
   

The Treasury 
Reserve Bank Act Review Phase 2 Submission Information Release 

March 2019 

This document has been proactively released by the Treasury on the Treasury website at  

https://treasury.govt.nz/publications/information-release/reserve-bank-act-review-phase-2-proactive-
release 
 
Information Withheld 

Some parts of this information release would not be appropriate to release and, if requested, would be 
withheld under the Official Information Act 1982 (the Act). 

Where this is the case, the relevant sections of the Act that would apply have been identified.   

Where information has been withheld, no public interest has been identified that would outweigh the reasons 
for withholding it. 

Key to sections of the Act under which information has been withheld: 

[1] 9(2)(a) - to protect the privacy of natural persons, including deceased people 

[2] 9(2)(g)(i) - to maintain the effective conduct of public affairs through the free and frank expression of 
opinions 

Where information has been withheld, a numbered reference to the applicable section of the Act has been 
made, as listed above. For example, a [1] appearing where information has been withheld in a release 
document refers to section 9(2)(a). 

 
Copyright and Licensing 

Cabinet material and advice to Ministers from the Treasury and other public service departments are  
© Crown copyright but are licensed for re-use under Creative Commons Attribution 4.0 International  
(CC BY 4.0) [https://creativecommons.org/licenses/by/4.0/]. 

For material created by other parties, copyright is held by them and they must be consulted on the licensing 
terms that they apply to their material. 



 

1 
 

Some thoughts on deposit insurance for New Zealand 

A response to the review of the role of the Reserve Bank of New Zealand and how it should be 
governed, January 2019. 

I was, for a long time, not in favour of deposit insurance in New Zealand. I was concerned that if 
retail depositors no longer had to worry about the soundness of the institution with which they were 
placing their funds, incentives for banks to restrain their risk-taking would be undermined, and in 
fact, riskier institutions that paid higher rates of interest would be the ones to garner deposit funds. 
We appeared to have an alternative in New Zealand, with the disclosure regime that was adopted in 
1995, which meant that bank customers had the means to assess bank safety and soundness for 
themselves, and they would therefore be discouraged from placing funds with risky institutions.  

There is good precedent internationally for criticising deposit insurance, although there is also a 
good argument in support of it. A key outcome from deposit insurance is that the threat of a 
disorderly mass withdrawal of deposits is much reduced,1 which means that, in general, banks do 
not need to hold as large a liquidity reserve as they otherwise might. This allows them to operate 
with a less liquid asset portfolio, which might be reflected in increased or higher risk lending. 2 

The positive interpretation of this is that deposit insurance thus increases banks’ ability to support 
home-buyers and other borrowers, but the negative is that banks’ lending may become riskier.3 The 
prospect of lending becoming risker is compounded by the role of deposit insurance in potentially 
undermining depositors’ interests in wanting the bank to be lower risk (thus protecting their 
investment in the bank). A commonly cited example of this is with the Savings and Loan crisis in the 
United States in the late 1980s. A consequence of this weakness is that the design of the deposit 
insurance system matters, so that there continue to be incentives for banks to limit their risk-taking. 

A further downside risk from deposit insurance is that the depositors in failed banks may end up 
having to be reimbursed from the public purse, a particular issue if the deposit insurance scheme is 
relatively generous, or if it is made so by government intervention, as occurred in Ireland in 2008. 
This is used as an argument against deposit insurance, whereas in reality it is more of an issue of the 
design of the deposit insurance system and the way in which governments may intervene in its 
operation. It also highlights the distinction between implicit and explicit guarantees. 

Another criticism of deposit insurance is that it will not always prevent bank runs, with an example 
commonly quoted being the run on Northern Rock in the United Kingdom (UK) in 2007. This, 
however, could be argued as being a reflection of a deficiency in the design of the UK deposit 
insurance scheme, in that depositors only had partial coverage after the first GBP 2000: if you had 
more than GBP 2000 on deposit, you were still incentivised to run on the bank because of the partial 
loss to which you might otherwise be exposed. A further issue in the UK context was that it was not 
clear how any pay-out of insured deposits might occur: if there was to be a considerable delay in 
obtaining access to funds, it would still be rational for depositors to run to ensure that they got 
access to their funds sooner rather than later. This contrasts with the situation in the United States 
of America, where deposits are able to be redeemed relatively quickly after the FDIC has intervened 
in a failing bank. 

                                                           
1 As per Diamond & Dybvig (1983). 
2 Deposit insurance can also be shown as reducing risk in a banking system during crisis periods. See Anginer et 
al (2014), Bollen et al (2015). 
3 The classic reference on the problems of deposit insurance is Demirgüç-Kunt & Detragiache (2002), but see 
also Anginer et al (2014). 
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The New Zealand environment  

When the disclosure regime was adopted in 1995, the Reserve Bank of New Zealand (RBNZ) was able 
to argue that it relied on the same information as the general public from what the banks reported 
in their disclosures: they had no better information than was available to the general public for 
assessing bank soundness. They could therefore argue that they had no responsibility in terms of 
being able to take pre-emptive action to prevent bank failures. This remained as the prevailing 
wisdom for a number of years. 

