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Financial Stability Report in pictures
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New Zealand’s financial system is resilient to current risks

Risks to the financial system remain elevated and are largely unchanged in the past six months. Now is
the time to improve financial system resilience and efficiency by increasing capital levels

and addressing conduct challenges.
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Some households and dairy farms are over indebted

Some New Zealand households and dairy farms would face financial
problems if their incomes fell or costs rose because they have high
debt levels. Banks would face large losses if households and dairy
farms defaulted on their loans at the same time as house prices and
farm prices were falling.

The risk of this happening is small but it is possible. The risk has not
changed much in the past six months.

LVR policy settings remain appropriate for now

The Reserve Bank imposes loan-to-value ratio (LVR) restrictions on
banks’ mortgage lending to improve the resilience of households and
banks. The LVR restrictions are reviewed every six months.

Slower growth in household debt and house prices, alongside safer
lending by banks, have allowed the LVR restrictions to be eased in
the past two years. The current LVR restrictions remain appropriate
for now, as household risks have not changed much in the past six
months.
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High debt and asset prices could amplify global
financial system disruptions

Problems that develop overseas can harm New Zealand'’s financial
system. The most concerning international risks relate to high asset
prices and debt levels in many large countries, particularly China.
High government debt and already low interest rates limit the ability of
governments and central banks to further support economic growth.
These risks have not changed much in the past six months.

Longer term, climate change presents significant challenges for some
industries and regions. The financial system must understand and
adapt to climate change risks.

We have proposed larger capital buffers for the
financial system

The Reserve Bank has proposed to gradually raise bank capital
requirements to make the banking system safer. This reflects evidence
that the costs of bank failures are higher than previously understood.
We are now carefully reviewing public feedback on the proposals and
expect to announce decisions by the end of November.

Separately, some insurers and non-bank deposit takers have
capital buffers that would absorb only relatively small losses. These
institutions should raise capital to reduce their risk of failure.
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Good financial institution culture and conduct is
critical to success

It is important that the financial system has a long-term customer focus
to maintain public confidence and support financial system efficiency.
Banks and insurers must respond to the challenges identified in the
recent reviews of conduct and culture.

The Reserve Bank and Financial Markets Authority are working with
banks and life insurers to ensure they have adequate plans to address
the specific issues identified.

Some insurance products are becoming less affordable

The price of home and contents insurance for properties perceived to
be at high risk from earthquake damage is increasing. We are working
with industry to understand the impacts this will have on insurance
provision more broadly. Owners of more vulnerable properties should
be aware that insurance may become less affordable in the future,
which may reduce the value of their homes.

Looking forward, as climate change risks become more acute,
insurance for properties susceptible to rising sea levels and coastal
inundation may become more expensive and difficult to obtain.

RESERVE BANK OF NEW ZEALAND / FINANCIAL STABILITY REPORT, MAY 2019



Financial Stability Report

Contents

1 Financial stability risk and policy assessment
2 Domestic vulnerabilities
3 International vulnerabilities

Box A: Hedging foreign currency risks

4 Financial system assessment

Box B: Industry survey on the potential impacts of climate change

Box C: Examples of operational risk events

5 Regulatory developments and initiatives

Appendix: Compliance and other supervisory actions

13

15

20

22

27

38

42




Chapter1

Financial stability risk and policy assessment

New Zealand'’s financial system remains resilient to a broad range of
economic risks. It remains vulnerable to severe, unlikely, risks that could
cause many highly indebted New Zealand households and dairy farms to
default. It is also vulnerable to international risks that could cause a major
global economic recession. These vulnerabilities remain elevated but
have been largely steady over the past six months. More work is needed
to make the financial system more efficient and resilient to more severe
risks. It is imperative to improve the resilience of New Zealand’s financial
system, while conditions are conducive.

A material portion of New Zealand households and dairy farms have
high debt levels that they would struggle to service if their incomes fell or
costs rose (figure 1.1). Banks would face large losses if many borrowers
defaulted on their loans, particularly in an environment of sharply falling
house and farm prices (see chapter 2). This scenario is unlikely but it
remains possible, if there were a large shock to New Zealand’s economy
or financial system.

A good guide to the financial resilience of a borrower is the ratio of their
debt relative to their income (the ‘debt-to-income (DTI) ratio’). The DTI
ratio of the household sector is at a record high, despite the growth of
debt slowing slightly in the past year. But the portion of mortgages going
to households with high DTl ratios has fallen in recent years. If this
continues, the number of highly indebted households will fall over time.
Despite the growth of house prices slowing in the past year, national
house prices remain at historical highs. House prices in Auckland have
declined slightly, reducing the likelihood of a large and disorderly price
fall.

