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Setting the scene

• The Reserve Bank’s current approach to financial sector regulation emphasizes the need for 
individuals to be vigilant and responsible in their investment decisions. 

• It does not aim for a zero failure regime: bank failures, while rare, can happen.
• In the event of failure, it does not seek to protect owners, investors, or depositors from the 

consequences of their decisions. All stand to lose some of their investment. 

• New Zealand’s crisis management and financial safeguards framework will be considered in 
subsequent consultations. Here, our specific focus is the way depositors are treated within that 
framework.  

• The Terms of Reference task the review team with ‘considering depositor protection’. 
• The first consultation (C1) will explore at a high-level the direction of travel for depositor protection in 

New Zealand. The purpose is to consider whether or not depositors should get ‘special’ treatment, 
and what the broad objectives, principles and approach of that special treatment might be. 

• C1 will inform preliminary, conditional recommendations on the approach to deposit protection. 
Further work to consider scheme design would be required before final recommendations on the New 
Zealand deposit protection framework could be made.
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Possible objectives of deposit protection

Deposit protection protects the interests of depositors, and shifts the losses that they would have 
faced if their bank failed elsewhere. It may be motivated by several public policy objectives: 

1) Protecting depositors from loss. This objective may seek to address:
• Information asymmetries and financial capability barriers: Bank depositors are particularly vulnerable to 

information asymmetries, unlikely to have the information, knowledge, and resources necessary to 
accurately assess the safety of their funds. A post-GFC inquiry found finance company depositors often 
had no understanding of the risks they were assuming, and a 2018 FMA survey found only a minority of 
New Zealanders understood risk & return tradeoffs.  It may be unreasonable to hold retail depositors 
accountable for their banking decisions in the same manner as sophisticated investors. 

• The special needs and incentives of depositors: Holding a bank account is essential in the modern 
economy - consumers and businesses need transactional services to perform critical daily tasks like 
receiving wages and paying for goods and services. Transactional deposits are arguably a public utility 
supporting financial inclusion, not a voluntary investment choice made on the basis of risk alone. It may 
be unrealistic and unfair to treat transactional depositors the same as other investors.
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Possible objectives of deposit protection

2) Protecting financial stability: This objective may seek to address:
• The risk of bank runs – Deposits are ‘sticky’ during normal times and slow to respond to risks, but 

unlike other bank investments such as fixed-term bonds, are available ‘on call’. This means when 
depositors do react (generally after wholesale markets and supervisors have become aware a firm is 
under pressure) they may do so sharply, precipitating a disorderly failure. Giving depositors 
confidence they will be repaid rapidly can reduce their incentives to run.

• The risk of contagion – The GFC showed distress at one bank can rapidly spread through the market 
to other participants. Unaddressed, contagion effects can make the impact of a single bank’s failure 
difficult to contain, eroding confidence of depositors in other banks and leading to wider disruption, 
dislocation, and adverse real economy effects. Protecting depositor confidence can reduce the risk of 
contagion.

3) Protecting public trust in the financial system
• Bank failures can be disruptive and lengthy. Access to critical services can be interrupted, and 

depositors could suffer financial hardship awaiting the return of their funds. The impact on 
confidence and spending could cause businesses to fail, raise unemployment, and damage social 
capital and public trust.  Protecting depositors from discontinuity and loss can help prevent wider 
damage to the economy.
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Deposit protection trade-offs

• Deposit protection presents an inherent trade-off: while it can reduce the severity and impact 
of a bank failure, it may increase other risks. Cross-country empirical studies consistently find 
deposit insurance contributes to financial stability during crises, but increases banking 
sector risks during normal times (see Anginer et al 2014).  

• This is because, by supporting confidence through insuring against loss, deposit protection 
dampens incentives to monitor and manage risks properly. This is known as ‘moral hazard’, 
and can give rise to excessive risk taking by protected depositors as well as the firms holding 
their deposits  – e.g. troubled institutions growing after an ad hoc guarantee was introduced in 
NZ in 2009 before ultimately failing. 

