
 

1 The Terrace 
PO Box 3724  
Wellington 6140 
New Zealand  

tel.  +64-4-472-2733 
 
https://treasury.govt.nz 

Reference: 20190847 
 
 
 
11 February 2020 
 
 

Thank you for your Official Information Act (OIA) request, received on 20 December 
2019.  You requested the following: 
 

Please provide me copies of all advice and other memos, briefing etc on the 
Reserve Bank's bank capital proposals and decisions sent to the Minister of 
Finance or his office between 1 Dec 2018 and 5 Dec 2019. I am not seeking (eg) 
emails that deal with purely administrative issues, eg scheduling meetings on the 
topic. 
 

Information being released 

Please find enclosed the following documents: 
 

Item Date Document Description Decision 

1.  17 January 2018 Aide Memoire: RBNZ Capital Review Release in part 

2.  26 July 2019 Treasury Report: Reserve Bank review of capital 
requirements for locally incorporated banks 

Release in part 

3.  5 October 2019 Aide Memoire: Reserve Bank Capital Review 
and Phase 2 of the Reserve Bank Act  

Release in part 

 
While item 1 falls outside of the scope of your request due to the time period of 
documents you requested, it is within the subject matter of your request and I have 
decided to release this alongside the other documents as a complete package.  
 
I have decided to release the documents 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. 
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• 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. 

 
I have redacted the direct dial phone numbers of officials 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 own website. 
 
In making my decision, I have considered the public interest considerations in section 
9(1) of the Official Information Act.  
 
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: T2018/35 BM-1-7-78 
 
 
Date: 15 January 2018 
 
 
To: Minister of Finance  
 (Hon Grant Robertson) 
 
 
 
Deadline: 17 January 2018 
(if any) 
 
 
Aide Memoire: RBNZ Capital Review 
 
You are meeting with the Reserve Bank on Wednesday 17 January to discuss the 
Bank’s capital review.  We understand the purpose of the meeting is for you to obtain 
an overview of the key issues of the review.  This Aide Memoire provides some high-
level comments as background.  It highlights the issues that you are most likely to hear 
about in discussions with the banking sector and the areas that we are looking to 
explore further with the Reserve Bank. 
 
Background: Role of capital and relevance of this work to the Minister of Finance 
 
Through conditions of registration, the Reserve Bank imposes minimum capital 
requirements on locally incorporated registered banks.  Capital in this context means 
funding that is similar to (and includes) equity.  The function of regulatory bank capital 
is to absorb losses and prevent a bank’s default on obligations to creditors (including 
depositors) or costs to taxpayers from a bailout.  It is appropriate that the Reserve 
Bank reviews the capital requirements for registered banks from time to time. 
 
Setting capital requirements is a function of the Reserve Bank for which it has 
operational independence.  These requirements can, however, have wider economic 
implications (weak requirements can undermine economic stability and excessively 
tough requirements may impose undue costs on banks, investors, and consumers).  It 
is therefore appropriate that the Bank keeps you appraised of the issues covered by 
the review and the direction the Bank is taking.  It is appropriate for you to be 
comfortable that financial stability interests are being served by the capital regime 
without undue costs being imposed on participants in the economy. 
 
Review takes a three-stage approach 
 
Capital requirements are generally expressed as a ratio of types of capital to a bank’s 
risk-weighted exposure.  The review’s approach is to consult separately on:  
 

i. What should count as regulatory capital (ie, the type of capital) 
 

ii. How banks should measure risk-weighted exposures 
 

iii. The levels to be set for minimum capital ratios 

s
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Item (i) has been completed and the Reserve Bank has published a response to 
submissions received.  Item (ii) is currently being consulted on.  Item (iii) will be 
consulted on later this year. 
 
 
The RBNZ proposes to move away from recognising contingent debt as 
regulatory capital 
 
Contingent debt (also known as ‘hybrid’ capital and ‘co-cos’) is debt that writes off or 
converts to ordinary shares when a pre-specified event relating to a bank’s financial 
condition occurs.  According to the Reserve Bank’s response to submissions, a 
common theme in submissions was opposition to the proposal to cease recognising 
contingent debt as capital.   
 
Opposition focussed on several arguments including:  
 
• a reduction in funding options for banks 
 
• the impact on local financial market development 
 
• the impact on banks’ cost of capital 
 
• a loss of foreign lender confidence, and 
 
• challenging the Reserve Bank’s scepticism about the loss-absorbing 

effectiveness of contingent debt. 
 
 
We found the Reserve Bank’s responses to the submissions to be on the whole well-
reasoned.  The Reserve Bank questions the loss-absorbing effectiveness of contingent 
debt.  Based on our observations, the Bank is not alone in doing so and this position 
may be well justified, although a case can also be made for these instruments having 
some loss-absorbing capacity.  These instruments are also questioned by some 
academics, but there will always be strong arguments to be found on both sides of the 
debate.  Given the loss-absorption capacity is disputed, and that the consequence of 
poor loss-absorption is an increased risk of a taxpayer-funded bail-out of a failing bank, 
we would be sympathetic to the Bank’s risk-averse approach. 
 
The outstanding question is how banks would respond to the loss of having contingent 
debt recognised and what the cost implications will be.  Will they seek to increase their 
actual levels of regulatory capital and pass on any additional costs of doing so, or will 
they seek to restrict new lending, particularly to sectors of the economy that attract the 
greatest risk weighting (such as business and agriculture) and sell risk-weighted 
assets?  It will not likely be possible to reasonably speculate on this question until the 
Bank’s proposals on minimum capital ratios are known later this year. 
 
 

 

 

 

20190847 Doc 1
Page 2 of 28



IN-CONFIDENCE 

Treasury:3903383v2 IN-CONFIDENCE 3 

The Reserve Bank proposes to disallow some internal credit risk models 
 
Among its proposals on measuring risk-weighted exposures, the Reserve Bank is 
proposing to disallow the use of internal credit risk models for any exposure that is also 
externally rated and to require the use of standardised models instead. 
 
The Basel Committee on Banking Supervision has also recently moved to limit the use 
of internal models in credit risk assessment.  The Reserve Bank’s proposals go further 
and take a more simplified approach.  Submissions on this have not yet been received 
but we await them with interest in light of the Basel decisions. 
 
