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On 14 April 2025, FSOC (under the Board’s delegation) approved the Terms of Reference that set 
out scope, methodology, timing, and the use of external international experts. The Terms of 
Reference were published on 7 May 2025. 

4. Material to support discussion at FSOC
We intend to use the slides in to guide the discussion at FSOC. They set out emerging 
policy positions and some key questions for feedback. Annexes 2-5 provide further optional 
background reading on the key areas covered in the slides. Annex 6 is a glossary of key terms. 

5. Project update
International experts 
We have secured two of the top banking and competition experts in the world to review our 
analysis, options and recommendations and to support decision-makers: Sir John Vickers1 and 
Thorsten Beck2. We are in the process of finalising their procurement.  

We are also in discussions with a third international expert – Elena Carletti3 – who also has 
bank/commercial experience. 

International comparisons  
We are also in the process of procuring an independent report comparing capital requirements in 
New Zealand with overseas jurisdictions. This is a complex technical exercise, and it has been 
challenging to source firms that have the capability and capacity to deliver this report in the 
timeframes required.  However, we now have proposals from two firms with the skills and 
experience to perform this work and hope to begin work shortly.   

Stakeholder engagement 
We provided the Minister of Finance with an update on 29 May 2025 (which FSOC had the 
opportunity to review in advance). We will meet with the Minister on 5 June 2025. We have been 
keeping the Treasury updated on our progress.  

We have had initial discussions with APRA, particularly around crisis management. 

We intend to engage with deposit takers (banks and non-bank deposit takers) in June to outline 
the review’s analytical approach and timeline. 

6. Next Steps
Following your feedback on the direction of travel, we intend to seek approval at the July Board 
meeting to proposals that will be included in a consultation paper. We also intend to arrange for 
FSOC to meet with the international experts to discuss the proposals shortly before the July Board 
meeting.  

We intend to run a 6-week public consultation on key proposals from August to September 2025. 
Responses to the consultation, alongside cost and benefit analysis and engagement with 
independent international experts, will support the Board in reaching final decisions on policy 
positions by the end of 2025. 
____________ 
1 Professor of Economics at Oxford University. Sir John is a former Chief Economist at the Bank of England and was Chair of 2010-11 UK Independent Commission on Banking. He is 
an expert in competition and regulation. 
2 Director, European University Institute and is co-chair of the Advisory Scientific Committee of the European Systemic Risk Board. He is an expert in the relationship between finance 
and economic development. 
3 Professor of Finance at Bocconi University. She is a member of the Board of Directors of a European bank (Unicredit) and of the Expert Panel on banking supervision for the 
European Parliament. She is an expert in financial regulation and banking.  
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Annex 2: Additional Tier 1 (AT1) capital (slide 11 of Annex 1) 

Background  
Additional Tier 1 (AT1) is one of the forms of regulatory capital that banks can currently use to 
meet their Tier 1 requirements. It is cheaper than CET1 capital and is made of up of redeemable 
perpetual preference shares.  

This form of capital was significantly revised as part of the 2017-2019 Capital Review to address 
some of the concerns we had around its effectiveness. The new requirements have been in place 
since 2021. 

To date, AT1 has been successfully issued at a lower price than we expected.4 However, so far only 
about $4.3b has been issued,5 with potential for a further $5.5b still to be issued under current 
settings.6  

Banks have been raising concerns with us which covers two main points: 

 There is inadequate depth in the domestic market to absorb the amount of AT1 banks would 
need to issue to fulfil AT1 allowances.  

 However, the equity nature of AT1 makes it difficult to sell offshore or to anyone without NZ 
tax liabilities.  

Internationally, there seems to be some appetite to review the effectiveness of AT1 as a form of 
loss-absorbing capital.7 The Australian Prudential Regulation Authority (APRA) is the first global 
regulator to update its prudential framework to phase out AT1 entirely from the capital stack by 
2032.8 However, Australian AT1 includes convertibility and write off features. In addition, there is 
the potential for complexity due to high levels of retail participation in the Australian AT1 investor 
base. Some of these features are not present in NZ and so not all the same arguments apply. 

When we initially considered feedback on the DTA capital standard, we proposed continuing to 
monitor the barriers to issuing AT1 but not making any specific changes. However, now that we’ve 
reopened our capital settings and are considering these alongside crisis management tools, there 
are arguments for reassessing this decision.  

In-principal proposal 1: Remove AT1 capital   
We now propose we remove AT1 capital from our capital stack.  

