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EXECUTIVE SUMMARY 

Strong regulatory principles are the first step in achieving a sound regulatory system; 
implementing them is the second.  To date the financial sector has been let down by the 
latter and there is growing frustration amongst businesses on whom the burden of this 
inevitably falls.  This paper examines how the implementation process can be improved, 
advancing the need for increased consultation with industry and improving the accountability 
of regulators.  

The amount of legislation businesses face has been growing steadily in recent years.  In part 
this has been due to unforeseeable events such as the HIH collapse, as well as an 
increasing expectation for governments to manage and eliminate risks in day-to-day life.  
Whatever the reason, there have not been the appropriate accountability channels calling the 
gradual accretion of legislation into check.  Indeed, this is not surprising given the 
asymmetric incentives faced by regulators, where the backlash from a company failure 
outweighs any positive reward from a light-handed approach when it is called for. 

Appropriate accountability should work against this natural bias to ensure that only legislation 
in the public interest is passed.  However, when regulators are accountable primarily to 
Parliament, which faces the same perverse incentives as the regulator, the accountability 
process will be flawed.  It is also unrealistic to expect Parliament to adequately assess the 
relevance of any regulation, given the time and informational requirements involved. 

More effective and targeted consultation can potentially cure several ills in this regard.  
Consultation can inform regulators, who cannot be expected to have the market experience 
or practical knowledge required to assess the full social benefits and costs of regulation.  
Consultation can assist regulators to design and implement light-handed regulation, since 
business has a vested interest in identifying practicable light-handed regulatory options..  
Consultation also helps regulators to assess the success of regulation in what is very often 
an iterative and dynamic process.  But industry must also accept responsibility in the 
consultation process.  The onus is on industry to understand the proposed legislation, in 
letter and spirit, and to address the concerns of the regulator in a serious and constructive 
manner. 

Achieving effective consultation is difficult.  While business has much to contribute to the 
process, the regulator must be satisfied that any contribution is genuine.  Further, the 
process will be perfunctory if inadequate accountability arrangements are in place, either with 
industry or within the regulator.  Appropriately senior representation from both sides must be 
present to give consultation the required weight and accountability.  Consultation and 
accountability go hand-in-hand. 

This paper argues that revamped structures are needed in order for accountability to be 
improved on an ongoing basis.  It proposes the establishment of an independent body which 
has the power and authority to question regulatory decisions, assessing them against social 
benefit-cost criteria and having regard to the process through which the regulation was 
designed.  The independence of this ‘Bureau of Financial Sector Regulation’1 and the 
discipline it would place on regulators should, over time improve the accountability of 
regulators to Parliament, and so to the electorate, whose interests the regulations are 

                                                
1 The Bureau of Financial Sector Regulation would fulfil the same role specifically for the financial services sector 
as that currently served by the Office of Best Practice Regulation.  The unique challenges facing regulation in the 
financial services sector warrant a dedicated agency, with the appropriate skills and focus.  In practice, the two 
bodies would be expected to liaise closely. 
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ultimately there to serve.  The paper also canvasses the possibility of another financial sector 
inquiry, more limited in scope that the Wallis Inquiry, in which the notion of the BSFR and the 
need for enhanced accountability in financial sector regulation could be investigated. 
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1. INTRODUCTION 

While markets generally perform well left to their own devices, they also fail for a variety of 
reasons.  Financial markets are no exception.  Indeed, failure in financial markets is often 
unique in both origin and severity, which can make regulating such markets a difficult task. 

Notwithstanding the benefits of regulation, there are also costs.  These include the direct 
budgetary costs to government, compliance costs imposed on regulated firms and their 
clients, as well as efficiency costs borne by the economy.  The art of good regulation lies in 
balancing the benefits against the costs. 

There is reason to believe that the balance has swung towards excessive cost in financial 
market regulation in recent years.  In part this reflects an unduly risk-averse approach to 
regulation and in part a poor alignment of the incentives facing regulators with the net benefit 
to society as a whole.  A lack of accountability of regulators for the decisions they make can 
lie at the heart of excessive intervention. 

This paper examines current regulatory experience in financial markets in Australia.  
Concern is expressed about the growing burden of regulation, the apparent lack of benefit-
cost analysis in imposing additional regulations, and the pressures facing governments, 
regulators and industry which work against the design and implementation of best-practice 
regulation.  These concerns are, in turn, linked to inadequate accountability of Australia’s 
financial market regulators and the inefficacy of their present efforts to consult with regulated 
firms, their customers and the general public.  Effective consultation can improve the 
efficiency of regulation, reducing the chance of regulatory error and improving accountability. 

Current approaches to accountability, including Regulatory Impact Statements (RISs) and 
periodic reviews, have not stemmed the rising tide of financial market regulation.  As an 
alternative, the paper proposes a specialist body with specific powers to uphold light-handed 
principles of regulation and conduct independent benefit-cost analyses.  Information 
published by this body would form the basis of public accountability of regulatory practice 
and work against the prevailing culture of ‘regulate now; ask questions later’ identified by the 
Banks Regulation Taskforce. 