Most dairy farms are profitable at current prices and should have been
able to repay debt. However, around a third of dairy debt is held in farms
with high DTl ratios. Many of these farms struggle to make profits and
repay debt, despite good milk prices. This is particularly concerning

as the costs of the dairy sector may rise in response to longer-term
challenges, such as environmental and climate change policies.
Restoring resilience in the sector will be a challenge for farms and their
lenders. The willingness of banks to continue supporting the sector will
be an important determinant of how smoothly the current risks will be
reduced.
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Source: RBNZ Bank Balance Sheet Survey, Stats NZ, RBNZ estimates.

Note: See the chart datapack for more information.

There remain a number of risks that could materially weaken the global
economy or disrupt the global financial system, and would spill over to
New Zealand (see chapter 3). Global economic growth has slowed in the
past six months, but the most severe international risks remain largely
unchanged. Severe risks relate to stretched asset prices and debt levels
in many large economies, particularly China, and limited monetary and
fiscal capacity in some countries to respond to downside risks. Longer
term, climate change presents significant challenges for some industries
and regions.

In the past decade, the Reserve Bank has implemented policies to
enhance financial system stability (see chapter 4). Policies, such as

capital and liquidity requirements, have raised baseline resilience to
unexpected shocks that can hit the financial system at any time. The
Reserve Bank has also improved its ability to manage distress in a
financial institution by introducing an outsourcing policy and the Open
Bank Resolution scheme.

The Reserve Bank has also introduced a macro-prudential policy
framework to address specific risks that vary over time. This policy adds
to resilience when risks are high, in order to mitigate the impact of a
crisis. Loan-to-value ratio (LVR) restrictions have been in place since
2013 to address the risks associated with high household indebtedness
and stretched house prices. LVR restrictions have made households and
banks more resilient to financial shocks (figure 1.2). The Reserve Bank
has recently published the results of a review of the effectiveness of LVR
restrictions since 2013.
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The LVR restrictions have been eased over the past two years, as growth
in household debt and house prices have slowed, and mortgage lending
standards have improved. But the financial system remains exposed

to highly indebted households. The impact of the last easing of the
restrictions is still being assessed, and it is prudent to retain the current
LVR restrictions for now.

If household lending risks continue to fall gradually, LVR restrictions will
continue to be steadily eased. That will require household lending and
house price growth to remain at sustainable levels, and banks to maintain
prudent lending standards. We expect to review LVR restrictions every
six months, unless conditions change suddenly.

Despite the easing in recent years, the current settings of the policy are
continuing to improve the resilience of households and banks. This will
help limit the likelihood and severity of a severe downturn in the housing
market.

The Reserve Bank is also reviewing its baseline policies to ensure
that they are up to date and the financial system can withstand severe
shocks. The baseline level of financial system resilience must be
appropriate for New Zealand and not unduly inhibit the functioning and
efficiency of the financial system.

In December 2018, the Reserve Bank released a consultation paper that
proposed to raise bank capital requirements so that banks have sufficient

capital to withstand a 1-in-200 year event. The proposals reflect the
critical role of banks in New Zealand’s financial system, particularly the
largest banks whose failure would severely affect all New Zealanders.
The Reserve Bank has actively sought feedback on the proposals and

is open to changes to the proposals. Submissions on the proposed
changes are currently being reviewed and an independent review of the
modelling methodology by international experts has been commissioned
by the Reserve Bank. A response to submissions and decisions on the
key aspects of the capital review is expected to be published by the end
of November.

The non-bank deposit taker sector is a small but important part of the
financial system. Typically small, these institutions may be more fragile in
the face of industry and technological changes, and regulatory oversight
is more limited. The Reserve Bank Act review is considering how best to
strengthen oversight of non-bank deposit taking firms.

The Reserve Bank will also review the framework for regulating and
supervising insurers. Following the failure of CBL Insurance Limited, the
Reserve Bank commissioned an independent report on the licensing and
supervision of CBL. The Reserve Bank intends to release the findings
of the report as soon as it is able, and is consulting parties named in

the report and considering their feedback. The findings of the report will
feed into a review of the Reserve Bank’s regulation and supervision of
insurers. This will include a consideration of whether insurers should

be required to maintain solvency buffers above the minimum solvency
capital requirements. Currently, some insurers should increase their
solvency buffers to improve their resilience to financial shocks.
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It is important that the financial system itself acts to improve its resilience.
This includes having a long-term customer focus to maintain public
confidence and support efficiency. As part of this, banks and insurers
must respond to the challenges identified in the recent reviews of conduct
and culture. The Reserve Bank and the Financial Markets Authority are
working with banks and life insurers to ensure they have adequate plans
to address the specific issues identified.

The financial system must also adapt to longer-term risks and the
changing competitive and regulatory environment. For example, financial
institutions should identify, disclose and respond to their exposures to
climate change risks, including the impacts of environmental policies on
asset values in industries that emit high levels of greenhouses gases. As
the financial system changes, there may be impacts on the provision of
financial services and the transfer of risks across the system.