Beyond the issues mentioned above that have been raised by deposit takers, there are some 
issues with AT1 from a regulatory perspective:  

____________ 

4 As part of the cost benefit analysis of the Capital Review, we estimated that investors would require a margin or approximately 4% above current swap rates to purchase new-style 
AT1 instruments. We committed to monitoring the outcome of the Capital Review and published the first biennial assessment of the implementation and impact of the changes to 
the end of 2023.4 One of the trends we identified in the first review was that average AT1 margins were 2.93% which was lower than the 4% we had originally estimated. We have 
also observed AT1 issuances since that publication which have been priced with a margin below 4.00%. 
5 This is from 4 banks – 2 D-SIBs and 2 non-D-SIBs. 
6 This includes $1.5b of transitional – ie. pre-2019 Capital Review AT1 still needing to be replaced. 
7  The Dutch government published a report looking at particular policy options for AT1 capital including abolition or simplification, but noting that it could not implement changes 
by itself as it would require international and EU co-ordination. Government of the Netherlands. (2024, 19 March). Policy directions for a resilient banking sector. 
government.nl/documents/reports/2024/03/19/policy-directions-for-a-resilient-banking-sector; BIS published a report on the 2023 banking turmoil noting there is potential for 
further international consideration and indicating that a key measure is to look at AT1 and to strengthen risk bearing functions. Bank for International Settlements. The Swiss 
regulator’s report into Credit Suisse’s failure noted that regulatory requirements for AT1 capital urgently needed to be reviewed at an international level. 
8 On 9 December 2024, APRA confirmed it would proceed with its proposal to replace AT1 capital with a mix of additional CET1 and Tier 2 capital. (See Improving the effectiveness of 
Additional Tier 1 capital instruments | APRA) 



   

  
5   Review of key capital settings –  Testing the direction of travel    Ref #22618393  

IN CONFIDENCE 

IN CONFIDENCE 

• Signalling risk – if a bank where to stop paying dividends on AT1 (which is one of the ways 
it can support capital adequacy), this may have signalling effects on the market which are 
more detrimental for capital adequacy. This may mean the financial stability benefits of AT1 
over Tier 2 (long-term subordinated debt) may not be worth the additional cost. This has 
not been tested in NZ, but there is international evidence to suggest there is validity to this 
concern. 

• Proportionality – large banks can utilise their parents or other complex structures to issue 
AT1 in ways other banks cannot 

• Impact on competition - banks that cannot issue AT1, perhaps due to their small size 
making it unattractive to do so, have to meet Tier 1 requirements with more expensive 
CET1 which may impact ability to grow 

• Relationship between capital and crisis management – Removing AT1 may simplify some 
issues in relation to crisis management. For example, it would remove the need to consider 
what write down or conversion means in practice for our current AT1 instruments (which 
are preference shares rather than debt).  

The question of what should replace AT1 in the capital stack will be considered in the round as part 
of the options assessment – as that has implications for the overall level of stability provided by 
capital, as well as its cost and the relationship with crisis management settings.  
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Annex 3: Standardised risk weights (slides 13 and 14 of Annex 1) 

Background  
Capital requirements express the amount of capital a deposit taker must have as a percentage of its 
risk-weighted assets (RRWAs). Deposit takers are required to have more capital (such as equity) for 
riskier loans to provide a larger buffer to absorb potential losses. Risk weights help determine the 
amount of capital the deposit taker is required to have by reflecting the risks of underlying lending.  

Our framework for calculating risk weights is based on the internationally developed Basel 
framework. Under this framework, there are two approaches used to calculate risk weights: 

 The sstandardised approach, where risk weights are set based on the broad characteristics of 
loans, such as the loan-to-value ratio (LVR) for Residential Mortgage Loans.  

 The internal ratings-based (IRB) approach, where banks accredited by the Reserve Bank 
calculate risk weights using their own internal risk models, enabling them to get a more 
precise measure of the riskiness of lending. Currently only Group 1 deposit takers have been 
approved to use this approach, but others can apply.  

In both feedback on the DTA capital standard consultation and submissions to the FEC’s inquiry into 
banking competition, Group 1 and 2 deposit takers have highlighted that the Reserve Bank’s 
standardised risk weights have not been reviewed for at least 10 years. They argue for more granular, 
lower risk weights in several areas. Similar points were raised in the Commerce Commission’s 
recommendations in their market study into personal banking services, and in the Minister of 
Finance’s 2024 Letter of Expectations. In addition, the Primary Production Select Committee has 
been particularly focused on the impacts of risk weights on lending to the rural sector. 