Based on feedback to the Bank’s initial issues paper last year, banks can be expected 
to oppose the proposal on the grounds that their internal models: 
 
• are robust 
 
• provide the most risk-sensitive estimates of capital, and 
 
• enable them to respond best to changes in market environments and risk 

practices. 
 
 
We are again sympathetic to the direction being taken by the Reserve Bank.  Both in 
New Zealand and overseas, internal models have been found to consistently estimate 
lower capital requirements than would be the case using the standardised models, for 
the same portfolios.  Banks may not have the right incentives to model credit risk 
robustly; a key incentive for banks would be to minimise their capital costs.  Failure to 
assess credit risk appropriately increases the likelihood of unanticipated losses. 
 
The justification for internal models is stronger where a bank’s portfolio is uncommon 
rather than for commonly-held portfolios. 
 
 
A number of higher-level questions emerge from the exercise 
 
We see a number of higher-level questions emerging from the review which we are 
interested in exploring and which you may wish to raise to ensure you have an 
understanding of the underlying issues: 
 
1.  Are there other, intermediate policy objectives that should be taken into 

account, such as capital market development? 
 

Loss-absorption capacity is the primary rationale behind regulatory capital 
requirements.  But other financial stability-related objectives could also be served 
by maintaining diversity in recognised capital instruments.   

 
Would the non-recognition of contingent debt instruments as capital adversely 
affect the development of New Zealand’s financial markets?  If so, would it mean 
that no such market for these instruments would actually exist at the point when 
such sources of financing might be desired?  
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The Reserve Bank usefully notes that the amount of contingent debt issued by 
New Zealand banks represents approximately only 19% of total New Zealand 
(NZDX listed) debt market capitalisation, so the banks’ contingent debt is not 
necessarily a major player.  The question is whether we should be looking for 
regulatory capital settings to play a wider role in developing local financial market 
depth and liquidity, particularly so that the depth is there to be tapped when it is 
needed. 

 
The flipside of encouraging diversity in capital instruments is ensuring that the 
investors – particularly ‘mum and dad’ retail investors – actually understand the 
risks associated with them.  This potential lack of understanding is one of the 
reasons why contingent debt instruments are seen as being vulnerable to 
taxpayer bail-out rather than being used for absorption of bank losses.  There is 
evidence internationally of governments being reluctant to see retail investors 
bear bank losses through investment in instruments that they may not have fully 
understood.  Any decision to promote market depth in such instruments may 
therefore also require improving risk disclosure by issuers and risk awareness 
among retail investors. 

 
 
2.  Might the model of supervision unduly bias regulatory settings? 
 

A key argument of the Reserve Bank is that contingent debt is contractually 
complex, requiring an approach to oversight and enforcement that is at odds with 
the Bank’s supervisory framework.  The counter-argument to the complexity of 
contingent debt is that such instruments are not unduly complex; they just require 
the regulator to apply the supervisory resources necessary to understand them. 

 
The Bank’s supervisory framework is light-touch; the Bank’s regulatory 
philosophy emphasises bank self-discipline and market discipline over 
supervision.  This approach is not common internationally and the IMF has 
recommended the Bank consider a more involved approach to supervision.  

 
Is there a risk of the Bank’s supervisory model unduly driving the Bank’s 
regulatory settings (such as capital requirements) to manage risk, rather than the 
supervisory model being a response to the nature of the risk? 

 
 
3.  What work will be done on estimating the impact on the cost of capital? 
 

The Reserve Bank has some robust responses to the claims that its proposals 
will see an increase in banks’ cost of capital.  This is perhaps another area where 
academic consensus is likely to be elusive.  In their assessments of the 
proposals, the banks will undoubtedly model their version of the direct costs to 
them, and possibly estimate the wider costs to the economy.  However, they may 
fail to consider all of the social costs associated with the increased risk that may 
result from less stringent capital requirements.    

 
What cost estimates will the Reserve Bank be undertaking in the development of 
its final proposals? 
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4.  Should New Zealand and Australia be looking at greater harmonisation? 
 

The Reserve Bank usefully notes the relevance of the Australian Prudential 
Regulation Authority (APRA) assessment of what constitutes ‘unquestionably 
strong’ capital ratios.  APRA will in fact be carrying out its own capital adequacy 
requirements review this year.  Given that New Zealand’s ‘big four’ banks are 
wholly owned subsidiaries of Australian banks, the question arises at what point 
might it be in both countries’ interests to pursue a more harmonised approach to 
bank regulation.   

 
Harmonisation could be wider than just on capital requirements, though.  The 
changing technological landscape (eg, international trends towards ‘open 
banking’ and the as-yet unknown implications of blockchain technology for 
access to financial services across borders) and the increasingly international 
reach of foreign regulatory regimes (eg, OTC derivatives trading and anti-money 
laundering and counter-terrorism financing rules) may see increasing pressure for 
harmonisation in the regulatory frameworks governing parent and subsidiary 
institutions, if not between the two jurisdictions generally. 

 
 
NZBA has commissioned an international comparison of New Zealand banks’ 
capitalisation  
 
The New Zealand Bankers’ Association has recently commissioned a PriceWaterhouse 
Coopers study on how New Zealand banks’ existing capitalisation compares 
internationally.  You may wish to ask the Reserve Bank for their views on the NZBA 
study. 
 
 
 
Victor Kuipers, Senior Analyst, Financial Markets, 
Dasha Leonova, Manager, Financial Markets and International, 
 

s9(2)(k)
s9(2)(k)

 

 

 

20190847 Doc 1
Page 5 of 28



 IN-CONFIDENCE 

 
 
 
 

  Page 1 
 

 

Treasury Report:  Reserve Bank review of capital requirements for 
locally incorporated banks 

Date:   26 July 2019 Report No: T2019/1425 

File Number: SH-11-4-3-1 

Action Sought 

  Action Sought  Deadline  

Hon Grant Robertson 
Minister of Finance  
 

Agree to engage informally with the Reserve Bank to 
obtain comfort that it is following a robust process in 
coming to final decisions on the capital adequacy 
proposals. 