Things have changed since the 1990s, however. Banking has become more complicated, and we 
have a more extensive understanding of bank risk and what can cause difficulties for banks. Bank risk 
measurement and management have become more sophisticated. Partly in response to this, but 
also reflecting questions as to the quality of their regulatory activities, the RBNZ started to ask more 
questions of the banks they supervised, and to collect more information from them. It is arguable 
that the RBNZ now collects enough information to be able to make its own assessments of banks’ 
soundness, regardless of what is disclosed.  

We have also had changes to the disclosure regime, with the most recent being the introduction of 
the dashboard in 2018. This is intended to enhance the readability of the information disclosed to 
the public, but it does this by simplifying some of the disclosure, so that it is more difficult for more 
expert analysts to understand the detail of bank performance (to be fair, this is only the most recent 
of a series of changes which have generally resulted in a reduction in detail). Matters have also 
become more challenging for analysts because of the increasing complexity of banks’ operations, 
with different classes of liabilities being treated differently, and increased use of off-balance sheet 
instruments (Bertram & Tripe, 2012). This complexity would provide an argument for adoption of 
the principle of depositor preference in bank liquidations. 

We have now also had some experience of deposit insurance in New Zealand, with a temporary 
emergency scheme having been adopted during the global financial crisis (GFC), in the latter part of 
2008. This was introduced in a hurry, with many of the details of how it ought to function not fully 
worked out at the time it was introduced. Given its background, we are fortunate that the banking 
sector managed to discontinue its involvement in the scheme after two years with no losses being 
incurred by the government as insurer. The situation turned out somewhat differently for some of 
the non-bank financial institutions (finance companies in particular, with South Canterbury Finance 
the best known example) that obtained extended coverage, and which could then not repay 
depositors as the expiry of the extended guarantee approached.  

These events have had a somewhat negative impact on New Zealanders’ perception of deposit 
insurance, but on the other hand, they would support an argument that we should have a properly 
designed deposit insurance scheme in place prior to a crisis, so that we are prepared. It was already 
evident to me that, in the face of the uncertainly that arose at the time of the GFC, having a deposit 
insurance scheme already in place would have been a good thing in terms of assuaging the concerns 
of bank depositors as to the status of their funds. We should also note that many of the other 
countries that were previously like New Zealand have been adopting deposit insurance schemes 
over the last few years. Is it New Zealand that has things wrong, or is it the rest of the world?4 

The experience of the GFC impacted on banking regulation in New Zealand in another way as well, in 
that it gave the RBNZ a justification for looking for ways to manage bank failures. Work had been 
being undertaken over a number of years (including prior to the GFC), and was implemented in 2013 
                                                           
4 See Demirgüç-Kunt et al (2015) for a report on international deposit insurance coverage. 
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as Open Bank Resolution (OBR). This is designed to keep banks operating after a potential default, 
with the bank able to resume operations after being recapitalised by its depositors on a pro-rata 
basis (with depositors being subject to a haircut). It was presented as an alternative to deposit 
insurance, but, as I explain below, it can also be a complement to it. 

What we could therefore expect require or expect from a deposit insurance scheme? 

The experience of the GFC and of other countries around the world where bank failures have 
occurred highlight a number of issues around the design of a deposit insurance scheme. A badly 
designed deposit insurance scheme can impose considerable costs on consumers and taxpayers, 
perhaps as a result of incentivising bad behaviour, but if we can design one correctly these adverse 
effects should be able to be minimised.5 What features therefore need to be included in a deposit 
protection scheme so as to maximise its benefits and minimise its costs?  

Note that my outline of the issues is constrained because we do not have enough information on the 
structure of banks’ deposit portfolios, including the distribution of deposits by size. I presume that 
deposit structure will vary from bank to bank, and that most depositors (by number of deposits) are 
small, with numbers of depositors reducing as deposit amounts increase. I presume that that the 
RBNZ has this information, but that it has not chosen to make it available: without that information 
it is difficult to specify just what a deposit insurance scheme should look like. 

There should be an upper limit on deposit insurance coverage, which might be specified by 
depositor, or by account, although we then have issues with specification of deposits for joint 
accounts. Should there be a limit for each person, or should a limit be joint? This is likely to make a 
significant difference to the amount of deposits that would be covered in any bank, although there 
will also be differences between banks desponding on their relative size and deposit mix – for 
example, my expectation would be that smaller banks would have a much smaller proportion of 
their overall liabilities accounted for by deposits for amounts in excess of $1 million. 