1.1 FINANCIAL REGULATION 

The regulation of financial markets has been uniquely challenged by rapid change in world 
financial systems over the past two decades.2  Convergence of financial products and 
institutions, increasing integration of international financial markets, the growing 
sophistication of financial instruments, and high-profile corporate failures and banking crises 
in emerging markets have combined to complicate conditions faced by financial regulators. 

Policymakers and regulators in various countries have responded by substantially modifying 
their regulatory systems.  They have done so in a very uncertain environment, without a 
settled body of knowledge to guide ‘best practice’.  A consensus has emerged, however, 
favouring a principles-based approach to regulation over undue prescription in the face of 
change and uncertainty.  This approach was advanced by the Wallis Inquiry, for example, 
and endorsed by the Australian Government in its implementation of the Wallis Committee 
recommendations.3 

                                                
2 For a recent review of developments in international banking and financial systems, see Borio (2007). 
3 Financial System Inquiry (Wallis Committee) (1997). 
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1.2 BENEFITS AND COSTS OF FINANCIAL REGULATION 

One clear principle endorsed by regulators and regulated firms alike is that regulations 
should pass a benefit-cost test prior to implementation and should be re-assessed 
periodically to determine whether they ought to be discontinued or modified.  While the worth 
of this principle is almost self-evident, actually implementing the test is fraught with practical 
and, in some cases, political difficulties.  The mandatory publication of Regulatory Impact 
Statements (RISs), for example, is intended to force an explicit comparison of benefits and 
costs; yet the process seems often to degenerate into a perfunctory exercise, more aimed at 
ex post justification of decisions to regulate than genuine attempts to determine the net social 
benefit of intervention. 

This is due in no small part, it must be conceded, to the difficulties of assigning plausible 
dollar values to the costs and benefits of proposed interventions.  Yet the complexity of the 
financial services sector is such that the RIS process often fails to grapple with the subtleties 
of financial market regulation.  To the extent that RIS assessments are conducted by general 
regulators like the Productivity Commission rather than sector-specific regulators, the 
specialist knowledge and experience required generally defeats the process.  Even line-
regulators like APRA and ASIC have shown little taste for the detailed consultative input 
required to grapple with the social benefits and costs of implementing new regulation. 

While explicit costs of compliance are easily estimated, implicit costs are often far larger and 
yet much more difficult to pin down.  These costs include the effects of regulation on product 
offerings and innovation, which are often only realised over longer periods of time.  In a 
similar vein, static costs of regulation represented by standard ‘welfare triangles’ typically 
pale in comparison with the dynamic costs in highly competitive and innovative financial 
markets.  Regulation which looks benign in a static context may set in train dynamic 
responses over time that greatly increase the ultimate welfare costs of the market distortion. 

In such an environment regulators face a difficult task.  The risk of regulatory error is high 
and regulators typically, and understandably, favour Type I over Type 2 errors—in other 
words, regulators worry less about regulations blocking welfare-enhancing developments 
than failing to prevent a welfare-reducing calamity.  This imparts a bias to regulatory 
intervention which favours risk-averse outcomes, potentially saps innovation and 
entrepreneurship over time and induces a compliance-focused response from industry. 

It is therefore important for regulators to understand the dynamics of markets and to be 
aware of the effects of the institutional incentives they face on their own regulatory decision-
making.  We argue that more extensive and effective consultation can improve regulators’ 
understanding of the likely impact of intervention on market outcomes.  More explicit and 
robust accountability can also help regulators manage their own incentive problems and 
improve the chances that regulatory outcomes continue to pass the social benefit-cost test. 

1.3 ESTIMATING THE COST OF EXCESSIVE REGULATION 

There is a general impression that the balance of benefit and cost in regulation has swung 
decisively in favour of cost over recent years.  The Chairman of the Regulation Review 
Taskforce, Gary Banks, commented in 2006 that: 

‘…in the Taskforce’s view, there is too much regulation and, in many cases, it 
imposes excessive and unnecessary costs on business.  In so doing, it also 
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imposes costs on the wider Australian community, through higher prices, less 
innovation and reduced choice.’ 4 

The financial services sector is no exception and various industry groups have voiced similar 
concerns.  There are two senses in which regulation can be ‘excessive’: 

�  the same benefits from current regulation could be achieved at lower cost; or 

�  the benefits of current regulations are too low in relation to the cost burden they impose 
(that is, removing the regulation would reduce cost by more than the sacrifice of any 
benefit). 

It is likely that concerns over excessive regulation have both senses in view.  That is, there is 
unnecessary or redundant regulation, while even regulation that meets a benefit-cost test 
could be implemented more efficiently.  The current stock of regulation is growing rapidly—
the Regulation Taskforce identified many areas of regulatory creep and obsolete regulation.  
Moreover, the tendency of regulators to prefer a risk-averse approach to regulation biases 
their benefit-cost calculations: the regulator’s private benefit-cost ratio tends to displace an 
unbiased assessment of the social benefit-cost ratio attaching to regulatory intervention.  
This is fertile soil for the growth of regulation. 

We are not aware of any attempts to calculate the net social benefit of regulation, either for 
the economy at large or for the financial sector.  Given the difficulties in estimating such 
magnitudes, this is perhaps not surprising.  Several sources estimate the gross costs of 
regulation and compliance.  While these are an imperfect indicator of excessive regulation, 
they do provide a benchmark against which to assess potential benefits of regulation.  These 
estimates are discussed below. 

