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1.  Introduction 

Presentation outline

× Introduction

× What has changed since June 2007

× ASXMS supervisory response

× Assertions regarding ASXMS’ regulatory 
performance 

× Potential changes to strengthen market 
integrity 

 

Thank you for inviting me to speak again at this year’s SDIA conference.  When I spoke last year, there was a distinct 
sense of optimism about the market – not just among the broking community but within the broader economy.  I don’t 
recall anyone mentioning sub-prime.  We now know that when conditions change, they can change quickly.  And very 
dramatically. 

This change is important because it has brought with it a different set of market supervision issues which have been 
the subject of much commentary and speculation in recent months.  Unfortunately, much of that commentary is based 
on perception rather than fact. 

Some of the commentary suggests that our regulatory system has broken-down and that wrong-doing in the 
marketplace is rife.  This of course cannot be good for investor confidence.   

In this context, I’m proposing to speak in general terms about how ASX Markets Supervision (ASXMS) has responded 
to the change in market conditions over the past 6 to 9 months, and how it’s met the regulatory and supervisory 
challenges that have arisen.  I would also like to address some of the perceptions in the marketplace about ASXMS’s 
role and performance.  Finally, as always, I’d like to offer some thoughts on how things might be done better.   

At that point I will then hand over to David Lawrence – ASX’s General Manager of Participants – to provide more 
detail about the technology improvements undertaken by ASXMS over the last year, as well as our day-to-day 
supervisory activities including compliance, surveillance and enforcement.   
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Let me start with some brief observations about our equity markets today. 

$5.0 billion
(YTD)

$10.2 billion
(FY)Initial capital raised

8.1 million
(YTD)

5.7 million
(FY)Number of equity trades

5595.4 ( 12%)6274.9S&P / ASX 200

April 2008June 2007

What has changed?

× Bull to bear market conditions

× US sub prime crisis

 

We are all now aware of how far-reaching the impact of the sub-prime loan market in the US has been on equity 
markets throughout the world.  As at the end of April 2008, the S&P / ASX 200 index was 12% lower than in June of 
last year – and that is despite a respectable 4.5% recovery in the index in April.  As at yesterday, however, the 
S&P/ASX 200 index had climbed a further 3.7% and is now nudging 5800 (7.5% lower than June last year). 

What is not evident from the pure index return is the high level of market volatility, particularly in the first quarter of 
2008.  Indeed, unusually high market volatility was experienced in almost all major equity markets.   

The number of equity trades continues to increase, reflecting in part the volatile market conditions but also new 
patterns of trading such as algorithmic trading which has the effect of lowering trade sizes.   

The lack of market confidence is more noticeably reflected in the level of IPO activity which has fallen quite 
substantially to just $5.0 billion raised in the 10 months to April 2008.  However, secondary raisings remain strong, 
pointing to the underlying resilience of the economy. 

Falling indices, increased trade-count and lower IPO levels are not peculiar to Australia – they mirror what’s 
happening on global exchanges around the world.   

What then has been the impact of this volatility on supervision? What have we been doing over the last 9 months? 

Reinforcing disclosure and 
notification obligations
× Trading halts and voluntary suspensions

× Financing arrangements

– Listed entity debt positions

– Director margin loans

× Short selling and stock lending

× Directors’ interests and “blackout” trading

× Notification obligations of participants

× Prudential risk monitoring

 

Our supervisory approach is based on disclosure.  Twelve months ago, the triggers for disclosure were around 
takeover bids by private equity funds.   

Due to the convergence of the upward re-pricing of credit risk and extremely nervous equity markets early this year, 
the disclosure trigger points shifted to information about corporate and director leverage, and the resulting short 
selling and stock lending trading strategies. 
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As early as August 2007, ASXMS contacted all collateralised debt obligation (CDO) issuers to remind them of their 
obligations to make disclosures as they became aware of any impacts of the sub-prime crisis on their debt positions.  
In addition, as conditions in the credit markets worsened, many companies in the property sector disclosed their debt 
positions to the market in mid-December, either voluntarily or in response to formal ASXMS queries. 

In February 2008, following a number of high profile trading halts and voluntary suspensions requested by companies 
to enable them to restructure their financial positions either by way of loan re-negotiations or asset sales, we issued a 
Companies Update.  The Update reminded companies of their obligation to continue to keep the market informed 
even during a trading halt or suspension.  The Update also outlined the information that companies have to provide to 
the market when requesting a trading halt or a voluntary suspension. 

