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Thank you for your Official Information Act request, received on 14 August 2019. You
requested the following:

any reports, papers, submissions and advice prepared by Treasury relating to the
RBNZ's review of capital requirements for locally incorporated banks.

I would like the request to incorporate any correspondence with ministerial
advisers and/or the RBNZ on the topic.

In a subsequent conversation with the Treasury, you clarified that “correspondence
with ministerial advisers and/or RBNZ on the topic” refers to correspondence with
substantial advice or debate on the Reserve Bank of New Zealand’s review of capital
requirements for locally incorporated banks.

A response to your request was originally due on 13 September 2019, but the Treasury
extended the response time for this request.

Information being released

Please find enclosed the following documents:

Item | Date Document Description Decision

1.

28 November 2017 | Aide Memoire: Briefing for meeting with Westpac on Release in part
30 November 2017

2. 15 January 2018 Aide Memoire: RBNZ Capital Review Release in part
3. 28 February 2019 | Aide Memoire: Meeting with NZBA Release in part
4. 19 March 2019 Treasury Report: Meeting with OECD delegation to Release in part
discuss their 2019 Draft Survey of New Zealand
5. 4 April 2019 Aide Memoire: Meeting with BNZ Release in part
6. 5 April 2019 Aide Memoire: Meeting with ANZ Group Chief Release in part
Economist
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7. 30 April 2019 Aide Memoire: Meeting with ASB Release in part

8. 9 May 2019 Treasury Report: OECD Economic Survey Update Release in part

9. 9 May 2019 New Zealand Economic Survey — New Zealand 1 Release in part
pager

10. | 6 June 2019 Aide Memoire: Meeting with SBS Bank Release in part

11. | 11 June 2019 Aide Memoire: Meeting with Oliver Hartwich, The Release in part
New Zealand Initiative: RBNZ reforms and bank
governance

12. | 19 June 2019 Aide Memoire: Meeting with Westpac on 25 June Release in part
2019

13. | 19June 2019 Treasury Report: Launch of OECD Survey of New Release in part
Zealand 2019

14. | 11 July 2019 Aide Memoire: Talking points for the NZ Initiative Release in part
lunch

15. | 23 July 2019 Aide Memoire: Meetings with Citi on 25 July 2019 Release in part

16. | 19 June 2019 Banking matters — FEC June 19 Release in part

17. | 18 December 2017 | Bullet points for the PM’s attendance of the NZBA Release in part
dinner on 18 December 2017

18. | 30 April 2019 Draft RBNZ’s Bank Regulatory Capital Proposals: Release in part
Key topics Treasury internal discussion

19. | 21 May 2019 Briefing — Secretary and Deputy Secretary Meeting Release in part
with Banks

20. | 28 May 2019 Internal Working Document: Comparison of RBNZ Release in full
and Sapere Capital Adequacy Analyses

21. | 26 July 2019 Treasury Report: Reserve Bank review of capital Release in part
requirements for locally incorporated banks

22. | 26 March 2019 Email: Input for aide-memoire for meeting with BNZ Release in full

23. | 26 March 2019 Attachment: Reserve Bank Aide memoire: Meeting Release in part
with the National Australia Bank Acting CEO and
Chair Designate, and Bank of New Zealand Chairman
on 8 April 2019
(attachment to item 22 — Email: Input for aide-
memoire for meeting with BNZ)

24. | 21 May 2019 Email: Re: Background and talking points on Capital Release in full
Review

25. | 21 May 2019 Email: Re: Background and talking points on Capital Release in full
Review

26. | 22 May 2019 Email: TSY-RBNZ discussion on Capital Review Release in full




27. | 23 May 2019 Email: Re: TSY-RBNZ discussion on Capital Review Release in full
28. | 23 May 2019 Attachment: Agenda for meeting Release in full
(attachment to item 27 — Email: Re: TSY-RBNZ
discussion on Capital Review)
29. | 23 May 2019 Attachment: Email: sectoral impacts of capital review | Release in full
(attachment to item 27 — Email: Re: TSY-RBNZ
discussion on Capital Review)
30. | 23 May 2019 Attachment: Stylised example of RWA Release in full
(attachment to item 27 — Email: Re: TSY-RBNZ
discussion on Capital Review)
31. | 24 May 2019 Email: Re: Follow-up from May 23 meeting Release in full
32. | 27 May 2019 Email: Follow-up from 23 May meeting Release in full
33. | 27 May 2019 Attachment: Copy of RBNZ Q&A — The Capital Release in full
Review
(attachment to item 32: Email: Follow-up from 23 May
meeting)
34. | 28 May 2019 Email: Re: Follow up from 23 May meeting Release in full
35. | 5June 2019 Email: Re: Minister's meeting with SBS bank- content | Release in full
on capital review
36. | 16 July 2019 Email: Re Treasury advice on capital framework Release in part
proposal
37. | 5August 2019 Email: Additional Info Release in full
38. | 11 September Email: Re: Capital and bank failure Release in part

2019




| have decided to release the relevant parts of the documents listed above, subject to
information being withheld under one or more of the following sections of the Official
Information Act, as applicable:

information provided by the Government of any other country or any agency of
such a Government under section 6(b)(i),

to protect information where the making available of the information would be
likely unreasonably to prejudice the commercial position of the person who
supplied or who is the subject of the information under section 9(2)(b)(ii),

personal contact details of officials, under section 9(2)(a) — to protect the privacy
of natural persons, including that of deceased natural persons,

advice still under consideration, section 9(2)(f)(iv) — to maintain the current
constitutional conventions protecting the confidentiality of advice tendered by
Ministers and officials,

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

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

In addition, a paragraph in ltem 23: Reserve Bank Aide memoire: Meeting with the
National Australia Bank Acting CEO and Chair Designate, and Bank of New Zealand
Chairman on 8 April 2019 has been withheld under section 105 of the Reserve Bank of
New Zealand Act 19809.

Some information has been redacted because it is not covered by the scope of your
request. This is because the documents include matters outside your specific request.

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



Information publicly available

The following information is also covered by your request and is, or will soon be,
publicly available on the Reserve Bank of New Zealand and New Zealand Bankers'
Association websites:

Item | Date Document Description Website Address
39. 3 April 2019 | Capital Review Background Paper: An | https://www.rbnz.govt.nz/requlation-
outline of the analysis supporting the and-supervision/banks/capital-

risk appetite framework review-proposals-information-release

40. 7 May 2019 | How much capital is enough — a review | https://www.nzba.org.nz/wp-
of Reserve Bank Tier 1 capital content/uploads/2019/05/Appendix-
proposals One-Dr-Graham-Scott-report.pdf
41. May 2019 Terms of Reference: Capital Review: https://www.rbnz.govt.nz/-

External Experts’ Reports /media/ReserveBank/Files/regulation
-and-supervision/banks/capital-
review/Terms-of-Reference-Capital-
Review-External-Experts.pdf

42. 16 July 2019 | Attachment: Consolidated RBNZ Forthcoming

comments on Treasury Report (in

Email: Re: Treasury advice on capital

proposal framework)

43. | 31 July 2019 | Attachment: Slides for MoF — Potential | Forthcoming

impact of higher bank capital on

agri.pptx (in Email: Re: Treasury

advice on capital framework proposal)

44. 9 June 2010 | Failing prompt corrective action https://link.springer.com/article/10.10
57/jbr.2010.11

Accordingly, | have refused your request for the documents listed in the above table
under section 18(d) of the Official Information Act:

the information requested is or will soon be publicly available.

Some relevant information has been removed from documents listed in the above table
and should continue to be withheld under the Official Information Act, on the grounds
described in the documents.

Information to be withheld

There are additional documents covered by your request that | have decided to
withhold in full under the following sections of the Official Information Act, as

applicable:

o advice, under section 9(2)(g)(i) — to maintain the effective conduct of public affairs
through the free and frank expression of opinions by or between officers and
employees of any department or organisation in the course of their duty.



In making my decision, | have considered the public interest considerations in section
9(1) of the Official Information Act.

Please note that this letter (with your personal details removed) and enclosed
documents may be published on the Treasury website.

This reply addresses the information you requested. You have the right to ask the
Ombudsman to investigate and review my decision.

Yours sincerely

Robbie Taylor
Team Leader, Financial Markets
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Date: 28 November 2017 Kaitohutohu Kaupapa Rawa

To: Minister of Finance
Hon Grant Robertson

Deadline: 29 November 2017
(if any)

Aide Memoire: Briefing for mee
2017

You are meeting with Westpac on Th

Treasury:3810902v1 IN-CONFIDENCE 1
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Deleted - Not Relevant to Request

AN

//<// §\\\ ; 3 \‘/:;n \‘\\\\\ A4
RBNZ banking capital review AR AN
N ) -/
// . \/ N N

The RBNZ is currently undertaking a reyié@f\\fhe capital\&d&@%fframework for registered
banks. The consultation will cover thz&g‘@n??eas: (1)@]jat\$h6uld qualify as ‘capital’; (2)
the calculation of risk weighted assgt\; @r{ck(ﬁ) minimyﬁ\éép’jiafratios and buffers. The
RBNZ has released papers on introductory issues and;\:?vh\\\aiéhould qualify as ‘capital’, and
the paper on the calculation of/risk\v\vel‘g'ht/ed assgt&\ig\?\g\béreleased by the end of this year.
< N Q 7“"‘ >
Westpac has submitted on }ﬁ%w@gurrently/@e\%@ ‘(,/onsultation papers and this is a good
opportunity for you to se/ek@h ir views on the r\eﬁjéyv. Westpac has indicated its support for
the review, but has raised some concerns.’| n-general terms Westpac believes that there are
benefits in allowing contingent debt' toﬁb&g%d as part of banks’ tier one capital and that the
RBNZ's proposals, are likely to requi@”’g; t§ supervision by the RBNZ. Westpac has also
submitted that ir}tévfr@ ‘igr{al harmonisation is important and a full cost/benefit analysis should
be undertaken once’the RBNZ has ¢ breted its review (taking into account macroeconomic
impact of tr}e/@w\p/o\sed changes). .

4 </$\\\// /\ /
You coykhrg @ﬂd by no’gin‘g\*ha\t}ﬁe RBNZ intends to release a further paper, and will take
into account \submitters,’ﬁiéw‘ .{The RBNZ also plans to conduct both a full Quantitative

Impact&dﬂe{/ and aReégh\aib(y Impact Assessment.

A~ N )
N\ )
N \\\ ,,,,//

Deleted - Not Releva@

s9(2)(K)

Daniel Jury, Senior Analyst, Financial Markets,
s9(2)(k)

Craig Fookes, Team Leader, Financial Markets,

1Contingent debt in this context are instruments that write-off or convert into equity when certain triggers are met.

Treasury:3810902v1 IN-CONFIDENCE 4
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Reference:  T2018/35 BM-1-7-78 T, st T

THE TRE ASURY
Date: 15 January 2018 Kaitohutohu |\dl|pd]](| Rawa
To: Minister of Finance

(Hon Grant Robertson)

Deadline: 17 January 2018
(if any)

Aide Memoire: RBNZ Capital

You are meeting with the Reserve Bar
Bank’s capital review. We understand t
an overview of the key issues o [
level comments as background. %
about in discussions with the ki g
explore further with the Re e% }ank

‘ dnesday@ ry to discuss the
\\ ing is for you to obtain

ire provides some high-
tyou are most I|ker to hear

Background: Role o} nd rele
- \

Through COﬂdItIOI?(S e? reg”,stratlon t

eqwty The functlon of regulatory bank capital
k’s default on obligations to creditors (including

deposito sts to tax rs from a bailout. It is appropriate that the Reserve
Bank re v e capltqkreq ents for registered banks from time to time.

N \V
Se@c pital req G,H % is a function of the Reserve Bank for which it has
oper ional indepen These requirements can, however, have wider economic

implications (wea m }ements can undermine economic stability and excesswely

tough requir ay impose undue costs on banks, investors, and consumers).
is therefor %%)riate that the Bank keeps you appraised of the issues covered by
the revie the direction the Bank is taking. It is appropriate for you to be

comfor/(ab‘re\ t financial stability interests are being served by the capital regime
W|thou\LLrRme costs being imposed on participants in the economy.

Review takes a three-stage approach

Capital requirements are generally expressed as a ratio of types of capital to a bank’s
risk-weighted exposure. The review’s approach is to consult separately on:

i. What should count as regulatory capital (ie, the type of capital)
i. How banks should measure risk-weighted exposures

iii. The levels to be set for minimum capital ratios

Treasury:3903383v2 IN-CONFIDENCE 1



IN-CONFIDENCE

Item (i) has been completed and the Reserve Bank has published a response to
submissions received. ltem (ii) is currently being consulted on. Item (iii) will be
consulted on later this year.

The RBNZ proposes to move away from recognising contingent debt as

regulatory capital j %
Contingent debt (also known as ‘hybrid’ capital and ‘co-cos?) i bt that wri/es off o

0 a bank’s ¥m\aﬂ/c/lal
o submissions, a
common theme in submissions was opposition to the pr sal to cease recognising
contingent debt as capital.

Opposition focussed on several arguments i

a reduction in funding options for
o the impact on local financial

apital

o the impact on banks’ cost o

o challenging the Res: ank’s R \
effectlvenes/s of cont\n ent de

N
$9(2)(9)() @

The outs@uestion is how banks would respond to the loss of having contingent

debt réce i and what the cost implications will be. Will they seek to increase their
actual levels of regulatory capital and pass on any additional costs of doing so, or will
they seekto restrict new lending, particularly to sectors of the economy that attract the
greatest risk weighting (such as business and agriculture) and sell risk-weighted
assets? It will not likely be possible to reasonably speculate on this question until the
Bank’s proposals on minimum capital ratios are known later this year.

Treasury:3903383v2 IN-CONFIDENCE 2



IN-CONFIDENCE

The Reserve Bank proposes to disallow some internal credit risk models
Among its proposals on measuring risk-weighted exposures, the Reserve Bank is

proposing to disallow the use of internal credit risk models for any exposure that is also
externally rated and to require the use of standardised models instead.

The Basel Committee on Banking Supervision has also recently moved to limit
of internal models in credit risk assessment. The Reserve oposals er

and take a more simplified approach. Submissions on thi t yet beén regel
but we await them with interest in light of the Basel dec'| g

ear, banks can ef(pected

ternal models:
</f 57 \/

Based on feedback to the Bank’s initial issues paper last
to oppose the proposal on the grounds that their ir

. are robust

. provide the most risk-sensitive esti %\s of capit C%
o enable them to respond best cn s in mar e{/eﬂw nments and risk
practices. % |

s9(2)(9)(i) Both in
New Zealand and overs@e al modeIS' oeen found to consistently estimate

lower capital require would be the case using the standardised models, for

the same portfolios. (Banks may not have \he r{ght incentives to model credit risk

robustly; a key mgentlve/fgr banks be to minimise their capital costs. Failure to
it ri \abbr priately incre: e likelihood of unanticipated losses.

The justificatio ternal models.is stronger where a bank’s portfolio is uncommon
1eld portfolios.

We see a numb \hfgher-level questions emerging from the review which we are
interested in and which you may wish to raise to ensure you have an
the underlying issues:

understan
1. Are other, intermediate policy objectives that should be taken into
Kc‘caﬂnt such as capital market development?

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

Would the non-recognition of contingent debt instruments as capital adversely
affect the development of New Zealand’s financial markets? If so, would it mean
that no such market for these instruments would actually exist at the point when
such sources of financing might be desired?

Treasury:3903383v2 IN-CONFIDENCE 3



IN-CONFIDENCE

The Reserve Bank usefully notes that the amount of contingent debt issued by
New Zealand banks represents approximately only 19% of total New Zealand
(NZDX listed) debt market capitalisation, so the banks’ contingent debt is not
necessarily a major player. The question is whether we should be looking for
regulatory capital settings to play a wider role in developing local financial market
depth and liquidity, particularly so that the depth is there to be tapped when it is

investors — particularly ‘mum and dad’ retail inves ally und\(\ai@aﬁd\the
risks associated with them. This potential lack tanding is one-of the
reasons why contingent debt instruments are see being vulner bggl{)
taxpayer bail-out rather than being used for-absorption of bank losses. There is
evidence internationally of governments bei ‘ffgzi)dctant tqn\e”l"et,a investors
bear bank losses through investment i nts that'they may not have fully
: epth in'such instruments may
re by i nd risk awareness
=

needed. i é
The flipside of encouraging diversity in capital instru nsurinﬁ,ﬁét,{h
n

\ingent debt is contractually

. itand enforcement that is at odds with
the Bank’s supervisory fra ‘
contingent deb('tsfth L S i ments are not unduly complex; they just require
the regulatog\\tgfapﬂythe supe resources necessary to understand them.

N~
upervisory fr
hasises b% -discipline and market discipline over
his approach is hot common internationally and the IMF has

r ed the (Béi%%ider a more involved approach to supervision.
. N
Q&th a risk ‘

of nk’s supervisory model unduly driving the Bank’s
ré‘gufatory seﬂfi—n/g( “(such as capital requirements) to manage risk, rather than the
supervisor%de)being a response to the nature of the risk?

~_

%ﬂl be done on estimating the impact on the cost of capital?

/""’\

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

What cost estimates will the Reserve Bank be undertaking in the development of
its final proposals?

Treasury:3903383v2 IN-CONFIDENCE 4



IN-CONFIDENCE

4. Should New Zealand and Australia be looking at greater harmonisation?

The Reserve Bank usefully notes the relevance of the Australian Prudential
Regulation Authority (APRA) assessment of what constitutes ‘unquestionably
strong’ capital ratios. APRA will in fact be carrying out its own capital adequacy
requirements review this year. Given that New Zealand’ S ‘big four’ banks are

wholly owned subsidiaries of Australian banks, the question arises at wh omt
might it be in both countries’ interests to pursue a mor: nised ap to

bank regulation.
Harmonisation could be wider than just on cap ments, t h\ ?ﬁe

changing technological landscape (eg, mterna n ends towards ©
banking’ and the as-yet unknown implicati 0

access to financial services across bord

reach of foreign regulatory regimes (e
laundering and counter-terrorism finar

harmonisation in the regulatory fr.
institutions, if not between the two j

nd anti-money
\t&r asing pressure for
nt and subsidiary

NZBA has commissioned an |®'

capitalisation

The New Zealand Banke \
Coopers study on how
internationally. You r?@%#

study.

ggwe Bank for their views on the NZBA

Victor Kui
Dasha

Treasury:3903383v2 IN-CONFIDENCE 5



Reference:

Date:

To:

Deadline:
(if any)

on Tuesday 5 March

1. You are meeting with Roger Beal
Bankers’ Association (NZBA

Relations, on Tuesday 5 I\@h 19.

SENSITIVE

T2019/432  SH-11-4-3

THE TRE ASURY
Kaitohutohu |\dl|pd[](l Rawa

28 February 2019

Chlef Executive of the New Zealand
|Ies Erwm\Assgcréte Director of Government

\\:\

2. This meetingisam g%@d -greet Wlthr/ fBeg%ont and Mr Erwin. You met with

the chair of the N id McLean 1} i
Westpac New Zeal and’i

the chief executlves of all the
Minister an(ithe M}nlster of Com

apacity as the Chief Executive of

Novelyb i\2{l 8. You also met with the NZBA Council,
r banks, in December 2018 with the Prime
e and Consumer Affairs.

3. You req e 23 briefing omssues which the NZBA may wish to discuss and

ou may.wis to raise with the NZBA.

Deleted - Not Reléval uest %

@@

&
S
S

7.  The NZBA may also ask about or raise the following other matters
CDeleted - Not Relevant to Request

The Reserve Bank’s capital review.

Pages 2 - 3 of this document have been deleted as they are not relevant to the request.

Treasury:4077106v1 SENSITIVE 1



SENSITIVE

ank releas% urth and final consultation paper for the review
irements.in December 2018, and is receiving submissions until 3
ina ation seeks feedback on how much capital banks
he Reserve Bank’s financial stability objectives.

30. concerns that the proposed capital that banks should have

he NZBA r
is too high; ould lower the return on equity and may increase the cost of
lending f umers. The NZBA met with the Minister of Commerce and
Co airs late February and raised these concerns.

irve Bank acknowledges that the cost of lending may rise in response to
the_prop

osals. However the Reserve Bank advised that this cost should be
balanced against the benefits of a more resilient banking system, such as credit
being more likely to flow and support the economy during stress, depositors
having greater confidence in their investment, and fiscal risk decreasing with
shareholders bearing more of their own risks

31.

32. In areport to you by the Reserve Bank on the 13 February 2019 [Reserve Bank
report 5243 refers], the Reserve Bank estimated that the increase in the cost of
lending will be around 20 to 40 basis points. This increase will depend on a

Treasury:4077106v1 SENSITIVE 4
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number of factors, including the level of competitive pressures across banks and
across other sources of finance.

33. Setting capital requirements for banks is an independent function of the Reserve
Bank. You should encourage the NZBA to engage with the Reserve Bank on the
final phase of the review and inform the NZBA that the Reserve Bank is keeping
you informed on the review. &

7

Robbie Taylor, Team Leader, Financial Markets, =
O\

/-
Max Lin, Analyst, Financial Markets, S2@®) & RNy

Pages 6 of this document has been deleted as they are not relevant to the request.

Treasury:4077106v1 SENSITIVE
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P

. e Bank is keeping me informed on the capital review and | encourage
bmit o tstage of the consultation.
Q
. importa y increased cost of lending should be balanced against the
benefits of.a resilient banking system.

