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New Zealand’s financial sector regulation

Geof Mortlock, Financial Stability Department?®

This article provides a summary of the regulatory framework in the New Zealand financial sector. It describes the

core components of the financial system, including the financial institutions and financial markets, and explains

the infrastructure required to support the system. The article then discusses the main aspects of the regulatory

framework of the financial system, particularly banking supervision and securities market regulation.

Introduction

The financial system is a vital component of any modern
economy. A sound and efficient financial system is a
prerequisite for economic growth and welfare. In contrast,
a financial system that is unstable or inefficient will
significantly impede the functioning of an economy. The
infrastructure and regulatory frameworks required for a
sound and efficient financial system are therefore of

considerable importance.

This article discusses the financial sector regulatory framework
in New Zealand and is divided into five separate, but
interrelated chapters. Chapter 1 provides an overview of
the financial system’s functions and structure, and the
infrastructure required to support it. Chapter 2 summarises
the public policy rationale for regulatory intervention in the
financial sector and contains an overview of the regulatory
framework. Chapter 3 discusses the banking supervision
framework and other financial stability functions of the
Reserve Bank. Chapter 4 discusses the other main elements
of financial sector regulation, including the regulation of
securities markets and the regulatory arrangements
applicable to non-bank financial institutions and
intermediaries. Chapter 5 provides an overview of the private
sector bodies, such as industry associations and securities
market exchanges, which have responsibility for some aspects

of regulating and/or overseeing the financial sector.

A consolidated version of this article is on the Bank’s website.

1 This article was prepared by the Reserve Bank of New
Zealand, but has drawn on considerable input and
assistance from the New Zealand Securities Commission,
the Ministry of Economic Development and the Ministry
of Justice, among others. Any errors or omissions are
the responsibility of the author.

Reserve Bank oF New ZeaLano: Bulletin Vol. 66 No. 4

1 The financial system: its

functions and structure
This chapter summarises the core functions of the financial
system and looks at the different components within it,
including the types of financial institutions operating in the
financial system, the financial markets, and the infrastructure

supporting the system.

Functions of the financial system

The financial system is a vital component of any modern
economy. It provides a wide range of functions to personal
and corporate customers, without which most of modern

economic activity could not exist. The main functions include:

« facilitating an efficient storage of wealth — in the form
of financial assets, such as bank deposits, bonds, equities,
managed funds, superannuation schemes and a range

of hybrid instruments;

» facilitating maturity transformation, such that depositors
place funds with a financial institution for generally
relatively short periods of time, while the institutions
taking those deposits typically lend the funds for longer

periods;
« allocating credit and resources throughout the economy;
» facilitating the exchange of domestic payments;

» facilitating the exchange of currencies between the New

Zealand dollar and other currencies; and

= providing an important means by which financial and

other risks can be managed.

In order to perform these functions, financial systems

comprise a complex matrix of financial institutions, financial



Table 1
Financial institutions in New Zealand
(Data are generally as at December 2002 or March 2003)

Categories of Main activities Number of Total assets Total NZD and
Financial institutions foreign
institution currency
liabilities

Registered Retail and 18 $205 billion $180 billion
banks wholesale

deposits

Residential,

personal and

corporate

lending

Foreign

exchange

dealing

Financial

risk management

services

Payment

services
Finance Retail deposits 50 $9.2 billion $7.7 billion
companies

Retail and

small business

lending
Building Retail deposits 11 $2.9 billion $2.6 billion
societies and
PSIS

Residential

mortgage

lending

Personal

lending

Retail payment

services
Credit unions Deposits from 61 credit Credit unions Credit unions
and friendly members unions ~ $0.4 billion ~ $0.4 billion
societies

Loans to 199 friendly Friendly socs Friendly socs

Members societies ~ $0.4 billion ~ $0.1 billion
Unit trusts and Retail funding $25 billion in N/A
other managed funds managed
funds (group
investment Investments in
funds) various asset

classes
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Table 1 (continued)
Financial institutions in New Zealand

(Data are generally as at December 2002 or March 2003)

Categories of Main activities
Financial

institution

Number of
institutions

Total NZD and
foreign
currency
liabilities

Total assets

Superannuation
schemes

Funding from
members and
employers

Investments in
various asset
classes

$20 billion N/A
under
management

Life insurance
companies

Funded by 36
individuals and
corporates via
premiums and
fees

Providers of
various life,
health,
disability
insurance

$10.7 billion

(of which

$8 billion are
funds managed)

General
insurance
companies

Funded by 75
individuals and
corporates via
premiums and
fees

Insure against
physical loss
and damage,
fiduciary risks,
loss of profits,
etc

$3.5 billion N/A

markets and infrastructure support. Each of these is discussed

below.

Financial institutions

The New Zealand financial system comprises a wide range
of financial institutions, some catering to particular niches
of the market, and some providing broad-based financial
services. An overview of the different categories of financial

institution is contained in table 1.

The dominant category of financial institution in New Zealand
comprises those institutions that fund principally by way of
debt funding - both at a retail level and from wholesale
sources - and that invest those funds by way of lending

activities.
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The most important group of institutions in this category is
the registered bank. The banks — of which there are currently
18 — have the lion’s share of deposit-taking and lending.
They fall into three main categories: large multi-purpose
banks, wholesale banks and retail banks. The large multi-
purpose banks (of which there are currently five) provide a
wide range of lending services to individuals, small businesses
and large corporate entities, and fund from retail and
wholesale markets. They also provide a range of off-balance
sheet services, such as foreign exchange and interest rate
risk contracts, performance bonds and guarantees. The
wholesale banks are funded mainly from related party
funding, large corporates and other banks, and generally
only provide financial services to corporates and banks,
including large corporate lending facilities, participations in

syndicated loans, foreign exchange services and various forms



of risk hedging. The retail banks fund mainly from small
depositors and businesses and generally lend to households

and small businesses.?

The banking system in New Zealand is unusual by world
standards, given that it is almost entirely foreign owned. Of
the 18 registered banks, all but two are subsidiaries or
branches of foreign banks, representing more than 95 per
cent of total banking system assets. The two locally owned
banks are relatively small, one being a regional bank and the
other a recently established bank owned by a state-owned

enterprise.

Another unusual feature of the banking system is the highly
concentrated nature of bank ownership by nationality of
bank, with Australian-domiciled banks controlling the five
largest banks in New Zealand. Moreover, the banking system
is concentrated, with the five largest banks having more than
85 per cent of total banking system assets, and most of the

other banks being of relatively little systemic importance.

Although the banks are the dominant participants in the
financial sector, non-bank financial institutions — such as
finance companies and building societies - have a small, but
growing share of the deposit-taking and lending markets.
The finance companies are the most significant group within
the non-bank deposit-taking financial institutions. Finance
companies raise most of their funding from households in
the form of secured and unsecured deposits, although some
funding is also obtained from parent banks (where applicable)
and from businesses. They mainly lend to small and medium
sized businesses or provide consumer credit, such as hire
purchase. The larger finance companies tend to be wholly
owned subsidiaries of registered banks, and a number of
others are wholly owned subsidiaries of companies in the

retail or distribution sectors.

Building societies also have a significant presence in the
financial sector, although their number and share of total
financial system assets have fallen in the last 20 years or so,
in part because some of the societies have been absorbed
into registered banks. Building societies fund mainly from

households in the form of deposits and mainly lend on

2 For more information on the banking system, the reader
is referred to the regular annual review of the banking
system published in the June issue of the Reserve Bank
of New Zealand Bulletin. This is accessible on the
Reserve Bank website: www.rbnz.govt.nz

residential mortgages. The building societies largely operate
within their geographic regions, although they are able to
operate nationally if they choose to do so. They are owned
by their members (being the depositors of the building

societies).

Life insurance and general insurance companies represent
another important part of the financial system. Life insurance
companies provide a range of financial services to individuals,
including life cover, medical cover, income protection and
hybrid products that involve elements of savings programmes.
General insurers provide insurance services to individuals and
businesses, including insurance against physical loss of assets,
loss of earnings, litigation risks and fiduciary risks. In most
cases, life insurance and general insurance companies are

wholly owned subsidiaries of foreign insurers.

Credit unions and friendly societies also contribute to financial
sector activity, but operate on a small scale, taking deposits
from their members (generally individuals associated with a
particular employer or region) and lending or providing
insurance services to their members. The number of credit
unions has diminished over the years, mainly due to increased
access to retail financial services through the mainstream

financial institutions, such as the banks.

Increasingly, managed funds and superannuation companies
are important participants in the financial system. Managed
funds are a significant vehicle for personal saving, focusing
mainly on medium to longer-term savings. They take a
number of forms, including unit trusts established under the
Unit Trusts Act 1960 and superannuation funds registered
under the Superannuation Schemes Act 1989. These entities
are typically funded at a retail level, either from lump sum
investments or regular contributions deducted from salaries.
They invest these funds in various forms, depending on the
purpose and risk parameters of the fund and the risk appetite

of the investor.

Superannuation funds generally fall into two categories:
defined benefit and defined contribution. Defined benefit
schemes are generally provided by an employer for its
employees and provide members with a pension or lump
sum (or a combination of the two) according to a prescribed
formula, generally based on the member’s income and/or

contributions to the scheme. The liability for the defined
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benefit is generally borne by the employer. A defined
contribution scheme provides members of the scheme with
a lump sum based on a member’s (and sometimes an
employer’s) contributions plus the earnings of the fund. In
these schemes, the risks associated with the benefits of the

scheme are generally borne by the member.®

There are a number of other financial institutions operating
in the financial system. These include contributory mortgage
schemes, which involve predominantly retail funding and
lending via mortgage securities, and solicitors’ lending
activities, which fund from clients — mainly individuals or
family trusts — and lend by mortgage security to small

businesses, farmers and households.

The financial system also includes other participants which
perform a wide range of financial management and advisory
services. These include investment advisers, financial
planners, managers of investment funds, sharebrokers,
insurance brokers, mortgage brokers and investment
bankers. Most of these entities provide a range of financial
services to households, including advice on investments,
financial planning services, sharebroking, management of
investment portfolios, mortgage broking and insurance
broking. The investment banks cater mainly to corporate
clients. By and large, these entities do not carry substantial
assets and liabilities on their balance sheets; they mainly
provide financial services that do not involve clients holding
claims against them (other than temporarily via client trust

accounts).

The financial markets

Although the financial institutions are major players in the
financial system, and are where many of the risks in the
financial system lie, these institutions generally operate
through a number of financial markets, particularly the
money and bond markets, foreign exchange market, and
equity market. The markets represent the frameworks by

which financial claims of various kinds — debt instruments,

8 For more information on the non-bank financial system,
the reader is referred to a series of articles on this subject
published in the Reserve Bank of New Zealand Bulletin,
particularly those articles contained in the June issues
in 2000, 2001, 2002 and 2003. The Bulletin is accessible
on the Reserve Bank website: www.rbnz.govt.nz
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foreign currency, equities, financial derivatives (such as
options and futures) and hybrid (debt/equity combination)
instruments — are exchanged between parties. The financial
markets also provide the frameworks by which financial
institutions and their clients manage their financial risks, and

by which liquidity is provided and used.

Table 2 provides an overview of the main financial markets

in New Zealand.

Financial markets operate on the basis of a combination of
bilateral or multilateral contractual arrangements between
buyers and sellers (often using standard-form contracts
developed by industry organisations), industry standards and
conventions, common law and statute (particularly the law
relating to contract). In many cases, financial instruments
are traded mainly on a bilateral basis between buyers and
sellers. This is typically the case with wholesale debt securities,
such as bank bills and commercial paper, and most foreign
exchange transactions. In other cases, financial instruments
are traded through more formalised structures, such as on
securities exchanges. For example, equities and some retail
debt instruments are traded on-market via the stock
exchange (operated by New Zealand Exchange Limited), and
some financial derivatives (such as futures and options) on

the New Zealand Futures and Options Exchange.

As explained later in this article, the Securities Act applies to
new offers of financial securities to the public, but does not
apply to offers of a wholesale nature (ie where the offers are
to professional investors and the like). This Act requires new
offers of securities to the public to be subject to prescribed
disclosure arrangements, including prospectuses and
investment statements, which must be available to the
potential buyer of a security at the time the securities are
first on offer. Therefore, the Securities Act does apply in the
case of the primary retail financial markets, such as new
equity issues, new retail debt issues, and new issues of
managed funds, but does not generally apply to new debt
issued solely in the wholesale markets (such as the inter-

bank market or commercial paper market).

The Securities Act does not apply to securities bought and
sold in the secondary market. However, the Securities

Markets Act 1988 applies to registered securities exchanges,

(continued on p 13)



Table 2

Financial markets in New Zealand

Financial Debt market | Foreign Equity Managed Non-foreign
market exchange market funds exchange
category market derivatives
Types of Bank bills Spot Shares Managed Interest rate
Instruments transactions portfolios of swaps
traded funds,
Treasury Forward Share rights including debt | Interest rate
Bills transactions and options securities options
Commercial Foreign equities Futures
Paper exchange property and
Swaps combinations of
different assets
Government
and local Foreign
authority exchange
bonds options
Corporate
bonds, capital
notes
Eurokiwis
Size of market Debt Average Average $33bin
(securities on  securities on spot daily daily managed funds
issue or daily issue (as at turnover turnover held by
turnover) August 2003 (year to $82.6 m unit trusts
for September and life
government 2003) Market companies
securities and | $1.4b capitalisation
$47.6 b $20 b in funds
December held in
2002 for Average superannuation
corporate forward (Data as at schemes
securities): daily 23 Sept
turnover 2003)
Government (year to
bonds September
$25.6b 2003)
$3.3b
Treasury bills
$6.1b
Index-linked
stock
$1.8b
Kiwibonds
$0.5b
Eurokiwi bonds
$12.0b
10 REeservE Bank oF New ZeaLanb: Bulletin Vol. 66 No. 4




Commercial
paper
$40b

Corporate
bonds
$7.0b

Capital notes
$3.2b

Bank bills and
other

$17.0b
Formal Most Foreign Public Some unit Some contracts
Securities wholesale exchange company trusts, traded on
exchange? debt traded market shares and managed Futures and
bilaterally in mainly share funds listed Options
secondary involves options on NZX Exchange
market bilateral traded on
transactions NZX Other informal | Off-market
AustraclearNZ secondary bilateral
provides a markets transactions
platform for
transferring
debt securities
between
counterparties
Some retail
debt issues
traded on
NzZX
Regulatory Wholesale Market NZX rules; Securities Futures and
arrangements markets conventions overseen by Act Options
regulated by and Securities Exchange,
market standardised Commission NZX rules overseen by
conventions, industry for listed Securities
industry agreements Securities funds Commission
associations Act
Bilateral
Retail markets contracts
regulated by governed by
market market
conventions convention
and securities and
exchanges; standardised
governed by industry
Securities Act, agreements
and Securities
Markets Act.
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Main Central Banks are Companies Unit trusts Banks
issuers/sellers  government the main

(bonds and price Superannuation | Corporate

schemes treasuries
bills) makers Life insurance
companies

Local Corporate

government treasuries

(bonds)

Banks (bills,

Subordinated

debt)

Corporates

(commercial

paper, bonds

and capital

notes)
Main Individuals Banks (for Individuals Individuals Banks
investors/buyers (Kiwibonds, customers mainly

corporate and Institutional
Corporates
bonds, capital | hedging) investors
notes)
Institutional

Institutional Exporters investors

investors and

(government | importers

bonds,

treasury bills, | Institutional

commercial investors

paper,

corporate

bonds)

Banks

(commercial

paper, treasury
bills,
government
bonds,

bank bills)

Non-resident
investors
(government
bonds,
corporate
bonds, local
authority
bonds,
eurokiwis)
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such as the stock exchange, and provides for the regulation

of those markets.

Debt security markets

Debt markets enable government and private sector entities
to access funds to finance their operations and provide
investors with a range of investment opportunities. The debt
market operates at both wholesale level (where the securities
are transacted in large-value packages and exchanged
between financial institutions and corporates) and retail level
(where the securities are in much smaller amounts and are

held by natural persons or small companies and trusts).