• Moral hazard can arise in situations where creditors are:
• explicitly protected from losses (through a formal protection arrangement) or
• believe they are protected from losses (e.g., through an implicit guarantee, or that their 

bank is ‘too big to fail’)

• The approach to depositor protection must balance the conflict between protecting depositor 
confidence and limiting moral hazard. 
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Deposit protection options
Status quo – No formal or permanent deposit protection arrangements. 
• Depositors rank as ‘general unsecured claims’ in the insolvent estate. 
• The Reserve Bank’s Open Bank Resolution (OBR) policy is designed for bank failures with systemic implications. 

It could protect depositors against discontinuity of access by rapidly releasing (‘unfreezing’) a portion of their 
funds, backed by a discretionary Crown guarantee. 

• An optional functionality could protect depositors from some loss by carving out an undisclosed and bank-
specific ‘de minimis’ balance from the OBR freeze. De minimis deposits would be rapidly & entirely released. 

Preference – Deposits given preferential treatment in resolution or liquidation; risks and costs are 
shifted to other general creditors of the failed firm. 
• Improves depositors’ chance of repayment, but liquidation can take years and outcomes are uncertain. 

Insurance – Deposits guaranteed (up to a limit); risks and costs are shifted to an insurance scheme. 
• Depositors’ claims are paid up to a pre-determined and announced limit. Repayment uncoupled from 

insolvency processes, outcomes, and timeframes (should be much faster).  
• Insurance scheme’s costs will ultimately be borne by surviving banks, financial market participants including 

depositors, or (if necessary) taxpayers.  

Preference plus insurance – Deposits guaranteed and the insurance scheme has preferential 
treatment to recover any losses from a liquidated firm; risks and costs are shifted firstly to other 
general creditors of the failed firm and secondly to an insurance scheme. 
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Deposit protection and the creditor hierarchy

The effect of depositor protection on creditor rankings:

Creditors within a row are treated equally, meaning their claims are written down uniformly. Note that 
bank funding shares could shift in the lead up to a bank failure (e.g. if wholesale creditors run first). 

Proceeds  
flow 

Preference

Encumbered 
assets

The 
insolvent 

estate 
(the fa i led 

bank's  
genera l  

asset pool )

Depos i t 
insurance 

Protected depos i tors  (i .e. reta i l  depos i tors , SME depos i tors ) 

-Bondholders  (20% of funding)
-Commercia l  and trade credi tors  ari s ing from the provis ion of goods  and services
-Trading book credi tors  (eg uncol latera l i sed pos i tions)

Unsecured subordinated creditors (<1% of bank sector funding)
Preference shareholders (2% of bank sector funding)

Losses  
flow up

Proceeds  
flow 

down

Ordinary shareholders (6% of bank sector funding)

Fixed charge (security) holders (4% of bank sector funding), including
- Capi ta l  market transactions  (eg covered bonds)
- Trading book credi tors  (eg col latera l i sed pos i tions) 

Liquidators (fees and expenses)
Preferential creditors, including
- Inland Revenue Department
-Employees  with labour-related cla ims

Floating charge holders
Unsecured senior creditors (88% of bank sector funding), including

-Unprotected depos i tors  (i .e. wholesa le and interbank depos i tors )



Our resolution assumptions for large banks
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Possible policy response Our Assumption

Liquidation Highly unlikely – process creates panic 
and contagion, destroys value (Lehman)

Use of resolution tools (e.g. OBR) to 
impose losses on most creditors as per 
the creditor hierarchy. 
• Certain creditors (e.g insured depositors) 

may be protected from loss.  

Difficult, but we assume feasible after 
review complete. 
• Global/G20 policy aims to make bail-in 

feasible, but untested for large banks

Use of resolution tools (e.g. OBR) to 
impose losses on all creditors as per the 
creditor hierarchy.

Substantial additional risk of economic 
disruption and contagion to other banks –
may remain unfeasible.

Government support or ‘bail-out’– losses 
only faced by shareholders (and maybe 
subordinated debt).

Choice if other options unpalatable. 
• Protecting depositors may reduce likelihood.
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Potential issues with the status quo
• Unpredictable and uncertain: 

• While large banks are unlikely to be liquidated, the ultimate application of OBR and the de minimis is 
uncertain, entity-specific, and situation-dependent. As a result, risks may be hard for stakeholders to 
identify, price and manage. 

