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Introduction

This Briefing provides an introduction to the policy responsi-

bilities and activities of the Reserve Bank.
It is organised into four chapters.

Chapter one summarises the Bank’s broad mandate as es-
tablished by the Reserve Bank of New Zealand Act 1989,
and outlines the institutional structures within which that
mandate is carried out. The Bank operates under govern-
ance arrangements that have been tailored specifically to
provide the Governor of the Bank with a large measure of
operational independence, but within broad policy parame-
ters that have been prescribed in statute and/or are subject
to ministerial agreement. Additionally, the Bank is subject
to a number of accountability mechanisms. These involve
the Bank’s Board of Directors, the Minister, Parliament and

the public.

The remaining three chapters are organised around the func-
tions that the Bank performs to discharge the responsibilities

that have been assigned to it.
Chapters two and three deal, respectively, with:

* monetary policy, which is directed to maintaining stabil-

ity in the general level of prices; and

« oversight of the financial system, which is directed to
maintaining the stability of the financial system, or avoid-
ing significant damage to the financial system that could

result from the failure of a registered bank.

Each of these chapters begins with an outline of the statu-
tory framework for the function, with a particular focus on
how the objectives and respective roles and responsibilities
of the Minister and of the Governor are defined in the Re-
serve Bank Act. We then discuss the policy issues that pertain

to each function.

In the case of monetary policy, our point of departure is a
review of the performance of the New Zealand economy,
and consideration of the place of monetary policy in pro-
moting growth. Central to that role is the maintenance of
price stability, and the inflation targeting framework under

which the Bank pursues that objective.

We also discuss, however, how that inflation targeting frame-
work has evolved since its formalisation in the Reserve Bank

Act a decade ago. The key element in that evolution, as
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inflation has become increasingly well anchored, has been a
shift toward targeting inflation in a more medium-term con-
text. This evolution has resulted in more attention being
given to achieving a balance between inflation stability on
the one hand and stability in interest rates, the exchange

rate and real economic activity on the other.

The issues in the area of financial system oversight mostly
have an international dimension. The local banking system

is presently one of the strongest in the world.

The international dimension stems from a number of things.
First, the fact that New Zealand’s financial institutions are
mainly foreign owned, and increasingly operated and man-
aged from offshore, means that we need to keep well
informed about banking and regulatory developments in their

home countries.

Secondly, one of the international policy responses to the
financial crises in emerging markets in recent years has been
further codification of international standards for bank su-
pervision and related matters. Our approach to bank
supervision, which stresses market discipline, public disclo-
sure and good governance, is directed to many of the same
goals as those which the standards seek to achieve. Howev-
er, in some areas we seek to achieve these goals in a
somewhat different way, creating a need for us to work to
ensure that our approach is adequately accommodated by

the international standards.

Thirdly, one area of banking where a substantial reduction
in risks can be achieved is in banks’ settlements of their for-
eign exchange transactions. The volume of these settlements
is very large, and they involve interbank risks which can last
for some days at a time. International initiatives are under
way to reduce these risks, and we are keenly pursuing op-
portunities for New Zealand to be included as soon as

possible.

The fourth chapter of the Briefing outlines a number of oth-
er functions performed by the Reserve Bank. These have
varying degrees of connection with the two main functions
already mentioned. They range from responsibility for issu-
ing notes and coins, which is core to our role as a central
bank, through to providing the secretariat for the Overseas

Investment Commission, which is a more peripheral role.



1 Institutional arrangements

1.1 Statutory functions

The Reserve Bank is New Zealand’s central bank. Our role,
at the broadest level, is to work to ensure that the New
Zealand economy is supported by an efficient and effective
monetary system that facilitates trade in goods, services and

capital, to the economic benefit of New Zealanders.

The Bank’s main statutory responsibilities all relate to that

objective. They involve:

* Formulation and implemention of monetary policy
aimed at achieving stability in the general level of
prices (or, in other words, a stable unit of monetary val-
ue). The formulation of monetary policy mainly involves
forming a view on emerging inflation pressures, based
on economic projections, and the making of judgements
about the level of interest rates required to maintain in-
flation in line with the policy objective. Monetary policy
is implemented by setting the interest rate at which the
Reserve Bank stands ready to provide funds to and take

deposits from registered banks in the overnight market.

* Promotion of the maintenance of a sound and effi-
cient financial system. This function is centred on the
Bank’s role as registrar and supervisor of banks — the
institutions which comprise the largest part of the mon-

etary system. It also involves the Bank in:

- advice on banking law and other policy and regula-
tory issues that affect the financial system (not just

banks);
- oversight of the payments system;

- where necessary, a role as lender of last resort for

the financial system.

e Issuance of currency. The Bank issues currency to reg-
istered banks. In this function, the Bank acts as a
“wholesaler” of currency. The retail network for issu-
ance of currency to the public is provided by the

registered banks.

 Management of foreign exchange reserves. Reserves
are held to enable the Bank to intervene in the foreign
exchange market should that be considered necessary,
notably if illiquidity in the foreign exchange market
should threaten to disrupt the convertibility of the New

Zealand dollar.

e Provision of core banking services to registered

banks and to the government. These comprise:

- for banks, the provision of “exchange settlement
accounts,” across which the banks can exchange

value to settle inter-bank clearings; and

- for the government, the “Crown Settlement Ac-

count,” which is the Crown’s central “cheque
account.” (However, actual cheque processing and
other transactional banking services for the govern-
ment are provided by WestpacTrust, with balances
being “swept™ to the Crown Settlement Account
at the Reserve Bank at the beginning and end of

each day.)

« Provision of depository and settlement facilities for
wholesale market securities. The Bank operates the
Austraclear New Zealand system under a licence agree-

ment with Austraclear Limited.

Two functions for which the Bank is responsible, but for which

we are currently exploring out-sourcing options, are:
« collectors’ currency services; and

* registry services for government, local authority and some

private sector securities.

Two further functions are performed by the Bank as agent

for other parties:

« provision of the secretariat for the Overseas Investment

Commission; and

* management of aspects of the government’s domestic
debt raisings (as agent for the Debt Management Office

of the Treasury).
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1.2 Governance of the
Reserve Bank

Governors

The powers of the Reserve Bank are exercised by the Gover-
nor. On a range of matters — notably those concerning
monetary policy — the Governor can act independently, but
within certain constraints, and subject to certain qualifica-
tions. The framework for the Governor’s discretionary

decision making includes:

« the provisions of the Reserve Bank of New Zealand Act

1989, and in particular:

- the obligation under s.8 to direct monetary policy

towards maintaining price stability;

- the obligations under Part V to direct the exercise of
the banking supervision powers to promoting a
sound and efficient financial system, or to avoiding
significant damage to the financial system from the

failure of a registered bank;

« the terms of the Policy Targets Agreement (PTA) entered

into with the Treasurer;

* any ministerial directives to override s.8 of the Act, giv-
en in accordance with the Act (there have been none to

date);

« the fact that the exercise of certain banking supervision
powers is subject to ministerial and/or Executive Council

approval;
« the Funding Agreement agreed with the Treasurer; and
* anumber of corporate obligations such as:

- delivering an annual report and financial accounts

to the Minister;
- exercising the Bank’s powers with a sense of social
responsibility; and
- being a good employer.
The Governor is appointed by the Treasurer, on the recom-
mendation of the Bank’s Board of Directors. The term of
appointment is five years or, in the case of re-appointments,

up to five years. In December 1997, Dr Brash was re-ap-

pointed for a term of five years commencing 1 September
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1998. The Governor’s remuneration is determined by agree-
ment between the Treasurer and the Governor, after
consultation with the Bank’s Board of Directors. Removal of
the Governor from office is by Order-in-Council, made on
the recommendation of the Treasurer. The grounds for re-
moving the Governor from office include, inter alia,
inadequate performance by the Bank of its functions, inad-
equate performance in relation to the PTA, ineffective
management of the Bank, incapacitation, or serious miscon-

duct.

Deputy governors (up to two) are appointed by the Board,
on the recommendation of the Governor. One deputy gov-
ernor, currently Murray Sherwin, is designated as deputy chief
executive. The other deputy governor is Dr Rod Carr. Their
five year terms commenced, respectively, in June 1995 and
July 1998. Removal from office is by Order-in-Council made
on the recommendation of the Treasurer, on grounds relat-
ing to inadequate performance, misconduct, or hindering

the Governor.

Board of Directors

The Bank has a Board of Directors which has mainly advisory
and monitoring roles. Thus, the Board does not perform
the same governance functions as does the board of a com-

pany. Rather, its formal functions are to:

* Monitor, on behalf of the Treasurer, the performance of
the Governor. If the Board believes that the Bank’s, and
thus the Governor’s, performance has been unsatisfac-
tory, it can recommend to the Treasurer that the Governor

be dismissed.