The debt markets vary widely by type of instrument (eg
secured debt, senior unsecured debt and subordinated debt),
by issuer (including central government, local government,
banks, non-bank financial institutions and corporate entities),
by buyer (including individuals, trusts, institutional investors,
banks and corporates), by maturity, by tradability on
secondary markets, and by the level of risk. Some debt

securities are rated by credit rating agencies.

For example, at a retail level, there are markets for secured
debentures, unsecured deposits and subordinated debt,
issued by banks, non-bank financial institutions and
corporates, as well as retail parcels of government and local
authority stock and KiwiBonds (the latter being a retail
security issued by central government). Most of these
securities are available both in the primary market (where
new issues of debt are offered to investors either by tender,
as with government stock, or direct from the issuer or via
brokers) and in the secondary market (where existing issues
of debt are traded), and are sometimes listed on the stock
exchange operated by New Zealand Exchange Limited. In
most cases, tradable retail debt is bought and sold via

intermediaries, such as sharebrokers.

At a wholesale level, the main debt instruments include
government stock, local authority stock, treasury bills, bank
bills, commercial paper, corporate bonds and capital notes
(subordinated debt). Government stock is issued in the
primary market through regular tenders for maturities,
ranging between 2 and 10 years. The secondary market for
government stock is relatively deep and liquid, and the stock

is frequently traded.
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Commercial paper is issued by New Zealand corporates,
generally for 90 days, and is typically held by banks and
institutional investors. Corporate bonds are issued by New
Zealand corporates for longer maturities, generally ranging
between 1 and 7 years, and are usually held by institutional

investors, although some is held at a retail level.

The inter-bank market is one of the main wholesale debt
markets, involving substantial daily transactions between the
banks to manage their liquidity positions, mainly in the form
of 30 to 90 day paper issued by the banks. The buying and
selling of bank paper is done on a bilateral basis between
banks and not via a formal securities exchange market,
although some of it is effected using fixed interest brokers.
Government stock and treasury bills are also major
components of the wholesale debt markets. Again, most
transactions are effected bilaterally, rather than via a formal

securities exchange market.

Eurokiwi bonds are issued by foreign corporates, banks and
supra-national entities, to non-resident investors and are

denominated in New Zealand dollars.

Foreign exchange market

The foreign exchange market is a critical element in any
modern economy, and particularly so for an open, trading
economy such as New Zealand’s. Billions of dollars are
transacted through the foreign exchange market on a daily
basis, not only to facilitate the flow of exports and imports,
but also (and much more voluminously) to facilitate capital
transactions, such as borrowing from non-resident sources,
investing funds offshore and rolling over currency positions.
The foreign exchange market is also an important mechanism
for managing foreign exchange risks. Those with foreign
currency exposures — such as exporters, importers and
companies with foreign currency positions — are frequent
users of the foreign exchange market to hedge their currency

risk through forward cover, swaps and options.

The great bulk of foreign currency transactions are conducted
by the banks, either on behalf of clients or on their own
behalf. There are currently about 7 registered banks that
are active in the foreign exchange market as price-makers,
mainly in the spot, forward and currency swap markets. In

addition, the major trade-orientated companies are
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significant participants in the foreign exchange market,
conducting substantial daily transactions with banks and

other counterparties.

Foreign exchange transactions are generally conducted on a
bilateral basis directly between the counterparties, and
generally on the basis of agreed market conventions and
standardised contractual arrangements and documentation.
For example, in the swap market, most currency swaps tend
to be provided on the basis of the standard international

ISDA swap agreement.

Equities market

The other major market in the financial sector — although it
is not the focus of this article — is the equity market. While
equities can be traded off-market through private contracts
between buyers and sellers, equities in most large companies
are listed and traded on the stock exchange operated by
New Zealand Exchange Limited (NZX). NZX not only provides
an efficient mechanism for buying and selling equities, it
also provides a regulatory framework with which all listed
companies must comply, including disclosure requirements,
corporate governance requirements and matters relating to

business ethics. Transactions are conducted via stockbrokers.

As noted later in this article, stockbrokers are subject to a
statutory registration and regulatory framework and those
affiliated to NZX are bound by the rules laid down by NZX.
NZX is registered as a securities exchange under the Securities
Markets Act 1988 and has formal self regulatory functions
and powers, including in respect of listing rules and the rules
applicable to affiliated stockbrokers. The Securities
Commission has the authority to oversee NZX and any other
registered securities exchange, including the ability to exercise

enforcement powers.

New Zealand residents (corporate and personal) also
participate actively in foreign equity markets, and a number
of companies operating in New Zealand are listed on foreign

stock markets, particularly the Australian Stock Exchange.

Other financial markets
In addition to the markets for debt instruments, foreign

exchange and equities, there are also active markets in New
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Zealand for other financial instruments. Futures and options
are traded both off-market bilaterally between counterparties
(usually banks and non-bank corporations) and on the New
Zealand Futures and Options Exchange, which is operated
by the Sydney Futures Exchange in Australia. The Exchange
is authorised and overseen by the Securities Commission.
Futures and options are used principally to hedge currency
and interest rate risks, but are also used as a hedge against

commodity prices.

Securities issued by managed fund vehicles, such as unit
trusts, are also traded in financial markets. These securities
represent shares in or claims on assets held in trusts or other
vehicles for investment purposes. They vary considerably
depending on the nature of the trust deed or investment
parameters of the particular investment vehicle, and include
claims on debt instruments, equities, rural property and
commercial property, and a combination of different types
of assets. The managed fund securities are usually held at a
retail level by individuals and are traded either on the
exchange provided by NZX, or on a foreign exchange (such
as the Australian Stock Exchange), or on informal secondary
markets. In the latter case, it is not uncommon for the
manager of a fund to operate a secondary market, whereby
the holder of a managed fund security can sell the security
back to the manager for a specified price or where the
manager acts as a broker to facilitate the sale of the

security(ies) to a buyer on a bilateral basis.

Infrastructure — legal framework,

accounting systems and payment systems
All of these markets, and the financial institutions operating
within them, require a robust and efficient infrastructure in
order to function effectively. In particular, they require a
sound and efficient legal system, financial reporting

framework and settlement and payment systems.

Legal framework

Financial transactions can only occur efficiently and reliably
in a situation of legal certainty, where contractual rights and
obligations are clear and enforceable at minimum cost and

with minimum delay. The financial system therefore relies
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heavily on a number of legal structures for its day-to-day

operations. These include:

Contract and property law - to facilitate parties entering
into financial contracts, where the rights and obligations
of the parties to the contract are clear and fully
enforceable. This has application to virtually all aspects
of the financial system, including deposit-taking, issuance
of bonds and commercial paper, foreign exchange
transactions, lending, taking security, and dealings
between financial institutions and other entities. In New
Zealand, various bodies of law govern the rights and
obligations of parties to a contract, including common
law, the Contractual Remedies Act 1979, the Contracts
Enforcement Act 1956, the Contractual Mistakes Act
1977 and the Contracts (Privity) Act 1982. In the case
of secured lending, the Land Transfer Act 1952, the
Property Law Act 1952 and the Personal Property

Securities Act 1999 are also relevant.

Company law — to provide the legal basis for companies
(including financial institutions incorporated as
companies) to enter into contractual arrangements and
to assume rights and obligations. Company law also
provides the legal basis for the internal governance of
companies, including establishing the powers, rights and
obligations of shareholders, directors and staff. In New
Zealand, the Companies Act 1993 provides the main
body of law governing companies, although this is
supplemented by common law and other statutory law

and regulations.

Securities law — to provide the framework within which
financial instruments can be issued, offered to potential
investors, traded and extinguished. The Securities Act
1978, Securities Markets Act 1988, Takeovers Act 1993
and associated regulations provide the main law
governing securities in New Zealand, but, again, common
law provides an important additional source of law in

this area, including the law relating to contract.

Insolvency law — to enable financial institutions, among
others, to seek orderly resolution of the affairs of a
company or other entity which has become insolvent.
In particular, the law needs to provide a framework within

which an insolvent or near-insolvent entity can be placed
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under the control of a receiver, liquidator, statutory
manager or other external administrator quickly and with
certainty, where the rights and obligations of affected
parties are clear, where the rights of secured lenders are
recognised, where the affairs of the insolvent entity can
be assessed quickly, and where the entity’s difficulties

can be resolved speedily and in an orderly way.

In New Zealand, insolvency procedures and other legal
frameworks for dealing with entities in difficulty are
included in various statutes, including the Companies
Act 1993, Insolvency Act 1967, Receiverships Act 1993
and Corporations (Investigation and Management) Act
1989. As noted later in this article, a special regime
exists in the Reserve Bank of New Zealand Act 1989 for
dealing with registered banks that are insolvent or in
financial difficulty. There are also special legal
frameworks for handling the insolvency of some other
categories of financial institution, such as life insurance
companies (in the Life Insurance Act 1908) and
superannuation schemes (in the Superannuation

Schemes Act 1989).

Consumer protection law — both statutory and common
law — provides protections to consumers of financial

services. The most important statutes are:

—  The Fair Trading Act 1986, which generally provides
that no person may engage in business conduct that
is misleading or deceptive, or that is likely to mislead

or deceive.

— The Credit Contracts Act 1981 (to be replaced on 1
April 2005 by the Credit Contracts and Consumer
Finance Act 2003) sets out rules to combat
oppressive financing arrangements* and provides a
legal framework for the provision of consumer
finance, including requirements as to the disclosure
of the terms and conditions applicable to consumer
finance. The intention of legislation is to provide
mechanisms for the efficient, fair and transparent

provision of consumer finance.

The provisions in relation to oppressive credit contracts
apply to all credit contracts (ie to both consumer and
non-consumer credit contracts).
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- The Consumer Guarantees Act 1993, which codifies
common law principles relating to basic guarantees
in respect of the provision of goods and services to
consumers, such as the need for a good or service
to be fit for the intended purpose and to be provided
with due care and skill. The Act sets out remedies
for consumers where these guarantees have been
breached. The Act applies widely across the provision
of goods and services to consumers, including
financial services. For example, the Act effectively
requires that investment advice must be provided
with reasonable care and skill, and that investment
products must deliver the outcomes expected where

an investor makes known a desired purpose or result.

e An efficient, professional and impartial judicial system —
to enable legal disputes to be resolved fairly and quickly
and to facilitate the enforcement of rights and
obligations. In New Zealand, disputes between parties
to a financial contract can be resolved in a number of
different judicial forums depending on the size and
complexity of the claims involved and the preferences
of the parties. Legal disputes involving relatively small
sums can be resolved in the Disputes Tribunal, which
provides a relatively low-cost means of resolving disputes.
An alternative route for resolving small-value disputes
in some cases involves the use of industry ombudsman
schemes operated by the banking industry and life
insurance and savings industries. Larger value claims
can be resolved in the District Court or High Court. Most
large-value disputes tend to be handled in the High
Court, with right of appeal in some cases to the Court

of Appeal.

Financial and accounting systems

Another fundamental element in the infrastructure required
to support the financial system is the financial reporting and
auditing framework. Almost all business entities, in any
industry, require accounting and financial reporting systems
to enable them to operate effectively. Accounting and
management reporting systems provide the means by which
senior management and directors can measure, monitor and
manage their business risks and financial operations.

Financial reporting systems provide the framework for
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disseminating essential financial and risk-related information
to external stakeholders, and form an essential element in
holding directors and managers to account for their

stewardship of the company.

Arguably, accounting and management reporting systems,
and financial reporting structures, are even more crucial in
the financial system, given the extent of financial institutions’
debt funding, the relative ease with which creditors can
withdraw funds from a financial institution, and the reliance
that creditors place on financial statements and risk-related
data for differentiating between financial institutions.
Financial institutions also rely heavily on the quality of
management accounts and financial reports of the entities
to which they lend money, as they need to be able to extract
reliable information in a timely manner to be able to assess
and continuously monitor the risk profile and financial
performance of a business, in order to manage their own

lending risks.

For these reasons, a sound and efficient financial system relies
heavily on the various elements that contribute to a robust
environment for accounting and financial reporting. These

elements include:

e Requirements for business entities, including financial
institutions, to maintain accurate accounts and robust
internal and accounting controls, and to issue annual
and interim financial statements of their financial
performance and position that represent a true and fair
portrayal of the entity’s financial performance, financial
position and cash flows, and that comply with New
Zealand Generally Accepted Accounting Practices
(GAAP). The Companies Act 1993 and Financial
Reporting Act 1993 provide the main statutory

framework in these respects.

e Requirements in law for a company’s directors to take
responsibility for the truth and fairness of their company’s
financial statements and compliance with GAAP, and to

be held liable for a failure to do so.

» Financial reporting standards, together with a body of
international and domestic accounting standards and
guidance, which have authoritative support within the
accounting profession and are legally binding on

reporting entities (including issuers of securities to the
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public). In New Zealand, the Financial Reporting Act
1993 provides the statutory framework governing
financial reporting. The framework provides for
economically meaningful recognition, measurement,
presentation and disclosure of assets, liabilities, revenues
and gains, expenditure and losses, off-balance sheet

rights and obligations and other relevant financial risks.

The Financial Reporting Act established the Accounting
Standards Review Board (ASRB) as the body with
authority to review and approve financial reporting
standards in New Zealand. The Institute of Chartered
Accountants in New Zealand (ICANZ) - the association
responsible for overseeing the accounting profession in
New Zealand - develops proposed financial reporting
standards and promulgates exposure drafts through the
Financial Reporting Standards Board of ICANZ. After
appropriate consultation with interested parties,
proposed financial reporting standards are then referred
by ICANZ to the ASRB for consideration and approval.
Once a financial reporting standard has been approved
by the ASRB, it becomes legally binding on all reporting
entities falling within the purview of the Financial

Reporting Act, including public issuers of securities.

In most respects, New Zealand’s financial reporting
standards, as approved by the ASRB, are consistent with
international best practice and frequently go beyond the
requirements of international financial reporting
standards promulgated by the International Accounting
Standards Board (IASB). However, the ASRB has
announced the intention to formally adopt international
financial reporting standards issued by the IASB, as
approved financial reporting standards in New Zealand,
with effect from financial years commencing on or after
1 January 2007, with the scope for early adoption in
respect of financial years commencing on or after 1

January 2005.

A professional body that promotes and enforces ethical
practices in the accounting and auditing professions, that
sets technical standards to regulate the quality of the
work undertaken by its members, and that has the
responsibility to discipline members of the profession

who fail to adhere to ethical and technical standards of
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practice and conduct. In New Zealand, the Institute of
Chartered Accountants in New Zealand (ICANZ) performs
this role through its various committees. It maintains a
Code of Ethics applicable to all ICANZ members and
promulgates professional engagement standards and
guidelines, including auditing standards and guidelines
which must be applied by its members when undertaking

such engagements.

e Requirements in the law for companies and other private
and public sector entities to have their financial
statements subject to audit by an independent, external
auditor to provide assurance that the financial statements
are prepared in accordance with New Zealand GAAP
and that they present a true and fair view of the matters
to which they relate. The Financial Reporting Act and
Companies Act, among other statutes, impose auditing
requirements on reporting entities, including issuers of
securities. ICANZ has responsibility for promulgating
auditing standards and guidelines, which are binding
on its members. ICANZ also has authority to investigate
breaches of these standards and guidelines and to take

disciplinary action as appropriate.

e Regulatory systems for enforcing financial reporting
requirements. The Registrar of Companies, the Securities
Commission and the Reserve Bank, among others, have
responsibilities for aspects of compliance enforcement
in the case of some categories of financial institutions
and other business entities. There are severe penalties
in the Financial Reporting Act and Companies Act, for
reporting entities and their directors, for breaches of

financial reporting requirements.