Against the backdrop of falling markets, it would not be a surprise to anyone in this room that short-sellers would 
target shares of highly-geared companies or those where directors’ holdings of shares in the company were 
potentially subject to margin calls.   

There is general agreement that short selling per se is a legitimate trading strategy that adds to liquidity and facilitates 
the efficient re-pricing of stock.  However, the practice of short selling does present two specific regulatory issues.  
First, there is a lack of transparency about short selling activities as a result of the under-reporting of short sales on 
the basis that, if there is a prior borrowing, it is not currently considered “short”.  Second, there are the alleged 
attempts to manipulate the market by spreading false and misleading rumours, thus driving down share prices still 
further.  I will deal with each of these in turn.  

Resolving the issue of transparency, or lack thereof, is reasonably clear.  ASX has argued about the ‘definitional 
ambiguities’ in the Corporations Act around the disclosure of “covered” short sales.  While ASX does supervise 
“naked” short selling activity, the regulation of short selling is primarily dealt with in legislation.  In this respect, we are 
pleased that the Minister has flagged that amendments to the law are in the pipeline.   

On attempts to manipulate the market by spreading false and misleading rumours: as you are aware, ASIC released 
a statement on the 6th of March stating that the spreading of false and misleading information can be a criminal 
offence and both ASIC and ASX will be vigilant in monitoring the market to ensure this type of behaviour is detected 
and prosecuted.  As you will see shortly, this statement has been matched with a significant increase in the number of 
market manipulation referrals by ASXMS to ASIC for possible investigation. 

We have also been analysing broker trading behaviour and sought additional information from market Participants 
when required.  Naturally, the gathering and analysis of information to build a strong case takes time.  But let me 
assure you that monitoring, investigation and enforcement activity is going on all the time, whether or not it is reported 
in the daily media.    

On the listed company front, ASXMS provided guidance on the type of information that needed to be sought and 
disclosed in relation to director margin loans.  As is the usual practice, where appropriate, query letters were sent 
seeking further explanation about unexplained price movements. Special projects are also underway to analyse if 
directors were lodging director interest notices within the required period and if directors were trading during the so-
called ‘blackout’ period.  
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Prudential risk monitoring

× Requested ad-hoc returns (15 August 2007, 
22 January 2008, 4 April 2008)

× Requested signed statements from Participants 
that they had reviewed their balance sheet as a 
result of the global credit crisis (11 January 2008)

× In unusually volatile market conditions, emails to 
Participants reminding them of their capital 
requirements obligations (8 November 2007, 
18 December 2007, 14 January 2008)

 

ASXMS was also active on the Participant front.  In light of the tightening credit markets and, consequently, the 
balance sheet stress experienced by financial institutions overseas, ASXMS requested ad-hoc capital liquidity returns 
from trading and clearing Participants on three separate occasions during the last 10 months.  

We also required signed statements from these Participants in January of this year verifying that as a result of the 
sub-prime mortgage crisis, the Participant has reviewed, and will continue to review, its balance sheet to ensure four 
things: 

• All financial instruments held by the Participant have been re-valued appropriately using independent prices 
wherever possible; 

• The Participant has assessed its assets and has made the necessary write-downs to asset values that have 
been impacted; 

• The Participant has assessed the impact of refinancing / funding and there are no issues with the ongoing 
viability of its business; and 

• The Participant has provided for any claims against it that are not covered by insurance. 

Participants were also sent reminders when markets were experiencing unusually volatile conditions that their capital 
requirement obligations had to be maintained at all times.  As is standard practice, there was escalated monitoring of 
participants whose capital liquidity was approaching the minimum allowable.  If there was a breach, remedial and 
disciplinary action was launched in all instances. 

As you can see, ASXMS has acted on several fronts in response to the significant change in market conditions in 
recent months.  However, as we normally do at this forum, it is worthwhile to take stock of how we have performed.  
Everyone else seems to have a view on that!  In other words, did we do enough? 

Assertions regarding ASX’s 
regulatory performance
× ASX is conflicted and has placed shareholder 

interests above market integrity

× ASX failed to properly supervise market 
participants

× ASX is “soft” on enforcing the rules
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Recent events have triggered what can best be described as a media firestorm.  If I may summarise, the underlying 
and recurring assertions have been: 

• ASX is conflicted and has placed shareholder interests above market integrity.  This is in the context of 
situations where the media believe that ASX has shied away from its responsibilities to curtail certain activities 
– such as short selling – because we “clip the ticket” on every trade and profit from volatility.   