« Determine whether Monetary Policy Statements required
to be made under the Act (s.15) are consistent with the
price stability objective specified in the Act, and with

the terms of the PTA.
* Keep under review the use of the Bank’s resources.

* Appoint and determine the remuneration of the Deputy

Governors, on the Governor’s recommendation.

 Recommend to the Treasurer the appointment or re-
appointment of the Governor, as necessary, and to advise

the Treasurer on the Governor’s remuneration.



The Board comprises not fewer than 7 and not more than
10 directors, comprising non-executive directors plus the

Governor and Deputy Governors as executive directors.

The current non-executive directors of the Bank are listed in

table 1.

Non-executive directors are appointed by the Treasurer, for
five-year terms of office. When making appointments, the
Treasurer is required to have regard to the person’s knowl-
edge, skill and experience, and to the likelihood of any

conflicts of interest.

The removal of a non-executive director from office is by
Order-in-Council, made on the recommendation of the Treas-
urer, on the grounds of non-performance of duties,
misconduct, or having hindered the Governor in the per-

formance of his or her duties.

The Board has established three Board committees: the Non-

Executive Directors’ Committee (chair: Bill Wilson); the Audit

Table 1
Non-executive directors

First appointed

Paul Baines 1 July 1999

Committee (chair: Alison Paterson); and the Registry Com-

mittee (chair: Lindsay Fergusson).

The establishment of a Non-Executive Directors’ Committee
stems from the presence of the Governor and two Deputy
Governors on the Board and, in particular, the fact that the
Governor is Chair. For these reasons the Board has delegat-
ed to the non-executive directors the primary role of
monitoring the performance of the Governor in discharging
the duties assigned to him or her under the Act and the

Policy Targets Agreement.

The Non-Executive Directors’ Committee meets at least three
times each year, and aims to meet directly with the Treasurer
at least twice each year. Apart from its key role in monitor-
ing the performance of the Governor, the Non-Executive
Directors’ Committee also handles those responsibilities of
the Board that relate to the employment and remuneration

of the Governor and Deputy Governors.

Term expires

30 June 2004

Lindsay Fergusson
Professor Viv Hall
Alison Paterson

Hon Ruth Richardson

Gil Simpson
Bill Wilson

1 December 1988
1 March 1992

1 February 1995
4 February 1999
9 June 1997

1 February 1990

31 January 2000
28 February 2002
31 January 2000
3 February 2004
8 June 2002

31 January 2003
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1.3 Organisation of the Bank

The current structure of the Reserve Bank is set out below.

Governors

Governor
Don Brash

Deputy Governor
Murray Sherwin
(Deputy Chief Executive)

Deputy Governor
Rod Carr

Departments/Managers  Functions

Currency
Brian Lang

,— Currency operations

Monetary policy formulation

Economics |:
Adrian Orr Other outputs

(Assistant Governor)

Registry
John Woodhouse

Accounting Services
Jeff Galt

Internal Services

Security

Foreign reserves management

Financial Markets
David Archer —: Market operations

Registry services

—'— Banking services

Banking System

Peter Ledingham

Corporate Services
Karen Keeley

Financial system oversight

(Acting)

Risk Assessment and Assurance

Steve Anderson

Section

Overseas Investment

Accounting services

Treasury services

Human resources strategy

Communications
Computer services
Corporate services
Knowledge services
Property management

Risk assessment and
assurance
Audit services

Legal

Commission Secretariat—|

Steve Dawe Overseas Investment

Commission

An operational review of the Currency, Registry, Account- in progress. This is expected to result in some changes to

ing Services, and Corporate Services Departments is currently the structure of those Departments.
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1.4 Financial and risk
management

As noted, responsibility for the Bank’s financial management
and use of resources rests with the Governor, with advice
and oversight from the Board. The Audit Committee, com-
prising of three non-executive members of the Board,
monitors the accounting practices and policies and internal
control systems of the Bank on behalf of the Board of Direc-
tors. The Committee also reviews the internal audit function
and has direct access to the internal and the external audi-

tors.

The Bank’s operating expenditure is funded out of its gross
income, under terms established by the Act and a five-year
Funding Agreement entered into with the Treasurer pursu-
ant to s.159 of the Act. The Funding Agreement sets out
the amount of the Bank’s income that may be applied in
meeting non-commercial operating expenditure. It ensures
that the Bank has adequate funding to discharge its respon-
sibilities and thus protects its operational independence, but
also makes the Bank accountable for its use of its resources.
A copy of the current Funding Agreement is attached as

Appendix 1 to this Briefing.?

Funding structure

The Reserve Bank’s main source of income is the return on
investments funded by the issue of currency in circulation
and by the Bank’s equity base. Currency in circulation effec-
tively represents an “interest-free loan” from the public, the

proceeds of which are invested in government bonds.

Net investment income and related “bottom-line”” amounts
do not provide a useful guide to the Reserve Bank’s financial
management, and may, in fact, be inversely related to policy
performance. Net investment income tends to rise as infla-

tion rises, because the Bank’s assets earn more as interest

! The Registry services function has been excluded from
the Funding Agreement.

2 A minor adjustment to the amount of funding provided
for under the Funding Agreement was made following
the widening of the inflation target range in December
1996. This adjustment stemmed from the fact that the
Agreement provides for the funding amount to be
adjusted for inflation in terms of the inflation target
(rather than actual inflation). The relevant
correspondence accompanies the Funding Agreement in
Appendix 1.

rates rise, while the cost of the Bank’s principal liabilities (cur-

rency in circulation) remains unchanged.

Funding Agreements

The current Funding Agreement, signed in June 1995, cov-
ers the five years from 1995/96 to 1999/2000. The agreed
current-year (1999/2000) funding amounts to $40.2 million.
We will be addressing the next five-year Funding Agreement

with the Treasurer early in 2000.

The Act requires the Bank to calculate each year the amount
of its income that exceeds the agreed level of operating ex-
penditure in the Funding Agreement. The Treasurer, after
receiving a recommendation from the Bank’s Board, decides
whether that surplus should be added to the Bank’s reserves
or paid to the government as a dividend. In addition, the
Act provides that any expenditure savings made against the
Funding Agreement level must be added to the Bank’s re-

serves, while any over-spending must be deducted.

While, generally speaking, the Funding Agreement arrange-
ments work well, there are two particular issues that we are

keen to address in the next Agreement.

First, gross expenses related to a small number of activities
are counted against the current Funding Agreement where-
as the related income is not. From an accounting perspective,
the recording of gross revenues and expenses is appropri-
ate. However, in relation to the effect on operational
decision-making, perverse incentives arise. An example is
collectors’ currency expenses. Even where our analysis dem-
onstrates that investment in a new collectors’ currency
programme is likely to yield very attractive returns, the fact
that the gross cost of that investment counts against the
funding available to the Bank, rather than the net returns,
could mean that the Bank chooses not to proceed. In that
case, the Bank remains within its funding limit, but the Crown

is worse off as a consequence.

Secondly, certain activities are currently excluded from the
Funding Agreement according to the Act. In the past, we
have agreed with the Treasurer that expenses associated with
some of these activities should nonetheless be included in
the Funding Agreement limits. In the next Funding Agree-

ment, we will be seeking to achieve consistent treatment by
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including all of the Bank’s activities, including Registry serv-

ices, in the Funding Agreement.

Expenditure structure and performance

Total operating expenses® for the 1998/99 year amounted
to $44.2 million, 8.6 percent above the budgeted amount
of $40.7 million. At the same time, expenses covered by
the Funding Agreement* amounted to $39.4 million, still

slightly below the limit of $40.2 million.

The cost of the introduction of polymer bank notes in 1999
meant that, for the first time since the Reserve Bank Act
took effect in 1990, the Reserve Bank exceeded its budget
for operating expenditure. Issuing a large volume of poly-
mer notes just prior to the end of the financial year pushed
expenses well above the amount budgeted for currency is-
suance expenses during the year. The new bank notes are
more expensive than traditional paper bank notes, but are
estimated to last four times longer. We also provided for
payments to staff who will become redundant over the next
year or so, as the volume of bank note processing diminish-

€es.

Total operating expenses of $44.2 million in 1998/99 com-
pares very favourably with total operating expenses of $62.6
million in the 1988/89 year. Staff numbers have decreased
from 556 in 1988 to 283 (full-time equivalent) currently. For
the most part, the reason for the reduction in real expendi-
ture has been productivity gains, rather than any reduction

in functions undertaken.

