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Reference: 20190846 
 
 
 
10 February 2020 
 
 

 
Thank you for your Official Information Act (OIA) request, received on 19 December 
2019.  You requested the aide memoire with reference number T2019/3169, entitled 
Reserve Bank Capital Review and Phase 2 of the Reserve Bank Act. 

 
Information being released 

Please find enclosed the following documents: 
 

Item Date Document Description Decision 

1.  5 October 2019 Aide Memoire: Reserve Bank Capital Review 
and Phase 2 of the Reserve Bank Act 

Release in part 

 
I have decided to release the document listed above, subject to information being 
withheld under one or more of the following sections of the OIA, as applicable: 
• certain information under section 6(a) – to protect the international relations of the 

Government of New Zealand. 

• certain advice, under section 9(2)(g)(i) – to maintain the effective conduct of 
public affairs through the free and frank expression of opinions. 

• direct dial phone numbers of officials, under section 9(2)(k) – to prevent the 
disclosure of information for improper gain or improper advantage. 

 
Direct dial phone numbers of officials have been redacted under section 9(2)(k) in 
order to reduce the possibility of staff being exposed to phishing and other scams.  This 
is because information released under the OIA may end up in the public domain, for 
example, on websites including the Treasury’s website. 
 
In making my decision, I have considered the public interest considerations in section 
9(1) of the Official Information Act.  
 



 

2 

Please note that this letter (with your personal details removed) and enclosed 
documents may be published on the Treasury’s website. 
 
This reply addresses the information you requested.  You have the right to ask the 
Ombudsman to investigate and review my decision.  
 
Yours sincerely 
 
 
 
 
 
Robbie Taylor 
Acting Manager, Financial Markets 
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Reference: T2019/3169     MC-1-7-3-1-7 
 
 
Date: 5 October 2019 
 
 
To: Minister of Finance  

(Hon Grant Robertson) 
 
 
Deadline: 10 October 2019 
 
 
Reserve Bank Capital Review and Phase 2 of the Reserve Bank 
Act 

 
You are meeting with officials on Thursday 10 October to discuss the Phase 2 review 
reports on final decisions for an institutional Act (T2019/2764) and in-principle 
decisions for a deposit takers Act (T2019/3011).  The latter seeks an in-principle 
decision on adding a statutory bail-in power to help avoid reliance on taxpayers in 
resolving the failure of a systemically important bank. 
 
You have also received a report from the Reserve Bank (5334 of 27 September 2019) 
– we understand in response to your request for the Reserve Bank’s views on how its 
capital review intersects with the Phase 2 review. 
 
Key points 
 

• The outcome of decisions on Phase 2 and the capital review need to result in 
an overall coherent policy framework.  

• The Reserve Bank’s suggestion of aligning with the Australian approach to 
resolution could be progressed together with a statutory bail-in power as a 
back-up measure. 

• Given the link to capital settings in both the Australian approach to resolution 
and in a statutory bail-in approach, the capital review should provide a clear 
pathway to align with the outcomes being advanced under the Phase 2 review. 

• One pathway to alignment could take the form of the Reserve Bank announcing 
in December some interim capital increase while explicitly recognising the need 
to determine final capital levels and composition once the new legislative 
framework is in place. 

• The final capital decisions should also incorporate explicit consideration of the 
role that resolution plays in reducing economic losses from a financial crisis.  
These could potentially lower optimal capital requirements materially.  
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• The final capital review should also give additional consideration to the 
assessments of the appropriate level of capital for New Zealand specific 
circumstances based on the RBNZ work on how the banks deal with financial 
stress.   

• The capital review could also give greater consideration to further differentiating 
the treatment of systemically important banks and other institutions to recognise 
that the costs of failure for the later are much lower.  

 
Reserve Bank report on Deposit Insurance and Capital 
 
The Reserve Bank report narrowly focusses on the link between capital adequacy and 
deposit insurance.  Insofar as the report addresses that specific link, we have little 
comment to make other than to note that one of the purposes of deposit insurance is to 
reduce the costs of a bank failure to the economy and society.  These costs should 
influence the assessment of bank capital requirements.   
 
However, the report omits to address a more important question: How does the capital 
review take into account the proposed resolution framework being recommended by 
the Phase 2 review’s work on bank resolution?  
 