There are signs that the insurance sector’s developing approach to
managing its exposure to natural disaster events in New Zealand is
increasingly affecting the availability and affordability of insurance. So
far, the most noticeable impact has been a substantial increase in the
price of home and contents earthquake insurance for properties that are
perceived to be high risk. We are working with industry to understand the
impacts this will have on insurance provision more broadly, but for now,
insurance appears to be available for all but the riskiest properties.

As climate change risks become more acute, insurance for properties
susceptible to rising sea levels and coastal inundation is likely to
become more expensive and more difficult to obtain. This is likely

to affect the value of these properties and shift costs and risks from

insurers to households and their mortgage providers. These risks must
be appropriately identified and priced, so as to best ensure a stable
transition over coming years.

The Reserve Bank continually monitors the resilience and efficiency of
the financial system. And it will respond when necessary, as the financial
system evolves. As part of this work, the Reserve Bank has a number of
initiatives underway to improve the long-term societal outcomes delivered
by the financial system (chapter 5). These include actively engaging with
international groups and the New Zealand financial industry to improve
awareness and address financial stability risks associated with climate
change. And the Reserve Bank is working to improve its understanding
of financial inclusion in New Zealand, to ensure the financial system is
serving all New Zealanders.

Adrian Orr
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Chapter 2
Domestic vulnerabilities

New Zealand'’s financial system has two main domestic vulnerabilities:
household sector indebtedness and agriculture sector indebtedness.
These vulnerabilities remain largely unchanged in the past six months.

The domestic economy is important for New Zealand’s financial system
because it affects loan losses, asset values and profitability. The pace
of annual economic growth has moderated over the past year, from 3.1
percent at the start of 2018 to 2.3 percent at end 2018.

Slower growth and employment momentum is expected over the first
half of 2019, due to emerging domestic and international headwinds.
Domestic headwinds include slowing net migration, low house price
inflation and low business confidence. International headwinds include
falling export demand growth, as global economic growth remains below
levels seen in recent years. The Reserve Bank reduced the Official Cash
Rate in May in response to New Zealand’s slower growth momentum.
Extra monetary policy stimulus and elevated terms of trade are expected
to help support a recovery in growth and employment from late 2019.

Problems in the domestic economy can weaken the financial system,
particularly if the problems cause large loan losses. The potential for

such losses depends on the amount of lending to each sector and

the resilience of the sectors to financial shocks. Around 60 percent of
financial system lending is to households, mostly housing loans (figure
2.1). Loans to the business and dairy sectors are also material.
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Financial resilience varies across sectors. The level of debt relative to
income (the ‘debt-to-income (DTI) ratio’) is a key indicator of a sector’s
resilience, as relatively high interest costs and low borrowing capacities
reduce the ability of heavily indebted borrowers to cut costs or borrow
more to absorb shocks. On this measure the commercial property,
household and dairy sectors appear most vulnerable (figure 2.2).

Figure 2.2 6Ratio Rati%
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Source: RBNZ BBS, Stats NZ, RBNZ estimates.

Note: See the chart datapack for more information.

The distribution of debt and wealth in a sector is also an indicator of
resilience. It tells us about the proportion of borrowers within a sector that
are particularly risky, because they are either heavily indebted or have
relatively few assets to sell to repay debt.

The proportion of risky borrowers in the household and dairy sectors
appears relatively high. Around two-thirds of households have no
mortgage debt, but nearly 40 percent of new mortgage loans are to
borrowers with DTl ratios above five. In the dairy sector, 35 percent of
debt is to highly indebted farms, defined as farms with more than $35 of

debt per kilogram of milk solids produced annually. However, less than
5 percent of loans to the commercial property sector are to particularly
risky borrowers,' suggesting debt is fairly evenly distributed across the
sector.

The following sections outline the Reserve Bank’s current assessment

of the financial system’s main domestic vulnerabilities of household

and dairy sector indebtedness. The Reserve Bank also monitors the
commercial property sector, given the overall debt levels in the sector, but
there appear to be fewer high risk borrowers in this sector.

1 We define risky borrowers as those with loan-to-value ratios above 60 percent and interest coverage

ratios less than 1.5.



The financial resilience of households is important for the financial
system as loans to households account for around 60 percent of
domestic private sector lending. Lenders could suffer large losses

if many households became unable to service their loans due to a

fall in incomes or increased mortgage rates. Mortgages make up the
majority of household borrowing. Mortgages are typically a safe form of
lending because they are secured against borrowers’ houses. However,
mortgage lenders can face losses if households default and house prices
decline.

In recent years, the Reserve Bank has expressed concerns about risks
relating to the level and growth of household debt, especially mortgages.
Mortgage borrower resilience has to date been underpinned by low
mortgage rates and rapidly rising house prices, but borrowers have
become increasingly vulnerable to an unexpected rise in mortgage rates
and a sharp downturn in house prices.