Q
&

Treasury:4077106v1 SENSITIVE 7
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Treasury Report: Treasury Report: Meeting with OECD delegation to
discuss their 2019 Draft Survey of New Zealand

Date: Tuesday 19 March 2019 Report No: T2019/762

File Number: | SH-11-1 (T

Action Sought N

Action Sought ""SDée@ne

""\
Minister of Finance Note you have a meeting with%\egéyon from tbé \I@SOam, Thursday 21

(Hon Grant Robertson) | OECD to discuss the findings raft Surv ok\ March 2019
New Zealand 2019. %
Note that in addition to e nomlc pe@

the OECD has analy. d ar;d ade recorﬁ
on wellbeing, housi

Note this is the fir the OEC

comprehensi ely\ntegrate wellbeing S across a
whole surv% iy

Refer this« M|n|ste;// ' , Parker and
Lees-Ga ho are(méx;\\ne ting with the OECD

delegé’(ﬁn\

/
Contact for Telequb}(g/ Blscus/séqﬁkequwed)

Name osition Telephone 1st Contact

Blake Shepher ;Enior An{ajy}tv s92)(K) N/A v
T (mob)

Simon M@g\hﬁ& Manag% $9(2)(a)

Actions for the/mr ’s Office Staff (if required)

Return the sign \rNB Treasury.

Forward the ‘5| \d ort to the other Ministers that will meet with the OECD delegation — Minister Twyford,
Minister Parkér\ d Minister Lees-Galloway.

Note any
feedback on
the quality of
the report

Enclosure: Annex One: Draft meeting schedule for the OECD 2019 Survey
Annex Two: OECD’s summary of key findings and recommendations

Pages 2 and 7 of this document have been Deleted - Not Relevant to Request
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Bank capital requirements

29. The RBNZ is publicly consulting on its review of the capital adequacy framework
for registered banks. A key proposal in the review is to materially increase the

T2019/762:Meeting with OECD delegation to discuss their 2019 Draft Survey of New Zealand




IN-CONFIDENCE

amount of capital banks are required to hold in order to reduce the chances of
banks failing in New Zealand.

30. The OECD note the proposed increases would take capital requirements well
beyond those applying in major OECD countries. The OECD’s main findings are
that the proposed increases are bigger than those called for in comprehensive
analysis previously undertaken by the RBNZ in 2012 and potentially impose,
greater costs on the public than the benefits of reduced ﬁ(na»nmal crisis rsK m
light of this, the OECD has recommended that bank apitaweqwrements are\>
gradually increased, consistent with the analysis uﬁdefrtakeﬁ by the R@&erve
Bank in 2012, and that further evaluation of the)Ndfa{éJ;rade -offs Qﬁgolng
beyond these increases is undertaken. VAN \ .

- N \/

31. The Treasury has not formed a view on thé macroeconom|Q |mbacgs of raising
the capital requirements on banks, as theTeLS\qnéertalnty regaﬂmg the final
capital requirements. Public SumeSSIOOS proposaI&ane dae by 3 May
2019 and the RBNZ expects to release its | inal decisions on the capital
requirements in Q3 2019. FoIIowm re[éase of the, BNZsW‘lnaI decisions on
capital requirements, the Treasury.c Vﬁodel th Mab(beconomlc impacts and
form a view. The RBNZ expe:ctS\Lc)(eléase a tpchmcal analy3|s paper in the next
month and this will support/the\'f?easury in fgjr ning

/ y \ AN
AN N /O LN

Deleted - Not Relevant to Reques@/ é@QV
& &
&
& &V

A
S
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N
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Reference: T2019/958 SH-11-4-3-1
Date: 4 April 2019

To: Minister of Finance
(Hon Grant Robertson)

Deadline: None
(if any)

Aide Memoire: Meeting with BN@ :
N\

Meeting overview Q )

You are meeting with Philip Chroni -interim Ch{igﬁEXe/cutive Officer of National
Australia Bank Limited (NAB), a J-McKay, the Chaif of Bank of New Zealand

(BNZ) on Monday, 8 April 2019 at 8.00am—8.30am.
Group. D\ AL

Vs

hrnounced |n @h that Mr Chronican will become the

N
Mr Chronican dWl\??/I?ZKay have indicated that they wish to discuss:
o t@we Bank omZealand’s (the Reserve Bank) review of the
WI adqug/%@awork for registered banks

o the Rese Bank and Financial Markets Authority’s (FMA) report on the
—R\\/ culture@‘r% ct of the banking and life insurance sectors.

D)
Other topics@dﬁe raised include:

erve Bank Act Review

The NAB Board of Directors
next Chair of NAB Iat( /7rn

T —/

[ ]
* ”\\}h provision of regional banking services.
N

This briefing provides background and talking points on these topics.

BNZ is generally supportive of the Reserve Bank’s Capital Review

The Reserve Bank is currently consulting on the capital adequacy framework for banks
(the Capital Review). It is proposing to increase the minimum level of regulatory capital
for domestic systemically important banks (such as BNZ) from 8.5 per cent to 16 per
cent of risk-weighted assets, over a five-year transition period.

Treasury:4092086v1 IN-CONFIDENCE 1
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In December 2018, NAB estimated this would require a potential capital increase of
about NZ$4 billion to NZ$5 billion for BNZ.

BNZ is broadly supportive of the Capital Review. However, Mr McKay may raise the
following concerns, based on BNZ's engagement with the Capital Review:

ofeduce economi@%h,
y of crqajtﬁ(i.g.

o Higher capital requirements have the potential t

competition in banking, and unduly restrict the availab
may impact the ability to lend to every sector) \\5/\
o There are an existing range of prudentia anagement t%@l:sbét need
to be considered in the context of the Capital Review.
Setting capital requirements for banks is an i N ‘eﬁt function 'Reserve Bank.

Consultation on the proposal ends on 3 May &
publish its final decisions in mid-2019. Q\

nd the l%sf\ek\@/Bank intends to

@d\? A on their review of
The Reserve Bank and FMA jointly r‘év/iewed X t and culture of 11 New
Zealand banks and 16 Ne Eland life insurers (including BNZ Life Insurance
Limited) in the second ( \\
- a

‘ g D \ ,//,J
The Reserve BanK\ahéfFMA provid @aék to BNZ on the findings of the review so
that BNZ could dé/%bp://aﬁlan to d%} e issues. BNZ provided a response on

bank conduct and culture at th of March; a response on life insurer conduct and
culture is due by theend of June.

nk and FMA < eviewing the responses received from the 11 banks
ake aiubﬁa?\tj}i/e public comment in several weeks. Following the

and will,
co@;ta culture re anks are removing sales incentives for frontline customer
service staff and their managers.

™

BNZ has provided a response to
bank conduct and culture

e Reserve Banl<

Phase two of erve Bank Act Review

The re\ﬂe%m is preparing the second consultation document to be released in mid-
June 20{& his consultation document will cover:

o your in-principle decisions on topics from the first consultation, including the
Reserve Bank’s objectives, governance, and regulatory perimeter

o the remaining review topics, including prudential regulation and
supervision, crisis management, macro-prudential policy, the role of the
Reserve Bank in climate change, funding and resourcing, and coordination
arrangements.

Treasury:4092086v1 IN-CONFIDENCE 2
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The review team expects to complete policy work on the review towards the end of
2019 (including a third round of consultation), with legislative drafting taking place over
2020.

In its submission on the first consultation document, BNZ:

o supported widening the RBNZ'’s regulatory peri o include aIIt-
taking institutions (like Australia’s approach) t playlng/ﬁetd

between bank and non-bank deposit takers

\\\ )
o considered that depositor protection won@ ecessary i ?ﬂ e F¥eserve

Bank’s proposed higher capital requirements are impleme ted
Treasury notes that increasing cap ({ﬁ:ﬁu;ements ca reduce the risk of a

bank failing. However, increasin equwemént not eliminate

the risk of a bank failing and ther: oes not a%ef’gie desirability of
: . : o\
implementing depositor pro ﬁo@) \; ; ?

V\@h th

o supported prudential re on mainin eserve Bank, providing
that enhancements o the Res ‘e\gank s governance and
resourcing a& ) ) R

o supported moyi ’\d\a traditiona 6ard vernance model, but did not
consider a Fi oI|cy Cdmrq ee necessary.
$9)((v) Q@ %\/
Amir Meyst Financial Markets, S9@®)
Sam Tfrom\ n, Acting Team Leader, Financial Markets, S9®

N

Treasury:4092086v1 IN-CONFIDENCE 3
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Philip Chronican, Acting Group Chief Executive Officer, National Australia Bank

Mr Chronican is Acting Group Chief Executive Officer, National
Australia Bank as of 1 March 2019 and Chairman-elect. He is fulfilling
the Group CEO role in an interim capacity until a permanent
appointment is made.

Mr Chronican was previously a non-execulti tor of BN
October 2016 to 28 February 2019.
He has more than 35 years of experience in banking& cein Ausﬁava aﬁd New

Zealand. \5
Doug McKay, Chair, Bank of New Zealand N\
Mr McKay is Chair of the ew Ze d@%d a non-executive

director of National Au%g x
He has held CEO n% ing dir |t|ons within major trans-
g

Tasman compani anisatio chlydlng Auckland Council,
Lion Nathan, Harvey,( an Fielder, Sealord, and
Independent L|q or / N

The Reserve Bar@ a/ Review
. The R Bénk is keeé% ‘informed on the Capital Review. | encourage
you n its proposa

ant that/a %Qased cost of lending is balanced against the benefits

<9 jamore resili J(lr{g system.
s9(2)(f)§\ - @

Treasury:4092086v1 IN-CONFIDENCE 4
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Reference: T2019/1019 SH-11-4-3

THE TREASURY

Date: 5 April 2019

To: Minister of Finance (Hon Grant Robertson) @ &

Deadline: None

(if any)

Aide Memoire: Meeting with AN : i ist

You are meeting with Richard Yetsenga, i stha ead of Research at
Australia and New Zealand Banking Gro ay, 8 April 2019, at 6.15pm.

Treasury:4094969v1 IN-CONFIDENCE 1
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Capital review

(the Capital Review). It is proposing toi
for domestic systemically important

Treasury:4094969v1 IN-CONFIDENCE 2
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ANZ also noted that the outcome of the Capital Review should be factored into any
decision on depositor insurance. The Treasury notes that increasing capital
requirements can reduce the risk of a bank failing. However, increasing capital
requirements does not eliminate the risk of a bank failing, and therefore does not
negate the desirability of implementing depositor protection.

Max Lin, Analyst, Financial Markets, _

Sam Thornton, Acting Team Leader, Financial Markets, _

Treasury:4094969v1 IN-CONFIDENCE
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t that any increased cost of lending is balanced against the benefits
resilient banking system.

Treasury:4094969v1 IN-CONFIDENCE 4
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TE TAI OHANGA
THE TREASURY

Reference: T2019/1248 SH-11-4-3

Date: 30 April 2019

To: Minister of Finance (Hon Grant Robertson) @
Deadline: None &? § @

(if any)

Aide Memoire: Meeting with AS%% @§

Economist), and James Watson (Head-of

May 2019 at 5pm. :
ASB is likely to raise the following matters:

VNN

Treasury:4104333v2 IN-CONFIDENCE 1
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The Reserve E ‘rently on the capital adequacy framework for banks

(the Capital ew).’It is proposi increase the minimum level of regulatory capital
stemically important banks (such as ASB) from 8.5 percent to 16
er a five-year transition period.

Setting capital requirements for banks is an independent function of the Reserve Bank.
Consultation on the proposal ends on 17 May 2019, and the Reserve Bank intends to
publish its final decisions in the third quarter of 2019.

Treasury:4104333v2 IN-CONFIDENCE 2
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Suggested talking points

The Reserve Bank’s Capital Review ;

. The Reserve Bank is keeping me-in m) d on the meview. | encourage
ASB to submit on its proposal é

Treasury:4104333v2 IN-CONFIDENCE 5
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THE TREASURY
Treasury Report: OECD Economic Survey Update
Date: 9 May 2019 Report No: T2019/1313 <
File Number: . TY-1-0-2 L
N

Action Sought \5

Action Sought Dé@ikne
Minister of Finance Note the OECD’@ c Surve @o e

of New Zealand will bée unched —/
(Hon Grant Robertson) Wellington 62019

(2

A
\T _ (\

M|n|ste
\\ velop ncft
~ Immlgr

ISQ

\Y qament Revi @
Eomqnttee on13
g%jwmster of

elopment;
mic
Minister of

e r‘th|s report
mg and Ur

Contact for Tel%e Dlscus%

Name osmon Telephone 1st Contact
John Janssen, Princi M\;o S92 N/A v
> Eco egy and (mob)
AN Product
Simon McLoughlin \ger/Economlc s9(2)(a)
v%“t; y and Productivity

Actions for &Mlmster ’s Office Staff

Return the S|g¥red4/eport to Treasury.

Note any
feedback on
the quality of
the report

Enclosure:

Survey of New Zealand 2019

OECD NZ Draft Survey

Pages 2 to 5 of this document have been Deleted - Not Relevant to Request
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Annex 1 Draft comments of the New Zealand delegation on the OECD Economic
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Annex A: Draft comments of the New Zealand delegation on the OECD Economic Survey of
New Zealand 2019

T2019/1313 : Treasury Report: OECD Economic Survey Update Page 6
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New Zealand Economic Survey — New Zealand 1 pager

We have two specific comments on the macro policy recommendations. We consider that the data
presented in the report overstates the difference between the proposed changes in New Zealand'’s capital
requirements and current levels in relevant comparator countries.

Treasury:4108824v1
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Reference: T2019/1575 SH-11-4-3-1

TE TAI OHANGA

THE TREASURY
Date: 6 June 2019
To: Minister of Finance (Hon Grant Robertson) @ &
Deadline: None
(if any)

This aide memoire contain

L . -
your meeting with Mr D }%

. regulatlo equ ents W,

round info on.and suggested talking points for
dersta d ¢ \*v Drylie would like to discuss:

II I|ker include:

D I Review

New Ze

eg tered banks undertaken by the Reserve
he Reserve Bank)

Treasury:4116360v1 IN-CONFIDENCE 1
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capital requirem ndermi all banks’ ability to compete with the

Capital Review: SB Bank a Q - |eserve Bank’s proposals to increase

main banks

rewewmg th ulatory capital requirements for locally

The Reserve
incorpor (the C eview).
@ank s % als include:

easing |taI requirements from 8.5 per cent to:

t of risk-weighted assets (RWA) for smaller banks, such as

% nk and Kiwibank
er cent of RWA for the ‘systemically important’ four main banks.

g the increase in tier 1 capital requirements to be met only by ‘common
\ tier 1’ (CET1) capital, the highest quality (and most expensive) form of
capital. Banks would not be able to use cheaper contingent convertible debt
(known as ‘CoCos’) to meet tier 1 (or tier 2) capital requirements.2

2 Contingent convertible debt is convertible into equity if a pre-specified trigger event occurs (e.g. when a
bank’s financial position falls below certain prescribed limits).

Treasury:4116360v1 IN-CONFIDENCE 2
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SBS Bank jointly submitted on the Capital Review with Kiwibank, TSB Bank, and the
Co-operative Bank, from the perspective of New Zealand-owned banks.

The joint submission points to particular implications for smaller banks of both: (i)
significantly increasing regulatory capital requirements and (ii) limiting the type of
capital that can be used to meet these new requirements (to higher cost CET1 czital).

WI|| undéfmln e
sk th an

at small banks are
ultimately absorbed by the large banks” which would *increase concentr%hvn a)wjhe

The joint submission argues that the proposed capital requ

Specific key issues and proposed remedies rai
follows:

(( ’“\\ \‘

Issue raised by New Zealand-owned &\b oposed &@@ New Zealand-owned
banks banks <

Proposals to restrict the type of eligi \@\ Allowin @/énably practical access to
CET1 capital (i.e. disallowing the use / cap'\ \\ all banks should be able to use
contingent convertible debt) wi g;iaﬁc% New h’ga‘pe T1 and tier 2 capital (i.e. contingent
Zealand-owned banks at a itive T rt’gle debt) to meet new capital
disadvantage and limit juirements.

is already difficult to accéSs C“ 1 capital/due -

to: o~

>

IO\
e scale and ill y\(gew Zeala ed
banks are n

=i
[y
3
fm
D
w
=
N
a/
o)

e inves ng larger Wcause
the igher returné N
Ns too short if Transition period of eight years.

@:n period of five,
small }ks need to r Iy on réetained earnings

to meet proposed re icmwenffents

The four main banks gain a competitive Greater alignment between the calculation of
advantage by usingtheir own internal models | RWA for large and small banks.
to calcufal ower RWA, compared with the

small b hks ise of a standardised model
prescrlbed by the Reserve Bank.

Public submissions have now closed. The Reserve Bank received a large number of
submissions — 164 in total. It will publish a summary of submissions later in June 2019
and will continue to engage with stakeholders. The Reserve Bank has also appointed
three experts to independently review its analysis and advice underpinning its
proposals.

The Reserve Bank intends to release the final decisions on the Capital Review by the
end of November 2019, with implementation of any new rules starting from April 2020.

Pages 4 and 5 of this document have been Deleted - Not Relevant to Request
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Suggested talking points

Capital Review %
. The Reserve Bank is operationally. |n%o

° The Reserve Bank is consideri Sle

making its final decision. v
. The Reserve Bank expectase afi on by the end of November
2019.
EOEROS

Treasury:4116360v1 IN-CONFIDENCE 6
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Reference:  T2019/1717 SH-11-4-3-1-2 (Capital review)

THE TREASURY

Date: 11 June 2019

To: Minister of Finance (Hon Grant Robertson) @ &

Deadline: 13 June 2019
(if any)

Aide Memoire: Meeting with Oli ew Zealand

Initiative: RBNZ reforms and @

Meeting overview %

You are meeting with meeting wi liver H
Initiative (NZI), on Monday 17-June from 9:15-9

Treasury:4121749v1 IN-CONFIDENCE 1
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Deleted - Not Relevant to Request

R

Bank capital @Q
The RBNZ is reviewing the regulatory '\aL/reqwrem @ally incorporated

banks (the Capital Review). Its proposals ude:

‘ N
N/

\

e Requiring the increase in tier 1 p\’ta)equwements to be met only by ‘common
equity tier 1’ ((,(ET1\) apital, theh ghest quality (and most expensive) form of
capital. Bénks vsbu’(d not be ab se cheaper contingent convertible debt

have now closed. The RBNZ will publish a summary of
rin Jun<e\2 d will contlnue to engage W|th stakeholders The

un efplnm g its propc \)t intends to release the final decisions on the Capital
Revie \by the end of Q\No\ mber 2019, with implementation of any new rules starting
from April 2020

NZI made @@wmg submissions on the Capital Review:

o | Kaﬁv ncing the bank capital proposal, the RBNZ has misdirected itself in
Iairon to its statutory objectives. The “risk appetite framework” supporting the
bank capital proposals proceeds on the mistaken assumption that the bank’s
statutory objective is soundness first, and efficiency second. The RBNZ would
be acting unlawfully if it implemented its bank capital proposals on the basis of
the decision-making framework it has adopted.

e Borrowers, depositors and participants in the wider economy are likely to be
harmed if the bank capital proposal is implemented. Given the potential costs,

! Contingent convertible debt is convertible into equity if a pre-specified trigger event occurs (e.g. when a
bank’s financial position falls below certain prescribed limits).

Treasury:4121749v1 IN-CONFIDENCE 3
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the RBNZ should not be proposing this change of regulatory policy without first
undertaking a full cost-benefit analysis. Its omission to do this is inconsistent
with good regulatory practice and liable to judicial review.

e The RBNZ's proposals on bank capital requirements cut across Phase 2 of the
Reserve Bank Act Review. The Capital Review consultation process should be
suspended until after Phase 2 has been completed cisions ma%&
response to it.

Dr Hartwich is likely to take the opportunity to repeat In
suggestion that you request the RBNZ Governor to defe

ive’s rece

Susan Ivory, Senior Analyst, Financial Markets,

Robbie Taylor, Team Leader, Financial Markets-

Treasury:4121749v1 IN-CONFIDENCE 4
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Capital Review

. The RBNZ is operationally indepen [ %‘

. The RBNZ is considering all submiss - eview before making its

Suggested talking points E é@ @E % :

final decision.

. The RBNZ expects to releasea-final decisio the end of November 2019.
c\

Treasury:4121749v1 IN-CONFIDENCE 5
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Reference: T2019/1586 SH-11-4-3-1

Date: 19 June 2019 THE TREASURY
To: Minister of Finance (Hon Grant Robertson)

Deadline: 25 June 2019 @ &

Aide Memoire: Meeting with Westpac o e 2019 @

You are meeting with David McLean, in his capaci hief Executive of Westpac

ew Zealand

New Zealand, on 25 June 2019. Mr McLean is also the chai
Bankers’ Association.

Treasury:4117060v1 IN-CONFIDENCE 1
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Deleted - Not Relevant to Request

Other topical issues 2, &
@ %

Regulatory capital requirements

The Reserve Bank is reviewing the regulatoryéc%l requir ment\ (for locally
incorporated banks. Key proposals by the R %awe Bank include. increasing tier 1
capltal requwements from 85% to 16 pe -of " risk \yei cd —assets for the
ot allowing the use

no n_as ‘CoC \Kmeet tier 1 (or tier 2)
R?hfave nOV(/Q S The Reserve Bank

Westpac submitted on the capltefre consult UQW@ Westpac’s submission
states that: Q)

. the cumulative |mpac1/o}\t§e Reserve Bam(s posals would be to increase tier
-of banks from gw 18%

posals ar an\gessarlly conservative, go well beyond
international nqrms \ y-impact the cost and quantity of credit
available to,New Zeaﬂand bor! s;.and could create a productivity drag on New
Zealand’s-econom amountmg{o % of GDP annually.

o thei |mp s§f18 such hlgrm\e@of regulatory capital on New Zealand banks will
incr ost to Qs%\;v?e;s in New Zealand by more than 100 basis points,
av

of cheaper contingent convertible debt
capital requirements. Public submi i

. the Reserve Be;nk>

whi EI equat rease of approximately $6,000 to the annual
| cost for e home loan in Auckland.

o <there are concer \qut whether the Reserve Bank’s consultation process
neets the cdmm' ts outlined in the Reserve Bank “Relationship Charter” and
note that aﬂxénced consideration of the capital options and comprehensive
indepe Qe)ét\gst benefit analysis is a necessary component of the consultation

proces
The Resank has appointed three experts to independently review the analysis
and admce\ derpinning its proposals. Final decisions on the Capital Review are
expectéd to/be released by the end of November 2019, with implementation of any new
rules starting from April 2020.