Corporate governance

Robust corporate governance is also a key element
underpinning the financial system, given that an entity’s
governance arrangements will heavily influence its capacity
to manage its risks. Sound corporate governance involves a
number of elements, including: a clear set of duties for
directors; a framework for holding directors accountable;
internal structures for ensuring effective risk management
within the institution; robust and independent audit

arrangements; high quality financial disclosure; an acceptable
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minimum number of non-executive, independent directors;
and mechanisms for ensuring the rights of minority

shareholders.

In New Zealand, corporate governance practices are subject
to a number of influences, including the requirements of
the Companies Act (particularly as to the powers and
obligations of directors and the rights of shareholders). For

example, the Companies Act requires directors of companies:

to exercise care, diligence and skill in the performance

of tasks;

e to act in good faith and in the best interests of the
company or, if the constitution of the company permits,

in the best interests of the company’s holding company;

« to exercise powers for a proper purpose; and

to avoid reckless trading.

Before entering into new obligations, company directors must
believe on reasonable grounds that the company will be able

to perform the obligations when required to do so.

Undischarged bankrupts, as well as persons convicted of
crimes of dishonesty or offences in connection with the
promotion, formation and management of a company, are

prohibited from becoming directors of a company.

In addition to the provisions in the Companies Act, there is a
wide range of guidance on corporate governance from other
sources, such as the Listing Rules of the relevant stock
exchanges (particularly those in New Zealand and Australia)
and the guidelines issued by relevant professional bodies,
including the New Zealand Institute of Directors and ICANZ.
As noted later in this article, specific regulatory requirements
for registered banks imposed under the Reserve Bank of New
Zealand Act, and for public issuers of securities imposed
under the Securities Act, provide additional overlays of

corporate governance requirements.

The Minister of Commerce recently asked the Securities
Commission to consult with interested parties to develop an
agreed set of corporate governance principles for New
Zealand. The Commission is currently seeking input on this

and expects to report to the Minister before the end of 2003.
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Payment and settlement systems

A further element in the infrastructure required for the
financial system is the payment and settlement system. This
provides the means by which the financial obligations
underlying the exchange of financial securities are settled
between counterparties and the counterparties’ banks. The
payment system also provides the means by which individuals,
companies and other entities, including the banks and other
financial institutions, transfer value to each other to discharge

their financial obligations.®

The payment system involves a network of connections and
payment exchange and settlement rules. The main players
in the system are the registered banks and the payment
switches. The banks provide the interface with customers —
individual and corporate —and with each other. They facilitate
the transfer of value from one customer account to another,
with inter-bank settlement occurring across the settlement
accounts that the banks hold with the Reserve Bank. The
payment switches provide the networks through which
payment instructions are processed and include the rules

governing interchange and settlement.

Figure 1 provides a diagrammatic representation of the New

Zealand payment system.

Figure 1
New Zealand payment system

[Exchange settlement account system (ESAS)|

|

ESAS/SWIFT interface

Same day cleared
payments (SCP)

Austraclear NZ|

Real time settlement

Net deferred settlement

Retail/low value

T

EFTPOS Systems

5 The reader is referred to the article “Recent
developments in the payment system” in the March 2003
issue of the Reserve Bank of New Zealand Bulletin. This
is accessible via the Reserve Bank website:
www.rbnz.govt.nz
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At the centre of the New Zealand payment system is the
Exchange Settlement Account System (ESAS). ESAS is owned
and operated by the Reserve Bank and provides final real
time settlement to account holders (all of which are currently
registered banks) across exchange settlement accounts at

the Bank.

Two interfaces connect to ESAS, passing instructions for
settlement: the Austraclear New Zealand system
(AustraclearNZ), which is used for processing securities and
funds transfers, and the ESAS/SWIFT interface, which carries
instructions directly into ESAS from the Same Day Cleared
Payment service (SCP). SCP is used by banks for high-value
inter-bank and customer transactions, notably the New
Zealand dollar leg of foreign exchange transactions.
Instructions received from the systems are settled by ESAS
on a real time gross transaction-by-transaction basis

throughout the day.

Cheques, ATM transactions, direct debits, electronic credits,
and telephone and internet banking transactions are
processed by the Interchange and Settlement Limited (ISL)
system. [SL interchanges payment instructions among
participants in a batched process each day. The net value of
each day’s transactions between each pair of participants is
calculated and settled at the end of the ESAS day across
exchange settlement accounts at the Reserve Bank via

AustraclearNZ.

Two EFTPOS systems process domestic credit card and debit
card transactions. These systems have some real time
elements, but inter-bank positions are settled, together with

the ISL transactions, on a net end-of-day basis through ESAS.

The retail systems (ISL and EFTPOS) typically handle low value,
high volume payment instructions. These systems process
the vast majority of payments made through the New Zealand
payment system by number (estimated to total over 3 million
per day) and account for around 10 per cent of the total

value processed.

Payments through the wholesale systems tend to be high in
value but much lower in number. The wholesale part of the
payment system accounts for over $30 billion of the daily
value of transactions but less than 1 per cent (around 3,000
on average) of the total number of daily transactions

processed each day through the domestic infrastructure.
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The New Zealand Bankers’ Association coordinates the bank-
owned elements of the payment system and is the forum
where the banking industry considers and agrees many
payment system standards and policies. The operation of
the payment system, including the rules relating to the rights
and obligations of the parties to payment instructions and
dispute resolution procedures, is governed by a combination
of general contract law (both in statute and common law),
bilateral and multilateral contractual arrangements, and

industry-based codes and rules.

2 What is the public
policy case for
regulating the financial

system?
In all modern economies, the financial sector is subject to
regulation and supervision. The objectives and nature of
regulatory intervention vary considerably from country to
country, and are influenced by several factors, including public

policy objectives and the structure of the financial system.

Regulatory intervention in the financial system is justified on
a number of grounds. One of these centres on the
importance of the financial system to the wider economy
and the consequences arising from any significant and
prolonged dysfunction in the financial system - ie that the
failure of a significant part of the financial system, such as
the banking system, could impose severe costs on the
economy. These costs may include protracted interruption
to business transactions, a suspension of lending activity, a
freezing of liquid balances held in failed financial institutions
pending resolution of their status, and flow-on effects to
the corporate and household sectors. A major financial
system failure can also have adverse implications for key
economic prices, including placing downward pressure on
asset prices, increasing the risk premium on borrowing (and
therefore forcing up the level of interest rates), and potentially
placing strong downward pressure on the exchange rate.
Financial system dysfunction can also lead to a sharp
deterioration in investor and business confidence, potentially

exacerbating the economic effects of financial instability. In
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New Zealand, these kinds of considerations provide the main
rationale for supervising registered banks, given the dominant

role that banks play in the financial system.®

The nature of the balance sheets of deposit-taking financial
institutions and the risk of contagion between financial
institutions provides another justification for regulatory
intervention. Deposit-taking financial institutions, such as
banks, tend to borrow on short maturities and lend on long
maturities. As a consequence, they can come under liquidity
pressure — and potentially a threat to their solvency — where
there is an exceptionally high withdrawal of liquidity. Because
depositors are not particularly well placed to assess the
soundness of different financial institutions (even with good
disclosure) — especially in a rapidly unfolding banking crisis —
there is a significant risk that one bank’s difficulties can readily
spill over on to other banks, potentially leading to a multiple
bank run and a system-wide banking crisis. Some regulatory
interventions are designed to keep this risk low — such as
measures to strengthen the prudent management of risks
within banks and to limit interbank exposures. And some
interventions are designed to enable emerging financial crises
to be responded to quickly and in an orderly fashion — such
as where the central bank has the power to step in when a

bank gets into difficulties.

There is also a recognition that many small depositors and
investors are not well placed to protect their interests when
dealing with financial institutions, given depositors’ and
investors’ limited understanding of financial risks and the
trade-off between risk and return. It also recognises that
financial investments can be complex in nature, and that
the soundness of a financial institution offering investment
products can be difficult to gauge, even for someone with
better-than-average financial skills. A number of regulatory
interventions are therefore aimed at assisting depositors and
investors to protect their interests in ways that do not insulate

depositors and investors from the consequences of their

6  The reader is referred to the article “The review of bank
supervision arrangements in New Zealand: the main
elements of the debate” in the September 1995 issue of
the Reserve Bank of New Zealand Bulletin for a fuller
explanation of the policy rationale for banking
supervision. This is accessible on the Reserve Bank
website: www.rbnz.govt.nz
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financial decisions and do not pass excessive risks to the
taxpayer. Such interventions include the disclosure
requirements applicable to a wide range of financial
institutions and other public issuers of securities, requirements
in relation to fair trading practices, and requirements

applicable to securities markets.

Regulation may also be considered necessary to prevent
improper market practices and to promote market fairness.
For instance, where the interests of managers differ from
those of shareholders and potential investors, regulation may
be called upon to ensure optimal decision outcomes.
Moreover, the desire to avoid excessive market dominance
by any single business entity and to combat restrictive trading
practices provides a further rationale for some forms of

regulatory intervention, including in the financial sector.

Objectives of regulation
In response to these considerations, regulatory intervention
in most developed economies seeks to meet a number of

objectives in the financial sector. These typically include:

* the promotion of a sound financial system — a system
which can continue to function effectively despite
economic shocks or the collapse of individual financial

institutions;

» the promotion of a level playing field in the financial
sector, so that different categories of financial institution
are not advantaged or disadvantaged relative to others

by the regulatory framework;

» the fostering of contestable, competitive and efficient

financial markets;

» the combating of excessive market dominance and

restrictive trading practices;

« the promotion of the integrity and reputation of the

financial markets and institutional frameworks;

e the promotion of prudent risk management within

financial institutions;

« the ability to respond to financial distress events, such
as the failure of banks and other financial institutions,

in ways that minimise dislocation to the financial system;
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e providing depositors and investors with a disclosure
environment conducive to making well-informed

investment decisions; and
e protecting small depositors/investors from loss.

With one exception, these policy objectives apply to the New
Zealand regulatory framework in the financial sector. The
exception is in the area of protecting depositors and investors
from loss. Unlike many countries, which have explicit
depositor and investor protection objectives in the regulation
of financial institutions and markets, New Zealand has
eschewed this approach. There is no deposit insurance
scheme in New Zealand and no explicit depositor protection
objective in any financial sector regulation. Similarly, there
is no investor protection scheme. Instead, the focus in New
Zealand is on providing depositors and investors with reliable
and timely information to assist them to make well-informed
investment decisions, and to require issuers of securities and
providers of financial services to comply with general
consumer protection law, such as the law relating to fair
trading practices. Reflecting this, securities law and

regulations are principally disclosure based.

Main elements of the regulatory
framework

The regulation of the financial sector in New Zealand is
governed by a number of statutes and carried out by various
regulatory agencies for a range of different purposes. The

main elements of the regulatory framework are:

e Registration and prudential supervision of some
categories of financial institution. Currently, the main
category of institution subject to licensing and prudential
supervision is the registered bank. The registration and
supervision function is performed by the Reserve Bank
under the Reserve Bank of New Zealand Act 1989.
Registered banks are the only financial institutions in New
Zealand that are subject to a comprehensive registration
and supervision framework. However, some other
categories of financial institution, such as life insurance
companies and superannuation schemes, must be
registered, and are subject to regulatory oversight by
the Government Actuary, within the Ministry of Economic

Development. (Life insurance and general insurance
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companies are also required to lodge a deposit with the
Public Trust upon registration.) In addition, credit unions
are registered and overseen by the Registrar of Credit
Unions, while building societies are registered and

overseen by the Registrar of Building Societies.

Disclosure requirements for issuers of securities to the
public, including debt securities, equities, participatory
securities, unit trusts, superannuation schemes and life
insurance (other than term life insurance). The disclosure
requirements relate to all matters material to an offer of
securities, including the financial condition of the issuer
and the terms, conditions and risk attributes of the
investment products being offered to the public. The
disclosure requirements are administered by the
Securities Commission, under the Securities Act 1978
and associated regulations, and generally apply to any
entity offering securities to the public. In the case of
registered banks, disclosures relating to the financial and
prudential condition of banks are made in disclosure
statements issued pursuant to the Reserve Bank of New
Zealand Act, rather than the Securities Act. However,
banks are subject to the standard investment product
disclosure requirements of the Securities Act in respect
of most of their investment products offered to the

public.

Authorisation and oversight of securities markets
pursuant to the Securities Markets Act 1988. Under
this Act, a securities market must be registered in order
to hold itself to be a securities exchange. Authorisation
is by the Governor-General on the recommendation of
the Minister of Commerce after consultation with the
Securities Commission. The Securities Commission has

responsibility for overseeing securities markets.

The Securities Markets Act also contains provisions in
relation to insider trading, the continuous disclosure
obligations of public issuers, and the disclosure of

interests in public issuers by substantial security holders.

Requirements for issuers of debt securities to the public
to establish a trust deed and appoint an independent
trustee to establish prudential requirements applicable
to the issuer and to monitor compliance with these

requirements, for the benefit of depositors or investors.
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The Securities Commission has responsibility for
authorising trustees for this purpose. The trust deed/
trustee requirements do not apply to registered banks,

the Crown or the Reserve Bank.

Regulatory arrangements governing the management
of financial distress events and the restructuring or exit
of insolvent financial institutions. In the case of registered
banks, these functions are the responsibility of the
Reserve Bank, and include power to investigate a bank,
to give direction to a bank in difficulty, and to recommend
that a bank be placed in statutory management. The
Bank also has responsibility for providing liquidity to the
financial system (not necessarily only registered banks)
in order to maintain systemic soundness. The Securities
Commission has authority to recommend to the Minister
of Commerce that an entity or group of associated
entities be placed into statutory management under the
Corporations (Investigation and Management) Act 1989
to deal with the management of complex insolvency
situations affecting any company or other corporate
entity. Statutory management is effected by Order in
Council made on the advice of the Minister of Commerce
acting on a recommendation from the Securities
Commission. Once statutory management comes into
force, the statutory manager assumes complete control
of the entity or entities and has wide powers to resolve

the affairs of the entity/entities.

There are also special statutory mechanisms for dealing
with insolvency events affecting life insurance companies
and superannuation schemes, and these are under the
responsibility of the Government Actuary, within the

Ministry of Economic Development.

Regulation of anti-competitive market structures and
restrictive trade practices. This function is performed by
the Commerce Commission under the Commerce Act
1986.

Regulation of takeover activity, as specified by the
Takeovers Act 1993 and Takeovers Code, and conducted

by the Takeovers Panel.

Overall responsibility for policy development and review
for most of the financial sector (with the exception of

banking) lies with the Ministry of Economic Development.

The Securities Commission also has a significant input
into policy development and review, particularly in areas
relating to securities law and regulation. The Reserve
Bank has sole responsibility for policy development and
review in areas relating to the registration of banks,
banking supervision and the handling of systemically
important financial distress events. The Treasury
maintains a broad overview of all these areas in its

capacity as principal adviser to the Minister of Finance.

As can be seen from the above, financial sector regulation
in New Zealand is conducted through a number of different
regulatory agencies. New Zealand has not adopted a “mega-
regulator” framework. This has not been considered
necessary, given the relatively small size of New Zealand’s
financial system, the small number of regulatory agencies
involved and the clear division of responsibility between them.
Moreover, coordination and information-sharing between the
regulatory agencies is facilitated through the Financial
Regulators’ Coordination Group, comprising representatives
from the Reserve Bank, Securities Commission, Ministry of
Economic Development, Government Actuary and Registrar

of Companies, among others.

The Group meets on a regular basis to exchange information
and views on financial sector developments and to facilitate
coordination of policy and regulatory developments where
appropriate. A Memorandum of Understanding has been
established to formalise these arrangements. In addition, as
appropriate, there is liaison between these regulatory
agencies and other government agencies on matters relating
to the financial sector. Examples include liaison with the
Serious Fraud Office, Police, Treasury and Ministry of Foreign
Affairs and Trade, and with the financial sector ombudsman

offices.

