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Submission on Phase 2 of RBNZ Act review 
Grant Spencer 

14 January 2019 
I am pleased to offer my views in the issues raised in this Phase 2 Review of the 
Reserve Bank Act. I compliment the authors of the consultation paper on the clarity 
of briefing material and helpful presentation of the issues.  

Before commenting on the questions raised in Chapters 2 to 9, I will make a couple 
of general comments. First, as Deputy Governor and Head of financial stability from 
2007 to 2017, I found the financial policy provisions of the Act conducive to a flexible 
and responsive policy approach. The permissive structure of the Act assisted the 
Reserve Bank (“the Bank”) in responding quickly and effectively to the GFC, the 
fallout from the Canterbury earthquakes and the expansion of housing risk from 
2013. I agree that the provisions of the Act related to the safety of the financial 
system can be substantially improved, clarified and brought up to date. However, 
care should be taken to ensure that the Act does not become too prescriptive. The 
scope for policy discretion and flexibility should be retained so that the Bank can 
meet new financial stability threats as they arise. 

A further comment relates to the scope of the Review and the need to recognize 
more clearly the Bank’s role in maintaining financial system liquidity. Liquidity 
management, including Lender of Last Resort (LOLR), is a core Bank function and in 
times of crisis can be just as important for financial stability as the (Part 5) regulatory 
functions. The current Act does not mention liquidity management except to say (in 
Part 2) that the Bank shall act as the Central Bank for New Zealand (s.7) and that it 
may act as lender of last resort for the system (s.31).  

In my view the liquidity management function of the Bank, which is relevant for 
monetary policy implementation as well as financial stability, needs fuller recognition 
and articulation in the Act. There is a need to specify the objectives of the function, 
its scope in terms of institutional sectors and markets, and who is responsible for 
policy decisions. This policy is important for financial stability and should be included 
in phase 2 of the Review.  

 

Ch2. RBNZ Financial policy Objectives 
The existing Financial Policy (FP) objective contained in s.68 (promote the 
maintenance of a sound and efficient financial system) has served well for many 
years. The primary focus of systemic stability has facilitated a range of sensible 
policy innovations over time and serious differences of interpretation of s.68 have 
been rare. However, while the current formulation is not fundamentally flawed, there 
is room for improvement. 

I agree that “Stability” is preferable to “Soundness” in the objective function. The 
former accommodates macro-prudential as well as micro-prudential measures and in 



a sense is more demanding.  A “Sound” system is one which is unlikely to see failing 
financial institutions, but it could still have characteristics that contribute to macro- 
instability.    

Financial system efficiency is important for overall economic efficiency and 
prosperity, however, there have been varying interpretations of what the efficiency 
objective really means for financial policy. This needs to be clarified in terms of its 
relative priority and in the context of the policy tools that the Bank has available.  

When the present Act was introduced in 1989, the expectation of RBNZ 
policymakers was that the efficiency objective would be a constraining influence on 
prudential policy, in terms of minimizing the regulatory burden of policy. As time 
passed, the efficiency objective was given a broader interpretation, which has had a 
positive influence on policy development. In my view, with todays large body of 
financial regulation and the potential for major fintech-related changes in financial 
services, this broader efficiency objective for FP is important and should be retained.  

However, the primacy of the stability objective needs to be clear and it should also 
be acknowledged that THE BANK has limited scope to impact financial system 
efficiency beyond regulatory efficiency. Regarding allocative efficiency, there should 
be no suggestion that FP has a role in influencing the sectoral direction of credit. 

Considering other potential objectives for FP, promoting public confidence in the 
financial system is worthy of a more prominent role. Confidence in the financial 
system is a necessary condition for stability. It is hard won and easily lost, 
particularly in crisis situations. A high-level reference to public confidence would 
reinforce the need for a strong communications function and for close collaboration 
with the FMA and other regulators.  

Competition is an important ingredient for innovation and dynamic efficiency. It 
should be encouraged by the Bank provided that financial stability is not threatened. 
In my view, competition should be included as a secondary (“have regard to”) 
objective in the Act. Given that the Commerce Commission (CC) is the main 
regulatory authority on competition matters, the Bank should be expected to give 
advice to CC on relevant stability/competition tradeoffs. In turn, the CC should be 
required to consult with the Bank on competition matters arising from mergers and 
acquisitions in the financial sector. Currently this only occurs on an ad hoc basis. 

