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In principle, the process of financial regulation in a market oriented economy such as Australia seems simple. Identify problems arising from market failures, introduce suitable regulation, and achieve compliance by regulatory oversight and enforcement. In practice, however, the process of financial regulation is a hydra-headed monster due to problems of imperfect information, legal issues surrounding the allocation of responsibilities and powers, difficulties in design of incentive structures and accountability arrangements, and the ongoing evolution of the financial system.

Often, it may not be entirely clear what the problem is, what is its principal cause, or who is responsible for initiating a particular policy response. Among a range of possible policy responses that first need to be identified, how can the most appropriate be determined? How can incentive and accountability structures be designed such that those who are delegated the responsibility for implementing financial regulation perform the task well? How can the process of financial regulation be structured to cope with the changes emanating from the evolutionary path of the financial system, which is itself partly a response to regulation? 

Such problems find reflection in many of the concerns articulated by those working in the financial sector about excessive or inappropriate financial regulation. Overlap and inconsistencies can occur. The regulatory burden of compliance can build up over time. Poorly designed regulation can be introduced due to inadequate evaluation procedures. And regulatory authorities may implement regulations in ways that reflect their private (agency) interests rather than those (however defined) of society.

Similar concerns exist within regulatory agencies, who recognise these problems and whose mission is, in broad terms, to operate in the public good. Being charged with implementing poorly designed or excessive regulation, or being unable to develop better regulation due to lack of information, authority, clear goals, or successful political lobbying by vested interests, are not conducive to job satisfaction. 

While both perspectives lead to a common desire for improved regulatory processes, there is always likely to be some tension between the regulated and the regulators. Regulation is ultimately based on the perception that the actions of some private sector agents involve potentially undesirable social outcomes. Regulation thus, by necessity, must impose constraints or costs on such agents. Provided that the perception is soundly based and an optimal regulatory solution is found to resolve the problem, this should not be a matter for concern. However, because of imperfect information or poor design, regulation may impose excessive constraints or costs on private sector agents who were not part (or were a lesser part) of the original problem.

The last decade has been one of substantial regulatory change in the financial sector, emanating from the recommendations of the 1997 Report of the Wallis Committee and the implementation of the Corporate Law Economic Reform Program. Despite a focus on deregulation in all spheres of business, an outcome of this process has been the emergence of increased compliance burdens on industry. This prompted the appointment of the Task Force on Reducing Regulatory Burdens on Business in late 2006. Its report, released in May 2007, made 178 recommendations for change (of which 158 were accepted by the Government), although relatively few of these related specifically to financial regulation. Common problems identified by the Task Force included: unclear objectives of regulation; poorly targeted regulation; undue complexity; overlap and inconsistency; excessive compliance costs; and unwarranted differences from international practices or standards.

The Report of the Taskforce recommended that the Australian Government should endorse a set of six principles of good regulatory process. These included subjecting regulatory changes to cost–benefit analysis, ensuring effective consultation processes, and implementing mechanisms to ensure regulation remains relevant and effective. 

These suggestions are attractive but also deceptively simple for several reasons. The regulatory process is a complex one involving both governments and bureaucrats and a mix of legislative, regulatory, standard setting, and guidance activities. Practical application of cost–benefit analysis is hindered by difficulties in modelling and estimating the potential impacts of policy change(particularly in the area of financial regulation. Understanding the effectiveness of particular regulations depends upon their interaction with other components of the (necessarily complex) regulatory structure.

The regulatory change process is also complicated by the fact that most changes involve both winners and losers. Vested interests can be expected to oppose changes that they view as adverse, even if such changes are (by some criteria) socially beneficial. Finding mechanisms that facilitate the acceptance of socially beneficial changes (or their redesign to achieve acceptance of some second-best outcome) in the face of such opposition is also an important task.

These common concerns prompted the initiation by the Melbourne Centre for Financial Studies and the regulatory agencies ASIC and APRA, and the industry association umbrella group, FICA, of a conference on financial regulation, which was aimed at sharing perspectives on improving the process of financial regulation. The meeting was held on 19 September 2007 at the Melbourne offices of Vanguard Investments, and attended by sixty senior representatives from industry, regulatory agencies, and academia. Six specially commissioned papers were presented and discussed, and are included in this special issue of Economic Papers. The Chairman of the Reducing Regulatory Burdens on Business Task Force (Garry Banks) addressed the conference and there was a panel session and open forum.

The first paper in the present collection, by Pamela Hanrahan of the University of Melbourne, addresses a topic that might be described as ‘the manufacture of regulation’ or ‘the process of regulatory change’. Hanrahan overviews recent developments in Australian financial regulation (including Parliamentary Acts, subordinate legislation (regulations) and policies and standards issued by regulatory agencies) and discusses the recent Government initiatives for improving financial regulation. She notes that despite the good international reputation of Australia’s regulatory system, these initiatives suggest the existence of problems in the regulatory system, prompting the task of identifying their underlying source. 