An overview of the main regulatory elements applicable to
financial institutions is provided in table 3. Detailed discussion
of the regulatory frameworks is contained in chapters 3 and

4 of the article.
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Table 3

Financial institutions and regulatory arrangements

Category of
Financial
institution/
Type of
regulation

Registration
by RBNZ

Supervision
by RBNZ

Other
registration
requirement

Non-RBNZ
Prudential
supervision

Securities Act
prospectus

Securities Act
Investment
Statement

Trust deed
Requirement

Required
actuarial
assessment

Deposit or
other
insurance
Special
Insolvency
arrangements

Mandatory
credit rating
requirement
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Registered Finance
companies societies

bank

X

(only

for
certain
Products)

Building Credit Unit
unions trusts,
friendly
societies

X X
v v
X X
v v
v v
v v
(statutory
supervisor
and deed of
participation
for friendly
societies)

X X
X X
X X
X X

Life
Insurance

v
(except

term
life)

X

v
(except
term
life)

v

General
insurers
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3 Banking supervision and
other financial stability
functions of the Reserve
Bank

Registration and supervision of
registered banks

Objectives

As noted earlier in this article, registered banks are the
dominant financial institutions in the New Zealand financial
system. They are the largest deposit-takers, the largest
providers of credit and financial risk management products,
and the key players in the foreign exchange market, money
market and payment system. In recognition of this, banks
in New Zealand are subject to a licensing and supervision

framework.

Under the Reserve Bank of New Zealand Act 1989, the
Reserve Bank has responsibility for the registration and
supervision of banks. The Reserve Bank is required by the

Act to conduct these functions for the purposes of:

- promoting the maintenance of a sound and efficient

financial system; and

« avoiding significant damage to the financial system which

could result from the failure of a registered bank.

Unlike the supervisory authorities in many countries, the
Reserve Bank of New Zealand does not register and supervise
banks for the purpose of depositor protection; the Bank’s
focus is systemic stability. Another point of departure from
the bank licensing arrangements of many countries is that,
in New Zealand, it is not the business of banking that is
subject to a licensing process; it is only the right to use the
word “bank™ in a name, title or (in some situations)
advertisements that is subject to registration by the Reserve
Bank. Any entity can conduct banking business, including
deposit-taking, without being registered as a bank or being
licensed in any other way. Indeed, registered banks are the
only financial institutions in New Zealand that are subject to

a comprehensive licensing and supervision framework.

The Reserve Bank Act does not provide guidance on what
constitutes “soundness” and “efficiency” for the purpose

of conducting banking supervision. Moreover, there are no
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generally agreed definitions of these terms in other
legislation, regulation or in the international literature on
financial stability. However, in practical terms, the Bank would

regard the financial system as being sound when:

the financial system can withstand severe economic

shocks while still remaining fully functional;

» registered banks have a low (but not zero) probability of

failure;

« the failure of a registered bank can be managed in ways
that do not trigger multiple bank failure and do not cause
significant, protracted dysfunction in the financial system;

and

e domestic and foreign depositors and investors, and the

public at large, remain confident in the financial system.

The Bank’s approach to the registration and supervision of
banks, and to the management of financial distress events,
is designed to foster a financial system with the above
characteristics. In doing so, the Bank seeks to avoid
supervisory and regulatory measures that could impede the
efficiency of the financial system. For example, the Bank
seeks to avoid imposing regulations on banks that entail
excessive compliance costs or which impose excessive
constraints on the ability of banks to meet the needs of their

clients reliably and efficiently.

It is important to note that the Reserve Bank does not have
a responsibility to promote the efficiency of the financial
system per se. The reference to “efficiency” in the Act is in
the context of exercising the Bank’s supervisory powers to
promote a sound and efficient financial system. The Bank
does not have a statutory mandate or the powers to promote
efficiency in the financial system per se, other than by
designing supervisory interventions for banks that avoid or
minimise adverse effects on financial system efficiency in the
pursuit of financial stability. However, outside of the banking
supervision area, the Bank does have responsibility to advise
the government on the operation of the financial system.
This provides scope for the Bank to advise on the means by

which the efficiency of the financial system can be enhanced.

It also needs to be remembered that, although the Bank
must exercise its supervision powers to promote a sound

and efficient financial system, its powers are limited to
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registered banks. The Bank has no jurisdiction over non-

bank financial institutions.

Overall approach to banking supervision
The Reserve Bank’s approach to bank supervision is based

on three pillars.

The first pillar is “self discipline”, which involves reinforcing
the incentives for banks to maintain the systems and capacity
to identify, measure, monitor and control their risks and
maintain prudent operations. The Bank believes this is the
most effective means by which systemic soundness can be
promoted, given that a bank’s directors and senior
management team are best placed to understand, and to
take responsibility for, the management of their banks’ risks.
The Bank therefore seeks to ensure that the objectives and
incentives facing bank boards and management are closely
aligned to the public policy objective of promoting a sound
financial system. The main mechanisms for achieving this

are:

= promoting high quality, regular and timely financial public
disclosure by banks, to sharpen the incentives for the

prudent management of risks;

e promoting accountability for a bank’s directors, by
requiring directors to sign attestations in their bank’s
public disclosure statement on matters relating to the

adequacy of their bank’s risk management systems;

. avoiding a heavy-handed approach to the regulation of
banks, so as to reduce the risk of creating unintended
consequences or perverse incentives for banks, and to
avoid the Reserve Bank being seen to have primary
responsibility for the prudent management of banking

risks; and

= avoiding explicit or implicit government support for
banks, and thereby sharpening the incentives for bank
directors and senior management to take responsibility

for their banks.

The second pillar is “market discipline”. This is an important
complement to self discipline, as it helps to reinforce the
incentives for the prudent management of banks. In an
efficient market, the market rewards well-run banks through

a number of mechanisms, including through lower pricing
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for funding, greater access to funding, greater market share
and higher share price. In contrast, poorly-run banks tend
to be penalised by the market through a higher premium on
funding costs, reduced access to funding (including the risk
of credit lines being cut), reduced market share and a
weakening share price. The ultimate market discipline for a
bank is the capacity for creditors — particularly retail and
wholesale depositors — to “run” on the bank, potentially

forcing its closure.

The Reserve Bank aims to foster effective market disciplines

in a number of ways, including by:

maintaining a contestable and competitive banking
system — there is no limit on the number of banks that
may be registered and a relatively low size hurdle for

banks that wish to incorporate in New Zealand;

e maintaining an open financial system, such that any
entity may conduct a wide range of financial (and

banking) services without being licensed or supervised;

* maintaining a broadly level regulatory playing field in
the financial sector, so that different categories of

financial institution can compete on equal terms;

« avoiding explicit government guarantees of banks and
minimising any perception of implicit guarantee — indeed,
the Bank is actively enhancing its capacity to manage
the failure of even large banks in ways that avoid the

need for a taxpayer-funded bail-out;

e maintaining strong incentives for depositors to monitor
and exert discipline on banks, by not having deposit

insurance;

= ensuring that the market is well informed about a bank’s
financial performance and condition, by requiring banks
to issue quarterly disclosure statements and by requiring

them to maintain and disclose a credit rating; and

e maintaining arelatively low level of supervisory intrusion
in the banking system, to reinforce the market’s view
that the Bank does not take responsibility for the prudent

management of banks’ risks.

The third pillar is “regulatory discipline”” — ie the use of limited
regulatory and supervisory mechanisms by the Reserve Bank

to reinforce incentives for banks to manage their risks
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prudently. The Bank has deliberately sought to keep its
regulatory interventions to a minimum and to avoid creating
unintended distortions to banking behaviour. The Bank’s

main involvement comprises:

= registering banks, by which the Bank seeks to ensure
that only entities of good standing and sound risk

management capacity may operate as registered banks;

e imposing selected prudential requirements on banks to
reduce the probability of bank distress or failure to a
very low (but not zero) level. Currently, the main
prudential requirements relate to minimum capital ratios
relative to risk weighted exposures, a limit on credit
exposures to connected parties, and a requirement that
a bank incorporate in New Zealand in certain
circumstances. Limits on certain kinds of activities are
imposed on banks operating as branches of overseas
banks, including a limit on retail deposit-taking (currently
$200 million) and an overall limit on funding from non-

related parties (currently $10 billion);

= imposing particular corporate governance requirements
on locally incorporated banks relating to the composition

of a bank’s board of directors;

e requiring banks to issue quarterly disclosure statements
covering a range of financial and prudential information
and requiring the disclosures to be externally audited at
financial year’s end and subject to audit review at the

half year;

e monitoring banks’ financial and prudential condition on
a regular basis, mainly using their public disclosure

statements;

* meeting with banks’ senior management on an annual
basis to discuss banks’ strategic direction and risk

management issues;

e meeting with the boards of directors of systemically
important banks and with the senior management teams

of the parent banks on a regular basis;
= meeting with the auditors of banks on a regular basis;

e taking action where banks are in breach of prudential
requirements — such as requiring corrections to disclosure

statements or requiring banks to take specified actions

26

where they are in breach of capital or connected lending

requirements; and

* taking actions to respond to financial distress events —
such as acting as lender of last resort to a solvent but
illiquid bank, or giving directions to a bank in acute
financial distress, or recommending to the Minister of
Finance that a bank be placed in statutory management

where it is insolvent or in extreme distress.

The regulatory discipline elements are discussed in greater

detail in the following sections of the paper.”

Bank registration and prudential

requirements

Bank registration policy is aimed at ensuring that only
financial institutions of appropriate standing and repute are
able to become registered banks. Subject to this requirement,
hurdles to the entry of new registered banks are kept to a
minimum in order to encourage competition in the banking
system. There is no upper limit on the number of banks that

may be registered.

Unlike in many countries, where the licensing of a bank
determines what the bank can do, bank registration in New
Zealand does not determine the permissible activities of a
bank. In most respects, a non-bank financial institution can
conduct banking business (including deposit-taking and
lending on current account) without being a registered bank.
Registration as a bank merely enables an entity to include

“bank” or a derivative of that word in its name.

When considering applications for bank registration, the Bank
has regard to a number of considerations as required by the

Act, including:

« thestanding of the applicant (ie that it has the reputation,
the track record or the general capacity to conduct

banking business in a reputable way);

» the quality of the applicant’s directors and senior
management team — where the Reserve Bank seeks to

ensure that the board and senior management team have

" Details of the banking supervision framework are
contained in the Banking Supervision Handbook issued
by the Reserve Bank of New Zealand. This is accessible
via the Reserve Bank website: www.rbnz.govt.nz
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the necessary mix of skills and experience to manage
the bank prudently, and that none of the directors or

senior executive office holders have criminal records;

e the size of the proposed business of the applicant (with
a minimum capital requirement of $15 million applying

in the case of banks incorporated in New Zealand);

» the ability of the applicant to carry on business in a
prudent manner, which includes looking at the capital
adequacy of the applicant, loan concentration and risk
exposures, the separation of the business of the bank in
New Zealand from the other interests of the bank’s
owners or controllers, out-sourcing policy and controls,
internal controls, and accounting and risk management

systems;

e the incorporation and ownership arrangements of the
applicant and, where relevant, the nature of the parent
supervision arrangements of the proposed operation in

New Zealand;

» the law and regulatory arrangements of the home
jurisdiction (in the case of foreign applicants) in relation
to the recognition and priorities of claims of creditors or

classes of creditors in an insolvency event;

= the law and regulatory requirements of the home
jurisdiction (in the case of foreign applicants) relating to

the disclosure of financial and risk-related information;

e the adequacy of the disclosures actually made by the
applicant in its home jurisdiction (where the applicant is

a foreign bank); and

» the views of the supervisory authority in the home

jurisdiction of the applicant.

Banks are registered subject to conditions of registration.
These conditions are the main means by which the Bank

imposes prudential and other requirements on banks.

The Bank seeks to have uniform conditions of registration
for all banks, to the extent that this is practicable. This is
intended to ensure, to the extent possible, that banks are
operating on a level playing field. However, on occasions
there will be a need for some bank-specific conditions to be
applied - for example, to recognise the different nature of

banking group structures.
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Except in specified circumstances, a bank can operate in New
Zealand either as a locally incorporated company or as a
branch of a foreign bank (ie as part of the foreign legal entity).
A bank is required to incorporate in New Zealand where it
falls into the following categories or is expected to fall in the

following categories in the 5 years following registration:

e Systemically important banks - ie banks whose New
Zealand liabilities net of amounts due to related parties
exceed $10 billion.

* Retail deposit-takers incorporated in a jurisdiction that
has legislation which gives deposits made, or credit
conferred, in that jurisdiction a preferential claim in a

winding up.

e Retail deposit-takers which do not provide adequate

disclosure in the home jurisdiction.

= Applicants other than those listed above, if the Reserve
Bank is not satisfied that supervisory arrangements
(including disclosure arrangements) and market

disciplines in the country of incorporation are adequate.

For the purposes of these requirements, a retail deposit-taker
is defined as a financial institution that has more than $200
million in New Zealand retail deposits on its books. Retail
deposits are defined as deposit liabilities held by natural
persons, excluding liabilities with an outstanding balance of
more than $250,000.

Overseas banks are permitted to have dual registration (ie to
operate both as a branch and a subsidiary in New Zealand).
Banks with dual registration are not permitted to take retail

deposits through the branch operation.

Conditions of registration

In registering a bank, the Reserve Bank may make that
registration subject to conditions. This is the primary
mechanism used by the Reserve Bank to impose prudential
and other requirements on registered banks. All banks are
subject to conditions of registration. These are broadly
standardised in two categories of banks: banks incorporated
in New Zealand (whether domestically or foreign owned);
and banks incorporated in other countries (and therefore

operating in New Zealand as a branch of a foreign bank).
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Banks incorporated in New Zealand are subject to conditions

of registration relating to the following matters:

e The banking group must not conduct material non-
financial activities and insurance business in excess of 1

per cent of total consolidated group assets.

= The total qualifying capital of the banking group must
not be less than 8 per cent of risk weighted exposures
and tier one capital must not be less than 4 per cent of
risk weighted exposures. The framework for measuring
capital for the purposes of this condition of registration
is in line with the internationally accepted Basel capital
adequacy framework, except that the Bank does not
require banks to hold capital against market risk

exposures and does not allow tier 3 capital.

e The capital of the banking group must not be less than

$15 million at any time.

e The aggregate exposure of the banking group to
connected persons (such as a parent bank and
subsidiaries of the parent) must not exceed a stipulated
percentage of banking group tier one capital. The
percentage varies depending on the credit rating of the
registered bank, ranging from 15 per cent of banking
group tier one capital for a bank rated BBB+/Baal and
below, to a maximum of 75 per cent for a bank rated
AA/Aa2 and above. The limit is 15 per cent of banking
group tier one capital for any non-bank connected party

in the group of connected parties.

e The bank must have at least two independent directors
(not being employees of the registered bank or directors
or employees of any holding company of, or any other
entity capable of controlling or significantly influencing,

the bank in New Zealand).

e The bank must have a chairperson who is not an

employee of the bank in New Zealand.

e The bank’s constitution must not allow the bank’s
directors to act in the interests of a holding company
where to do so would conflict with the interests of the

bank in New Zealand, to the detriment of creditors.

e Asubstantial proportion of the bank’s business must be

conducted in and from New Zealand.
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Banks incorporated overseas and operating in New Zealand
as branches are subject to conditions of registration relating

to the following matters:

e The banking group in New Zealand must not conduct
material non-financial activities and insurance business

in excess of 1 per cent of total consolidated group assets.

e The business of the bank in New Zealand must not
constitute a predominant proportion of the business of

the global bank.

e The bank, on a global basis, must comply with the
minimum capital adequacy requirements applied by the
parent supervisor. Normally, this will require that the
bank complies with at least the Basel minima (ie a
minimum tier one capital ratio of 4 per cent of risk
weighted exposures and a minimum total capital ratio

of 8 per cent).

e The bank on a global basis must comply with the

requirements imposed by the home supervisor.

Mandatory credit ratings

New applicants for registration are required to obtain a credit
rating before registration, so that the rating can be published
in the bank’s initial disclosure statement. A credit rating
applicable to long-term senior unsecured debt must be
maintained thereafter. Banks must obtain and disclose a
credit rating from rating agencies approved by the Reserve
Bank. Currently, these agencies are: Standard and Poor’s,
Moody’s and Fitch Ratings. The Bank permits banks to use
an alternative agency where it is satisfied that the agency
has a satisfactory track record and its rating classifications
are broadly comparable with those of the agencies normally

used by New Zealand banks.