We agree that risk weights should reflect the actual risk faced by deposit takers in the New Zealand 
context. Therefore, in October last year, we issued an information request to the deposit takers to 
provide us more detailed information about exposures to help inform our analysis of the impacts of 
changing standardised risk weights. We received their responses in December 2024.  

In-principal proposal 2: more granular risk weights    
We propose five key changes to standardised risk weights which will increase granularity. The 
evidence we have reviewed supports this change as it would mean the standardised risk weights 
would be more closely aligned to actual risk. We are continuing to refine and conduct analysis on 
the specifics of these options. 

1. New categories for residential mortgage lending at lower LVRs 
 

 Currently, standardised banks must use the same risk weight for all mortgage lending of 
the same category9 that has an LVR of 80 or below – which is the vast majority.  

 We propose introducing two new, lower risk weights for lending with an LVR equal to or 
below 50, and for lending with an LVR between 50.01 and 60.  

 This is supported by evidence from our stress testing that shows losses can more than 
double at LVRs greater than 80, compared to lending with LVRs lower than 60.   

____________ 

9 There are different categories for property investment and other mortgage lending, as well as distinctions for lending with and without Lender’s Mortgage Insurance.  
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2. More granularity for SME corporate lending  
 

 Currently, standardised banks must use the same risk weight for all unrated corporate 
lending that does not have a credit rating. This is likely to capture all SME retail and 
corporate lending as it is generally not worth SMEs getting credit ratings. 

 We propose two new corporate lending categories which would align SME retail and 
SME corporate lending risk weights with APRA’s.  

 Previous stress tests have shown that loss rates for SMEs are likely to be smaller than for 
large corporates, even if SMEs are more likely to default, due to the relative size of these 
exposures. 

3. New risks weights specifically for agricultural lending 
 

 Currently agricultural lending is captured under unrated corporate lending, meaning 
that such lending receives the same risk weight, regardless of how risky the lending is.  

 We propose introducing three new categories of agricultural lending, based on LVR. We 
have calibrated the proposed risk weights by considering what risk weights IRB banks 
currently apply to agricultural lending with different LVRs.  

 Previous stress test results have indicated that loss rates for agricultural lending are likely 
to be lower than loss rates for other types of corporate lending. 

 APRA does not have different risk weight categories for agricultural lending, but we think 
it make sense in the NZ context.  

4. Considering adding more granular risk weights for higher risk lending, such as 
commercial property and unsecured personal lending.  
 

 There are some types of lending where the risks may be elevated. Previous stress tests 
have shown that commercial property and unsecured personal lending can result in loss 
rates that are considerably higher than most, if not all, other types of lending.  

 We are considering whether we should consult on additional categories to be added to 
the framework to capture the risk characteristics of these types of lending. For example, 
APRA has a range of risk weights for commercial property lending. Further, the existing 
requirements for non-bank deposit takers provide higher risk weights for high-risk 
personal lending where there is no security. 

 However, we have limited information about exposures in these categories, meaning it 
is difficult to assess the likely impacts at this time. We will provide more detail on this at 
the July Board meeting.  

5. Other changes  
 

 There are some additional technical changes to risk weights that have been raised by 
stakeholders. These will not have significant impacts on overall capital levels.  

 We propose consulting on options to align risk weights for lending to Community 
Housing Providers to the actual risk, as the current risk weights used are likely to be too 
conservative in some cases. We also propose we consult on clarifying the treatment of 
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lending to housing co-operatives and are seeking feedback on any remaining issues with 
lending on Whenua . 

 Our assessment of these issues is well advanced, and we are working closely with the 
Ministry of Housing and Urban Development and the Treasury. We will bring detailed 
proposals to the July Board meeting.   

Impacts of more granular standardised risk weights on capital levels 
While Group 1 deposit takers do not use the standardised approach to calculate risk weights, the 
changes proposed above would also influence risk weight outcomes for deposit takers using the 
IRB approach. This is because we restrict the risk weights calculation outcome in the IRB approach 
to be no lower than 85% of the outcome for the same exposures in the standardised approach 
(this is known as the output floor).  