Indicate whether you would like to meet with officials from 
the Treasury to discuss this report. 

None 

Contact for Telephone Discussion (if required) 

Name Position Telephone 1st Contact 

Daniel Jury Senior Analyst, Financial 
Markets 

N/A 

(mob) 

 

Robbie Taylor Team Leader, Financial 
Markets 

N/A 

(mob) 

 

Actions for the Minister’s Office Staff (if required) 

Return the signed report to the Treasury. 

 
 

Note any 
feedback on 
the quality of 
the report 

 

 

Enclosure: No 

 

s9(2)(k)

 

 

 

20190847 Doc 2
Page 6 of 28



IN-CONFIDENCE 

T2019/1425: Reserve Bank capital adequacy proposals for registered banks Page 2 

IN-CONFIDENCE 

Treasury Report: Reserve Bank review of capital requirements for 
locally incorporated banks 

Executive Summary 

This report responds to your request for advice on the proposals made by the Reserve Bank 
of New Zealand (Reserve Bank) arising from its review of capital requirements for locally 
incorporated banks.  

In particular, this report: (i) provides information about that review, the Reserve Bank’s 
proposals arising from that review, and their implications; and (ii) sets out a proposed course 
of action for you to obtain comfort that the Reserve Bank is following a robust process, taking 
into account key considerations, and will consider the impacts of a full range of options, in 
coming to final decisions on the proposals.  

The Reserve Bank is proposing to increase capital adequacy requirements for banks 

The Reserve Bank is proposing several changes to increase the resilience of banks.  There 
are three main proposals.  The headline proposal is to nearly double the capital banks are 
required to hold.  The Reserve Bank also proposes to narrow the gap between the risk 
models used by different banks and to limit the types of capital that count toward the 
regulatory requirements.  Final decisions are expected in November 2019. 

Higher capital levels will generate significant benefits – but also significant costs   

The key benefit of the proposals is to reduce the likelihood of bank crises, and the resulting 
costs to society.  However, the proposals are also likely to have significant ongoing costs 
arising from increases in interest rates on bank lending and reductions in economic activity 
generally. The main banks have indicated that risker sectors like small businesses and the 
rural sector are likely to face relatively higher increases in interest rates and that banks might 
also retreat from lending in some marginal areas. 

The extent of these impacts is uncertain and is heavily reliant on assumptions. The Reserve 
Bank provided preliminary estimates as part of its consultation that its proposals could result 
in a reduction to GDP of 0.32 per cent per year (approximately $950 million per year based 
on GDP for the year ended March 2019). Other groups estimate that the costs could be 
significantly higher.  There will also be various distributional impacts.   

Final decisions will depend on a value judgement about society’s risk tolerance for 
banking crises 

Theoretically, a good outcome would be to set regulatory capital requirements that maximise 
the net benefits to New Zealand. However, there is likely to be significant uncertainty 
involved in estimating these net benefits. Given this uncertainty, final decisions will depend 
on value judgements about society’s risk tolerance for banking crises, and about who in 
society should bear the costs and benefits of the changes.  The Reserve Bank’s proposals 
reflect a judgement that society is very intolerant of the risk of a banking crisis – even if the 
costs of managing the risk to this tolerance may themselves be high. 

A comprehensive cost-benefit analysis is necessary to inform these value judgements 

The Treasury agrees that New Zealand society is likely to be relatively intolerant of banking 
crises.  However, risk tolerances reflect judgements about the relative costs and benefits of 
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different options for managing these risks, including distributional impacts across various 
groups in society.  A comprehensive cost-benefit analysis provides a means to explore the 
range of potential impacts, even if the analysis is subject to a great degree of uncertainty.  

The Reserve Bank has not yet published a consolidated cost-benefit analysis.  In our view, a 
comprehensive cost-benefit analysis is necessary to inform decisions on the final proposals.  
In particular, this analysis should consider the extent to which alternative options (including 
different calibrations of capital, such as allowing different types of capital to meet the 
requirements) are likely to achieve the objectives of the policy. 

The proposals also need to be considered within a broader policy context 

Bank capital is only one part of New Zealand’s wider ‘financial safety net’ (which includes, 
among other things, bank supervision, liquidity requirements, resolution options, and 
depositor protection).  Some of these aspects are also subject to review at the current time.  
We think it is important for the Reserve Bank to explicitly take these other tools and reviews 
into account in its decisions on capital adequacy requirements. 

We suggest you set out clear expectations for the Reserve Bank as it makes final 
decisions 

In light of the significant impacts of the proposals, we think it is appropriate for you to engage 
informally with the Reserve Bank to obtain comfort that it is following a robust process, will 
take into account key considerations, and will consider the impacts of a full range of options, 
before it comes to final decisions.  The annex to this report outlines a set of key questions 
and issues that can be used to help you frame this informal discussion with the Reserve 
Bank. 

Recommended Action 
 
We recommend that you: 
 

a note that the Reserve Bank has proposed changes to the regulatory capital 
requirements for locally incorporated banks, is reviewing submissions and other 
feedback on its proposals, and expects to make final decisions and publish a 
consolidated cost-benefit analysis for its decisions later this year. 

 
b agree to engage informally with the Reserve Bank to: 

 
i obtain comfort that the Reserve Bank will fully justify its decisions with the 

use of a consolidated cost-benefit analysis that: 
 

• fully reflects a broad perspective of the marginal costs, benefits, and 
risks (including who bears those costs, benefits, and risks) against 
the status quo; 

• includes comparator alternative options, including: 

o different capital requirements that would result from different 
possible societal risk appetites; and  

o different capital requirement calibrations for the risk appetite the 
Reserve Bank bases its final decision on (e.g. different types of 
capital); 
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• takes into account the feedback that has been provided in the course 
of public consultation; 

ii obtain comfort that the Reserve Bank will continue to engage meaningfully 
with key stakeholders as part of its process; and 

 
iii indicate that you and the Treasury wish to be kept informed during the 

process and provided with advance notice of final decisions being made. 
 

Agree/disagree. 
 

c note that the annex to this report outlines a set of key questions and issues that 
can be used to help you frame this informal discussion with the Reserve Bank.  