Disclosure requirements

A key feature of the banking supervision framework is the
requirement for banks to make regular, comprehensive
financial disclosures. All registered banks are required to
make quarterly disclosures of key accounting and prudential
information. The main elements of the disclosure

requirements are as follows:
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e Banks are required to issue disclosure statements in two
forms each quarter: a comprehensive General Disclosure
Statement (GDS), containing a wide range of detailed
financial and prudential information; and a Key
Information Summary (KIS), which is a brief document
containing just a summary of key prudential and financial
information (including the bank’s credit rating and recent
changes to that rating). The GDS is aimed at the
professional investor or analyst, while the KIS is aimed
at the non-expert depositor. The KIS must be displayed
and available in every bank branch and be disclosed on
the bank’s website. Banks must make copies of their
GDS available immediately at their head offices and

within five working days from a branch or agency.

e Banks may issue truncated GDS disclosures in the ““off-
quarters” (ie the first and third quarters of their financial
year), while the GDS must be more comprehensive in

the second and final quarters of a bank’s financial year.

« Disclosure statements for the year-end must be subject
to a full external audit, while statements for the half-
year must be subject to a limited scope audit review.
Disclosure statements for the “off-quarters” need not

be audited.

e Banks are required to disclose information relating to
the registered bank itself, its banking group and, where
applicable, the parent bank (where this is publicly

available in the parent bank’s country of domicile).

» Banks are required to obtain and disclose a credit rating
applicable to their long-term senior unsecured New
Zealand dollar debt payable in New Zealand, in both the
KIS and the GDS.

e Forthe end of year and half-year, the financial disclosures
contained in the GDS include comprehensive balance
sheet, income statement, asset quality information,
information on capital adequacy, large exposures,
connected exposures, sectoral exposures, credit rating
and recent changes to that rating, market risk position
(covering interest rate risk, exchange rate risk and equity
risk across the entire bank and banking group), and

descriptions of the bank’s risk management systems.
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Director attestations

A key feature of the banking supervision framework is the
emphasis placed on the role of bank directors. A number of
elements in the framework are designed to sharpen the
incentives for bank directors to take ultimate responsibility

for the sound management of their bank’s risks.

Directors are required to sign their bank’s disclosure
statements, including certain attestations which are published
in the statements. The directors are required to attest

whether, after due enquiry by them, they believe that:

= the registered bank has systems in place to monitor and
control adequately the banking group’s material risks,
including credit risk, concentration of credit risk, interest
rate risk, currency risk, equity risk, liquidity risks and other
business risks, and that those systems are being properly

applied;

e exposures to connected persons (if any) are not contrary
to the interests of the banking group. (This applies only

to locally incorporated banks.);
= the bank is complying with its conditions of registration;

e the disclosure statement is not false or misleading as at

the date on which the statement is signed; and

e the disclosure statement contains all the required

information.

Directors face severe penalties under the Act where a bank’s
disclosure statement is found to be false or misleading,
potentially including fines, imprisonment, and unlimited
personal liability for depositors’ losses where depositors had
relied on a false or misleading disclosure statement. In
addition, directors face a number of responsibilities as
company directors under the Companies Act and at common

law, as do the directors of any company.

Change of bank ownership

The Reserve Bank has recently acquired new statutory powers
to require any change of ownership in a locally incorporated
bank (involving ownership stakes of 10 per cent or more) to
be subject to consent from the Bank. This power is intended
to ensure that the Bank can assess whether any proposed

change of owner of a bank (including a change of ownership
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in a parent bank or other controlling shareholder) will affect
the prudential soundness and standing of the bank in
question and to disallow the ownership change where
appropriate. In assessing whether to give consent to an
ownership change, the Bank takes into account the kinds of
matters to which it must have regard when considering
applications for bank registration. The Bank has the power

to issue its consent subject to conditions.

Monitoring of banks

The Bank monitors all registered banks on an ongoing basis
to ensure that all regulatory requirements under the Act are
being complied with and to maintain a good understanding
of the soundness and operations of the banks. Most of the
monitoring is done on the basis of banks’ quarterly disclosure
statements, although the Bank does occasionally obtain
additional information from banks, such as where the Bank
seeks clarification of a disclosure made by a bank or where
the information disclosed gives cause for concern. The Act
provides extensive powers for the Bank to obtain additional
information, to have that information audited if necessary,

and to have a bank’s affairs investigated.

The information collected from banks is assessed both on a
bank-specific basis and across the banking system as a whole.
In assessing the soundness of the banking system, the Bank
has regard to a range of considerations, including trends in
individual banks’ financial condition, trends in the financial
condition of the banking system as a whole, and comparisons

with other similar banking systems.

The Bank also assesses banking system soundness by
reference to a wider set of considerations, including
macroeconomic developments, developments in financial
and asset markets, a wide range of macro-prudential
indicators, and developments in economies and banking
systems that have the potential to impact on New Zealand’s
financial system — especially Australia. More recently, the
Bank has undertaken a stress testing project with the five
largest banks in New Zealand to test the banks’ capacity to
withstand a range of economic shocks, such as interest rate
and exchange rate shocks and adverse developments in the

economy.
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In addition to this kind of analysis, the Reserve Bank also
holds annual consultations with the senior management of
banks. These provide the opportunity for the Bank to
maintain a deeper understanding of banks’ financial
condition, strategic direction and risk management capacity
than it is possible to glean from reviewing external sources
of information, such as banks’ disclosure statements. The
consultations also provide a useful opportunity to exchange
views on banking industry developments and banking policy

issues.

The Reserve Bank also makes a practice of meeting, at a
senior level, with the boards of the larger banks on a regular
basis, to discuss banking industry developments and higher
level issues relating to each bank. These meetings provide
the opportunity for the Bank to remind directors of its
expectations of their role in overseeing, and taking ultimate
responsibility for, the management of their banks’ risks. In
addition, the Bank meets regularly with the senior
management of most of the parent banks of the larger banks

operating in New Zealand, and with the auditors of the banks.

The Reserve Bank does not conduct on-site examinations of
banks. The Bank has long held the view that on-site
examinations are not necessarily an effective means of
promoting the sound management of risks within banks,
and might even detract from sound management by creating
the impression that the supervisory authority — rather than
the bank’s directors and managers — has ultimate
responsibility for the management of banking risks. The Bank
is also mindful that on-site examinations tend to be costly,
not only in terms of the administrative costs, but also in terms
of imposing potentially high compliance burdens on banks,
including distracting banks” management from the core tasks
of running their bank. However, the Bank has the capacity
under the Act to appoint an investigator where the Bank
has doubts about the accuracy of information provided to
the Bank and also has the capacity to require banks to engage

independent parties to review aspects of their operations.

Itis also useful to note that, under the Act, a bank’s external
auditors are under an obligation to disclose to the Bank any
information which they believe may indicate that the bank
is in serious financial difficulties or information that may assist

the Bank in exercising its supervision powers. Auditors must
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first advise their client of their intention to reveal information
to the bank and they are protected from any legal action
brought against them from disclosure made to the Bank,

provided that the disclosure is made in good faith.

The Bank meets with the banks’ auditors on a regular basis,
generally annually. The Bank also has the capacity to request
meetings with the auditors to discuss specific banking or

disclosure related issues.

The Bank’s responsibilities and powers
when things go wrong

Under the Reserve Bank Act, the Bank has powers and
responsibilities to respond to situations where banks are in
breach of prudential or disclosure requirements or where

they are in financial distress. For example, the Bank can:

e require a bank to supply the Bank with specified
information and to require that information to be
externally audited — although this power can be exercised

regardless of whether a bank is in difficulties;

e require the appointment of a person to prepare an
independent report on a bank’s accounting systems,
internal controls or risk management systems — although,
again, this power can be exercised regardless of whether

a bank is in difficulties;

e appoint a person to search the premises of a bank and
obtain specified information, where the Bank has reason
to believe that information provided to it may be false
or misleading, or where the bank in question has failed

to provide information to the Bank;

e appoint a person to investigate a bank, where the Bank
is considering whether or not to recommend statutory

management or to issue a direction;

= give directions to a bank or to the board of directors or
chief executive of a bank, with the consent of the
Minister of Finance. This power may only be exercised
in limited circumstances, such as where a bank is
insolvent or likely to become insolvent, or is acting
imprudently, or is in breach of conditions of registration,
or is conducting its affairs in a way that is prejudicial to
the soundness of the financial system. The direction

power is broad ranging and would enable the Bank to
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do a number of things, including directing that particular
directors or senior management be removed, that new
persons be appointed, or that the bank cease conducting

specified forms of business or activities;

e recommend to the Minister of Finance that a bank be
placed into statutory management. This can only be
done in limited circumstances, such as where a bank is
insolvent or likely to become insolvent, or is acting
imprudently, or is in breach of conditions of registration,
or is conducting its affairs in a way that is prejudicial to
the soundness of the financial system. Once a bank has
been placed in statutory management, the bank comes
under the full control of the statutory manager. The
shareholders, directors and senior management of the
bank cease to have any powers, other than those
specifically delegated to them by the statutory manager.
In turn, the statutory manager is subject to any directions
which the Bank may wish to give to the statutory
manager in relation to the management of the bank.
Statutory management can be used as a mechanism to
restructure a bank to enable it to continue (in part or in
whole) to conduct business, to sell the bank (again, in
part or in whole), or to close and progressively liquidate
the bank.

In addition to the above powers, the Reserve Bank also has
authority under the Reserve Bank Act to act as a lender of
last resort to the financial system. The Act requires the Bank
to provide lender of last resort facilities to the system where
the Bank is satisfied that this is necessary in order to maintain
a sound financial system. There is discretion as to when the
Bank should lend and how (for example, whether it should
take security or lend unsecured). Within this discretion, the
Bank has made it clear that it would generally only provide
liquidity to a financial institution where the institution has
exhausted market-based sources of finance and the Bank is

satisfied that the institution is in a sound condition.

The above powers are exercisable on a discretionary case-
by-case basis and the nature of the actions taken by the
Bank would depend on the prevailing circumstances.
However, the Bank has indicated that specified corrective
action will be taken in one particular situation — ie where a
bank’s tier one capital ratio falls below 4 per cent and/or the

total capital ratio falls below 8 per cent. In these
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circumstances, the bank would be required to draw up a
plan for restoring its capital to at least the minimum required
level. The bank would be required to submit this plan to the
Bank as soon as practicable after the first occurrence of the
breach and to publish it in the bank’s disclosure statement

at the earliest practicable opportunity.
The plan would need to include the following elements:

* A statement that no distributions to shareholders or to
holders of capital instruments which qualify as capital
for the purposes of the Reserve Bank’s capital adequacy
framework would be made until the bank’s compliance
with minimum capital adequacy requirements has been
restored, unless the bank is contractually obliged to make
such distributions (this will only arise with lower tier two
capital, where it is likely that the bank will be under a
contractual obligation to make interest or dividend

payments).

* A statement that there would be no increase in the
amount of the banking group’s exposure to connected
persons from the level which prevailed at the time of
the first occurrence of the breach (where the level of
the exposure is below the maximum limit) until tier one

and capital ratios are restored to the minimum levels.

e Where a banking group’s tier one capital ratio is less
than 3 per cent, a statement that there would be no
increase in gross credit exposures from the level which
prevailed at the time of the first occurrence of the breach,

until such time as the tier one ratio exceeds 3 per cent.

Other financial system functions of the
Reserve Bank

In addition to its responsibilities for registering and supervising
banks, and for responding to bank distress events, the Reserve
Bank has a range of other financial system responsibilities
under the Reserve Bank of New Zealand Act. The main

responsibilities are summarised below.

Financial system efficiency and soundness

in monetary policy
Under section 10 of the Reserve Bank Act, the Bank is

required, in formulating and implementing monetary policy,
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to have regard to the efficiency and soundness of the financial
system. This means that, although monetary policy is
conducted for the purpose of maintaining price stability and
meeting the policy target specified in the Policy Targets
Agreement (PTA) between the Minister of Finance and the
Governor, the Bank must nonetheless seek to ensure that its
monetary policy actions will not compromise the efficiency

and soundness of the financial system.

To date, this has not been a practical constraint on the Bank’s
ability to conduct monetary policy in a way that is consistent
with the PTA, but it is conceivable that it could be constraining
in some circumstances, such as where the financial system is

experiencing severe difficulties.

Section 10’ relevance also comes into play in the choice of
instruments to implement monetary policy. It acts as a
constraint on the nature of the policy instruments the Bank
could use to achieve monetary policy objectives, suggesting,
for example, the need to avoid instruments that create

significant efficiency impediments in the financial system.

Advising the government on the financial

system

Under the Act, the Reserve Bank has an obligation to give
advice to the government from time to time on the operation
of the financial system. The Bank also provides advice to
government departments or agencies on a range of financial
sector issues, including on matters that lie outside our
regulatory jurisdiction, such as advising on aspects of
insolvency law reform, securities regulation, accounting

standards and regulation of the non-bank financial sector.

Banking legislation

The Bank also advises the government on banking-related
legislation and takes responsibility for preparing draft
legislation where appropriate. Examples of this have included
the reform of cheques law and the implementation of robust

legal protection for netting arrangements.

Overseeing the payment system

The Bank has responsibility for overseeing the payment
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system and has powers to collect and publish information
relating to the payment system. The Bank participates in
banking industry forums on payment system issues and has
played an active role in helping to reform the payment system
and to seek to ensure that those reforms accord with sound
public policy objectives. In particular, the Bank has worked
closely with the banking industry to implement a system of
real time gross settlement for large-value payments and to
formalise robust netting arrangements in the case of deferred
settlements. It has also been working with the industry to
develop robust failure-to-settle arrangements for those parts
of the financial system that settle on a deferred basis (mainly
low-value, high-volume payments) and on governance

arrangements for the payment system.

Operation of inter-bank settlement

The Reserve Bank provides exchange settlement accounts
for registered banks (and potentially other entities) to facilitate
inter-bank settlement of their respective obligations to one
another. The Bank also operates New Zealand’s real time
gross settlement system (ESAS), enabling banks to settle their
inter-bank payment system obligations in real time

throughout the business day.

Designating payment systems

As a result of recent amendments to the Reserve Bank Act,
the Bank has acquired powers to designate payment systems
for the purpose of giving certainty to the finality of payments
made through designated payment systems. These
arrangements are designed to make the rules of a designated
payment system valid and enforceable to the extent that
they deal with the making of payments and taking action to

address a failure-to-settle situation.

Financial stability monitoring and
analysis

In its broader role of promoting New Zealand’s financial
stability and standing ready to respond to an event
threatening the stability of the financial system, the Bank
keeps a close eye on a wide range of factors that can

influence the economy’s financial stability. The Bank monitors
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the financial markets on a day-to-day basis to maintain a
sound understanding of developments in these markets and
to assess any potential threats to financial stability. The main
focus tends to be on the New Zealand foreign exchange
and money markets, but a watchful eye must be kept on
international foreign exchange and capital markets, including

the potential flow-on effects from these markets to our own.

The Bank also monitors and analyses a wide range of
economic and financial developments across the New
Zealand and international economies to assess potential
threats to our financial stability. In particular, a close interest
is taken in developments in asset prices, New Zealand’s
external debt, household and corporate sector borrowing,
and developments in other economies that have the potential
to adversely affect New Zealand’s financial stability. Given
the strong linkages between the New Zealand and Australian
economies, the Bank takes a particularly close interest in
developments in the Australian economy and financial
system, and periodically considers the options for reducing
the risk of flow-on effects to New Zealand resulting from

instability in the Australian economy or financial system.

