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5 May 2010 SH-11-4-3-3 

Treasury Report: Deposit Insurance and Implicit Government 
Guarantee 

Executive Summary 

Motivation 

The banking sector plays a vital role in the modern economy, performing three critical 
functions: payment and transactional services, credit aggregation and intermediation 
services and a place to store wealth relatively safely. It has long been accepted that systemic 
risk in the financial sector represents a form of negative externality - it benefits those 
consuming financial services (such as depositors, borrowers and investors) and presents 
broader social costs to the general public from banking crises.  Public policy has attempted 
to address these externalities through regulatory and other interventions.   
 
The recent crisis has shown in practice governments’ willingness, for a combination of 
economic and political reasons, to intervene to prevent the failure of major financial 
institutions in distress.  The experience has generated an active debate in policy and political 
circles around the world about what can be done to minimise these externalities, including 
reducing the economic case for tax payer funded bailouts. At the Financial Systems 
meetings of 3 June 2009 you were interested in further advice about mechanisms to price 
the implicit government guarantee, and in particular whether deposit insurance could be a 
mechanism for pricing a government guarantee.   
 
Implicit government guarantees 

Policy interventions that are being considered internationally to address “systemic 
externalities” in the financial sector can be classified into three broad categories: 
 
1. Stronger financial sector regulation and supervision; 
 
2. More effective resolution schemes; and 
 
3. Financing mechanisms to charge for the implicit government guarantee. 
 
Treasury and the RBNZ have undertaken a preliminary assessment of these options and 
identified those that warrant further investigation in the New Zealand context to be: 
 

• Strengthened capital buffers (international proposals are expected to be finalised later 
in 2010); 

 

• Taking credible actions to signal creditors will bear at least part of the cost of bank 
resolutions, e.g. through the Reserve Bank’s Bank Creditor Recapitalisation policy, or 
requiring banks to have plans for their orderly resolution; and 

 

• Financing mechanisms, such as a levy on banks to pre-fund or recoup the costs of 
government support, if the above two options do not yield sufficient reductions in the 
expected costs of the implicit guarantee. 

 
Deposit insurance 

We have brought forward our examination of deposit insurance (DI) (which could contribute 
to all three of the above listed categories), given the desirability of providing the market with 
certainty about arrangements after the Retail Deposit Guarantee Scheme (RDGS) expires on 
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31 December 2011, and given your request for advice on this topic.  This report advises that 
DI not be introduced in New Zealand at this time because it would have, at best, modest 
benefits that would be outweighed by the costs. A summary of the cost benefit assessment is 
included in Table 1.  
 
Our assessment is that DI is not a good way of pricing the implicit government guarantee 
principally because it does not account for the implicit guarantee of uninsured creditors, and 
the DI fund could be insufficient to compensate creditors.  A more direct way to price the 
implicit government guarantee would be to charge a “levy” on all creditors, rather than just 
retail depositors.  This is a policy option being considered by G20 (with mixed support) and 
we are giving further consideration to.  However, it has some obvious draw backs, such as 
risking further entrenching the expectation of government bailouts in addition to how it would 
interact with New Zealand’s financial and tax systems. 
 
While most or all peer countries have DI, countries have introduced DI for a range of political, 
economic and practical reasons. There are some New Zealand-specific characteristics that 
reduce the case for DI in New Zealand. These include a general approach to protecting 
consumers through good information and the right incentives rather than through direct 
measures of protection. Also DI, at least on its own, would not address any distress of 
systemically important financial institutions, which represent the bulk of New Zealand’s 
banking sector. 
 
We would re-examine the case for DI if circumstances changed. For example, if international 
regulatory framework or perceptions of New Zealand’s financial system changed in ways we 
have not anticipated, or if the work on options to manage implicit government guarantees 
made the case for DI stronger (e.g., as a safe harbour for depositors).  However, we are not 
intending to do further work on these issues at present. 
 
Next steps with forward work program 

Officials are undertaking further work assessing the options listed above for dealing with the 
implicit guarantee in light of the work and decisions coming out of international forums such 
as the Financial Stability Board and the Basel Committee on Banking Supervision. We will 
report back to you with further analysis in mid-2011 and with interim reports as necessary. 
 
It is worth stating at the outset that there are no ‘easy’ answers for how to deal with implicit 
government guarantees in the financial sector.  Given the concentration of New Zealand’s 
banking sector, the distress of a major bank is always likely to cause significant economic 
disruption.  However, the judgement on the best government response to such a situation will 
not depend on size of the institutions alone, but will depend critically on prevailing conditions 
at the time.  The judgement would also depend on the suite of tools at the government’s 
disposal to facilitate the orderly wind-down or support of an institution without recourse to 
taxpayers.  Regardless of prevailing economic and financial market conditions, there will also 
be political judgements that Ministers will bring to bear on how to deal with an institution in 
distress, given that different options will have differing distributional effects.    
 
Communications 

Making public the expectation that no permanent scheme will follow the expiry of the 
extended RDGS is likely to be in line with public expectations. If you agree with our advice 
about DI we will liaise with your office about a noting paper or oral item to take to Cabinet 
Committee (EGI) and/or Cabinet and following this, making public the expectation that there 
is no plan to introduce DI after the RDGS expires. 
 
As noted above, we would re-examine the case for DI if circumstances changed. There is 
therefore a limited risk that the government would be seen as changing its mind if it later 
decides to introduce a DI scheme. However, because any change in policy would be due to a 
change in circumstances the reason for this could be explained.   
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Table 1: Summary of costs and benefits of deposit insurance 

 
Objectives/ 

costs 
Rationale Assessment  

 ↑ adds to case for DI, → little impact,  

↓ detracts from case for DI 

O
b

je
c
ti

v
e

s
 

Preventing 
retail bank 
runs 

Reduces incentive of retail depositors to 
withdraw funds especially during periods 
of uncertainty. 

Comprehensive DI would be at least partly 
effective at preventing or slowing retail bank 
runs. It would not address wholesale bank 
runs, which also present a significant risk 
for the major banks in New Zealand. 

