM cannot be ruled out.
(v)

International mergers between foreign banks which have a presence in China may be subject to notification under the AML even
where the level of business in China is relatively low. This means that conditions may be imposed by the regulator despite the 		
foreign bank having limited operational presence in China.
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(vi)

Conditions imposed on a merger in any of the above scenarios may be detailed, sweeping and on-going. This reflects MOFCOM’s
view that it should be flexible and allow mergers with comprehensive conditions rather than disallow them.

Lessons from the research for Chinese regulators:
(i)	Market definition is a tool to assist in predicting outcomes in merger transactions. Australian jurisprudence around market 		
definition generally, and particularly in relation to banking, may prove useful in consideration of mergers and bank mergers 		
in China. Australian market definition tends to focus on smaller geographic areas. Due to the nature of Chinese financial 		
markets, depending upon the circumstances, bank mergers should be considered in the context of more limited geographic 		
markets. Consideration of a more limited range of products and services may also be more useful.
(ii)	Australian jurisprudence around “substantial lessening of competition” under s50 of the CCA is relevant to interpreting what 		
constitutes “eliminating or restricting competition” under Article 28 of China’s AML. Australian law has already been applied in the
only MOFCOM determination discussing a foreign regulatory determination to date. The Coca Cola/ Huiyuan Juice case referred
to the ACCC decision in the Coca Cola/Berri Juice case. In the same way, the Australian approach which has been applied to bank
mergers on a number of occasions may prove useful in a banking context in China.

CIFR-FUNDED Research PROJECTS December 2016

Page 175

RESEARCH PROJECT: Financial Regulation and Internal Incentive Schemes
Working paper summary

Gaming and Strategic Opacity in Incentive Provision
Florian Ederer, Yale University, CT, USA
Richard Holden, UNSW Australia
Margaret Meyer, Oxford University
A fundamental consideration in the design of incentive schemes is the possibility of gaming. This entails the exploitation of a scheme by
an agent for their own self-interest, to the detriment of the incentive designer.
Gaming can take numerous forms, among them:
(i)	Diversion of effort away from activities that are socially valuable but difficult to measure and reward, towards activities that are
easily measured and rewarded;
(ii)	Exploitation of the rules of classification to improve apparent, though not actual, performance; and
(iii)	Distortion of choices about timing to exploit temporarily high monetary rewards even when socially efficient choices have not 		
changed.
The costs associated with gaming are exacerbated when the agent has superior knowledge of the environment. This makes the form and
extent of gaming harder to predict and deter.
It has been suggested that deliberate opacity about the criteria upon which rewards will be based, and how these criteria are weighted,
can help to deter gaming. This view has an extensive history in the UK, where it was argued that deliberate opacity about the content of
civil service selection tests would eliminate the opportunity for applicants to focus on particular areas, and instead encourage them to
focus on the full body of test criteria.
More recently, the costs of transparency have arisen in the context of the gaming of performance indicators used by U.S. News & World
Report to produce its highly influential US law school rankings. Law scholars have argued that greater opacity in the ranking methodology,
which is recognised as transparent, could mitigate the gaming of survey responses. The survey publisher has evidently heeded these
calls, signalling its intention to move away from being “totally transparent about key methodology details”.
There are numerous other instances, for example speed cameras and tax audits, where deliberate vagueness, in the form of random
inspections, is employed as a strategy to incentivise a desired behaviour. However, this paper contends that this line of argument is
incomplete. If agents are risk averse, it follows that the additional risk posed by opaque incentive schemes will be unattractive to them.
Understanding the decision to apply an opaque incentive scheme requires an analysis of the trade-off between benefits and costs. This
paper describes a study that provides such an analysis. The study develops a model of gaming on the part of an agent with superior
knowledge of the operating environment. It explores when, and to what extent, a lack of transparency about the weighting scheme used
to determine rewards can mitigate gaming.
Under this model, a risk-averse agent performs two tasks, which they identify as different in terms of their respective cost of effort. In
return, the agent receives compensation that is linearly related to their performance in each task. The agent games transparent reward
schemes by using their superior environmental knowledge to maximise the efficiency of their effort allocation.
The study shows that the agent’s information superiority makes it impossible for the principal to use transparent schemes to induce the
agent to apply maximum effort equally to both tasks.
Within this setting, two simple types of opaque incentive scheme are examined. The agent knows that the compensation schedule will
take one of two possible linear forms. However, when making the choice between alternative courses of effort, they are unaware as to
which particular schedule will apply. Under the ‘ex ante randomisation’ scheme, the principal makes a random choice, before outputs
are observed, as to which compensation schedule to use. Under the ‘ex post discretion’ scheme, the principal chooses the schedule after
observing the outputs of the two tasks.
The study finds that uncertainty on the part of the agent produces qualitatively similar incentive effects under both schedules.
Furthermore, progressively increasing the weights applied to the respective performance measures is found to correspondingly increase
the agent’s incentive to balance their efforts.
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The study demonstrates that the performance of opaque incentive schemes is more robust than the performance of deterministic ones
due to uncertainty about the agent’s preferences. With opaque schemes, the respective efforts exerted on the two tasks vary continuously
when a small amount of uncertainty is introduced, whereas they vary discontinuously for deterministic schemes.
The benefits of opaque incentive schemes do nevertheless come at a cost. Specifically, they impose more risk on the agent. Accordingly,
if the principal faces no uncertainty about the agent’s preferences, then both types of opaque scheme can be dominated by a linear
deterministic approach. However, if the agent has superior information, the principal faces a trade-off between the stronger incentives
for balanced efforts under opaque schemes, and the lower risk costs under deterministic alternatives.
At the overall level, the study identifies the particular characteristics of contracting environments that increase the relative attractiveness
of opaque schemes. Specifically, these schemes are more likely to be preferred when:
(i)	Efforts on the tasks are highly complementary for the principal;
(ii)	The agent’s privately known preference between tasks is weak;
(iii)	The agent’s risk aversion is significant; and
(iv)	The errors in measuring task performance are largely correlated.
A key contribution of the study is the identification of settings in which both simple types of opaque incentive scheme strictly dominate
all deterministic linear menus of contracts. Three such environments are identified, with the agent’s risk aversion and the variance of
output shocks being key variables. Within each environmental setting, optimally weighted opaque contracts induce agents to evenly
balance their efforts between task alternatives. In each case, both simple types of opaque incentive scheme are found to completely
eliminate the efficiency losses from the agent’s superior knowledge of the environment.
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RESEARCH PROJECT: Effect of the Basel Accord Capital Requirements on the Loan-loss
Provisioning Practices of Australian Banks
Working paper summary

The Effect of the Basel Accord Capital Requirements on the Loan-Loss Provisioning Practices of
Australian Banks
James R Cummings, Kassim J Durrani
Macquarie University
Through its Basel III reform package, the Basel Committee on Banking Supervision (BCBS) is seeking to improve the banking sector’s
ability to absorb shocks arising from financial and economic stress, thereby reducing the possibility of spill-over from the financial sector
to the real economy.
The outcome of the reforms is dependent on the timeliness and reliability of the banks’ provisioning practices for loan losses. This is
because provisions are deducted directly from equity capital. Consequently, to the extent that a bank’s provisioning levels are inadequate
to absorb expected credit losses in its business, the bank’s capital adequacy will be overstated.
In contrast to previous studies that focus on bank provisioning practices under accounting standards for reporting to the market, this
study focuses on practices under prudential standards for reporting to the banking regulator. The change in focus is important in terms
of examining the role of provisioning in supporting the Basel capital requirements, because the study covers a period when accounting
standards in Australia and internationally moved to an incurred-loss model of provisioning.
The incurred-loss model is problematic for supervisory review and the market-enforced discipline of banks’ capital adequacy because it
delays the recognition of losses until financial assets are close to default.
To address this shortcoming, the Australian banking regulator has maintained a forward-looking provisioning model to capture expected
future credit losses in a bank’s business by decoupling its provisioning requirements from Australian accounting standards. The forwardlooking model is consistent with the expected loss approach to provisioning advocated by the Basel Committee on Banking Supervision
(BCBS) under Basel III.
This study provides a practical test of the forward-looking provisioning model, by examining the responsiveness of these types of
provisions to bank-specific measures of credit risk. Such a test is not available in many countries, including the US, which continue to rely
on accounting standards for both financial reporting and prudential review.
The study investigates the role of the regulatory provisioning model in supporting the risk-based capital requirements for Australian
banks. Previous studies find evidence that bank managers take account of regulatory and market expectations concerning their capital
adequacy and earnings when setting accounting provisions. However, as the regulatory provisions examined in this study are not
disclosed to the market as part of a bank’s half- or full-year financial results, the bank may have less incentive to smooth reported earnings
or to manage earnings expectations using these provisions. However, the greater discretion afforded to banks when setting regulatory
provisions warrants a closer examination of their quality and their relationship with regulatory capital under the Basel rules.
Although regulatory provisions have a directly negative impact on a bank’s regulatory capital in the current period, by providing a
loss-absorbing buffer, the provisions may reduce the extent to which capital is depleted in the event of a future economic downturn.
Consequently, a sufficient provisioning buffer may help alleviate the extent to which capital requirements act to restrict lending activities
as a result of credit losses realised in future periods. It is argued that this form of risk management is more likely to be effective if the
provisions are drawn from surplus regulatory capital, because in this case the bank avoids being subject to greater regulatory and
market scrutiny in the short term. Accordingly, this study tests whether the strength of a bank’s capital base in excess of Basel minimum
requirements is a relevant factor when the bank raises provisions against credit exposures.
Based on quarterly data for 22 banks operating in Australia from March 2004 to December 2012, the study examines the responsiveness
of the regulatory provisions to bank-specific measures of credit risk and their relationship with regulatory capital under the Basel rules.
The key findings of the research are that:
(i)

Regulatory provisions reflect meaningful information about the default risk associated with banks’ loan portfolios.

(ii)	Banks allocate part of their surplus capital in excess of Basel minimum requirements to pre-fund future credit losses through 		
provisions (which holds for banks using either external or internal ratings-based approaches to credit risk).
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(iii)	Banks accumulate additional provisions when their earnings are higher.
These findings suggest that bank provisioning behaviour has both pro-cyclical and counter-cyclical characteristics: provisions are
sensitive to cyclical fluctuations in default risk. However, banks adjust provisions to cushion the impact of cyclical fluctuations in capital
adequacy and earnings.
The study provides evidence that banks use the regulatory provisioning model for risk management by building a buffer that supports
the stability of the bank capital base against future credit losses. By providing a loss-absorbing buffer, the provisions will reduce the
extent to which capital is depleted during a subsequent economic downturn. Consequently, a sufficient provisioning buffer is likely to
help alleviate the extent to which capital requirements act to restrict lending activities as a result of credit losses realised in the future.
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RESEARCH PROJECT: Financial Benchmark Governance and Regulatory Reform: A
Comparative Analysis
Working paper summary

Fixing the Fix: Governance, Culture, Ethics and the Extending Perimeter of Financial Regulation
Justin O’Brien,
Harvard University - Edmond J Safra Center for Ethics
The bourgeoning investigation into the manipulation of key financial benchmarks, such as the London Interbank Offered Rate (Libor),
poses a range of practical and conceptual problems. At a practical level, the credibility of the benchmarks, which are a public good, has
been undermined, prompting an erosion of confidence in markets integrity. Furthermore, the investigation of collusion has attracted
the attention of competition regulators. Their focus on breaking up cartels greatly expands the extent of market regulation. This paper
evaluates how the confluence of regulatory and criminal investigation offers a time-limited opportunity to bolster the reform process.
Investigations to date into the manipulation of financial markets have revealed a policy problem. The fines that have been levied, and the
apparently haphazard application of criminal sanctions, have proven insufficient to bring about a demonstrable change in the conduct
of bankers.
From the implicated banks’ perspective, the financial penalties have been written off as a cost of doing business. Moreover, an apparent
indifference on the part of sharemarkets evidences a weakness in the restraining power of market forces.
The regulatory and policy problem with the manipulation of financial market benchmarks manifests itself at three distinct levels. Firstly,
at the institutional level, it has demonstrated the weakness of risk management systems. Furthermore, it has evidenced an institutional
mindset that regards capitalism as extractive rather than inclusive. Secondly, at the market level, there has been a tendency to regard the
problem in terms of isolated incidences of wrongdoing rather than a manifestation of corrupted culture. Thirdly, at the regulatory and
political level, the persistence of prolonged and blatant misconduct has evidenced a lack of effective regulatory oversight.
Several UK-based banks that were found to be involved in benchmark manipulation admitted that they tolerated, through a failure
of risk management, the existence of a cartel. This led to the scope of the investigation into banks’ activities extending beyond the
prudential sphere and into the realm of competition. In the US, Federal Reserve officials expressed concern over the apparent cultural
norms evidenced by the banking industry’s behaviour. They specifically identified the potential implications of new traders forming the
view that such behaviour represented the business norm, and that compliance and risk management were ineffectual and inferior areas
of the business.
With a view to aligning corporate, regulatory and political interests, UK regulators have emphasised the importance of promoting ‘fair
and effective’ markets. To this end, regulators accept that virtue cannot be regulated and that even the strongest supervision cannot
guarantee good conduct. A box-ticking approach to regulating culture will not work. Regulators need to focus on the actions a firm takes,
and whether the board can convincingly demonstrate that it fosters a worthy culture that is reflected in the firm’s actions.
UK regulators have invoked the concept of the social contract in emphasising the need for the finance industry to re-engage with society.
Firms and individuals must have a sense of their responsibilities to the broader system. Inclusive capitalism may be thought of as the
delivery of a basic social contract comprised of equality of opportunity and fairness across generations. Industry participants must remain
mindful of the tension between pure free market capitalism, which reinforces the primacy of the individual at the expense of the system,
and social capital which requires individuals to show a broader sense of responsibility towards the system.
The process of re-aligning culture begins with the board and senior management clearly defining the purpose of their organisation and
promoting a philosophy that values high ethical standards. Employees must be grounded in strong connections to their clients and
communities. Importantly, this process is not finite, and should be thought of as a constant quest as opposed to a definitive destination.
Acknowledging the pervasive nature of financial market corruption, UK regulators point out that progress can only be achieved if their
reform agenda is linked to similar initiatives overseas. This reflects the fact that most key benchmarks apply across national boundaries.
In this regard, the European Commission has planned legislation to formally regulate financial benchmarks. In addition to a primary
objective of improving market fairness, the move may also have the effect of minimising any market disruption caused by the competition
regulation agenda, which is focused on breaking up rather than managing cartels.
In advocating an activist role for regulators, the UK’s Financial Conduct Authority (FCA) suggests that it is insufficient to simply expect that
established principles will be adhered to. Active checks must be made, and failures must be followed up.
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Three distinct agendas are currently being pursued in relation to enforcement in both the UK and the US. The first entails ex-post
enforcement. The second focuses on ex-ante structural change to the nature of specific benchmarks, with particular emphasis on
governance, data quality, benchmark construction methodology, internal controls and accountability. Thirdly, there is a renewed focus
on the broader question of culture and normative change. Significantly, these agendas are integrative rather than distinct.
The integration of more interventionist normative objectives with enabling ones may also significantly change the ethical boundaries
of global finance. It is this possibility that animates the reconceptualization of regulatory purpose that informs the ‘inclusive capitalism’
agenda. The emphasis on ‘fair and effective’ markets represents a significant advance because it implies a dynamic integration of rules,
principles and social norms within an interlocking responsive framework.
Sustainable reform necessitates much more invasive oversight, time-limited through experimental application of a deferred prosecution
mechanism which, if violated, triggers the Sword of Damocles. Unless this occurs the problem of too big to fail, too big to jail, and too
big to regulate remains centre stage. The coming year offers an unprecedented opportunity to reshape discourse and practice or remain
wedded to outmoded assumptions that have been falsified. The critical innovation associated with the ‘inclusive capitalism’ agenda is
the invitation by regulators to industry to verify their stated commitment. It is not designed to be coercive, but failure will, necessarily
and justifiably, have coercive implications.
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RESEARCH PROJECT: Determinants of Insiders’ Trading Performance: Private
Information, Network or Skill?
Working paper summary

Insiders’ Profits in the Australian Equities Market
Henk Berkman, University of Auckland
Reza Bradrania, University of South Australia
Tina Viljoen, The University of Sydney
P Joakim Westerholm, The University of Sydney
This study assesses the importance of trading by insiders in the Australian market by examining whether corporate directors earn profits
on their reported trades, how they time these trades, and what the determinants of such trades are.
The study investigates the reported trades by directors of Australian companies to establish whether these trades are consistently
profitable, and whether these profits are significant enough for the trades to be mimicked by outsiders.
Company directors, their immediate family members, and trusts controlled by directors are classified as insiders under the Corporations
Act (2001). In terms of S205G of the Act and ASX Listing Rule 3, these entities are required to lodge a ‘Change of Director’s Interest Notice’
with the ASX within 10 working days of any trade in securities or options issued by their firms.
The study investigates whether insiders earn significant abnormal profits on trades in their own stock, and whether this has an impact
on the returns achieved by outside investors. Furthermore, it assesses whether the current disclosure requirements relating to insider
trading are sufficient to deter the potential abuse of inside information.
The data set for the study spans the period from 2005 to 2015, and encompasses 2,094 stocks. This represents approximately two-thirds
of all Australian listed companies.
The study focuses on insiders’ transactions that are regarded as discretionary. Accordingly, transactions related to the exercise of options,
purchase plans, dividend reinvestment plans, rights issues and buy-backs are excluded from consideration.
At an overall level, the results show that:
(i)	There is a significant negative relationship between the trade profits that accrue to insiders and the price of the firm’s securities.
	This suggests that the most profitable trades for insiders occur in low-priced firms.
(ii)

Insiders trade larger volumes of their shares when they have access to valuable information. This implies that they are able to 		
determine the long-run value of their information.

With regard to the size of the firms in which stock transactions are made, the results show that insiders in large firms make profits over the
short- and long-term when selling their firms’ shares. Similarly, insiders in small firms make profits on their sales transactions, although
these gains typically take at least one month to eventuate. Significantly, insiders do not appear to profit from buy transactions in either
large or small firms. In medium-size firms, insiders’ purchases take up to 2 weeks to move into profit, while sales typically take at least 3
months after the trade.
These findings suggest that insiders in larger firms take more advantage of private information than those in smaller firms in the Australian
market. A possible explanation is that large firms have a greater proportion of uninformed traders, or traders with specific liquidity needs,
who can act as counterparties to the insiders’ trades. In smaller and less liquid firms, insiders are more likely to dominate the market, and
are thus prevented by a comparative lack of liquidity from trading on their information advantage.
The study also examines the ability of outsiders to profit from the release by insiders of their trade reports to the ASX. It finds that, in the
case of large firms, outsiders can make profitable trades by following insiders when making both purchases and sales. However, in the
case of medium- and small-sized firms, only the sales lead provided by insiders is profitable.
The paper shows that the reported trades of corporate insiders have a significant impact on the potential returns available to outside
investors. This reflects the likelihood of the information value of insiders’ trades being used by outside investors to enhance their
investment allocation and timing decisions.
Significantly, the paper also shows that publicly reported trading by insiders can be incorporated into investors’ decisions due to the time
taken for the information value of the trades to be reflected in stock prices.

Page 182

CIFR-FUNDED Research PROJECTS December 2016

The study shows that current Australian securities law and regulation is sufficient, as insiders generally report their trades on a timely
basis. Furthermore, they mostly conduct their trading during periods when they are allowed to trade.
Although the current regulation of trading by insiders appears adequate, the study recommends the reporting of these trades be made
more accessible, specifically through the use of a well-structured public database.
Predicated on the establishment of a more accessible reporting regime, the information contained in director trades is expected to
be more quickly reflected in stock prices. This would increase the efficiency of the market, and the currently highly significant autocorrelation in prices would decrease or disappear.
However, a public database of aggregated insider transactions may incur substantial maintenance costs. It may also impact the privacy
of individual insiders. Moreover, there are limits as to the extent to which regulators can and should impose normative prescriptions on
corporate executives.
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RESEARCH PROJECT: An Analysis of Penalties under ASIC Administered Legislation
Working paper summary

An Empirical Analysis of Public Enforcement of Directors’ Duties in Australia: Preliminary Findings
Helen Bird, George Gilligan, Andrew Godwin, Jesper Hedges, Ian Ramsay
The University of Melbourne
This working paper presents the preliminary findings of a detailed empirical study of court proceedings brought by the Australian
Securities and Investments Commission (ASIC) and the Commonwealth Director of Public Prosecutions (CDPP) for breach of directors’
duties provisions of the Corporations Act 2001 (Cth) in the ten year period from 2005 to 2014.
This study is the most in-depth empirical analysis of public enforcement of directors’ duties to date, examining the type, frequency and
magnitude of sanctions imposed in civil and criminal proceedings, as well as the success rates, duration and reporting of such proceedings.
Its findings provide the foundation for evidence-based legal analysis and policy development in relation to this fundamental area of
corporate regulation.
Effective enforcement of directors’ duties is central to the wellbeing of Australia’s society, economy and environment. Given the rapidly
growing number of companies in Australia, with 2,292,624 companies registered as at November 2015, it is critical to ensure that
companies are managed lawfully and responsibly. As Justice Middleton commented in ASIC v Healey (2011) 196 FCR 291, “The role of a
director is significant as their actions may have a profound effect on the community, and not just shareholders, employees and creditors.”
Court action by ASIC and the CDPP plays a significant role in the enforcement of directors’ duties, being responsible for approximately
half of all public and private proceedings involving breach of directors’ duties. Australia’s public enforcement regime has attracted
attention from overseas jurisdictions in relation to establishing, expanding or refining public regimes of their own. Yet the effectiveness
of penalties for corporate wrongdoing has also been called into question in recent times, with the Financial System Inquiry concluding
that the “maximum civil and criminal penalties for contravening ASIC legislation should be substantially increased to act as a credible
deterrent for large firms.” The Senate Standing Committee on Economics is currently conducting an inquiry into the “inconsistencies and
inadequacies of current criminal, civil and administrative penalties for corporate and financial misconduct or white-collar crime.”
This working paper contributes towards an empirically informed discourse on the adequacy of penalties for corporate wrongdoing. The
following are some of the key trends identified in the paper:
(i)	Most previous commentary on enforcement of directors’ duties has focussed on the civil penalty regime, yet this paper shows 		
that criminal enforcement of directors’ duties by the CDPP was significantly more prevalent than civil enforcement by ASIC. 		
Comparing directors’ duties that attract both civil and criminal liability, criminal enforcement by the CDPP was responsible for 		
about 81% of all matters in which liability was established and about 61% of all defendants found liable.
(ii)	Much of the debate surrounding penalties for corporate wrongdoing has centred on the maximum pecuniary 			
penalty of $200,000 in the Corporations Act 2001 (Cth). However, this paper reveals that incapacitative 				
sanctions, such as custodial sentences and civil management disqualification orders, were much more frequently imposed than
pecuniary penalties. Prison sentences and disqualification orders each accounted for about 33.50% of the total number of 		
sanctions imposed (67% collectively), while about 18% of the sanctions were civil pecuniary penalties and only about 2% were 		
criminal fines.
(iii)

While the statutory maximum civil pecuniary penalty is $200,000, this paper reveals that the penalties imposed by courts are 		
typically much lower than the maximum. The median civil pecuniary penalty imposed on defendants who had engaged in
a
single contravention of a directors’ duties provision was $25,000, which is only 12.50% of the statutory maximum. The median
penalty imposed on all defendants, including defendants who had engaged in multiple contraventions, was $50,000.

(iv)	The average civil management disqualification order was about 5.2 years. The average maximum prison sentence was about 		
2.25 years, while the average minimum (i.e. minimum amount of time that must be served) was about 1.4 years. However, a 		
significant proportion of prison sentences, about 46%, involved immediate release subject to a good behaviour bond.
(v)	Both ASIC and the CDPP enjoyed high litigation success rates. Despite the higher standard of proof applicable to criminal 		
proceedings for breach of directors’ duties, the CDPP’s success rates were not significantly lower than ASIC’s. The CDPP and 		
	ASIC established liability in about 88% and 89% of matters respectively. In terms of individual defendants, the CDPP and ASIC 		
established liability in relation to about 84% and 92% of defendants respectively.
(vi)

Contrary to a commonly held view that civil enforcement is more efficient than criminal enforcement, the duration of both the 		
civil and criminal enforcement processes was lengthy. From the first detected contravention to the final judgment, the average
duration of civil matters was about 6.9 years, while the average duration of criminal matters was about 7.9 years.
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RESEARCH PROJECT: An Analysis of Penalties under ASIC Administered Legislation
Working paper summary

Financial Services Misconduct and the Corporations Act 2001
Helen Bird, George Gilligan
The University of Melbourne
The paper discusses enforcement under the Corporations Act through the lens of a study of court-based enforcement by ASIC of financial
services misconduct. The paper first considers current debates about penalties regimes available to ASIC before discussing the provisions
and penalties presently operating under the Corporations Act for financial services misconduct. The paper then examines the actual
penalties handed down for corporate wrongdoing for financial services misconduct in Australian Courts by way of a small case study of
ASIC court based enforcement cases from 2011-2013.
This study shows that, over the observation period, there have been few cases where ASIC has sought either pecuniary civil penalty
orders or pecuniary criminal penalties, namely fines, in relation to financial misconduct. Instead, ASIC has sought to achieve a deterrent
effect by operating at the higher levels of the regulatory enforcement pyramid, typically seeking the strongest available sanction.
The study also shows that imprisonment terms applied by the courts are cautiously and conservatively applied. The maximum terms set
out in the legislation appear to be imposed only in cases where there are multiple contraventions of the law. Accordingly, any increases in
the size and range of penalties available will not guarantee their subsequent universal application and use by the courts.
It is almost 15 years since the enactment of the current financial criminal and civil penalty regime, and 12 years since the enactment of
Chapter 7 of the Corporations Act. ASIC’s calls for penalty reform reflect its determination to impact more effectively on organisational
culture and drive normative change within the financial services sector.
The key considerations that shape the approach taken by ASIC in an enforcement action are:
(i)

Strategic significance - the extent of the harm or loss suffered;

(ii)	Benefit of pursuing misconduct - the cost-effectiveness of any pursuit action undertaken;
(iii)

Features of the matter – the extent and nature of available evidence; and

(iv)

Non-investigative alternatives – that may warrant an alternative course of action.

The punitive approaches that ASIC can choose to pursue include civil or criminal financial penalties, prison terms and court orders. ASIC
also has options for ensuring that assets remain within a specific jurisdictional authority, and for seeking disqualification orders and
enforceable undertakings.
ASIC believes that its regulatory capacity to achieve higher levels of individual and general deterrence to counter corporate wrongdoing is
inhibited by a limited flexibility to impose more stringent non-criminal penalties, and to apply these against a wider range of wrongdoing.
For example, civil penalties are available for a range of corporate wrongdoing in Australia, but they are not available in the following
instances that represent serious contraventions of the Corporations Act:
(i)

Carrying on a financial services business without a licence (s911A);

(ii)

Failing to comply with the general obligations of financial services licensees (s912A); and

(iii)	Making false or misleading statements that would induce a person to buy or sell a financial product, or could have an effect on
the market for that product (s1041E).
If higher standards of regulatory compliance are to be achieved within the business sector, individuals and organisations, whose interests
are largely commercial, have to be sufficiently motivated to maintain meaningful regulatory compliance and crime prevention strategies.
Deterrence will play a significant part in this process, hence the current efforts by ASIC to strengthen the penalty regime. However, before
taking the significant step of widening the ambit of the existing regime, it is important to first evaluate it.
As a contribution in this regard, this paper presents an empirical study of court proceedings in Australia over the period from 1 July 2011
to 30 June 2014. In each of these cases, either a criminal sanction or a pecuniary civil penalty was imposed against a person or corporation
for contravening Chapter 7 of the Corporations Act. The study encompasses two forms of proceedings: criminal penalty sentencing and
pecuniary civil penalty determinations.
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Specifically, the study provides a snapshot of one part of the overall enforcement picture, namely the application of criminal or civil
penalties. It reveals that civil penalties are hardly used. Rather, there is a strong emphasis on criminal enforcement involving custodial
and suspended prison sentences, with a ratio of 9.25:1 of criminal penalties versus pecuniary civil penalties. Of the penalty outcomes,
90% were criminal, with 51% being custodial and 22% being suspended sentences. While the purpose of regulation is both to deter and
punish wrongdoing, this study indicates the importance of empirical research on the application of penalties to any future review of
penalty regimes under the Corporations Act.
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RESEARCH PROJECT: An Analysis of Penalties under ASIC Administered Legislation
Working paper summary

An EmpiricalAanalysis of the use of Enforceable Undertakings by the Australian Securities and
Investments Commission Between 1 July 1998 and 31 December 2015
Helen Bird, George Gilligan, Andrew Godwin, Jesper Hedges, Ian Ramsay
The University of Melbourne
This working paper reports the findings of a detailed empirical study of 414 enforceable undertakings accepted by the Australian Securities
and Investments Commission (ASIC), the corporate, market, finance and credit services regulator from July 1998 to 31 December 2015, a
period of 17.5 years.
The study is unique in size, scope and comprehensiveness. It presents a detailed profile of all parties giving enforceable undertakings
and the misconduct issues in their undertakings over a 17.5 year period; and breaks new ground by offering the first empirical analysis
of the core commitments or undertakings given by parties to enforceable undertakings to rectify their misconduct. It constructs a
much needed road map through the maze of regulated firms, activities, misconduct and undertakings involved in ASIC’s deployment of
enforceable undertakings.
The study offers a comprehensive profile of the regulated firms and individuals who are the subject of ASIC accepted enforceable
undertakings. Key findings were that:
(i)	ASIC accepted almost identical numbers of enforceable undertakings from companies (n=174) and individuals (n = 176). 		
	Enforceable undertakings by companies in combination with individuals (n = 64) declined in number over the study period.
(ii)	The most common regulated entities from whom ASIC accepted enforceable undertakings were private companies (n = 156 or
50.2% of all companies giving EUs) and individuals in their position as directors (n =137 or 57.8% of all individuals giving EUs).
(iii) Publicly listed companies were a small subset of parties giving enforceable undertakings (n = 30 or 9.6% of all companies giving
	EUs).
Activities and Misconduct Regulated by Enforceable Undertakings
The study also offers a detailed profile of the types of misconduct addressed by enforceable undertakings accepted by ASIC. Key findings
were that:
(i)	The most common activity that was the subject of enforceable undertakings was financial services (n = 190), representing 45.9%
of the data set. The largest single activity involved in financial services was giving of financial or investment advice, comprising
40% of all financial services activity.
(ii)	Enforceable undertakings concerning financial services involved three common types of activity: the promotion, marketing, 		
advertising and sale of financial services; the provision of specific financial advice or product recommendations; and the 		
governance of financial services firms.
(iii)

Financial services laws was the most common misconduct issue, present in 50% of all enforceable undertakings followed by 		
misleading and deceptive conduct, present in 30.4% of all enforceable undertakings.

Types of Undertakings Given in Enforceable Undertakings
The study of core undertakings in enforceable undertakings revealed:
(i)	The most common types of undertaking proffered by regulated parties were compliance review undertakings. They were present
in 42.3% of enforceable undertakings.
(ii)

Compliance systems reviews and reviews of compliance with specific legal obligations were the dominant types of review 		
undertakings. The appointment of an independent expert was a requirement of 85% of all review undertakings, typically for a 		
review that took up to 12 months to complete.

(iii)

Voluntary management and other activity bans were a feature of 36.5% of all undertakings, the majority of which were given by
individuals. In 36% of cases, the bans were for a period of between 2 and 5 years. In 20% of the undertakings, the bans were 		
permanent in effect.