Stabilising the foreign exchange market

The Bank has responsibility under the Act for advising the
Minister of Finance from time to time on matters relating to
the foreign exchange market, for managing foreign exchange
reserves and for intervening in the foreign exchange market
if directed to do so by the Minister. Since the floating of the
New Zealand dollar in March 1985, New Zealand has
maintained a free floating currency, where the Bank has no
day-to-day role in managing the exchange rate. The Bank
holds reserves of foreign currency and maintains the capacity
to intervene as a contingency measure. Since 1985, the
grounds for any such intervention have been confined to
countering disorderly market conditions and providing
liquidity to the market should it become dysfunctional. The
Bank has not had cause to intervene in the market in that

period, but maintains the capacity to do so.
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4 Regulation of securities
markets and non-bank
financial institutions

and intermediaries

Regulation of securities markets
Another key element in the financial sector regulatory

framework is the regulation of the securities markets.

Since 1978, New Zealand has had a framework of securities
regulation based on the disclosure of information to investors
and the market. These regulations contain requirements for
the disclosure of financial and other information in relation
to the issuers of securities (and in relation to the terms and
conditions of investment products where the offer of
securities is made to the public), disclosure of substantial
security holders’ interests in public issuers, liability for insider

trading, and disclosure by investment advisers and brokers.

Unlike in the case of banking supervision, which is focused
on maintaining a sound and efficient financial system, the
main objective of securities regulation in New Zealand is to
provide investors — particularly members of the public — with
the capacity to make well-informed decisions on investment
choices. It does this in a number of ways, but mainly by
requiring entities offering securities to the public to provide
the prudent but non-expert investor with sufficient
information, both in relation to the issuer and the investment
product, to make a relatively well-informed investment
decision. Through this process, and via other means,
securities regulation aims to foster a sound, well-informed,
efficient and reputable securities environment in New

Zealand, both for domestic and foreign investors.

In contrast to many countries, securities regulation in New
Zealand does not involve the licensing of public issuers of
securities. Any entity can be in the business of issuing
securities to the public without the need to obtain a licence,
provided that they comply with the requirements of the
Securities Act and associated regulations. In the main, these
requirements relate to the need to disclose all material
information about an investment and in relation to the issuer
of the security and, in some cases, to comply with trust deed
or participation deed requirements (involving the

appointment of a trustee or statutory supervisor to oversee
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compliance with the provisions of the trust deed for the

benefit of investors).

Similarly, there is no licensing process for those who wish to
engage in the business of advising on investment matters.
Anyone can perform this function, provided that they comply
with the Investment Advisers (Disclosure) Act 1996 and other
applicable laws. Again, these requirements mainly relate to

the disclosure of information to a client or potential client.

One of the objectives of government policy in this area is to
maintain the attractiveness of the New Zealand financial
markets to domestic and overseas investors and to maintain
the cost effectiveness of regulation for local and international
firms. The securities law reform work programme currently
under way is focussed on achieving a number of supporting
goals, all of which seek to promote confidence and
participation in New Zealand’s financial markets. These goals

include to ensure that:

* the interests of investors are adequately protected;

New Zealand businesses have opportunities to seek
capital in a cost-effective manner without unnecessary

compliance costs;

e transaction costs are minimised for consumers and

businesses in domestic and international markets;

e markets, businesses and consumers have access to
information that enables them to conduct business

effectively and make informed investment decisions;

e New Zealand’s international connections enhance and
increase opportunities for investment and business

growth;

* regulation promotes accountability and responsibility in

business practices;

« there are robust financial market institutions, such as
securities exchanges, brokers and advisors, and effective

regulatory bodies; and

» the regulatory framework is sufficiently flexible and
durable to encompass future change in the nature of

securities products and market characteristics.

The reform programme has included and includes:
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e Introduction of the Takeovers Code with effect from 1
July 2001. The intention of the Code is to align New
Zealand’s takeovers regime with international best
practice, while also giving greater confidence to small
and minority investors by providing them with fair and

equal treatment and participation in takeover situations.

e Thereview of securities trading law currently under way.

The key policy decisions in relation to this review include:
» the introduction of a new insider trading regime;

e the introduction of a more comprehensive market

anti-manipulation regime;

e the introduction of a range of criminal and civil
penalties for breaches of securities trading law and
more consistent remedies across all areas of securities
law. In addition, the Securities Commission will be
given a consistent enforcement role across securities

law; and

* improvements to the substantial security holder
regime, investment adviser disclosure regime and the
way in which New Zealand securities trading law

applies to entities and financial products.

e The review of the Securities Act 1978 and other issues.
The substantive work on this review will be undertaken
after the review of securities trading law is completed.
The review will consider possible changes to the
regulation of securities offerings, including whether there
should be licensing of financial intermediaries, and a
review of the Unit Trusts Act and the provisions relating
to contributory mortgages and any other securities law
issues that are necessary to achieve a consistent package

of securities laws.

Main regulatory agencies in the area of
securities law

The main bodies regulating the New Zealand securities
market and other aspects of the financial sector are the
Securities Commission, the Ministry of Economic
Development (including the Registrar of Companies, the
Regulatory and Competition Policy Branch, and the Insurance
and Superannuation Unit), the Government Actuary and the

Takeovers Panel.
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Securities Commission

The Securities Commission is a statutory body established
under the Securities Act 1978. The responsibilities, powers
and authority of the Commission are defined in the Act and
in the Securities Markets Act 1988 and other enactments.
The Commission’s functions include reviewing and
commenting on securities law and practices; reviewing and
commenting on activities on securities markets and the rules
of those markets; and co-operating with securities regulators
overseas. To carry out these functions, the Commission has
powers to receive evidence, require persons to provide
information, summon witnesses, obtain information on
behalf of similar bodies overseas, and receive undertakings
that are enforceable by the courts. The Commission can
also take civil action in respect of some market activity. The
Commission has the power to exempt issuers of securities
from aspects of the Securities Act and Regulations and the
Securities Markets Act on terms and conditions it considers

appropriate.

Ministry of Economic Development

The Ministry of Economic Development, through its
Regulatory and Competition Policy Branch, is the agency with
primary responsibility for advising the government on
securities law, company law, financial reporting law and other

matters governing business law in New Zealand.

Companies Office

The Companies Office of the Ministry of Economic
Development administers the registration of corporate bodies
and corporate documents, including prospectuses issued
under the Securities Act. It also conducts the functions of
the Registrar of Building Societies and the Registrar of Credit
Unions. The Companies Office has jurisdiction over
companies, incorporated societies, building societies, unit

trusts, charitable trusts, friendly societies and credit unions.
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Insurance and Superannuation Unit of

the Ministry of Economic Development

The Ministry supervises the management of registered
superannuation schemes, promoting compliance with the
Superannuation Schemes Act 1989. It also ensures that
insurance companies comply with the statutory obligations
under the Life Insurance Act 1908 and Insurance Companies’
Deposits Act 1953, and administers the Insurance Companies

(Ratings and Inspections) Act 1994.

The regulation of superannuation and life insurance is
handled within the Insurance and Superannuation Unit (ISU)
of the Ministry. The ISU performs a number of functions,

including:

the registration of new superannuation schemes;

e reviewing superannuation scheme membership transfer

documentation;

e auditing of superannuation scheme trust deed

amendments;

e dealing with superannuation scheme member

complaints;

= providing a help desk facility for life, general insurance

and superannuation scheme matters;

= implementation of decisions and directions of the
Government Actuary, including matters involving
actuarial valuation and related technical issues, including

reversion of assets; and

e auditing of superannuation scheme trustee annual
reports to ensure compliance with the Act, processing
classification requests in terms of section GD8 of the
Income Tax Act 1994, management of superannuation
scheme wind-ups and cancellations, accounts receivable

system, invoicing, and billing schedule queries.

Government Actuary

The Government Actuary is a statutory position and operates
from the Insurance and Superannuation Unit of the Ministry
of Economic Development. Among other matters, the
Government Actuary has responsibility for auditing the
activities of trustees of superannuation schemes and their

advisers, providing advice to trustees, and investigating
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complaints in relation to superannuation schemes and their
trustees and advisers. Under the Superannuation Schemes
Act, the Government Actuary has responsibility for reviewing
superannuation scheme trustee annual reports and actuarial

reports, trust deeds and amendments to trust deeds.

Takeovers Panel
The Takeovers Panel is a statutory body, established under
the Takeovers Act. Its general functions are set out in the

Act. These include, among other things:

to keep under review practices relating to takeovers of

specified companies;

* to investigate any act or omission or practice for the
purpose of exercising its enforcement powers and

functions under Part Il of the Takeovers Act;
e to make determinations and orders; and

* to make applications to the High Court in accordance

with Part Ill of the Takeovers Act.

The Panel can also use its powers to co-operate with overseas

regulators.

Securities market regulation

The Securities Act 1978 and Securities Markets Act 1988
are the principal statutes governing the regulation of
securities markets in New Zealand. The core element in both
of these Acts is the concept of “security”, given that most
of the regulatory requirements relate to the issuance of or

dealings in securities.

Definition of security

The Securities Act, together with the Securities Regulations
1983, defines “security” and imposes legal requirements in
respect of offers of securities to the public. The term security

is defined in the Securities Act as:

“any interest or right to participate in any capital, assets,

earnings, royalties, or other property of any person”.
This is a broad definition and encompasses:

e equities;
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e debt securities (eg bank deposits, debentures, bonds,

certificates of deposit and convertible notes);
e interests in a superannuation scheme;
» life insurance policies (other than term policies);
e interests in a unit trust; and

e participatory securities (eg interests in partnerships and

syndicates).

The Act does not expressly define “the public”, but does
provide guidance as to how the phrase should be interpreted,
the effect of which is to cast the definition widely. The intent
underlying this is to ensure that the prudent but non-expert
investor (as opposed to the professional investor) is provided
with sufficient information in relation to the entity issuing
the security, and in relation to the security itself, as to make

a relatively well-informed investment decision.

The effect of the wide definition of ““security”” and “public”
is that the disclosure requirements of the Act apply to all
financial institutions and other entities which issue securities
to the public, including unit trusts, superannuation schemes,
banks, finance companies, building societies, credit unions,
friendly societies and life insurance companies (except in
relation to term policies), except where an explicit exemption

applies.

Statutory exemptions apply in respect of debt securities
offered by registered banks, the Crown (New Zealand
Government) and the Reserve Bank. In the case of registered
banks, the disclosure statements issued in accordance with
the Reserve Bank’s disclosure regime substitute for the
registered prospectus requirements applying to other public
issuers of debt securities. In addition, offers of interests in
call debt securities, call building society shares and bonus

bonds are exempted under the Securities Act.

The Commission also has the power to exempt any person
or class of person from the requirements of the Securities
Act or the Securities Regulations, subject to such terms and
conditions as it thinks fit. Exemptions are granted to remove
rigidities in the law and to facilitate the offer of new
investment products in a timely and cost effective manner.
In determining its policy in respect of exemptions, the
Commission considers the need to avoid conferring a

competitive advantage on particular investment providers.
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Investment statements and prospectuses

As noted above, one of the main objectives of securities law
in New Zealand is to promote an environment in which
investors can make relatively well-informed investment
decisions. Much of the Securities Act and Securities
Regulations therefore focus on disclosure — both in relation

to an investment product and the issuer of securities.

With some exceptions, issuers of securities to the public are
required to issue an investment statement. The purpose of
the investment statement is to provide key information to
the prudent but non-expert investor, covering such matters
as the main terms and conditions of the security being offered
and the nature of the risks associated with it. The investment
statement is the primary disclosure document. An issuer may
not allot a security to a subscriber if the subscriber has not
received an investment statement before subscribing for the

security.

The investment statement is an “advertisement” for the
purposes of the Securities Act and is subject to the
requirements of the Act and the Securities Regulations 1983
relating to advertisements for securities. The Regulations
prescribe the information which is required to be contained

in an investment statement.

In addition to the investment statement, there must generally
be a registered prospectus for an offer of securities to the
public. This prospectus must be registered with the Registrar
of Companies and be provided to prospective investors on
request. It contains more detailed information concerning
the offer of securities than the investment statement,
including details of the terms and conditions applicable to
the security and financial information relating to the entity
offering the security. The matters required to be disclosed
in the prospectus are set out in the Act and the Regulations

and include comprehensive financial statements of the issuer.

The Securities Act also prescribes a role for the Registrar of
Companies in registering prospectuses, deeds of participation
and trust deeds. The Registrar may refuse to register a
prospectus, a deed of participation or a trust deed if it
contains any misdescription or error, and must refuse to
register a prospectus if it contains false or misleading

information.
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The First, Second and Third Schedules to the Securities
Regulations prescribe in detail the financial information to
be contained in prospectuses for equity securities, debt
securities and participatory securities respectively. If that
information is already contained in financial statements
registered under the Financial Reporting Act 1993, it need
not be contained in the prospectus. However, the prospectus
must refer to the financial statements and these must always

accompany the prospectus.

In the case of unit trusts, life insurance and superannuation
schemes, the prospectus must refer to financial statements
that comply with, and have been registered under, the
Financial Reporting Act and these must always accompany
the prospectus. Schedule 3B of the Securities Regulations
1983 sets out information required to be contained in a
prospectus for life insurance policies, while Schedule 3C
prescribes the information that must be disclosed in a

prospectus for superannuation products.

Role of the trustee and statutory

supervisor

Another feature of securities regulation in New Zealand is
the role of a trustee in respect of debt securities and a
statutory supervisor in respect of participatory securities.
Under the Securities Act, there must generally be a trustee
for an offer of debt securities and a statutory supervisor for
an offer of participatory securities. The purpose of this
requirement is to provide some protection to depositors and
investors, whereby an independent person oversees the issuer
on behalf of depositors and investors and has the capacity
to intercede where the terms of the trust deed or deed of
participation are not complied with by the issuer. In effect,
this arrangement has some of the properties of a private
supervisory arrangement, where the trustee performs some
of the functions that a formal supervisory authority would
typically perform in jurisdictions where financial institutions

are required to be licensed and supervised.

The Securities Regulations contain rules relating to the
content of the trust deed and the deed of participation and
the Act contains rules on the appointment of the trustee
and the statutory supervisor. Trust deeds typically contain a

number of covenants designed to ensure that the affairs of
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the issuer are managed prudently, and often include
provisions relating to maximum exposure concentration,
minimum capital requirements and liquidity requirements.
The trustee and the statutory supervisor must be either a
trustee corporation or a person approved for the purpose by

the Securities Commission.

Advertising securities

In general, an issuer is free to advertise an offer of securities
as it pleases, provided that the advertisement refers to the
availability of an investment statement and does not contain
any untrue statement or any information that is likely to
deceive, mislead or confuse about any particular that is
material to the offer. There are a number of provisions in
the Act and Regulations relating to the content of
advertisements. The intention of these is not to reduce the
types of information which may be contained in an
advertisement but to ensure that the information in the

advertisement is presented fairly and truly.

A certificate must generally be completed by the directors
of the issuer in respect of each advertisement at the time
that the advertisement is distributed. This certificate must
state that the directors of the issuer have read, seen or
listened to the advertisement, that the advertisement
complies with the Act and the Regulations, that it is not
likely to deceive, mislead or confuse with regard to any
particular that is material to the offer of securities, and that

it is not inconsistent with the registered prospectus.

The Securities Commission has responsibility for administering
the regulatory requirements relating to the advertising of
securities and for taking enforcement actions where

appropriate.

Investment advisers and brokers

Another feature of securities regulation in New Zealand is a
requirement for investment advisers and brokers — those who
are in the business of giving advice to clients on investment
matters — to disclose certain information to their clients. As
in the case of issuing securities, there is no requirement for
investment advisers to be licensed and no formal qualification

requirements. Instead, the requirements relate to disclosure,
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so that clients can make relatively well-informed decisions
as to the choice of investment adviser and whether to rely

on the advice received from a particular adviser or broker.

The disclosure requirements for investment advisers and
brokers are contained in the Investment Advisers (Disclosure)
Act 1996, which applies to investment advisers and
investment brokers. Investment advisers and brokers must
disclose to investors, before receiving any funds or giving
any investment advice, any convictions for dishonesty,
adjudications of bankruptcy, or prohibitions from taking part
in company management during the last five years.
Investment brokers must disclose their procedures for
handling money before receiving any funds from the public.
Investment advisers must disclose on request to investors
their qualifications, experience, and any relevant relationships

or financial interests that may influence the adviser’s advice.