1.3.1 STUDIES OF THE COSTS OF REGULATION  

While the costs of regulation are difficult to calculate, they are far from trivial.  The 
Productivity Commission report on the National Reform Agenda released in December 2006 
estimates the costs of compliance at 4% of GDP.  To put this in perspective, the comparative 
figure for the UK is 1.6% of GDP.  Of course, what is important is how much these costs 
could be reduced by less or better regulation.  In this regard, the PC estimates that NRA-
consistent reforms could reduce compliance costs by as much as 20%, corresponding to a 
resource cost saving of $8 billion5. 

Several other studies have estimated costs of a similar magnitude.  For example, 
Lattimore et al (1998), in a study which predates the blow-out in legislation of recent years 
(see below), placed the costs in 1994-95 at $11 billion.  More recently, in a submission to the 
Productivity Commission in 2005, the Australian Chamber of Commerce and Industry (ACCI) 
estimated costs of regulation to be $86 billion annually.  While this figure is likely to lie 
towards the upper end of the scale, the evidence indicates substantial room for improvement. 

1.4 SUMMARY 

Excessive regulation threatens the prosperity of Australians and works against the positive 
reforms implemented in recent decades.  Mechanisms need to be developed to prune back 
regulation where it is excessive.  Both the stock and flow of regulation need to be 
considered; but perhaps the bigger challenge lies with the latter.  Taking the rule of reason 

                                                
4 Banks (2006). 
5 Productivity Commission (2006), p.133. 
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approach to determining whether a particular regulation should be implemented, there are 
two basic requirements: 

�  a sound system for identifying whether the social benefits of a proposed regulation 
outweigh the social costs; and 

�  strengthening the accountability of the regulator to ensure that a proper social benefit-
cost calculus drives the decision rather than the regulator’s private benefit-cost ratio. 

Sections 4 and 5 below discuss how consultation and accountability can be implemented in a 
pragmatic and practicable way.  Improving consultation and accountability in financial 
regulation has the potential to create a more efficient, flexible and competitive financial 
sector. 

2. STRONG PRINCIPLES OF REGULATION 

Whatever the shortcomings of regulatory practice, there is no shortage of statements of high 
regulatory principle.  It is not that we don’t know what good regulatory practice looks like but 
rather that it is hard to achieve.  In the financial sector, at least two major inquiries have laid 
down principles of financial regulation which enjoy broad acceptance within the financial 
community, including regulators: the Campbell Committee, which reported in 1981 and the 
Wallis Committee which reported in 1997.  Both inquiries sought to enunciate clear principles 
for regulating the financial sector.  The Wallis Inquiry, in particular, sought to assign 
regulatory responsibilities to particular agencies and to establish guidelines for their 
governance and operation. 

2.1 THE WALLIS INQUIRY—A CASE STUDY 

The Wallis Inquiry was called in response to growing concern over the impact of rapid 
change on the effectiveness of financial regulation.  The Committee advocated a light-
handed approach to regulation where possible and recommended some reconfiguration of 
the institutional framework of financial regulation aimed at achieving a smoother, more 
efficient system. 

The Wallis Inquiry identified three basic types of regulation applying to the financial sector: 

�  regulation designed to promote competitive and efficient markets; 

�  regulation prescribing standards or quality of service, related primarily to the promotion 
of financial safety; and 

�  regulation to achieve social rather than economic objectives. 

The former two are discussed in more detail below. 

2.1.1 REGULATION TO PROMOTE COMPETITIVE AND EFFICIENT MAR KETS 

Regulation to promote competitive and efficient markets, referred to in the Wallis Report as 
‘general market regulation’, is found in all sectors of the economy.  This category 
encompasses regulation to deter anti-competitive behaviour, such as collusion or the 
exercise of market power (conduct regulation), and regulation to deter fraud and promote 
information disclosure (disclosure regulation).  Three main areas of general market 
regulation were examined: 

�  financial market integrity; 

�  consumer protection; and 
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�  competition regulation. 
 
The Wallis Report argues that competition objectives are not unique to financial markets and 
can best be met through economy-wide regulatory mechanisms.  In contrast, Wallis argues 
that there is a case for specific regulation to secure financial market integrity and protection 
of consumers of financial products. 
 
In the case of market integrity, sound, orderly and transparent markets are essential to an 
efficient financial system.  Specialist consumer protection regulation can be justified on the 
grounds of the complexity of financial products and the expense of litigating to establish 
consumers’ rights. 

2.1.2 REGULATING FOR FINANCIAL SAFETY  

Regulating for financial safety reflects two particular characteristics of financial markets: 

�  the consequences of financial contracts not being honoured can be particularly severe 
if the contagion of financial failure becomes systemic—hence the case for prudential 
regulation; 

�  the extent of information asymmetry facing most consumers means they cannot reliably 
assess risk, regardless of how much disclosure is mandated—hence the case for 
licensing requirements as a complement to financial disclosure, including ‘fit and proper 
person’ rules. 

