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1 Introduction 

The purpose of my submission is to bring to the attention of the Review Team the 
proposals in my unpublished paper “A Framework to Facilitate the Coordination of 
Monetary, Macroprudential and Microprudential Policies” (“my paper”) for modifying 
today’s modern banking systems.  A copy of that paper is attached to this submission.  
My paper was originally written for a British audience, hence the use of £. 

While the proposals set out in my paper have only been developed to a very high-level 
and require a multidisciplinary analysis and assessment of how they could be adopted 
and implemented, they may provide useful “food for thought”.  They will also likely 
require a recalibration of the Basel Capital Accords and a number of other standards 
set by various committees of the Bank for International Settlements. 

I believe that the Bank for International Settlements, as the primary global standard 
setter for prudential regulation of commercial banks, is best placed to fully assess the 
proposals set out in my paper, a process I suspect will take years and one that I would 
very much like to be involved with. 

Central banks, central bank policy frameworks and prudential banking regulation and 
supervision have largely evolved in response to financial crises, with each structural or 
regulatory response reflecting beliefs about the factors that contributed to the 
particular crisis and to the instability of the banking system.   

However, it seems that the predominant assumption behind virtually all central bank 
policy frameworks and prudential banking regulation and supervision is that 
commercial banks act as intermediaries between savers and borrowers, taking 
deposits and raising debt and equity funding and using the proceeds to make 
investments and loans.  This is simply wrong.  Today’s commercial banks create most 
of the money we use in the real economy. 

My research shows that: 
• A stable and quality supply of commercial bank money (deposits) is fundamental to 

economic activity. 
• Commercial banks create commercial bank money (deposits) when making 

investments or loans involving non-banks. 
• Commercial banks do not use customer deposits, debt or equity to fund 

investments or loans. 
• Commercial bank money (deposits) is destroyed when investments or loans held by 

commercial banks are repaid, redeemed, repurchased or purchased by non-banks. 
• Commercial banks generally do not use their assets to repay their liabilities rather 

their customers use commercial bank money (deposits) (a liability) to repay, 
redeem, repurchase or purchase commercial bank assets (investments and loans). 

• The real issue is not how to “absorb” investment and loan losses with capital but 
how and when to destroy the commercial bank money (deposits) that was 
created when commercial banks made investments and loans that have been 
written-off. 
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• Commercial bank money (deposits) created by investments and loans that have 
been written-off needs to be destroyed to reduce a commercial bank’s liabilities to 
offset the decrease in the commercial bank’s assets caused by the recognition or 
realisation of investment and loan losses. 

• The destruction of commercial bank money (deposits) to offset investment and loan 
losses is achieved by a commercial bank earning income, which reduces the 
commercial bank’s liabilities (commercial bank money (deposits)) and recognising 
and realising investment and loan losses, which reduces the commercial bank’s 
Profit and, therefore, its ability to create commercial bank money (deposits) by 
paying dividends and other discretionary revenue expenditure, which, if made, 
would normally result in the creation of commercial bank money (deposits). 

• Current minimum regulatory capital requirements and the existing accounting 
equation are likely to increase the pro-cyclical affect of commercial banks during 
economic downturns when investment and loan losses reduce commercial banks’ 
regulatory capital, which will cause commercial banks to curtail their investing and 
lending activities, potentially prolonging any downturn. 

The above proposals are explained in more detail in my paper. 

Both my research and the above proposals for modifying current banking systems are 
likely to have far reaching consequences for macroeconomics that will need to be 
worked through. 

Because my research and the proposals in my paper require a fundamental rethink of 
the legislative frameworks for our monetary and banking systems I only propose 
making some very high level submissions. 