Consumer protection should not be included as an objective of policy, neither 
primary or secondary. A shift of emphasis from systemic stability to the safety of 
individual institutions and investors could be interpreted as justification for a no-
failure regulatory regime. It is important to avoid any such ambiguity in FP which 
could undermine financial incentives and reduce the long-term safety and efficiency 
of the system. Adoption of a consumer protection objective would be inconsistent 
with New Zealand’s twin peaks model and generate coordination issues with the 
FMA.  

A new objective statement for FP might be of the form: 



“Promote a stable and efficient financial system that retains the confidence of the 
public and supports ongoing economic prosperity” 

In pursuing this objective, financial policy should have regard to: 

1. The need to resolve significant financial institution failures in such a way that 
minimizes system instability and fiscal costs  

2. The Bank’s and Government’s macro-stabilization objectives  

In balancing the stability and efficiency objectives, financial policy should: 

1. Give primacy to avoiding systemic financial crises which can have large and 
persistent economic costs 

2. Apply regulatory measures in an even-handed manner that does not create 
economic distortions 

3. Seek where possible to minimize the regulatory burden on financial 
institutions  

4. Adopt policies that promote competition and innovation in financial services.  

 

Ch3. The regulatory perimeter 
The current review of the Reserve Bank Act offers a good opportunity to improve and 
rationalize the process for setting the regulatory perimeter. The current perimeter is 
the cumulative result of various historical ad hoc reviews. I agree with the approach 
proposed in the consultation paper to introduce a single activity-based definition of 
deposit taking that is flexible through time in terms of the shape of the perimeter and 
the intensity of oversight applied to different institutional groups. This would create a 
broad set of regulated institutions (NZDIs) along the lines of Australia’s ADI regime.  

The new Act should allow the Bank to recommend (for approval by the Minister) the 
designation of new NZDIs, or the removal of existing designations, based on the size 
and risk profile of institutions. In making its recommendations for designation, the 
Bank should be required to consult with the Council of financial Regulators (COFR) 
which could play a coordinating role in assessing the best regulatory approach to 
emerging systemic risks and institutional structures (along the lines of FSOC in the 
US).  

I agree that the NZDI principles should be broad enough to allow designation of 
wholesale funded lenders (NDLIs) and some of the “shadow banking” institutional 
structures observed internationally. This is where disintermediation most frequently 
occurs and where perimeter variation is most likely to be needed. For trust-based 
structures (eg money market funds), there is a need for clear principles that would 
guide decisions for designation as either an NZDI (under RBNZ) or a collective 
investment scheme (under the FMA). For example, a trust vehicle will be better 
handled as an NZDI if it carries significant risk within the trust, for example as a 
result of issuing liabilities that are capital certain. In this regard, the NZDI principles 
should allow designation of debenture issuing finance companies. 



One observation on the current perimeter: Insurance oversight does not sit well in 
the RBNZ regime. It has some common elements to banking/deposit taking, but is a 
very different business with different conventions, language and culture. The Bank 
has made a large investment and effort into establishing an insurance oversight 
capability and this has been well tested in the wake of the Canterbury earthquakes. 
However, in part due to the large number of companies in the industry, this function 
takes up a disproportionate amount of senior management time relative to the size of 
the insurance industry and the risk it presents to the overall financial system. In my 
view, serious consideration should be given to shifting insurance out of the Bank to 
an alternative, potentially stand-alone regulator.  

 

Ch4. Depositor protection 
The consultation paper gives a good summary of the conceptual pros and cons of 
depositor protection (DP). “On the one hand, depositor protection can reduce the 
severity and impact of a single bank’s failure on its depositors, the financial system, 
and the economy. On the other, it may encourage poor behavior.” (p54). However, it 
will be difficult to assess the net benefits of the various options based purely on the 
conceptual arguments. The analysis might also benefit from making a clearer 
distinction between the consumer protection and financial stability objectives.  

From a consumer protection perspective there seems to be a consensus that 
depositor protection in NZ should be enhanced and made more explicit. The 
asymmetric information argument and the publics poor understanding of financial 
risk, combined with the need for most people to hold current accounts for transaction 
purposes, make a case for more explicit depositor protection on fairness/political 
sustainability grounds.  

