PLANTO RETAIN THE STATE BANK IN VICTORIAN OWNERSHIP

This document outlines the key elements of a plan to retain
the State Bank of Victoria in operation in its own right.

The plan deals with the problem of Tricontinental debts and
allows the people of Victoria to retain ownership of the Bank.

The principal author is:
Kevin Davis, Professor of Finance,
Department of Accounting and Business Law,
The University of Melbourne

Professor Davis was a consultant to the Campbell
Enquiry on the Australian Financial System.

The University of Melbourne
15 October 1990



EXECUTIVE SUMMARY

The sale of the State Bank of Victoria to any buyer is not financially necessary.

The current proposed sale to the Commonwealth Bank is not a good deal
financially for Victoria. It understates the long run value of the bank to Victoria
by as much as $2,700 million. Other adverse effects of the sale would include:

reduction in the level of banking competition;
removal of a major State asset and an important means to assist Victorian

home buyers; and
the undermining of the financial industry infrastructure now located

in Melbourne.

The State Bank of Victoria can be retained, and continue to operate in its own
right as a publicly owned bank. :

A plan to achieve this aim and resolve the Tricontinental problem has been
developed and essentially involves:

complete separation of Tricontinental from the Bank;

no extra State borrowings will be needed to supply capital for the Bank;
future Bank earnings will offset Tricontinental losses and provide future
revenue for essential public services (or opportunities for tax reductions)

for Victoria.

The plan is not inconsistent with some future direct equity participation by
Victorians if desired.

The Victorian Government should urgently reconsider its current plan to sell
the Bank, particularly in light of the major adverse impact on future State

finances that would follow if the sale proceeds.
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PLLANTO RETAIN THE STATE BANK IN VICTORIAN OWNERSHIP

Need the State Bank of Victoria be Sold ?

The sale of the SBV is not necessary.
At the price offered, the sale does not appear to be a good deal for Victorians.

In fact, the State Bank is in the long run worth more to the peopleof Victoria than
could be obtained now from a sale to any of the major banks.

What is wrong with the sale proposal?
A sale of the Bank would:

Reduce the level of competition in banking in Victoria

End the Bank's important and long standing function of assisting Victorians at all
levels of income with home ownership through the vicissitudes of economic

cycles

Remove from Melbourne the head office of the fifth largest bank in Australia,
thus threatening the critical mass of financial industry infrastructure in Victoria

Give up a perpetual stream of income available to the Government of Victoria in

the form of State Bank profits thus imposing on the people of Victoria either
higher rates of taxation or lower levels of provision of essential public services

Preclude the option to sell or partly privatise the Bank on terms more favourable
to the people of Victoria than those in the current offer.

Involve selling in a most unfavourable market and under most unfavourable
conditions one of the State's fargest assets built up by generations of effort over

almost 150 years



Why then was the sale proposed?

At the time it provided an immediate and needed solution to avert a potential crisis of
confidence in the Bank. That crisis has passed and other options can and should now

be considered.

The proposed sale fitted in neatly with the Federal Labor Government's agenda to
gain party support for privatisation. That support has now been achieved, so the
chance to carefully consider other options now exists.

The proposed sale gave the people of Victoria the illusion that, in some sense, the
Federal Government was taking the consequences of the Tricontinental loan losses off
their hands. In fact the Victorian Government retains responsibility for Tricontinental

and the Federal Government is taking a "clean" State Bank.

The proposed sale would provide a lump sum to the Victorian Government to be used
for debt reduction. It is open to serious doubt that this is the largest lump sum that
should have been obtained; the Commonwealth Government has proposed to
underpay the Victorian Government and people by several hundreds of millions of
dollars on the lump sum value of the taxation component of the sale.

Even though the proceeds will fall far short of the value to the people of Victoria of
the State Bank as a going concern, the aggregate lump sum proceeds of the sale
provide the short run political appeal of “cash in hand".

Is the proposed sale a good deal for Victoria ?

Part of the rationalisation for the "fire sale” of the SBV was a view that the State
could not afford to own the SBV given the losses incurred by the State via

Tricontinental. This involves two fallacies:

1. The losses can be avoided.
2. Anequity injection involves a cash injection.

The reality is:

1. The losses have already been incurred - no asset sale or any action is going to
change that. In fact, the terms of the fire sale explicitly involve the State
maintaining responsibility for the bad loans and selling a “clean” asset. Losses
only require asset sales if, as a result, cash is required.