2 What objectives should the Reserve Bank have? 

The roles and functions fulfilled by central banks have not all evolved in the same way 
and are largely based on the circumstances surrounding the origins of the central 
bank.  Some started life as special purpose government banks constructed to bring 
some order to the issuance of banknotes.  Some were established to act as funding 
conduits for the government.  Some were commercial banks, whose dominance was 
subsequently boosted by the granting of monopoly rights to issue banknotes.  The 
majority were, however, created in the 20th century specially as central banks.  The 

[2]
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bundle of functions that constitutes a central bank is not fully defined beyond the 
basic point that a central bank is the agency that conducts monetary policy and 
provides the means of settlement. 

What then should be the objectives of the Reserve Bank?   

The current primary function of the Reserve Bank to formulate and implement 
monetary policy begs the question: Why can the Reserve Bank do this in the first 
place?  It can because we have a monetary system.  For this reason I think a distinction 
needs to be made between monetary systems1 and financial systems. 

A monetary system is money plus the transfer mechanisms to execute payments.  
While financial systems are much broader and include capital markets, insurance and 
investment schemes for retirement savings. 

Primarily I believe that the Reserve Bank’s objective should be to provide a sound and 
stable monetary system.  Today the creation of virtually all money we use in our 
economy has been delegated to commercial banks.  Even though banknotes used by 
the public are liabilities of the Reserve Bank they would not be in circulation if 
commercial banks hadn’t already created commercial bank money (deposits).  This is 
because banknotes are put into circulation as a result of customers making 
withdrawals of banknotes from commercial banks, converting commercial bank money 
(deposits) into central bank money (banknotes) at par. 

Because governments in the past have often yielded to the temptation to abuse their 
power over the control of the monetary system causing both price and financial 
instability – this role has now been ceded to independent central banks. 

Money is fundamental to the operation of a modern economy.  Almost all economic 
transactions involve some form of payment.  Money, in the form of either cash or bank 
deposits, is commonly the preferred means of payment to settle transactions and 
discharge debts. 

The most familiar issuers of money are central banks, which provide central bank 
money in the form of both banknotes and deposit liabilities, and commercial banks, 
which generally issue private money (commercial bank money) in the form of deposit 
liabilities. 

Economic activity can in principle take place without the coexistence of central and 
commercial bank money. Indeed, both solutions – on the one hand, narrow or 
monobanking where there was only central bank money and, on the other hand, free 
banking where there was only commercial bank money – have existed in the past. But 
neither has proved sufficiently stable or efficient to survive. 

An important feature of this coexistence is that, in a given currency, central and 
commercial bank monies are convertible into each other at par.  Conversion at par 

                                                        
1 For an interesting examination of the properties of a well-functioning monetary system see Claudio Borio: “On 

money, debt, trust and central banking”, BIS Working Papers, no 763, January 2019. 
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removes the very high transaction costs that could arise for users of money if there 
were multiple issuers whose monies were exchanged at different values.   

Conversion between commercial and central bank monies takes place in a tangible 
manner when a commercial bank depositor withdraws banknotes from their bank 
account. Conversion between different commercial bank monies generally takes place 
through a country’s interbank payment system when a customer of one bank makes a 
payment to a customer of another bank, using central bank money as the bridge in 
most cases. 

Two properties underpin a well-functioning monetary system.  The first, is the 
coincidence of the means of payment with the unit of account.  The second, more 
intangible and fundamental, is trust.  A precondition for any monetary system to work 
at all is trust that the object functioning as money will be generally accepted and that 
payments will be executed.  But monetary systems also require price and financial 
stability. 

Confidence in commercial bank money (deposits) lies in the ability of commercial 
banks to convert commercial bank money (deposits) into commercial bank money 
(deposits) of another commercial bank and into central bank money (currency or 
banknotes) upon the demand of their customers.  In turn, confidence in central bank 
money (deposits and currency) rests in the ability of the central bank to maintain the 
value of the stock of currency as a whole (i.e. not only the small portion its issues 
directly) by maintaining price stability. 