A key theme of the Wallis Report is that the extent of regulatory intervention to address a 
particular concern should be proportional to the risks and costs of intervening.  This is 
reflected, for example, in the Report’s approach to regulating for financial safety: 

‘… the Inquiry considers that the intensity of financial safety regulation should be 
proportional to the intensity of financial promises’.6 

In regard to prudential regulation, Wallis emphasises the unavoidable trade-off between 
lower efficiency (given the inherent likelihood of exacerbating moral hazard and adverse 
selection) and improved financial stability.  The Report recommends the establishment of a 
dedicated prudential regulator, which was accepted by the Government with the creation of 
the Australian Prudential Regulation Authority (APRA). 

2.1.3 LIGHT-HANDED REGULATION  

As noted above, Wallis emphasises the need to match the approach to regulation with the 
‘intensity’ of the market failure to be addressed.  This principle implies that, where the 
consequences of market failure are not severe, a ‘light-handed’ approach to regulation 
should be preferred.  Wallis also notes the inherent bias in the system towards heavy-
handed regulation and the steady accretion of intervention.  The preference for a light-
handed approach in part establishes a rule of thumb for regulators: ‘if in doubt, reduce your 
clout!’ 

To be more precise, regulation can be viewed as light-handed where: 

�  reliance is placed, as far as possible, on market discipline; 

�  regulations are principles-based rather than rules-based (i.e., less prescriptive rather 
than more); and 

                                                
6 Financial System Inquiry (Wallis Committee) (1997). 
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�  a range of alternative compliance models are promoted to meet stated principles. 

One of the less fortunate accidents of Australian history is that the new regulatory agencies 
and the light-handed regulatory principles advocated by Wallis were tested almost 
immediately upon their inception.  First the Asian Financial Crisis and then, more seriously, 
the collapse of HIH Insurance strained the patience of politicians faced with public alarm.  
The new system weathered the Asian storm with ease but a Royal Commission into the 
travail of HIH recommended stricter governance arrangements for APRA and the adoption of 
a more ‘questioning’ and ‘aggressive’ approach to its responsibilities.  These early traumas 
have stalked financial sector regulators ever since and put paid to the Wallis aspiration of 
light-handed regulation. 

Having said this, the principles-based approach is not entirely absent from APRA’s regulatory 
practice.  Good examples include the PAIRS and SOARS systems used to determine the risk 
rating applied to individual financial institutions.  The flexibility of this approach is a marked 
improvement over the alternative of ‘one size fits all’.  Moreover, the results to date have 
been positive.  Of the 176 institutions which have at some point fallen under the SOARS 
categories of ‘Mandated Improvement’ or ‘Restructure’, 55 improved their risk rating, 24 
remained unchanged, 1 was downgraded and the remaining 95 exited the sector7. 

2.1.4 PRINCIPLE VS PRACTICE 

Experience ten years on shows how difficult it is to match principle with practice in financial 
regulation.  Even before the HIH crisis broke upon the fledgling APRA, legislators had 
translated light-handed principles advanced by Wallis into heavy-handed ‘designation 
powers’ handed to the Reserve Bank of Australia as part of the new regime for regulating 
payments systems.  In the area of disclosure, light-handed principle emerged in legislation as 
the Financial Sector Reform Act.  Notwithstanding some revision, FSRA is still credited with 
producing an avalanche of paper much of which seems of little value to clients. 

The HIH disaster merely exacerbated trends which were already evident within 12 months of 
the Wallis Inquiry having reported.  Why is light-handed principle so hard to translate into 
legislation let alone regulatory practice?  The answer does not lie in failure to articulate light-
handed principles; rather, incentives facing legislators and regulators bias choices in favour 
of heavy-handed intervention.  Independent monitoring, assessment and reporting may 
encourage wider public debate about the net social benefits of regulation and encourage 
legislators and regulators to alter their choices.  Stronger accountability to consumers of 
financial services as well as the public generally—accountability built on effective 
consultation—will also assist. 

 

3. WHY IS REGULATION GROWING? 

By 2005, regulation of business in general, and financial markets in particular, had evolved to 
the point where Productivity Commission Chairman, Gary Banks, proclaimed that, ‘Business 
is in revolt over regulation’.8  It is difficult to pin down the size of this growth and exactly what 
it has meant for the compliance costs of firms.  One proxy is the growth in the physical 
amount of legislation.  The charts below show the rapid growth of legislation over the 
previous century.  They show that, by this proxy at least, regulation is growing at a rate faster 

                                                
7 Laker (2007). 
8 Banks (2005). 
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than at any time in Australia’s history.  Indeed, more pages of legislation were passed in the 
four years 2001-2004 than were passed in the entire period 1901-19699.  Estimates of the 
annual growth of regulation are around 10%, more than twice that of the growth in GDP. 

 
Source: BCA (2005) 

There is a clear perception that financial sector regulators have become more prescriptive in 
their actions in recent years.  However, this trend has not occurred in a vacuum.  Rather, at 
least in part, it reflects a reaction by politicians and the broader community to the 
uncertainties flowing from rapid change in the nature of financial services—including policies 
requiring individuals to assume greater responsibility for their finances and particularly their 
retirement incomes—and the fall-out from corporate failures like that of HIH.  Regulators, 
especially APRA, have been criticised and directed to take a more hands-on role in ensuring 
that the financial system is reliable and transparent.  Businesses are feeling the burden of 
excessive regulation and are pressuring government to take action. 