2. Restoring the SBV's equity base to acceptable levels does not require an injection
of cash. When Tricontinental's losses were discovered, the SBV's obligation to
Tricontinental's depositors meant that SBV equity was denuded because of
increased loan loss provisions. However, once the State government assumed
responsibility to meet those loan obligations, the SBV equity was restored.

(This is shown graphically in Attachment 3).
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The sale involves the Victorian Government receiving a capital payment now in
exchange for an asset (a "clean" SBV) which will generate a stream of future
earnings. Only if the capital payment received exceeds the present value of those
future eamings (and other intangibles) to the seller, should a voluntary sale be made.

As far as we are aware, this calculation has not been performed - the sale appeared to
be based on the premise that a sale had to be made and would be made to the highest
bidder in a very hasty, highly constrained auction. It is important to note that the
amount prospective buyers are willing to bid may well be below (or above) the State's
valuation of the asset. Consider, by way of analogy, a geological formation regarded
as a "national weasure” which contains valuable mineral deposits. The State's
valuation of this asset will undoubtedly be quite different from that of a mining

company interested only in demolishing it.

In the current context, the fact that Westpac Banking Corporation and the
Commonwealth Bank each offered around $1,600 million does not mean that this is
all the State Bank is worth to Victorians. The $243 million "top up" payment by the
Federal Government indicates this - but the top-up looks to be far too small.

Elements in Valuation of the State Bank

The valuation of the minimum price which should be accepted by the Victorian
Government should include the following elements:

a) loss of expected future income from Bank operations - available to the
people of Victoria as either dividends from the Bank, payments in lieu of tax, or

retained earnings by the Bank

b) any loss of payroll, stamp duty, FID taxes, etc. arising from transfer of staff
and transactions out of the State

¢) losses of business to the State economy arising from any greater propensity
of the Bank's new owners to use non-Victorian suppliers

d) adecline in State employment arising from a rationalisation of Bank

branches

e) some judgement about the value to be placed on public desire for retention of
assets within public ownership

f) the value of any services provided on a non-commercial basis by the SBV
for the people or Government of Victoria,

g) reduced competition in Victorian banking

h) a decline in the significance of Melbourne as a financial centre
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Were the Victorian Government not to sell the SBV it would forego receipt of a
capital sum which was to be applied to reducing the State's debt and thus reducing
future debt servicing charges. Instead, those debt servicing charges would remain but
would be offset by the revenue received into the State budget from the profits on SBV
operations. Comparing these alternatives is not simple, since various assumptions
must be made. However, the following illustrative calculations may help.

Suppose that not selling the SBV and foregoing the $2 billion capital receipt means
that this amount of State debt remains on issue in perpetuity, Assume, further, that the
real interest rate paid by the State on its debt is 6% p.a. The implication, then, is that
budget outlays in the form of interest payments are $120 million p.a. higher in
perpetuity than would otherwise be the case. However, the State budget would
receive a stream of income in perpetuity from SBV profits which would otherwise
have been lost. If the net profits/assets figure was as 1.0%, the receipts next year
would be of the order of $240 million p.a. This is about twice the interest saving and
this difference would grow in line with growth in the real assets of the Bank.,

Two points warrant emphasis:

1. The decision to sell or not sell the SBV has no implications for the charge upon
future budgets of the State Government's obligations under its guarantee to meet
Tricontinental loan shortfalls. This cost to future budgets remains. The key issue
is whether the public debt interest saved (from retiring debt with the sale
proceeds) is significantly less than the expected future income foregone (from not

receiving the profits of the SBV).

2. While selling the SBV and "booking" the proceeds of the asset sale as "income"
may reduce the recorded State budget deficit, this is little more than creative
accounting. Decisions to sell assets and retire debt should not be made on the
basis of accounting presentation - but on whether the asset sale makes good
economic sense. By way of analogy, repaying a $100,000 mortgage by selling a
$200,000 house for $100,000 reduces debt but is clearly stupid. Selling the SBV
would only make sense if the amount received were to exceed what it is worth to

the seller - the people of Victoria.