Deleted - Not Relevant to Request

Page 5 of this document have been Deleted - Not Relevant to Request
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R

) ) TE TAI OHANGA
Suggested talking points THE TREASURY

. The Rese operati ependent in setting bank capital levels.
. The R nk is co% all submissions on the Capital Review before
making its final decision.

to release a final decision by the end of November

Treasury:4117060v1 IN-CONFIDENCE 6
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TE TAI OHANGA
THE TREASURY

Treasury Report: Launch of OECD Survey of New Zealand 2019

Date: 19 June 2019 Report No: m 1623 /;7
File Number: T@O-z )
>
Action Sought o)

Action Sought \ /%Me

Refer this rep rime M
Jacind d ern e d Ministe

Minister of Finance Note the co e@\h@ report j\>ﬁur/sday 20 June 2019
(Hon Grant Robertson)

Development
(Hon Phil Twyford)

Minister of Housing and Urban Note@@%\n\gnts of t< \t\f None

Associate Minister of Finance N\/the contt;ntsw f/eport None

(Hon Dr David Clark)

(Hon David Parker) — [/

Associate Minister of Fmance\V \%te the @tse’r/ this report None

Minister of Immigratio 7| Not r%nts of this report None
(Hon lain Lees-Gall &

Associate Minist Fi e ote the’contents of this report None
(Hon Shane Jpn//& _

Associate Minis f Finance \6te the contents of this report None
(Hon James Sh: -
(C A
D)
\\;7;7/ - - . .
Contact for Teleph Discussion (if required)
Name Position Telephone 1st Contact
John JansseﬁK\\} Principal Advisor, s9(2)(k) s9(2)(@) 4
Economic Strategy and
Productivity

Simon McLoughlin Manager, Economic
Strategy and Productivity

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

Return the signed report to Treasury.

Refer a copy of the report to Prime Minister Jacinda Ardern and Minister Hipkins.

Treasury:4118278v1 IN-CONFIDENCE
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Note any
feedback on
the quality of
the report

Enclosure:

Treasury:4118278v1

Yes (attached)

Pages 3 and 4 of this document have been Deleted - Not Relevant to Request
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In tcreases to bank capital, the OECD note that local contextual factors have
been.incorporated in the Reserve Bank’s quantitative analysis. The Bank’s choice of a
1in 200 year threshold is viewed as driving its specific proposal for capital
requirements, which is well above that previously advocated by the Bank.

While international comparability is complicated by differences in asset risk weightings
used and different economic context, the OECD suggests that the proposed changes
would take Tier 1 capital requirements beyond those applying in other OECD countries.

The Survey concludes that higher bank capital requirements would reduce the costs
from financial crises, but might also dampen economic activity through higher lending
rates. On balance and notwithstanding considerable uncertainty, a modest rise in bank
capital is likely to have net benefits, but the impacts should be carefully monitored.

T2019/1623 : Treasury Report: Launch of OECD Survey of New Zealand 2019
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Reference: T2019/2053

THE TREASURY
Date: 11 July 2019

To: Minister of Finance (Hon Grant Robertson) @
Deadline: 15 July 2019 ; ? é % : @

Aide Memoire: Talking points for t

Treasury:3536700v1 IN-CONFIDENCE 1
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. The R nk is responsible for the prudential supervision of banks including
setti Qs%apital requirements. It is consulting on increasing banks’ capital
reqéligfée

° serve Bank is operationally independent in setting these capital
requirements.

° Roger Partridge wrote an opinion piece where he posed three “unanswered
questions on the RBNZ’s capital proposals”. These are set out below with
proposed responses.

and expects to finalise its decision at the end of November 2019.

Do the benefits of the capital requirement proposals exceed the costs?

. Our expectation is that the Reserve Bank will publish a robust cost-benefit
analysis around any modified proposals before making final policy decisions
(which take into account feedback received as part of the consultation).

Treasury:3536700v1 IN-CONFIDENCE 2
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° The Reserve Bank has commissioned three external experts to independently
review its analysis and advice underpinning the capital review proposals.

Has the Reserve Bank been consulting with an open mind?

. The Reserve Bank is continuing its stakeholder outreach programme. This
includes conducting focus groups to understand the public’s risk appetite
engaging with iwi, the social sector, industry groups, fi institution

investors.

° | have urged all interested participants to listen rk with, €2 r
constructively as this work is carried out.

. The aim of the capital review is to striketh 1ce between achieving a
safe and efficient banking system

. | expect that the Reserve Bank's
decisions taking safety and-ef

Tamiko Bayliss, Prinicpal Advisor, Macroeconomic and Fiscal Policy,
Renee Philip, Manager, Macroeconomic and Fiscal Policy,

Treasury:3536700v1 IN-CONFIDENCE 3
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Reference: T2019/2192 SH-11-4-3-1 (Banks)

TE TAI OHANGA

THE TREASURY
Date: 23 July 2019
To: Minister of Finance (Hon Grant Robertson) &
Associate Minister of Finance (Hon James S @

Deadline: 25 July 2019
(if any)

Aide Memoire: Meetings with
The Minister of Finance (Hon Grant Robe
James Shaw) are meeting with representati
July 2019. Citi is meeting with Hon. Gra

at 4:30pm.

Treasury:4137948v1 IN-CONFIDENCE 1



IN-CONFIDENCE

Regulatory capital requirements

The Reserve Bank is reviewing the regulatory capital requirements for locally incorporated
banks. However, as Citi operates as a branch of an overseas-incorporated bank, and is not
incorporated in New Zealand, the requirements under review do not apply to Citi.

Daniel Jury, Senior Analyst, Financial Markets, 59(2)(

Robbie Taylor, Team Leader, Financial Markets,

Pages 8 - 11 of this document have been Deleted - Not Relevant to Request
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Banking matters (_ bank capital)

Key points

levels. A key proposal is a significant increase in the

al review, which will provide background and discuss aspects of the review.

The RBNZ is curré eviewi K capits
capital bank Not ic:The Treasury is preparing advice for the Minister of
he
rev

w'the proposals. Key trade-off that will be involved will be

Finance ot

Treasury:4105517v2




Question: Does the Government agree with the RBNZ’s bank capital proposals?

Answer: The RBNZ as an independent regulator is responsible for setting bank capital requirgents.

Government delegated the responsibility to the RBNZ. @

Treasury:4105517v2
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Bullet points for the PM’s attendance of the NZBA dinner on 18 December 2017

RBNZ review of capital requirements for banks

Background
e The Reserve Bank imposes minimum capital requirements on locally incorporated
banks as a condition of registration. .
e The capital requirements refer to how much of a bank’s fwﬁ}zl/iﬁ must be soué’ from

equity-like sources (such as shareholder funds) compar tgfw@s that are sourcgd\
from depositors and other financial institutions and i um to}*s\\/ ‘ \ 9
e In March 2017 the Reserve Bank announced a revi v@otthe c/apltal re{;yr&nenfs for
banks incorporated in New Zealand. The review \W§es a number o) Eonszultatlon
papers issued over the course of 2017 and 20 8\and is expected 'fQ chcIude in mid-
2018. < ~> < \
Issue / NN \ \\

e The Reserve Bank’s consultation papers: eias}d so far f@me@fgpased ceasing
recognition of contingent debt as c{r Nn order to wp/p}o\xét e quality and
availability of regulatory capltal B@ﬁk&u missions have opposed this proposal, citing,
among other things, the pote?trak mpabft on IocaI?nanelaTﬁarkets and increased
bank costs of raising funds. /\ N \\/ <A\ ' 4

e The NZBA commissioned Pr\eWéyerhouseCQerrszcompare the capitalisation of

New Zealand banks a;amstinternatlonal pgér§ ‘Fhe study concluded that New
Zealand’s major bayk§ {r&well capltallseYsKr“eLatlye to banks in many other
jurisdictions. The )E{anks may pomt\t\sthe study to support an argument that
additional capltah* ements a/e Qt necéssary

Suggested response N RN g
e The PM cot Idnotgtﬁat the Re\eﬁe\ nk is only part-way through its capital review.

Addltlor@’ ﬁltatlon page}s\have et to be published and final proposals have yet
to be dgve%ﬁed and consul EQ\’( The Reserve Bank also plans to conduct both a full

qué\ttvaﬁelmpact smf\ey and a regulatory impact assessment.

Deleted - N tl<e1 \I\K)Request
<>

N
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RBNZ’s Bank Reg

This slidepac es key to ﬁi/nform Treasury’s views on the RBNZ proposal to increase the minimum
capitahin the banking system, as discussed in the RBNZ consultation paper, “Capital Review

uch cnough?" (January 2019).
X Backg%;&?he RBNZ Review [slides 3-10]
e

r regulatory capital requirements [slides 12-22]

atment of “Tier 2” capital [slide 23]
*  Leverage ratio requirement [slide 24]
X Public commentary [slide 25-27]
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Backgrou t&e\@lz review
This backgro@gon cove following topics:

)/

oot regulato

o %igins

)/

s the pro completion of the review and expected outcomes, and

amework within which bank capital requirements sit,

Z review and the process that has been undertaken by the RBNZ to date,

s the &(I any) of Treasury and Ministers in the completion and implementation of the review.




The overall
capital requi .

Part 5 of the Rese@%f New d Act 1989 gives the RBNZ powers to register and supervise banks for the

purposes of:
aintenance Wd and efficient financial system; and

% promotingthe
X avoidi@ ant dam e financial system that could result from the failure of a registered bank.

to the RBNZ role:
tion and supervision; and

There are two key el
+ undertaking ban

“* maintaining
financial sys

The RBNZ’s s include to:

++ set conditions of registration for registered banks;

to respond to financial distress or bank failure, where a bank's financial condition poses a serious threat to the

Qualitative and quantitative conditions are set by the

+»* authorise a change in ownership of a registered bank; RBNZ. These include capital adequacy requirements.

+* recommend public disclosure requirements to the Minister;

++ give directions to banks under certain circumstances;
+» recommend that a bank in financial distress be placed into statutory management.

In addition, the Reserve Bank monitors each registered bank's financial condition and compliance with its conditions of
registration.

Other agencies also have regulatory roles in relation to banks, principally the Financial Markets Authority.
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The origi n@%h/@z review
The RBNZ an@a reviw capital regulations applying to locally incorporated banks in March 2017.

The RBN Q ds
° Ca @w ust readily absorb losses before losses are imposed on creditors and depositors.
pitalrequirements should be set in relation to the risk of bank exposures.

o Where there are multiple methods for determining capital requirements, outcomes should not vary unduly
between methods.

o Capital requirements of New Zealand banks should be conservative relative to those of international peers,
reflecting the risks inherent in the New Zealand financial system and the Reserve Bank's requlatory
approach.

o The capital framework should be practical to administer, minimise unnecessary complexity and compliance
costs, and take into consideration relationships with foreign-owned banks’ home country regulators.

o The capital framework should be transparent to enable effective market discipline.



The proces

date &)

Issues Paper

The RBN %F(:ed th‘!v ew with the publication of an Issues Paper in May 2017. The issues paper provided a broad

overvi issues to be‘covered by the review:
° rator: the r of eligible capital
° inator; @?a urement of risk-weighted exposures
uirements and capital buffers

o Ratios: minin%
° Efficienc% lity

Submissiizb he issues paper were published and summarised by the RBNZ in October 2017.

Capital Review Paper 2: “What should qualify as bank capital?”

A paper on issues and options on what should qualify as bank capital was published by the RBNZ in July 2017. The paper set out
set out a range of dimensions relevant to the determination of the regulatory definition of capital and presented five options for
consultation. Submissions in response to this paper were published on 7 November 2017, and a summary of responses was
published by the RBNZ on 19 December 2017.

Following this paper, the RBNZ made in-principle decisions to:
o remove contingent debt and contingent preference shares from the definition of capital;
o accept non-redeemable, non-contingent, perpetual preference shares as AT1 capital;
o accept redeemable, non-contingent preference shares and long-term subordinated debt as Tier 2 capital; and
o keep open the option of including in the regime a Tier 1 instrument able to be issued by banks structured as mutual societies.
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The proce@% 1‘&@@)

Capital Rewew{%@ ”Calculatl sk-weighted assets”

! |on of risk-weighted assets was published on 19 December 2017. This paper addressed issues

e-capital ratio calculation: risk-weighted assets. Submissions and a response to the submissions were

Following this pa BNZ made in-principle decisions that:

o the capi ork will continue to permit qualifying banks to use internal models to estimate credit-risk related RWA
‘IRB’ oach), although there will be more restrictions on modelling;
RB approach will not be permitted for any credit exposure with an external rating (for example, sovereigns, banks, some

~O porates);

-
° thII be a RWA floor imposed on IRB models. This floor will be a proportion of the equivalent standardised calculation
RWA value;
o all banks will calculate the RWA arising from operational risk in the same way, using the Basel Standardised Measurement
Approach; and
o IRB banks will be required to report RWA (and associated credit ratios) calculated using the standardised approach alongside
those arising from the IRB approach (‘dual reporting’).
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The proce@%f&@ )

Capital Review{a&pg ¢ “How m%@a ital is enough?”

resented on 21 February 2019, and a media briefing was provided on 22 February 2019, with slides anda
mary” paper.

Submissions on the proposals were to be due on 29 March 2019, but this deadline was progressively extended to 17 May 2019.

Consultation Paper: “A framework for identifying domestic systemically important banks”

On 8 April 2019, the RBNZ published a consultation paper on an indicator-based framework for identifying domestic systemically
important banks (D-SIBs). Submissions close on 31 May 2019.




&

tion of the review and expected

The expecte@gto com Wof the review is set out on the RBNZ website:

May — l@m
% ur of & @sultatlon closes
° hs

ub and summary of what they say
i

o Present F / World Bank conference

Septembé%ﬁa er 2019

Pu ﬁsly\?esponse to submissions

o Publish a Regulatory Impact Statement

o Decisions on appropriate risk appetite for banking crises and level of capital required

o Decisions on which financial instruments qualify as ‘high quality’ (Tier 1), and which financial instruments
will remain eligible as capital

o Decisions on changes to the risk-weighted assets framework

o Decisions on transition —i.e. how much time banks have to comply with decisions
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The roles (i of ury and Ministers in the
completio@@ d@ mentat|on of the review

Capital requ@ s for ban&gﬁ/et by the RBNZ as part of its bank regulatory role (see slide 4).

Minist reasury ave any formal role in this process ...
anges, are o !osed to the banks’ public disclosure requirements: requires an Order in Council
made n'the a vt e Minister that is given in accordance with a recommendation from the RBNZ (s 81,

RBNZ Act)

%
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The key |s§6§? @

%

X H@ulat ital requirements [slides 12-22]
Comt
“Tier 2” capital

\/
0’0

[slide 23]

3 Lev@o requirement [slide 24]

ment
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Higher rg@ o@pltal requirements

The headline \gof the W , , ,
Figure 8: Proposed Capital Requirements

is to requi to holdtevels of
capital t ubstanti her
than igé nt regulat _
requi S: -
1.0% -
< ATier 1 capit Y Prudential
require 0 . p to 16 Capital m Counter-cyclical Buffer
percent, which includes a Buffer 7.5% 7.5%
conservation buffer of 7.5 = D-SIB Buffer
pe %Et, countercyclical capital 2.5%
bufferof 1.5 percent, and an - Conservation Buffer
additional 1 percent for
domestic systemically important wTior 1 Minimum
banks.
% Consultation of whether “Tier 2” ® Tier 2 Minimum
requirements should be
retained (See page 23)' Current Proposed Large Proposed Small
Bank Bank
Requirements  Requirements




onsidering th%ﬁamwl to invest, shareholders do not take the societal impacts of bank failure into account and
ital from a societal perspective. ... A broader view of the cost of crisis and society’s risk appetite may be
act of crisis in terms of the contraction in lending and flow-on effects to output.”

>
etite and {ikeli of crisis: “We want enough capital in the system as a whole to cover losses that are so large they might

only &c\dﬁvgry inf@r example once every 200 years).”
Required capital levels: e are proposing to double the amount of high quality capital that banks will be required to hold.” “[The

expand by 20-40 points.”

Competitiveness: “The competitive market will continue and if one bank pulls back in a particular segment of lending, we expect another
will step up.”

GDP: “We consider a one percentage point increase in the Tier 1 capital ratio could lead to a 3 basis point decline in the steady-state level
of GDP”

Domestic systemically important banks: “D-SIBs should have an additional capital requirement [of 1%].”

Standardised vs internal methods of calculation: “.. to reduce the undue differences in capital requirement outcomes produced by the IRB
and Standardised approaches.”

Transitional effects: “The expected effect on banks’ capital is an increase of between 20 and 60 percent. This represents about 70 percent

of the banking sector’s expected profits over the five-year transition period.”




%W
Crisis cost: “When Considermﬁé level | to invest, shareholders do not take the societal impacts
of bank failure into acc unt d thus ban ve insufficient capital from a societal perspective. ... A

broader view of the Isis and society’s risk appetite may be warranted, ... [and not just] the impact
of crisis in terms of/ racti ing and flow-on effects to output.”
)
v
The RBNZ Apri \greviews siderable amount of international literature on the social implications of
severe fi [

y connectedness, and vulnerable people.

ises, including impacts on physical health, mental health, family cohesion, wellbeing of
childre uth, c
The ﬁ onclu the potential for “these impacts are likely to lead [New Zealand] society to be

relatively intole% banking crises.”

X
Sk

s9(2)(9)(0)




S &
Crisis risk appetite an@@md of/c&%e want enough capital in the system as a whole to cover

losses that are so /%éﬁﬁy mightonly occur very infrequently (for example once every 200 years).”

For the purpose etting bmal requirements, the RBNZ expressed its “soundness” objective in terms of
the probabitity of a bam@sis, and considered “efficiency” as a secondary objective.

The of prop % based on modelling using 1/200 probability of a banking crisis.
** The April tes that 1/200 is a “starting assumption”, not based on any evidence about New
Zealan intolerance for banking crises.

even less risk tolerant (1/333) probability was also used as the baseline in some of the RBNZ’s sensitivity analysis to

support the proposed requirements (January paper, Table 4).




~

w\\\
roposing<t Ble the amount of high quality capital that banks will be
required to hold.” “[The international evi elsuggests that Tier 1 capital equal to or exceeding 16

percent of RWA is need a@/{mit the probability of a crisis to 1 in 200 years or thereabouts.”, and “[Risk
modelling analysis in a Tier 1 capital ratio of 16 percent of RWA is needed to ensure our banking

sector retains credjtor /denc%f&f@durmg an extreme shock.”

Required capital levels: ”W@&%ﬁ{

$9(2)(9)(0) %




S
Lending rates: “We ly a mi %pact on borrowing rates for customers. ... Lending margins
d

above borrowing likely u\g@ by 20-40 basis points.”

% The the@ motivat%r estimation of the effect on lending rates of changing the level of equity
hould not overall funding cost - the “Modigliani-Miller effect” (MM). MM is not expected

. RBNZ assumes a 50% MM effect (that is, half of the increase in the banks’
that would be implied by the increased equity funding would be offset by lower
equity, with the other half affecting lending (and deposit) rates).

% With total bank lending of $440 billion (RBNZ, February 2019), a 20 to 40 basis point increase amounts to
increased lending costs (or lower deposit interest) of S880 million to $1.8 billion per year.

s9(2)(9)(0)



Competitiveness: “
of lending, we exp

** The banking’/market as m may be regarded as competitive, with:

S r major%?,

sizes of smaller banks,

arm of.v
rious @;ﬁ vpes of non-bank financial entities and intermediaries offering services in competition

tered banks, and

s9(2)(9)(0)

with t%
o dii% ss to international financial markets for larger businesses.




GDP: “We consider
decline in the stea

% The imé@capital orm/is assumed to arise through interest changes, so there are two
co ws: %?
pact of i capital on lending rates (see slide 17); and
: e

g rate changes in equilibrium output (logic: ) lending rates — d investment — 4 output).

%
2

0 increase required Tier 1 capital by 7.5 percentage points (for D-SIBs, which hold the bulk

of tg@met so the 3 basis point conclusion above implies a 24.5 basis point (%4%) decline in steady state




Domestic systemi%mrtan e',, “D-SIBs should have an additional capital requirement [of 1%].”
< While a faih@% of the in-retail banks would Table 7: Systemic importance scores for all locally incorporated banks

be regar in~crisis” te he four largest banks . : —
domi arke eV ahd it is reasonable to i;r;k (in order of total assets) Total score (equal weight) ~ Total score (size*100)
exp 5[ hey w ause more of a systemic 36.53 31.63

effect. BNZ 20.99 19.89

. : . . . ASB 18.94 19.05

** RBNZ publish sultation paper in April on a Westpac 1444 17.88
framewor identifying domestic systemically = ' '

importa nks based on: 0Ll 340 i

o Size Rabobank 1.52 2.34

o Int@n ectedness TSB 173 1.50

o  Substitutability SBS 0.99 0.91

o Complexity Heartland 0.66 0.91

9@ Co-0p 047 0.53

BOC 0.41 0.44

ICBC 047 0.42

CCB 0.37 0.29

BOB 0.03 0.02

BOI 0.02 0.02




N
Standardised vs internalmethods tion: “.. to reduce the undue differences in capital requirement
outcomes produce%@? IRB a@%\a})ﬁardised approaches.”

‘0

A

RBNZ hg@m\gconsuwms issue in the context of the calculation of risk-weighted assets, and
deci ontinué.to permit qualifying banks (currently the main 4 banks) to continue to use their
approach”), but to close the gap between calculations using the IRB and

&t rdise

L)

» Itis propo e achieved by:
o adju parameter in the IRB framework to reduce the average difference between the IRB and standardised
and

ap
° g an output floor that limits the aggregate reduction the IRB approach allows over the standardised approach.