(iv)	Directors’ voluntary management bans were typically accompanied by a second ban from providing financial services in one 		
quarter of enforceable undertakings.
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(v)	Training or continuing professional education was a key feature of enforceable undertakings by auditors and liquidators, 		
where they are subjected to a voluntary ban for a specific term or practice supervision by their peers. The 			
professional education requirement was not as common in relation to other enforceable undertaking groups.
(vi)	A strategically directed, industry-wide approach to enforceable undertakings was evident in ASIC’s acceptance of enforceable 		
undertakings relating to financial services, specifically financial planning or wealth management activities. Regulated firms 		
typically committed to legal compliance systems review and individual representatives committed routinely to cease working in
the sector.
These findings offer rich insights into the dynamics of negotiated settlements in the public enforcement of business laws in Australia.
With ASIC’s increased emphasis on co-operation in its investigation and enforcement work, a detailed understanding of these issues has
never been more timely or important.
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RESEARCH PROJECT: An Analysis of Penalties under ASIC Administered Legislation
Working paper summary

Sanctions Imposed for Insider Trading in Australia, Canada (Ontario), Hong Kong, Singapore,
New Zealand, the United Kingdom and the United States: An Empirical Study
Lev Bromberg, George Gilligan, Jasper Hedges, Ian Ramsay
The University of Melbourne
This paper presents the results of a comparative empirical study of sanctions imposed for insider trading in Australia, Canada (Ontario),
Hong Kong, Singapore, New Zealand, the United Kingdom, and the United States. The study provides a detailed analysis of the insider
trading enforcement landscape across a range of common law jurisdictions over an extended period by examining custodial sentences,
banning orders and various pecuniary sanctions imposed for insider trading.
The study shows that even in jurisdictions with very similar legislation on insider trading, regulators, prosecutors and decision-making
bodies may have very different enforcement budgets, priorities and strategies, which may impact the degree of enforcement.
The enforcement of insider trading laws by securities regulators reflects their belief that insider trading erodes confidence in the
sharemarket and removes capital from the marketplace.
The need for a prohibition against insider trading has also been emphasised by the courts. In Hartman v R (Cth), the court said that insider
trading “not only has the capacity to undermine the integrity of the market, it also has the potential to undermine aspects of confidence
in the commercial world generally.”
The study is based on a dataset that encompasses nearly 700 individuals and companies found or alleged to have contravened insider
trading provisions, and approximately 1,400 sanctions imposed by statutory bodies and the courts. The dataset is drawn from Australia,
Canada (Ontario), Hong Kong, Singapore, New Zealand, the United Kingdom and the United States. The study compares the type,
magnitude and frequency of sanctions imposed across the jurisdictions over the seven-year period from 1 January 2009 to 31 December
2015.
Enforcement approach
Australia
The proportion of insider trading offenders who received sanctions in the criminal courts was substantially higher than in other
jurisdictions. A typical offender in Australia received a custodial sentence and a small pecuniary sanction. Australia had the highest
proportion of offenders, 63 per cent, who received a custodial sentence. However, a high proportion, 58 per cent, of custodial sentences,
were fully suspended.
The total amount of pecuniary sanctions, including corrective or restorative sanctions, imposed for insider trading in Australia during the
study period was approximately US$7.4 million. This was lower than the other jurisdictions.
After adjusting for the size of the sharemarket in each jurisdiction, the total amount of pecuniary sanctions imposed in Australia exceeded
those in Ontario and Hong Kong, but remained substantially lower than in Singapore, the UK and the US.
Based on cases where the illegal profit size was available, pecuniary sanctions imposed in Australia and Hong Kong comprised a smaller
percentage of illegal profits than in the other jurisdictions. On average, pecuniary sanctions in Australia and Hong Kong were either
equal to, or lower than, the profits made from the misconduct, while in other jurisdictions pecuniary sanctions imposed comprised a
substantially larger proportion of the illegal profits.
Hong Kong
In Hong Kong, the proportion of offenders receiving a ban was 55 per cent, which was higher than the proportion of offenders receiving
a custodial sentence, which was 45 per cent. The duration of custodial sentences imposed in Hong Kong was the shortest of all of the
jurisdictions in the study.
New Zealand
There were no sanctions for insider trading imposed in New Zealand during the study period.
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Ontario
Ontario recorded the highest proportion of offenders who received a banning order. A number of offenders also received a pecuniary
sanction but only one custodial sentence was imposed.
Singapore
Custodial sentences and bans were infrequently imposed in Singapore. However, the low frequency of bans may be attributable to
an insider trading conviction or a civil penalty carrying an automatic disqualification from management of corporations in Singapore.
Pecuniary sanctions were imposed on all offenders, and these sanctions were significantly greater than the illegal profits derived from
the conduct.
United Kingdom
Custodial sentences in the UK were typically shorter than in Australia, but the magnitude of pecuniary sanctions was substantially higher.
There was a marked increase in the proportion of insider trading matters that were prosecuted criminally since 2009. Bans were imposed
on only 15 per cent of offenders, but all were of indefinite duration.
United States
The US recorded the highest number of offenders and the widest range of sanctions imposed for insider trading. Custodial sentences
ranged from 21 days to 17 years, while pecuniary sanctions ranged between $US500 and $US1.8 billion. Most of those charged in civil
matters reached a settlement with the Securities and Exchange Commission, while the vast majority of criminal convictions resulted from
guilty pleas.
The US appears to be unique in the number and complexity of insider trading proceedings. Several offenders faced both a criminal
action, brought by the Department of Justice, and a civil action, brought by the Securities and Exchange Commission.
Some form of corrective or restorative pecuniary sanction, such as forfeiture, disgorgement or restitution, was imposed on almost 87 per
cent of offenders, which was higher than in any other jurisdiction. Punitive pecuniary sanctions were imposed on approximately 70 per
cent of offenders.
The study findings provide important insights into the more common enforcement tools securities regulators use to enforce insider
trading laws. As such, it will be of interest to policy-makers, international regulators and participants in the respective securities markets.
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RESEARCH PROJECT: An Analysis of Penalties under ASIC Administered Legislation
Working paper summary

Enforcement of Financial Market Manipulation Laws: an International Comparison of Sanctions
Lev Bromberg, George Gilligan, Ian Ramsay
The University of Melbourne
Market manipulation has been a significant focus of regulators, the media and others in Australia and internationally, as a result of
widespread allegations of market manipulation, not just relating to securities, but in relation to interest rates, foreign exchange and
commodities.
This working paper presents the results of a detailed comparative empirical study of sanctions imposed for trade-based market
manipulation in Australia, Canada (Ontario), Hong Kong, Singapore and the United Kingdom (UK). The study is based on a dataset of
around 250 sanctions imposed on individuals and companies found or alleged to have contravened market manipulation provisions
across the jurisdictions.
The study compares the type, magnitude and frequency of sanctions imposed by statutory bodies and the courts for market manipulation
in the selected jurisdictions in the ten year period from 1 January 2006 to 31 December 2015. It provides a detailed analysis of the market
manipulation enforcement landscape across a range of common law jurisdictions over an extended period by examining custodial
sentences, banning orders and various pecuniary sanctions imposed for market manipulation.
The number of defendants that received a sanction for market manipulation was third-highest in Australia (equal with the UK) after Hong
Kong (73) and Singapore (36). Where a number of defendants were implicated in the same scheme together, these defendants have been
grouped together in one ‘market manipulation event’. The number of market manipulation events in Australia was slightly higher than in
Singapore and the UK. The vast majority of all defendants were natural persons.
To obtain a measure of the relative enforcement intensity in each of the jurisdictions, the number of defendants was adjusted by the size of
the sharemarket in each jurisdiction. Adjusting by the size of the sharemarket paints a very different picture of the enforcement intensity
in each jurisdiction. On this basis, Singapore had the highest level of enforcement intensity, followed by Hong Kong and Australia, which
had more than twice the level of sanctions imposed in the UK.
During the study period, in Australia, enforcement of market manipulation offences resulted in 13 successful criminal proceedings, where
11 of 13 defendants pleaded guilty. The limited reliance on civil penalty provisions in Australia is in clear contrast with Singapore (which
also has a dual criminal and civil penalty system for market manipulation). There were 15 civil penalties imposed in Singapore, and only
one in Australia during the study period.
During the study period, the proportion of market manipulation defendants receiving sanctions in the criminal courts differed significantly
between Hong Kong, Singapore and Australia (62%, 56% and 52% respectively) and Ontario and the UK (6% and 0% respectively).
Across the jurisdictions, custodial sentences were imposed on around 22% of defendants. Pecuniary sanctions (punitive 57% and
corrective 22%) and bans (53%) were applied more often. Bans were the most commonly applied sanction in Ontario and Australia (94%
and 56% respectively) while punitive pecuniary sanctions were the most commonly applied sanction in Singapore and the UK (92% and
88% respectively).
Custodial sentences
The proportion of defendants receiving custodial sentences for market manipulation was highest in Australia (48%) and Hong Kong (41%).
However, nearly two thirds of the custodial sentences imposed in Hong Kong were fully suspended. The median duration of custodial
sentences in Australia (22 months) was substantially higher than in Singapore (6 months) and Hong Kong (4 months). In Australia, 25% of
custodial sentences were fully suspended and sentences ranged from 0.6 to 3 years.
Banning orders
The proportion of defendants that received banning orders was highest in Ontario, where all but one defendant received a ban. Bans
imposed were either permanent bans or of a fixed duration. The duration of non-permanent bans differed significantly between
jurisdictions. The median ban across all jurisdictions was 4.2 years. The bans with the longest duration were imposed in Ontario (median
7.5 years), while the lowest median bans were imposed in Hong Kong (1.5 years) and Singapore (2.0 years). The median duration of bans
imposed in Australia was 5.0 years, which was broadly similar to the UK. In Australia, none of the 14 bans were permanent, and all but one
were imposed on brokers by way of an ASIC administrative banning order.
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Pecuniary sanctions
The total quantum in pecuniary sanctions imposed for market manipulation in Australia was substantially lower than in each of the
other jurisdictions (around A$390,000). In Australia, there were only three defendants (12%) that received a punitive pecuniary penalty,
and Australia had by far the highest proportion of cases where no pecuniary sanction was imposed at all. The median level of pecuniary
sanctions in Australia was lower than in each of the other jurisdictions apart from Hong Kong (A$11,852). The highest median pecuniary
sanctions were imposed in the UK (A$1,441,443), followed by Ontario (A$911,315).
When the amount in pecuniary sanctions imposed is adjusted by the size of the sharemarket in each jurisdiction, the quantum of
pecuniary sanctions in Australia is substantially lower than in all of the other jurisdictions (A$26 per A$billion of market capitalisation
per annum). When presented on this basis, total sanctions in the other jurisdictions range from $358 (in Ontario) to $1,548 (in the UK).
The jurisdictions that imposed the highest pecuniary sanctions relative to illegal profits were Singapore (average 558% and median
252%) and the UK (average 410% and median 435%). Hong Kong and Ontario had substantially lower pecuniary sanctions relative to
illegal profits. In these two jurisdictions, based on the cases where profits were identifiable, the size of the total pecuniary sanction was
either equal to, or slightly higher than, the illegal profits made from the misconduct.
There were only three punitive pecuniary sanctions imposed in Australia during the study period, which was significantly lower than in
each of the other jurisdictions. The highest numbers of punitive pecuniary sanctions were imposed in Singapore (33), Hong Kong (25)
and the UK (22).
This study shows that, even in jurisdictions with very similar legislation on market manipulation, different approaches are being used
to enforce these laws. This may reflect the fact that regulators, prosecutors and decision-making bodies across the jurisdictions have
different enforcement budgets, priorities and strategies.

Page 192

CIFR-FUNDED Research PROJECTS December 2016

RESEARCH PROJECT: Behaviour and Determinants of Australian Bank Capital Buffers
Working paper summary

Regulatory Capital and Internal Capital Targets: An Examination of the Australian Banking
Industry
James R Cummings, Macquarie University
Kassim J Durrani, The University of Sydney
In its Basel III reform package, the Basel Committee on Banking Supervision (BCBS) has sought to improve the banking sector’s ability to
absorb shocks arising from financial and economic stress, thus reducing the risk of spill-over effects from the financial sector to the real
economy.
A major focus of these reforms is to raise both the quality and size of the regulatory capital base. Bolstering capital buffers may protect
banks during periods of stressed economic conditions or excess credit growth.
The outcome of these reforms depends on the extent to which they act to modify the behaviour of banks in setting their regulatory
capital targets, and the approach taken by banks in managing their capital adequacy under the new standards.
This study examines the speed of adjustment of banks’ actual capital buffers towards internally targeted levels, the characteristics that
may influence a bank’s strategic behaviour in setting its capital targets, and the determinants of the actual buffers that banks maintain
above regulator-imposed minimum capital levels. The study also tests the extent to which the internally targeted capital buffers of banks
are influenced by the prevailing state of the business cycle.
Several reasons have been put forward to explain why banks maintain more capital than required by prudential regulators. In particular,
banks may:
(i)	Assess their risks and capital needs differently from regulators, according to their own assumptions and risk appetites;
(ii)	Accumulate excess capital to signal soundness to the market, and to satisfy the expectations of ratings agencies; and
(iii)	Maintain a buffer of capital to protect against violating minimum regulatory requirements.
By maintaining capital buffers, banks insure themselves against potential costs arising from a supervisory intervention in response to any
violation of the requirements.
Drawing on quarterly data for 30 banks operating in Australia from September 2003 to June 2015, the study assesses the speed of
adjustment of actual capital buffers towards internally targeted levels, and identifies factors that are relevant to banks’ strategic behaviour
in setting their capital targets.
In determining its capital targets, a bank may take the following considerations into account:
(i)	The risk appetite of the bank;
(ii)

Regulatory capital requirements;

(iii)

Internal assessments of capital needs, including those arising from the bank’s business plans and strategy;

(iv)	The likely volatility of profits and the capital surplus;
(v)	Dividend policy;
(vi)

Ratings agency assessments; and

(vii)	Access to additional capital.
The study finds evidence of a significantly negative relationship between the internally targeted capital buffers of banks and the state of
the business cycle. This finding supports the view that the capital conservation buffer and countercyclical capital buffer initiatives of Basel
III are sensible reforms to address the tendency of banks to manage their capital buffers in a pro-cyclical fashion.
Despite the negative relationship of target capital buffers with the state of the business cycle, the study finds evidence of forward-looking
behaviour by bank managers that is likely to dampen the impact of fluctuations in credit market conditions on their lending activities.
Banks appear to set higher target capital buffers over regulatory requirements when economic activity is gathering momentum and the
demand for loanable funds is increasing, evidenced by increases in dwelling approvals and business confidence. This finding implies that
banks adjust their capital targets in light of future expected economic opportunities.
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However, this type of behaviour is less consistently evident in relation to banks’ actual capital buffers than it is in relation to their target
capital buffers. Credit portfolio growth associated with improving economic conditions may prevent banks from achieving their strategic
objective of increasing their regulatory capital adequacy in these circumstances or, alternatively, capital raisings initiated to fund future
expected economic opportunities may fall behind in an upturn.
The study reveals other tactical or transitory factors that impact on banks’ actual capital buffers, but that are not reflected in their capital
targets. Higher capital buffers maintained by internal ratings based (IRB) accredited banks mitigate against the risk associated with
determining required capital using their internal models. The results suggest that the level of competitive intensity in the banking
industry is more influential in determining the size of capital buffers than the cost of servicing surplus capital.
Consistent with previous studies, banks are observed to economise on capital when competitive intensity is greater. In these circumstances,
depository institutions are likely to be more restrained in the extent to which they can pass on the costs to their customers of servicing
surplus capital.
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RESEARCH PROJECT: International Competitiveness of Australia’s Financial Services
Sector: Fulfilling the Mandate of the Financial System Inquiry
Working paper summary

What Turns Cities into International Financial Centres?
Eric Knight, The University of Sydney
Vladimir Pazitka, Oxford University
Dariusz Wojcik, Oxford University
International financial centres (IFCs) are icons of modern capitalism. Accordingly, competition among cities to achieve IFC status occurs
across the world, in both advanced and emerging economies.
However, the process by which cities achieve IFC status remains unclear. This raises interesting questions, such as why is London, and not
Paris, the financial capital of Europe? Or what is the likelihood of Shanghai becoming a global financial centre?
The relative paucity of research to date on the development of IFCs that goes beyond descriptive history and case studies partly reflects a
bias towards manufacturing in economic and economic geography studies. The question of location in the services sector is disregarded
as trivial. Indeed, the term financial centre hardly features in economics literature, despite it being a self-evident pre-occupation of
finance firms and local policy makers.
This bias is compounded by empirical issues. Data on financial activities is mostly available at the country level. Accordingly, city-based
research on financial centres tends to resort to proxies such as stock exchange size, level of employment in financial services, number of
financial firms represented in the city, and indices of competitiveness. However, such proxies do not clearly distinguish between domestic
and international activity, which limits their use in a systematic analysis of factors related to local geography that affect the development
of financial centres. As a consequence, existing research tends to neglect the more analytical question of why most cities never become
IFCs.
This study analyses a novel dataset that encompasses capital markets and city-level observations, covering the period from 2000 to
2014. The dataset facilitates the estimation of gross fee revenues from almost 600,000 capital market transactions worldwide. These
transactions encompass merger and acquisition activity, and also cover the equity, debt, and syndicated loan markets. Fees related to
individual cross-border transactions are identified and assigned to the city where the relevant financial advisory firm is located. This
methodology generates a measure of international financial activity that is based on the actual business transacted within a particular
city. It yields a unique ranking of IFCs that is arguably more direct than those in existing indices. Importantly, it facilitates a systematic
analysis of specific factors that affect the development of IFCs.
The study shows that cross-border financial activity is strongly influenced by city size, institutional environment, labour market flexibility,
and the concentration of financial advisors. In particular, a city needs size to offer a sufficiently large and deep labour market necessary
for the financial sector. Moreover, the labour environment has to be flexible, reflecting the cyclical nature of the financial industry. In
addition, institutional factors such as the rule of law are important, as it is almost impossible for a city to become an IFC without a
mechanism to effectively and efficiently enforce contracts. Interestingly, once labour market and contract enforcement variables have
been accounted for, it does not appear to matter whether a city has an English- or French-based legal system.
Membership of regional bodies, such as the EU, appears to enhance the ability of cities to attract deals, and it is evidently advantageous
for an IFC to host several large global financial firms rather than a myriad of small firms. IFCs also tend to be characterised by the presence
of many large non-financial companies’ headquarters, particularly if these are internationally active. The study also finds that the domestic
financial status of a city significantly impacts its ability to attract cross-border deals.
In contrast, the study also identifies several factors that that do not appear to impact the likelihood of a city becoming an IFC. These
factors include: stock market returns; corporate and financial tax rates; whether the city is a capital centre; location in the world time zone;
and whether English is the official language.
At the overall level, it is evident that IFC development is a complex phenomenon, subject to a wide range of influencing factors that span
both the country and city levels. Moreover, it does not appear that reliance can be placed on booming stock markets, low tax rates or
other short-term factors in any endeavour to rapidly establish an IFC. Rather, it appears that an IFC comes into being following a long and
slow process of economic and institutional development.
It is evident that cross-border finance is a strategic pursuit undertaken predominantly by large cities that have already attained the status
of the top financial centres within their respective domestic economies. To maintain their IFC status, these cities need to sustain a large
and internationally active non-financial corporate sector.
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The practical implications of the study findings may be illustrated using the example of China, where a scenario involving two or more
Chinese IFCs of comparable size appears unlikely to eventuate. Worldwide, cities that play a leading role in domestic finance also tend to
dominate internationally related finance in their respective countries. Although Shanghai is surrounded by much hype as the rising star
of IFCs, the city remains at a disadvantage relative to Beijing, which is China’s leading domestic financial centre.
Both Shanghai and Beijing currently occupy lowly positions in terms of IFC rankings. Accordingly, it is feasible that Shanghai may yet
overtake Beijing, particularly if it builds up a larger and more internationally active non-financial sector, and surpasses Beijing’s labour
market in size and depth. However, the study findings suggest that neither city will be realistically able to challenge Hong Kong, let alone
foreign IFCs, without significant legal reforms being implemented in mainland China.
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RESEARCH PROJECT: Effects of Bank Capital Recommendations from the Financial
System Inquiry
Working paper summary

The Value of Bank Capital Buffers in Maintaining Financial System Resilience
Eric Knight, The University of Sydney
Vladimir Pazitka, Oxford University
Dariusz Wojcik, Oxford University
International financial centres (IFCs) are icons of modern capitalism. Accordingly, competition among cities to achieve IFC status occurs
across the world, in both advanced and emerging economies.
However, the process by which cities achieve IFC status remains unclear. This raises interesting questions, such as why is London, and not
Paris, the financial capital of Europe? Or what is the likelihood of Shanghai becoming a global financial centre?
The relative paucity of research to date on the development of IFCs that goes beyond descriptive history and case studies partly reflects a
bias towards manufacturing in economic and economic geography studies. The question of location in the services sector is disregarded
as trivial. Indeed, the term financial centre hardly features in economics literature, despite it being a self-evident pre-occupation of
finance firms and local policy makers.
This bias is compounded by empirical issues. Data on financial activities is mostly available at the country level. Accordingly, city-based
research on financial centres tends to resort to proxies such as stock exchange size, level of employment in financial services, number of
financial firms represented in the city, and indices of competitiveness. However, such proxies do not clearly distinguish between domestic
and international activity, which limits their use in a systematic analysis of factors related to local geography that affect the development
of financial centres. As a consequence, existing research tends to neglect the more analytical question of why most cities never become
IFCs.
This study analyses a novel dataset that encompasses capital markets and city-level observations, covering the period from 2000 to
2014. The dataset facilitates the estimation of gross fee revenues from almost 600,000 capital market transactions worldwide. These
transactions encompass merger and acquisition activity, and also cover the equity, debt, and syndicated loan markets. Fees related to
individual cross-border transactions are identified and assigned to the city where the relevant financial advisory firm is located. This
methodology generates a measure of international financial activity that is based on the actual business transacted within a particular
city. It yields a unique ranking of IFCs that is arguably more direct than those in existing indices. Importantly, it facilitates a systematic
analysis of specific factors that affect the development of IFCs.
The study shows that cross-border financial activity is strongly influenced by city size, institutional environment, labour market flexibility,
and the concentration of financial advisors. In particular, a city needs size to offer a sufficiently large and deep labour market necessary
for the financial sector. Moreover, the labour environment has to be flexible, reflecting the cyclical nature of the financial industry. In
addition, institutional factors such as the rule of law are important, as it is almost impossible for a city to become an IFC without a
mechanism to effectively and efficiently enforce contracts. Interestingly, once labour market and contract enforcement variables have
been accounted for, it does not appear to matter whether a city has an English- or French-based legal system.
Membership of regional bodies, such as the EU, appears to enhance the ability of cities to attract deals, and it is evidently advantageous
for an IFC to host several large global financial firms rather than a myriad of small firms. IFCs also tend to be characterised by the presence
of many large non-financial companies’ headquarters, particularly if these are internationally active. The study also finds that the domestic
financial status of a city significantly impacts its ability to attract cross-border deals.
In contrast, the study also identifies several factors that that do not appear to impact the likelihood of a city becoming an IFC. These
factors include: stock market returns; corporate and financial tax rates; whether the city is a capital centre; location in the world time zone;
and whether English is the official language.
At the overall level, it is evident that IFC development is a complex phenomenon, subject to a wide range of influencing factors that span
both the country and city levels. Moreover, it does not appear that reliance can be placed on booming stock markets, low tax rates or
other short-term factors in any endeavour to rapidly establish an IFC. Rather, it appears that an IFC comes into being following a long and
slow process of economic and institutional development.
It is evident that cross-border finance is a strategic pursuit undertaken predominantly by large cities that have already attained the status
of the top financial centres within their respective domestic economies. To maintain their IFC status, these cities need to sustain a large
and internationally active non-financial corporate sector.
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RESEARCH PROJECT: The Financial Implications of the Dividend Imputation System
Working paper summary

Do Franking Credits Matter? Exploring the Financial Implications of Dividend Imputation
Andrew Ainsworth, The University of Sydney
Graham Partington, The University of Sydney
Geoff Warren, Centre for International Finance and Regulation
The financial effects of imputation are often contentious. Most notably, the impact of imputation credits on share prices and cost of
capital is subject to much debate.
This study examines the implications of the imputation system for stock prices and returns, cost of capital, project evaluation, capital
structure, payout policy and investor portfolios. It also discusses potential impacts if the imputation system was dismantled or adjusted,
perhaps in conjunction with a reduction in the corporate tax rate.
Questions have been raised over the efficacy of the dividend imputation system, including by the Financial System Inquiry in November
2014 and the Tax Discussion Paper released on 30 March, 2015.
This study aims to contribute to the policy debate by examining the financial implications of the imputation system for markets,
companies and investors. It addresses the impact of dividend imputation for stock prices and returns, cost of capital, project evaluation,
capital structure, payout policy and investor portfolios.
The study also discusses potential impacts if the imputation system was dismantled or adjusted, perhaps in conjunction with a reduction
in the corporate tax rate.
Key Findings
(i)	The effects of imputation are debatable both in theory and practice along most dimensions. The implications of imputation for
stock prices and returns, cost of capital, capital structure and investor portfolios are all unclear. The notable exception is payout
policy, where higher payout ratios have clearly been encouraged by the desire to distribute imputation credits.
(ii)

Whether imputation is priced into the market is a central issue. Unfortunately, both theory and evidence provide very mixed 		
indications, and there is no consensus. The effects of imputation can be seen in share price movements around dividend events,
but
are not readily apparent in returns or price levels. Against this mixed evidence, the Tax Discussion Paper stance that the
cost of capital is set in international markets stands as an extreme position. Allowance should be made for the possibility that 		
imputation might be priced partially, or even fully, in some situations.

(iii)

One area where imputation probably matters is small, domestic companies. It is the smaller, domestic segment where it is more
likely that local investors who value imputation credits may determine prices, as well as being chiefly responsible for providing 		
funding. Any adverse impact from removing imputation may well be concentrated in this (economically significant) segment.

(iv)	How imputation influences behaviour is important.
Focusing on how imputation impacts on precise computations like cost
of capital estimates is arguably less important than understanding the behaviours that imputation encourages, and how these
might change if the imputation system was adjusted. Investors and company management often do not formally build the value
of imputation into share price valuations, cost of capital estimates, or evaluations of investment projects. Nevertheless, these 		
players may still acknowledge that imputation credits are valuable to many shareholders, and behave accordingly. Imputation 		
can thus have an important influence on some decisions, even though it may not be explicitly incorporated into any 			
supportive analysis.
(v)	The relation between imputation and payout policy deserves attention. The contribution of the imputation system to lifting 		
payout ratios has arguably been one of its key effects and main benefits. By encouraging greater payouts, and thus requiring 		
companies to justify their case when seeking additional funding, the imputation system has probably contributed to more 		
disciplined use of capital. From this perspective, dismantling the imputation system could have detrimental effects for both 		
shareholders and the Australian economy through less efficient deployment of capital.
(vi)

Imputation may not have much impact on corporate capital structure or investment decisions. The link between imputation 		
and both capital structure and project evaluation is tenuous. The case is stronger for a relation with capital structure, given 		
that imputation increases the net return available to many shareholders. However, linking imputation to capital structure 		
requires companies to be concerned with personal tax effects when making funding decisions; which are one of many potential
influences on capital structure identified in the literature. When estimating cost of capital and evaluating projects, the evidence
suggests that few companies take imputation into account. Rather, corporate investment decisions appear primarily based on 		
more subjective considerations, with financial analysis providing a supportive role.
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(vii) Imputation is influential in regulatory decisions. Regulation of utilities is one area where the value of imputation is explicitly built
into the computations, and has real effects in terms of output prices. The impact of changes in imputation on utility prices should
be given specific consideration in contemplating any policy changes.
(viii)	The influence of imputation on investor portfolios is unclear; but any resulting domestic bias should not be a major policy 		
concern. Home bias is observed everywhere around the world, and has many potential explanations. The degree of home 		
bias among Australian investors does not seem untoward, except perhaps in the Self-Managed Superannuation Fund sector. 		
Further, just because a portfolio fails to reflect the available asset universe does not necessarily mean that it is exposed to 		
significant and unwarranted non-diversifiable risk: the bulk of diversification opportunities can be secured with a just a few 		
assets. There is no apparent significant danger to the Australian economy or financial system from having a bias towards 		
	Australian equities paying high fully-franked dividends. In any case, it is doubtful that this bias could be substantially 		
addressed through changes to the imputation system.
(ix)	The potential effects from removing or adjusting the imputation system are conditional on what else happens. Many of the 		
potential effects from changing the imputation system depend on what other tax changes occur. Most relevant is any concurrent
reduction in the corporate tax rate, which might provide a full or partial offset in some areas. Whether the corporate tax rate is 		
changed could be particularly important for the tenor of any share price reaction, and any encouragement to change capital 		
structure. A major exception is payout policy, where reducing the availability of imputation credits would dull the incentive to 		
distribute earnings regardless. The study notes that the impact on investment from a reduced corporate tax rate may be diluted
to the extent that tax effects and cost of capital are second-order influences on investment decisions.
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RESEARCH PROJECT: Financial Products and Short-form Disclosure Documents –
Challenges and Trends
Working paper summary

Financial Products and Short-form Disclosure Documents – Challenges and Trends
Andrew Godwin, Ian Ramsay
The University of Melbourne
Over recent years, there has been a trend in many jurisdictions towards the adoption of short-form disclosure documents for retail
financial products.
The concept of disclosure in the form of summary documents is not new. Mostly, these documents operate alongside, or as part of, a
formal disclosure document. What is new is the trend towards prescribing a maximum page length for short-form disclosure documents.
This paper examines and analyses the comparative aspects of this trend in Australia relative to New Zealand, the European Union (EU),
Hong Kong, Singapore and Canada. These jurisdictions have all embraced a move towards short-form disclosure.
The purpose and content of short-form disclosure
The purpose of a short-form disclosure document largely determines its content and detail requirements. An overriding question
is whether it should contain all the information a reasonable investor should be expected to rely on in order to make an informed
investment decision, or whether it should only summarise the key features or facts.
In Australia, the mechanism of incorporation by reference has enabled short-form disclosure to take the place of long-form disclosure.
However, in several other jurisdictions, notably Hong Kong, the mechanism of incorporation by reference remains the subject of debate,
particularly in terms of ensuring easy access to information.
The length of short-form disclosure documents
Readability refers to the requirement for disclosure documents to be presented in a format that is easy for retail investors to read and
understand. It is a key determining factor in the length of disclosure documents, as retail investors are found to be unlikely to read
documents that extend beyond three pages. In addition, prescribing a maximum length has been seen as a way of countering the
tendency for product issuers to maximise the information content in order to reduce their potential liability.
In terms of maximum permitted page length, Australia permits a maximum of eight pages for superannuation and managed investment
scheme documents. By comparison, in Hong Kong and Singapore, the length requirement is expressed as an expectation rather than a
set maximum.
The liability associated with short-form disclosure documents
Limiting the liability implications may encourage product issuers to tailor documents that match the understanding of retail investors.
However, there is still a risk that technical language will be used to overcome liability concerns, thereby reducing the readability of the
short-form disclosure document and undermining the purpose for which it was prepared in the first place.
In Australia, Canada, Hong Kong and New Zealand, a short-form document is part of the formal disclosure document, and is therefore
subject to its liability regime. In contrast, in Singapore and the EU, the short-form disclosure document operates on a stand-alone basis.
The scope of products subject to the short-form disclosure document regime
The challenge of determining the scope of products for inclusion in the short-form regime has increased amid the emergence of complex
structured investment products where there is credit and counterparty risk in relation to the product issuer as well as the underlying
investments.
The EU has directly addressed issue of complex investment structures, requiring Key Information Documents to contain a ‘comprehension
alert’. This represents a warning that professional advice may be required if the investor does not fully understand the product’s inherent
risks.
The language and presentation of short-form disclosure documents
All surveyed jurisdictions prescribe a disclosure standard in terms of the language used or the manner in which a disclosure document
is written. Furthermore, the issue of clarity is a specific requirement in each of Hong Kong, Singapore, the EU, Australia and New Zealand.
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Hong Kong, Singapore, Canada and the EU stipulate that the documentary information must be able to be readily understood. Canada
specifically applies a reasonableness test, requiring language that a “reasonable person” can understand using a “reasonable effort”. With
regard to font, size is expressly mentioned in all jurisdictions.
The highlighting of risk
All jurisdictions have general requirements in relation to the highlighting of risk. There are also measures that apply to specific products,
for example in Hong Kong, where a scenario analysis is required for structured investment products.
Some surveyed jurisdictions have embraced synthetic risk indicators as a means of helping retail investors assess risk and compare
products, however others remain sceptical. In Australia, the Australian Securities and Investments Commission (‘ASIC’) requires the shortform document for margin lending facilities to be written in ‘stark language’. There must be an emphasis on risk disclosure, with potential
risk consequences expressed in terms that the lay investor can understand.
The importance of other measures
Other measures that are relevant to informed investment decision-making are those aimed at strengthening investor education and the
quality of financial advice. Although all the surveyed jurisdictions have adopted such measures, further consideration should be given to
the interrelationship between short-form disclosure documents, investor education and financial advice, and the extent to which each
should complement the other.
In addition, consideration should be given to the use of risk awareness statements or risk disclosure statements, particularly in relation to
complex products. The thinking behind this is that if risks are specifically drawn to the attention of investors, and if investors are required
to read and sign such a statement, they will think more carefully about the product and be better able to determine the threshold
question as to its suitability for their purposes.
Finally, the question arises as to whether harmonisation between jurisdictions would be appropriate, either in relation to the format of
short-form documents or the general approach to disclosure. There is a threshold issue as to whether harmonisation would be possible,
given the differences in the various legal and regulatory regimes, and also the differences in the scope of products to which the shortform disclosure documents might apply. These differences appear to rule out formal harmonisation, at least in the short term. However,
it is likely that even limited or qualified harmonisation would provide benefits for jurisdictions, particularly as fund passport initiatives
gain momentum and the cross-border distribution and sale of financial products becomes more widespread. For this purpose, it might
be useful to achieve closer dialogue and cooperation between the regulators on the development and use of short-form disclosure
documents.
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RESEARCH PROJECT: Measuring the Effectiveness of the Statutory-backed Continuous
Disclosure Policy
Working paper summary

Measuring the Effectiveness of Australia’s Statutory-Backed Continuous Disclosure Policy on
‘Innovative’ Investment Disclosures
Jarrad Harford, University of Washington
Ronan Powell, UNSW Australia
The disclosure of timely and accurate financial information is a fundamental component of company valuations. It is also conducive to
stock market efficiency in the form of narrower bid-ask spreads and increased liquidity.
Given the importance of financial disclosure, particularly its timeliness, Australia introduced a statutory-backed continuous disclosure
policy (SBCDP) in 1994. The motivation for its introduction can be traced to the large number of corporate scandals related to lowquality disclosures and unexpected corporate failures in the mid to late 1980s. The SBCDP was regarded as a superior alternative to more
frequent periodic reporting, such as the quarterly cycles used the US and Canada.
This paper examines whether the introduction of an SBCDP in Australia has had a marked effect on the disclosure of stock-price-sensitive
information regarding innovative investment expenditure.
In this paper, innovative investment expenditure is considered in the specific context of outlays on research and development (R&D)
and investment technology (IT). These items are typically highly strategic in nature and are therefore likely to be more important than
traditional capital expenditure (CAPEX) in promoting competitive advantage.
In jurisdictions where there is no statutory-backed continuous disclosure policy (SBCDP), such as the US, it is common for firms not to
disclose strategic R&D and IT expenditure plans for fear of losing competitive advantage.
Given that long-run growth depends on retaining a competitive advantage, it is understandable why a firm’s managers might want
to avoid disclosing expenditures that are particularly innovative in nature. Firms that invest heavily in R&D and IT are typically found
in more competitive industries, so the ability to earn the full economic return on investments in innovation is vital to profitability and
future growth. Accordingly, any inability to earn the full economic rent from an investment in innovation, and the consequent loss of
competitive advantage, provides a powerful incentive to avoid disclosure.
The study tracks price-sensitive announcements related to plans regarding new expenditure on CAPEX, R&D and IT by ASX listed firms
from 1991 to 2012.
The study finds that the SBCDP has contributed to an overall improvement in corporate disclosure, especially post legislative amendments
in 2003 that imposed more stringent penalties for non-compliance.
However, the improvement is not uniform in terms of the type of investment expenditure. Disclosure levels related to more innovative
investment spending are generally unaffected by the SBCDP, with some evidence of a lower likelihood of disclosure for R&D and IT
expenditure relative to CAPEX. This finding is consistent with the view that disclosure of more innovative-type investments is likely to
incur a substantial cost in terms of loss of competitive advantage, and that this cost is perceived by managers to be greater than the cost
of any penalty imposed for non-disclosure.
Another issue that is relevant to corporate investment disclosure is that of knowledge spill-over. This occurs when proprietary R&D or IT
intellectual property enters the public domain as a result of the introduction of the product or service to which it relates. The extent of
any such spill-over has a corresponding impact on a firm’s ability to extract the full economic rent from its investment, for example due
to imitation by rivals.
Accordingly, knowledge spill-over is a factor to consider in the context of market regulation. This is because, from a broader macroeconomic
perspective, the spreading of knowledge is an important contributor to economic growth. Thus, the regulation of disclosure serves
to increase transparency for investors and other firm stakeholders. It also has a role to play in the promotion of an environment that
supports broader economic growth.
Therefore, regulatory bodies need to carefully consider the argument for having a more open information environment that facilitates
knowledge spill-overs, against the potential disincentive for firms to undertake strategic investments, particularly those that are
innovative in nature.
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RESEARCH PROJECT: The Australian Investment Fund Industry – Reporting,
Compliance and Performance from a Regulatory Perspective
Working paper summary

Testing the Effect of Portfolio Holdings Disclosure in an Environment Absent of Mandatory
Disclosure
Adrian Lee, University of Technology Sydney
Zhe Chen, David R Gallagher
Centre for International Finance and Regulation (CIFR)
In Australia, the disclosure of investment portfolio holdings is presently at the discretion of fund managers. However, fund managers
are facing the prospect of a legislated regime of mandatory portfolio disclosure, perhaps mirroring that which exists in the US and other
OECD countries.
Since 2004, US institutional investment managers with actively managed assets exceeding US$100 million are required to disclose all
long positions with more than 10,000 shares and market positions of more than US$200,000 within 45 days of the end of each calendar
quarter.
Previous studies into portfolio disclosure have mostly focused on the US market, where the shift from semi-annual to quarterly reporting
for US fund managers in 2004 highlighted a number of issues concerning the relationship between disclosure frequency and fund
performance. For example, funds may take precautions to hide alpha-seeking positions due to the existence of mandatory portfolio
holdings disclosure. There is a lack of comparable research, however, examining the switch from an environment of no holdings
disclosure to either voluntary or legislated disclosure. This paper seeks to address this research gap—specifically, the trade-off between
measurement accuracy and the leakage of commercially sensitive information when portfolio holdings are publicly reported at varying
frequencies and lags.
This paper is unique in that it examines the effect of portfolio holdings disclosure in Australia, where there is presently no formalised
mandatory disclosure of portfolio holdings. This means that funds are able to earn alpha without public scrutiny of their holdings, or the
fear of being copied or mimicked.
Monthly returns data for Australian funds are generally accessible via industry surveys. However, these surveys do not comprehensively
report portfolios’ risk exposures, unique portfolio positions, or multi-factor risk-adjusted performance. Previous studies have shown
that reporting frequency is positively related to the accuracy with which fund managers’ performance may be measured. Against this
backdrop, mandatory disclosure of portfolio holdings increases the transparency of fund managers’ investment decisions, and allows
investors to employ more sophisticated evaluation techniques to determine whether a manager’s investment style is consistent with
their underlying investment objectives. An associated benefit is the prospect of greater accessibility to investment data contributing to
enhanced levels of financial literacy.
Arguments against both the mandatory disclosure of portfolio holdings and increasing the frequency of required disclosures relate
primarily to the potential for others to use the inference potential inherent in such material to gain an unfair trading advantage over
the fund manager. Furthermore, there are concerns that the publication of portfolio holdings may enable competitors to replicate a
manager’s portfolio without having to incur the associated research costs. The combination of these behaviours has the potential to
increase transaction costs for entities that are required to periodically disclose their holdings, and to reduce the motivation for original
research. In contrast, proponents of disclosure argue that greater availability of historical holdings data enables investors to make betterinformed decisions about their choice of investment managers. This enhances competition, reduces fees, and increases the efficiency of
the industry as a whole.
The study utilises a proprietary data set, spanning the period from 1996 to 2010 and containing daily transactions and monthly holdings
from 59 active Australian equity fund managers. The analysis of trading performance on a daily basis represents a significant improvement
on previous studies where the level of precision was limited to monthly data. From a market efficiency perspective, enabling investors
to more astutely determine superior funds from historical data potentially benefits a broad spectrum of end-consumers by enhancing
competition within the managed funds industry and potentially reducing fees. In addition, a greater wealth of publicly available
information on the investment decisions of managed funds has also been shown to raise the knowledge and financial literacy levels of
retail investors.
The results of the study show that hypothetical portfolio disclosure tends to underestimate actual excess fund performance. Moreover,
the measurement error is concentrated among top-quartile managers, with differences further exacerbated by longer reporting intervals.
Periodic disclosure also results in significant under-reporting of inter-day idiosyncratic risk in the best-performing fund managers. These
differences potentially mean that investors may find it difficult identifying genuinely skilled fund managers, based on sparse holdings
disclosure regimes, while at the same time not fully realising the level of diversifiable risk they are taking on by investing in fund managers
with top-tier performance.
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The provision of more frequent data would provide greater opportunity to scrutinise the performance of funds from an academic,
commercial/investor and regulatory perspective. This would ultimately improve transparency, market competition and investor outcomes.
The second part of the study ascertains the extent to which commercially sensitive information is leaked through periodic disclosure of
holdings by simulating ‘copycat funds’ that emulate the reported holdings of a fund on a delayed basis.
The study finds that, on average, copycat funds do not perform significantly differently from their underlying funds. However, dividing
the funds into performance quartiles shows that copycat funds significantly underperform top quartile funds at lags of six months
or shorter, while significantly outperforming bottom-quartile funds at lags of three months or longer. The results suggest that the
perceived threat from copycat funds should not be a significant concern to top-tier funds because, at all reporting frequencies, these
funds generate sufficient outperformance over the copycats to cover typical management fees. On the other hand, copycat funds may
provide an additional incentive for poorly performing managers to lift their performance by improving their investment decisions and/
or lowering their fees.
From an investment client’s perspective, more frequent disclosure incentivises improvements in trading performance, while
simultaneously providing a barrier to inflated management fees.
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Are Funds True to Label? Matching Qualitative and Quantitative Information
Zhe Chen, David R Gallagher, Camille Schmidt
Centre for International Finance and Regulation (CIFR)
This study examines whether Australian equity fund managers adhere to their stated portfolio constraints in terms of stock holdings,
portfolio concentration, and degree of trading.
Specifically, the study examines managers’ compliance in respect of:
(i)