• Unclear property rights: 
• De minimis is an informal arrangement that changes creditor ranking (relative to a liquidation), by 

writing down non-de minimis claims more. 

• Risks of panic:
• Depositors at failed banks placed into liquidation (as opposed to OBR) may lose access to their funds for 

a lengthy period. In OBR, many will likely lose access to a portion of their funds.
• Without prompt and certain repayment, depositors may join bank runs 
• A single bank’s failure or entry into OBR may undermine the confidence of depositors in surviving banks, 

triggering contagion. 

• Credibility:
• The prospect of panic may lead the Government to introduce guarantees in a crisis (as in New Zealand 

during the GFC) – these may end up poorly targeted, overly generous and costly to taxpayers.
• The public are likely aware of this implicit support, distorting their incentives to monitor risks. A 2014 

survey suggested term deposits are viewed as ‘guaranteed’ more than any other type of investment (e.g. 
KiwiSaver, corporate debt, shares). This likely reflects strong expectations of Government support.
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Design principles and dependencies

• The success of deposit protection depends on its design features and how the trade-off 
between protecting depositor confidence and limiting moral hazard is managed.  Badly 
designed deposit protection may not prevent bank runs. 

• Northern Rock experienced a run despite in 2007 the UK’s deposit insurance scheme. A 
parliamentary inquiry found that was a failure of scheme design – co-insurance with low limits 
and slow potential payouts that kept intact depositors’ incentives to run. 

• As a starting point, the extent to which formal deposit protection adds to moral hazard 
depends on:

• Assumptions about the effectiveness of depositor incentives in the absence of explicit protection: 
are depositors able to impose discipline on their banks? 

• The extent to which there is an implicit guarantee or expectation of official support in the 
absence of explicit protection.

• Whether risk monitoring incentives are shifted from depositors onto to other agents. For example, 
whether explicit protection:

• creates an incentive for other creditors to monitor the bank (e.g. depositor preference).
• is introduced alongside increased supervisory intensity and regulatory requirements
• encourages self-discipline via risk-based levies on covered firms

• The breadth and scope of protection (the greater the protection, the greater the moral hazard)
• Whether market discipline is improved by making bail-in of other creditors more credible through 

explicit protection
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Costs and consequences
• Like any insurance-type arrangement, depositor protection is a mechanism to redistribute 

the risks and losses of bank failure. This can alter the magnitude, distribution, and timing 
of costs borne by various stakeholders. At a high level, deposit protection could:

• Add to BAU operating costs: Deposit insurance may create membership, administration, 
and compliance costs. An industry-based member’s levy might be passed onto depositors.

• Alter BAU funding costs: Deposit preference may incentivise other general creditors (e.g. 
wholesale counterparties) to increase their discipline on banks and become more sensitive to 
risks. The Reserve Bank’s liquidity and capital policies could be strengthened to reflect this. 
There is little evidence of depositor preference having much impact on bank funding 
arrangements in practice (IMF, 2013), although this may be because of ‘too-big-to-fail’ subsidies. 
Any change in funding costs is most likely to be felt at small, deposit-focused local banks.

• Redistribute costs of bank failure: Somebody has to pay for the protection: deposit 
preference shifts costs onto general creditors, while insurance shifts costs onto parties 
unconnected to the failing firm, potentially subsidising the activities of riskier firms. 

• Alter system-wide costs of bank failure: A well-designed protection scheme need not 
impose significant additional costs on the financial system, and should aim to be a net benefit to 
society. While it could lead to increased risk taking, design features can mitigate this. It should 
also reduce the risk of a single bank’s troubles spreading wider and disrupting economic activity. 



Deposit protection in context
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• Most deposit accounts in New Zealand could be protected without protecting a big share of deposit value. 
• This may mean a relatively low protection limit would sharply reduce the number of affected depositors 

(and could limit queues outside a troubled bank), while other creditors (large depositors, wholesale) would 
still absorb most losses.  