As the most obvious productivity gains were realised in the
early part of this period, the trend over the past five years
has been towards a more stable level of expenditure. There
has been upward pressure on operating expenses in the most
recent period due to: increased currency expenses; the host-
ing, on rotation, of an Asian-Australasian international central
bankers’ forum (last hosted by New Zealand 40 years ago);
and the introduction of New Zealand’s inter-bank real-time

gross settlement system.

The transparency of the Bank’s financial management is

shown by the fact that our published Annual Report has

3 Including the Registry services function.

4 Excluding the Registry services function
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Operating expenses under the Funding
Agreement
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won awards from the Institute of Chartered Accountants of
New Zealand (public sector non-commercial category) in five

of the last nine years (including the most recent year).

Risk management
Risk management has received increasing attention over the
past few years, and is now recognised as a specialist func-

tion of management in both the public and private sectors.

A Risk Management Committee consisting of senior man-

agement is responsible for advising the Governor on the

10

monitoring and management of all risks to which the Bank

is exposed.

In addition, in March 1999, a Risk Assessment and Assur-
ance Department was created (incorporating the existing
internal audit responsibility). Its task is to monitor the man-
agement of the wide range of risks faced by the Reserve

Bank.

In its financial activities, the Bank is subject to interest rate,
credit, foreign currency, liquidity and operating risk. Com-
prehensive guidelines record the policies for managing these
risks. These are further described in our 1999 Annual Re-

port.
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2 Monetary policy

Monetary policy in New Zealand is mostly associated with
the inflation targeting framework under which the Bank
operates. The framework provides the Bank with its objec-
tives and with the limits to its decision-making discretion.
Naturally, the focus of public and market attention is on the
price stability objective and the Bank’s progress in meeting
that objective. But we need to remind ourselves periodically
that the Act does not focus monetary policy on price stabil-
ity through some conviction that price stability is all that
matters. Rather, the ultimate objective of monetary policy,
and the institutional framework within which it operates, is
to contribute to economic growth and higher living stand-
ards for New Zealanders. With this point in mind, this

chapter:
e summarises the statutory framework;

* reviews New Zealand’s economic performance over the
longer term, and discusses the main sources of economic
growth, including how and where monetary policy can

make a contribution;

« elaborates on the inflation targeting approach to mon-
etary policy, and discusses how in New Zealand it has

evolved since its inception a decade ago;

« discusses how monetary policy operated in practice dur-

ing the latest business cycle; and

« identifies some ongoing issues.

2.1 The statutory framework
Policy objectives

Under the Reserve Bank of New Zealand Act 1989 (s.8), the
Bank is required “to formulate and implement monetary
policy directed to the economic objective of achieving and

maintaining stability in the general level of prices.”

The Act (s.9) requires that a Policy Targets Agreement (PTA)
be agreed when a Governor is appointed, for the term of
the appointment. The Agreement can be modified at other
times, on the mutual agreement of the Treasurer and the

Governor.

One of the motivations for the framework for monetary policy
established by the Act was to build public confidence that

monetary policy would be conducted in a stable and pre-
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dictable way over the longer term, and to help anchor ex-
pectations of on-going price stability. Frequent amendments

to the PTA tend to undermine this objective.

The current policy target was agreed in December 1997 at
the time of the reappointment of the Governor to his cur-
rent term of office, which commenced on 1 September 1998.
The Agreement covers his five-year term of office to 31 Au-

gust 2003.
The key provisions of the current PTA are:

* Atarget rate of 12-monthly increases in consumer pric-

es of 0 to 3 percent.

* Recognition that some events may temporarily push in-
flation outside the O to 3 percent target range. Key
examples are significant movements in world commod-
ity prices and changes in indirect taxes that have a
temporary impact on the overall price level but do not
reflect generalised demand pressures in the economy.
(The relevant clauses in the PTA are often referred to as

the “caveats” to the inflation target.)

* Arequirement that the Bank be fully accountable for its
judgements and actions in implementing monetary pol-
icy. In particular, when inflation is, or is expected to be,
outside the target range, the Bank is required to explain
why this has happened and what actions are being tak-
en to ensure that inflation comes back within the target

range.

The Bank is not proposing any amendments to the PTA at
this time. The present PTA is a usefully simple and clear

document. It:

e gives some emphasis to the medium-term focus of mon-

etary policy;

* acknowledges that occasionally there will be breaches
of the inflation target (which gives the inflation target

range “softer edges” than in previous PTAs); and

* emphasises the importance of the Bank’s explanations
of developments, over mere compliance with the quan-

titative inflation target.

We do not see any tensions between this specification and

the medium-term framework within which monetary policy

11



is being conducted today. The current PTA is reproduced in

Appendix 2.5

Overriding the objective

Section 12 of the Act allows the Treasurer to override the
Act’s price stability objective and instruct the Bank to pursue
a different objective. Such an override must be by Order-in-
Council, must be published in the Gazette and tabled in
Parliament, and can not stand for more than 12 months
without being renewed. While this mechanism was incor-
porated in the legislation to enable the
Government-of-the-day to pursue a monetary policy objec-
tive other than price stability, the Act requires full transparency
about that choice (hence the Order-in-Council procedure,
and the requirement that the override be tabled in Parlia-

ment).

Foreign exchange market intervention

The New Zealand dollar was floated in March 1985, and
since then the Bank has not sought to influence the exchange
rate by intervening in the foreign exchange market. While
the Bank could use foreign exchange market intervention as
a monetary policy instrument, our practice has instead been
to implement policy by influencing interest rates in the do-

mestic money market.

Under the Act, the Treasurer can instruct the Bank to inter-
vene in the foreign exchange market to influence the
exchange rate, or to fix the exchange rate. The instruction
must be in writing (s.17), and an instruction to fix the ex-
change rate must additionally be given under the authority

of an Order-in-Council, and be notified in the Gazette (s.18).

When these provisions were included in the Act, the free-
float policy had not been long established, and institutional
arrangements for exchange rate policy were devised to cov-
er alternatives. Nonetheless, it was recognised that if the
Government were to instruct the Bank to implement a par-
ticular exchange rate policy, this could compromise a

monetary policy directed at maintaining price stability.

5 The definition of the consumer price inflation target was
modified slightly on 28 October 1999 to take account of
the introduction of a new Consumers Price Index. The
details are set out in correspondence between the
Governor and the Treasurer, which is attached to the PTA
in Appendix 2.
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Thus, the Act provides that if the Governor believes that an
instruction to intervene in the foreign exchange market (un-
der either 5.17 or s.18) is inconsistent with the current PTA,
but is still consistent with some reasonable interpretation of
the price stability objective of the Act, he or she can request
that a new PTA be drawn up. If the Governor believes that
the foreign exchange intervention would be inconsistent with
the price stability objective, he or she is not required to com-
ply with the direction until the Treasurer has invoked the

override of the price stability objective under s.12 of the Act.

Transparency and accountability

A key feature of the Act is the requirement that the Reserve
Bank formulate and implement monetary policy transpar-
ently. Monetary Policy Statements are required to be
published at least six-monthly. Each Statement is required,

by s.15 of the Act, to address:

« the policies and means by which the Bank proposes to

achieve the policy targets;
« the reasons for adopting those policies and means;

e how the Bank proposes to formulate and implement

monetary policy during the next five years; and

« the implementation of monetary policy since the last

Statement.

In practice, the Bank publishes a Statement approximately
every three months. They are an important mechanism by
which the Bank gives account to the public and the financial

markets.

The Bank is also accountable in other ways for its perform-
ance in meeting its inflation objective. The formal

mechanisms are:
e The Board of Directors.
- Asabove.
e The Finance and Expenditure Committee.

- Monetary Policy Statements and the Bank’s Annual
Report stand referred to Parliament and any parlia-
mentary committee responsible for public sector

financial management.
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- The practice has been for Monetary Policy State- * Performance Audit.

ts to be reviewed by the Fi d Expenditl .
ments to be reviewed by the Hinance and Expenditure - Under the Act (s.167), the Treasurer can appoint an

Select Committee and for the Governor to appear.
PP external party to assess the Bank’s performance of

However, the Committee has not felt it necessary to . . -
its functions. A report arising from such an assess-

review and call the Governor to give evidence on .
ment stands referred to Parliament and any
every Statement. . . . .
2 parliamentary committee responsible for public sec-

tor financial management.
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2.2 Monetary policy and
economic growth

How has New Zealand fared in recent

times?

Figure 4 provides an overview of how the New Zealand econ-

omy has performed in the 1990s and the preceding three

decades, compared with a selection of countries with which

we typically compare ourselves.

On the basis of these charts, the following points can be

made:

« Since about the early-to-mid 1970s, growth in New Zea-
land’s GDP per capita has fallen significantly short of
what has been achieved by other countries. In the late
1960s and 1970s, large falls in New Zealand’s terms of
trade, and lack of adjustment to that change in circum-
stance, are widely held to have been major contributing

factors.

