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i. A recommendation to the Minister of Finance under section 33 of the
Non-Bank Deposit Takers Act 2013 (NBDT Act) to amend the Deposit
Takers (Credit Ratings, Capital Ratio and Related Party Exposures)
Regulations 2010; or
ii. Conditions of licence imposed by the Bank under section 18 of the NBDT
Act.
c. A Capital Standard issued under section 72 of the Deposit Takers Act 2023 (DTA).
4. Note that before the powers referred to in recommendation 3 are exercised by the Bank,
it must consider the legal prerequisites outlined in each of the Acts (see Appendix 2).

Background

The Review began in late March 2025 with a targeted Terms of Reference to enable
decisions by the end of the year

3.1.

3.2.

3.3.

We consulted on the Capital Standard, as part of consultation on the 4 core standards of the
DTA, from May to August 2024. On 27 March 2025, the Board approved a reassessment of
regulatory capital settings for deposit takers. 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 Review's Terms of Reference set out the purpose of the Review, which is to assess
whether the Reserve Bank's prudential capital requirements for deposit takers are set at the
appropriate level to support a stable financial system — one where resilient financial markets,
institutions and infrastructures enable a productive and sustainable economy and ultimately
promote the prosperity and wellbeing of all New Zealanders.

In order to complete the Review by the end of the year, the scope of the Review is targeted
to some specific issues. While we have attempted to address out-of-scope issues where
practicable as part of the Review. However, in line with the Board's previous decision when
setting the Terms of Reference, we have not undertaken any work that would impact the
delivery deadline of the Review.

This paper seeks your approval to make changes to our capital settings

3.4.

This paper sets out our recommended capital settings — and the analysis behind it — to align
with the Board's risk appetite. As part of this Review, we have analysed the following sources
of information and analysis to support the Board's decision-making process:

Submissions from stakeholders on our Consultation Paper where we sought feedback on
options (discussed at the Board meeting of 30 October 2025).

ii. Independent reports from the three international experts to the Review (high-level points
summarised and discussed in this paper at Table 1 below and discussed at the meeting
between the experts and FSOC on 7 November 2025).

' Reserve Bank of New Zealand. (2025). 2025 Review of key capital settings: Terms of Reference. https.//www.rbnz.govt.nz/-/media/project/sites/rbnz/files/regulation-and-
supervision/banks/capital-review/2025/2025-review-of-key-capital-settings-terms-of-reference pdf
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Updated analysis including criteria analysis and cost benefit analysis (CBA), having
considered feedback from stakeholders (discussed in this paper).

3.5. A summary of our recommended final policy positions and key feedback received is at
Appendix 1. We recommend that the Board approve these policy positions. While our focus is
on the content of the Capital Standard to be issued by the Board in 2027, we are also seeking
to bring forward the benefits of the updated policy where possible by changing banks’
conditions of registration and the regulations made under the NBDT Act 2013 (as per advice
to the Minister of Finance and our external commitments). Each Act has its own statutory
purpose and other legal prerequisites which the Board is being advised to consider at this

time.

3.6. Appendix 2 outlines the legal process from here and includes a general legal risk assessment.

We received 43 submissions in response to our Consultation Paper

3.7. During June and July, we developed several policy positions for the Reserve Bank to consult
on in August. On 28 July 2025, the Board approved our consulting on the following policy
positions:

Introducing more granular risk weights.
Removing AT1 capital and partially replacing it with a mixture of CET1 and Tier 2 capital.

Two options — one without LAC (Option 1) and one with LAC (Option 2), with both options
expected to result in lower average funding costs for deposit takers than under the
outcomes that resulted from the 2017-2019 review of capital settings (2019 Capital
Review).

3.8. Public consultation on these positions and our initial analysis took place from 25 August to 3
October 2025. We received 43 submissions as part of this consultation.

3.9.

We have also been engaging with stakeholders during the consultation period and as we
analysed submissions. This has included a public webinar, facilitating deposit takers” meetings
with the independent international experts, and bilateral meetings with deposit takers and
other stakeholders. Feedback on our engagement approach has been positive.

The Review includes two avenues of challenge to our advice

3.10.The Terms of Reference set out the role of the Treasury and independent international
experts and the in the Review. In particular:

2025 Review of Key Capital Settings: Finalised capital settings

The Treasury played a role in challenging the Reserve Bank's analysis. We have worked
closely with the Treasury to update them on our thinking as part of the Review, and to
consider their feedback on our analysis. The Board was provided the Treasury's initial view
to the Minister of Finance on our approach and direction of travel on 5 November
(T2025/2719 refers). The Treasury was broadly supportive of our approach and process,
and of our general direction of travel.

Ref #23294180

IN CONFIDENCE












IN CONFIDENCE
7

We followed a process to quality assure the final policy positions

3.13.0ur recommended final policy positions have been subject to the Reserve Bank's internal
policy-making process, including seeking input from relevant areas across the Reserve Bank.

3.14. They were approved for submission to the Board following consideration by FSC on 12
November. FSC was supportive of a LAC option, and ultimately the majority of FSC endorsed
recommending a variant of Option 2. This is discussed at paragraphs 4.34 to 4.47 below.

4. Discussion

We received some suggestions on our assessment criteria for the Review, but do not think
any changes are needed

4.1. We developed and consulted on assessment criteria for the Review, based on our statutory
parameters including the DTA purposes and principles:

1. Financial stability criteria

o Going concern loss absorbency: Maintain a sufficient prudential capital buffer above the
regulatory minimum to absorb losses, protect and promote the stability of the financial
system, and promote the safety and soundness of each deposit taker (links to DTA section
3(1) and 3(2)(a) purposes).

o Crisis management: Enable a distressed deposit taker to be dealt with in an orderly
manner, recognising the need for a credible resolution strategy for deposit takers to
promote financial stability and avoid the use of public money (links to DTA section 259
purposes).

2. Other criteria

o Proportionality: Take a proportionate approach to regulation and supervision (links to
DTA section 4(a)(i) and (i) principles).

o Competition: Maintain competition within the deposit-taking sector, recognising the
desirability of a diverse deposit-taking sector that provides financial products and services
to a diverse range of New Zealanders (links to DTA section 3(2)(c) purpose, and section
4(a) and (b) principles).

> Funding costs: Consider the impact on deposit takers' weighted average funding costs,
which in turn affect lending rates, recognising their importance for supporting the
prosperity and well-being of New Zealanders (links to DTA section 3(1) and 3(2)(d)
purposes).

o Simplicity/achievability: Be practical to administer, easy to implement and avoid
unnecessary compliance costs (links to DTA section 4(c) principle).

> International alignment: Align with international standards where appropriate (links to
DTA section 4(d) principle).

7 2025 Review of Key Capital Settings: Finalised capital settings Ref #23294180
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Submitters were generally supportive of the assessment criteria. One submitter also
suggested that we include criteria assessing against the recommendations in the Finance and
Expenditure Committee’s inquiry into banking competition (FEC Inquiry).

We do not propose amending our assessment criteria. As our assessment criteria are based
on our legislative mandate under the DTA, we do not think it is appropriate to explicitly
weight specific criteria. Our current approach allows us to appropriately balance competing
criteria.

We also do not propose including additional criteria to address recommendations made by
the FEC Inquiry. In developing the Consultation Paper and our final advice, we considered
submissions to the FEC Inquiry, and the recommendations made by FEC.

Our assessment of the risk environment and international context is broadly as consulted
(Appendix 4)

4.5.

4.6.

4.7.

4.8.

New Zealand's banking sector is riskier than many of our peers. We are a small, open
economy with a highly concentrated banking sector dominated by four major banks that are
owned overseas (we are a 'host’ regulator). By international standards, our supervisory
function is relatively lightly resourced and less intensive.

We are in the process of moving to a new suite of prudential standards under the DTA and
are building our resolution function. In the Consultation Paper, we argued that cumulative
policy changes in recent years should support lower risks in the New Zealand financial system
and could suggest it would be appropriate to have lower capital requirements.

Submitters largely agreed with our assessment of changes to the risk environment since 2019,
however some feedback suggested that policy changes have reduced risks by more than we
stated in the Consultation Paper. We do not think that this materially changes the assessment
of the risk environment.

However, the independent experts all assess the economic environment as fragile and higher
risk since the 2019 Capital Review. They note, in particular, that macroeconomic and fiscal
risks have risen. The pandemic has reduced fiscal capacity there are greater geopolitical
tensions, and the potential formation of new asset bubbles. They note that, as a small open
economy, New Zealand is especially vulnerable to these risks.

We have based this paper on our understanding of the Board'’s risk appetite used ahead of
consultation, though we recommend that we refine our articulation of it (Appendix 5)

4.9.

When considering a risk appetite for prudential policy settings, we look to balance:
Benefits to society of preventing or managing the failure of regulated entities; and

ii.  Costs to society of regulation — for example, compliance and administrative costs, and
efficiency losses.

2 S&P Banking Industry Country Risk Assessment reports score the New Zealand baking sector a 4 out of 10 (where lower numbers represent lower risk), compared to Australia,
Canada and Singapore at 2 out of 10 and the UK, Norway, Sweden, the US at 3 out of 10
2025 Review of Key Capital Settings: Finalised capital settings Ref #23294180
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4.10.0ur risk appetite for prudential policy generally is set out in the Statement of Prudential
Policy?, which is a statutory document produced under the Reserve Bank of New Zealand Act
2021 and published on our website. In this document, we state that we have a low appetite
for events that could materially damage financial stability. We seek to limit uncertainty and
ensure risks are identified and mitigated before they crystallise. However, we do not operate a
zero-failure regime — we have a medium tolerance for risks that may lead to the failure of
regulated entities where the impact is understood, manageable, and will not materially
damage the financial system.

4.11. Historically, this translated into a risk appetite for capital settings for the largest deposit takers
that focused on building headline levels of the highest quality capital (CET1) that were high by
international standards - given our high-risk environment and light-touch supervision regime.
This resulted in an extremely low likelihood of failure (we focused on one in every 200 years)
but with moderate-to-high cost of failure, prioritising prevention over crisis management.

4.12.Ahead of the consultation, the Board indicated that its risk appetite for capital settings was
higher than in the 2019 Capital Review, given the introduction of the DTA and the step up in
our broader prudential regime. Therefore, the Consultation Paper proposed options that
moved to capital settings that would deliver a low (but not extremely low) likelihood of failure,
with Option 2 (which introduces LAC) focusing on reducing the cost of failure through
credible recovery and resolution tools. Option T maintained more of a focus on reducing the
likelihood of a failure.

4.13.While there was support from stakeholders for the proposal in the Consultation Paper to
move away from the 1-in-X year approach, some noted the need to clearly articulate our risk
appetite.

4.14.In Appendix 5 we set out a proposed framework and communications narrative to help
articulate the Board's risk appetite. We have provided an articulation of the risk appetite that
would be consistent with the main capital ratio options considered in this paper in paragraphs
43410 4.75.

We recommend further refinement and granularity on standardised risk weights
(Appendix 6), and agreeing to do further work in some areas

4.15.In the Consultation Paper we recommend a range of changes to make risk weights more
granular. Submitters were supportive of the overall risk weight approach, but suggested a
range of further changes.

4.16.We recommend making the following further changes to what we consulted on in response
to feedback:

Lower residential mortgage lending (RML) risk weights at low loan-to-value ratios (LVRs)
because we received strong evidence in the feedback pointing to lower risk at low LVR
lending.

> Reserve Bank of New Zealand. (2022). Statement of Prudential Policy. https://www.rbnz.govt.nz/-/media/project/sites/rbnz/files/regulation-and-supervision/statements-of-

approaches/sopp-2022.pdf

9 2025 Review of Key Capital Settings: Finalised capital settings Ref #23294180
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ii. Do notincrease personal consumer risk weight as we do not think a higher risk weight is
warranted for most borrowers.

iii.  Set the qualification for the small and medium-sized enterprise (SME) at $2 million, such
that the lender’s exposure to the borrowing enterprise qualifies as SME if their total
exposure is less than $2 million. We are also recommending an increase the equivalent
measure in the internal ratings-based (IRB) approach from $1 million to $2 million to
match the threshold for IRB SME lending categories.

iv.  Refine our proposals for Community Housing Providers (CHPs), including separating
housing co-operatives from CHPs and providing more granularity to apply lower risk
weights than proposed previously for registered CHPs with long term Crown contracts,
due to the substantially lower risk associated with these borrowers.

4.17.We recommend committing to do further work on the following areas where valid concerns
were raised, but we do not have the time and/or data to reach firm recommendations at this
stage:

Agree in principle to a lower risk weight for infrastructure lending, subject to completing
further detailed design work. The nature of the regulatory parameters as well as
private/public contracting arrangements means that risks are lower than currently allowed
for. This will affect IRB and standardised approaches.

ii.  Commit to doing additional work and consultation on securitisation risk weighting,
focused on allowing deposit takers to ‘look through' to the underlying assets when
funding warehousing facilities for other lenders.*

iii.  Consider reverse mortgages risk weights further, as proposals from respondents have
some merit given reductions that will apply in other residential lending, but we need
longer to adequately assess them.

iv. Agree to do further work on commercial property risk weights. We agree with submitters
that more granularity is justified, but there is a lack of robust, reliable data makes any
changes here more risky than other proposals.

4.18.In other areas, we recommend we proceeds as consulted:

No change to RML risk weights at high LVRs as stress test results indicate losses are
substantially higher at high LVRs than at low LVRs, and our assessment is that this is in line
with our previously proposed calibrations.

ii.  No change to new SME corporate exposure categories — this received strong support.

ii. No change to new agriculture risk weight categories. There was general support for
proposals and limited evidence to support further reductions in risk weight proposed by
some respondents.

manage expectations, if further work is agreed, we would communicate that the scope is limited to only the narrow issue of considering ways
di rehousing facilities for other lenders. This is much more limited in scope than issues canvassed in

the EY 3 e N ng Sy sed at the Board i ber. This report suggested considering wide ranging reforms, including
encouraging risk transfer from deposit takers to investors and/or creating a New Zealand Freddie Mac/Fannie Mae

2025 Review of Key Capital Settings: Finalised capital settings Ref #23294180
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Iv.  No changes to other corporate lending — we considered a range of alternatives, but none
would sufficiently address risk differentiation without adding significant complexity.

4.19.We estimate that implementing our revised recommended risk weights could result in a 7.0%
reduction in capital in the system (risk-weighted assets (RWA)) compared with the status quo
of the risk weights prior to the 2025 Review. Group 1 deposit takers are expected to
experience a 5.8% reduction on average, whereas the estimate for Group 2 is a 15.3%
reduction.

4.20. We estimate that the risk weight changes we proposed in the Consultation Paper in August
would lead to a 6.5% reduction in RWA. The revised proposals in this paper would increase
that reduction in RWA to 7%.> The impacts are not spread evenly across deposit takers. In
particular, we estimate that Group 1 RWA would only fall by a further 0.2 percentage points,
whereas Group 2 would fall by a further 2.7 percentage points (with a similar change for
Group 3). This is because for some Group 1 deposit takers the output floor is likely to no
longer be binding, making changes in standardised risk weights less relevant. This provides
additional proportionality in the overall proposals.

4.21.These numbers do not factor in any further reductions in risk weights following the further
work we recommend committing to. While we have limited data, we estimate moving to
commercial property risk weights in line with the Australian Prudential Regulation Authority
(APRA) could lead to up to a further 2 percentage point reduction in total RWA calculated
under the Standardised approach.

We recommend proceeding with removing AT1 (Appendix 7)

4.22. ATl was designed as a cheaper form of Tier 1 capital whilst still providing going concern
loss absorbency. However, in reality, the NZ form of AT1 is difficult to issue for deposit takers
due to its equity characteristics. In addition, international experience has shown it may not act
to stabilise a crisis situation but, instead, could have the opposite effect.® Finally, removing AT
will both simplify the capital stack and enable easier crisis resolution planning.

4.23. The proposal to remove AT1from the capital stack was overwhelmingly supported by
respondents with feedback focusing on the need for carefully managed transitional
arrangements.

4.24. We recommend proceeding with removing AT1 — for more detail, see Appendix 7. To
manage the transition, we are proposing that current AT1 instruments (including perpetual
preference shares (PPS) issued by non-bank deposit takers (NBDTSs)) will be recognised as
Tier 1 capital on a reducing basis until 1 December 2031 before being phased out completely
for Groups 1and 2 deposit takers.

4.25. For Group 3 deposit takers, we recommend PPS continue to be recognised as Tier 2
capital. This was as a result of feedback and is a proportionate response that allows the
smaller deposit takers options for raising Tier 2 capital.” We intend to seek feedback from
Group 2 deposit takers during the Capital Standard exposure draft process to see if there is

° As part of the consultation, we asked deposit takers for more detailed information to help assess the impact of risk weight changes. We have used this information to refine our
estimates and have included these updated numbers, including revising the expected impact of the original proposals from the Consultation Paper.

5 For example, Credit Suisse did not defer a coupon and continued in its practice of redeeming instrum to avoid negative signalling. This meant its AT increased the financial
pressure on the bank. See Federal Department of Finance (2024). Federal Council report ty. https://www.efd.admin.ch/en/report-tbtf

n banking stabil

The characteristics of AT1 instruments that caused us concern and led us to propose removing AT1 (e.g. challenges with issuing and signalling effects) do not have the same impact
as Tier 2 capital or for smaller deposit takers (and would have no impact on our resolution strategy)
2025 Review of Key Capital Settings: Finalised capital settings Ref #23294180
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demand for this approach to be extended to Group 2. This provides additional proportionality
in the overall proposals.

We have developed a viable high-level design for a LAC instrument (Appendix 8)

4.26. Feedback from stakeholders stressed the importance of any LAC instruments being eligible

for APRA's corresponding deduction rules, which require the instrument to be Basel/Financial
Stability Board (FSB) compliant.