L0

+* RBNZ expects the effect of this to be an increase in the measure of risk-weighted assets (the denominator
in the capital adequacy ratio) across the four banks of 16 percent. This would reduce their existing capital
ratios from about 13.4% to 11.6% (see graph on next slide).

** This compounds with the proposed increased capital ratio requirements to require a larger total increase
in the Tier 1 capital holdings the big 4 banks.



Transitional effects:
This represents abo

period.” %

% Figure 9: Proposed transitional arrangements to meet higher capital ratio requirements

RBNZ i ing a fi ransition. mTier 1 requirement including prudential buffers
@ % OCurrent Tier 1 capital ratio
@ ¢ Tier 1 capital ratio after changes to IRB framework

S
S
Sk

2018 2019 2020 2021 2022 2023 | 2018 2019 2020 2021 2022 2023

Systemically important banks Non-systemically important banks




The second mai oposal o% view relates to the treatment of “Tier 2” capital (currently required to hold

2%). V

< opose ironment [with Tier 1 capital at 15%-16%)], there may be less justification for setting regulations for the

% Tier2 é%@as only “gone concern” absorbency. That is, it generally only absorbs losses when the bank is being wound up
or lig ed,’not in ongoing operation, so it provides resolution support only. However, this is arguably just what the
p % “Tier 1 minimum” would be used for anyway.

«*» Tier 2 capital is generally a cheaper form of financing than Tier 1 capital.

“*  What constitutes Tier 2 capital can be harder to define and measure, so it requires more regulatory effort.

APRA’s current proposal to increase capital requirements would allow it to be met with Tier 2 capital.

The RBNZ consultation paper does not contemplate being able to meet some of the proposed capital

requirement with Tier 2 capital, and only poses the question as to whether or not there should continue to be
an additional Tier 2 requirement.

s9(2)(9)(i)
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Leverag ment
The RBNZ pr approac set both disclosure and minimum leverage ratio requirements.
@%?non -ri capital adequacy measure, but it is not clear what additional information it
% Leverage r rements would align with Basel standards and proposed APRA standards.

everage ratio is unlikely to be binding ahead of the capital ratio so it is not clear what it would
dd in practice.

The RBNZ consultation paper seeks views, but further consultation is expected before decisions are made.
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Public co n@@

%+ ANZ: Should

Z procemts proposal to increase bank’s capital requirements by such a large amount,

difficulty articularly for the relatively risky agricultural and business sectors) could become a
signific interest.co.nz]

s UBS: [N ed¢o reprice their NZ mortgage book by [about] 80 basis points to about 125 basis points
to achi n on equity. Credit rationing is also likely following the introduction of the rules,

which could pu re on the Kiwi Dollar and Official Cash Rate, as well as leading to the repricing of dairy

April, 1 March — interest.co.nz]

and SME bo%
+ Standard : The proposed changes would improve banks’ stand-alone credit profiles but issuer credit

ratings to change. A five-year transition is sufficient, given banks current profitability and capital levels,
but no it could also affect APRA’s requirements on the Australian parents. [26 February — interest.co.nz]

¢ Resimac and Squirrel Group: The changes will provide opportunities for non-banks in the home loan market,
particularly for a structured product like RMBS. [23 April — interest.co.nz]

¢ Deutsche Bank: The proposals are sensible given NZ’s unique market structure (highly concentrated in four
banks with oligopoly returns. Estimate that banks would need to increase their margins by 50 basis points to
maintain equity returns, they will “more sharply manage” the size and shape of their NZ balance sheets, and cut
their “unsustainably high” dividend payout ratios. [13 March — interest.co.nz]

¢ Heartland Bank: Proposed capital increase would be able to be met from retained earnings over a 5 year period.

+» Kiwibank: RBNZ proposal to level capital playing field between the big 4 banks and the rest makes a lot of
sense.
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Public co ?@§

+* lan Harrison:

\gnts of %\Eﬁ analysis:

e’ appro ignores a consideration of both the costs and benefits of the policy.
hat is not credible. A 1:200 target can be met with a capital ratio of around 8 percent using more

uts.
will be costly-~~$1.5-2 billion a year -- present value in excess of $30 billion.

e Bank’s assegsme t the banking system is currently unsound is at odds with rating agency assessments
The Bank’s anal res the fact that the banking system is mostly foreign owned
The Austrdli ption of increasing tier two capital has been ignored
rnefit igher capital are modest

aland banks already well capitalised compared to international norms (ref PwC).

Goef Mortlock:

These are extremely high proposed tier 1 ratios by international standards.

The RBNZ’s own earlier stress tests indicated that the banks come nowhere near the point of failure, even under severe stress
scenarios.

o Reducing the gap between IRB and standardised frameworks is arbitrary and penal relative to international (e.g. Basel) norms.

The D-SIB 1% premium does not reflect reality or international practice - a small bank failure would cause barely a ripple to
the financial system or the economy, yet it is required to hold almost as much capital as a D-SIB.

Takes no account at all of the means by which bank failure resolution planning can reduce the economic and financial impact
of bank failure and reduce the amount of taxpayer funding that might be needed as part of the resolution process. Contrary to
international practice.

Fails to take into account other mechanisms that help reduce risk of crisis — risk appetite settings, risk management and
governance arrangements, etc.




S&

Public co n@@&
+* Michael é%f %
out qualﬁ% ?e process and lack of analysis on issues, such as:
e arison WI rrent and proposed rules in Australia,
j S

Q

acost-be ysis ahead of making decisions,

o Highlights ws other commentators’ views.

+ Business' NZ,(Kirk Hope): Significant unanswered concerns about how the proposals would affect various
k customers (farms, small business, young lower income people, households, marginal
. [26 April —interest.co.nz]
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Briefing for Gabriel Makhlouf and Bryan Chapple for meetings with
ANZ, ASB & BNZ

You have meetings with ANZ, ASB and BNZ in Auckland on Friday, 24 May. The attendees
from the banks are:

e ASB: Vittoria Shortt, Chief Executive Officer; Chandu B! ~‘T’ eneral M
Treasury, and NICk Tuffley, Chlef Economist

A

e ANZ: David Hisco, Chief Executive Officer ANZ New Ze‘ and and Group cutive

- ’/

Deleted - Not Relevant to Request

Bank capital requirements

Reserve Bank’s Capital Review

The Reserve Bank e peétglo publish
will continue its stak h@dé}*’outreac -pri

It
me, which includes conducting focus groups to

understand how landers fe it risks in our financial system. It is also in the
process of ap0| g external experts to independently review the analysis and advice
underpinning the proposals. announcement is planned by the end of November 2019,
with |mpI e on of any/nm starting from April 2020. There will be a transition

S\Beporé banks are required to fully comply with any new rules.

/’ "7
/

The Trea }ry is pr mg "advice for the Minister of Finance on the Capital Review. This
advice will prowdei%cc{und and discuss aspects of the review. Some of the main banks

i endent review of the Reserve Bank’s proposals. The Treasury’s
review the proposals.

advice will

/”’7"‘\
The four' T}an s have generally noted that increased capital requirements are likely to
lead to lar Fdown3|de impacts on economic activity than estimated by the Reserve Bank,
and that the proposals are likely to reduce banks’ returns on equity. The four main banks
and the NZBA have made the following key statements related to the proposal to increase
regulatory capital requirements:

Bank Statement

ANZ - ANZ noted in December 2018 that the Reserve Bank’s proposal could
require a capital increase for the New Zealand subsidiary of $6 billion to $8
billion

- ANZ's view is that regulatory capital requirements for New Zealand
incorporated banks should align with those in Australia.

Treasury:4113530v1 IN-CONFIDENCE 1
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ASB - ASB estimates a 50-75 basis point increase in borrowing costs. On a
$500,000 mortgage, this would increase annual interest payments by
$2,500 to $3,750.

- ASB notes a range of plausible estimates:

- 25-75 basis points for lending interest rates;
- 15-60 basis points for the cost of funds.

BNZ - In December 2018, National Australia Bank (BNZ's parent) estimated the
proposals would require a potential capital i ase of about Nz/dzlllon to
NZ$5 billion for BNZ. /f

Westpac - Higher capital requirements will lead to u ure on lending
rates and downward pressure on bank
- Higher lending rates would affect ass d GDP

NZBA - Areport prepared for the NZBA esti \ba>sed on the Reserve Bank’s
own assumptions, that the i mcrease interest costs from the proposal will
result in:

o direct economic cos d
o indirect economic L if flrms ir ess’because of the
higher interest .1 billio .
- The cost may be sev a is level the-assumptions are

adjusted for New Ze@ta ditions.

Review, have been approaching th [ ks-a rlng to buy some of their loans,
including for the agriculture sectc [

Treasury:4113530v1 IN-CONFIDENCE 2
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Suggested talking points

Reserve Bank’s Capital Review

. The Reserve Bank is operationally independent in setting bank capital levels.

o The Reserve Bank is considering all submissions on the Capital Review before making
its final decision. %

interested in the proposals from a macroeconomi pective.

. The Treasury does not intend to peer review the R k's pro‘ls@t we are

. What do you consider are the key macroecor c.impacts fromi sing capital
requirements?

o What are key themes of your submiss
us a copy of your submission?

o What do you think the conse
measures can safeguard Ne

Treasury:4113530v1 IN-CONFIDENCE 5



Comparison of RBNZ and Sapere Capital Adequacy Analyses

28 May 2019
Factor RBNZ
Quantity of 6.5to 7.5 % RWA
additional
capital

0.5% of EAD =— 1% RWA
[EAD = exposure at default]
4% of EAD

Voluntary buffer

Required
increase in CET1

Direct economic costs
Assume MM offset of 50%
[range: 25% to 75%]
100 bps increase in tier 1 ratio
(unweighted) increases wacc by
6.6 bps, with impact on lending
rates of 8.1 bps [range: 11.8 to
4.5].
Credit cost $ effect not
estimated.

Indirect economic costs
Reduced From literature review, a 100 bps
economic (1%) increase in Tier 1 capital
activity from ratio could lead to an 8 bps
higher interest decline in the steady-state level
rates of GDP.

8bps * 4% EAD increase gives 32
bps GDP reduction impact in
steady state GDP: $900m
[=.32%*5285bn]

Total direct and indirect costs
“Minimal”.

Economic Benefits
Economic cost of  20% to 9
.. [
a crisis Cenfg/r)a})@‘st mate = 63
o~
Change in

\\f%\érobabil' |

probability of isconsistent V\% i

banking crisi evels, soa change to 1/200
% (0.5%){is\g d

L

N\
Expected-value o
of avoidec '

loss (
[« \
\\D )
%/
[ ~\
O
) )
N

Net Economic Benefit

Q\rredﬁuction if the MM
B Zassunfr‘(\;s,.\\\‘

Sapere

1%-2% RWA. Adopt midpoint 1.5% RWA.

4.1%-4.6% EAD; Adopt midpoint 4.3% EAD

MM offset could be minimal.

4.3% EAD with 8.1bps impact implies increased credit
cost of $1.6 billion.

But MM offset could be minimal, implying an impact on
lending rates of up to 16bps, and increased credit costs
of up to $3.1 billion.

Alternative plausible scenarios give estimates ranging
from 17 bps to 40 bps decline in steady state GDP per
100 bps increase in capital.

bps range indi{a@s&onsiderable uncertainty,
arios are si mﬁeérlﬂy higher than RBNZ's 8
ate. Lowestﬁi%pa\f]estimate gives $2,100m

P reduction. This would be an even greater

ect is less than the 50% that

)
s
Usir@&w assumptions (except with 4.3% EAD
tead o

i 6 EAD), total cost would be at least:

i stsﬁ
N~ ~
W‘t&n direct costs plus
llion indirect costs =

$2.7 billion

Using RBNZ assumptions, central estimate is:

$286 billion annual GDP *

63% central estimate *

0.5% change in probability =

$900 million

... with low/high of $286m/$1,286m (using RBNZ’s 20%
to 90% GDP).

Central estimate: negative $1.8 billion (=900m-2.7bn)
... with low/high of negative $2.4bn/$1.4bn.

Reference/Comment

RBNZ background paper p42; Sapere para
67.

RBNZ background paper Table 10; Sapere
Appendix A.

RBNZ consultation paper para 73; Sapere
para 92.

RBNZ background paper pp36-37 & Table
7.

Sapere Appendix B.

Sapere Appendix B (scenario 2).

RBNZ papers are inconsistent on this. 3bps
(consultation paper para 75); 8 bps
(explanatory paper table 7); 8.8bps (FSOC
decision paper para 38); Sapere Appendix
C.

Sapere para 101. Note: Sapere also gives
the calculation of 8bps*4.3% EAD, which
gives a GDP reduction of $1.1 billion
(Appendix D).

RBNZ consultation paper p 5; Sapere para
114.

RBNZ background paper p 32.
RBNZ FSOC decision paper p 5 and

Appendix 4

Sapere para 126

Sapere para 127.
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Treasury Report: Reserve Bank review of capital requirements for
locally incorporated banks

Executive Summary

This report responds to your request for advice on the proposals made by the Reserve Bank

of New Zealand (Reserve Bank) arising from its review of ca I reqwrement locally
incorporated banks. %

In particular, this report: (i) provides information abou ﬁ%@lew th Bank’s
proposals arising from that review, and their implicatio %

The Reserve Bank is proposing to increa eg\gadequ quwrements for banks

\\
The Reserve Bank is proposing several- ﬂ}a to incr :§s/\th reS|I|ence of banks. There
are three main proposals. The headﬂ\f\ag’” posal is |eéo nearly/double the capital banks are
required to hold. The Reserve K Propose “y rrow the gap between the risk
models used by different banks and ’(o/ limit th f capital that count toward the
regulatory requirements. Flna)/demslons are exﬁec‘te{ in November 2019.

4
s9(2)(f)(iv) and s9(2)(9)(i) @/ w

The %&have in d that risker sectors like small businesses and the

rural sector T ofacer atlvely |gher increases in interest rates and that banks might

also retre<’ eﬂdlng in /sq\
The these impa Eré)/,mcertain and is heavily reliant on assumptions. The Reserve
Bank p \?Kje{d preliminary

mates as part of its consultation that its proposals could result
in a reductlon to G bf0/32 per cent per year (approximately $950 million per year based
on GDP for the ye 1ded March 2019). Other groups estimate that the costs could be
significantly hi %?I’h re will also be various distributional impacts.

Final decisio ill depend on a value judgement about society’s risk tolerance for

banking ‘&RLs}/s

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

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

The Treasury agrees that New Zealand society is likely to be relatively intolerant of banking
crises. However, risk tolerances reflect judgements about the relative costs and benefits of

T2019/1425: Reserve Bank capital adequacy proposals for registered banks Page 2
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different options for managing these risks, including distributional impacts across various
groups in society. A comprehensive cost-benefit analysis provides a means to explore the
range of potential impacts, even if the analysis is subject to a great degree of uncertainty.

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

o\

/\
/ J

/ ///\)
The proposals also need to be considered within a broad&i\poh;zy contex; \/ \>
OV &\\ / ( C )

Bank capital is only one part of New Zealand’s wider jth,anclaLsafety nﬁo(whlcjvmcludes
among other things, bank supervision, liquidity req;mgé ents, resolution options, and
depositor protection). Some of these aspects are also subject to review at tnk current time.
We think it is important for the Reserve Bank to e»(pfrrcmy take these otheN;ooIs and reviews
into account in its decisions on capital adequacy/rqulrQ ents. //f’/'j"f\i;\f\/

AN /\ R \“‘ e

o @\V/

§>®

s9(2)(f)(iv)

We recommend th&t you R N
/ \> . \/ / ( /\
a < v(&g\that the Rgser\(e/ Bank has proposed changes to the regulatory capital
recfwrementg for. Tocaﬂy incorporated banks, is reviewing submissions and other

/
Q feedback on Jits \Q\t@posals and expects to make final decisions and publish a
Consolldated cosiv benefit analysis for its decisions later this year.
59(2)(
T2019/1425: Reserve Bank capital adequacy proposals for registered banks Page 3
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Agree/disagree.
c
d indicate whether you would like the Treasury to

discuss this report.

vesio @@

Robbie Taylor
Team Leader

Hon Gra on w
Minis 5) nce %
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Treasury Report: Reserve Bank review of capital requirements for
locally incorporated banks

Purpose of this report

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

[ provides information about that review, the

ank’s prop\&a{s arising
from that review, and their implications; and

< )
i s9MM)

Background

Review of capital requirements fo 7n}(s

2. The Reserve Bank is r g@\ible for the pr tial supervision of banks. In this role it
t ns of réQJ for registered banks, which includes
\R ust exercise this power for the purposes of:

[ promotlng the ma)ntenanc und and efficient financial system; and
ii avoid to’the financial system that could result from the
failure

m ank ann%?e review of capital requirements for banks in 2017. The

een m(gr@ y the operation of the current framework, as well as

national deve e\{s in bank capital requirements.
x / /7/ N

The role of the Mlm\é\(é\r )

4.  The Minister and the Treasury do not have a specific formal role in the process of
ital requirements. However, the Minister does have a broader interest
in the- untability and performance of the Reserve Bank from a stewardship
pers eﬁ\\/ , and in the wider implications of its regulatory settings. It is therefore
app}&prlfz\’te for the Minister to obtain comfort that the Reserve Bank exercises its
powers in ways that address these concerns — for example, through the use of effective
stakeholder engagement and transparent decision-making.

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

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

setting capital requirements for banks.
T2019/1425: Reserve Bank capital adequacy proposals for registered banks Page 5
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Process and timing

6.

10.

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

The Reserve Bank plans to announce its final decision ovember These
decisions will be accompanied by a compre ost-benef lysis.
Implementation is proposed to begin in 2020, wi iveyear set oiyransmonal
arrangements being proposed before banks woul ired to C(< fuu{/ with the
new capital requirements.

Some commentators have raised concerns Qoui the process
review, including the sequencing of diff lements oj th

timing of engagement, and the absence
consultation process.

ed for the capital
review, the type and

)
The Reserve Bank has noted that, while it has not y ced a comprehensive cost-
benefit analysis of the proposal of ¢ ternatlve Tlon it has published a number
of separate pieces of analysi rious co t{eneflts of its proposals. It has
also noted that there are ge\qeﬂt; in underta he comprehensive cost-benefit
analysis after submissionshave been received (including allowing submitters’ concerns
to be considered as pa f\@a‘jising the cost: ben fit analysis).

However, not publlc ting o ’tthobn rehensive cost-benefit analysis creates
challenges for the publi d stak s to provide feedback on the assumptions the
Reserve Banlé/ultl?natel ly relies d to assess the relative merits of different risk
tolerances and corresponding diff

e@lder outr

e progh) )

Q \'%1
11. ere afre three/ma ents to the Reserve Bank’s proposals:

i an incr 4njfhe total capital required to be held by banks;

the gap between standardised and internal risk models; and

the types of capital that count toward the requirements.

Increase in tfé total capital required to be held by banks

12.

13.

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

The proposals are at the higher end of the range of international requirements. This
reflects the Reserve Bank’s intention to adopt a conservative approach relative to other
jurisdictions (reflecting the risks inherent in New Zealand’s financial system and the

T2019/1425: Reserve Bank capital adequacy proposals for registered banks Page 6
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Narrowing the gap between standardised and internal

14.

15.

16.

17.

19.

IN-CONFIDENCE

Reserve Bank’s regulatory approach). However, international comparisons of headline
capital requirement levels can be difficult because:

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

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

4

2\
\

The total level of capital required by banks is expas a percent banks’ risk-
weighted assets. Essentially, banks’ assets ?\;:ust

types of assets have different levels of risk. fhls eans tha thrls ier an asset, the
it asset. ‘/\\

LO
The Reserve Bank currently allows ur/main b
ratings based’ (IRB) models to c 'their risk-v

Reserve Bank judgement that thefot
place to develop and operate t%
standardised approach prescﬁ{i

more capital a bank is required to carry a

‘use their own ‘internal
ted> assets. This reflects a

Banks using the IRB app oac\h generally aVe

t a,ssets) compared to banks usmg the

standardised approach,~Ban s usmg/the\
them less cost- -competitiy and th tQ&y/ earn a lower return on equity than banks
using the IRB app(oaph\

0-narrow the gap between calculations using the IRB
_expects that these changes will add an additional
to the capital required by the banks using the IRB

leﬂl{%e es of ¢ %ﬁdt count toward the requirements
7
18. Di }ent types (o

Qa funding count towards the capital requirements. The Reserve
Bank is prop tJD(at banks would only be able to meet the proposed increase in
capital Ie ier 1 capital.

The fi w illustrates the main types of funding, and the extent in which they
mcurI in the event of a bank failure:

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

T2019/1425: Reserve Bank capital adequacy proposals for registered banks Page 7
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21.

22.

23.

24.

IN-CONFIDENCE

Types of bank funding Examples of holdings
. Common Equity Tier 1 | Ordinary shares Incurs bank
Yerd | (CETY) Retained earnings losses first
Capital
Additional Tier 1 (AT1) | Preference shares
. Qualifying long-term
Vier 2 Caplted subordinated debt
Unsubordinated, Call and term deposits
Other unsecured liabilities Senior unsecured debt
kabilities Secured liabilities and | Covered bonds { »
preferred creditors Emp|0yee entitle % Ihca 5<ba
= \{d&}e&fa t
%\:\7
The main differences between Tier 2 and Tie gbapital are:
i Tier 2 capital is generally cheaper er to acces/s ier 1 capital.
ii Tier 1 capital has ‘going concer, sorptio \\mﬂ/whlle Tier 2 capital
has ‘gone concern™ loss-absorpti d recapi tion‘capacity

O

asure than Tier 1 capital, so

E\\ié more regulatory effort.