Yet the response of regulators reflects something of a public backlash—quickly detected and 
translated by policy makers—against the deliberate shifting of risk-bearing from the 
shoulders of governments onto those of individuals and families.  Given the media attention 
to the consequences of poor risk management and/or bad outcomes, there has been a 
paradigm shift in people’s minds, leading them to expect more rather than less of 
government in the mitigation of risk in their lives. 

This phenomenon is not restricted to Australia.  In a recent speech, former British Prime 
Minister, Tony Blair stated: 

‘In my view, we are in danger of having a wholly disproportionate attitude to the 
risks we should expect to see as a normal part of life.  This is putting pressure on 
policy making [and] regulatory bodies … to act to eliminate risk in a way that is 
out of all proportion to the potential damage.  The result is a plethora of rules, 
guidelines, and responses to ‘scandals’ of one nature or another that ends up 
having utterly perverse consequences’.10 

Indeed, it is natural that a regulator in these circumstances will adopt a risk-averse approach 
to its mission, even if that approach is more costly.  The incentives facing the regulator are 
not symmetric—the public ignominy and loss of reputation of being implicated in a financial 

                                                
9 BCA (2005). 
10 Blair (2005). 
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failure are far more severe than any rewards for keeping costs down, and encouraging 
flexibility and innovation in the delivery of financial products.  Speaking of the findings of the 
Regulation Taskforce, Gary Banks stated: 

‘In the Taskforce’s view, regulators, like anyone else, will respond to the 
incentives in their operating environments. … these influences have tended to 
promote unduly risk-averse approaches.  Changes are needed to promote a 
more balanced approach.  There is also scope to improve the way regulators 
interact and consult with business’.11 

Given the perverse incentives facing regulators, firmer efforts must be made to ensure that 
only regulations which confer a net social benefit are implemented.  Increasing the 
accountability of regulators by requiring them to identify and assess the net social benefits of 
regulation may help to counteract the perverse incentives they face. 

The introduction of the Regulatory Impact Statement (RIS) in 1997 was supposed to address 
these problems.  However, as noted above, RISs lack the focus and clout to ensure that the 
effects of regulation are adequately assessed and regulators held to account for adverse 
assessments.  Recently, several reviews and groups have called for a strengthening of the 
RIS process.  But to be effective RISs must focus on the implicit costs of regulation, which as 
argued previously are especially large in financial markets.  Furthermore, the RIS process 
must be lifted above its present status as little more than an added compliance issue and in 
no sense a serious attempt to determine the net benefits of a proposed regulation.  For 
example, in 2004 only 20% of RISs contained attempts to quantify even the direct 
compliance costs of the proposed regulation.12 

Sunset clauses and regular reviews will help reduce the stock of regulation but will do little to 
enhance the accountability of regulators for the increasing flow of new regulations.  Effective 
consultation with regulated firms is essential to a proper assessment of the likely costs and 
benefits of regulatory intervention.  The next section argues that consultation, by providing 
regulators with better information on the likely costs and benefits of proposed regulation, 
reduces the risks they face in implementing effective regulation and also strengthens their 
accountability for socially efficient regulatory outcomes. 

4. A ROLE FOR CONSULTATION 

Regulators have typically shown reluctance to consult regulated businesses in the design 
and implementation of regulation.  Regulation Taskforce Chairman, Gary Banks, lamented 
this reluctance, stating that: 

‘Regulation without consultation is like a shot in the dark.  Yet a recent 
government survey found that only one-quarter of regulatory agencies consult 
outside government when developing regulations.’13   

Yet, to be effective, consultation must be genuine and not perfunctory.  Experiences of ‘bad’ 
consultation are common.  Some businesses affected by the Anti-Money-Laundering regime 
have complained that their involvement in the process, while occurring over a sustained 
period prior to the introduction of new legislation, was too late to be effective and will 
compromise the efficacy of the scheme as a result.  Similar experiences were encountered 

                                                
11 Taskforce page vi. 
12 Banks (2005). 
13 Banks (2006). 
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during the early consultations on the proposed FSRA legislation conducted both by policy 
departments and regulators.  In these and other instances, regulators appear to have made 
up their minds in advance of the consultation, adding wasted time to the frustration of 
ineffective consultation. 

If consultation is to become more common and to be taken seriously by regulators, we must 
understand why they typically hesitate to engage industry in the design and implementation 
of regulation.  There are two main reasons: 

�  regulators are (perhaps justifiably) sceptical of the advice provided by industry, when 
industry has an incentive to push for self-serving intervention rather than regulation 
which fulfils its legitimate public purpose; and 

�  regulators are accountable to Ministers, not to their regulatory charges, and politicians 
may have even less incentive to understand the impact of regulation on industry or to 
uphold light-handed regulatory principles than the regulators themselves. 