In the run up to 2013, weak lending standards meant that many new
mortgage loans had some high risk characteristics. In recent years,
banks have limited their exposure to financially vulnerable households.
Banks are more stringent when testing and verifying mortgage
applicants’ ability to service their debt. Lending standards also improved
after the Reserve Bank introduced restrictions on the flow of high loan-to-

value ratio (LVR) mortgages to new borrowers in 2013. And stricter rules
on mortgage lending in Australia have indirectly contributed to Australian-
owned banks tightening their lending standards in New Zealand.

The financial strength of the overall household sector has been relatively
steady over the past year. Growth in household debt has declined

to around 6 percent, compared to 9 percent in 2016. But debt is still
increasing slightly faster than income. The household DT] ratio increased
marginally to a record high of 164 percent at the end of 2018 (figure 2.3).

Figure 2.3 % %
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Source: Stats NZ, RBNZ Household Assets and Liabilities Survey, RBNZ estimates.

Tighter lending standards have caused a decline in the proportion of
new mortgage lending going to relatively risky borrowers. The proportion
of new mortgage lending to households with DTI ratios above five is
large but has declined in the past two years (figure 2.4). Fewer new
mortgages are now provided on interest-only terms and the share of new
mortgages going to investors has been fairly flat for the past two years.
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More recently, the share of new mortgages with high LVRs has increased
following the recent loosening of the Reserve Bank’s LVR restrictions.
But the increase in high-LVR lending has been gradual and within the
Reserve Bank’s expectations.

Figure 2.4 50 % =2016 ®=2017 2018 m2019 % 59
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Source: RBNZ LVR New Commitments Survey, RBNZ DTI New Commitments Survey, private reporting.

Note: ‘DTI > 5’ shows the proportion of loans with debt-to-income ratios above five. The improvement
in DTI > 5 figures partly reflects data improvements. ‘High LVR’ shows the proportion of loans to
owner-occupiers with LVRs above 80 percent and loans to investors with LVRs above 65 percent.

The reduction in the growth of household debt has coincided with slower
national house price growth. House prices grew around 2 percent in

the year to April, well below the recent high of 18 percent in 2015. The
softening in the housing market has been led by Auckland, where house
prices have fallen over 4 percent in the past year (figure 2.5) and house
sales have remained low. National house price growth is expected to
remain subdued in coming years, as it is expected that population growth
will slow, the supply of new houses will gradually rise, and bank mortgage
lending standards will remain relatively tight.

Figure 2.5
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Falling house prices reduce household sector wealth and can cause
some households to enter ‘negative equity’, where the outstanding
balance on the mortgage exceeds the value of the house. Negative
equity creates vulnerabilities for borrowers and lenders. It means that a
borrower cannot sell their house to repay a mortgage that they cannot
service. If the borrower defaults, their mortgage provider is likely to incur
losses. Furthermore, borrowers in negative equity are more likely to
default on their mortgages if they experience unexpected falls in income.

Borrowers with high-LVR mortgages are relatively susceptible to negative
equity, as their debt is high relative to their house values. The Reserve
Bank’s LVR restrictions have reduced the proportion of households that
are at risk of negative equity (figure 2.6). It is estimated that less than

1 percent of mortgage debt in Auckland is currently in negative equity,
following the recent fall in house prices. However, a severe nationwide
house price decline of 40 percent would mean that more than half of
mortgage debts would be to households at risk of negative equity. In this
event, banks must have sufficient buffers of capital to absorb potential
losses.

Some regions have recently had high house price growth. This is not an
immediate financial stability concern as those regions have smaller and
less stretched housing markets than Auckland. But if strong price growth
continued, the financial system would become more exposed to those
regions. The Global Financial Crisis (GFC) showed that house prices can
fall dramatically in small regions.

Figure 2.6 70 % r 70
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Source: RBNZ LVR New Commitments Survey, RBNZ estimates.

Note: This data is indicative and uncertain. Due to lack of data, the actual LVR distribution of the current
stock of mortgages has been estimated using the value of houses at the time of their last credit
event, e.g. when a mortgage was last topped up, rather than the current house value.

At a national level, the growth of household debt and house prices has
slowed, but household debt has still grown faster than income in the
past year. Housing market pressures could re-emerge if there is a strong
response to the recent decline in mortgage rates, or reduced uncertainty
about the future tax treatment of property investments.

Given this environment, the financial system’s vulnerability to risks in
the household sector remains elevated, and must continue to be closely
monitored and managed.
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Most dairy farms have been profitable for the past three seasons as
dairy prices and production have been good (figure 2.9). But some farms
struggle to make profits at current prices, particularly those with large
debts. Around 35 percent of dairy farm debt is to farms that have more
than $35 of debt per kilogram of milk solids (kgMS) produced annually.
On average, these highly indebted farms require a price of $6.20 per
kgMS just to break even. Fonterra currently forecasts a price range of
$6.30 to $6.40 for this season.