• ASX failed to properly supervise the market by not acting on the inherent risks in a margin lending model 
where the lender utilised stock lending agreements to secure its own financing.   

• ASX is “soft” on enforcing its own rules.   

I shall speak on each of these in turn. 

Assertion 1:  ASX is conflicted 

Assertion 1:  ASX is 
conflicted
ASX conflict of interest arrangements

× Separate subsidiary – ASXMS 

× Governance arrangements

× Resourcing

× Conflict of interest arrangements

× ASIC oversight

 

Those who say that ASX is conflicted – as a commercial entity and market supervisor – say that we make supervisory 
decisions with one eye on the bottom line.  Nothing could be further from the truth.   

ASX Markets Supervision is separately managed from the rest of ASX.  Its purpose is to make supervisory decisions 
in accordance with the legal and rule framework, the policies and principles on which they are based, and ASX’s 
licence obligations under the Corporations Act.   

I report to the ASX Markets Supervision Board, not the CEO of ASX, and the goals and performance benchmarks that 
ASXMS has set are strictly supervisory in nature.  Neither I nor any ASXMS staff member has any component of their 
remuneration tied to the ASX share price.   

Not only is there a formal separation of ASXMS staff and information from ASX business development and operation 
functions, but stringent conflict of interest policies and protocols are strictly enforced, and apply to all interactions 
between supervision and non-supervision functions.   

Underpinning ASX’s conflict of interest policies and protocols are principles that include: 

• Supervision of the markets and operating the clearing and settlement facilities take priority over ASX’s 
commercial interests, wherever there is a conflict in this regard;  

• ASX staff must not attempt to influence the outcome of specific supervisory decisions to be made within 
ASXMS; and 

•  Prescribed supervision standards must not be relaxed in order to increase ASX volumes or revenue.  
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A separate Licence Compliance team monitors compliance with these policies and procedures.  This includes 
monitoring of meetings in which both supervisory and commercial issues arise and reviewing ASXMS files to identify, 
inter alia, indications of conflict of interest.  The team also monitors complaints that might indicate undue pressure 
being placed on supervisory areas.   

Importantly too, transparency in decision-making in relation to supervisory activity is fundamental in ensuring that 
decisions made are consistent, fair and made for a proper purpose.  Transparency is achieved in many ways but to 
name some: 

• We publish decisions on the granting of waivers and the basis for the decision;  

• We publish summaries of decisions of Disciplinary Tribunals; and  

• ASIC’s review of ASX is made public. 

The other accusation that arises from time-to-time is that ASX rations supervisory-related resources, again with an 
eye on the bottom line.  Well here are the facts.   

Over the last 12 months, the full-time equivalent (FTE) headcount in ASXMS has risen from 84 people at 30 June 
2007 to 100 as at the end of April 2008.  In FY 08/09 (for the fourth consecutive year) there will be a further increase 
in headcount of some eight FTE positions. 

This is only the people-side of resource commitment to supervision.  ASXMS has also undertaken projects that are 
over and above our business-as-usual activities.  Some of these were education and / or training related, for example, 
in JORC reporting.  Others are technology-based to improve the depth and comprehensiveness of surveillance.  Last 
year we also completed a review of the Operating Rules with the aim of reducing compliance costs and the regulatory 
burden for our Participants.  David will elaborate on these and other projects in his presentation.  

Our track record in adding staffing resources and investing in technology projects to improve supervision starkly 
contrasts with the incorrect perception that ASX is an exchange that views supervision as a cost that has to be 
minimised.  On the contrary, the reality underscores the importance of market integrity to ASX as a for-profit entity.  
These two concepts are not mutually exclusive.  They are very much aligned, as ASX’s CEO Robert Elstone said at 
the half-year results presentation in February 2008:  "The long-term sustainability of this business has to be 
inextricably linked to operating markets of maximum integrity." 

The last point I would like to make regarding our resourcing is that ASX has licence obligations under the 
Corporations Act to have sufficient resources [financial, technological and human resources] to operate the market 
properly.  Each year ASIC undertakes a detailed assessment of ASX, particularly ASXMS, to form a view if ASX has 
met its licence obligations. 