4.27. We have undertaken further analysis on a high-level design for a LAC instrument for New
Zealand based on the FSB guidance. We propose that a LAC instrument under Option 2
would be a subordinated debt instrument like existing Tier 2, but with the addition of new
conversion and write-off provisions with contractual triggers to enable the instrument to be
converted to equity when triggered by the Reserve Bank.

4.28. We have worked closely with APRA in developing what the proposed LAC instrument
would look like.

However, we note that consultation would be needed prior
to finalising the terms of the instrument. If an option including internal LAC is agreed to by
the Board, we will continue to develop detailed LAC requirements during 2026 and 2027, and
engage with APRA and deposit takers on this issue.

4.29. We are not currently proposing a contractual LAC requirement for Group 2 or Group 3
deposit takers given the nature of their business. However, we may revisit this issue at a later
point for Group 2 deposit takers as part of our implementation of the crisis management
framework in the DTA. We expect to seek the Board's decisions on our recommendation to
the Minister of Finance on the need for a statutory bail-in power in February 2026 with a view
to report back to the Minister for her approval as decisionmaker in March 2026. Further
public consultation would be required if any changes were considered to either LAC
requirements for Group 2 or statutory bail-in powers.

4.30. The international experts raised concerns about the design of LAC instruments not being
fully developed and expressed uncertainty about whether the internal LAC would work
effectively during a crisis — noting that internal LAC has not been used in other jurisdictions to
date and there have been challenges in the use of external LAC.

4.31.We acknowledge the concerns raised by the experts and agree that the use of LAC involves
significant complexity, particularly in relation to the political economy of trans-Tasman
negotiations that would accompany any decision to trigger internal LAC. However, as set out
in paragraphs 4.34 to 4.47 below, we are recommending an option that includes internal LAC
on the basis that it meets the Board's risk appetite, has positive net benefits in our CBA
modelling, and supports our preferred Single Point of Entry (SPE) resolution approach for
Group 1 deposit takers. We note that SPE would remain our preferred approach even if we do
not introduce LAC, and that in either case a group SPE resolution will require complex trans-
Tasman negotiations involving the Reserve Bank, APRA, and other agencies in both countries.
Further analysis of issues related to the design and use of LAC can be found in Appendix 8.

12 2025 Review of Key Capital Settings: Finalised capital settings Ref #23294180
IN CONFIDENCE






IN CONFIDENCE
14

4.36. Respondents to the consultation generally supported the options consulted on over the
status quo of the 2019 Capital Review decisions, and in many places pushed for changes to
go further. However, the international experts are very sceptical about the benefits of the
options over the 2019 Capital Review decisions. The experts reiterated in their reports that the
2019 Capital Review was robust and risk-neutral and none agreed that there is a clear case to
support any significant relaxation of capital requirements. One expert noted that higher
capital requirements for New Zealand can be justified given New Zealand's higher reliance on
its banks, limited diversification benefits and risks that come with a small open economy. All
three of the experts also do not support either of the options proposed over the status-quo
and are not confident that LAC will work as intended.

4.37. Throughout this Review, we have focused on the three key aspects of capital settings:
form, amount and distribution.

4.38. Capital settings are made up of a range of elements that interact to deliver an overall
outcome. This analysis in this section assumes the recommendations made elsewhere in this
paper are agreed to, including:

Removing AT1 from the capital stack.

ii.  Making further changes to risk weights to improve granularity and better align them with
the actual risk®

ii. Retaining the output floor and scalar at their current settings.

Form of capital: We support introducing LAC, but there are risks to this

4.39. On the form of capital, we have considered the role different capital instruments play in
mitigating the probability, and managing the impacts, of distress. This includes consideration
of the balance between ‘going concern’ and ‘gone concern’ capital, and the appropriateness
of any LAC requirements. This section focuses on Group 1as we do not currently propose any
changes to the form of capital for Group 2 or 3 deposit takers (aside from removing ATT as
mentioned above).

4.40. Stakeholder feedback was broadly divided by size of deposit taker. Group 1 deposit takers
supported the LAC option over the non-LAC option, though many noted that their support
was conditional on LAC instruments and revised Tier 2 satisfying APRA rules. However, some
Group 2 deposit takers preferred the option without LAC, mostly due to concerns about
proportionality. They raised concerns about the use of internal LAC acting a barrier to
domestic banks moving to Group 1, and reducing the depth of the market for Group 2 Tier 2
instruments.

4.41.The independent experts noted some caution around moving to a model with LAC — noting
the need to confirm the design of LAC instruments, the risks that bail-in may not work as
expected, the reduction in the depth and liquidity of markets for banks’ Tier 2 capital
instruments and the fact that our resolution framework is still under development. These are
risks that the Board needs to accept if we decide to implement Option 2. The following

8 This analysis does not includes the effects of further reductions in risk weights that may come about due to the further work we recommend we committing to, or IRB results
moving lower over time following changes in the standardised approach. These changes would further reduce capital levels, possibly up to around 2% for the standardised
approach
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4.44. However, this option does come with some risks and downsides that the Board would
need to accept within its risk appetite if a LAC option is chosen:

The CBA is uncertain and dependent on assumptions, particularly about how much
difference LAC makes to the cost of crisis. However, we have conducted a range of
sensitivity analysis which suggest the overall result is relatively robust to a range of
assumptions. Nevertheless, if subsequent evidence showed LAC was ineffective in a crisis,
then the CBA would favour higher going concern capital without LAC.

ii.  Further work and consultation on the detailed design of LAC will be needed next year.
However, $6(2) , We are
confident that LAC instruments can be designed in a way that is recognised under APRA
rules, thus allowing the instrument to qualify for corresponding deductions under Tier 2
(rather than CET1) (see Appendix 8).

ii. A LAC approach would become more complex if a bank without a parent entity entered
Group 1. However, this is not expected in the short-medium term and there are possible
solutions — such as allowing existing Tier 2 instruments to be used to meet LAC
requirements. This is discussed in more detail in Appendix 8. Accordingly, we do not
consider this an insurmountable hurdle.

iv. A LAC approach will reduce the depth and liquidity of the New Zealand Tier 2 market for
Group 2 and 3 deposit takers (as Group 1's LAC will be issued internally, and then lead to
external parent issuance in the Australian market). However, it is already a small market —
in part because some Group 1 deposit takers were issuing their Tier 2 internally or in
global markets. This is also not connected to prudential criteria —i.e. in an efficient
economy, market for specific instruments should not be dependent on regulatory
requirements.

4.45. lItisimportant to remember that regardless of which instruments or settings we have, a
recapitalisation of a Group 1 deposit taker will be a difficult and complex process. It will also
potentially require years of recovery and rebuilding of capital buffers, or further restructuring.
In addition, the lower CET1 buffer under options with LAC further cements the need for
continued investment by the Reserve Bank in the tools, capabilities and plans required to
support our resolution and recovery framework. This includes pre-positioning of a Multiple
Point of Entry resolution strategy in case SPE resolution cannot be achieved successfully in a
crisis (i.e. we cannot simply rely on SPE with internal LAC as our sole strategy for Group 1).

4.46. Overall, it makes sense to choose a LAC option if your view is that LAC provides sufficient
increased confidence that capital will be down-streamed in a crisis to offset the slightly
increased chance of a resolution event resulting from lower CET1 capital buffers. However, if
the Board wanted to put more weight on simplicity and significantly reducing the likelihood
that a deposit taker faces a resolution event, we consider a model without LAC (e.g. Option 1)
to be a viable alternative, which reduces buffer requirements, removes AT1 and increases the
granularity of risk weights.

4.47.  While we recommend a LAC model, the precise calibration is important — both the amount
and distribution. This is discussed in the next two sections.

16 2025 Review of Key Capital Settings: Finalised capital settings Ref #23294180
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Amount of capital: We have considered a range of calibrations of Option 2, and do not
recommend reducing requirements compared to the consultation proposal

4.48. For the amount of capital, we have focused on establishing the appropriate level of capital
in the system to support financial stability. This section focuses on Option 2 for Group 1, given
our recommendation to proceed with a LAC model above and that Group 1 make up the
majority of the system. The amounts for Groups 2 and 3 are covered in the next section on
the distribution of capital.

4.49. Respondents to the consultation, particularly Group 1deposit takers, argued the levels of
capital in our proposals were too high — with many arguing for alignment with the risk
weights and capital ratios used in Australia. On the other hand, our independent experts —
and some other respondents - questioned whether the reduction in the amount of capital
compared to the 2019 Capital Review decision is warranted at all.

4.50. Asdiscussed at the October FSOC and Board meeting, we have analysed an option with

fL(lII)aIignment with APRA’s capital ratios (Option 3) and do not consider it appropriate for
s6(a

more detail in Appendix 12 and is also covered by the CBA presented in Appendix 13 and in
communications narrative in Appendix 5.

4.51.However, we have also analysed two other options that would lead to an amount of capital
between Option 2 and full alignment with APRA. These options are:

Option 2b — Option 2 with a 1% lower CET1 buffer
ii.  Option 2c — Option 2 with the same amount of LAC as APRA (2.5% less LAC)
4.52. We do not recommend either of these options:

Option 2b reduces the amount of CET1 held by Group 1 deposit takers significantly below
where they are now, reducing going concern loss absorbency (Figure 1). This would likely
result in a significant outflow of equity capital from New Zealand back to Australia in the
form of dividends, share redemptions or other financial transactions.

ii.  Option 2c reduces the amount of LAC below what we consider would be sufficient to
recapitalise an entity to the extent that markets consider stable. We are likely to trigger
LAC when an entity is close to its minimum capital requirement, so we would need at least
6% LAC to bring the entity back to its full quota of CET1 capital. Standard international
practice when setting LAC requirements is to require at least enough to restore buffers -
from that perspective, 6% is an absolute minimum.’

4.53. Further, both options reduce the gap between Group 1 and Group 2 and 3 deposit takers,
undermining competition and proportionality (see Figure 8 in Appendix 11 — which shows
these options would lead to larger falls in capital for Group 1than Group 2). In addition, they
leave New Zealand lower relative to peer countries in the Oliver Wyman report than our risk

¢ While the 3% Tier 2 will be the same instrument as the 6% LAC, they should not be thought of together as 9% LAC. This is because the 3% Tier 2 plays a different role — it is gone
concern capital that is in the framework to provide protection for creditors in the event of a failure. Using it as LAC would undermine market confidence in the stability of the post-
resolution entity
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Table 6: Median CETI ratio of Australian and NZ deposit-takers (including NBDTs) by size, June 2025

Total resident assets (AUDbn)

0.1-1 1-10 10-100 100+
Australia 19.0% 17.4% 14.8% 12.2%
New Zealand 14.0% 15.8% 13.8% 13.6%

Note: CET1 ratios not adjusted for differences in risk-weighting between countries.

Distribution of capital: We have considered options that lower Group 2's requirements
further but think the risks outweigh the benefits

4.64. Some Group 2 stakeholders argued that Option 2 would reduce the degree of
proportionality in the framework relative to the status quo, limiting their ability to compete.
The D-SIB buffer — designed to reflect the great systematic risk associated with the largest
deposit takers —was 2% under the status quo of the 2019 decisions, but is only 1% under
Option 2. In addition, the largest banks use of IRB models means they have lower risk weight
outcomes, which in the past has tended to offset this D-SIB buffer.

4.65. Our analysis suggests Option 2 would not decrease the degree of proportionality and
competition relative to the status quo of the 2019 Capital Review decisions, but it would not
go a long way to enhance either relative to the status quo. Figure 3 steps through the
estimated reduction in nominal CET1 for Groups 1and 2. After the risk weight changes to the
Standardised approach (shown in Panel 2), Panel 3 shows that under Option 2 we expect
Group 2 to see a bigger fall (21%) in the amount of CET1 relative to what they would be
required under the 2019 decisions, than Group 1 (15%)." In addition, because Group 1 would
be required to hold additional LAC under Option 2, they would hold more total capital than
in 2019 — whereas Group 2 see a fall).

4.66. However, over time this gap could shrink if, for example IRB models outcomes drop and
the output floor becomes the binding constraint. This is not expected in the short-term, but
as Panel 4 of Figure 3 shows, this could lead to Group 1 seeing a bigger fall in capital and
reduce (or even reverse) the gap between Group 1and 2, relative to the 2019 decisions —
going against proportionality and competition.

4.67. Option 2a increases the gap significantly, better meeting the proportionality and
competition criteria. Panels 3 and 4 of Figure 3 illustrate how Option 2a would ensure that
Group 2 would still see a larger reduction in required CET1 compared to the 2019 decisions,
even if IRB outcomes drift down towards the output floor over time. At this stage, we think
future potential changes to commercial property risk weights would have neutral effects on
proportionality (shown in Panel 5).

10 This analysis includes the further changes we are recommending for risk weights based on consultation feedback, which increase the gap between Group 1and Group 2&3 deposit
takers compared to the consultation proposals —in part because the output floor is not expected to be binding on most Group 1 deposit takers so the risk weight changes only lower
capital by a further 0.2ppt for Group 1, whereas Group 2 and Group 3 will see around a further 2.7ppt decrease
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We also received feedback on additional matters

We recommend setting the long-run CCyB at 1% (Appendix 14)

4.81.There was mixed feedback on our proposals to set the long-run CCyB at 1% and to not apply
the CCyB to Group 3 deposit takers. Some submitters agreed with the proposal, while others
(including two of our international experts) suggested that the long-run CCyB should be
higher than 1% to give additional flexibility.

4.82. Asdiscussed in Appendix 14, we recommend proceeding with our proposal to set the
long-run CCyB at 1%. This means that the CCyB could be reduced to 0% when needed
without being inconsistent with proportionality.” If we felt that cutting the CCyB to 0% did not
go far enough in a particularly severe systemic stress, we could encourage deposit takers to
use their remaining buffers, and will design the Capital Standard to permit this.

4.83. We also recommend proceeding with the proposal to not apply the CCyB to Group 3,
consistent with our approach to other macroprudential tools.

We do not recommend introducing a leverage ratio at this stage (Appendix 15)

4.84. Asdiscussed in Appendix 15, Thorsten Beck recommends that we consider introducing a
leverage ratio, given the reduction in capital ratios and risk weights. This is a part of the Basel
capital framework and is a measure of capital as a percentage of assets, but unlike in the
normal capital ratios, there is no risk weighting of the assets. This was considered in 2013 and
as part of the 2019 Capital Review, but ultimately we did not recommend imposing a leverage
ratio —in part because it was unlikely to be binding.

4.85. We do not recommend introducing a leverage ratio through this Review given the Terms
of Reference, and given it was considered in the 2019 Capital Review. However, we
recommend announcing we will consider whether a leverage ratio should be introduced in
the future. However, to ensure that we are able to prioritise the implementation of the
Review's decisions in 2026, this would not be until 2027 at earliest.

5. Next Steps

5.1. As noted in the Te Kete of 1 October 2025, Review of Key Capital Settings: Update on process
for reaching final decisions, we have prepared for the Review's decisions be announced
shortly after the Board intend to make decisions in December 2025. The announcement is
planned for 18 December in order not to clash with the publication of the next Half Year
Economic and Fiscal Update by the Treasury on 16 December.

5.2. Given the short turnaround between the Board's considerations in December and the
expected announcement date of 18 December, the December announcement will focus on
the policy decisions. The communications package will be drafted in line with the
communications narrative at Appendix 5 and in line with the proposed plan following
discussions with the Board on 30 October 2025, with more detail being provide in a second
release in February 2026:

16 Retaining a 1.5% CCyB would mean Group 3 deposit takers would have higher capital ratio requirements than Group 2 if the CCyB was dropped to 0%.
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ii.  We will recommend the Minister of Finance to amend the NBDT regulations. Currently,
risk weights for NBDTs are set out in NBDT regulations (a legislative instrument). As
consulted on, we recommend advising the Minister that the standardised risk weights
(including those amended as part of this Review) should apply to NBDTs from October
2026. The standardised risk weights are expected to significantly reduce the amount of
capital certain NBDTs would be required to hold. To promote a sound financial system,
we also recommend amending the regulations to offset some of this reduction by
increasing NBDTs total capital ratio from 8% to 9% (an extra 1% would continue to apply
to credit rating exempt NBDTs), this aligns with the proposed minimum set out in the
options section. Industry agreed with these approaches.

5.6. For the decisions to apply to deposit takers, we intend to action this through changes through
the Capital Standard and the Bail-in Standard. This will be done as part as part of tranche 3 of
the broader DTA implementation timeline (i.e. exposure draft consultation intended in June to
September 2026).

5.7. If the Board decides to implement an option with LAC, it would need to issue a “Bail-in
Standard” under section 80 of the DTA, setting out new requirements for LAC instruments. A
policy consultation would occur in June to September 2026, and an exposure draft
consultation in February to April 2027. We aim to include the LAC requirements in the Capital
Standard when the standard is issued on 31 May 2027. The Capital Standard is planned to
commence on 1 December 2028 where phased transition to new LAC requirements will
begin.

5.8. Appendix 16 shows an indicative transition path. We intend to publicly consult on these three
implementation path options as part of the policy consultation in 2026:

December 2033 (Slow implementation)
ii.  December 2031 (Moderate implementation)
i. December 2030 (Fast implementation) $9(2)(A(iV)

Monitoring the effects of the Review decisions

5.9. Ensuring we understand the impacts of the capital requirements is important to ensuring we
have the calibrated the settings correctly for New Zealand and is core to our role as
regulatory stewards. We expect to monitor the impacts and publish our findings every two
years as we have been doing under the 2019 Capital Review.