« Eventual structural adjustment, with the inevitable costs,
extended the sub-par performance through the second
half of the 1980s and into the early 1990s. From about
1992, growth in GDP per capita in New Zealand has
improved, although it has remained slower, on average,
than that recorded by the United States, the United King-

dom and Australia.

* Looking more closely at the graphic for GDP growth in
the 1990s, New Zealand’s performance for the decade
as a whole has been close to that of the UK, but below
that of Australia and the US. However, it has been a
“game of two halves.” In the first half of the 1990s,
New Zealand had the second highest growth rate of
those countries, but in the second half grew the least.
This highlights that any assessment of differences in
growth performance needs to take account of the fac-
tors specific to each country and period in time. Key
reasons for the recent slower growth have been the Asian
crisis and two consecutive droughts, on top of the lagged

effects of monetary policy tightness in 1995-96.

* Unemployment in New Zealand largely mirrors the over-
all performance of the economy. Unemployment
increased significantly (from a very low base) during the
20-year period of poor performance from 1970 to 1990,

but has fallen significantly in the 1990s, albeit to a level
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that remains high by New Zealand’s historical standards.

* New Zealand has had large current account deficits for
most of the last 25 years. The result is a level of expo-
sure to foreign capital markets that is high by
international standards. This places a premium on New
Zealand maintaining sound economic policies, so as to
retain the confidence of international capital markets,

and to be able to weather any adverse external shocks.

* New Zealand’s inflation performance was relatively poor
in the 1970s and 1980s, but is now close to the average
for industrial countries. In most developed economies
there has been a return to price stability, which was the

norm of former times.

Overall, while New Zealand in the 1990s has made some
progress in arresting the decline in its relative economic per-
formance, outcomes have fallen short of what was hoped
for early in the decade. Growth has not been sustained at a
rate sufficient for the gap between living standards in New
Zealand and other developed economies, as measured by

GDP per capita, to start closing.

What drives growth and where does
monetary policy fit in?

In broad terms, there are two primary sources of economic
growth. The first is tools and people, that is, the quantity of
capital and labour. Secondly, economic growth can occur as
a result of improvements in productivity; that is, more effi-

cient and effective use of the available capital and labour.

Table 2 shows the estimated contributions of capital, labour
and productivity growth to overall economic growth in New
Zealand in the 1980s and 1990s. These estimates are nec-
essarily only approximate, but they suggest that in the 1990s
contributions from labour supply growth and improvements

in productivity have increased compared with the 1980s,

Table 2
Contributions to output growth”

1980s  1990s
Capital contribution 1.73 0.92
Labour contribution 0.10 0.65
Productivity contribution -0.30 0.71
Average GDP growth 1.53 2.29

*

The time series on which these numbers are based
have been “cyclically adjusted” so as better to reflect the
underlying trends.
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Figure 4
New Zealand’s relative performance
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while the contribution from capital growth has been small-

er.

The increased contribution from labour supply reflects:
* growth in the working age population;

e reduced unemployment; and

* netimmigration.

The smaller contribution from capital growth in the 1990s

may seem surprising given that there has been a robust level
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of investment in New Zealand for most of the last decade.
However, there has also been a lot of capital scrapping: eco-
nomic reform and structural change rendered a lot of capital
obsolete, for example, in the meat processing, textiles and

car assembly industries.

Although increases in the amount of capital and labour are
the most obvious source of economic growth, these by them-
selves will not necessarily result in an increase in living
standards. Simply adding more capital to a given stock of

labour, or vice versa, is often subject to diminishing returns.
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For example, a farmer may double his or her output by buy-
ing a tractor. However, buying a second tractor may add
only another 20 percent to output, and so forth. The 10t

tractor may, indeed, prove to be simply a nuisance.

Moreover, growth in the labour force that merely reflects
population growth does not lift per capita income. For this
to happen, the additional labour needs to come from those
who were previously unemployed. The policy issues rele-
vant here concern labour market flexibility and work
incentives, as well as policies that foster growth more gen-

erally.

Account also needs to be taken of the source of capital used
in producing output. When investment is financed from
abroad, some of the returns will accrue to non-residents.
The benefits from foreign-financed investment for New Zea-
land residents are those that come from additional local
employment, and hence wage and salary income; addi-
tional taxes (including on non-resident investors’ income);
and the less tangible, but nonetheless very real, benefits
from service and product enhancement, and exposure to

skills and innovation.

Indeed, the most important source of economic growth that
sustainably lifts living standards concerns the whole range
of factors that determine how productively and well we use

the available resources. The drivers here relate to:

« The efficiency with which resources are allocated. This
concerns avoidance of distortions in areas such as taxa-

tion, regulation and external trade barriers.

e The quality of the resources available and how well we
use them. This is about technology, skills, management,

and entrepreneurship.

Policies in these areas directed at lifting New Zealand’s pro-
ductivity performance fall outside the Bank’s area of

responsibility. But two general points can be made.

First, experience strongly suggests that economies that are

open to international trade and investment enjoy faster pro-
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ductivity growth. Secondly, economic theory and experi-
ence suggest the possibility of virtuous circles in which
economic growth fuels subsequent human capital improve-
ments, through “learning by doing”, re-engagement of
unemployed labour, and pushing the technological bound-

aries, as currently in the United States.

Also important are the “institutions” and policy structures
required for markets to function effectively. Tax regimes and
social policies, legal structures, property rights, and compe-
tition policy all have implications for the level of productivity

in the economy.

Amongst those necessary institutions is sound money. Econ-
omies work more efficiently, and equitably, in an environment
of monetary stability. In order for the price mechanism -
which is at the heart of the functioning of a market econo-
my — to work, it is important that price signals be clear. Itis
also important that the accounting frameworks and con-
ventions we use to measure economic results, and assess
taxes, give measures that accurately reflect real economic
performance. This requires that the monetary unit of meas-
urement be stable. These things are a prerequisite for people
to be able to contract, transact, work and invest with confi-
dence. In other words, avoidance of inflation or deflation
helps to mobilise resources to where they can be used to
best advantage. Fundamentally, this is where monetary pol-

icy makes its greatest contribution to economic growth.

To some extent, the way in which monetary policy is con-
ducted also matters for growth. The issue here concerns
trade-offs between minimising inflation variability on the one
hand, and minimising the variability of real output and fi-
nancial market prices (interest and exchange rates) on the
other. Short-run volatility in any of these things may impact
negatively on the efficiency with which resources are used,
and hence growth. Where to strike the balance has been a
particular focus at the Bank during the last few years. We

elaborate on these issues later in this Briefing.
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2.3 Inflation targeting

Inflation targets are now common

As discussed above, the best contribution that monetary
policy can make to maximising sustainable economic growth
is by maintaining price stability. The notion that some addi-
tional growth can be “bought” and sustained by accepting
a bit more trend inflation — as was often claimed in the 1960s
and into the 1970s - is now widely agreed to have been

misplaced.

Certainly, monetary stimulus can generate some additional
growth in the short run. But, as supply constraints are ap-
proached, upward pressure is placed on prices and wages
and, as these rise, the increase in real activity is choked off.
In addition, once a higher rate of inflation becomes expect-
ed —and is built into wage and price-setting behaviours —an
excessively expansionary monetary policy tends to be reflect-
ed only in inflation, without the benefit of even a temporary
stimulus to real growth. This is very much the story of the
“stagflation” experienced in many countries during the
1970s, when high inflation was combined with sluggish
growth. Figure 5 illustrates New Zealand’s own experience

in this regard.

Central banks internationally began a serious effort to re-

turn to the norm of low inflation, or price stability, in the

Figure 5

late 1970s and early 1980s. A common approach was to
adopt a monetary aggregate rule to anchor inflation. How-
ever, financial deregulation at the time resulted in a
breakdown in the relationships that had been thought to

exist between monetary aggregates and inflation.

For a period after that, most central banks resorted to more
discretionary policies, often characterised by a “checklist”
of indicators. More recently, many central banks have adopt-
ed the inflation rate itself as their policy target, under an
approach to policy characterised in the economics literature
as “constrained discretion.” In other words, on the spec-
trum of monetary policy approaches, inflation targeting fits

between rigid rules and complete discretion.

New Zealand pioneered inflation targeting in 1988, with the
adoption of a 0 to 2 percent annual consumer price infla-
tion target. This target was subsequently, in March 1990,
formalised in the first Policy Targets Agreement made under
the Reserve Bank of New Zealand Act 1989. Since then,
many other countries have adopted inflation targeting re-
gimes that in many respects correspond with the New
Zealand model. A summary of the regimes for a selection of
countries is given in table 3. Inflation targeting is now an

orthodox and widely-used approach to monetary policy.