The role of trust is especially evident when the means of payment is irredeemable 
(“fiat money”).  Issuers of money (the central bank and commercial banks) simply 
commit to “settle” the IOUs that function as money by issuing an equivalent amount of 
them. 

Because most money is created by commercial banks when they make investments 
and loans, an important function of a central bank is to manage the “elasticity of 
credit” (i.e. the extent to which the monetary system allows credit to expand).  A high 
elasticity is essential for the system’s day-to-day operation, but too high an elasticity 
(“excess elasticity”) can cause serious damage in the longer run.  Either by causing 
inflation or financial imbalances. 

The most recent financial crisis has highlighted the need for financial stability and 
resulted in a massive regulatory response.  A core element of the international policy 
response to the crisis is to strengthen the macroprudential orientation of financial 
regulation and supervision – focusing on the financial system as a whole and its link to 
the real economy. 

Disruptions to the financial sector can have a significant negative impact on economic 
activity that lasts for a long period of time and results in massive cumulative output 
losses. 

The Reserve Bank’s primary objectives should be to preserve monetary stability and 
promote financial stability. 
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Secondary objectives that that support the achievement of the primary objectives 
would include: 

• formulating and implementing monetary policy, including providing the necessary 
liquidity for the commercial banking system (i.e. interbank payment liquidity); 

• supervision and prudential regulation of commercial banks (i.e. those that issue 
money used in the real economy) and, if necessary, the resolution of any non-viable 
or at risk commercial bank pursuant to a specific resolution regime for commercial 
banks; 

• act as lender of last resort; 
• issue a currency for use by the general public, which could be both physical 

(banknotes and coins) and digital (deposits) but probably not a crypotcurrency; 
• supervision and operation of the country’s payment systems, including interbank, 

wholesale and retail, as a public good due to the importance of payments to the 
real economy. 

3 Which financial firms should the Reserve Bank regulate? 

My view is that a central bank should only regulate commercial banks as creators of 
money used in the real economy.  However, given New Zealand’s small size there may 
well be economies of scope and scale in the Reserve Bank regulating more than just 
commercial banks. 

4 Should there be depositor protection in New Zealand? 

New Zealand definitely deserves a better commercial bank resolution regime than 
Open Bank Resolution.  I am concerned that if Open Bank Resolution were ever used 
there would be significant unintended consequences and that the supposed “cure” is 
likely to be far worse than the underlying “disease”.  I also doubt that any government 
would find using Open Bank Resolution politically acceptable.  Accordingly, at a 
minimum, it may be better to implement a deposit insurance scheme.  But this is not 
my preference. 

Because commercial banks generally suffer significant investment and loans losses at 
times of financial and economic stress.  Using Open Bank Resolution to freeze of cancel 
commercial bank money (deposits), at a time when the Reserve Bank is likely to ease 
monetary policy to, put very crudely, increase the money supply seems 
counterproductive.  Easing monetary policy at times of economic and financial stress 
typically aims to encourage borrowing and, therefore, the creation of more 
commercial bank money (deposits), boosting asset prices and risk-taking. 

Around the world many countries have found that their tools for resolving large 
commercial banks are inadequate or simply do not exist.  Resulting in many authorities 
being faced with the difficult choice between relying on ordinary corporate insolvency 
laws or providing public financial support.  Neither options are particularly well suited 
to commercial banks, which are special.  Commercial banks are special because they 
neither use their assets to repay their liabilities, so generally can’t become insolvent in 
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a conventional sense, or use capital to make investments and loans so recapitalising a 
commercial bank is generally a waste of time. 

A non-bank is insolvent if either it is unable to pay its debts, or its liabilities are greater 
than its assets.  But commercial banks are different. 