There is also a need to acknowledge that consultation is a two-sided process.  To be taken 
seriously by regulators, businesses must treat the consultation process seriously, and to date 
this has not always been the case.  As a first step, companies must ‘do their homework’ by 
familiarising themselves with the legislation, both its letter and its spirit.  A second step is to 
ensure that senior representatives liaise with the regulator.  Having the right people at the 
table rather than functionaries who lack the necessary authority or technical skill is essential.  
Businesses that focus on building a strong relationship with their regulator will find it is not a 
wasted effort: there is much to be gained, not least in reputational capital.14  Of course, these 
same points apply equally to the regulator; effective consultation is hardly served by the 
regulator assigning junior staff to the consultation process and their being poorly informed of 
the commercial priorities facing business. 

4.1 THE NEED FOR CONSULTATION 

Regulating well is inherently difficult.  The overarching principles may be specified in 
legislation and Second Reading speeches but the details of implementation will be left to 
regulators to decide.  There is little alternative since legislators cannot be close enough to 
the coalface to write specific instructions into the legislation.  This opens a potentially wide 
gap between principle and practice, as evidenced by the Wallis experience cited above. 

Neither is it reasonable to expect regulators to know the markets they are regulating in detail.  
Detailed knowledge of and expertise in market practice commands a high price, often 
beyond the means of public regulators.  This is especially true of financial regulators where 
rewards available to market practitioners far exceed typical remuneration packages in public 
sector employment.  Secondment and exchange programs which allow regulators to spend 
time working in the market can assist in building regulatory expertise.  But retrieving 
seconded regulators from the private sector can be problematic and finding willing 
candidates from the market for secondment or outright employment in the regulatory agency 
can also be difficult.  In these circumstances, consultation with business may be the only 
feasible means of injecting market experience and insight into the design and implementation 
of regulation. 

Regulation in many cases is an iterative process—it is hard to get right first time.  Even with 
close consultation, there is a chance that regulation may not achieve its desired results in the 
first instance, or that the changing nature of the market means that specific regulations have 

                                                
14 Carmichael (2007) emphasises the importance of building strong ‘regulatory relationships’ for the benefit of 
regulated businesses as well as their regulators. 



� ���	���������������������������	����� ��
 

�
10 

a short shelf-life.  Consultation should therefore be an ongoing process.  Moreover, 
consultation allows business to help itself by conducting operations in a transparent way, and 
keeping the regulator informed of developments as they unfold.  This encourages the 
regulator to adopt a light-handed approach and to be pro-active in removing or amending 
obsolete regulation, outcomes from which both businesses and the regulator gain. 

Certainly leaving business in the dark during the decision-making process and treating its 
input with suspicion or disregard militates against desirable outcomes for the regulator as 
well as business.  The Office of Best Practice Regulation identifies seven principles of good 
consultation:15 

�  continuity—consultation should be continuous and start early in the policy development 
process; 

�  targeting—consultation should be widely based to ensure it captures the diversity of 
stakeholders affected by the proposed changes—this should include State, Territory 
and local governments, as appropriate, and relevant Commonwealth departments and 
agencies; 

�  appropriate timeliness—consultation should start when policy objectives and options 
are being identified—throughout the consultation process stakeholders should be given 
sufficient time to provide considered responses; 

�  accessibility—stakeholder groups should be informed of proposed consultation, and be 
provided with information about proposals, via a range of means appropriate to those 
groups; 

�  transparency—policy agencies need to explain clearly the objectives of the consultation 
process, the regulation policy framework within which consultations will take place and 
provide feedback on how they have taken responses into consideration; 

�  consistency and flexibility—consistent consultation procedures can make it easier for 
stakeholders to participate—however, this must be balanced with the need for 
consultation arrangements to be designed to suit the circumstances of the particular 
proposal under consideration; and 

�  evaluation and review—policy agencies should evaluate consultation processes and 
continue to examine ways of improving their effectiveness. 

If implemented, these best practice consultation principles will aid the policy design process, 
and facilitate the ongoing collection of data needed to maintain efficient and effective 
regulation. 

Financial sector regulators would do well to adopt a best practice consultation model along 
the lines of the OBPR principles above.  Most of these principles can be carried over 
verbatim, and would provide a benchmark, and accountability framework, under which 
regulators are to consult. 

A particular focus should be on the role of consultation in the collection of data focussing on 
both costs and benefits, and the continued collection of this data for the purpose of review. 
This would increase the transparency and accuracy of a decision, and reduce the risk of 
error in the regulator’s decision.  In doing so it would also dampen the asymmetric incentives 
regulators face – regulators have less need of a risk averse approach when the risks they 
face are reduced.  Finally, better data collection is particularly important in the financial 
sector where the efficacy of particular regulation is more susceptible to change over time. 

                                                
15 These can be found at http://www.obpr.gov.au/consultation.html  
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The main challenge, however, will be to ensure that these – or a similar set of – principles 
are applied in an effective manner over time.  Inevitably, there will be differences of opinion 
between regulators and the regulated on whether this is the case.  One of the roles of the 
Bureau of Financial Sector Regulation that we propose be created (see Section 5) would be 
to ensure best practice consultation.  The Bureau would encourage early and continuous 
consultation, whilst ensuring that this is genuinely balanced in the design of legislation. 