5.10.We would expect to monitor:

Trends in amounts and prices of different capital instruments issued, and whether costs of
capital are tracking in line with our expectations.

ii.  Trends in lending rates (by sector), banks’ profits and return on equity.

ii. We note that the changes will be implemented over several years to give deposit takers
time to adjust and need to be in place for a period before we can assess the impacts of
the decisions. Therefore, our first monitoring report would likely be in 2027 or 2028 in
order to allow deposit takers to transition.
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5.11. We also intend to monitor changes in observed risk weights and comparisons between
modelling and standardised outcomes, and look for opportunities to continuously improve
our settings.

5.12.Finally, we will monitor the conformity of our settings to the Board's risk appetite through our
regular stress tests and our twice-yearly Financial Stability Reports.

6. Guide to the Appendices
The appendices are categorised as below.

Information required to make a decision

* Appendix 1: Summary of recommended final policy positions and summary of key feedback
received

*  Appendix 2: Legal requirements (Legally privileged)

* Appendix 3: Consultation and notification requirements for issuing standards (as per s75 of
the Deposit Takers Act 2023

Detailed appendices that provide additional information to explain recommendations
* Appendix 4: Risk environment

* Appendix 5: Risk Appetite Framework and communications narrative
* Appendix 6: More granular standardised risk weights

* Appendix 7: Additional Tier 1 (AT1)

* Appendix 8: Design and use of Loss-Absorbing Capacity (LAC)

+  Appendix 9: 56(8)

*  Appendix 10: Output floor and scalar

* Appendix 11: Capital ratio option appraisal

*  Appendix 12: Alignment with Australia

* Appendix 13: Updated cost benefit analysis (CBA)

* Appendix 14: Counter-Cyclical Capital Buffer (CCyB)

* Appendix 15: Leverage ratio

* Appendix 16: Implementation plan

* Appendix 17: Glossary.
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Appendix 2: Legal requirements (Legally privileged)
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Appendix 4: Risk environment

Consultation feedback

In the Consultation Paper we considered that cumulative policy changes since 2019 should lower
risks in the New Zealand financial system and may support lower capital requirements. However,
New Zealand-specific risk factors are largely unchanged and risks in the broader macroeconomic
environment have increased since 2019. We sought feedback on our assessment of these changes
and whether there was other new evidence that we should be considering.

One-third of submissions commented on this analysis. Most of these submissions largely agreed
with our assessment or expanded on the analysis with details that we agree with but did not
include in the Consultation Paper.

There were two specific policy changes that submitters suggested would have larger impacts on
reducing risk and the appropriate level of capital than we stated in the Consultation Paper. Two
submitters argued that the strengthening of the Credit Contracts and Consumer Finance Act
(CCCFA) in 2021 would have a more-than-minimal impact as affordability assessments are still
more comprehensive than in 2019 and it has strengthened bank portfolio quality. Three submitters
argued that enhanced stress testing would also have a more-than-minimal impact as the results
show that banks are sufficiently capitalised to withstand extreme scenarios, and suggested we
could use enforcement powers or capital overlays in response to bad stress test results.

Two submitters raised the potential for a stagflation scenario and mounting worldwide
government indebtedness as additional macroeconomic concerns that we did not discuss in the
Consultation Paper. It was suggested that these could increase the risk of an economic downturn
and pose significant risks to banks.

The international experts to the Review broadly agreed that the macroeconomic environment has
deteriorated in recent years, and that policy and legislative changes since 2019 would have unclear
or minimal impacts on capital requirements. One expert thought we had underestimated the
extent to which macroeconomic risks have increased and suggested changes could have severe
impacts on the New Zealand economy that more than offset policy changes.

We also sought feedback on the analysis undertaken by Oliver Wyman of how New Zealand bank
capital ratios compare internationally. Most submitters noted that the report highlights the
conservatism in our rules compared to international standards. Respondents generally agreed with
the analysis, with some targeted critiques.

One submitter was critical of the choice of comparator countries and the methodology used to
make cross-country comparisons. The submitter emphasised that the banks being compared to
the largest NZ banks were on average much larger. Further analysis provided by the submitter
suggested that New Zealand banks have similar capital ratios to a broader group of similarly sized
global banks.

Our assessment of the feedback and other context/analysis

We think that the impacts of policy changes may be slightly larger than what we consulted on, but
not to the extent that submitters have suggested. The additional macroeconomic issues raised
support our view that risks in the broader environment have increased since 2019.
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Subsequent changes to the CCCFA in 2024 included a significant easing of requirements and
allowed a return to 'principles-based' affordability checks. In our view, as a result, requirements for
residential mortgage lending are not dramatically tighter than in 2019. CCCFA rules for personal
lending are notably stricter than in 2019 and would improve loan quality in this area.

In the Consultation Paper we noted that stress test results are limited to the specific scenario being
tested, sensitive to underlying assumptions, and that it is difficult to capture the real-world
complexities of a financial crisis. Our enhanced stress testing regime allows us to assess a wider
range of specific risks, but the scenarios do not capture all possible risks facing the financial
system. We therefore view stress test results and capital requirements as complements in our
prudential framework, rather than substitutes.

Many of the concerns about the Oliver Wyman report raised by the submitter were addressed
either in the report itself or in our analysis in the Consultation Paper. Oliver Wyman also included
several alternative comparisons to support the main results, including comparing New Zealand to
wider group of similarly sized international banks. This showed similar results to the submitters’
analysis, which we identified as a caveat in our discussion.

Proposed response

On balance, we do not think the broader context is materially different to our assessment in the
Consultation Paper and our view on the appropriate capital stack has not changed. The impacts of
some policy changes since 2019 might be slightly larger than what we consulted on, but we do not
think these impacts are as significant as submitters suggested.

Our interpretation of the results in the Oliver Wyman report has not changed and we generally
agree with the caveats expressed in submissions - and have considered these caveats when
interpreting the Oliver Wyman report when reaching final recommendations.
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Appendix 5: Risk Appetite Framework and communications
narrative
This appendix sets out a risk appetite framework and communication narrative — based on the

recommendations in this paper — that could be used publicly to communicate the Board'’s
decisions.

Risk Appetite Framework

This Risk Appetite Framework sets out the Reserve Bank of New Zealand's approach to prudential
risk management. It reflects our context as a small, open economy with a concentrated banking
sector and evolving resolution capability. Our framework prioritises financial stability, emphasises
going-concern capital as the cornerstone of resilience, and outlines options for capital calibration
to balance prevention and crisis management.

Our context

New Zealand is a small, open economy with a highly concentrated banking sector dominated by
the four major Australian-owned banks. By international standards, our supervisory function is
relatively lightly resourced, with less exhaustive scrutiny and bespoke interventions. We are
currently building a resolution function, which will be fully operational by 2028.

How we calibrate our Risk Appetite

We balance:
* Benefits to society of preventing or managing the failure of regulated entities.

» Costs to society of regulation, for example compliance and administrative costs, and efficiency
loss.

Our Risk Appetite for Prudential Policy

As set out in our Statement of Prudential Policy, we have a low appetite for events that could
materially damage financial stability. We seek to limit uncertainty and ensure risks are identified
and mitigated before they crystallise. However, we do not operate a zero-failure regime — we have
a medium tolerance for risks that may lead to the failure of regulated entities where the impact is
understood, manageable, and will not materially damage the financial system.

How this translates to capital strategy and our transition

Our prudential approach places heavy reliance on going-concern capital as the first line of defence
against systemic instability. High-quality Common Equity Tier 1 (CET1) capital ensures institutions
can absorb losses while continuing operations, reducing contagion risk and maintaining
confidence without triggering resolution or taxpayer support.

We use two dimensions to calibrate capital requirements:
* Likelihood of failure

e Cost of failure
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Historically, we maintained high headline CET1 levels, imposed no bespoke Pillar 2 add-ons, and
operated a light-touch supervision regime with limited resolution capacity. This resulted in an
extremely low likelihood of failure but moderate-to-high cost of failure, prioritising prevention over
crisis management.

With the introduction of the Deposit Takers Act 2023 (DTA) and the step up in our broader
prudential regime, we are transitioning to a model that maintains a low (but not extremely low)
likelihood of failure while reducing the cost of failure through credible recovery and resolution
tools. Systemically important entities will hold the highest levels of CET1 plus sufficient Loss-
Absorbing Capacity (LAC), while non-systemic entities will maintain sound capital without
additional buffers.

We monitor the conformity of our settings to our desired risk appetite through our ongoing
supervisory monitoring, our stress testing programme, and our twice-yearly Financial Stability
Reports.

Key messages on communication of our approach
* We have adopted an approach that is simple, strong and proportionate.

* We have benchmarked to international settings and intend to monitor our position over
time.

*  We have carefully considered where to calibrate our rules to align with international norms and
standards where possible, while acknowledging our unique features:

o We are a small, open economy with a relatively high-risk profile.

> We have a highly concentrated banking sector, with significant exposure to Australia at the
Domestic Systemically Important Bank level, but many smaller entities that benefit from
simple but strong rules.

> While the introduction of the DTA means we've been building our supervisory and
regulatory toolkit over recent years, our supervision approach is still fairly light touch
internationally.

o This means our explicit statutory rules are set to be slightly more conservative, but simpler
— without additional capital add-ons seen overseas.

o This means the market can clearly observe the requirements of our banks without needing
dig into capital overlays, and this should allow for a more efficient market.

e This approach is tailored for New Zealand circumstances — it allows both the sector and the
regulator to operate simply and efficiently, and with a level playing field for the big and small
players.

*  We thought very carefully about ensuring our capital rules, and the overall prudential
framework, is proportionate.

e This includes:
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o Setting graduated capital levels with Group 1 entities holding the highest amount of CET 1
and LAC capital.

o Retaining our relatively conservative output floor and scalar, to ensure there isn't a
disproportionate benefit to Group 1 of using IRB models.

o Introducing additional granularity into the standardised risk weights, which benefit Groups
2 and 3 relatively more than Group 1.

o Allowing Groups 2 and 3 entities the flexibility to continue to count perpetual preference
shares as Tier 2 capital.

o Setting a lower minimum capital level ($5m versus $30m) and consulting on a more
permissive approach to the use of the term “bank”.

o Carefully calibrating the other prudential standards, so that they only apply as necessary.
For example, Group 3 entities do not need to comply with the disclosure, lending, OBR and
outsourcing standards. Only a small number of Group 2 entities need to comply with the
outsourcing standard, and only those Group 2 entities already subject to OBR will need to
comply in future. There are also simplified requirements for Group 3 entities e.g. in relation
to liquidity, governance and reporting.

o We also apply a proportionate and risk-based approach to our supervisory activities, which
means the larger entities are generally subject to greater scrutiny and more regular
interactions (as detailed in our Statement of Prudential Policy™).

o We have updated our CBA following feedback, including sensitivity analysis.

Key public messages on alignment with Australia

* Aligning with Australian settings has an intuitive appeal and some aspects — such as aligning
capital instruments — could bring efficiencies.

* The proposed settings — especially under Option 2 —would go a long way to aligning our
overall framework. For example, we would be applying the same simple categories of
instruments as Australia (Tier Tand Tier 2/LAC)), supporting trans-Tasman resolution.

* However, we do not recommend fully aligning with all the Australian levels and settings.

* This is because there are important differences in our regulatory frameworks and
economies/banking market meaning full alignment would not meet our financial stability
objectives and would be outside the Board's risk appetite.

* The first and most important reason we should not adopt the statutory Australian capital ratios
is that these only partially reflect the requirements for Australian firms.

o Confidential supervisory buffers take the actual required capital levels closer to our
proposed levels under Option 2, and even above that for riskier firms.

5 Reserve Bank of New Zealand. (2022). Statement of Prudential Policy. https://www.rbnz.govt.nz/-/media/project/sites/rbnz/files/regulation-and-supervision/statements-of-

approaches/sopp-2022.pdf
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o This holds true even after adjusting for Australia’s less conservative risk weights and output
floor — partly as our proposals already reduce much of the difference between Australia
and New Zealand's risk weights.

o We do not have the supervisory resource to apply these firm specific buffers and so rely on
clear and transparent published requirements.

* Other features of our system, set out below, support the view that we should have somewhat

more conservative rules than Australia even with this adjustment to the observed capital levels.
There is not an easy way to identify how much each of these contributes to the overall level we
set above Australia, nevertheless they are important considerations.

o We are a host jurisdiction, so we are more reliant on Australian supervision. Host
jurisdictions tend to have higher requirements as they are not able to fully observe and
supervise all group risk.

o The New Zealand economy and banking industry is acknowledged as riskier than Australia.
This justifies higher capital levels to mitigate the risk to remain within the statutory and
Board risk appetite.

o Unlike Australia, our legislation requires us to minimise the risk that government support is
required when formulating our crisis management framework. This is a reason for our risk
appetite to be higher than Australia’s when setting capital requirements.

o Our market participants and regulators are smaller and less well-resourced than Australia.
This means we do not have the data, expertise and resource to model risk to the same
extent as in Australia. The trade-off is that our risk weights are likely to be more
conservative/less accurate and our output floor must be set higher.
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Appendix 6: More granular standardised risk weights

Summary

Evidence provided in the submission suggests that our standardised risk weight proposals were a
little conservative in some areas. We have reviewed the evidence presented in the submissions and
agree that more can be done to align the standardised risk weights with the actual risk of lending
—a key driving factor for our framework. To achieve this result, we are proposing the following
changes to align with that evidence:

e Lower risk weights for low-loan-to-value ratio (LVR) residential mortgage lending (RML) —
matching the Australian Prudential Regulation Authority (APRA) and Basel at LVRs < 70.

* Not proceeding with suggested new, higher risk weight for unsecured personal lending.

* Not proceeding with new flat 100% risk weight suggested for unrated commercial property
lending.

* Lower risk weights for lending to Community Housing Providers (CHPs), particularly for those
borrowers with long-term funding contracts with the Crown.

There has been a lot of feedback comparing New Zealand risk weights with Australian risk weights.
Our assessment is that the final proposals are a closer match with actual risk, after considering the
feedback and additional evidence that we received. The points below summarise the revised
proposals compared with Australia:

* RML: New Zealand would be the same as Australia, except at some high LVRs (over 90%)
where New Zealand risk weights would be around 5% higher than Australia’s.

* Corporate lending, including small and medium-sized enterprise (SME). New Zealand would
be the same as Australia, except for some additional granularity in Australia relating to
commercial property. We intend to seek additional information to allow a more in-depth
assessment of commercial property risk weights and impacts in New Zealand.

* Agriculture: no specific category for agriculture in Australia; however, our assessment is that
risk weights in New Zealand would be lower than Australia’s when the agricultural lending has
an LVR of 30% or lower.

* Personal lending: lower for credit cards in Australia (75%) compared with 100% in New
Zealand, but other personal lending is the same at a 100% risk weight in both countries.

Residential mortgages
Standard (not past due)

Summary of consultation proposal

We suggested in the Consultation Paper that there was potential scope to add more granular,
lower risk weights for lower risk low-LVR RML. To this end, we suggested some specific changes to
the risk weights for owner-occupier and property investor RML with LVR < 60.
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Consultation feedback

Almost all respondents supported introducing more granular risk weights, however most wanted
further reductions than what we had proposed, to match the risk weights used by APRA and Basel.

Respondents that acknowledged higher risk in New Zealand compared with other jurisdictions
suggested that higher risk was better reflected in capital ratio requirements rather than individual
risk weights. A number of respondents also noted that the RBNZ Bank Financial Strength
Dashboard shows that internal ratings-based (IRB) deposit takers have higher RML non-
performing loans (NPLs) and expected losses than standardised deposit takers, despite deposit
takers having relatively homogenous RML books.

Respondents also highlighted the following:

* The Consultation Paper proposals would give IRB deposit takers a significant competitive
advantage for low-LVR RML. For example, a 50-60% LVR loan at an IRB deposit taker would
attract a ~15% risk weight. Under the Consultation Paper proposals, the same loan at a
standardised deposit taker would attract a risk weight twice as high at 30%.

» Standardised deposit takers have reported peak NPLs of just 0.3% for their mortgage
portfolios over the last seven years. This is ten times lower than the implied probability of
default (PD) for a 25% risk weight, suggesting a 25% risk weight may be overly conservative.

e Australian banks have a higher percentage of NPLs than banks in New Zealand. This suggests
that New Zealand'’s risk weights should not be more conservative than Australia’s.

* Setting higher risk weights than justified by actual risk leads to inefficient outcomes and higher-
than-necessary costs.

Our assessment of the feedback and further analysis

The evidence presented in the submissions makes a strong case for reducing low-LVR RML risk
weights to levels similar to those used by APRA.

One counterargument is that the absence of a significant loss experience in the New Zealand data
indicates that risk weights should be at higher levels than implied in the loss analysis reported by
some of the submitters. This has merit, but it equally applies to IRB modelling. However, as Figure
4 below shows, IRB risk weights are consistently lower than standardised risk weights at lower LVRs,
but higher at higher LVRs.
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stress test results, and we concluded that assigning different risk weights (30% and 35%
respectively) to these two LVR buckets would better reflect actual risk.

Proposed response

We recommend amending the Consultation Paper RML risk weight proposals to match APRA risk
weights at lower LVRs (<70). However, at higher LVRs the existing RML risk weight proposals
appear better aligned with IRB model outputs and stress test results. Therefore, there is
significantly less justification for reducing risk weights at higher LVRs. Our revised RML risk weight
proposals are shown in Table 15 below.

A number of submissions provided solid evidence that the low-LVR RML risk weights we proposed
in the Consultation Paper were still too high. This conclusion is based on assessments of
standardised deposit takers’ historical losses, including comparisons with IRB loan performance
and stress test results. These metrics support lower RML risk weights at low LVRs, which IRB can act
upon, but standardised cannot. We have concluded that there is limited evidence to support
maintaining our higher risk weights for low-LVR RML. Instead, our assessment is that New
Zealand-specific risk factors are best reflected in capital ratio requirements.

