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WHO GUARDS
THE GUARDS?

Regulatory Governance in New Zealand

Roger Partridge and Amy Thomasson
Foreword by Gary Banks AO

The New Zealand Initiative is an independent public policy think tank supported by
chief executives of major New Zealand businesses. We believe in evidence-based
policy and are committed to developing policies that work for all New Zealanders.

Our mission is to help build a better, stronger New Zealand. We are taking the
initiative to promote a prosperous, free and fair society with a competitive, open and
dynamic economy. We develop and contribute bold ideas that will have a profound,
positive, long-term impact.
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Foreword

While it is generally accepted that
productivity growth is the key

determinant of a country’s living

standards over time, it is not
always appreciated how important
government regulations are to this. Government
spending on infrastructure and R&D programs
tends to get top billing. But regulations can
reduce the incentives for firms to be innovative
and cost-conscious, as well as inhibiting
management capacity to make productivity-
enhancing changes. It is very important to

an economy’s performance, therefore, that
regulations secure (legitimate) policy goals in the
most cost-effective ways possible.

This is only partly a matter of formal regulatory
design. How well regulations are administered
and enforced can be just as important. A
regulator may use the discretion available to

it in ways that ameliorate costs or compound
them, that enhance benefits or diminish them.
In practice, how it performs depends not just
on resourcing, skills or experience but, more
fundamentally, on the incentives and disciplines
to ‘get it right’. As argued in this innovative
study, ‘governance’ — accountability structures
within and around organisations — plays a

crucial role.

The study draws on detailed survey-based
information from business about the
performance of New Zealand’s key regulators.
The authors’ conclude from the responses that
the (non-executive) board model of governance
needs to be more widely adopted, particularly for
corporate cops with an economy-wide beat.

Any study that relies on business views about
the performance of regulators is susceptible to
the ‘Mandy Rice Davies defence’: ‘they would
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say that wouldn’t they?” Moreover, the number
of survey respondents, while impressive, is not
large, increasing the potential for response bias.
But the findings of this study cannot be so
easily dismissed. They are backed by detailed
OECD work that finds the preferred governance
model to be the ‘gold standard’ for independent
regulators. And they accord with both theory
and evidence from other countries, including

my own.

One should not underestimate the challenges
faced by regulators who, as Harvard Kennedy
School’s Malcolm Sparrow has observed, often
are expected to meet unrealistic and competing
objectives. However regulators have not always
risen adequately to the challenge. Indeed, in
reviews undertaken for Australian governments,
and latterly my experience on the board of a
global financial company, I have been astounded
at the imposed reporting burdens, the degree of
intrusiveness and prescription, and signs of an
adversarial ‘them and us’ culture deep within
regulatory bodies. What is the explanation?

Part of it reflects understandable risk aversion.
As an Australian Financial Review headline once
put it, ‘It’s risky being a regulator!’. When things
go wrong, regulators generally cop the flack and
the blame. So despite the academic attractions
of ‘responsive’ and ‘risk-based’ regulation,

it can make sense to regulators for them to
concentrate on stopping any adverse events, even

at considerable cost.

The behaviours and culture of regulators can
also be influenced by various forms of ‘capture’.
In Australia, and I suspect New Zealand, these
rarely include the standard form found in
economic textbooks, whereby regulated entities
subvert their regulator. More relevant are:



capture by non-regulated interests (such as
environmental lobbies averse to certain business
activities); capture by szaff who self-select into
regulatory organisations that accord with their
personal interests or beliefs (e.g. pro social justice
or anti big business); and capture by politics, or a
natural wish to be popular. Most regulators are
creatures of politics and they can rarely afford to
be oblivious to the forces of the day.

At a more prosaic level, there is also capture by
precedent, as admitting past error can be highly
problematic for a business regulator, given the
economic as well as reputational implications.

I would argue that these phenomena, which
rarely feature in policy discussion, are inherent to
the ‘regulatory craft’ and have been a major cause
of regulatory costs and failures.

There are of course no simple solutions. But the
universal tendencies just described constitute a
strong case for systems of regulatory governance
with robust checks and balances, such as the
board model proposed in this study. As the
study further argues, however, these need to

be buttressed by expert external oversight,

and by processes to help ensure that senior
appointments are judiciously made. This last
point deserves special emphasis. For in the end,
as for companies and countries, the quality of

leadership can be decisive.

Gary Banks AO
Professorial Fellow, Melbourne Institute
Senior Fellow, Centre for Independent Studies

Chair, OECD Regulatory Policy Committee
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Introduction

Quis custodiet ipsos custodes?
— JUVENAL, SATIRES'

“Who will guard the guards?” has been a
troubling question since Plato’s Republic. More
than two millennia later, it is regulatory agencies,
rather than armies, who wield many of the
powers of the state. And though these agencies
focus on protecting consumers rather than
defending citizens against external enemies, the
question remains as relevant today as it was in

ancient Greece.

The arsenals of our modern-day regulators

are fully loaded. Whether it is the Commerce
Commission, the Financial Markets Authority
(FMA), or the Reserve Bank of New Zealand
(RBNZ), they have powers to compel, powers
to prohibit and powers to prescribe. And the
regulators do not hesitate to use them.

Having power is one thing. Exercising it wisely,
fairly and predictably is another. And that brings
us to Juvenal’s question: Who guards consumers
against regulatory failure? It is an important
question. Yet we give much less thought to how
to govern our regulatory agencies than we give to

how we should 277 them.

Indeed, our regulators come with a pick-and-mix
of different governance models. Some have
governance boards, some do not. Some have

a panel of commissioners, some have only

one. Some are equipped with well-respected
expertise and decision-making capability, and

some are not.

As with the guards of old, confidence in the
guardians of 21st-century commerce matters.

If that confidence is misplaced, it can have
disastrous consequences. We saw this only

too clearly with the losses to retail investors
from the collapse of New Zealand’s finance
company sector during the global financial crisis
(GFC). Had the former Securities Commission
been awake to the risks finance companies
posed — and the extent of unlawful conduct
within the sector — those losses would have been
much less than the estimated $3 billion suffered

by investors.?

Poor decision-making by regulators can also

cause harm by stifling innovation or imposing
unnecessary costs on regulated businesses. And

if market participants lack respect for their
regulators or lose confidence in their decisions,
this may cause both uncertainty and risk aversion.
The consequential impairment to economic
efficiency may increase costs, harming the very
consumers regulators are created to protect.

Of course, we can expect regulators to be
unpopular at times with the businesses they
regulate. It is, after all, their job to place
boundaries on what businesses can and cannot
do. And when businesses stray outside the
boundaries — or appear to — it is the regulator’s
job to hold them to account.

But just as we expect communities to respect the
police, we should also expect the regulators of
commerce to have the respect of the businesses

they regulate.

1. Satires VI, lines 347—348.

2. Commerce Committee, “Inquiry into Finance Company Failures” (Wellington: New Zealand Parliament, 2011), 7.
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Unfortunately, this respect cannot be taken for
granted. A poor regulator can take perfectly
reasonable law and, at one extreme, make it
ineffective or, at the other, oppressive.

It is not surprising some of our most important

regulatory agencies earn little respect.

In its 2014 report, Regulatory Institutions and
Practices, the Productivity Commission found a
litany of shortcomings with regulatory agencies
in New Zealand. Some, it said, placed significant
weight on managing risks to themselves over
efficiently managing social harm? Others had
poor internal communication, with employees
feeling unable to challenge flawed practices,
contributing to a perception that the regulators
were unwilling to learn from their mistakes.*

More generally, the Commission found that
regulatory workers in central government
thought senior managers did not communicate
a clear organisational mission.’ It concluded that
the governance structures of regulators were

ad hoc rather than based on sound governance
principles, with discrete appointment processes
for governance roles.®

Unfortunately, the Commission did not identify
the regulators with poor governance structures,
or the necessary changes. This shortcoming
reflects no failing on the part of the Productivity
Commission, which can only answer the
questions it is asked. And its terms of reference
tasked the Commission with identifying
system-wide improvements, not commenting on
individual regulators.

This report picks up where the Productivity
Commission left off. We met with New Zealand’s

major consumer groups to gain their views on

leading commercial regulators. We surveyed
New Zealand businesses and asked them to rate
and rank the commercial regulators they deal
with across a range of performance metrics. And
we conducted follow-up interviews with those
interested in sharing their views with us in more
detail.

While this report is heavily informed by the
perspective of the regulated, we also obtained
several other perspectives. We interviewed chairs,
past chairs, chief executive officers and other staff
(past and present) of several important regulators,
including the FMA, the RBNZ, the Commerce
Commission, the Electricity Authority, and the
Opverseas Investment Office (OIO), along with
officials from many government departments

monitoring regulatory performance.

We have undertaken case studies on three
regulators — the FMA, the RBNZ, and the
Commerce Commission. All three might be
described as economic regulators, with their
influence spanning the economy. If any business
regulators are to be respected, it is these three.
Yet our research found comparatively poor
levels of respect for the latter two and the FMA
scoring comparatively well. This aligns with
anecdotal evidence from the business community
that the board governance model has markedly
improved the FMA’s performance compared to

its predecessor, the Securities Commission.

Two aspects of the FMA’s internal governance
arrangements, both copied from the private
sector, are particularly thought to contribute

to the authority’s higher ratings. First, the
governance and management functions were
separated by re-designating the ‘chair’ role
under the Securities Commission to a part-time
position, and delegating substantial regulatory

Ibid. 94.
Ibid. 5, 102.
Ibid. 9, 257.

[N Y

Productivity Commission, “Regulatory Institutions and Practices” (Wellington: Productivity Commission, 2014), 5, 96.
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decision-making responsibility to a high-
powered chief executive” Second, the executive
‘commissioner’ positions were transformed into
non-executive board roles. In tandem, these two
factors appear to contribute to greater levels of
accountability by the executive decision-making
organ of the FMA and also to better expertise at
the board level.

Our research evaluates this anecdotal evidence.
We then consider whether there are lessons to
be learnt from these changes for the governance

of other regulators, including the Commerce
Commission and the RBNZ.

We also looked at the external governance ot
regulatory agencies, including monitoring by
ministers, departments, and central agencies,
and the processes for appointing high-level
agency leaders.

In the corporate world, shareholders conduct
the external monitoring of a firm’s board and
management, and financial analysts for listed
companies. This is a critical accountability
mechanism, involving highly motivated experts.
In situations of conflict, the courts can also

play an important role.

With regulatory agencies, ministers and
departments play the role of a company’s
shareholders in monitoring whether regulators
are effective and efhicient, and follow due process.
And the courts play an even more important role
in monitoring the exercise of regulatory power
through the appeals and review processes.

But just how realistic is it to expect department
ofhicials and typically non-expert ministers to

hold specialist regulators like the FMA, the

Commerce Commission, or the Electricity
Authority to account?

Not surprisingly, the Productivity Commission
found variable effectiveness of external
monitoring.® It identified issues with capability
and resourcing, role confusion, and compliance-
based monitoring, but did not report enough on
a regulator’s performance and strategy.’

The Productivity Commission’s solution was

to introduce peer review within the Crown’s
Performance Improvement Framework (PIF)

run by the State Services Commission.”® The
government did not accept this recommendation.
Our research suggests an even better

alternative to peer review based on Germany’s
Monopolies Commission.

Finally, our research examines options to
strengthen the processes for appointing board
members to regulatory agencies. In a real
sense, this is the most important element of
external governance. If ministers do not select
the right people for the job, the benefits of
good institutional design will be wasted. Good
governance on its own is worthless.

This report is divided into six chapters.

Chapter 1 explains what regulatory governance
is, why it matters, what good regulatory
governance looks like, and also explores the
role of institutional design in ensuring market
participants retain confidence in the regulatory

agencies they interact with.

Chapter 2 describes the hotchpotch of
institutional form and governance models

that characterise New Zealand’s commercial

Y ®©

Ibid.
10. Ibid. 4s5.
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regulatory agencies, shortcomings in the
governance and performance of agencies the
Productivity Commission identified in 2014,
and the steps the government has taken to
remedy them.

Chapter 3 sets out the results of our survey of
New Zealand businesses on the performance of

the agencies that regulate their business activities.

Chapter 4 examines the policy reforms to
financial markets regulation in the wake of the
GFC. Among other changes, those reforms saw
the governance arrangement of the principal
financial markets regulator transform from

the ‘commission model’ of the Securities
Commission, to the FMA’s ‘board governance
model’, Drawing on the results of our survey,

we also evaluate the effects of the transformation.

Chapter s studies two key financial regulators:
the Commerce Commission and the RBNZ.

It then recommends reforms based on the results
of our survey and one-on-one interviews with
survey respondents, past and present leaders,
and staff of the three regulatory agencies we
have studied.

Chapter 6 recommends reforms for New Zealand’s
regulatory governance structures in light of

our findings.

THE NEW ZEALAND INITIATIVE
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CHAPTER1

Regulatory governance - principles

and practice

Governance and leadership are key vehicles
to drive culture, talent, evaluation and
performance towards high-quality regulatory
decision making.

— CHORUS LIMITED"

1.1 What is regulatory governance?

References to ‘governance’ are usually preceded
by the word ‘corporate’. Indeed, forests worth
of paper have been consumed with writings on
best practice corporate governance. Much less
has been written on regulatory governance.

Yet the modern-day powers regulators wield
over everyday commerce mean good regulatory
governance is also vital.

Many of the principles are similar too. As Michel
Prada and Neil Walter noted in their 2009
Report on the Effectiveness of New Zealand’s

Securities Commission:

A large volume of research suggests that
the basic principles of corporate governance
— including a split of governance and
management functions — are likely to be of

benefit to all organisations.™

And though regulators have broader

accountabilities than private sector companies,”

the principles of corporate governance

help explain the critical accountabilities.™
Agency theory, for example, is applicable in
the regulatory sphere, where the regulator
(rather than a company) is the agent, and
the minister (rather than the shareholder)

is the principal. Departments and central
government agencies act in a similar way to
shareholders (or investment analysts on their
behalf), monitoring regulators on behalf of
the minister.

Regulatory governance refers to both:

a. Internal governance — the system of
direction and control within an organisation
that determines who makes decisions and
how they are made;” and

b. External governance — the mechanisms
that exist both to:

* appoint the leadership of the
regulators; and

* monitor the regulators and hold them
accountable to Parliament through the
authority exercised by the central organs
of the state, such as the executive and
the legislature and associated central
ministries, or other authorities responsible
for the control and supervision of
public organisations.”

1. Chorus Limited, “Submission on the Productivity Commission’s Draft Report on Regulatory Institutions and Practices,” DR 91 (2014), 4.

12. Michel Prada and Neil Walter, “Report on the Effectiveness of New Zealand’s Securities Commission,” op. cit. 24.
13.  OECD, “The Governance of Regulators, OECD Best Practice Principles for Regulatory Policy” (Paris: OECD Publishing, 2014), 70.
14. Michel Prada and Neil Walter, “Report on the Effectiveness of New Zealand’s Securities Commission,” op. cit. 24.

15. Rob Laking, “Distributed Public Governance: Principles for Control and Accountability of Agencies, Authorities and other
Government Bodies,” in OECD, Distributed Public Governance: Agencies, Authorities and Other Government Bodies (Paris: OECD
Publishing, 2002), 268; Productivity Commission, “Regulatory Institutions and Practices,” op. cit. 9.

16. 1bid. 268.
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1.2 Why regulatory governance matters

While the content of regulations is undeniably
important, it does not exist in a vacuum.
Efhicient and effective regulators are needed to
administer and enforce regulations to achieve
their policy goals.”

The behaviour of regulators in their application
and enforcement of regulations has an enormous
effect on outcomes.” As Malcolm Sparrow
observed in 7he Regulatory Craft: Controlling
Risks, Solving Problems, and Managing
Compliance, “Regulatory agencies, by their
conduct, can take perfectly reasonable law and
produce oppressive outcomes.”™ History tells us
they can also do the reverse, and make reasonable
laws ineffective.?

The behaviour of regulatory agencies is shaped by
their governance arrangements.” A well-governed
public sector organisation will enhance public
and stakeholder confidence in the organisation

in much the same way as a well-governed
company.” And it is critical that all stakeholders
have confidence in a regulator’s exercise of
decision-making power.

‘All stakeholders” means not just the politicians
from whom a regulator derives its power, but
also the public whose interests the regulations
are designed to protect. It means those being
regulated. And for the regulatory agencies

charged with regulating commerce, it means the
businesses themselves.

If public trust in regulators is poor or misplaced,
consumers may suffer. The losses of retail investors
from the finance company failures during the
global financial crisis illustrate this only too well.
Investors’ reliance on the Securities Commission’s
policing of the finance company sector proved
misplaced. Had the Commission been awake

to the risks posed by the behaviour of finance
companies, the $3 billion loss suffered by retail
investors would doubtless have been smaller.

Regulators also need to have the confidence of
the market participants they regulate — or risk
stifling innovation, creating uncertainty, and
increasing risks and costs for business. As Vector
noted in its submission to the Productivity
Commission in 2013, “.. regulatory design that
allows or incentivises poor regulatory practice
undermines confidence in the regime and
distorts investment decisions.”™ This not only
impedes productivity but also passes on higher
costs to consumers.

1.3 Characteristics of good governance

As with corporate governance, there is no
universally accepted best practice for public
governance.” There are however broad principles of
good practice endorsed in most OECD countries.”

17.  OECD, “The Governance of Regulators, OECD Best Practice Principles for Regulatory Policy,” op. cit. 3.

18.  William Kovacic, “Distinguished Essay: Good Agency Practice and the Implementation of Competition Law,” in

Christoph Hermann, Markus Krajewski and Jorg Philipp Terhechte, eds. European Yearbook of International Economic Law

(New York: Springer, 2013), 322, 4.

19. Malcolm Sparrow, 7he Regulatory Craft: Controlling Risks, Solving Problems, and Managing Compliance (Washington, DC:

Brookings Institution Press, 2000), 6.

20. The example of the Securities Commission’s ineffective regulation of finance company disclosure is a good example of this (see Chapter 4).

21.  Productivity Commission, “Regulatory Institutions and Practices,” op. cit. 2.

22.  Michel Prada and Neil Walter, “Report on the Effectiveness of New Zealand’s Securities Commission,” op. cit. 22.

23. Vector, “New Zealand Productivity Commission Inquiry into Regulatory Institutions and Practices: Submission on Draft

Report,” DR 98 (2013), 16.

24. Rob Laking, “Distributed Public Governance,” op. cit. 268. For corporate governance principles in New Zealand, see the Institute

of Directors, “The Four Pillars of Governance Best Practice” (Wellington: Institute of Directors, 2017).

25.  OECD, “The Governance of Regulators, OECD Best Practice Principles for Regulatory Policy,” op. cit. 3

12 WHO GUARDS THE GUARDS?



Good governance involves a system of checks
and balances that ensure three things. First,
regulators are ¢ffective — that is, they achieve their
regulatory mandate. Second, they are efficient —
that is, they achieve their mandate in the most
cost-effective and least intrusive way. And third,
they have appropriate standards of behaviour — by
acting according to the rule of law and the
principles of natural justice, and, predictably,
transparently and with proportionality.>®

The characteristics of good governance include:

a. Effective internal governance systems to ensure
the organisation:

* sets appropriate strategies, policy
frameworks, priorities and objectives;

* sets appropriate standards of behaviour,
including in relation to conflicts
of interest;

* has an appropriate delegation framework
to ensure clear allocation of decision-
making and other responsibilities within
the organisation;

* has appropriate systems of internal control;

* has the resources and capabilities it needs
to be effective;

* consults with all stakeholders and is
accountable to them; and

* regularly evaluates its regulatory
performance against the strategies,
policies and objectives, and other
relevant performance criteria it has
defined; and

b. Effective external monitoring systems to:

* ensure the agency is complying with its
legislative mandate(s);

* hold the regulator to account for its
strategy and substantive performance;

* evaluate its procedures and management
methods; and
* undertake periodic reviews of its strategic
objectives, decision-making, and
institutional framework; and
c. Robust appointment processes informed by
high-quality analysis of the skills needed by
those appointed to governance and leadership
roles; and
d. An appropriate level of political independence
and robust, formalised systems to ensure any
political involvement in regulatory decision-
making is transparent.

1.4 Alternative internal governance models -
Strengths and weaknesses

Regulatory agencies come with a range of
governance models. The OECD identified the
three most common internal governance models
for independent regulators in its report titled
Best Practice Principles for Regulatory Practice:
The Governance of Regulators:

a. the board governance model;
b. the commission model; and
c. the single-member regulator.

The board governance model has been described
as the “holy grail of accountability mechanisms
for regulators.”™® It derives from corporate
governance, and is becoming increasingly
prominent among independent regulators in
OECD countries.” Prominent commercial
regulators favour it in the United Kingdom,* as
do most statutory Crown entities in New Zealand

(including the FMA).

26. Arie Freiberg, The Tools of Regulation (Sydney: Federation Press, 2010), 258—268.
27.  OECD, “The Governance of Regulators, OECD Best Practice Principles for Regulatory Policy,” op. cit. 69.

28. Joanna Bird, “Regulating the Regulators: Accountability of Australian Regulators,” Melbourne University Law Review 35:3 (2011),

739=772 771
29. Ibid.

30. The Financial Services Authority and Competition Markets Authority in the United Kingdom both have governance boards.
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The United Kingdom's principal competition
regulator, the Competition Markets Authority (CMA),
has a hybrid board governance model. The CMA
was formed in 2014, following a merger between
two competition regulators, the Competition
Commission and the Office of Fair Trading.

The CMA s led by a board that comprises
the Chair, the Chief Executive, three Executive
Directors, and several Non-Executive Directors.
The non-executive members are drawn from varied
backgrounds and appointed for the skills and
experience they bring, rather than as representatives
of particular interests. They include members with
expertise in industry and commerce.”

The CMA has two delivery directorates: an
Enforcement Directorate and a Markets and
Mergers Directorate.’” These are headed by
the Executive Directors responsible for the
management and delivery of the cases and
projects in their areas.”