In all assessments completed to date (there have been five), ASIC has concluded that ASX has met its obligations to 
have adequate resources and to operate markets in a fair, orderly and transparent fashion. 

The charge that the regulatory landscape needs to be re-drawn because ASX has not adequately managed its 
conflicts of interest is a serious one.  But one that deserves to be dispelled because of the complete absence of 
evidence. 

The idea of ASX as a conflicted regulator is almost always submitted as the cause of other so-called regulatory 
failures too.  For example, it has been claimed that ASX failed to properly supervise certain Participants. 
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Assertion 2:  ASX failed to 
properly supervise participants

- Advice
- Portfolio services
- Tax
- Superannuation

Wealth 
management

Margin and 
securities 
lending

Broking 
services

A.  BROKER- Market surveillance

- Monitoring capital 
liquidity in relation to 
counterpary risk

- Monitoring 
compliance with 
ASX Rules

- Investigating 
potential breaches 
of ASX rules

- Enforcing ASX rules 
against participants

Trading 
platform

Clearing 
facility

Settlement 
facility

- Research
- Advice
- Trade execution
- Clearing
- Settlement
- Portfolio services

- Margin loan
- Settlement
- Stock lending 

and borrowing

 

I refer here to the circumstances surrounding the financial difficulties encountered by Tricom and the collapse of Opes 
Prime.  Some commentators alleged that we failed to regulate margin lending and should have detected the risks that 
were inherent in this particular lending model, as well as other irregularities that have since come to light. 

Our oversight of Participants is confined to monitoring those aspects of their business that directly relate to 
compliance with ASX’s Operating Rules, or with the operation of ASX’s markets, clearing and settlement facilities.  
ASX does not supervise nor monitor the OTC activities or 3rd party contracts such as stock lending / borrowing, 
repurchase agreements or margin lending arrangements that Participants might undertake.   

Where a Participant does engage in stock lending, margin lending or other OTC activities within the same legal entity, 
calculations relating to the counterparty exposure of the Participant to such activities must be included in monthly and 
ad hoc capital returns lodged with ASX.  However, it should be noted that the capital requirements set out in the ASX 
Operating Rules have been formulated to provide assurance to the counterparty of a Participant’s on-market trading 
and clearing activity that it has the capital and liquidity to satisfy its obligations to that counterparty.  The capital 
liquidity calculations do not, and never have, been a measure of the solvency of a Participant.  Solvency is an issue 
for directors.  

It is not surprising therefore that this misunderstanding of what ASX supervises or does not supervise as the case 
may be, has led to the often-heard comment that ASX is “soft on enforcement”.  

27
21

$971,000
(+GST)

27
24

$410,500
(+GST)

Disciplinary Tribunal
– Matters heard
– Circulars released
– Fines imposed

73
18
18
22

77
18
11
34

Total referrals
– Continuous disclosure
– Market manipulation
– Insider trading

April 2008
(YTD)

June 2007
(FY)

Assertion 3:  ASX is soft on 
enforcement

 

However, that is certainly not what the figures tell us.  I expect that we will finish 2007/08 with higher enforcement 
figures than 2006/07.  By way of example, the number of matters heard by the Disciplinary Tribunal, the Circulars 
released and the fines imposed are ahead of the corresponding period last financial year.    

So are the number of the referrals we have made to ASIC.  The mix between market manipulation and insider trading 
referrals has changed, as we are now seeing more attempts at market manipulation [18 referrals in the 10 months to 
April compared to 11 in 2006/07].  This is not surprising – manipulation is more prevalent as a device to ‘prop up’ 
prices when markets are falling. 
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What our critics have been 
slow to acknowledge
× Limit of ASX’s supervisory jurisdiction

× Advantage of technical expertise and proximity 
to the market

× Regulatory balance in rule making  

× Rules framework based on disclosure rather 
than more prescription

× Regulatory philosophy based on education and 
prevention 

 

What many of our critics have not acknowledged is that there are real benefits in locating supervision close to the 
market.  Indeed, academic studies have pointed to the technical expertise gained and the increase in supervisory 
responsiveness that is a natural consequence of such proximity.  I can look back at the last six months and give a 
concrete example that supports this view.   