 

↑ 
 

Promoting 
competition 

If properly priced DI would be 
competitively neutral.  It could help to 
“correct” any competitive advantage 
major banks now have due to the 
implicit government guarantee.  May 
also assist new entrants (especially 
NBDTs). 

No strong case to introduce DI to 
compensate for any competitive 
disadvantage faced by the NBDT sector or 
smooth transition from RDGS.  Difficult to 
price risk accurately. 

 
 

→ 
 

Aligning 
policy 
settings  

NZ is one of the only developed 
countries without DI. This could 
negatively affect perceptions of NZ/ 
cause depositor flight. 

Lack of DI does not seem to have any 
discernible impact on investor perceptions 
of NZ; the risk of significant deposit flight is 
not large. 

→ 
 

Pricing 
implicit govt 
guarantees/ 
managing 
fiscal risk  

Could be a way to charge for implicit 
government guarantee. 

There seem to be better ways of getting 
industry to bear costs of implicit 
government guarantee. These are currently 
being investigated by international forums 
(FSB, G-20). 

→ 

Increasing 
market 
discipline 

By defining which creditors are covered, 
other creditors will feel more exposed 
and therefore exert more market 
discipline. 

DI may not make other creditors feel less 
protected particularly when the institution is 
systemically important. 

→ 

Depositor 
protection 

Protects small retail depositors from 
losing money. Unrealistic to expect them 
to assess a financial institution’s 
condition. 

DI will increase protection of eligible retail 
depositors, but there are other ways of 
reducing unexpected losses for depositors. 
Contrary to general approach to consumer 
protection. 

↑ 
 

Crisis mgmt DI could help slow or prevent a bank run 
and reduce pressure on government to 
bail out/time dedicated to public 
communications etc. 

DI might buy time for government to decide 
on response. It limits to some extent 
resolution options (e.g. creditor loss 
sharing). 

→ 

C
o

s
ts

 

Reduced 
market 
discipline 
and 
increased 
moral 
hazard 

Reduces incentives on depositors to 
properly evaluate and monitor risk by 
relieving deposit takers of some of the 
costs of risk taking. 

DI would reduce market discipline provided 
by small retail depositors.  In turn, DI is 
likely to increase moral hazard in 
institutions especially NBDT’s and 
particularly finance companies; less impact 
expected for banking sector. 

↓ 
 

Requiring 
more 
regulation 

DI could require an increase in 
supervisory intervention to address 
moral hazard. 

Regulatory interventions will need to be put 
in place to manage moral hazard created 
by DI especially for NBDTs where 
regulation is lighter and retail depositors are 
the dominant funding source. 

↓ 
 

Increasing 
cost of 
capital 

DI could increase the cost structure of 
participating financial institutions and 
thereby increase interest rates charged 
to borrowers or partly offset interest 
received by depositors. 

Any increase in cost of capital is likely to be 
small.   → 

Direct costs There are direct costs of implementing 
and monitoring a DI scheme, such as 
pre-positioning for payouts and public 
education. 

The direct costs of establishing a DI 
scheme would be material. As NZ is a small 
country the fixed costs could be relatively 
large as a proportion of total deposits 
compared to many other jurisdictions. 

↓ 
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Recommended Action 

We recommend that you: 
 
a. Agree that following the closure of the Retail Deposit Guarantee Scheme on 31 

December 2011, there is not a case to introduce a deposit insurance scheme on its 
own; 

 
agree / disagree / would like to consider further  (please circle one) 
 

b.  If you agree with the above recommendation, then note that officials will liaise with 
your Office about: 

 
i. Taking a noting paper or oral item to Cabinet Committee (EGI) and/or Cabinet 

reflecting this decision; and 
ii. Following this making public the expectation that there is no plan to introduce 

deposit insurance after the Retail Deposit Guarantee Scheme expires; 
 

c. Note that work is underway to examine policy interventions to manage the economic 
and fiscal costs presented by the implicit government guarantee of systemically 
important financial institutions and that we will report back to you on this in mid-2011; 

 
d. Indicate if you wish to discuss this report with officials; and 
 

yes – Financial Systems meeting (11 May) / no need to discuss (please circle one) 
 
e. Forward this report to the Prime Minister and Associate Ministers of Finance for their 

information. 
 

forward / do not forward     (please circle one) 
 
 
 
 
 
 
 
 
 
Joanna Gordon       Toby Fiennes 
Manager – Financial Markets    Head of Prudential Supervision 
for Secretary to the Treasury    Reserve Bank of New Zealand 
 
 
 
 
 
 
 
 
 
Hon Bill English 
Minister of Finance 
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Treasury Report: Deposit Insurance and Implicit Government 
Guarantee 

Purpose of Report 

1. The purpose of this report is to: 
 

• Provide you with advice as to whether a permanent deposit insurance scheme1 
should be introduced in New Zealand after the temporary Retail Deposit 
Guarantee Scheme expires on 31 December 2011.  
 

• Update you on work underway examining how best to manage the economic and 
fiscal costs presented by the implicit government guarantee of financial 
institutions considered too economically or politically important to fail. 

Analysis 

Deposit insurance 

Background and context 

2. You have requested advice on whether New Zealand should adopt permanent deposit 
insurance (DI) after the Retail Deposit Guarantee Scheme (RDGS) expires on 31 
December 2011.2  At that time you noted that you saw the case for DI as relatively 
weak and that the strongest case you saw for DI was as a way to price the implicit 
government guarantee. You also questioned the implications of New Zealand being the 
only OECD country without some form of DI. 

 
3. Prior to the crisis Treasury and the RBNZ considered that DI was not appropriate for 

New Zealand at the time. This was because it may not be effective in preventing a 
bank run, may weaken market discipline and exacerbate moral hazard risks.  However, 
that position was in the process of being re-examined in mid-2008 in light of Australia 
and other countries, including Singapore and Hong Kong, moving to introduce forms of 
DI.  