Figure 2.9 %/kgMS Fonterra payout Megatonnze?
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Source: Dairy Companies Association of New Zealand, Fonterra, RBNZ estimates.

Note:  Payout figures include dividends. The 2018-19 season payout is based on Fonterra’s latest
forecasts, and the milk production figure is based on RBNZ estimates.

Strong prices and production have allowed many farms to make progress
in repaying debt, and the proportion of dairy loans on principal and
interest terms has continued to increase. But the most indebted farms
have struggled to repay debt. This partly reflects their need to catch up
on maintenance and investment that was deferred in the last downturn.

Looking forward, farms may need to invest more, and may face higher
costs, as they respond to biosecurity threats, such as the Mycoplasma
bovis outbreak. Tighter environmental regulations may also impact the
sector’s costs. In May, the Government announced greenhouse gas
reduction targets including the reduction of biogenic methane emissions
within the range of 24-47 percent below 2017 levels by 2050, including to
10 percent below 2017 levels by 2030.

Banks have so far taken a long-term view in supporting stressed dairy
farms and working with them to strengthen their financial positions. But
given its high debt levels, the dairy sector is susceptible to higher interest
costs or working expenses, and to changes in banks’ business practices.
Vulnerable farms must reduce their debt to improve their resilience

to future downturns. However, options for addressing problems at
financially stressed farms appear constrained at the moment, as demand
for dairy farm land is low.




Chapter 3

International vulnerabilities

As a small open economy, New Zealand is particularly vulnerable to the
impact of unexpected global economic events. New Zealand relies on
export income and international funding markets to service its external
debt of around 95 percent of GDP. New Zealand insurers also rely on
global reinsurance markets to help insure risks. The Reserve Bank
monitors the key vulnerabilities in the global economy and financial
markets, and assesses how they could spill over to New Zealand.

Over the past six months, conditions in the global economy and financial
markets have weakened. Global economic growth has slowed to around
its 10-year average, against a backdrop of continued uncertainty about
the outlook for world trade. The impact of a sustained global slowdown
would likely be amplified by high debt levels and asset prices in many
economies. Policymakers’ ability to respond to a global slowdown may
be hampered by low interest rates and high government debt levels in
some advanced economies.

Just over a quarter of New Zealand’s output is exported. This means
international events can affect demand for New Zealand’s goods and
services exports, which can impact the quantity sold and the price. Four
trading partners — Australia, China, the European Union and United
States — account for over 60 percent of New Zealand’s exports (figure
3.1).

Figure 3.1
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International shocks can affect demand for New Zealand exports, which
can damage domestic confidence. For example, the prospect of changes
to international tariffs can make businesses and households more
uncertain about their future incomes or employment, causing them to
reduce spending and increase their precautionary savings.

International events can also affect New Zealand through interest rates
and exchange rates. Movements in New Zealand interest rates are
highly correlated with movements in other countries. The correlation is
particularly high for long-term interest rates (figure 3.2), whereas short-
term rates are more influenced by expectations for national monetary
policy settings. Developments in international financial markets can also
impact bank funding costs and lending rate spreads.

. % %
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_Long-term ; —Australia L7
interest rates Germany
in advanced 6 , —UK L 6
economies )
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2 - 2
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Source: Bloomberg, RBNZ.

Increased cross-border financial flows in recent decades have increased
links between New Zealand'’s financial system and those of the rest of
the world. Currently, around a third of New Zealand banks’ debt and
equity funding is issued abroad. This diversifies banks’ funding sources.
However, the global financial crisis (GFC) illustrated that offshore funding
markets can be susceptible to unexpected increases in funding costs

or reduced access to funding. Banks have reduced their reliance on
offshore funding since the GFC.

Banks’ offshore funding is typically issued in foreign currency. The
banking system currently has around $100 billion of foreign-denominated
debt liabilities, primarily in US dollars and euros. Banks use derivatives
to hedge their foreign exchange (FX) risks. Around 95 percent of their
offshore FX borrowing is hedged, with most of the remainder ‘naturally’
hedged with foreign currency assets. FXrisk is largely eliminated by
these hedges, but risks can emerge in some circumstances (see box A).

The widespread availability of affordable insurance in New Zealand is
heavily dependent on the ability of domestic insurers to transfer risk to
global reinsurers. If global reinsurance markets become stressed or if the
global appetite for New Zealand risk declines, the cost and availability of
insurance in New Zealand could change dramatically. This would affect
households and businesses, and the institutions that lend to them.
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The costs of obtaining reinsurance for New Zealand exposures were
relatively low prior to the Canterbury earthquakes, as global reinsurers
had underestimated the costs of a major incident in New Zealand. After
the Canterbury earthquakes, reinsurers reassessed New Zealand risks,

supported by enhancements to their catastrophe risk models. As a result,

the costs of reinsuring New Zealand exposures increased and have
remained elevated.

