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By ROSA ABRANTES-METZ

T
HE discovery of banks’
efforts to manipulate
the London Interbank
Offered Rate (Libor)
owes a lot to statistical

techniques that provided the first
indications of wrongdoing. If regu-
lators want to uncover more mis-
deeds in the markets, they’ll have
to use such tools much more
actively than they currently do.

Academics and journalists have
become adept at employing statis-
tical screens to shed light on a
wide range of questionable or ille-
gal activities in the financial mar-
kets. Notable examples include
collusion among Nasdaq stock
dealers, the backdating of stock
options and possible insider trad-
ing among corporate executives.

Libor is a case in point. In early
2008, The Wall
Street Journal pub-
lished a study
showing that the
borrowing-cost
estimates banks
submitted for the
calculation of the
benchmark inter-
e s t r a t e w e r e
bunched much too
close together and
bore little relation
to the banks’ riski-
ness as reflected
in the market for
default insurance.

Together with
co-authors Albert
Metz, Michael
Kraten and Gim
Seow, I extended
the analysis to
show that non-random patterns
in the banks’ reported borrowing
costs started years earlier than
the period examined by the Jour-
nal and also likely involved coordi-
nated behaviour among banks.

The studies pointed to the wide-
spread misbehaviour that, four
years later, is proving to be one of
the biggest and most costly finan-
cial scandals in history.

The Libor studies were classic
screens, in that they tested for
divergence from normal statistical
behaviour or from markets
thought to be functioning proper-
ly.

To understand how screens
work, consider one popular statis-
tical tool: Benford’s law. The law
states that the digits in certain
types of data from naturally occur-
ring events follow a consistent pat-
tern. The number one is by far the
most frequent first digit, followed
by two, three and so on all the
way to nine.

The second significant digit is
more evenly distributed, and so is
the third digit. Such patterns have
been observed in financial data
such as stock prices, corporate
revenue and interest rates. Libor
submissions followed Benford’s
law closely for about 20 years, but
began to diverge sharply in the
mid-2000s.

Statistical analysis, by itself,
will not usually prove manipula-

tion or other cheating. Rather, it
can signal unusual patterns that
may require closer investigation.

Beyond flagging strange pat-
terns, screens can potentially indi-
cate which actors were involved
and when the cheating began.

US regulatory agencies such as
the Securities and Exchange Com-
mission, the Commodity Futures
Trading Commission, the Depart-
ment of Transportation and the In-
ternal Revenue Service routinely
use screens to help find a variety
of illegal behaviour, such as insid-
er trading, tax evasion and
accounting shenanigans.

The use of screens has been lim-
ited, though, in other areas, partic-
ularly in antitrust matters.

More frequently than not, regu-
lators rely on passive detection
policies, in which they wait for
complainants or whistle-blowers

to come forward.
This approach has
a track record of
success, and it is
undoubtedly less
resource-inten-
sive than actively
engaging in detec-
tion.

Unfortunately,
it probably misses
a lot of fraud. At-
tempts at Libor rig-
ging, for example,
might never have
been uncovered
without screens.

If regulators
were more proac-
tive in their use of
s c r e e n s , t h e y
could be more ef-
fective in both the

detection and deterrence of fraud-
ulent market behaviour. The most
successful frauds have the biggest
effects on prices or quantities,
and hence are the most visible to
screens. These are precisely the
cases in which whistle-blower pro-
grammes tend to fail – after all, a
conspirator is less likely to come
forward if the conspiracy is work-
ing effectively from his perspec-
tive. The knowledge that the au-
thorities were constantly screen-
ing for questionable activity
would also have a powerful chill-
ing effect on potential perpetra-
tors.

Regulatory agencies can start
by enhancing data collection and
analysis, and training their staff
to monitor those markets they see
as most susceptible to illegal
behaviour.

There have always been those
who are naturally sceptical that
simple empirical analyses can be
brought to bear in complex mar-
kets. Hopefully, the Libor scandal
will settle the question of whether
screens should be more vigorously
applied and move the discussion
to how that needs to happen.
The writer is adjunct associate professor
at New York University’s Stern School of
Business and a principal in the antitrust,
securities and financial regulation
practices of Global Economics Group, a
consulting firm based in New York.
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By CHRIS GILES

I
T IS quite a moment when a
trusted national statistical
agency reveals that it has
lost its independence from
central government. That

happened last week in Britain. As
of Thursday, the Office for Nation-
al Statistics (ONS) is no longer
producing consistent and reliable
estimates of the public finances.
Worse, the mistakes it has made
would have been easily avoidable
if it had learnt a simple lesson
from the financial crisis.

In the years before 2007, the
leading credit rating agencies trad-
ed on their reputations as inde-
pendent experts. Using intricate
risk models, they gave triple-A rat-
ings to fiendishly complex deriva-
tive securities. When the crisis
struck, the detailed modelling was
exposed as useless. The agencies
had failed to see the wood for the
trees. Their reputations dived.

While the rating agencies have
sought to put their houses in or-
der, the ONS has ignored this cau-
tionary tale. In changing its mea-
sures of the public finances, it has
moved from being a defender of
simple principles to a justifier of
the indefensible.

The story starts in 2009, when
the official statisticians realised
that emergency measures to tack-
le the crisis – nationalising banks
and providing liquidity support –
would wreak havoc with the exist-
ing measures of the public financ-
es.