 
4. The role of DI has been evaluated by various commentators in the context of the 

financial crisis.  While we expect analysis in this area will continue, initial conclusions 
include the following: 

 

• Events have illustrated that DI, and in particular comprehensive DI and blanket 
guarantees, can provide depositors with confidence. In the case of smaller 
financial institutions in particular, well designed DI can clarify authorities’ 
obligations to depositors, limit uncertainty, promote confidence, and provide 
orderly processes for dealing with failures; 

 

• Given the severity of the crisis many (but not all) jurisdictions considered 
significant additional coverage was necessary. DI cannot by itself deal with 
systemic significant bank failures; wide spread bank failures; and certainty not 
with the systemic crisis of the portions we have seen. The use of explicit 

                                                
1
  Deposit insurance is a system that protects small retail depositors form loss in the case of a 

troubled financial institution.  Its design varies a lot across countries but it is generally industry 
funded, government backed, and made compulsory to avoid adverse selection problems. 

2
  Financial System Issues Meetings, 3 June 2009 and 14 October 2009. 
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government guarantees was wide-spread and consequently the implicit 
guarantee has probably been strengthened; 

 

• Less comprehensive and credible DI arrangements cannot maintain depositor 
confidence. Depositors need to clearly understand arrangements and be 
confident of not losing money.  Factors that promote confidence are: a 
reasonable level of coverage (not too low); 100% coverage (i.e. no 
“coinsurance”); a credible insurance fund; and a fast payout mechanism; and 

 

• Clear allocation of responsibilities and coordination between agencies involved is 
needed – this was not present everywhere during the crisis. 

 
5. DI has not been central to the international financial regulatory reform debate that has 

followed on from the crisis.  The key issues in this debate include proposals relating to 
strengthened bank capital and liquidity positions and what particular measures should 
be taken in respect of systemically important financial institutions.  In the New Zealand 
context the following measures have been taken: 
 

• A quantitative prudential liquidity policy is being introduced for banks to ensure 
they maintain strong liquidity positions to make them more resilient to funding 
shocks. While this policy was being developed prior to the crisis, it now 
incorporates some learnings from the crisis; 
 

• A prudential capital regime is being put in place for non bank depositor takers 
(NBDTs), and a liquidity framework for NBDTs is being developed; and 
 

• Work to consider strengthening bank capital and the issue of systemically 
important financial institutions is underway (and is outlined in more detail in the 
second part of this report). 

 
6. Specifically on DI, countries have been encouraged to review DI arrangements. In the 

New Zealand context, depositor confidence was strengthened through the introduction 
of the RDGS.  This was successfully and quickly implemented without an existing DI 
framework in place.  However, as experienced by other countries, the RDGS is likely to 
have strengthened the implicit government guarantee, particularly with regard to 
systemically important banks. 

 
Summary of advice 

7. Treasury and the RBNZ have analysed the case for introducing DI in New Zealand in 
light of the international literature, lessons from the crisis and policy and regulatory 
changes in New Zealand.  Given any permanent scheme would become part of the 
institutional environment once introduced, the analytical test that has been applied is 
that there needs to be a clear case for recommending DI rather than an “on balance 
decision” for us to come to this recommendation. 

 
8. Our analysis concludes that there is not a case for DI in New Zealand at this time. 

While DI is not currently central to the international debate on financial sector 
regulatory reform, officials would reconsider this issue if circumstances change. This is 
discussed in detail in the communication section of this report.   
 

9. Table 1 summarised our assessment of how well deposit insurance would meet 
commonly-cited objectives in the New Zealand context as well as assessments of the 
likely costs.  The next section outlines the key factors guiding these judgments in more 
detail.  
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Objectives of deposit insurance 

Preventing retail bank runs 

10. A commonly cited objective of DI is to reduce the likelihood of a run by retail 
depositors. Our assessment is that in the New Zealand case, DI is likely to provide 
some assistance in preventing or slowing retail bank runs.  However, DI is not likely to 
provide much assistance with preventing wholesale bank runs as wholesale creditors 
would not be directly provided coverage under a DI scheme.  

 
11. Certain design features can increase the effectiveness of DI in preventing runs. For 

example if the scheme covers a high dollar amount of deposits and if the deposit 
insurer pays out quickly.  Public education and understanding of the scheme and the 
perceived sufficiency of the insurance fund can also influence how effective it is at 
preventing runs.  While these design features may be necessary to increase the 
effectiveness of DI they can also increase moral hazard risk, because if depositors feel 
more protected by DI they are less likely to monitor the institution.   
 

12. For the major banks which receive a significant proportion of their funding from 
wholesale creditors, DI is unlikely to assist a bank in serious distress because 
wholesale creditors would still be incentivised to run.  Wholesale creditors would 
generally be better informed and run more quickly than retail depositors. While the 
ability of wholesale creditors to run would depend on the maturity profile of their 
funding, in a “default event” longer term funding could become repayable.   DI is likely 
to be more effective in preventing a run for institutions that primarily rely on funding 
from depositors, including many NBDTs and the smaller banks.   

 
13. There are other policy settings that reduce the likelihood of retail and wholesale runs or 

deal with its impact in a more targeted way. These include the prudential regime, which 
promotes confidence in institutions, bank liquidity policy that encourages banks to 
secure more longer-term funding, and intervention options during periods of crisis or 
uncertainly, such as central bank liquidity facilities and lender of last resort that can 
support solvent institutions subject to a run.  This crisis has also highlighted the ability 
of government to move quickly in a crisis situation to introduce guarantees without any 
DI infrastructure already in place. 

 
Protecting retail depositors from financial loss 

14. Another central objective of DI is to protect small retail depositors from financial loss 
when a deposit taking institution fails.  This is often justified on the grounds that it is 
unrealistic to expect small retail depositors to assess a financial institution’s condition.  
 