Deposit protection in context
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• Deposit protection is not generally designed as a standalone crisis management tool and must 
be considered as part of a wider financial safety net. Effective prudential supervision and 
credible & feasible resolution options are also required.

• Resolution options protecting operational continuity at failing banks and continuity of access for 
the bank’s customers can limit the burden on any insurance scheme. Preferring insured 
depositors could reduce the burden on an insurance scheme to near-zero. 

• We estimate that under the Reserve Bank’s OBR policy, costs to an insurance fund from a 
hypothetical large bank failure may be around $5.2bn, or two-thirds of the banking sector’s 
annual pre-tax profits. An annual deposit levy of c26bp could build this kind of funding up within 
two decades. (This estimate is subject to a number of assumptions).

Small deposit losses
Failure Assets $b LGD Equity% Wholesale or large% protected deposits% Resolution method Status quo Preference Insurance P+I
NBDT 1.5 0.45 0.1 0.05 0.85 Liquidate 39% 35% 0% 0%
Large bank 150 0.2 0.07 0.68 0.25 OBR 14% 0% 0% 0%

Govt/fund losses Wholesale creditor losses Govt/fund loss $bn
Failure Status quo Preference Insurance P+I Status quo Preference Insurance P+I Insurance P+I
NBDT 0% 0% 39% 35% 39% 100% 39% 100% 0.5 0.45
Large bank 0% 0% 14% 0% 14% 19% 14% 19% 5.2 0.00
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The international experience

• The IMF’s 2016 FSAP recommended New Zealand officials ‘Reconsider the merits of deposit 
insurance, or in the continued absence of policy support, introduce a limited depositor preference 
to provide legal certainty for the [OBR] de minimis exemption’.

• The FSB recommends its members adopt explicit deposit insurance ‘in order to maintain financial 
stability by protecting depositors and preventing bank runs’. Deposit Insurance forms part of the 
Key Standards for Sound Financial Systems.

• A general consensus has emerged internationally that depositor protection is desirable for 
consumer protection and/or financial stability reasons:

• New Zealand and Israel are the only OECD countries without depositor protection. Israel is in 
the process of implementing deposit insurance.

• Most jurisdictions have strengthened protection arrangements as part of broader post-crisis 
reform efforts. This has generally resulted in higher coverage limits, more rapid pay-out 
processes, and the elimination of co-insurance - in other words, public policy is placing 
increasing importance on protecting depositor confidence over limiting moral hazard. 

• Deposit insurance is often complemented by depositor preference and ‘bail-in’ resolution powers 
(which, like OBR, are largely untested. More work is required to understand and address the 
impediments to bail-in).
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The options weighed up

Status quo
• Large banks are already pre-positioned for ad hoc ‘de minimis’ protection.
BUT
• The level of protection, if any, is unknown and unpredictable; without certainty, incentives remain to join 

bank runs
• Widespread ad hoc government guarantees may be required to support wider confidence
• Hair-cutting depositors may render taxpayer-bailout as the only credible resolution option

• Avoids adding to moral hazard risks by incentivising depositors to monitor bank risks
BUT
• Depositors are unlikely to be able to adequately assess bank risks and would require extensive financial 

literacy/education campaigns
• Even where they can assess risks, depositors have limited alternatives to holding bank accounts (particularly 

for transactional accounts)

• The current ‘de minimis’ concept could potentially be enhanced by legislating to confirm de minimis
balances are preferred.  Or, the existing policy work on de minimis could be used to create a larger depositor 
preference (see next slides).
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The options weighed up

Depositor preference
• Depositors are more likely to be repaid in a liquidation / more likely to be fully & promptly repaid in a 

resolution.
• Provides greater certainty to all creditors – risk can be appropriately priced and those at risk have clearer 

incentives to monitor and exert market discipline.
BUT
• Some uncertainty remains: depositors may still bear losses in a bank failure, and may face lengthy delays 

(years) in being repaid in liquidation
• Unlikely to give depositors sufficient confidence/assurance not to join a run on a distressed bank, or address 

wider contagion risks in a crisis.

• Shifts incentives to monitor risks from ordinary depositors to more sophisticated general creditors (e.g
wholesale counterparties) who are better able to exert market discipline on banks. 