New Zealand insurers have responded in a variety of ways, including by
charging higher premiums to customers, introducing caps on insurance
cover, and retaining more insurance risk on their own balance sheets.
Insurers are also increasingly reflecting the risk profiles of properties in
their insurance premiums (see chapter 4).

Box A
Hedging foreign currency risks

Banks hedge their foreign currency exposures using a range of
derivative contracts. When a bank uses one of these contracts

to hedge foreign currency borrowing, it agrees with its derivative
counterparty to exchange New Zealand dollars for foreign currency at
a future date and at a predetermined exchange rate. A bank can match
the amount of foreign currency and the date of the future exchange in
a contract to the principal amount and maturity of the bank’s foreign
currency borrowing. This matching transaction effectively transforms a
bank’s foreign currency borrowing into New Zealand dollar borrowing.

Although hedging through derivatives mostly eliminates foreign
currency risk, it can create some additional risks that banks must
monitor and manage:

. A bank’s derivative counterparty could fail and not make good on
its promise, causing a loss to the bank. Counterparties mitigate
this risk by requiring each other to provide collateral when a
derivative has positive value for them.

. Banks could face demands for large amounts of collateral, if the
New Zealand dollar appreciates significantly.

. When they need to roll over funding, banks may be unable
to find a hedging counterparty or the cost of hedging could
increase, if conditions in financial markets deteriorate.

. Banks could face losses if their hedges are imperfect or if a
derivative does not function as intended.
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Long-term interest rates are near historical lows in New Zealand and
other advanced economies (figure 3.2). Persistently low interest rates
have allowed a significant build-up in global debt levels and asset values
(figure 3.3). This build-up has increased the vulnerability of borrowers

to funding and equity market shocks, such as a sudden fall in investor
appetite or global economic growth. Given the links between financial
markets in New Zealand and the rest of the world, large shocks could
substantially raise funding costs in New Zealand.
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The impact of global events on New Zealand was partly demonstrated
when global financial conditions tightened and asset prices fell in late
2018. Higher funding costs caused New Zealand banks to limit the
issuance of offshore funding until costs declined. That strategy was
enabled by the improvement in banks’ funding profiles since the GFC,
but it would not have been effective if funding costs had been elevated
for longer.

Global financial conditions have eased since early 2019, on the
expectation that interest rates, particularly in the US, will remain lower for
longer. The spreads on corporate bonds have fallen back towards recent
lows (figure 3.4), which has reduced borrowing costs in New Zealand and
abroad.
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Easing financial conditions followed a marked deceleration in global
economic growth over the second half of 2018. Growth is also now
expected to remain low over 2019. In April, the IMF cut its forecast for
global growth in 2019 to 3.3 percent, from 3.7 percent in its October 2018
forecast. Global employment rates and consumer confidence have so far
remained fairly robust. But other measures of global economic activity
have softened, including business confidence, industrial production and
trade volumes, particularly in Asia (figure 3.5).
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Increased uncertainty about trade policy could further weaken global
growth. Recently, trade negotiations between the US and China

have soured, with both announcing new import tariffs in May. Brexit
negotiations also remain highly uncertain, despite an agreement to
extend the UK'’s proposed exit date from the EU until the end of October.
A sudden increase in trade barriers could materially lower economic
activity by disrupting global supply chains across the world, affecting
countries not directly party to the trade negotiations.

Policymakers in advanced economies have less headroom for fiscal

and monetary policy to respond to a significant economic downturn than
they had before the GFC. Government debt levels in many advanced
economies are well above pre-GFC levels. New Zealand’s fiscal position
is strong compared to those of many of these countries.

Many central banks have policy rates at, or close to, historical lows.

The scope to use conventional monetary policy in a downturn is limited
because policy rates, including in New Zealand, cannot be cut by the
same amount as in past crises before hitting negative rates (figure 3.6).
Unconventional monetary policy could be used but scope for these
policies to stimulate global growth may be constrained. Current interest
rates are relatively close to the ‘effective lower bound’ in some countries.
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Note:  The grey bars show the range of central bank rates from the peak rate in the early stages of the GFC,
between April 2007 and September 2008, and the lowest rate since the start of the GFC until today.
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Recovery from a global economic downturn would also be affected by the
resilience of the global financial system, including its ability to continue
providing critical services. Since the GFC, regulators have acted to
improve the resilience of the global financial system. Bank capital levels
have increased, bank funding profiles have become more resilient and
resolution regimes for failing financial institutions have been developed in
most advanced economies. But in some areas, reforms are not complete
or are untested. Furthermore, many financial institutions and financial
systems are larger and more complex than they were prior to the GFC.