15. DI would effectively remove the risk of financial loss from small retail depositors 
investing in certain classes of deposit taking institutions. The full extent of protection 
would depend on how the scheme was designed. It is also not obvious that this would 
be an equitable outcome, as depositors could benefit from high returns without bearing 
the risk and there are already sovereign risk products available to retail investors, such 
as “Kiwi Bonds”. The experience with the RDGS is that there are many complexities in 
determining eligibility and often unintended gaming possibilities when schemes have 
less than blanket coverage.  
 

16. Recent changes to the NBDT regime, including introducing minimum capital 
requirements, credit rating disclosure requirements, and changes to regulation 
governing financial advisors, have been aimed at removing the riskier investment 
options and making the remaining risk known and understood. General social security 
mechanisms are also available to protect citizens from poverty if they lose savings 
through the failure of financial institutions. 
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Increasing market discipline 

17. It is sometimes argued that by defining which creditors are covered by DI, other 
creditors will feel more exposed and therefore exert more market discipline (i.e., would 
exert more control and limit the riskiness of a financial institution's activities). Our 
assessment of the evidence is that by clearly defining which creditors will be covered 
DI may make it easier for the government to let other creditors lose money in the case 
of smaller banks and larger NBDTs.  However, it is unlikely to make other creditors feel 
less protected when the institution is systemically important, in the absence of the 
government having a credible, time consistent strategy for allowing such entities to fail 
and/or allowing creditors to bear the losses. 

 
Pricing implicit government guarantees and managing fiscal risks 

18. DI has sometimes been suggested as a way to charge deposit taking institutions for the 
benefit they receive from having an implicit government guarantee.  The implicit 
government guarantee would be expected to benefit institutions that are covered by it 
and competitively disadvantage those that are not. Introducing a compulsory DI 
scheme (assuming it is charged at an actuarially fair rate) would be detrimental to 
implicitly guaranteed institutions as they will be charged for a benefit that they 
previously received for no direct cost. It would be expected to benefit non-implicitly 
guaranteed entities, as it would partially address their competitive disadvantage. 
 

19. The cost of DI premiums is expected to be borne partly by depositors in the form of 
lower deposit rates and partly by borrowers in the form of higher lending rates.  This 
will depend on the elasticity of supply of deposits and the demand for loanable funds, 
and will differ across institutions. Eligible depositors benefit from DI on the one hand as 
they receive sovereign risk for their deposits, but on the other hand their choice is 
restricted, particularly if the DI scheme is made compulsory for all, or certain classes of, 
deposit taking institutions.  
 

20. DI on its own would not manage the fiscal risk of the implicit government guarantee 
because it is unlikely to remove the implicit government guarantee of uninsured 
creditors of systemically important banks.  DI premiums are also only going to cover 
the cost of compensating the insured creditors at best (not uninsured creditors). 
 

21. There are practical difficulties with pricing the implicit guarantee given the strength and 
boundaries of it are unobservable and likely vary over time depending on prevailing 
economic and political conditions.  International experience suggests that it is very 
difficult to accurately set DI premiums. Premiums are usually set at less than cost 
recovery rate, and during upswings in the economic cycle there is often pressure on 
governments to reduce premiums.  It is also often the case that premiums do not 
accurately reflect the risk and so higher risk institutions are subsidised by lower risk 
institutions. In New Zealand this is even more challenging than in other countries as the 
small number of deposit taking entities means the distribution of risk is highly skewed. 
 

22. Our assessment is that there seem to be better ways of getting industry to bear the 
costs of the implicit government guarantee than through DI, which would charge retail 
depositors for an implicit government guarantee that would benefit all creditors.  These 
options, which include strengthening capital requirements or charging a levy on banks, 
are discussed in the second part of this report. 

 
Promoting competition and facilitating exit from the Retail Deposit Guarantee Scheme 

23. It has been argued that smaller entities face a competitive disadvantage as they do not 
benefit from an implicit government guarantee and this could discourage competition in 
the deposit taking sector.  There have been studies internationally that attempt to 
quantify the value of the implicit government guarantee. However, due to the structure 
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of the banking sector and data available here, that sort of analysis is very difficult to 
interpret.   
 

24. DI is sometimes put forward as a solution to this competitive disadvantage and a way 
to “level the playing field”. Our assessment is that in the New Zealand case NBDTs and 
potentially some smaller banks theoretically could be competitively disadvantaged as 
they are unlikely to benefit from an implicit government guarantee.  Conceptually DI 
could be designed to offset that disadvantage.  However there are practical difficulties 
in pricing risk which mean DI could turn the competitive disadvantage into subsidy.  In 
our view it would be better to try to address the implicit guarantee directly given that it 
raises other distortions and risks, which we return to in the final section. Also, prior to 
the crisis, risk was not being correctly priced or structured in much of the NBDT sector 
as it appears that depositors may not have been receiving a return commensurate to 
the risk they were undertaking. 

 
25. DI could assist some NBDTs in transitioning from the RDGS. However, we have no 

reason to believe that, even in the worst case scenario of large-scale consolidation in 
the NBDT sector, over time the market would not evolve and innovate to provide 
profitable activities and we have seen some evidence of this occurring already.  There 
may be short-term dislocations, such as the restriction of credit supply to certain 
sectors/ regions, most likely in the property development sector. However, part of this 
will reflect a necessary adjustment in the sector. There would be benefit in signalling 
future arrangements well in advance of the extended RDGS expiry to allow NBDTs 
maximum lead time to adapt their business models, where possible, and shore 
themselves up for the post-guarantee world. It would also provide greater opportunity 
for depositors to make informed reinvestment decisions. 

 
Managing financial crises  

26. DI could assist in the government’s crisis management response by preventing or 
slowing a retail bank run and reducing the pressure on government to bail out an 
institution, particularly if it is not considered too big or politically important to fail.  It 
could buy time for government to decide on its response and reduce the time dedicated 
to public communications with retail depositors by officials and the government as it 
would provide a minimum safety threshold that could be communicated to the public. 

 
27. DI would not materially reduce resolution options. Internationally DI does not appear to 

prevent consolidation, and in some cases deposit insurers are able to facilitate private 
sector solutions in a way receivers may not be able to. DI could work alongside the 
Reserve Bank’s Bank Creditor Recapitalisation (BCR) resolution option, but it would 
reduce the options for allocating losses to retail depositors. 
 