 
 

d indicate whether you would like to meet with officials from the Treasury to 
discuss this report. 

 
Yes/no 

 
 
 
 
 
 
 
Robbie Taylor 
Team Leader 
 
 
 
 
 
Hon Grant Robertson 
Minister of Finance 
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Treasury Report:  Reserve Bank review of capital requirements for 
locally incorporated banks 

Purpose of this report 

1. This report responds to your request for advice on the proposals made by the Reserve 
Bank of New Zealand (Reserve Bank) proposals arising from its review of capital 
requirements for locally incorporated banks.1  In particular, this report: 

i provides information about that review, the Reserve Bank’s proposals arising 
from that review, and their implications; and  

ii sets out a proposed course of action for you to obtain comfort that the Reserve 
Bank is following a robust process, taking into account key considerations, and 
will consider the impacts of a full range of options, in coming to final decisions on 
the proposals. 

Background 

Review of capital requirements for banks 

2. The Reserve Bank is responsible for the prudential supervision of banks.  In this role it 
has the power to set conditions of registration for registered banks, which includes 
setting regulatory capital requirements.  It must exercise this power for the purposes of:  

i promoting the maintenance of a sound and efficient financial system; and   

ii avoiding significant damage to the financial system that could result from the 
failure of a registered bank.  

3. The Reserve Bank announced a review of capital requirements for banks in 2017.  The 
review has been informed by the operation of the current framework, as well as 
international developments in bank capital requirements.  

The role of the Minister 

4. The Minister and the Treasury do not have a specific formal role in the process of 
setting bank capital requirements.  However, the Minister does have a broader interest 
in the accountability and performance of the Reserve Bank from a stewardship 
perspective, and in the wider implications of its regulatory settings.  It is therefore 
appropriate for the Minister to obtain comfort that the Reserve Bank exercises its 
powers in ways that address these concerns – for example, through the use of effective 
stakeholder engagement and transparent decision-making. 

5. This interest is also reflected in the Minister’s power to direct the Reserve Bank to have 
regard to a government policy that relates to certain Reserve Bank’s functions.2  This 
power provides the Minister with the ability to influence major prudential decisions, 
such as capital adequacy requirements.  

                                                
1 For simplicity, we refer to locally incorporated banks as “banks” for the remainder of this report. 
2 Section 68B of the Reserve Bank of New Zealand Act 1989. The applicable Reserve Bank functions include 
setting capital requirements for banks. 
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Process and timing 

6. The Reserve Bank has published a series of consultation papers over the past two 
years as part of this review.  Public submissions on the last paper closed in May 2019.  
The Reserve Bank has now commissioned three independent experts to review its 
analysis on the proposals. It is also continuing its stakeholder outreach programme, 
which includes conducting focus groups to understand the public’s risk appetite, and 
engagement with iwi, social sector and industry groups, financial institutions, and 
investors. 

7. The Reserve Bank plans to announce its final decisions by November 2019.  These 
decisions will be accompanied by a comprehensive cost-benefit analysis.  
Implementation is proposed to begin in 2020, with a five-year set of transitional 
arrangements being proposed before banks would be required to comply fully with the 
new capital requirements. 

8. Some commentators have raised concerns about the process adopted for the capital 
review, including the sequencing of different elements of the review, the type and 
timing of engagement, and the absence of a formal cost-benefit analysis as part of the 
consultation process.   

9. The Reserve Bank has noted that, while it has not yet produced a comprehensive cost-
benefit analysis of the proposals (or of alternative options), it has published a number 
of separate pieces of analysis on the various costs and benefits of its proposals. It has 
also noted that there are benefits in undertaking the comprehensive cost-benefit 
analysis after submissions have been received (including allowing submitters’ concerns 
to be considered as part of finalising the cost-benefit analysis).  

10. However, not publicly consulting on the comprehensive cost-benefit analysis creates 
challenges for the public and stakeholders to provide feedback on the assumptions the 
Reserve Bank ultimately relies upon and to assess the relative merits of different risk 
tolerances and corresponding different options. These challenges may be mitigated by 
an effective stakeholder outreach programme.  

The proposals 

11. There are three main elements to the Reserve Bank’s proposals: 

i an increase in the total capital required to be held by banks; 

ii narrowing the gap between standardised and internal risk models; and 

iii limiting the types of capital that count toward the requirements. 

Increase in the total capital required to be held by banks 

12. The Reserve Bank’s headline proposal is to require banks to hold substantially higher 
levels of capital.  The Reserve Bank is proposing that the requirement to hold Tier 1 
capital (the ‘highest quality’ capital, such as ordinary shares) as a percentage of risk-
weighted assets (described more fully below) increase from 8.5% to 16% for 
‘systemically important’ banks (which are likely to be the four main banks), and to 15% 
for other banks. 

13. The proposals are at the higher end of the range of international requirements.  This 
reflects the Reserve Bank’s intention to adopt a conservative approach relative to other 
jurisdictions (reflecting the risks inherent in New Zealand’s financial system and the 
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Reserve Bank’s regulatory approach).  However, international comparisons of headline 
capital requirement levels can be difficult because: 

a headline total capital levels are not directly comparable (e.g. there can be 
differences in jurisdictions’ approaches to calculating risk weighted assets and the 
types of capital permitted in meeting requirements); and  

b differences in jurisdictions’ economic contexts (e.g. different inherent financial 
vulnerabilities of each country) and differences in regulatory contexts (e.g. the 
effectiveness of each country’s wider bank resolution regimes) can drive different 
appropriate capital levels. 

Narrowing the gap between standardised and internal risk models 

14. The total level of capital required by banks is expressed as a percentage of banks’ risk-
weighted assets. Essentially, banks’ assets are adjusted to reflect the fact that different 
types of assets have different levels of risk.  This means that the riskier an asset, the 
more capital a bank is required to carry against that asset.   

15. The Reserve Bank currently allows the four main banks to use their own ‘internal 
ratings based’ (IRB) models to calculate their risk-weighted assets.  This reflects a 
Reserve Bank judgement that the four main banks have the systems and processes in 
place to develop and operate their risk models competently.3  Other banks must use a 
standardised approach prescribed by the Reserve Bank. 