The premise for the delegation from the
board to the executive is it is neither practical nor
desirable for the CMA board to make individual
enforcement decisions that require detailed
analysis of evidence and applying relevant
legislation. Similarly, though it adopts and publishes
prioritisation principles, which are needed for
transparency and demonstrating consistency, the
board does not decide which cases to pursue.’*

Instead, for the most part, the board's role
is governance:

a. Itdetermines and guides how decisions
are made, the processes involved, and the
resources drawn on to analyse the evidence
and inform the decisions; and*

b. lItisresponsible for setting the strategic
direction of the CMA.

As a consequence, the CMA's board is
accountable for most decisions of the organisation
without actually being the key decision-maker - it
is directly responsible for some key operational
decisions reserved to it.?

The board delegates almost all its functions
to committees or sub-committees, and variously
delegates decision-making powers to senior
individuals in the CMA, usually to the Executive
Directors. The Executive Directors in turn delegate
power to other ‘director level' staff for what are
called Phase 1 decisions. These can include merger
clearance decisions.

Complex cases requiring more detailed analysis
are referred to an Independent Panel, who begin
a fresh assessment of the merits.’” These are
referred to as Phase 2 decisions.

These layers of internal safeguards enhance
the independence and credibility of the CMA's
decision-making process.’® The CMA board is well
placed to monitor its own the performance; most
of its members are non-executive, so they are
both parts of the leadership team and hold the
executive to account.”

31.

32.
33.
34.

35-

36.

37
38.

39-

14

David Currie, Alex Chisholm and Tim Jarvis, “Institutional Design and Decision-Making in the Competition and Markets

Authority,” CPI Journal 10 (2014), 13.
Ibid. 15.

Ibid.

Ibid. 14.

Ibid. 15

Ibid. 14.

Annetje Ottow, Market and Competition Authorities: Good Agency Principles (OUP, 2015).
David Currie, et al. “Institutional Design and Decision-Making in the Competition and Markets Authority,” op. cit. 14.

Ibid.
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Under this model, governance and executive
functions are carried out separately. The board
is responsible for governance, and the CEO and
management team for executive functions. For
obvious reasons, an empowered board — one with
the power to appoint the CEO,* set strategy,
and ‘say no’ to management — is critical to the
model’s success.” The board, rather than the
statute that established the entity, is the source
of the CEO’s delegated powers. Without this,
the CEO is unlikely to be fully accountable

to the board.

The board governance model comes in both

‘pure’ governance and ‘hybrid’ forms. In the pure
model, all regulatory decision-making is delegated
to the chief executive. In the hybrid model, the
board delegates most executive functions to the
CEO, but may reserve some powers for itself in
high risk, technical or sensitive areas.

Separating the governance and executive roles
institutionalises a strong internal accountability
mechanism. And inserting a board between
executive decision-makers and politicians gives
the regulator several outside perspectives and

specialist expertise.

The disadvantages of the model — or at least the
perceived disadvantages — are it has the potential
to blur the lines of accountability between

the regulator and the relevant Minister,” and
having part-time outside governors increases

the risk of conflicts. However, the first concern
is misplaced. While the presence of a board

will dilute the accountability of the CEO to the
Minister, the board will be fully accountable. The
concern about conflicts may also be overstated.
In practice, the number of board members can

be set at a level to allow a potentially conflicted

board member to step aside.

The commission model also involves multi-
member decision-making. Executive and
governance functions are typically vested in a
panel of commissioners.# In the board governance
model the ‘chief” executive is accountable to the
board, in the commission model the CEQO is
typically the chair of the commission.

As in board governance, the commission model
brings the advantage of multiple perspectives
and specialist expertise to regulatory decision-
making. Commissioners are typically engaged
full-time, or near-full-time, reducing the risk of
conflict between their commission duties and
outside interests.

The main disadvantage of the commission model
is it lacks the inherent internal accountability
mechanism of board governance. As the
commissioners are both the cooks and the
bottle-washers, it is difficult for them to hold
themselves to account. The requirement that
commissioners perform executive functions in
addition to their governance role also reduces

the pool of candidates with current, specialist
expertise (especially industry expertise) willing to

put their hand up for the job.

Under the single-member regulator model,
decision-making power is vested in one person
responsible for most of the substantive regulatory
decisions.** While he or she may consult
internally (or externally where necessary and
appropriate), or delegate other decisions to the

40. Rob Laking, “Distributed Public Governance,” op. cit. 276.

41.  OECD, “The Governance of Regulators, OECD Best Practice Principles for Regulatory Policy,” op. cit. 68.
42.  See John Urhig, “Review of the Corporate Governance of Statutory Authorities and Office Holders” (Canberra: Department of

Finance, 2013), 65.

43. OECD, “The Governance of Regulators, OECD Best Practice Principles for Regulatory Policy,” op. cit. 69.

44. Ibid.
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staff, ultimate decision-making power rests with
the individual.

The advantages of the single-member regulator
model are obvious. It is a cost-effective model.

And with only one (usually full-time) decision-
maker, there are both clear accountabilities and

minimal risks of conflicts with outside interests.

However, the model reduces the potential for
diversity of views and increases the potential
for error or ‘maverick’ decision-making both

in setting strategies, priorities and objectives,
and in regulatory decision-making.# The model
also precludes objective internal monitoring
and accountability, making effective external
monitoring all the more necessary.

1.5 The role of institutional form

Institutional form is crucial in determining
the available internal governance options.

If the regulator has been constituted within

a government department, rather than as a
statutory Crown entity,*° it is unlikely to have
an independent board. The OIO, a regulatory
unit within Land Information New Zealand
(LINZ),# is an example.

In practice — at least in New Zealand — the
legislature’s decision about institutional
form is a precursor to any consideration of
governance models.

As the Productivity Commission noted in its
2014 report, there is widespread agreement on

the importance of regulation by regulators acting
independently of political control.#* The OECD
notes that some of the consequences of regulatory
independence are:*

* more credible commitments from government
to administer regulation over the long term;

* more consistent and stable decision-making;

* avoiding potential conflicts of interest; and

* developing expertise in the regulatory field.

We agree with the Productivity Commission
that it is better to establish regulatory agencies
independent of government where:

* the costs are long-term, and likely
to be undervalued due to a focus on
electoral cycles;
* significant private interests have to be
weighed against dispersed public interest; and
* substantial technical expertise or expert
judgment of complex analysis is required.”

Regulatory independence is achieved through
a combination of institutional, operational,
budgetary and regulatory independence.”
Figure 1 illustrates how these factors interact.

Those who design regulatory agencies must
therefore carefully weigh the arguments in
favour of political control against providing an
impartial, apolitical regulatory regime.?

45.  Stephen Bainbridge, “Why a Board? Group Decisionmaking in Corporate Governance,” Vanderbilt Law Review s5 (2002), 155, I.

46.  In New Zealand, that means a Crown agent, an autonomous Crown entity, or an independent Crown entity. See State Services

Commission, “New Zealand’s state sector ~The organisations,” Website.

47. Land Information New Zealand, “Legislation, Ministers & Delegated Powers,” Website.

48.  Productivity Commission, “Regulatory Institutions and Practices,” op. cit. 8 and 215.

49. OECD, “The Governance of Regulators, OECD Best Practice Principles for Regulatory Policy,” op. cit. s1.

s0. Productivity Commission, “Regulatory Institutions and Practices,” op. cit. 220.

s1.  The Productivity Commission also suggested that regulatory agencies should be established as independent entities where the

causal relationship between the policy instrument and the desired outcome is complex or uncertain. We are not convinced by this.

There is a good case for leaving decision-making in the hands of elected politicians where causal relationships (and accountabilities)

are uncertain.

s2.  OECD, “The Governance of Regulators, OECD Best Practice Principles for Regulatory Policy,” op. cit. 48.

53.  Ibid.
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The degree to which a regulator has discretion to

set and adjust rules and regulations as it thinks :‘¢°° &
fit to achieve the objectives of regulation, Q}’b obé\
how quickly and flexibly it can do this, and Qg’bege’
what sort of political process is required. &

: - %,%
The degree to which a regulator is %, %.
protected from political or sector pressure ’00900":;&
through its funding arrangements. 000

P % The degree to which a regulator has operational
"0% 9/‘;’. indpendence, or a broad discretion to exercise
9/;0,'% arange of powers, to protect against
9’)00 interference from politicians or industry.

> The degree of distance in the regulator’s
&00 és‘g' relationship with the executive and
g§" é\b legislative branches of government; the rules
\1\8?9 governing the appointment and dismissal of

governors or senior staff.

Source: Productivity Commission, “Regulatory Institutions and Practices” (Wellington: Productivity Commission, 2014), 222.

In practice, choices about institutional form
are more important for what they signal about
expected independence, rather than the legal
constraints and freedoms associated with

particular agency forms.’*

1.6 External monitoring

In New Zealand, the executive and the

legislature have a range of both ex ante and ex post

mechanisms to oversee and monitor the regulatory

agencies for which they are responsible.

Examples of ex ante mechanisms include:

instruments like New Zealand’s Letters of
Expectation,” Statements of Performance
Expectations;® and Statements of Intent;”
controlling the appointment of members to
regulatory agencies that are statutory Crown
entities; and

managing an agency’s funding.

Ex post oversight and monitoring mechanisms
include:

* ministerial and departmental monitoring of
regulatory agencies;

* periodic requirements for regulatory agencies

to report to the legislature or to select
committees against their stated objectives
and specified expectations;

* specific accountability mechanisms like
New Zealand’s Performance Improvement
Framework run by the State Services
Commission; *® and

* audit processes.

Of course, the courts also play a significant
role in monitoring regulatory power’
Unfortunately, evaluating the availability and
effectiveness of appeals and review is beyond
the scope of this report.

External monitoring processes help ministers
ensure the regulators for whom they are

54-

55-

56.

57
58.

59-

Ibid. 8.

Crown Entities Act 2004, s 27.
Crown Entities Act 2004, s 149B.
Crown Entities Act 2004, s 147.

State Services Commission, “Performance Improvement Framework,” Website.

The merits of regulatory decision can be re-evaluated by the courts where Parliament has provided for appeals rights. In the

absence of appeals rights, the courts may still assess the process and legality of a decision through judicial review.
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responsible act to achieve their statutory

goals. When the monitoring process indicates
intervention is necessary, ministers have a
variety of levers to fix this. These include
revising the terms of instruments covering
agency expectations, changing the leadership of
the agencies and, if necessary, addressing any
weaknesses in the legislative framework.

External monitoring processes
help ministers ensure the regulators
for whom they are responsible act to
achieve their statutory goals

The list of available external governance
mechanisms is long, but how effective
are they? Not sufficiently, according to
many commentators.® There are many

problems, including:

* the need for highly specialised knowledge
to understand complex regulatory regimes
like those regulating competition, financial
markets, and the banking system;®

* the difficulty of attributing an unfavourable
outcome to regulatory failure — or a
favourable outcome to regulatory success;*
and

* the opacity of many regulatory processes
difficult for outsiders to penetrate.®

Further, complex regulatory mandates
hinder setting meaningful performance
measures or standards for regulators and

actually measure their substantive, as opposed
to procedural or financial, performance.®
This often leads to a disproportionate focus
on process over outcomes.

These concerns with current external governance
practices have led to calls for a ‘super regulator’
with specialist expertise to monitor regulatory
agencies managing some of the most complex
—and important — regulatory regimes. In
Guardians of Finance: Making Regulators Work
for Us, James Barth, Gerard Caprio, and Ross
Levine made the case for a ‘super regulator’ of
financial regulatory agencies, which they called
the Sentinel.®

Citing several examples of where financial
regulators were aware of the problems associated
with their policies, and had the power to fix
them but chose not to,® Levine suggested that
such an institution would enhance trust and
confidence in regulators as regulatory policy
would be more accessible and open to public
debate.”” The sole purpose of the Sentinel would
be to provide an “annual report to the legislative
and executive branches of government assessing
the current and long-run impact on the public
of financial regulatory and supervisory rules

and practices.”®

60. See, for example, Julia Black, “Calling Regulators to Account: Challenges, Capacities and Prospects,” LSE Legal Studies Working

Paper No. 15/2012 (London: London School of Economics, 2012); Productivity Commission, “Regulatory Institutions and

Practices,” op. cit. 356—357.

61.  Ibid. 1o0.
62. Ibid. 9.
63.  Ibid. 11.

64. Joanna Bird, “Regulating the Regulators,” op. cit. 74s.

65.  Gerard Caprio, James Barth, and Ross Levine, Guardians of Finance: Making Regulators Work for Us (Cambridge: MIT Press,

66. Ross Levine, “The Governance of Financial Regulation: Reform Lessons from the Recent Crisis,” BIS Working Papers 329 (2010), 8.

2012), 230.
67. Ibid.
68. Ibid. o.
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Germany's answer to the challenge of evaluating
the substantive performance of a regulator
responsible for one of its most complex regulatory
regimes was to establish a ‘super regulator’. The
German Monopolies Commission is charged
with both ex ante analysis and ex post review
of competition policy and decisions, oversight
of the Federal Cartel Office (FCO), and advising
government on competition.® It is an independent
expert committee of five with experience in
economics, business administration, social policy,
technology, or commercial law.”° The Commission
is required to report biennially to Germany's
Federal Parliament on the FCO's application of the
rules and legislation on merger control, and on
other topical issues of competition policy.”

The Commission has been uniquely vocal in
its criticism of competition policy and regulation
within Germany and the European Union.”> Its
reports and comments are often widely reported

1.7 Appointment processes

While effective internal and external governance
is needed for sustained high performance by
regulatory agencies, it is no cure-all. The best
governance systems will count for little if an
organisation does not have capable leadership
with the right mix of skills.7®

in the media, and it staunchly defends the
separation of regulatory and political power in
competition policy and regulation.”?

It has become the main source of analysis
and advocacy on competition regulation in
Germany.”* Where the FCO frequently commented
on policy matters throughout the 1990s, it now
focuses on enforcement and infrastructure issues,
leaving a gap for the Commission to fill.”s The
FCO is now much more isolated from the general
debate on competition policy. This supports
the impartial and independent application of
competition law and lends credibility to the FCO's
enforcement activities. The Commission thus
fulfils the role of analyst and reform advocate.”®
Perhaps owing to this structure, both the FCO
and the Commission are widely respected.”” The
Commission has also called for a similar body for
Germany's network-based industries.”®

For this, the processes used to appoint board
members must be robust. Appointments
should be informed by a high-quality analysis
of the skills needs and gaps in regulatory
boards.* However, this is often not the reality,
especially where appointments are influenced by
political patronage.®

69. Monopolkommission, “Mission,” Website.
70.  Monopolkommission, “Commissioners,” Website.
71. Monopolkommission, “Mission,” Website.

72.  OECD, “OECD Reviews of Regulatory Reform: Germany 2004” (Paris: OECD Publishing, 2004), 98.

73.  Ibid.
74. 1bid. 103.
75.  Ibid.
76. Ibid.
77.  Ibid. 104.
78.  Ibid. 155.

79.  Productivity Commission, “Regulatory Institutions and Practices,” op. cit. 265.

8o. Ibid.

8. Ibid. 263; Office of the Controller and Auditor-General, “How Government Departments Monitor Crown Entities (Wellington: OAG, 2009).
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In response to various scandals involving political
appointments, the United Kingdom and Canada

both adopted processes that subject public sector

appointments to parliamentary scrutiny.®

The best governance systems will
count for little if an organisation does not
have capable leadership with the right
mix of skills

Loss of public confidence in regulatory agencies in
the early 1990s prompted the UK government to
establish an independent commissioner to provide
assurance on regulatory board appointments.3
The Commissioner for Public Appointments
is tasked with ensuring “the best people get
appointed to public bodies free of personal and
political patronage”.® It does so by applying the
Principles of Public Appointments (the principles)
outlined in the Cabinet Office's Governance Code
on Public Appointments, providing independent
assurance of a transparent and robust process.
The Commissioner is a vital safeguard against
actual and perceived undue influence by the
government in independent regulators.®”
Ultimate selection of and responsibility for
those appointed remains with the responsible
Minister, who is “accountable to Parliament

Short of this, central agencies can provide
support to Ministers throughout the process to
guide the appointment of suitable candidates for
leadership roles in regulatory agencies.®

In the next chapter we move from theory
to practice, and examine the governance
arrangements of regulatory agencies in

New Zealand.

for their decisions and actions”.® Before the
application process opens, the relevant Minister is
asked for names of potential candidates, and must
agree to the job description for the role, the length
of tenure and remuneration, and the composition
of Advisory Assessment Panels.® The Minister is
also kept informed throughout the process to help
determine what form these updates should take.?°
The Minister must meet the candidates listed
by the Commissioner before and/or after the
interviews.”” The Minister then decides whom to
appoint.?* A Minister may choose not to appoint
any of the candidates and re-run the process.
This process ensures the principles
are consistently and accurately applied,
without diluting ministerial accountability for
regulatory appointments.

82. Meredith Edwards, John Halligan, Bryan Horrigan, and Geoffrey Nicoll, “Public Sector Governance in Australia” (Canberra:

ANU Press, 2012), 217.
83. Ibid.

84. Kristin Mednis, “Integrity Plus 2013 New Zealand National Integrity System Assessment: Crown Entitles,” Supplementary Paper

(2013), 5.

8s.  David Currie, et al. “Institutional Design and Decision-Making in the Competition and Markets Authority,” op. cit. 13.

86. Cabinet Office, “Governance Code on Public Appointments” (Wellington: New Zealand Government, 2016), 6.

87.  David Currie, et al. “Institutional Design and Decision-Making in the Competition and Markets Authority,

»

op. cit. 13.

88. Cabinet Office, “Governance Code on Public Appointments,” op. cit. 6.

89. Ibid. 7.
go. Ibid.
or. Ibid.
92. Ibid. 8.
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CHAPTER 2

New Zealand’s regulatory hotchpotch

The institutional arrangements and regulatory

practices that constitute the architecture of
regulatory regimes shape the behaviours of
regulators, the quality of decision making,
behaviours of those regulated, and ultimately
the success of regulatory regimes in achieving
the desired outcomes.”

New Zealand’s regulatory landscape is complex.
We have a lot of regulators, and they come in

a variety of forms. Indeed, the Productivity
Commission noted in its 2014 report that the
variety of internal governance arrangements
and allocation of decision-making rights among
regulators appeared to be “ad hoc rather than
based on sound governance principles.”*

While the Commission was precluded by its
terms of reference from undertaking a review
of individual regulators, its report details a
litany of problems with our regulatory agencies
generally. The Commission identified a number
of key themes:

* the culture of regulators places significant
weight on managing the risks to the
organisation at the expense of the efficient
management of the social harm;

* regulatory workers in central government do
not believe senior managers convey a clear
organisational mission;*

* appointment and reappointment processes for
regulators are of variable quality; and

* current practices for monitoring regulators do
not pay enough attention to the effectiveness

of a regulator’s strategies and practices.”

Yet, despite the Productivity Commission
finding distinct dissatisfaction with regulatory
performance among stakeholders, the National-
led Government’s response to the report was
modest at best.

To build a platform to evaluate regulatory
performance, this chapter classifies New Zealand’s
main regulatory agencies. It then examines in
more detail the differing arrangements adopted
by our regulators for internal governance, external
monitoring, and governance and appointments.

2.1 Taxonomy of institutional form

New Zealand has more than three dozen
commercial regulatory agencies comprising a
mixture of:%

* government departments;

* Crown agents;

¢ autonomous Crown entities;

* independent Crown entities; and

* agencies with a unique institutional form.”

If occupation-specific regulators are included in

100

the hotchpotch, the number is even greater.

93.  Productivity Commission, “Regulatory Institutions and Practices,” op. cit. 22.

94. Ibid. 9, 269.

9s5. Ibid. s, 98.

96. Ibid. s, 102.

97.  Ibid. 11, 353.

98.  See Table 2.

99.  For example, the RBNZ and the Gas Industry Company.

100. Examples of occupation-specific regulators range from the New Zealand Law Society to the Plumbers, Gasfitters and Drainlayers Board.
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The number of regulatory agencies has multiplied
in recent decades due to a combination of
increasing regulatory complexity and an
international trend towards devolution.™

In New Zealand, this has seen many central

government powers delegated to Crown entities.

New Zealand’s regulators are differentiated both
by institutional form and by governance model.

Figure 2, taken from Productivity Commission’s
report, helpfully summarises the options for
institutional form.

The key distinction between the entity types is
between departments and statutory Crown entities.

Departments are legally part of the Crown, with
the governance arrangements centred on a direct
Minister-CEO relationship.' Statutory Crown
entities are independent of the Crown and required
to have a board.”* Typically, the board’s role is
governance, but in some cases, board members

have executive roles. And in some instances, the
distinction is acknowledged by board members
being described as ‘commissioners’. The Commerce
Commission is the best-known example of this.”

The governance arrangements for Crown entities

are centred on a Minister-board relationship. This
relationship is ‘arm’s length’, and interactions are

more formalised than those between a Minister

and a department. This means Crown entities

Organisations outside of

State sector organisations the state sector
Departmental Crown entity Other
Private organisations
Departments of State Independent Crown entities, Agencies listed on Schedule vested with some
(eg, Ministry of Health where there is a high degree 4 of the Public Finance Act statutory functions
or MBIE) of independence from 1989 (eg, Fish and Game (eg, Gas Industry
Ministerial influence (eg, Council) Company Ltd)
Departmental Commerce Commission)

Agencies (none yet)
Autonomous Crown entities,
which have an intermediate
degree of Ministerial
oversight and independence
in decision-making (eg, New
Zealand Teachers Council)

Crown agents, where there
is a high degree of Ministerial
oversignt (eg, CAA)

Organisations
established by statute
(eg, Medical Council
of New Zealand)

Offices of Parliament,
which are part of the
legislative branch of
government rather than the
executive (eg, Office of the
Ombudsman)

Unique organisational forms
(eg, RBNZ)

Source: Productivity Commission, “Regulatory Institutions and Practices” (Wellington: Productivity Commission, 2014), 240.

ror.  David Coen and Mark Thatcher, “The New Governance of Markets and Non-Majoritarian Regulators,” Governance: An
International Journal of Policy, Administration, and Institutions 18:3 (2005), 329—346, 330.
102.  Derek Gill, “New Zealand,” in OECD, Distributed Public Governance: Agencies, Authorities and Other Government Bodies (Paris:

OECD Publishing, 2002), 133-161, 134.