Number of stocks held;

(ii)	Tracking error; and
(iii)	Asset turnover.
These factors have been selected for examination as they are part of a broader group of indicators that provide an insight into the
characteristics of a fund. However, in comparison to other indicators, such as fund style, these factors have received comparatively little
research attention.
The study, which has been funded by the Centre for International Finance and Regulation (CIFR), contributes to this field of research by
matching qualitative information sourced from investment management questionnaires against fund managers’ own quantitative data.
Questionnaire responses are valuable to asset consultants in determining whether a fund manager’s stated investment philosophy is
reflected in the portfolio strategies they employ. In other words, the asset consultant is assessing whether the fund manager is ‘true to
label’.
Asset consultants assess fund managers with a view to making recommendations to end investors, typically multi-manager
superannuation funds. Specifically, asset consultants play a key role in helping a fund make decisions regarding the composition of its
panel of asset managers.
The scope of the study extended to 37 active Australian equity funds, and entailed an examination of investment management
questionnaire responses, daily transactions, and monthly equity holdings data spanning 15 years.
The study assessed the merit of investment management questionnaires in accurately describing fund managers’ intended investment
characteristics in terms of number of stocks held; tracking error; and portfolio turnover.
Investment management questionnaires are an important source of information for asset consultants, who have two main uses for the
data. Firstly, questionnaire responses can be used to filter a universe of potential candidates to identify a shortlist for more in-depth
analysis. Secondly, questionnaire responses may be used as a basis upon which to verify the actual track records of managers.
In matching questionnaire responses with holdings data, the study finds that fund managers’ compliance with their self-declared number
of stock holdings improves over time. This correspondingly increases the reliability of the indicator for asset consultants, who factor it into
their manager selection decisions.
In contrast, fund managers generally exhibit lesser compliance with their self-declared maximum portfolio turnover rates, while tracking
error is the most systematically underestimated questionnaire response variable. These findings apply equally during periods of market
strength and weakness.
Declaring a lower maximum turnover rate may lead to the expectation of lower transaction costs than what actually transpires. Similarly,
underestimating tracking error improves a manager’s expected information ratio, which is calculated by dividing excess returns by
tracking error.
It is unclear whether these mismatches in self-declared characteristics versus recorded data are due to systematic underestimation on the
part of fund managers, or whether there is an element of intent at play.
Although measures of number of stocks held, portfolio turnover rates and tracking error are not entirely accurate indicators of actual
fund characteristics, they are statistically relevant. Therefore, despite not providing an absolute measure, self-declared characteristics
in investment management questionnaire responses are nevertheless useful in helping to determine relative differences between fund
managers.
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There are several potential reasons why investment management questionnaire responses are informative in only a relative sense.
Firstly, there is a trend towards the use of separate accounts rather than pooled vehicles, to facilitate the tailoring of investment
management services to the particular needs of a specific investor. This necessarily results in deviations from the fund manager’s stated
investment process.
Furthermore, technological advancements have resulted in a significant expansion of the breadth and nature of information flows. Such
advances may render static information in the form of industry-adopted template questionnaires obsolete, or of secondary importance
at best.
The study’s findings are relevant to potential institutional clients of active fund managers and the funds management industry in general.
In particular, the end-users of questionnaire responses should view self-declared limits on the number of stocks held, tracking error and
turnover as relative rather than absolute indicators of a manager’s investment process. It follows that efforts to maintain the currency and
accuracy of questionnaire details will correspondingly increase their information value.
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Data Availability Constraints in Identifying Fund Manager Skill
Zhe Chen, David R Gallagher, Geoffrey J Warren
Centre for International Finance and Regulation (CIFR)
This study demonstrates the importance of both trade and holdings data in order to make informed inferences about the underlying
attributes of fund managers’ performance.
Holdings-based analysis contains significant systematic errors in the measurement of managers’ performance. These errors become
evident when portfolio return estimates that draw on daily trades are compared against estimates derived from imputed trades based on
monthly, quarterly and semi-annual snapshots.
In this study, pre- and post-tax alpha, which is the excess active return versus an index benchmark, are compared. The results show how
having access to both actual trade and holdings data supports the identification of contributions from interim trading and related tax
effects that are otherwise obscured.
Trading activity and taxation have a significant impact on funds’ performance. Although various studies have considered these factors in
isolation, a paucity of suitable data has precluded an empirical evaluation of their combined impact. Specifically, access to a combination
of trade and holdings data enables more accurate measurement of the impact of tax, which can be a significant leakage.
This study compares returns on simulated portfolios with simulated pre- and post-tax benchmarks based on the S&P/ASX 300 Index. This
facilitates determination of the contribution that interim trading makes to total fund alpha, both pre- and post-tax. Performance after tax
is particularly relevant as it reflects the value that active fund management provides to investors.
The study approach entails constructing simulated portfolios that are updated on a daily basis, and then reconciling these against
reported portfolio holdings at month-end. Portfolio simulations are also compared at monthly, quarterly and semi-annually intervals,
with rebalancing using imputed trades that are assumed to occur at observed period-end prices.
Study Findings
Analysis confirms that trading makes a significant contribution to managers’ performance, and that this contribution can be effectively
estimated only with access to trade data. Further, data on both portfolio holdings and the timing and price of trades is required to
correctly evaluate the associated tax effects.
The study finds that the pre-tax contribution from interim on-market trading is understated by around 40 basis points (bp) per annum
(pa) if trades are imputed from monthly holdings. The understatement increases to 85bp pa if quarterly holdings are employed. The
contribution from interim trading explains the bulk of the observed alpha.
The study also illustrates how the availability of both actual trade and holdings data makes it possible to correctly estimate the tax effects
that accompany trading activity. The study further demonstrates that actively managed funds accelerate the realisation of capital gains
compared to a passively managed portfolio, and hence incur a higher capital gains tax liability.
The value of having access to granular trade as well as holdings data is confirmed when examining performance differences across
various portfolio management styles. The study finds that growth funds compensate for their lower dividend yield by generating superior
capital gains relative to the passive benchmark through short-term trading. On the other hand, value funds earn dividend yields in excess
of the benchmark, but must manage the timing of their transactions to avoid deep capital losses relative to the benchmark.
The analysis also reveals that alpha contributions vary substantially across market states. Managers appear better able to extract alpha
from trading during strongly trending markets. More specifically, it is found that alpha is significantly positive during bear markets, and
is relatively modest during a subsequent consolidation phase, such as the post-GFC period, when the market traded sideways after an
initial rebound.
Study Implications
The study has a number of academic and practical implications.
It shows that the data sets used in most fund management research may not be very effective at identifying the implications of managers’
actions, and hence in making a case for or against active funds management.
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Access to both daily on-market trades and holdings data shows how interim trading and related tax impacts can be linked to fund
performance with far more precision than is available using either periodic holdings or trade data in isolation.
The study demonstrates that imputed net trades may miss a sizeable portion of the returns that accrue from interim trading, and hence
can significantly underestimate the value proposition presented by active fund managers. Trade and holdings data is required to properly
identify the attributes of managers’ performance, and provide evidence for whether active management fees of 0.3% to 1.2% per annum
are justified. Analysing a unique dataset of daily trades and monthly holdings facilitates a demonstration of the nature and potential
magnitude of the challenge.
The ability to observe trading skill and to properly evaluate active and passive investment options after-tax should substantially improve
investment outcomes, particularly over the long term.
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How Much Does Tax Erode Fund Alpha?
Zhe Chen, Centre for International Finance and Regulation (CIFR)
David R Gallagher, Centre for International Finance and Regulation (CIFR)
Graham Harman, Russell Investments
Geoffrey J Warren, Centre for International Finance and Regulation (CIFR)
Lihui Xi, Russell Investments
Funds typically report returns before-tax. However, for the majority of domestic investors, which includes every Australian with a
superannuation account, it should be the after-tax returns that they are concerned about.
This study models the returns and tax effects of actively managed Australian equity funds based on their reported monthly holdings, and
compares these to similarly modelled passive benchmarks.
The study demonstrates the potential for tax to have a substantial detrimental impact on net investment returns, and highlights the
importance of considering tax effects when choosing between active and passive funds management.
Investors in active equity funds are typically cognisant of pre-tax dividend income and capital gains, but may be unaware of the total tax
impact their investments create. This study uses a unique database of monthly portfolio holdings to simulate the tax effects realised by
over 200 actively managed Australian equity funds between July 2000 and December 2010. The use of actual monthly stock holdings
to identify tax costs and their sources offers strong advantages over previous studies that have relied on either theoretical analysis or
simulation of hypothetical funds. The study focuses on the extent to which tax effects erode the active returns achieved by investors
relative to benchmark indices, which are also modelled under the same tax assumptions.
Evaluating the performance of active funds against a constructed after-tax benchmark provides a meaningful estimate of the relative
value of active versus passive investment. It recognises that passive indices also incur tax effects related to dividend income and realisation
of capital gains through index rebalancing.
The study involves simulating pre-tax and after-tax returns for both active equity funds and passive benchmarks. This is done by
rebalancing simulated portfolios to track reported monthly holdings, while accounting for market events such as dilutions and dividend
distributions. Simultaneously, associated tax effects are accrued. This approach allows comparison of the returns and the tax liabilities
incurred by active funds relative to passively investing in an index.
By simulating the portfolio holdings of the appropriate index benchmark, the study captures the true opportunity cost of active
investment. Deriving the tax liabilities of hypothetical benchmark portfolios enables analysis of both the marginal capital gains tax (CGT)
triggered by active management’s increased turnover, and the tax impacts of dividend and franking credit preferences among active
managers.
The study demonstrates that Broad Market funds are much more adversely affected by tax effects than Small-Cap funds, losing two-thirds
of their pre-tax alpha to higher taxes compared to the benchmark. In contrast, Small-Cap funds lost about a fifth of their pre-tax alpha.
Among Broad Market funds, Growth-at-a-Reasonable-Price (GARP) and Value funds had the highest pre-tax alphas and lost the smallest
proportion of this to taxes. Conversely, both Style Neutral and Growth funds could not preserve significantly positive alphas after tax. Of
the Small-Cap funds, Style Neutral and GARP funds were able to preserve the greatest proportion of their pre-tax alphas. However, SmallCap Quant funds still performed the best overall after tax due to their strong capital gains performance.
The study also highlights how Australia’s dividend imputation system has a significant influence on after-tax returns, especially in SmallCap funds. This is particulary evident when examining the tax effects across different market conditions. Only during the bull market
conditions is CGT clearly dominant factor in driving net tax effects. In other periods, differences in the imputation credit yield between
funds and the index play an important role in creating (for Broad Market funds) or mitigating (in the case of Small-Cap funds) tax drag.
For instance, the skew of Small-Cap funds towards stocks with higher payouts of imputation tax credits than the index has the effect of
boosting their after-tax alphas above their pre-tax alphas in non-bull market periods.
The study also reveals a complex relation between turnover and after-tax performance. While the lower turnover funds produce both
superior pre-tax alpha and decreased tax drag relative to higher turnover funds, the relation does not appear to be consistent. In addition,
the study demonstrates that investors in higher tax brackets are more adversely affected by tax drag. At the highest marginal tax rate,
Broad Market funds on average generate after-tax returns that are significantly lower than those from the passive index, even before
management fees are taken into consideration. Small Cap funds also barely manage to beat the index after-tax for high-tax paying
individuals, despite doing so comfortably for super funds.
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The study results have a number of implications for academic research, for investors in the market, and for the funds management
industry overall.
From an academic perspective, the study demonstrates the benefit of using holdings data to understand after-tax fund performance.
Prior studies based on returns data are not able to decompose tax liabilities into income and capital gains sources; nor are they able
to generalise their results for investors subject to different tax rates. This study demonstrates that a simulation-based approach using
reported holdings helps bridge the gap.
For investors, the results show that tax effects can subsume any pre-tax alpha that fund managers achieve. This means that evidence
of superior pre-tax investment ability is not a sufficient justification for active funds management. Not only does the manager need
to create enough additional value to cover their own fees, but they must also demonstrate their ability to cover the additional tax
liabilities that their turnover generates. Further, the study shows that even if funds can earn after-tax alpha for certain clients, for example
superannuation investors, this may not necessarily apply to other investor groups.
For fund managers, the research highlights the need to rebalance portfolios in a tax-aware manner if they are to preserve their espoused
value-add for their tax-exposed clients.
Access to both daily on-market trades and holdings data shows how interim trading and related tax impacts can be linked to fund
performance with far more precision than is available using either periodic holdings or trade data in isolation.
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The Effect of Data Availability in Measuring Fund Managers’ After-Tax Alphas
Zhe Chen, David R Gallagher, Geoffrey J Warren
Centre for International Finance and Regulation (CIFR)
The contribution of active fund managers to after-tax performance is an issue that is highly relevant to the bottom line of potential
investors and one that cannot be directly measured from the sources of data used in much of the prior literature.
Total fund returns accurately capture the pre-tax returns generated by active funds management, but it is not possible to decompose
income from capital gains.
This study attempts to gauge the potential for measurement error from using incomplete data, and the implications for evaluating the
contributions to fund managers’ after-tax performance.
The study’s approach involves contrasting performance estimates arising from simulated portfolios that utilise actual on-market trade
data with estimates based on trades imputed from portfolio holdings observed at monthly, quarterly and semi-annual frequencies.
Analysis of pre- and post-tax performance versus the benchmark highlights how having access to both actual trade and holdings data
supports the identification of contributions from interim trading and related tax effects that are otherwise obscured.
The value of the study derives from its dataset, which contains both monthly holdings data and aggregated daily on-market trades for 25
active Australian equity funds spanning the period from 2006 to 2010.
The study demonstrates the importance of having access to granular trade data, in combination with portfolio holdings, in order to
identify the sources of alpha generation, and hence the existence of manager skill. The analysis demonstrates that trading can potentially
make a significant contribution to managers’ performance. Moreover, a decomposition between income and a capital gain is important,
given each is taxed at a different rate. Furthermore, linking this contribution to the income and capital gains captured in funds’ periodically
reported holdings can only be achieved with access to both holdings and trade data. Specifically, data on both portfolio holdings and the
timing and price of trades is required to correctly evaluate any associated tax effects.
On the basis of the sample of Australian equity managers, the study finds that the pre-tax contribution from interim on-market trading
may be understated if trades are imputed from monthly holdings. Moreover, this understatement may increase if quarterly holdings are
employed, and thus the time lag is increased, as is the case in many US studies.
The analysis also illustrates how the availability of both actual trade and holdings data makes it possible to correctly estimate any tax
effects that accompany trading activity. Increased turnover is generally perceived to accelerate the realisation of capital gains compared
to a taxed S&P/ASX 300 Index portfolio, and hence result in a higher capital gains tax (CGT) liability. However, the study finds that higher
turnover associated with daily rebalancing in the observation sample does not generate substantial additional tax imposts compared to
less frequently rebalanced portfolios. Thus, having access to actual trade data enables the study to demonstrate that daily trading itself is
not significantly tax-inefficient. In addition, the study shows that estimates based on periodic snapshots of portfolio holdings may yield
misleading pre- and post-alpha estimates. Moreover, these estimates may fail to capture any differences in value added through interim
trading across style groupings and market states.
Accordingly, access to trade and holdings data is required to properly identify the sources of managers’ performance. The study analysis of
a unique dataset of daily trades and monthly holdings demonstrates the nature and potential magnitude of the challenges. Specifically, it
illustrates the insights that may be uncovered if they can be overcome.
Access to both daily on-market trades and holdings data shows how interim trading and related tax impacts can be linked to fund
performance with far more precision than is available using either periodic holdings data or trade data in isolation. The ability to observe
trading skill and to properly evaluate active and passive investment options after-tax should substantially improve investment outcomes,
particularly over the long term.
The study has several academic and practical implications. Significantly, it shows that the data sets used in many fund management
research studies may not be particularly effective at identifying the implications of managers’ actions and hence their skills. This
complicates the process of making a case for or against active funds management.
Managers’ skills can be revealed by the manner in which trades manifest in a portfolio and in its subsequent performance. However, a
lack of data has hampered the capacity of researchers to observe actual trades and link these to portfolio performance. This problem has
been compounded for the many US studies that have only had access to quarterly holdings data, which has in turn been used to impute
trades. As the analysis demonstrates, imputed net trades may miss a sizeable portion of the returns that accrue from interim trading, and
hence may significantly underestimate the value proposition of active fund managers.
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When Funds Diverge from their Long-Term Factor Loadings: A Comparison of Australian
Institutional Funds to US Mutual Funds
Zhe Chen, David R Gallagher
Centre for International Finance and Regulation (CIFR)
This study examines systematic deviations from long-run risk-loadings and their relation with the fund performance of actively managed
Australian institutional funds compared to US mutual funds.
Using a replicating portfolio method to capture the long-term risk loadings of Australian active institutional funds, this study investigates
patterns in how actual disclosed funds returns diverge from those anticipated by their factor loadings.
The Australian study data is drawn from the Mercer Performance Analytics Database, and comprises active funds with at least 60 months of
returns between January 2000 and September 2014 inclusive. The minimum observation constraint ensures that meaningful coefficients
are found through regression analysis. This results in 135 eligible funds, of which the majority are available to fund-of-funds investors.
The US study data is drawn from the Center for Research in Security Prices (CRSP), and is limited to actively managed funds that invest
primarily in US equities. Thus, the data is comparable in nature to the Australian sample.
The study finds that Australian institutional funds generate significantly positive alpha scores for each of the 1-, 3- and 4-factor models,
with a slightly higher beta than the overall market. The finding that alpha increases as more factors are controlled for suggests that fund
managers are short on factors with returns premia, but compensate for this with additional stock selection skill and/or market-timing
ability. In particular, Australian funds are found to be underweight in small-cap stocks, although they do not exhibit a bias along the
value-growth axis. Furthermore, it is also evident that, on average, these funds are slightly underweight the momentum factor.
In contrast, US mutual funds exhibit quite different characteristics. The study models show that these funds generate mixed alpha scores
relative to their long-term risk loadings after accounting for an average expense ratio. Moreover, they are significantly weighted towards
small-cap stocks. However, this probably reflects the fact that US stock exchanges are far less concentrated than in Australia, and have
higher liquidity within the small-cap sector to facilitate greater institutional involvement. With regard to portfolio bias, the 3-factor model
does not detect any value bias. However, the 4-factor model indicates that US mutual funds are slightly overweight growth stocks and
slightly underweight high-momentum stocks.
At a broad level, the study finds three key differences between Australian and US funds:
(i)	Australian institutional funds generate higher alpha scores once size and, to a smaller extent, momentum have been accounted
for. The systematic tilt towards large-cap stocks may be a consequence of the concentrated nature of the Australian share market,
which necessitates major institutional investors taking overweight positions in large-cap liquid stocks. In contrast, US mutual 		
funds rely on a size premium to drive their returns.
(ii)	Australian institutional funds tend to deviate far less than US mutual funds from their replicating portfolios. This could be further
reflective of the concentrated nature of the Australian share market. Alternatively, it could reflect greater efficiency in the US 		
share markets, which obliges US fund managers to deviate further from the benchmark in order to generate excess returns.
(iii)	The majority of Australian institutional funds achieve significant convexity scores, a measure of managers’ timing ability, relative
to their respective replicating portfolios. In contrast, there is far greater diversity among US mutual funds on this score.
The study finds that Australian institutional funds exhibit, on average, a convex pattern relative to their replicating portfolios. This is
consistent with earlier modelling, which exhibits positive market and factor timing ability. Specifically, capital is directed away from
factors that are expected to underperform, towards those expected to outperform. Further, the study finds that alpha increases once size,
value and momentum factors are controlled. This is predominantly explained by funds, as a group, being oriented towards larger stocks
relative to the index, an outcome that may be an unavoidable consequence of the concentrated nature of the Australian share market.
The study is supportive of the view that Australian institutional fund managers are skilled market timers who are able to generate gross
returns in excess of their long-term factor loadings. In contrast, such outperformance is not evident among US mutual fund managers,
who rely on a small-stock bias to drive their performance.
From an investment client’s point of view, the study results suggest that, on a pre-fee basis, Australian institutional funds generate value
for the investor.
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Superannuation Knowledge, Behaviour and Attitudes in Young Adults in Australia
Paul Ali, Malcolm Anderson, Martin Clark, Ian Ramsay, Chander Shekhar
The University of Melbourne
The Centre for International Finance and Regulation (CIFR) and The University of Melbourne have jointly funded a study into attitudes
towards superannuation among young adults in Australia. The study was led by Professor Ian Ramsay of Melbourne Law School.
Although considerable investigation has been done into superannuation in Australia, the 25-34 year old age bracket has remained
comparatively under-researched, hence its selection as the study focus group.
It is important to gain a greater insight into the views of younger Australians towards superannuation. These people have recently entered
the workforce and have started contributing to superannuation. Consequently, they are forming views about its importance and value. As
these views develop, they will become increasingly reflected in the actions people take in relation to their superannuation.
In terms of potential industry implications, the study shows:
(i)

Superannuation is not widely regarded as a major priority;

(ii)

Short term financial goals take clear precedence over retirement planning; and

(iii)

Frustration, a lack of control, and insufficient knowledge are significant contributing factors to the reported difficulty in planning
for retirement.

The study examined superannuation knowledge, behaviour and attitudes in 994 young Australian superannuation fund members.
Respondents completed a 75 question online survey that covered:
(i)	Demographics;
(ii)

Superannuation account balance and use details;

(iii)	Knowledge of the superannuation system;
(iv)

Financial literacy;

(v)	Behavioural and attitudinal questions;
(vi)

Retirement planning and financial advice;

(vii) Self-assessments of knowledge and confidence;
(viii) Financial priorities;
(ix)

Operation of the superannuation system; and

(x)	Difficulties of retirement planning.
At a broad level, the study shows young adults are unengaged and uninterested in superannuation and retirement planning.
More specifically, the findings show that knowledge of basic facts about superannuation is low, but particularly so in relation to the age
of access to superannuation and the definition of investment options. Stronger knowledge scores are evident in male, degree holding,
urban and high income respondents. The study of commerce or finance related subjects at secondary school or university has the greatest
impact in improving knowledge scores.
Attitudes towards superannuation among respondents can be summarised as worried and sceptical. Only one third think they are well
informed about superannuation, and most are not confident about retirement planning or their prospects for retirement.
Significantly, only a very small number of respondents say they have planned for retirement.
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Understanding Assurance in the Australian Self-managed Superannuation Fund Industry
Bruce Arnold, UNSW Australia
Hazel Bateman, UNSW Australia
Andrew Ferguson, University of Technology, Sydney
Adrian Raftery, Deakin University
Self-managed superannuation funds (SMSFs) represent the fastest growing and largest segment of the Australian retirement savings
industry.
In 2010, the Federal Government commissioned the Super System Review into the governance, efficiency, structure and operation of the
superannuation system. This inquiry, widely referred to as the Cooper Review, highlights a lack of basic knowledge and understanding of
the SMSF segment and its auditors.
This study, which has been co-funded by the Centre for International Finance and Regulation (CIFR), examines audit and assurance issues
in the SMSF sector including:
(i)	Audit pricing;
(ii)	Audit partner specialisation;
(iii)

Non audit services and auditor independence;

(iv)	Auditor professional affiliations.
The study spanned the period from 2008 to 2010, and utilizes a sample of nearly 100,000 SMSFs.
The study addresses several key research issues, the first of which is whether SMSFs are charged premium audit fees. Related to this is the
question of whether there is a correlation between the perceived quality of the audit and the fee charged. Another issue is whether the
joint supply of non-audit services impacts audit independence.
In terms of audit pricing implications, the study considers whether partners having greater client numbers charge higher prices due to
specialisation or take advantage of scale benefits to pass on fee discounts.
The audit pricing implications in the SMSF setting are interesting, given that the traditional agency cost issues associated with publicly
listed companies are not present This is because the owners of SMSFs are effectively the managers. It follows that price considerations
will typically prevail over quality considerations, as a SMSF trustee is incentivised to place a greater emphasis on cost savings than on the
auditor’s reputation.
In an environment characterised by the absence of agency costs, and where demand-side incentives for superior quality auditing are
low, the study finds that significant fee discounts are passed on by specialist partners auditing more clients. Interestingly, audit partners
appear to be applying a service bundling strategy where scale benefits are applied to reduce audit costs with a view to growing their
higher-margin non-audit services businesses. Fee premiums are observed to leading partners when total fees or a service bundle is
considered.
A further fee-related finding is whether registered company auditors and members of similar professional bodies can command fee
premiums for the perceived superior quality of their services. The study finds that, compared to audit bodies who do not enforce auditing
and ethical standards, registered company auditors and similar professionals do indeed charge higher fees than other SMSF auditors.
The potential impact of non-audit services on auditor independence has been a cause of worldwide regulatory concern over the past
decade. In Australia, the Cooper Review addressed this issue, with one of its 15 recommendations for the SMSF sector taking the form of
an objection to the joint supply of non-audit and audit services.
However, a counter argument is that joint supply of audit and non-audit services enables the auditor to know the client better, suggesting
benefits in the form of knowledge spillovers.
This study finds audit partners providing non-audit services gain a greater understanding of the client, which appears to encourage,
rather than inhibit, the reporting of breaches in the SMSF setting.
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Accordingly, the study evidence appears to negate two concerns raised by the Cooper Review in relation to auditor independence. The
study finds:
(i)

Compliance standards in the audit industry appear high, evidenced by low levels of breaches and audit qualifications; and

(ii)	The joint supply of non-audit and audit services and services bundling to SMSFs poses no threat in terms of auditor independence.
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The Size, Cost and Asset Allocation of Australian Self-managed Superannuation Funds
Bruce Arnold, UNSW Australia
Hazel Bateman, UNSW Australia
Andrew Ferguson, University of Technology Sydney
Adrian Raftery, Deakin University
The 2004 legislation that facilitated choice for superannuation investors ushered in a period of rapid growth in pension savings in
Australia. Within the overall industry, growth has been particularly strong in the self-managed superannuation fund (SMSF) sector, with
assets under management in this area having increased substantially over the past decade.
Australian Prudential Regulatory Authority (APRA) data shows that SMSFs presently account for 30 per cent of superannuation assets,
compared with 40 per cent for not-for-profit funds, and 26 per cent for retail funds.
The element of choice, in terms of fund composition and portability, appears to have been a major contributing factor to the substantial
increase in SMSF numbers over the past decade.
Notwithstanding the robust rate of growth in the SMSF sector, two recent Government reviews highlight a lack of understanding of key
operational aspects of SMSFs. The Parliamentary Joint Committee on Corporations and Financial Services in 2012 points to a lack of basic
knowledge on the part of SMSF trustees, particularly in relation to the risks and costs associated with a SMSF structure. This followed the
Super System (Cooper) Review in 2010, which recommended the Australian Taxation Office (ATO) collect and produce SMSF statistics
to promote a greater in-depth understanding of the sector. This study aims to address the paucity of research in relation to SMSFs,
specifically by providing descriptive evidence on fund sizes and asset allocation, and by specifying a model of SMSF costs.
The study finds a broad degree of diversity in terms of SMSF asset allocations, contrary to popular belief that these entities are largely
used to hoard artworks and purchase housing. Furthermore, SMSFs are found to be a cost effective means of saving for retirement.
The study utilizes proprietary data sourced from the ATO with a random sample of 73,000 SMSF’s in the accumulation phase from each
of the three financial years to June 2010. For each SMSF, details are provided on various income, expense, and asset class characteristics.
The study finds that SMSFs exhibit diversity in terms of fund size and asset allocation. Intuitively, funds of younger savers, and others
who have only recently entered the workforce, tend to be concentrated in the lower deciles when funds are ranked according to size.
Moreover, there is a broad spread in terms of asset size, with the value of funds in the bottom decile barely 1 per cent of those in the top
decile.
Prior studies have suggested there may be some fundamental differences between the asset allocation strategies of SMSFs and other
types of superannuation funds. However, a lack of available data has limited research on asset allocation.
Access to proprietary data enables this study to provide far more in terms of descriptive evidence in relation to the range of SMSF asset
classes. We find that, for all SMSFs across the three-year observation period, nearly a third of total assets are held in listed and unlisted
shares, with a similar amount in cash. All types of property, and listed and unlisted trusts, comprise a further 30 per cent of total assets.
This contrasts with popular perceptions that SMSFs are used to hoard artworks and purchase housing.
As the overall asset size of SMSFs increases, the weight of exposure tends to shift away from cash towards trusts and property. Interestingly,
comparatively few funds hold foreign investments, indicating that the strategies favoured by SMSF trustees are somewhat different to
those of professional fund managers.
A third finding of the study is that, compared to other options, an SMSF is a comparatively cost effective means of saving for retirement.
This is shown by the SMSF Cost Matrix, which is constructed using expense ratios for industry and retail funds.
Measured as a percentage of total assets, the average annual running cost of an SMSF is 0.65 per cent. This is not far above public sector
funds (0.51 per cent), and well below large APRA funds (1.06 per cent) and retail funds (1.08 per cent).
The Cost Matrix indicates that, irrespective of fund size, SMSFs are cost-effective when fully invested in cash. If a conservative asset
allocation strategy is adopted, the minimum fund size required for a sole member fund to be cost effective is $300,000. This minimum
rises to $450,000 for balanced, $500,000 for growth and $1,150,000 for high-growth strategies. By comparison, anecdotal evidence
suggests that a minimum balance of $150,000 is required to cover the running costs of an SMSF.
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In aggregate, these figures show that the minimum balance required for a SMSF to be cost-effective versus an APRA-regulated fund
varies according to the asset allocation strategy employed.
In the absence of a mandated minimum fund size for SMSFs, the Cost Matrix may be a valuable tool for authorised representatives when
discussing potential SMSF running costs with their clients.
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RESEARCH PROJECT: Self-managed Super Funds: Why are They Popular and Do They
Fulfil a Useful Purpose?
Working paper summary

Who Starts a Self-Managed Superannuation Fund and Why?
Ron Bird, University of Technology Sydney
Adrian Raftery, Deakin University
Doug Foster, 	The University of Sydney
Jack Gray, University of Technology Sydney
Susan Thorp, The University of Sydney
Danny Yeung, University of Technology Sydney
Self-managed superannuation funds (SMSFs) are an important part of the Australian superannuation system. How they invest and the
returns they generate have ramifications for the welfare of SMSF members and for the wider economy.
The Super System (Cooper) Review (2010) complained that “the level and quality of information available on SMSFs and the SMSF sector
is inadequate given its significance as Australia’s largest superannuation sector by value.”
This study aims to fill some of those knowledge gaps by examining a number of characteristics of people who choose to join SMSFs and
the major factors that cause them to do so.
Small retirement savings funds, namely those with four or fewer members, presently account for almost one third of retirement savings
assets in Australia and serve over one million members. The number of SMSFs has increased from very few to more than half a million in
less than two decades. However, little is known about why people start these funds and how they are operated.
This study is based on a survey designed to gather information about the factors that motivate people to start or join a SMSF. The survey
comprises demographic data on respondents’ views, ability and training, and the driving factors behind their choice to become a SMSF
member or to remain in their existing fund.
The survey sample covers 1,018 people between the ages of 24 and 74, drawn from the PureProfile panel, a nationally representative
sample of over 600,000 Australians. The sample is evenly split across gender, but all respondents are members of a superannuation fund.
Almost 50% are currently SMSF members. Of those who are not, less than 5%had previously been members. Also, 60% of the member
respondents are over the age of 55, matching the age pattern in SMSF membership data reported by the Australian Taxation Office.
The study finds that the most common influential factors in people either joining or considering joining a SMSF are the anticipated
opportunities to participate in the investment of their fund’s assets, and to minimise their tax. On joining a SMSF the actions people are
most likely to take are: invest in Australian shares; increase their superannuation contributions; and move to a safer investment strategy,
often involving placing funds on term deposit.
Most current SMSF members say that a financial planner or accountant originally suggested the idea of starting or joining the fund. The
group of non-SMSF members who say they are thinking of starting an SMSF are more likely to be young men with high risk tolerance,
confidence in their own financial knowledge and no particular trust in financial professionals. By contrast current SMSF members are
more likely to be middle-aged females at the decumulation stage, with no particular financial skills but who trust financial professionals,
again suggesting the effectiveness of financial professionals in recruiting SMSF members. Members of SMSFs attribute sound motives
and trustworthiness to financial professionals at significantly higher rates than non-SMSF members in general. The study also compares
the attitudes to financial professionals of those who are thinking about starting a SMSF, those who are currently members, and those
who have left or closed a SMSF. This comparison suggests that members form a good impression of advisors when the SMSF is put into
operation, a process for which they need professional help.
Around 80% of members who report using financial professionals to help them start the fund continue using them afterwards. The most
common continuing services used are tax advice (54%), auditing (47%), investments (33%), monitoring (32%) and administration (32%).
It is surprising that respondents do not cite auditing more frequently, given that an annual audit is mandatory.
SMSF members do not show significantly higher levels of financial literacy than non-members, and probably rely on professional advice
to cover gaps in their own knowledge.
Members demonstrate a slightly better working knowledge of SMSF regulations than non- members, although the average standard of
knowledge is surprisingly poor.
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The study shows that people who are overconfident in their financial literacy are significantly more likely to be SMSF members. This also
shows up in risk tolerance levels, with SMSF members evidently more willing to accept risk in financial matters than non-SMSF members.
Overall the findings suggest that members of SMSFs have a higher than warranted perception of their numeracy and financial literacy
skills, relatively high risk tolerance levels and an inadequate knowledge of SMSF regulations. These findings raise concerns regarding
how SMSFs are managed and how their assets are invested. This is especially problematic if members are overly involved in their fund’s
management and investing.
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RESEARCH PROJECT: Self-Managed Superannuation Funds: Why are They Popular and
Do They Fulfil a Useful Purpose?
Project summary
Ron Bird, University of Technology Sydney
Adrian Raftery, Deakin University
Doug Foster, 	The University of Sydney
Jack Gray, University of Technology Sydney
Susan Thorp, The University of Sydney
Danny Yeung, University of Technology Sydney
Self-managed superannuation funds (SMSFs) presently account for almost one third of retirement savings assets in Australia and serve
over one million members. However, little is known about the reasons why people start these funds, how they are operated and the
experiences of their members.
This study presents results from two surveys: the first investigates the factors that motivate people to start a SMSF; and the second
investigates SMSF members’ experiences with their fund. The surveys consist of demographic data on respondents’ views, ability
and training, reasons for or against starting a SMSF, and the operational practices and sources of satisfaction or frustration of current
and former SMSF members. The first survey sample covers 1,018 people over the age of 24, drawn from the nationally representative
PureProfile panel, approximately half of whom are currently SMSF members and half of whom are members of other superannuation
funds. The second survey collects the views of 1,001 people also from the PureProfile panel, 854 of whom are currently in a SMSF and 147
of whom have left or closed a SMSF.
The first study finds that the most important motivations for joining, or thinking about joining, a SMSF are the desire to select the fund’s
investments and minimise tax. On starting a SMSF, most people do three things: invest in Australian shares; increase their superannuation
contributions; and move to a safer investment strategy, often placing funds on term deposit.
Most current SMSF members say that a financial professional originally suggested starting the fund. Further evidence of the influence of
advisors on this decision is provided by the finding that the group of non-SMSF members who say they are thinking of starting a SMSF is
different from the group who end up with one.
Members of SMSFs attribute sound motives to financial professionals at significantly higher rates than non-SMSF members. The study
also compares the respective attitudes to financial professionals of those who are thinking about starting a SMSF, those who are currently
members of a SMSF, and those who have left or closed a SMSF. This comparison suggests that members form a good impression of
advisors at the time the SMSF is put into operation.
SMSF members do not show significantly higher levels of financial literacy than non-SMSF members, and probably rely on professional
advice to cover gaps in their own knowledge. Members demonstrate a slightly better working knowledge of SMSF regulations than nonSMSF members, although the average standard of knowledge is surprisingly poor. Interestingly, the study shows that people who are
overconfident in their financial literacy are significantly more likely to be SMSF members.
Overall the findings from the first survey suggest that members of SMSFs have a higher than warranted perception of their numeracy and
financial literacy skills, relatively high risk tolerance levels and an inadequate knowledge of SMSF regulations.
The second survey aimed to provide a better understanding of what people expect from SMSFs, how they operate them and whether
they are satisfied with the outcomes.
The experience of starting, running and closing a SMSF builds interest in superannuation in general. People who have left a SMSF, and
typically moved their account to a large fund, are even more likely to express a high interest in superannuation than current SMSF
members. Both current and former SMSF members rate themselves as very involved in superannuation affairs.
SMSF members are very interested in superannuation but are not necessarily advocates for self-management. The net promoter score
(the percentage of “promoters” of SMSFs less the percentage of “detractors”) from the survey was negative for both current and former
members. This result suggests that the rapid growth in SMSFs is probably not the result of “word of mouth” urging by current or former
members themselves.
Analysis of members’ starting objectives for their funds and the extent to which they are actually achieved shows that many have only
partly satisfied many of their goals. Making the asset allocation they wanted and investing in Australian equity securities were the
objectives that members were most likely to fully achieve.
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Many SMSF members enjoy the “control” offered by SMSFs. However feeling in control does not mean doing things yourself. Around 60%
of current SMSF members spend less than $2,000 p.a. and less than four hours per month operating their fund. The majority made less
than one financial transaction per month over the past year. Members tend to share most tasks with advisors or delegate them entirely.
Most SMSF members track the performance of their funds using account balance or asset allocation, rather than net returns. Most do
not compare their fund’s performance with any conventional published benchmark. Poor performance is the cause of fewer than 10% of
wind ups, however multivariate modelling indicates that people who use net returns as the key performance indicator have a significantly
higher probability of leaving a fund. Boredom or the burden of fund administration activities are the most likely causes of wind ups.

