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SUBMISSION ON PHASE 2 OF THE REVIEW OF THE  
RESERVE BANK ACT 

 
I welcome the fact that Government has initiated a review of what the Reserve 
Bank should be trying to achieve in respect of its statutory responsibility to 
promote a sound and efficient financial system. 
 
Before determining what the Reserve Bank should do vis-à-vis the financial 
system, I believe it is important to ask why any public sector role at all is 
needed.  The most common answer of course is that the financial sector is 
characterized by an extreme asymmetry of information.  Those dealing with a 
bank, non-bank deposit-taking institution (NBDT), or insurance company find it 
impossible to determine “from the outside” whether or not the institution 
they wish to deal with is a good credit risk or not.  Public sector regulation and 
supervision of these institutions is needed, it is argued, to deal with that 
asymmetry. 
 
To me, this is not a very compelling reason for public sector regulation and 
supervision: there are other sectors of the economy where that asymmetry of 
information also exposes customers to substantial risk, as for example, the 
building industry, but where no intensive public sector supervision seems 
warranted. 
 
Moreover, it is not obvious that public sector regulation and supervision can in 
fact materially reduce the risk of failure.  Contrary to public perception, the 
banks in the United States and Europe were subject to intensive supervision 
prior to the GFC, and indeed a senior economist with the Federal Reserve Bank 
of Richmond has argued that it was precisely that intensive supervision, 
coupled with a pattern of protecting all the depositors with major banks, which 
contributed to the GFC by convincing bank customers and bank management 
that banks were riskless, and could therefore operate on absolutely minimal 
amounts of equity capital.1  
 
I well recall being advised by Henry Lang, a former Secretary to the Treasury, 
when I was Governor of the Reserve Bank that banking supervision was a lose-
lose game for the Reserve Bank.  When banks are doing well, he said, nobody 
gives the Reserve Bank any credit; when they get into trouble, it is the Reserve 
Bank which gets blamed.  He went on to tell me that, after leaving the 

                                                      
1 The Great Recession: Market Failure or Policy Failure, by Robert L. Hetzel, Cambridge University Press, 2012. 
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Treasury, he had joined the board of Tower insurance company.  Tower was 
interested in acquiring NZI Insurance, and commissioned a well-known 
American investment bank to do an in-depth study of NZI.  The investment 
bank suggested that NZI shares were worth less than the price at which they 
were then trading on the market and, understandably, when Tower offered 
that price to the board of NZI, the offer was rejected.  But Mr Lang said that 
the estimate made by the American investment bank was wrong: it was far too 
optimistic.  The shares actually had negative value.  And Mr Lang said that if an 
investment bank came up with a radically incorrect valuation after doing a 
detailed on-site inspection, what hope was there of the central bank getting a 
more accurate picture in sufficient time to forestall a problem? 
 
But in one very important respect financial institutions, or at least major banks, 
are fundamentally different to other companies: they are vital components of 
the payments system.   
 
If a major bank were to close, it would have very serious implications for both 
those who had deposited money with it and those to whom it had lent credit.  
But even more crucial it would almost certainly totally wreck the payments 
system of the whole economy given the close inter-relationship which each 
major bank has with that system. 
 
It was for this reason that, even when I was Governor, we came to accept that 
while no bank should be too big to fail, the biggest banks are certainly too big 
to close.   At that time, we developed what we then called Bank Creditor 
Recapitalisation, and what is now called Open Bank Resolution.  This envisages 
allowing a major bank to fail but not permitting it to close.  Under this 
scenario, the owners of the failing bank would lose all their equity, directors 
and senior managers would lose their jobs (without compensation), and a part 
of the bank’s liabilities would be “frozen” as a kind of quasi-equity until the 
problems had been resolved.  (It is a matter of major regret that OBR has been 
allowed to be characterized as a way of “protecting” the banks at the expense 
of depositors – in one sense, that is correct, but it ignores the fact that the 
shareholders of the bank would lose all their equity, and the senior 
management and the directors their jobs.) 
 
In my view, if some banks are indeed too big to be closed – by which I mean 
the big four Australian-owned banks, probably Kiwibank and possibly TSB Bank 
– those banks should be obliged to hold a substantial level of equity to 
materially reduce the risk of their getting into trouble.  I don’t have a strong 
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view on what that level should be, though I suspect it is more than the current 
minimum of capital-to-risk-weighted-assets of 8%, though almost certainly less 
than the remarkably high 16% figure proposed by the Reserve Bank a few 
weeks ago. 
 
In addition, to make it politically feasible to adopt an OBR “solution” in the 
unlikely event that, despite the high level of mandated equity, a systemically 
important bank got into trouble, I would recommend that deposits up to some 
level (perhaps $100,000) should be protected by a government guarantee 
funded by a levy on all individual deposits up to that agreed level in 
systemically important banks.  
 
But what of non-systemically important banks, non-bank deposit takers, and 
insurance companies, all of which the Reserve Bank supervises now? 
 