BUT
• Could result in an increase in wholesale funding costs as a result.
• Government may still hesitate to impose losses on wholesale creditors.
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The options weighed up

Deposit insurance
• Mitigates risk of bank runs and contagion by protected depositors and gives depositors timely access to 

deposits in liquidation.
• Enhances credibility of resolution options that involve bail-in or imposing losses on other creditors
• Provides greater certainty to all creditors – risk can be appropriately priced and those at risk have clearer 

incentives to monitor and exert market discipline.
BUT
• Scheme will have administration costs which, along with any insurance premiums, may be passed on to 

depositors
• May require government funding backstop (recoverable over time through an industry-based levy).
• Will require careful design to mitigate moral hazard risks. 

Depositor preference plus deposit insurance
Benefits and costs of depositor preference and insurance, plus
• Can greatly reduce the likely demand on a guarantee/insurance scheme during resolution. 
• Where other creditors take losses, effectively the scheme is just a liquidity provider in liquidation.
• More scope to improve/retain market discipline than pure insurance. 
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The options weighed up: A summary

Design Consideration
Status quo 
(with de 
minimis)

Preference Insurance (well 
designed)

Preference
+Insurance

Easy to understand? No No Yes Yes

Predictable? No Somewhat Yes Yes

Prompt and certain pay-out? No No Yes Yes

Supports depositor
confidence? No Somewhat Yes Yes

Supports incentives for 
creditors to monitor risks, 
banks to remain prudent?

Yes Yes
Weaker 
(depending on 
scheme design)

Yes

Essential supporting factors 
Public 
understand 
and accept 
loss risk

Credible 
bail-in

Credible bail-in,
effective 
supervision, 
fiscal credibility

Credible 
bail-in and 
effective 
supervision

Who takes depositors’ share 
of losses

Depositors 
(except de 
minimis
accounts)

Wholesale 
creditors

Insurance fund 
(plus 
government 
backstop)

Wholesale 
creditors 
(plus 
government 
backstop)



Draft Questions for Consultation
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Question 1:  Have we correctly identified the key policy objectives and 
consequences of the status quo and each of the alternative depositor 
protection schemes we’ve examined?

Question 2: Overall, do the arguments lead you to favour protecting depositors? 
Why or why not? If yes, which type of protection do you favour and why?

Question 3: For the status quo and the three alternative options, are there 
design features or complementary policies that you feel would lead to improved 
outcomes under that option?

Question 4: As a bank depositor, what would you be prepared to pay for deposit 
insurance (e.g. 0.1% of account balances per year)?
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The international landscape 

Country Deposit 
Insurance

Deposit 
Preference

Policy Rationale

Czech Republic  - To prevent risk of bank runs
To compensate depositors for losses
Czech sees preference being primarily relevant to bail-in, rather than 
supporting deposit insurance, and they are not yet sold on bail-in.

Norway  WIP To protect depositors and contribute to confidence in the banking 
system

Malaysia   To enhance consumer protection and promote financial system 
stability.

Strengthens incentives for financial institutions to adopt sound financial 
and business practices and enhances public confidence in the financial 
system by providing explicit protection of deposits.

Ireland  
Canada  - Originally (1967), to ensure the safety and soundness of those 

depositors who are usually not in a position to judge for themselves the 
financial soundness of the institution holding their deposits.

Country Deposit 
Insurance

Deposit 
Preference

Policy Rationale

Australia   1. To protect depositors
- Limited capacity to assess risks
- Cannot readily diversify
- Ensure timely access to funds; preference alone did not ensure 

timely access
2. To contribute to financial stability by limiting propensity for bank runs

United Kingdom   1. To protect depositors
- Individual depositors are not in a position to make informed 

assessment of risk
2. To reduce systemic risk that a single failure may trigger a wider loss 
of confidence in the financial sector.
Recent introduction of preference implements EU BRRD

Israel WIP - DI is under development: seen by the Bank of Israel as a quid pro quo 
for opening up the banking sector to increased competition.  DI would 
mitigate fallout from a bank’s collapse.