CIFR-FUNDED Research PROJECTS December 2016

Page 221

RESEARCH PROJECT: Alternative Approaches to Structuring Retirement Incentives
and the Drivers that Affect Consumer Engagement
Working paper summary

What Triggers People to Save for Retirement?
Paul Brockman, Lehigh University, Bethlehem, PA, USA
David Michayluk, University of Technology Sydney
At the foundation of modern finance is the decision to spend or save. This decision is relatively straightforward in the context of individuals
seeking to maximise their utility in each of two defined periods. Expanding the decision timeframe to span multiple periods creates
uncertainty in relation to life expectancy, rates of future and expected future income.
This paper investigates one of the most important multi-period decisions an individual must make, namely deciding how much to save
for retirement and when to begin or change their savings behaviour.
The study examines what influences individuals to begin or increase retirement savings. It identifies specific drivers of savings behaviour
that have not been previously documented. These drivers are fear, peer group opportunities, and changes in the respective financial
situations of parents, siblings and relatives.
The study methodology entailed survey interviews with respondents in four countries: Australia, Canada, the UK and the US.
In the context of respondents’ assessment of their financial situation, the key findings are:
(i)

20 per cent will have enough for retirement;

(ii)

One third anticipate needing a government pension in retirement;

(iii)

20 per cent will never be able to stop working.

With regard to financial triggers for increased savings:
(iv)

40 per cent cited receiving a raise and paying off all debts.

(v)	US and Australian males are more likely than females to respond to these triggers.
(vi)	The response rate of older respondents is lower than expected.
(vii) With the exception of Canada, where the propensity to save does not vary with age, younger respondents are more likely to save
if they receive a raise.
With regard to situation-specific triggers for saving:
(i)	Two thirds believe that starting work is an appropriate point at which to begin saving for retirement.
(ii)	The majority of respondents do not view marriage or having a baby as a trigger for increased saving.
The study identifies fear as a compelling force for retirement savings, with 20 per cent of respondents citing it as a trigger to increase their
savings rate. In terms of an overall aversion to risk, females are found to be more risk averse than males. More specifically in the context of
aversion to stock market risk, it is somewhat surprising that older people in the UK and the US appear more tolerant of risk.
With regard to the impact of a systemic shock, specifically the global financial crisis (GFC) of 2008, the study shows that, with the exception
of Australia, the GFC prompted younger people to increase their level of savings. At a more personal level, young people in Canada and
the UK appear most likely to save more in response to stories of financial hardship. Interestingly, the scenario of a friend losing their job
is more likely to prompt increased saving among males than females.
The study also finds that tax considerations have an impact on savings decisions, with the impact of tax found to be greater among males
across all four surveyed countries. Canadian respondents appear most likely to react to a tax incentive, a finding that may be attributable
to the tax deferred nature of retirement savings in Canada.
Health care costs are also found to impact savings decisions, with the high cost of health care in the US no doubt attributable to the
particular sensitivity of US respondents to this issue. Parental influences are identified as another factor that impacts the decision to save,
particularly in the case of high income respondents. Interestingly, it also appears that people do not only copy their parents’ savings
habits, but they also learn from their mistakes.
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In terms of policy implications and recommendations, the study reaches two key conclusions:
Firstly, receiving a raise and paying off debt are identified as being two positive triggers for increasing savings. In both cases, these events
could be used by an employer or a financial institution as a catalyst to initiate an increase in savings. At the time of a raise, employers may
offer savings vehicles through a preferred vendor, or they may offer matching or similar savings incentives. Financial institutions typically
regard substantial increases in account balances, or loan repayments, as opportunities to offer further credit facilities. Instead, they could
propose retirement planning and similar savings offerings, admittedly at a potential cost to their profitability.
Secondly, negative triggers, specifically a fear of poverty in old age or stories related to financial hardship and job loss, can motivate
an increase in savings. Governments may be interested in conveying strong messages to encourage savings. However, they need to be
wary of potentially adverse consequences associated with negative triggers, as there is a fine line between having fear motivate positive
behaviour, and having it impair normal emotional and physical health.
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RESEARCH PROJECT: Alternative Approaches to Structuring Retirement Incentives
and the Drivers that Affect Consumer Engagement
Working paper summary

How Does Financial Literacy Affect the Savings Decision?
Paul Brockman, Lehigh University, Bethlehem, PA, USA
David Michayluk, University of Technology Sydney
Choosing to save money and re-allocate income to a later period is a decision that requires an understanding of basic financial concepts.
This decision is becoming increasingly important because it can affect an individual’s quality of life in retirement.
There are social safety nets for people who have little or no retirement savings, but providing these benefits is becoming progressively
more costly to the public purse. Moreover, there is some question as to their sustainability. Against this backdrop, the decision whether
to save takes on added significance.
An understanding of basic financial concepts, referred to as financial literacy, appears to be closely linked to the decision to save. It may
also be a factor that influences whether people have retirement savings plans.
This paper contributes to the literature on the relation between financial literacy and saving, specifically investigating the links between
savings rates and measures of financial literacy.
The test methodology entails objective tests of specific financial concepts that cover numeracy, interest rates, compounding, inflation
and diversification.
The survey sample comprises 5,234 adults drawn from the Australian population.
The specific survey questions, and answer alternatives, are shown in the table below. The questions were first used in similar studies in the
US, and have since been extensively used in surveys elsewhere.

Concept
Numeracy/interest
compounding

Question
rates

Answer options

and Suppose you had $100 in a savings More than $102
account paying 2% per year. If you left the Exactly $102
money for 5 years, how much would be in
Less than $102
the account?

Inflation

Imagine that the interest rate on your More than today
savings account was 1% per year and Exactly the same as today
inflation was 2% per year. After one year
Less than today
would you be able to buy

Risk diversification

Do you think the following statement is True
true or false: “Buying a single company False
stock usually provides a safer return than
a mutual fund”?

Mortgage interest and payments A 15-year mortgage typically requires True
higher payments than a 30-year mortgage False
but the total interest over the life of the
loan will be less.
Bond pricing

If interest rates rise, what will typically They will rise
happen to bond prices?
They will fall
They will stay the same
There is no relationship
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By specifically focusing on the savings decision, the study is able to identify the separate and distinct effects of financial literacy while
controlling for gender and income.
The survey finds that, at the overall level, gender differences exist in financial literacy and savings rates. Nevertheless, when income levels
are considered, the gender differences in savings are statistically significant only within the $50,000-$74,999 income group.
Savings rates are found to be positively related to income and financial literacy. Specifically, within each surveyed income group, people
with low financial literacy are found to save significantly less than others.
The study also examines individual financial abilities in order to identify the specific aspects of financial literacy that are related to savings.
Specifically, the study finds that an understanding of diversification is associated with increased savings levels for individuals in the
$25,000-$34,999; $50,000-$74,999 and $75,000-$99,999 income groups.
Surprisingly, an understanding of inflation appears to reduce, rather than increase, savings levels for people in the $50,000-$74,999
income group. It is suggested that this may be due to individuals taking the view that their purchasing power will be progressively eroded
by inflation.
A unique aspect of this research study is that it distinguishes each financial literacy concept and examines its effect on the saving decision.
Prior literature indicates that intervention programs that aim to improve financial literacy do not appear to affect financial behaviour.
Understanding how particular concepts impact saving decisions may be linked to psychological traits. Such traits are often entrenched
in early childhood when the roots of financial literacy are established through family and school influences.
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RESEARCH PROJECT: Structure and Responsibilities in Default Superannuation Funds:
Influences and Effectiveness
Working paper summary

The Superannuation System and its Regulation: Views from Fund Executives
Adam Butt, The Australian National University
Scott Donald, UNSW Australia
Douglas Foster, University of Technology Sydney
Susan Thorp, University of Technology Sydney
Geoff Warren, Centre for International Finance and Regulation (CIFR)
This paper summarizes the views of superannuation fund executives on the superannuation system and its regulation, as collected during
twenty interviews conducted over six months to May 2014. It provides insights into the opinions held by a sample of key decision makers.
The interviews were undertaken as part of a Centre for International Finance and Regulation (CIFR) study into the structure and
effectiveness of default superannuation funds (project SUP002).
While the primary focus of the interviews was the design of MySuper default funds, opinions were also sought on the broader
superannuation system as well as its regulation. This paper gives an account of these opinions.
The paper also reports on industry views on a variety of topics, ranging from the overall performance of the system and how well it meets
member needs, through to the regulatory framework.
Most interviewees considered the superannuation system to be operating well overall, but with room for improvement in certain aspects.
The issues raised relate primarily to:
(i)	Aspects of the system that hinder alignment with member needs;
(ii)

Calls for increased attention on the retirement phase;

(iii)	The burden of regulatory change;
(iv)

Shortcomings in the reporting and disclosure regime; and

(v)	The dangers of primarily focusing on fees and costs rather than on net returns.
A number of interviewees suggest that the industry pursues some investment objectives that are not completely aligned with members’
interests. There are two related facets. First is the idea that the industry has been too focused on wealth generation, rather than on
delivering an adequate income in retirement. The second is peer group pressure, which is seen as contributing to the focus on short-term
returns, encouraging herding behaviour, and diverting attention from member needs.
The notion that the industry may have been primarily focused on wealth generation aligns with the concept that industry attention has
been directed towards the accumulation phase as assets in the system are being built up. A number of interviewees mentioned a need to
direct attention towards the retirement phase. Overall there are signs that the industry is shifting focus: this aspect will be drawn out in a
major, companion paper that reports on the design of MySuper products.
Many interviewees express exasperation over the burden of regulatory change, including the degree to which the rules have been in a
state of flux. Most seem to accept the necessity of regulation and the role it plays in helping to ensure system integrity. The main concern
was over too much happening all at once, coupled with high uncertainty over the rules.
Various changes to the reporting and disclosure requirements have been introduced over recent years as part of the Stronger Super
reforms. Elements which attracted adverse comments from interviewees include the MySuper dashboard, the tendency to focus on
historic performance, and portfolio holdings disclosure. Many complain about the need to report items that are not seen as benefitting
members, often at considerable cost.
An overarching message is that placing an emphasis on performance only serves to perpetuate peer-focused behaviour and shorttermism, which distracts from the real goal of building towards an adequate income in retirement.
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The interviewees also comment on fees and costs. Some point out that focusing on fees and costs can have adverse consequences for
members, as cheaper may not always be better. There is also discussion of the fee disclosures, noting that whether costs get reported
as fees can depend on the form they take. The implication is that disclosed fees may not only be misleading; but the manner in which
they are reported can encourage dysfunctional behaviour. Indeed, the manner in which fees are reported should not act as a barrier to
selecting an appropriate investment vehicle. The interviewees conveyed a belief that it is net returns after fees that matters to members.
The interviews spanned 20 funds across all fund sectors. They involved 28 participants, including CEOs, CIOs, portfolio managers, product
managers and asset consultants.
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RESEARCH PROJECT: Structure and Responsibilities in Default Superannuation Funds:
Influences and Effectiveness
Working paper summary

MySuper: A stage in an Evolutionary Process
Adam Butt, The Australian National University
Scott Donald, UNSW Australia
Douglas Foster, University of Technology Sydney
Susan Thorp, University of Technology Sydney
Geoff Warren, Centre for International Finance and Regulation (CIFR)
Many members of Australian superannuation funds delegate decisions about the investment of their savings to fund providers who act
as trustees of those funds.
In any setting where investment decisions are delegated, questions arise as to how well incentives and aims are aligned between investors
and their agents.
This study generates an insight into these issues by conducting in-depth interviews with 28 executives from 20 Australian superannuation
fund providers.
The premise of the interviews with fund executives was to investigate their response to the MySuper regulatory framework governing
default retirement savings funds. Participants were asked first about their perceptions of their members’ needs, second about how they
approached designing their MySuper offering and its investment strategy, and third about their views on the related regulations and
their implementation.
A key finding of the study relates to the sense of purpose and motivation conveyed by participants, which appears to be evolving towards
a greater alignment with perceived member interests. Specifically, participants express their primary concern as being the needs of their
members. Business considerations, such as performance and fees, are described either as secondary or as constraints. Also, there are signs
that members are the focus of attention, at least with respect to the design of default funds. Member retention is seen as an incentive for
businesses to act in their members’ best interests. This incentive becomes greater as the superannuation system matures, members age
and their account balances increase.
The study reveals mixed feelings with regard to MySuper. Some participants view it as a catalyst for constructive change, while others are
more sceptical. Nevertheless, a broader perspective on the study findings suggests a more positive interpretation.
Arguably, the major benefits of MySuper stem from separating default members into a single product group. This has the effect of
requiring providers to explicitly consider the needs of their members and design products accordingly.
The study also finds that:
(i)	Member needs are the primary motivation, but are subject to business-related constraints – MySuper products need to be 		
competitive. Hence, aspects such as performance, fees, product features and servicing have heightened relevance. A primary 		
focus on members can nevertheless survive, providing sales intermediaries are also concerned with members’ needs.
(ii)	Although participants view retirement outcomes as central, they also recognise that default members have a range of needs 		
Accordingly, a one-size-fits-all approach to product design is regarded as sub-optimal. Therefore, many participants are looking
to introduce more tailoring and increase the availability of advice to address differing member needs.
(iii)	Balanced and lifecycle providers tend to approach MySuper from different perspectives – Many of those adopting a balanced 		
	MySuper fund say they have conducted an open review of all options, while others have used the review to confirm the suitability
of their existing balanced fund. In contrast, many of those adopting a lifecycle strategy appear to have worked from a prior belief
that it is an inherently better approach.
(iv)

Industry thinking is aligning with lifecycle theory – Most participants talk of MySuper being designed to serve members over the
course of their life cycle. Others refer to sequencing risk, which indicates an overriding concern with how investment strategy 		
should be varied over the life cycle.

(v)	There are various influences on MySuper design – Mostly mentioned are: the nature of the member base; regulation; cost and fee
budgets; competitive positioning; and administration or member information constraints.
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(vi) Investment strategies differ significantly – This is reflective of the diversity in member bases and organisational circumstances. 		
	Meaningful differences exist in: governance structures; objectives and risk definitions; asset allocation processes; and the range of
asset classes considered for investment.
(vii) Implementation of MySuper was costly, difficult and disruptive – Key concerns include: a lack of initial clarity regarding the 		
requirements; excessive updates and changes; an excessively short implementation timetable; significant cost; and a diversion of
attention from managing for the benefit of members.
MySuper had a range of impacts – In the absence of a clear consensus from the industry on whether it has been a positive or negative
development, participants indicate that MySuper has:
(i)	Acted as a catalyst for re-evaluation and change, albeit largely limited to the retail sector;
(ii)	Altered the competitive landscape by increasing the diversity of offerings and reducing the fees charged by retail providers;
(iii)

Provided a circuit-breaker on peer comparisons, particularly for lifecycle providers;

(iv)	Enhanced the focus on fees and costs;
(v)

Increased underlying system costs at the margin, reflecting increased compliance burdens; and

(vii) Raised system integrity when viewed as a component in a suite of regulatory changes.
The study was completed around the same time that Australia’s Financial System Inquiry (FSI 2014) delivered its Final Report. Many of
the FSI’s recommendations on superannuation and retirement align with what participants are requesting or intending to implement.
The major feature of the FSI report that runs contrary to the study findings is its theme of relying on market forces and competition, rather
than fiduciary duty, to deliver targeted outcomes.
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RESEARCH PROJECT: Developing Risk Management Methods for Superannuation
Investments
Working paper summary

Immunisation and Hedging of Longevity Risk
Changyu Liu, Michael Sherris
UNSW Australia
Pension funds, and life insurers offering annuities, typically hold long-term liabilities linked to their policyholders’ longevity.
Risk management of life annuity portfolios aims to hedge both interest rate and mortality risks. To achieve this, standard fixed interest
duration-convexity hedging must be adapted to allow for both interest rate and longevity risk.
This study aims to develop a hedging approach that incorporates such an adaptation.
This paper investigates the immunisation, which refers to the process of more closely matching bond coupons and life annuity cash flows,
of a life annuity portfolio and the extension of linear programming approaches to the selection of fixed-income and longevity bonds.
Both duration and convexity-matching approaches, as well as delta-gamma hedging with stochastic interest rate and mortality models,
are considered and compared.
The study examines traditional immunisation approaches using duration and convexity and delta-gamma hedging when both interest
rate and longevity risk are to be hedged. The study uses simulation and value-at-risk for the portfolio surplus to evaluate the effectiveness
of the immunisation and hedging strategies. It implements immunisation and delta-gamma hedging for an asset portfolio consisting of
fixed-income coupon and annuity bonds, as well as longevity-linked bonds.
Immunisation using Fisher-Weil dollar duration and convexity considers expected cash flows and average time to receipt of cash flows
incorporating mortality into the discount factor used for valuation. This approach does not allow for interest rate and mortality rate risks
to be separately hedged. Delta-gamma hedging allows explicit recognition of the impact of both interest rate and mortality risks.
The study uses a liner programming approach with delta and gamma risk factors in order to select bond portfolios that have the same
deltas for interest rate and mortality risk as the liability. At the same time, it seeks to minimise the gamma of the asset portfolio in order
to minimise both interest rate and mortality risk.
The study uses Australian bonds and stochastic models calibrated to Australian interest rate and mortality data. Most developed countries
have similar bonds, models and data. Accordingly, the study analysis has direct application to any country considering the types of bonds
that should be offered in order to better manage the risks of long-term pension and annuity portfolios.
At an overall level, the study results show that longevity bonds are effective in immunising longevity risk. Further, only a small number
of short- and long-dated bonds are required to immunise life annuity liabilities. Annuity bonds appear better able than coupon bonds
to match the expected cash flows of life annuity liabilities, but longevity bonds are found to be better able to manage the risk. Over
short horizons, both immunisation and delta-gamma hedging are effective in selecting bond portfolios for life annuities. In contrast,
immunisation is more effective over longer horizons. Delta-gamma hedging is based on stochastic models for both interest rate and
mortality risk, and is less robust to these underlying risks over longer horizons when compared to immunisation.
Specifically, the study shows that annuity bonds provide better cash flow matching than coupon bonds, although the annuity bonds
available in the Australian market do not have a long enough term to maturity to immunise a life annuity portfolio. Annuity bonds
provide a better cash flow match to the life annuity liability, with improved immunisation effectiveness, compared with coupon bonds
over short horizons.
For the delta-gamma hedging portfolio with longevity bonds, a short position in a shorter-term bond and a long position in a longerterm bond is required. This is the equivalent of a deferred longevity bond. Although this portfolio performs well over the short term, it
does not perform well compared to the immunised portfolio over medium or long horizons. This highlights the need for re-balancing of
the delta-gamma hedging portfolio as the underlying risk factors evolve.
Regardless of method, the selected portfolios all demonstrate that longevity bonds are valuable in hedging longevity risk in life annuities.
They provide a better cash flow match in the case of immunisation, and have much reduced risk in the surplus distribution over short,
medium and long horizons.
Longevity bonds are not presently available in Australia, or in other bond markets. This study nevertheless shows the clear benefits these
bonds bring to the risk management of a life annuity provider. Therefore, it is expected that, as the life annuity market develops, there
should be increased demand for these bonds from insurers.
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The Diversification Delta: A Different Perspective
Robert Bianchi, Griffith University
Michael Drew, Griffith University
Yuri Salazar, Macquarie University
Stefan Trueck, Macquarie University
Investors typically diversify their portfolios with the aim of reducing their exposure to the idiosyncratic risks of individual assets.
Several measures of diversification have been proposed in financial literature, including indices based on mean-variance analysis, such as
the Sharpe ratio, and others based on the value at risk, such as the diversification index.
Diversification Delta (DD) is based on the concept of Shannon entropy, or information entropy, which measures the uncertainty related to
an entire statistical distribution and not just the first two moments of a distribution. This broader measure of uncertainty represents the
advantage that DD offers compared to index-based risk measures.
Diversification Delta (DD) is defined as a ratio that compares the weighted individual assets to the overall portfolio. It captures
diversification by comparing asset return distributions before and after the portfolio is constructed.
However, given that DD is constructed on the basis of the entropy of individual asset returns and the portfolio return distribution, it may
on occasion provide results that contradict what would intuitively be expected from a diversification measure. In the case of a portfolio
comprising two independent asset returns, the DD is found to become negative once the coefficient of correlation exceeds -0.8, making
interpretation difficult. Also, an appropriate diversification measure should not depend on the choice of portfolio weights.
This paper presents a revised measure that is also based on the entropy of a random variable, but overcomes several of the problems of
the original DD. Specifically, the paper focuses on the issue of defining a measure that overcomes the drawbacks of the original DD, while
maintaining a reliance on the entropy to measure uncertainty.
A measure of uncertainty should be homogenous and sub-additive. Also, it should be bounded between zero and 1, reflecting the level
of portfolio diversification. Differential entropy is neither homogenous nor sub-additive. Moreover, unlike discrete entropy, it can be
negative.
In contrast to the original DD, the study applies the weighted geometric mean instead of the weighted arithmetic mean of the exponential
entropies of the assets. For normally distributed returns, the Sharpe ratio and the revised DD are found to be highly correlated. This makes
sense, since the entropy of the normal distribution is entirely defined by its variance. Therefore, a combination of assets with the highest
Sharpe ratio will also yield a high DD.
When returns follow a normal distribution, the DD and Sharpe ratio yield similar results with respect to the portfolio that maximises these
measures. However, unlike the Sharpe ratio, the DD considers the variance of the different assets in addition to that of the portfolio, and
is not dependent on the expected return.
The paper investigates the behaviour of the DD using rolling monthly windows of five-year historical returns from US equities, bonds
and Treasury Bills from 1975 to 2013. Specifically, it examines the respective performance returns of a Sharpe ratio (SR) optimal portfolio,
a DD-optimal portfolio and a minimum variance portfolio (MVP). These are compared against the performance of a target risk fund
portfolio with a fixed asset allocation of 60 per cent equities and 40 per cent bonds (60/40).
As expected, the MVP strategy yields the lowest overall return among all strategies, but it is the least volatile. The SR-optimal portfolio
performs well initially, but subsequently falls away.
The DD-optimal portfolio outperforms the overall returns of the SR-optimal and MVP portfolios, and posts a smaller decline than the
60/40 portfolio during the 2008 global financial crisis. However, over the total study period, the 60/40 portfolio outperforms all others,
demonstrating that this simple asset allocation strategy, which is characteristic of several pension funds, performs quite well when a
longer-term investment time horizon is assumed.
In terms of volatility, the 60/40 portfolio produces a higher standard deviation of returns than the DD-optimal, MVP and SR-optimal
portfolios. This emphasises the risky nature of the 60/40 portfolio versus other alternatives. In contrast, the DD-optimal portfolio delivers
a performance profile that does not feature the sudden changes in asset allocation typically associated with classic portfolio optimisation.
The study finds that portfolios which are optimised with respect to maximising the DD produce significantly different asset allocation
profiles compared to portfolios that are constructed by optimising the Sharpe ratio or minimum variance. Hence, DD offers an alternative
criterion that can be used to construct optimally diversified portfolios.
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MySuper: A New Landscape for Default Superannuation Funds
Warren Chant, Mano Mohankumar, ChantWest
Geoff Warren, Centre for International Finance and Regulation (CIFR)
Investors typically diversify their portfolios with the aim of reducing their exposure to the idiosyncratic risks of individual assets.
Several measures of diversification have been proposed in financial literature, including indices based on mean-variance analysis, such as
the Sharpe ratio, and others based on the value at risk, such as the diversification index.
Diversification Delta (DD) is based on the concept of Shannon entropy, or information entropy, which measures the uncertainty related to
an entire statistical distribution and not just the first two moments of a distribution. This broader measure of uncertainty represents the
advantage that DD offers compared to index-based risk measures.
Diversification Delta (DD) is defined as a ratio that compares the weighted individual assets to the overall portfolio. It captures
diversification by comparing asset return distributions before and after the portfolio is constructed.
However, given that DD is constructed on the basis of the entropy of individual asset returns and the portfolio return distribution, it may
on occasion provide results that contradict what would intuitively be expected from a diversification measure. In the case of a portfolio
comprising two independent asset returns, the DD is found to become negative once the coefficient of correlation exceeds -0.8, making
interpretation difficult. Also, an appropriate diversification measure should not depend on the choice of portfolio weights.
This paper presents a revised measure that is also based on the entropy of a random variable, but overcomes several of the problems of
the original DD. Specifically, the paper focuses on the issue of defining a measure that overcomes the drawbacks of the original DD, while
maintaining a reliance on the entropy to measure uncertainty.
A measure of uncertainty should be homogenous and sub-additive. Also, it should be bounded between zero and 1, reflecting the level
of portfolio diversification. Differential entropy is neither homogenous nor sub-additive. Moreover, unlike discrete entropy, it can be
negative.
In contrast to the original DD, the study applies the weighted geometric mean instead of the weighted arithmetic mean of the exponential
entropies of the assets. For normally distributed returns, the Sharpe ratio and the revised DD are found to be highly correlated. This makes
sense, since the entropy of the normal distribution is entirely defined by its variance. Therefore, a combination of assets with the highest
Sharpe ratio will also yield a high DD.
When returns follow a normal distribution, the DD and Sharpe ratio yield similar results with respect to the portfolio that maximises these
measures. However, unlike the Sharpe ratio, the DD considers the variance of the different assets in addition to that of the portfolio, and
is not dependent on the expected return.
The paper investigates the behaviour of the DD using rolling monthly windows of five-year historical returns from US equities, bonds
and Treasury Bills from 1975 to 2013. Specifically, it examines the respective performance returns of a Sharpe ratio (SR) optimal portfolio,
a DD-optimal portfolio and a minimum variance portfolio (MVP). These are compared against the performance of a target risk fund
portfolio with a fixed asset allocation of 60 per cent equities and 40 per cent bonds (60/40).
As expected, the MVP strategy yields the lowest overall return among all strategies, but it is the least volatile. The SR-optimal portfolio
performs well initially, but subsequently falls away.
The DD-optimal portfolio outperforms the overall returns of the SR-optimal and MVP portfolios, and posts a smaller decline than the
60/40 portfolio during the 2008 global financial crisis. However, over the total study period, the 60/40 portfolio outperforms all others,
demonstrating that this simple asset allocation strategy, which is characteristic of several pension funds, performs quite well when a
longer-term investment time horizon is assumed.
In terms of volatility, the 60/40 portfolio produces a higher standard deviation of returns than the DD-optimal, MVP and SR-optimal
portfolios. This emphasises the risky nature of the 60/40 portfolio versus other alternatives. In contrast, the DD-optimal portfolio delivers
a performance profile that does not feature the sudden changes in asset allocation typically associated with classic portfolio optimisation.
The study finds that portfolios which are optimised with respect to maximising the DD produce significantly different asset allocation
profiles compared to portfolios that are constructed by optimising the Sharpe ratio or minimum variance. Hence, DD offers an alternative
criterion that can be used to construct optimally diversified portfolios.
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MySuper v KiwiSaver - Retirement Saving for the Less Engaged
Geoffrey Warren, Centre for International Finance and Regulation (CIFR)
This paper compares Australia’s MySuper default superannuation funds with New Zealand’s range of KiwiSaver funds. Some key points of
contrast include: the relative maturity and larger balances within the Australian system; the broader range of assets evident in MySuper
funds; the greater use of lifecycle strategies in Australia; the skew to conservative funds under KiwiSaver; and differing fee structures. It is
argued that New Zealand could do more to enhance the probability of achieving adequate incomes in retirement.
This paper compares and contrasts Australia’s MySuper default superannuation funds with New Zealand’s range of KiwiSaver funds. Some
observations are also offered on the retirement savings systems of the two countries.
The MySuper and KiwiSaver regulatory schemes were constructed with disengaged members in mind.
MySuper was recently introduced with the intention of providing default superannuation members with a relatively straightforward and
cheap product. KiwiSaver commenced in 2007, with the aim of drawing more New Zealanders into the retirement savings system. Both
sit within superannuation systems offering a broader range of options that may be utilized by more engaged investors.
This paper details the key elements of both schemes, and highlights where they differ.
The more notable differences include:
Maturity and scale – KiwiSaver, and the New Zealand superannuation system in general, is far less mature than the Australian system. The
New Zealand system presently has considerably smaller balances and much lower scale.
Providers – The vast majority of MySuper providers are not-for-profit, and are permitted to offer only one MySuper product. In contrast,
KiwiSaver fund providers are for-profit organizations who may offer multiple products.
Products – Two notable features of the KiwiSaver product range are a skew towards conservative funds, and a concentration of listed
assets. The majority of MySuper products tend to be growth-focused, with many making use of a much wider range of asset classes,
including some meaningful weightings to alternative assets. Consequently, KiwiSaver members are less likely to generate adequate
returns over the long run, due to their conservative investment strategy. Members who are more highly exposed to equity market risk
may also face a bumpier ride as a consequence of being less diversified.
Fees – The typical KiwiSaver product is structured to charge higher percentage fees and lower dollar value fees, relative to MySuper
products. The KiwiSaver fee structure is better for members with small balances. Nevertheless, KiwiSaver members pay more at the
average balance levels observed in the respective systems.
Agenda and debate – The prime focus in Australia has been on the adequacy of income in retirement, although attention is now shifting
to the retirement phase. In New Zealand, commentators seem more concerned with member activity and the macroeconomic and
budgetary effects of KiwiSaver.
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Are Australian Superannuation Industry Fees Too High?
Andrew Ainsworth, The University of Sydney
Shumi Akhtar, The University of Sydney
Adam Corbett, The University of Sydney
Adrian Lee, University of Technology Sydney
Terry Walter, The University of Sydney
Superannuation fees have come under public scrutiny in recent years with the belief that many are set too high. The Financial System
Inquiry of 2014 alluded to this issue, noting that the fees charged by superannuation funds in Australia are amongst the highest in the
OECD.
This study focuses on a sample of Australian superannuation funds to gain a better understanding of the factors that influence the fees
that they charge.
The findings are important for investors and advisors when making informed investment decisions and when allocating funds between
superannuation products. They are also relevant for superannuation fund managers when deciding on how to set fees based on their
asset allocations and relative performance in a competitive environment.
Given the long investment horizon for superannuation funds, even incremental differences in fees can deliver markedly different
retirement outcomes.
Reflecting the substantial accumulated value of the industry, excessive fees can generate substantial welfare losses for investors. For
example, based on $2 trillion worth of invested assets, excessive fees of just 10 basis points will cost investors $2 billion annually.
Nevertheless, it is complex to assess whether a management fee is appropriate or not. It is not merely a question of generating higher
returns, it is also necessary to consider the broader risk characteristics and investment choices of the fund.
The study considers two issues that centre on the fees charged by superannuation funds:
(i)	The factors that influence the fees charged by superannuation funds; and
(ii)

Whether funds that charge higher fees are able to deliver higher performance.

The superannuation fund data used in this study are sourced from superannuation research and consultancy firm Chant West. The data
spans the period from 2007 to 2015, and includes investment and administration fees for account balances of $25,000, $50,000 and
$250,000. The dataset also includes strategic asset allocation details across Australian and international shares, bonds, and property, as
well as infrastructure, hedge funds, cash, private equity and other assets.
The study finds that funds charging higher investment fees all have significantly higher allocations to hedge funds. More broadly, higher
fees are charged by funds that have a higher allocation to less liquid asset classes.
With regard to administration fees, the study finds that funds with higher exposure to the two bond asset classes, international property
and hedge funds typically charge higher fees.
In terms of asset class, hedge funds and private equity have the greatest impact on total fees, with increased allocations to these illiquid
investments leading to higher fees being paid by fund members.
The surveyed actual investment fees are compared to a benchmark fee that is obtained using the asset allocation of each fund and
the estimated fee for each asset class. This is done to ascertain whether this component of fees is higher than expected given the asset
allocation of the fund. The comparison indicates that, in general, investment fees are not too high.
With regard to type of fund, the study shows that corporate and public sector funds charge the lowest investment fees, followed by
industry funds. Retail funds, on average, charge a higher fee than expected.
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The study advocates additional disclosure requirements that should be placed on superannuation funds. In addition to asset allocation
details, it proposes that superannuation funds should disclose:
(i)	The returns earned for each asset class;
(ii)	The investment fee charged for each asset class; and
(iii)	The proportion of each asset class that is passively managed.
These disclosures would facilitate an improved flow of information to superannuation fund members and will assist them in gaining
a better understanding of their investment performance. Furthermore, they would provide analysts and ratings companies with an
opportunity to benchmark superannuation funds’ performance across different asset classes in a more rigorous manner than is currently
possible using publicly available information. This would make it much easier for performance to be compared on a risk-adjusted basis.
These disclosures would also enable investment fees to be accurately benchmarked. In turn, this would enable members to identify
where fees are eroding their account balances, and provide them with a basis upon which to decide whether the fees are worthy of the
returns being generated.
It is important that members get a clear understanding of how their superannuation is being invested, where their returns are coming
from and what fees they are incurring in the process. Accordingly, the third proposal in particular would help address concerns that
superannuation funds are not making sufficient use of passive investment management in those asset classes where active managers do
not, on average, outperform their benchmarks.
Broadly, the authors recommend that investors should be cautious when making investment decisions based solely on fee levels. This is
because fees cannot be used to evaluate the ability and asset allocation decisions of fund managers.
For their part, fund managers should not be forced to reduce fees solely to remain competitive. This may lead to divestment from certain
asset classes that provide high after-fee returns, which would adversely affect retirement balances.

