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Financial sector deregulation, competition and ongoing financial innovation have brought great economic benefits, but have contributed to increased financial risk for individuals. Unfortunately, relying on disclosure, advice and education as the principal weapons of policy for achieving good financial decision-making and consumer protection is inadequate, and additional approaches need to be considered. 

The sub-prime crisis of 2007-8 prompts the question of whether financial sector instability is an inherent characteristic which individuals need to factor into their financial decision making. Experience of the past thirty years, and economic theory, suggests that this is so. Financial markets and intermediaries generate economic benefits by creating liquidity and can do so only while investor confidence is maintained. The recent experience provides some support for those analysts who argue that an evolutionary cycle of boom and bust is inevitable as fading memories of previous failures lead to overconfidence, easy credit, excessive use of leverage, and unsustainable asset price inflation.

The sub-prime crisis, and the unwinding of these trends, has created substantial losses for some groups of Australian investors (including local councils, company directors using margin loan facilities, and stock market and mutual fund investors). More widespread effects are occurring via negative returns for superannuation funds, and increasing interest rates charged to borrowers as credit spreads widen and from RBA increases in base interest rates aimed at containing inflationary pressures.

While Australian lenders are, and can look forward to, experiencing further increases in borrower defaults (both at the personal and business level), Australia has not had the explosion of subprime lending seen in the US. Legal obligations on originators not to engage in unconscionable conduct, and mortgage loans involving full recourse to the borrower (unlike the non-recourse loans common in the US) are part of the explanation for this difference.

The underlying causes of the sub prime crisis do however illustrate longer term issues associated with personal sector finances in modern financial markets which generate concerns. There appears to be increased willingness and/or inducements for borrowers and investors to take on increased risk. There are increasingly complex financial products and processes available to individuals. There have been unsuitable incentive structures and governance in financial institutions selling these products. There is inadequate understanding of risks and expected costs/benefits by many (most) individuals 

Aggregate household borrowing and interest payments (relative to income and/or assets) are at record levels. And while the value of asset holdings (such as shares and housing) had increased relative to indebtedness, declines in asset prices and increased interest rates can create stress for those borrowers who are highly levered. The fact that many households have little or no outstanding debt suggests that there will be significant pockets of financial stress. It is worth noting that household bankruptcies have increased to around 24,000 p.a. (about 1 in 300 households) in recent years.
Households are also facing an ever-growing choice of complex financial products. Some, such as margin lending and instalment warrants, provide the opportunity for increased leverage and risk taking. Also important has been the development of facilities such as on-line discount brokerage stock trading, which increases access to investment in risky assets. Many innovations provide the opportunity for risk management as well as for, alternatively, increasing financial risk. Collateralised Debt Obligations (CDOs) as well as capital protected products fall into this category. However, whether most individuals are able to assess the true value and risk associated with financial products they purchase, or are sold, is a matter for conjecture.

At a more general level, it can be argued that government policies encourage or contribute to greater financial risk bearing by households. The tax system encourages negative gearing – which involves using leverage to invest in risky assets whose value could go down as well as up! Superannuation involves forced savings in an illiquid form of wealth and may induce increased borrowing for other purposes. There is greater emphasis on individual responsibility (versus taxpayers generally) for education, health and retirement financing and the associated risks involved.

The policy approach to dealing with the risks facing individuals in modern complex financial markets has emphasized the trifecta of disclosure, advice, and education. Unfortunately, it has been found wanting – and while part of an appropriate strategy, it cannot be the only plank. 
Reliance on disclosure suffers from the complexity of products and unwillingness and inability of individuals to invest sufficient time to understand the reams of information provided (which is, of course, framed in a way to emphasize the favorable features of the product involved). 
The financial advice industry is beset with potential conflicts of interest from remuneration arrangements  and other links with financial product suppliers. How this can be overcome, given the general unwillingness of individuals to pay upfront for advice (which may be of variable and ex ante indeterminate quality), is a particular challenge for both the industry and regulators.

Financial education, including financial literacy campaigns, can only go so far.  Finance is a complex subject, requiring mathematical competence and understanding of concepts such as present value, compounding, risk based pricing – even for relatively simple decisions. 

Investor losses from recent failures such as Westoint, Fincorp, ACR, Opes Prime, Chartwell Enterprises illustrate that strategies beyond disclosure, advice and education are required
What are some options?

 Restricting access to some financial products/services is a dangerous route, but one already used, in the form of limiting certain product offerings with limited disclosure requirements to sophisticated/wholesale investors. In this regard, it is worth noting that Australia appears relatively liberal by international standards in facilitating (by non or limited regulation) retail investor access to complex financial products such as hedge funds.

Government specification of default options for financial products where consumers have choices to make, but limited expertise or information is another option worth considering. Such specification should convey information about the suitability of the product to the consumer, although diversity in consumer circumstances may make it difficult to find a “one-size-fits-all” default option. Behavioral finance studies suggest inertia on the part of consumers, such that many will stick with the default option. New Zealand has recently adopted this type of approach with its KiwiSaver. 
Tax and subsidy arrangements can be used to induce decisions towards financial products which are believed to have greater social value including limiting unwarranted or inadvertent risk taking by individuals. There are problems involved in determining how such tax and subsidy arrangements might be structured, but it is fair to say that many significant tax distortions already exist in the financial sector (such as preferential treatement of capital gains).
Improving publicly available third party ratings and information about financial products and relevant to investment decisions also warrants consideration. For example, the largest investment made by most individuals is the purchase of housing – yet the information on recent sale prices etc collected by Government agencies involved in title registration is not freely available to potential buyers or sellers.
Looking ahead, a number of areas appear as potential hotspots where risks exist and are going to emerge as problems for society. 
In the retirement space, there are concerns about  the effect of ageing on the competency of the “lead” trustee for SMSF in the retirement phase (as well as the increase in relative administration costs as the fund size declines). Retirement accommodation decisions involve complex choices among a range of options incorporating considerations about both financial and lifestyle issues, and are often difficult to reverse. Increasing use of allocated pension type products is increasing longevity risk.
Another area of potential concern is “post-paid” consumption risk. The introduction of smart meters for time of day utility pricing (reflecting peak load pricing) has the potential to bring significant economic benefits, but places the onus on individuals to understand and monitor their usage rates. The extent to which wholesale price volatility in energy is passed through to retail consumers will need to be carefully monitored. In as similar vein, consumer “trade credit” provided by suppliers to users of products such as mobile phones also creates a financial risk management problem for individuals.
Excessive leverage of home-buyers is another area of potential risk, as is the level of underinsurance prevalent in the community.
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