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CHALKIE: Basel II rules: Capital idea, just don't bank on it

    New Zealand's trading banks' quarterly disclosure documents hardly make thrilling reading, but they represent the public's major safeguard against banking practices that could lead to collapses under our light-handed regulatory regime.

    Though the banks are obliged to provide copies to anybody who asks, few outside the banking industry, apart from Chalkie, David Tripe of Massey University and KPMG, seem to pay them any attention.

    The fact the banks are watching each other is what makes the disclosure system work.

    So Chalkie's a mite concerned about the nitty-gritty of how the Reserve Bank is planning to implement changes to the capital adequacy rules.

    The new rules aren't set in concrete yet and the central bank is asking for feedback by November 26. But it expects to implement the new rules from March 30 next year.

    The changes are required to meet the aims of what is known as "Basel II." The framework is based on the Basel l international agreement, signed in 1988, which essentially requires banks to hold a minimum of 8% of risk- weighted total assets as capital. That capital is a buffer available to a bank's creditors, particularly its depositors, if anything goes wrong.

    Under the existing system, loans to governments or central banks require no capital. At the other end of the spectrum corporate lending requires the full minimum 8% capital.

    In between are loans to other banks and to local government authorities, which require only 20% of the full amount, and loans secured by residential mortgages, which require only 50%.

    The Basel II agreement recognises, for example, that not all mortgages are as risky as each other. If a bank loan amounts to only half the value of the house it is borrowed against that mortgage is considerably less risky than a loan equal to all of a house's value.

    (Lending 100% of a house's value is a practice that became more and more prevalent in recent years, although Chalkie suspects the US sub-prime crisis has made it suddenly far less fashionable.) So instead of applying blanket rules to different asset classes, banks are going to have to pay more attention to the actual risks they're facing. Chalkie can only applaud that.

    The new rules will also see the banks providing details such as loan-to-valuation ratios - the proportion of a houses value a loan represents - allowing observers to judge where in the spectrum of risk each bank's mortgage book lies.

    Again, Chalkie thinks that's really useful information although there may be a problem in marrying historical information with the new system.

    What worries Chalkie is the New Zealand-owned banks will be operating under one set of rules while the Australian- owned banks will be reporting under models unique to each.

    Kiwibank and TSB Bank will be reporting under what's called the standardised approach but the Australian- owned banks will be using what's known as the "internal ratings-based", or IRB approach.

    The actual model each bank adopts will have to be approved by the Reserve Bank but the details won't be made public - even if they were, Chalkie's told, nobody but banking industry geeks would understand them anyway.

    But the use of different sets of rules does raise the problem of whether each bank's GDS will be comparable with the others under the new system. As Chalkie understands it, each bank using the IRB approach will have considerable discretion in how they go about assessing their own riskiness.

    Ian Woolford, financial system policy manager at the Reserve Bank, says while the IRB approach is aimed at encouraging banks to take a far more sophisticated approach to risk management "there isn't an industry standard model that they can take off the shelf".

    "We're not allowing banks to come up with any old model," Woolford says, adding a lot of work is going on between the central bank and the trading banks over developing their models.

    But there's another problem in that each model will have to evolve: because we've enjoyed such a long period in the up part of the economic cycle it will take time to demonstrate how each model will perform through the down part.

    "This may be no comfort - we're all in a bit of a new world here," Woolford says. "It will take a while for things to settle down and for industry standards around models to be re-evaluated, and for banks to take on the lessons and improve their models. We will be working with them on that."

    Now that does worry Chalkie. In Australia and Britain, banking regulators will take a very hands-on approach, sending in teams to delve deep into each bank's financial innards, but our Reserve Bank doesn't. Under the current system, it knows exactly as much about each bank's financial health as does anybody else who cares to look.

    Woolford's view is Basel II will mean other banking regulators internationally move closer to the New Zealand approach. "To some degree Basel ll is catching up with us."

    But it looks to Chalkie that it also means New Zealand will be taking a backward step.

    "Banks will be poring over each others' disclosure statements and trying to understand why their numbers are different from other numbers," Woolford says.

    That's exactly Chalkie's point: will we be losing the ability to compare banks and to be sure we're comparing apples with apples?

    "I'm sympathetic to where you're coming from," Woolford says.

    "The Reserve Bank actually originally made a policy decision to only offer the standardised model and that was communicated to the banks. This was some years ago," he says.

    "The reason for that was for comparability and simplicity." Chalkie reckons both of those things are pretty desirable. "So did we, at the time," Woolford agrees.

    "The push to offer IRB models really came from the Australian banks," he says. The Australian regulator, the Australian Prudential Regulatory Authority, is offering that country's banks the IRB models and is going through an accreditation process with them at present.

    "The (Australian) banks put the case there are a lot of advantages to going down the IRB route. There are swings and round-abouts. On balance, we reached a position that it was desirable," Woolfood says.

    Mmm, another case of Kiwis caving into the Aussies? "I wouldn't categorise it like that," Woolford says.

    There is another view. Richard Kirkland, director of enterprise risk services at Deloitte, believes it's essential New Zealand adopts the IRB approach. As he sees it, the regulators are simply catching up with how financial markets have evolved since the Basel I agreement.

    The carrot for banks in going down the IRB route is they may (Kirkland stresses "may," saying regulators will want to see how their models perform over time first) end up needing less capital than they do now, making it cheaper to do business.

    If that happens, and New Zealand had decided to stick to the standardised approach, that would have made local banks uncompetitive, he says.

    Taking the IRB route has already brought benefits for New Zealand, he says. Over the past two years, the four major Australian-owned trading banks have invested heavily in risk-management technology, to the point where their systems are now world class.

    He questions whether those banks would have bothered to make such investments without the carrot offered by the IRB route.

    Nevertheless, Kirkland expects the new regime will create "some very interesting market sensitive issues . . . a bank is going to be sharing fairly transparently its risk profile for the first time. I've no idea how that's going to play out."

    Jenny Ruth
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    CAPTION:

    Double standard: New Zealand-owned banks will be operating under one set of rules while the Australian-owned banks will be reporting under models unique to each.