What is the State Bank worth to Victoria?

Depending on the future outcome of the way in which the Bank is operated and the
monetary valuation of the elements listed above that should be included, the Bank
could have a present net worth of as much as $5,000 million,

[n making this assessment it is worth focusing on item (a) in the list of elements in a
valuation, the expected future stream of income from operations of the Bank, If the
lump sum sale proceeds clearly are less than the value of the future income generated
by the Bank, the proposed deal is a bad one and should not proceed.
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For a full cost benefit analysis, the sale proceeds would also have to exceed the full
value, not only of future Bank income, but of an amount which includes the other

items, {b) to (h), that will be lost if the sale proceeds.

If need be, our analysis, which is based on publicly available information about the
Bank, can be confirmed by reference to the Board and Management of the Bank.

One way to examine the question is to use the Victorian Government's own real
discount rate of 4 per cent per annum that it requires public authorities to use in

making decisions.

Using the Government's rate of 4 per cent, a constant stream of real income of $200
million a year in perpetuity, which is less than might be expected from the Bank's
operations, would have a value now of $5,000 million.

Another approach is to ask the following question: “"What rate of discount is implied
by the current sale price?" Using a formula known as the Dividend Growth Model we

obtain a real discount rate of 13.5 per cent per annum.

This is a very high real discount rate. At the current rate of inflation this is equivalent
to a nominal discount rate of over 20 per cent per annum.

Discount rates at these high levels indicate that the Victorian Government has placed
an extraordinarily low value on the income that would be generated by the Bank in
the longer term future and is clearly inconsistent with the Government's own
guideline rate for long term decision making.

Amount To Be Received from The Commonwealth Government

The Commonwealth Government is to pay the Victorian Government a lump sum
reimbursement of $243 million for the stream of taxation revenue on State Bank
profits which in future will go to the Commonwealth rather than to Victoria.

Was this fair compensation?

One basis of calculation would be to accept the $1,600 million payment from the
Commonwealth Bank as a fair assessment of the lump sum value to the buyer of the
after-tax component of profits generated by the State Bank Assets. The Westpac
Bank bid of $1,655 million suggest that this was a minimum value. On the basis of an
average tax rate of 30% the taxation component would be worth approximately 43 per

cent of $1,600 million, that is $686 million.

Instead of $686 the Victorian Government accepted only $243 million, thus incurring
a loss of $443 million for this part of the sale.
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However, the assessment of the loss on the transaction shouid have been made on the
basis of the value to Victorians of projected future eamnings of the State Bank, not on
the basis of the value of the past tax stream paid by the Bank, or on the inadequate

basis of the value of the State Bank to a purchaser.

In the Cash Flow and Asset/Liability Projections for the Bank attached to the Plan
Document, in real 1990 dollars the Bank profits are put at $251 million in 1991 rising
to $294 million in 1999. The taxation component (at 30%) is $75 million rising to
$88 million in the year 2000. In reality, the stream will continue in perpetuity. Using
a 4% real discount rate, a sum of $75 million in perpetuity would have a present value
of $1,875 million. If the profits were to rise at a modest rate of 2% per annum in real
terms, a conservative estimate of the future growth in Bank earnings, the lump sum
compensation from the Commonwealth should have been $3,750 million.

On these bases of calculation, Victoria was short changed by the Commonwealth by
at least $1,632 million; $1,100 for every Victorian household.



Can the State Bank be saved?

A plan which would maintain the SBV in Victorian ownership is outlined below.

Elements of the Plan

The essential elements of the plan are:

1. Complete organisational separation of Tricontinental from the Bank.,
Tricontinental becomes a separate entity, the responsibility of the Victorian
Treasury. This has to happen anyway under the plan to sell the SBV, as no buyer

wants Tricontinental.

2. The present loan of $2,353 million from the State Bank to Tricontinental is
guaranteed by the Victorian Government. This means that the $23,391 million
total asset portfolio of the State Bank is more secure than that of most other
banks and the State Bank is solvent and profitable.

3. Once clear of the problems of Tricontinental, the State Bank can be expected to
earn a real net profit before tax of around 1.05 per cent on its total asset portfolio.
In real 1990 dollars, this stream of income for the people of Victoria would be of
the order of $250 million in 1991 growing to more than $300 million by the year

2000.