At higher LVRs the evidence is more supportive of maintaining our higher risk weights. In
particular, IRB models produce higher risk weights than our standardised risk weight proposals and
stress tests show significantly higher losses at higher LVRs. There is little evidence to support
lowering our standardised risk weights for high-LVR RML.

Lower risk weights for low-LVR RML would reduce capital requirements, all else equal. Lowering
these risk weights may also encourage more lending to flow into housing. However, neither of
these are strong reasons to retain higher risk weights for low-LVR RML, given our focus on aligning
risk weights with actual risk. Based on the additional evidence submitted, keeping low-LVR RML
risk weights artificially high in order to support higher capital requirements would be challenging
to reconcile with our approach to prudential regulation.

The proposed changes below could result in an approximate overall reduction in risk-weighted
assets (RWA), and overall capital, of 7%. For Group 1 deposit takers, it is an estimated 5.8%
reduction, and for Group 2 it is an estimated 15.3% reduction. However, these estimates expect
that the output floor will generally stop binding for three of the four Group 1 deposit takers, due to
the combined effect of our lower standardised risk weights across the different lending portfolios.
This occurs as the IRB risk weights will be more than 85% of the standardised version, due to the
standardised risk weights falling. This means that those deposit takers would use IRB risk weights,
so the full effect of the proposed changes to standardised risks weights will not affect most Group
1 deposit takers. If the output floor were to continue to bind, then Group 1's risk weights would fall
85% of the standardised risk weight reduction, and overall RWA and capital would fall further than
the impacts provided above.
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Past due

Summary of consultation proposal

In our Consultation Paper, we proposed aligning our past-due RML risk weights with APRA’s to
better reflect the underlying risk of the lending and more closely align with international
benchmarks.

Our current approach to past-due RML risk weights is:
* The risk weight for RML without qualifying LMI that is a 90-day past-due asset is 100%.

* The risk weight for RML with qualifying LMl is the risk weight that corresponds to the LVR and
LMI conditions as set out in Table C3.10 (see Table 15 above).”

Table 16 shows APRA’s approach to past-due RML risk weights.

Table 16: APRA'’s risk weights for defaulted residential property exposures

Risk weight (%)

Owner-occupied principal-and-interest with LMI 80
Owner-occupied principal-and-interest without LMI 100
Other standardised residential property with LMI 95
Other standardised residential property without LMI 120
Non-standard loans 150

Consultation feedback

Most respondents did not comment on the past-due proposal. Of those that did, two were
opposed and some others just sought clarification of what the new risk weights would be but did
not offer any strong views one way or the other.

The respondents that were opposed to the past-due risk weight changes cautioned that applying
a 100% risk weight to past-due RML regardless of LMl or LVR would not accurately reflect the risk
of the lending and could disincentivise deposit takers from supporting customers through
hardship. They proposed an alternate approach, which would take into account both LMI and LVR
for owner-occupied and investor RML.

Our assessment of the feedback and further analysis

Our current approach also applies a flat 100% risk weight to past-due RML regardless of LVR if the
lending does not have qualifying LMI. Most lending in New Zealand does not have LM, so this
change is unlikely to affect deposit takers' approaches to supporting customers through hardship.

” Reserve Bank of New Zealand. (2024). BPR133: IRB Crediit Risk RWAs. https://www.rbnz.govt.nz/-/media/project/sites/rbnz/files/regulation-and-supervision/banks/banking-
supervision-handbook/bpri33-irb-credit-risk-rwa-1-july-2024pdf.odf
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There is also currently no international justification for taking an alternative approach like that
suggested by the respondents. The Basel approach is generally just to apply a flat 100% risk weight
to defaulted mortgage exposures.

As we stated in the Consultation Paper, we have used data provided to us by deposit takers
through our information request in October 2024 to calculate the impact of these proposed
changes to standardised risk weights for RML past due on overall RWA. The overall share of loans
in these categories is very small, making up approximately 0.7% of RML for Group 1and 2 deposit
takers.?°

As a result, making the proposed changes to RML past due standardised risk weights would make
very little difference to the overall RWA, and therefore capital levels, of deposit takers
(approximately 0.2 percentage points). However, it would mean that these higher risk lending
categories have a generally higher risk weight assigned to them which is more aligned with the
actual risk of the lending.

Proposed response

The majority of submitters did not offer a view on this proposal and those that did, did not offer
any additional evidence to justify revising our current proposal to past-due RML risk weights. We
are therefore not recommending any amendments to this proposal.

Reverse mortgages

Consultation feedback

We did not consult on changes to reverse mortgage risk weights, but a few respondents
highlighted this as an area where they would like to see some changes.

Respondents suggested that the recent changes to reverse mortgage risk weights were still overly
conservative and should be more aligned with the newly proposed risk weights for property
investor RML (while accounting for tail risks in higher-LVR lending) to reflect the added granularity
and reduced risk weights. The most detailed proposal in this area suggested the following:

* Align reverse mortgage risk weights with those for investor residential mortgages, while
ensuring that tail risks at higher LVRs are appropriately captured.

* Removing the 20% valuation discount and instead calibrating LVR buckets to reflect severe but
plausible house price declines.

* A more granular LVR-based risk weighting schedule.

Our assessment of the feedback and further analysis

To support these suggestions, respondents provided a range of evidence regarding low loss rates
on this lending. They also noted that this performance had been achieved across a range of
economic cycles, including periods of declining house prices and rising interest rates.

20 As at June 2024
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One respondent noted that under a range of assumptions, house price falls would need to be in
excess of 60% to result in losses on reverse mortgages.

The evidence presented in the submission makes a strong argument for reducing risk weights.
Many of these points have merit. We also acknowledge that with our proposed lowering of
standard RML risk weights as part of this Review, including the further changes proposed in this
paper, reverse mortgage risk weights are now high compared with other RML loans.

Proposed response

As noted above, we have some sympathy with the points raised in submissions. However, we are
not recommending any changes to reverse mortgage risk weights at this point in time. Risk
weights for reverse mortgages were adjusted in 2023, following a review period that exceeded one
year.

As reverse mortgages were not part of our original package of proposals, we have not had
sufficient time to recreate the financial modelling from our 2023 changes. Without this opportunity
we do not feel comfortable recommending changes to the approach.

Nevertheless, we acknowledge that the risk weights are now relatively high compared with our
revised RML risk weights. In light of this, the Board may wish to consider keeping options for
change in this area open, with scope to carry out further analysis next year, prior to finalising any
consequential changes to Banking Prudential Requirements, which we currently plan to revise and
have in place before the end of 2026. This would need to be considered alongside other areas,
such as securitisation where we have put forward a similar approach, noting of course that reverse
mortgages would be much smaller in scope than securitisation.

Corporate

Summary of proposal and consultation feedback

SME lending and thresholds

Currently our standardised approach sets a 100% risk weight for any corporate lending that is not
covered by a credit rating. In the Consultation Paper, we proposed creating two new sub-
categories aligned with the APRA and Basel approaches:

*  SME retail (75% risk weight)
*  SME corporate (85% risk weight)

The proposed change was widely supported, and no amendments are proposed. Most feedback
focused on the definitions and where the threshold would be set for SME loan eligibility. The
threshold also interacts with the ‘retail’ treatment of SME lending in the IRB approach, where there
is a limit of $1 million for qualification as a retail’ loan for credit risk modelling. The current $1
million setting was put in place in 2008. APRA updated their threshold to $1.5 million (AUD) in
2024.
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Other corporate

There is no granularity in the current approach to corporate exposures without a credit rating,
which are risk weighted at 100%. This will change once the SME categories are introduced.
Nevertheless, outside of those SME exposures, all unrated corporates would be treated the same.
However, the risks are not the same across the group. For example, low-LVR commercial property
lending will generally be lower risk than high-LVR commercial property lending.

In this context, BNZ raised concerns about the impact of the output floor. They suggested that
with RML risk weights falling substantially, and no change in unrated corporate risk weights,
outside of SMEs and agriculture, there will be additional incentives to direct lending into RML, if
possible, and away from other unrated corporate lending. In their view, this would 'raise the bar’
for unrated corporate lending and make this significantly less attractive to lend to. The output floor
aspects of this are considered elsewhere in this Paper.

Our assessment of the feedback and further analysis

SME lending and thresholds

The proposed change was widely supported, and no amendments are proposed. We agree that
the thresholds and definitions will be critical to implementation.

Other corporate

We have considered, and rejected the following approaches to add granularity to the framework:

* A new category for commercial property risk weights, based on LVRs. This is discussed in more
depth below, where we note that we will consider this in 2026 subject to gathering and
reviewing additional data from deposit takers and carefully reviewing available evidence.

* Introducing APRA’s ‘investment grade’ subcategory with a risk weight of 85%, or 110% for a
'non-investment grade’ exposure — we are not recommending this approach.

While this ‘investment grade’ sub-category has some appeal, the average impact is likely to be
minimal with some risk weights going under 100% and some over. In addition, we would need to
apply deposit-taker methodology, and any investment grade rating would need to meet a high
bar. For example, it must be assessed as having “adequate capacity to meet its financial
commitments in a timely manner” and be “robust against adverse changes in the economic cycle
and business conditions”. Our assessment is that this approach would add significant complexity
and introduce further risk while having limited actual impact on aggregate risk weights.

Proposed response

SME lending and thresholds
s(9)(2)(H(iv)

This can be confirmed during the Exposure Draft process. This will provide an opportunity
for more detailed feedback. The impact of this change has not been incorporated into estimated
changes in risk weights in this paper.
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Other corporate

No additional changes are recommended at this time. However, in response to feedback from
multiple respondents, other changes that can be made to corporate exposures regarding
securitisation and infrastructure can be considered in separate work programmes, as discussed
below.

Agriculture

Summary of consultation proposal

In our Consultation Paper, we noted that under the standardised approach, agricultural lending is
likely captured under unrated corporate lending, as, like SMEs, it is unlikely they have pursued a
credit rating due to the cost and barriers involved. This means that all agricultural lending likely
receives the same risk weight under the standardised approach (100%), regardless of how risky the
underlying lending is.

As a result, we proposed introducing three new exposure categories for agricultural lending to
enable lenders using the standardised approach to assign risk weights based on the LVR, which
would more accurately reflect the actual riskiness of this type of lending.

The risk weights that we proposed are shown in Table 17 below.

Table 17: Proposed standardised risk weights for agricultural lending

LVR (%) Proposed risk weight (%)
LVR <=30 50
LVR 30 -50 75
LVR > 50 100

Most respondents supported the additional granularity in agricultural lending, and the risk weights
that were proposed. Of the few that didn't agree:

*  One submission did not agree with introducing a separate category for agricultural risk weights
at all due to this approach being inconsistent with international approaches such as APRA and
Basel.

*  One submission suggested the risk weights for agricultural lending should be higher and
aligned with our proposed SME corporate treatment as they believe these types of lending
have the same risk characteristics.

e Two submissions suggested that agricultural risk weights should be lower with each submission
proposing a different alternate approach. One said this was to bring standardised risk weights
closer to the risk weights applied by IRB deposit takers, while the other said this was to reduce
the conservatism compared to the APRA and Basel approaches for ‘very well-secured’ lending.
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Our assessment of the feedback and further analysis

None of the submissions provided robust analysis as to their reasons for disagreeing with our
proposal.

The key assertions for those wanting even lower risk weights were around levelling the playing
field between IRB and standardised deposit takers, and further alignment with APRA.

However, under the APRA framework, agricultural lending does not have its own risk weight
category. Instead, it receives the following treatment:

* If secured by property, it will likely be captured as commercial property ‘not dependent on
property cash flows’ (see Table 20 below). This gives a risk weight of 60% for LVR<60.

* If LVR>60, it will likely be treated as SME, unrated corporate or commercial property, resulting
in a risk weight ranging between 75-110%.

Our proposed agricultural risk weights would likely be lower than they would be under APRA's
framework at the low-LVR end and not too dissimilar to APRA at the high-LVR end. Table 18 below
shows a comparison of our proposed agricultural risk weights and the treatment that agricultural
lending likely gets under the APRA framework, based on the paragraphs above.

Table 18: Proposed RBNZ agricultural risk weights vs. APRA agricultural risk weights

LVR (%) RBNZ proposed risk weight (%) APRA risk weight (%)
LVR <=30 50 60

LVR 30-50 75 60

LVR>50 100 =

LVR<=60 - 60

LVR>60 100 75-110

Both submissions advocating for lower agricultural risk weights also stated that our proposed
agricultural risk weights were still too conservative, referring to the lower IRB deposit takers’ risk
weights and the fact that agricultural lending is ‘very well secured” with strong land collateral. One
of these submissions stated that this distorts competition and creates a structural disadvantage for
standardised deposit takers.

However, neither of these submissions, nor the other two that disagreed with our proposal
(mentioned above) offered any additional evidence for us to analyse and help to review our
Consultation Paper proposal - which was based on analysis of previous stress test results, the
relative risk profile, comparative to other types of lending, and the wide range of risk weights that
IRB deposit takers apply to loans in each of the LVR buckets.
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Proposed response

Aside from the few dissenting submissions described above, our agricultural risk weights proposal
was widely supported. We did not receive, and have not found, any evidence to justify changing
our proposed approach to agricultural risk weights. Therefore, no amendments are proposed.

Commercial property

Summary of consultation proposal

In the Consultation Paper, we noted that stress tests showed significantly higher losses for aspects
of commercial property. As a result, we suggested that there was potentially scope to add more
granular, higher risk weights for these types of lending to more accurately reflect their comparative
inherent riskiness.

The Consultation Paper floated the idea of creating a new category for unrated commercial
property exposures to allow lenders to more accurately risk weight the lending according to the
comparatively high risk it presents. This idea was also floated to address the likelihood of some
unrated commercial property lending benefitting from the proposed lower SME risk weights,
despite commercial property having a different risk profile from SMEs.

We suggested the risk weight could be set at a flat rate of 100% for all unrated commercial
property lending in the first instance, due to a lack of available data that would allow us to assess a
more granular option. However, we also asked deposit takers for more detailed data to be able to
assess the appropriateness and potential impact of such a change.

Consultation feedback

The idea of the 100% flat risk weight on all unrated commercial property lending was strongly
opposed by most respondents.

A key driver of this feedback was that the respondents considered such a risk weight to be too
blunt and not sufficiently variable for the different levels of risk across different types of unrated
commercial property.

In addition, some respondents noted that the default risk weight for such lending would already be
100% in the ‘corporate’ category, with the exception of SMEs where the proposed 75% or 85% risk
weights would apply. These respondents suggested that adding a specific 100% risk weight would
therefore add very little to the framework or the deposit-taker outcomes.

Most respondents did support creating a separate category for commercial property but instead
suggested a range of alternative calibrations. Most favoured something similar to that used by
APRA, shown below.
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part of a wider package to increase granularity of risk weights. Some of the risks could be
managed by making a corresponding increase in capital ratio requirements, so that the additional
reduction in capital from the greater granularity in risk weights is offset by extra capital from higher
ratio requirements.

The case for no change

Providing for more granularity is appealing, as the losses should be lower for low-LVR lending.
However, the main drawback from this is that we have limited information to be able to analyse
the impact of such a change. Only two Group 1 deposit takers and three Group 2 deposit takers
provided more detailed information; therefore, any estimates of likely impacts are speculative.

In addition, unlike RMLs, we do not have stress test results at different LVRs for commercial
property. This means that we cannot verify the assumptions that losses are greater when LVRs are
higher, nor do we have a sense of the sensitivity of losses to LVRs.

The absence of robust, reliable information increases the risks of making such changes to the
framework, especially given the potential magnitude of the changes discussed above.

Proposed response

We recommend dropping the proposal to create a 100% risk weight category for unrated
commercial property lending. It would likely only add unnecessary complexity to the system, with
very little change in actual outcomes.

In the absence of detailed information about commercial property exposures, we suggest that any
changes should be carefully calibrated to risk appetite. At this stage. If decision makers have higher
risk tolerance, or are looking for further adjustments to options with a focus on granularity, then a
simplified version of the APRA requirements outlined above could be considered.

Our preferred approach is to signal that we are open to considering changes during 2026, based
on assessing the following material:

* Deposit takers providing detailed data about commercial property lending, by LVR where
possible —we will design a template to collect this information.

* An assessment of IRB risk weight outcomes to consider if there is scope for standardised
changes based on those results.

* We may also consider carrying out a stress test to assess the impacts.

Commercial property can be high-risk lending. We will therefore assess all the evidence carefully
before committing to any changes.

Personal lending

Summary of consultation proposal

Personal lending is currently captured under ‘other’ exposures and has a 100% standardised risk
weight. In the Consultation Paper, we suggested that there could be scope for risk weights to be
more granular and moved higher to align with the current approach for Group 3 deposit takers.
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This would mean creating new categories of secured and unsecured personal lending with 100%
and 150% risk weights, respectively.

We considered that higher standardised risk weights may better reflect the actual risk of personal
lending, which has consistently demonstrated higher loss rates than other lending types in our
stress tests. This would also mean that personal lending requirements for Group 3 deposit takers
would not change when the Deposit Takers Act 2023 (DTA) comes into force and they transition
to the standardised regime. We sought feedback on this suggestion.

We currently have limited data on personal lending, making it difficult to assess the potential
impacts from changing these risk weights. As part of the consultation, we sought more information
from deposit takers about their personal lending exposures.

Consultation feedback

Deposit takers and industry groups gave feedback on this.

There was general support for creating new secured and unsecured categories of personal
lending. Some deposit takers suggested that there should be additional granularity by also splitting
out credit card exposures from other personal lending.