4.2 A PRAGMATIC APPROACH TO CONSULTATION 

While consultation has the potential to improve regulatory design and implementation, 
effective consultation is unlikely to occur without attention to the incentive issues facing both 
the regulator and regulated firms.  The approach needs to confront concerns over the 
accountability of regulators as well as incentives facing industry to behave strategically in 
dealing with the regulator. 

Financial sector regulators are currently accountable to the Treasurer.  It is not clear that the 
Treasurer has any less incentive to indulge increasing risk-aversion and intrusion on the part 
of regulators than the regulators themselves.  Nor is the Treasurer likely to encourage 
greater consultation with affected businesses since the political costs of failure in financial 
markets weigh more heavily than light-handedness—a feature of regulation which, in any 
case, is too easily caricatured as being ‘asleep at the wheel’. 

The Wallis Committee acknowledged the need for an independent watchdog on the 
performance of financial regulators by recommending the establishment of the Financial 
Sector Advisory Council (FSAC).  This body advises the Treasurer on issues of concern to 
business surrounding the performance or approach of financial regulators.  The Council’s 
limited power has not assisted it to develop any profile as an independent agent of public 
accountability.  While the Council initiates inquiries and publishes occasional reports, these 
have had little impact on the trajectory of financial regulation. 

Directing regulatory agencies to be more accountable to stakeholders other than their 
political masters, including consumers and the general public as well as regulated firms, 
could potentially improve their responsiveness to business demands for effective 
consultation.  However, this requires greater independence from government than either 
APRA or ASIC currently possesses.  These agencies are very much subject to direction from 
the responsible Minister, i.e., the Treasurer.16 

The Reserve Bank, on the other hand, enjoys a greater measure of independence from 
government and is accountable to the Parliament through the House of Representatives 
Standing Committee on Finance and Public Administration.  The Bank is not noticeably more 
consultative than either APRA or ASIC, however, reinforcing the point that both 
independence and explicit legislative accountability to stakeholders is required to induce 
effective consultation.  Public accountability cuts both ways: the information garnered 
through consultation must be made public or at least remain discoverable through freedom of 
information legislation.  This acts as a discipline on business to deal openly with regulatory 
agencies and not seek to influence outcomes for its own benefit. 

What is needed is a body with a similar remit to FSAC but independent of government and 
with explicit powers to consult with all parties and publish its findings.  Such a body would 

                                                
16 This feature of APRA’s legislation attracted comment from the IMF in its FSAP Report for Australia.  The IMF 
argued that, “[While the] power of the Treasurer to give directions to APRA has not been used … it would provide 
greater certainty regarding the independence of the prudential supervisor if this provision were removed.” (IMF 
2006, para.29). 
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comprise experts with relevant industry, regulatory and community credentials.  It would have 
inquisitorial powers and a mandate to monitor the performance of financial market regulators 
through published reports of stakeholder responses and independent analysis of regulatory 
efficiency and effectiveness. 

The new body would operate independently of regulators as well as government but would 
liaise with the OBPR to ensure that practice and principle are aligned.  The regulatory 
process would remain unchanged but the existence of an independent voice speaking into 
the public arena with published reports and analysis would alter the dynamic of regulatory 
accountability.  Ideally, this would encourage consultation of a type useful and acceptable to 
regulators as well as business, improving the performance of regulators and the 
effectiveness of regulation as a result. 

5. THE WAY FORWARD 

Accountability for the social costs and benefits of regulation is a key requirement for effective 
management of the growth of regulation over time.  We argue for an independent agency 
charged with responsibility for monitoring the development and implementation of financial 
regulation.  While this role could be fulfilled by an industry association or similar private 
sector body, questions would naturally arise about its independence from the interests of 
regulated businesses and therefore its credibility in undertaking assessments of the public 
interest.  In our view, credibility and public accountability demand that this role be filled by an 
independent public agency—a Bureau of Financial Sector Regulation—working closely with 
government, regulators, industry associations, regulated firms and consumer 
representatives. 

5.1 A BUREAU OF FINANCIAL SECTOR REGULATION 

Financial sector regulators are accountable to the Treasurer and the Australian Parliament.  
Significant problems can be identified and addressed through these channels.  Additional 
formal layers of accountability are not needed.  What is needed is a mechanism to ensure 
that these existing channels of accountability reinforce desirable regulatory behaviour and 
incentives facing regulators and regulated firms. 

As argued above, it is not realistic to expect the Treasurer and Parliament to monitor the 
performance of regulators in detail.  Nor are they likely to hold regulators accountable to the 
light-handed approach advocated by Wallis, when Ministers and legislators face the same 
risk-averse incentives as the regulators.  Finally, urgent political agendas will inevitably 
overwhelm the best intentions of elected politicians to maintain dispassionate oversight. 

A different approach is required and we propose the establishment of a dedicated Bureau of 
Financial Sector Regulation (BFSR).  Such a body’s role would be: 

�  to monitor the implementation of legislation by regulators and to publish regular reports 
on regulatory performance; 

�  to develop a deeper understanding of the benefits and costs of financial sector 
regulation through published research and analysis; 

�  to promote continuous improvement in the design and implementation of regulation; 

�  to identify areas of duplication and inconsistency among the regulators; 

�  to explore issues related to regulating complex entities, including the development of 
appropriate skill sets in regulators; 

�  to encourage regulators to address particular areas of concern that may arise; and 
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�  to recommend to the Treasurer areas where modification to legislation and/or policy is 
desirable. 