103.  State Services Commission, “Reviewing the Machinery of Government” (2007), 13.

104. Crown Entities Act 2004, s 25(1) and (2).
105.  Commerce Act 1986, s 8A(3).
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are not subject to the direction of a Minister on

106

individual regulatory decisions.

As the Productivity Commission noted, in many
situations it may be appropriate for regulatory
regimes to be established independently of
political control.*”

Although legislators should decide the
institutional form after appraising the arguments
for and against independence,®® this principled
approach is often neglected in practice.* As

a result, while regulatory independence is the
norm, it is not an invariable rule, and many
regulatory agencies that might be expected to
operate independently of government are in

fact departments.

The government’s decision in 2005 to place the
OIO within Land Information New Zealand
is a good example of this. Like the FMA, the
OIO has quasi-judicial functions, the former in
its licensing and enforcement capacity and the
latter in granting applications but with entirely
different institutional forms (see Table 1)."°

Despite the proliferation of regulatory agencies
due to increased devolution, there is now a trend
towards agency consolidation.” Recent examples
include the merger of the Charities Commission
with the Department of Internal Affairs and the
merger of New Zealand Food Safety Authority

with the Ministry for Primary Industries. The
creation of the FMA in 2011 is another example
of consolidation, where several functions
dispersed across the Ministry of Economic
Development, the Securities Commission, and

112

the NZX were combined in one regulator.

Although legislators should decide
the institutional form after appraising the
arguments for and against independence,
this principled approach is often
neglected in practice

Applying the framework for regulatory
independence to the major types of
institutional form reveals these forms are

not strongly differentiated.™

In 2016, the State Services Commission issued a
supplementary ‘due diligence’ guidance note to
aid departments when setting up or restructuring
agencies."* The note contains detailed questions
for officials to consider on the appropriate
institutional form for a new or restructured
agency. However, it does not direct officials

to apply a coherent set of principles like those
identified by the Productivity Commission to
guide a decision.” It remains to be seen whether
the note will result in a more coherent approach
by Parliament to the institutional form adopted
for regulatory agencies.

106. OECD, “The Governance of Regulators, OECD Best Practice Principles for Regulatory Policy,” op. cit. 47.

107.  Productivity Commission, “Regulatory Institutions and Practices,” op. cit. 8, 217—222.

108. Ibid. 8.

109. Murray Horn, The Political Economy of Public Administration: Institutional Choice in the Public Sector (London: Cambridge

University Press, 1995), 24.
1o. Financial Markets Authority, “How we regulate,” Website.

1t Productivity Commission, “Regulatory Institutions and Practices,” op. cit. 249.

2. Office of the Minister of Commerce, “Creating a Financial Markets Authority and Enhancing Kiwisaver Governance and

Reporting” (Wellington: New Zealand Government, 2010), 1.

3. This table is modelled on Table 9.2 of the Productivity Commission’ 2014 report. Productivity Commission, “Regulatory

Institutions and Practices,” op. cit. In addition to the regulators listed by the Commission, we have added the following: IRD,
SFO, External Reporting Board, ACC, WorkSafe, Heritage NZ, Human Rights Commission, and the Earthquake Commission.

We have also amended the names of regulators where they have changed since the Productivity Commission published its report.

114. State Services Commission, “Machinery of Government Supplementary Guidance Note: ‘Due Diligence” on Proposed

Machinery of Government Changes” (2016).

15.  Productivity Commission, “Regulatory Institutions and Practices,” op. cit. 220, F9.2.
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Regulators « Customs « Social * Accident » Commission for  Broadcasting

» Department of Investment Compensation Financial Capability ~ Standards
Internal Affairs Agency Corporation * Heritage New Authority
« Inland Revenue » Civil Aviation Zealand « Commerce
Department Authority * Lotteries Commission
e Land Information New * Earthquake Commission « Drugfree Sport
Zealand (including the Commission New Zealand
Overseas Investment « Energy Efficiency « Electricity
Office) and Conservation Authority
 Ministry for Business, Authority  External Reporting
Innovation, and « Environmental Board
Employment Protection Authority « Financial Markets
 Ministry for Culture » Fire and Emergency Authority
and Heritage New Zealand  Healthand
 Ministry for Primary  Maritime NZ Disability
Industries » New Zealand Commissioner
« Ministry for the Qualifications * Human Rights
Environment Authority Commission
« Ministry of Education » New Zealand « Office of Film
 Ministry of Health Transport Agency Literature
« Serious Fraud Office » New Zealand Classification
« Statistics New Zealand Walking Access * Privacy
Commission Commissioner
» WorkSafe « Takeovers Panel
Institutional Governed by Governed by Governed by Governed by Governed by
independence chief executive, chief board, which board, which board, which can
appointed and executive can be can be be appointed and
removed by (separate appointed and appointed and removed for just
State Services from chief removed at removed for just cause by
Commissioner executive minister’s cause by Governor-General
of host discretion minister on advice of
department), minister, after
appointed and consulting
removed by Attorney-General
State
Services

Commissioner

Operational Required to Required to Operationally Operationally No ministerial
independence follow any follow independent; independent; powers of
lawful any lawful must give must have direction"®
ministerial ministerial effect to regard to
direction direction government government
policy when policy when
directed directed
Regulation Each organisation has whatever powers are provided for by Parliament
independence
Budget Usually parliamentary appropriation, except where Parliament provides otherwise, such as the power to issue levies

independence  and charges.

Source: Productivity Commission, “Regulatory Institutions and Practices” (Wellington: Productivity Commission, 2014), 248,116

116.  Except for whole of government directions.
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2.2 Internal governance

Independent regulators generally have one of
three internal governance models: single-member
decision-maker, multi-member commission, or
board governance (see Chapter 1).

The majority of New Zealand’s independent
Crown entities operate with a governance

board with some exceptions. For example,

the FMA has a governance board, but the
Commerce Commission is constituted as its
name suggests — as a multi-member commission.
The differing internal governance arrangements
are more ad hoc than based on sound governance
principles.”” Indeed, there are differing
decision-making models even among similar
regulators, such as those regulating financial
markets. So, for example, even though it has

a board, the RBNZ’s prudential regulatory
powers are delegated directly to its Governor
under the single-member decision-maker

model. Conversely, the FMA has a governance
board, whereas its predecessor, the Securities
Commission, had the commission model.

There is also nothing incontrovertible about
internal governance structures. For example, the
Takeovers Panel notionally has a commission
model, but the panel effectively acts as a
governance board supported by a secretariat with
executive responsibilities.

The result is a pick-and-mix of internal
governance structures across the regulatory
landscape and of variable quality. And while
some of New Zealand’s regulators have robust
governance structures that provide the requisite

internal checks and balances, as we will see

from the results of our survey in Chapter 3 and
our case studies in Chapter s, it appears some
do not.

The result is a pick-and-mix of
internal governance structures across
the regulatory landscape and of
variable quality

Many issues thrown up by our survey results also
align with those relating to internal governance
as identified by the Productivity Commission.
These include the following issues:

* The allocation of decision rights between
those responsible for governance and the
regulator’s executive;"

* The evidence supporting the proposition
that multi-member bodies have the potential
to produce higher quality decisions than
individuals because of the wider range of
skills and perspectives;™

¢ The challenge for internal accountability
where the decision-making body is also the
governance body (as is the case with the
Commerce Commission);2° and

* The capability and skill set of board
members and the variability of

121

appointment processes.

These issues of internal governance really
matter. As we saw in Chapter 1, “Governance
and leadership are key vehicles to drive culture,
talent, evaluation and performance towards
high-quality regulatory decision making.”**
And robust internal governance is doubly
important if external monitoring is weak —
which, as we will see in the next section, it all

too often is.

7. Ibid. 9.

8. Ibid. 268—270.
9. Ibid. 272—273.
12o0. Ibid. 274.

121.  Ibid. 257.

122.  Chorus, “Submission on the Productivity Commission’s Draft Report on Regulatory Institutions and Practices,” op. cit. 6.
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2.3 External monitoring

External monitoring of regulatory agencies in

New Zealand is largely the responsibility of
Ministers and their departments. Ministers are in
turn responsible to Parliament. Where regulators are
Crown entities, they are also directly responsible to
Parliament.

The state sector financial and performance
management processes in the State Sector Act
1988, the Public Finance Act 1989, and the Crown
Entities Act 2004 apply to almost all regulators.
These processes operate on a cycle, and include
requirements for:

* Statements of Intent and Statements of
Performance Expectations, setting out the
agency’s direction and objectives;™

* Information Supporting the Estimates as part
of the budget documents;+

* Annual Reports, which must be presented to
Parliament;™ and

¢ The more recent PIF reviews, which review an

agency’s fitness-for-purpose (see below).¢

Other requirements may include Output Plans

128

or Agreements,"” Letters of Expectations,”® and

Ministerial Directions.”

Ministers have a range of other mechanisms for
holding regulatory agencies to account, including:

* appointing and removing board members of

Crown entities (the State Services Commission
has a similar power in relation to departmental
chief executives);*°

* commissioning external reviews of regulatory
performance, including Commissions of
Inquiry;® and

* undertaking expenditure reviews."*

Parliament also has a range of monitoring

mechanisms, including:

* holding regulators or their Ministers to
account through the Select Committee
process;™ yearly reviews of Budget Estimates,
and Financial Reviews;5+

* auditing by the Office of the Controller and
Auditor-General, which can include an audit
of an agency’s financial statements, as well as
performance audits examining its efficiency
and effectiveness; and

* asking the responsible Minister oral or

written questions in Parliament.”

In addition, regulatory agencies are subject to
oversight by the courts, by the wider public through
the Official Information Act 1982, and by the media.

Despite these extensive accountability mechanisms,
the Productivity Commission’s report highlighted
a litany of shortcomings with monitoring and
oversight of regulatory agencies. These included:

* insufhicient support from departments for
regulatory Crown entities;

123.  Crown Entities Act 2004, ss 138 and 139.
124. Public Finance Act 1989, ss 13—19.
125.  Crown Entities Act 2004, ss 150—156.

126.  Productivity Commission, “Regulatory Institutions and Practices,” op. cit. 128.

127.  The Treasury, “Managing for Outcomes: Output Plans Guidance for Departments,” Website.

128.  State Services Commission, “Resource for Preparation of Governance Manuals — Guidance for Statutory Crown Entities,” Website.

129. Crown Entities Act 2004, ss 114—115A.

130. State Services Commission, “Statutory Crown Entities — A Guide for Ministers” (29 April 2015), Website.

131 Productivity Commission, “Regulatory Institutions and Practices,” op. cit. 495.

132. Ibid.

133. Ibid.

134. Ibid. 496.

135.  Public Audit Act 2001, s 18(1).

136. New Zealand Government, “Standing Orders of the House of Representatives,” Standing Order 383(1) (2017).
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* role confusion, where some departments tried
to influence how a Crown entity was run;

* inadequate capability; and

* too much reporting sought from regulators,
and insufficient focus on reporting on the
regulator’s performance and strategy.”’

The last two of these shortcomings are a
particular concern for complex regulatory
regimes like competition and financial markets
regulation. It is vain to believe that staff in

a government department can replicate the
expertise of a specialist regulator like, for
example, the Commerce Commission or the
FMA. This means departments have only a
limited ability to monitor the effectiveness of a
regulator’s strategic approach to the exercise of
its discretionary regulatory powers. The fact that
the regulator’s board or commissioners are likely
politically appointed and senior experts in their
field, makes effective departmental monitoring

all the more challenging.

As a result, the Productivity Commission found
that monitoring departments tend to focus
more on an entity’s financial performance and
processes rather than assessing its substantive
performance based on outcomes.”® This means
poor performance often remains unidentified,
and therefore unaddressed.”

In response to this concern, the Productivity
Commission recommended the government
establish a peer review process through which
panels of senior regulatory leaders would
review the practices and performance of

individual agencies.™°

However, it is also doubtful a panel of senior
regulatory leaders would have the expertise
needed to evaluate the substantive performance
of specialised regulatory agencies like those
identified in the preceding paragraph. An
economist with expertise in competition policy
would be needed to evaluate the strategies and
substantive performance of the Commerce
Commission, and these skills are unlikely to
exist in other regulatory agencies. In the event,
the government did not accept the Productivity

Commission’s recommendation.

Regulators may nevertheless choose to undergo
a PIF Agency Review. However, the PIF does
not capture the requisite key performance
indicators (KPIs) of effectiveness, efficiency

and standards of behaviour needed to evaluate a
regulator’s performance in the terms articulated
in Chapter 1.'#

As a consequence, performance evaluations of
some of our institutions managing specialist
regulatory regimes are most likely to occur

only in response to ““alarms raised by unhappy
constituents.”** Prada and Walter’s review of the
Securities Commission in the aftermath of the
GFC and attendant finance company failures is

an example of one such evaluation.'#

This ad hoc approach to external governance
increases the risk of poor regulatory performance
going unchecked, creating risks for consumers
and inefficiencies and costs for the regulated
businesses. This makes strong internal governance
even more critical. Without it, our regulatory
agencies may be left without effective oversight.

137.  Productivity Commission, “Regulatory Institutions and Practices,” op. cit. 11.

138.  Kathy Spencer, “Accountability and Performance Monitoring of Regulatory Crown Entities” (Wellington: Productivity

Commission, 2014), I1.

139. Murray Horn, The Political Economy of Public Administration, op. cit. 69.

140. Productivity Commission, “Regulatory Institutions and Practices,” op. cit. 12, 366—372.

141.  For example, nowhere in the PIF are concepts like regulatory predictability, proportionality, and fairness evaluated.

142. Murray Horn, The Political Economy of Public Administration, op. cit. 70.

143. See discussion in Chapter 4.
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2.4 Appointment processes

The Productivity Commission found that the
appointment processes for governance roles
to New Zealand’s regulatory agencies are

highly variable.™

While guidance on correct
appointment process is provided
by the State Services Commission,
Treasury, and CabGuide, in practice the
ministerial certification that proper
process has been followed is generally
a mere formality

Appointments to regulatory boards are made
either by Ministers or by the Governor-General
on ministerial advice. But the process is
generally managed by policy analysts in the
responsible government department, who then
make a recommendation to their Minister.'®

For regulatory agencies, there is no equivalent

to the Commercial Operations group within
Treasury (formerly called the “Crown Operations
Monitoring Unit” or “COMU?”), which ensures
appointments to the boards of Crown companies
are managed expertly and consistently.

Some appointments are, nevertheless, subject
to more thorough and extensive processes than
is the norm. For example, the FMA’s board
appointment process involves the Ministry of
Business, Innovation and Employment (MBIE)
filtering applications, which are then reviewed
by a panel comprising the FMA Chair, a senior

figure at MBIE, and an independent person.
Their decision then goes to the Minister for
approval.

The Office of the Auditor-General identified
a number of deficiencies in appointment
processes in its 2009 paper on Crown entity
monitoring,¢ including:

* departments not carrying out satisfactory
planning for appointment processes;'*

* adepartment, in one case, not identifying
that a board member’s term had expired until
five months after the event;#*

* review processes not occurring in a
timely way;'#

* departments disregarding the conventions
constraining appointments in the
pre-election period;”°

* variable quality work by departments in
assessing the knowledge, skills and experience
needed on boards;"!

* departments not collecting all the disclosure
information required under the Crown
Entities Act 2004; and™

* one department doing little to ensure new board

members received induction information.™

While guidance on correct appointment
process is provided by the State Services
Commission, Treasury, and CabGuide,"*

in practice the ministerial certification that
proper process has been followed is generally a
mere formality.’

144. Productivity Commission, “Regulatory Institutions and Practices,” op. cit. 9, 262.

145. Ibid. 263.

146.  Office of the Controller and Auditor-General, “How Government Departments Monitor Crown Entities, op. cit.

147. 1Ibid. ss.

148. Ibid. s6.

149. Productivity Commission, “Regulatory Institutions and Practices,” op. cit. 263.
150.  Ibid.

51. Ibid.

152.  Office of the Controller and Auditor-General, “How Government Departments Monitor Crown Entities, op. cit. 59.

153.  Productivity Commission, “Regulatory Institutions and Practices,” op. cit. 263.

154. Department of Prime Minister and Cabinet, “The appointments process and Cabinet appointment papers,” CabGuide (7 July

2017), Website.

155.  Productivity Commission, “Regulatory Institutions and Practices,” op. cit. 264.
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In relation to this finding, the Productivity
Commission recommended creating a “centre

of expertise” within either the State Services
Commission or Treasury to support departments
in managing appointments and reappointments

to regulatory Crown entities.”*

The government did not accept this
recommendation. It simply directed the State
Services Commission to send a letter to Crown
entities on behalf of the Minister for Regulatory
Reform requesting they “consider any additional
steps necessary to ensure a capable and diverse
cohort of potential appointees.””

Interestingly, the Productivity Commission

did not support establishing a process similar

to the United Kingdom’s Commissioner for
Public Appointments.”® The Commission’s
concern was that reducing the input of ministers
in the appointment process could weaken
political/ministerial accountability for entity
performance.” However, this reservation is
weak. Where Ministers retain the ultimate
decision-making responsibility for regulatory
appointments, as they do in the United Kingdom,
there is no reason in principle why ministerial
accountability should be lessened merely because
the appointment is made after a more rigorous
selection process.

156.  Ibid. 265.

157.

158.
159.

The Treasury, “Quarterly Report on Implementation of the Government Response to the Productivity Commission Report on
Regulatory Institutions and Practices” (Wellington: New Zealand Government, 2016), 6.

See Box 3 for more information about the United Kingdom’s Commissioner for Public Appointments.

Productivity Commission, “Regulatory Institutions and Practices,” op. cit. 263.
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CHAPTER 3

What does business think of

its regulators?

A poorly-performing regulatory system is a
significant drag on New Zealand’s economy
and society; there are heightened risks of
regulatory failure; and, ultimately, there is
a risk that society’s trust in the integrity of
the New Zealand regulatory system will be

severely compromised.”®

In Chapter 1 we learned why it is important
that regulators are respected by those they

61 When businesses lack confidence in

regulate.
regulatory decision-making, both risk and costs
increase, impeding efficiency and ultimately

harming consumers.

To assess how well our regulators are respected,

we surveyed New Zealand’s 200 largest businesses
by revenue, together with those members of The
New Zealand Initiative not otherwise included

as members of the ‘top 200’.In practical terms,
this approach allowed adding a sample of New
Zealand’s leading professional services firms

— accountants, lawyers and investment bankers —
into the pool of businesses covered by our survey.
Only one response per organisation was permitted.

3.1 What we asked
We asked survey respondents both to:

a. rank the regulators they interact with based
on their overall respect for them; and

b. rate the performance of the three regulators
most important to their respective businesses
against a range of KPIs.

The KPI indicators fell into eight categories and
comprised 23 questions in total (see Table 2).

In each case, survey recipients were asked
whether they ‘strongly agreed’, ‘agreed’,
‘disagreed’ or ‘strongly disagreed’ that the
regulator met the KPI, or were neutral in this
regard. Recipients were also given a ‘don’t know/
not applicable” option (which was considered

a non-response for the purposes of our

data analysis).

The KPIs were based on a combination of

the best practice principles identified by the
Australian Productivity Commission’s Regulator
Audit Framework, and from a similar survey

to our own commissioned by the New Zealand
Productivity Commission for its 2014 report.*
The questions were designed to obtain a broad
view of regulatory performance, and as such
did not enquire into the merits of individual
regulatory decisions or the fitness-for-purpose
of individual regulators.

Rather, the KPIs cover issues like commerciality,
communications, consistency, predictability,
accountability, and so on.

160. Steven Bailey and Judy Kavanagh, “Regulatory Systems, Institutions and Practices,” Policy Quarterly Journal 10:4 (2014), 1-16, 15.

161 See page 13.

162.  Australian Productivity Commission, “Regulator Audit Framework” (2014); Colmar Brunton, “Research Findings from a

National Survey of New Zealand Businesses” (Wellington: Productivity Commission, 2013).
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Objectives and actions

Communications

Expertise and respect

Commerciality

Predictability and transparency

Fairness and proportionality

Consultation and engagement

Accountability

As well as obtaining feedback on the

10
n
12

13
14
15

16
17
18

19

20
21

22

23

The relevant people in your business are readily able to understand the regulator’s
objectives

The regulator’s objectives and actions make sense to you having regard to the
regulator’s statutory purpose

The regulator’s actions are motivated by the goal of efficiently achieving its statutory
objectives and not for ancillary or arbitrary objectives (such as self-protection of the
regulator, its leaders or other staff, or for other political or personal goals)

The regulator communicates its objectives and reasons for its actions clearly to
businesses in your industry

Staff within the regulator appear to understand the regulator’s overall statutory
objectives and act consistently with them

The leaders of the regulator are skilled, knowledgeable and well-respected by
businesses in your industry

Staff within the regulator are skilled, knowledgeable and well-respected by
businesses in your industry

The processes for appointing the leaders of the regulator are transparent and robust
The regulator understands the commercial realities facing your industry

Your interactions with the regulator are generally constructive

The regulator is willing to listen to the views of your business and take them into account

The regulator’'s compliance and monitoring approaches are streamlined and
coordinated

The regulator’s actions are consistent and predictable
The regulator clearly articulates the justification and reasons for its actions

You are not hindered or deterred from taking action to improve the profitability of
your business by any lack of predictability in the regulator’s decision-making

Businesses across your industry are treated fairly and consistently by the regulator
Action taken by the regulator is proportionate to the regulatory risk being managed

The regulator effectively consults and engages with you and businesses in your
industry to ensure that good regulatory processes are being followed

The regulator effectively consults and engages with other important stakeholders to
ensure that good regulatory processes are being followed

The regulator learns from its mistakes

There are effective accountability mechanisms within the regulator to enable
participants in your industry to voice concerns about mistakes

There are effective appeal and judicial review rights to challenge the decisions of the
regulator in the courts

The regulator is readily held to account for the quality of its work (including any
mistakes) by its responsible government department, minister or some other
effective external accountability mechanism

To assist with this evaluation, we asked

performance of individual regulators, we were survey recipients regulated by the FMA who
also interested in evaluating the impact (if any) had previously been regulated by the Securities
of the change in the governance arrangements Commission, to rate the FMA against the

of New Zealand’s financial markets conduct Commission on all the 23 KPIs, using the
regulator. This came about in 2011, when same rating scale.

the multi-member Securities Commission

was superseded by the FMA with a board We evaluate the results from this comparative

governance model.
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3.2 Overview of results

We received a good response from survey
recipients, with completed responses from 60
separate businesses from just over 200 survey
recipients, evaluating 24 regulators. The results,
summarised in Appendix 1, are ranked from
highest to lowest by reference to the average of the
percentage of respondents who ‘agreed’ or ‘strongly
agreed’ that the regulator met the 23 KPIs.

