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Economic impact of increased bank capital requirements.

 – The Reserve Bank has remained steadfast 
that it will require banks to hold much more 
capital, only slightly moderating the proposals 
released a year ago. 

 – The RBNZ’s announcement was broadly in 
line with our expectation. Therefore there 
is no change to our economic forecasts or 
OCR outlook.

 – The RBNZ estimates that the capital 
requirements will increase lending rates by 
20 basis points, and will cost 0.4% of GDP in 
normal years. 

 – Our own analysis, outlined in section 2 of 
this bulletin, suggest that the effects will be 
around twice what the RBNZ has estimated. 

 – Either way, the full impact on lending rates and 
GDP won’t be felt for several years. Therefore 
we don’t expect this to influence monetary 
policy in the near term. 

Michael Gordon, Senior Economist  
 +64 9 336 5670
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Section 1: Changes to RBNZ bank capital 
requirements.

The Reserve Bank has announced the final outcomes of its 
review of bank capital requirements, almost a year after the 
changes were first proposed. The final requirements were 
broadly in line with what we expected, and constitute a 
modest softening relative to the original proposal – banks will 
still be required to increase their capital levels substantially 
over the coming years. 

The main decisions were:

 – The minimum total capital ratio will increase from 10.5% 
currently to 18% for the four largest banks, and 16% for the 
smaller local banks. 

 – For the largest banks, at least 16% must consist of tier 
1 capital, and within this at least 13.5% must be common 
equity. For the small banks, the requirements are 14% and 
11.5% respectively. 

 – The risk weights calculated by the major banks will be 
scaled up, so that overall they are at least 90% of the 
standardised risk weights used by the small banks.
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 – Debt instruments that can be converted to equity will 
no longer count towards regulatory capital. However, 
banks will able to make greater use of redeemable 
preference shares. 

 – These changes will be phased in over a seven-year period 
starting from July 2020. This will give the banks time to 
accumulate capital through retained earnings. 

Compared to the initial proposal, the biggest change is 
to accepting preference shares as tier 1 capital, reversing 
an earlier decision to limit tier 1 to common equity only. 
Preference shares are a cheaper source of funding than 
common equity, so this will reduce the overall impact on 
banks’ funding costs. The other notable changes were an 
extension of the phase-in period from five to seven years, and 
a wider gap between the minimum capital ratios for large and 
small banks. 

The stated aim of the capital review was to ensure that 
banks could endure a 1-in-200-year shock to the system. 
While major bank failures are rare, they have the potential 
to inflict significant harm on the economy, so there’s value in 
taking out some additional insurance against such a risk. But 
like any insurance policy, this comes with an ongoing cost 
during the normal years. Higher capital requirements will 
increase banks’ overall cost of funding, resulting in higher 
interest rates on loans and a lower level of economic activity 
than otherwise. 

No impact on our economic forecasts or OCR outlook.

We had estimated that the initial proposal would cause a 
50 basis point widening in the margin between bank lending 
and deposit rates by the end of the phase-in period, and 
a 1% reduction in the long-run level of GDP. The changes 
announced this week will soften the impact to some degree, 
putting our estimates closer to 40 basis points on bank 
margins and 0.8% on long-run GDP.

Note that the RBNZ’s estimates of the impact are substantially 
smaller: a 20 basis point increase in bank margins and a cost 
of 0.4% of GDP. Section 2 of this article details why we believe 
the RBNZ’s estimates are too low. 

This week’s announcement has no real impact on our 
economic forecasts. We have long been making an allowance 
for an increase in bank capital, going back to our February 
2019 Economic Overview. Given the possibility that the final 
decisions could be softened, we factored in about 80% of the 
full estimated impact – that is, a 40 basis point increase in 
bank margins. That’s more or less what we got. 

While the RBNZ has not yet incorporated the higher capital 
requirements into its own forecasts, we don’t think that it 
will have a bearing on monetary policy in the near term. The 
estimated impact on bank margins – whatever size it may be 
– relates to the end of the phase-in period in 2027. The RBNZ’s 
most recent projections imply a rising OCR long before then. 
In that light, the more likely response would be to delay OCR 
hikes for longer, rather than reduce it further in the near term. 
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Section 2: Comparing the estimated costs of the 
bank capital requirements.

The RBNZ’s announcement this week included an analysis of 
the costs and benefits of higher bank capital. While this was 
more detailed than the RBNZ’s earlier material, the approach 
to estimating the costs was broadly the same. Here we detail 
where we differ from the RBNZ’s assumptions. 