28. BCR is concerned with allocating losses to the senior creditors of a failed bank that is 
believed to be insolvent.  BCR would be used in conjunction with a government 
guarantee: creditors funds are “haircut” (i.e. they only have access to a portion of their 
funds with that portion reflecting the residual value of the bank after expected losses – 
the higher the losses, the higher the haircut); the non-haircut portion is guaranteed and 
creditors are given quick access to this portion.  Allowing creditors access to the “good” 
portion of their funds is intended to minimise any flow on effects of the failure to the rest 
of the financial system.  While DI could work alongside BCR, it would reduce the 
options for allocating losses to bank creditors (e.g. if losses were allocated to the DI 
fund the Government may be pressured to compensate the fund for these losses). 

 
Aligning policy settings with international common practice 

29. New Zealand is one of a very small, and reducing, number of developed countries 
without DI. When Australia introduces its permanent Financial Claims Scheme (FCS) 
scheduled for 2011, New Zealand will be the only OECD country without some form of 
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permanent DI scheme.3 New Zealand “looking different” from other countries could 
raise three primary concerns. It could: 
 

• Negatively affect perceptions of policy settings in New Zealand;  
 

• Risk depositor flight abroad to take advantage of overseas schemes; or  
 

• Reflect that we have missed something in our analysis or have approached our 
analysis in such a way that we have come to a different conclusion from other 
countries.   

 
Each of these issues is discussed in turn. 

 
30. If New Zealand’s regulatory environment is seen as different or inferior to other 

countries that could reduce wholesale funder’s willingness to buy wholesale debt 
issued by New Zealand banks and increase the risk premium they demand (if it is seen 
as superior, it could increase their willingness to invest, but there may still be 
information costs associated with “looking different”).    
 

31. The effect of DI on perceptions of New Zealand’s regulatory environment is difficult to 
assess. However, we have no evidence at this stage that it is perceived to be a 
problem by offshore wholesale funders. Broader economic conditions and policy 
settings appear to be more important determinants of perceptions. We will need to 
closely monitor market reaction to the introduction of the Australian permanent FCS in 
2011. However, it needs to be borne in mind that Australia has treated retail depositors 
differently from New Zealand since the late 1950s. Australia has an insolvency regime 
based on depositor preference where small retail depositors get paid out ahead of 
wholesale creditors in bank insolvency. The FCS will mean that retail depositors get 
quick access to those funds more quickly. 
 

32. A second possible concern is that if New Zealand is an outlier in not having DI that 
could cause retail depositors to shift their funds offshore to take advantage of other 
counties’ schemes, particularly during times of economic or financial uncertainty. The 
risk of deposit flight to Australia is likely to be greater than to other countries given the 
trans-Tasman structure of much of New Zealand’s banking sector. 
 

33. Some of the exact design features of the Australian FCS are still to be determined, and 
in particular whether non-residents will be eligible for the scheme, which will influence 
the extent to which depositor flight is likely to be a risk. We will need to continue to 
monitor this. However, our preliminary assessment is that even if non-residents are 
eligible for the scheme there does not appear to be a large risk of significant retail 
deposit flight abroad as a result of New Zealand not having DI due to the transaction 
costs, inconvenience and time of operating an offshore account, particularly for small 
retail depositors. Corporates may be able to open accounts with New Zealand 
branches of Australian banks to gain protection under the scheme. Bank branches 
would need to make a number of changes to their internal systems to be in a position 
to accept large volumes of New Zealand deposits. Branches also face a regulatory cap 
of their size and the corporates would need to accept the exchange rate risk as only 
AUD-denominated deposits are covered by the FCS.  
 

34. The last concern is that New Zealand coming to a different view on DI could reflect that 
we’ve missed something in our analysis or have approached our analysis in such a 

                                                
3
  Worldwide approximately 100 countries have explicit DI schemes. Only a handful of high 

income countries don’t have DI, including Israel, Qatar and Brunei. Singapore and Hong Kong 
have recently introduced permanent DI schemes.  Israel is currently considering introducing a 
DI scheme. 
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way that we have come to a different conclusion from other countries.  Our analysis 
suggests that other countries have introduced DI schemes for a range of political, 
economic and practical reasons. For example, many European countries have 
introduced schemes as a requirement of joining the European Common Market.  
Cross-border depositor flight is also more of a risk in parts of Europe. 
 

35. In New Zealand there seem to be good economic reasons for the cost-benefit calculus 
to differ relative to other countries. These include a general approach to protecting 
consumers through good information and the right incentives rather than through direct 
measures of protection, and the majority of depositor funds being located in 
systemically important financial institutions, which DI would not assist with the 
resolution of on its own. 
 
Costs of deposit insurance 

Increasing moral hazard 

36. There is moral hazard associated with implicit government guarantees. An implicit 
government guarantee of a sub-set of deposit taking institutions that are considered too 
important to fail is a matter of perception and is not something a government can easily 
control. The Retail and Wholesale Guarantee Schemes have probably increased the 
expectation the government would step in to stop a financial institution(s) in New 
Zealand from failing.  However uncertainty remains about which institutions the 
government would intervene to support.  Expectations may also differ between and 
across funding markets, e.g. between domestic retail, domestic wholesale and offshore 
wholesale. Even for the major institutions, there still is a premium on having an explicit 
government guarantee.  For example, in wholesale markets the cost of raising funds 
with a government guarantee has been lower than with no explicit government 
guarantee by about 70-80 basis points. 

 
37. One of the primary costs of DI is that it can reduce incentives on depositors to properly 

evaluate and monitor risk by relieving them of some of the costs of risk taking. It can 
also increase the incentives of depositors to chase returns and make risky investment 
decisions as they do not bear the full cost of that risk. At a macroeconomic level 
international studies have found DI tends to be positively associated with financial 
system instability, although there are issues around causality, and results depend on 
the design of the DI scheme and the general quality of institutions in the country.   