A commercial bank can create commercial bank money (deposits) to pay its debts.  A 
commercial bank generally commits to “settle” its liabilities by issuing an equivalent 
amount of commercial bank money (deposits), which is irredeemable.  As discussed in 
Section 5 – Commercial Bank Failure – of my paper, a commercial bank generally does 
not use its assets to repay its liabilities.  Instead its customers use commercial bank 
money (deposits) (a liability of a commercial bank) to repay commercial bank assets 
(investments and loans).  Commercial bank money (deposits) once created (when a 
commercial bank makes an investment or loan) circulates through the banking system 
as money – a medium of exchange – until destroyed (by the repayment, redemption or 
repurchase of the applicable investment or loan). 

Although a commercial bank cannot become insolvent it can, however, become non-
viable if it is unable to destroy more commercial bank money (deposits) than it is 
obligated to create. 

Due to preconceptions about a commercial bank’s safety, customers may withdraw 
their deposits causing a bank run.  Commercial banks generally hold a small amount of 
liquid assets in the form of cash (generally central bank money (deposits and vault 
cash)) to facilitate a sudden withdraw of deposits. 

Provided a commercial bank remains viable (i.e. it can destroy more money than it is 
obligated to create) any money withdrawn from a commercial bank will eventually be 
returned to the commercial bank and destroyed when interest, investments and loans 
are paid or repaid according to their contractual terms. 

Because commercial bank money (deposits) is used as a medium of exchange it can 
freely move throughout the banking system from one commercial bank to another 
through the interbank payment system resulting in commercial banks either having a 
surplus or a deficit of central bank money (deposits).  Commercial banks that receive 
the customer deposits of the commercial bank experiencing the bank run will receive 
an increase of central bank money (deposits) (an asset) and commercial bank money 
(deposits) (a liability) as a result of the commercial bank money (deposits) being 
transferred from one commercial bank to another through the interbank payment 
system.  Neither of which can be used by the receiving commercial bank to make new 
investments and loans. 

A bank run or liquidation of a commercial bank is only likely to result in the 
redistribution of the commercial bank’s assets and liabilities amongst the other 
commercial banks in the banking system even if the “failed” commercial bank ceases 
to exist.  If definitely does not result in commercial bank money (deposits) being 
repaid. 



8 

Basel III, a global regulatory framework for resilient banks and banking systems, seeks 
to improve the banking sector’s ability to absorb shocks arising from financial and 
economic stress, whatever the source, thus reducing the risk of spillover from the 
financial sector to the real economy. 

But minimum regulatory capital requirements do not act as shock absorbers allowing 
commercial banks to both “absorb” investment and loan losses and to continue 
making new investments and loans.  This is because minimum regulatory capital 
requirements really act as a constraint on commercial bank balance sheet growth.  As 
a leveraged compliance ratio, every $1 of regulatory capital allows a commercial bank 
to create $12.5 of risk weighted assets.  A process that operates in reserve when a 
commercial bank uses a $1 of capital to “absorb” an investment or loan loss.  Since risk 
weighted assets only represent a fraction of total assets, the actual amount of 
investments and loans affected will be significantly more. 

It seems to me that the real issue is not how to “absorb” investment and loan losses 
using capital.  But how and when to destroy the commercial bank money (deposits) 
that was created when a commercial bank made the investment or loan that has been 
written-off.  This is because that commercial bank money (deposits) will now not be 
destroyed by the issuer or borrower repaying the applicable investment or loan. 

The various instruments that comprise a commercial bank’s capital do not “absorb” 
investment and loan losses because these instruments generally cannot be cancelled, 
resulting in investment and loan losses showing up on a commercial bank’s balance 
sheet as accumulated losses.  This only results in a net reduction of capital due to 
accumulated losses and does not really “absorb” these investment and loan losses.  
Accordingly, accumulated losses really operates as a claim on, or clumsy provision 
against, a commercial bank’s future profits. 