16. Banks using the IRB approach generally have lower risk weighted assets (and hence 
need to hold less capital against equivalent assets) compared to banks using the 
standardised approach.  Banks using the standardised approach argue that it makes 
them less cost-competitive and that they earn a lower return on equity than banks 
using the IRB approach. 

17. The Reserve Bank is proposing to narrow the gap between calculations using the IRB 
and standardised approaches, and expects that these changes will add an additional 
1.8 percentage points, on average, to the capital required by the banks using the IRB 
approach. 

Limiting the types of capital that count toward the requirements 

18. Different types of bank funding count towards the capital requirements.  The Reserve 
Bank is proposing that banks would only be able to meet the proposed increase in 
capital levels with Tier 1 capital. 

19. The figure below illustrates the main types of funding, and the extent in which they 
incur losses in the event of a bank failure: 

                                                
3 Following compliance failures when using the IRB approach, the Reserve Bank has required: (1) 
Westpac to hold higher capital, and (2) ANZ to revert to the standardised approach to calculate its 
operational risk capital requirements (instead of the IRB approach). 
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20. The main differences between Tier 2 and Tier 1 capital are: 

i Tier 2 capital is generally cheaper and easier to access than Tier 1 capital. 

ii Tier 1 capital has ‘going concern’4 loss-absorption capacity, while Tier 2 capital 
has ‘gone concern’5 loss-absorption and recapitalisation capacity. 

iii Tier 2 capital can be harder to define and measure than Tier 1 capital, so 
allowing greater use of Tier 2 capital would require more regulatory effort. 

21. The Reserve Bank’s proposals to focus on Tier 1 capital result from a decision to focus 
on reducing the likelihood of bank failure, rather than increasing the ability to 
recapitalise banks on failure.  The Reserve Bank also prefers Tier 1 capital because it 
is more straightforward from a compliance and administration perspective.  

22. The approach to focus on Tier 1 capital is diverging from the approach being taken in 
other developed countries, particularly Australia. The Australian Prudential Regulation 
Authority (APRA) focused on increasing recapitalisation capacity (to balance out the 
existing focus on loss-absorbency) when it recently reviewed the capital requirements 
for Australian ‘authorised deposit-taking institutions’ (which include banks). As a result 
of its review APRA has also decided to increase its capital requirements, but will allow 
banks to meet the new requirements with Tier 2 capital (as Tier 2 capital is more cost-
effective and provides recapitalisation capacity).  

23. 

24. The smaller New Zealand-owned banks have concerns about the focus on Tier 1 
capital and have submitted that the requirement to use solely Tier 1 capital would: 

i undermine their growth;  

ii put them at a competitive disadvantage relative to the larger Australian banks; 
and 

                                                
4 Tier 1 capital will automatically absorb losses while the bank is still operating as a going concern. 
This helps keen a bank solvent.  
5 Tier 2 capital generally absorbs losses or provides recapitalisation capacity at or close to the point of 
failure itself when the bank is being wound up or liquidated. 

s6(b)(i)
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iii create a risk that small banks are ultimately absorbed by the large banks.  

25. These smaller banks also argue that they already have challenges in accessing Tier 1 
capital, and that the outlook for meaningful growth from retained earnings is limited. 

Contingent convertible debt 

26. The Reserve Bank is also proposing that banks will not be able to use contingent 
convertible debt (known as ‘CoCos’) to meet the regulatory capital requirements.  

27. A CoCo is a type of debt instrument that is convertible into equity or written off if a 
bank’s financial position falls below certain prescribed limits.  A CoCo can theoretically 
provide ‘going concern’ loss-absorption capacity depending on design.  CoCos are 
cheaper than ordinary shares, but their complexity could limit their effectiveness to 
absorb going-concern losses and are likely to make the capital regime more difficult to 
comply with and administer. 

The benefits of avoiding a banking crisis are significant … 

28. The main benefit of higher bank capital levels is that banks would be more resilient to 
economic shocks and crises.  This benefit has two components: 

i Banks would be likely to continue to lend and promote economic activity for 
longer and at relatively greater levels during a crisis.  This means businesses and 
consumers would be able to continue to borrow, transact, employ, and pay tax 
deeper into a crisis.  This promotes a resilient economy.  

ii Banks are less likely to fail.  Bank failure involves significant disruption to society, 
with depositors affected, critical economic functions disrupted, and a significant 
cost to the Crown (e.g. increased social support and/or costs associated with any 
government bailout or support of a distressed bank). 

29. The Reserve Bank has concluded that the costs of banking crises are significant.  In 
coming to this conclusion, it has referred to international literature on the negative 
economic and social impacts of severe financial crises.  

30. We agree in principle with this finding, but note that the costs of banking crises can 
differ between countries – due, for example, to the degree to which governments 
protect their citizens in these circumstances (e.g. the extent of social support).  Also, 
banking crises often occur at the same time as wider economic stresses, so it is difficult 
to isolate the direct impacts of a banking crisis from the wider impacts caused by 
economic distress. 

… but the costs are also likely to be significant 

31. Banks would need to increase their capital levels to meet the proposed requirements.  
Standard and Poor’s has estimated that banks will need to increase their Tier 1 capital 
by 43%, on average, with the requirement varying significantly among banks.6 

32. Holding more capital will have ongoing economic costs and wider impacts – on interest 
rates, overall economic activity, particular sectors, the market landscape, and the 

                                                
6 The Reserve Bank expects that banks will be able to fund the new requirements (which amount to 
about $20 billion of additional capital) by retaining 70% of their expected profits each year over a five 
year transition to full implementation.  It will be up to each bank to determine how they actually fund 
the new requirements. 
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Crown’s balance sheet. The extent of these impacts is uncertain and is heavily reliant 
on assumptions. The benefits to society of reducing the likelihood of a crisis to a 
tolerable level (discussed above) must be weighed against these ongoing costs to 
society of increased capital requirements. 

33. The Reserve Bank included some preliminary estimated economic impacts in its public 
consultation, including possible interest rate impacts and impacts on the economy 
more generally (discussed below). The Reserve Bank has informed us that these were 
preliminary figures, and may change following further modelling work and their 
comprehensive cost-benefit analysis being undertaken. However, this was the 
information provided to the public as part of its consultation.   