Inflation and economic growth — the New Zealand track record
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Table 3
A comparison of some of inflation targeting regimes
Country Date adopted Target Target variable
Australia 1993 Average of 2% to 3% ‘Underlying’ Price
over the business Index up until
cycle October 1998;
CPI thereafter
Brazil July 1999 8% 1999 IPC-A
6% 2000 (a broad national CPI)
4% 2001
+/- 2% band
Canada February 1991 Midpoint 2% CPI
+/- 1% band
Euro area January 1999 Less than 2% Euro area Harmonised
Index of
Consumer Prices
Finland” February 1993 2% CPI excluding indirect
no explicit band taxes, subsidies and
housing-related costs
New Zealand April 1988 0% to 3% CPI (excluding interest)
(0% to 2% originally)
Spain” November 1994 2% CPI
Sweden January 1993 Midpoint 2% CPI
+/- 1% band
United Kingdom October 1992 2.5% Retail price index
+/- 1% reporting range excluding mortgage
interest payments
“ Now members of the Euro area

Specification of the inflation target

The Reserve Bank Act prescribes the objective of monetary
policy as being maintenance of stability in the general level
of prices. This is operationalised in the current Policy Targets
Agreement in terms of maintaining 12-monthly consumer
price inflation between 0 and 3 percent. As can be seen
from table 3, this inflation target is very similar to those that
have been adopted by most other inflation-targeting coun-

tries.

The reasons for adopting an inflation target range, rather

than a point target, are to:

* Recognise the inherent volatility in prices, notably for

items like fresh fruit and vegetables;
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* Recognise the inherent uncertainties in monetary policy

(discussed more fully in section 2.5 below); but to

e Putin place limits which, if breached, require the Bank
to explain inflation developments and the measures it
has taken or proposes to take to ensure that inflation
comes back within the range. This helps ensure that
inflation expectations remain well anchored at about the

mid-point of the range.

Our analysis suggests that the present O to 3 percent target
range covers about 80 percent of the short-term variation in
the inflation rate. In other words, even where policy is con-
sistently directed at keeping inflation within the 0 to 3 percent

range, annual consumer price inflation outcomes can be ex-
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pected to fall outside that range about 20 percent of the
time or, in other words, for about one year in five. We think
this strikes an appropriate balance between the need for
flexibility in the framework, and the need to anchor infla-
tion expectations, which requires that inflation not breach

the target too frequently.

The reason for adopting a range with a positive mid-point
(that is, 1Y/, percent) is to take account of a positive bias in
the CPI measure of inflation. This bias arises from a number

of sources, the main two being that:

* many price increases are attributable to quality improve-
ments (something that Statistics New Zealand cannot

make full allowance for); and

* items which become relatively cheap, and whose im-
portance in household budgets increases, are
under-weighted in the CPI regimen, for example toll calls.
(This source of bias will be less in the future, as the CPI
regimen from here on is to be updated three-yearly in-

stead of five-yearly as in the past.)

We have no way of estimating the measurement bias pre-
cisely. Estimates in other countries suggest it is in a range of
!/,to 1 percent. On this basis, the 11/, percent mid-point for
our target range translates into a “bias-adjusted” mid-point

that is almost certainly slightly positive.

There are other grounds on which some advocate a slightly
positive mid-point. Some argue that a still higher mid-point
for the target would be appropriate, to help “grease the
wheels” of the economy. The essence of the case is that a
little inflation better enables real wages to adjust in those
parts of the economy where there is a need for real wage
cuts, but nominal wages are downwardly rigid. There is some
evidence that inflation rates below about 2%/, percent have
tended to be associated with slower rather than faster

growth.®

However, others argue that central banks should not depart

from a true price stability objective. They claim that:

« The historical evidence relates to a period when infla-

6 See Ghosh, A and S Phillips, IMF Staff Papers, Vol 45,
No. 4, December 1998, although, note that the primary
result of this study is evidence that higher inflation is
definitely harmful to growth, and that the authors do
not claim 2/, percent to be a precise estimate of a ‘growth
optimising’ inflation rate.
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tion, on average, was higher than today. As price stabil-
ity becomes the common experience, nominal wages
will probably become more flexible, downwards as well
as upwards. Thatis, even if inflation below 27/, percent
has been associated with constrained growth in the past,

that is less likely to be the case today and in the future.

* Even if wages are rigid downwards, a required reduc-
tion in unit labour costs can be, and often is, achieved

as the result of productivity improvements.

*  Much of the most recent evidence does not support the
hypothesis that very low inflation constrains growth. For
example, inflation in the United States was around 3
percent in 1992, but by 1998 had fallen to 1.6 percent.
Over the same period growth strengthened and unem-
ployment fell from 7.5 percent to 4.5 percent of the

labour force.

« |Inflation, even at very low levels, causes people to make
sub-optimal saving, investment and consumption deci-
sions, and these have welfare costs. The interaction of
inflation with the tax system introduces a bias against
saving, and in favour of residential real estate invest-
ment. These distortions cause people to make choices
that have welfare costs over their lifetimes. In particu-
lar, consumption is skewed toward the earlier years of
people’s lives (leaving less for retirement) and towards

housing (leaving less for other things).”

The question whether a little inflation helps growth there-
fore remains unsettled, and is quite controversial. The
pragmatic view the Bank takes is that the 0 to 3 percent
target established by the present Policy Targets Agreement
covers the range of most views on the question. We also
doubt that the “optimal” rate of inflation is something that
can be identified with any more precision than a 0 to 3 per-
cent range implies. Indeed, the consumer price measure of
inflation we use is itself an estimate that is subject to a
number of measurement and conceptual uncertainties. For
this reason, we publish and monitor a range of inflation

measures, and indeed that is encouraged by the PTA itself.

7 Studies on the magnitude of these welfare costs have been
done for a number of countries. Most estimates put the
annual welfare cost at the equivalent of 0.3 to 1.6 percent
of GDP. An estimate for New Zealand is 0.4 percent of
GDP (Bonato, L (1998), “The benefits of price stability:
some estimates for New Zealand,” Reserve Bank of New
Zealand Bulletin, Vol 61, pp 212-220).
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Another inflation measurement issue concerns whether as-
set prices, such as real estate and share prices, should be
included in the inflation target index. One view is that asset
prices are relevant only to the extent that they change wealth
and, through that channel, influence demand for, and hence
the prices of, goods and services. The contrary view is that
fluctuations in asset prices often have monetary origins — in
particular, that they are importantly influenced by conditions
in credit markets — and that large swings in asset prices not
supported by fundamentals (that is, “asset bubbles”) harm

trend growth.

On this issue, too, we take an eclectic view. The consumer
price inflation measure used in the PTA includes the cost of
newly constructed houses and, given the close connection
between the price of new houses and the price of existing
houses, picks up asset price inflation to some degree. Mon-
etary policy, therefore, tends to lean against asset — at least
residential real estate — price inflation, but only to the extent
that it is one of many elements that make up the consumer
price measure of inflation. In addition, we watch for how
demand pressures may alter as the result of changes in wealth

in the economy.

Inflation targeting in a low-inflation
environment

Where inflation expectations are well anchored, so that in-
flation is not a persistent, self-sustaining phenomenon, the
primary driver of inflation (or deflation) is fluctuations in the
level of overall demand relative to the economy’s capacity to
meet that demand sustainably. Long-run supply capacity is
determined by the real factors discussed in section 2.2 above,

such as labour, capital and productivity growth.

If actual demand exceeds, or falls short of, that supply ca-
pacity, inflation pressures rise or fall. This is illustrated, in a
stylised manner, in figure 6. The straight line represents the
economy’s capacity sustainably to supply goods and servic-
es. It slopes upward as that capacity grows through time.
The other line represents the level of overall demand in the
economy. Demand is subject to cyclical influences from ex-
ternal events, government policies and the like. The task of
monetary policy is to dampen rather than amplify the de-

mand cycle, and thereby dampen rather than amplify the
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gap between supply and demand. It is this “output gap”

that lies behind inflation and deflation pressures.

However, dampening the output gap is not something that
can be done precisely. Shocks that cause demand to move
above and below sustainable supply capacity are often not
predictable, and monetary policy generally works with long
and variable time lags. Attempts to manage policy in a way
which would eliminate the resulting short-term fluctuations
are likely to be unsuccessful and probably counterproduc-
tive. The degree of activism that would be required could
see policy interacting with uncertainties and surprises in a
way that could destabilise, rather than stabilise, both infla-

tion and the real economy.

There is, therefore, a trade-off between, on the one hand,
keeping inflation tightly tied to the inflation (price stability)
target, and on the other hand, stabilising output and inter-
est rates. This trade-off is illustrated in figure 7 (which is
based on Reserve Bank model simulations). It can be seen
that, over a range, moving from a less active to a more
active, shorter term, policy enables inflation variability to
be reduced to some extent, albeit at the price of more out-
put and interest rate variability. But when policy becomes
too active, output, interest rates and inflation variability all

increase.