3 pital result from a decision to focus
._rather than increasing the ability to

k also prefers Tier 1 capital because it
i n\be nd administration perspective.

) when it recently reviewed the capital requirements
eposit-taking institutions’ (which include banks). As a result

cided to increase its capital requirements, but will allow
ulrements with Tier 2 capital (as Tier 2 capital is more cost-
pitalisation capacity).

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

i undermine their growth;

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

4 Tier 1 capital will automatically absorb losses while the bank is still operating as a going concern.
This helps keen a bank solvent.

> Tier 2 capital generally absorbs losses or provides recapitalisation capacity at or close to the point of
failure itself when the bank is being wound up or liquidated.

T2019/1425: Reserve Bank capital adequacy proposals for registered banks
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iii create a risk that small banks are ultimately absorbed by the large banks.

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

Contingent convertible debt

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

27. A CoCo is a type of debt instrument that is convertible into €quity or written fa
" AC oCo can ically
on design. éOCQS are

their effgpt\g\ne;s to

pital regime ‘more, difficult to

The benefits of avoiding a banking crisis are si nlflcan’t\.N

28.

sis that@ uld be more resilient to
as two/comp nts:

N 7
promote economic activity for

economic shocks and crises. Thi be,,_g i

i Banks would be likelyt %\

tinue to

longer and at relatlvely fe(levels d acrisis. This means businesses and
consumers would be-able to conti e to borrow, transact, employ, and pay tax

i s/promotes- ilient economy.
i (o] fail. ‘Kfail‘u\re involves significant disruption to society,

conomic functions disrupted, and a significant
ocial support and/or costs associated with any

gover en\“ yilout or %o a distressed bank).
29. The Reser k has conclu that the costs of banking crises are significant. In

conclus it-has referred to international literature on the negative
social impacts of severe financial crises.

.-

. but the césts are also likely to be significant

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

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

6 The Reserve Bank expects that banks will be able to fund the new requirements (which amount to
about $20 billion of additional capital) by retaining 70% of their expected profits each year over a five
year transition to full implementation. It will be up to each bank to determine how they actually fund

the new requirements.
T2019/1425: Reserve Bank capital adequacy proposals for registered banks Page 9
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33.

34.

35.

Impact on interest rates g \\ ’
at it

IN-CONFIDENCE

Crown’s balance sheet. The extent of these impacts is uncertain and is heavily reliant
on assumptions. The benefits to society of reducing the likelihood of a crisis to a
tolerable level (discussed above) must be weighed against these ongoing costs to
society of increased capital requirements.

The Reserve Bank included some preliminary estimated economic impacts in its public
consultation, including possible interest rate impacts and impacts on the economy
more generally (discussed below). $9(2)f)(iv) and s9(2)(g)(i)

However, thi as the
information provided to the public as part of its consultati
/

The Reserve Bank has noted as part of its pubI| ultation

proposals will have “only a minor impact” on b

also indicated publicly that lending margins

to 40 basis points (that is, 0.2 to 0.4 p

annual interest costs of between $1,000- $ 0 for $ %@ij/of lending.

%t at the nk has underestimated
clude

views m the following:

Egpects that the
Reserve Bank has

; ' Costs may increase by 20
pomts)‘ ‘h'\l lies an increase in

However, some stakeholders have
the impacts on interest rates. The rang

Stakeholder | Stakeholder commen\‘,) /‘

Implied additional
annual interest
costs for $500,000
of lending

Harbour . The Ilkefy7e nomic costs
Asset Iarger thaQ ﬁesér e Bank’s 2
Management basw{ pomt/ ncrease is f

$2,500 to $3,500

000 mortgage is about $2,500 ...

nhbﬂ%lnferest costof a $500

Macquarie stimate that B@? would need to raise their average | $4,500 to $7,000

by 90-140 basis points to offset the reduction in returns ...

~0ur rangé %es\@étes [of the long-run impacts on the cost of | NA
ue-to the many uncertainties that exist. However,

O redit] is
Qf\\/ our mean te is considerably larger than cited by the
N Reserve Bank...

‘economists estimate that the higher capital requirements | $2,500 to $3,750

ing rates, which is significantly above the Reserve Bank
o timate

K/W/bank

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

// ))

Westpac ... The increase in capital could up the cost to borrowers by adding | $5,000

more than 100 basis points to the interest rate on a home loan -
an increase of around $6,000 to an average home loan in Auckland.

T2019/1425: Reserve Bank capital adequacy proposals for registered banks Page 10
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36. The Reserve Bank’s expected 20 to 40 basis point increase amounts to total increased
lending costs of $880 million to $1.8 billion per year.” However, the adjustment would
be more complicated than this with the potential for:

i lower demand for credit at higher interest rates;
i lower supply of types of credit that attract a higher risk weighting;

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

iv substitution to bond markets by the larger corporates; and by mortga&

securitisation. @
t@ fset by re uct»ons in the
OCR if the OCR were lowered due to lower dem ower inflat Qn resultmg from

the proposed changes. The Reserve Bank indi 'n its Februa 9 Monetary
Policy Statement that monetary policy would be able to resp d\Vas needed” if
additional support were required during the (ﬂoosepl five- yean nsition period.

\\\
- ~__
Q\\ %‘
. 'té/consultaffom eliminary estimates that a 1

percentage point increase in ital couﬁj lead 0 a 0.08 percentage point
reduction in long run steady-s ' Res Bank’s proposed increases in
capital requwements thls wou quate to a loss. nomic output of 0.32% per year

37. Increased interest rates from the proposals could

Impact on overall economic activity

38. The Reserve Bank provided as part.

39. However, the Sape
estimates of potent|
0.40 percentage pxgm
estimate. o~ )

p suggests\t@ alternative plausible scenarios give
hn steady-state GDP ranging from 0.17 to

gmﬁcantly higher than the Reserve Bank’s
Ny

40, S9O) and s?(gb@;% %
Impacts @Mlar groypwctors
c

N\

<, hanges will h ‘d\ﬁerent impacts on particular groups or sectors.
Agricultura and sm /1 b\s(lne ses

—/

s9(2)(f)(iv) an

S

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

7 Based on total bank lending of $440 billion (Reserve Bank, February 2019).
8 Based on the Reserve Bank’s estimate of the cumulative impact of the proposals on GDP (Table 7 of
the Reserve Bank’s Capital Review Background Paper: An outline of the analysis supporting the risk

appetite framework) and GDP for the year ended March 2019 ($296 billion).
T2019/1425: Reserve Bank capital adequacy proposals for registered banks Page 11
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44. There may be some negative impacts at the margin for businesses that are already
struggling to service existing levels of debt. For example, the Reserve Bank recently
noted that a material portion of New Zealand dairy farms have high debt levels that
they would struggle to service if their costs rose.®

45.  s9(2)(f(iv) and s9(2)(9)(i)

46. Moreover, the proposals come at a time when these sectors are also facing other
challenges. The agricultural sector, for example, is currently facing other gulatory
proposals that are under development, including v/a,t/er climate change, and

biodiversity reforms, while small businesses in New nd/ﬁéce high-inte }es} rates
relative to comparable jurisdictions. These proposa*& re Ho'/ely to eXacgrbéte these
challenges further. z\ OV ﬁ\* >
N
Residential lending \ B \S ’

47 S9@)(Hv) and s9)(0)() *

Also, some banks hav tC d that tw kely to shift their lending
towards housing (and away from é\ mess sec{o& \Qe ause housing will require
significantly less capital than ott}ekareas

\ o
. \\) /™ N / /
Deposit holders <\\J\\ v /<\\\ >
) CRND

48, s9O(v) and s9(2)(g)() < S :%w
B

Impact on the nf/ar tI ndscape/\ \\
rket ain NN

49. The Rq@erveﬁaz@k does not ex\ect the proposals to compromise the competitiveness
of tl)é ng mark} Hq ver, the main banks argue that the proposed changes to
capita vethrements Id‘séourage lending to riskier sectors by banks (particularly

1) Eonétructlon@w smiall business customers). Alternative lenders may fill this gap
g here may be a?k?"&?ease in lending by branches of foreign banks, private equity,
investment fuqu\and non-bank deposit takers (NBDTSs).

50. The regu@téry\pélmeter for NBDTs is being considered as part of the Reserve Bank
Act Re)/f v..The Government has already made an in-principle decision to combine the
reglila y/regI/mes for banks and for NBDTs into a single ‘licensed deposit taker’
perlmef\a “An increase in lending by NBDTs would also have implications for the scope
of a@ de)bosﬂ insurance regime, which is also part of the Reserve Bank Act Review.

Impact on the Crown balance sheet

51.  We expect there to be second-order impacts only on the Crown’s balance sheet.
s9(2)(b)(ii) and s9(2)(9)(i)

A marginal positive impact could
arise from there being a lower likelihood of a bank failure leading to the Crown being
called on to provide assistance, and possibly higher corporate tax receipts from banks

9 Reserve Bank Financial Stability Report, May 2019.

T2019/1425: Reserve Bank capital adequacy proposals for registered banks Page 12

IN-CONFIDENCE



52.

IN-CONFIDENCE

resulting from them holding relatively lower levels of debt (which lowers their interest
costs and raises their profits).

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

Value judgements about society'’s risk tolerance are)@@yﬁnal deg&

53.

54.

55.

56.

Different capital levels result in different: j é QV
\/
i expected costs of bank crises (e.g. greater caplta ill gener, resyﬁ in lower

likelihood of crises and hence lower exp C{ed costs ofac 'srsw, a yearly basis);

and
\A@erﬁlly result in higher

Theoretically, a good outcome oI to set re gulat capital requirements that
maximise the net benefits to N ) it/is difficult to assess the costs
and benefits because of th nts about a variety of highly-
debatable factors, including:_

ii  ongoing costs to the economy (e.
costs for banks that will be pass

he nega’\ti\{/’\ef ! ts of a crisis will last; and

/ —
i ongoing costs t&ﬂﬁ econo ow and where banks will raise additional
capital; a(% wh@ré and to wl ent, they will pass on costs or accept a Iower

ink’ s balance sheet and exposure, and the
its capital (including between the parent and subsidiary for the four

\\Iap Given this uncertainty, final decisions will depend on value
Ements about society’s risk tolerance for banking crises, and about who in society
should bear t ho t§/and benefits of the changes.

uld “result in significant ranges of possible net benefits for each
'so §

f its work, the Reserve Bank has focused primarily on the risk tolerance
ven the high costs of banking crises, the Reserve Bank has concluded
aland society is likely to be relatively intolerant of banking crises. The
prog&g;éls‘ re based on society having a 1/200 year tolerance for a banking crisis (that
is, a'0.5 percent tolerance for failure in any one year)."" The Reserve Bank noted that
1/200 is a ‘starting assumption,” and is not calibrated on the basis of any specific
evidence about New Zealanders’ tolerance for banking crises.?

10 Under the Reserve Bank’s ‘risk appetite framework’ the Reserve Bank follows a two-step decision-
making process where it first takes into account soundness considerations and then, second,
efficiency considerations.

1 This means that there would be sufficient capital to absorb a loss that is so large it might arise once
every 200 years.

12.1/100 was also used earlier in the process, and gave results similar to the existing capital

requirements (FSOC paper, November 2018, footnote 2). .
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Comprehensive cost-benefit analysis can inform these value judgements...

57. s9(2)(M(iv) and s9(2)(9)(i)

However, a particular social risk tolerance will reflect a consideration of
the relative costs and benefits of different options for capital requirements, including
distributional impacts across various groups in society. A comprehensive cost-benefit
analysis of different options provides a means to explore the range of potential impacts,
even if the analysis is subject to a great degree of uncertainty.

58. The Reserve Bank has published a number of separate pleces of analysis on the
various costs and benefits of higher capital reqwrement has not yet/produced a
comprehensive cost-benefit analysis of the proposals o' alternative “options).
However, in the absence of a comprehensive cos aIyS|s f me ‘preferred
proposals and other options, it is difficult to asse he & dlfFérent risk
tolerances (including the Reserve Bank’'s pr efance) and
corresponding different options. QOI

...and is a necessary step to justify the prop

59. In the absence of a comprehensive ?@m the Reserve Bank to
support its proposals, other comme r own assessments. For
example, analysis prepared by the the New Zealand Bankers’
Association suggests that the %\als will have(\a@et? conomic cost of $1.8 billion

(i.e. the proposal will destroy§
ate

60. The Reserve Bank has indic thét it pla,s\ y-produce a comprehensive cost-benefit
analysis as part of its a e§z®ent of the expecte egulatory impacts (which is required
to support final decisi 4 )t rests with-the: Reserve Bank to undertake a complete
analysis that include ideration cfa lernative options to achieve its objectives,

with adequate engf with th ic and stakeholders.
N

N

There is an m@@;aigf

nts areﬁw part of the broader ‘financial safety net’

\\
61. %i‘bital— dequacyﬁu&@nents are arguably the most important tool for reducing the
ihood of bank f and mitigating the impacts on society. However, they are just
one part of a bad)er regulatory framework — the ‘financial safety net’ — that also

contnbute@@: e objectives. The financial safety net includes:

i e Bank’s approach to supervising banks and its ability to use other
, Tegulatory tools to encourage responsible lending or increase stability;

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

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

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

13 1n our view, the Sapere Group’s analysis is not a complete analysis of the costs and benefits.
14 Section 162AB of the Reserve Bank of New Zealand Act 1989. There are no specific requirements
under this Act for when this assessment needs to be prepared.

T2019/1425: Reserve Bank capital adequacy proposals for registered banks Page 14
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62.

IN-CONFIDENCE

There are choices about the extent of reliance that is placed on each of these various
elements. More emphasis on one element may mean that less emphasis needs to be
placed on another. Setting capital levels should take into account how the Reserve
Bank’s objectives are, or could be, met through the financial safety net as a whole. We
would expect that the Reserve Bank’s comprehensive cost-benefit analysis would
clearly articulate how their proposals and the different components of the ‘financial
safety net’ interrelate.

Phase 2 of the Reserve Bank Act Review is underway

63.

64.

65.

Phase 2 of the Review of the Reserve Bank of New Q Act 198 rently
underway. The potential for changes to be made as pa review, urrciudq to the
‘financial safety net’, may affect the setting of cap t;J/ q/U<> ents. <

That review is considering changing the framewor ;

operates, including contemplating clearer ministerial involvement i s%/ttlng the high-

level strategy, objectives, and direction f the ‘Reserve Bank-(while protecting its

operational independence). That review js a s9n3|der|ngfth  use of a financial policy

remit (covering the Government’s risk appe nd ec mand financial priorities),

and bank crisis management and re ok&r@\ ols. Th)z%\ ‘nment has also made an
‘otectlon(w

in principle decision to introduce deég
More specifically, that review |s%r\\§ ering op(»&ns thgt/mable systemically important
banks that fail to be kept opé\\w hout putting r funds at risk. Internationally,
this is achieved by ensurlng\hat/a bank \‘ap\ and liability structure contains
appropriate capacity to in additional to loss absorption).

s9(2)(A(iv) i ?

.
NS
\Y
Next steps : )/
66. Bank s/p%m involve significant costs to the economy — as well as
mﬁmately rest on difficult judgement calls about society’s risk
,nXxg rises given these costs and benefits.

67. S9(Hwv) \J

s9(2 ( é

Pages 16 and 17 of this document have been withheld under s9(2)(f)(iv).
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Adam Antao [TSY]

From: James Sergeant <James.Sergeant@rbnz.govt.nz>

Sent: Tuesday, 26 March 2019 3:43 PM

To: Amir Mehta [TSY]

Cc: Stan Christian

Subject: Input for aide-memoire for meeting with BNZ

Attachments: Aide Memoire Minister of Finance meeting NAB CEO BNZ  Chair April 2019 _

Capital Review Culture and Conduct.docx
@ = >§>
Amir, \\;

As requested, here is some material for the Minister’s briefing.

James Sergeant
Adviser | Reserve Bank of New Zealand | Te Pltea Matua \‘

2 The Terrace, Wellington 6011 | P O Box 2498, Wellington \\\»//7
9K | S9C)@) %
Email: james.sergeant@rbnz.govt.nz | www.rbnz.govt:

¥ O3 » oe] ® ,; %\5

From: Amir Mehta [TSY] <Amir. Mehta@zt/e@s}v govt.nz>
Sent: Monday, 25 March 2019 9:21

To: James Sergeant <James.Sergeant ovt.nz> \\ )
Subject: Input for aide-memoire fowﬁwe%m{g with @ _

(ol

[IN-CONFIDENCE] \VK %

Good morning James,

end. -

| hope you had a{ > \7

As you'll see b lafm prepa aring an aide-memoire for the Minister of Finance’s meeting with NAB/BNZ. Are you
able to provide, by COP Thur m arch, any background on the Capital Review and Culture/Conduct Review
that relates to BNZ (e.g. vie % ess)?

esn’t work.
Regards,

Amir

From: Angus Hodgson <Angus.Hodgson@parliament.govt.nz>

Sent: Monday, 11 March 2019 5:02 PM

To: Robbie Taylor [TSY] <Robbie.Taylor@treasury.govt.nz>; Matthew Gilbert [TSY]
<Matthew.Gilbert@treasury.govt.nz>

Subject: BNZ

Kia ora korua

Minister Robertson will meet with the newly appointed National Australia Bank Chair and interim CEO Phil
Chronican and Bank of New Zealand Chair Doug McKay on Monday 8 April at 8am (30 minutes). They have indicated

1



their willingness to discuss “capital adequacy and the ongoing RBNZ/FMA review.” Could Treasury please supply an
aide memoire by Thursday 4 April to cover:

e Capital Review

e Reserve Bank Act Review

e Response to the Bank and Life Insurers Reviews
e Provision of Regional Bank Services

The aide memoire should cover these points in brief as well as provide any other salient information, suggested

talking points and short biographies for Mr Chronican and Mr McKay. Please sult as appropri ith the RBNZ
and FMA.

—

( ( ) .

Please confirm that the above request and timing works for Treasury. @ i ;
N>

Mauri ora

b Gl &
\r@:’

Level 7.6 Executive Wing, Parliament Buildings, P
s9(2)(k) | 59(2)(a)

E: angus.hodgson@parliament.govt.nz

"This message (and any files transmitted wn@«if aTe nfidential and
may be legally perlIeged If you are no the d recipient

the views of the

Reserve Bank of New Zealand. If the reCipient has concerns about

the content of this message tt ould seek alter%irmation
KA @ N

N>




CONFIDENTIAL

Aide Memoire: Meeting with the National Australia Bank Acting CEO and Chair
Designate, and Bank of New Zealand Chairman on 8 April 2019

Capital Review

y their

The Reserve Bank of New Zealand (the Reserve Bank) is consul 'ng on the capital-adequacy
0 16% over ap osed

owners, mostly composed of Tier 1 capital (equlty) increase fr
five-year transition period.

The consultation document also proposes changes in
ratios, which will result in a more ‘level playing
large banks (ANZ, ASB, BNZ and Westpac) and

\\\ )
(S5
y banks alcu\?é the1r capital
> n between the
TSB, etc.).

been that the flow-on impact of the ms%, .Ci
rates, lower return on deposits and céﬁ\gtri/i 1ed credit risk
an adequate return on equity. N

The Reserve Bank is still ¢ on it g on the/pT als

forward by banks and othe: @: iﬁbters. Ho ver it has yet to receive any formal submissions,
which close on 3 May. The Reserve B lar(mng to publish the finalised policy in mid-
2019. O \ / -/

Section 105 of the Res KéNew Zeala

Ref#7969564 v1.0






Copy of RBNZ Q&A — The Capital Review

Our proposals would lead to the highest capital ratios in the world

e The aim of the capital review is to calibrate the framework to New Zealand’s risk appetite for
banks operating in New Zealand, not to peer benchmarks. If that means we have some of
the world’s best capitalised banks, that’s a desirable outcome. Comparisons across
countries are fraught with difficulties, because all countries ysedifferent measur
have different banking systems. There is no “right” metric. Ag '
considered, the proposed capital levels would place the farg

end of their relevant international peers, e.g., S&P’s metheg y sugge large
banks would come out closer to the 80th percentile‘of-henchmark small o economies.

nents and

levels
- Banks’ target return on equit
investment
- Banks concentrate allrepricing on just op
to other loans, dep etc.
e The RBNZ believes ri etdrn are re d'so.shareholders will adjust their expectations,
and that repricingwill across ;{E ust residential mortgage lending. We will
consider the estiemg mad er analysts as part of the next stages of the

Review.

Credit rating agencies (é)g. Fitch) stat ratings could decline
° t mis-sta Fitch actually said in their report. Fitch affirmed NZ banks’

ifthe parent banks sold their NZ operations then the NZ banks would
oft credit rating uplift. Fitch was clear that this is an extremely

the osts associated with banking crises, our judgement is that 1 in 200 is a reasonable
de %o of ‘very rare’, but this is a key input which we are seeking feedback. We think
there are net gains to societal welfare moving from the current level of capital to our 1 in
200 calibration, but that beyond 1 in 200 the increased financial system stability is likely to
be outweighed by the costs of achieving that stability.

How do we reconcile the proposals with positive stress test outcomes?
e  While stress tests are useful to understand how a particular stress event might pan out, they
don’t allow for unknowns outside the stress test scenario. In a real-life banking crises events

happen that can exacerbate the effects of any initial shock. These unknown events are not
captured and modelled in stress tests.

Ref#8054661 v1.0



Why was a full cost-benefit assessment (CBA) not undertaken?

e |tisimportant to gather the views of all stakeholders to get an accurate picture of all likely
costs and benefits. Capital calibration is subject to uncertainty. Once stakeholders have
identified all the costs and benefits, and decisions are made about what levels of capital will
be needed, then the final cost-benefit analysis will be completed.