Impact on interest rates 

34. The Reserve Bank has noted as part of its public consultation that it expects that the 
proposals will have “only a minor impact” on borrowing rates. The Reserve Bank has 
also indicated publicly that lending margins above borrowing costs may increase by 20 
to 40 basis points (that is, 0.2 to 0.4 percentage points). This implies an increase in 
annual interest costs of between $1,000 to $2,000 for $500,000 of lending.  

35. However, some stakeholders have argued that the Reserve Bank has underestimated 
the impacts on interest rates.  The range of views includes the following: 

 
Stakeholder Stakeholder comment Implied additional 

annual interest 
costs for $500,000 
of lending 

Harbour 
Asset 
Management 

… The likely economic costs and increases in interest rates will be 
larger than Reserve Bank’s 20-40 basis point estimate, and a 50-70 
basis point increase is more likely. A 50 basis point increase in 
the annual interest cost of a $500,000 mortgage is about $2,500 …  

$2,500 to $3,500 

Macquarie … We estimate that banks would need to raise their average 
pricing by 90-140 basis points to offset the reduction in returns …  

$4,500 to $7,000 

ANZ … Our range of estimates [of the long-run impacts on the cost of 
credit] is wide, due to the many uncertainties that exist. However, 
our mean estimate is considerably larger than cited by the 
Reserve Bank… 

NA 

ASB … ASB economists estimate that the higher capital requirements 
will likely result in a 50 to 75 basis point increase in customer 
lending rates, which is significantly above the Reserve Bank 
estimate. 

$2,500 to $3,750 

Kiwibank … it is our observation that the Reserve Bank’s estimation of a 
20-40bps increase in borrowing costs falls within the lower end 
of our range of estimations if the cost is solely applied to loan 
balances. 

NA 

Westpac  … The increase in capital could up the cost to borrowers by adding 
more than 100 basis points to the interest rate on a home loan - 
an increase of around $6,000 to an average home loan in Auckland. 
… 

$5,000 
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36. The Reserve Bank’s expected 20 to 40 basis point increase amounts to total increased 
lending costs of $880 million to $1.8 billion per year.7 However, the adjustment would 
be more complicated than this with the potential for: 

i lower demand for credit at higher interest rates;  

ii lower supply of types of credit that attract a higher risk weighting;  

iii expansion of non-bank lending and credit providers; and 

iv substitution to bond markets by the larger corporates, and by mortgage 
securitisation. 

37. Increased interest rates from the proposals could also be offset by reductions in the 
OCR if the OCR were lowered due to lower demand and lower inflation resulting from 
the proposed changes.  The Reserve Bank indicated in its February 2019 Monetary 
Policy Statement that monetary policy would be able to respond “as needed” if 
additional support were required during the proposed five-year transition period.  

Impact on overall economic activity 

38. The Reserve Bank provided as part of its consultation preliminary estimates that a 1 
percentage point increase in Tier 1 capital could lead to a 0.08 percentage point 
reduction in long run steady-state GDP.  For the Reserve Bank’s proposed increases in 
capital requirements, this would equate to a loss in economic output of 0.32% per year 
(approximately $950 million per year).8 

39. However, the Sapere Group suggests that alternative plausible scenarios give 
estimates of potential reductions in long run steady-state GDP ranging from 0.17 to 
0.40 percentage points, which are significantly higher than the Reserve Bank’s 
estimate. 

40. Even at the level estimated by the Reserve Bank, this is a significant cost to the New 
Zealand economy that must be weighed against the benefits of avoided banking crises. 

Impacts on particular groups or sectors 

41. The changes will have different impacts on particular groups or sectors.  

Agricultural and small businesses 

42. Borrowers in the agricultural and small business sectors may be disproportionally 
affected by the change in capital requirements because this lending generally has 
higher risk weightings (requiring relatively more capital) and is costlier to service. Likely 
changes will be both lower bank lending and remaining lending at higher interest rates.  

43. The main banks argue that increased capital requirements and changes to their risk 
models will lead to less lending and/or more expensive lending to riskier sectors 
(particularly rural and small business customers). KPMG is reported as estimating that 
the main banks (including Rabobank, which is a significant lender to this sector) will 
reduce agricultural lending by between 15 to 25% (mainly in dairy) and will increase 
margins across their remaining agricultural lending by 100-125 basis points. 

                                                
7 Based on total bank lending of $440 billion (Reserve Bank, February 2019). 
8 Based on the Reserve Bank’s estimate of the cumulative impact of the proposals on GDP (Table 7 of 
the Reserve Bank’s Capital Review Background Paper: An outline of the analysis supporting the risk 
appetite framework) and GDP for the year ended March 2019 ($296 billion).  
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44. There may be some negative impacts at the margin for businesses that are already 
struggling to service existing levels of debt. For example, the Reserve Bank recently 
noted that a material portion of New Zealand dairy farms have high debt levels that 
they would struggle to service if their costs rose.9  

45. Higher lending costs may also reduce farm spending, including spending on capital 
items, which would affect the wider economy.  

46. Moreover, the proposals come at a time when these sectors are also facing other 
challenges. The agricultural sector, for example, is currently facing other regulatory 
proposals that are under development, including water, climate change, and 
biodiversity reforms, while small businesses in New Zealand face high interest rates 
relative to comparable jurisdictions. These proposals are likely to exacerbate these 
challenges further. 

Residential lending  

47. The impact on residential lending (primarily via increased interest rates) is likely to be 
relatively lower than on other sectors because of the lower risk weightings for this 
lending. However, there could be an increase in the market share of alternative lenders 
to this sector.  Also, some banks have indicated that they are likely to shift their lending 
towards housing (and away from the business sector), because housing will require 
significantly less capital than other areas. 

Deposit holders 

48. Banks may reduce the interest rates offered on bank deposits.  Depositors who rely on 
fixed interest income, such as retired people, may find that they need to reduce their 
income expectations, or seek out alternative investments that meet their cash flow 
needs, albeit with higher risk.  This effect could be even greater if the monetary policy 
is loosened to counteract the economic impact of the capital proposals. 