From a pure financial stability perspective, on the other hand, the case for enhanced 
protection is less clear.  On the “for” side, the consultation paper argues that: 1) the 
probability of runs could be reduced by making depositors less skittish in the face of 
negative news; and 2) governments might be more likely to undertake less costly 
bail-in resolutions in the knowledge that small investors are being looked after.  On 
the “against” side, more generous depositor protection is said to distort depositor 
behavior and reduce the efficiency of financial intermediation (the moral hazard 
problem).   

While depositor protection schemes may have been improved since the GFC, I have 
seen no international evidence that deposit insurance has reduced the probability of 
bank runs or made failure resolutions more orderly or less costly1. On the other 
hand, there is good evidence that explicit depositor protection can change depositor 
behavior, for example in New Zealand under the Deposit Guarantee Scheme (DGS) 
from 2008-2011 when there was a significant flow of funds to the highest returning 
guaranteed deposits. Thus, the financial stability benefits of generous depositor 

                                                           
1 Even with significant insured amounts and promises to pay promptly, depositors may withdraw funds on 
negative market rumours “to be on the safe side”. 



protection are conceptual and achieved in times of crisis while the financial 
distortions are more concrete and felt during normal times. Such distortions can have 
long term adverse effects on financial stability and economic prosperity.  

Considering the further objective of low fiscal cost, in general terms, the more 
ambitious the scheme, the greater the fiscal cost is likely to be. It would be unwise to 
rely on any argument that has DP reducing the overall cost of a crises by reducing 
the likelihood of Government bail-outs. Under a full Deposit Insurance (DI) scheme, 
in principle, depositors would pay insurance premiums and receive lower deposit 
rates. However, as the consultation paper notes, the insurance fund for a 
concentrated banking system like New Zealand’s would need to be large and would 
take decades to build up. In the interim, Government would carry a significant 
contingent liability.  

For me, this brings the DP cost-benefit analysis back to “Enhancing Consumer 
protection” in the plus column and “Financial stability/efficiency” in the minus column. 
Fiscal cost could become a further negative item if the DP scheme becomes too 
ambitious.  

The challenge therefore is to design a DP scheme that provides a level of support for 
depositors that is regarded as fair and politically sustainable while at the same time 
minimizing any distortionary effects on investor behavior and minimizing potential 
fiscal cost. 

Considering the three options given in the consultation paper:  

The status quo (SQ) is not satisfactory as depositors are not protected in a 
systematic or politically sustainable manner. Under Open Bank Resolution (OBR) the 
Minister has discretion to set a “De-Minimus” amount which would protect deposits 
up to say $10,000 per customer per bank. However, this amount is at the discretion 
of the Minister and is only set when an OBR is triggered. I agree that a more explicit 
level of support should be established that is not dependent on the form of failure 
resolution. 

The second option of Depositor Preference has the appeal of significantly bolstering 
depositor protection while not removing the need for risk awareness on the part of 
depositors. In order to be politically sustainable, this option could be enhanced with a 
minimum government guaranteed amount per customer per bank.  A minimum 
amount in the range of $10,000-$20,000 would be easily funded by the unsecured 
creditors (including equity holders) of the large banks and probably also manageable 
by the smaller, mainly deposit-funded, institutions, particularly once higher capital 
ratios are in place.  

The scope for unsecured creditors to fund the minimum guaranteed amount in a 
failure situation would depend on an institution’s capital ratio, the proportion of 
wholesale funding and the proportion of small v large depositors. The Government 
guarantee would likely only be called on in the case of serious losses by small fully 
deposit-funded institutions. There would need to be a detailed analysis of the 
potential claims of every depository institution before the parameters of such a 
scheme, including the guarantee fee structure, are established. There might also be 



a need to establish limits on secured (repo) borrowing2 to ensure that the intent of 
depositor preference was not undermined.   

The third option of Deposit Insurance (DI) would meet the objective of enhanced 
consumer protection but would potentially generate the greatest moral hazard 
problems. The key to minimizing moral hazard under DI is to have fully risk-based 
insurance premia. This requires depositors in riskier institutions to pay higher 
insurance premia such that net risk adjusted returns to depositors are unaffected by 
the DI scheme. Unfortunately, this is very difficult to achieve politically. As we saw 
with the introduction of the DGS in 2008, authorities were reluctant to apply larger 
premia to the smaller riskier institutions, resulting in the net risk adjusted returns 
becoming biased in favour of the riskier institutions.     