Shocks that can cause short-run disturbances to inflation

come from a number of different directions.

Most obviously, there are unexpected events. These may
come from abroad, such as the Asian crisis; from other pol-
icy changes, such as changes to immigration or fiscal policy;

or from the vagaries of the weather.
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Figure 7
Stabilising inflation, output and interest rates
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Inflation instability

Less obvious, but no less important, are changes in the way
the economy works. For example, in the early 1990s, one
of the big uncertainties was how quickly and by how much
the supply capacity of the economy would pick up as the
result of the structural reforms implemented in the preced-
ing five to six years. More recently, since about 1994, we
have seen a marked reduction in the extent to which chang-
es in the exchange rate feed through to the prices of imported

goods (figure 8).

The time lag with which monetary policy works means that
policy decisions have to be made well in advance of their
impact being felt — by which time circumstances can be quite
different from what was expected. Indeed, when policy
decisions are being made, it is not possible even to be sure
of what the current position is, since data on the economy
become available only with a lag, and are frequently subject

to revision.

A general point here is that the extent to which monetary
policy can buffer all of the shocks that hit an economy is
reasonably modest. Sometimes shocks will be offsetting,
and sometimes they will amplify each other. The challenge
for monetary policy is to discern the bigger, more medium-
term trends in demand, supply capacity, and inflation. In
this regard, it is often said that managing monetary policy is
as much an “art” as it is a ““science”. In other words, mon-
etary policy needs to be as much concerned with managing
risks and uncertainties as it is with attaining precisely-speci-

fied targets.

Against this background, the primary task for monetary pol-
icy is to contain inflation pressures within bounds that prevent
inflation becoming embedded in expectations and thus in

price-setting behaviour. In other words, the key is to keep
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inflation expectations anchored around price stability. Pro-
vided this can be achieved, some short-term variability in
inflation need not be a cause for concern. On the contrary,
as illustrated in figure 7, attempts to suppress inflation vari-

ability too much can be counter-productive.

How has inflation targeting evolved?

Trade-offs between short-term inflation stability and real
economy and “instrument” stability have always been a fea-
ture of the inflation targeting framework. For example, the
use of “caveats” in successive Policy Targets Agreements
recognised that on occasion there will be sharp movements
in important prices in the economy, and that to attempt to
maintain strict price stability in the face of those “shocks”
would involve excessive fluctuations in the real economy and
in the policy instruments. Also, of course, the initial dis-
inflation from the high rates of inflation in the 1980s was
phased over a number of years. Additionally, the Bank re-
acted reasonably gradually to the breaches of the inflation
target range in 1995-96, and explicitly acknowledged that
returning inflation to within the target range would take

several quarters.®

However, it is also fair to acknowledge that not all develop-

8  The Governor made particular reference to this point in
a letter to the Treasurer dated 19 April 1996 (and
published in the Bank’s June 1996 Monetary Policy
Statement) in which he explained the breach of the
inflation target in 1996, and the policy actions that the
Bank intended to take to return inflation to within the
target range.
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ments have been in the direction of longer-term, less activ-
ist, policy. In the early 1990s, the early success in achieving
the 0 to 2 percent inflation target encouraged a perception
that inflation could be kept quite easily within that target
range virtually all of the time. Based on experience from
1991 to 1994, this seemed to be the case. One of the fac-
tors that assisted this perception was the close connection
then between the exchange rate and the prices of imported
consumer items. Given the direct effect of monetary policy
on the exchange rate, and of the exchange rate on the pric-
es of imported items, it seemed possible to manage consumer

price inflation quite precisely.

From about 1994, the relative importance of the direct link
between the exchange rate and imported goods prices re-
duced. At the same time, domestic inflation pressures were
rising. The focus of monetary policy thus shifted toward the
indirect impact of the exchange rate on inflation via altering
the demand for New Zealand products over the medium
term. The indirect impact of the exchange rate on inflation
is comparable to that of interest rates, with both working
via medium-term effects on aggregate demand. These ef-
fects are summarised in the Bank’s Monetary Conditions Index
(MCI), which is a rule-of-thumb indicator of the medium-
term influence of both the exchange rate and interest rates
on demand, and hence, all other things being equal, infla-

tion.

In mid-1997, the Bank began publishing in its Monetary Policy
Statements a forward path for the MCI consistent with en-
suring the inflation target was met over the one-
to two-year-ahead horizon. For a period, the Bank also
began using the forward MCI path as a means to guide the
stance of monetary conditions between the quarterly State-
ments, by specifying bands within which the MCI was to
remain. Given the turbulent exchange rate during the 1997-
98 Asian financial crisis and the bands on the MCI, short-term

interest rate volatility rose considerably.

Research at the Bank indicates that increased interest rate
volatility from mid-1997 to mid-1998 (when the bands were
relaxed substantially) was unlikely to have had much of an
effect on macroeconomic outcomes. More important were
the quarterly resets of the Bank’s projected MCI to take ac-
count of new developments in inflation pressures. In this

respect, it is clear that the decline in economic activity in
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1998 had its “seeds sown” back in 1995 and 1996. At that
point, monetary policy was necessarily tight given strong
demand pressures, and was aimed at achieving a ““soft land-
ing” in economic activity (at around 2 percent GDP growth
in 1998). This initial position, and the subsequent unantici-
pated consecutive droughts and the Asian financial crisis,
caused the expected ““soft landing™ to turn into a sharper

downturn.

The Bank also decided that some of the short-term interest
rate volatility was more easily avoidable under a different
implementation regime, namely the setting of an Official
Cash Rate (OCR). Since its introduction in March 1999, the
OCR regime has reduced the tendency for interest rates to
respond immediately to developments in the exchange rate
(although this link had already been reducing, as a result of
the relaxation of the MClI bands in the second half of 1998).
Importantly, the OCR provides the Bank the opportunity to
focus as much on the question “why did the exchange rate
move?” as on “where did it move to?”” before deciding on
an appropriate interest rate response. This is done at quar-

terly intervals.

Against this background, one of the main issues we have
been facing in recent times concerns how strictly, or flexibly,
the inflation target should be pursued in an environment of
widespread and increasingly durable price stability. Behind
this issue is the question whether price-setting behaviour —
in product and in labour markets - is now based on expec-
tations of continued price stability in a way that was not the

case in the 1970s and 1980s.

Our conclusion, on the whole, has been to adopt a more
medium-term approach, which attaches more weight to the
desirability of stabilising output, interest rates and the ex-
change rate, while still aiming to keep inflation within the

target range.
Steps that have taken policy in this direction have included:

e The widening of the inflation target range, from 0 to 2
percent to O to 3 percent, as the result of the Coalition

Agreement of December 1996.

« Alengthening of the horizon at which policy responses
to inflation pressures are directed, from 6 to 12 months
to something more like 12 to 24 months. This means

that, provided the medium-term inflation outlook is in
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line with the target, near-term shifts in the price level

are more likely to be accepted without policy reaction.

As already mentioned, a corresponding shift in empha-
sis from the direct effect of exchange rate changes on
the prices of imported goods and services, to the indi-
rect, medium-term, effect of exchange rate changes on
the competitiveness of the tradeables sector of the econ-
omy. In other words, more cognisance is taken of the
way in which the exchange rate appreciation will even-
tually bear down on inflation in the medium-term by
restraining activity in the tradeables sector of the econ-

omy. (And vice versa.)

Some de-emphasis of the edges of the target range as

“hard” and precise thresholds. This is matched with a
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corresponding increase in emphasis on the other fac-
tors that need to be taken into account when assessing
whether monetary policy settings and inflation outcomes
can be taken as consistent with the Policy Targets Agree-
ment. A related move was the decision, in December
1997, to cease regular calculation of a precise measure

of “underlying inflation.”

The shift from an MCI target to a cash interest rate in-
strument for implementing monetary policy. This change
has lessened the need for frequent intervention in the
financial markets, and has resulted in more interest rate

stability.
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2.4 The recent business
cycle

This section looks back at the recent business cycle, which
was the first test of the inflation targeting framework over a
full cycle. We review the period from the 1990-92 reces-
sion, through the subsequent period of strong growth, to
the recession in the first half of calendar 1998. Two features
stand out: the strength of the demand pressures in the mid-

1990s, and the amplitude of the exchange rate cycle.

Demand pressure and the policy response
From negative growth in mid-1992, the economy rebound-
ed unexpectedly sharply, with year-on-year GDP growth
reaching seven percent within one year (by the September
quarter 1993). Factors that contributed to the strength of
the recovery were stimulatory monetary conditions in 1992-
93, an upturn in the world economy and in commaodity prices,
and strong investment growth following a period of struc-

tural reform and capital scrapping.