The suggestion that the risk weight for unsecured personal lending could be increased to 150%
was unanimously opposed. There was also some opposition to retaining the 100% risk weight for
secured personal lending. Submitters cited the following reasons:

* Standardised risk weights for personal lending would be significantly higher than IRB risk
weights, which could have detrimental impacts on competition.

* The proposed risk weights would be higher than personal lending risk weights in other
jurisdictions.

* Higher risk weights for personal lending could disincentivise deposit takers from offering this
product and/or increase lending rates, forcing New Zealanders outside of the regulated
banking system.

e The rest of the industry should not be aligned with Group 3 deposit takers because of the
different nature of their activities and risk profiles.

Several submitters recommended adopting the APRA approach, shown below. This separates
credit card lending and other retail exposures (defined as exposures to one or more individuals
that are not property or margin lending exposures) and has lower risk weights than we suggested
in the Consultation Paper.

Table 22: APS 112 Risk weights for retail exposures

Risk weight (%)

Credit card exposures 75
Other retail exposures 100
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loss rates are split across secured and unsecured lending. It is therefore not clear whether a new
category is necessary or what the relative risk weights should be, based on this data. However,
adopting a 150% risk weight for unsecured personal lending would be significantly out of step with
the approach taken in other jurisdictions.

One deposit taker argued that in general personal lending risk weights should be lower because
there is a weaker historical correlation between personal lending defaults and economic conditions
compared to other lending types. However, while stress test results can be volatile, they show that
personal lending defaults could still increase significantly more than defaults for other lending
types in a severe economic downturn. It is also important to note that we have not experienced a
downturn as severe as what have modelled in stress tests in recent years. Although these scenarios
are severe, we still consider them to be plausible, making it difficult to justify lower risk weights.

The same deposit taker also suggested that the risk weight for secured personal lending could be
lowered to 75%, while retaining the 100% risk weight for unsecured personal lending to add
granularity. This was based on their own lending experience which suggests secured personal
loans are materially lower risk than unsecured loans. As already noted, other personal lending has
significantly higher loss rates in stress tests than other lending types with similar standardised risk
weights, so lower risk weights are not justified.

Credit card lending

Credit card lending has a similar overall loss rate to some other lending types including corporate
lending, agricultural lending, and commercial property (investment). The current standardised risk
weight for credit card lending (100%) is broadly aligned with these other lending types of similar
risk.

The current risk weight seems appropriate. Several banks noted in their submissions that all credit
card lending is treated as unsecured, so the standardised risk weight would increase to 150% if we
implemented the approach we floated in the Consultation Paper. This would likely be too high
given the relative risk. However, a risk weight of 75% to align with APRA would also likely be too
low, as this would mean credit card lending would have one of the lowest standardised risk
weights relative to the loss rate of any lending type (see Table 23 above).

There is some discrepancy between the current average IRB and standardised risk weights for
credit card lending, but it is not as significant as for other lending types. This does not provide a
strong argument for lowering the risk weight, but it may support not increasing it.

Impacts on deposit takers

Some Group 2 and Group 3 deposit takers provided data on their personal lending exposures. We
have combined this with publicly available data to estimate:

e The impact on Group 3 deposit takers of moving from the current non-bank deposit taker
(NBDT) regulations to the current standardised regime (i.e., the status quo).

* The impact on Group 2 deposit takers of moving from the current standardised regime to the
current NBDT regulations (i.e. the suggestion in the Consultation Paper).

The results are shown below.
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Most Group 3 deposit takers do not have any personal lending exposures, or only very low
exposures, so they would be largely unaffected if they moved to lower risk weights under the
current standardised regime.

Groui 2 deios't takers would be sl'ihtli more 'miacted if thei moved to the h'iher risk weiihts

Proposed response

We recommend not proceeding with changing our approach to personal lending and instead
continuing with having one category of personal lending with a 100% standardised risk weight.
Although submitters supported having more granular secured and unsecured categories, this
cannot be justified based on the overall stress test results. More data would also be necessary to
justify the calibration of risk weights given the strong opposition to our suggested increase in risk
weight for unsecured personal lending.

If we were to make any changes to secured and unsecured personal lending, then it would also
likely be appropriate to create another category for credit card exposures. This would allow credit
card lending to retain the current 100% risk weight, instead of it being included in a new unsecured
category with potentially higher risk weights.

If we retain the current approach, we should monitor the impacts on Group 3 deposit takers when
they transition to the standardised regime. If we were concerned about the capital adequacy of
individual deposit takers, we could consider overlays for those that would be more impactem

| Thiswould be more appropriate for addressing risks than a blanket approach,
given the highest risk is concentrated in a small number of deposit takers.

Community housing providers, housing co-operatives and whenua Maori

Summary of consultation proposal

In the Consultation Paper we proposed creating a new category for risk weighting exposures to
CHPs and housing co-operatives. This proposal was largely supported by respondents, albeit with
some dissenters. The proposal consisted of the following:

* A new standardised category of risk weights for CHPs and housing co-operatives.
* Require both standardised and IRB deposit takers to use the standardised risk weight.

* This category would be separate from RML, but the risk weight would be calibrated to same
level as property investment RML.

* Exclude lending by third parties.

e Exclude property development lending — only provision of dwellings for accommodation
would be covered.
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Consultation feedback

Most of the feedback supported the general direction proposed in the Consultation Paper, with
the majority supporting our '‘Option 3" approach to create a new separate standardised risk weight
category for CHP lending. A couple of submitters instead supported ‘Option 2, which was to just
treat all CHP and housing co-operative lending as RML, and another couple proposed a different
approach for IRB deposit takers (covered in more detail below).

Multiple submissions included robust evidence that CHP and housing co-operative lending would
be more similar in risk profile to owner-occupier RML rather than property investment RML and
suggested that risk weights should be assigned accordingly. A couple of submissions also
suggested that the risk profile for these types of lending may be even lower than owner-occupier
RML.

Other feedback and our preliminary assessment in response are summarised below.
Our assessment of the feedback and further analysis

Whether to allow IRB deposit takers to use internal modelling, with changes to income-
producing real estate (IPRE) treatment

ANZ and ASB opposed the proposed approach for IRB deposit takers. Instead, they proposed
assigning CHP lending to the IPRE group of exposures and that IRB banks should model the
exposures as part of IRB models.

IRB deposit takers currently use the IPRE category for CHP lending. However, Banking Prudential
Requirement 133 — IRB Credit Risk RWA (BPR133) restricts the risk weights that can be applied to
this type of lending under the IPRE approach:®

"A bank must calculate the credit risk RWA on a specialised lending (SL) exposure subject to the
slotting approach by multiplying the exposure amount determined under section C9.2 by the
Unexpected Loss (UL) risk weight..."

The lowest possible risk weight that can apply in this situation is 70%.

We consider a 70% risk weight to be too high for CHP lending, as set out in the Consultation
Paper. Therefore, to fit CHP lending into this IPRE category, and reflect this treatment with a lower
risk weight, we would need to remove the 70% restriction in BPR133.

To remove the restriction would be complex:

e The removal of the restriction would need to apply only to CHP lending, otherwise other IPRE
lending, where we have not fully assessed the risk, would also benefit.

*  We would then need to specify how the lending should be modelled — for example, it could be
done with existing models but then allow LGD and PD to be fully modelled.

% Reserve Bank of New Zealand. (2024). BPR133: IRB Credit Risk RWAs. https://www.rbnz.govt.nz/-/media/project/sites/rbnz/files/requlation-and-supervision/banks/banking-
supervision-handbook/bpri33-irb-credit-risk-rwa-1-july-2024pdf.odf
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*  We would need to consider whether to set a floor on the risk weight to replace the current
70%. For example, this could be set at the lowest possible standardised risk weight in existing
proposals.

This complexity could be addressed, although not in the period available for decisions in
December 2025. However, even if we resolved these questions, the benefits compared with a
simpler standardised approach seem marginal.

Proposed response

We have rejected the proposal to allow IPRE modelling of CHP exposures by IRB deposit takers
and are proposing to continue with standardised approach for all deposit takers. This is primarily
driven by our assessment that allowing modelling would add complexity and eliminate consistency
across deposit takers, without significant benefits. Further rationale supporting our preferred
options is provided in subsequent sections.

Consider splitting CHPs and housing co-operatives

A number of respondents suggested that CHPs and housing co-operatives should be separated
and treated differently, due to different features of these types of lending. These respondents cited
that housing co-operatives have a different risk profile to CHPs for the following reasons:

e The 'mutualisation’ of the economic risk of ownership is important for the lending risk. If a
resident cannot meet their contractual obligations under the housing co-operative agreement,
then in the first instance it is up to the other residents to deal with that problem.

* Housing co-operatives are usually not ‘social housing’ providers — they do not offer subsidised
accommodation to those who would not otherwise be able to obtain accommodation in the
rental market.

e Housing co-operatives involve a lease or right to occupy. The credit risk of any resident,
usually from an affordable or market demographic, is supported by the other residents and
the equity that exists in the co-operative.

Overall, respondents emphasised that the economic exposure of a lender to a housing co-
operative is similar to that of a lender to an owner-occupier, except the risk is then further
mitigated by the mutualisation amongst residents.

There is an extensive list of differences between the CHP and housing co-operative categories of
lending. Based on this feedback, it does not seem sensible to group the two types of lending
together. We have concluded that lending to housing co-operatives looks a lot more like owner-
occupier RML than CHP lending or corporate lending.

Proposed response

We recommend separating housing co-operatives from CHPs. However, because housing co-
operatives make up only a small group of loans — submitters suggest as few as 100 in New Zealand
in total — it does not make sense to have a separate risk weight category for this group.

Therefore, our revised approach is to allow banks to treat this lending as RML. There is currently
no barrier to banks taking this approach if they consider the lending to be RML, although the IRB
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modelling requirements may affect this. However, it is possible that banks are not comfortable
doing this without clear guidance from us.

Treating co-operatives lending as RML should be straight-forward for deposit takers using the
standardised approach. However, it is possible that IRB deposit takers do not consider this lending
to meet the RML features required for inclusion in IRB retail modelling. In particular, IRB-accredited
deposit takers may regard the lending as being equivalent to the homogenous loans that can be
pooled for modelling purposes. We are engaging with deposit takers further on this point, as a
number of them made detailed submissions about CHP and housing co-operative lending. Some
also supported separating these two types of lending but did not suggest a preferred approach to
take post-separation. Details of how to manage these complexities will need to be addressed
through the Exposure Draft changes to Banking Prudential Requirements (BPR) documents in
2026 and there will be an opportunity for stakeholder feedback

Calibration of the standardised risk weights

The topic that attracted the most attention was the calibration of standardised risk weights for
CHPs and housing co-operatives. While most respondents supported establishing the new
category, most stated that setting the risk weights at the same level as property investment RML
was unnecessarily high. This criticism consisted of two main elements:

* LVRis not a good indicator of risk for CHPs — respondents suggested that Crown contracting
arrangements are more important than LVRs as these contracts substantially manage risk.

e Evenif LVRis a good indicator, CHPs are considerably lower risk than property investment
RML, since CHPs are not exposed to market movements.

We have discussed this feedback in-depth bilaterally with some of the respondents and now agree
that our proposal was too conservative. We propose instead that the risk weights for owner-
occupied lending should apply for CHP lending.

The most compelling evidence relates to the role of Crown contracts. Registered CHPs with a 25-
year Crown contract effectively have a secure income stream for a prolonged time period ?29

)
(f)

(iv
These factors suggest that lending to a registered CHP, with long-term Crown contracts in place, is

substantially lower risk than property investment RML and, in many cases, probably lower than
owner-occupier RML.

However, for CHPs that do not have Crown contracts, the risk is likely to be higher and the LVR
remains a useful proxy to measure this risk.

For example, a CHP could have a relatively high LVR (for example, around 60%) but have a 25-
year service provision contract with the Crown, an operating grant from the Crown, and (in the
future) a mechanism where the Crown bears the interest rate risk. Another CHP could have a lower
LVR (for example, 30%) but no Crown contracts in place and therefore be more exposed to risks if
their circumstances change. This would make the second CHP higher risk than the first CHP with
the Crown contract, despite their comparatively lower LVR.
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In addition, registered CHPs are regulated by HUD and face sizable governance obligations
through that regulation and through charity regulations at the Department of Internal Affairs
(DIA), making them lower risk than unregistered CHPs.

Proposed response

We have concluded that the difference in risk across the different types of CHPs is considerable.
Treating them all the same way is unlikely to address the long-running concerns from the sector,
nor is it likely to fully reflect risk within the approach to risk weights.

While the Consultation Paper generally proposed lower risk weights for CHP lending than available
in the status quo, registered CHPs, with long-term contracts, can have higher LVRs but could face
higher risk weights than unregistered CHPs with low LVRs, despite these larger CHPs often having
the significant risk mitigants discussed above in place.

To manage these different scenarios, we recommend the following approach:

e CHP risk weights aligned with the relevant owner-occupier RML risk weight according to their
LVR. This sets a baseline risk weight for all CHPs, reflecting the value of the security if the CHP
defaults.

* Risk weights capped at a maximum of 30% for qualifying registered CHPs with long-term
Crown funding contracts in place. This would mean that if their LVR was low enough to attract
a risk weight of less than 30%, then that would apply, otherwise a maximum 30% risk weight
would apply. This would ensure the risk weights for this type of lending more accurately reflect
the lower risk profile compared to other CHPs without the risk mitigants in place.

Treatment of third-party providers

There are a range of service provision models across the sector:
A. CHP owns the property and has a long-term contract with the Crown.
B. CHP owns the property and has no long-term contract with the Crown.

C. CHP has ajoint venture with a government agency where the risk is shared and ownership
sits in a separate legal entity, partially owned by the CHP.

D. CHP leases dwellings from a third-party private property owner, with a contract in place
that ensures the dwelling is available for the CHP for a specified period.

Our Consultation Paper proposals would apply to A and B but not C and D. Respondents have
asked us to consider expanding coverage to C and D as these are likely to be growth areas in the
future under wider policy direction.

Our primary concern with expanding the coverage to D relates to the practicalities of including
projects connected to CHPs but provided by third-party providers, without inadvertently allowing
this favourable treatment to apply to other non-CHP related projects that the third-party provider
undertakes. Our assessment is that the approach taken in item C would limit these risks.
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Proposed response

We recommend signalling that we are open to our proposals applying to the following service
provision models:

*  CHP owns the property and has a long-term contract with the Crown.
* CHP owns the property and has no long-term contract with the Crown.

e CHP has a joint venture with a government agency where the risk is shared and ownership sits
in a separate legal entity, partially owned by the CHP.

This would be subject to producing sufficient clarity in Exposure Draft definitions to manage the
risks. We are concerned that extending this further to cover borrowing by a third-party private
property owner, with a contract in place that ensures the dwelling is available for the CHP for a
specified period, introduces additional risk. Overtime, there may be ways that this can be
managed, and we are open to considering further proposals, for example during the Exposure
Draft stage, if there are ways to manage these risks.

Coverage of development projects

In the Consultation Paper, we proposed that only borrowing for dwellings would be covered in our
new CHP treatment proposals, not borrowing for property development purposes. Almost all
respondents agreed that the risks of property development in the CHP space are very different
and should be excluded from this approach.

Proposed response

We propose keeping this aspect of the proposal unchanged, as the risks associated with property
developments are higher than the risks of providing completed dwellings for accommodation.

Whenua Maori

We sought feedback about barriers to lending when whenua Maori is used as security, as well as
any proposals for changes to prudential regulation to address barriers.

There were few concrete suggestions about whenua Maori lending. Respondents identified a
handful of barriers, mainly relating to challenges around collective ownership, and concerns about
how to manage that during default, rather the prudential regulatory settings. Some also suggested
that lending for whenua Maori should have a separate, low risk weight category of lending.

Aside from risk weights, no respondents identified prudential actions that would reduce barriers to
lending. In addition, we have not found any compelling evidence to indicate lending with whenua
Maori as security is lower risk than any other sort of lending and do not see a strong rationale to
reduce risk weights in these circumstances.

However, the general approach to lower risk weights for CHP lending will be available to lending
secured by whenua Maori that qualifies.

In addition, we recommend that this topic remains open, especially for consideration of any
guidance gaps that might be a useful step in the future.
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Summary of proposed responses

Overall, we recommend proceeding with our Consultation Paper proposals, but with the following
changes:

e Use owner-occupier RML risk weights rather than property investor RML risk weights for CHPs,
with an additional sub-category that would set a maximum risk weight of 30% for registered
CHPs with long-term Crown contracts regardless of LVR.

* Treat housing co-operatives as a separate form of lending from CHPs and allow banks to treat
this type of lending as RML rather than introducing a separate category for such a small
amount of lending.

* Consider expanding coverage to third-party borrowers, in limited circumstances, with details to
be confirmed with input from the sector as part of the Exposure Draft process.

* Invite ongoing suggestions regarding regulatory guidance or other steps that can be
considered to address barriers for lending with whenua Maori as security.

Other risk weights feedback

Infrastructure

Consultation feedback

A number of respondents identified a gap in our framework for the treatment of borrowing for
infrastructure projects. This criticism is relevant for both the standardised and IRB approaches to
credit risk.

Respondents asked us to consider a concessionary LGD for the development of public
infrastructure projects, similar to Australia. APRA allows for a 25% LGD for operators of domestic
large public infrastructure projects and utilities that have a tripartite agreement with the Australian
Government. A lower LGD recognises that the underlying infrastructure assets support recovery
values in the event of a default.