Why a 5-year transition period? % &
e We thought 5 years was enough time for the large ban he requir%through

their earnings over a manageable but not prolonged peyi tters
views on the manageability of 5 years, and are ope

for individual institutions, e.g. mutuals).
General response to lan Harrison on modelling inp : ; @
ant vi on t posals. We encourage
evidence they think we’ve missed.

ubmissions from independent
oints about our judgements, then

A typographi i formula that was published in the April 3
background p

It was sim d does not affect or change any calculations.

he capital proposals could raise interest rates by 20-40 percent.
higher for agricultural lending? If so, do you have an estimate?

o Itwill b% ks to make their own pricing and lending decisions.

e Lendi ¢ the agriculture sector in New Zealand accounts for around 14 percent of total

What will the penalty be for breaching capital requirements?

e A bank will not be in breach of its Conditions of Registration if it enters into our proposed
prudential capital buffer. However, we propose that banks will be subject to automatically
triggered restrictions on discretionary payments and an increasingly intensive supervisory
response (for example, preparation of a capital plan, as is the case with the current
conservation buffer). These two responses are quite separate in that they may be triggered
at different levels within the prudential buffer.

e Banks have several options for meeting the proposed new requirements.

Ref#8054661 v1.0



What percent of agricultural debt is held by what proportion of farmers?

e Lending to the agriculture sector in New Zealand accounts for around 14 percent of total
lending, of which the dairy sector accounts about for two-thirds.

e The level and concentration of dairy sector debt has increased significantly in recently
decades, to become the next largest share of bank lending after housing.

e The latest data we have suggests 20% of dairy farm units a @ 45% of daity s r
debt. This is based on 2017 data from DairyNZ. %
The report prepared by PwC says your proposals amou NZ having capi ati;of 27%, which
is far higher than other countries.

e Many assumptions and judgements un e’ PWC analysi g@ ercises such as this are
dll of the % e report, but think that

inherently difficult. We have yet to ful
akessense for one country to have
is ignores the fact that risks differ from

it overstates the relative position.
e The underlying assumption of studies ik
the same amount of bank capital \ ot
country to country. Q
e The risk associated with

Q.
X
o
o
=)

e Fundamentally, studies

that’s the key iss%
7§
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From: Amir Mehta [TSY]

Sent: Tuesday, 21 May 2019 10:30 AM

To: Richard Downing

Cc: Susan Ivory [TSY]; lan Woolford; Daniel Jury [TSY]
Subject: RE: Background and talking points on Capital Review

Thanks, Richard — that’s appreciated. @ &

| take your point re: the credit funds point and will add a bit more infor, < as referrin@s article:
S

0-nz-chasing-loan 5-20190516-p51nxo.

offeri?gj\t their loanbooks.

Can we also confirm that the meeting on Thursday at 2@ going ahead? y‘you able to host?
Regards, % &

https://www.afr.com/business/banking-and-finance/credit-funds-flood

~

Essentially, credit funds are apparently approaching the mai

Amir

To: Amir Mehta [TSY]

Cc: Susan Ivory [TSY] ; lan Woolf@

Subject: RE: Background and ing points on Capi iew
HI Amir %

\
From: Richard Downing O
Sent: Tuesday, 21 May 2019 10:17 A @

A few suggestions o

- Timeframey |

Revie ?uaiﬂ?]une. F ions are expected later in 2019.

- Summation of bank vi : “The four big banks have generally noted that increased capital requirements are
likely to lead to Iarg;% ide impacts on economic activity than estimated by the RBNZ. The proposals
are likely to red nks” returns on equity. To lift the returns on equity the banks may try to increase the

cost of borrowing-to.consumers, or restrict the availability of credit. The banks note that they believe these

impacts W/HJoe\ ger than RBNZ estimates and could lead to larger downside impacts on economic activity.”
O

If you want to getwe of the bank submissions, the NZBA have published their submission:
https://www.nzba.org.nz/2019/05/17/capital-review-paper-4-how-much-capital-is-enough/

Some extra talking points you could consider:

- What do you think the consequences of a financial crisis would be? What sort of measures can safeguard
New Zealanders against these risks?

- What is driving your estimates of higher interest rates? To what extent is this about maintaining existing
returns on equity?

- What are the impacts of any ‘unintended’ consequences?

One further comment. It’s not clear to me what the talking point below refers to. It may need some further context.



- What do you make of reports that international credit funds are approaching banks regarding their loan
books as a result of the Capital Review?

Cheers

Richard
From: Amir Mehta [TSY] <Amir.Mehta@treasury.govt.nz>
Sent: Monday, 20 May 2019 2:39 PM

To: Richard Downing <Richard.Downing@rbnz.govt.nz>
Cc: Susan Ivory [TSY] <Susan.lvory@treasury.govt.nz>

Subject: RE: Background and talking points on Capital Review

Hi Richard, &

Early tomorrow morning is fine. %

The meetings are with: @
N,

David Hisco (ANZ — CE) N

Dean Schmidt (BNZ — GM, Corporate Affairs)

Vittoria Shortt, CEO, Chandu Bhindi (General M riFNick Tuffl yconomist) (ASB)

Thanks,

Q

Amir
From: Richard Downing <Richard ni rbnz.gov m@

Sent: Monday, 20 May 2019 2 I\C\/
To: Amir Mehta [TSY] <Amir:-M ﬁ reasury,govt.nz>

Subject: RE: Background Iking points o \@Review

Hi Amir V

We are Iookln i . Will tr ack to you today, but might be a challenge as | am about to go into a 2
hour meetmg arIy tory/o\@;2 ofning be ok if we can’t finalise today.

Who are the meetings with nks (eg. CEO, Treasurer etc)?

Richard Q%

From: Amir Meht%} ] <Amir.Mehta@treasury.govt.nz>
Sent: Monday, 20 T{019 1:02 PM

To: Richard Downing <Richard.Downing@rbnz.govt.nz>

Cc: Robbie Taylor [TSY] <Robbie.Taylor@treasury.govt.nz>; Daniel Jury <Daniel.Jury@treasury.govt.nz>; Brian
McCulloch [TSY] <Brian.McCulloch@treasury.govt.nz>; Susan Ivory [TSY] <Susan.lvory@treasury.govt.nz>
Subject: Background and talking points on Capital Review

[IN-CONFIDENCE]
Hi Richard,

The Treasury’s Secretary and Deputy Secretary are meeting with ANZ, BNZ, and ASB this Friday. We are providing
some brief background material and talking points for these meetings, including for the Capital Review.



| have attached the brief background and talking points on the Capital Review. Would you be able to provide any
comments by the end of today? | appreciate you are busy at the moment, so please let me know if this timing does
not work.

Much appreciated,

TE TAI OHANGA
THE TREASURY

Amir Mehta | Analyst | Te Tai Ohanga — The Treasury
s9(2)(k)

Email/IM: amir.mehta@treasury.govt.nz @ o
Visit us online at https://treasury.govt.nz/ and follow us on Twitter, Lml@ Instagram ( ("

K/

S

%\'
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From: Susan Ivory [TSY]

Sent: Tuesday, 21 May 2019 3:40 PM
To: Richard Downing
Cc: Amir Mehta [TSY]; ian.woolford@rbnz.govt.nz
Subject: RE: Background and talking points on Capital Review
Hi Richard &
G
Thanks for help with the background and talking points. | see on the RBF} ehsité that theré@aﬁtle more detail
on the proposed timeframes. | was proposing to also include this in & g, as foIIo
The Reserve Bank expects to publish the submissions on the consultation paper in u{%‘/\n continue its
stakeholder outreach programme, which includes conductin gre pstou é% ow New Zealanders feel
ng extermgnd\pg to independently review

about risks in our financial system. It is also in the process
the analysis and advice underpinning the proposals. An an entisp Vy/‘che end of November 2019,
with implementation of any new rules starting from i w& sition period of a number of

years before banks are required to fully comply wi%
Kind regards @

Susan
\L
S
2 TE TAI OHANGA @
@ THE TREAsuéf?\ﬁ/ N
~ -

Susan lvory | Senior Anal I Mark \%i Ohanga — The Treasury
59(2)(k} Em{%@s& .ivory@tre%%vt. nz

Visit us online at https://tre uy{.govt.nz/ and fa\@w us on Twitter, LinkedIn and Instagram

From: Richard D

Sent: Tuesday; 21 May 2019 10:1%

To: Amir Mehta <§¥ /gdj\

Cc: Susan Ivory [TSY] ; lan Wo

Subject: RE: Background% king points on Capital Review
HI Amir B

A few suggestions@&r talking points:

- Timeframe: The RBNZ expects to publish the submissions on the 4th consultation paper of the Capital
Review during June. Final decisions are expected later in 2019.

- Summation of bank views: “The four big banks have generally noted that increased capital requirements are
likely to lead to larger downside impacts on economic activity than estimated by the RBNZ. The proposals
are likely to reduce banks’ returns on equity. To lift the returns on equity the banks may try to increase the
cost of borrowing to consumers, or restrict the availability of credit. The banks note that they believe these
impacts will be larger than RBNZ estimates and could lead to larger downside impacts on economic activity.”

If you want to get a sense of the bank submissions, the NZBA have published their submission:

https://www.nzba.org.nz/2019/05/17/capital-review-paper-4-how-much-capital-is-enough/

Some extra talking points you could consider:



- What do you think the consequences of a financial crisis would be? What sort of measures can safeguard
New Zealanders against these risks?

- What is driving your estimates of higher interest rates? To what extent is this about maintaining existing
returns on equity?

- What are the impacts of any ‘unintended’ consequences?

One further comment. It’s not clear to me what the talking point below refers to. It may need some further context.

- What do you make of reports that international credit funds are approaching banks regarding their loan
books as a result of the Capital Review?

NG

Richard
From: Amir Mehta [TSY] <Amir.Mehta@treasury.govt.nz> @ %
Sent: Monday, 20 May 2019 2:39 PM

To: Richard Downing <Richard.Downing@rbnz.govt.nz> @ @
Cc: Susan Ivory [TSY] <Susan.lvory@treasury.govt.nz>

Subject: RE: Background and talking points on Capita%%

Hi Richard,

Early tomorrow morning is fine.

7

The meetings are with:

David Hisco (ANZ — CE)
Dean Schmidt (BNZ — GM, Co
Vittoria Shortt, CEO, Chan

@ Nick Tuffley, (Chief Economist) (ASB)
Thanks, V
Amir @ i
—
From: Richard

D ing <Richa@75@w ng@rbnz.govt.nz>

Sent: Monday, 20 May 2019\.%@/
To: Amir Mehta [TSY] <Arif.M @treasury.govt.nz>

Subject: RE: Backgrou \n@lking points on Capital Review

Hi Amir

We are looking at this now. Will try to get it back to you today, but might be a challenge as | am about to go into a 2
hour meeting. Would early tomorrow morning be ok if we can’t finalise today.

Who are the meetings with at the banks (eg. CEO, Treasurer etc)?

Richard

From: Amir Mehta [TSY] <Amir.Mehta@treasury.govt.nz>
Sent: Monday, 20 May 2019 1:02 PM
To: Richard Downing <Richard.Downing@rbnz.govt.nz>
Cc: Robbie Taylor [TSY] <Robbie.Taylor@treasury.govt.nz>; Daniel Jury <Daniel.Jury@treasury.govt.nz>; Brian
McCulloch [TSY] <Brian.McCulloch@treasury.govt.nz>; Susan Ivory [TSY] <Susan.lvory@treasury.govt.nz>
Subject: Background and talking points on Capital Review

2




[IN-CONFIDENCE]
Hi Richard,

The Treasury’s Secretary and Deputy Secretary are meeting with ANZ, BNZ, and ASB this Friday. We are providing
some brief background material and talking points for these meetings, including for the Capital Review.

| have attached the brief background and talking points on the Capital Review. Would you be able to provide any
comments by the end of today? | appreciate you are busy at the moment, so p?ase let me know if this timing does

not work.

Much appreciated,

nee s TE TAI OHANGA
3 THE TREASURY

Amir Mehta | Analyst | Te Tai Ohanga — The Treasury  °
s9(2)(k) Email/IM: amir.mehta@treasurv/g/ovt\}z
Visit us online at https://treasury.govt.nz/ and follo
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From: Richard Downing <Richard.Downing@rbnz.govt.nz>

Sent: Wednesday, 22 May 2019 4:29 PM

To: Daniel Jury [TSY]

Subject: RE: TSY-RBNZ discussion on Capital Review

Hi Daniel — we will have some material on the following that | will send to you first thing tomorro orning:
T

- Impact on GDP (item c) ‘
- Sectoral impacts (item d) \\2
- Risk weighting (item f) & @
We will talk to these (and the rest of the agenda) at the meetin 5\\ \S
efully thi@
E%J
@

| expect this will be ready to send to you around 9am tom

advance of the meeting. @
Cheers %
Richard @J

/

From: Richard Downing @

Sent: Wednesday, 22 May 2019 1:19 /"’
To: Daniel Jury <Daniel. Jury@treas
Cc: Brian McCulloch [TSY] <Brian.

Robbie Taylor [TSY] <Robbie.T r@é}}asury.go .

Subject: RE: TSY-RBNZ discussion on Capital Re%

Thanks Daniel. That logks li ood (and full) agenda.

We are putting so@égether fr previous emails, hopefully we will get this to you before the
L

meeting. @ A ) @%

I think (h) and (j) in your list &(\Wymt we should be able to talk to these tomorrow, time permitting.

Richard %
From: Daniel Juryﬁﬁéﬁu@lyry@treasurv.govt.nz>

Sent: Wednesday&zb/l y 2019 12:49 PM

To: Richard Downing<Richard.Downing@rbnz.govt.nz>

Cc: Brian McCulloch [TSY] <Brian.McCulloch@treasury.govt.nz>; Amir Mehta [TSY] <Amir.Mehta@treasury.govt.nz>;
Robbie Taylor [TSY] <Robbie.Taylor@treasury.govt.nz>

Subject: RE: TSY-RBNZ discussion on Capital Review

you time to review in

Hi Richard
Here is a proposed agenda for tomorrow’s meeting:
1. Introductions [RBNZ / TSY]

2. General overview of the proposals [RBNZ]



3. Discuss specific issues/queries: [RBNZ / TSY]

a.

Kind regards

Timing: Can RBNZ provide any further detail (in addition to what was announced yesterday) on the
timelines for the rest of the process? — e.g. finalising the RIS?

Submissions/feedback: Does the RBNZ have any initial feedback on the themes covered in
submissions, and would it be possible to see the submissions prior to publication?

Impact on GDP: We'd like to discuss the GDP impact numbers. For example, it would also be useful
if you could please provide us with any key data-points that were made/found w considering the
impact of the changes to capital levels on NZ GDP. We unde that your Ec&g’may have
undertaken some additional analysis/modelling of the imp3

there any key data points that fed into or were used in
day bank bill rate (if any), house prices, household ¢ m
that a paper was prepared on the impact on moneta Yy

e May MPS? Forexample, are

aly |s/modelllng$em1@acts on OCR/90-
e\L;e )? Also, it appears

\I}hé/ld in the OlA

s/on regional or sectoral impacts
on volumes/widen margins in those

areas?

Relative costs of Tier 1 and 2 %‘\ ore information on the relative costs of

Tier 1 and 2 capital. /

N
@provide us- i Va;\\nground on banks’ current risk weighting and
data gem&a@é .

Banks’ risk weighting;
how different assets

Competition e\ct?fi . What is iew on the likelihood that competition will fill the market if
banks pull ba *f@)m “riskier’ sect e position different for different parts of the market (e.g
business |é ‘ here relationships, t6cal knowledge, etc, seem important (compared to the more

at will the impact of the proposals be on competition between

h. Aus parent ahk esponses: What do you think the Australian parent banks’ responses might
ber— vs
—
N

Fourth princi E)r/the Review (international conservatism): Why does the RBNZ consider that this
riate, including the risks inherent in NZ and RBNZ regulatory approach?

prmupl%

Dg/B,_ re: We understand that the RBNZ’s stress testing indicates that for a D-SIB to fail the New
Ze }\\ nomy would likely need to be under significant stress, with multiple years of negative
eéciﬁpypic growth and double-digit unemployment. Can you provide any data behind this?

Look forward to discussing tomorrow.

9’* -1 TE TAI OHANGA

Y THE TREASURY

Daniel Jury | Senior Analyst | Te Tai Ohanga — The Treasury
s9(2)(k)

Email: Daniel.Jury@treasury.govt.nz

Visit us online at https://treasury.govt.nz/ and follow us on Twitter, LinkedIn and Instagram

2



From: Richard Downing <Richard.Downing@rbnz.govt.nz>
Sent: Tuesday, 21 May 2019 9:41 AM

To: Daniel Jury [TSY] <Daniel.Jury@treasury.govt.nz>
Subject: RE: TSY-RBNZ discussion on Capital Review

Great. | suggest RBNZ kick off with a general overview of the proposals, then we can discuss the detailed points.

From: Daniel Jury <Daniel.Jury@treasury.govt.nz> @ &
Sent: Tuesday, 21 May 2019 9:26 AM % @

To: Richard Downing <Richard.Downing@rbnz.govt.nz> %
Cc: Robbie Taylor [TSY] <Robbie.Taylor@treasury.govt.nz>; Amir M <Amir.Meht b sury.govt.nz>;

Brian McCulloch [TSY] <Brian.McCulloch@treasury.govt.nz> ~
Subject: RE: TSY-RBNZ discussion on Capital Review @

No problem. That’s a good idea. I'll circulate shortly.

From: Richard Downing <Richard.Downing@rbnz.govt.n
Sent: Tuesday, 21 May 2019 9:24 AM

To: Daniel Jury [TSY] <Daniel.Jury@treasury.govt.nz>
Cc: Robbie Taylor [TSY] <Robbie.TavIor@treasM}o)vf.np; Amir Mehta [TSY] <Amir.Mehta@treasury.govt.nz>;

Brian McCulloch [TSY] <Brian.McCuIIoch@f@urv.govt.nz@

Subject: RE: TSY-RBNZ discussion on Cap view

Sure thing. It would be handy to

Richard @/ %
From: Daniel Jury <Danie@reasurv.gov&

Sent: Tuesday, 21 9:21 AM w

To: Richard Downi ichard.Downi govt.nz>

Cc: Robbie Taylor j/ obbie.Tav{o\@Vqurv.govt.nz>; Amir Mehta [TSY] <Amir.Mehta@treasury.govt.nz>;
Brian McCullo Brian.l\/}cﬁu% \@treasurv.govt.np

Subject: RE: TSY- Bsz discussi@%ﬁital Review

Thanks Richard — just to €I % would be interested to discuss the fourth principle in terms of why the RBNZ
considers that this pr@ is\appropriate, including the risks inherent in NZ and RBNZ regulatory approach.
Thanks again,

P ()

génda tha % all into one place. Are you able to do that?

From: Richard Downing <Richard.Downing@rbnz.govt.nz>

Sent: Tuesday, 21 May 2019 9:13 AM

To: Daniel Jury [TSY] <Daniel.Jury@treasury.govt.nz>

Cc: Robbie Taylor [TSY] <Robbie.Taylor@treasury.govt.nz>; Amir Mehta [TSY] <Amir.Mehta@treasury.govt.nz>;
Brian McCulloch [TSY] <Brian.McCulloch@treasury.govt.nz>

Subject: RE: TSY-RBNZ discussion on Capital Review

Hi Daniel

| will follow up on these points today.



In the meantime, regarding your point about international conservatism — you may have already seen it, but if not,
there are some slides here that show some of the international comparisons that we have done:

- https://www.rbnz.govt.nz/-/media/ReserveBank/Files/Publications/Speeches/2019/Safer-Banks-for-
Greater-Wellbeing-slides.pdf?la=en&revision=6b8116f7-5052-4d96-8961-0ced6b0591a7

Slides 17 and 18 above have some international comparisons.

Four your other point, yes the estimates discussed in the papers largely cover international estimates of the impacts.

We can discuss how we interpreted these for NZ on Thursday.
Richard é @; @ i>

From: Daniel Jury <Daniel.Jury@treasury.govt.nz> &
Sent: Monday, 20 May 2019 6:44 PM
To: Richard Downing <Richard.Downing@rbnz.govt.nz> %

Cc: Robbie Taylor [TSY] <Robbie.Taylor@treasury.govt.nz>; i % [TSY] <A®@treasurv.govt.nz>;
Brian McCulloch [TSY] <Brian.McCulloch@treasury.govt.n @

Subject: RE: TSY-RBNZ discussion on Capital Review @
Hi Richard % &

Sorry for the additional email, but it would al ful in adv ;é Thursday meeting if you could please
provide us with any RBNZ views on impacts from capital r osals on lending in key areas (e.g. rural,
housing, SMEs, regional impacts, etc). %

Also, in addition to the matters outli W, We are & @en at our roundtable to discuss the RBNZ’s fourth
high-level principle for the revie ital req of New Zealand banks should be conservative relative
to

those of international peers;.re Jecting the risks
regulatory approach”. %
Thanks, %V
D

<Q %

From: Daniel Ju

Sent: Monday, 20 May 2019 6;
To: 'Richard.Downing@rbnz.gevt.nz' <Richard.Downing@rbnz.govt.nz>

Cc: Robbie Taylor [TSY] <Robbie.Taylor@treasury.govt.nz>; Amir Mehta [TSY] <Amir.Mehta@treasury.govt.nz>;
Brian McCulloch [TSY] @}aWcCulIoch@treasury.govt.nz>
Subject: RE: TSY-RE iscussion on Capital Review

2

[IN-CONFIDENCE]
Thanks for this Richard — that information is helpful

The paper you pointed us to re GDP impacts of higher capital levels (“Literature review of optimal levels of bank
capital”) appears to be focussed on studies of impacts on GDP in various overseas countries (and then using this as a
base for estimating possible impacts on GDP in NZ).

It would also be useful if you could please provide us with any key data-points that were made when specifically
modelling the impact of the changes to capital levels on NZ GDP. | understand that your Econ team may have
undertaken some additional analysis/modelling of the impacts for the May MPS? For example, are there any key
data points that fed into or were used in this analysis/modelling (impacts on OCR/90-day bank bill rate (if any),
house prices, household consumption, anything else, etc)?