CIFR-FUNDED Research PROJECTS December 2016

Page 235

RESEARCH PROJECT: The Efficiency and Design of Fees for Australian Investment
Funds
Working paper summary

Superannuation Fund Performance and Fund Fees
Andrew Ainsworth, The University of Sydney
Shumi Akhtar, The University of Sydney
Adam Corbett, The University of Sydney
Adrian Lee, University of Technology Sydney
Terry Walter, The University of Sydney
Superannuation fees have come under increased public scrutiny in recent years amid a belief that they are set too high. In particular, the
fees charged to investors for fund products were a focal point of the 2014 Financial System Inquiry.
Superannuation fund fees are potentially a major contributing factor in any erosion of superannuation savings over the working lives
of individuals. Accordingly, the question as to whether superannuation investors are adequately rewarded for incurring higher fees is a
matter of particular importance.
Using a comprehensive Australian superannuation fund dataset that spans the period from April 2007 to March 2015, the study examines
the effect that fund fees have on performance fora comprehensive sample of for-profit, not-for-profit, and MySuper, i.e. default, Australian
superannuation funds. The study incorporates fund asset allocations, and therefore provides a like-for-like comparison of the relation
between funds’ fees and performance. Previous studies have not considered the full range of asset classes typically held by superannuation
funds, such as infrastructure and hedge fund portfolios. Accordingly, these studies do not assign benchmarks that appropriately capture
superannuation fund benchmark characteristics when evaluating performance. Also, in contrast to previous studies that examine the feeto-performance relation within Australian superannuation funds, this study examines a larger sample of funds across varying fund types.
The study’s dataset comprises superannuation funds’ monthly returns and strategic asset allocations. The allocations are divided into 12
distinct asset classes, which facilitate a more accurate benchmarking of the funds, taking into account their changing asset allocations
over time. Benchmarking accuracy is particularly enhanced in the case of alternative assets, where allocations are separately obtained for
hedge funds, infrastructure and private equity asset classes.
The study finds a positive relationship between investment fees and after-fee returns with high-fee funds producing significantly higher
returns than low-fee funds, on average. However, after adjusting returns for benchmark indices and asset pricing factors, there is no
apparent relation between fund performance and fees. As such, high-fee funds are found to perform indifferently from low-fee funds
on a benchmark-adjusted basis and after fees. These findings are largely unaffected by the inclusion of administration fees. Accordingly,
they are best explained by high-fee funds having a proportionally higher weighting towards growth assets, which are typically more
expensive to manage and are inherently more risky than defensive assets.
The empirical findings of this paper indicate that the most expensive group of funds charge almost three times the investment fee as
the least expensive quintile of funds and that the raw after-fee returns of these funds are significantly greater than those of the least
expensive funds. Part of the justification for higher fees is that these funds hold riskier assets which cost more to manage. The study finds
that the difference in after-fee abnormal performance is not significantly different between the group of funds with the highest and
lowest fees.
The study findings are important for investors and advisors in terms of informing their decisions when investing and allocating funds
between superannuation products. They are also relevant for superannuation fund managers when deciding how to set fees in a
competitive environment based on their asset allocations and performance relative to peers. For example, funds with low-risk asset
allocations are expected to set relatively low fees reflecting the comparatively lower cost involved in managing such assets.
The study findings are also relevant for policy makers who, in recent years, have encouraged greater competition in the superannuation
industry and have urged funds to reduce their fees.
The recommendations that flow from these findings are that investors should be cautious when making investment decisions based
solely on fee levels, because fees cannot be used to evaluate the ability and asset allocation decisions of fund managers. Furthermore,
fund managers should not be forced to reduce fees to remain competitive, as this may lead to divestment from certain asset classes that
provide higher after-fee returns, thus adversely affecting retirement balances.
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Superannuation Fees and Asset Allocation
Andrew Ainsworth, The University of Sydney
Shumi Akhtar, The University of Sydney
Adam Corbett, The University of Sydney
Adrian Lee, University of Technology Sydney
Terry Walter, The University of Sydney
The issue of fees charged by superannuation funds in Australia remains contentious, amid claims that domestic fee levels are up to three
times the OECD average. This study focuses on asset allocation, risk category, size of assets under management, and fund type for a
sample of Australian superannuation funds to identify the factors that impact the investment, administration and total fees charged by
superannuation funds in Australia. The study finds that investment fees are not too high, but there is significant variation amongst fund
types.
The data used in this study are sourced from superannuation fund surveys conducted by Chant West, an independent superannuation
research and consultancy firm. The sample covers annual data for the period from 2007 to 2015.
There is considerable variation in investment fee levels over time, with an increasing trend evident from 2007 to 2010, followed by some
volatility. The median follows a similar pattern, unlike administration fees. These appear to decline over the initial years of the sample
period, before increasing from 2013 to 2015.
Using survey data on the median fees charged to manage particular asset classes, and the specific asset allocation of each fund, the study
constructs an expected fee measure. This is then compared against a fund’s actual fee to identify whether the fund is charging a higher
than expected investment fee, given its asset allocation.
The study finds that a fund’s asset allocation significantly influences the level of investment fee that is charged. With the exception of
international property, funds with exposure to asset classes that are riskier or more expensive to manage tend to charge higher fees.
Specifically, the allocations to Australian shares, property, hedge funds, private equity and infrastructure are found to be significantly
positively related to investment fees. It follows that funds that charge higher investment fees typically have lower allocations to cash and
Australian and international bonds.
The positive asset-to-risk-fee relationship suggests that, either the higher return potential of these assets justifies the high associated
fees or, riskier assets are more expensive to manage. The key message is that higher investment fees are charged by funds that have a
higher allocation to less liquid asset classes that are more risky. The study also finds that investment fees and administration fees increase
monotonically with the total fee charged.
The study results are also consistent with prior evidence that economies of scale, where larger funds have lower investment fees, are a
feature in Australia.
Another important aspect of the study relates to fund type. The results show that, after controlling for asset allocation, there are
substantial differences in fees across types of funds. In general, corporate and public sector funds charge investment fees that are 11 to
12 basis points lower than industry funds. On the other hand, master trusts and consultants charge investment fees that are 13 to 14 basis
points higher than industry funds.
Clearly, there are substantial differences in investment fees across fund types that are not attributable to asset allocation or fund size.
On the basis of like-for-like comparisons, superannuation fund members in retail funds are evidently paying more in investment fees. In
contrast, investors in corporate and public sector funds pay lower investment fees. This suggests that more expensive funds could lower
their investment fees.
Economies of scale are evident in the area of administration fees, where evidence shows that larger funds pass on lower fees to members.
The study results show that master trusts and consultants charge significantly higher administration fees.
Two main conclusions emerge from the study. First, it appears that, when measured against benchmark fees for each asset class,
investment fees are not too high. However, there is significant variation within each fund category. Second, corporate and public sector
funds charge the lowest investment fees. Industry funds are the next most price competitive, while retail fund fees are higher than
expected.
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Protecting Retirement Wealth: A Survey of Australian Products
Lance Fisher, Geoffrey Kingston, Anthony Vassallo
Macquarie University
In 2017, the steepness of the taper rate, that is the rate at which the Age Pension begins to phase out through application of the relevant
assets test, is set to double.
The consequent diminution in the effective level of government-provided portfolio insurance via the Age Pension should lead to an
increase in the demand for retirement wealth products.
This paper examines four active Australian retirement products, other than plain-vanilla life annuities, that cover investment, longevity
and estate-planning risks. Retirees of middle means are the natural customers for these products.
Longevity insurance in the form of deferred lifetime annuities is presently the centrepiece of emerging designs for Comprehensive
Income Products for Retirement (CIPRs). However, future CIPR designs may seek to incorporate some protection against downside market
risk. More controversially, future designs may also, in part, seek to accommodate estate-planning motives on the part of retirees.
Variable annuities (VAs) with guarantees, which have long been popular in the US, appear well suited to cover investment, longevity and
estate-planning risks. In Commonwealth countries, VAs are generally referred to as ‘with-profit annuities’.
In Australia, there are four main types of VAs:
(i)
Guaranteed Minimum Death Benefits (GMDBs) - guarantee a return of the principal invested upon the death of the policyholder.
	These products pay out the maximum of the principal invested and the amount of the underlying unit-linked account.
(ii)

Guaranteed Minimum Accumulation Benefits (GMABs) - guarantee that on specified policy anniversaries the value of the contract
will be the maximum of the principal invested and the amount of the underlying unit-linked account.

(iv)

Guaranteed Minimum Income Benefits (GMIBs) - guarantee that on the annuitisation date, a minimum income stream, such 		
as a life annuity, will be paid out. The guaranteed benefit may be fixed at the start of the policy, or it could be expressed as 		
a percentage of the premiums invested, or it may be a function of the amount of the underlying unit-linked account at the 		
annuitisation date.

(v)

Guaranteed Minimum Withdrawal Benefits (GMWBs) – guarantee that a minimum income stream can be regularly withdrawn 		
for a fixed term. There are also Lifetime Guaranteed Minimum Withdrawal Benefits where the guarantee term is the lifetime of 		
the policyholder.

The main investment risk addressed by these various VAs is to limit the impact of potential market losses, rather than reduce the volatility
of investment returns. Moreover, guarantees may also include uplift provisions such as ratchets (resetting the benefit base to equal the
growth of the underlying unit-linked account at policy anniversaries), and roll-ups (guaranteeing that the principal invested will grow at
a specified minimum roll-up rate).
Retirement wealth products and their alignment with CIPR objectives
The North and Wrap Capital Protection products, respectively offered by AMP and BT Financial Group, are examples of GMABs. Both
products have broadly similar payoff profiles. However, North does not offer full longevity insurance, which is not in the spirit of the CIPR
concept. Moreover, there is an element of tension between CIPR thinking and catering to bequest motives, as a deferred annuity requires
an outlay in early retirement that depletes the resources subsequently available to an estate.
The Liquid Lifetime product, offered by Challenger, combines GMIB and GMWB features along with a scaled-back GMDB feature. Among
the active products on offer in the Australian market, Liquid Lifetime appears to be the most aligned with the current thinking behind
CIPRs.
The Investment Protection product, offered by MLC, is available in a protected capital and a protected income version. Both have GMAB,
GMIB, GMWB characteristics, and several scaled-back GMDB features, although not all within the one product. In terms of its alignment
with the current thinking behind CIPRs, Investment Protection ranks second behind Liquid Lifetime.
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Current CIPR Policy issues
Lifelong income streams are fundamental from the standpoint of CIPR designs. But weight also needs to be placed on estate planning, as
legacies loom large in the budgets of Australian retirees of middle means.
With regard to fairness, it is not obvious that a retiree with an asset in the form of a substantial superannuation lump sum has a greater
social obligation to annuitise than one with a substantial family home plus access to the Age Pension. The disorderly partial retreat from
fairly strict annuitisation restrictions in the United Kingdom suggests there is a limit on the weight that can be placed on the annuitisation
objective of superannuation policy.
Not helping the cause of CIPRs is the fact that they are weakened by the 15 per cent tax on the earnings of the statutory funds that back
life annuities. A further weakness is the absence of a requirement that part of a person’s retirement wealth be annuitised.
Finally, whereas Australia indexes the Age Pension to the maximum of wage and price rises, Switzerland, which has deep annuity markets,
indexes first-pillar benefits only at the average of their respective rises.
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Dividend Imputation or Low Company Tax?
Geoffrey Kingston, Macquarie University
Data from the Organisation for Economic Cooperation and Development (OECD) offers limited support for the proposition that Australia’s
company tax rate could be cut substantially with little or no loss of tax revenue.
However, analysis of the type conducted by the Federal Treasury indicates otherwise. This suggests that our headline company tax rate
could be cut to 20 per cent if dividend imputation were abolished.
Dividend distributions from Australian companies that have paid company tax on their profits are termed franked dividends. Australian
households, superannuation funds and charities that receive franked dividends are reimbursed for the tax paid by the company via the
system for taxing individual and superannuation incomes. The total value of these reimbursements currently amounts to approximately
$19 billion per annum. Furthermore, investors may claim franking credits even if they pay no tax, a facility that has become popular with
self-funded retirees.
The question arises as to whether franking credits for households, superannuation funds and charities should be abolished, and the
savings applied to cutting the headline rate of company tax.
It is hard to estimate with any precision the amount by which the headline rate of company tax could be cut. The Federal Treasury’s 2015
Re:think Tax Discussion Paper floats this idea but does not provide specific details.
The standard analysis of company tax in a small open economy has been reprised in the Treasury Paper. The analysis assumes that: capital
is internationally mobile; labour is immobile; payout ratios are 100 per cent; corporate borrowing is either zero or unresponsive to tax
policy; and the marginal investor resides offshore. Under these conditions, the size of the domestic capital stock is driven by the headline
company tax rate and is unaffected by dividend imputation. This is the essence of the case for abolishing dividend imputation and using
the proceeds to lower the headline corporate tax rate.
Part of the case for replacing dividend imputation with a lower headline corporate tax rate is that Australia has fallen out of step with its
traditional peer group. Notably, Canada and the United Kingdom have lower headline tax rates than ours, currently 26 per cent and 21
per cent respectively. Moreover, Canada offers a dividend tax credit to shareholders in respect of domestic corporate profits, but does not
appear to have the cash-refund feature that we have had since 2000. Full imputation is not the only quirk in our tax system. Our highly
progressive tax on personal income and our 15 per cent tax on the earnings of superannuation funds in accumulation mode are also
unusual. Imputation helps ameliorate the impact of these idiosyncratic policies.
Most countries in the northern hemisphere do not tax pension fund earnings until the account-holder retires, whereupon super
drawdowns are taxed in line with the regular tax rate. Thus, tax on super is essentially a progressive consumption tax. Viewing tax on super
in this way, the need recedes for incessant debate about the fairness of tax concessions for superannuation. This policy also encourages
voluntary contributions and self-funded retirements.
Abolishing dividend imputation without revising our current personal tax scale would result in very high effective marginal rates on
dividend income, especially if the company tax rate were retained at 30 per cent. Even if the company tax rate were reduced to 20 per
cent, without imputation the effective marginal rate for an individual in the 47 per cent bracket would rise to 58 per cent.
The Treasury’s Discussion Paper says that dividend imputation “makes little contribution to attracting foreign investment to Australia” and
“involves a significant cost to revenue”. Thus it appears that Treasury is drawn towards abolishing dividend imputation and cutting the
headline rate of company tax.
By extending the Treasury model, the study estimates that abolishing imputation could cut returns before tax to domestic investors from
7.1 per cent per annum to 6.25 per cent per annum. However, this may negatively impact retirees, as a perpetuity repriced at this yield
would fall in value by 14 per cent. There could nevertheless be a rise in national income of 4.9 per cent, assuming that all the proceeds of
abolishing imputation are applied to reducing the headline company tax rate.
Building on the framework of the Treasury Discussion Paper, the study further estimates that the headline tax rate for large companies
could be cut from 30 per cent to 20 per cent. However, the relevant calculations rely on strong assumptions. For example, Australian
companies are assumed not to revert to the low payout ratios and high gearing levels that were widespread before the introduction of
imputation.
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Dividend imputation may raise the cost of capital for the marginal investor, however it helps to mitigate the impact of other idiosyncrasies
in our tax system. Abolishing imputation represents the capital-market equivalent of abolishing tariffs. Therefore, just as freeing up
imports should be preceded by domestic liberalisation, so should abolishing dividend imputation be preceded by comprehensive tax
reform.
A preferable method of incrementally promoting business investment would entail modest cuts to the headline tax rate if and when
public spending commitments and the economic outlook permit.
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Independence and the Governance of Superannuation Funds
M Scott Donald, UNSW Australia
Suzanne Le Mire, University of Adelaide
The failure in November 2015 of the Federal Government’s Superannuation Legislation Amendment (Trustee Governance) Bill 2015 to
pass through the Senate means that, for the time being, the political spotlight has shifted away from the issue of independence on
superannuation fund boards. This creates a valuable opportunity for further reflection on precisely what board member independence
might offer the superannuation system.
This paper aims to contribute to that deliberation, deriving a compelling rationale for the imposition of structural independence on
superannuation fund boards.
Over recent decades, the concept of independent directors has become a widely accepted aspect of governance within the listed
company sector. Attention is now turning to the position of Australia’s superannuation funds, where the application of independence
to governance has been constrained by the ‘equal representation’ rules found in Part 9 of the Superannuation Industry (Supervision) Act
1993 (Cth). Equal representation refers to the requirement for equal numbers of member and employer representatives.
The failure of the Federal Government to secure the passage of legislation to amend these rules is unlikely to end the matter, as the case
for scrutinising the governance of superannuation funds holding $2 trillion of Australians’ retirement savings is a compelling one. The
hiatus in the legislative process provides an opportunity for revisiting what the reform of superannuation governance might achieve, and
what might be required to get there.
It is important that the design and implementation of any proposed change to government policy recognise the limitations of what
independence can realistically achieve, and the complexities associated with making it work.
The study reviews the growing literature on superannuation governance globally, and finds little empirical evidence to support
an assertion that independence on superannuation fund boards will deliver enhanced investment performance. It does however
note that perceptions of director independence are potentially very important for the legitimacy of the superannuation system. The
Superannuation Guarantee and restraint on early release of balances held in the system considerably reduce the autonomy of individuals
to determine how they shall provide for themselves in retirement. Confidence in those who make many of the key decisions in respect of
their balances is therefore crucial to the acceptance of the system by its participants, many of whom do not wish to have the responsibility
to manage their accumulating superannuation balances.
The paper concludes that the most robust means of justifying any new measures in relation to independence ought first to clearly identify
the mix and relative importance of these different attributes of independence. This represents a prelude to identifying the mode of
regulation most likely to promote the achievement of the required attribute balance.
To that end, the paper then identifies four key approaches that should be considered when regulating for independence. These
approaches are: capacity; status; power; and structural barriers.
(i)

Capacity

Appointing a person with the capacity to act independently can protect independent thought and action even when there is exposure
to influences that would otherwise threaten independence. Such an appointment requires careful selection, and is predicated on the
assumption that independence is a characteristic that can be identified, is durable, and is impervious to situational influences. From a
regulatory perspective, the kinds of regulation that suggest a capacity approach has been adopted are those that prioritise a particular
expertise or experience.
(ii)

Status

Independent status may be explicitly designated to the appointed person or body, signalling, both inwardly and outwardly, that
independence is an important feature of their role. The regulation of independent directors of listed company boards effectively adopts
this approach by requiring boards to indicate whether they have sufficient numbers of designated independent directors.
(iii)

Power

In this context, power refers to the ability of independent directors to drive decision-making, to determine agendas that may be
contentious, and to shape the perceptions of others. Regulation that takes this approach may require an independent chair or a majority
of independent directors, on the assumption that such measures will assist in furthering an independent agenda.
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(iv)

Structural barriers

Specific structural barriers that identify and prohibit connections thought to threaten or be inconsistent with independence may be
mandated as a means of ensuring independence. It is theoretically possible to consider the context in which a person operates, and thus
identify persons or relationships that may impact their objectivity. Accordingly, this approach provides a measurable way of defining and
regulating independence. However, it does suffer from two potential weaknesses. Firstly, it may be difficult to identify a comprehensive
list of potentially threatening relationships, and secondly, the appointed party’s independence may become threatened only after their
appointment.
While these four approaches to regulating for independence can exist in isolation, it is more likely that an attempt at regulation may
utilise more than one approach, recognising that each has particular strengths and weaknesses.
The paper concludes by mapping the current and proposed regulatory regime against these four approaches. In so doing, it acts as a
foundation for the second, more practical, Working Paper in this research project. That Working Paper reports on a set of qualitative
interviews undertaken with directors currently serving on superannuation fund boards and makes a set of concrete recommendations
based on those interviews and the analysis presented in this paper.
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In-House Investment Management
David R. Gallagher, Tim Gapes, Geoff Warren,
Centre for International Finance and Regulation (CIFR)

Executive Summary
In-house investment management is a hot topic in the Australian superannuation industry. Organic growth and industry consolidation is
leading to an increasing number of funds attaining a size at which managing their investments in-house becomes a serious proposition.
SuperRatings data reveals that about 60% of superannuation funds manage some assets in-house, with nearly one-fifth reporting a
substantial commitment of 20% or more of assets.

Why Does In-house Management Matter?
The increasing tendency to manage assets in-house aligns with the policy agenda of improving the efficiency of the superannuation
industry. Managing in-house, rather than contracting out to external investment managers, can reduce investment expenses for
larger funds. Nevertheless, the efficiency gains go beyond just cost reduction. In-house management can offer opportunities to access
additional returns, tailor the portfolio towards member needs, and address the capacity constraints that can be encountered as funds
under management grow. In particular, it helps funds address the problem that active managers are able to handle mandates only up to
a certain size. Thus, in-house management facilitates efficiency improvement through allowing superannuation funds to invest in ways
that not only enhance member outcomes, but are also more scalable and hence better able to accommodate asset growth and perhaps
consolidation.

A Natural Progression
The shift to in-house management can be seen as a natural extension of historical trends. Traditionally, most superannuation funds
have been out-sourcers: initially of the entire investment process to a balanced manager (the 1980s model); then later by appointing
specialist external investment managers, often under advice from asset consultants (the 1990s model). Over time, the industry has
transitioned away from out-sourcing towards bringing more functions in-house. This has included construction of multi-manager asset
portfolios, oversight of cash and currency management, and active asset allocation. These functions have required the creation of internal
investment management teams. Once established, these teams provide a foundation for the next step: selective in-house management
of assets. Indeed, much of the activity around in-house management can be traced to funds putting in place internal teams that possess
the skills and confidence to directly manage the assets.

Examining The How and The Why
This CIFR study examines the decision to bring in-house the management of investments by asset owners like superannuation funds, in
contrast to the traditional model of outsourcing to external investment managers. The research undertakes a review of the literature, and
field interviews with 20 senior industry executives from superannuation funds, asset consultants, and research houses.
The study finds that the motivations in deciding to adopt in-house management many and varied. The decision is usually deeply thought
through on a range of levels, such as: return impact; capacity considerations; governance structures; alignment and culture; ability to
attract, retain and incentivise experienced investment professionals; risk management; and other considerations. While agreement exists
in relation to the main focus areas, there is considerable diversity of opinion regarding how much each area matters, and in what way.
Everyone met seemed to have a different approach to deciding whether assets should be managed in-house, both in terms of how they
conceptualise the problem, and the management issues deemed most important. For instance, some believe that in-house management
can provide access to higher returns; while others expect gross returns to fall, but net returns to increase because costs fall even further.
Some consider the ability to tailor investments to be of prime importance; while others argue that tailoring can be effectively achieved
using external managers. Some perceive staff management and culture as major challenges; while others think that the problems can
be readily solved simply by targeting culturally-aligned staff. Some view systems as critical and a significant source of risk; while others
trivialise the difficulty of establishing reliable systems. In short, there little industry-wide consensus when you look beneath the surface.
The interviews reveal some common elements in how in-house management is being addressed. All participants approach the decision
on an asset-class-by-asset-class basis; and typically in a measured, forward-looking and incremental fashion. They recognise that inhouse management may not work for all assets or strategies; and that taking time helps facilitate learning and effective implementation.
Cash is often the first candidate for managing in-house, given that investing in cash is relatively straightforward, can be implemented
with modest resources, and has complementarities with fund liquidity management. Beyond that, there is only limited consistency across
superannuation funds on what assets they prefer to manage in-house.
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Structuring Options
Four broad approaches for structuring in-house management were encountered during the interviews:
(i)	Dedicated internal structure, where an asset class is managed entirely in-house;
(ii)	Hybrid external/internal models, under which the in-house team is responsible for a slice of the assets in conjunction with 		
external managers;
(iii)

Co-investments, where the fund piggy-backs on the ability of an external manager to identify and source assets through taking a
‘slice on the side’; and,

(iv)

Partnerships, either between funds or with an external manager, involving the fund providing capital while some management
functions are performed externally.

The hybrid model appears popular in Australia, especially in core listed assets like equities and fixed income. Within the hybrid model,
there is a further choice regarding the degree to which the in-house capability is segmented and treated as just another manager
within the portfolio; versus being integrated and used to ‘complete’ the portfolio in some way. The hybrid model also raises the issue of
respecting the intellectual property rights of external managers: again, there is a variety of views.

CIFR’s Input: A Decision Framework, and Some Views
The study presents a framework that asset owners like superannuation funds might to use for making and implementing decisions to
manage in-house. The framework is an organising structure that accommodates a broad range of views and preferences about what
aspects to consider. It proposes addressing four elements: capabilities, costs, alignment and governance; including weighing up the
potential impact on net returns along the way. Checklists are provided of potential aspects for consideration under each element.
Based on the research, CIFR is generally supportive of in-house management, with the caveat that the conditions must be right for the
fund, and that it needs to be implemented appropriately. Done properly, in-house management can generate improved net returns
with increased control, thus allowing assets to be managed in a way that is better directed to member needs and delivered with greater
confidence. A further advantage is that an in-house capability establishes a platform for the future, if designed as scalable and flexible.
Whereas the best structure will depend on a fund’s objectives and situation, integrated hybrid models have merit. This structure allows
the portfolio to be managed in a manner that can enhance returns while supporting tailoring and flexibility, yet retains many of the selfdisciplinary benefits of having external managers within the structure.
The research acknowledges that some mistakes will inevitably be made by funds who manage in-house. However, fear of error should
not prevent in-house management from being embraced where benefits are evident. In-house management is rarely of sufficient size
to ‘sink a fund’ in its own right, as it typically occurs as discrete strategies across a range of asset classes, and often as one component
within a hybrid structure. Rather, it is investment functions that cut across the entire portfolio – such as asset allocation and currency
management – that carry more inherent risk. The key task for funds is to identify and mitigate the risks associated with managing assets inhouse. For instance, many of the challenges around staffing and alignment might be addressed by targeting prospective employees who
are culturally aligned. Risks in relation to governance, systems and team capability might be partly managed by commissioning regular
independent reviews: some funds appoint asset consultants for this purpose. Overall, the risks associated with in-house management
should be seen as something to manage, rather than avoid.

Looking Forward
The trend towards greater in-house investment management by superannuation funds has much further to run. Continued industry
and fund growth, competitive tensions and innovation are all likely to result in an increase in the take-up and breadth of in-house
management across the sector. The pioneering (and successful) efforts of certain asset owners thus far will provide encouragement.
While members should benefit on balance, some bumps and set-backs are to be expected along the way. One interesting issue (and
possible research question) is the impact on external managers – their pricing, product offerings and engagement – given that they are
facing the rise of a powerful new player on their turf: asset owners.
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Long-Term Investing: An Institutional Investor Perspective
Geoff Warren
Centre for International Finance and Regulation (CIFR)

Much has been written about the so-called problem of short-termism in financial markets.
David Gonski AC, a past chairman of the Future Fund and current Chancellor of UNSW Australia, is among those who have criticised a
focus on the short term, commenting at a Financial Services Council lunch in June 2013 that “we in Australia suffer in all sectors from a
short-term perspective”.
Against a backdrop of widespread debate over the problem of short-termism in financial markets, this CIFR research project examines the
conditions under which institutional investors might successfully adopt a long-term approach.
The research is divided into three papers:
(i)

Paper 1 introduces and lays the foundation for the research, covering what determines investment horizon.

(ii)

Paper 2 highlights the benefits and pitfalls of long-term investing. This paper also identifies eight strategies suitable for long-term
investors.

(iii)

Paper 3 discusses how to design an investment organisation to successfully pursue investing for the long term.

The papers include various insights and examples that are contributed by the Future Fund.
Several definitions of what constitutes long-term investing have been put forward. But, as Paper 1 notes, none fully captures all the
relevant dimensions. The paper argues that long-term investors are marked by two characteristics: they have discretion over when they
trade; and they approach investing with their sights set on the long term. The paper also identifies a range of influences on the horizon
adopted by investors, including an organisation’s structural and operational policies, combined with its particular funding and liability
profile.
Paper 1 identifies three broad advantages that long-term investors have over their more short-term focused counterparts. These areas of
advantage point towards a total of eight specific strategies.
The first broad advantage relates to the removal of time pressure from the investment decision. Long-term investors can focus on if rather
than when a particular investment return will actually be achieved. This allows them to pursue investments that may be avoided by those
with shorter horizons, who are primarily concerned with getting a return as soon as possible.
The second advantage of long-term investing relates to the ability to exploit opportunities arising from the actions of short-term
investors. These could include mispricings that arise from their activities, or premiums associated with risks to which short-term investors
are averse.
The third advantage is that long-term investors typically have latitude to use a wider range of investments. In particular, they are more
able to invest in unlisted and illiquid assets, which are typically not within the domain of short-term investors. Such assets offer exposure
to sectors, themes, and strategies that may not be readily available in listed markets.
Notwithstanding its advantages, there are several pitfalls associated with long-term investing. Arguably, the biggest danger relates to
incorrect expectations about what the long term holds. The distant future is hard to predict; and investing based on a false premise can
lead to money being tied up in an investment that underperforms for an extended period before the error is recognised. Organisational
factors – such as the fortitude to sustain an investment position, and any propensity for employees or external managers to focus on
short-term performance – can also present challenges under a long-term investment approach.
Paper 2 provides a unique insight into how the Future Fund approaches certain strategies. It describes how, when the Future Fund invests
in illiquid assets, it requires additional returns to compensate for the opportunity costs associated with illiquidity. These relate to the loss
of flexibility to re-allocate capital to potentially more attractive opportunities, and certain costs involved in managing an investment
program in illiquid assets. It also summarises the Future Fund’s approach to thematic investing. The Future Fund has identified seven
secular themes that may influence the manner in which it invests. These are: debt and deleveraging; policy and politics; demographics;
globalisation and emerging wealth; resource scarcity; technological innovation; and inflation. The Fund views the policy management of
the deleveraging process in various parts of the developed world as the key current driver of global economic outcomes.
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Paper 3 identifies four building blocks for constructing an investment organisation with a long-term horizon:
Organisational orientation – The guiding principles, governance and decision-making structures, and culture of an organisation must
necessarily be aligned to reflect a focus on long-term investing.
Incentive structure – Performance evaluation and associated rewards should be consistent with long-term outcomes. Ideally, bonuses
should be awarded for making progress towards long-term objectives, and then paid over time only if performance is sustained. Emphasis
on short-term relative performance should be avoided.
Investment approach – No prescriptive recommendations are offered; but a long-term investment approach should focus on the drivers
of long-term outperformance, while filtering out short-term influences.
Trading discretion – Fund managers whose trading activity is not dictated by short-term funding and liquidity considerations typically
have greater latitude to invest for the longer term.
Paper 3 also describes how the Future Fund interprets and works towards its long-term objectives. These appear in break-out boxes, and
in Appendix C.
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Long-Term Investing as an Agency Problem
David Neal, Future Fund
Geoff Warren, Centre for International Finance and Regulation (CIFR)
Within the financial markets, there are concerns over short-termism, which has led to calls for a greater emphasis on long-term investing.
The question of why long-term investing is not more prevalent may be thought of as an agency problem. Taking an institutional
perspective, this paper outlines various facets of the problem and offers some solutions. The paper draws on the experiences of the
Future Fund, which is structured to align the Fund’s Board, internal and external managers in pursuit of a long-term investment approach.
Long-term investing offers several advantages, including access to different return sources and diversification benefits from investing in
unlisted and other illiquid assets; capacity to pursue investments whose payoff timing is open ended, such as value investing or longterm themes; and an ability to exploit opportunities where assets become mispriced due to the actions of short-term investors.
Despite these benefits, long-term investing remains a niche area of practice. To understand why, it is instructive to examine the principalagent relationships that exist within the investment management industry, which is typically structured as a chain of delegations
extending from the end-investor or beneficiary, down to those who ultimately manage the assets.
Although agency issues pervade the industry in general, four areas are particularly pertinent to long-term investing:
(i)	How principals monitor agents – It is natural for principals to focus on short-term results when monitoring agents. This is partly
because short-term performance data may be the only tangible information available to assess the agent. Moreover, benchmarks
can work to the detriment of investing for the long-term, which often requires the capacity to deviate from the consensus and 		
invest in a benchmark-unaware manner.
(ii)

Incentives – These tend to be tied to short-term performance. Both investment managers and investment organisations are often
rewarded for short-term results via bonus structures, the manner in which investors react to recent returns, and personal success
in terms of stature and career prospects.

(iii)

When things don’t initially turn out as expected – The difficulty of investing for the long term is compounded when an 		
investment fails to perform as anticipated. In this case, the principal is faced with the thorny issue of whether to ‘hold or fold”, 		
i.e. deciding if the payoff from a long-term investment has merely been delayed, versus if the agent has made an error and hence
it is appropriate to cut-and-run.

(iv)

Need for commitment – Success in long-term investing requires a commitment from principals, in terms of funding and to the 		
manager-agent. An absence of commitment undermines managers’ confidence to pursue long-term investments over short-term
opportunities, and creates the potential for them to close positions prematurely for fear of having funding withdrawn.

A number of strategies exist for addressing these principal-agent problems with a view to creating alignment with long-term investing
along the entire chain of delegation:
(i)	Align the organisational settings – The aim is to build a shared understanding of the intent and practice of investing for the long
term across an organisation, such that the concept of long-term investing becomes ingrained into the culture, and everyone 		
thinks and acts with a long-term focus. This might be done by embedding long-term investing within the organisational mission,
purpose and beliefs; building a culture of professionalism, trust and acceptance of non-consensus stances; establishing clear 		
objectives, with a long-term focus; framing in terms of progression to long-term goals; and employing the right people.
(ii)	Build stakeholder understanding through engagement – Building understanding of the reasons for investments and their 		
progress is a key strategy to mitigate the tendency to focus on short-term results. It requires communication and transparency:
principals and agents need to engage along the way. Engagement entails involving principals in investment decisions, rather 		
than maintaining independence and distance. While engaging over investment decisions may sit uncomfortably with the 		
concept of separation between governance and management, it is a compromise that recognises the deficiencies in monitoring
the flow of short-term results when investing for the long term.
(iii)	Design of incentives – The challenge is to design performance evaluation and remuneration systems focused on long-		
term outcomes while retaining scope for ongoing review and reward, and reward primarily for actions that are consistent 		
with working towards long-term objectives. One solution is to regularly award bonuses that are hence accrued on an ongoing
basis, but only subsequently vest and are paid conditional on performance being sustained. Another solution is to include a 		
subjective component in the incentive award system that is explicitly used to reward long-term focused behaviours.
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(iv)

Commit – A commitment to funding, and to managers, is required to create an environment in which managers feel they have 		
full latitude to invest for the long run. Demonstrating commitment to managers is a matter of placing faith and trust in them, 		
and not imposing undue pressure on them to account for short-term performance. Managers should nevertheless be answerable
for behaviour that deviates from the long-term mission and agreed strategies.

Long-term investing requires a combination of the right environment and the right approach. In terms of building the right environment,
this paper argues that it helps to view the task as one of managing a principal-agent problem with unique features that relate to investing
for payoffs that are uncertain in terms of whether and when they might arrive. The aim is to build alignment with established long-term
objectives along the entire chain of delegation.
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Performance Evaluation for Long-Term Investors
Geoff Warren
Centre for International Finance and Regulation (CIFR)
This article presents an approach to performance evaluation that is designed to support long-term investment programs based around
discounted cash flow (DCF) analysis, to which long-term cash flow projections provide the key input.
The approach is termed ‘DCF based attribution analysis’ (DBAA).
The DBAA approach envisages an investment process under which assets are selected according to their expected returns. These are
estimated on the basis of the internal rate of return (IRR) that equates the expected long-term cash flows from the asset with its purchase
price. Subsequent performance is then evaluated by allocating realised returns into three components:
(i)	Expected return at the commencement of the period, i.e. initial IRR;
(ii)

Changes in expected returns, or discount rates; and

(iii)

Changes in expectations for future cash flows.

The aim is to establish the key driver of long-term returns – free cash flows generated over the long run, relative to the price paid for an
asset – as the central focus of the investment process.
Evaluating performance in this way sends a message to portfolio managers that they will be rewarded for investing in assets that offer
high expected returns based on cash flow projections that are subsequently and conservatively proven to be reliable; and that they are
not being held accountable for price fluctuations that occur for other reasons. Implementing DBAA should foster a long-term approach
by encouraging fund managers to remain primarily concerned with cash flow fundamentals. This should minimise the perceived
importance of shorter-term price fluctuations, and hence the often undue focus on near-term performance.
Several features of DBAA are worth highlighting. A long-term ‘buy-and-hold’ perspective is assumed at the point of initial investment.
Thereafter, investment holdings are actively monitored, and are not simply ignored in the manner of ‘set-and-forget’. Another feature of
DBAA is that it potentially links to an investment process whereby analysis and decision-making might be unbundled into three separate
functions: projecting long-term cash flows and hence estimating expected returns; setting of required return hurdles; and the selection
of assets to form portfolios.
DBAA envisages an investment process under which assets are primarily selected based on long-term expected returns that are estimated
as an IRR, ie the discount rate that equates the current price with expected future cash flows. The expected return, that is the discount rate
or IRR, at the commencement of a review period also provides a reference point for the decomposition of realised returns under DBAA.
The framework envisaged under DBAA accommodates analysis and decision-making being separated into three functions:
(i)

Cash flow projection – This function might be performed by analysts, with an independent review undertaken by portfolio 		
managers.

(ii)

Specifying required returns – This function would be subject to oversight and agreement with those responsible for establishing
objectives at the overall portfolio level. It would not be left to the portfolio manager, given that they would have an incentive to
reduce the hurdle.

(iii)	Asset selection and portfolio construction – This task should fall to portfolio managers exclusively.
Portfolio managers would be held accountable for the assets they select, and their effectiveness in constructing portfolios to meet longterm objectives. While the latter may encapsulate a broad range of considerations, DBAA would provide a key input by helping to gauge
the extent to which the portfolio is generating excess long-term returns.
DBAA promotes consideration of assets that offer attractive long-term expected returns which are, in turn, based on conservative
forecasts. A feature of DBAA and its implied investment process is that a buy-and-hold mentality is presumed, with limited anticipation
of the dynamic investment opportunities that may arise from changes in expected returns, ie changes in discount rates. DBAA does
not assume a set-and-forget approach. Indeed, the approach accommodates a reactive dynamic element, as it envisages portfolio
rebalancing as long-term expected return estimates are revised over time.
Arguably, the most important consideration when designing a performance evaluation system is the behaviours that it encourages ex
ante. The key advantage of DBAA is that it provides an incentive to adopt a long-term focus when investing, especially relative to more
traditional approaches where outcomes are heavily influenced by short-term price fluctuations.
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Working paper summary

Style Matters When Selecting Global Equity Funds
David Gallagher, Camille Schmidt
Centre for International Finance and Regulation (CIFR)
Global equities are an important asset class, comprising around one quarter of the portfolios of Australian default superannuation funds
– nearly the same magnitude as domestic equities. However, comparatively less attention is given to global equities, possibly due to an
informational ‘home bias’. Investment in global equities is typically undertaken by investing in active global equity funds, which invest in
a diversified portfolio of global equities and aim to outperform a particular global equity index, or Exchange Traded Funds (ETFs), which
typically aim to replicate the performance of an index.
Recent research from the Centre for International Finance and Regulation (CIFR) analyses both stock level and fund level data to provide
evidence-based insights into the sources of performance delivered by global equity funds. The study’s stock level analysis utilises a
comprehensive dataset of stocks from 36 countries, representing 28 currencies, from 2002 to 2012. The study identifies a number of
opportunities to earn superior returns from global equities. These include investments in:
(i)

Smaller stocks, which tend to outperform larger stocks;

(ii)

Companies which are more profitable, as measured by their return-on-equity (higher ROE);

(iii)

Companies that are growing their assets;

(iv)

Companies that have higher book-to-market and cash flow-to-price ratios, i.e. value stocks; and

(v)

Less liquid stocks, which tend to offer a return premium to compensate for the additional risk associated with illiquidity.