The capital review and the Phase 2 review need to work closely together to ensure that 
they result in an overall coherent policy framework.  Stakeholder submissions to both 
reviews have strongly called for better coordination between them to ensure an overall 
coherent policy framework. 
 
Phase 2’s resolution recommendations and capital requirements 
 
Reflecting the lessons learned from the global financial crisis, resolution policies 
around the world are increasingly looking to the conversion of debt instruments as the 
credible alternative to taxpayer bailouts of systemically important banks, so that banks 
bear the costs of their own failures.  The Phase 2 review’s work on bank resolution has 
looked to do the same for New Zealand through having the ability to convert debt 
instruments to equity (bail-in).  Bail-in is not a silver bullet and would require detailed 
work to pre-position, but it is seen internationally as a credible alternative to taxpayer 
bailouts.  The Phase 2 review seeks an in-principle recommendation on bail-in in its 
T2019/3011 report. 
 
To help make bail-in a credible resolution option, many jurisdictions’ prudential 
authorities require banks to hold sufficient subordinated debt instruments so that, in the 
event of a bank failure, financial resources are readily available to be bailed in and 
replenish equity capital.  These requirements form part of prudential capital 
requirements.  Capital requirements thus seek to provide both ‘going concern’ loss 
absorption and, in the event of failure, further loss absorption and recapitalisation 
capacity.  The concept is termed ‘total loss absorbing capacity’ (TLAC).   
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To date, the Reserve Bank’s capital review analytical framework has focused largely on 
going concern capital and not incorporated the role convertible debt instruments can 
play in resolution.  The Reserve Bank has seen bank resolution as being unrelated to 
capital requirements.1  Instead, the capital review has focused solely on the availability 
of capital to absorb losses while a bank is still a going concern.  The Reserve Bank has 
indicated that it may introduce a new regime to monitor debt instruments that could 
potentially be used in resolution.  However, it considers that a TLAC regime is too 
complex and requires closer coordination on resolution between RBNZ and APRA than 
is currently in place. 

 
In its capital review documentation and in discussions with the Review team, the 
Reserve Bank points to its Open Bank Resolution (OBR) as a reason why the capital 
review does not need to consider resolution.

 
 
Treasury welcomes the Reserve Bank’s suggestion of aligning with the 
Australian approach 
 
In not supporting the Review’s recommendation for an in-principle decision on statutory 
bail-in, the Reserve Bank has instead suggested aligning with the Australian approach 
(see Executive Summary and paragraph 152 of T2019/3011).  The Australian 
Prudential Regulation Authority (APRA) does not have statutory bail-in powers.  
Instead, APRA relies on contractual bail-in clauses in debt instruments to provide for 
loss absorption and recapitalisation capacity in the resolution of a failed bank. 
 
Importantly, APRA explicitly uses its capital adequacy requirements to ensure that 
sufficient ‘gone concern’ Tier 2 capital instruments are available in a bank’s funding 
structure to be used contractually in resolution.  APRA thus seeks to strike a balance in 
its capital requirements between loss absorbency on a going concern basis and loss 
absorbency and recapitalisation capacity in resolution. 
 
The Treasury welcomes further consideration of the merits of subordinated convertible 
capital instruments in the capital adequacy framework for the purposes of resolution. 
Provided that a statutory power to convert unsecured liabilities was still available as a 
back-up (for example, in case that insufficient convertible capital instruments were 

                                                
1  In its December 2017 response to submissions on the capital review, the RBNZ said it didn’t need to consider gone 

concern instruments such as convertible debt because “the issue of accumulated losses will be addressed by bank 
resolution policies.” — https://www.rbnz.govt.nz/-/media/ReserveBank/Files/Publications/Policy-
development/Banks/Review-capital-adequacy-framework-for-registered-
banks/Capital%20Review%20Response%20to%20Numerator%20Submissions191217.pdf, paragraph 81. 

s6(a)

s9(2)(g)(i)
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available or did not convert in a given bank failure), the Treasury would support the 
Reserve Bank’s suggestion to adopt the Australian approach.2 
 
The sector would likely support this outcome if it resulted in a more balanced 
composition of capital – less of the expensive common equity capital and more of the 
less expensive Tier 2 capital instruments.  The Reserve Bank would need to consult 
further with the sector to determine how much and how quickly banks could 
accommodate the necessary Tier 2 levels. 
 