4



Also, it appears that a paper was prepared on the impact on monetary policy, which was withheld in the OIA
response you pointed us to. Are you able to share with us any of the key assumptions/impacts that may have been
included in that paper (or provide us with the paper itself)?

Thanks in advance

TE TAI OHANGA
THE TREASURY

Daniel Jury | Senior Analyst | Te Tai Ohanga — The Treasury @ &
ey Email: Daniel.Jury@treasury.govt.nz @
Inka
N

Visit us online at https://treasury.govt.nz/ and follow us on Twitter, Li Instagr

o)
From: Richard Downing <Richard.Downing@rbnz.govt.nz> i ? @

Sent: Monday, 20 May 2019 4:34 PM \\/
To: Daniel Jury [TSY] <Daniel.Jury@treasury.govt.nz> %
Subject: Follow-up info &

Hi Daniel @ @

This is the discussion in the MPS: @
https://www.rbnz.govt.nz/- Q

/media/ReserveBank/FiIes/PuincatiQr@M etary%20policy%20statements/2019/mpsfeb19.pdf?revision=b2ced7d
d-44df-4f5e-885f-9166142a109 @

This is the follow-up OIA that ¢o %e MPS&%
https://www.rbnz.govt.nz/</media/RéserveBarnk/Eiles/O1As/2019/01A-response-8-april.pdf?revision=319cf258-
b2f7-409f-af81-15ccecda0ad8Razen

There is a suite of b info avail%e (see 7 Sept 2016 paper for a discussion of the macro impacts, with

a focus on interest.r d output)m
https://www.dcfnz\@ Az/regulation- supervision/banks/capital-review-proposals-information-release

Let me know if you want to @ther.
Cheers
Richard Q

"This message (and any files transmitted with it) are confidential and
may be legally privileged. If you are not the intended recipient please
notify the sender immediately and delete this message from your system.

This message does not necessarily reflect the views of the

Reserve Bank of New Zealand. If the recipient has any concerns about
the content of this message they should seek alternative confirmation
from the Reserve Bank of New Zealand."




From: Amir Mehta [TSY] <Amir.Mehta@treasury.govt.nz>
Sent: Thursday, 16 May 2019 12:44 PM

To: Richard Downing <Richard.Downing@rbnz.govt.nz>
Cc: Jessica Young [TSY] <Jessica.Young@treasury.govt.nz>
Subject: TSY-RBNZ discussion on Capital Review

[IN-CONFIDENCE]
Hi Richard,

Apologies for the flurry of emails today.

& A

You’ll be aware that lan, Robbie, and Dasha met to discuss advice the Trea
Review. lan offered to set up a ‘roundtable’ between our two team S

know the times that would suit RBNZ early next week (Monday/ngsday

e Do you have any initial feedback on the
submissions prior to publication? %{{

e We'd like to discuss the GDP impact-num —what
impact, impact on house prices né@sehold con u@ptt
did some additional modelli V

impacts?
e We'reinterested in more\lﬁ%;\ﬁ‘\ ion on th

e Further information (& risk weightin
e We'd like to discu h pfetltlon
pull back from ‘ri also sector

TE <AI ANG

TH ‘niEAsO@

Amir Mehta | Analyst | nga —The Treasury
gt {% [M: amir.mehta@treasury.govt.nz
isi i ps://t

Visit us online at http easury.govt.nz/ and follow us on Twitter, LinkedIn and Instagram
(0N
()
\\77/

CONFIDENTIALITY NOTICE

y data points that fed into this (interest rate
? We understand that the RBNZ's Econ team

- ize. the likelihood of competition filling the market if banks
ional impacts (e.g. rural, housing lending).

Regards,

The information in this email is confidential to the Treasury, intended only for the addressee(s), and may also be legally privileged. If you
are not an intended addressee:

a. please immediately delete this email and notify the Treasury by return email or telephone (64 4 472 2733);

b. any use, dissemination or copying of this email is strictly prohibited and may be unlawful.

"This message (and any files transmitted with it) are confidential and
may be legally privileged. If you are not the intended recipient please
notify the sender immediately and delete this message from your system.



This message does not necessarily reflect the views of the

Reserve Bank of New Zealand. If the recipient has any concerns about
the content of this message they should seek alternative confirmation
from the Reserve Bank of New Zealand."




From: Richard Downing <Richard.Downing@rbnz.govt.nz>

Sent: Thursday, 23 May 2019 9:09 AM

To: Daniel Jury [TSY]

Cc: Brian McCulloch [TSY]; Amir Mehta [TSY]; Robbie Taylor [TSY]; lan Woolford; Susan
Guthrie; Charles Lilly

Subject: RE: TSY-RBNZ discussion on Capital Review

Attachments: s9Q)@®
s9(2)(9)(i) 2019.05.23 Agenda Treasury meé%n 23 May
2019.docx; 2019.05.23 Sectoral impacts easury ry(éﬁi%g 3 may
2019.docx; 2019.05.23 Stylised summ for Treas%ﬁg\iojx

Hi Daniel Q\‘
7
I've attached the information you were looking for ahead i

o
h@gﬂ der thz@st that we previously discussed.

For item (c) | have attached the MPC paper that was

Please note that it is an internal paper drafted withth: alviews of t casting team to generate discussion,

and does not represent the view of the Bank or whole. §;\>
For item (d) | have attached an email that cover > of our ing about sectoral effects. This is something

we are progressing as part of the next st@he work.

For item (f) | have attached a word
are treated at each level of asset./” -/

e

hat outlinespar
S
\ —
. S _
We can talk to these topics and the remaining items.a meeting today.

f the RWA weighting, with a focus on how these

~

Richard @V %ﬁ
@@ AN

e
From: Daniel Jury %J

Sent: Wednesday, 22 M 912:49 PM
To: Richard Downing

Cc: Brian McCullo

e
Subject: RE: TSY-R IXQZ)
N

; Amir Mehta [TSY] ; Robbie Taylor [TSY]
scussion on Capital Review

Hi Richard

Here is a proposed agenda for tomorrow’s meeting:
1. Introductions [RBNZ / TSY]
2. General overview of the proposals [RBNZ]

3. Discuss specific issues/queries: [RBNZ / TSY]

a. Timing: Can RBNZ provide any further detail (in addition to what was announced yesterday) on the
timelines for the rest of the process? — e.g. finalising the RIS?



Look forward to dISCU

Submissions/feedback: Does the RBNZ have any initial feedback on the themes covered in
submissions, and would it be possible to see the submissions prior to publication?

Impact on GDP: We’d like to discuss the GDP impact numbers. For example, it would also be useful
if you could please provide us with any key data-points that were made/found when considering the
impact of the changes to capital levels on NZ GDP. We understand that your Econ team may have
undertaken some additional analysis/modelling of the impacts for the May MPS? For example, are
there any key data points that fed into or were used in this analysis/modelling (impacts on OCR/90-
day bank bill rate (if any), house prices, household consumption, anything else, etc)? Also, it appears

that a paper was prepared on the impact on monetary policy, which was withheld'in the OIA
fthe key assu mpacts that
veritself)? /

response you pointed us to. Are you able to share with us a

may have been included in that paper (or provide us with

Regional or sectoral impacts: Does the RBNZ have v ppacts on g\/nal t/sectoral impacts
(e.g. rural lending, housing developments, etc) if ban s back on volumes/ |den margins in those
areas?

Relative costs of Tier 1 and 2 capital: We’ ion on the relative costs of

\EJ

Tier 1 and 2 capital. =
Banks’ risk weighting: Can you pr g&\%w/h backgg:obanks' current risk weighting and
how different assets are treate %a@e al level.

\N >
NS

(international conservatism): Why does the RBNZ consider that this
g the risks inherent in NZ and RBNZ regulatory approach?

ﬁSTB failure: W % nd that the RBNZ's stress testing indicates that for a D-SIB to fail the New

\Iand econom likely need to be under significant stress, with multiple years of negative
economic gr and double-digit unemployment. Can you provide any data behind this?

%OFFOW.

Kind regards \\ //“

9@ TE TAI OHANGA

THE TREASURY

Daniel Jury | Senior Analyst | Te Tai Ohanga — The Treasury
et Email: Daniel.Jury@treasury.govt.nz

Visit us online at https://treasury.govt.nz/ and follow us on Twitter, LinkedIln and Instagram
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Agenda for Treasury/RBNZ Meeting 23 May 2019

1. Introductions [RBNZ / TSY]
2. General overview of the proposals [RBNZ]
3. Discuss specific issues/queries: [RBNZ / TSY]

a. Timing: Can RBNZ provide any further detail (in addition to what was announced
yesterday) on the timelines for the rest of the process? .e.g. finalising tf
-

b. Submissions/feedback: Does the RBNZ have any-i eedback on ‘t{f\thé;‘mes
covered in submissions, and would it be pos eethe submissio §,,pﬂor to

publication? %\/
c. Impact on GDP: We’d like to discuss t e@QPi?\pact num EF’:;EQ example, it would
also be useful if you could please pr with any ké)} -points that were
made/found when considering the i f the chany eSI}» capital levels on NZ
GDP. We understand that your’E Oﬁ\}e may h %?ta/ken some additional
r the May P@%ﬁ: xample, are there any key
a

analysis/modelling of the imj
alysis/modelling (impacts on

data points that fed into of were used in this@nal
X_;Qj?u{ehold consumption, anything

OCR/90-day bank bill rat
else, etc)? Also, it appears-that a paper red on the impact on monetary

policy, which was withheldin the OIAT 0 you pointed us to. Are you able to
share with us a %\tﬂz‘/ key assum tl“anS'ijpacts that may have been included in

\\D )
N . . .
ts:‘Does the RBNZ have views on impacts on regional or
C

g, housing developments, etc) if banks pull back on

volimes/widen marg%ho areas?
e costs of Tier 1 and 2 capital: We're interested in more information on the
ative costs of

N
Wing: Can you provide us with background on banks’ current risk

market if banks pull back from ‘riskier’ sectors? Is the position different for
B ferent parts of the market (e.g. business lending where relationships, local
‘/‘;—:\\\ wledge, etc, seem important (compared to the more ‘commodity’ mortgage
\\\,) lending))? What will the impact of the proposals be on competition between big and
~ small banks?

g. 2:% ition aspects: i.e. What is your view on the likelihood that competition will
t

=

Australian parent bank responses: What do you think the Australian parent banks’
responses might be?

i. Fourth principle for the Review (international conservatism): Why does the RBNZ
consider that this principle is appropriate, including the risks inherent in NZ and
RBNZ regulatory approach?

j.  DSIB failure: We understand that the RBNZ’s stress testing indicates that for a D-SIB
to fail the New Zealand economy would likely need to be under significant stress,
with multiple years of negative economic growth and double-digit unemployment.
Can you provide any data behind this?

Ref #8050017 v1.0



From: Charles Lilly <Charles.Lilly@rbnz.govt.nz>

Sent: Monday, 13 May 2019 2:58 PM

To: Walter Shea <Walter.Shea@rbnz.govt.nz>; FSPA - Financial Policy <FSPA-
FinancialPolicy@rbnz.govt.nz>

Subject: RE: Sectoral Impacts of Capital Review

Hi all

Further to the discussion below, | have had a look at some of the d @ady colle tter
understand the potential sectoral impacts.

In the Income Statement survey we collect interest income uct type (mordifferent
business loans, personal loans and credit cards etc.) which culation\of an average
yield (interest income/stock of lending). Combining that with on banks’ capital
(through the regular surveys and the QIS), we alrea ata to estimate the

capital contribution to loan pricing.

In the chart below I've plotted a first attemp D
decompose banks’ customer-facing interest ra

data mostly relates to 2019 Q1.

urces together to
the four large banks, and the

The marker shows the average yield-{interest income/a erage loan value) for each lending
category, from the Income Stat Sl .
NCINE

Iy what their internal pricing curves look like.
urrent RWA per segment, an 11.4% CET1 ratio
6-notional “cost of capital”, i.e. the return that the
capital invested.
xpected loss component of loan pricing, i.e. pricing to
mal times. I've based this on regulatory EL for each

EL we require conservative PD and LGDs).
A - esidual between the yield and the sum of the three components
above. From s need to cover their operating expenses (less the contribution of any

fees or o{% e associated with their lending). Mark-up that is left over after deducting
o)

expe@ esents the excess return to capital above the 10% notional charge applied to it
in po

IM

ove.



18% - = Mark-up before operating expense =
' Cost of risk/expected loss
m Cost of capital funding (10% hurdle rate)
16% - m Cost of debt funding -
< Average yield on lending
14% - -
12% - -
10% - -
8% - -
6% - -
4% - -
2% - -
0%

Residential ersonal / I Business- Business- Business-
mortgage C@\ Overdra Total Large SME
RO al e/ffective Y We Id be increasing the size of the red bar by a factor
A 2 ET1 ratio hanges, to ~17% CET1). The adjustment to this
gh & cor blnation of:

ing (shrm ing the blue bar)

|ven lower risk profile (shrinking the red bar somewhat)
érage yield on lending (repricing) and a lower mark-up if there
ts to loan pricing.

petitive %ﬂ

It would be great to t is on Wednesday, and if others have views on what more quantitative
work we could d

Charles Q

----- Orlgln mtment-—-—-

From: Walter Shea <Walter.Shea@rbnz.govt.nz>

Sent: Monday, 13 May 2019 9:47 AM

To: FSPA - Financial Policy

Subject: Sectoral Impacts of Capital Review

When: Wednesday, 15 May 2019 11:00 AM-12:00 PM (UTC+12:00) Auckland, Wellington.
Where: 1st Floor Kbkako Room (16 Seats)

*Rescheduling as Susan and Matt are sick today (Monday) and Richard is on a course
tomorrow (Tuesday).*

18%
16%
14%
12%
10%
8%
6%
4%
2%
0%



Figure 1: Difference between exposure and RWA, within asset classes

Exposure amount /

Amount (S)

RWA amount

Low Risk Risk
Loans oans

Figure 2: Difference betw @re and R asset classes

S

Exposure

Off Balance Sheet
exposure (e.g.
undrawn amounts)

[ Sovereign Lending

|:| Mortgage Lending

Balance Shee
exposure

> RwA [JJ] Corrorate Lending

- Personal Lending
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Average Risk-Weight for IRB Banks

41.50%

Specialised Lending
(Commercial Property
and Project Finance)

Owner occupier Property invetsment
idential mortgages ial mortgages

92% 25% 27%
*Other includes the asset cl. : ign, Bank, Equity, Reverse Mortgages, Corporate & Retail Eligible ren/i\ml%d Other. The exposure value used is Exposure at Default
(EAD) after Credit Risk Mitigation (CRM).
This is also used as the d i for calculating risk-weigh

All averages are EAD weighted

Share of Bank Expg

Retail SME Other Retail

Bank, Equity, Reverse @rporate & Retail Eligible receivables, and Other. The exposure value used is Exposure at Default

This is also used as the
All averages are EAD weighte

<
@ wRisk-Weighted Assets for Credit Risk for IRB Banks

100%

Specialised Lending Owner occupier Property invetsment

(Commercial Property| " i
and Project Finance) ECHEZESS mortgages

Retail SME Other Retail

*Other includes the asset cl. : ign, Bank, Equity, Reverse Mortgages, Corporate & Retail Eligible receivables, and Other. The exposure value used is Exposure at Default
(EAD) after Credit Risk Mitigation (CRM).
This is also used as the d i for calculating risk-weigh

All averages are EAD weighted
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From: Daniel Jury [TSY]

Sent: Friday, 24 May 2019 12:55 PM

To: Ross Kendall

Cc: Karam Shaar [TSY]; Robbie Taylor [TSY]; Brian McCulloch [TSY]; Amir Mehta [TSY]
Subject: RE: Follow up from 23 May meeting - wider economic impacts of capital proposal
Attachments: s9(2)(9)(M)

s9(2)(9)()
. §>
[IN-CONFIDENCE] <§E§§> \J)
Hi Ross & ; ;

e Minis ing to the RBNZ's bank
economi@g of the proposals.
%

what hi capital might mean for monetary

Further to the below, we have been asked to prepare some
capital review. As part of this we are interested in the possi

Richard has forwarded us the attached paper you pr @
policy. This was very useful. Gj&

We would also greatly appreciate any guidancé you ma
through the channel of housing wealth, but thro e impac

wealth effect). Q

It would also be useful for us to hav ehind t e@i\

@this advi it would be much appreciated if you could get back to us as
\V

kno you hav@ tions.

We are under quite tight timef
soon as possible. Please let me

Thanks a lot for your help!

Kind regards V
TE AN
. THE REA% ‘
g%T ai Ohanga — The Treasury
0

~DanielJury@treasury.govt.nz
treasury.govt.nz/ and follow us on Twitter, LinkedIn and Instagram

<
@gf

Visit us online at https:

)

From: Richard Downing

Sent: Friday, 24 May 2019 12:22 PM

To: Daniel Jury [TSY]

Cc: Ross Kendall

Subject: Follow up from 23 May meeting

Hi Daniel

It was good meeting with you and the team yesterday.



| have cc’ed Ross Kendall into this email so that you can discuss the macro questions directly with him.

We will come back to you later with the other agreed info, as listed below. We are in the process of doing redactions
to submissions at the moment, so this one might take a bit longer.

e RBNZ Q&A material.

e Redacted versions of submissions.
e Contact points in economic forecasting team to discuss economic impacts and modelling assumptions.
e Terms of Reference for the External Experts review.

e Information about reverse stress tests that the RBNZ has run in the pa
e Any additional information about sector impacts.
e Any additional information about RoE impacts.

Cheers

Richard

"This message (and any files transmitted with it) are confidential a
may be legally privileged. If you are not the intended recipient please
notify the sender immediately and delete this message from )al\y fem.

This message does not necessarily reflect the views ofihe%\// —
Reserve Bank of New Zealand. If the recipient has ohcerns about a
téecéori)firmation
/"7"\

the content of this message they should seek alt
from the Reserve Bank of New Zealand."

YN
NS,



From: Richard Downing <Richard.Downing@rbnz.govt.nz>

Sent: Monday, 27 May 2019 9:56 AM

To: Daniel Jury [TSY]; Robbie Taylor [TSY]

Cc: lan Woolford; Susan Guthrie; Charles Lilly

Subject: Follow-up from 23 May meeting

Attachments: 2019.05.24 Capital Review Q&amp;A copy for Treasury.docx; 2019.05.24 External

Experts Terms of Reference Public  Version,pdf i?
/ 7
Hi Daniel and Robbie i
N >

The External Experts are the Terms of Reference are likely to S | sitein the next couple of days,
so in the meantime please treat the Terms of Reference in

/ )

\7 |
i&ifo various @h e RBNZ to use in dealing with

The Q&A cover a range of questions that we have co
external questions.

For the stress tests you might find the papers e mcludes some scenarios where CET1
goes below current minimums:

. ~ _ ~ N N
Bulletin: The Reserve Bank’s philosop @}? d S stfng [overview of how we do stress tests and
limitations to them]

https://www.rbnz.govt. nz/researc/h—ﬁ I|cat|onﬁe§e;\ve/bank bulletin/2018/rbb2018-81-08

than our APRA/RBNZ ind idé stress te%‘ios]
https://www.rbnz.govt.nz a/ReserveBan s/regulation-and-supervision/banks/capital-review/Capital-
review-lmplications-p@t(e \te/sts-for-c@‘ibratLon-of-capitaI-requirements pdf

As | mentioned on-Fri we don’ h dacted versions of submissions ready yet, but we will come back to you
on this later. Q:\\/ / %

N
Also, just regarding the econ \gfopecastmg note from last week, | wanted to emphasise again that the numbers in
the note aren’t RBNZ es% e paper was a draft note prepared by one of the forecasting team for discussion

purposes, rather than ecasts.

Let me know if you /ne§d ything further or want to discuss.
Cheers

Richard

"This message (and any files transmitted with it) are confidential and
may be legally privileged. If you are not the intended recipient please
notify the sender immediately and delete this message from your system.

This message does not necessarily reflect the views of the

Reserve Bank of New Zealand. If the recipient has any concerns about
the content of this message they should seek alternative confirmation
from the Reserve Bank of New Zealand."






From: Richard Downing <Richard.Downing@rbnz.govt.nz>

Sent: Tuesday, 28 May 2019 10:17 AM

To: Daniel Jury [TSY]

Subject: RE: Follow-up from 23 May meeting

Thanks for that info Daniel. i%

The reviewers are due to be announced today. The third reviewer (David acadenﬁﬁnd has previously
been Chief Economist at Morgan Stanley. We think that we’ve got a go cademi ar\@n@‘stry experience,
as well as a good geographical spread (Australia, UK, US). N

Cheers

Richard

From: Daniel Jury <Daniel.Jury@treasury.govt.nz>
Sent: Monday, 27 May 2019 5:01 PM -
To: Richard Downing <Richard.Downing@rbnz.gévt.

Cc: lan Woolford <Ian.WooIford@rbnz.govt.n% ] i hrie@rbnz.govt.nz>; Charles Lilly
<Charles.Lilly@rbnz.govt.nz>; Dasha Leonova [TS easury.govt.nz>; Brian McCulloch [TSY]
<Brian.McCulloch@treasury.govt.nz>; A i%e ta [TSY] <AMinNV @treasury.govt.nz>; Robbie Taylor [TSY]

<Robbie.Taylor@treasury.govt.nz>

(N
\\/ )
[IN-CONFIDENCE] S \f?/ \\%

Thanks Richard @ ®\
As an FYl — Gabs an t with so banks on Friday (ANZ, BNZ, and ASB).
o .

capital r a topic of conversation, including the appointment of the external

As you can im @ ) | )
experts to carry.out-the independen iew. S9(@)0
$9(2)(9)(0) @

We?’%
appointments. %

Kind regards /’“\

A TE TA\\QO#IANGA
8 THE TREASURY

ted to pass this on as we know you are getting close to announcing the

Daniel Jury | Senior Analyst | Te Tai Ohanga — The Treasury
s3(2)(k) Email: Daniel.Jury@treasury.govt.nz
Visit us online at https://treasury.govt.nz/ and follow us on Twitter, LinkedIn and Instagram

From: Richard Downing <Richard.Downing@rbnz.govt.nz>

Sent: Monday, 27 May 2019 9:56 AM

To: Daniel Jury [TSY] <Daniel.Jury@treasury.govt.nz>; Robbie Taylor [TSY] <Robbie.Taylor@treasury.govt.nz>
Cc: lan Woolford <lan.Woolford@rbnz.govt.nz>; Susan Guthrie <Susan.Guthrie@rbnz.govt.nz>; Charles Lilly
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<Charles.Lilly@rbnz.govt.nz>
Subject: Follow-up from 23 May meeting

Hi Daniel and Robbie
Here are some documents to follow-up on our meeting last week.