The results show a wide disparity in overall ratings
for the 24 regulators, with the External Reporting
Board taking the top slot® and the OIO rating the
worst overall. However, both have very small sample
sizes so our discussion here will focus on regulators
most frequently rated by survey participants.

The survey results include regulators with
differing institutional forms and governance
models, including:

* six government departments;*

* 13 with board governance models;*

* three with a single-member decision-making
model;'*¢ and

e two with a commission structure.®”

The percentages of survey respondents ‘agreeing’

or ‘strongly agreeing’ that the regulators meet the
23 KPIs are set out in Appendix 2. Across the 23

KPIs, on average, the regulators rated best on the

KPIs relating to:

* Clarity of objectives: with 68.6% of
respondents either ‘agreeing’ or ‘strongly

agreeing’ they could readily understand the

regulators’ objectives;

* Constructiveness: with 61.5% of respondents
either ‘agreeing’ or ‘strongly agreeing’ that
their interactions with the regulators were
generally constructive;* and

* Acting in accordance with objectives:
with §6.3% of respondents either ‘agreeing’ or
‘strongly agreeing’ that the regulators” actions
were motivated by achieving their statutory

objectives. (See Figure 3.1)7°

While the average scores across all regulators

are not high, the percentages for some regulators
covered by the survey are high (see Appendix 2).
The External Reporting Board and the Takeovers
Panel, which occupy the top two slots in the
averages, are good examples of this.

Conversely, some regulators perform very
poorly — even on these three KPIs. These
regulators include the OIO, Heritage NZ, the
Environmental Protection Authority, and the
Human Rights Commission.

The high ratings for some regulators indicate
survey respondents were willing to give credit
where it was due, and to give frank criticism
where it was not.

Turning from the KPIs where the regulators
performed well on average to those where they
performed poorly, the results were weighted
towards KPIs relating to accountability. The
three worst overall ratings were for:

163. See Appendix 1.

164. 'The Department of Conservation, Inland Revenue Department, Ministry for Primary Industries, Ministry for Business, Innovation,

and Employment, Ministry of Transport, and Land Information New Zealand (including the Overseas Investment Office).

165.  The Accident Compensation Corporation, Broadcasting Standards Authority, Civil Aviation Authority, Earthquake Commission,

Electricity Authority, Energy Efficiency and Conservation Authority, Environmental Protection Authority, Heritage New Zealand,

New Zealand Transport Agency, Takeovers Panel, and WorkSafe.

166.  The Office of Film Literature and Classification, Privacy Commissioner, and Reserve Bank of New Zealand.

167. 'The Commerce Commission and Human Rights Commission.

168. Appendix 2, KPI 1.
169. Appendix 2, KPI 10.
170. Appendix 2, KPI 2.
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* External accountability: where only 23.6% of mechanisms within the regulator to

respondents either ‘agreed’ or ‘strongly agreed’ enable concerns to be voiced, and 40.2%
that the regulator was readily held to account by of respondents ‘disagreed’ or ‘strongly
a responsible government department, Minister disagreed’;”* and
or some other effective external accountability ¢ Commercial understanding: where
mechanism, and 43.3% of respondents only 38.4% of respondents either ‘agreed’
‘disagreed’ or ‘strongly disagreed’;” or ‘strongly agreed’ that the regulator
* Internal accountability: where only 33.1% understood the commercial realities facing
of respondents either ‘agreed” or ‘strongly business, and 33.8% of respondents ‘disagreed’
agreed’ there were effective accountability or ‘strongly disagreed’ (see Figure 3.2).”7
Figure 3.1 Figure 3.2
Best ratings - all regulators Worst ratings - all regulators
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171.  Appendix 2, KPT 23.
172.  Appendix 2, KPI a1.
173.  Appendix 2, KPI 9.
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The next worst ratings were for:

* “the regulator learns from its mistakes”;"7*

*  “the regulator’s compliance and monitoring
processes are streamlined”;””

*  “the regulator’s actions are consistent and
predictable”7¢ and

*  “there are effective appeal or review rights to
challenge the regulator’s decisions”. 77

Opverall, the areas in which regulators performed
poorly were not surprising. What was surprising
was that the KPIs relating to accountability were
so consistently the worst. This underlines the
importance of identifying the options available to
strengthen regulatory governance.

Turning to the rankings, Appendix 3 ranks
the regulators identified by survey participants
from the most to the least respected. It also
shows the number of times they were ranked
in total, and the number and percentage of
times they were ranked either most or least
respected regulator.

3.3 Case studies on individual regulators

Space constraints and the small sample size
of survey results restrict us from analysing
in detail each regulator for which we
received responses.

The results also cover different types of
regulators. Some are part-regulator, part-
government department. And several of

these — like the Inland Revenue Department
(IRD) and the New Zealand Transport Agency
(NZTA) — are more on the revenue and spending
side of the government than the regulatory

side. The balance are statutory Crown entities

(of one form or another).

Because considerations of alternative
governance arrangements are primarily
relevant to the statutory Crown entities, we
focus on them in the balance of this report.
Our approach here mirrors that of the
Productivity Commission."*

Table 3: Average percentage scores for each regulator across 23 KPlIs

Disagree

Strongly

Sum Agree and
Strongly Agree

Sum Disagree and

Disagree Strongly Disagree

L2 Strongl
Regulator Times A regey Agree Neutral
Rated 8
Financial Markets
Authority 17 12.8 48.0 289
Worksafe 18 22 457 291
Electricity
Authority 9 2.2 394 279
Commerce 38 6.0 339 343
Commission
Reserve Bank of
New Zealand 8 6.5 22.0 354

Source: Authors’ calculations.

9.2 11 60.8 10.3
217 13 48.0 23.0
279 27 415 306
224 33 399 25.8
23.8 12.2 28.6 36.0

174. Appendix 2, KPI 22.
175.  Appendix 2, KPT 12
176.  Appendix 2, KPI 13.
177.  Appendix 2, KPI 22.

178.  Productivity Commission, “Regulatory Institutions and Practices,” op. cit. 258.
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Table 3 sets out a summary of the results for the
five statutory Crown entities rated more than
five times in our survey. They are the Commerce
Commission, the Electricity Authority, the
FMA, the RBNZ, and WorkSafe New Zealand
(WorkSafe).

The results show the average percentage scores
for each regulator across the 23 KPIs. The table

is sorted from the highest ratings to the lowest
based on the average percentage of respondents
‘agreeing’ or ‘strongly agreeing’ that the regulator
met the KPL

Of these five, the three top-rated regulators all
have the board governance model. The fourth,
the Commerce Commission, has a multi-member
commission governance model. The RBNZ,
which rates last, has the single-member decision-

maker model.

In Chapter 4, we undertake a detailed case study
on the FMA’s performance, and use comparative
data to study the FMA against its predecessor,
the Securities Commission.

Then in Chapter s, we evaluate the performance
of the Commerce Commission and the RBNZ,
and assess any lessons to be drawn from the
comparatively better performance of the FMA
for the governance arrangements for these

two regulators.

We are conscious, though, that we have been
given a wealth of information and feedback

by survey recipients on many other regulators.
We will share the feedback — on an anonymised
basis — with the concerned regulators. Where
appropriate, some of the material will also
feature in our future research notes and other
publications. We now turn to the transformation

of New Zealand’s financial markets regulator.
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CHAPTER 4

What a difference a change of
governance can make

This [the FMA] is the leading example of a

regulatory governance structure. A well-respected

diverse board holding a CEO to account and
answerable to the Minister. It gives industry
participants significant confidence in the
effectiveness and fairness of the regulator.

Compared with the former Sec Comm which had
the Chair as the CEO (and effectively appointing

the board) the FMA is light years abead.
— SURVEY RESPONDENT

4.1 The global financial crisis, 2006-12

The GFC had many casualties. Around the world,
banks, investment banks, and other financial
institutions collapsed as financial markets froze.
Fortunately for New Zealand savers, our banking
sector withstood the global meltdown. Not a
single depositor’s dollar was lost.

It was a different story for non-bank deposit
takers. During the GFC New Zealand’s finance
company sector was crushed. More than 6o
New Zealand finance companies collapsed.
Some of the noted casualties were Bridgecorp,
South Canterbury Finance, and Hanover.

The 2011 parliamentary inquiry into this collapse
estimated losses of more than $3 billion borne
by 150,000 to 200,000 depositors.”> The RBNZ

estimated that pre-GFC, non-bank lenders had
assets of approximately $25 billion comprising
about 8% of lending by all financial institutions.
By the time the last finance company failed, in
2013, finance companies accounted for only 3%

180

of all lending.

4.2 The demise of the Securities Commission

It was not just the finance companies that
failed. New Zealand’s principal financial
markets regulator, the Securities Commission,
was an early casualty too. As early as 2009, the
Ministry of Economic Development encouraged
the Securities Commission to establish

an independent review panel to assess the

181

Commission’s overall effectiveness.

The report that followed, prepared by Prada,
former chair of France’s securities regulator, and
Walter, former senior New Zealand civil servant,
signed the Securities Commission’s death warrant.*
The following year, the Minister of Commerce
introduced legislation to scrap the Commission

and replace it with a new regulator, the FMA."®

Remarkably, the Minister regarded the
institutional reform of the Securities Commission
sufficiently important to do it before completing

a systematic review of New Zealand’s securities

179. Commerce Committee, “Inquiry into Finance Company Failures,” op. cit.

180. Reserve Bank of New Zealand, “Report for the Minister of Finance on the operation of the prudential regime for Nonbank

Deposit Takers” (2013).

181.  Michel Prada and Neil Walter, “Report on the Effectiveness of New Zealand’s Securities Commission,” op. cit. 3.

182.  Ibid.
183.  Financial Markets Authority Bill 2010.
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regulations. Reforming the regulator was
apparently even more urgent than reforming the

regulations.

What was the need for such haste? The answer
is clear in the Minister’s Cabinet Paper seeking
approval for creating the FMA:** the Minister
believed speed was critical to restoring public
confidence in New Zealand’s financial markets.
This was to be achieved — at least in part — by
addressing two problems with the agencies
regulating the financial markets. The first was
the fragmented nature of the regulators — with
responsibilities split among several agencies.
The second concerned the “perceived lack of
proactive investigation and enforcement” by
the Securities Commission.™

At its heart, the concerns related to the
Commission’s failure to act on a series of
shortcomings in the finance company sector.

A common theme in many of the finance
company failures was irregular related-party
lending from the finance companies to borrowers

associated with finance company owners.

In a Discussion Document from the Securities
Commission released before the GFC, the
Commission raised concerns about finance
company disclosure.®® Then, in 2005, the
Commission announced it had identified

areas where disclosure by finance companies
of related party lending needed to improve to
ensure finance companies offered documents
that complied with the law.¥” The Commission
went on to say, “If breaches of the law are found,
we will raise these matters with the finance

companies concerned and, if necessary, take

appropriate enforcement action.”*

While the Commission did take some action
between April and August 2006, it was too little
and too late. The Commission had been fiddling
while Rome burned.

4.3 The Prada and Walter recommendations

Prada and Walter’s recommendations included
reforming the commission’s governance
structure. First, they recommended separating
the Commission Chair’s governance role from
the chief executive officer’s management role.
This, they said, “would bring the Securities
Commission into line with what is now the
standard arrangement for all but the smallest
of Crown Entities.™

In making this suggestion, Prada and

Walter acknowledged that practice varied
widely among counterpart bodies in other
jurisdictions. But they pointed to the large
volume of research suggesting that the basic
principles of corporate governance — including
splitting governance and management
functions — were likely to be of benefit to all
organisations.”® And they pointed out specific
advantages for the Commission “in separating
the two roles in terms of the checks and balance
that accompany a split between governance
and management.”"

Another governance recommendation

concerned the skill set of commissioners.

184. Office of the Minister of Commerce, “Creating a Financial Markets Authority and Enhancing Kiwisaver Governance and

Reporting,” op. cit. Henceforth referred to as “FMA Cabinet Paper.”

185.  Ibid. 1.

186.  Securities Commission Discussion Document, “Disclosure by Finance Companies,” (April 2005).

187.  Securities Commission, “Review of Finance Company Disclosure,” (August 2006).

188.  Ibid.

189. Michel Prada and Neil Walter, “Report on the Effectiveness of New Zealand’s Securities Commission,” op. cit. 24.

190. Ibid.
1. Ibid. 2s5.
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While acknowledging the calibre of existing
commissioners, Prada and Walter said the
stakeholders found that “the Commission
does not have quite the level of recent current
commercial or securities market experience

it needs,”* and recommended increasing the

number of commissioners.

Prada and Walter made several other
recommendations, most notably that:

* the Commission take a more proactive
approach to exercising its existing powers,
and that consideration be given to increasing
its powers;'

* the roles of New Zealand’s various financial
markets regulatory bodies be reviewed with
a view to consolidating their functions;*

* steps be taken to improve the resourcing
of the Commission and the capabilities of
its staff; and

* the Commission needed to strengthen
its stakeholder engagement and
communications strategies.”

All these recommendations were adopted in the
legislation creating the FMA in 2011.

4.4 The Financial Markets Authority

The FMA came into existence on 1 May 2011
with a mandate to strengthen the public’s
confidence in New Zealand’s financial markets,
promote innovation, and grow New Zealand’s
capital base.”” New securities regulations

followed two years later with the passage of the
Financial Markets Conduct Act 2013 (FMCA),
replacing the Securities Act 1978.

Like its predecessor, the FMA was established as
an independent Crown entity. It operates with a
board of up to nine members, led by a chair, and
up to five more associate members."”® All board
members, including the chair, are appointed by
the Governor-General on the recommendation of
the Minister of Commerce. In practice, the FMA
board and chair are closely involved in board
appointments. The board first identifies the skill
set the board needs. The chair then discusses

the board’s view with MBIE officials, who filter
applications for the position based on the agreed
criteria. Both the chair and MBIE participate

in candidate interviews and then put together
recommendations for the Minister.”

The FMA has a wide range of regulatory powers
and responsibilities. These include:

* monitoring compliance by financial markets
participants with the FMCA;

* investigating and enforcing non-compliance;

* prosecutorial decision-making;

* quasi-judicial decision-making (including
granting consents or exemptions of
various types);

* rule-making; and

* advising officials on policy.

From the outset, the FMA board delegated
extensive decision-making powers to its CEO.
This modus operandi was a break both from the

192. Ibid.

193. Ibid. 15.
194. Ibid. 7.
195. Ibid. 30.

196. Ibid. 37-38.

197.  Financial Markets Authority, “Statement of Intent 2017-2020” (2017).
198.  Note: The current FMA Chair, Murray Jack, is a board member of The New Zealand Initiative. Along with the chairs of several
regulators — including the Commerce Commission, the Electricity Authority, and the RBNZ, he was interviewed as part of our

research. However, he has played no role in our research other than in his capacity as chair of the FMA.

199. Murray Jack, Personal interview (1 September 2017).
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commission model of its predecessor, and from
its closest peer, the Australian Securities and
Investment Commission (ASIC).

The FMA board has nevertheless reserved for
itself decision-making powers for sensitive
matters, as well as those powers the board is
required to exercise under the FMCA.>*° In this
regard, it operates like a corporate entity. The
executive is largely responsible for managing

the core functions of the organisation (albeit
regulatory, rather than profi-maximising). The
board is responsible for setting strategy and
performance measures against which to hold the

201

executive accountable.

When exercising its reserved decision-making
powers, the board generally acts in divisions
of three board members. Divisions meet more
frequently than the full board and exercise

all the powers of the FMA. In this respect,
the FMA operates similarly to the former
Securities Commission — and to the current
Commerce Commission.

However, it is different from both in two

key respects. First, the majority of the FMA’s
regulatory decision-making power is delegated to
the CEO. And second, the divisions work closely
with the CEO, who attends all — or nearly all —
division meetings.?** In a real sense, the CEO is
the fulcrum through whom the FMA exercises

its regulatory powers.

4.5 Have the reforms worked?

During both its first two years, the FMA
undertook stakeholder engagement surveys

to gain feedback on its performance.? These
surveys were all overwhelmingly positive. Their
essence is captured by the following quotation
from the FMA’s media release relating to the
third survey:

Overall, stakeholders recognised FMA as a
capable, credible and professional regulator
which has established a significantly
stronger and improved regulatory
framework. They were highly satisfied
with FMA’s achievement of a significant
cultural turn-around from the Securities
Commission through its collaborative,
engaged and proactive working style
including the attraction of good talent and

strong leadership and market presence.***

These observations align both with the responses
to our survey and in interviews conducted with
interested stakeholders following the survey
period. As Consumer NZ said in an interview,*”
“... they are a million times better than the
Securities Commission. We never agreed the
Securities Commission lacked the necessary

tools. The FMA is doing a much better job.”

In our survey, we asked those respondents

who had interacted with both the Securities
Commission and the FMA to assess the FMA
compared with its predecessor. Respondents
were asked to do this using the full range

of performance metrics used to evaluate the
regulatory agencies earlier in the survey. These
metrics included communication and coherence
of the FMA’s objectives, expertise and respect,
commercial acumen, predictability, transparency,
and fairness in decision-making, consultation

and engagement, and accountability.

200. Financial Markets Authority, “Exercise and limits of delegated authority” Regulatory Delegations Policy (2015), 6.

201.  Murray Jack, Personal interview (2 October 2017).
202. Rob Everett, Personal interview (27 September 2017).

203. Colmar Brunton, “Stakeholder survey — Final report: Financial Markets Authority” (2012); Oliver Wyman, “FMA Progress

Review: Stakeholder Feedback Report” (2013).

204. Financial Markets Authority, “FMA releases stakeholder feedback report,” Media release (5 December 2013).

205. Suzanne Chetwin, Personal interview (21 November 2017).
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On average, 81.1% of survey respondents either Figure 4.1
‘agreed’ or ‘strongly agreed’ that the FMA performs
better than its predecessor across the 23 performance

The FMA performs better than

metrics.>*® No respondents ‘strongly disagreed’ T .

and, on average, across the 23 KPIs, only 2.3% of (across all 23 KPIs)

respondents ‘disagreed’ (see Figure 4.1). This is a
remarkably strong endorsement of the new regulator.

While the overall results are impressive, responses 81 1 %
u

to some of the individual questions are even more Strongly agree/
striking. More than three-quarters of respondents Agree
‘agreed’ or ‘strongly agreed’ that the FMA
outperforms the former Securities Commission on
18 out of the 23 KPIs (see Figure 4.2).>7

3%

The FMA’s own ratings, that is, where it was rated Disagree

in its own right, rather than compared with the 0 0/

Securities Commission, were also strong.**® Overall, g (0
Strongly disagree

60.8% of responses ‘agreed’ or ‘strongly agreed’,

28.9% were ‘neutral’, and only 10.3% ‘disagreed’.

Figure 4.2

Average % of respondents who agree/disagree that FMA outperforms
the Securities Commission across the 23 KPIs
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206. The results of this comparative assessment are set out in Appendix 6.

207. The exceptions were KPIs 7, 9, 17, 20 and 22. Even with these KPIs, between 60% and 72% ‘agreed’ or ‘strongly agreed’ that the
FMA outperforms its predecessor, and only 0% to 5.6% ‘disagreed’.

208. See Appendix 6.
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The FMA’s average of 60.8% compares very
favourably with the ratings of the other
regulators in our case studies (see Figure 4.3).

Figure4.3
Average percentage
responses across the 23 KPIs

Commerce
Commission

39.9%

FMA
RBNZ

60.8%
28.6%

10.3%
25.8%
36.0%

The FMA received more ‘agree’ and ‘strongly

AGREE/STRONGLY AGREE
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agree’ responses to a/l 23 KPIs than each of

the Commerce Commission and the RBNZ

(see Figure 4.4). Responses on coherence of
objectives, constructiveness, predictability,
consultation, learning from mistakes, and
internal accountability were significantly stronger
for the FMA than for the other two regulators.>*

We also asked respondents to rank the regulatory
agencies with whom they interacted based on

the level of respect they had for them. Of the
agencies ranked 25 times or more, the FMA
received the fewest ‘worst place’ rankings — one
out of 27 respondents — equating to just 3.7%.

Comments from survey respondents add some
colour to the numerical results.

* Governance and accountability

“The FMA governance structure has two
distinct features. There is clear management-
board separation. The board represents a
diverse range of industry stakeholders. Both
features are unusual in NZ regulators.”

“This is the model that should be applied
to the Commerce Commission and the
Reserve Bank.”

“The FMA ... appears to be subject to more
active review by ... the MBIE than seems to
be the case with most other regulators.”

* Expertise

“Governance is only part of what has made
[the FMA] successful. Its culture and level of
market expertise also matter.”

* Consultation

“FMA consults well. They listen well.

The leaders understand the issues.
Delivering through their staff ranks is their
major challenge.”

* Engagement

“Overall I have found the FMA ...
surprisingly easy to deal with... [They] do
appear to take a more collaborative approach
to compliance than their predecessor and
engage better with businesses.”

While there were some critical comments
expressing reservations about the expertise of the
FMA’s staff, the responses were overwhelmingly
positive. The comment below perhaps best sums
them up:

The FMA firstly has a well-comprised and
well-respected Board. It has a CEO that has
both commercial and regulatory experience.
Whilst they have struggled to build expertise
in their lower ranks there is a well-balanced

209. See responses to questions 2, 10, 13, 19, 20, and 21 in Appendix 6, setting out the comparative survey responses to the 23 KPIs for

the FMA, the Commerce Commission and the RBNZ.
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Figure4.4

Comparative ratings for FMA, Commerce Commission and RBNZ across the 23 KPIs
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approach between endeavouring to support
growth in markets and ensuring poor behaviour

is well regulated.

4.6 What can we learn from these results?

At one level, the results of our survey tell us

that institutional reform has been successful.