If a DI scheme is chosen as the preferred form of DP, it would be important to run 
the scheme as an independent and arm’s length insurance operation with an 
objective of minimizing the long-term costs of the depositor protection scheme. A DI 
scheme should be run as a separate business outside of the RBNZ in order to avoid 
any conflict with the Bank’s systemic stability and efficiency objective.  

My on-balance recommendation is to adopt a relatively low (by international 
standards) guaranteed amount (in the range of $10k-$20k) on transaction accounts 
at depository institutions. This would be supported by the introduction of depositor 
preference as currently seen in Australia and the US. The guarantee would require 
Government backing and an appropriately calibrated fee.  Detailed simulation 
analysis is likely to show that, with increased capital ratios and the introduction of 
depositor preference, only a small basis point fee would be required for the 
guarantee.   

 

Ch5. Separation of Prudential from Reserve Bank? 
As indicated in the consultation document, there is no strong case to remove 
regulation and supervision from the Reserve Bank, and there are good reasons for 
keeping it there.  

The experience of the GFC resulted in several Central Banks being allocated 
increased prudential functions, including the Federal Reserve, the ECB and the Bank 
of England. On the other hand, no Central Banks have seen their prudential 
functions reduced. The big crises are systemic and they have significant liquidity 
effects. Central Banks are best equipped to deal with institution failures in a system-
wide context. They are also better equipped, in terms of market intelligence, analysis 
and liquidity tools, to assess and respond to systemic crises. The objective of 
prudential policy is financial system stability, not the safety of individual institutions. It 
was the Central Banks, not the supervisory agencies that were on the front lines of 
the GFC. 

                                                           
2 Along the lines of the current limits on covered bond issuance. 



The advent of Macro-prudential policy, largely a post-GFC phenomenon, reinforces 
the argument for retaining Prudential policy within the Central Bank. Macro-
prudential has strong overlaps and synergies with both Monetary policy and Micro-
prudential policy. Many countries with separate prudential authorities have had 
difficulty organising sensible Macro-prudential regimes. Further, with ongoing low 
inflation and interest rates globally, Macro-prudential is likely to remain an important 
policy tool.  

In my view there is also a “critical mass” argument for retaining the Prudential 
function within the Bank. The Bank is considerably smaller (260 staff) than most of 
its international counterparts, even relative to the small size or our economy. This 
creates a challenge for staff development and retention which would worsen if the 
prudential function was removed from the Bank.    

If a decision was made to separate the prudential function from the Reserve Bank, it 
should go to a dedicated prudential authority, along the lines of APRA, rather than to 
the existing conduct authority (FMA). The failures of the British FSA in the runup to 
the GFC underline the need to keep a clear separation between the consumer 
protection and prudential arms of financial regulation.   

 

Ch7. Scope of operational independence. 

I support the position of the consultation paper that there is a case for Reserve Bank 
operational independence in prudential policy.  The case may not be as clear cut as 
for monetary policy, however, just as monetary policy requires a long-term 
commitment to price stability, so prudential policy requires a long-term commitment 
to financial stability. The risks of introducing political influence are significant for both 
policies.  A further argument for operational independence is the complexity of 
prudential policy and the need for decision makers to be continually involved and to 
have a level of technical expertise.   

I also agree there is a need to elaborate the Bank’s financial policy objectives in 
order to better define the boundaries of the Bank’s operational independence. In 
addition to the high-level objective for prudential policy (as discussed in Chapter 2), 
sectoral and policy-specific objectives and principles should be included in the 
primary legislation. The principles could be a mix of high-level principles applying to 
all prudential policies and sector-specific principles. “Sectoral objectives” might be 
specified at least for: regulation of depository institutions, regulation of insurance, 
regulation of financial market infrastructures, macro-prudential policy and crisis 
management policy.   

The principles and sectoral objectives included in the primary legislation must be 
durable and therefore relatively high-level. More detailed and time-dependent policy 
objectives could be agreed between the Bank and the Minister through the annual 
Letter of Expectations/Statement of Intent process.  

Regarding “Instrument independence”, I see this broadly as a consequence of 
operational independence, ie the Bank should have flexibility to adopt new 



instruments to meet new prudential policy challenges. However, as at present, the 
primary legislation should specify the areas in which prudential policies can be 
applied (as applying to conditions of registration in sections 74,78). Significant new 
policy instruments (such as new Macro-prudential tools) should require approval of 
the Minister. 