Here Hanrahan develops two basic hypotheses. First, she argues that a regulatory regime is a complex system involving significant interactions and interdependencies. Examining the effect of changing individual regulatory elements, without a view of the total picture that appreciates the complexities, is not sufficient. This argument has implications for how processes of consultation over regulatory change (addressed by Simes, Harper and Green) are conducted. Second, regulatory change involves a dual role for economic principles and legal discourse. Focusing on the latter element, Hanrahan argues that greater attention should be paid to the expression of regulatory intent, which she describes as the drafting of ‘regulatory utterances’. Not only is the outcome of this process critical for improving regulatory efficiency, clarity and accountability, the rhetoric and dialogue involved in the process itself can influence outcomes. Reminiscent of the discussion of the meaning of words in Alice in Wonderland, Hanrahan notes that regulation may be defined better by what it is understood or interpreted to mean by those affected rather than by the exact words contained in regulatory utterances. 

Ric Simes (Access Economics), Ian Harper (Melbourne Business School), and Hugh Green (Access Economics) develop two main recommendations, both built upon recognising the important role of the incentives and accountability of regulators and the importance of an effective consultation process in the development of regulation. They argue that regulators have a bias (also held by politicians) towards regulation that minimises their reputational risk. Regulatory ‘failures’ hurt regulators, whereas the compliance and efficiency costs associated with a highly regulated ‘safe’ system are borne largely by others. Consequently, they argue that this generates incentives that can lead to excessive regulation, which needs to be countered by appropriate design of institutional arrangements and structures. In this vein, they recommend the establishment of an independent Bureau of Financial Sector Regulation (BFSR), which would monitor and publicly report on the performance of regulatory agencies.

Simes, Harper and Green argue that consultation needs to be an important part of the regulatory process, although the difficulties associated with achieving effective consultation are well recognised. They suggest that financial regulators should adopt a ‘best practice’ consultation role along the lines of principles espoused by the Office of Best Practice Regulation. The proposed BFSR’s role would also, by increasing regulatory accountability to the private sector, give incentives towards improving consultation processes.  The second recommendation of Simes, Harper and Green reflects the concern expressed by Hanrahan about the complexity of regulatory systems and the need to look at the ‘whole picture’. They suggest that, a decade on, the time is right for a ‘new-Wallis’ Inquiry.

Andrew Serpell (Monash University) examines the role of Regulation Impact Statements (RIS), which have been required since 1997 as part of the process of regulatory change and whose role has been further formalised in the Best Practice Regulation (BPR) Handbook released in 2007. Under the requirements of the BPR Handbook, the RIS process requires greater use of explicit benefit–cost analysis by regulatory agencies (which is further discussed and illustrated in the paper by Charles Littrell and Phillip Anastopoulos of APRA). 

While noting the potential value of an RIS as an ingredient in consultative processes, and in improving public accountability, (issues emphasised by Simes, Harper and Green), Serpell identifies a number of difficulties. These include the quantification of benefits and costs and the resource costs imposed on both regulators and affected parties seeking input to the process. He suggests that the time involved in the process means that some risks that clearly merited regulatory changes could be delayed, and cautions that there is a risk that the RIS may come to be seen as a compliance issue for regulatory agencies rather than as an opportunity to inform the choice within a range of regulatory options. He also notes that it is not clear how the requirement for an RIS applies in a number of cases including situations of co- or self-regulation (the topic of the paper by Pearson and Elliot).

 Gail Pearson and Steve Elliot of the University of Sydney focus on the role of self-regulation within the context of ensuring that regulation does not stifle innovation and international competitiveness in financial services. They discuss self-regulation by industry bodies and associations within the debate over rules (or ‘black letter law’) versus ‘principles-based’ regulation. As noted by a number of the participants at the conference, there is a trade-off for industry between the certainty associated with complying with rules compared with the greater freedom of action, but uncertainty over compliance and possible penalties, associated with principles-based approaches.

Pearson and Elliot argue that disclosure requirements are, by themselves, insufficient to ensure informed decision-making by consumers, and that consumer education, regulation and recognition by industry of its responsibility in this area are also needed. They provide a comprehensive overview of the external dispute resolution schemes operating in the financial sector, which are an important component of any self-regulatory system. They also note that in an innovative and constantly evolving financial system, gaps and overlaps in the ambit of Self Regulatory Organisations arise, which may limit the effectiveness of self-regulation.