No doubt, there are many factors contributing

to the FMA’s performance. But we suggest that
the FMA’s internal governance arrangements are
critical. As we saw in Chapter 1, organisational
governance and leadership are key in driving
culture, talent, evaluation and performance
towards high-quality regulatory decision-making.

Two particular features of the FMA’s governance
arrangements appear to promote high-quality
performance. First, separating the roles of chair
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and chief executive means the board is largely
independent from the day-to-day executive
performance of the organisation. It is therefore well-
placed to hold the FMA’s executive to account. This
is in stark contrast to an organisational structure
where the executive powers reside either in the

chair of the board, or in the board itself. Even with
the best will in the world, a board with executive
powers will struggle to hold itself to account.

Second, feedback from the interviews we have
conducted suggests the FMA board role appeals
to a wider range of candidates than membership
of the former Securities Commission.
Importantly, the role appeals to more candidates

with current financial markets expertise.

It is not hard to understand why. Holding an
executive chair to account is an invidious task.
More candidates are thus willing to take on a
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governance role under the board governance model
where they have a greater chance of being effective.

Indeed, both factors work in tandem.
Separating governance and executive
responsibilities enables greater accountability
and assists the appointment process by
attracting more expert candidates for board
positions. Such individuals are, in turn, able
to show higher levels of performance.

Of course, other factors might have an
equal — or even greater — bearing on the

FMA’s performance.

Before its demise, the Securities Commission
claimed its performance had been hamstrung by
a lack of enforcement tools and the resources it
needed to be effective. But not one of the 23 KPIs
against which we asked survey recipients to rate
the comparative performance of the Securities
Commission and its successor related to the

breadth of the agencies’ enforcement powers.

Additional powers of compulsion are not a
prerequisite to communicating objectives

clearly, or to reaching consistent decisions, or

to having respected expertise. Yet these are all
hallmarks of a well-run organisation, with strong

internal governance.

Survey recipients were asked to focus on the
conduct of the two regulators, rather than the
scope of their powers. And it was on that metric
that the FMA beat the Securities Commission
hands down.

The FMA’s leadership would agree it is better
resourced than the Securities Commission.
Resourcing may partly explain the FMA’s
superior ratings, but many well-resourced
organisations fail. Adequate funding may be a
prerequisite to organisational success, but good

governance is critical to sustaining it. That is the
principal lesson we can learn from the FMA.

Of course, this is not to say the FMA is

perfect. Enough survey respondents raised
concerns about staff expertise for the regulator
to need to take notice of this. And survey
respondents clearly felt there was room for
strengthening the FMA’s external accountability
mechanisms. But if the aim of public sector
governance is to ensure an organisation achieves
its overall outcomes in such a way as to advance
public and stakeholder confidence, then the
FMA is achieving that objective.

210.  Michel Prada and Neil Walter, “Report on the Effectiveness of New Zealand’s Securities Commission,” op. cit. 22.
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CHAPTERS5

Applying the learnings from the FMA:

two case studies

To take the risks that come with such a drastic
renovation makes sense only if the new regime
promises marked improvements upon the

211

performance of its... predecessor.

Are there governance lessons from the FMA
experience for other regulators? In this chapter,
we examine the governance arrangements of

two other important regulators, the Commerce
Commission and the RBNZ. Both play critical
roles in our economy. Yet our inquiry has
revealed performance issues with both — and that
both would benefit from FMA-like reform.

5.1 The Commerce Commission

The Commerce Commission is New Zealand’s
primary trade practices regulatory agency.

The Commission was originally conceived as

a competition regulator. But in the 30 years or
so since its inception, its responsibilities have
mushroomed. It is now tasked with multiple

212

regulatory functions under multiple statutes.

These include:

* enforcing legislation that promotes
competition;

* industry-specific regulation of markets where
competition is regarded as weak (in the
telecommunications, electricity, gas pipeline,
dairy, and airport services sectors);

* enforcing fair trading laws that prohibit

misleading and deceptive conduct by
traders; and
* enforcing credit contracts and consumer

finance laws.

In many countries, the Commerce
Commission’s roles would be split among
several agencies. The concentration of these
roles means the Commission has a more
significant and far-reaching influence over
businesses in New Zealand than almost any

other regulator.

Like the FMA, the Commission has a wide
range of regulatory powers and responsibilities,

including:

* monitoring compliance with the legislation it
is charged with enforcing;

* investigating and enforcing non-compliance,
including prosecutorial decision-making;

* performing quasi-judicial decision-
making (including granting clearances
and authorisations of mergers, business
acquisitions, and restrictive trade practices);

* using sector-specific regulatory and
enforcement powers; and

* advising officials on policy.

These powers cover the full spectrum from
policy advice to regulation-making, and from
quasi-judicial to prosecutorial decision-making.

211. William Kovacic and David A. Hyman, “Competition Agency Design: What's on the Menu?” 7he George Washington Law School

2012:135 (2012), 114, 2.

212.  In addition to the Commerce Act 1986, the Commerce Commission enforces the Fair Trading Act 1986, the Credit Contracts and

Consumer Finance Act 2003, the Dairy Industry Restructuring Act 2001, and the Telecommunications Act 2001.

THE NEW ZEALAND INITIATIVE 51



The Commission is an independent Crown entity.
It is accountable to the Minister of Commerce and
Consumer Affairs. It must present an annual report
to Parliament and a Statement of Intent every three
years, and is subject to oversight by MBIE and
Treasury and scrutiny by a parliamentary select
committee. It also produces an annual Statement of
Performance Expectations outlining its priorities,
forecast financial statements, and performance

measures for the next financial year.

Unlike the FMA, it has a Commission

structure and is governed by full and part-time
commissioners. In this regard, it is similar to the
former Securities Commission.

The Commission is permitted to have four

to six commissioners, including a Chair,

a Deputy Chair, a Telecommunications
Commissioner appointed under the
Telecommunications Act, and up to three other
Commissioners. It may also have Associate
Commissioners appointed to act on a particular
matter or class of matters.?> Commission
members are appointed by the Governor-
General on the recommendation of the relevant
Minister.?* The current Commissioners and
Associate Commissioners comprise four lawyers,
three economists, and an accountant.?”

The Commission’s powers are vested in the
Commissioners in much the same way as a
company’s management powers are vested in its
board. In practice, the Commission typically
delegates its decision-making powers to Divisions

comprising three Commissioners.

Like the FMA, the Commissioners have a broad
ability to delegate their regulatory decision-
making powers to staff.”® The only exceptions are
its power to grant, revoke or vary authorisations,
which must be made by Commissioners,*”

and certain powers normally exercised by the
Telecommunications Commissioner, which may
only be delegated with his or her consent.”®

However, unlike the FMA, the Commissioners
delegate only limited powers to staff. As well

as the powers specifically reserved for them,

the Commissioners retain all powers to grant
clearances of business acquisitions, all industry-
specific regulatory powers under Part 4 of the
Commerce Act and related industry-specific
legislation, and all decisions to commence civil

proceedings or criminal prosecutions.
Powers delegated to staff are limited to:

* triage of complaints;

* low-level enforcement responses, such
as warnings, infringement notices, or
compliance advice letters;

* conduct of litigation (though not decisions to
initiate proceedings); and

* some statutory investigative powers.

As a consequence, the Commissioner’s

role is more executive than governance. And
while in recent times only the Chair and the
Telecommunications Commissioner have been
engaged as fulltime members, all Commissioners
have substantial executive responsibilities,
typically working two to four days per weck.

This is in stark contrast to the workload of the
FMA board members who, apart from the Chair,

213.  The Commission also has two “Cease and Desist Commissioners” appointed under s 74AA(1) of the Act, but the cease and desist

powers have been used only rarely, and the Cease and Desist Commissioners do not play any wider role in the governance or

management of the Commission.

214. The Telecommunications Commissioner is appointed on the recommendation of the Minister for Communications and

Information Technology. Other members are appointed on the recommendation of the Minister of Commerce and Consumer Affairs.

215.  See Commerce Commission, “Commission members,” Website.

216.  The power to delegate derives from s 73 of the Crown Entities Act 2004.

217.  Commerce Act 1986, s 105(1).
218.  Telecommunications Act 2001, s 7.
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typically work a similar number of days per month.

Although the Commission has a CEO, no
regulatory power is delegated by the Commission
to the CEO. Consequently, the regulatory
decision-making powers of the Commission staff,
who report to the CEO, do not derive from the
CEO. Rather, they are delegated directly to staff by

the Commissioners.

These arrangements have a profound effect

on the nature and status of the Commission’s
CEOQO. In contrast with the FMA CEQ, the
Commission’s CEO is not the fulcrum for the
Commission’s regulatory decision-making
function. Rather, it is the Commission’s Chair
who performs this role.”

While an executive commissioner structure is not
unusual for competition authorities around the
world, it is not the only model for competition
regulators. Indeed, the regulatory governance model
of the CMA in the United Kingdom,** which bears
the most resemblance to the board governance
model, more closely aligns with emerging theories

221

of regulatory governance best practice.

The Commission’s five-year strategic plan
recognises it is important that consumers
and businesses alike are “confident market
participants.”?* The Commission notes
specifically in relation to businesses that they

“need to be confident that the regulatory
regime we are responsible for is predictable in
order to continue to invest and innovate.”*
Unfortunately, our survey results suggest the

Commission is not succeeding with this objective.

The Commission performed comparatively
poorly both in respondents’ ratings of the
Commission’s own performance and in

bl .
respondents’ rankings of regulators from the most
to the least respected.

As we saw in Chapter 3, in the ratings, the
Commission’s average overall performance across
the 23 KPIs was just 39.9%.>* This says little

on its own. But compared with the FMA, with
whom the Commerce Commission has some
shared regulatory responsibilities, the scores are
of real concern.

The FMA outperformed the Commission on all
23 KPIs.”» On average, only 39.9% of respondents
‘agreed’ or ‘strongly agreed’ that the Commission
met each of the KPIs, compared with the

FMA’s 60.8%.

The Commission’s best rating was for clarity of

226

objectives,® where 76.3% of respondents ‘agreed’
or ‘strongly agreed’ that they were readily able

to understand the Commission’s objectives. This
result was comparable with the FMA’s rating of

76.5% (see figure 5.1).

219.  The current governance arrangements which leave the CEO to one side of decision-making power is a relatively recent develop-

ment. Under the former Commission Chair, the Commission’s General Manager (the predecessor title to the current CEO),

along with the Commission’s General Counsel and Chief Economist were directly involved in regulatory decision-making.

Sometimes dubbed “the three wise men,” they were the fulcrum around whom regulatory power within the Commission was exercised.

220. See Box 1 for more information about the CMA.

221. See for example, Joanna Bird, “Regulating the Regulators,” op. cit. 771.

222. Commerce Commission, “Our Vision and Strategy 2017—-2022” (2017), 9.

223. Ibid.

224. This figure represents the average percentage of survey respondents who agreed or strongly agreed that the Commission met the

23 KPIs. It compares with the FMA’s score of 60.8% (see Chapter 4).

225.  See Appendix 6 setting out a table of comparative results from survey for each of the FMA, Commerce Commission and the

RBNZ for each of the 23 KPIs.

226. See Question 1, Appendix 6. The ranking of ‘best’ to ‘worst’ results, has been assessed by assigning a score of 5 to a ‘strongly agree’

response, 4 to ‘agree,’ and so on, to the lowest score for ‘strongly disagree,” and calculating the mean rating by dividing the sum

of these by the number of responses for each KPI. The KPIs for which the regulator scores ‘best’ are those for which it receives the

highest mean score.
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Figure5.1 was comparatively poor compared with the

FMA’s equivalent percentages of 70.4% and
5.9%, respectively.

. . *  Question 2, where 55.3% of respondents
The Commission’s best ratings . — > «
agreed’ or ‘strongly agreed’ that “The

Staffact Actions and regulator’s objectives and actions make

consistently objectives are
with objectives coherent

(KPI5) (KP12) statutory purpose,” and 18.4% ‘disagreed’

Objectives
are clear

sense to you having regard to the regulator’s
(CGIN))

or ‘strongly disagreed’. This result was also

comparatively poor compared with the
FMA 2
. 94.1%

76.5% FMA

FMA’s equivalent percentages of 94.1% and

%, T ively.
70.4% 0%, respectively.

On many of the other questions, the gap
between the two was stark. These included
questions relating to transparency of
appointment processes, commercial knowledge,
consistency and predictability, proportionality,

AGREE/STRONGLY AGREE

consultation, learning from mistakes,

and accountability.>*

MBI

%
.

AN

7, . OA) . . b .
s 0% Among the Commission’s worst comparative
scores were those relating to commerciality,

@ 10.8% * predictability and expertise of leadership (see
18.4%

Figure 5.2):>*

* In response to Question 6, “The leaders of
the Commission are skilled, knowledgeable
and well-respected by businesses in your
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industry,” 48.6% of respondents ‘agreed’

or ‘strongly agreed’, and 18.9% ‘disagreed’
or ‘strongly disagreed’. The comparative
figures for the FMA were 70.6% and

The Commission’s next best ratings were for:*7 0%, respectively.

* In response to Question 9, “The Commerce

* Question 5, where 56.8% of respondents
‘agreed’ or ‘strongly agreed’ that “Staff
within the Commission appear to
understand the Commission’s overall
statutory objectives and act consistently
with them,” and 10.8% ‘disagreed’ or
‘strongly disagreed’. However, this result

Commission understands the commercial
realities facing your industry,” 23.7% of
respondents ‘agreed’ or ‘strongly agreed’, and
57.9% ‘disagreed’ or ‘strongly disagreed’. The
comparative figures for the FMA were 41.2%
and 11.8%, respectively.

227.  See Appendix 6.
228.  See comparative results to questions 6, 9, 15 in Appendix 6.

229. 'The Commission’s worst comparative scores are identified as those where the difference between the Commission’s mean score for

a KPI and the FMA’s equivalent scores are the greatest.
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Figures.2

The Commission’s worst ratings
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* In response to Question 15, “You are not
hindered or deterred from taking action to
improve the performance of your business
by any lack of predictability about the
regulator’s decision-making”, only 16.2% of
respondents ‘agreed’ or ‘strongly agreed’, and
54.1% ‘disagreed’ or ‘strongly disagreed’. The
comparative figures for the FMA were 58.8%
and 5.9%, respectively.

Figures.3

The Commission’s ratings
on the accountability KPIs

Effectiveness of
appeal & judicial
review rights
(KP122)
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internally
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differences were also stark (see Figure 5.3):%°

* In response to Question 21, “There are
effective accountability mechanisms
within the regulator to enable participants
in your industry to voice concerns about
. » < >
mistakes,” only 23.5% of respondents ‘agreed
or ‘strongly agreed’, and 32.4% ‘disagreed’ or

230. See Appendix 6.
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‘strongly disagreed’. The comparative figures
for the FMA were 60% and 20%, respectively.
In response to Question 22, “There are
effective appeal and judicial review rights to
challenge the decisions of the regulator in the
courts”, only 32.4% of respondents ‘agreed’

or ‘strongly agreed’, and 37.8% ‘disagreed’

or ‘strongly disagreed’. The comparative
figures for the FMA were 66.7% and

13.3%, respectively.

In response to Question 23, “The Commerce
Commission is readily held to account for the
quality of their work (including any mistakes)
by its responsible government department,
minister or some other effective external
accountability mechanism,” only 17.6% of
respondents ‘agreed’ or ‘strongly agreed’, and
44.1% ‘disagreed’ or ‘strongly disagreed’. The
comparative figures for the FMA were 60%

and 20%, respectively.

The Commission’s comparatively low ratings were

supported by comments from survey respondents

in the survey comments and during interviews.

Notable comments included the following:

a.

Objectives and actions: There was
widespread concern about the clarity

of the Commission’s objectives and the
consistency of its actions with its stated goals.
As one respondent said, “The Commerce
Commission lacks strategic direction. There is
a disconnect between its stated enforcement
priorities and what happens day to day.

Its decisions often do not relate to what it
avows are its strategic goals.” Another said,
“Like the Electricity Authority and the OIO,
the Commission lacks clarity about what

it is trying to achieve.” And another said,
“Not sure it is always focussed on the most
important things.”

Appointment processes: “There is no
obvious consultation by MBIE/Minister

as to industry views about what skills or
capabilities ComCom’s commissioners

need. Conversations with Ministers about
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the Commissioners have largely drawn

the response ‘it’s very hard to get anyone

interested who has the right skills’. There is

no response to my follow up ‘if you can’t get
good people to apply maybe you should look
at the organisation and role.”

c. Commercial expertise: This was another
area of concern. As one respondent said,
“We find it hard to communicate commercial
realities to Commission staff.”

d. Willingness to listen: Several respondents
commented on this. One said, “They have
a black and white view of the world. Their
default position is scepticism and distrust.”
Another contrasted the Commission with the
FMA, who they said were, “less arrogant than
the Commission, and much more willing to
consult and take things on board.” Others
referred to the Commission’s “high level”
communications, but that “hosting talks as a
method of engagement is not as beneficial as
one-on-one meetings.”

e. Accountability: “Being held to account
by appeal to the Courts is not an effective
external mechanism in some cases given the
costs (time and financial) involved.”

Although not addressed directly in the survey,
two further common concerns were:

a. Communication — who speaks for the
Commission? A frequent area of comment
from respondents was the lack of clarity
about who among the Commission’s staff
could “speak for the Commission”. As one
respondent observed, “The Commission’s
staff often make a certain commitment and
then it goes to the Commissioners themselves,
and you end up with a completely different
outcome.”

b. Lack of rigorous cost-benefit analysis:

“A market intervention should evenly balance
the possible benefits (wrongs averted) and the
costs (good things impeded) but it’s apparent
that ComCom places much greater weight on
the former than the latter.”



“ComCom’s door is open and stakeholder
communication definitely occurs. They do
follow ‘good regulatory processes’ except

as regards real assessment as to the cost/
benefit of their regulation. If their goals were
permanently ideal their approach would be
fine, but they are not ideal and industry and
other changes mean that goals should be
reviewed, which is not an obvious part of [the
Commission’s] modus operandi.”

There were some positive comments, too.

One survey recipient commented favourably
on the more relationship-driven approach

of the Commission’s Regulation branch,

which is responsible for industry-specific
regulation. Others commented positively on
the Commission’s experiment with relationship
managers for major customers in the

Competition and Consumer branch.

However, our survey results and interviews
identified serious shortcomings in the
Commission’s overall performance as a regulator.
These comparative shortcomings in turn inform
the rankings of survey participants’ levels of
respect for the Commission.

They resulted in the Competition and Consumer
branch of the Commission being ranked the
least respected regulator by just under a third

of the businesses who interacted with it.»"

The Commission’s rankings compare very
unfavourably with those of the FMA, at one
worst place ranking out of 27 (3.7%).

Both the survey results and the feedback
from survey recipients suggest the Commerce
Commission suffers from poor governance.
Respondents do not have a strong sense that
the Commission’s actions align with its stated

objectives. Its expertise and commercial
acumen are not well-respected. Respondents
think the Commission’s decision-making lacks
predictability. And the internal and external
mechanisms for holding the Commission
accountable are not regarded as effective.

There are two features of the Commission’s
internal governance arrangements that stand out
as shortcomings.

First, the Commissioners’ approach to delegating
their regulatory powers directly to staff means
the CEO is not responsible for any exercise of
decision-making power by the Commission.

He is the chief executive of everything within
the Commission other than its core function:

the exercise of regulatory power. He is neither
responsible for making regulatory decisions, nor
accountable for those made by the staff. As one
respondent said, “The [Commission] CEO is
actually a COO... The role is administrative.
Where the FMA CEO has decision-making
power and regulatory responsibility, the
Commission has separated the CEO and Chair
roles into two people, but the roles are wrong.”
Or as another said, “The CEO is not working
alongside the Commissioners. The [actual] CEO
role is embedded in the Chair role, but the Chair
isn’t acting as a CEO.”

A consequence of this arrangement is the
Commission lacks a key internal accountability
mechanism that is a feature of the FMA’s board
governance model: the accountability of the
CEO to the board for regulatory decision-
making. It also explains the repeated feedback
we heard from survey recipients that they often
feel there is no one accessible to them within
the Commission to speak for the Commission
on matters before a division of Commissioners.

With no ‘CEO for decision-making’ — other than

231.  We asked survey recipients to rank separately three constituent parts of the Commerce Commission: competition and consumer,

non-telecommunications price regulation, and the Telecommunications Commissioner. The respective divisions were ranked

‘least respected’ by 32.3%, 17.4% and 11.1% of survey respondents who interacted with them: see Appendix 3.
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the Commission Chair, who does not consider
himself to have such responsibilities — the
Commission’s management arrangements have
an obvious hole.

The second consequence is a corollary of this. As
the Commissioners are the key decision-makers,
if there is to be any internal accountability, they
must hold themselves to account.

The multi-member nature of the Commission
provides them with some basis to bring external
judgment to their decision-making. So too
does the fact that they tend to operate within
divisions. But as they are the Commission’s key
decision-makers, they cannot be expected to
bring the critical, independent perspective of a
governance board.

The Commission’s external governance also has
clear shortcomings. This is hardly surprising.
While the Commission is accountable to MBIE,
the Minister of Commerce, and Parliament’s
Commerce Select Committee, none of them have
in-depth expertise in competition law. While each
can monitor the performance of the Commission
against budget, or take notice of any significant
losses by the Commission before the courts or
any complaints or controversies involving the
Commission, none of the three has the expertise to

evaluate the strategic direction of the Commission.

As one survey recipient said, “MBIE monitors
the ComCom in theory — but not in any
substantive sense.” This observation is consistent
with the Productivity Commission’s conclusion
that external monitoring focuses too much on
“reporting” and not enough on the regulator’s
“performance and strategy”™* (albeit in relation
to regulatory agencies generally, rather than

the Commerce Commission iz particular).

But these observations should hardly be seen

as a criticism of MBIE, the Minister, or the
Parliamentary Select Committee process. These
observations are simply a consequence of the
complex and specialised nature of the Commerce

Commission’s regulatory role.

Both the principles of regulatory governance
and the real-life experience with reforming the
FMA suggest the Commerce Commission’s
performance would be improved by
strengthening both its internal and external

governance in three ways.

1. Strengthen the Commission’s internal
governance by introducing a substantial
degree of separation between the principal
regulatory decision-makers — whether
preliminary or final — and those
exercising oversight.