The External Experts are the Terms of Reference are likely to be published on our website in the next couple of days,
so in the meantime please treat the Terms of Reference in confidence.

The Q&A cover a range of questions that we have complied for various peopledinthe RBNZ to uaIing with

external questions. /(,7

‘\\/@
For the stress tests you might find the papers below useful. The secondn ludes so e%\ené/rriés where CET1
goes below current minimums: h

Bulletin: The Reserve Bank’s philosophy and approach to str
limitations to them]
https://www.rbnz.govt.nz/research-and-publications/reser

(O
_bulletin/2018/rbB2018-81-08

MFC paper: Implications of stress tests for calibration e
than our APRA/RBNZ industry-wide stress test s jos]— N
https://www.rbnz.govt.nz/-/media/ReserveBaﬁS‘g%s gulationéﬁk gervision/banks/capital-review/Capital-
review—lmpIications—of-stress-tests-for-caIiQrath%fapital—reéuﬁb}nMs.pdf

RN
<d§t\ d versio/ns,, A8
LON \‘
\\//,

ital requirements [calibrates a more severe scenario

~

missions ready yet, but we will come back to you

As | mentioned on Friday, we don’t ha
on this later.

Also, just regarding the econo

the note aren’t RBNZ estimat ;\:I'ﬁépaper was%

purposes, rather than RB

Let me know if you

"This message (and any-file

may be legally privileged-1f.yo
notify the sender immediatel

nsmitted with it) are confidential and
U"are not the intended recipient please
and delete this message from your system.

This message does not necessarily reflect the views of the

Reserve Bank of New Zealand. If the recipient has any concerns about
the content of this message they should seek alternative confirmation
from the Reserve Bank of New Zealand."

CONFIDENTIALITY NOTICE



The information in this email is confidential to the Treasury, intended only for the addressee(s), and may
also be legally privileged. If you are not an intended addressee:

a. please immediately delete this email and notify the Treasury by return email or telephone (64 4 472
2733);

b. any use, dissemination or copying of this email is strictly prohibited and may be unlawful.




From: Richard Downing <Richard.Downing@rbnz.govt.nz>

Sent: Wednesday, 5 June 2019 2:56 PM

To: Amir Mehta [TSY]

Cc: Daniel Jury [TSY]; Robbie Taylor [TSY]

Subject: RE: Minister's meeting with SBS Bank - content on Capital Review

Hi Amir

proposed increase would need to be funded by CET1.

Sorry for putting you wrong on that.

their Tier 2 requirements.

Richard ;i@ \ @

Imer; Susan Guthrie
+Capital Review

From: Richard Downing

Sent: Tuesday, 4 June 2019 5:20 PM

To: 'Amir Mehta [TSY]'

Cc: Daniel Jury ; Robbie Taylor [TSY]; .
Subject: RE: Minister's meeting

Hi Amir @

Thanks for the opportunity iew this materi

There are a coupl comment

- ltis n(@@ght “the nh tier 1 capital requirements can only be met by ‘common equity tier 1’
QSals
e

CET capital.” The pr lude a role for AT1 capital, but only for preference shares, not the contingent
convertibles that a n f banks use as AT1 at the moment. These can account for up to 1.5 percentage
points of Tier 1 ital. Seé pg 24 in the link below “Accept non-redeemable, non-contingent, perpetual

preference s T1 capital”.
https://www.rbn@

.nz/-/media/ReserveBank/Files/Publications/Policy-development/Banks/Review-capital-
adequacy-framewéﬂk-io/w-registered-
banks/Capital%20Review%20Response%20t0%20Numerator%20Submissions191217.pdf?la=en&revision=83e4c8f8-
f7ac-43ce-817a-957a325e4d14

- Itis worth noting somewhere in the Aide Memoire that you are working on that we have been working on a
common equity instrument for banks structured as mutual societies. Mutuals can’t issue the sort of
contingent-convertibles that the bigger banks currently use for AT1 — the potential new instrument would
help enable the mutuals (such as SBS) to issue a form of AT1. In effect the instruments that would no longer
be eligible as AT1 are not tools that SBS can currently use (but Kiwibank and TSB can). More info about this
is available here:

https://www.rbnz.govt.nz/-/media/ReserveBank/Files/regulation-and-supervision/banks/capital-review/Capital-
review-A-common-equity-instrument-for-mutual-society-banks.pdf?la=en&revision=05e2c167-b77b-48a0-a5ca-
66dddcf95318




- Intheir joint submission the domestic banks also note that they support moves to introduce a “level playing
field” (ie. through changes to the IRB approach, output floor etc) and moves to decrease system risk.
(Although they don’t support all of the ways the RBNZ has proposed to meet these goals).

I've also attached a copy of the joint submission from the NZ-owned banks so that you can use this to help inform
your note. Please treat as confidential and don’t circulate this more widely at this point until the submissions are

published later this month.

Cheers

Richard

From: Amir Mehta [TSY] <Amir.Mehta@treasury.govt.nz>
Sent: Tuesday, 4 June 2019 1:12 PM

To: Richard Downing <Richard.Downing@rbnz.govt.nz>

Cc: Daniel Jury <Daniel.Jury@treasury.govt.nz>; Robbie Taylor
Woolford <lan.Woolford@rbnz.govt.nz>

[IN-CONFIDENCE]

Hi Richard,

| have pasted the text on the Capital
RBNZ’s understanding of SBS Bank”

~_ 7/ i
Regards, & Vs
Amir i %

Capital Revi S| ank ar t the Reserve Bank’s proposals to increase capital
requiremen Q\undermipt({s anks’ ability to compete with the main banks
‘l N\

)
The Reserve Bank is reviewi \fgé/gulatory capital requirements for locally incorporated banks (the Capital
Review). The Reserve Ba% oposals include:
e increasing ‘ti apital’ requirements from 8.5 per cent to:

o) 1{& ent of risk-weighted assets (RWA) for smaller banks, such as SBS Bank and Kiwibank
o 1é\g\77}ént of RWA for the ‘systemically important’ four main banks.

e that the increase in tier 1 capital requirements can only be met by ‘common equity tier 1’ (CET1) capital,
such as ordinary shares, the highest quality (and most expensive) form of capital. Other forms of capital,
such as cheaper ‘additional tier 1’ (AT1) capital or tier 2 capital, would not be eligible.

SBS Bank jointly submitted with Kiwibank, TSB Bank, and the Co-operative Bank. Whilst the Treasury has not seen
the submission itself, it understands from public reports that it points to particular implications for smaller banks of
both: (i) significantly increasing regulatory capital requirements and (ii) limiting the type of capital that can be used
to meet these new requirements (to higher cost CET1 capital).

The joint submission argues that the proposed capital requirements will undermine the growth of small, New
Zealand-owned banks, and create a “risk that small banks are ultimately absorbed by the large banks” which would
“increase concentration on the existing systemically important banks and lessen competition.”

2



Specific key issues and proposed remedies raised in SBS Bank's joint submission on the Capital Review are as follows:

Issue

Proposed remedy

Small banks have a competitive disadvantage, as it already
difficult to access CET1 capital due to:

e scale and illiquidity (New Zealand-owned banks are not
listed)

investors will favour larger banks offering higher

returns

For small banks, set a regulatory capital requirement of 14
per cent of RWA, instead of 15 per cent.

“Reasonably practical access to capital” — small banks should
be able to use cheaper AT1 and tier 2 capital to meet new

capital requirement i é

Retained earnings are not a practical means to meeting
proposed capital requirements

( \A\‘
N,
s

Limited options to re-capitalise a bank in the event of
unexpected losses due to difficulty accessing CET1

)
N

SR

Transition period of five years is too short if small banks need
to rely on retained earnings to meet proposed requirements,—

e

The four main banks gain a competitive advantage by us%\
their own internal models to calculate lower RWA, compar

E?ater alignme Wen the calculation of RWA for large
d

small Pan\g\
Y >

with the small banks’ use of a standardised model p@d

by the Reserve Bank
_/

Public submissions have now closed. Th
publish a summary of submissions lat
Bank has also appointed three exper
(2N
The Reserve Bank intends to rg’reats:é/\/fl;(‘gﬁﬁnal deci

implementation of any new u1e\s>si5517cing fromAprif-2

N

G

indepen

thsba TE TAI A
THE SURY
O AN
Amir Mehta | aﬁst/l Te Tai@h@% The Treasury
s9(2)(K)

| Email/

e Bank rec 'V@:I\Ja\\

019 ang;wil

dently revie
\{f’/

~
O~

ge number of submissions — 164 in total. It will
ontinue to engage with stakeholders. The Reserve
its analysis and advice underpinning its proposals.

the Capital Review by the end of November 2019, with

Visit us online at https://tr

—

( \
CONFIDENTIA@*[)‘( NOTICE

N\d\.wa\\:i‘r.mehta@treasurv.govt.nz
eaAs\u( sgovt.nz/ and follow us on Twitter, LinkedIn and Instagram

The information in this email is confidential to the Treasury, intended only for the addressee(s), and may
also be legally privileged. If you are not an intended addressee:
a. please immediately delete this email and notify the Treasury by return email or telephone (64 4 472

2733);

b. any use, dissemination or copying of this email is strictly prohibited and may be unlawful.

"This message (and any files transmitted with it) are confidential and
may be legally privileged. If you are not the intended recipient please
notify the sender immediately and delete this message from your system.




This message does not necessarily reflect the views of the

Reserve Bank of New Zealand. If the recipient has any concerns about
the content of this message they should seek alternative confirmation
from the Reserve Bank of New Zealand."




From: Richard Downing <Richard.Downing@rbnz.govt.nz>

Sent: Tuesday, 16 July 2019 6:08 PM

To: Robbie Taylor [TSY]

Cc: Susan Guthrie; Daniel Jury [TSY]; Dasha Leonova [TSY]; lan Woolford; FSPA -
Financial Policy

Subject: RE: Treasury advice on capital framework proposal

Attachments: s9(2)(9)()

Hi Robbie
Thanks for the opportunity to comment on the paper.

The attached document covers our comments. We would be

s9(2)(9)(0)

Cheers
Richard
Richard Downing

Adviser
Financial Policy

From: Robbie Taylo
Sent: Thursday, 1

To: lan Woolfo

Cc: Richard Dc% <Richard. Dow rbnz.govt.nz>; Susan Guthrie <Susan.Guthrie@rbnz.govt.nz>; Daniel Jury
<Daniel.Jury@treasury.govt.nz>; \Qa%ha Leonova [TSY] <Dasha.Leonova@treasury.govt.nz>

Subject: Treasury advice on al Fr/amework proposal

[IN-CONFIDENCE] Q
i (. \

Hi lan
\S)

We are now in a position to be able to share our draft advice to the Minister of Finance on the capital framework
proposal with you for comment. This is attached. We would welcome your team’s thoughts, particularly on how we
have characterised/described the RBNZ's position/proposals.

Apologies for taking so long to share this. We’ve wanted to take a lot of care in the advice so this has taken longer
than expected. We were also keen to wait until Bryan and James had an opportunity to discuss with Geoff before
sending this across. We understand they met yesterday.

It would be great if you could please provide any comments by COP Tuesday next week (16 July). Apologies for the
tight timeframes around this. Let us know if this is going to be a problem.

Kind regards



TE TAI OHANGA
THE TREASURY

Robbie Taylor (he/his) | Team Leader, Financial Markets | Te Tai Ohanga — The Treasury
s3(2)(k) s9(2)(a) | Email/IM: Robbie.Taylor@treasury.govt.nz
Visit us online at https://treasury.govt.nz/ and follow us on Twitter, Linkedln and Instagram

CONFIDENTIALITY NOTICE
«

N
The information in this email is confidential to the Treasury, intended only for the o\béléJgally privileged. If you
are not an intended addressee: iy

{
"This message (and any files transmitted with it) are confidential and @2 ; %¥/

may be legally privileged. If you are not the intended recipient plea:
notify the sender immediately and delete this message from your§§€i}w.>

This message does not necessarily reflect the views of th )
Reserve Bank of New Zealand. If the recipient has any concerns apout

the content of this message they should seek altern 'é@ﬁfirmation

from the Reserve Bank of New Zealand."
)




From: Richard Downing <Richard.Downing@rbnz.govt.nz>

Sent: Monday, 5 August 2019 9:40 AM

To: Daniel Jury [TSY]

Subject: Additional info

Hi Daniel i%
The speech | mentioned is here: ‘/;]

A
https://www.rbnz.govt.nz/-/media/ReserveBank/FiIes/Puincations/,Sp@ec S 2019/Safe€B§nk\§— or-Greater-
Wellbeing-slides.pdf?revision=6b8116f7-5052-4d96-8961-Oced6b0591a7

N %
The graph | had in mind is slide 7. Looking at it again it is act Eﬁfareholdfr%&—t asset ratio, not returns

on equity. Nevertheless it makes the point that banks are aged. | PB
)
_/
ind

aring returns i n

(2000-2009 data):

s
https://www.rbnz.govt.nz/-/media/ReserveBafk/ 'e} uincatioréku ta/ns/2011/2011]un74—
2b|oorhunt.pdf?revision=9df2d4a1-58e9-4fj§-9\.’>>la1)1°226dcf3aa§

rofit anZ/Fe\r ;q\/equity data
businesses/business finance/AnnualEnterpriseSurvey HOTP16.aspx

There is a graph in this bulletin paper too (figure 5) c ustries, but it is a bit old now

The Stats NZ Annual Enterprise surve
http://archive.stats.govt.nz/browse <fo

A J

(C -
That is all | can think of that w a\vegl‘;itkly to hand: me know if you want more as there is probably other data
we can dig into. N> \\7’ —\

Richard @
= X
O L \5\
"This message (and a ﬁ@transmitt “with confidential and

may be legally privileged>If you are no tlﬁéirﬂ@n d recipient please
notify the sender immediately and délete t '/éssage from your system.

This message does not necessarily reflect the views of the
Reserve Bank of New Zeatand. If the recipient has any concerns about

the content of this message-tt ould seek alternative confirmation

from the Reserve Bank ¢f ‘ ealand."
N




From: Charles Lilly

Sent: Tuesday, 5 March 20
To: 'Bronwyn Kenna [TS
Cc: Susan Guthrie <Susan Vé@rbnz,govt nz>\;Kloemi Javier <Noemi.Javier@rbnz.govt.nz>; Walter Shea
<Walter. Shea@rbn/z/ﬁq

Subject: RE: Cap nk fallure
Hi Bron

The 16% Tier 1 ratio we 21% or large banks was based on a number of inputs — international evidence on the
n

1.‘%"
0 vn.Kenna@%&s .govt.nz>

link between bank capj crisis probability, NZ bank portfolio risk modelling, stress testing, and studies looking
at ‘optimal’ (expecte imising) capital. The short answer is that we don’t have a precise/single figure for

how frequently individt nks might fail at a 16% Tier 1 ratio, but at that ratio, we think the likelihood of a large
bank failinginag ar is around 0.5%.

The 1/200 (0.5%) figure that we have used in the consultation document when referring to the probability of a
systemic crisis was most relevant for the first two of these inputs:

e Inthe international evidence section we essentially looked at the capital ratios that would be needed to
limit the likelihood of a systemic crisis to 0.5%, based on the historical experience of countries over many
decades. From this evidence we concluded that a Tier 1 ratio of 16% would be sufficient to limit this
likelihood to 0.5%.

e For the portfolio risk modelling section, the nature of the exercise was that we needed to set a numerical

threshold for the likelihood of failure (a solvency target) to calculate a capital ratio, given the other inputs to
the model which each have their own degree of uncertainty. *




s9(2)(9)(0)

In both of these cases the 16% and 0.5% crisis probability link refers to the failure of a large bank —i.e. we are
defining a systemic crisis to be the failure of one or more large banks.

For smaller banks, we did not set an explicit failure probability target or do a separate modelling exercise. Rather,
from the target 16% Tier 1 ratio for large banks, we considered to what degree that 16% should include a buffer
representing the externality related to systemic importance. The Governors settled on a 1% DSIB buffer in line with
international practice, meaning the target for small banks was 15% (i.e. 16 - 1 = 15). We haven’t catculated a specific
failure probability for small banks operating at a 15% Tier 1 ratio — the likelih6ad'is probably higé%n 0.5%, given
less capital is available, and smaller banks can have more inherent risks (le fication f ample). Small NZ
banks are also far more heterogeneous than the large four as well. @

For the loss that is realised when a bank has failed, this was not rea@re we ne de aview oninour
work as our focus is on limiting the likelihood of getting into this'situation. In other we'didn’t model the losses
in a resolution/purchase and assumption/liquidation of a ba 0 year e e capital needed to
cover the losses a bank might experience in the other 199 year @

There are a range of sources on this from overseas - f Ie, studie %ailure in the US from 2007-2009
(e.g. Table 1 in attached article) show a loss rati 0% of assetvalues. Data available from the FDIC
(https://wwws5.fdic.gov/hsob/SelectRpt.asp?En

(estimated loss = disbursements from the fundtess.a nounts ulti ecovered) of c. 19% of the asset values of

failed FDIC-insured banks over the past 10 years:See the chart ow (Washington Mutual was a very large
failure but without loss — a bit of an outlown here v@
0,
30 - % —Estimated loss to deposjtinsurance fund / tsoffailed hanks (asat 2017) - 180
-Excluding YWahiu :
: K L 160
25 - f
- 140
20 - = 120
- 100
15 -
- 80
10 - - 60
- 40
5 -
- 20
_.w
0 0
o - [au] [s)] o -— o™ o) T uw [{e] -~
[ ] o [ ] [ ] -~ ~— -~ — - ~— - -
o o ] o o o o o] o o o o
o NN &N N N NN &N N NN
Year of failure
Cheers
Charles

From: Bronwyn Kenna [TSY] <Bronwyn.Kenna@treasury.govt.nz>
Sent: Monday, 4 March 2019 11:35 AM

To: Charles Lilly <Charles.Lilly@rbnz.govt.nz>

Subject: RE: Capital and bank failure

Hi Charles, | am chasing up some data in connection to your capital review.

Basically, | want to know how frequently banks might fail (individual ones) under the new proposals; and when they
fail how much they fail by? i.e, on average, when a bank fails, what is the size of its capital hole?
2



Susan said she’d give me some data on this but she has since gone silent. Can you please help?

Cheers

From: Bronwyn Kenna [TSY]

Sent: Friday, 1 March 2019 3:04 PM

To: 'Susan Guthrie' <Susan.Guthrie@rbnz.govt.nz>

Cc: Bernard Hodgetts [TSY] <Bernard.Hodgetts@treasury.govt.nz>
Subject: RE: Capital and bank failure

Hi Susan, %@; @
Hope it is all going well. & @

| wondered when you might be able to get back to me on this

depositor protection section of the review. The Minister is v o ctions between your capital
proposals and depositor protection. We want to be able t i apital will have on required
deposit insurance scheme sizes. If you could please get t X ith data on how you have
modelled the probability of default and loss given defa A der'the status quo and under your

proposals, that would be great.

Cheers @

From: Bronwyn Kenna [TSY]
Sent: Tuesday, 19 February 2019 8:5

To: 'Susan Guthrie' <Susan.Guthrie@rbnz.govt.nz>

Subject: RE: Capital and bank failur %

Susan, yup next week wou %

Thanks a lot — and good Juck all the prep for the bank forum.
e

From: Susan G [ 0:Susan. rbnz.govt.nz]
Sent: Tuesda ary 2019 8:
To: Bronwyn Kenna[TSY] <Brohwyn. na@treasury.govt.nz>

Subject: RE: Capital and bank&@r@j

Hi Bron, i %

Sure, we can try e of those gaps for you. Would next week be OK? We are in a mad rush to prepare a
hur

bank forum for T and a large media briefing Friday?

T'is indeed all crazy busy!

Cheers
Susan

From: Bronwyn Kenna [TSY] <Bronwyn.Kenna@treasury.govt.nz>
Sent: Tuesday, 19 February 2019 8:48 AM

To: Susan Guthrie <Susan.Guthrie@rbnz.govt.nz>

Subject: Capital and bank failure

Hi Susan,



Hope it is all going well. You are obviously keeping very busy as part of this capital consultation.

As part of the RBNZ Review team’s work on deposit insurance, we have been tasked by the Minsiter with explaining
better the interconnections between the different safety net elements (prudential regulations; supervision; LOLR;
DI; Resolution).

| want to give the Minister a flavour of how frequently — and severely - you might expect (smaller) banks to fail
under the proposed capital requirements. | understand that you have done modelling of the losses that banks have
suffered in the past, and have used this to estimate that under the proposals the frequency of a *systemic* crisis
might be reduced to once in every 200 years.

Can you please help me understand what it might mean for idiosyncratic bar es (and irﬁfértic smaller
bank failures). What is the average loss that these kinds of banks experié A they fall?Wh the average
recoveries to general creditors? And how frequently might we expe \é\h%mightfPD and LGD be
under the revised capital requirements vs under the current regime? \5

Thanks a lot,

Bron

CONFIDENTIALITY NOTICE
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