The Act also provides for civil and criminal liability for breaches
of the Act, and for Court orders prohibiting investment

advisers and brokers from acting as such.

The government has recently agreed to a number of changes
to the Investment Advisers (Disclosure) Act to strengthen
the disclosure requirements, strengthen the penalties
available against investment advisers and enable enforcement
of the provisions by the Securities Commission. Key changes

include:

e to require the current on-request information to be

disclosed by an adviser before advice is given;

e to require advisers to update a disclosure if there has
been a material change after it is given but before the

client has received advice;

» to make the recommendation of illegal offers of securities

an offence;

* togive the Securities Commission and the Court greater

powers to enforce the disclosure provisions;

= the ability for the Commission to suspend, and the Court
to prohibit, investment advisers from operating in

specified circumstances; and

e to allow the Commission to issue exemptions from

disclosure requirements.
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Enforcement powers of the Securities
Commission

An important element in securities regulation is the
enforcement of the law. Under the Securities Act, the
Securities Commission has a wide range of powers to deal
with breaches of the Act or associated regulations, including

the power to:

e suspend or prohibit the distribution of an investment
statement where the Commission is of the opinion that
it is likely to deceive, mislead or confuse with regard to
any material particular, or is inconsistent with any
registered prospectus referred to in it, or does not comply

with the law;

= suspend or cancel the registration of a prospectus which
it considers to be false or misleading or not to comply

with the law;

= prohibit the distribution of an advertisement which it
considers is likely to deceive, mislead or confuse, is
inconsistent with the prospectus or does not comply with

the law;

e require any person to produce for inspection any relevant
documents or information in their possession, and to
inspect and/or copy those documents or that

information;

e authorise the Registrar of Companies or any other
suitable person to undertake an inspection on behalf of

the Commission;

e summon witnesses to appear before the Commission to
give evidence and/or produce documents, and to receive

evidence on oath;

e receive in evidence statements, documents or
information, whether or not those statements,
documents or information would be admissible in a court

of law;

e require witnesses before the Commission to answer

questions;

e obtain information on behalf of an overseas regulator,

subject to the consent of the Minister of Commerce;
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. accept undertakings from persons, and seek Court orders
penalising any person who breaches such an

undertaking;

e hear proceedings in private, and to make confidentiality

orders about its proceedings.

As a general rule, the allotment of a security offered to the

public for subscription is:

e void if at the time of subscription there was not a

registered prospectus relating to the security; and

« voidable if the subscriber did not receive an investment
statement relating to the security before subscribing for

the security.

If an allotment is void the subscriptions must be repaid.
Directors of the issuer may be jointly and severally liable for

repayment.

The Act provides for both civil and criminal liability in respect
of misstatements in advertisements or prospectuses, offering
or allotting securities in contravention of the Act, or

obstructing the Commission in its work.

Takeovers

The Takeovers Code applies to “voting securities™ in “code
companies”. A “voting security” is an equity security that
confers a currently exercisable right to vote at a shareholders’
meeting. It does not include shares held as treasury stock,
debt or other non-voting securities, even if they are

convertible into voting securities.

A “code company” is a New Zealand company that is, or
was in the 12 months before the takeover, listed on a
registered securities exchange or has 50 or more shareholders
and $20 m or more in assets. The Takeovers Code does not
apply to listed entities that are not companies (such as listed
managed investment schemes). Takeovers of those entities
continue to be governed by the relevant provisions of the
Listing Rules of registered companies.
The scheme of the Takeovers Code is to create a general
rule — known as the “fundamental rule” — and provide
exceptions to that fundamental rule. The fundamental rule

is that no person can become the holder or controller of:
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* more than 20 per cent of the voting rights in a code

company; or

e anincreased percentage once that person already holds
20 per cent or more of the voting rights in a code

company.

The Takeovers Code creates exceptions to the fundamental

rule, allowing voting securities to be purchased or acquired:

e under a “full offer” in accordance with the Takeovers
Code;

= under a “partial offer” in accordance with the Takeovers
Code;

* under an allotment or acquisition approved by an
ordinary resolution of the code company in accordance

with the procedure set out in the Takeovers Code;

e under a “creeping” acquisition, which allows a
shareholder who already holds or controls between 50
per cent and 90 per cent of a code company to acquire
or increase control up to an additional 5 per cent of that
shareholder’s lowest holding in the preceding 12-month

period; or

* by means of a compulsory acquisition if the shareholder
holds or controls 90 per cent or more of the shares in

the code company.

Sharebrokers

The Sharebrokers Act 1908 provides that no person shall act
as a sharebroker unless they are the holder of a sharebroker’s
licence. No firm shall act as a sharebroker unless every partner
is the holder of such a licence, and no company shall act as
a sharebroker unless every person acting for it in that behalf

is the holder of such a licence.

“Sharebroker” is defined as “...any person, firm, or
company who, for remuneration, sells or purchases shares
for or on behalf of or as agent for any other person; but

does not include:

e abank selling or purchasing shares for its customers in

the ordinary course of its business; or

* aperson who is authorised under section 38(1) of the
Securities Markets Act 1988 to carry on the business of

dealing in futures contracts to the extent that that
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person, for remuneration, sells or purchases options to
acquire or sell shares for or on behalf of or as agent for

any other person.”

Applications for a sharebroker’s licence are made to the
District Court. If the District Court Judge is satisfied that the
applicant is a fit person to be the holder of a sharebroker’s
licence, the Court will, on payment of a fee of $250, grant a
sharebroker’s licence to the applicant. Information about

sharebrokers’ licences is held on District Court Registers.

Sharebrokers who are members of the NZX must comply
with the requirements for admission to membership of NZX.
The Board of NZX regulates admission and sets out minimum
standards required of applicant firms. It is also empowered
to take disciplinary action against firms which breach NZX

requirements and rules.

Other aspects of securities market

regulation

In addition to disclosure requirements for securities issuers
and investment advisers and brokers, the Securities
Commission has some other responsibilities in relation to
the securities market. In this context, the Securities Markets
Act regulates various activities on securities markets,

including:

= defining and imposing civil liability for insider trading

and tipping;

e giving the Securities Commission, public issuers, and
persons buying or selling securities in a public issuer of
securities the right to bring actions for insider trading or
tipping;

e providing a statutory framework for continuous
disclosure of information to securities markets by public
issuers of securities under the listing rules of registered
exchanges, and providing remedies (including Court
orders or action by the Securities Commission) where

this is not done;

= providing for disclosure by directors and senior officers
of public issuers of securities of any trading by those

people in securities of these issuers or related issuers;
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= requiring persons with substantial holdings of securities
in public issuers of securities to publicly disclose those

holdings, and significant changes in those holdings;

< providing for the registration of securities exchanges by
the CEO of the Ministry of Economic Development. In
order for an exchange to be registered, its conduct rules
must be approved by the Governor-General on the
recommendation of the responsible Minister. The
Minister must recommend approval of the rules unless
the Minister is satisfied that it is not in the public interest
to do so or the rules do not meet the purpose of the
provisions relating to continuous disclosure. The Minister
must consult the Securities Commission before making

a decision on whether to approve the rules.

e empowering the Securities Commission with the ability
to review and oversee the conduct rules of such securities

exchanges; and

» regulating dealings in futures contracts by requiring
persons to be authorised by the Securities Commission
to deal in futures contracts, and providing for the
regulation of futures exchanges. The Commission has
authorised the New Zealand Futures and Options
Exchange and the self-regulatory arrangements adopted

by that Exchange.

The Securities Markets Act establishes a co-regulatory model
for the regulation of securities markets, whereby NZX (and
any other exchanges established in the future) are the primary
regulators of their markets, while the Securities Commission
provides a supervisory oversight role, stepping in where the
integrity or efficiency of New Zealand’s capital markets may

be damaged or the interests of investors undermined.

In order to ensure the Commission can effectively supervise
the market, the regime contains a number of provisions that
provide the Commission with supervisory and monitoring
powers, including an obligation on all registered exchanges
to notify the Commission of certain matters, particularly
disciplinary actions taken by that registered exchange and

breaches of the requirements of continuous disclosure.
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Contributory mortgage schemes

Interests in contributory mortgages are securities for the
purposes of the Securities Act, but have their own separate
disclosure regime in the Securities Act (Contributory

Mortgage) Regulations 1988.

Interests in contributory mortgages are offered to the public
by contributory mortgage brokers, who must be registered
with the Registrar of Companies, and must carry on business

through a nominee company and a trust account.

Contributory mortgage brokers are exempted from the
requirements to register a prospectus and provide an
investment statement, but instead must have either a special
authority or general authority from each investor authorising
the broker to hold and invest their funds. A special authority
is an authority for the broker to invest funds in a particular
mortgage, while a general authority is an authority for the
broker to invest funds in one or more mortgages as the broker

sees fit.

The broker must provide to the investor a disclosure
document setting out information about the particular
mortgage. This document is an advertisement for the
purposes of the Securities Act, and so potentially attracts
the same civil or criminal liability under the Act as for
advertisements. Disclosure must include a valuer’s report in

respect of the property subject to the mortgage.

Superannuation schemes and life
insurance

The Ministry of Economic Development (MED) has
responsibility for administering the regulation and supervision
of superannuation schemes and life insurers. It supervises
the management of registered superannuation schemes to
ensure compliance with the Superannuation Schemes Act
1989. It also ensures that life insurers comply with the
statutory obligations under the Life Insurance Act 1908, and
administers the Insurance Companies (Ratings and
Inspections) Act 1994 and Insurance Companies’ Deposits
Act 1953 (which applies to general insurers). The Ministry
also houses the Government Actuary and provides advice to
government on the legal framework for insurance and

superannuation.
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The regulation of superannuation and insurance is handled
within the Insurance and Superannuation Unit (ISU) of the

Ministry. The ISU performs a number of functions, including:

the registration of new superannuation schemes;

e reviewing superannuation scheme membership transfer

documentation;

e auditing of superannuation scheme trust deed

amendments;

e dealing with superannuation scheme member

complaints;

» providing a help desk facility for life, general insurance

and superannuation scheme matters; and

* implementation of decisions and directions of the
Government Actuary, including matters involving
actuarial valuation and related technical issues including

reversion of assets.

Superannuation schemes

Superannuation schemes are governed by the
Superannuation Schemes Act 1989 and the Securities Act
1978. The Superannuation Schemes Act provides for the
registration of superannuation schemes and governs all

registered schemes. The Act requires:

* trustees of superannuation schemes to provide scheme
members with a copy of an annual report, which must
contain the information stated in the Second Schedule
to the Act (mainly relating to information on the financial

performance and status of the scheme);

e trustees, solicitors or administration managers to provide
certificates of compliance with the Act in respect of every

new trust deed and deed of amendment of a trust deed;

* trustees of certain types of schemes to obtain an actuarial
report on the financial position of the scheme at least
once every three years. The report is to be received by a
superannuation scheme’s trustees within 7 months of
the date on which the examination is made and a copy
must be sent to the Government Actuary when received

by the trustees;

Reserve Bank oF New ZeaLanp: Bulletin Vol. 66 No. 4



e a copy of the actuarial report is to be made available

upon request to scheme members.

The Superannuation Schemes Act emphasises the role and

responsibilities of trustees, combining the elements of:
e trustees’ freedom of action;

= trustees’ responsibility for their actions; and

= transparency of trustees’ actions.

Trustees are required to act in the best interests of the scheme
members and beneficiaries at all times, in accordance with

the trust deed and general law.

The Government Actuary’s activities in relation to

superannuation schemes generally involve:

e discussing particular problems with trustees and their

advisers;
e auditing the activities of trustees and their advisers; and

e investigating complaints regarding activities of trustees
and/or promoters and/or administration managers of

registered superannuation schemes.

The Government Actuary tends to place equal emphasis on
the examination of financial matters relating to
superannuation schemes and on the audit of trust deeds

and their amendments.

Life insurance

The regulation of life insurance in New Zealand is mainly
focused on disclosure (both of life insurance product terms
and conditions, and associated risks, and also of the financial
position of the insurer), although there is a licensing
framework and life insurers are required to undergo
independent actuarial assessments. The main laws governing
life insurance are the Securities Act and the Life Insurance

Act 1908.

For the purposes of the Securities Act, a life insurance
company is defined as “... any person or association of
persons, whether incorporated or unincorporated, which,
in the course of business issues or is liable under, life insurance
policies”. The Securities Act applies to life insurance policies
(with the exception of term life insurance), requiring life

insurers to issue prospectuses and investment statements.
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The Securities Regulations detail the matters required in a

registered prospectus for life insurance policies.

Term life insurance is exempted from the requirements of
the Securities Act and Regulations, but is covered by the Life
Insurance Act. This Act, which was modelled on similar
legislation in the United Kingdom, has not been substantially
modified since its enactment and is now acknowledged to
be in need of review. A review of life insurance regulation
by the Law Commission is in its early stages. The Law
Commission is due to report back to the government by 31

October 2004.

The Act requires all life insurers to submit annual returns to
the CEO of MED, covering financial information, including
an income statement and balance sheet, the summary of an
actuary’s report regarding aspects of the insurer’s financial
condition, information on a life insurer’s life insurance and
annuity business, and statements showing details of policies
issued and discontinued in the year under review. These
returns must be filed within 9 months of the end of the

company’s financial year.

The CEO of MED is empowered to obtain additional
information from life insurers. The Government Actuary may
use that information to report to the Minister of Commerce
where appropriate, such as where the Government Actuary
has concerns in relation to a life insurer. The Minister can
apply to the High Court to have a life insurance company
made subject to judicial management. Where it appears
that there is a likelihood that a life insurance company is, or
will be, unable to meet its liabilities to policy-holders, the
High Court can make the company subject to judicial
management. Judicial management is intended to enable
the company to be restructured or exited in an orderly

manner.

Life insurers are required, upon commencement of business,
to lodge a deposit of $500,000 with the Public Trustee for
the benefit of policy holders. This was intended to create a
minimum size hurdle for the entry of new life insurers and
to provide limited protection for policy holders in the event

that the insurer fails.

The Life Insurance Act requires monies obtained by a life

insurer from policy holders to be held separately in a Life
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Insurance Fund, which may not be used for any other business

of the life insurer.

Building societies

Building societies are established and governed by the
Building Societies Act 1965. Much of the Building Societies
Act has been repealed as a result of the deregulation of the
financial sector in the mid to late-1980s. Most of the former
restrictions applicable to building societies have been
removed. Under the Act as it now stands, building societies
can perform a broad range of financial services, similar in
substance to those of banks and other major financial
intermediaries, including deposit-taking, lending (including
for purposes other than purchasing a house) and payment

services.

The main remaining provisions in the Act now relate to the
need for building societies to be registered with the Registrar
of Building Societies (who operates under the Office of the
Registrar of Companies), to file with the Registrar annual
returns, covering the society’s financial statements and related
information and any amendments to a building society’s rules,
and other similar administrative matters. Under the Act, the
Registrar also has the power to conduct inspections into the
affairs of societies and a number of miscellaneous powers,
including the power to appoint auditors to a building society

and make various directions.

Building societies are subject to the standard disclosure
obligations of the Securities Act and to the broad range of

consumer protection law applicable in New Zealand.

Under the Building Societies Act there is provision for building
societies to convert to companies and register under the

Companies Act.

Credit unions

Credit unions are incorporated under the Friendly Societies
and Credit Unions Act 1982. A credit union must be
registered by the Registrar of Friendly Societies and Credit
Unions and must file annual returns to the Registrar. The
Registrar has a number of powers in relation to credit unions,
including the power to appoint an inspector to investigate

the affairs of a credit union, to call a special meeting of the
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members of a credit union and to apply to have a credit
union placed into liquidation. In addition, the Registrar has
the power to suspend the business of a credit union in

specified circumstances.