It is important to clarify the limits of the Bureau’s role.  It would not in any sense be a ‘super 
regulator’; it would not regulate the regulators but rather monitor their performance and report 
publicly.  Also, it would not be an ombudsman or adjudicate matters of dispute between 
regulators and specific regulated entities.  Rather it would only involve itself in issues relating 
to the design and implementation of financial regulation.  The Bureau would be empowered 
to consult widely and directed to publish its findings. 

A close parallel to the proposed Bureau is the Inspector-General of Tax.  Like the IGT, the 
Bureau would be tasked with reviewing systemic issues that may lead to recommendations 
involving policy design and regulatory practice.  We note that John Uhrig in his review of the 
corporate governance of statutory authorities also recommended that an overseer of 
regulators be established.  While the Government at the time rejected Uhrig’s 
recommendation, we argue that concerns expressed over the accountability of regulators in 
the financial sector call into question the effectiveness of existing accountability mechanisms 
and warrant consideration of our proposal. 

In a broader context, the BCA has recommended the establishment of an advisory council 
focused expressly on business regulation.  Such an arrangement could be useful but would 
require continued focus and time devoted to the issues by senior Ministers, including the 
Prime Minister.  It seems preferable for the task to be devolved to a body with this as its 
primary responsibility.  The information and analysis compiled would then be reported to 
Cabinet and Parliament as needs be.  Devolving the oversight of financial regulators to the 
proposed Bureau addresses the difficulties that arise with the ‘politics of detail’ in what is an 
increasingly complex and specialised area. 

5.2 IS IT TIME FOR ANOTHER WALLIS INQUIRY? 

The wisdom of establishing a Bureau of Financial Sector Regulation could be assessed as 
part of a focussed review of Australia’s financial regulatory arrangements.  The last major 
review was the Wallis Inquiry in 1996-97.  Since then we have seen significant changes to 
financial markets in Australia and internationally.  Such a review could be more narrowly 
targeted that the Wallis Inquiry with a specific focus on the performance of regulators and the 
implementation of financial regulation rather than re-visiting the structure of the regulatory 
apparatus. 

Some factors suggesting that another review might be timely include: 

�  the ‘big four’ banks in Australia are less dominant than they once were; 

�  there has now been ten years of experience with APRA and ASIC; 

�  the impact of the HIH collapse diverted the regulatory path away from the direction set 
by Wallis; and 

�  markets are more transparent, data collection more prevalent and the regulatory 
process more in need of close scrutiny than before. 

Such an inquiry would also consider the scope to reduce the current stock of regulation.  In 
this regard, potential issues for investigation include: 

�  overlap between regulators, leading to confusion and unnecessary costs; 

�  regulatory creep; and 

�  obsolete regulation. 
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Apart from assessing the outcomes of the Wallis Inquiry and the current state of play, a 
subsequent review need not be constrained by the direction taken by the Wallis Committee.  
As noted, market conditions have changed, there is greater emphasis on data collection and 
transparency, and increasing demands for ‘best practice’ regulation.  A new ‘Wallis 
Committee’ could consider our proposal for a BFSR within the context of assessing 
experience with the Wallis arrangements over the past decade and likely challenges going 
forward. 

6. CONCLUSION 

There is growing unease with the cumulative growth of regulation in the Australian financial 
sector and more broadly.  Notwithstanding light-handed regulatory principles being enshrined 
in legislation, regulatory practice departs from principle.  In particular, consultation with 
industry, which could identify opportunities to avoid either more regulation or more 
interventionist regulation, appears to be undervalued by regulators to the frustration of 
regulated businesses. 

This paper argues that inadequate public accountability lies at the heart of burgeoning 
regulation and the apparent unwillingness of regulatory agencies to consult extensively, 
regularly and effectively with business.  Public accountability cuts both ways:  

�  regulatory agencies must account for the social benefit-cost calculus of proposed new 
regulations; and, 

�  regulated businesses must account for the advice they give and comments they make 
in the light of potential conflict between their private interests and the public interest 
objectives of regulation. 

Setting such a high store on accountability as the key to reining in excessive regulation, we 
argue for the establishment of an independent statutory body to assess the effectiveness and 
efficiency of financial regulation in terms of its net social benefits—a Bureau of Financial 
Sector Regulation.  This would not be a ‘regulator of regulators’ so much as an overseer with 
powers to inquire, consult widely and publish its findings.  The independence, expertise and 
authority which such a Bureau could exhibit, at least over time, would serve as a discipline 
on legislators and regulators to hold more firmly to light-handed principles and on regulated 
firms to build meaningful relationships with regulators to the benefit of themselves, the 
regulators and the public. 

The wisdom and practicality of this proposal could be assessed as part of a further, focussed 
inquiry into Australia’s financial regulatory arrangements.  It has been a decade since the 
Wallis Committee reported and much has occurred in the meantime.  As part of reviewing 
our experience of the Wallis framework and considering likely challenges into the future, the 
idea of establishing a Bureau of Financial Sector Regulation would, in our view, be worthy of 
serious attention. 
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