So they came up with a simple
solution. All such temporary oper-
ations were stripped out of the fig-
ures to provide what the ONS
would call “public sector net bor-
rowing excluding financial inter-
ventions”, a measure known as
“PSNBex”.

A technical note at the time ex-
plained the rationale: The mea-
sure was “intended to show the
underlying state of the public sec-
tor finances without temporary
distortions caused by financial in-
terventions, but including any per-
manent effects from these inter-
ventions”.

That all made sense and PSN-
Bex became the government’s tar-
get measure of progress on the
public finances. That was then.
The good old days.

Sadly, everything changed in
the past week when the ONS an-
nounced how it intended to treat
the Treasury’s decision to raid a
cash pile that has been building
up at the Bank of England (BoE)
because of one of those cri-
sis-fighting measures. The central
bank is amassing interest pay-
ments on the gilts it purchased as
part of quantitative easing.

No one knows whether QE will
ultimately make a profit or a loss.
The scheme is currently in the
black, but is likely to move into
the red when it unwinds. What is
certain is that the Treasury’s deci-
sion to move the cash from the
BoE to its own accounts has not
changed the state of the public fi-
nances. Any sensible way of meas-

uring underlying borrowing
would ignore this intra-govern-
ment transfer.

While that was obvious in prin-
ciple, it was not the route Brit-
ain’s statistical agency chose to
take. In a ludicrous technical
note, the ONS described how it
had considered the European Sys-
tem of Accounts 1995, the Euro-
stat Manual on Government Defi-
cit and Debt, the issue of divi-
dends, super-dividends and inter-
im dividends and the entrepre-
neurial income of the BoE.

The intended impression was
that these were experts taking a
decision constrained by interna-
tional guidelines. As a result of

this guff, the official deficit mea-
sure will be flattered by £6.4 bil-
lion (S$12 billion) in 2012-13 and
£12 billion in 2013-14 – almost 1
per cent of national income.

Among all its high-brow rea-
soning, the ONS either disguised,
or failed to disclose, three crucial
facts.

First, it was under no obliga-
tion to make PSNBex consistent
with international accounting
principles since the measure had
never been governed by them. Sec-
ond, its decision fundamentally
ran counter to the original inten-
tion of PSNBex to provide a con-
sistent guide to the underlying lev-
el of borrowing. And third, while

it said the crucial decision was tak-
en by a body called the Public Sec-
tor Finances Technical Advisory
Group, the ONS failed to note
that its two officials on this body
can always be outvoted by the
three government officials. It is
not independent from ministers’
wishes.

That the ONS has not kicked
up a fuss in defence of consistent
measures of the public finances
demonstrates it to be independent
only in principle and supine in na-
ture, and shows that it can be out-
voted in practice. Official figures
on the British public finances are
no longer to be trusted.
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The first writer laments the abuse of statistics in Britain’s official statistical agency, while the second
cites the discovery of Libor manipulation to show how regulators can make better use of statistics.

P
RIVATE-PUBLIC initiatives are an
increasingly important phenomenon.
They represent a fruitful division of
labour between two partners – civic
organisations and the state – with each
specialising in what it does best. When
community groups and public-minded
individuals focus on a social problem,
they can make a valuable difference
because of the “local knowledge” they
might possess from being closer to the
ground. Their passion in devoting their
skills, resources and time to resolving
the problem can also make a big differ-
ence. The Government can lend its insti-
tutional, particularly administrative,
and financial support and ensure that
standards of probity, efficiency and so-

cial equity are met. Together, the pri-
vate and public spheres can make bold
grassroots initiatives a more visible part
of the functioning of a caring society.

Those supporting this vision would
have been heartened to hear Deputy
Prime Minister and Finance Minister
Tharman Shanmugaratnam promise, in
his Budget speech, strong government
support for community initiatives. He
noted efforts by private groups to im-
prove the lives of Singaporeans, which
he called “bright spots of goodness”.
One example he cited was an initiative
by the philanthropic Lien Foundation
and the welfare organisation Care Cor-
ner to give children from disadvantaged
families access to high-quality

pre-schooling to help narrow an early
gap between them and better-off chil-
dren. Another example is a house-to-
house health screening and counselling
programme started in 2007 by a small
group of medical students which has ex-
panded to 400 students.

Private-public efforts here can draw
on the experiences of other countries.
The social impact bond, for example, is
a promising initiative. The idea behind
it is to empower civic organisations,
that are proactive and inventive but
hardly ever spoilt for funds, with the fi-
nancial muscle of the market. At the
same time, charities are subject to the
market’s economic discipline through
the performance-based nature of invest-

ment management. The market can
play a social role by, say, making
low-interest loans available to
non-profit organisations or funding spe-
cific projects for a reasonable gain. The
state pays for a programme only when
its objectives have been met; otherwise,
investors lose their money. Pioneered
in Britain, the scheme has spread to the
United States and is used to tackle is-
sues such as chronic homelessness.

Singapore would do well to consider
a wider array of private-public initia-
tives because social welfare pro-
grammes will expand in the years to
come, but state revenues may slide
owing to slower growth in a maturing
economy.

Academics and
journalists have
become adept
at employing
statistical
screens to shed
light on a wide
range of
questionable or
illegal activities
in the financial
markets.
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