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Basel II a blow to bank transparency

By: JENNY RUTH

    THE ANALYST

    New reporting rules were meant to make banks more accountable. In fact, even banking experts are now having trouble deciphering the new information, causing concern about the probity of what's being reported.

    The global credit crunch has graphically demonstrated how vital regulatory controls on banks are in keeping the financial system in good health.

    A key plank of New Zealand's light-handed regulatory regime is the principle of disclosure ("sunlight is the best disinfectant"), as the public's major safeguard against the kind of practices which have undermined the global banking system.

    That is in stark contrast to Australia's much more interventionist - and much more costly - regulatory system which involves armies of Australian Prudential Regulation Authority (APRA) officials camping out in the major banks' headquarters, effectively looking over the bankers' shoulders.

    Scrutiny of our banks' quarterly general disclosure statements (GDSs) by everyone from the banks themselves, the international ratings agencies, to banking analysts and journalists, is supposed to be a key factor making the system work.

    So everyone agrees the rules the banks use in preparing their GDSs are important.

    From the March quarter of 2008, our banks moved progressively from reporting under the old "Basel I" rules to the new "Basel II" rules - a fundamental shift from the former much more rigid, one-size-fits-all approach to assessing risk, to an attempt to assess actual risk.

    So how is it working out in practice?

    Not so well. Even the banks are struggling to understand their competitors' information.

    As one of the less pointy-headed users of GDSs, reading each quarter's documents has given rise to much cursing, hissing and gnashing of teeth as I've tried to make sense of them.

    It's some personal consolation that even the experts are struggling, although that is of concern in terms of the integrity of what's being reported.

    "I find it difficult to find out what's going on and to make comparisons," says Malcolm Bruce at KPMG, the firm which audits ANZ National Bank, New Zealand's largest.

    Deloitte partner Richard Kirkland says "the jury's out" on whether analysts' attempts to decipher the GDSs will "meet that primary objective of supporting market discipline".

    While the various banks watch each other like hawks, "those in the industry have more questions than answers, much like we do", Kirkland says.

    David Tripe, head of Massey University's Centre for Banking Studies, who has a doctorate in banking, used to produce a quarterly analysis of all the banks' GDSs but hasn't done so since the Basel II rules came into force.

    "They're not consistent with each other and the banks are recognising they're not consistent and are starting to wonder what to do about the information being somewhat less than useful," Tripe says.

    "You can't reliably and meaningfully compare one bank with another and therefore you can't tell which banks are doing well and which are doing badly," he says.

    Tripe has a particular problem with the way each bank reports bad debts and provisions.

    "I'm unconvinced that they're telling us the full story. I'm unconvinced that the apparent differences in the figures reveal real differences in their portfolios," Tripe says.

    For the six months ended March, Westpac's subsidiary charged $338 million against profit for bad loans. Its total assets at March 31 were $77.85 billion.

    Bank of New Zealand, only slightly smaller with $73.3b in total assets at March 31, charged only $99m, less than a third of Westpac's, for bad loans against profit for the six months.

    A major interest for me is how each bank is faring in the mortgage market, a key part of their business in anybody's book.

    Just as I thought I was getting a handle on the new rules, the goal posts shifted. In January, ANZ decided to establish a New Zealand branch, in addition to its existing local subsidiary.

    APRA rules prevent an Australian bank from lending more than 50 per cent of its equity to a subsidiary and ANZ was nearing the maximum, but that restriction doesn't apply to a branch.

    The ANZ subsidiary sold the new branch $4.88b worth of mortgages on February 27, allowing both to continue growing lending.

    The overall position of ANZ in New Zealand is now shown in its branch's GDS.

    The problem is while the Australian parent and the New Zealand subsidiary are reporting under Basel II rules, the branch is reporting under Basel I rules. And that's at our Reserve Bank's direction.

    Toby Fiennes, the central bank's head of prudential services, says many international banks have branches here and their head offices report under different rules. Because branches don't have any capital locally, unlike subsidiaries, it's unnecessary to force the branches to report under Basel ll, Fiennes says.

    Except that comparability between banks goes out the window.

    And having different parts of the same bank reporting under different rules is just nuts in my book.

    Just in case you think the difference between the numbers produced under Basel I and those produced under Basel II can't be that great, look at this example: ANZ National's mortgage book under Basel I rules totalled $52.66b at March 31, 2008. Under Basel II rules, the book is $49.11b at the same date. The difference - a not-to-be-sneezed-at $3b - is mainly because Basel II's focus on assessing actual risk means some of the bank's business loans formerly classed (incorrectly) as housing loans are now classed (correctly) as business loans.

    While ASB's parent, Commonwealth Bank of Australia, and Westpac also have New Zealand branches in addition to their subsidiaries, they don't do any housing lending through their branches.

    Tripe's subversive suggestion on how to remedy this situation is for Bank of New Zealand's parent, National Australia Bank (NAB), to open a New Zealand subsidiary. Then we could all just ignore the subsidiaries and Basel II and go back to using the Basel I for at least the big four banks.

    (NAB says it has no plans to open a New Zealand branch.)

    Others are less ready to ditch Basel II.

    KPMG's Bruce says the Reserve Bank is encouraging the banks to achieve greater consistency and this is likely to be achieved over time.

    Certainly, some aspects of the Basel II rules are highly desirable. I particularly like the detailed information on the loan-to-valuation profile of each bank's mortgage book - telling us, for example, how many of each bank's home loans involved less than a 20 per cent deposit, how many had less than a 10 per cent deposit and so on. This was something we didn't get with Basel I.

    Still, the lack of comparability between banks far outweighs such advantages in my book.

    * Jenny Ruth is a freelance journalist and a columnist for the Sunday Star Times and Unlimited.

    CAPTION:

    Impenetrable: Understanding bank bad debts from Basle II reporting is going to take more than a blowtorch.