 
38. It is our assessment that DI is likely to increase moral hazard relative to the case of 

New Zealand having no explicit insurance or guarantees, particularly if it covers the 
NBDT sector, which relies more heavily on retail depositors for funding and is less 
stringently regulated than the banking sector.  DI is likely to have less impact on moral 
hazard in the banking sector, which is more heavily regulated and would continue to be 
disciplined by wholesale creditors. 

 
Requiring more regulatory intervention 

39. Theoretically, DI could either increase or decrease the need for regulatory intervention 
in the deposit taking sector.  On the one hand, as DI protects consumers, there could 
be less need for other regulatory interventions to protect consumers.  On the other 
hand DI could require regulatory interventions to manage moral hazard created by DI. 
This could be associated with costs including increasing the cost of capital for some 
New Zealand businesses. Experience with the RDGS is that the introduction of the 
guarantee has resulted in the government becoming more rather than less involved in 
order to manage the contingent liability presented by the scheme, particularly in the 
NBDT sector. 
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Increasing cost of capital 

40. The effect of DI on the cost of lending is expected to differ across institutions, but 
overall it is expected to increase the cost structure of participating financial institutions 
and thereby increase interest rates charged to borrowers.   

 
41. The effect on the cost of capital would depend on whether and how it shifted the 

country risk premium. DI would increase the cost of retail relative to wholesale funding 
and increase international capital inflows, which could increase the country risk 
premium.  However, if DI improved financial stability, the risk premium could fall. 

 
42. In the New Zealand case, our assessment is DI is likely to increase the cost of capital 

by only a small amount.  We have attempted to come up with quantitative estimates of 
the effect. These need to be treated with a high degree of caution as they are based on 
a basic partial equilibrium model and many simplifying assumptions.  For the most 
highly rated New Zealand banks the upper bound of the effect is estimated to be up a 
little over 10 basis points. 

 
Direct costs 

43. There are direct costs of implementing and monitoring a DI scheme.  The direct costs 
of establishing a DI scheme are expected to be material, especially due to New 
Zealand’s small size which means the fixed costs would be relatively large portion of 
total deposits compared to many jurisdictions. The Singaporean DI Scheme had annual 
operating expenses (excluding payouts) of S$1.65m per annum in 2009 (or NZ$1.63m 
based on the current exchange rate of NZ$1 buying S$0.985). New Zealand’s RDGS 
involved $0.2m capital set up and approximately $1.6m per annum to run excluding 
payouts. 

 
44. A major portion of the direct costs of a DI scheme would be related to pre-positioning 

financial institutions for payouts and public education.  The precise costs would also 
depend on the DI design and functions, for example whether it is set up as a separate 
agency or located within an existing one, the extent to which it is pre- or post-funded 
and the monitoring and risk management functions it is given. 

 
Implicit government guarantee of financial institutions 

Background and context 

45. Related to the work on DI has been a stream of work assessing other options for 
managing the economic and fiscal risks associated with the implicit government 
guarantee of financial institutions that are considered too economically or politically 
significant to fail. Treasury and the RBNZ have undertaken a preliminary assessment 
of these options which can be grouped into three categories:  

 

• Status quo arrangements (option 1); 
 

• Taking actions to credibly signal that even major financial institutions may not be 
backed by the government, for example by requiring institutions to have plans for 
their orderly resolution without recourse to the government, capping the size of 
financial institutions or forcing creditors to bear the costs of the resolution, for 
example through Bank Creditor Recapitalisation (options 2 and 3); and 

 

• Accepting the implicit government guarantee and either taking steps to reduce 
the likelihood of distress, for example more intrusive regulation or strengthened 
capital buffers, or making the industry bear the costs of the guarantee, for 
example through charging a levy on banks or charging banks for the costs of their 
supervision (options 4 and 5). 
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46. The next section provides a description of these options, an initial assessment of their 

pros and cons and identifies which ones warrant further investigation.  
 

Initial assessment of options 

Status quo (option 1) 

47. The Reserve Bank’s approach to prudential regulation is to harness and enhance 
market disciplines where possible and where this is not sufficient use tools that directly 
constrain market choices.  Broadly speaking this approach has worked well during the 
financial crisis.  The crisis did however reinforce the dependence of the New Zealand 
financial system on international sentiment and events.  In this context risks associated 
with the reliance of New Zealand banks on short-term offshore funding became evident 
and a Wholesale Funding Guarantee Facility was needed to assist banks to secure 
ongoing funding.  The RDGS was also established to ensure ongoing deposit 
confidence in the wake of international events, particularly given the guarantee 
provided for depositors of Australian banks.  
 

48. The problems that have occurred in the NBDT sector began prior to the crisis and 
during the period when very few prudential requirements were in place. The RDGS 
contained some of the problems in the NBDT sector which would have been more 
extensive if banks but not NBDTs were guaranteed. 
 

49. Taking into account the experience of the crisis we do not consider there is any need to 
fundamentally alter the approach to prudential supervision.  The new bank liquidity 
policy was developed within the existing broad prudential supervision framework and 
this policy will help to manage the funding vulnerabilities that were evident during the 
crisis.  In addition the extension of the Reserve Bank’s prudential framework to NBDTs 
will help to promote the soundness of this sector.   