Commercial bank money (deposits) that was created by the investments and loans 
that have been written-off is destroyed by commercial banks realising income, such as 
interest income, fees and commissions when customers pay with commercial bank 
money (deposits), which results in the destruction of commercial bank money 
(deposits), recognising investment and loan losses, which decreases a commercial 
bank’s profit, and, therefore, reducing the ability of the commercial bank to pay 
dividends and other discretionary revenue expenditure that, if made, would normally 
result in the creation of commercial bank money (deposits). 

It seems to me that the mechanism for dealing with a commercial bank’s investment 
and loan losses needs to be separated from the mechanism that constrains the ability 
of a commercial bank to grow its balance sheet by making new investments and loans. 

[2]
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This would also allow the adoption of a legislative framework to permit a central bank 
to resolve a commercial bank, so long as it remained viable (i.e. it can destroy more 
commercial bank money (deposits) than it is obligated to create), without the need for 
taxpayer support. 

5 Should prudential regulation remain with the Reserve Bank? 

Prudential regulation of commercial banks should remain with the Reserve Bank 
because it is inextricably related to the quality and quantity of money in our monetary 
system and the role of the Reserve Bank as lender of last resort. 

While short-term interest rates is the policy tool used by central banks to conduct 
monetary policy, prudential regulation is the policy tool used by central banks to 
achieve financial stability. 

Prudential regulation seeks to ensure the safety and soundness of individual financial 
institutions (microprudential regulation) and to minimise systemic risk 
(macroprudential regulation) – the risk of widespread disruption to the provision of 
financial services that is caused by the impairment of all or parts of the financial 
system, which can cause serious negative consequences for the real economy. 

Systemic risk is generally recognised as having two dimensions: vulnerabilities related 
to the build-up of risks over time (“time dimension”) and vulnerabilities from 
interconnectedness and the associated distribution of risk within the financial system 
at any given point in time (“cross-sectional” or “structural” dimension). 

An often overlook cause of systemic risk is the build-up of financial imbalances – high 
levels of bank credit and unusually high assets prices. 

The financial system is inherently procyclical due to the self-reinforcing interactions 
between perceptions of value and risk, risk-taking and financing constraints.  The 
inherent procyclicality of the financial system tends to interact with the real economy 
in ways that can amplify economic fluctuations.  Typically, rapid increases in credit 
drive up property and asset prices, which in turn increase collateral values and thus 
the amount of credit the private sector can obtain until, at some point, the process 
goes into reverse. 

Financial imbalances can occur because of the reluctance of regulatory authorities to 
“take away the punchbowl when the party gets goings” and because market 
participants think “this time is different”2.  As the former Citigroup Inc. CEO infamously 
said in July 2007 “As long as the music is playing, you’ve got to get up and dance.  
We’re still dancing”. 

Periods of serious financial distress have typically been associated with the bust phase 
of asset price and credit cycles, as financial imbalances built up in good times unwind 

                                                        
2 Carmen Reinhart and Kenneth Rogoff: This time is different: eight centuries of financial folly, Princeton University 

Press 2009. 
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in a disruptive manner.  The unwinding of financial imbalances has contributed to 
serious economic downturns or economic weakness. 

Balance sheet recessions are particularly costly and monetary policy may provide an 
ineffective remedy.  Monetary policy typically operates by encouraging borrowing, 
boosting asset prices and risk-taking.  But initial conditions already include too much 
debt, asset prices (property) that are too high and too much risk-taking.  There is an 
inevitable tension between how policy works and the direction the economy needs to 
take. 

Because disruptive financial imbalances can occur in low and stable, or even falling, 
inflation environments monetary policy may not be a very effective tool to prevent 
financial imbalances occurring.  Monetary policy can be a very blunt tool.  Raising 
interest rates may be ineffective in restraining rapid increases is assets prices and 
increasing levels of debt, because market participants expect such high rates of return 
from buying bubble-driven assets.   

Bubble-driven assets may also only comprise a fraction of the economy, while an 
increase in interest rates could affect the entire economy.  In such cases prudential 
regulation can be seen as either substitutes for, or complements to, monetary policy 
to counter financial imbalances and target asset price inflation that is occurring in a 
particular asset class or sector of the economy. 