Over the study period, there was no significant return premium from momentum investing, which involves basing investment decisions
on movements in a stock’s price, rather than on fundamentals. This was atypical and attributable to the poor performance of this style of
investing during the Global Financial Crisis in 2009.
Importantly, the study finds that the impact of currency factors on global equity returns is similar in magnitude to the impact of these six
equity style factors. The study focuses on three currency factors:
(i)

Currency momentum, where currency returns have been increasing (Trend);

(ii)

Interest rate differentials between countries (Carry); and

(iii)	A measure of ‘value’ based on deviation from purchasing power parity (PPP-deviation).
The study identifies a significant return premium associated with stocks priced in undervalued currencies.
The study finds that the six equity style factors and three currency factors are all important in explaining variability in stock returns and
the performance of global equity funds. It suggests that investors should consider tailoring their investment strategies to take advantage
of the return premiums identified by this analysis.
The study’s fund level analysis utilises a sample of institutional active global equity funds’ stock holdings, to determine whether the funds’
returns are being driven by these equity style and currency factors. The study finds that a substantial portion of global equity fund returns
is attributable to these systematic equity style and currency factors. In the case of currency effects impacting a portfolio’s returns, they
may be intended or they may be the unintentional by-products of security selection decisions.
Stocks held in the sample funds are larger than the market average. The funds are slightly underweight momentum stocks, and slightly
positively exposed to stocks with a higher ROE. They do not vary substantially from the market in terms of their exposure to value stocks,
companies growing their assets and less liquid stocks.
In relation to the currency factors, there is a significant negative exposure to Carry, with the average fund in our sample tilting away from
countries with high interest rates. Exposure to PPP-deviation varies over the eleven year period, with minor tilts toward undervalued
currencies. The average exposure to Trend is insignificant.
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It is important to recognise that these average exposures may mask differences in fund style. The study examines the performance of
funds of various styles by dividing the sample according to high- and low-exposures to value stocks, small stocks, momentum stocks and
higher ROE stocks. It finds that funds exposed to value stocks, low momentum stocks and low ROE stocks posted statistically significant
negative alpha over the sample period. Funds that were exposed to growth stocks, larger stocks, higher ROE stocks and momentum
stocks fared better, however they did not generate statistically significant positive outperformance on average.
This analysis confirms that equity style and currency significantly impact the performance of global equity funds. When investing in an
active equity fund it is important to ensure that the fees represent good value. This requires an understanding of the extent to which
performance is driven by style factor exposures and stock selection.
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RESEARCH PROJECT: Risk and Return Impacts of Global Equity Funds’ Style and
Currency Exposures
Working paper summary

Global Equity Fund Performance: An Attribution Approach
David R Gallagher, Graham Harman, Camille Schmidt, Geoff Warren
Centre for International Finance and Regulation (CIFR)
Despite the fact that international equities represent an important and growing asset class within investor portfolios, only a handful of
research papers consider the performance of international or global equity funds.
This study provides support for considering an active portfolio management approach in global equity markets, subject to the investment
management fee paid by the investor.
The comparative lack of research on global equity funds largely reflects limits to publicly available data. This study adds to the research
in this area by conducting an attribution analysis to identify the sources of outperformance using a unique dataset of quarterly stock
holdings for 143 active global equity funds, covering the period from 2002 to 2012.
The main contribution of the study is to present an attribution of global equity fund performance based on actual reported holdings, in
contrast to the global performance attribution analysis literature, which has thus far relied on constructed examples.
The study’s sample is representative of the global equity fund universe. Not only is the sample size large enough for reliable statistical
inferences, it is also meaningfully larger and broader than the universe of global funds available in the widely-used Morningstar Direct
returns database. This is mainly because it includes funds based in currencies other than the US dollar.
Access to holdings data enables an examination of overall excess returns relative to their respective benchmarks, and also facilitates an
attribution analysis to identify the chief sources of any outperformance. Specifically, the excess returns of funds may be decomposed
into contributions from stock and country selection and any associated currency contributions. Also, the data facilitates an estimation of
what may be termed ‘unobserved effects’, reflecting the difference between reported fund returns and the returns implied from observed
holdings.
At an overall level, the study estimates that active global equity managers generate average excess returns versus their benchmark
indices of 1.2% per annum based on an analysis of portfolio holdings, and about 1.4% per annum based on reported returns. These
comfortably exceed the investment management fees typically paid by institutional investors, but not those paid by many retail investors.
Accordingly, for retail investors, any excess return is largely consumed by management fees.
Attribution analysis reveals that excess returns are largely sourced from selecting stocks that outperform their country benchmarks in
local currency terms. A further dissection of performance finds that the contribution from stock selection is positive in all geographic
regions, and is statistically significant in three out of four developed market regions, with the exception being the Asia-Pacific region.
This suggests that the stock selection skills of global managers are broadly based. In addition, the study finds evidence of modest skill in
country selection, particularly within emerging markets.
Thus, the study results suggest that active managers are worthwhile considering for global equity market mandates, primarily for their
stock selection skills and their capabilities in emerging markets.
Currency appears to have a mixed impact on fund returns, but if anything it tends to be marginally negative. This suggests that most
equity managers either do not possess currency selection skills, or perhaps ignore currency altogether, leaving their portfolios exposed
to the risk of incidental losses related to currency translation. This finding reinforces the case for managing currency exposures outside of
global equity portfolios, either through hedging or a currency overlay program.
A particular note of interest is that equity market volatility tends to be greater than currency volatility. Specifically, the standard
deviation of local currency equity returns for countries in the MSCI All Country World Index averages 13.2% per quarter over the analysis
period, substantially greater than the 5.9% average for the respective currencies versus the US dollar. Hence, there is greater scope for
performance contributions from country selection versus currency selection.
Given the evidence that the prime sources of excess returns relate to stock selection and emerging markets exposure, there appears to
be a case for considering managers that adopt a bottom-up approach and have emerging market capabilities. In contrast, the case for
investing with top-down managers who focus on country selection as a driver of returns remains to be established.
While it remains possible that a top-down approach could be successful, the study suggests that these skills are not broadly held across
the spectrum of global equity managers. Furthermore, the evidence that global equity funds generate mixed currency effects supports
the case for separating the management of currency exposures from the management of equity portfolios.
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RESEARCH PROJECT: Institutional Transaction Costs in the Australian Equities Market:
The Impact of Market Structure and Developments in Trading Technology
Working paper summary

Heterogeneity in the effects of Algorithmic and High-Frequency Traders on Institutional
Transaction Costs
Talis J Putnins, University of Technology Sydney
Joseph Barbara, Australian Securities and Investments Commission
Technology has fundamentally transformed how trading is conducted in financial markets. However, it is not universally accepted that
this change has been for the better.
There is considerable debate about the effects of algorithmic and high-frequency trading on market liquidity and transaction costs for
institutional investors.
This paper examines the apparent contrast between recent findings on the effects of algorithmic and high-frequency trading and the
concerns voiced by institutional investors.
Numerous academic and regulatory studies find that algorithmic traders (ATs) and high-frequency traders (HFTs) have a beneficial market
impact in terms of contributing to a narrowing in bid-ask spreads and improving price discovery. However, many institutional investors
contend that finding liquidity for large orders has become more difficult and their transaction costs in contemporary markets are higher
than before the advent of technological advancements.
To better understand the concerns of institutional investors, this study analyses whether there are traders that systematically increase
execution costs for institutions. Furthermore, it examines the severity of their impact.
The study analyses heterogeneity at a granular level, using regulatory data with a focus on individual trading accounts. The study is
unique in three key respects. Firstly, it examines the effects of ATs and HFTs at the trader level, thus providing a greater insight into
the concerns of institutional investors. Secondly, its coverage extends beyond HFTs to encompass all traders who could potentially
impact institutional transaction costs. Thirdly, the study uses accurate and comprehensive measures of institutional transaction costs.
By reconstructing parent orders from sequences of individual trades for each institutional investor, this study measures implementation
shortfall, which is the difference between the volume-weighted average price (VWAP) at which a parent order is executed and the market
price at the time of the first trade of that order.
The study dataset encompasses trade records of stocks within the S&P/ASX 200 Index during the period from 1 September 2014 to 30
September 2015. At the individual stock and day level, this yields a panel with 52,873 observations.
Access to unique trader-identified regulatory audit trail data enables the construction of comprehensive estimates of institutional
transaction costs and measurement of the trading activity of individual high-turnover, non-directional traders. These active traders
account for approximately half of the market turnover, which is approximately twice as much as the more narrowly defined HFTs.
The study results show that there is considerable heterogeneity within the universe of ATs and HFTs in terms of the impact they have on
institutional transaction costs. Some ATs and HFTs are causally related to higher institutional transaction costs, others tend to decrease
these costs. Traders that have a negative impact, as a group, increase the costs of executing large institutional orders by around 10 basis
points, or around $437 million per annum for all large institutional orders in the S&P/ASX 200 stocks. These effects are offset by a group
of traders that significantly decrease those costs by approximately the same amount. Consequently, ATs and HFTs as a group have little or
no overall net effect on institutional transaction costs, but considerable disparity at the individual level.
The results imply that the trading technology and sophistication with which institutions execute large orders is likely to have a
considerable impact on execution costs. Institutions that trade disproportionately against traders who negatively impact them are likely
to experience higher transaction costs. The observed magnitude of the cost increases implies that sub-optimal order execution can have
a material effect on a fund’s performance.
One of the main determinants of implementation shortfall for an institution is whether other traders are trading in the same direction as
the institution or against it. Those trading in the same direction as institutional order flow are likely to have a negative impact (increase
institutional transaction costs). This may be intentional, for example, due to predatory trading or order anticipation, or it may be
unintentional and arise as a result of crowding associated with the use of common entry and exit signals, or through active participation
in the price discovery process during periods of imbalance.
In contrast, traders whose actions tend to decrease institutions’ transaction costs are likely to be liquidity-providing intermediaries. They
typically employ market-making strategies that ‘lean against the wind’, thereby attenuating any price pressure that arises from large
institutional orders.
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The study finds that trading speed is not associated with any negative impact on institutional transaction costs. This finding is particularly
pertinent with regard to HFTs, which are likely to have higher turnover rates than non-HFTs. Furthermore, it is corroborated by several
other characteristics. Specifically, any potential negative impact is unrelated to the speed of order amendments; the frequency of fast
orders; the consistency with which a trader extracts intraday trading profits; and order-to-trade ratios. This finding suggests that often
voiced complaints about HFTs being the culprits behind any increases in institutional transaction costs are likely to be misdirected.
On the basis of transaction cost impact, institutional investors should be no more concerned about interacting with HFTs than other
intermediaries and non-directional traders.
The study also finds that traders who increase institutional transaction costs tend to concentrate their activity within the universe of
smaller cap stocks. Also, there is no apparent difference in the relative activity of negative-impact traders during periods of market stress
compared to periods of normal activity.
This paper extends analysis conducted within the market surveillance area of the Australian Securities and Investments Commission
(ASIC) to profile and identify possible instances of misconduct or market inefficiencies. Application of this tool has assisted ASIC in
identifying trading accounts associated with poorer investor outcomes.
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RESEARCH PROJECT: Evaluating Capacity in Funds Management
Working paper summary

Evaluating Fund Capacity: Issues and Methods
Dr Michael O’Neill, Portfolio Manager, Investors Mutual
Adjunct Associate Professor, Bond Business School
Dr Geoff Warren, Research Director, CIFR
This report examines the evaluation of capacity in an investment management context. It addresses the following question: “how large
can a fund get before it is unable to create additional value for its investors?” In doing so, it discusses how capacity is defined; identifies ten
drivers; and outlines methods for estimating capacity. The report is framed from the perspective of an actively managed fund that forms
a portfolio based on a particular investment ‘signal’ – a general term for the information or process by which investment opportunities
are identified. It asks how much funds under management (FUM) can be accepted before management should consider either closing
the fund to new money, or perhaps changing the signal and thus its investment process itself. The presentation mostly revolves around
capacity for equity funds, which have been the prime focus of the related literature that is extensively reviewed.
Key points to arise from the research include the following:
(i)	The definition of capacity embraced in the report is the FUM beyond which a fund can no longer deliver the return required 		
by investors using a particular investment signal. This definition views capacity from the investor’s perspective. 			
Other definitions focus on the maximization of total value-add in dollar terms, or the point at which excess returns are 		
eroded entirely.
(ii)	Ten drivers of capacity are identified, which amount to an interconnected mixture of effects:
Drivers that enhance capacity:
(i)	Economies of scale related to fixed costs
(ii)	Economies of scope, such as improved access to opportunities and networks for larger funds
(iii)

Flexibility to adjust as a fund grows, which can help mitigate the adverse effects of size

Drivers that limit capacity:
(i)	Diseconomies in trading and portfolio construction, which relate to the increasing difficulty in capturing returns as FUM grows 		
due to problems in trading assets, leading to either larger market impact when executing trades, or greater opportunity cost 		
from returns foregone
(ii)

Organizational diseconomies, such as reduced flexibility and co-ordination difficulties

(iii)	Staff effects, notably any loss of focus by key individuals as a fund grows
(iv)

Other investors using similar strategies or signals, given that available capacity can be reduced if multiple investors are trying to
exploit a particular return opportunity

Drivers that influence potential capacity:
(i)

Investment approach, given that some approaches have inherently higher capacity than others, reflecting aspects such 		
as: trading frequency, the nature of the opportunities being pursued, whether the approach demands or supplies liquidity, 		
investment style, and dealing capability

(ii)

Investment universe, which impacts on the potential to trade in volume with high liquidity, and the nature and range of 		
opportunities being generated; all of which may change over time

Other drivers:
(i)	Asymmetry in accumulating versus liquidating, reflecting the idea that exiting large positions can be more difficult than building
them, meaning that risks associated with investment mistakes or outflows can increase with FUM.
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Capacity analysis methods are discussed, and fall into four broad groups:
(i)

Rules of thumb – Capacity is defined with regard to simple measures such as the percentage of market segment being addressed,
or days to exit.

(ii)	Ex-post analysis – Selected portfolio metrics are monitored for signs that capacity constraints may be emerging, such as: 		
number of positions; signs of convergence between a portfolio and its benchmark; trade execution costs, and time to complete
trades; implementation shortfall versus a target portfolio; and trends in active returns.
(iii)

Simulation analysis – A portfolio’s performance or its implementation is re-evaluated under conditions where FUM is ‘scaled up’,
allowing for portfolio or trading constraints, or perhaps the greater transaction costs associated with larger trades.

(iv)

Predictive models – Capacity is predicted under the assumption that a fund adjusts either its trading strategy or portfolio 		
construction as FUM increases. This approach is the most advanced. The report dedicates a section to describing predictive 		
models and their components in detail.

(v)	The report also discusses the implications for fund managers and institutional asset owners. It is noted that capacity analysis 		
is an inexact science; and that estimates can vary significantly both with how analysis is conducted, and over time. This suggests
using multiple methods, in particular including ex-post analysis which keeps a ‘finger on the pulse’. Further, estimates need to 		
be interpreted with care; and aspects that may not be captured by the analysis itself need to be considered, such as 			
operational economies or diseconomies or the actions of other investors. It is recommended that fund managers 			
set themselves up to analyze capacity, and consider putting more science into its estimation. 	The report should assist asset 		
owners in their role as users of investment management services, both through external managers and via internal asset 		
management. It provides direction on investment approaches that might be most ‘scalable’ for a large asset owner. These will 		
tend to focus on larger, liquid assets; limit the trading required through either adopting less concentrated portfolios, 		
or investing for the long term; or be liquidity supplying, rather than liquidity demanding.
This report is written with two aims. First, it provides a reference document for the investment management community on evaluating
capacity. Second, it forms a foundation for two additional planned CIFR outputs: an opinion piece discussing capacity from the perspective
of institutional asset owners managing multi-asset portfolios; and a report illustrating and comparing various methods for measuring
capacity.
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RESEARCH PROJECT: Evaluating Capacity in Funds Management
Working paper summary

Capacity Management for Institutional Asset Owners
Dr Michael O’Neill, Portfolio Manager, Investors Mutual
Adjunct Associate Professor, Bond Business School
Dr Geoff Warren, Research Director, CIFR
This is the second paper arising from a CIFR project examining capacity in an investment management context. The first paper outlined
issues and methods for evaluating the capacity of an individual fund that invests based on a specific investment signal or strategy (see
“Evaluating Fund Capacity: Issues and Methods”, WP 124/2016). This second paper considers the management of capacity from the
perspective of institutional asset owners running multi-asset portfolios, such as superannuation funds.
The research highlights how asset owners should manage capacity by using their flexibility to choose where and how they invest. It
discusses the manner in which the level and drivers of capacity vary across asset classes and investment strategies, with the implication
that funds of differing size should be approaching investment differently. In other words, the link between size and capacity is best
viewed as a ‘horses for courses’ issue. As a consequence, optimal scale need not exist for asset owners that run multi-asset portfolios. The
paper also identifies the challenges around managing capacity when investing through external investment managers, and provides
suggestions for how these challenges might be met.
The research is arranged around four questions, with the key points summarised below:
(i)	How does capacity differ across asset classes? There are two key drivers of capacity across asset classes. The first is the nature 		
of the investment universe, including: its total value or size; the extent to which assets can be readily accessed; and the nature
of other investors operating in the market. The second driver is whether the asset is traded in public (i.e. listed) versus private 		
(i.e. unlisted) markets. Capacity tends to be restricted in public markets such as equities due to limits on the ability to trade 		
and capture value in large size, which stems from the open and competitive nature of these markets. By contrast, size can be an
advantage in certain private markets, such as unlisted property or infrastructure, where the ability to source and then manage the
assets are critical factors.
(ii)

Why types of strategies offer greater capacity? Five attributes of scalable investment strategies include: (1) capable of being 		
successfully applied to asset universes that are large and illiquid; (2) limited reliance on constant trading in large volume; 		
(3) liquidity supplying, rather than liquidity demanding; (4) low competition from other investors; and (5) size gives rise 		
to economies. Seven strategies are identified that possess some of these attributes: core portfolios; long-term strategic 		
investments; contrarian investing; thematic investing; participation in large capital raisings; market making; and investing in 		
selected private markets.

(iii)	How might capacity be used in a multi-asset context? Asset owners should focus attention on where the balance between return
opportunities and capacity is most appropriate for their particular size. Small funds can use their ability to be nimble, and pick up
opportunities that are insignificant to larger players, e.g. small-cap equities. Large funds should do better in large markets where
size provides a competitive advantage via the ability to provide substantial capital supported by considerable organizational 		
resources, e.g. certain unlisted markets, such as direct property and infrastructure. Larger funds might also consider whether 		
they may be better off managing in-house; or focusing on market exposures or ‘beta’, rather that pursuing ‘alpha’. Optimal scale in
investment management does not necessarily exist under conditions where some assets or strategies benefit from economies of
scale, while others suffer diseconomies of scale.
(iv)

What issues need to be addressed when employing external managers? A range of agency issues arise for managing capacity 		
when investing through external fund managers. Asset owners, fund management companies and fund managers can all have
differing objectives, and may adopt various actions in pursuit of those objectives. The research outlines the challenges that arise
as a consequence, and makes suggestions for managing them. Questions are offered that an asset owner might ask fund 		
managers, to gauge whether they are managing their capacity with investor interests in mind. It is recommended that asset 		
owners remain alert to changes that could reveal emerging capacity problems for a manager; undertake their own analysis of 		
fund capacity; and be aware of the game play around capacity.

The third and final paper in this CIFR project will illustrate the application of approaches for evaluating capacity for a specific fund or
strategy, and investigate the sensitivity of capacity estimates to the method used.
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RESEARCH PROJECT: Competition Law and Policy in Australian Financial Services
Legislation
Working paper summary

Competition in Financial Services – Optimal law and policy settings
Carolyn M Evans, Deborah Healey, Marina Nehme, Rob Nicholls, Charlotte Penel
UNSW Australia
Research into consumer welfare has produced evidence that is consistent with the assumption that competitive markets yield optimum
outcomes for consumers.
This research paper focuses on a specific question, namely ‘what are the optimal competition law and policy settings that should apply
to the financial services sector?’
This question is framed by two inquiries that were commissioned by the Federal Government in 2014, and which have now provided their
reports. These are the Financial System Inquiry, chaired by Mr David Murray AO, and the Competition Policy Review, chaired by Professor
Ian Harper. The effects of the reports will impact on competition policy development and the financial services sector.
In the financial services sector, the failure of a single institution can have a compounding effect on the sector, and on national and global
economies. In particular, there is systemic risk from inter-institution lending, and this effect is more complex in Australia due to the small
number of major players.
In retail banking in Australia, following a similar practice in most developed countries, if an unsecured creditor is a retail depositor, their
deposit is insured by the government. That is, if a retail bank fails, the Federal Government will make the depositors whole.
The regulatory system, particularly the prudential regulatory system, is designed to protect depositors’ and borrowers’ interests, and this
protects the interest of the government. The effect is that regulatory policy on banking has prioritised stability in consideration of the
sovereign risk associated with the risk of retail bank failure.
However, this approach also creates a policy dilemma. The dilemma concerns the extent to which the retail banking sector can attain the
benefits of the vigorous rivalry from effective and efficient competition, without unduly risking stability and the potential of a devastating
call on the public purse.
Specifically, in the context of effective and efficient competition, there is limited competitiveness in retail banking in Australia. This is
reflected in the static state of market share between the four major banks, and very slow and marginal improvement gains even by strong
second tier competitors. Furthermore, the retail banking sector’s capacity for product and service innovation is limited.
Although the absence of vigorous rivalry is conducive to stability within the retail banking sector, it is likely to detract from the welfare
of retail banking consumers. Furthermore, the level of innovation may not be as high as is feasible and barriers, including prudential
regulatory barriers to entry or expansion, mean that the extent of rivalry is unlikely to change without some form of promotion of
competition.
The paper recommends the removal of the ‘four pillars’ policy for the following reasons:
(i)	The four major banks are protected by an implicit government guarantee that impacts market operation with little observable 		
benefit to consumers, and may be a source of consumer disutility.
(ii)	The four pillars policy has prompted increased vertical integration within the sector, particularly in the area of mortgage products.
(iii)	There are sufficient merger protections provided by Part IV of the Competition and Consumer Act 2010 (Cth).
(iv)

Competition and contestability arise when there are reasonably low barriers to entry and exit from the sector. It is not clear that
low barriers to entry exist in Australia, and evidence to support this view comes from the failure of international banks to gain 		
a significant toehold in the retail banking sector in Australia. One deterrent to entry is the regulatory focus on the four pillars.

The authors recognise that this position is at odds with the view of the Financial System Inquiry. However, the rationale in the report of
the Inquiry was to prevent mergers, and the current competition law achieves this objective.
The paper recommends two specific policies to promote competition in retail banking without the structural intervention that would
otherwise be required to improve the intensity of competition in the retail banking sector:
(i)

Introduce bank account number portability. This would use ‘know your customer’ and central database systems in a similar form
to those that have been used for mobile number portability in Australia for the last decade and a half.
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(ii)

Introduce customer access to data held by banks to allow third parties to compare bank offerings across all banks.

Significantly, these two recommendations are consistent with the productivity proposals issued by the UK Government in July 2015.
The research paper also examines crowd equity funding as a disruptive force in the banking sector, and recommends that crowd equity
funding be permitted with the following safeguards:
(i)	ASIC should take an active role in monitoring crowd equity funding and be willing to sue in case of fraudulent action.
(ii)	Any intermediary online platform should have a financial services licence with limited duty of care.
(iii)	There should be a cap for business raisings through crowd equity funding of $2 million in a 12-month period.
Crowd equity funding is a social phenomenon. Through its use of social media, it has attracted people who have previously never been
interested in investing in companies. Instead of being feared, this interest should be nurtured through the promotion of investors’
financial education.
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RESEARCH PROJECT: Competition Law and Policy in Australian Financial Services
Legislation
Working paper summary

Balancing Competition and Stability in Australian Retail Banking
Deborah Healy, Rob Nicholls
UNSW Australia
The global financial crisis (GFC) demonstrated two key aspects of the apparent market behaviour of financial institutions:
(i)	They typically seek the least restrictive supervision system, to avoid compliance with regulatory standards; and
(ii)	Attempts by individual institutions to remain solvent can push the broader financial system to collapse.
In the wake of the GFC, new approaches to financial sector regulation have been sought in order to prevent any future economic
meltdown. Significantly, policymakers and economic researchers internationally have highlighted the need for prudential regulation,
while sidelining the importance of competition.
This paper draws on a substantial body of research to consider the balance between competition and stability in the context of Australian
retail banking.
International governance and transnational regulation have been the focus of international scholarly and political attention following
the global financial crisis (GFC). This has reflected a realisation that increased interconnectedness between banks does not necessarily
maximise the resilience of the broader financial sector.
Because banks syndicate risks between themselves, the failure of a single bank can impact all other banks. The high level of
interconnectedness between banks creates the potential for systemic risk in the form of banks that are ‘too big to fail’. Accordingly,
the trend towards financial globalisation requires an international response, as the stability of the financial system as a whole is more
important than that of individual firms.
One of the issues highlighted by the GFC was the extent to which the focus of regulators had been on micro-prudential regulation, when
a macro-prudential view may have proved more effective.
There is now consensus that the Basel II Accord was insufficient to guard against systemic financial risks. Basel II sought to ensure the
soundness of individual institutions in order to minimise the risk of loss on their assets, and was based on the idea that actions by
individual firms would contribute to the stability of the overall financial market. However, this approach failed to encompass a macroeconomic perspective.
The overriding aim of post-GFC international regulation has been to improve confidence and trust in the financial system. There has
been a particular focus on fostering a sound regulatory and supervisory framework, within a balanced tax system that operates within
a transparent legal infrastructure and encourages ethical and prudent risk-taking behaviour. Thus, the subsequent Basel III Accord aims
to boost systemic stability. However, it is broadly silent on competition, critically whether competition regulation should be relaxed in
times of crisis.
Two policy responses clearly demonstrate the regulatory preference for stability over competition in the wake of the GFC:
(i)

Large-scale intervention in the financial system by governments, whose asset purchases and injections of capital may have 		
distorted the markets. It is widely held that government ownership and intervention in the financial system is negatively 		
correlated with competition. Further, there is a body of empirical research which shows that state intervention in the financial 		
sector correlates with less innovation, growth and productivity, and increased cronyism.

(ii)	A more accommodative attitude towards mergers and acquisitions. These typically create a heightened level of concentration 		
in the financial markets, which is potentially anti-competitive. Interestingly, the Organisation for Economic Co-operation and 		
	Development (OECD) contends that nationalisation is preferable to a private merger, as nationalisation is easier to reverse and the
nationalised institution is more likely to be solvent on re-privatisation.
More broadly, the OECD regards an appropriate regulatory and competitive framework within the financial sector as key to ensuring
consumer welfare. Specifically, it has argued for competition and consumer authorities to be more integrated to prevent anti-competitive
restrictions. Further, it suggests that it may be beneficial for competition policy to be extended beyond a sole focus on consumer welfare,
to encompass economic and systemic stability.
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The GFC has underlined the view that contestability is a measurement for determining the level of competition within the financial
sector. It is suggested that barriers to entry and exit for financial institutions be eased. Thus, instead of mergers and acquisitions being
the only option available to firms in financial distress, they can more easily leave the industry and make room for new firms to enter. This
would create a more competitive environment. However, contestability will only be effective if it is easy for consumers to switch banks.
Accordingly, reduced switching costs and promotion of financial literacy are critical prerequisites for a competitive financial sector.
It is widely held that greater competition in the banking sector has led to increased innovation and efficiency. However, there is no
academic consensus on whether competition has also led to greater systemic fragility, amid conflicting theoretical predictions and mixed
empirical results.
There are arguments that competition is diametrically opposed to financial system stability. That is, less competition is in the public
interest, as banks need significant rents for stability and to play their part in enabling productive enterprise in the rest of the economy.
Failure to provide those rents will lead to capital calls on the government.
Policy responses to the GFC suggest that the invisible costs of lesser competition, reflected in lower levels of service and less motivation
for innovation, have been preferred to the more visible costs of bank failures. Despite this, there is a growing view within academia
which suggests that the widely accepted trade-off between competition and stability does not generally hold. This is worthy of serious
consideration in the formulation of regulatory policy options.
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RESEARCH PROJECT: Competition Law and Policy in Australian Financial Services
Legislation
Working paper summary

Competition in Australian Retail Banking – How Much is Enough and Options to Facilitate More
Deborah Healy, Rob Nicholls, Charlotte Penel
UNSW Australia
For two decades, the ‘pillars’ policy of the Australian Government has endured with bipartisan support. The original policy intention was
to promote competition by preserving the separation of Australia’s four major banks and two largest insurance companies.
Post the global financial crisis (GFC), what is now the ‘four pillars’ policy creates significant incumbency value for the major banks, which
collectively dominate the market in retail banking and lending to non-financial corporations.
This paper assesses the level of competition in retail banking in Australia, against a backdrop of options for facilitating greater competition
in the interests of consumer welfare.
In any market, vibrant competition depends on empowered consumers. However, in order to exercise the power of choice, consumers
need to be able to use the latent threat of switching to an alternative provider of goods or services. Furthermore, they should ideally have
a low-cost switching option.
Although consumer protection in Australia is highly evolved and effective, the incidence of account switching in retail banking
remains low. This is of particular concern because the supply side of the market is concentrated, and is likely to remain so, as a result
of government policy. In effect, this policy is seen to provide an implicit government guarantee for the banks, and may run counter to
promoting competition in the interests of consumers. Additionally, the policy relies on the assumption that competition is sufficient to
deliver economic outcomes that include innovation and consumer welfare.
In 2010, the Federal Government announced banking reforms designed to, among other things, facilitate consumers switching their
accounts between banks. The initiative to facilitate switching was intended to reduce the costs inherent in changing banking accounts.
The Australian Competition and Consumer Commission (ACCC) considers substitution as its primary measure of markets. It then examines
markets by considering product, geographic and temporal dimensions. With a view to analysing competition, this study adopts the
approach taken by the ACCC. Market concentration, in common with several other measures, indicates that the level of competition in
Australian retail banking has declined over the decade that encompassed the GFC. Moreover, it may no longer support broader economic
outcomes such as consumer-beneficial innovation and optimal consumer welfare.
The four pillars policy creates a barrier to exit for each of the four major banks, except by way of a trade sale to an international bank,
which would be subject to approval by the Australian Prudential Regulation Authority (APRA) and the Foreign Investment Review Board
(FIRB). The policy has also led to a degree of vertical integration in the banking sector, particularly in the sale of mortgage products.
Specifically, the proportion of loans provided by banks other than the four majors, and by the non-bank mortgage sector, has contracted
in the wake of the GFC. Moreover, there has been a contraction in the diversity of mortgage intermediaries, with Commonwealth Bank
acquiring 80% of Aussie Home Loans and Westpac acquiring RAMS’ brand and distribution business.
Within the constraints of the four pillars policy, there have been post-GFC acquisitions by the major banks, with Westpac acquiring St
George Bank and Commonwealth Bank acquiring BankWest. There has also been a significant amount of horizontal integration in the
sector, particularly within the areas of wealth management, insurance and specialised finance.
There are major issues that flow from horizontal and vertical integration in the banking sector. Primarily, systemic risk becomes more
domesticated, and thereby crosses multiple elements of the Australian financial system. For example, National Australia Bank provides
banking, wealth management, insurance and a range of wholesale superannuation products and services. Accordingly, the bank has the
potential to be ‘too big to fail’ not because of its banking operations, but due to its impact in the superannuation sector.
Although originally intended to preserve competition, the four pillars policy may now be seen as counter-productive to that purpose. This
is because it creates considerable incumbency value through being read as an implicit government guarantee for these firms. Moreover,
while effective consumer choice is essential to effective competition, evidence shows consumer inertia at a level which suggests that not
enough is being done to facilitate choice in retail banking, thereby further entrenching the positions of the four majors.
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Current legislation positions regulation with a reactive focus on a case-by-case evaluation of what may substantially lessen competition,
without requiring any proactive examination of whether prevailing competitive conditions appear adequate. Short of policy change to
address such issues, there are two consequences that call for a response:
(i)	Un-actioned opportunities to better enable and inform consumer choice, such as bank account number portability and 		
consumers’ access to their own banking data; and
(ii)

Risks arising from regulatory blind spots that leave emerging lending channels unregulated and allow stability to trump c		
ompetition without formally assessing competition levels to account for the costs of insufficient competition.

These outcomes are well worthwhile the attention of researchers, regulators and policy makers alike.
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Competition in Financial Services – Optimal Law and Policy Settings
Carolyn M Evans, Deborah Healey, Marina Nehme, Rob Nicholls, Charlotte Penel
UNSW Australia
Research into consumer welfare has produced evidence that is consistent with the assumption that competitive markets yield optimum
outcomes for consumers.
This research paper focuses on a specific question, namely ‘what are the optimal competition law and policy settings that should apply
to the financial services sector?’
This question is framed by two inquiries that were commissioned by the Federal Government in 2014, and which have now provided their
reports. These are the Financial System Inquiry, chaired by Mr David Murray AO, and the Competition Policy Review, chaired by Professor
Ian Harper. The effects of the reports will impact on competition policy development and the financial services sector.
In the financial services sector, the failure of a single institution can have a compounding effect on the sector, and on national and global
economies. In particular, there is systemic risk from inter-institution lending, and this effect is more complex in Australia due to the small
number of major players.
In retail banking in Australia, following a similar practice in most developed countries, if an unsecured creditor is a retail depositor, their
deposit is insured by the government. That is, if a retail bank fails, the Federal Government will make the depositors whole.
The regulatory system, particularly the prudential regulatory system, is designed to protect depositors’ and borrowers’ interests, and this
protects the interest of the government. The effect is that regulatory policy on banking has prioritised stability in consideration of the
sovereign risk associated with the risk of retail bank failure.
However, this approach also creates a policy dilemma. The dilemma concerns the extent to which the retail banking sector can attain the
benefits of the vigorous rivalry from effective and efficient competition, without unduly risking stability and the potential of a devastating
call on the public purse.
Specifically, in the context of effective and efficient competition, there is limited competitiveness in retail banking in Australia. This is
reflected in the static state of market share between the four major banks, and very slow and marginal improvement gains even by strong
second tier competitors. Furthermore, the retail banking sector’s capacity for product and service innovation is limited.
Although the absence of vigorous rivalry is conducive to stability within the retail banking sector, it is likely to detract from the welfare
of retail banking consumers. Furthermore, the level of innovation may not be as high as is feasible and barriers, including prudential
regulatory barriers to entry or expansion, mean that the extent of rivalry is unlikely to change without some form of promotion of
competition.
The paper recommends the removal of the ‘four pillars’ policy for the following reasons:
(i)	The four major banks are protected by an implicit government guarantee that impacts market operation with little observable 		
benefit to consumers, and may be a source of consumer disutility.
(ii)	The four pillars policy has prompted increased vertical integration within the sector, particularly in the area of mortgage products.
(iii)	There are sufficient merger protections provided by Part IV of the Competition and Consumer Act 2010 (Cth).
(iv)

Competition and contestability arise when there are reasonably low barriers to entry and exit from the sector. It is not clear that
low barriers to entry exist in Australia, and evidence to support this view comes from the failure of international banks to gain a
significant toehold in the retail banking sector in Australia. One deterrent to entry is the regulatory focus on the four pillars.

The authors recognise that this position is at odds with the view of the Financial System Inquiry. However, the rationale in the report of
the Inquiry was to prevent mergers, and the current competition law achieves this objective.
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The paper recommends two specific policies to promote competition in retail banking without the structural intervention that would
otherwise be required to improve the intensity of competition in the retail banking sector:
(i)

Introduce bank account number portability. This would use ‘know your customer’ and central database systems in a similar form
to those that have been used for mobile number portability in Australia for the last decade and a half.