2. Broaden the Commission’s skill set by
recruiting more Commissioners/board
members with industry expertise to address
the concerns about the Commission’s lack of
commercial expertise and business acumen.

3. Create an effective external mechanism to
monitor the Commission’s discharge of its

prudential regulatory powers.

In the next chapter, we return to the latter
two objectives and outline how they might be
achieved. In relation to the first objective, the
Commission’s internal governance could be
strengthened either by:

* restructuring the Commission to introduce
a hybrid board governance model — either
like that of the FMA, or the more complex
hybrid model of the United Kingdom’s CMA
discussed in Chapter 1;%» or

* encouraging the Commissioners under the
existing Commission model to delegate
substantial power to a suitably qualified

232.  Productivity Commission, “Regulatory Institutions and Practices,” op. cit. 454.

233.  See page 14.

58 WHO GUARDS THE GUARDS?



CEO (for onwards delegation to staff
as appropriate). This would turn the
commissioner role into one more akin to a

governance role than an executive one.

In either case, the precise allocation of decision-
making responsibilities between board members/
Commissioners (on the one hand), and the
executive (on the other) might not need to be
precisely prescribed. Instead, this could be
achieved through remuneration arrangements.
These could encourage the delegation of sufficient
decision-making power to staff to ensure the
board members/Commissioners performed

the internal oversight role of contesting and
challenging the Commission’s regulatory
strategies and the exercise of regulatory decision-
making power. As with the FMA’s board, in their
restructured role, board member/Commissioners
could retain ultimate decision-making powers
over sensitive matters (and, under the current
legislation, board member/Commissioners would
be required to exercise decision-making powers

for merger authorisations.**)

During our meetings, stakeholders raised three
reservations about changing the Commission’s
governance. The first related to the potential

for monitoring ‘overkill” from introducing an
additional external monitoring mechanism.

The second related to the feasibility of the
Commission delegating its complex regulatory
functions to staff. The third concerned potential
conflicts of interest for future Commissioners (or
board members).

In relation to the monitoring issue, it is sufficient
to note that existing external monitoring

mechanisms are inadequate. Better mechanisms

are clearly needed. Both the Productivity
Commission’s findings and our survey results
make this clear.

In the case of the Commerce Commission, the
shortcomings are ameliorated o some extent

by the availability of merits review of the
Commission’s exercise of some of its decision-
making powers by the courts. The courts can
overturn poor regulatory decisions and their
court decisions can set precedents for the future
exercise of regulatory power.

However, even where merits review is available,
survey respondents expressed concerns about

both the effectiveness and efficiency of appeals
proceedings as an accountability mechanism.»¢ The
court process is slow and expensive. This can often
deter aggrieved parties from exercising appeals
rights even where they believe there are grounds

to do so. Commerce sometimes needs to move
more quickly than the court process. Consequently,
merits review is not an adequate substitute for
non-judicial ex post monitoring and review.

Turning to the second issue, it is legally
permissible for the Commission to delegate to
staff virtually all its decision-making powers.>”
As to the practicalities, the board of the UK
Competition Markets Authority (CMA)
delegates almost all regulatory decision-making
powers to staff. While it does not have the
Commission’s industry-specific price regulatory
functions, the powers delegated include merger
clearance and enforcement. Delegation to the
executive is based on the fact that it is neither
“practical nor desirable for the CMA board to
make... individual enforcement decisions that
require a detailed analysis of the evidence in a

234. Commerce Act 1986, s 105(1).

235. Ibid. 353. Generally, regulators scored poorly on KPI 23: “The regulator is readily held to account for the quality of their work

(including any mistakes) by its responsible government department, minister or some other effective external accountability

mechanism” (see Appendix 2 for all results).

236.  See Appendix 2, KPI 22, where only 32.4% of respondents agreed or strongly agreed that there are effective appeal and judicial

review rights to challenge the decisions of the Commerce Commission in the courts.

237.  Crown Entities Act 2004, s 73.
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case and the potential application of the relevant
legislation.”™® The CMA board is, consequently,
for the most part a governance board. It
determines and guides how decisions are made,
the processes involved, and the resources drawn
on to analyse the evidence and inform the
decisions.” The CMA experience suggests there
is nothing in principle or in practice to preclude
the Commission from operating according to the
board governance model.

The conflict of interest concern arises because
converting the executive Commissioner role to a
largely governance role could leave the new-style
board members/Commissioners retaining or
seeking other outside roles to fill their time (or pay
their bills). To the extent that these outside roles
might be for entities regulated by the Commission,
that creates potential conflicts of interest.

But just how real is this concern? Experience with
the FMA suggests not very. Most FMA board
members have other outside roles — even the
FMA Chair. The same is also true of the Takeovers
Panel.** Both the FMA Chair and CEO advised
us that, in practice, conflicts of interest are readily
managed through a combination of comprehensive
conflicts policies and procedures and the FMA’s
extended board of (up to) nine members and
modus operandi of regulatory decision-making
through divisions of three members.

Yet because the FMA board governance role
appeals to a wider range of candidates with
industry expertise, the FMA had access to more
current financial markets expertise than if the

role were an executive one. Survey respondents
suggested that was a positive. It is likely this would
also benefit the Commerce Commission, with one
of the key criticisms raised by survey respondents
being the Commission’s lack of industry knowledge.

It might be argued that either conflicts are more
acute in competition regulation (compared with
financial markets regulation), or the market for
potential Commerce Commission governance
candidates is smaller, reducing the potential for
conflict-free candidates. We doubt both concerns.

* The United Kingdom’s CMA itself has at
least one non-executive director with outside
commercial roles on its board. This suggests
that, if anything, the conflict of interest is a
matter of degree, rather than kind; and

* Informal soundings from competition
practitioners suggest there would be as many
candidates who might be willing to take on a
Commission governance role, but who are not
interested in an executive Commissioner role,
as there are candidates who might be ruled

out by potential conflicts of interest.

For these reasons, we do not think the
peculiarities of the Commerce Commission’s
regulatory functions preclude adopting the
superior FMA board governance model. And for
completeness, we note that if it did, this would
make it all the more important to establish an
effective external governance body to monitor
the strategy and direction of the Commission.
We return to this issue in the final chapter.

5.2 The Reserve Bank of New Zealand

The RBNZ is best known for its independent
management of New Zealand’s monetary policy.
And since 1989, it has had a single monetary
policy mission: to maintain price stability. At
times — as now — the singularity of this goal has
been controversial. Yet it is a job the RBNZ has
done well.

238.  David Currie, et al. “Institutional Design and Decision-Making in the Competition and Markets Authority,” op. cit. 15.

239. Ibid.

240. The board of the Takeovers Panel comprises four practising lawyers, three investment bankers, two consultants, a professional

non-executive director, and a corporate CEO.
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But the RBNZ is not only responsible for
monetary policy. It is also charged with:

* prudential regulation of banks, non-bank
deposit takers, insurance companies;

* regulation of the payments system (jointly
with the FMA); and

* supervision and enforcement of anti-money

laundering legislation.>#

The objective of the RBNZ’s prudential
regulatory role is to maintain a sound and
efficient financial system.*** With insurance
companies, the RBNZ’s regulatory role has the
further purpose of promoting public confidence
in the insurance sector.

The RBNZ’s dual role is in contrast to its closest
peer, the Reserve Bank of Australia, which

has direct responsibility only for monetary
policy. The prudential supervision of Australian
financial institutions lies with a separate

regulator, the Australian Prudential Regulation
Authority (APRA).

Given our focus on regulatory governance, it is
only the latter regulatory function of the RBNZ
we address in this report. We will comment on
the unique governance structures for the RBNZ’s
monetary policy responsibilities only to the extent
they affect the RBNZ’s regulatory responsibilities.

To enable the RBNZ in its prudential regulatory
role, the Reserve Bank of New Zealand Act 1989
(the Act) confers wide powers on the RBNZ. In
relation to the banking sector, these include the

power to:

* set and enforce conditions of registration for
registered banks;

* authorise a change in ownership of a
registered bank;

* recommend public disclosure requirements to
the Minister;

* give directions to banks under certain
circumstances; and

* recommend that a bank in financial distress
be placed into statutory management.

In addition, the RBNZ monitors each registered
bank’s financial condition and compliance with its
conditions of registration. This monitoring ensures
the RBNZ is familiar with the financial condition
and risk profile of each bank and that it maintains
a state of preparedness to instigate corrective
actions should it consider this necessary.

The RBNZ is a unique organisation. It has the
appearance of an independent Crown entity

but is not one, and therefore it is not subject to
the Crown Entities Act. Instead, it is constituted
under its own legislation and has its own, unique
institutional form.

The RBNZ has a Governor (who in any other
organisation would be called a CEO) and a
board. However, the board does not exercise the
powers of the RBNZ. The RBNZ’s powers — for
both monetary policy and prudential regulation —
are directly vested by the Act in the Governor.

Compared with other critical regulatory regimes,
this approach is unusual. But the RBNZ’s
governance arrangements reflect the policy
objectives of the 1989 Act. At the time, achieving
political independence for the RBNZ’s monetary
policy function was seen as paramount. It was,
after all, the 1980s, and the New Zealand and
global economies were still emerging from one of
the most tumultuous periods of price instability
in Western history.

241.  In relation to anti-money laundering, the RBNZ has shared responsibilities, along with the FMA and the Department of Internal Affairs.

242. See section 1A, Reserve Bank of New Zealand Act, 1989.
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Vesting the power of setting monetary policy
directly in the Governor, while creating checks
and balances relating to appointing the Governor,
ensured the RBNZ’s political independence.*#

It may have seemed only natural for the RBNZ’s
prudential regulatory powers to be vested directly
in the Governor in the same way. And so they
were, adopting what is now known as the single-
member decision-maker model.

Consequently, the Governor has the sole power

to determine — and enforce — the prudential
requirements for all registered banks by controlling
the conditions of registration and applicable
prudential standards.** In practice, the RBNZ
employs a committee-based decision-making
process for regulatory policy decisions, with the
Financial Systems Oversight Committee overseeing
prudential regulatory strategy.* Nevertheless, with
the ultimate decision-making power resting with
the Governor, this is a remarkable concentration of
both policymaking and regulatory decision-making
power in a single individual.

With other policymaking powers, though,

such as the prudential regulation of non-bank
deposit takers (NBDTs) or bank disclosure rules,
regulations are made by the executive council acting
on the recommendation of the Minister of Finance
(in turn, acting on the advice of the Governor).

This inconsistent approach to rule-making is
unusual. Why should the RBNZ have discretionary
rule-making power on significant policy issues like
the conditions of the registration of banks, when
changes to bank disclosure requirements must be
made by the Executive Council? And why do the

rule-setting requirements for banks, and those for
NBDTs and insurers, differ?

This topic is beyond the scope of this report. But
it is clear that at least in relation to the banking
sector, the Governor’s control over the banks
gives him or her a level of discretionary power
unparalleled in New Zealand.

Under Governor Graeme Wheeler, the RBNZ
formalised diversifying decision-making by
introducing a governing committee comprising
the Governor, the two Deputy Governors, and
the Assistant Governor under the chairmanship
of the Governor.** However, given the
committee comprises only the Governor’s
subordinates — and with the Governor retaining
the right of veto — this arrangement does not
change the fundamentally autocratic governance
arrangements within the RBNZ.

There are, nevertheless, external

governance mechanisms to hold the RBNZ to
account.” The RBNZ must provide the Minister
of Finance with a Statement of Intent each
year.* And, since 2013 it has been subject to a
Letter of Expectations from the Minister.** It is
also subject to scrutiny by Parliament’s Finance
and Expenditure Committee and to audit by

the Auditor-General. Treasury also provides a
degree of oversight of the RBNZ’s performance.
And the RBNZ’s twice-yearly Financial Stability

reports also act as accountability mechanisms.>°

However, as the RBNZ is responsible for
advising the Minister on its own legislation,
it is not subject to the same departmental

243. Reserve Bank of New Zealand, Bulletin 8o:11 (December 2017), 14.

244. Reserve Bank of New Zealand, “Statement of Policy-Making Approach” (2017), 4.

245. Ibid. 5. Reserve Bank of New Zealand, Bulletin, op. cit. 18. The FSO is chaired by the Deputy Governor and head of financial
stability. A similar committee, the Macro-Financial Committee, develops the RBNZ’s macro-prudential framework.

246.  Graeme Wheeler, “Decision making in the Reserve Bank of New Zealand,” speech to the University of Auckland Business School (2013).

247.  See section 4 of Reserve Bank of New Zealand, Bulletin op. cit. 230 for a more detailed summary of the RBNZ’s accountability mechanisms.

248. Reserve Bank Act 1989, s 162A.

249. Reserve Bank of New Zealand, “Letters of Expectations,” Website.

250. See Reserve Bank of New Zealand, Bulletin, op. cit. 22 and 25f.
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oversight as other independent regulators.

And, understandably, neither the Minister,

nor the Auditor-General, nor the Finance and
Expenditure Committee has the resources or
expertise to evaluate the costs and benefits of the
RBNZ’s prudential regulatory regime.

Although the RBNZ has a board, the board’s
powers are much more limited than the FMA
board (or, for that matter, a corporate board). This
is largely because the RBNZ’s regulatory powers
are vested directly in the Governor by the Act,

rather than being delegated to the Governor by
the board.

This has profound consequences for the internal
governance of the RBNZ’s regulatory functions.
While the board is charged with monitoring the
Governor’s performance, the Governor is not
accountable to the board for exercising his or
her powers in the way any other CEO would be.
The board has no power to override a regulatory
decision made by the Governor exercising

a power delegated directly to him. And the
Governor has no statutory duty — or need — to
confer with the board before exercising the

regulatory powers vested in him.

As a consequence, the board’s role is primarily ex
post monitoring of the Governor’s performance,
rather than ex ante approval of strategy (and
holding the Governor to account for achieving
that strategy). While the board may give

advice to the Governor on any matter relating

to the performance of the RBNZ’s functions
and the exercise of its powers,”" the Governor

is not obliged to follow the board’s advice.
Consequently, if the board is not happy with the

Governor’s use of his regulatory powers, it cannot

step in and override those decisions.

And oddly, given the board’s supposed
monitoring role, the Governor sits on the board
and supplies the board with its secretariat. Both
features undermine the board’s independence,
and invariably compromise its effectiveness as a
monitoring mechanism.

Recognising some of the oddities of the Reserve
Bank’s governance, in early 2017 Finance Minister
Steven Joyce asked The Treasury to commission
an independent report on possible changes to
the governance of the RBNZ from former State
Services Commissioner lain Rennie. Following
the 2017 general election, the new Minister of
Finance, Grant Robertson, announced a two-
stage review of the Reserve Bank of New Zealand
Act and appointed an Independent Expert
Advisory Panel to assist with the review.>*

On 15 January 2018, Treasury released Rennie’s
report (the Rennie report) as background
material for the review.>

The Rennie report recommends a move away
from the RBNZ’s single decision-maker model
in favour of a complex ‘committee-based’
approach.”* Three committees would be formed,
each with external participants, to exercise

the RBNZ’s decision-making powers. One
committee would deal with monetary policy, and
the other two with micro- and macro-prudential
regulation separately.” The RBNZ’s board role
would be modified to a monitoring one: It would
not be tasked with the usual role of a regulatory
agency’s board of approving the agency’s
regulatory policy and strategy.”*

251.  Reserve Bank Act 1989, s 53.

252.  Grant Robertson, “Review of Reserve Bank Act announced as Policy Targets Agreement re-signed,” (Wellington: New Zealand

Government, 7 November 2017).

253. lain Rennie, “Decision-making and Governance at the Reserve Bank of New Zealand,” The Treasury, Website.

254. Ibid. 12-14 and 19—22.
255.  Ibid. 22—24.
256. Ibid. 16 and 37—40.
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The RBNZ'’s response to the Rennie report was
highly critical:

... proposals to change the governance
framework of the Bank should not be made
lightly and need to be motivated by evidence
that changes would improve upon the
current framework... Much of the analysis
underpinning the [Rennie] report was
insufficient, and consequently the conclusions
of the report are unreliable, or would require
considerable further analysis.””

As a report commissioned by a prior government,
the Rennie report is unlikely to dictate any
changes to the RBNZ’s governance. However, the
Rennie report will be an important resource for
the Labour-led Governments Independent Expert
Advisory Panel, so we will comment further on the
report at the conclusion of this chapter.

The RBNZ’s unusual governance structure
would not matter if the bank’s regulatory
performance were consistently exemplary over
time. However, our research has found reasons to

believe it is not.

This is not to say the RBNZ’s prudential
regulation of the financial system has been

lax or permitted excessive risks. Indeed, the
International Monetary Fund’s (IMF) most
recent assessment of New Zealand’s finance
sector found our banking system was well placed
to manage the risks and vulnerabilities associated
with current developments in the housing

sector, the high level of household debt, and

low dairy prices.”®

At the same time, though, the IMF was not
entirely happy with the RBNZ’s prudential
regulatory approach, and recommended
rebalancing the RBNZ’s ‘three pillars™? approach
to prudential regulation towards a more
rules-based approach, something the RBNZ is

now considering.**°

But whether or not the RBNZ accepts the

IMF’s recommendations, there is more to being
a good regulator than simply avoiding the

harm the regulations guard against. Regulatory
interventions should be proportionate to the risks
being managed, with costs and benefits carefully
weighed. They should not impose unnecessary
costs and burdens on the regulated entities.
Regulators should also exhibit appropriate
standards of behaviour — by acting in accordance
with the rule of law and principles of natural
justice fairly, predictably, transparently and
proportionally (see Chapter 1).

Our survey suggests that on this latter
dimension, relating to standards of behaviour,
the RBNZ does not perform so well. We asked
survey recipients to rate the performance of

the three regulators most important to their
businesses against 23 performance criteria.

We also asked them to rank the relative levels of
respect they had for all the regulators with whom
they interacted (Chapter 3).

In the ratings, the RBNZ’s overall performance
across the 23 KPIs was poor. On average, just
28.6% of respondents ‘agreed’ or ‘strongly
agreed’ that the RBNZ met the KPIs and 36%

261

‘disagreed’ or ‘strongly disagreed’.* These figures

compare very unfavourably with the FMA’s

257. Ibid. 1.

258. International Monetary Fund, “New Zealand Financial System Stability Assessment” (2017).

259. The three pillars are self-discipline, market discipline, and regulatory discipline. See, for example, Toby Fiennes, “New Zealand’s

evolving approach to prudential supervision,” Speech by Head of Prudential Supervision at the Reserve Bank to the New Zealand

Bankers’” Association in Auckland (2016).

260. Chris Hunt, “Outcomes of the 2016 New Zealand Financial Sector Assessment Programme” (2017).

261.  This figure represents the average percentage of survey respondents who ‘agreed’ or ‘strongly agreed” that the RBNZ met the 23

KPIs (see Appendix 1).
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average scores of 60.8% and 10.3%, respectively.
They also compare unfavourably (though less so)
with the Commerce Commission’s averages of
39.9% and 25.8%, respectively.

And where the FMA outperformed the
Commerce Commission on all 23 KPIs, the

commission in turn outperformed the RBNZ on
21 of the 23 KPIs.
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While the number of businesses rating the RBNZ
was smaller than for either the FMA or the
Commerce Commission (8 businesses as opposed
to 17 and 38, respectively), this sample included
some of New Zealand’s largest financial institutions.

The RBNZ'’s best rating was for clarity of
objectives,** with 75% of respondents ‘agreeing’
or ‘strongly agreeing’ that they were readily able
to understand the RBNZ’s regulatory goals (see
Figure s5.4). This result was comparable with the
FMA’s rating of 76.5%.

But on questions relating to almost all other
KPIs, the gap between the performance of the
prudential regulator and its financial markets

COIldlICt counterpart was cavernous.

The RBNZ’s worst comparative scores related

to expertise and respect, commerciality,
constructiveness, proportionality, consultation
and willingness to listen, learning from mistakes,
and internal accountability (see Figure 5.5):2%

* In response to Question 6, “The leaders of the
regulator are skilled, knowledgeable and well-
respected by businesses in your industry”,
only 25% or respondents ‘agreed’ or ‘strongly
agreed’, and 37.5% ‘disagreed’ or ‘strongly
disagreed’. The comparative figures for the
FMA were 70.6% and 0%, respectively.

* In response to Question 9, “The RBNZ
understands the commercial realities facing
your industry”, 7o respondents ‘agreed’ or
‘strongly agreed’, and 50% ‘disagreed’ or
‘strongly disagreed’. The comparative figures for
the FMA were 41.2% and 11.8%, respectively.

* In response to Question 10, “Your interactions
with the regulator are generally constructive”,
25% of respondents ‘agreed’ or ‘strongly
agreed’, and 50% ‘disagreed’ or ‘strongly
disagreed’. The comparative figures for the
FMA were 82.4% and 5.9%, respectively.

262.  See Question 1, Appendix 6.

263. See comparative results to questions 6, 9—10, 12, 15, 17-18 and 20-21 in Appendix 6.
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In response to Question 18, “The RBNZ
effectively consults and engages with you
and businesses in your industry to ensure
that good regulatory processes are being

followed”, only 37.5% or respondents ‘agreed’

or ‘strongly agreed’, and 50% ‘disagreed’

or ‘strongly disagreed’. The comparative
figures for the FMA were 70.6% and

11.8%, respectively.

In response to Question 20, “The

RBNZ reviews and learns from its mistakes”,
only 12.5% or respondents ‘agreed’ or
‘strongly agreed’, and 37.5% ‘disagreed’

or ‘strongly disagreed’. The comparative

Figures.5

figures for the FMA were 66.7% and
13.3%, respectively.

In relation to the accountability questions, the
RBNZ’s results were also comparatively poor
(see Figure 5.6):

* In response to Question 21, “There are
effective accountability mechanisms within
the regulator to enable participants in your
industry to voice concerns about mistakes,”
only 12.5% of respondents ‘agreed’ or ‘strongly
agreed’, and 50% ‘disagreed’ or ‘strongly
disagreed’. The comparative figures for the

RBNZ's worst comparative scores
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FMA were 60% and 20%, respectively.