We suggest that you check that the Reserve Bank would support its Phase 2 
suggestion with a corresponding adjustment to its capital review analytical framework. 
 
Alignment between the two reviews is essential for the credibility of both 
 
In any event, it is important that the Reserve Bank identifies a pathway to align the 
capital review with the outcome of the reforms being considered in Phase 2.  
Depending on Ministerial decisions, the changes envisaged by the Phase 2 review 
would be made more credible if the overall capital adequacy settings recognised the 
role that subordinated debt instruments play in resolution.  
 
Changes to support a more robust resolution regime should also reduce the capital 
needed by reducing the costs of a crisis in a manner that is currently not provided for in 
the Reserve Bank’s capital review analysis.  This effect was material in other 
jurisdictions. For example, in the UK, the Bank of England’s assumption that it had a 
more workable resolution regime lowered its estimate of the appropriate capital ratio of 
5 percentage points.   
 
Given the capital review will precede legislative decisions on Phase 2, the capital 
review could signal its intended direction and begin to phase in interim capital 
increases while explicitly recognising the need to determine final capital levels and 
composition once the new legislative framework is in place.  
 
Scope for other considerations to be included in the capital review 
 
In reaching a decision on the application of capital adequacy requirements the Reserve 
Bank could also allow for other consideration of two additional issues.   These include: 
 

• Further consideration of how to incorporate assessments of the 
appropriate level of capital for New Zealand specific circumstances. At 
present the framework approach of the RBNZ relies heavily on modelling 
based on international experience – given New Zealand’s lack of banking 
crises.  This is an understandable focus and not inconsistent with the 
approach taken internationally.  However, the capital review framework could 
be usefully complemented by giving much greater attention to the level of 
capital required in New Zealand entities to avoid crisis through the use of 

                                                
2  The IMF similarly recommended in its latest Australia FSAP that APRA’s approach to resolution should be supported 

with a statutory bail-in power. 
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specific stress tests engineered to result in failure.  Such tests have, in the 
past, been carried out by the Reserve Bank. Background papers prepared by 
the Reserve Bank for the capital review, which incorporate more severe stress 
test than previously modelled, support capital levels lower than those 
proposed by models based on overseas experiences.   

 
• The capital review should also give greater consideration to further 

differentiating the treatment of systemically important banks and other 
institutions.  The Reserve Bank’s framework sets capital based on the 
economic costs of systemic financial crises. However the failure of smaller 
institutions do not pose the same level of cost and risk to society. This implies 
it may be inefficient to have non-systemic institutions hold such a high level of 
capital. In addition, for smaller institutions the introduction of deposit insurance 
would further reduce the economic costs of failure. Overseas this is reflected 
in greater differences in capital between systemically important institutions and 
smaller institutions than envisaged in consultation to date.    

 
 
 
 
Mario Di Maio, Principal Advisor 
Robbie Taylor, Team Leader, Financial Markets, 
 
 

 

s9(2)(k)

s9(2)(k)
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Appendix 1: 
 
OBR anticipates positioning a failed bank for resolution by putting the bank into 
statutory management which imposes a moratorium on all claims, and then releasing 
from the moratorium all but an estimate of liabilities that is expected to equate to any 
remaining losses. 
 
However, OBR cannot do more than what is permitted under the RBNZ Act 1989.  The 
1989 Act does not provide anyone with the power to unilaterally write down liabilities or 
to recapitalise a bank by converting liabilities into equity. Without creditors agreeing, 
there can be no actual ‘haircut’ under OBR unless the bank is put through a liquidation 
process. The Reserve Bank’s description of OBR notes its reliance on government 
guarantees instead. 
 

  Under OBR, 
a Minister of Finance will still be required to determine what happens after the ‘freeze’ 
is applied to a failed bank: either or put it through a liquidation 
process (possibly using a split bank process which would take months, be complicated, 
and create significant legal and fiscal risks).   
 

s9(2)(g)(i)

s9(2)(g)(i)

s9(2)(g)(i)

s9(2)(g)(i)
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