Target capital ratio.

The RBNZ assumes that banks will hold a voluntary 
‘management buffer’ of 1% above the minimum required 
capital ratio, giving a target ratio of 19%. It also assumes 
that banks will hold exactly the maximum allowance of AT1 
(preference shares) and Tier 2 (subordinated debt) at all 
times, to minimise their reliance on the most expensive form 
of capital (common equity). 

We think that this buffer is too small, given the variation in 
capital levels even during normal times. We have a assumed 
a total buffer of 2%, with a greater weight on common equity 
to compensate for the risk of a shortfall in AT1 or tier 2 capital. 
A 2% buffer is lower than current levels, but more in line 
with history. 

Impact on bank lending rates.

When calculating the overall cost of bank funding, the 
RBNZ estimates the required rate of return on equity based 
on its market value. This market value is unobservable for 
New Zealand’s banks, as none of them are listed on the 
sharemarket. Instead, the RBNZ applies a scalar of 2x the 
book value of equity, which is consistent with the long-run 
average of the Australian banks. 

While this is indeed the long-run average, the scalar has fallen 
to around 1.5x in recent years – largely because of higher 
capital requirements in the years since the Global Financial 
Crisis. We believe that this leads the RBNZ to overestimate the 
market value of equity for New Zealand’s banks, and hence to 
underestimate the required rate of return. 

Altogether, the RBNZ estimates that bank funding costs will 
rise by 18bp. With a higher target capital ratio, and a higher 
assumed cost of equity, we put the impact at around 30bp.
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The RBNZ then assumes that the rise in the cost of funding can 
be recouped by repricing all interest-earning assets. Loans 
make up the majority of this, but it also includes bonds held 
for liquidity or trading purposes, which can’t be repriced – 
their returns are determined by the market. That puts more of 
the burden of adjustment onto the loan book. 

Impact on economic activity.

To translate the impact of an increase in bank lending rates 
on the steady-state level of GDP, the RBNZ uses an approach 
developed at the Bank of England1 and subsequently used 
in a number of international studies. These studies typically 
estimate a one-for-one impact, that is, a 1% rise in bank 
lending rates reduces the long-run level of GDP by 1%. 

We find that these overseas estimates are not appropriate 
for New Zealand. The two most important parameters are 
banks’ share of total funding for businesses, and the share of 
national income going to capital. In the first case, overseas 
studies typically assume that bank lending makes up about 
a third of funding, with other sources of debt (including non-
bank lenders and capital markets) providing up another third 
and equity providing the last third. Non-bank lending plays a 
much smaller role in New Zealand; we estimate that banks’ 
share of funding is closer to a half. 

In the second case, overseas studies typically assume that 
the capital share of income is a third, in line with the US share. 
However, the capital share in New Zealand is around 45%. 
This means that economic activity is relatively more sensitive 
to the cost of borrowing. 

These two adjustments give a multiplier closer to 2:1. This 
implies that a 40 basis point increase in bank lending rates 
will reduce the long-run level of GDP by 0.8%.

Transfer of income overseas.

Interestingly, there is one aspect where the RBNZ’s cost-
benefit analysis overstates the costs. Wider bank margins 
will mean higher bank profits in dollar terms, most of which 
will flow to the Australian owners of the four main banks. 
The RBNZ treats the increased outflow of income as a cost 
equivalent to 0.2% of GDP. 

We believe this treatment is incorrect. Overseas shareholders 
are entitled to get something out because they put something 
in: namely, the additional equity needed to meet the capital 
requirements. It is inconsistent to count the future outflow 
of income as a cost, but not count the inflow of equity as a 
benefit. The value of these flows nets out to zero in current 
dollar terms. 

1 Miles, D, Yang, J and Marcheggiano, G (2011), ‘Optimal bank capital’, Bank of England Discussion Paper No. 31.

Comparison of estimates

RBNZ Westpac

Impact on bank lending rates

Target capital ratio 19% 20%

Market value of equity vs book value 2x 1.5x

Increase in bank funding costs 18bp 30bp

Increase in bank lending rates 20bp 40bp

Impact on GDP

Multiplier for lending rate impact on GDP 1x 2x

Impact of higher bank lending rates 0.2% 0.8%

Impact of income transfer 0.2% 0%

Total impact on long-run level of GDP 0.4% 0.8%
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