China is a major driver of global economic growth and is New Zealand’s
biggest trading partner. Negative developments in China would damage
global growth and spill over to New Zealand, including through Australia.
Escalation in US-China trade tensions comes at a time when Chinese
authorities are acting to balance economic growth and the financial
stability risks associated with the rapid growth in debt (figure 3.7).
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Recently, Chinese authorities have responded to weaker-than-expected
economic growth with fiscal and monetary stimulus, including increased
infrastructure spending and reductions in the reserve ratio requirement
for banks. These measures appear to have generated higher-than-
expected growth in GDP and credit, and have caused a significant
rebound in equity prices. But significant risks to the Chinese economy
and financial system remain.

The performance of the Australian economy and financial system is
important for New Zealand. Australia is a major trading partner and New
Zealand’s largest banks and insurers are Australian owned.

The Australian economy has had steady growth and low unemployment
for a number of years. That has been accompanied by significant
increases in house prices and household indebtedness, which leaves
households vulnerable to financial shocks. In the past 18 months, house
prices have fallen in major centres (figure 3.8). House prices in some
areas of Sydney and Melbourne have fallen by upwards of 20 percent
from their peak, in mid to late 2017. The Reserve Bank of Australia

sees scope for further falls in the near term, as new housing supply is
expected to run ahead of population growth in Sydney, and possibly
Melbourne, for the next couple of years.
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The recent price falls are not expected to materially weaken Australia’s
financial system as only a small share of households are currently in a
position of negative equity (i.e. the value of their mortgages are greater
than their house value). Economic growth and employment are still
relatively robust, outside mining-exposed regions. However, continued
price falls would weaken household balance sheets and increase the
risks to bank mortgage lending, which could affect the funding costs of
Australian-owned banks in New Zealand.

Housing market conditions in Australia are quite different from conditions
in New Zealand, including Auckland. Sydney and Melbourne have

had some significant increases in housing supply, particularly for
apartments, in recent years. In contrast, housing supply in Auckland has
been relatively muted. Furthermore, population growth in Auckland has
remained strong in recent years.

Australia and New Zealand, however, have some common factors that
could affect housing markets in both countries. New Zealand'’s largest

banks are Australian owned, so credit conditions in Australia can affect
New Zealand. There is evidence that down-side risks for house prices

become more synchronised across advanced economies immediately
before global recessions.’

1 See box 2.1 in the IMF’s April 2019 Global Financial Stability Report.




Chapter 4

Financial system assessment

New Zealand'’s financial system underpins the country’s economy. It
facilitates borrowing and saving, allows people to diversify and transfer
risks, and helps people exchange goods and services by providing
convenient means of payment.

Banks dominate the domestic financial system (figure 4.1). Banking
products are widely available across New Zealand, and almost all
adult have bank accounts. However, the banking system itself is

concentrated, and just four banks account for 86 percent of bank lending.

The non-bank lending sector is small compared to the banking sector,
and only competes with banks in some regions and products. New
Zealand’s capital markets are small relative to the banking sector and
to capital markets in other advanced economies. This limits funding and
investment opportunities in New Zealand.

New Zealand has a large general insurance sector and good levels of
general insurance penetration by international standards. However, the
insurance sector is concentrated on a few large insurers, particularly
for some products such as health insurance. And there are emerging
challenges to the affordability of some general insurance products (see
the insurance section).
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Note: Bond market capitalisation excludes private debt placements. Stock exchange capitalisation
excludes unlisted share holdings.

A healthy financial system is one that meets the needs of the public

in a cost-efficient and durable manner. A weak financial system can
harm public confidence and disrupt the provision of vital services, as
demonstrated by the global financial crisis (GFC) and the spate of
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finance company failures in New Zealand in the 2000s. Wide-ranging
reforms to financial regulation were introduced following these events.
The Reserve Bank continues to review and enhance its regulatory and
supervisory approach (see chapter 5).

The Reserve Bank is currently reviewing the bank capital framework, an
important tool for supporting banking system resilience, to ensure it is up
to date and reflects the risk appetite of New Zealand. The Reserve Bank
has proactively sought feedback on the review and is currently reviewing
submissions on a recent consultation paper (see the bank section).

The financial system itself must adapt as the risk landscape changes.
Institutions must proactively consider their exposure to risks, including
long horizon risks such as climate change risks (see box B). A healthy
and durable financial system must also be customer focused and adapt
as customer needs change. The challenges identified in recent reviews
of the conduct and culture of banks and life insurers must be addressed
in order to protect public confidence (see chapter 5). Financial institutions
should carefully manage, and signal, changes that could affect the
availability and cost of financial services for some communities, such
as bank branch closures and more risk-sensitive pricing for insurance
contracts.