 
50. The main outstanding issue arising from the crisis is the strengthening of the implicit 

government guarantee and whether in response to this the prudential framework 
should be enhanced.  In this context the benefits of maintaining the status quo once the 
extended RDGS expires are: 

 

• No additional regulatory or compliance costs; 
 

• The measures already in place to promote market discipline and manage moral 
hazard risk including: 
 
- Disclosure requirements; 
 
- Relatively conservative capital and liquidity requirements; 
 
- Rules around governance, corporate structure and risk management; 
 
- Regular engagement with directors and senior managers of institutions with 

a potentially high impact on financial stability; 
 
- An analytical and systematic approach to assessing risk in supervised 

financial institutions; and 
 
- The existing BCR crisis management option to allocate losses in the event 

of a bank failure. 
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51. The risks of maintaining the status quo are:  
 

• Existing mechanisms to contain moral hazard risks associated with the implicit 
government guarantee may not be sufficient.  There could be comparably weak 
incentives on retail and wholesale investors to monitor banks, particularly 
systemically important banks; 
 

• Fiscal risks associated with the implicit guarantee (note the total liabilities of the 
four trans-Tasman banks, Kiwibank, Southland Building Society and Taranaki 
Savings Bank is approximately $302.8bn); 
 

• The competitive advantage for larger institutions would be maintained; and 
 

• This position would be potentially out of step with emerging international common 
practice. 

 
Reduce costs to government from institutional difficulties (option 2) 

52. With current policy and regulatory settings it is not possible to credibly bind the 
government so as not to intervene in the case of idiosyncratic or systemic difficulties in 
the financial sector, e.g. through legislative change. This is because in the event of 
distress, a complex combination of political and economic factors will be at play which 
may lead Ministers to decide that the optimal response is to intervene.  Hence any 
action to try and tie the Crown’s hands ex ante is unlikely to be credible or 
economically desirable. 
 

53. However, it may be possible to reduce the costs faced by the economy and directly by 
the government from institutional or broader sectoral difficulties. Previous work in New 
Zealand has been undertaken on open and closed bank resolution tools including Bank 
Creditor Recapitalisation (BCR).  Internationally creditor loss sharing arrangements are 
currently being considered in the US and Europe so taxpayers will not be required to 
bear the cost of any future bailouts. A related measure that has received some 
attention is firm-specific resolution plans (often referred to as “living wills”). 
 

54. BCR would reduce the moral hazard and fiscal risk associated with systemically 
important banks.  It would also allow creditors, notably depositors, quick access to a 
portion of their funds.  BCR would preserve market discipline as bank creditors would 
remain exposed to the bank, rather than expecting the government to bail them out. 
Banks’ cost of capital could increase as bank creditors are more explicitly exposed to 
banks. While there are many potential benefits of BCR, this sort of intervention has 
never been used internationally. It could risk undermining confidence in the New 
Zealand banking system during a crisis. For example, if it was applied to a bank in 
statutory management, creditors in other banks may remove their funds or not lend 
funds to New Zealand banks if they think BCR may also be applied to their institution. 
                                                                                There is 
an ongoing work program to develop BCR. 
 

55. The “living will” was a measure identified by G20 Leaders.  It is a concept in its early 
stages of development and consideration is being given to what it should contain and 
how it should be updated. Notwithstanding this, some jurisdictions (notably the United 
Kingdom) already have firm plans to press ahead with this.  We think it is worth 
watching developments in this area but expect progress to be challenging given that to 
be credible it would have to present a plan that was flexible enough to deal with the 
wide range of factors that could drive an institution to distress. 
 

[Withheld under s6(b)(i)]
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Limit the size or activities of financial institutions (option 3) 

56. Placing a size limit on financial institutions or restricting banks from undertaking certain 
risky activities have been suggested in the United States and elsewhere as a way of 
limiting the potential liability associated with the failure of any particular bank. 
 

57. The size of financial institutions is limited in New Zealand by the size of the market. 
Further size restrictions would limit to some extent the economies of scale and scope 
which institutions could achieve, particularly their ease of raising debt offshore.  
Internally the institutions would probably be able to outsource a number of back room 
functions to achieve scale economies if size restrictions were introduced.  This has 
happened for some functions in the banking sector and more extensively in the Credit 
Union sector, which faces many challenges associated with small scale. 
 

58. In the New Zealand context size limits could reduce the need for government 
intervention in the case of institutions facing idiosyncratic difficulties to some extent. 
However even if the major banks were broken apart (e.g. in half), they are still likely to 
be of a size that their failure would cause significant economic disruption. Size 
restrictions would not remove systemic risk from the financial system. A systemic shock 
could lead to a situation where the government supported a number of smaller 
institutions rather than one large one.   
 

59. In the New Zealand case key risks to banks are from their core business rather than 
from “high risk” activities, which are a relatively small part of their business. Restrictions 
on the scope of activities could reduce innovation in the financial sector, and potentially 
even reduce risk mitigating techniques that banks could use, such as credit default 
swaps.   

 
Introducing strengthened capital requirements (option 4) 

60. Introducing strengthened capital requirements would reduce the probability of an 
institution failing and reduce incentives for excessive risk taking. In the wake of the 
global financial crisis the Basel Committee on Banking Supervision (“Basel”) has 
proposed measures to strengthen capital regulations. The Reserve Bank has reviewed 
the Basel proposals and considers there is merit in some of them including the 
proposal to raise the quality of regulatory capital. A more complete analysis of the 
Basel proposals can be undertaken once Basel have completed their impact 
assessment and developed a fully calibrated set of standards.  This work is scheduled 
for completion at the end of 2010. 
 

61. In general tightening capital requirements would reduce the probability of bank failure 
and therefore reduce the cost of wholesale and retail funding as banks are seen as 
safer.  However as a lot of wholesale funding of New Zealand banks is sourced 
offshore any New Zealand specific solution that was not in concert with international 
changes could increase the cost of such funding. The impact of tighter capital 
requirements on the cost of retail funding would depend on the awareness of retail 
investors and whether they viewed banks as safer as a result of tighter requirements. 

 
If only applied to systemically important institutions strengthened capital requirements 
could “correct” for inefficiencies associated with the effective subsidy the implicit 
government guarantee provides. However the capital regime would be more disparate 
and it may be difficult or unhelpful to identify systemically important institutions ex ante. 
If applied rapidly to NBDTs it could potentially threaten their viability given current 
business models. 
 

62. There is a question about whether the Basel process will strengthen capital 
requirements in a way that sufficiently reduces the probability of failure.  If the proposed 
changes were not considered to go far enough for the New Zealand situation, thought 
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would need to be given to the costs and benefits of New Zealand introducing materially 
more onerous requirements than the rest of the world, and in particular Australia. 