In response to Question 23, “The regulator
is readily held to account for the quality

of their work (including any mistakes) by

its responsible government department,
minister or some other effective external
accountability mechanism,” only 14.3% of
respondents ‘agreed’ or ‘strongly agreed’, and
71.4% ‘disagreed’ or ‘strongly disagreed’. The
comparative figures for the FMA were 33% and
33%. While not great, these are significantly
better than the RBNZ’s ratings, respectively.

Figures.6
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In the rankings, the RBNZ did not perform
so poorly. It was ranked ten times by survey
respondents. Of these it was ranked as the
least respected regulator twice and the most
respected once. But alongside the FMA’s
worst place ranking of once and best place
ranking seven times (in each case out of

27 rankings), the RBNZ’s ranking still

compares unfavourably.>*

Like the survey results, the views of
interviewees were also largely negative.
Some respondents were cautious to express
criticism, noting that the RBNZ has been
successful in achieving its financial stability
goal. As one respondent said, “Significant

positives, but room for improvement.” Another

was complimentary, noting that the RBNZ
“did a good job with the resources available to
it.” While acknowledging that its governance
structure gives rise to a potential lack of

accountability, which could lead to questionable

outcomes, one interviewee said the RBNZ’s
regulatory approach provides “fexibility and
the ability to respond nimbly.”

But most respondents were not so

complimentary, and all expressed concerns about

some aspects of the RBNZ’s performance as
prudential regulator.

The criticisms related both to the RBNZ’s

capabilities and processes, and the substance of its

regulatory decision-making,.

In relation to process and capability, criticisms
included the following issues:

a. Lack of consistency in process: One

respondent noted that the internal processes

of the RBNZ’s prudential supervision
department, which is responsible for

prudential supervision, can be ‘random’. The

264.

See Appendix 3.
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respondent referred to long delays between
steps in a process involving regulated entities,
followed by the imposition of requirements

for more-or-less immediate action from them.

Lack of relevant financial markets
expertise among staff: This was a common
theme. One respondent noted that until

the 2000s, there was “regular interchange

of staff between the banks and RBNZ,”
meaning RBNZ regulatory staff had first-
hand finance industry expertise. But this has
changed with the banks moving their head
offices to Auckland and the RBNZ based in
Wellington. As one respondent said, “They
will always struggle to get good people [with
financial markets expertise] in Wellington,

especially with the banks now in Auckland...

this makes interchange impossible.” Another
said, “RBNZ [staff are] completely divorced
from the reality of how things are done.”
More colourfully, another said, “[RBNZ]

is all a little archaic... Entrenched people
don’t get challenged.” Another said, “On the
insurance side, the level of capability is less
than with the banks. There is a potential risk
to policyholder protection. RBNZ ends up
just focussing on the minutiae.”

Lack of commerciality: This concern is
allied to both the expertise issue noted
above, and the materiality issue noted below.
As one respondent said about the RBNZ’s
‘deafness’ to the need for a materiality
threshold before a matter becomes a breach
of a bank’s conditions of registration,
“RBNZ says, ‘If it’s not material just disclose
it’. But that’s a regulator way of thinking,.
They don’t understand the commercial,
reputational implications.”

Unwillingness to consult or engage: As
one respondent said, “I would call them out
for not truly consulting.” Another said, “The
RBNZ upholds independence to the point
that it precludes constructive dialogue.”
Several respondents drew a contrast with

the FMA, noting that the RBNZ was happy

to issue hundreds of pages of “prescriptive,
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black letter requirements,” but “without
much or any guidance” for the banks on
their application. One respondent did note,
however, that the RBNZ “isn’t resourced to
spend time doing this [issuing guidance].”
Lack of internal accountability: Several
respondents perceived a lack of oversight from
the most immediate past Governor, Alan
Bollard, in either engaging with the banks
over concerns about prudential regulation

or trying to resolve them. One respondent
noted, “Staff are often running around

doing things without serious scrutiny from
above.” Another said there is a group “with
no accountability within the RBNZ... They
favour form over substance and seem to enjoy
exercising power.” Another commented it was
“unclear how much information flowed up to
the RBNZ Board,” but that if the Governor
were accountable to the board for prudential
regulation, then the board “could be useful

in pulling up entrenched behaviour.” Another
noted that the RBNZ’s governance structure
meant it did not benefit from outside
perspectives: “[t/he value of diverse thinking is
to challenge, so you don’t get capture by one

person’s view.”

Two main criticisms were made in relation
to substance:

a. Materiality thresholds: Several respondents

highlighted the lack of a ‘materiality

threshold’ before RBNZ approval is needed

either for:

* changes to banks’ internal risk models
in the Conditions for Registration of
banks; or

* changes to functions outsourced to

related parties.

One respondent noted that without a
materiality threshold, the new requirement
for a compendium of outsourced functions
— and for approval of any change to

outsourcing arrangements with a related



entity — could lead the Australian-owned
banks to cease outsourcing functions to
related entities, thereby increasing costs and
harming customers.

Several respondents noted that the lack of

a materiality threshold could be attributed
to a lack of trust in the banks by the RBNZ
staff responsible for prudential regulatory
decisions. As one respondent put it, this

led the RBNZ to “insist on approving
absolutely everything.”

Although this view was not shared by all
banks, one respondent noted that even
APRA - long regarded as a more heavy-
handed, intrusive regulator than the RBNZ
— was “now more reasonable to deal with

than the RBNZ.”

b. Black letter approach: Along with the lack
of a materiality threshold in the RBNZ’s
regulatory regime, several respondents
commented on the RBNZ’s “black letter”
approach to interpreting its rules: “If RBNZ
had two or three public policy experts
who could bring a ‘purposive approach’ to
interpretation, that would be hugely positive.”
Another said, “[The RBNZ] has an overly
legalistic approach which ignores the purpose
of the legislation,” and that “what they’re
doing undermines [public] confidence over
things that are of no risk.” Several survey
recipients noted that this was in stark contrast
to APRA’s approach to public disclosure
in Australia.

Another respondent put the concern
differently, saying the problem was less
about the RBNZ’s ‘black letter’ approach
to its rules, and the opaqueness of the rules,
and more about the lack of guidelines from

the RBNZ explaining them, an issue the
respondent put down to a lack of resources.

While our survey sample size for the RBNZ
was comparatively small, both the survey results
and our interviews with survey recipients, raise
serious concerns about the RBNZ’s exercise

of its regulatory powers. That is not to suggest
the RBNZ’s regulation of the financial system
has left the financial system vulnerable to risks.
Rather, the problems relate to the standards

of behaviour of the RBNZ in exercising its
regulatory powers, and also in relation to the
efficiency of the regulatory regime the RBNZ
has created.

The concerns suggest the RBNZ’s regulatory
function suffers from poor internal
accountabilities and inadequate external
monitoring. Together, these point to
shortcomings in the RBNZ’s governance,
internal and external. This failure may be
exacerbated — and perhaps even facilitated — by
the unavailability of merits review of the RBNZ’s
exercise of discretionary decision-making power.

It is probably also influenced by the RBNZ’s
need for independence in setting monetary
policy. As the New Zealand Bankers’
Association noted in its submission to the

Productivity Commission:

[TThis culture of independence also
influences the way the Reserve Bank has
approached prudential policy and its role as
a regulator. This has perhaps understandably
resulted in a culture where at times the
regulator appears reluctant to engage with
the banking industry...>*

These shortcomings should come as no surprise.

265. New Zealand Banker’s Association, “Submission to the Productivity Commission on the Regulatory Institutions & Practices

Issues Paper” (2013), 8.
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The governance framework for the RBNZ’s
regulatory function lacks many safeguards. First,
the single-member decision-maker model lacks
the safeguards that exist with multi-member
bodies. These include not just the benefit of

a second (or third) pair of eyes, but also the
opportunity to bring outside perspectives,
including current banking and finance expertise,
to bear on the exercise of discretionary power. It
was just this sort of expertise Prada and Walter
considered essential for an effective regulator

of financial markets conduct like the Securities
Commission.**® This observation is equally
applicable to the prudential regulator of those
same financial markets. Indeed, the RBNZ itself
recently acknowledged this, at least in theory.

In its December 2017 Bulletin, the RBNZ noted
that “multi-member decision making bodies (cf
single decision-maker models) provide potentially
greater consistency and continuity over time and

a greater weight against ministerial influence.”™”

Second, though the RBNZ has a board, the
Governor’s regulatory policymaking and
decision-making powers do not derive from it.
As a result, the board has only limited means
of holding the Governor accountable for either
the development of regulatory policy or its
implementation.

And third, the RBNZ is not subject to the
same level of independent departmental or
parliamentary review as are other regulators.>**
Hence, with the exception of bank disclosure
requirements, its prudential policies for banks are
not subject to scrutiny even by the Regulations

Review Committee.

The RBNZ itself has recently acknowledged that,
“[iln the financial policy sphere the construction

of robust accountability arrangements is not
straightforward” and that “this warrants ongoing
development and innovation.”® We agree. The
principles of regulatory governance and the
experience with reforming the FMA both suggest
the performance of New Zealand’s prudential
regulator would be improved by:

* Amending the Act by conferring the
Governor’s prudential regulatory powers
on the board, and permitting the board to
delegate those powers to the Governor (and
for him or her to delegate them to staff).

* Broadening the skill set of the RBNZ board
to increase the level of banking and insurance
industry expertise. Given the systemic
reservations of the Productivity Commission in
relation to regulatory appointment processes,
safeguards should also be introduced to ensure
the selection process is informed by high-
quality analysis of the skills needed.

* Creating an effective mechanism to
monitor how well the board and Governor
discharge their prudential regulatory powers
(see the Conclusion).

We also recommend the RBNZ consider moving
its prudential regulatory staff to Auckland

to bring it closer to the financial institutions

it regulates. The FMA’s experience with its
Auckland office suggests this would facilitate
greater consultation and engagement between
the regulator and the regulated. It would also
facilitate the interchange of personnel between
the financial market participants and the
RBNZ. Both would help improve the trust and
confidence of each in the other.

Our recommendations differ from those in the
Rennie report in that we do 7of recommend the

266. Michel Prada and Neil Walter, “Report on the Effectiveness of New Zealand’s Securities Commission,” op. cit. 25-26.

267. RBNZ Bulletin, op. cit. 11, quoting the Bank for International Settlements 2009 report from its Central Bank Governance

Group, “Issues in the governance of central banks.”
268. Ibid, 65—66.
269. Ibid, 30.
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formation of separate committees, with external
participants, operating at a level below the board
to deal with prudential regulatory decision-
making. We think that such a structure:

* would add an unnecessary layer
of complexity;

* is inconsistent with the approach taken by
other more successful regulatory agencies with
board governance models, including the FMA;

* is not justified by any evidence or
analysis; and

* would make the RBNZ board role less
attractive to future applicants.

For completeness, we note that the references
in the Rennie report to the RBNZ board’s role
being an unusual one are correct, but not for
the reasons stated.?”” What is unusual about the
RBNZ board is the decision-making powers of
the RBNZ’s ‘CEQ’ — the Governor — do not
derive from the board, as they do, for example,
for the CEO of the FMA (or for CEOs in the
corporate world). As we have outlined earlier in
this section,?”’ this means the Governor is not
accountable to the RBNZ board the way other
CEOQOs are accountable to their boards.

The Rennie report suggests there is a “tension”
between the RBNZ board’s “advice role” and

its role assessing the RBNZ’s performance.* If
there is such a tension, it is not an unusual one.
It is an inherent feature of the board governance
model, where the board both zests and approves
the strategies developed by management — and
no doubt helps shape them — and evaluates
management’s performance.

Rather than ‘clarifying’ the RBNZ board role,

the proposals in the Rennie report would further
eviscerate the board. And it would perpetuate the
gap between the role of the RBNZ board and the
principles of best practice for board governance
for regulatory agencies discussed in Chapter 1.

We do not comment on the appropriateness

of the committee model proposed in the

Rennie report for RBNZ’s monetary policy
responsibilities. As noted earlier, the governance
of the RBNZ’s monetary policy responsibilities is
beyond the scope of this report. That is because
in exercising its powers relating to monetary
policy, the RBNZ is not acting as a regulatory
agency. Consequently, different accountability
and independence issues arise. It would therefore
be quite feasible to introduce the reforms we
recommend to the RBNZ’s prudential regulatory
powers and either:

* leave unchanged the current arrangements
for monetary policy — under which monetary
policy-setting responsibilities are delegated
directly to the Governor under the Act; or

* introduce a committee-based model for
setting monetary policy as recommended in
the Rennie report.

In its December 2017 Briefing to the Incoming
Minister of Finance (BIM),?”* the RBNZ
commented on the implications of involving
external participants in the RBNZ’s deliberations
on prudential policy, suggesting that only
full-time members should be considered:*

Committees may also include external members
to access outside perspectives, when other
avenues are costly or not feasible. Financial policy

decision-making generally involves extensive

270. lain Rennie, “Decision making and Governance at the Reserve Bank of New Zealand,” 16.

271.  Ibid, 67.
272. Ibid. 16.

273.  Reserve Bank of New Zealand, “Appendix 6: The Reserve Bank’s decision-making process,” in Briefing for the Incoming Minister

on the Reserve Bank of New Zealand (2017), 54.
274. 1bid.
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public and key stakeholder consultation, while
monetary policy decision-making involves

less formal but frequent sectoral engagement.
Policy making in monetary and financial

policy often involves complex considerations
based on multiple indicators, analytic models
and competing economic theories. Full-time
members with experience and expertise are likely
to be better suited to this task than part-time

external participants.

Anticipating that external participants might be
added to the RBNZ’s governing committee, the
BIM also argued that the Governor should retain
final decision-making powers:*” Provided the
Governing Committee remains relatively small,
we believe it should continue to make decisions
by consensus, with the Governor having the final

decision if no consensus can be achieved.

Furthermore, the BIM suggested any external
committee appointments should be made by
the Governor, or by the RBNZ board on the
recommendation of the Governor.”’®

Four points need to be made in response. The
first relates to complexity. Prudential policy
undoubtedly involves “complex considerations,”
including both “analytic models” and
“competing economic theories.” But so too do
the regulatory regimes of many other agencies,
including the FMA and the Electricity Authority.
And the RBNZ’s BIM does not try to show

that prudential supervisory issues are inherently
more complex than these other regimes. The
concern about complexity points merely to the
need for any external participants of the RBNZ’s
regulatory governance arrangements to have

an appropriate skill set. It does not preclude
their involvement.

Second, the suggestion that any external

participants should be full-time is also
misguided. A full-time external participant is
unlikely to be ‘external’ for long. Nor, in any
case, is there a need for a suitably qualified
external participant to commit to full-time
involvement in the RBNZ’s prudential regulatory
function. Participation in, say, developing
prudential regulatory strategy, and in periodic
evaluations of the RBNZ’s performance as a
prudential regulator, does not require this.

Third, when the purpose of external participation
is to challenge — or, at the very least, contest —
the RBNZ’s views, permitting the Governor

to control the process for appointing external
participants would compromise this objective.
After all, it would be only natural for a Governor
to seek external participants who share the
RBNZ'’s views given the objective of external
participation is to avoid ‘group think’.

Fourth, and most importantly, external
participation in a committee, with the Governor
having the final decision, is not required to
address concerns about the RBNZ’s governance.
The shortcomings in the RBNZ’s governance
stem from a combination of:

* the poor internal accountabilities inherent
in its single-member decision-making
model; and

* the lack of effective external monitoring of

the RBNZ’s regulatory performance.

Adding external participants to one of the
RBNZ'’s committees will not introduce the
checks and balances that are the hallmarks of

a robust governance framework for the exercise
of regulatory power. To achieve this, a change
from the single-member decision-making model
is required.

275 Ibid.
276. 1bid. ss.
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CHAPTERG6

Conclusions and recommendations

Respect is a hallmark of a well-performing
regulator. Yet our survey reveals that many

of New Zealand’s commercial regulators —
including critically important regulators like

the RBNZ and the Commerce Commission —
command neither the respect nor the confidence
of many of the businesses they are tasked

with regulating.

This is a matter of concern. As we saw in
Chapter 1, if businesses lack confidence in their
regulators, this can increase uncertainty and
stifle innovation. The consequence is reduced
productivity and increased costs for consumers.

If poor regulatory performance means the
confidence of consumers in the performance of
their regulators is misplaced, this can also have
disastrous consequences such as the losses from
finance company failures during the GFC.

New Zealand’s regulatory landscape is complex.
We have many regulators and they come in a
variety of forms. Yet there is little evidence of
any principles that guide whether regulators are
housed within government departments or as
statutory Crown entities, or the form of their

internal and external governance arrangements.

However, our research suggests that governance
arrangements, both internal and external, are key
to the performance of regulatory agencies and in
the confidence market participants have in them.

Three factors in particular appear significant.
The checks and balances created by a regulatory

agency’s internal governance arrangements
play a key role in regulatory performance.

For regulators constituted as statutory Crown
entities, three governance models are common:

* board governance model;
e multi-member commission model; and
* single-member decision-maker model.

Our survey results and case studies of three of
New Zealand’s most important regulators — the
FMA, the Commerce Commission and the
RBNZ — identify reasons for believing the board
governance model creates better checks and
balances on regulatory decision-making than the
other two models.

The insights we were able to derive from the
ratings of the FMA, compared with its predecessor,
the Securities Commission, were particularly
helpful. With its board governance model, the
FMA emerged in 2011 from the ashes of the
Securities Commission, and has since become one

of New Zealand’s most respected regulators.

Our research that two factors, in particular,

contribute to the FMA’s high ratings:

a. First, the internal checks and balances
that come from separating governance and
executive decision-making roles and, more
specifically, from separating the chair and
CEO roles that were formerly embodied
in the Chairperson of the Securities
Commission; and

b. Second, the quality of its leadership. The
FMA'’s board governance role appears to
have appealed to a wider range of candidates
with current financial markets expertise than
did membership of the former Securities
Commission. This has contributed to the
FMA enjoying a highly respected board.
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These two factors work in tandem to help
ensure the FMA’s regulatory strategies are
effective, and the executive are accountable
for their performance.

Our detailed reviews of both the

Commerce Commission and the RBNZ
suggested both would benefit from improved
internal governance. We recommend the
following reforms:

*  Commerce Commission: moving from the
commission model of internal governance
that the Commerce Commission shares with
the former Securities Commission to a hybrid
board governance model; and

*  RBNZ: reforming its poorly respected single-
member decision-maker model by making the
RBNZ Governor accountable to the RBNZ
board for the exercise of prudential regulatory
decision-making power.

In each case, steps should be taken to
broaden the skill sets and expertise of the
respective boards.

These specific conclusions in relation to the
Commerce Commission and the RBNZ suggest
potential benefits from improved regulatory
performance may be gained by similar reforms

to other regulatory agencies, whose regulatory
functions dictate that they operate independently
from political control, but which currently lack

a board governance structure.

Indeed, we recommend adopting the more
principled approach discussed in Chapter 1 of
this report to determine the institutional form
of all regulatory agencies.””” This will require

carefully weighing the arguments for political
control against the benefits of independent and
impartial regulatory decision-making. This
approach should result in regulatory agencies
operating independently of political control in (at
least) the following situations:*”®

* where the costs and benefits are long-term,
and likely to be undervalued due to a focus
on electoral cycles; or

* where significant private interests have to be
weighed against a dispersed public interest;

* where a substantial degree of technical
expertise or expert judgment of complex

analysis is required.

Our detailed reviews of both the
Commerce Commission and the RBNZ
suggested both would benefit from
improved internal governance

In some cases, as with the OIO, this might require
a change in institutional form from government
department to statutory Crown entity — or to the
new hybrid form of departmental agency.””

External monitoring in the corporate world
is performed by shareholders. For regulatory
agencies, it is done by departments, ministers
and Parliament.”®* And they have developed
extensive external accountability mechanisms

to support them.

Yet the Productivity Commission found that
external monitoring of regulatory agencies has
serious shortcomings, such as focusing too much
on procedural compliance and too little on

strategic performance.”

277.  See page 16.

278.  Productivity Commission, “Regulatory Institutions and Practices,” op. cit. 220. For the reasons noted in footnote s1, we are not

convinced by the Productivity Commission’s suggestion that regulatory agencies should also be established as independent

entities where the causal relationship between the policy instrument and the desired outcome is complex or uncertain.

279. State Services Commission, “Machinery of Government Supplementary Guidance Note: Departmental Agency Model” (2017).

280. See page I7.

281.  Productivity Commission, “Regulatory Institutions and Practices,” op. cit. 353.
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This should not be surprising. Many of our
regulatory regimes are complex, and specialist
expertise is required to evaluate them.
Government departments cannot hope to
replicate the expertise of the specialist regulatory
agencies tasked with their enforcement. This
means departments have only a limited means
to monitor the effectiveness of the relevant
regulator’s strategic approach and substantive
decision-making,.

The Productivity Commission’s findings were
supported by our survey. Despite respondents
comprehensively rating the FMA ahead of
the Securities Commission across the range
of KPIs, the FMA’s worst comparative result
related to external accountability. This was
hardly surprising as none of the reforms

to the governance of our financial markets
regulator was aimed at strengthening external

governance mechanisms.

To address concerns about the quality of external
governance, the Productivity Commission
recommended the government establish a peer
review process through which panels of senior
regulatory leaders would review the practices and
performance of other regulatory agencies.?®* The
government did not accept this recommendation.
We doubt its effectiveness in any event. To
evaluate the substantive performance of, say, the
Commerce Commission, specialist expertise in
competition policy and economics is required.
This is a scarce skill-set in the civil service.

As we saw in Chapter 1, to address this

issue, Germany has created a specialist
agency to monitor its competition regulator’s
performance.” And there have been calls in
other jurisdictions for a ‘super regulator’ to

monitor financial regulators in the wake of

the GFC.*%

In an economy the size of New Zealand’s, it
would be hard to justify forming a specialist
agency to monitor a single regulator’s
performance — even one as important as

the Commerce Commission. However,

New Zealand does have an agency with

deep economic expertise: the Productivity
Commission itself. And it has the power to
co-opt inquiry directors where a specific skill
set is required.” With an appropriate increase
in its budget, the Productivity Commission
could be tasked with undertaking, say, three-
yearly reviews of the strategies and substantive
performance of the RBNZ, the FMA and

the Commerce Commission, and report to
Parliament on its findings. This would create
an effective external mechanism to monitor
and hold to account our three most important
commercial regulatory agencies. We recommend
the government task the Productivity

Commission with this role.