In response, monetary policy was tightened aggressively, with
90-day interest rates increasing from 4.7 percent in January
1994 to 9.5 percent in December 1994. With the benefit of
20/20 hindsight, however, it is apparent that the tightening

was not sufficiently pre-emptive.

One of the reasons for the delay in tightening policy was
that the exchange rate was already appreciating. This was
thought to be a sufficiently disinflationary influence (through
the direct effect on the prices of imported items). In fact,
the exchange rate appreciation seems to have been mostly
a market response to the strong rises in New Zealand’s ex-
port commaodity prices and terms of trade at the time. An
additional factor in the delay in responding was underesti-
mation of the positive response of the economy to the
reforms implemented since 1984, in part due to initial GDP

estimates that understated the strength of the recovery.

If monetary conditions had been moved back to a more neu-
tral stance earlier in the recovery, and the rebound had been
moderated, there would probably have been less inflation
pressure in 1995 and 1996. Monetary conditions could then
have been less tight during that subsequent period and the

growth phase may have been sustained for longer.
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But, importantly, as illustrated in figures 9a and 9b, there
were a number of compounding shocks during the expan-

sion:

» the upsurge inimmigration in the early-mid 1990s, which

contributed to pressures in the housing market;

e astrong upsurge in household borrowing, as households
took advantage of ready access to credit and the ex-
panded range of goods and services available to them
(including as a result of trade liberalisation);

Figure 9(a)

Immigration, fiscal policy, and GDP growth
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operating balance net of debt servicing costs, as a
percentage of GDP.
Figure 9(b)
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price index, and GDP growth
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* astrong rise in house prices, which further fuelled de-
mand pressure (that is, people felt wealthier as their

assets increased in value);

* increased government spending as provided for in the
Coalition Agreement that followed the 1996 election;

and

= significantincome tax cuts that were announced in Feb-
ruary 1996, initially to take effect in 1996 and 1997
(though the second instalment was subsequently de-

ferred in the Coalition Agreement for one year).

As a result, strong demand pressures were sustained into
1996, and the easing in monetary policy did not commence

until the end of that year.

A question often asked is why New Zealand experienced
tighter monetary conditions than Australia in the mid-1990s,
and whether this difference explains why Australia has main-
tained faster growth in the second half of the 1990s than

New Zealand.

In both economies monetary policy was tightened quite ag-
gressively in 1994, as both rebounded from the 1991-92
recession. However, there were significant differences in the
starting positions, in the developing circumstances, and in

the policy response. Specifically:

« In New Zealand, there were a number of additional fac-
tors (as mentioned above) that propelled still stronger

growth in demand.

« Australia, by contrast, was subject to a more mixed set
of influences. Factors that moderated the rebound in-
cluded their terms of trade remaining subdued for longer,
and an “overhang” of unsold houses in the housing
market, which constrained house prices and wealth per-

ceptions.

The up-shot of the differences was that Australia in 1997
was at a better position in its business cycle to absorb the
Asian crisis shock, since by mid-1997 monetary policy was
easier and domestic activity more robust. That was not the
case in New Zealand. As already mentioned, firm monetary
conditions had been required for longer to restrain the strong-
er growth in demand, and so the “down-draught” from the

Asian crisis and droughts in 1997/98 and 1998/99, caused a
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projected “soft landing™ to turn into a “hard landing.”

A general overview of how these factors played out differ-
ently in the two economies is provided in the panel graphs

in figure 10, overleaf.

As to the more specific question of whether monetary poli-
cy in New Zealand might have been managed differently,
we think the answer is mixed. At a technical level, we think
it would have been preferable to have relaxed the MCl bands
and/or moved to the OCR instrument earlier. On the more
substantive matter of the policy judgements made, it is now
evident, with the benefit of hindsight, that if we had taken
more of a risk with inflation in the mid-1990s, that risk would
have paid off, given the disinflationary influence of the Asian
crisis, and the droughts in 1997/98 and 1998/99 that fol-
lowed. However, inflation expectations in New Zealand in
the mid-1990s were not particularly well anchored, and to
have relied on unknown future events such as the Asian
crisis or droughts to offset the strong demand pressures of

the mid-1990s would have been risky indeed.

The exchange rate cycle

One of the most notable features of the 1990-98 cycle just
sketched was the amplitude of the exchange rate cycle (fig-
ure 11). This raises important questions: did monetary policy
work through the exchange rate, and thus impact on the
tradeables sector of the economy, to an unusual degree?
And, if so, why? s a large exchange rate cycle a structural

feature of our monetary policy framework?

Figure 11
The TWI over the cycle
(Index base: 1979 = 100)
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Figure 10
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Behind these questions is a concern that monetary policy,
through its effect on the exchange rate, might have an ad-
verse impact on the tradeables sector over the longer term.
We have given close attention to this concern in recent years.
While an issue for on-going work, our conclusions at this

stage are that:

« cycles, and potentially large cycles, in the real exchange

rate are largely unavoidable;

* the move toward a medium-term inflation targeting
framework may help to moderate future cycles, but only

at the margin.

In a small open economy, a central bank can choose to con-
trol inflation by operating an independent monetary policy
(that is, by setting interest rates), or it can choose to control
inflation by “importing” the monetary policy of another
country, by locking the value of its currency (the exchange
rate) to the currency of that other country. Under the latter
strategy, the inflation rate will be pulled, in the long run,
toward that of the other country and, ultimately, will be

anchored by that other country’s inflation rate.

A policy option that is not available is to set interest rates to
keep both inflation and the exchange rate stable simultane-
ously. When capital markets are as integrated internationally
as they are today, capital responds very quickly to interest
differentials, and in so doing moves the exchange rate. Thus
interest rate movements directed at inflation pressures inev-
itably also move the exchange rate. Hence, monetary policy
in an open economy is transmitted via both interest rates

and the exchange rate.

Even the option of fixing the exchange rate, or adopting the
currency of another (trading partner) country, does not re-
sultin real exchange rate stability. For one thing, New Zealand
has no single dominant trading partner, so fixing the ex-
change rate to, or adopting the currency of, any one of them
would still leave those trading with other countries exposed

to an exchange rate cycle.

More fundamentally, there are two components to the real
exchange rate: the nominal exchange rate, and relative in-
flation rates. As explained above, fixing the nominal exchange
rate means relinquishing one’s own monetary policy and

hence control of one’s inflation rate. Thus, even where a
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country has a fixed exchange rate, or uses the currency of a
trading partner, the real exchange rate can move, potential-

ly substantially.®

For example, Hong Kong maintains a fixed exchange rate to
the United States dollar under a currency board arrange-
ment. Notwithstanding the fixed nominal exchange rate,
over the period 1988 to 1998 the real value of the Hong
Kong dollar appreciated by 55 percent on a trade-weighted
basis. This appreciation arose from the fact that inflation in
Hong Kong during the period averaged 8.3 percent, which
was above the average inflation rate of its trading partners,
and also that the United States dollar appreciated during
this period.

In summary, interest rates can be directed to maintain either
the inflation rate or the exchange rate at a stable level, but

these goals cannot be achieved simultaneously.

In New Zealand we maintain an independent interest rate
policy directed at maintaining price stability, and allow the
exchange rate to float. As already mentioned, changes in
interest rates relative to those prevailing abroad cause capi-
tal to move and, in the process, cause exchange rates also
to move. But we have just one instrument, being interest

rates, and more specifically, the Official Cash Rate.

With only one instrument, we cannot control how much of
a monetary policy tightening or loosening comes from the
exchange rate, and how much comes from the change in
interest rates. If, as seemed to be the case in the mid 1990s,
the responsiveness of domestic demand to a change in in-
terest rates is relatively low, then correspondingly more of
the effect of monetary policy will be felt by the tradeables
sector of the economy by way of exchange rate movements.
Factors which may explain why the responsiveness to inter-

est rates in the 1990s was low include:

« Slow adjustment of high inflation expectations, particu-
larly in real estate markets. This made interest rates

appear low in real terms.

9 In response to public discussion about the merits of
currency union between New Zealand and, say, Australia,
or the United States, the Bank has undertaken some
background work on the subject. See Hargreaves D and
J McDermott, (1999) “Issues relating to optimal currency
areas: theory and implications for New Zealand,” Reserve
Bank of New Zealand Bulletin, Vol. 61, pp 16-29. It is
not, however, a subject on which the Bank has taken a
position.
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* Local confidence in the outlook for the New Zealand
economy, which, for a period in the mid-1990s, made
investment attractive and also resulted in households
increasing consumption, even though financing costs

were relatively high.