Box B

Industry survey on the potential
impacts of climate change

The previous Financial Stability Report outlined the potential impact of
climate change on New Zealand’s financial system. As part of its climate
change strategy, the Reserve Bank is engaging with insurers and banks
in New Zealand and with international agencies. In 2018, the Reserve
Bank joined the Central Banks and Supervisors Network for Greening the
Financial System and the Sustainable Insurance Forum.

The Reserve Bank recently surveyed a sample of New Zealand insurers
and banks, as part of a global survey on the implementation of disclosure
recommendations developed by the Task Force on Climate-related
Financial Disclosures (TCFD). The survey highlighted broad consensus
that climate change will impact the financial system (figure B1). All banks
and 90 percent of non-life insurers thought climate change is a risk to
their businesses. Around 60 percent of life insurers recognised climate
change as a risk to their businesses, reflecting their less direct exposure
to climate change risks.

Respondents were asked to identify areas where they thought their
businesses could be affected. There was a clear expectation that climate
change will have a business-wide impact on the banking system, with
the majority of responses identifying likely impacts on all their material
business lines (figure B2).
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Non-life insurers identified a broad range of potential impacts, with New Zealand currently enjoys good access to general insurance

particular emphasis on the potential for increasing liability claims (figure products, but that could change as banks and insurers progressively
B3). Life insurers were less concerned around increasing claims, but factor climate change risks into their business decisions (see the
many expected impacts on their investments. insurance section). The availability and pricing of financial products could

alter significantly for some communities and individuals. As banks and

Figure B3 insurers respond to climate change risks, some risks may ultimately
Expected Increasing liability claims end up with other parties, such as central and local government. It is
impact of . . .
climate important that these potential market dynamics are understood and
change on Impact on investments managed appropriately.
msurers
Changing market dynamics
New opportunities
Other m Life The disclosure of institutions’ exposure to climate change risks is
" Non-life o, important for there to be a coordinated response to the risks. 60 percent
0 25 50 75 100 of surveyed banks and around a third of surveyed insurers already
Source: RBNZ. disclose some information on climate risk. A number of banks and
Note:  Insurers that provide life and non-life insurance products are included in the figures for both sectors. insurers operating within New Zealand are part of wider groups that
are actively supporting the implementation of international standards
for disclosure of climate risks, developed by the TCFD. But not all
disclosures are aligned with those international standards.
There are some barriers to the broader implementation of the TCFD
Given the widespread acknowledgement that the financial system is disclosure standards in New Zealand, including the availability of data,
exposed to climate change risks, boards of financial institutions should capacity and resources. The Reserve Bank places significant emphasis
work to understand the potential impacts on their businesses. The survey on disclosure as part of its regulatory framework, and is committed to
responses provided little evidence that concerns about climate change working with industry and wider stakeholders to develop an appropriate
risks are influencing day-to-day business decisions. Management climate risk disclosure framework for New Zealand.

and boards must consider all material risks when setting the strategic
directions of their businesses. The Reserve Bank will continue to engage
with banks and insurers on this issue.
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New Zealand’s banking system is profitable and all banks have capital,
liquidity and stable funding ratios that exceed current regulatory
requirements (table 4.1). Banks face a complex array of risks that can be
broadly grouped into credit, operational, and market and liquidity risks.

Credit risk is the risk that a borrower fails to meet its obligations,
causing a loss to the bank. Banks are most exposed to credit risk during
economic downturns, when unemployment tends to rise and business
incomes and asset values tend to fall. Loans are currently performing
well, relative to recent years (figure 4.2), reflecting the recent benign
economic environment and sound lending standards.

Bank profits can help absorb credit losses during times of stress. New
Zealand’s banking system has been highly profitable over the past
decade compared with international peers (figure 4.3). But it is uncertain
whether profits can be maintained when times are bad. If profits cannot
be maintained, banks must rely on buffers of capital to absorb losses.
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The Reserve Bank requires banks to maintain minimum levels of capital,
relative to their risk exposures (mainly comprising credit risk), to ensure
bank owners have enough ‘skin in the game’ and absorb losses before
other investors, such as depositors. Banks can boost their resilience

by maintaining large buffers of capital over their minimum capital
requirements. All banks currently exceed their minimum requirements
(see figure 4.4).
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Note:  The capital ratios of individual banks and other key metrics can be found in the Bank Financial
Strength Dashboard. CET1 stands for Common Equity Tier 1 capital, and AT1 stands for Additional
Tier 1 capital.

Since 2017 the Reserve Bank has been undertaking a review of its
bank capital framework to ensure it is up to date and reflects the specific
risk environment and risk appetite of New Zealand. Four consultation
documents have been published on proposed changes to the current
bank capital framework, including: the types of instrument that are

accepted as regulatory capital; the way banks measure and aggregate
risks; and minimum capital ratios.

In December 2018 the Reserve Bank published proposals to increase
the minimum level of regulatory capital, to ensure th