Respondents stated that borrowers who deliver large-scale public infrastructure, or who operate
lifeline utilities (such as water, energy distribution and transmission, gas pipelines and fibre) are
backed by assets with strong credit enhancement frameworks such as Public Private Partnerships
and the Infrastructure Funding and Financing Act 2020. These are assessed as leading to a
reduction of loss in default. Additionally, where borrowers operate under a Regulated Asset Base,
regulatory oversight and pricing mechanisms help mitigate default risk, while the essential nature,
and defensible value of the assets, further reduce potential losses. Their services are non-
discretionary, demand is stable across economic cycles, and these assets are highly secure. This
reduces default risk and supports the case for a lower standardised risk weight.

Our assessment of the feedback and further analysis

We agree that lending with the infrastructure features described above will have lower risk than
lending without these characteristics.
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Proposed response

While we agree that lending with the infrastructure features described above will have lower risk
than lending without these characteristics, we have not had sufficient time to fully assess the risks
or to identify how to incorporate this into the existing risk weights framework.

We propose making an in-principle decision that this change be incorporated into the framework,
subject to completing detailed design work at a later date. If possible, we could consider carrying
this out during the amendment of the Exposure Draft for Banking Prudential Requirements in
2026. This would include both the consideration of a concessionary LGD in the IRB framework and
creating an equivalent standardised category of exposures. It may not be possible to complete this
work in time for 2026 revisions to Banking Prudential Requitrements, in which case we may
consider it at a later time, in order to include in the finalisation of the Capital Standard.

Securitisation

Consultation feedback

A number of respondents commented on the role of securitisation. Securitisation funding —
particularly through warehouse facilities — for Group 2 deposit takers and non-bank lending
institutions (NBLIs) is one mechanism by which Group 1 deposit takers support the development of
competition in New Zealand's financial markets.

Securitisation, especially through warehouse facilities, represents a significant funding source for
NBLIs in New Zealand. Respondents noted that Group 1 deposit takers commonly provide senior
lending to NBLI securitisations via warehouse facilities, which are structured similarly to revolving
credit facilities. In many cases, these share substantially the same features as wholesale market
‘term’ securitisations.

Respondents noted that our current requirements do not provide specific capital treatment for
exposures to third-party securitisations, focusing solely on the context of bank-originated
securitisations. Currently, as a result, Group 1 deposit takers providing funding to unrated
warehouse facilities assign risk weights to these exposures as if they are corporate exposures,
generally resulting in a standardised weight of 100%, subject to an output floor of 85%.

Respondents stated that this does not accurately reflect the underlying credit risk of such
exposures. They stated that while the warehouse facilities are generally not externally rated due to
the costs and operational demands required for obtaining and maintaining ratings, the underlying
quality of the exposures would qualify for substantially lower risk weights, possibly as low as 20%.

As noted above, the cost of holding the additional amounts of capital under the current standards
to fund these exposures is passed on to the NBLIs though either or both reduced funding and
higher pricing. This, in turn, affects efficiency and competition.

Respondents suggested that, as in offshore jurisdictions like Australia, New Zealand should require
warehouse funding deposit takers to hold capital based on the risk of the underlying exposure and
structure, rather than on the credit risk of the originating deposit taker or NBLI borrowing entity.
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Our assessment of the feedback and further analysis

We agree that our existing requirements limit the extent to which efficiently priced third-party
securitisation can take place. Establishing an internationally comparable approach would be a
complex task and likely to take at least 12-18 months to develop and consult, and then additional
time for implementation. Doing so would have some merit, but would need to be prioritised in
future work programmes.

Proposed response

We do not intend to advance this proposal at the current time due to the limited time available
ahead of the 2025 Review decisions in December. However, we intend to review this during the
next 12-18 months.

Securitisation is potentially a wide-ranging topic. Our proposed review will be tightly constrained
to the issues described above regarding requiring warehouse funding deposit takers to hold
capital based on the risk of the underlying exposure and structure, rather than on the credit risk of
the originating deposit taker or NBLI borrowing entity.

This is much more limited in scope than issues canvassed in the EY Report titled "External
Perceptions of the New Zealand Banking System” discussed at the Board in October — that report
suggested considering wide ranging reforms, including encouraging risk transfer from deposit
takers to investors and/or creating a New Zealand Freddie Mac/Fannie Mae. We have not
considered these options for inclusion in the next stages of the work. They would be firmly outside
of scope due to the complexity involved.

Therefore, we do not intend to carry out a review of existing approaches to securitisation, beyond
the limited warehousing-related point described above. For example, we will not be reviewing our
approach to securitisation requirements relating to circumstances where a deposit taker is
originating or supplying assets to a special purpose entity, or other legal structure, for the purpose
of securitisation and risk transfer, with consequent reductions in risk weights. We intend to carry
over existing requirements in these areas into the DTA Standards, as currently set out in BPR160:
Insurance, Securitisation, and Loan Transfers.

Other risk weight topics

Respondents raised a number of other changes that they would like made to the IRB and/or
standardised approaches that were not part of the consultation. We have not reviewed these in
the time available, and — given other priorities — do not recommend committing to further work on
these at this stage:

* Review the unsecured LGD used in IRB calculations for non-retail lending as New Zealand IRB
banks are likely using LGDs historically approved by the RBNZ that may no longer be
appropriate.

* Review prescribed credit conversion factors for IRB and standardised approaches and consider
alignment with Australia and Basel.

* In IRB modelling, assess whether the long-standing minimum LGDs for RML exposures are still
suitable.
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NBDT regulations

Summary of consultation

We sought comment on whether to apply the standardised risk weights to NBDTs before the
application of the Capital Standard in late 2028.

Currently, the RWA approach for NBDTs is set out in the NBDT regulations, as part of the Non-
bank Deposit Takers Act 2013 (NBDT Act). For many categories of exposures, these weights are
higher than those used in the existing standardised approach, with the proposed new risk weights
further widening this gap.

Therefore, on both fairness grounds and a desire for risk weights to correctly reflect the underlying
risk, we proposed in the consultation to bring forward the shift to standardised risk weights for
NBDTs to October 2026. However, initial modelling suggested that as a result of the new risk
weights, NBDTs (particularly exposed to residential property) would see a material decrease in their
capital requirements (for example, their capital ratios are modelled to increase by an average of
3.5pp due to the fall in RWA, although some NBDTs may only receive a minor benefit).

In the Consultation Paper, we raised concerns that applying the new lower risk weights earlier
without a corresponding increase in minimum capital would be detrimental to the purposes of the
NBDT Act, relating to the maintenance of a sound and efficient financial system. Currently, NBDTs
are only required to have a minimum capital ratio of 8%, with no legislated buffer (this is up to the
discretion of the trustee supervisor).

We therefore proposed we would advise the Minister of Finance, who ultimately advises the
governor general, to increase the minimum capital ratio to 10% - noting that we are
recommending that the final total capital ratio (including buffer) within the Capital Standard
applying to Group 3 deposit takers should be 13%.

Consultation feedback

Overall, there was strong support for applying the standardised risk weights to NBDTs prior to
2028. Submitters suggested this should be done as soon as possible, to promote competition and
increase lending capacity for NBDTs.

However, submitters noted that the adoption of the new risk weights would not result in regulatory
relief for all NBDTs, or at least some would only see a small benefit. Nevertheless, industry
(including the NBDT Association) supported changing the regulations immediately, noting that a
three-month lead time was sufficient (that is, the time between publication of the new regulations
and the commencement).

Submitters disagreed with the corresponding increase in minimum capital requirements. Industry
noted that it could be disruptive if the minimum capital requirement within the regulations (pre
2028 state) was higher than the minimum capital requirement within the Capital Standard (post
2028), notwithstanding, that the total capital ratio (including buffer) would be higher than the 10%
proposed.
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Appendix 7: Additional Tier 1 (AT1)

Consultation feedback

We received 19 submissions in relation to the proposal to remove Additional Tier 1 (ATT).
Responses were received from deposit takers in all groups as well as industry bodies, and
individuals. Respondents overwhelmingly supported the proposal to remove AT1 from the capital
stack. One market respondent (Forsyth Barr) observed that this would remove the ability for
domestic investors to gain a quasi-equity exposure to the banking industry.

Respondents agreed with our analysis of the challenges presented by AT1, both from an issuers’
and a prudential perspective. Respondents liked the alignment with the Australian Prudential
Regulation Authority. Furthermore, the general simplification of the framework was seen as a
positive, as well as providing benefits from a crisis resolution angle. There was no suggestion that
we had omitted any relevant considerations.

Feedback broadly focussed on two aspects: what would replace the AT1 slice in the capital stack,
and the nature of the transitional arrangements. This section focuses on feedback relating to the
decision to remove AT1— we discuss what the capital stack will comprise at paragraphs 4.34 to
4.75 of the Board paper.

Care needs to be taken with transitional arrangements

Respondents were keen to ensure the transition would be managed carefully, with clear and early
communication, in order to avoid market disruption.

One large deposit taker (BNZ) 89(2)(b)(ii) asked for a clear grandfathering process for
legacy instruments.

Another big deposit taker (ANZ) made the point that there was a risk of unintended consequences
and that, in developing transitional provisions, we should take care not to penalise any deposit
taker that has been proactive in trying to overcome the current challenges of AT1.

Many respondents raised the prospect of the change in policy constituting a regulatory event that
would trigger the ability for deposit takers to redeem instruments early (subject to having the
appropriate provisions in their AT1 instruments).*°

There were mixed views on whether we should incentivise the early redemption of legacy
instruments (for example, to remove any complexity or ambiguity that might arise in the context of
a stress situation (WNZL)) or whether that would lead to unnecessary market disruption (Kiwibank).

Many respondents felt that grandfathering existing instruments to the first call date was an
appropriate mechanism.

From a Group 3 perspective, one respondent (NBS) highlighted the need to have an adequate
timetable to limit the impact of removing AT1 on smaller deposit takers, particularly those with a
mutual structure. This respondent suggested a derecognition schedule (as Tier 1) as well as

6 See D2.5(3) in Reserve Bank of New Zealand. (2023). BPR110: Capita
adequacy-framework-for-registered-banks/bpr-documents/bpr110-ca

’:orws https.//www.rbnz.govt.nz/-/media/project/sites/rbnz/files/consultations/banks/review-capital-
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ongoing recognition of perpetual preference shares as Tier 2 capital would support a smoother
transition. A hybrid approach was also suggested by another respondent (Chapman Tripp).

Our assessment of the feedback and other context/analysis

Impact on different groups

We are conscious this decision will impact deposit taker groups in different ways depending on
their current capital structure.

Groups 1 and 2 deposit takers

As at the date of this document, ATT instruments have been issued by three Group 1 deposit takers
and one Group 2 deposit taker. Two of these also have transitional AT1 still in issue.?’

For the larger deposit takers, AT1 provides a cheaper form of Tier 1 capital than Common Equity
Tier 1. However, as previously discussed, there are a number of challenges that impact a deposit
taker's ability to issue it. One large deposit taker has been able to utilise its corporate structure in a
way that enables it to issue ATTin an efficient manner, but this is not something available to the
majority of current Group 2 deposit takers.

Group 3 deposit takers

There is one future Group 3 deposit taker with a significant amount of perpetual preference shares
(PPS) in its capital structure. Otherwise, PPS have generally not been issued by non-bank deposit
takers (NBDTs).

What submitters have told us is that the very small deposit takers are often more locally situated
and connections to the community can be important. In some cases, they see issuing PPS (typically
to existing customers or members) as more in line with this ethos than issuing wholesale debt to
external investors (assuming they have the ability and market access to do so).

Proposed response

In light of the feedback, we recommend proceeding with the proposal to remove AT1 from the
capital stack.

Proportional approach to transitional arrangements

We have considered the feedback received on transitional arrangements. There are some key
elements to transitional planning that we have sought to balance with our prudential objectives.
These are to:

* Avoid market disruption
* Reduce risk of unintended consequences
* Reduce/remove complexity and ambiguity

* Mitigate impacts on small deposit takers

2’ Transitional AT1 are the instruments issued prior to 2019 when the eligibility criteria for AT1was significantly revised
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Deposit taker group Change

We would make Group 3 PPS redeemable in the
situation where it is Tier 2 capital in the same way as Tier
2 instruments are currently redeemable, subject to our
agreement.

Group 1 and 2 phase out schedule

The table below sets out the maximum proportion of ATT capital instruments in issue as at 1
October 2026, that Group 1and 2 deposit takers may include in their total Tier 1 capital on any
date on or after 1 October 2026. An indicative transition path is illustrated in Appendix 16.

Table 28: Group 1 and 2 phase out schedule

Group 1 and 2 Tier 1

1 Oct 2026 to 30 November 2028 100%

1 December 2028 to 30 November 2029 100%

1 December 2029 to 30 November 2030 67%

1 December 2030 to 30 November 2031 33%

1 December 2031 to 30 November 2032 0%

Group 3 phase out schedule

For Group 3 deposit takers, the table sets out the maximum proportion of Tier 1 capital
requirements that may be met with PPS issued in accordance with NBDT Capital Regs with the
balance able to be treated as Tier 2 capital.

What this shows is that, from 1 December 2032 onwards, any PPS issued by Group 3 deposit takers
may only be treated as Tier 2 capital.

Table 29: Group 3 phase out schedule
Group 3

1 Oct 2026 to 30 November 2028

1 December 2028 to 30 November 2030

1 December 2030 to 30 November 2032

1 December 2032 onwards
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This approach addresses transitional concerns

Avoiding market disruption

We consider that continuing to recognise existing AT1 as Tier 1 capital for a period of time
mitigates the risk of significant market disruption as deposit takers will not be incentivised to
immediately replace instruments in issue. Based on our analysis, half of existing issued AT1
instruments will have reached their first optional redemption date by November 2029 with the
remaining existing issued AT1 doing so by November 2030.

In addition, deposit takers may seek to redeem AT1 instruments early if they included the provision
for early redemption triggered by a regulatory event.

Therefore, deposit takers have scope to redeem their AT1in an orderly manner (subject to
meeting the requirements of BPR120: Capital adequacy process requirements).

We consider that the transitional arrangements enable early redemption but do not incentivise it.

Reducing risk of unintended consequences

By not changing the regulatory value of AT1and phasing it out in a well communicated, clearly
defined way, we expect that the risk of unintended consequences is low.*®

Addressing complexity and ambiguity

There will be a degree of complexity while we phase out current instruments whilst introducing
new requirements. However, we expect that clear and early communication about how the
transition will operate will mitigate any concerns.

The interaction with the new requirements for the capital stack, including new Loss-Absorbing
Capacity (LAC) instruments (if relevant) will be discussed as part of that section. We would also
consult on the form of LAC next year.

Mitigating impacts on small deposit takers

This approach recognises the limited market access and issuance capacity that smaller institutions
typically face, enabling them to maintain regulatory compliance while the transition is underway.
By providing a period during which a proportion of PPS contribute to Tier 1, Group 3 deposit
takers will have greater flexibility to adapt to the new capital framework.

Over time, the capital recognition will shift wholly to Tier 2, ensuring consistency with the broader
regulatory objectives while minimising disruption for smaller entities.

We think this is a proportional response as concerns regarding AT1 primarily arise from the
intended functioning of these instruments within the capital stack, rather than from their intrinsic
characteristics.

28 ANZ Holding

rec ntv

s (NZ) Ltd issued wholesale notes to fund the purchase of PPS issued by ANZ. Interest under these notes is discretionary and non-cumulative unless a ‘P
" occurs - defined as meaning ANZ Bank NZ is not entitled to treat any of the PPS as Additional Tier 1 Capital. See ANZ. (2024). ANZ Holdings NZ Not
fum. anznz-holdings-information-memorandum-11-sep-2024.pdf
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Appendix 8: Design and use of Loss-Absorbing Capacity (LAC)

If Option 2 (or a variant of it) is chosen we will need to consider the design of a LAC instrument, as
these instruments are not currently in use in New Zealand. As discussed in the body of this paper,
under Option 2 we are proposing that LAC requirements would apply only to Group 1 and would
take the form of internal LAC issued by the New Zealand subsidiary to its Australian parent. The
potential scenario of a future Group 1 deposit taker that is not a subsidiary of an international
parent (whether based in Australia or another country) is discussed at the end of this appendix.

There are two key outcomes that LAC will need to meet if it is to deliver the financial stability and
efficiency benefits we consider in our cost benefit analysis of Option 2. These outcomes are:

* LAC s designed to effectively recapitalise a distressed deposit taker under a range of crisis
scenarios, while acknowledging that there will always be uncertainty regarding how a crisis will
unfold in practice. If LAC works effectively, it will offset the lower level of Common Equity Tier 1
(CET1) in Option 2 by providing a back-up source of CET1in a crisis.

e LAC qualifies for Tier 2 corresponding deductions under the Australian Prudential Regulation
Authority's (APRA's) rules. This was a key requirement for the support of Group 1 deposit
takers in their submissions due to its impact on the flow-on costs facing each group.

A starting point for designing LAC is the existing requirements for Tier 2 capital. However, to
achieve the outcomes above, the instruments should also incorporate conversion and write-off
features.

Effective recapitalisation in a crisis

The decision to trigger LAC will require not just the support and expertise of Reserve Bank staff,
but the buy-in of other agencies and Ministers. There are a range of outcomes that could occur
following a decision (or declared intention) to trigger LAC, including:

1. (Scenario 1) The Australian parent chooses to down-stream additional capital in the form
of CET1to avoid LAC being triggered. This would have a cash cost to the Australian parent
and would be a deduction from the parent’s CET1, so additional external CET1 may be
required to be raised by the Australian parent. The Reserve Bank would continue to hold
the option to trigger LAC on existing instruments, but with a sufficiently sized capital
injection this should not be required. We see this as the most desirable outcome.