(ii)

Introduce customer access to data held by banks to allow third parties to compare bank offerings across all banks.
Significantly, these two recommendations are consistent with the productivity proposals issued by the UK Government in July 		
2015.

The research paper also examines crowd equity funding as a disruptive force in the banking sector, and recommends that crowd equity
funding be permitted with the following safeguards:
(i)	ASIC should take an active role in monitoring crowd equity funding and be willing to sue in case of fraudulent action.
(ii)	Any intermediary online platform should have a financial services licence with limited duty of care.
(iii)	There should be a cap for business raisings through crowd equity funding of $2 million in a 12-month period.
Crowd equity funding is a social phenomenon. Through its use of social media, it has attracted people who have previously never been
interested in investing in companies. Instead of being feared, this interest should be nurtured through the promotion of investors’
financial education.

Page 266

CIFR-FUNDED Research PROJECTS December 2016

RESEARCH PROJECT: Enter the Dragon: State Capitalism, Foreign Direct Investment
and Global Markets
Working paper summary

The Global Impact of State Capital
Megan Bowman, George Gilligan, Justin O’Brien
UNSW Australia
State capitalism refers to the economic policy that governments employ to promote the interests of a particular business or sector,
with the aim of furthering the broader national economic interest. This paper aims to shed light on the global impact of state capital by
analysing trends in its development. The paper also examines the potential implications of these trends for Australia within an increasingly
competitive foreign investment environment.
State capitalism entails a close degree of interaction between the public and private sectors, and may be conceptualised as the ‘visible
hand’ of government. This contrasts with the notion of the ‘invisible hand’ that eighteenth century economist Adam Smith suggested was
inherent in liberal capitalism.
At a broad level, state capital organisations may be divided into two groups: sovereign wealth funds and state-owned enterprises.
Sovereign Wealth Funds (SWFs)
SWFs are typically designed to pursue strategic national objectives, such as the investment of national savings to fund future pensions.
Australia’s Future Fund is an example of such as fund, as it exists to meet the future pension liabilities of public sector employees.
More broadly, SWFs may function as investment vehicles for foreign exchange reserves, or as funding sources for future social spending
and development needs. They may also be used to provide an economic cushion from the effects of commodity price volatility. The
Norwegian Government Pension Fund Global (GPFG) is an example of a SWF designed for the investment of commodity revenue, in
this case petroleum. The GPFG was established to mitigate the side effects of currency appreciation and declining manufacturing that
typically impact commodity-exporting countries. This aspect of the GPFG’s mandate promotes inter-generational equity, as a portion of
the country’s commodity extraction benefits may be set aside for future generations. The GPFG also has a secondary purpose, which is to
invest government savings to finance future public pension obligations.
State-owned Enterprises (SOEs)
SOEs typically have a commercial, as opposed to an investment, focus. In contrast to SWFs, where the focus is typically on a portfolio
of investment holdings, SOEs tend to undertake commercially strategic direct investments, usually via mergers and acquisitions. SOEs
typically invest in areas that are closely aligned to the national interest, such as natural resources, utilities, telecommunication services
and defence.
State Capital in the Global Economy
Over the past 10 years, a change has occurred in the predominant source and destination of large-scale SOE foreign investment
transactions. Previously, these remained largely within the domain of the OECD nations. However, the economic rise of Brazil, Russia,
India and China (collectively known as the BRIC nations) has led to these nations’ SOEs becoming progressively more prominent in the
area of foreign investment.
The level of state influence over the objectives and activities of state-sponsored organisations has created disquiet within recipient
countries regarding the suspected political, as opposed to commercial, motives underlying SWF- and SOE-directed foreign direct
investment (FDI). Specifically, there is concern that, through the investments of SWFs and SOEs, foreign governments may seek to obtain
access to sensitive information or technology that may jeopardise the recipient country’s national interests or security.
Study findings – the Impact of State Capital Investment in Australia
The study reveals three key findings:
(i)	Measured by value, the largest acquisitions in Australia have been made by Singapore, China and the United Arab Emirates;
(ii)	Acquisition activity has been directed towards the strategically important areas of energy and power, telecommunications and
materials; and
(iii)	The level of foreign interest in Australia’s energy and power resources reflects the relative abundance of our natural resources.
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National and International Regulatory Issues
At an international level, the OECD advocates a general principle of non-discrimination, whereby foreign investment should be treated
in the same way as domestic investment. Nonetheless, the OECD also recognises that governments are entitled to protect their national
security. Accordingly, foreign investment may pose a national threat if it is for non-commercial or political purposes in sensitive areas,
such as defence or information technology. The OECD contends that restrictions imposed on foreign investment for national security
reasons should be applied in a way that ensures the policy regime is predictable, transparent, proportionate and accountable.
In Australia, the Federal Treasurer has ultimate responsibility for decisions made under Australia’s foreign investment regime, and has
broad discretion to decline foreign investment applications that are considered contrary to the national interest. Significantly though,
the notion of ‘national interest’ is not legislatively defined, despite the clear importance of knowing what it is in order to protect it.
In reality, there are many factors that can shape the national interest, including the scale and type of an FDI proposal, the prevailing
economic climate and national fiscal position, and broader political influences.
The prospective impact of further FDI in Australia remains uncertain amid an apparent plateau in the global demand for resources and
domestic policy uncertainty. It is nevertheless clear that competition between countries to attract inbound investment will increase.
Accordingly, it remains to be seen to what extent the twin pressures of a levelling out in the global demand for resources and increased
FDI competition impact upon the political debate over Australia’s foreign investment regulatory regime at both the national and state
level.
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China: Investing in the World
Megan Bowman, George Gilligan, Justin O’Brien
UNSW Australia
Since the turn of the century, China has emerged as a major source of foreign direct investment. China’s program of active involvement
in this area reflects a strategic national imperative to provide for a burgeoning middle class whose needs are steadily outpacing the
country’s domestic supply resources.
Taking an Australian perspective, this paper examines China’s strategy of overseas direct investment as a means of securing the supply of
its mineral, energy and soft commodity resources.
A key aspect of the launch in 2001 of China’s 10th Five-Year Plan was the initiation of a ‘going out’ strategy. This envisioned China
becoming more economically involved in the international community and, more significantly, undertaking increased overseas direct
investment (ODI). Within a decade of the introduction of the strategy, China's previously negligible share of global exports had risen to
the top ranking.
The ‘going out’ strategy motivated Chinese state owned enterprises (SOEs) to actively pursue the acquisition of foreign assets and equity
interests, as opposed to merely trading in global commodities and raw materials. The strategy has not only led to a flow of investment
funds out of China, but has also raised the country’s profile as an investment destination. China is now the second largest recipient of
global foreign direct investment (FDI) flows, behind the US, and is ranked third behind the US and Japan in terms of global ODI flows.
It is evident that China’s ODI program reflects a strategic national interest. The OECD has predicted that, although China should remain
self-sufficient in key food crops such as rice and sugar, the country’s overall agricultural output is expected to progressively slow over
the coming decade. This reflects the combined effect of a rapidly growing and increasingly urbanised population and a decline in the
quality of the country’s arable land. Moreover, it already appears that China lacks the rural workforce required for modern complex largescale farming operations. Its rural sector has experienced a decline in the availability of skilled agricultural workers, due to the combined
impact of current land tenure policies and the higher wages on offer in urban areas.
China’s 11th Five-Year plan, implemented from 2006, paid particular attention to securing the country’s energy needs. This led to a
surge in Chinese investment in the global mining sector, with most of these investments made by SOEs. The pivotal role played by SOEs
in the implementation of China’s ODI strategy was highlighted in the country’s 12th Five-Year plan, which commenced in 2011. The
plan extended the ‘going out’ strategy by committing to a gradual increase in the international involvement of China’s commercial and
financial institutions.
Increased overseas activity by Chinese SOEs has attracted close scrutiny from the media and popular opinion in various investment
destination countries. This has been reflective of the view that SOE investment priorities are often assumed to have a political overtone.
Advocates of this view point out that, under Chinese company law, SOEs are administratively and financially controlled by an entity of the
state, and their respective operational frameworks are determined by the state-owned Assets Supervision and Administration Commission
(SASAC). There is nevertheless evidence to suggest that Chinese SOEs operating abroad show strong commercial motivations, similar to
those of multinational corporations based in developed countries.
China’s ODI strategy is an issue of national strategic importance for Australia, as China has become our most significant two-way trading
partner. More broadly, Australia’s stability and economic well-being has become increasingly intertwined with those of our Asian
neighbours. Interestingly, although Australia ranks as the primary destination for Chinese ODI, data from the Foreign Investment Review
Board (FIRB) shows that countries such as the US, the UK and Japan rank well ahead of China in terms of the volume of direct investment
made in Australia.
Chinese direct investment in Australia has increased steadily over most of the past decade. In terms of industry destinations, a pattern
of investment diversification has emerged over time. Within the universe of deals valued in excess of US$100 million, the steel and
aluminium industries appeared to be preferred over the period from 2005 to 2009. Starting in 2007, the energy sector moved increasingly
into focus, with the agriculture sector more recently following suit.
The implementation of China’s ‘going out’ policy has prompted its SOEs to move beyond a largely trade-oriented overseas presence,
towards a role where they increasingly assume the role of an active equity investor. In turn, this has led to China, and its SOEs, developing
ever-deepening international linkages.
Although these links have prompted concerns about the increasing prevalence and potentially political nature of China’s SOEs, they
nevertheless demonstrate the increasing significance of China on the world stage. Moreover, international predictions regarding global
food security and China’s changing balance of domestic demand and supply make it clear that the country’s significance as a global
foreign investor, and recipient of global soft commodities, will continue to rise.
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Sovereign Wealth Funds: The ‘Good Guy’ Investment Actors?
Megan Bowman, George Gilligan, Justin O’Brien
UNSW Australia
Sovereign wealth funds (SWFs) have been portrayed in certain quarters as potentially negative influences, or ‘bad guys’, in the global
financial markets. This has been reflective of perceptions related to their supposed political, as opposed to commercial, intentions and
influence.
This article considers the potential for SWFs to instead be more favourably perceived as ‘good guys’, by showing how they facilitate
economic development and contribute to the public good. In so doing, this article focuses on the role that SWFs might play in promoting
domestic investment and nation building in their home countries. It also reviews the progress made by SWFs towards improving their
standards and governance processes.
The form and function of sovereign wealth funds
Government mandated investment funds have existed since the 1950s. However, a uniform definition of SWFs remained elusive until
2008, when the Generally Agreed Principles and Practices (GAPP), also referred to as the Santiago Principles, defined them as governmentowned special purpose investment funds.
Broadly, SWFs are mandated to acquire ownership interests in industries that are strategically important to their countries of incorporation.
More specifically, their investment objectives typically involve insulating their home economies from the effects of commodity price
volatility, or accumulating savings to fund future public pension obligations or development objectives.
SWFs – potential promotion of the public good
SWFs entail dual roles for their controlling governments. On the one hand, the government plays the role of investor, while on the other
it plays the role of regulator. This duality is mirrored in the SWF itself, which functions as a facilitative economic mechanism and a tool for
social benefit.
The notion of social benefit, or the public good, generally comprises two aspects. First, all citizens have equal access in terms of
consumption of the good. Second, one person’s consumption of the good does not entail a cost to anyone else. However, in discussing
the concept of the public good as it relates to SWFs, this paper emphasises the notions of public investment and good governance.
Public good and private investment
SWFs typically have a long-term investment focus. As such, they are typically better resourced than other investors to withstand shortterm selling pressure. Therefore, they may help to maintain market liquidity during times of crisis. Accordingly, SWFs are ideally placed
to contribute to nation-building infrastructure projects at home and abroad. Moreover, such contributions may be written into their
investment mandates. Also, SWFs may contribute to social capital creation by means of specific guidelines incorporated into their
investment processes. Such guidelines may include environmental, ethical and governance considerations, and social licence policies
that promote domestic businesses.
It may be argued that mandated domestic or infrastructure investment by SWFs risks subversion of their investment discipline and profitmaximisation goals. However, counter arguments focus on the reduced need for taxation or foreign loans to fund such investments,
and the social capital that is generated by their creation. Opponents of mandated domestic investment also highlight the potential for
such projects to fall victim to corruption. However, despite ongoing concerns about corruption in certain jurisdictions, and the relative
legitimacy of certain political regimes, there is no widespread evidence of the investment decisions of SWFs being politically biased.
However, it is less clear whether domestic investment by SWFs will be more or less risky or effective than public investment in other forms.
Robust methodologies that accurately measure financial and social return performance have yet to be developed, but can be expected
to emerge over time.
Public good and governance
The establishment in 2008 of the Santiago Principles represented a significant international manifestation of the commitment by SWFs
to improving their standards of governance. The Santiago Principles are at the core of the International Forum of Sovereign Wealth Funds
(IFSWF), and revolve around the goals of trust, openness and legitimacy.
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Reports reveal differing levels of compliance with the Principles among IFSWF members. However, there are substantial variations in
cultural, political and developmental differences between IFSWF member nations. Moreover, although successive reports have shown
increasing compliance with the Santiago Principles, the self-reporting nature of the exercise leads to doubts as to their accuracy.
Accordingly, it is not surprising that aspiration, rather than full compliance, remains a significant reporting theme.
In terms of SWF operation and regulation, Norway’s Government Pension Fund Global (GPFG) is widely regarded as the gold standard.
The Council of Ethics (CEF) for the GPFG monitors the investment portfolio and makes recommendations to the Norwegian Ministry of
Finance about whether particular companies should be excluded. To ensure its independence, the CEF is appointed by the Norwegian
Government, and furthermore the Ministry of Finance is obliged to publicise all CEFF recommendations even if it disagrees with them.
The CEF recommendations are based on a range of considerations that include human rights, law of armed conflict, corruption and
environmental issues.
Historical and cultural perspectives
The discourse surrounding SWFs is permeated by contrasting historical and cultural perspectives. Accordingly, it appears inevitable that
geo-political considerations will continue to feature in debates over the operational and governance aspects of these funds. Unilateral
jurisdictional pressure for increased transparency from SWFs is unlikely to achieve success, and accordingly a market evolutionary
approach is more likely to prove effective in improving governance standards.
SWFs have become progressively more integrated into the international financial markets since the GFC. As they continue to grow, they
may become increasingly integral to the cross-border flow of investment capital, which would increase their potential to contribute to
the public good.
The willingness and capability of SWFs to play a more active role in domestic private investment remains unclear. However, if they do so,
their capacity to promote the public good will become more prominent, which, in turn, will bolster perceptions of them as ‘good guy’
investment actors.
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Market Discipline and Basel Pillar 3 Reporting
Jerry Parwada, UNSW Australia
Stefan Ruenzi, University of Mannheim, Germany
Sidharth Sahgal, UNSW Australia
This paper provides an insight for regulators and market participants into the sharemarket impact of application of the Basel Pillar 3 bank
risk reporting regime.
A marked difference is found to exist in the frequency of the bank risk reporting regime in Australia compared to Europe.
Furthermore, a significant difference is found to exist in the respective sharemarket responses to the risk reports of domestic and
European banks. In addition, particular measures of risk are found to have greater sharemarket significance than others.
The aim of the recommended regulatory framework of the Basel Committee on Banking Supervision (BCBS) is to promote convergence
in the regulation of capital measurement and standards for internationally active banks. The BCBS, or Basel, framework consists of the
following three elements, or Pillars:
(i)

Guidelines for the measurement of eligible regulatory capital and risk-weighted assets;

(ii)

Capital buffers for the interest-rate, credit and operational risks facing banks; and

(iii)	Disclosure requirements that facilitate the assessment of capital levels, risk exposures and risk management mechanisms.
The Basel framework is recommended, as opposed to obligatory, and therefore countries may choose to implement the regulations in a
manner that best fits their respective banking systems.
The study has two main goals:
(i)	To compare implementation of the Pillar 3 disclosure requirements across countries, in order to understand which regulations 		
appear to work best; and
(ii)	To examine whether the data contained in Pillar 3 reports serves as an effective mechanism for the maintenance of market 		
discipline.
At a broad level, Pillar 3 reports provide an insight into the asset quality and credit exposure of banks. Specifically, they contain details
regarding:
(i)	Tier 1 Capital – the cumulative total of equity capital, retained earnings and disclosed reserves;
(ii)	Tier 2 Capital – comprising undisclosed reserves, revaluation and general loan-loss reserves, hybrid debt capital instruments and
subordinated term debt;
(iii)

Risk-weighted assets – those that are assigned a pre-determined level of risk. This provides a common methodology to measure
the riskiness of bank assets;

(iv)	Total credit exposure – the actual exposure to particular customers, industries and regions;
(v)

Impaired assets – those that have experienced a loss event which will impact future cash flows;

(vi)

Past due – loans where repayments are more than 90 days past their due date.

The motivation behind Pillar 3 reporting is that adequate disclosure can reduce the level of information asymmetry between uninformed
and informed traders. Such an outcome serves to reduce the cost of capital in primary markets, and can assist in the valuation of similar
entities.
In the context of the banking sector, competitive considerations may underpin a reluctance to disclose information. However, it is argued
that increased information disclosure by banks mitigates the broader economic risks that arise in the event of their failure. These risks
include reduced output, higher unemployment, falling property prices and increased government debt.
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The data sample for this study comprises 130 banks with assets of at least US$100 billion, spread across 33 countries. Significantly, a
large disparity is evident in the frequency of Pillar 3 reporting in Europe compared to Australia. European banks generally produce one
report per year, and publish it well after the release of their annual report. In contrast, Australian banks typically produce quarterly Pillar
3 reports.
The greater frequency of the Australian Pillar 3 reporting regime evidently captures the attention of the sharemarket, as share prices
respond immediately following the publication of reports. In contrast, the share prices of European banks remain largely unmoved.
More specifically, Australian banks’ stock prices are found to react positively to an increase in Tier 2 capital, but negatively to increases
in impaired assets and total credit exposure. Interestingly, notwithstanding the stock price reaction to total credit exposure, a change in
risk-weighted assets is found to elicit little response, indicating that the market largely discounts this measure.
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Information Effects of the Basel Bank Capital and Risk Pillar 3 Disclosures on Equity Analyst
Research
Alexandra Niessen-Ruenzi, University of Mannheim, Germany
Jerry Parwada, UNSW Australia
Stefan Ruenzi, University of Mannheim, Germany
Traditionally, banks have reported their financial statements to the public, while publication of their regulatory filings has been restricted
to regulators.
The Basel Pillar 3 reporting regime puts banks’ capital and risk statements into the public domain, providing investors and depositors with
timely access to a more comprehensive body of financial information.
This study assesses the impact of this change on the banks’ financial information environment by examining how it has affected the
performance of equity analysts who cover bank stocks.
The Basel Committee on Banking Supervision's framework of capital measurement and capital standards requires banks to publicly
disclose regulatory information, referred to as ‘Pillar 3’ within the Basel II and Basel III frameworks.
Pillar 3 is about providing public access to banks’ regulatory data, which is complementary to the accounting-based information they have
traditionally provided. The Pillar 3 standards set minimum requirements for the public disclosure of information on banks’ risk profiles,
risk management, capital adequacy, capital instruments and remuneration practices. The aim of these requirements is to enhance the
transparency of financial markets and promote market discipline.
The introduction of Pillar 3 means that in countries that have adopted the standard, such as in Australia from November 2008, information
that would previously have been shared only between banks and regulators is now available to the financial markets.
It could be argued that, under the Basel Accord, Pillar 3 disclosure requirements are principally intended to support the market-enforced
discipline of providing insight into a bank's solvency and liquidity positions. Accordingly, the question arises as to how these disclosures
have shaped the broader information environment surrounding banks’ earnings and stock return prospects.
The study hypothesises that the information value of analyst research has been improved by the introduction of the Pillar 3 reporting
regime. It is argued that, prior to Pillar 3, analysts had limited ability to incorporate into their research capital and risk information that
was not in the public domain. Predicated on the validity of the hypothesis, the information value of analyst research should increase with
the adoption of Pillar 3 reporting. There should consequently be a heightened market reaction to the publication of analysts’ research,
reflecting the assumed greater accuracy of their predictions.
The study analyses the impact of Pillar 3 reporting on the information relevance of three distinct analyst outputs by way of fixedeffect regression analysis. Specifically, the information impact is measured by the stock price reaction to research reports, buy/sell
recommendations and forecast error.
For each output variable, fixed-effect regressions are applied to aggregated data from both the pre- and post-Pillar 3 periods. These
periods are respectively defined as the 47 months from 1 November 2004 to 31 October 2008, and the 47 months from 1 December 2008
to 30 November 2012. The analysis includes variables specifically related to Pillar 3, and others that relate to factors external to the Pillar
3 regime. Fixed-effect regressions facilitate a separation of the effects of Pillar 3 reporting from the impact of time variation in analysts’
performance, and from characteristics related to particular banks or research organisations.
To specifically answer the question of whether the overall information value of equity research analysts has changed in the wake of Pillar
3, absolute abnormal price reactions to research output are examined. For example, for analyst recommendations, the study facilitates an
estimation of the overall information value of recommendations both before and after the commencement of Pillar 3 reporting. Higher
(lower) absolute price reactions imply that, on average, investors learn more (less) from recommendations, regardless of the implied
optimistic or pessimistic tenor of the recommendation.
The study finds that capital and risk reporting to the market under Pillar 3 of the Basel II and Basel III accords enhances the informational
advantage of bank equity analysts. After the commencement of Pillar 3 reporting in Australia, equity research analysts seem to have
gained access to value-relevant information that was hitherto only the preserve of banks and regulators. As a result, it is found that the
effect of analyst recommendations on stock prices has become more pronounced. Despite some evidence that the information content
of earnings forecasts diminishes in the Pillar 3 reporting period, forecast accuracy itself is found to improve.
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On balance, the study concludes that the information value of equity analysts’ output improves in regard to recommendations and
forecast accuracy. Consequently, the study shows that regulators are justified in espousing the market discipline principles of the Bank
for International Settlements’ Basel II and Basel III accords.
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The Impact of Pillar 3 Disclosures on Asymmetric Information and Liquidity in Bank Stocks
Kathryn Lau, UNSW Australia
Jerry Parwada, UNSW Australia
Stefan Ruenzi, University of Mannheim, Germany
Under the Basel II and Basel III Accords, Pillar 3 reporting requires national banking regulators to compel banks to provide investors with
detailed information and data about the banks’ risk management practices. These disclosures must be updated quarterly, semi-annually
or annually, depending on the respective national regulator’s guidelines.
The disclosures encourage market discipline by allowing market participants to assess key pieces of information on the scope of banks’
risk exposures and risk assessment processes. Hence they enable investors to gain a greater insight into the capital adequacy of banks.
Effectively, Pillar 3 reporting makes available to the public bank risk information that was formerly only exchanged between banks and
regulators.
The creation of these disclosure requirements is one of the most significant innovations under the Basel system of regulating banks.
This paper examines the question of whether the Pillar 3 reporting regime provides investors with meaningful information they did not
already have, and whether it improves the information environment of bank stocks.
From a theoretical perspective, it is unclear whether additional disclosures about banks’ risk exposures reduce or increase financial
market uncertainty and economic efficiency. On the one hand, for market discipline induced by such disclosures to be effective, market
participants need to monitor and influence the risk-taking behaviour of financial institutions.
The literature makes two distinctions in respect of market discipline:
(i)	Direct market discipline refers to the influence that market participants exercise directly on the behaviour of a financial institution;
(ii)

Indirect market discipline refers to supervisory intervention triggered by signals that emanate from the market.

In each of these two instances, market discipline works through price adjustments to the cost of debt or equity, and consequently the
willingness of investors to supply funds to a bank. In turn, this provides a potential trigger for supervisory attention.
If the substantive disclosures required under Pillar 3 provide useful information, bid-ask spreads should narrow in respect of banks for
which the market did not previously have access to regulatory information, and for which the new guidelines close the information gap.
However on the other hand, increasing transparency through Pillar 3 disclosures may reduce bank stock liquidity, which would represent
a negative welfare outcome.
In order to evaluate the effect of Pillar 3 disclosures on the information environment, this study examines changes in bid-ask spreads at
the time the disclosure regime became effective in Australia, Canada, India, Singapore, South Africa and the United Kingdom.
Bid-ask spreads are a common proxy for information asymmetries. The idea is that because informed parties only buy (sell) when the
stock is under (over)-priced, market makers face an adverse selection problem. As information asymmetries increase, spreads widen
as market makers attempt to prevent losses to informed investors, and to recoup losses by profiting more in trades with uninformed
investors.
The study sample of banks is based on markets whose national regulators had adopted Basel II Pillar 3 reporting by the end of 2012. The
presence of several countries in the sample also adds potentially useful heterogeneity for the purpose of interpreting the results of this
analysis.
Disclosure might be especially valuable in countries where bank stocks are subject to more severe information asymmetries, that is where
investors have little information beyond that which is conveyed directly by the banks themselves. It is nevertheless acknowledged that
banks in such countries might be likely to disclose information even in the absence of a compulsory requirement.
The study finds that, except for Singapore and South Africa, there is an average reduction of 19% in time-weighted bid-ask spreads
(TWBAS) after the implementation of Pillar 3 reporting. This reflects a highly significant decrease in information asymmetry and
corresponding improvement in the liquidity of bank stocks as a result of the introduction of this enhancement to market discipline.
In the case of Singapore, an increase of 2% in TWBAS is found to follow the implementation of Pillar 3 reporting. In South Africa, TWBAS
is also found to increase although the magnitude of the gain is far greater, ranging from 18% to 24%.
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The commencement of Pillar 3 reporting coincided with a variety of financial market conditions in the surveyed countries. In Australia,
the market for financial stocks was in a downward trend, while in Canada, a rebound was underway. India, whose banks’ initiation of
Pillar 3 disclosures is spread over a protracted period, from early 2008 to early 2011, offers a variety of market conditions in its own right.
Elsewhere, Singapore and South Africa were in bull markets, perhaps explaining their unique findings, while the UK was nearing the end
of a long bear run when Pillar 3 reporting commenced there.
Although the study deals specifically with the banking industry, it complements the literature on corporate disclosure in general.
Mandatory disclosure remains a key point of focus for regulators because, in the words of senior officials of the US Securities and
Exchange Commission (SEC), it “improves liquidity, reduces capital costs and makes fair market prices possible”.
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The Effects of Ratings-Contingent Regulation on International Bank Lending Behaviour:
Evidence from the Basel II Accord
Iftekhar Hasan, Fordham University, United States
Suk-Joong Kim, University of Sydney
Eliza Wu, University of Sydney
The 2008 global financial crisis (GFC) highlighted inadequacies in the existing financial regulatory architecture. Moreover, it showed
a need to better understand the effects of a ratings-contingent regulatory environment on global banks’ lending behaviour, amid a
growing use of credit ratings in the determination of regulatory policy.
Specifically, credit ratings have been used to determine minimum capital requirements for banks under the Standardised Approach to
Credit Risk under the Basel II Accord. Thus, it is insightful to examine the effects of regulatory reforms with regard to the assessment of
minimum bank capital requirements.
Credit rating agencies (CRAs) play a crucial role within the international financial system, due to a widespread reliance on their credit
ratings for regulatory purposes. Moreover, the role of CRAs in financial regulatory frameworks has expanded in recent decades, particularly
as a result of an international agreement initiated by the G-10 countries to assess the riskiness of bank lending portfolios in order to
determine capital requirements. This formed the basis of the Basel II Accord, which sought to better align regulatory capital standards
with the actual risks taken by banks.
This study investigates the effects of credit ratings-contingent financial regulation on bank lending behaviour. Specifically, it examines
the sensitivity of international bank lending flows to changes in the sovereign credit ratings of debtor countries before and after the
implementation of the Basel II risk-based capital regulatory rules.
Ratings-contingent regulation is significant in that it has potentially created a perverse incentive for banks to make correlated asset
choices, and thus limit their equity capital holdings. Specifically, this regulation may have induced banks to over-weight their lending
portfolios towards low-risk sovereign borrowers for regulatory capital charge purposes.
In the lead up to the GFC, European banks were found to have engaged in regulatory arbitrage by borrowing in the wholesale short-term
funding markets to fund purchases of higher yielding sovereign bonds issued by the governments of Greece, Italy, Ireland, Portugal and
Spain.
The study’s dataset covers bilateral flows from the major creditor banking systems to borrowers in 77 recipient countries over the period
from the fourth quarter of 1999 to the second quarter of 2013. Specifically, the study investigates four key questions:
(i)

Whether sovereign credit rating revisions have become more important since the implementation of the Basel II capital rules;

(ii)

Whether the introduction of risk-weighting guidelines for minimum capital measurement under Basel II has increased the 		
sensitivity of international bank lending flows to recipient countries’ sovereign credit rating changes;

(iii)

Whether international bank lending flows to sectors in which risk weights are explicitly based on sovereign credit ratings are 		
relatively more sensitive to sovereign credit rating changes than other sectors; and

(iv)

Whether increasing international bank lending flows induced by Basel II risk-weighted capital rules have influenced market views
on debtor countries’ sovereign credit risks.

The study finds that the influence of sovereign credit ratings has increased for all borrowing countries since the implementation, by
way of Basel II, of regulatory capital charges based on credit ratings for assessing credit risk. Risk weighting changes that are mapped to
sovereign credit rating revisions now exert a more significant effect on international lending decisions by global banks, consistent with
creditor banks responding to amended regulatory capital rules.
The study also finds evidence to indicate that the practice of increasing lending to investment grade sovereign borrowers when they
present a risk weight reduction has increased recipient countries’ sovereign risk levels. This indicates an increased awareness within the
advanced economies of the risks associated with bailouts. Furthermore, in the post Basel II period, bank lending flows to banking sector
borrowers in investment grade borrower countries appear to be more sensitive to sovereign rating changes.
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These results are significant in the context of the Basel III rules, which require increased capital provisions in respect of risk-weighted
assets, and place an increased emphasis on banks’ capital adequacy in times of financial crises. The link between bank lending decisions
and risk-weight changes will become even more important under Basel III, due to an increase in the minimum risk-based capital ratio and
narrower definitions of regulatory capital. Although references to credit ratings have been discouraged in some creditor countries, such
as the US, for the majority of other countries there will be a continued reliance on the use of external credit ratings as measures of credit
risk for the purpose of calculating risk-weights in determining minimum regulatory capital requirements.
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Banks Non-interest Income and Global Financial Stability
Robert Engle, New York University
Fariborz Moshirian, UNSW Australia
Sidharth Sahgal, UNSW Australia
Bohui Zhang, UNSW Australia
Over the last 15 years, banks have broadened their sphere of business. Having previously focused largely on lending, they have become
major traders of debt instruments.
In the wake of the global financial crisis (GFC) of 2008, there has been increased regulatory scrutiny of banks. There have also been calls
for them to separate their trading and deposit-taking functions, with a view to lowering their overall risk profiles. However, it is open to
question as to whether this has occurred.
Over the last 15 years, banks have increasingly looked beyond interest income for sources of revenue.
This paper examines whether the market environment in which banks operate can explain the cross-country variation evident in the
extent to which banks choose to diversify their revenue sources.
The move by banks to venture into trading of debt instruments has been cited as a primary cause of the global financial crisis (GFC). This
has prompted increased regulatory scrutiny of banks. Specifically, it has led to calls for banks to separate their deposit-taking divisions,
which are regarded as relatively low-risk, from investment banking and trading, which are regarded as higher-risk areas of operation.
A general trend towards requiring banks to reduce the risk associated with their operations has prompted legislative and policy measures
in the US, the UK, and Europe, which may limit the proprietary trading activities of large banks. These proposals reflect the underlying
assumption that non-core business increases the systemic risk of banks.
To gain a greater insight into the relation between non-core business activities and systemic risk, this paper investigates the motivation
underlying particular business investments, and how different business activities impact banks’ income streams.
The paper examines market structure in terms of the degree of market concentration. Individual markets are divided into two broad
groups, depending on whether they exhibit a high or low degree of concentration. In a general sense, heightened competition serves
to raise banks’ risk profiles, because banks typically respond to increased competition in their core lending markets by diversifying their
business operations to incorporate more non-interest activities. Furthermore, greater competition increases the likelihood of bankers
making lower-quality loans to increase potential profits.
In addition, the paper investigates the extent to which concentration leads to variability in banks’ non-interest income, and the extent to
which varying degrees of competition impact the stability, or systemic risk, of the overall banking system. For the purposes of the study,
systemic risk is regarded as the risk of a crisis that weakens the intermediation capacity of the overall financial sector.
Non-interest income may be used to reduce the volatility of a bank’s income and improve its profitability, or to take on riskier business
with a view to boosting shareholder returns. The study shows that where banks do not have monopoly pricing power in setting lending
rates, they tend to pursue non-interest income opportunities with a view to boosting their return on equity rather than reducing their
revenue volatility.
Based on an analysis that measures countries based on the concentration of their banking systems, the study finds that regulations
limiting non-interest income may not necessarily reduce the level of systemic risk for all banks.
The study shows that the relationship between bank diversification and systemic risk is not homogenous. Furthermore, the degree of
market concentration appears to influence the specific types of non-interest income activities banks choose, and the extent of their
commitments to these activities.
From a regulatory policy perspective, the study results reveal a particularly significant finding for high-concentration markets such as
Australia. Specifically, it is found that an increase in non-lending activities would contribute to a reduction in systemic risk for Australian
banks. This finding makes intuitive sense from the point of view of diversification. In a concentrated banking market, such as ours, it
stands to reason that the impact of any weakness within in a particular market segment, or within a particular lender, will soon be felt
elsewhere in the market. Alternatively, if lenders expand into other areas where their competitors have less of a market presence, the
potential for an overlap of their respective activities correspondingly declines.
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In countries where the degree of bank sector concentration is lower, non-interest income activities may produce an incremental
benefit to shareholder returns, reflecting higher profit margins that may be on offer in these areas. However, unlike high-concentration
markets, expansion beyond traditional lending activities may not necessarily lead to a reduction in risk. In contrast, the risk profile of the
organisation may in fact increase.
The study demonstrates that the effect of non-interest income on systemic risk is complex. Specifically, non-interest income can have a
legitimate place in reducing the systemic risk of a bank, as long as the focus of non-interest income is to reduce the volatility of income
rather than solely to increase shareholder returns.
In addition, the study shows how market concentration impacts the individual business models adopted by banks. In particular, banks
increasingly favour business activities that target a high return on equity when faced with increased competition. This builds on the
literature which shows that banks increase their risk-taking in competitive banking systems.
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Aspects of Regional Financial Stability: A Policy Approach
Robert Engle, New York University
Fariborz Moshirian, UNSW Australia
Bohui Zhang, UNSW Australia
Asian banks navigated the 2008 global financial crisis (GFC) relatively successfully. Nevertheless, the sovereign debt crisis in Europe,
and the consequent withdrawal of funds from the Asian markets, highlighted the importance of resilient regional and national financial
markets in Asia.
This paper analyses the examination of risk management strategies and its relevance to the goal of promoting greater regional financial
stability, particularly in Asia.
The global financial crisis (GFC) of 2008 demonstrated that macro-economic stability and micro-prudential regulation were insufficient to
secure overall financial stability. A key shortcoming of the financial regulation regime in place before the crisis was the failure to identify
and address systemic risks. These ultimately led to a significant downturn in real economic activity.
The insights gained from the GFC have underpinned worldwide efforts to bolster the global financial system. Under the aegis of the
Group of Twenty leading nations (G20), the Financial Stability Board (FSB) was established in 2009. The FSB is an international body
that coordinates international standard-setters and policymakers, with the aim of formulating proposals that promote global financial
stability.
The challenge facing the international finance community is how policy proposals associated with macro-prudential tools developed by
major international institutions might be implemented. An associated requirement is the development of macro-prudential frameworks
to complement what has traditionally been a micro-prudential approach to regulation.
Reflecting the increasing interdependence of the global financial system, regional financial stability is increasingly recognised as
important in underpinning sustained economic and financial prosperity. In Asia, the region’s capital markets have become more resilient
since the GFC, yet global forces remain a significant influence on their development. Accordingly, formulating an assessment of the likely
impact of proposed macro-prudential policies is one of the key challenges facing policymakers in this region.
Financial institutions whose market presence is sufficient to impact the wider global financial system are defined by the FSB as global
systemically important financial institutions (G-SIFIs). Similarly, the Basel Committee on Banking Supervision has identified banks
that, although not G-SIFIs, are nevertheless significant entities within their home markets. These are defined as domestic systemically
important banks (D-SIBs).
Identifying G-SIFIs and D-SIBs is a precursor to the development of policies to forestall potential shocks to the global financial system. The
G-SIFI policy framework explicitly prevents banks from taking on excessive levels of risk by stipulating capital adequacy requirements
that go beyond those set out in the package of reform measures contained in the FSB’s Basel III framework. Boosting G-SIFIs’ capital
buffers clearly enhances their ability to withstand the impact of any financial shock. In the case of global banks, such buffers would
correspondingly increase their ability to manage any large scale depositor withdrawals, and so reduce the likelihood of contagion.
Similarly, the D-SIB framework imposes additional supervision and capital requirements on domestic institutions that sit outside the
G-SIFI framework.
The FSB states that macro-prudential policy has three defining characteristics:
(i)	An objective to limit systemic risk. This is defined by the FSB as “the risk of widespread disruptions to the provision of financial 		
services that have serious consequences for the economy at large”.
(ii)	A focus on ensuring the stability of the financial system as a whole, as opposed to solely the individual system components.
(iii)	The use of prudential tools designed to address systemic risk.
These three characteristics provide a clear conceptual framework for macro-prudential policy. However, difficulties arise in translating this
framework into practical policies. In particular, the supervisory oversight of regional and national banking systems, and the strengthening
of regional financial stability represent the key challenges presently confronting Asian policymakers.
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To measure systemic risk, this paper utilises the SRISK methodology, which measures a bank’s capital adequacy in the context of its
liabilities. This methodology shows that, as equity values progressively decline relative to outstanding debt during a crisis, the degree of
banks’ leverage correspondingly increases as they become financially distressed. Applying the SRISK ranking methodology in the three
largest Asian countries, namely China, India, and Japan, the paper finds that only 4 of the world’s largest 29 G-SIFIs are located in this
region.
It is nevertheless important that any discussion of systemic risk in Asia recognises the increasingly prominent role of shadow banking
in the region. This is particularly relevant in China, where previous studies have identified the comparatively stringent nature of policies
related to interest rates, reserve requirements, and credit quotas for banks as factors that have contributed to the popularity of nonmainstream funding markets.
The extent of the growth in non-mainstream funding sources has reached a stage where it can no longer be regarded as peripheral to
China’s overall financial system. In fact, the scale of the country’s shadow banking sector is such that if it were to experience a shock, the
ramifications would promptly spread throughout the rest of the economy and around the world.
Reflecting the already significant, and growing, systemic importance of the non-mainstream sector, the FSB and the Bank for International
Settlements are calling for greater operational oversight of non-mainstream funding providers. Specifically, they advocate the provision
of relevant firm-level data to regulators. However, before this can be done, a decision must be made as to which statutory body will
assume regulatory responsibility for these entities. The Chinese Banking Regulatory Commission (CBRC) presently oversees the country’s
banks, trust companies and certain non-bank institutions. However, there are many other non-mainstream institutions that do not
appear to fall within the ambit of the existing regulatory framework.
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Developing and Implementing AML/CFT Measures Using a Risk-Based Approach for New
Payments, Products and Services
Louise Malady, UNSW Australia
Ross Buckley, UNSW Australia
Douglas Arner, University of Hong Kong
The use of new payment methods by people who previously had limited or no access to banking services bodes well for greater financial
inclusion, and consequently improved standards of living in developing countries.
It is important that new payment methods that enhance financial inclusion are not weighed down by overly burdensome regulation as
a result of financial integrity concerns.
The Financial Action Taskforce (FATF), the global standards setting body for Anti-Money Laundering (AML) and Countering the Financing
of Terrorism (CFT), continues to work toward the objective of aligning financial integrity and financial inclusion objectives. To this end,
FATF encourages countries and institutions to adopt proportionate regulations for AML and CFT purposes by providing greater clarity
and understanding on the use of a risk-based approach to implementing AML and CFT measures for new payment methods.
Developing and implementing Anti-Money Laundering (AML) and Countering the Financing of Terrorism (CFT) measures using a riskbased approach (RBA) for new payment methods is still in the development phase.
This paper provides assistance to regulators in understanding and using the RBA of the Financial Action Taskforce (FATF) for new payment
methods.
In recent years, a number of international efforts have focussed on assisting developing countries in pursuing the financial goals of
inclusion and integrity, and to see these goals as complementary. The assistance efforts seek to avoid financial integrity regulatory
measures being unduly burdensome on the end-users of financial services, so as to promote greater financial inclusion. Without such
efforts, the expansion of financial inclusion may stall, and those who are financially excluded may remain so.
International cooperation will continue to shape the guidelines and international standards for AML and CFT programs. In response to
the G20 Principles for Innovative Financial Inclusion, issued in 2010, FATF, in conjunction with the World Bank and the Asia-Pacific Group
on Money Laundering, in 2011 issued a paper titled Guidance on Anti-Money Laundering and Terrorist Financing Measures and Financial
Inclusion. This paper supports countries and institutions in designing AML and CFT measures to comply with the FATF standards on
combatting money laundering and the financing of terrorism, and incorporates the concept of the dual financial goals of inclusion and
integrity.
The 2011 FATF paper was updated in 2013 to incorporate the amended FATF recommendations, which were revised in 2012 to emphasise
the use of an RBA as the underlying principle for AML and CFT systems.
The 2013 guidance paper assists regulators and institutions to make better judgements as to the level of consumer due diligence
(CDD) required to mitigate money laundering (ML) and terrorist financing (TF) risks, and to comply with international standards. It does
this by emphasising the importance of conducting risk assessments and applying risk mitigation processes during the design phase
of new payment methods, and not just retrospectively. It also emphasises the importance of avoiding a ‘one-size-fits-all’ approach to
implementing AML and CFT measures.
Regulators need to encourage institutions to use an RBA, and to not be unnecessarily conservative in their interpretation of AML and CFT
regulations. A conservative interpretation of these regulations will impede the development of new systems to facilitate payments, and
thus compromise the continued expansion of financial inclusion.
However, an RBA should not be perceived as a panacea for all ML and TF risks. Moreover, it may have unintended consequences in
creating new forms of these types of risks, and may possibly dampen innovation.
The process of applying an RBA to AML and CFT measures is still in the development phase. Accordingly, several issues need to be kept
in mind. These include:
(i)	Acknowledging and managing the ML and TF risks that remain as a result of financial exclusion;
(ii)