The third and final factor is the capability of

the leadership of our regulatory agencies. Internal
governance and external monitoring mechanisms
are not sufficient. The skill sets and expertise

of those appointed to governance roles are

also critical.

Yet both the Productivity Commission’s report
and our survey reveal misgivings about the
quality of appointment processes and the
expertise of regulatory agency leadership.* It
appears that too often, appointment processes are
not informed by high-quality analysis.

282. Ibid. 366.

283.  See page 19.

284. Gerard Caprio, et al. Guardians of Finance, op. cit. 230.
285.  Productivity Commission, “Our team,” Website.

286. Productivity Commission, “Regulatory Institutions and Practices,” op. cit. 257.
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As we saw in Chapter 1, Canada and the
United Kingdom have addressed similar
problems by establishing independent agencies
that must first recommend a candidate before

a minister makes a board appointment to a
regulatory agency. This process is similar to the
process adopted to appoint the RBNZ Governor,
where the Minister of Finance may only appoint
a candidate recommended by the RBNZ board.

The Productivity Commission did not favour

the UK or Canadian approach, fearing that
introducing an independent appointment agency
would weaken ministerial accountability for
entity performance.”® Instead, it recommended
creating a “centre of expertise” within either

the State Services Commission or Treasury to
support departments manage appointments

and reappointments to regulatory Crown
entities.® The government did not support

this recommendation.

We do not share the Productivity Commission’s
concern that adopting the Canadian or UK
approach would dilute ministerial accountability.
As ministers retain ultimate responsibility for
appointments in the United Kingdom, they
remain accountable. In any event, concerns
about diluting accountability are likely more
theoretical than real. We doubt any potential
dilution of ministerial accountability would lead
to practical differences in the extent to which a
regulator is accountable to Parliament. In any
case, there are likely to be greater gains from
strengthening procedures at the top of the cliff,
rather than enduring the losses caused by weak
accountability mechanisms at its bottom.

Because of the importance of regulatory
capability, we recommend the government
establish a Commission for Appointments

to Regulatory Agencies modelled on the
United Kingdom’s Commissioner for Public
Appointments to ensure all appointments to
regulatory agencies are subject to independent
scrutiny and a standardised process. At the very
least, the government should implement the
Productivity Commission’s recommendation for
a “centre of expertise” to support departments
managing appointments and reappointments to
regulatory Crown entities.>

These recommendations call for substantial
changes to the governance of some of our
most important regulators. They also involve
important machinery of government reforms.
However, as we have seen in this report,
regulatory governance matters. In the modern
regulatory state, we must have effective
mechanisms to guard the guards.

287.  See page 20.

288.  Productivity Commission, “Regulatory Institutions and Practices,” op. cit. 263.

289. Ibid. 265.
290. Ibid.
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Internal governance

1. The ‘board governance model’, which is
the most common governance structure
among New Zealand's statutory Crown
entities, creates better internal checks and
balances on regulatory decision-making than
the alternative ‘commission model’ of the
Commerce Commission or the ‘single-member
decision-maker model’ of the RBNZ. It should
be adopted by all regulatory agencies which,
applying a principled approach, should operate
independently of political control.

2.In the case of the Commerce Commission,

this should be achieved by:

a. reshaping the Commissioner role so it is
largely a governance (or board member)
role with substantial decision-making power
delegated by the board to the Commission's
CEO; and

b. broadening the skill set of the Commissioners
to include more members with industry
expertise.

3. In the case of the RBNZ, this should be achieved by:

a. legislative reforms that make the RBNZ
Governor accountable to the RBNZ board
for the exercise of prudential regulatory
policymaking and decision-making
power; and

b. broadening the skill set of the RBNZ
board to include more banking and
insurance expertise.

We also recommend the RBNZ move its prudential
regulatory team to Auckland to bring them closer
to the financial institutions they regulate.

Institutional form

4.The principled approach to the institutional
form of regulatory agencies discussed in
Chapter 1should be applied to the institutional
form of all regulatory agencies in New Zealand.
While many regulators have the benefit of
regulatory independence, others for whom
independence may be more appropriate, form
part of government departments and are
subject to significant political control. The OIO
is one such example.

External monitoring

5. The Productivity Commission should report

separately to Parliament once every three years
on the regulatory strategies and performance
of the FMA, the Commerce Commission and
the RBNZ. Its budget should be increased

so it can perform this important external
monitoring function.

Appointment processes

6.An independent agency should be created to

ensure all appointments to regulatory agencies
are subject to independent scrutiny and a
standardised process.
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Appendices

Appendix 1: Table of results (%) for all regulators

across all KPIS (arranged from highest to lowest

based on sum of ‘agree’ and ‘strong agree’)

External Reporting Board
Takeovers Panel

Inland Revenue Department

Accident Compensation
Corporation

Privacy Commissioner
Financial Markets Authority
Ministry for Primary Industries
Ministry of Transport

WorkSafe

Energy Efficiency and
Conservation Authority

New Zealand Transport Agency

Ministry of Business,
Innovation, and Employment

Electricity Authority

Commerce Commission

Broadcasting Standards
Authority

Department of Conservation

Office of Film Literature and
Classification

Reserve Bank of New Zealand
Civil Aviation Authority

Earthquake Commission

Environmental Protection
Authority

Heritage New Zealand

Human Rights Commission

Land Information New Zealand
(including the Overseas
Investment Office

Average - All Regulators

27

38

N/A

522

M4

89

34.8

0.0

12.8

10.9

259

2.2

2.2

26

3.7

2.2

6.0

16.7

0.0

0.0

6.5

14

0.0

0.0

0.0

0.0

0.0

9.5

348

414

66.8

40.2

63.6

48.0

487

299

457

435

42.2

40.8

394

339

225

333

333

22.0

24.6

174

43

0.0

0.0

0.0

345

0.0

133

18.8

15.6

30.2

289

276

253

291

543

19.6

40.3

279

343

304

50.0

50.0

354

42.8

36.2

21.7

10.5

304

239

28.2

0.0

3.8

2.8

94

4.0

9.2

121

181

21.7

0.0

296

14.5

279

224

275

16.7

16.7

23.8

31.2

40.6

69.6

73.7

304

370

219

0.0

0.0

2.8

0.0

0.0

0.7

0.7

13

0.0

6.

0.7

2.7

33

29

0.0

0.0

12.2

0.0

5.8

43

15.8

391

391

5.8

100.0

82.8

75.6

75.0

63.6

60.8

59.6

55.9

48.0

45.7

44.8

44.6

4.5

39.9

391

333

333

28.6

26.1

174

4.3

0.0

0.0

0.0

44.0
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5.6

94

4.0

10.3
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18.8

23.0

0.0

357

15.2

30.6

25.8

304

16.7

16.7

36.0

31.2

464

73.9

89.5

69.6

76.1

27.7
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Appendix 2: Percentages of survey respondents ‘agreeing’ or ‘strongly agreeing’ that the regulators
meet the 23 KPIs>"

External Reporting Board 100.0 100.0 1000 100.0 100.0 100.0 100.0 100.0 100.0
Takeovers Panel 833 833 833 667 667 1000 833 833 1000
Accident Compensation Corporation 750 750 750 750 1000 750 750 667 750
Inland Revenue Department 1000 875 875 750 750 750 750 500 625
Office of Film Literature and Classification 100.0 1000 100.0 100.0 100.0 100.0 1000 1000 0.0
Privacy Commissioner 1000 800 750 1000 750 500 500 333 00
Financial Markets Authority 765 941 765 647 706 706 529 600 412
Ministry for Primary Industries 62.5 875 750 750 714 429 571 333 500
Ministry of Transport 500 500 500 667 667 667 500 333 667
WorkSafe 944 833 667 647 556 41.2 27.8 455 294
Energy Efficiency and Conservation Authority 100.0 100.0 1000 0.0 50.0 500 500 0.0 50.0
New Zealand Transport Agency 800 800 800 400 200 400 400 500 200
Ministry of Business, Innovation, and Employment 519 407 654 370 519 6.5 444 429 333
Electricity Authority 875 750 500 625 625 500 375 375 375
Commerce Commission 763 553 514 526 568 486 361 355 237
Broadcasting Standards Authority 667 333 333 667 667 333 333 0.0 333
Department of Conservation 1000 00 1000 0.0 00 1000 00 100.0
Reserve Bank of New Zealand 750 250 375 375 500 250 12.5 14.3 0.0
Civil Aviation Authority 667 1000 333 667 333 333 0.0 0.0 0.0
Earthquake Commission 1000 0.0 0.0 0.0 0.0 333 333 0.0 0.0
Environmental Protection Authority 0.0 0.0 0.0 0.0 0.0 0.0 0.0 00 100.0
Heritage New Zealand 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Human Rights Commission 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Average 686 563 558 479 488 520 399 357 384

291.  Blank cells indicate a ‘don’t know/not applicable’ response.
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100.0

75.0

875

100.0

75.0

824

714

833

66.7

100.0

60.0

778

50.0

55.3

66.7

100.0

25.0

66.7

333

0.0

0.0

0.0

0.0

61.5

100.0

833

75.0
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100.0
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40.0
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0.0
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0.0

0.0

0.0
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0.0
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36.9
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40.0
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333
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25.0

30.8
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9.5
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0.0

0.0
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0.0
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60.8
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448
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Appendix 3: Table of rankings from most to least

respected regulator

Takeovers Panel

External Reporting Board
Inland Revenue Department
Financial Markets Authority

Accident Compensation
Corporation

Ministry for Primary Industries
Privacy Commissioner

Energy Efficiency and
Conservation Authority

Commerce Commission - Price
Regulation Branch

Commerce Commission -
Telecommunications Commissioner

Department of Conservation

Civil Aviation Authority of
New Zealand

Health and Disability
Commissioner

Ministry of Business, Innovation,
and Employment

WorkSafe New Zealand
Ministry of Transport

Commerce Commission -
Competition and Consumer Branch

Electricity Authority

Environmental Protection
Authority

Earthquake Commission

Land Information New Zealand
(including the Overseas
Investment Office)

Transport Accident Investigation
Commission

Reserve Bank of New Zealand

Office of Film and Literature
Classification

Fire and Emergency New Zealand
New Zealand Transport Agency
Broadcasting Standards Authority
Human Rights Commission

Heritage New Zealand Pouhere
Taonga
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Appendix 4: Ratings (%) of FMA’s
performance compared with the former

Securities Commission

Number of
Responses®?

Metric Strongly Agree Neutral

Agree

Disagree

Therelevant people in your 25 28.0 56.0 12.0 4.0
business are more readily

able to understand the FMA's

objectives than those of its

predecessor, the Securities

Commission

The FMA's objectives and 23 304 65.2 13.0 0.0
actions make more sense

to you having regard to the

regulator’s statutory purpose

than those of its predecessor

The FMA's actions are more 26 30.8 57.7 1.5 3.8
clearly motivated by the

goal of efficiently achieving

its statutory objectives and

not for arbitrary objectives

(such as self-protection of the

regulator, or other political

or personal goals) than its

predecessor

The FMA more clearly 23
communicates its objectives

and reasons for its actions to
businesses in your industry

than did its predecessor

Staff within the FMA 21
appear to have a better

understanding of the

regulator’s overall

statutory objectives and

act consistently with them

than was the case with the

Securities Commission

391 52.2 174 0.0

238 61.9 28.6 0.0

The board members of 17 529 471 294 0.0
the FMA are more skilled,

knowledgeable and better-

respected by businesses

in your industry than their

predecessor Commissioners

at the Securities Commission

Staff within the FMA are more 25
skilled, knowledgeable and
well-respected by businesses

in your industry than was the

case with its predecessor

24.0 48.0 320 0.0

The processes for appointing 15 46.7 533 333 6.7
the leaders of the FMA are

more transparent and robust

than were those of the

Securities Commission

Strongly
Disagree

0.0

0.0

0.0

0.0

0.0

0.0

0.0

0.0

Sum of Sum of
Strongly Disagree
Agreeand and Strongly

Agree Disagree
84.0 40
95.7 0.0
885 38
91.3 0.0
85.7 0.0
100.0 0.0
72.0 0.0
100.0 6.7

292.

This excludes respondents who selected ‘don’t know/not applicable’ for any given KPL
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Numberof Strongly Agree Neutral Disagree Strongly  Sumof Sum of
Responses®?>  Agree Disagree  Strongly Disagree

Agreeand and Strongly
Agree Disagree

The FMA better understands 25 320 28.0 40.0 4.0 0.0 60.0 4.0
the commercial realities

facing your industry than did

the Securities Commission

Your interactions with the 19 36.8 474 36.8 0.0 0.0 84.2 0.0
FMA are generally more

constructive than they

were with the Securities

Commission

The FMA is more willing to 21 381 381 381 0.0 0.0 76.2 0.0
listen to the views of your

business and take them

into account than was the

Securities Commission

The FMA's compliance and 21 333 429 333 4.8 0.0 76.2 4.8
monitoring approaches

are more streamlined and

coordinated than was the

case with its predecessor

The FMA's actions and 21 381 476 23.8 4.8 0.0 85.7 4.8
decisions are more consistent

and predictable than were

those of the Securities

Commission

Concerns about the FMA's 17 294 471 471 59 0.0 76.5 59
decision-making are less of

a hindrance or deterrence

from taking action to improve

the profitability of your

business than they were

under the former Securities

Commission

The FMA more clearly 23 261 52.2 304 0.0 0.0 783 0.0
articulates the justification

and reasons for its actions

than did its predecessor

Businesses across your 20 25.0 55.0 40.0 0.0 0.0 80.0 0.0
industry are treated more

fairly and consistently by the

FMA than they were by the

Securities Commission

Action taken by the FMA 24 29.2 417 375 0.0 0.0 70.8 0.0
is more proportionate to

the regulatory risks being

managed than was the

case with the Securities

Commission

The FMA more effectively 23 391 478 174 43 0.0 87.0 43
consults and engages with

you and businesses in your

industry to ensure that

good regulatory processes

are being followed than

the former Securities

Commission did
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Metric Numberof Strongly Agree Neutral Disagree Strongly Sum of Sum of
Responses*?  Agree Disagree  Strongly Disagree

Agreeand and Strongly
Agree Disagree

The FMA more effectively 23 304 52.2 217 43 0.0 82.6 43
consults and engages

with other important

stakeholders to ensure that

good regulatory processes

are being followed than

the former Securities

Commission did

The FMA is better at learning 21 28.6 38.1 429 4.8 0.0 66.7 4.8
from its mistakes than

was the former Securities

Commission

There are more effective 19 211 57.9 421 0.0 0.0 789 0.0
accountability mechanisms

within the FMA to enable

participants in your industry

to voice concerns about

mistakes than was the case

with the former Securities

Commission

The FMA is more readily held 18 16.7 50.0 55.6 5.6 0.0 66.7 5.6
to account for the quality

of their work (including any

mistakes) by its responsible

government department,

minister or some other

external accountability

mechanism than was the

Securities Commission

The board governance model 23 34.8 435 304 0.0 0.0 783 0.0
of the FMA has contributed

toanincreasein your

respect for and confidence

in the FMA compared with

the predecessor Securities

Commission

Averages across all KPIs N/A 319 49.2 311 23 0.0 811 23
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Appendix s: Ratings (%) of FMA’s
performance by KPI

Question Numberof Strongly Agree Neutral Disagree Strongly Sum of Sum of

Responses Agree Disagree  Strongly Disagree
Agreeand and Strongly
Agree Disagree

Therelevant people in your 17 17.6 58.8 17.6 59 0.0 76.5 59

business are readily able

to understand the FMA's

objectives

The FMA's objectives and 17 1.8 824 59 0.0 0.0 941 0.0

actions make sense to you
having regard to its statutory
purpose

The FMA's actions are 17 17.6 58.8 235 0.0 0.0 76.5 0.0
motivated by the goal of

efficiently achieving its

statutory objectives and

not for ancillary or arbitrary

objectives (such as self-

protection of the regulator,

its leaders or other staff, or

for other goals)

The FMA communicates its 17 235 41.2 17.6 176 0.0 64.7 176
objectives and reasons for its

actions clearly to businesses

in your industry

Staff within the FMA appear 17 176 52.9 235 59 0.0 70.6 59
to understand the FMA's

overall statutory objectives

and act consistently with

them

The leaders of the FMA are 17 353 353 294 0.0 0.0 70.6 0.0
skilled, knowledgeable

and well-respected by

businesses in your industry

Staff within the FMA are 17 1.8 41.2 235 235 0.0 529 235
skilled, knowledgeable

and well-respected by

businesses in your industry

The processes for appointing 15 6.7 533 26.7 133 0.0 60.0 133
the leaders of the FMA are

transparent and robust

The FMA understands the 17 59 353 471 n.8 0.0 41.2 n.8

commercial realities facing
your industry

Your interactions with 17 294 529 1.8 59 0.0 824 59
the FMA are generally

constructive

The FMA is willing to listen 17 235 412 235 1.8 0.0 64.7 1.8

to the views of your business
and take them into account

The FMA's compliance and 16 6.3 313 50.0 12.5 0.0 375 12.5
monitoring approaches are
streamlined and coordinated

The FMA's actions are 16 125 313 50.0 6.3 0.0 438 6.3
consistent and predictable
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Question Numberof Strongly Agree Neutral Disagree Strongly Sum of Sum of
Responses Agree Disagree  Strongly Disagree

Agreeand and Strongly
Agree Disagree

The FMA clearly articulates 17 59 529 41.2 0.0 0.0 58.8 0.0
thejustification and reasons
for its actions

You are not hindered or 17 1.8 471 353 0.0 59 58.8 59
deterred from taking action

toimprove the profitability

of your business by any lack

of predictability in the FMA's

decision-making

Businesses across your 16 12.5 43.8 43.8 0.0 0.0 56.3 0.0
industry are treated fairly
and consistently by the FMA

Action taken by the FMA 17 59 529 294 1.8 0.0 58.8 1.8
is proportionate to the

regulatory risk being

managed

The FMA effectively 17 17.6 529 17.6 5.9 5.9 70.6 1.8

consults and engages with
you and businesses in your
industry to ensure that good
regulatory processes are
being followed

The FMA effectively consults 16 6.3 50.0 313 6.3 6.3 56.3 125
and engages with other

important stakeholders to

ensure that good regulatory

processes are being followed

The FMA reviews and learns 15 0.0 66.7 20.0 13.3 0.0 66.7 13.3
from its mistakes

There are effective 15 0.0 60.0 20.0 13.3 6.7 60.0 20.0
accountability mechanisms

within the FMA to enable

participants in your industry
to voice concerns about
mistakes

There are effective appeal 14 71 357 429 14.3 0.0 42.9 14.3
and judicial review rights to

challenge the decisions of

the FMA in the courts

The FMA is readily held to 15 6.7 26.7 333 333 0.0 333 333
account for the quality of

their work (including any

mistakes) by its responsible

government department,

minister or some other

effective external

accountability mechanism

Average across all metrics N/A 12.8 48 28.9 9.2 11 60.8 10.3
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Appendix 6: Comparative results (% of
‘strongly agree’ and ‘agree’) for the FMA,
Commerce Commission and the RBNZ for
each of the 23 KPIs

The relevant people in your business are readily able to understand the
regulator’s objectives

Theregulator's objectives and actions make sense to you having regard to the
regulator’s statutory purpose

The regulator’s actions are motivated by the goal of efficiently achieving its
statutory objectives and not for ancillary or arbitrary objectives (such as self-
protection of the regulator, its leaders or other staff, or for other political or
personal goals)

The regulator communicates its objectives and reasons for its actions clearly to
businesses in your industry

Staff within the regulator appear to understand the regulator’s overall statutory
objectives and act consistently with them

The leaders of the regulator are skilled, knowledgeable and well-respected by
businesses in your industry

Staff within the regulator are skilled, knowledgeable and well-respected by
businesses in your industry

The processes for appointing the leaders of the regulator are transparent and
robust

The regulator understands the commercial realities facing your industry
Your interactions with the regulator are generally constructive

The regulator is willing to listen to the views of your business and take them into
account

The regulator’'s compliance and monitoring approaches are streamlined and
coordinated

The regulator’s actions are consistent and predictable
Theregulator clearly articulates the justification and reasons for its actions

You are not hindered or deterred from taking action to improve the profitability
of your business by any lack of predictability in the regulator’s decision-making

Businesses across your industry are treated fairly and consistently by the
regulator

Action taken by the regulator is proportionate to the regulatory risk being
managed

The regulator effectively consults and engages with you and businesses in your
industry to ensure that good regulatory processes are being followed

The regulator effectively consults and engages with other important
stakeholders to ensure that good regulatory processes are being followed

The regulator learns from its mistake

There are effective accountability mechanisms within the regulator to enable
participants in your industry to voice concerns about mistakes

There are effective appeal and judicial review rights to challenge the decisions
of the regulator in the courts

The regulator is readily held to account for the quality of their work (including
any mistakes) by its responsible government department, minister or some
other effective external accountability mechanism

Average
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"Who will guard the guards?” has been a troubling question since Plato's Republic. More
than two millennia later, it is regulatory agencies, rather than armies, who wield many of the
powers of the state. And though these agencies focus on protecting consumers rather than
defending citizens against external enemies, the question remains as relevant today as it was
in ancient Greece.

The arsenals of our modern-day regulators are fully loaded. But having power is one thing.
Exercising it wisely, fairly and predictably is another. And that brings us to the question: Who
guards us against regulatory failure?

It is an important question. Yet we give much less thought to how to govern our regulatory
agencies than we give to how we should arm them.

This report aims to address this shortcoming. It examines what good regulatory governance
looks like and why it matters. It then goes on to analyse the results of a detailed survey of
the performance of New Zealand's commercial regulatory agencies against a range of key
performance indicators.

It finds concerning deficiencies in the performance and behaviours of some of New Zealand's
most important regulatory agencies, including the Commerce Commission and the Reserve
Bank of New Zealand. By contrast, it finds high levels of respect for New Zealand's financial
markets regulator, the Financial Markets Authority.

The report concludes by drawing lessons from these contrasting findings, and then
recommends reforms to New Zealand's regulatory governance structures in light of them.
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