Since the proposals will reduce average standardised risk weights, the outcome for IRB banks will 
also reduce, as 85% of the standardised outcome will be a lower number. Therefore, these 
changes would significantly reduce capital in the system as Group 1 deposit takers would have 
lower risk weights and consequently would need to have less capital to meet the prescribed capital 
ratios.  

The maximum impact from the changes to standardised risk weights described above is estimated 
to be around a 5% fall in the overall amount of capital in the system, although the estimated size 
of this impact may change as we finalise the options.  

As with the question of what to replace AT1 with, the question of whether this reduction in capital 
is desirable – or should be offset elsewhere - will be considered in the round as part of the options 
assessment.  
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Our emerging thinking is there could be scope, from a financial stability perspective, to reduce 
Group 2 requirements relative to Group 1 – given the risk to overall system stability are lower for 
this group. However, this would mean some increased risks to the soundness of those deposit 
takers. 

In addition, crisis management issues relating to Group 2 and 3 deposit takers will likely be simpler 
to address than for Group 1. More specifically, we are considering whether there is any potential 
role for LAC in relation to larger or overseas owned Group 2 deposit takers.  

We do not think that a LAC requirement will be relevant for other Group 2 deposit takers or for 
Group 3 deposit takers given the nature of their business. It would be difficult for smaller deposit 
takers to market such instruments, and there are other recovery and resolution tools available for 
these deposit takers.  

Our analysis will focus on ensuring there are sufficient capital buffers for Group 2 and 3 deposit 
takers. These will provide space for effective recovery actions before these deposit takers reach the 
point of non-viability.   
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 Did the pass through of lending rates due to higher capital happen as we forecast? 
 Our views on the ability of AT1 to absorb losses have changed, including noting that APRA 

has decided to remove AT1 capital from its capital stack. 
 There is an international move towards LAC.  
 There are new international failure examples. Is the view of capital failure point the same?  
 Decreasing international consensus on Basel III capital requirements. 

International comparison – how do New Zealand’s capital requirements compare with 
other countries?   
We are close to commissioning a vendor to conduct an independent report comparing New 
Zealand’s capital requirements with other countries. We expect the report to feed into the July 
Board meeting.  

Reviewing commentary from the Commerce Commission and FEC Inquiry  
We have reviewed the submissions to the FEC Inquiry and main findings of the Commerce 
Commission market study.  

The main themes from submissions to the FEC Inquiry related to capital requirements are set out 
below. All the main points raised are being covered by elements of the review.   

 The RBNZ is best placed to set capital requirements given it has a system-wide view. 
 Risk appetite of setting capital requirements to withstand a 1-in-200 year crisis is too 

conservative. 
 The risk weights for corporate, agricultural and low-LVR residential mortgage exposures 

under the standardised approach are not sufficiently granular and otherwise too high. 
 The different outcomes produced by the IRB and standardised approaches provides IRB 

banks with a competitive advantage. 
 The existence of Additional Tier 1 instruments should be revisited, as has been done in 

Australia, particularly given how thin this market is in New Zealand. 
 Lending rates are impacted by several factors, with capital requirements being only one. 

In their evidence to the Inquiry, deposit takers argued that the RBNZ’s estimated lending rate 
impacts of the Capital Review are lower than what has been experienced to date, and what they 
are expected to be upon full implementation in 2028.  

We intend to seek more details from deposit takers on how they calculated their estimates via the 
consultation, as the information provide to FEC was generally quite high level. We will also conduct 
sensitivity analysis to understand the impact if lending rates are closer to deposit takers’ estimates 
than our own.  

The Commerce Commission report mostly focused on the competitive differences between Group 
1 and Group 2 resulting from the differences between the IRB approach and standardised 
approach to risk weights. The report did not contain any findings that would suggest that the 
estimated variables used in our analytical framework need to be revisited.  

The Commerce Commission report recommendation to implement more granular standardised 
risk weights for home loans and to consider the merits of introducing standardised risk weights for 

 are covered by the review.  
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Annex 6: Glossary 
Additional Tier 1 (AT1) capital is the second highest quality of capital behind CET1. Under RBNZ 
policies AT1 capital is made up of perpetual preference shares that offer fixed dividends, no 
redemption date and which limit other rights of the holder. Preference shares rank ahead of 
ordinary shares in a liquidation. 

Bail-in is a crisis management mechanism where a failing bank's shareholders and creditors absorb 
losses by having their claims written down or converted to equity, thus recapitalising the deposit 
taker without the need for public funds. There are different ways bail-in can be effected using 
different legal mechanisms (not discussed in this paper).  