Remaining cognisant of the unintended consequences of using a RBA when implementing AML and CFT measures; and

(iii)	The risk of possibly dampening innovation when using an RBA.
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The FATF paper can nevertheless better equip regulators to identify institutions that are being unnecessarily conservative in interpreting
international standards. Accordingly, it largely meets calls for guidance and further examples of how to implement the FATF regulations
responsively and proportionally.
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Building Consumer Demand for Digital Financial Services – The New Regulatory Frontier
Ross Buckley, Louise Malady
UNSW Australia
Financial inclusion is an important mechanism for alleviating poverty and promoting economic development in emerging nations.
However, greater financial inclusion involves encouraging the provision of services to potential customers who may offer little in the way
of immediate opportunities for profit for providers. In this environment, market forces alone cannot be expected to deliver profitable
products that match end-users’ needs and wants.
Regulators concerned with financial inclusion need to help minimise the gap between what market forces would otherwise provide, and
what end-users need, want, and can afford.
Historically, financial regulators were concerned solely with maintaining the integrity of the financial system. The promotion of financial
inclusion represents a new and different role for financial regulators. It requires them to focus not only on financial sector supervision,
but on broader economic growth and social policy objectives. The dual nature of this role, which necessitates a change of mind-set, has
been referred to as ‘the two sides to the financial inclusion coin’.
To promote financial inclusion, this paper, which has been funded by the Centre for International Finance and Regulation (CIFR),
recommends financial regulators look not only at the design of regulatory frameworks, but also at building consumer demand for Digital
Financial Services (DFS).
In this paper, DFS refers to a range of financial services accessible via digital remote access, including e-money or mobile money. DFS
contrasts with traditional financial services that are accessed through physical means, such as visiting a bank.
Consumer demand is one of several components of a successful DFS system. This paper focuses on the role of regulators in understanding
and building consumer demand for innovative financial products that improve financial inclusion.
If service providers take the approach of ‘build it and they will come’, and regulators respond solely by devising risk-based regulations,
the result may be low product uptake and limited success. This is because the offering may not necessarily match what consumers need
and want.
To develop a successful DFS offering, it is necessary to look beyond availability, accessibility and affordability. Product developers must
ensure their offerings meet consumer demand to the extent that usage is likely to increase. This is conducive to product sustainability.
Aligned with this, developers should not assume that new product education programs will automatically create consumer demand.
Instead, developers need to acquire a more detailed understanding of particular features and functionality that their intended end-users
regard as important.
Clearly, consumer demand is critical in determining whether the requisite scale for product profitability will be achieved.
This paper contends that financial regulators can increase their focus on understanding and building consumer demand for DFS,
specifically by:
(i)	Understanding the financial desires of those for whom banking services are presently either non-existent or inadequate; and
(ii)

Facilitating processes that can build demand for financially inclusive products and services.

Regulators who first understand consumer demand are better placed to appreciate which market developments need to be encouraged
or facilitated through policy and regulatory initiatives.
Regulators can assess a DFS product’s potential for promoting financial inclusion by considering the extent to which it takes account
of the local context and the strength of its customer value proposition. Emphasising these two aspects in a DFS initiative increases the
likelihood of providers delivering a customer solution that is useful and relevant for the target market.
It stands to reason that any new offering must be evaluated in the context of what customers are currently receiving. Only then can a
reasonable assessment be made of what might or might not be successful.
With regard to the customer value proposition, developers need to understand consumers’ aspirations and preferences. This will be
integral in assessing the likely market response to any new offering.
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Regulators can encourage the development of successful and sustainable DFS initiatives by encouraging, and being a part of, efforts to
build consumer demand. Specifically, by taking an approach that encourages service providers to explore and test service initiatives,
regulators can shorten and smooth the path from concept to product launch. An area where this type of regulatory approach can be
particularly effective is the facilitation of electronic cash payments using mobile money. Promoting financial literacy and developing
open and interconnected payments infrastructure are two further areas where regulators can influence consumer demand.
Possibly the greatest contribution that regulators can make is the facilitation of demand-boosting partnerships. Such collaborative
efforts help to enhance product and service offerings, which in turn strengthens the broader financial system.
Partnerships between non-banks and banks within the DFS arena are beneficial on a number of fronts:
(i)

Partnerships can help address regulatory concerns. For example, the pool of funds held by a non-bank may be reduced if end-		
users transfer funds into prudentially regulated deposit accounts at a bank as a result of a partnership between the bank and a
mobile money provider. Also, partnerships can facilitate deeper product offerings that go beyond bill payments and remittance
activities to encompass broader services such as credit and insurance.

(ii)

From a bank’s perspective, partnering with non-traditional competitors can provide an opportunity to tap into innovative digital
solutions that may otherwise be beyond their capability. Similarly, from a non-bank’s perspective, working with a bank enables
them to draw on the resources of the bank’s governance and operations models.

Notwithstanding their potential benefits, partnerships between non-banks and banks give rise to potential risks that regulators need to
consider as part of their approval process for these structures. These risks may be divided according to whether they relate to collaboration
or to the consumer.
Collaboration risks refer to the challenges regulators face in determining whether proposed structuring arrangements sufficiently clarify
each party’s responsibilities, and whether they adequately address governance considerations.
Consumer risks grow as the range of product offers available via mobile phone or other digital device expands. It is important that these
risks are prevented, or at least minimised, before consumer protection problems arise that might negatively affect users’ trust in a new
DFS. Without consumer trust, the uptake and usage of new DFS products will almost inevitably be compromised.
This research paper has taken a first step in providing guidance for regulators in responding to risks and regulatory challenges arising
from proposed partnerships in DFS.
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Using Trusts to Protect Mobile Money Customers
Ross Buckley, Louise Malady
UNSW Australia
In the absence of specific legislation, trusts can be used in common law legal systems to protect customers of e-money services. A
mobile money customer can be a trust beneficiary able to enforce their rights against the Provider because the trust recognises that the
customer has legal interest in the funds.
Mobile Money (MM), also known as e-money, is a type of electronic stored value instrument issued on receipt of funds. It may be accepted
as a means of payment by parties other than the issuer and is convertible back into cash. E-money is experiencing rapid growth around
the world, with almost 30 million active users performing 224.2 million e-money transactions totalling $4.6 billion in 2012 alone. E-money
has the potential to provide financial services to those who currently cannot access them, through the use of existing avenues such as
mobile phones, and also through retail agents. Improved access to financial services promotes financial inclusion.
However, the use of e-money to extend financial services to unbanked communities must be balanced with adequate customer
protection, especially as people who have not previously had access to banks have typically had little financial experience and are
therefore vulnerable to mistreatment. This article explores, in particular, how to protect customers’ funds.
The ‘Providers’ of e-money are usually non-bank institutions, which renders prudential regulation largely inapplicable. An alternative is to
use trust law to protect consumers’ funds.
A trust is a legal relationship whereby a person grants legal title in property to a trustee. The trustee holds the trust property on behalf of
the beneficiary, who has a beneficial interest in the property.
A trust arrangement can potentially redress issues of insolvency, illiquidity and operational risk: Insolvency
Insolvency is an issue because, once transferred, the customer’s funds fall under the legal ownership of the Provider. This means the
customer’s funds can be used to repay debts to creditors of the Provider if they become insolvent. Trust law can redress this situation by
establishing a trustee and beneficiary relationship between the Provider and the customer so as to effect fund isolation and protect the
customer’s funds from the potential insolvency of the Provider.
Illiquidity
Providers may use a customer’s funds for their own purposes, such as the payment of operating expenses. This creates an issue if the
customer seeks to cash in their e-money and the Provider is not able to provide that amount in cash. Specific clauses in the trust deed
can create rules surrounding liquidity, as well as restrict the uses of customer funds. For example, the Provider may be prohibited from
using customer funds to finance their own business expenses. Diversification is a further means of assisting in the safeguarding of funds.
Obliging a Provider to hold trust assets in multiple banks would reduce the risk of total loss to the customer in the event of the insolvency
of a particular bank.
Operational Risks
Operational risks can include fraud, theft, misuse or poor administration of the customer’s funds. The trust deed can include specific
clauses creating trustee duties relating to the auditing and monitoring of trust accounts.
Ultimately, most fund safeguarding rules can be contained in the trust deed, provided it is adequately drafted.
The article also considers the appointment of a regulator to take a more active approach to regulating these trusts, especially where
customers are particularly vulnerable to mistreatment and lack the knowledge to enforce their rights. The article discusses in detail
the issues arising out of the role of the regulator as a protector, and whether such a role would also be regarded as having fiduciary
implications for the customer. The article proposes the trust deed should list the powers of the regulator to ensure the trust account is
operated in the interests of customers. It also proposes that regulators and banks work together to monitor the trust fund for indications
of theft, fraud or mismanagement of funds.
The article also recognises that in practice it is important that trust deeds are made with the particular jurisdictions in which they are
intended to operate in mind. Regulators need a clearly defined scope of authority that will allow them to be effective in that particular
jurisdiction. It also recommends a holistic approach towards drafting the trust deed, including consultation between regulators, Providers
and banks and that the rules and burden on Providers should be in proportion to the risks to customers’ funds and be flexible enough to
meet new challenges in the future.
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Pacific Injustice and Instability: Bank Account Closures of Australian Money Transfer Operators
Ross P Buckley, UNSW Australia
Ken C Ooi, Centre for International Finance and Regulation Intern
Remittances from Australia to the Pacific Islands play a significant role in encouraging economic development and stability in the
region. Money transfer operators promote financial inclusion and provide an important service by facilitating these remittances. Despite
providing such a valuable service, an alarming trend is developing in Australia of banks closing the accounts of money transfer operators.
These account closures create real problems for the remittance industry, Australia and the Asia Pacific region.
In Australia, and in most other developed countries, international funds transfers are typically processed by banks. It follows that both
senders and receivers of funds need to hold a bank account.
However, the fees that banks charge for transfer services tend to make the cost of sending modest sums prohibitive. This represents a
particular problem for the many small transfers that are made to the lesser developed countries in our region.
The people of the Pacific Islands are typically under-serviced by the banking sector, such that many do not have bank accounts. The
combination of a lack of bank access and high transfer costs place international funds transfers via banks beyond the reach of many of
the people in the region.
Money transfer operators (MTOs) instead fulfil this role by facilitating the transfer of small sums relatively cheaply, swiftly, and without
the need of a bank account. Across the Islands, this fosters financial inclusion, which may be defined as the delivery of financial services
at an affordable cost to all sections of society.
Money transfer services are vital for Pacific Island Countries
Poverty in the Pacific Island Countries (PICs) is a significant and growing problem. It has arisen due to strong rates of population growth
and urban migration, and a growing inequality of wealth within an environment of prolonged economic underperformance.
A lack of domestic opportunities has prompted the extensive migration of workers from the PICs to, among others, Australia, New
Zealand, and the United States.
Migrant workers typically retain strong ties with their communities, and tend to send home regular financial contributions. Although
these individual remittances are generally modest in size, the aggregate amount of remittance receipts comprises up to a quarter of the
gross domestic product (GDP) of some PICs.
The PICs are typically geographically isolated, small in size, and highly vulnerable to natural disasters. Disasters such as hurricanes can
have major economic consequences, which correspondingly increases the importance to the community of remittances received from
members working abroad. More broadly, remittance inflows play a key role as an economic stabiliser within the region.
Closure of money transfer operators’ bank accounts in Australia
There is anecdotal evidence that suggests Australian banks are closing the accounts of MTOs in Australia and the PICs, and refusing them
access to banking services.
Regulation – a reason for MTO account closures?
A review of the current anti-money laundering (AML) and counter-terrorist financing (CTF) regulatory framework in Australia provides an
insight into the extent to which MTO account closures have been prompted by regulation. This framework comprises domestic legislation
that is based on multilateral agreements and recommendations from international bodies, reflecting the global scope of these issues.
Australian AML and CTF legislation imposes, among others, the following customer-related obligations on banks providing money
transfer services:
(i)	The identity of the customer must be verified, as well as that of the person receiving beneficial ownership of the transferred funds.
(ii)	The customer due diligence process must be ongoing.
(iii)	A reporting mechanism must be in place for suspicious matters.
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The banks’ regulatory obligations require them to finely balance opposing interests. On the one hand, an overly stringent application of
risk controls can detract from the ability to do business. However, on the other hand, several leading global banks have found out to their
cost that an insufficient regard for risk can result in heavy fines and severe reputational damage.
The stringent compliance regime faced by banks when providing money transfer services necessarily entails substantial cost. Given the
comparatively modest margins available within the MTO sector, it would appear that the rewards available to the banks from pursuing
this business are outweighed by the associated costs and potential risks.
Less financial inclusion – an unintended consequence of service withdrawal
The decision by Australian banks to scale back their MTO activities has reduced the accessibility of financial services for people in the
Pacific Islands.
Governments and regulators in Australia and New Zealand have responded by taking steps to encourage banks in the two countries to
explore service options that promote financial inclusion.
In 2008 and 2012 respectively, Westpac Bank and ANZ Bank introduced remittance card services facilities that allowed funds paid in by
remitters in Australia and New Zealand to be withdrawn via an automated teller machine or point-of-sale technology by a linked-card
holder in the Pacific Islands. However, operational issues have limited the success of these services, which in some cases still require
recipients to visit a branch. Accordingly, people who cannot access a branch are unable to use these services.
Do banks have a social obligation to promote financial inclusion?
There is a view that Australian banks do indeed have an obligation to promote financial inclusion, and to pursue broader corporate social
responsibility (CSR) goals.
This view is founded on the pivotal role that the banks play in the Australian financial system. As the global financial crisis worsened
during 2008, the Federal Government implemented a scheme to guarantee the liabilities of the banks, recognising their importance to
a stable financial system.
Therefore, it is argued that, as the banks have previously benefited from public sector support, they should incur a regulatory obligation
to make tangible CSR contributions.
Steps toward financial inclusion – a multi-lateral responsibility
A collaborative approach on the part of MTO operators, the government, and regulators is required to promote financial inclusion.
In terms of suggested courses of action, individual MTO operators would benefit from a collective industry body that represents their
interests with a unified voice. This body could gather data on sectoral trends and issues, and bolster the credibility of its message.
Government and regulatory bodies could contribute by devising a legislative and regulatory framework that encourages banks to
promote financial inclusion.
Stringent AML and CTF legislation has made progress towards greater financial inclusion correspondingly more difficult. However, strong
regulatory safeguards and greater financial inclusion are not necessarily competing goals. Both can be achieved by all stakeholders
working together to ensure the finance sector is universally accessible to society, while simultaneously restricting access to terrorist
financing and money laundering.
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Financial System Inquiry - Topical Analysis
Kingsley Jones, Richard Lawson
Centre for International Finance and Regulation (CIFR)
This research paper describes the merit of developing a text analytics engine to index public submissions to the recent Financial System
Inquiry (FSI).
Public inquiries such as the FSI typically involve processing a substantial number of documents, with content that represents a diverse
range of opinions. Managing the diverse authorship and viewpoints reflected in a body of submissions presents a unique challenge.
This research demonstrates the use of automated topic analysis to enhance the productivity of panel members who are responsible for
reading and analysing a large body of submission material. The result is a heat-map of topic exposure by submissions.
The development of public policy often starts with a public inquiry. This involves setting out the terms of reference, the appointment
of an expert panel, and a call for public submissions. The input to a public inquiry typically comprises a substantial volume of textual
content, reflecting a widely divergent spread of authors and viewpoints. Effective management of such a large inventory of submission
material presents a unique logistical challenge.
This working paper describes a research program undertaken to develop a text analytics tool to assist in the topical indexing of a large
body of public submissions. The intention in developing an effective index mechanism is to facilitate the compilation of a topical survey
of the overall body of submission content.
This text analytics tool was developed with the immediate aim of providing assistance to the recently completed Financial System Inquiry,
chaired by Mr David Murray AO. The program’s specific aim was to compile a topical survey of the submissions to the Inquiry’s Final
Report. The report was released on 7 December 2014, and reflected the input of over 6,500 submissions made to the Inquiry following
its interim report in July 2014.
A larger research goal of the program was to understand how topical analysis might be employed to enhance the productivity of panel
members, who have responsibility for reading and analysing a large body of submission material.
To guide the computer analysis on the selection of topical material, the text and words of the Inquiry Panel were used to frame a proxy
for the editorial input of that expert panel in framing the public process of submission and consultation.
A key task of computer text analysis is to assemble an entire collection of documents into a form where they can be mechanically read,
parsed, and indexed. Following the compilation of a database of suitably formatted text, the contributing authors are classified according
to their area of representation. The next step entails conducting a frequency analysis of words and word patterns related to popular
topics.
A specific advantage of this approach is an inherent ability to stipulate particular topics of focus. This ensures that the text analysis
process captures specific issues, in this case those that had been identified as important by the Inquiry Panel. This functionality allows for
greater control over the analytical process, facilitating its application in what may be termed a semi-supervised manner.
For the purpose of this analysis, topic labels and categories are generated from an analysis of what had been set out by the Panel Inquiry.
These subsequently comprise the framework within which the text analysis is conducted. In this way, the expertise of the Panel members,
and their enunciation of the Inquiry’s key ideas, is reflected in the collation of the body of submission material.
From a policy formation perspective, this text analysis methodology appears consistent with the general approach taken by a public
inquiry process. Public input is sought on a specific set of issues defined in the terms of reference. An expert panel then collates the body
of information received and identifies a set of key findings. The publication of these key findings represents an important part of the
consultation process, as this feedback sets the agenda for subsequent submission rounds before a final inquiry report.
Developing a new approach to a task is one thing. Appraising the performance of the new approach against more traditional methods
is another. The appraisal of this program centres on demonstrating the application potential of machine-learning based methods to the
partial automation of the reading and discovery task of a major public policy inquiry. As topics are somewhat subjective by nature, the
assessment takes the form of a check against other manual means of topic assignment.
A parallel exercise of manual reading and interpretation of the documents by a different research team produced results that are similar in
many respects to the automated approach of this program. There are differences of nuance and emphasis, reflecting the chosen category
labels, but the automated methods appear to capture the essential features of the overall body of text.
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Accordingly, this paper contends that text analytic tools are valuable aids in the segmentation and labelling of verbal data in researchoriented projects.
Text analytic tools cannot replace the wisdom and experience of those charged with leading and framing the exchange of information
involved in public policy development. Where they can contribute is in helping to identify and clarify the topics and viewpoints raised as
part of the submission and recommendation process.
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Regulatory Analytics and Data Architecture (RADAR)
Kingsley Jones, Richard Lawson
Centre for International Finance and Regulation (CIFR)
A pressing issue in financial markets regulation is the capability gap that is often found between the engineering sophistication of
proprietary trading operations and the skill-set of regulatory agencies.
The challenge facing the regulatory community is to keep pace with what is happening in the private sector. Further, regulators need to
utilise technological innovations that may materially improve the situational awareness and enforcement capabilities of their agencies.
As the world becomes increasingly networked and connected, individual entities at all levels of society generate progressively greater
amounts of data. Moreover, there are many behavioural, social and political factors to consider in the collection, ownership and
accessibility of entities’ data, and the protocols and protections in place to ensure the privacy and security of those details.
This project was designed to scope out the issues involved in the future of financial regulation, and to examine the role of data architecture
in facilitating better decision making.
Data architecture in a digital age
Regulation is not an end in itself. Rather, it serves to govern individual and organisational behaviour in a wider social context. Regulators
and the legislature exist to frame policy, to recognise inappropriate behaviour through rules and regulations, and to supervise their
enforcement. Ideally, the norms and values expressed in regulations also promote positive behaviour and outcomes.
However, the social system in general, and the modes of economic organisation in particular, are in a state of constant adaptation,
accentuated by the advance of technology. The economic and management sciences have perhaps failed to fully acknowledge the
importance of patterns and restrictions in the flow of information regarding how individuals, groups, organisations, markets and indeed
whole societies organise themselves.
Reflecting the constant adaptation at play, the stock of information available to entities for decision making is never complete. There is
nevertheless an expectation, perhaps unwarranted, that regulators should be able to accurately foresee the full force and consequences
of their regulatory interventions. In an adaptive and fluid market economy, there is a constant tension between the present ways of
operating and the latent future ways of being, which may confer a competitive advantage on forward-thinking participants. Accordingly,
the economic system will be inclined to remain in a state of permanent flux amid an ongoing search for more satisfactory solutions.
Against this backdrop, the concept of distributed data can perhaps provide a remedy for the capability gulf between well-provisioned
private operators and the public agents of regulatory supervision and stability. Applying this concept, we may distinguish between the
limitations of serial work, which entails tasks being performed in a sequential manner, and the performance potential of parallel work,
where multiple tasks may be performed simultaneously. In this regard, computer networking between a rapidly growing network of
nodes at progressively greater processing speeds has created the practical phenomenon of the internet.
Regulatory data architecture
Regulatory data architecture exists as a real construct embodied in stored and accessed data, and an ethereal social layer of permissions,
interactions, policies, laws and controls.
Notwithstanding the multilateral interdependencies within this structure, several clearly defined roles and interests may be identified.
Contributors of data are primarily concerned with the safeguards in place to ensure the privacy and protection of their details held by
those who collect the data. For the diverse range of entities that use or consume data, access should be easy and reliable. Furthermore,
the system should exhibit flexibility, with a capacity for data to be reused.
Effective data governance covers a range of issues that include storage, recovery, security, transmission, permitted use, and audit and
provenance procedures. The bulk of the infrastructure through which data is disseminated is not owned by the copyright owner nor paid
for by them in a world where the marginal economic cost of reproduction and distribution is rapidly converging to zero. However, the
cost of extracting and indexing such information becomes more material as time goes by due to the lack of central governance of data
quality and control.
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Linked open data
Better decision making has the potential to realise huge economic value. This is the basic philosophy behind making suitable public
datasets open to general use. Moreover, advances in network capacity and storage, parallel programming, functional languages and
cloud services management, mean that the productivity of many machine-driven workflows far exceeds that of purely human-driven
processes.
However, current regulatory monitoring systems appear more reactive than proactive in terms of where they call for attention.
It would nevertheless be pointless to enact and enforce regulation against threats that have little or no chance of eventuating. Equally,
excessive regulation may prove counter-productive in limiting the adoption of new business models.
The politics of data
There seems to be no real technological obstacle to developing an open model for common government services, including regulatory
supervision. The concept of government as a software service is an interesting point for philosophical speculation. However, in practice
the political aspects of data access represent a significant hurdle. In this regard, copyright is a key consideration, as the right to control
data access confers significant power on those who hold the keys to the data vault. Accordingly, tension between those who might seek
to access or deny access to data creates a political agenda. Thus, the politics of data will ensure that many opposing views are heard on
the search for a self-consistent set of legal principles on which to frame new laws on data ownership.
Financial Intelligence Data Office (FIDO)
Notwithstanding the prevalence of data sharing arrangements between various regulatory agencies, this paper proposes the
establishment of a Financial Intelligence Data Office (FIDO). This office would serve as a collaborative shared repository for both the
private and public sector in accessing, sharing and enriching data intended for use as a public utility.
This proposal is predicated on FIDO delivering a long-term benefit in driving the interoperability of systems within the finance industry
in Australia.
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Lifecycle Planning: Towards a Better Financial Calculator
Anthony Asher, UNSW Australia
Lifecycle planning involves making decisions about earning and spending, and where to invest the difference. It may also include taking
life insurance for dependents.
This paper briefly describes the thinking behind the development of a prototype web-based lifecycle planning calculator, focusing on
some of the questions that need to be addressed in its development. These include future salaries, investment returns and, in many cases,
the costs of children and house purchase. The calculator represents an attempt to engage users more deeply in the difficult decisions that
they need to make when deciding how much to save and where to invest.
Lifecycle planning is perhaps better described as a normative rather than technical exercise. There are technical considerations of
how best to achieve desirable outcomes, but the normative questions relate to what we see as desirable. As such, lifecycle planning
requires insights from a range of disciplines. Philosophy informs our thinking on normative issues, while educational psychology aids
in understanding our learning patterns. Sociology provides an insight into institutional design, while economics and finance help in
explaining the behaviour of investment markets.
The decision-making process requires assumptions to be made about real investment returns and mortality rates within a coherent
framework of the time value of money and the trade-off between risk and return. The decisions made will reflect the planner’s household
demographics and spending preferences, especially those that vary over the course of a lifetime.
However, there are no easy answers in the absence of consensus as to what constitutes a good outcome. Moreover, personal preferences
are complex and liable to change, making them difficult to articulate.
The planning calculators currently available tend to either be simplistic or stray beyond essential normative questions. Also, changes
in technology and demographics mean that the length and general pattern of a typical financial lifecycle is unprecedented, with past
experience being a poor guide. Accordingly, the predecessor to this study led to the development of a web-based lifecycle planning
calculator that may be used to evaluate the extent to which users might engage with a more complex calculator. This paper extends that
discussion by considering some of the decisions that have been made for the calculator as it now stands.
A lifecycle planning calculator’s first objective is to help users to consciously choose consumption patterns, and life insurance for the
benefit of themselves, their families and the wider community. Its second objective is to recommend investment strategies that will
optimise users’ consumption in each year, taking their preferences into account through an appropriate utility function that includes
considerations of volatility in consumption (and not asset values).
For those on lower incomes, government support measures mitigate against them needing to consciously plan their future consumption
and investment. Accordingly, the calculator does not currently provide for this group of potential users.
For those whose income exceeds the level that qualifies them for welfare, financial planning becomes more meaningful. The first question
is future earnings, which on average peak as early as age 40 in real terms. These seem to be largely dependent on preferences so specific
salary increases have not been built into the calculator’s assumptions, and users may draw their own lifecycle income patterns.
The main assumption inherent in planning calculators is the expected investment return, which interacts with inflation assumptions and
time preferences. Many people are found to be unduly optimistic in their assumptions but there is no way of achieving precision when
making a decision as to what rate of return to assume. In general, the assumed rate of real return should not exceed 5% pa, and we use
options that are considerably lower.
The calculator allows users the flexibility of applying wide variety of approaches. For example, users may take a conservative approach,
saving a significant proportion of their income, and retiring early if returns exceed expectations. Alternatively, they could be optimistic
with their assumptions, save less and make any necessary sacrifices later, relying on their capacity to make adjustments to consumption.
A middle path would likely necessitate smaller future adjustments, and perhaps reduce potential regrets associated with past levels of
spending, and may be the outcome that users choose from this exercise.
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The calculator obtains inputs through standard forms and by asking users to detail their anticipated personal income patterns.
Having obtained users’ demographic data and details about school fees and housing, it is then possible for the calculator to provide
recommendations regarding saving and life insurance. Having received these recommendations, users are then presented with a variety
of investment alternatives, and a slider that allows them to select different investment risks to observe the consequent likely impact on
their spending capacity. For this purpose, historical scenarios rather than simulations are used, as scenarios are more realistic and easier
to grasp. It is hoped that users will return to the calculator from time to time to evaluate the projected financial impact of changes in
their circumstances.
The extent to which users will be able to interpret the graphs and find them useful for planning purposes remains an open question.
Analysis of users’ experience will hopefully help to provide an answer.
Readers are welcome to try it out at https://draftfinplancalc.com/
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The Coming of Age of Digital Payments as a Field of Expertise
Anthony Asher, UNSW Australia
The worldwide usage of digital payments is increasing dramatically. This rapid growth has been driven largely by technological innovation,
and the willingness of regulators to allow new specialist service providers the opportunity to operate without a banking licence.
Digital payments offer exciting opportunities for financial inclusion. This paper takes a three-part approach to exploring how the potential
of digital payments can be fully realised. Firstly, it examines the emergence of digital payments from the shadow of banking. Secondly, it
reviews some key gaps that may be limiting the development of digital payments as a distinct field. Thirdly, it investigates whether there
is an emerging digital payments profession.
Digital payments – their emergence from the shadow of banking
To harness their potential, it is important that digital payments are recognised as a separate field of expertise, distinct from banking.
Although banks offer digital payment services, the nature of digital payments is very different from that of banking.
Taking calculated risks is the essence of banking. The risks that banks take on may be idiosyncratic to individual bank customers, or
they may be tied to broader economic or market conditions. In either case, the calculation of risk necessitates creating an information
base that is as comprehensive as possible with regard to the underlying sources of risk. This includes information on clients’ present
circumstances, their prospects, and their commercial interests. Thus, bankers seek to establish ongoing relationships with their customers
as a way to gather information about them.
In contrast, the essence of digital payments is the provision of transactional services with the minimum amount of risk. Profitability comes
from maximising customer numbers and providing service convenience, but not taking risks on behalf of customers. These payment
systems are designed to offer customers maximum functionality, speed and convenience with adequate levels of security and certainty
for all parties.
Technology lies at the heart of transaction speed and certainty, so it follows that specialist payments companies have tended to emerge
more from technology rather than banking backgrounds. That was true for Western Union, founded in 1851, and more recently for PayPal
and M-PESA. Payments companies view technology as core to their business, whereas banks focus more on access to information and
the capacity to manage risk.
Four major waves of innovation may be associated with the development of digital payments providers:
(i)

Credit card providers, such as VISA and MasterCard, emerged in the 1950s, followed by internet payment providers such as 		
PayPal in the 1990s. These systems seek to supplement banking services, as they cannot be operated without a bank account. 		
Furthermore, they rely on banks to conduct customer due diligence and to provide cash transaction services.

(ii)	Through the creation of mobile money systems, such as Smart Money in the Philippine and M-PESA in Kenya, customers may 		
become part of a digital payment network even if they do not have a bank account. Accordingly, these innovators have sought to
establish a physical presence in order to compete against the banks in cash transaction services.
(iii)

Over the last five years, innovators such as Google Wallet and Apple Pay have sought to unbundle the payments landscape and
entrench themselves in particular stages of the payments value chain. Through bottleneck control of stages of the payments 		
process, they seek to exert control over their partners and thereby influence the development of the market.

(iv)	The current wave of payment innovators has a more disruptive agenda. Their aim is not to simply rival banks, but to displace 		
them altogether. Cryptocurrency platforms, such as Bitcoin and Ripple, seek to lay an entirely new foundation for financial 		
transactions, based on decentralised trust, peer-to-peer networks running on standard internet infrastructure, and open-source
protocols managed by a community of users.
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Is there a glass ceiling for digital payments?
Using data collected from Pakistan, Peru and Rwanda, the paper identifies three major barriers or gaps limiting the development of
digital payments and, in turn, financial inclusion:
(i)

Vision gaps – In contrast to the widespread practice of pushing consumers to adopt digital payment platforms, a demand-led 		
approach would be preferable, with potential customers being placed at the centre of product design. Furthermore, merchant 		
payment volumes will remain lacklustre as long as digital money only addresses the means-of-payment function and ignores the
store-of-value function of money.

(ii)

Information gaps – Universal sources of data covering the establishment, usage and financial performance of digital payments 		
services is mostly lacking. This exacerbates the challenge in making business cases to support new investments in services or 		
platforms.

(iii) Capacity gaps – The senior ranks of digital payments providers tend to be dominated by people with technical backgrounds. 		
	Accordingly, their perceptions of customers’ needs tend to be shaped by quantitative market research, which does not fully 		
capture the nuances of the daily realities that customers face.
Is there an emerging digital payments profession?
Digital financial services experts do not yet display the hallmarks of belonging to a profession. Given that professional status would
confer many benefits on the sector, it is the best long-term goal, and appropriate education and training in digital payments is needed
now to lay the groundwork for this important development
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