Abacus- Melbourne Centre for Financial Studies
Research Workshop on Financial Mutuals

Sydney, April 28, 2008 

The principal objectives of the workshop were to:

· identify topics of a future research agenda into financial mutuals which would be of interest to both academia and industry

· identify sources of data and information to support future research

· build linkages between industry and academia

· share insights from existing research on financial mutuals

The agenda for the workshop is attached at Appendix 1. Papers and presentations given at the workshop are available at:

· www.melbournecentre.com.au 

· www.abacus.org.au 

General Overview 
There was general agreement that there was considerable scope for promoting academic research on financial mutuals in Australia, which would be of potential interest and use to industry. While academic research tends to be driven by development, and testing, of hypotheses and thus using historical data, it can generate insights and help develop expertise of value for addressing the forward looking, commercially oriented, questions of interest to industry. From an industry perspective, one suggestion was to ask the question of what indicators would be used to determine whether credit unions would remain relevant at some future date (2020), and then ask what research was needed to indentify ways of meeting those criteria.
The availability of data was an important issue raised, and Abacus provided background to its MMD database which contains much useful data and, although usage is potentially constrained by privacy issues, is a rich source of information for research. For example, comparisons of product usage across credit unions with different pricing schemes can shed light on demand elasticity and on how pricing policies may lead to relative inefficiency of operations. Similar insights might be gained by examining how individual credit union changes in pricing affected product usage.

Availability of APRA collected data was also signalled as an important issue. Unlike the USA where data from quarterly credit union “call” reports to NCUA are readily available on the regulator’s web site, APRA does not publish data at the individual credit union level. (Since most of this data is publicly available on an annual basis from annual reports, and is collected electronically by APRA, there seems little justification for not making it available in a readily accessible electronic form for research). The lack of availability of information on regulatory assessments of performance and actions was also raised as an issue impeding research into the quality of regulation.
It was suggested that the industry has not, in the past, been sufficiently proactive in generating interest in research on the industry. 

Recurring themes throughout the day were the questions of: what is the value of mutuality; and what are the objectives of financial mutuals? 

Discussion during the day was organized under the following topics.

Financial Management

Risk management is an important issue for financial mutuals. The Basel Committee has released guidance on assessing interest rate risk being borne by depository institutions, and this was examined in the paper by John Hotham. There is scope for further research in this area – including identifying whether the Basel 2 metric (which appears to perform adequately) is better than possible alternatives. That approach also assumes automatic repricing at interest rate reset dates (in line with market rates), thereby ignoring the interesting questions of how interest rates are adjusted by credit unions on different products and how much basis risk exists. More detailed study of interest rate risk management strategies and policies of credit unions is also possible.
Capital Management was addressed by Christine Brown and Kevin Davis. The critical issues for future research include: understanding why different credit unions operate with (markedly) different capital ratios; determining what is an “optimal” capital ratio for a mutual financial institution; determining the required rate of return on capital for  a financial mutual and thus an appropriate target rate of return.
Recently, a group of Australian credit unions have undertaken an innovative capital raising involving permanent preference shares and debt – but this is not well known in academia or the general financial community. This warrants further study, both in terms of a case study examining how this initiative resolved specific problems for credit unions, and identifying possible future initiatives – particularly given the recently changed capital market conditions due to the sub-prime crisis.

Similarly under-advertised is the development and usage of securitisation facilities for credit unions such as Integris and Trinity. Case studies of these initiatives are warranted, as are studies examining the determinants of credit union usage of them – including identifying whether capital management, liquidity management, or avoiding concentration risk or regulatory restrictions on larger loans, is the driving force.

Further topics can be identified in the area of liquidity management. Do smaller institutions (with product demand more affected by their common bond) have greater liquidity fluctuations and higher liquidity buffers? How do liquidity management techniques differ across credit unions of different scale with differential access to wholesale markets, securitisation etc.? How do credit unions manage their liquid asset portfolios (maturity distribution of assets, counterparties etc)? what liquidity forecasting techniques are used?

Operational, Efficiency and Productivity Issues
Leanne Cutcher’s presentation brought the focus of discussion onto: what is meant by mutuality; what are the benefits of mutuality; what is the objective of mutual financial institutions? Case studies provide insights into the way in which various credit unions have attempted to distinguish their value proposition for members – as members rather than as customers. Finding ways of identifying a mutual credit union’s comparative advantage is an important area for future research. So also is identifying best practice methods to imbuing staff with a member, rather than customer, focus. 
David Tripe provided an overview of credit union experience in New Zealand, where the credit union sector is tiny, both in aggregate and in size of individual institutions. Mergers of credit unions following regulatory changes in the late 1990s were examined to determine the effects in terms of efficiency. Andrew Worthington followed this with a survey of statistical research methods for estimating relative efficiency of credit unions (or other mutuals).

From these studies a number of important questions emerged, including the extent to which insights from this research had been transmitted to industry. What are the different characteristics of institutions which rank high or low on efficiency measures? (Confidentiality issues have been an impediment here, but “benchmarking” reports to individual institutions would seem feasible, if funding for such add-ons to research were available). Here also, the objectives of mutuals was raised as important – since efficiency can only be measured in terms of meeting objectives. Future research might need to take into account such things as member satisfaction as an output. 
Developing better measures and understanding of credit union efficiency, and the determinants thereof was something supported by Abacus. This is relevant both for improving the performance of individual credit unions, but also in terms of publicising the merits of credit unions (where cross sector studies – of banks v credit unions – indicate such benefits).
Other Issues
Much discussion was focused around the question of credit union relationships with members. Abacus provides from its MMD database measures of “member value” – prompting discussion about how credit unions should deal with the issues of identifying and dealing with cross subsidies between members and avoiding exploitation of potential subsidies by members. 
Demutualisation was an important issue, which was addressed in the context of mutual health insurers by Luke Connelly. The ability to extract profits from government policies inducing health insurance membership as a driver of demutualisation and the consequences for industry concentration were key themes. 

For credit unions, demutualisation threats are an important issue, and Abacus welcomed more research into this topic. Such research could include analysis of incentives to demutualisation, merits and demerits of demutualisation, regulatory requirements surrounding deregulation. More generally, research into calculation the value of a credit union (both private and social) and the consequences thereon of demutualisation is warranted. 

Other topics which were mentioned as potential research areas included:

· Credit risk management – what have been credit union experiences in terms of default experience and recovery rates
· Tax – what is the cost to members of corporate tax and “locking up” of imputation credits. Does this have a large effect on competitive ability with non-mutuals who can distribute franking credits?

· Payments system issues. How will changes in payments system pricing impact upon credit unions?
· Governance – how has the emergence of payments for Board members affected performace?

· Competition – to what extent is competition between credit unions detracting from ability to compete with other financial institutions?

· Regulation – what is the cost of regulation?

· Do credit unions price products appropriately for risk?

· Could credit unions benefits from: pooling back office functions; developing an inter-credit union liquidity market (like the interbank market)?

· How can credit unions best deal with the different demands and life styles of Gen Y etc., and attract them as members?