The Act places restrictions on the activities of credit unions,
including restricting them to take deposits only from their
members and providing for the specification of a maximum
amount to be lent to members. The Act also sets out a
range of administrative matters, including audit requirements,
an obligation to maintain general reserves, obligations in
relation to accounting records and various matters relating

to the operational structure of credit unions.

Unit trusts

Unit trusts are governed by the Unit Trusts Act 1960 and the
Securities Act 1978. They are widely used as vehicles for
investment funds marketed to retail investors. The Unit Trusts

Act requires:
e schemes to be established as trusts under a trust deed;

« the appointment of a manager and a trustee, who are
both charged with the same fiduciary duty to act in the
best interests of the unit holders. The manager and the
trustee must not be controlled by the same persons (ie

they must be independent);

« only trustee corporations, or other companies approved
by the Minister of Commerce, may be appointed as

trustees of the funds;

The Minister of Commerce, or the High Court, on application
by unit holders holding at least one tenth in number or value
of units issued, may appoint inspectors to investigate and

report on the affairs of any unit trust and its manager.

Competition policy and law

Two other laws that impact on the financial sector regulatory
framework are the Commerce Act 1986 and the Fair Trading
Act 1986. The Commerce Act prohibits anti-competitive
conduct and makes mergers and acquisitions of companies
and other business entities subject to the approval of the
Commerce Commission in specified circumstances. The

prohibitions relating to anti-competitive conduct cover both

Reserve Bank oF New ZeaLanp: Bulletin Vol. 66 No. 4



dominant firm conduct and collusive conduct, including a
prohibition on price fixing. The Commerce Act applies widely
across all sectors of the economy, including the financial

sector.

The Fair Trading Act is consumer protection legislation which,
among other things, prohibits misleading or deceptive
conduct in trade. As such, it has a supporting role to play in

deterring such conduct in financial markets.

The Commerce Act establishes the Commerce Commission
as a quasi-judicial enforcement agency. The Commission
has broad statutory powers to investigate alleged
contraventions of the Commerce Act and Fair Trading Act
and to seek the imposition of remedies and substantial
financial penalties from the High Court for breaches of these

Acts. In addition, the Commerce Commission can grant:

e advance clearance for mergers and acquisitions if it

considers that a proposal is not anti-competitive; or

« advance authorisation for mergers and acquisitions and
most forms of conduct if it considers that the proposal

is of net benefit to the public of New Zealand.

Measures to combat money laundering
and the financing of terrorism

A further element of financial sector regulation relates to
the prevention of money laundering and of the financing of
terrorism. New Zealand has a number of laws to help detect
and combat money laundering and the financing of terrorism,

including:

. the Proceeds of Crime Act 1991, which provides for the
restraining of assets derived from serious crime and their

eventual forfeiture to the Crown following conviction;

e the Mutual Assistance in Criminal Matters Act 1992,
which implements New Zealand’s international
obligations to facilitate requests for assistance in criminal

investigations and prosecutions;

e the Crimes Act 1961, which creates an offence of money
laundering. The money laundering offence refers to
proceeds from all serious crimes (i.e. those punishable

by a minimum sentence of five years imprisonment);

e the Financial Transactions Reporting Act 1996, which
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imposes obligations on banks and other broadly defined

financial institutions to:

« verify the identity of customers when new bank
accounts are opened, when certain transactions are
conducted (including cash transactions of $10,000
or more), or where money laundering transactions

are suspected;

e retain records of transactions and customer

verification details;
e report suspicious transactions; and

e report certain movements of currency across New

Zealand’s borders;

e the Suppression of Terrorism Act 2002, which comprises
a range of measures required to meet New Zealand’s
obligations at international law, specifically in relation
to the International Convention on the Suppression of
Terrorism Bombing, the International Convention on the
Suppression of the Financing of Terrorism, and United

Nations Security Council Resolution 1373.

The government agencies with prime responsibility for
controlling money laundering activities in New Zealand are
the Police, Customs Department and the Serious Fraud Office.
The Ministry of Justice is the lead agency in respect of policy
development and coordination of New Zealand’s response
to international anti-money laundering initiatives. The
Reserve Bank has responsibility for overseeing anti-money

laundering measures in the banking sector.

New Zealand endorses the objectives of the Financial Action
Task Force (FATF) — the international body responsible for
developing and promoting anti-money laundering principles
and practices. An inter-departmental working group, led by
the Ministry of Justice, is charged with reviewing and
overseeing New Zealand’s compliance with FATF principles
and other related international requirements or guidelines
(such as those promulgated by the United Nations). This
group is also responsible for providing advice to government
on possible statutory or regulatory initiatives to facilitate New

Zealand’s compliance with FATF’s principles.

New Zealand participates in FATF Plenary meetings and
meetings of the Asia/Pacific Group on Money Laundering (a

regional body comprising government agencies dedicated
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to combating money laundering and similar activities), and
contributes to initiatives to encourage the adoption of, and
compliance with, FATF’s principles by other countries in the

Asia Pacific region.

The Reserve Bank’s role and interest in combating money
laundering stems from its statutory responsibility for
prudential supervision of the banking system and its aim to
ensure that the legislative, accounting and institutional
infrastructure is conducive to the overall soundness and
efficiency of the financial system. With a focus on ensuring
the continued integrity of the New Zealand financial system,
the Reserve Bank has also been concerned to ensure that
processes put in place to combat money laundering do not
compromise system efficiency unduly (eg through the

imposition of high compliance costs).

Measures in place to encourage banks and other financial
institutions to comply with their legislative and regulatory

obligations as pertaining to money laundering include:

() New Zealand company law, which prevents persons
convicted of crimes of dishonesty (including money
laundering) from managing companies. The supervision
of banks and various regulations governing non-bank
financial institutions have the effect of placing character
and criminal history restrictions on persons who can
manage or direct financial institutions, or persons who
may act in a professional capacity with respect to
soliciting funds. In the non-bank financial institution
sector, these constraints are reinforced to some extent
by the supervision conducted by governmental
authorities, such as the Registrar of Friendly Societies

and Credit Union;

(i

=

New Zealand company law, which places strong
obligations on company directors generally, and imposes
personal liability on them in circumstances such as money
laundering. As a result, directors may require regular
and intensive systems and compliance audits of
companies they govern. Many New Zealand institutions
already subject themselves to audit scrutiny of their

systems in order to comply with legislative requirements.

(i) A bank’s “standing”, which is an important consideration

for registration in New Zealand. This means that there
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is an expectation that banks should be of good reputation
and high integrity. A bankinvolved in money laundering

could lose its bank registration.

(iv) The market-oriented banking supervision arrangements
introduced in January 1996 for banks, which creates the
incentives to comply with money laundering
requirements. Among other things, these proposals
place an increased focus on directors’ responsibilities by
way of a requirement for public attestations by directors
regarding the adequacy of internal control systems which

banks have in place to monitor and control business risks.

—
<
=

Fines and prison sentences associated with New Zealand’s
financial transaction reporting requirements and the
money laundering offence, which provide very strong
incentives for all financial institutions to comply with the
Financial Transactions Reporting Act and related

legislation.

In addition to having these incentive structures in place, the
Bank has issued a policy statement on money laundering,
which encourages banks to observe the Basel Committee’s
guidance on “Customer due diligence for banks” issued in
2001. Moreover, the New Zealand Bankers’ Association has
developed its own anti-money laundering guidelines. Banks
in New Zealand have followed these guidelines since 1991.
The New Zealand Police, under the provisions of the Financial
Transactions Reporting Act 1996, have published anti-money
laundering guidelines applicable to all financial institutions

entitled “Guidance Notes for Financial Institutions™.

5 Role of private sector
associations in the

financial sector

Although the regulation of the financial sector is principally
undertaken by the government through its various agencies,
a number of industry associations and securities market
exchanges also play an important role in overseeing aspects
of the financial sector. In some cases, as with NZX, private
sector bodies have formal self regulatory functions, and work
with government agencies to oversee aspects of the financial

system. In other cases, industry associations provide guidance
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to member financial institutions, develop and encourage
compliance with industry standards, and provide a point of
liaison between the industry and the government. And some
industry bodies or professional associations have responsibility
for developing and enforcing codes of conduct and providing
mechanisms for resolving customer complaints in relation to

their members.

This section of the paper summarises the main functions of
some of the principal industry associations and securities

market exchanges in the New Zealand financial sector.

New Zealand Exchange Limited

New Zealand Exchange Limited (NZX) owns and operates
New Zealand’s national stock exchange. It was established
on 31 December 2002 upon the demutualisation of the

former New Zealand Stock Exchange.

NzX is currently the only registered securities exchange in
New Zealand, having been registered under the Securities
Markets Act 1988. The Act contains provisions regulating
the establishment and on-going operations of securities
exchanges. Under this Act, a body cannot hold itself out as
a securities exchange unless it is registered under the Act.
Furthermore, the Act imposes restrictions on persons
operating a securities exchange in certain circumstances. To
become a registered securities exchange, a body corporate
must, among other things, have its Conduct Rules approved
by Order in Council by the Governor-General on the
recommendation of the Minister of Commerce, who must
consult the Securities Commission before making that

recommendation.

NzX’s Conduct Rules have been approved pursuant to the
Act. The Conduct Rules govern the relationship between
the registered exchange and the entities with their securities
listed on the exchange (called Listing Rules) and the rules
that govern the conduct of business on the market and
persons who are authorised by the exchange to conduct

trading activity on the exchange (called the Business Rules).

NZzX provides facilities for trading in a wide range of securities.
While equities (shares) constitute the majority of trading, in
recent years there has been significant growth in the listing

and trading of hybrid securities and debt securities. Exchange-
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traded investment funds (comprising portfolios of
investments held in unit trusts or similar investment vehicles)

are also gaining popularity.

As well as allowing companies to raise capital by listing on
an NZX market and providing the trading platform, NZX

performs other functions. These include:
e writing the rules for market activity;
e authorising intermediaries to trade on its markets;

» thesurveillance of intermediary activity and enforcement

of market rules;
e monitoring ongoing information disclosure;
e establishing IT and communication facilities;
e disseminating information; and

e ensuring trades clear and investors’ money changes

hands in an orderly fashion.

NZX’s Business Rules set the standard of conduct required
by NZX Firms and NZX Brokers. The rules are designed to
protect the interests of investors and market participants and

promote market integrity. They cover:

e prudential and systemic risk management standards;
= minimum requirements for dealing with clients;

e good stockbroking practice;

e rules for trading securities;

e requirements for designation as an NZX firm or NZX

broker; and

e procedures for handling complaints and disputes and
for disciplinary action against firms or brokers found in

breach.

The rules are supplemented by the NZX Code of Practice
and NZX Regulations, which also specify practices required

of firms and brokers.

NZX supervises compliance with the Business Rules and has
recently assumed responsibility (from a third party audit firm)
for the annual auditing of NZX firms. A key part of this
audit role is to assess risk, capital adequacy, technological
compliance and the record keeping and client order
procedures of NZX Firms and NZX Brokers to ensure

compliance with the Business Rules. Spot compliance checks
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are also conducted. This compliance programme involves
more proactive risk management of key issues faced by

brokers than the previous compliance programme.

NZzX uses a technology-based market surveillance system
(SMARTS), combined with surveillance analyst interpretation,
to ensure that irregular market behaviour is detected and
through investigating breaches and applying sanctions. NZX
is continually upgrading its ability to monitor and oversee
market activity. Data obtained from SMARTS are provided
to the Securities Commission where there is a suspicion of

possible insider trading.

NZX’s legal and regulatory team investigates potential
breaches of NZX Business Rules by brokers. As part of an
investigation, the team may interview brokers, inspect their
records and examine the behaviour of brokers and their
compliance with the rules. Where it appears a broker or
firm has breached the rules, the matter may be passed on to
the Complaints Committee or the Disciplinary Committee,
both being external disciplinary bodies established by NZX.
If a breach is found to have occurred, penalties can be

imposed.

NZzX has entered into a Memorandum of Understanding with
the Securities Commission to facilitate an exchange of
information between the two bodies, including in relation

to breaches of NZX rules and requirements.

New Zealand Bankers’ Association
The New Zealand Bankers’ Association represents registered
banks and provides a range of services to its members. These

services include:

e The development and promotion of a self-regulatory
Code of Banking Practice. The purpose of the Code is
to record and communicate to the public the minimum
standards of good banking practice that members of
the Bankers’ Association are expected to observe to
maintain good relationships and communication with

their customers.

. Development of co-operative inter-bank procedures and
standards for retail payment methods, such as direct

debits and automatic payments.

e Coordination of payment system procedures for aspects
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of the payment system, such as in relation to governance

and failure-to-settle mechanisms.

 Development of collective priority documents for

securities over real and personal property.

e The review of public policy proposals and draft law and
regulations that affect the banking industry, and the
preparation of submissions to government agencies and

Parliament on these matters.

e Provision of payment statistics from data supplied by

members.

Financial Services Federation

The Financial Services Federation is a finance industry
association with a voluntary membership mainly comprising
finance companies and building societies. The main functions

of the Federation are to:

e review government policy proposals and draft laws
relevant to the Federation’s members, make submissions
on those proposals and provide a channel for
government to use in consulting and working with the

industry;

* provide a mechanism for resolving customer complaints

in relation to any of its members; and

* liaise with other financial sector associations on relevant

issues affecting the financial sector.

Investment Savings and Insurance
Association

The Investment Savings and Insurance Association represents
a number of participants in the life insurance,
superannuation, savings and managed fund industries. The

Association’s main functions include:

e reviewing government policy and proposed laws
applicable to its members and making submissions to

government and Parliament;

» liaising with government agencies and others to promote

the savings industry; and

e encouraging a high standard of industry practice in the
relationships between the Association’s members and

their customers.
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Association of Superannuation Funds of
New Zealand

The Association of Superannuation Funds of New Zealand
represents employer/employee superannuation and pension
schemes as well as their professional advisers and service
providers. It seeks to promote employment-related

superannuation and aims to do this by:

e representing the interests of trustees of superannuation
schemes and employer/employee groups in areas such

as economic, political and public education;

e supporting its members through education and

information; and

e reviewing government policies and proposals and draft
law relevant to the superannuation industry, and making
submissions to government and Parliament on behalf

of its members.

New Zealand Association of Credit
Unions

The New Zealand Association of Credit Unions is the largest
body in New Zealand representing the interests of credit
unions. Its purpose is to help promote and develop credit
unions through training and advice on all credit union
management. The Association also provides a range of
banking, insurance and information services and products
to its members, including current account and revolving credit
facilities and liquidity support. In addition, the Association
reviews government proposals and law changes relevant to
its members and provides submissions to government and

Parliament on these matters from time to time.

Office of the Banking Ombudsman

The Banking Ombudsman scheme was set up by the banking
industry in 1992 as a free, external and independent process
to help bank customers sort out their unresolved problems

with banks. The scheme is available to a wide range of bank
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customers, including individuals, partnerships, clubs and
companies, so long as the complaint is against one of the
registered banks participating in the Ombudsman scheme.
Under the scheme, the Banking Ombudsman cannot deal

with complaints:
e about a bank’s commercial judgement;

e about a bank’s interest rate policies or the amount of its

standard fees and charges; or

e if the claim is for more than $120,000, or $150,000 in

the case of banking services relating to insurance.

The Banking Ombudsman has considerable powers, including
to investigate a complaint, award compensation to cover
direct financial loss or damage up to $120,000, or $150,000
in the case of banking services relating to insurance, and
compensate for inconvenience up to $4,000. There is also
power to make other recommendations as necessary, such
as the correction of a mistake, the return or disclosure of

documents, or the restoration of an account.

Office of the Insurance and Savings

Ombudsman

The Office of the Insurance and Savings Ombudsman is an
independent and impartial disputes resolution service in
relation to insurance and savings companies and other
organisations that participate in the scheme. The services
provided by the scheme are available to any policy-holder or
customer in a dispute with his/her insurance/savings company
or organisation, about personal or domestic insurance, or

savings services.
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