4. The Victorian Treasury does not need to make any extra borrowing to provide
capital for the Bank. The State Bank would retain a share of its annual profits to
maintain a capital asset ratio of more than 9 per cent, a significant margin above

Reserve Bank requirements of 8 per cent.

5. The annual flow of payments from the Bank to the people of Victoria by way of
dividends and payments in lieu of taxation would augment State revenues
sufficiently to allow Treasury to pay the Bank a reasonable rate of interest on the

Tricontinental borrowing and to pay back the loan over the next nine years as
Tricontinental is wound up. -
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Positive Consequences for Victorians

The positive consequences for Victorians of retaining ownership of the Bank are
substantial. They include:

Maintaining the level of competition in banking in Victoria

Continuing the State Bank's important and long standing function of assisting
Victorians at all levels of income with home ownership through the vicissitudes

of economic cycles

Keeping in Melbourne the head office of the fifth largest bank in Australia,
thus maintaining the critical mass of financial industry infrastructure in Victoria

Preserving for people of Victoria the stream of State Bank profits in perpetuity;
after 1999 they enjoy either lower rates of taxation or higher levels of provision

of essential public services

Providing a more favourable outcome for the Victorian budget than using the
proceeds from the sale to retire debt

Retaining the option to sell or partly _privaiisc the State Bank on terms more
favourable to the people of Victoria than those in the current offer.



-9

The Future Activities of the State Bank of Victoria

Victorian taxpayers could rightly be concerned about the possibility that maintaining
the SBV under State ownership could lead to further losses and calls on the State
Budget. Any plan to retain the bank must therefore ensure that SBYV activities are
“low risk" ones which will not lead to that outcome. Is this possible?

The current problems arise from two general factors.

1.

The first, and by far the most significant one, was the inadequately supervised
activities of a subsidiary (Tricontinental), for which the Bank (and the State) was
obliged to act as a guarantor. This is readily overcome in the following way.

To the extent that activities involving potential exposure are undertaken by a
Bank subsidiary, there would need to be a clear statement that the SBV's support
for the organisation does not extend beyond its subscribed capital. The SBV
would also be precluded from guaranteeing liabilities of the subsidiary. This will
have two important effects. First, those activities involving potential exposures
will tend to be undertaken within the Bank, where supervision (both within the
Bank and by external auditors and regulators such as the Reserve Bank) will be at
an appropriate level. Second, it will prevent any unwarranted expansion of the
Bank's activities, and extension of govemment guarantees, into areas which are

inappropriate.

The second contributing cause to current problems has been the rapid growth of
corporate lending activities by the Bank and its subsidiaries - which have led to
significant loss. While there is nothing inappropriate about the SBV engaging in
such activities, their poorly supervised, rapid expansion created a significant,

undesired exposure.

It is appropriate for the SBV to have some involvement in corporate lending, but
the bank's history - and the market advantage - lies in its dominant position in the
Victorian retail market. The emphasis of the Bank should be upon retaining its
market advantage in this sector, where prudent policies can ensure adequate
returns. Low risk expansion of commercial and corporate business should be
pursued. The diversification of the Bank's portfolio from such expansion is
desirable, but diversification should not be into high risk areas - unless thatis a
desired policy of the Bank's owner, i.e. the Government of Victoria. Such an
approach may see the Bank lose market share in "boom times" - but that should

not be seen as a bad result.
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The Corporate Objectives of the Bank would include the following.

1. To provide banking and financial services for the people of Victoria. These
include:

a) the provision of a safe, guaranteed, haven for funds

b) the provision of finance for personal and business borrowers engaging in
non-speculative ventures with adequate security

other activities such as funds management and market making as approved
by the Board of Directors

c)

2. To provide, subject to adequate remuneration, a vehicle for the implementation
of those State Government policies which are best directed through a financial

institution

3. To adopt policies which will provide an adequate return on Government capital
funds employed, while ensuring that the risk of loss of those funds is minimised

4. To promote the development of the Victorian economy, both through its lending
policies and by ensuring adequate competition in the Victorian financial sector

5. To develop the skiils and well-being of all members of staff
6. To operate in an efficient and cost effective manner

7. The Bank's objectives do not include maximising market share or rapid growth

Conciusion

Demonstrating that the Bank need not be sold is not, of course, the same as showing

that it should not be sold. That requires a careful cost-benefit analysis which
compares all benefits and costs to Victorians of the post-sale outcome (resulting from

the type of sale chosen) with those of retaining a State-owned bank.