This matters for the process of resolving a failed bank. In the New Zealand context, this is made 
significantly easier because of the adoption of the OBR system. The de minimis limit (below which 
accounts are not subject to a haircut, which could then be the cap for deposit insurance coverage) 
could be set at a level that would ensure that a large proportion of depositors were not affected by 
the OBR process. Operation of the OBR process would allow banks to re-open with customers having 
access to their remaining funds the following day, which would reduce the uncertainty they faced 
and thus their incentive to run on a bank that was perceived as weak. Without more information, 
however, it is not possible to set out likely processes in more detail. 

Another benefit from deposit insurance and the OBR interacting in this way is that the number of 
depositors left exposed by the banks’ liquidation will be much reduced, substantially reducing the 
cost of the liquidation. There is precedent for this in New Zealand with the liquidation of the 
Development Finance Corporation, which was placed in statutory management in 1989. 

There are benefits in capping the coverage under a deposit insurance scheme. A cap reduces moral 
hazard, in that a significant portion of deposits (by value, although not by number) remain exposed 
to the risks of bank failure, and are thus positioned to continue to monitor the condition of the bank. 
Because these are larger depositors, it is likely that they will be more financially sophisticated, and 
thus be better equipped to undertake the necessary monitoring.  

                                                           
5 See Demirgüç-Kunt et al (2003) for discussion of the importance of the design of deposit insurance systems. 
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Capping coverage also reduces the fiscal risk to the public purse, in that the amount of insured 
deposits will be less relative to the total liabilities of the bank (particularly if depositor preference is 
also applied). In fact, my expectation would be that, for any sensible level of limit (likely to be under 
$500,000), the bank would be likely to have to write down the value of its assets by more than 50% 
for there to any permanent cost to the insurer (although the insurer might need to provide short 
term financing to pay out on insured deposits while the bank was being liquidated). Note, however, 
that this estimate is somewhat speculative because we have not been provided with more detailed 
data on the composition of bank liabilities. 

Another issue with deposit insurance is the charging of premiums. Requiring the payment of 
premiums is desirable, as it reflects the benefit to the bank of having its deposits covered – and the 
more deposits that are covered, the more that should be paid. This should constrain banks from 
expanding their deposit base excessively solely on the basis of insurance, something that was 
arguably not addressed in the design of the initial scheme that operated in New Zealand in the 
aftermath of the GFC. 

Ideally, any premiums should be risk based, but there is then a problem of differentiating between 
banks based on their riskiness. Small banks are generally risker than large banks (their portfolios are 
not usually as well diversified), and they generally carry lower (agency) credit ratings: under any risk-
based system, smaller banks would thus be likely to be subject to higher premiums, which would be 
likely to disadvantage them in competition with larger banks. This is a policy that would be unlikely 
to be attractive from a public good perspective. 

If there is a deposit insurance system, one should expect the insurer to want to mitigate potential 
losses by exercising some oversight of bank risk-taking.6 Some clarification would then be required 
as to the role of the deposit insurer relative to any other entity with responsibility for financial 
system oversight (a role currently carried out within the RBNZ). The choice of how the deposit 
insurance system is to be managed thus depends on what decision is made in relation to the 
continuation of financial system oversight by the RBNZ, or whether this should be in transferred in 
part or in full to some other entity. 

This also raises questions as to the ongoing role of non-bank deposit-takers. One suspects that these 
would find it difficult to survive if they were not able to be covered by the deposit insurance scheme, 
and yet their operations are generally significantly riskier than banks (as seen from their credit 
ratings), which would mean that risk-based insurance pricing would also have a strong negative 
effect. 

A further point is that New Zealand banks already have quite a high ratio of loans to assets by 
international standards. This would mean that there would not be as much of an opportunity for 
New Zealand banks to increase their lending in response to the adoption of deposit insurance, 
mitigating potential concern for regulators. 

This outline of how a New Zealand deposit insurance system might operate differs from that which 
has been adopted in Australia. In my view, there are a number of weaknesses in the design of the 
Australian system, such as its use of ex post funding for losses, and my outline here has attempted to 
address some of those deficiencies. 

Overall, my view is that the adoption of a formal deposit insurance scheme in New Zealand is a 
desirable development. Deposit insurance should be supported by depositor preference. In contrast 

                                                           
6 Anginer et al (2014) note the importance of robust supervision when there is deposit insurance. 
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to uncertainty that might otherwise arise and the uncapped liability of implicit guarantees that might 
otherwise be presumed to exist, an explicit guarantee as part of a deposit insurance scheme is a 
desirable outcome. 

 

David Tripe 
School of Economics and Finance 
Massey University 
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