Impact on the market landscape  

49. The Reserve Bank does not expect the proposals to compromise the competitiveness 
of the banking market. However, the main banks argue that the proposed changes to 
capital requirements will discourage lending to riskier sectors by banks (particularly 
rural, construction and small business customers). Alternative lenders may fill this gap 
and there may be an increase in lending by branches of foreign banks, private equity, 
investment funds, and non-bank deposit takers (NBDTs).  

50. The regulatory perimeter for NBDTs is being considered as part of the Reserve Bank 
Act Review. The Government has already made an in-principle decision to combine the 
regulatory regimes for banks and for NBDTs into a single ‘licensed deposit taker’ 
perimeter. An increase in lending by NBDTs would also have implications for the scope 
of any deposit insurance regime, which is also part of the Reserve Bank Act Review.  

Impact on the Crown balance sheet 

51. We expect there to be second-order impacts only on the Crown’s balance sheet.  For 
example, marginal negative impacts could arise from reductions in economic output 
(e.g. lower tax receipts) and/or requirements to provide additional capital to Kiwibank 
so it can meet the increased capital requirements.  A marginal positive impact could 
arise from there being a lower likelihood of a bank failure leading to the Crown being 
called on to provide assistance, and possibly higher corporate tax receipts from banks 

                                                
9 Reserve Bank Financial Stability Report, May 2019. 
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resulting from them holding relatively lower levels of debt (which lowers their interest 
costs and raises their profits). 

52. The Reserve Bank’s stress testing indicates that for a major bank to fail the New 
Zealand economy would likely need to be under significant stress, with multiple years 
of negative economic growth and double-digit unemployment.  If the New Zealand 
economy is in this state, the Crown balance sheet’s capacity to absorb any costs may 
be more limited.  

Value judgements about society’s risk tolerance are key to final decisions  

53. Different capital levels result in different: 

i expected costs of bank crises (e.g. greater capital will generally result in lower 
likelihood of crises and hence lower expected costs of a crisis on a yearly basis); 
and  

ii ongoing costs to the economy (e.g. greater capital will generally result in higher 
costs for banks that will be passed into the economy).  

54. Theoretically, a good outcome would be to set regulatory capital requirements that 
maximise the net benefits to New Zealand.  However, it is difficult to assess the costs 
and benefits because of the need to make judgements about a variety of highly-
debatable factors, including: 

i the costs of a crisis – the extent of both financial and non-financial social impacts 
of crises, and how long the negative effects of a crisis will last; and  

ii ongoing costs to the economy – how and where banks will raise additional 
capital; and where, and to what extent, they will pass on costs or accept a lower 
return on equity.  This depends on the level of competition across the banking 
sector, the structure of each bank’s balance sheet and exposure, and the 
structure of its capital (including between the parent and subsidiary for the four 
main banks).   

55. This uncertainty could result in significant ranges of possible net benefits for each 
option, which could overlap. Given this uncertainty, final decisions will depend on value 
judgements about society’s risk tolerance for banking crises, and about who in society 
should bear the costs and benefits of the changes. 

56. In the course of its work, the Reserve Bank has focused primarily on the risk tolerance 
of society.10  Given the high costs of banking crises, the Reserve Bank has concluded 
that New Zealand society is likely to be relatively intolerant of banking crises.  The 
proposals are based on society having a 1/200 year tolerance for a banking crisis (that 
is, a 0.5 percent tolerance for failure in any one year).11  The Reserve Bank noted that 
1/200 is a ‘starting assumption,’ and is not calibrated on the basis of any specific 
evidence about New Zealanders’ tolerance for banking crises.12  

 

                                                
10 Under the Reserve Bank’s ‘risk appetite framework’ the Reserve Bank follows a two-step decision-
making process where it first takes into account soundness considerations and then, second, 
efficiency considerations. 
11 This means that there would be sufficient capital to absorb a loss that is so large it might arise once 
every 200 years. 
12 1/100 was also used earlier in the process, and gave results similar to the existing capital 
requirements (FSOC paper, November 2018, footnote 2).  . 
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Comprehensive cost-benefit analysis can inform these value judgements… 

57. The Treasury agrees that New Zealand society is likely to be relatively intolerant of 
banking crises.  However, a particular social risk tolerance will reflect a consideration of 
the relative costs and benefits of different options for capital requirements, including 
distributional impacts across various groups in society.  A comprehensive cost-benefit 
analysis of different options provides a means to explore the range of potential impacts, 
even if the analysis is subject to a great degree of uncertainty.  

58. The Reserve Bank has published a number of separate pieces of analysis on the 
various costs and benefits of higher capital requirements, but has not yet produced a 
comprehensive cost-benefit analysis of the proposals (or of alternative options). 
However, in the absence of a comprehensive cost-benefit analysis of the preferred 
proposals and other options, it is difficult to assess the relative merits of different risk 
tolerances (including the Reserve Bank’s proposed 1:200 year tolerance) and 
corresponding different options. 

…and is a necessary step to justify the proposals 

59. In the absence of a comprehensive cost-benefit analysis from the Reserve Bank to 
support its proposals, other commentators have produced their own assessments.  For 
example, analysis prepared by the Sapere Group for the New Zealand Bankers’ 
Association suggests that the proposals will have a net economic cost of $1.8 billion 
(i.e. the proposal will destroy value).13   

60. The Reserve Bank has indicated that it plans to produce a comprehensive cost-benefit 
analysis as part of its assessment of the expected regulatory impacts (which is required 
to support final decisions).14  It rests with the Reserve Bank to undertake a complete 
analysis that includes a consideration of alternative options to achieve its objectives, 
with adequate engagement with the public and stakeholders. 

There is an important broader context 

Capital requirements are only one part of the broader ‘financial safety net’ 

61. Capital adequacy requirements are arguably the most important tool for reducing the 
likelihood of bank failure and mitigating the impacts on society.  However, they are just 
one part of a broader regulatory framework – the ‘financial safety net’ – that also 
contributes to these objectives.  The financial safety net includes: 

i the Reserve Bank’s approach to supervising banks and its ability to use other 
regulatory tools to encourage responsible lending or increase stability; 

ii bank resolution tools, and their effectiveness in quickly resolving banks in the 
event of a crisis so that a bank’s critical economic functions can be maintained; 

iii deposit insurance and deposit guarantee schemes that cushion depositors from 
the impacts of bank failure; and 

iv the strength of the Crown’s balance sheet and a Government’s willingness to bail 
out a bank to avoid costs to society. 