We do not purport here to undertake such an analysis, since our concern is that the
current sale was based on a wrong assumption that a sale was necessary. Since, as we
have argued, that sale is not necessary it is important for the welfare of Victorians that
a more studied analysis be undertaken of whether a sale, and if so what type of sale,
would be desirable. It may be, for example, that an issue of equity to bank depositors
(as has occurred with the conversion of several building societies to banks) could be

more in line with Victoria's interests.
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Attachmen

Cash Flows and Asset/Liability Levels 1991-2000

The attached spreadsheet calculations illustrate what can be expected. Calculations
are shown in real terms and in an inflationary environment of 5 per cent .The major

assumptions are:

1.  Assets grow at 2% p.a. in real terms.

2.  The "clean" SBV earns a real net return on assets before tax of 1.05% p.a. (see
attachment "Return on Assets").

3.  SBV profits are allocated as follows:
39% to the Victorian Government in lieu of tax

an amount is retained as an addition to equity capital to comply with
guide-lines

Beserve Bank of Australia

the residual is paid as a dividend to the Victorian Government.

4.  The SBYV raises extra non-equity capital resources at a rate which satisfies
Beserve Bank of Australia guide-lines.

5.  Risk weighted assets remain in the same proportion to total assets as currently.

6.  Victorian Government Budget receipts from SBYV in the form of payment in
lieu of tax and dividends augment revenue sufficiently to allow Treasury to pay
the Bank a reasonable rate of interest on the Tricontinental borrowing and to
pay back the loan over the next nine years as Tricontinental is wound up.

7.  The real interest rate paid by the Government owned Tricontinental to the SBV
is 4% p.a.
8.  The performing loans in the Tricontinental loan book repay $750 million over

the next three years as they become due. This is consistent with the Victorian budget
papers which show a net deficiency in Tricontinental of $1,600 million.
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Attachment 2

Return on Assets

To determine an appropriate return on assets we require several pieces of information.
One is evidence on typical returns which have been achieved. This is given in the
Table below which combines together post-tax rates of return on assets and estimates
of the ratio of tax paid to assets of major trading banks over the years 1984-1988.

Nominal

After Tax Return Tax Paid as % of Pre-tax Rate
on Total Assets (%) (a) Total Assets (b) of Return (c)

1984 0.9 0.59 149

1985 0.85 0.57 1.42

1986 0.68 0.48 1.16

1987 0.60 0.67 1.27

1988 0.75 0.74 1.49

{a)  Source: KPMG Peat Marwick Hungerford 1989 Financial Institutions Performance Survey

(p.4).
(b}  Source: R Milbourne and M Cumberworth “Australian Banking Performance in an era of De-

reguiation: An Untold Story?" 19th Conference of Economists Sydney 1990.

(¢)  Sum of previous two columns,

The other piece of information is the link between these rates of return and the rate of
inflation. Since the historical figures are nominal rates of return and will vary with
inflation, we need to understand how they will vary in order to simulate for different
inflation rates. To do that we assume the real rate of return on equity is constant and

use the following;

Nominal rates of return

Return on Assets = Net Profits/Assets
= Net Profits/Equity * Equity/Assets

=-Return on Equity * Equity/Assets
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Nominal and Real rates of return

Nominal return on Equity = Real return on equity + Rate of inflation

+ Real return rate ¥ Rate of inflation
=(r+p+rp)

Where r = real rate of return on equity and p = rate of inflation.

Thus,

Nominal return on Assets = Nominal return on Equity * Equity/Assets

R =(r+p+r¥p) ¥ E/A
Where R = nominal rate of return on assets, E/A = the equity/ assets ratio.

We chose a value of 1.05 per cent for a real rate of return on assets. Thus an equity/
assets ratio of 5 per cent corresponds to a 21 per cent real return on equity and with
an inflation rate of 5 per cent, gives figures for a nominal rate of return on assets of
1.27 per cent as shown in the cash flows assets and liabilities table for the years 1991

to 2000.
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