Capital buffer (also known as a ‘Prudential Capital Buffer’ or ‘CET1 buffer’) absorbs losses during 
stress and protects deposit takers from failure. The capital buffer is placed on top of the regulatory 
minimum requirements and must be made up of entirely CET1. The capital buffer is made up of 
three components: a Conservation Buffer, D-SIB Buffer and Counter-cyclical Capital Buffer.  

Capital ratio: A deposit taker’s capital divided by its risk weighted assets (RWA). A capital ratio is a 
key indicator of the financial strength of a deposit taker, measuring the losses it can withstand 
relative to the risk of the deposit taker’s business. 

Capital Review decisions in 2019 introduced higher capital requirements which are split into two 
broad categories: minimum requirements and prudential capital buffer (PCB) requirements. The 
combined impact of these is in the process of gradually shifting up to 18% of risk weighted assets 
(RWA) for the four largest banks.  An outcome of the review was also to no longer recognise 
convertible debt securities for capital purposes.  

Common Equity Tier 1 (CET1) capital is the highest quality of capital as it is permanently available 
to absorb a deposit taker’s financial losses. CET1 includes shareholders’ investment (ordinary 
shares) and the deposit taker’s retained earnings. 

Going concern capital can absorb losses while a bank remains viable and able to meet its financial 
obligations. 

Gone concern capital can absorb losses when a deposit taker has reached the point of non-
viability (e.g. where a bank has failed, or is likely to fail, and has been placed in a resolution or 
insolvency process). 

Internal ratings-based (IRB) approach allows accredited banks to use the internal models-based 
approach to calculate their capital requirements; otherwise they must use the standardised 
approach. Accredited banks are sometimes called ‘IRB banks’. 

Loss Absorbing Capacity (LAC) instruments are debt instruments that make up part of a deposit 
taker’s funding and are pre-positined to allow for bail-in. An additional LAC requirement would be 
in addition to total capital requirements (the total capital consists of the regulatory minima of 
capital and the capital buffers). Total Loss Absorbing Capacity (TLAC) consists of the total capital 
and the additional LAC. 

Minimum capital (ratio) requirements: The minimum capital ratio must be met in order to be 
licenced and operate as a deposit taker. If a deposit taker has a capital ratio below the minimum 
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requirement, it is likely to be in financial distress from a prudential perspective and leading the 
Reserve Bank to take regulatory actions. 

Multiple point of entry (MPE) model where resolution tools are applied to different companies 
within a group that the deposit taker is part of. This may apply across different jurisdictions 
involving two or more resolution authorities acting in coordination. Relevant host authorities will 
initiate and implement resolution actions in relation to the legal entity within their jurisdiction. In 
the MPE resolution, a New Zealand deposit taker may be separated from the international banking 
group of which it is a part and resolved on a standalone basis. 

Output floor is a limit on the IRB approach for the deposit takers that calculate the RWA using the 
IRB approach. When determining its capital ratio, the RWA cannot go below 85% of the RWA that 
the deposit taker would calculate under the Standardised approach. 

Recapitalise is the process of reestablishing a sustainable capital structure for a deposit taker by 
generating new capital from external sources or bail-in. 

Risk weighted assets (RWA) is an adjusted picture of a deposit taker’s financial position (e.g. its 
loan portfolios and other investments, and its operational and market trading activities) that takes 
into account the risk profile of that financial position. 

Standardised approach to credit risk: One of the two methodologies available to calculate RWA for 
banks’ credit risks, the Standardised approach requires deposit takers to use Reserve Bank 
specified rules to determine the risk weights to apply to different types of loans and other assets. 

Single point of entry (SPE) model where resolution tools are applied to the ultimate company of a 
group that a deposit taker is part of. It will be initiated a home resolution authority (e.g., APRA) 
and host authorities (e.g., RBNZ) may need to take supporting action in their jurisdictions to give 
full effect to the resolution measures of the home authority. In the SPE resolution, the group is 
kept together.  

Tier 1 capital consists of CET1 capital and AT1 capital.  

Tier 2 capital can generally absorb losses once a deposit taker has begun to experience financial 
difficulty. It includes some subordinated debt and is considered of lower quality than Tier 1.  

Total Loss Absorbing Capacity (TLAC): An international regulatory standard requiring global 
systemically important banks to hold sufficient equity and bail-in debt that can absorb losses and 
recapitalise the deposit taker during crisis, minimising the application of government funds. 