2. (Scenario 2) LAC is triggered and written off, which successfully restores CET1 (and Tier 2)
to at least the regulatory minimum. This would not have a cash cost to the Australian
parent but would shift the APRA corresponding deduction from Tier 2 to CET1. The
consequent reduction in parent CET1 would not be an issue when APRA has, or is planning
to, bail-in the Australian parent as well, or if the Australian parent has surplus CET1. But it
could be problematic in other scenarios where Australian authorities seek to avoid bail-in
despite the parent facing a CET1 shortfall. Following the triggering of LAC, discussions
would subsequently be held to determine a path to restore LAC to the regulatory
minimum over a longer timeframe.
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3. (Scenario 3) LAC is triggered and written off, but the full amount of prepositioned LAC is
not enough to cover the capital needs of the New Zealand deposit taker. However, the
Australian parent chooses to down-stream additional capital (as in Scenario 1 above),
which successfully restores CET1 (and Tier 2) to the regulatory minimum.

4. (Scenario 4) LAC is triggered and written off, but the full amount of prepositioned LAC is
not enough to cover the capital needs of the New Zealand deposit taker, and APRA is
unwilling to allow additional parent capital support beyond the pre-agreed amount. In this
scenario it may be difficult to avoid moving to a Multiple Point of Entry (MPE) fallback
option whereby the subsidiary is separated from the parent, and/or the use of public funds
to recapitalise the subsidiary.

5. (Scenario 5) A non-LAC response such as allowing the New Zealand bank to trade out of
difficulty with a capital injection from the New Zealand Government or other financial
support. This might occur in response to lobbying by the affected bank and/or the
Australian government. For example, the Australian side may be concerned about possible
litigation and an adverse market reaction and take a political decision to use public funds.
In such a situation NZ authorities would have the choice between joining a government
bail out as a junior partner to Australia or opting for our own MPE solution.

6. (Scenario 6) None of the options above are chosen even though the Reserve Bank retains
the legal ability to trigger LAC. The Reserve Bank uses MPE bail-in to separate the
subsidiary— which may itself result in losses being imposed on LAC using a different
mechanism.*’

The international experts have identified the use of LAC as a potentially challenging area, and we
agree with this assessment. The challenges arise due to uncertainty around many factors, such as
valuations, ongoing losses and the complex political economy dynamics that can play out during a
crisis. The experts (and the international literature generally) tends to emphasise the risks of
litigation and adverse market reactions as key risks of triggering LAC. Under our proposal to
introduce internal LAC for subsidiaries of Australian banks only, these risks are lessened in New
Zealand. However, they will still be relevant to APRA and the Australian government and

We note that similar challenges could also arise where a deposit taker without LAC is placed in
resolution, although the lower CET1 buffer under Option 2 could result in these decisions needing
to be made earlier.

In most scenarios above, we consider that crisis outcomes are likely to be better (or no worse than)
under a counterfactual without LAC in place. However, given the many uncertainties around how a
crisis will unfold in practice, this cannot be guaranteed.

For example, it is possible that the existence of a pre-positioned internal LAC framework could
make the political economy of pivoting to an MPE separation approach more difficult under
Scenarios 4 and 6 above, as the losses imposed in the process would be concentrated on the
Australian parent entity, while they would be more dispersed in a situation where some subsidiary

# For example, a statutory or structural bail-in. These responses are outside the scope of the current review and will be decided by the Board in February 2026.
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capital (e.g. tier 2 instruments) had been issued externally. Similarly, the level of internal LAC could
be perceived as setting a ‘cap’ on the amount of support provided to the subsidiary, creating
additional resistance to ‘topping up’ with additional parent capital under Scenario 4. In some
scenarios, not having LAC available could even strengthen incentives on the Australian side to
support the New Zealand entity with direct down-streaming of CET1 capital, if the goal is to keep
the group intact

Overall, the fundamental political economy issues will be present whether or not we adopt LAC.

_ To achieve these gains, we need to ensure that LAC is well-

designed in technical terms but good design cannot alter the fundamental political economy. In
other words, the most significant potential issue with LAC (‘would we use it?") is not amenable to a
technical fix.

If we choose a LAC option, we would need to design robust contractual triggers and will need to
continue to collaborate with the Australian authorities on resolution planning and crisis exercises.

Recognition under APRA rules

Current Tier 2 instruments in New Zealand do not meet APRA’s requirements, principally due to
the lack of conversion or write-off features. This means that:

* Internal Tier 2 issued to the parent is deducted from the parent’s CET1 (instead of its
corresponding Tier 2) once it exceeds a given limit. This requires the parent to hold more CET],
raising its overall cost of capital.

e External Tier 2 issued by a NZ bank to the market does not qualify as capital for the Australian
parent so the Australian parent has to issue its own Tier 2 (or CET1) resulting in the group
incurring the additional cost of capital (compared to senior debt) twice. This is referred to as
double issuance.

Option 2 removes the double issuance problem as all Tier 2/LAC issuance would be internal.
However, the resulting internal instruments will need to qualify for corresponding deductions
against Tier 2 to avoid increasing the amount of CET1 that the Australian bank needs to hold to
support its ongoing investment in its New Zealand subsidiary and therefore the group’s funding
costs. It is for this reason that qualifying for Tier 2 under APRA's rules was a critical part of the
Group 1 deposit takers’ support for Option 2 in their submissions. While these costs are borne (or
not) by the Australian parent rather than the New Zealand deposit taker, the costs may ultimately
be passed onto NZ customers and therefore we think it is crucial to design LAC instruments that
meet APRA's Tier 2 requirements.
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We have engaged closely with APRA in developing our initial LAC instrument design features, to
ensure these instruments would be eligible for the corresponding deduction approach from an
ADI's Tier 2 capital. Further design decisions would be made during 2026; however, _
_We have not identified any impediments to recognition for corresponding deductions
based on our initial design features.

Proposed LAC instrument design features

The features below are designed based on international guidance issued by the FSB* to ensure
LAC can (i) meet the APRA requirements, and (iii) retain sufficient discretion and flexibility within
the Reserve Bank.

A LAC instrument, under Option 2, would have all of the features of an existing Tier 2 instrument
as currently set out in part D3 of BPR110: Capital Definitions except for the removal of part D3.4
which prohibits conversion or write-off features. A LAC instrument would also include the following
features, not currently present in Tier 2:

e Tier 2 and LAC would be the same instrument (as they already are in Australia). As such they
would be equally ranking®', and Tier 2 could also be converted to CET1 or written off.

*100% of LAC would be held by a member of the banking group™. This requirement could be
removed where the Group 1 deposit taker could not be supported in resolution by its parent —
for example, if it was owned by New Zealand shareholders. This is discussed further below.

* LAC could either be converted into shares in the NZ licenced deposit taker or written off.
Discretion for which occurred would remain with the Reserve Bank. However, for a wholly

30 Financial Stability Board. (2017). Guiding Principles on the Internal Total Loss-Absorbing Capacity of G-SIBs (‘Internal TLAC'). https.//www.fsb.org/2017/07/guiding-principles-on-the-
internal-total-loss-. rbing- ity-of-g-sibs-internal-tlac-2

31 Senior to CET1, subordinate to senior debt and other creditors.

32 Details over which entity directly held the LAC and how any losses or additional capital flowed through would be developed in 2026.
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owned subsidiary of an Australian ADI, as all Group 1 deposit takers currently are, it is likely
LAC would be written off rather than converted™.

* LAC would be triggered when the Reserve Bank considered the deposit taker had reached the
point of non-viability without the injection of public funds.

* The Reserve Bank would discuss with the home regulator before triggering LAC but the
ultimate decision whether to trigger LAC would remain with the Reserve Bank.

* LAC would also include a home regulator trigger request so that APRA could advise that due
to difficulty within the Australian parent (either with or without corresponding difficulties in the
NZ deposit taker) they would like NZ LAC to be triggered. However the decision whether to
trigger LAC is still expected to remain with the Reserve Bank. Due to LAC disappearing upon
consolidation the main impact on the Australian parent of triggering NZ LAC would be to
change the corresponding deduction from Tier 2 to CET1; however, it would also simplify the
Australian parent’s balance sheet which may assist their own recapitalisation.

The detailed design of a LAC instrument, and our related regulatory requirements, will require
additional work over the course of 2026-28 if Option 2 is chosen. The existence of these
instruments in other jurisdictions, along with the clear international guidance on internal LAC
design and our engagement with APRA to date, provides a good basis for moving forward.
However, it is important to note that adopting LAC in New Zealand will require time and resource,
and will need to be prioritised accordingly.

Application to deposit takers who are not a wholly-owned Group 1

Under Option 2, we currently do not propose that LAC would be extended to Group 2 or Group 3
deposit takers given the nature of their business. Tier 2 for Group 2 and 3 would remain consistent
with their current terms under BPR110. However, we may revisit this issue at a later point for Group
2 deposit takers as part of our implementation of the crisis management framework in the DTA. In
that event, further public consultation would be undertaken on this issue.

However, we also need LAC requirements for Group 1 banks that would work in situations outside
of a wholly-owned subsidiary of an Australian parent. This could arise from a restructure of an
existing Group 1 deposit taker, growth of a Group 2 deposit taker or an acquisition either planned
or more rapidly as part of resolution activity.

For a Group 1 deposit taker that was the wholly-owned subsidiary of a non-Australian parent, we
would apply the same requirements as other Group 1 deposit takers ( i.e. what we are proposing
for our current Group 1 banks). But we would need to work on our relationship with the overseas
parent regulator in the same way we currently work with APRA.

Any transition from Group 2 to Group 1 would likely be managed through a modification on a
deposit taker's conditions of licence under section 25 of the Deposit Takers Act 2023. This could
include a transitional period providing additional time for issuing LAC compliant instruments.

The Reserve Bank has the ability to vary the conditions of licence for individual deposit takers and
would take this into account when considering a future (or potential) Group 1 deposit taker. This

33 Within a wholly-owned group the economic impact of conversion compared to write-off are materially the same. However, we propose to retain discretion for conversion for
other situations such as if a deposit taker had a minority owner(s)
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could include imposing requirements to hold Tier 2 instruments without contractual conversion or
write-off clauses and were held internally or externally. Another option we could require is for a
deposit taker to issue internal LAC with conversion clauses to a New Zealand holding company
even where that holding company was owned domestically — this would allow us to put the
holding company into resolution with fewer direct impacts on the deposit taker.

Once adjusting for deposit taker specific factors (for example, their own size or credit risk), Tier 2
instruments without a conversion feature or issued externally are not expected to have a higher
price** than Internal LAC required for current Group 1deposit takers. The removal of current
Group 1Tier 2 instruments from the debt markets in New Zealand would be likely to make the
market smaller, but future Group 1 external instruments could still be issued alongside existing
Group 2 and Group 3 Tier 2 and senior debt as well as debt by other issuers who are not licenced
deposit takers.

4 As tax transfer pricing rules require internal cross border instruments to be priced at the same interest rate as if they were issued to a third party
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* The proposed Standardised risk weight changes already provide an effective relaxation of the
output floor (on its own a 6% reduction in capital required for Group 1, see Figure 6 above).
Further, APRA does not flow through our output floor/scalar at Level 2, so to the extent
APRA's Level 2 capital requirements are the binding determinant of capital allocations within
the group, a high NZ floor is less of a concern.

Similarly, there are arguments against a higher output floor and scalar:

* A higher output floor and scalar would reduce (or remove) the incentive to undertake more
granular risk assessment that results from IRB modelling.

Proposed response

We propose retaining the 85% output floor and 1.2 scalar. These settings have been calibrated to a
level that we consider is appropriate for New Zealand circumstances. It maintains some incentive
for IRB modelling but limits the divergence in capital requirements for similar lending — which is
particularly important in New Zealand, where we have significantly lower levels of resources to
scrutinise IRB models than other jurisdictions.

We are open to standardised banks applying for IRB accreditation. As part of the new approach
under the Deposit Takers Act 2023, we will publish a notice covering the process for those deposit
takers applying to be accredited for using IRB models. This process will not be restricted to Group
1, and other deposit takers can apply, as is the case now under current regulations. Nevertheless,
IRB modelling requires a depth of data and sophistication in systems that may not be practical for
smaller deposit takers. It is a resource intensive process, with current IRB banks in New Zealand
being able to benefit from the expertise and support available from their large Australian parents.
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New Zealand banks to a much larger set of similarly sized banks around the world. However, they
do not adjust capital ratios for these banks to be consistent with international standards given the
larger sample size. New Zealand is still above the median in that comparison, but around the
upper quartile rather than being an outlier. Another issue mentioned by that submitter (and our
experts) is that New Zealand's largest banks have foreign parents. Host regulators likely have an
incentive to require higher capital ratios.® These factors should be taken into account when
interpreting the result of the Oliver Wyman report.

Further, there are some factors relevant for setting prudent minimum capital ratios that the Oliver
Wyman report is not aiming to consider. For example, some of the comparator countries are
assessed as lower risk than New Zealand by S&P.

Figure 11 and Figure 12 below show where these options sit relative to peer’s using the Oliver
Wyman report and below we report how these compare to S&P Banking Industry Country Risk
Assessment (BICRA) ratings:

e Option 1T would leave us at the top of comparator countries on a CET1 basis and near the
bottom on a Total Loss-Absorbing Capacity (TLAC) basis. Option 1is most similar to Hong
Kong — who also are near the top on CET1 and near the bottom on total capital. Option 1 has
higher CET1 levels than Hong Kong (22.4% versus 19.7%). However, S&P score Hong Kong as a
1 out of 10 on banking industry risk (e.g. lowest risk) in their BICRA Global report, whereas New
Zealand is scored as 4 out of 10 — suggesting having higher CET1 levels somewhat higher than
Hong Kong is appropriate for New Zealand.

*  Option 2 leaves us lower than countries like Hong Kong, but still near the top on a CET1 basis,
and with TLAC levels just above Ireland (a country’s whose banking industry also scores 4 out
of 10 on the S&P ratings). Comparing with Australia, CET1 levels are about 1 percentage point
higher than Australia and TLAC around 3 percentage points above Australia — consistent with
Australia scoring lower on risk than us (2 out of 10).

e QOption 2ais similar to Option 2 — but shifts us above Hong Kong on a CET1 basis and the UK
on a TLAC basis. The UK score 3 of out of 10 in terms of banking industry risk. It remains below
Norway on both counts, despite Norway's banking sector being classified as lower risk than NZ
(3 rather than 4) — though submitters noted Norway's results are dominated by one state-
owned bank which may explain why they are an outlier.

* Option 2b and 2c and Option 3 all leave us below a large range of comparator countries that
have lower risk than us.

Israel has the same BICRA risk classification as New Zealand and has the lowest CETT and TLAC
results. But like Ireland, Israel has high risk weights on average, so they still hold an unusually
high amount of capital per dollar of lending (see Exhibit 16 of the Oliver Wyman report)*®. So
we would not put much weight on their position in this comparison.

> See page 3 in Deslandes, J., Dias, C., & Magnus, M. (2019). Bank Jnion: Defusing the "home/host" debate.
https://www.europarl.europa.eu/RegData/etudes/BRIE/2019/634373/IPOL 19634373 EN.pdf

*0 Oliver Wyman. (2025). Comparing New Zealand Bank Capital Ratios To International Peers. https:.//www.rbnz.govt.nz/-/media/project/sites/rbnz/files/reqgulation-and-
supervision/banks/capital-review/2025/oliver-wyman-rbnz-capital-review.pdf
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Table 32: Criteria analysis for full range of options

Stress test results under different options

We have used our most recent stress test results to test impact of the two main options in the
2025 Consultation Paper, including the risk weight changes, against the scenario used in the stress
test. The economic scenario involves a worsening of geopolitical tensions which causes a severe
slowdown in global economic activity and a recession in New Zealand with unemployment
peaking at 10.5 percent, house prices falling by 35 percent, and gross domestic product declining
by 6.5 percent. Trade-facing business is the hardest hit sector.

* On average, across the four largest deposit takers, in Option 1, capital ratios fall to around 13%
- declining well into the buffer but remaining above the 9% minimum.

* In Option 2, with the lower CET1 starting point, the average ratio falls to 11%, with the biggest
fall seeing a low point of close to 10% for one deposit taker.

* In even more severe scenarios, where house prices fall by a further 10%, the average capital
ratio falls to just over 10% in Option 2 and 12% in Option 1.

e At these low ratios, strong dividend restrictions would be in place and recovery and restoration
plans would be underway. In Option 2 we would likely be starting to consider if and when LAC
instruments should be triggered. In Option 1, while there is a little more breathing room given
the higher starting CET1 requirement, we would be assessing back-up options if restoration
plans were unsuccessful, and or ratios continued to fall.
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We also note that APRA has made decisions under a different legislative mandate to us (in
particular, we have a statutory purpose to avoid or minimise the use of public funds in a crisis), and
this can naturally lead to a differently weighted decision. Also, adopting the APRA stack would
likely lead to reductions in Common Equity Tier 1 (in $ terms) with capital repaid to the owners of
the 4 largest NZ banks. It is also seen as less desirable than option 2 by the cost benefit analysis
(see Appendix 13), although the difference is not dramatic.

In terms of the technical points made by some banks, we agree that it is desirable to reduce the
extent to which NZ capital instruments (issued externally) are unable to count as group capital. The
removal of AT1is an important improvement in that respect. Option 2 offers a further
improvement in this regard, because the Total Loss-Absorbing Capacity and Tier 2 under that
option is issued internally to the parent. Furthermore, our detailed work with APRA on LAC design
(see Appendix 8) has not identified any impediments on the internal LAC being treated as a
deduction from Tier-2 capital for the Australian parents, which is consistent with how we modelled
the likely costs of its issuance.