Commercial banks as creators of virtually all money used in our economy are 
particularly susceptible to the unwinding of financial imbalances.  If investment and 
loans losses incurred by commercial banks are large enough to pose the risk of 
outright defaults on commercial bank money (deposits), trust in the monetary system 
could be severely undermined. 

Financial stability relates not only to the absence of actual financial crises but also to 
the ability of the financial system to limit, contain and deal with the emergence of 
financial imbalances before they constitute a threat to the financial system or the 
economy.  In a well-functioning and stable financial system, this occurs in part through 
self-corrective, market-discipling mechanisms that creates resilience and prevents 
problems from festering and growing into system-wide risks.  But these mechanisms 
may not be effective enough in times of “irrational exuberance” and the unwinding of 
financial imbalances can be particularly disruptive to both the monetary and financial 
systems.  In this respect, there may be a policy-related trade-off entailing the choice 
between allowing market mechanisms to work to resolve potential difficulties and 
intervening quickly and effectively – through liquidity injections via markets, for 
example – to restore risk-taking and stability.  Thus, financial stability entails both 
preventative and remedial dimensions. 

Prudential regulation can increase the resilience of the financial system by building and 
releasing buffers that help maintain the ability of the financial system to function 
effectively, even under adverse conditions, contain the build-up of systemic 
vulnerabilities over time by reducing procyclical feedback between asset prices and 
credit and containing unsustainable increases in leverage, debt stocks and volatile 
funding and control structural vulnerabilities within the financial system that arise 
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through interlinkages, common exposures and the critical role of individual 
intermediaries in key markets that render individual institutions “too-big-to-fail”. 

In the time dimension, such calibration usually calls for building up buffers as systemic 
risk accumulates in good times in order for them to be drawn down in times of stress, 
so as to help constrain the boom and dampen the bust. 

“As history makes abundantly clear, edging closer to simultaneous monetary and 
financial stability is a permanent process, not a task with a well defined beginning and 
end.”3 

6 How should the Reserve Bank be governed? 

I do not have any great insight as to how the Reserve Bank should be governed except 
to note that we still have much to learn about financial cycles and macroeconomics.  
As such any governing structure would benefit from a range of different views.  
Whether this be at its governance level or in the conduct of primary research and 
analysis.   

I would strongly support the Reserve Bank being given the remit to undertake a broad 
range of primary research given the current lack of knowledge of how financial 
systems interact with the real economy.  Many macroeconomic models still do not 
incorporate financial factors into their models.  Modelling the financial cycle correctly, 
rather than simply mimicking some of its features superficially, requires recognising 
the fundamental monetary nature of our economies and that the financial system can 
be a cause of economic instability. 

7 Contact Details 

8 Request that Submission be Anonymised 

I request that my submission be anonymised. 

9 Parts of Submission not to be published or released under the Official 
Information Act 1982 

I request that my name and contact details are not published or released under the 
Official Information Act 1982 (“OIA”) pursuant to section 9(2)(a) to protect my privacy. 

I request that any information relating to the proposals for the reform today’s banking 
systems set out in my paper are not published or released under the OIA pursuant to 
section 9(2)(b) because that information represents approximately 10 years of 
unremunerated research, which I hope to monetise at some stage.  For this reason, I 
have not chosen to publish my paper.  The information that I do not want published or 

                                                        
3 Claudio Borio and William White: “Whiter monetary and financial stability? the implications of evolving policy 

regimes”, BIS Working Papers, no 147, February 2004. 

[1]
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released under the OIA is set out in sections 6 to 13 of my paper and any references in 
the other sections of my paper to information in those sections. 

For your convenience I attached a duplicate copy of my submission and paper 
highlighting in yellow the information that I do not want published or otherwise 
released under the OIA. 
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