                                                
13 In our view, the Sapere Group’s analysis is not a complete analysis of the costs and benefits.   
14 Section 162AB of the Reserve Bank of New Zealand Act 1989. There are no specific requirements 
under this Act for when this assessment needs to be prepared. 
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62. There are choices about the extent of reliance that is placed on each of these various 
elements.  More emphasis on one element may mean that less emphasis needs to be 
placed on another. Setting capital levels should take into account how the Reserve 
Bank’s objectives are, or could be, met through the financial safety net as a whole. We 
would expect that the Reserve Bank’s comprehensive cost-benefit analysis would 
clearly articulate how their proposals and the different components of the ‘financial 
safety net’ interrelate. 

Phase 2 of the Reserve Bank Act Review is underway 

63. Phase 2 of the Review of the Reserve Bank of New Zealand Act 1989 is currently 
underway.  The potential for changes to be made as part of that review, including to the 
‘financial safety net’, may affect the setting of capital requirements.    

64. That review is considering changing the framework under which the Reserve Bank 
operates, including contemplating clearer ministerial involvement in setting the high-
level strategy, objectives, and direction for the Reserve Bank (while protecting its 
operational independence).  That review is also considering the use of a financial policy 
remit (covering the Government’s risk appetite and economic and financial priorities), 
and bank crisis management and resolution tools. The Government has also made an 
in principle decision to introduce depositor protection. 

65. More specifically, that review is considering options that enable systemically important 
banks that fail to be kept open without putting taxpayer funds at risk.  Internationally, 
this is achieved by ensuring that a bank’s capital and liability structure contains 
appropriate capacity to effect a recapitalisation (in additional to loss absorption). In 
other words, giving effect to the bank resolution options that the Phase 2 Review is 
consulting on would likely be more workable and cost efficient if regulatory capital 
requirements allowed for a better balance between going concern capital (such as Tier 
1 capital) and gone concern recapitalisation capacity (such as Tier 2 debt instruments). 

Next steps 

66. The Reserve Bank’s proposals involve significant costs to the economy – as well as 
significant benefits – and ultimately rest on difficult judgement calls about society’s risk 
tolerance for banking crises given these costs and benefits.  

67. In light of the significant impacts of the proposals, we think it is appropriate for you to 
engage informally with the Reserve Bank to obtain comfort that it is following a robust 
process (including meaningful public and stakeholder engagement), and is open to 
considering the impacts of a full range of options, before it comes to final decisions.  

68. The annex to this report outlines a set of key questions and issues that can be used to 
help you frame this informal discussion with the Reserve Bank. 
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Appendix: Key questions and issues that can be used to help frame 
informal discussion with the Reserve Bank 

A set of key questions and issues that can be used to help you frame this informal discussion 
with the Reserve Bank are set out below: 

a Regulatory capital requirements should maximise the net benefits to New 
Zealand 

i How will the Reserve Bank ensure its decisions maximise the net benefits 
to New Zealand? 

ii Will the Reserve Bank be comparing alternative options (and their 
respective net benefits)? 

- Will alternative options include regulatory capital requirement options 
with different risk appetites (e.g. different risks of bank crisis)? 

- Will alternative options include regulatory capital requirement options 
of the same risk appetite but with different capital calibrations (e.g. 
allowing different types of capital)? 

- Will different options be compared against the status quo?  

iii How will the Reserve Bank take into account the wider financial safety net 
(e.g. supervisory approach, bank resolution options, and deposit insurance) 
in its cost-benefit analysis? 

iv How has the Reserve Bank’s thinking been affected by the potential 
implications arising from different approaches to capital requirements in 
Australia and New Zealand and the trans-Tasman implications generally? 

b Impacts will differ for different sectors and groups in society 

i What is the impact on different sectors and groups in society (including 
impacts on the cost of, and access to, credit) of different options? For 
example: 

- Residential home borrowers 

- Agricultural sector 

- Small-medium businesses 

- Those that rely on deposits and term deposits 

ii How will the Reserve Bank incorporate wider factors affecting the above 
sectors alongside the impacts of its proposal (e.g. the impacts of other 
regulatory initiatives on the agricultural sector) in its analysis? 

iii How will smaller banks be affected?   

- Is it possible that the proposal will lead to decreased competitiveness for 
smaller banks? 

- Is it possible that the proposal will lead to some smaller banks being 
purchased by larger banks, leading to an overall reduction in competition 
in the sector? 

 

 

 

20190847 Doc 2
Page 21 of 28



IN-CONFIDENCE 

T2019/1425: Reserve Bank capital adequacy proposals for registered banks Page 17 

IN-CONFIDENCE 

iv How would an increase in the transition time for banks to meet new capital 
requirements (including changes to risk weightings) affect the impacts on 
different sectors and groups in society? 

c Decisions made in Phase 2 of the Reserve Bank Act Review may affect the 
relative merits of different options 

i How is the Reserve Bank taking into account possible changes, including to 
the wider ‘financial safety net’, resulting from the Reserve Bank Act Review 
(including in principle decisions on deposit insurance and the development 
of an enhanced bank resolution framework)? 

d Final decisions should reflect stakeholder feedback 

i What is the nature of the Reserves Bank’s stakeholder outreach 
programme?  

ii Will stakeholders be provided with alternative options when providing 
feedback, including relative costs, benefits, and risks? 

iii How has the Reserve Bank reconciled feedback from stakeholders that 
suggested different impacts from that by the Reserve Bank (e.g. different 
interest rate impacts)? 

e Minister to be kept informed 

This is an important decision with potentially significant implications for the New 
Zealand economy that appears to involve a range of judgments about society’s 
risk appetite.   

i How does the Reserve Bank intend to keep the Minister informed of its 
thinking around its decision? 

ii How far in advance of announcing its final decision does the Reserve Bank 
intend to inform the Minister? 
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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, 
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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).   
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