On stewardship of the Reserve Bank legislation, logic and consistency suggests that 
Treasury should be the Minister’s lead adviser. There should be a clear requirement 
for Treasury to consult with the Bank on all issues related to the legislation and the 
Bank should have formal scope to initiate reviews.    

 

Ch8. Structure of Reserve Bank governance 
This chapter poses two questions: 1) whether the Reserve Bank board should be 
made the Bank’s governing body; and 2) whether a Financial Policy committee 
(FPC) should be established. These two questions are interdependent. In particular, 
the case for an FPC would appear to be dependent on the role adopted for the 
Bank’s board. If the board is to become the Bank’s governing body, then there may 
be a case for it to also take on the role of high-level decision maker for financial 
policy.  

First addressing the role of the board, in my view the experience with the current 
limited “monitoring” role has not been satisfactory. The policy monitoring role has 
been taken seriously by directors but has suffered from a lack of specialist skills and 
a lack of clarity about how the board should act as the Minister’s monitoring agent. 
The board’s contribution on corporate governance has worked well, along the lines 
of a normal governance board. My impression is that directors over the years have 
been comfortable with the (advisory) corporate governance role but have struggled 
to get comfortable with the policy monitoring role. The functioning and contribution of 
the board would benefit from: 1) adoption of a formal corporate governance role; and 
2) clarification of the boards role in policy oversight.  

Regarding corporate governance, it should be noted that while the single decision 
maker model no longer exists for policy decisions3, it currently remains for corporate 
decisions. Notwithstanding several existing checks on the Governor’s corporate 
decisions (such as the 5-year Funding agreement), a formal corporate governance 
role for the board could improve the balance and consistency of corporate 
governance over time.   

Considering the case for an FPC to sit alongside the new MPC, there is certainly an 
argument that external input to financial policy decisions would help to give more 
balance and consistency to policy over time. Currently there is external input to 
financial policy through consultation with the industry, the Minister and Treasury. 

                                                           
3 The internal Governing Committee has made monetary and financial policy decisions since 2012. Monetary 
policy decisions will soon be taken by the new MPC.  



However, final policy decisions remain with the internal Governing Committee. A 
statutory FPC would achieve more substantive external input.   

But formulating the role of an FPC is not as straight forward as for the MPC. In 
monetary policy there is one main instrument (the OCR), policy assessments and 
decisions are made on a regular frequency and follow a well-proven process. 
Financial policy decisions, on the other hand, cover a multitude of issues and sectors 
and in many cases require a detailed understanding of the underlying issues. For an 
FPC to work effectively in this environment its scope would need to be limited to the 
most important and strategic policy issues, with decision making on low-level policies 
delegated to the Governor.  

An alternative approach would be to give the high-level financial policy decision 
making to an empowered board. It is relevant to note here that, even under a pure 
corporate governance mandate, the board would need to continue to assess the 
Bank’s policy performance in order to make appropriate appointment 
recommendations for governors and statutory policy committee members. A 
corporate governance board would therefore still need to have skills in monetary and 
financial policy. Thus, a simpler alternative to establishing a “high-level” FPC might 
be to give the board the role of financial policy decision maker, on the understanding 
that lower-level (and time critical) decisions would be delegated to the Governor. A 
key requirement here would be the inclusion of financial policy skills on the board. 

In conclusion on the Bank governance questions, the government should take this 
opportunity to rationalize the role of the Reserve Bank board, making it responsible 
for the corporate governance of the Bank and clarifying its policy role. An FPC could 
be established to achieve the benefits of external input to financial policy. However, 
establishing an effective FPC would be a difficult task. A simpler solution might be to 
allocate the financial policy role to an empowered and appropriately skilled board.  

 

Ch9. Monitoring and accountability 
As discussed under Chapter 8, I agree with the proposition in the consultation paper 
that the monitoring role, as agent of the Minister, does not sit well with the current 
board and Bank governance structure. The board is too close to the Governors of 
the Bank to be a credible and critical monitor. With respect to corporate matters, the 
board informally acts (and is viewed by the public) as the governing body of the 
Bank. If this role is formally assigned to the board, then the Treasury should become 
the Minister’s monitoring agent.  

Considering transparency and accountability arrangements, I believe these are 
already quite comprehensive. However, as the consultation paper notes, there may 
be scope to formalize the current practice of public consultation on all substantive 
new policy developments. 

 

 



Grant spencer 

14 January 2019  
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