It is not at all clear to me why the Reserve Bank thinks it has a responsibility to 
mandate the detailed policies of the non-systemically important banks and 
non-bank deposit takers.  The “soundness of the financial system” would not 
be fundamentally affected by the failure of any one of them, yet the Reserve 
Bank seems to feel it should be expressing concern when even tiny banks take 
on “inappropriate” risks or grow materially faster than the system as a whole – 
something which is almost inevitable, at least in percentage terms, when a 
bank first starts operations in New Zealand.  It is hard to avoid the conclusion 
that in expressing such concern the Reserve Bank is considerably exceeding its 
legislative responsibility for the soundness of the financial system. 
 
To deal with the asymmetry of information, it would perhaps be desirable to 
require all banks and non-bank deposit takers to obtain and prominently 
disclose a credit rating from an approved rating agency, or to disclose the fact 
that they could not get such a rating.  That would certainly be very much to be 
preferred to the situation which prevailed until a couple of years ago, when 
non-bank deposit takers were able to advertise (and did so advertise) that they 
were a non-bank deposit taker “licensed” by the Reserve Bank. 
 
It might also be desirable to allow such institutions to opt into the deposit 
guarantee scheme, although with premiums determined by the credit rating of 
the institution concerned. 
 
In the case of insurance companies, I think it has been a mistake to bring 
insurance companies within the ambit of the Reserve Bank’s supervision, and 
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in a real sense the recent failure of CBL Insurance illustrates my point.  When 
an insurance company starts getting into trouble and only the Reserve Bank is 
aware of that, the Bank is in an almost impossible position. If it discloses its 
concern to the market, the insurance company is almost certainly in potential 
jeopardy.  If it fails to indicate concern, and worse still if it forbids the 
insurance company concerned from making others aware of the Bank’s 
concern, the Bank is blamed for not disclosing that concern.  Better to revert to 
the regime which was established in the early nineties, where all insurance 
companies were obliged to disclose a rating from a specialist insurance rating 
company (A M Best or Standard & Poor’s) whenever an insurance contract was 
written or renewed.  That provided a strong incentive for insurance companies 
to strengthen their claims-paying rating, knowing that by doing so they were 
enabled to charge slightly higher premiums.  That system also capitalised on 
the knowledge of the rating agencies about the strength of the international 
companies with which New Zealand insurers were writing reinsurance 
contracts.  (Disclosure: that system of mandatory rating was first 
recommended by a committee of which Ian McLean, then chairman of the 
Earthquake Commission, and I were the two members.) 
 
Of course, no system will prevent the failure of all insurance companies.  AMI 
collapsed following the 2011 Christchurch earthquake and, though it had been 
expanding its business at least in part by under-cutting other insurance 
companies and was rated below many of those other companies, the then-
Government undermined the system by paying out in full under all the 
insurance policies which the company had written.   CBL itself had a relatively 
strong rating prior to the Reserve Bank effectively closing its doors.  But the 
benefit of a system which creates a strong incentive on insurance companies 
to strengthen their own claims-paying ability is surely to be preferred to one 
where insurance companies have an incentive only to meet the minimum 
standards imposed by the Reserve Bank. 
 
Those submitting on this review have been asked to comment on what role the 
Reserve Bank should play in “promoting the efficiency of the financial system”.  
I frankly don’t see what role the Bank can or should play in promoting the 
efficiency of the system.  If we believe in markets, we presumably believe that 
efficiency is maximized by having a highly competitive banking market, and we 
surely have that in New Zealand.  Moreover, my understanding is that 
reference to the efficiency of the financial system in the Reserve Bank 
legislation was designed to ensure that the Reserve Bank’s supervisory 
interventions did not unduly impair the efficiency of the financial system, not 



 5 

to imply that the Reserve Bank had responsibility to make the financial system 
more efficient. 
 
What about ensuring the banking market remains competitive?  From my 
perspective – formerly managing director of the Trust Bank Group, a former 
director of the ANZ Bank in New Zealand, and now chairman of the New 
Zealand subsidiary of ICBC – the banking market is intensely competitive, 
confirmed by the fact that over the last three decades there have been a 
number of new banks in New Zealand and a number which chose to leave. 
 
Should the Reserve Bank be the institution responsible for ensuring the 
soundness of the financial system?  This is a question which was addressed 
during my own time as Governor.  There were arguments in favour of splitting 
off the supervisory function, as Australia and the UK had both done at about 
that time.  In the end, we decided the Reserve Bank should retain the 
supervisory function in part because the financial system is vitally important to 
the transmission of monetary policy, in part because if a major bank were to 
get into trouble the Reserve Bank would almost inevitably have to become 
involved anyway (if only in the provision of liquidity), and in part because, in a 
very small country such as New Zealand, having a separate agency seemed 
unwarranted.  Those still seem to me to be valid arguments. 
 
But what of the Reserve Bank’s decision-making structure?  Government has 
just determined that the Governor should no longer be the “single decision-
maker” in regard to monetary policy.  I suspect the same logic suggests that he 
should no longer be the sole decision-maker in the area of the regulation and 
supervision of the financial system. 
 
 
Don Brash 
Former Governor of the Reserve Bank of New Zealand, 1988 to 2002. 
Currently chairman of ICBC (New Zealand) Limited 
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