When it became clear in January this year that Tricom was not able to meet its obligations to settle certain 
transactions, a combined ASXMS / ASX Operations team was assembled and quickly isolated the issue – the 
settlement of certain off-market (not on-market) transactions.  The decision was made to back-out these off-market 
transactions from the settlement batch.  Consequently, settlement of the rest of the market (including Tricom’s on-
market obligations) was able to proceed.  Tricom was able to settle the next day. Those of you familiar with the 
settlement process will be aware of the timetable and deadlines during settlement.   Instead of what could have been 
a potentially damaging broker default situation, with massive implications for the entire market, Tricom is now on the 
road to recovery. 

One may well ask, “Would this satisfactory outcome have been possible within a regulatory framework that removes 
supervision from close proximity to the market’s operation?”   

There are other features too in our current framework that deserve attention, particularly when compared to regulatory 
frameworks elsewhere.  

A paper entitled “Markets as Regulators: A Survey”, published in February 2008 and co-authored by Professor Howell 
Jackson from the Harvard Law School, compared eight regulatory jurisdictions including Australia, the UK, US, 
Canada, France, Germany, Hong Kong and Japan.  The study identified the following features as applying to 
Australia:  

• Regulatory balance in rule-making.  The rule framework is responsive to changes in the market and rule-
making is consensus driven. 

• Focus is on disclosure and guidance rather than prescription. 

• Regulatory philosophy is based on education and prevention. 

I have raised the findings of this study to add balance to the current debate on regulatory frameworks.  I do not claim, 
however, that there is no room for improvement. 
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Where can we do better? 

× Reinforce communal obligations on 
stakeholders to report potential breaches

× Support industry groups in lifting 
professional standards 

× Strengthen enforcement tools

× Increase efforts on education 

× Continued strong working relationship with 
ASIC

 

Reinforce communal obligations 

First, the complexity of the market environment in which we are operating means it is impossible to monitor every 
activity of every participant.  Regulators around the world are fast adopting a risk-based approach to supervision. 

In this context, I believe that communal obligations placed on stakeholders to report potential breaches need to be 
reinforced.  Some countries support this by offering immunity for whistleblowers.  At ASX, we consider complaints 
even if made anonymously.   

Lift of professional standards 

The second has to do with standards.  Our approach to supervision is based on principles and guidance and not 
prescription.  This works best when the entities we supervise have also set their own high standards.  Should the 
SDIA, and other market-based associations, for example, be doing more to educate its members, monitor industry 
practice and lift practitioner standards?  

Strengthening enforcement tools 

Thirdly, we are all aware of the legal difficulties in securing convictions for insider trading and market manipulation.  
What more then can be done to strengthen monitoring and enforcement tools?  Some of this may come at a cost (eg. 
the recording of all phone communications).  Higher penalties can also serve as a deterrent.  ASX has just 
implemented the latter by aligning the fining power of the Disciplinary Tribunal with global benchmarks to provide a 
maximum penalty of $1m for the most serious breaches of ASX market rules. 

There are other ways too.  For example, the SEC in the US is authorised to pay a bounty to a person who provides 
information that leads to the recovery of a civil penalty from those who violate the insider trading laws.  Should this be 
adopted in Australia? 

Increasing efforts on education 

Fourthly, as I hope you all know, the fines levied by the Disciplinary Tribunal net of costs are being channelled into 
education and research to lift awareness of ASX Operating Rules. We have developed and are presenting a series of 
seminars for the listed companies and market participants to improve awareness of their obligations and 
responsibilities under our Rules.  We will also develop a series of education modules on the more important aspects 
of ASX’s Listing and Market Rules.  More details about our education and research program can be found on ASX’s 
website. 
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Continuing strong relationship with ASIC 

Finally, I would like to finish with the observation that supervisors and regulators should be mindful of not allowing 
matters to slip between the cracks.  In this regard, I can say that ASX has a very strong working relationship with 
ASIC.  

Together we have sought to improve monitoring and enforcement outcomes, not only through daily interaction to 
discuss matters related to the recent circumstances of Tricom, Opes Prime and others, surveillance, continuous 
disclosure or other unusual issues that may have arisen, but also by conducting joint seminars and holding joint 
workshops on matters of common interest such as insider trading and market manipulation.   

However, a three-way partnership – not just ASX and ASIC - is what we should all be aiming for.  The broking 
industry and ASX must be partners in maintaining market integrity.  It is in both our interests.   

At this point, I shall hand over to David. 

Thank you.  

  Page 10 


	11th Annual SDIA Conference, Melbourne – 22 May 2008 ASX Markets Supervision Eric Mayne and David Lawrence   