 
Bank levy (option 5) 

63. A particular problem associated with the implicit government of banks is that the 
guarantee is taxpayer funded. The main attraction of the government charging a levy 
on all bank liabilities is that it provides compensation for the potential liability of 
taxpayers.  Internationally a small number of countries have introduced levies on banks 
to either “claw back” the cost of support that has been provided or to pre-fund potential 
future government support.  For example the United States President has announced 
his intension to introduce a “financial crisis responsibility fee” to recover funds spent on 
bail outs, Sweden has introduced a “stability fee”, which is a tax on banks to pay for 
their own bail outs and Germany has recently announced banks will have to pay 
€1.2bn (NZ$2.3bn) into an insurance fund to cover the costs of bail outs in future 
crises. 
 

64.                                                                                      
                                                                                    
                                                                                      
                                                                                     
 

65. The G20 have asked the International Monetary Fund (IMF) to come up with options for 
the financial sector to make a bigger contribution toward the cost of government 
interventions.  The two main options the IMF put forward are a “Financial Stability 
Charge” (FSC) which they envisage as an ex-ante levy on uninsured liabilities of all 
financial institutions, which would be linked to an improved financial sector resolution 
mechanisms; and a “Financial Activities Tax” (FAT) which would be a tax on profits 
plus remuneration of financial institutions.  The IMF is reporting to the G20 with further 
work on this in June 2010. Implications of this for New Zealand are still unclear, but we 
are monitoring developments closely.  In our view, a bank levy in the current New 
Zealand context would potentially entrench and broaden the government guarantee 
and involve many of the other costs and risks associated with DI, including: 

 

• Negatively effecting incentives of market participants, e.g. encouraging greater 
risk taking if it entrenches the implicit government guarantee; 

 

• Potentially limiting the resolution options available to government (e.g. BCR); 
 

• Difficulty in setting the levy at the appropriate level/ deciding on which institutions 
will pay the levy;  

 

• Encouraging institutions to restructure their balance sheet to avoid paying the 
levy, e.g. by moving liabilities off balance sheet; and 

 
In addition, a levy would have broader effects on New Zealand’s financial markets and 
tax systems which would need to be assessed. 

 
66. An alternative form of levy would be to levy institutions for the cost of their prudential 

supervision.  The present New Zealand regime where banks do not pay any 
supervision levy is different from the approach adopted in many other countries.  If a 
supervision levy was imposed it could be calibrated according to bank size so that the 
main contributions were made by systemically important banks.  Charging for 
supervision could generate around $10 million revenue per annum. Officials have not 
undertaken any in-depth analysis of this option but it may be worthwhile exploring 
further. 

 

[Withheld under s6(b)(i)]
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Next steps 

67. Based on the above discussion, there are some options which we consider warrant 
further attention as part of our future work program, including: 
 

• Strengthened capital buffers (international proposals are expected to be finalised 
later in 2010); 

 

• Taking credible actions to signal creditors will bear at least part of the cost of 
bank resolutions, e.g. through the Reserve Bank’s Bank Creditor Recapitalisation 
policy, or requiring banks to have plans for their orderly resolution; and 

 

• Financing mechanisms, such as a levy on banks to pre-fund or recoup the costs 
of government support, if the above two options do not yield sufficient reductions 
in the expected costs of the implicit guarantee. 

 
68. The Financial Stability Board will present an interim report to G20 in June 2010 about 

possible measures to address problems associated with systemically important 
financial institutions.   Fully calibrated capital and liquidity standards are expected from 
the Basel Committee by late 2010. Officials’ are keeping abreast of these 
developments and their implications for New Zealand and will report back to you with 
further analysis by mid-2011, with interim reports as necessary. 
 

Communications 

69. We suggest that you forward this report to the Prime Minister and Associate Ministers 
of Finance for their information. If you agree with our advice we suggest that you ask 
Treasury and RBNZ officials to liaise with your office about taking a noting paper or oral 
item to Cabinet Committee (EGI) and/or Cabinet regarding the DI advice and public 
communications.  
 

70. In terms of public communications, there are benefits in making public the expectation 
soon that there is no plan to introduce DI after RDGS extension expires given the need 
for firms and depositors to be able to make informed business and reinvestment 
decisions.  The public announcement could be made in a low key manner as there 
appears to be generally low market expectations for DI at present. The revised deeds 
and extension of the RDGS have signalled a transitioning out of guarantees by  
allowing institutions the choice to issue both guaranteed and non-guaranteed deposit 
accounts (and for depositors in some instances the choice of guaranteed and non-
guaranteed accounts).  The two cases we are aware of where this issue has been 
raised publicly is the Labour Party expressing interest during the parliamentary debate 
on the Crown RDGS Bill about finding out about the future arrangements for 
depositors; and commentary by accounting and law firms (KPMG saying it is probable 
that DI will follow the RDGS; and Russell McVeagh saying it is unlikely government 
would move from its previous position on DI). 
 

71. After the public announcement has been made there may be benefits in proactively 
releasing advice on DI in order to manage subsequent Official Information Act requests 
for this information.  As the broader work program would be considered under active 
consideration, we would expect to only release the advice directly related to the costs 
and benefits of DI. 
 

72. If circumstances change we would reconsider our DI advice. For example, if 
international regulatory framework or perceptions of New Zealand’s financial system 
changed in ways we have not anticipated, or if the work on options to manage implicit 
government guarantees made the case for deposit insurance stronger (e.g., as a safe 
harbour for depositors if there was a material weakening of the implicit government 
guarantee).  While we think it is unlikely that we would revisit our advice in the near 
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term, there is a risk that government could be seen as changing its mind if it 
subsequently decided to introduce DI.  However, as the decision to introduce DI in the 
future would be due to a change in circumstances, the reason for the change in view 
could be explained to the public. On balance, the option value of waiting rather than 
making the announcement sooner is low due to the limited circumstances in which we 
would revisit the issue of DI.  