Option 2 also reduces the percentage distance between NZ requirements and APRA’s more than
Option 1, which we agree may reduce the costs of achieving our capital requirements from the
point of view of the entire banking group. This is because APRA requires parent banks to keep
sufficient capital in the parent firm (e.g. CBA-parent) and in the wider group (including ASB and
other subsidiaries). If the distance between ASB and CBA's requirements gets large, CBA needs to
hold more capital overall, so it can meet ASB's requirement while still having enough capital in the
Australian parent firm. However, even in that situation, the resulting ‘extra’ capitalisation of the
wider group will still affect the group’s overall cost of funds, and (contrary to the suggestion from
submitters) we consider our assumptions of a (limited) MM effect remain valid. The 3 independent
experts were interested in the points in these last 2 paragraphs and we had a detailed discussion
with them on those matters in recent weeks.

Proposed response

We do not recommend align New Zealand capital ratios with Australia. Through this Review, we
are recommending changes to capital instruments and risk weights that make them more similar
to APRA rules, but we think there are sound reasons for the required ratios to be different. In our
public communications, we propose to largely summarise the points above.
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Appendix 13: Updated cost benefit analysis (CBA)

This appendix outlines submitters feedback on the cost benefit analysis, how this feedback was
considered, and our analysis of the options presented in the paper. A summary of the options
analysed and CBA results are provided in Table 35 and Figure 14 below.

Feedback received and analysis undertaken

Overall, as expected, there was a mix of views received on the CBA. With submissions focused on
three keys areas:

* General feedback on the CBA: including on the efficacy of the models used, and the results
sensitivities.

* Assumptions used: specifically the impacts on lending rates and financial instability.

* Options analysed: including suggesting alternative options (including an Australian Prudential
Regulation Authority (APRA)-like alternative).

General feedback
To recap our position in the consultation document:

*  We used the same underlying approach to the CBA as in the 2019 Capital Review, this method
had been thoroughly quality assessed both internally and by external experts. Similar
assumptions to 2019 were used.

* The model measures the costs and benefits of the capital option changes through their
impacts on New Zealand's expected gross domestic product (GDP).

*  We made some minor adjustments to the model to reflect up-to-date market data, as well as
modelling the impact of Loss-Absorbing Capacity (LAC).

There were a range of views on the continued use of the models used in 2019. A couple of market
commentators have repeatedly questioned the use of the models, concerned they fail to take into
account the full cost of overregulation and the flow on (or dynamic) negative impacts that excess
capital causes on the New Zealand economy. Other submitters supported the CBA highlighting
the high degree of transparency and thought the Bank should place a higher weighting on the
results within the assessment criteria.

There was strong feedback that the use of the 2019 policy decisions was confusing, when trying to
analyse what this meant for the change in capital levels and lending rates. Submitters suggested
that current settings i.e. 2025 actuals, were a better comparator.

Submitters requested the CBA should include more distributional or incidence analysis, that is,
where the benefits, costs and other impacts would lie if capital requirements changed. For
example, to what extent would lending from Group 2 increase by or otherwise would the costs of
lower capital fall on savers but the benefits fall on borrowers.
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Response

Continued use of the 2019 framework

We recognise that the models used, and the results provided by the CBA models, are stylised and
highly dependent on a handful of parameters. Nevertheless, we continue to see value in using and
producing results from the CBA models. The models are based off credible well-recognised
studies, for example, the ‘cost of crisis’ model uses a asymptotic single risk factor (ASRF) which is
used widely by internal ratings-based banks globally. While the ‘lending rate” model based on
deposit takers' expected weight average funding costs (WAFC) had been reviewed by international
experts in 2019, %" and internally in 2024.%

Submitters raised strong points regarding the use of the 2019 policy decisions as the primary
comparator for the CBA. It is conceptually difficult, and highly theoretical, to understand what it
means for lending rates to decrease as compared to the 2028 settings. We have therefore sought
to include 2025 actuals where possible, however, we continue to use the 2028 settings as the
primary status quo as this is consistent with CBA guidance and would be the regulatory settings if
no policy decisions were made.

Finally, we continue to expand the models to take into account the impact non-Domestic
Systemically Important Bank requirements have on the cost of crisis, as well as providing additional
Group 2 and Group 3 outputs and expectations from the models, including the dollar amount of
capital required and risk-weighted assets (RWA). We continue to rely heavily on data associated
with Group 1 deposit takers for our lending model; this is primarily because of the availability of
data but also due to their market share. Nevertheless, we do recognise assumptions applying to
Group 1 deposit takers may not apply to Group 2 and 3 deposit takers, for example, changes in
cost of equity.

Assumptions used

Lending rates

The method consulted on used the same method as in 2019, that is, the benefit of lower capital
requirements was calculated by estimating the amount of cost savings deposit takers will generate
from replacing expensive equity financing with relatively less expensive debt financing (a Weight
Average Funding Cost, WAFC, is calculated).

We then assume the cost savings generated are passed on to borrowers through lower lending
rates. Lower lending rates were assumed to increase GDP on a 1:1 basis through stimulating
economic activity and resulting in higher growth through increased investment.

As part of these calculations, we assumed equity owners will require a higher rate of return on
their capital due to the increased risk the deposit taker will fail. The extent to which lower capital
requirements, increase the required returns to equity holders is often termed the ‘Modigliani-Miller
(MM) offset®?. As in 2019, we assume a roughly 36% MM offset. Empirical evidence varies
considerably between 0% to 100%, however, we are confident that the central assumption is

7 Cummings, J. (2019). External Review of the Reserve Bank of New Zealand's Capital Proposals. https://www.rbnz.govt.nz/-
media/project/sites/rbnz/files/consultations/banks/review-capital-adequacy-framework-for-registered-banks/external-reviews/capital-review-external-experts-report-james-

cummings.pdf
* Downing, R., Martel, J,, & Tanuvasa, W. (2023). Biennial Assessment 2023 Monitoring Capital Review Implementation. Reserve Bank of New Zealand Bulletin, 87(3)
https://www.rbnz.govt.nz/-/media/project/sites/rbnz/files/publications/bulletins/2024/rbb-2024-87-03 pdf
9 This stems from the MM theorem which states that returns to equity will adjust to the point that lending rates will not change
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cost. This level was guided by a Bank of England (2015)* paper that estimated an orderly crisis
resolution reduces the cost of crisis by roughly three quarfters.

We received some concerns from submitters that our cost of crisis assumptions were too high,
which resulted in an implicit bias towards overregulation. Other submitters suggested we should
model alternative stress scenarios. The Treasury noted that the CBA was subject to inherent
uncertainty about key modelling assumptions, including the assumed cost of a crisis. The Treasury
suggested we undertake additional sensitivity analysis to assess whether results were robust to
uncertainty.

Response

Sensitivities broadly reconfirm our option rankings for the CBA

Given the available empirical evidence and the lack of New Zealand specific studies or otherwise
domestic crisis events, we continue to consider the assumptions used in the consultation as our
best central estimates. However, we do agree with submitters that modelling tail end risks is highly
sensitive to the underlying input and assumed distribution. The assumptions used within the
models generally fall in the middle of estimates in academic studies as well as being internationally
peer-reviewed. For example, there is evidence that points to both higher and lower estimates of
the MM offset used and the costs of crisis (63% and 20% costs are used for a severe long-term
crisis, and a shorter-term recoverable crisis, respectively).

We have completed a wide range of sensitivity analysis to understand how sensitive our
conclusions are, including, testing:

* Lower crisis cost assumptions; and

* Variations to the lending rate assumptions, including a 50% pass-through, and different MM
offsets.

Overall, the relative ranking of each option is broadly stable over a wide range of sensitivities, as
shown by Table 36 below.

Net Wealth transfer impact

In 2019, following industry feedback we added a net wealth transfer impact to our full CBA. The
Wealth Transfer impact recognises the lower interest payments that flow to foreign shareholders
and creditors, due to the expected lower lending rates. This could be considered the direct
benefits of the lending rate changes, while the previously discussed ‘lending rate’ benefit is about
the indirect benefit on expected growth (via increased investment). The Wealth Transfer Impact is
reduced by a tax adjustment.

As outlined, in his initial views Sir John Vickers is sceptical regarding the "Wealth Transfer’ impact
that is included in the CBA. He questioned firstly why any lending rate benefit would materialise

from lowering capital requirements, and secondly but relatedly, why industry would favour lower
capital requirements if it resulted in a benefit to NZ borrowers at the expense of themselves.

42 Brooke, M., Bush, O., Edwards, R., Ellis, J., Francis, B., Harimohan, R., Neiss, K., & Siegert, C. (2015). Measuring the macroeconomic costs and benefits of higher UK bank capital
requirements. Financial Stability Paper No. 35. https.//www.bankofengland.co.uk/-/media/boe/files/financial-stability-paper/2015/measuring-the-macroeconomic-costs-and-benefits-
of.pdf
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Response

The lending rate impact is uncertain

We continue to include a ‘Net wealth transfer impact’ in the CBA. However, do recognise the
uncertainty in modelling an expected lending rate impact. With this in mind, as noted above we
have undertaken additional sensitivity adjusting lending rates to only increase by half as much as
our central estimate, that is, a 50% pass through to borrowers.

As noted above, we do not assume full Modigliani-Miller effects, so lowering capital reduces
WAFC. While this should mean reduced funds flowing to shareholders and foreign creditors, we
think it can still be preferable to shareholders, not least because the rate of return on the (smaller)
investment they have in the NZ bank is expected to rise when capital requirements fall.

Alternative options should be explored

We consulted on two main options as part of the consultation. Some submitters argued the range
of options analysed was too limited and an APRA-like option should be tested.

Results and sensitivities

Following feedback and further analysis we have refined the models and explored alternative
assumptions:

* Included additional capital stack options for analysis, including an APRA-like alternative.
* Provided lending rate impacts for changes in scalar and output floor.

* Measured the expected benefit of Risk Weight changes on each deposit taker.

* Updated the models to reflect the proposed post-consultation changes to RWA.

* Adjusted the definition of a ‘crisis’ to one that absorbs all Tier 2 capital, in order to not
overstate the benefits of LAC.

* Completed additional sensitivity analysis on lending rate changes, including pass-through
assumptions, as well as lower cost of crisis assumptions.

* Attempted to provide further disaggregated outputs, for example Group 2 and 3.

Below, the following options have been analysed. The cost-benefit analysis for each option is
provided, then subjected to a range of sensitivity checks.

110 2025 Review of Key Capital Settings: Finalised capital settings Ref #23294180
IN CONFIDENCE















IN CONFIDENCE
15

Appendix 14: Counter-Cyclical Capital Buffer (CCyB)
Consultation feedback

Long-run CCyB set at 1%

There were mixed views on our proposal to reduce the long-run CCyB (i.e. the rate we would set
the CCyB at most of the time) from 1.5% to 1% of risk-weighted assets (RWA).

Some respondents (mainly Group 2 deposit takers out of those that commented) suggested that
the long-run CCyB should be higher than 1%. They suggested that a CCyB of 1% (reduced in a
downturn) would not likely give deposit takers enough incentive to extend more credit during a
downturn (and hence support economic recovery) and that a higher long-run CCyB gives
additional flexibility in responding to a range of shocks. Further, if the long-run CCyB was higher, it
was suggested that the PCB should not also increase ( i.e. the capital conservation buffer
component of the PCB should be reduced to reflect a higher long-run CCyB).

Some respondents (mainly Group 1 deposit takers out of those that commented) agreed with a
long-run CCyB of 1% (which aligns with Australia). However, they stated that more guidance is
needed under which conditions the settings of the CCyB would be changed (particularly during a
period of stress) and how that would interact with the broader capital framework (including the
Capital Buffer Response Framework (CBRF)).

Not applying CCyB to Group 3 deposit takers

There were mixed views on our proposal to not apply the CCyB to Group 3 deposit takers.

Some respondents supported the proposal, agreeing that it would not have a big impact on the
financial system overall and would be consistent with our approach to using other macroprudential
tools.

However, a few respondents disagreed, as applying the CCyB to Group 3 deposit takers would
provide these deposit takers with some relief to capital requirements during a downturn. It was
also suggested that not applying the CCyB to Group 3 deposit takers may lead to a competitive
imbalance as Group 1and 2 deposit takers would have more scope to continue to lend during a
downturn (if the CCyB is reduced), whereas Group 3 deposit takers may not.

Our assessment of the feedback and other context/analysis

Long-run CCyB of 1%

We acknowledge that a long-run CCyB of 1% may not provide deposit takers enough incentive (if
reduced to 0%) to extend more credit during a downturn and agree that that a higher long-run
CCyB gives additional flexibility in responding to a range of shocks. However, if the CCyB makes up
a large proportion of the PCB, cutting it to zero may allow a deposit taker to reduce its capital to a
level that undermines its safety and soundness. Alternatively, a deposit taker may not make use of
the entire CCyB (if reduced to 0%) as they may not wish to get too close to minimum capital
requirements.
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That being said, if we felt that cutting the CCyB to 0% did not go far enough in a particularly
severe systemic stress, we could encourage deposit takers to use their remaining buffers. We will
design the Capital Standard to allow deposit takers to use all capital buffers subject to meeting
dividend restrictions, which is consistent with international practice.

We also note that under Option 1 and Option 2 in the Consultation Paper, if the long-run CCyB
was greater than 1%, then reduced to 0%, Group 2 deposit takers could end up with lower capital
requirements than Group 3 deposit takers (in percentage terms), which may be inconsistent with
proportionality. This was a key consideration in proposing to set the long-run CCyB at 1%.

We agree that guidance is needed under which conditions the CCyB would be reduced, then
restored to its long-run level. We will consider this as part of the updated macroprudential policy
framework that we intend to publish in mid-2026.

Not applying CCyB to Group 3 deposit takers

Under the Lending Standard, we do not intend to apply other macroprudential tools such as loan-
to-value ratio and debt-to-income restrictions to Group 3 deposit takers. Consistent with that
approach, we proposed to not apply the CCyB to Group 3 deposit takers. Given the small size of
the Group 3 sector, the impact on aggregate lending (and overall financial conditions) would be
small if we applied a CCyB to Group 3 deposit takers.

We acknowledge the point that applying the CCyB to Group 3 deposit takers may provide these
deposit takers with some relief to capital requirements during a downturn. However, it is noted
that many Group 3 deposit takers are less able to increase their capital levels quickly (for example,
by issuing capital instruments or retaining profits) compared to most Group 1and 2 deposit takers.
This could be particularly challenging after a downturn when restoring the CCyB to its long-run
level.

Proposed response

Long-run CCyB of 1%

We recommend proceeding with our proposal to set the long-run CCyB at 1%.

Not applying CCyB to Group 3 deposit takers
We will proceed with our proposal to not apply the CCyB to Group 3 deposit takers.

Other issues related to the scope and application of the CCyB

On 27 February 2025, the Board approved for consultation a range of policy positions related to
the scope and application of the CCyB. We intended to consult on these issues in March 2025,
incorporating feedback into the draft Capital Standard (and associated guidance). However, that
consultation was delayed due to the Review of Key Capital Settings. Given that the CCyB forms
part of the capital stack, some aspects of the intended CCyB consultation were included in that
review —namely the long-run level of the CCyB and whether the CCyB should apply to Group 3
deposit takers.

We consider that the other aspects of the intended CCyB Consultation Paper do not warrant a
standalone consultation as they are technical and relate to the implementation of the CCyB.
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Appendix 16: Implementation plan

Table 41 below sets out our high-level plan to implement the decisions resulting from the Review —
this plan covers the two categories of options (an option with Loss-Absorbing Capacity (LAC) and
an option without LAC).

All changes will be reflected in the Capital Standard, due to come into force on 1 December 2028.
We will reflect the changes in the exposure draft of the Capital Standard due to be consulted on
from June to August 2026. The exposure draft will not include any material related to LAC
requirements if the Board decide to go with an option with LAC — instead, there would be a policy
consultation on the details of LAC instruments separately in 2026.

ltems in section 80 of the Deposit Takers Act 2023 (DTA) ("Bail-In Standard”) would be set out in
the Capital Standard at a later date. A wider crisis management framework will be formed through
various workstreams including a report to the Minister of Finance on the need for an additional
bail-in powers under the DTA, the development of a crisis preparedness standard and the
preparation for the statutory Statement of Approach to Resolution (SOAR).

To bring in changes in some capital settings ahead of the Capital Standard coming into force in
late 2028, we will need to change the existing rules for banks (the Banking Prudential
Requirements (BPRs) and work with the Minister to seek Cabinet approval to change existing
regulations for non-bank deposit takers (NBDTSs). We have plans to do this at pace over 2026.
These changes would not include introducing LAC.

We plan to transition to new capital settings in a phased way to give deposit takers time to adapt,
similar to the approach taken following the 2019 Capital Review. Our intended phased approach is
set out here for the Board's consideration as part of its decision making:

* If the Board decides on Option 1, we would increase capital ratio requirements by around 1%
per year (i.e. the same rate as banks have been adjusting under the 2019 decisions) - noting
many banks are ahead of current requirements and lower risk weights will offset much of the
increase in ratio requirements. Table 42 below illustrates indicative transition path for Options
1.

* If the Board decide to introduce LAC and decides on Option 2, we would increase prudential
capital buffer (PCB) by 0.5ppt to the steady-state level of 6% until the commencement of the
DTA and then gradually replace part of the PCB with LAC. Table 43 below shows an indicative
transition path for the moderate implementation of Option 2. We intend to publicly consult on
these three implementation options as part of the policy consultation on LAC in 2026.
Depending on the incremental percentage point per year, the transitional period would be
complete in:

o December 2033 (Slow implementation),
o December 2031 (Moderate implementation)
> December 2030 (Fast implementation) —S9(2)(H(iV)

* |f the Board decides to remove Additional Tier 1 (AT1) capital:
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