Justin O’Brien of the Centre for Applied Philosophy and Public Ethics and Charles Sturt University considers the implications of the recent shift in focus of ASIC from an enforcement emphasis to one involving improved dialogue with the private sector, with the objective of achieving fair and efficient markets. He notes that consultation and engagement are an important component of this process and, given the ‘grey’ areas involved in principles based regulation, he also identifies the important role of industry in developing and achieving adherence to industry standards and codes of conduct. Good regulation involves strategies which build on both law and ethics.

O’Brien’s emphasis on developing a foundation of common, shared, values accords well with Hanrahan’s concern that it is participants’ interpretation of regulatory intent, rather than the specific set of words used, which is important for good regulation. And achieving that foundation seems likely to require good consultative processes in line with the message of Simes, Harper and Green. 

Appropriate cost–benefit analysis of proposed regulatory changes was an important recommendation of the Task Force on Reducing Regulatory Burdens on Business. It is generally acknowledged that making such an analysis is not a simple task, particularly in the case of financial regulation, where benefits may take the form of reduced probabilities of financial institution failures or investor losses arising from inappropriate or flawed governance or market practices. 

In the final paper presented at the conference, Charles Littrell and Phillip Anastopoulos of APRA explained the steps that APRA is taking to quantify the benefits of proposed changes to prudential regulation, using its ‘PAIRS’ ratings system for financial institutions. The PAIRS rating involves APRA estimating the overall risk of failure of a financial institution and the impact of that failure. It has been used by APRA since 2002 in determining the intensity of supervision applied to each financial institution it prudentially regulates. The approach used involves mapping PAIRS ratings into (annual) failure probabilities (by linking PAIRS ratings to ratings agency ratings and failure probabilities associated with those). Then, estimates of the effect of proposed regulatory changes on PAIRS ratings and thus failure probabilities are made for all affected financial institutions. Using an estimate of the losses associated with a failure (taken to be 50% of the amount owed in this paper), they are able to quantify the aggregate change in expected losses per annum from financial institution failures following a regulatory change. Since this is an ongoing annual expected benefit it is then necessary to discount the future benefit stream to a net present value to estimate the total benefit from the proposed regulatory change. The authors stress that this approach is only in its developmental stage and involves a number of unanswered questions, such as how to determine an appropriate discount rate and how to allow for social benefits from improved financial stability. Nevertheless, as they suggest, it holds promise for the improved analysis of benefits from proposed regulatory changes.

Key themes to emerge from the conference discussions (some of which are mentioned above) included:

· The importance of consultation and of determining the optimal process of consultation (who, when, how)

· The importance of developing a shared understanding of the reasons for, and choice of, specific changes in regulation (what is the problem that is creating the need for regulation, and how does the proposed change resolve that problem?)

· The importance of incentives and accountability of both regulators and industry participants and associations in ensuring that good regulation occurs

· Recognition that the circumstances of a particular issue may determine where an appropriate policy-response lies along the spectrum between principles-based and rules-based regulation

· The complexity and ongoing innovation in the financial sector creates particular problems for financial regulation, which creates a need for close collaboration between industry and regulators in order to identify effects of regulatory proposals and their likely costs and benefits.

· Given the international fungibility of finance, national regulation needs to be framed and assessed within the context of how it interacts with regulation in other countries, and should reflect the increasing role of multinational agencies in developing standards and best practices for regulation (such as the introduction of Basel II, International Accounting Standards, and Anti-money Laundering Regulations). 

· The natural tendency of market participants, industry associations, and regulators to view the financial sector in terms of ‘institutional’ classifications, based on identifiable types of financial firms or financial products creates a risk for regulation that the economic functions performed by those firms or products, can be achieved in other ways not covered by that regulation, creating inequities and/or incentives to adopt other non-regulated ways to provide those economic functions.

· While there is scope for improvement, and a need for ongoing review of regulatory approaches, costs, and benefits, the Australian financial sector regulation is well regarded both internationally and by local participants.  

As the papers presented in this volume indicate, there is no shortage of issues warranting attention in the quest to improve the processes of financial regulation. Most importantly, the conference demonstrated a shared interest of both regulators and industry in identifying and addressing such issues and the merit of forums for open debate and discussion between regulatory agencies and industry in sharing perspectives on current issues. 
The papers are also particularly timely, with the financial turmoil of 2007-8 having led to many and varied calls for increased financial regulation (both in Australia and internationally).  While these events do suggest the need for a review of some aspects of financial regulation, there is a real danger that knee-jerk reactions may lead to the introduction of bad and excessive regulation. Ensuring that potential regulatory changes are well thought through, analysed, discussed, articulated, and, if introduced, well implemented, is particularly important in this time of financial stress. 
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