« Overseas confidence in the New Zealand economy, which
made New Zealand dollar investments attractive to over-
seas investors (figure 12). In other words, overseas
investors required less of a risk premium to invest in New
Zealand. Thus, a given interest differential resulted in
more capital inflow and more exchange rate apprecia-
tion than would have been the case if risk perceptions
had been less favourable. Also, during the 1990s, there
were expanded opportunities for foreign direct invest-

ment in New Zealand.

Whether the next period of monetary policy tightening will
result in a similar mix of monetary conditions will depend on
the particular circumstances at the time. We certainly can-
not rule out the possibility of another strong cycle in the
exchange rate, and in this regard we note that the New Zea-
land experience in the 1990s was not at all unique; a number
of other countries experienced similar cycles in their curren-

cies (figure 13).

However, it is also possible that the next exchange rate cycle
may be more muted, with interest rates playing a greater

role in stabilising inflationary pressures. This could be the

Figure 12
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Figure 13
Recent episodes of exchange rate appreciation
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case if, because of the size of our current account deficit

and already very high level of obligations to the rest of the

world, rising interest rates do not attract such large capital

inflows.

From time to time, the question is raised whether other in-
struments should be used to influence the mix of monetary
conditions. Examples include foreign exchange market in-
tervention to influence the exchange rate, or taxes designed

to deter short-term foreign capital inflows.

Our analysis suggests that taxes designed to “put sand in
the gears” of capital flows - such as, for example, a tax on
foreign exchange transactions, or a “Chilean-style” tax on
short-term capital flows —would either be easily circumvented
or, if sufficiently draconian to be effective, would seriously
damage New Zealand’s access to capital. This would be ata
time when New Zealand is very heavily dependent on for-
eign capital. For these reasons, the Bank does not support

the use of such instruments.

The analytical arguments for and against intervening in the
foreign exchange market are more complex. However, it is
clear that central banks cannot sustainably shift the level of

the real exchange rate. At most, any influence is temporary.

Since the New Zealand dollar was floated in 1985, the Bank
has not intervened at all in the foreign exchange market to
influence the exchange rate. Our current view is that if for-
eign exchange market intervention were to have any effect,
it would probably be only marginal. An exchange rate cycle
of more than 20 percent from trough to peak could possibly
be moderated by a percentage point or two, but probably

no more. To be weighed against this benefit would be the
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risks involved for the taxpayer from the foreign exchange

positions that would be involved in such an intervention.

So what lessons are to be taken from the exchange rate

cycle of the 1990s?

First, it is clear that the scale of demand pressures encoun-
tered by New Zealand in the mid-1990s made some stress
inevitable. The only questions were where and how it would
appear. We maintained a firm monetary policy to control
inflation in the face of those demand pressures, which re-

sulted in capital inflows and exchange rate appreciation.

An alternative would have been a less tight monetary policy,
with the benefit of a lower nominal exchange rate, but this
probably would have resulted in more inflation, and quite
possibly an asset price bubble. The experience of a number
of East Asian countries (which held their exchange rates down
in the face of large-scale capital inflows and experienced

de-stabilising asset price bubbles) is instructive in this regard.

Secondly, it is important that those exposed to exchange
rate movements are equipped and structured to cope with
large movements in the exchange rate. In this regard, New
Zealand has generally been well served. Even though New
Zealand companies and banks have raised large amounts of
funding offshore, they have been well hedged. Thus the
large cycle in the exchange rate did not, of itself, cause seri-
ous balance sheet stresses in the financial or corporate

sectors.

The main pressures from the exchange rate cycle in the 1990s
came through pressures on trade competitiveness. Those

firms in the tradeables sector that faced mostly local costs —
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costs that remained stubbornly resistant to the effect of
monetary policy — experienced a compression of revenues
not fully matched by cost reductions. This is illustrated in
figure 14, which shows how inflation in the tradeables and

non-tradeables sectors diverged markedly over the cycle.

In sum, exposure to real exchange rate cycles is an inherent
risk for firms that operate in the tradeable sector of the econ-
omy. Certainly an aim of monetary policy should be try to
avoid amplifying these cycles, but it would be wrong to sug-

gest that monetary policy can eliminate them.

Figure 14
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2.5 Ongoing issues
In this section, we draw out important issues for the period

ahead. They concern:

e How should monetary policy be managed so as to deal
with the inherent uncertainty about future events?
Which strategies provide the best chance of achieving

consistently good outcomes?

* Are economies more “inflation-benign” than in the
1970s and 1980s, and, if they are, what does that imply
for monetary policy? Can economies now grow faster

without inflation pressures being generated?

* What are the implications of the current account deficit,

and does monetary policy have a role in reducing it?

* What are the implications of fiscal policy for monetary

policy?

Managing uncertainty

At its simplest, the task for monetary policy is to set the
Official Cash Rate so as to steer inflation in the direction of
the mid-point of the target range over the medium term.

This involves asking the question:

Given the outlook for activity and other sources of infla-
tion pressure, what interest rates will ensure that annual
consumer price inflation moves toward the mid-point

of the target range in one to two years’ time?
To answer this question, we have to:
e assess where the economy is today;

« understand the dynamic links between interest rates and

inflation; and

e account for other factors that may impact on inflation

outcomes in the interim.
This process is subject to tremendous uncertainties.

The Reserve Bank, and central banks globally, are attempt-
ing to deal with these uncertainties in two ways. The first
has been to attempt to resolve some of the uncertainty by
encouraging greater speed and accuracy in the collection of
economic data, by conducting extensive research on the links
between policy actions and inflation outcomes, and by de-

voting considerable resources to forecasting.
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Secondly, much attention is being given to policy approach-
es that give the best medium-term outcomes; that is, the
policy approaches that enable uncertainty to be managed
most effectively, so that price stability can be maintained in

an environment that best fosters sustainable growth.

The conventional wisdom has been that uncertainty implies
being relatively cautious. Caution implies looking forward
when considering interest rate changes, but adjusting the
stance of policy only gradually while watching how the econ-

omy is developing.

Other research, however, suggests that caution may not al-
ways be appropriate. Indeed, acommon observation is that

central banks consistently adjust policy “too little, too late.”

These issues are probably the biggest issues that central banks
are grappling with today. They largely boil down to ques-

tions about:

e the extent to which monetary policy should be set, on
the one hand, on the basis of (inherently uncertain)
inflation forecasts and, on the other, on the basis of cur-
rent data (which, in practice, means data on what
happened in the economy some months or quarters ago);

and

* how cautiously, or aggressively, policy settings should

be adjusted in response to demand shocks.

These are questions on which little consensus has yet been
reached. However, some general observations can be made.
These are drawn both from research and from the experi-

ence of other central banks.

First, simple policy guidelines under which interest rates are
set in response to both current information and inflation
projections appear to be robust to the different forms of
uncertainty. (By “robust” we mean that the variability of
outcomes, in respect of both inflation and the real econo-
my, will tend to be minimised.) The Bank, for example, invests
considerable effort in monitoring current developments as
well as forecasting, so as to build a solid picture of how the

economy is currently performing.

Secondly, where one is uncertain about how, and how fast,
monetary policy will impact on the economy, it is better to
err on the cautious side. The intuition here is that if one is

uncertain about how responsive the car is to the accelerator
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and the brake, it is better to tap them lightly than to press

them to the floor.

Thirdly, when setting policy one should focus on the mis-
takes one most wants to avoid as well as what would be the
right policy if the world was certain. For example, in the
second half of 1998, when some were seeing a possibility of
global deflation, the Bank eased policy aggressively. With
the risks skewed toward deflation, there was less need to be
concerned about the risk of policy being eased too much,

too quickly.

Fourthly, as inflation expectations become better anchored,
shocks to demand or to prices carry less risk of generating
ongoing inflation. This is reflected in the more medium-

term view we now take of inflation pressures.

In summary, it is more likely that better overall outcomes will
be achieved, on average, from policies that are aimed con-
sistently at achieving the price stability goal, but are also
tempered by the associated uncertainties. This is why an
inflation-targeting regime should be viewed as a form of
“constrained discretion” rather than as a rigid rule: it pro-
vides scope for uncertainty to be taken into account, but

subject to a well-defined medium-term objective.

These considerations are incorporated into how we current-

ly conduct policy. For example, we:

* Revisit our economic projections every quarter, in order
to account rigorously and formally for new information

and unexpected events.

* Assess the risks each quarter with a view to making pol-
icy judgements that avoid what might be particularly

bad outcomes.

e Publish our projections, thereby reducing one form of
uncertainty (that is, how the Bank views the economy

and what its future policy actions might be).

« Allow financial market prices to respond to relevant in-
formation as it emerges between formal interest rate
resets. At times, movement in market rates may pre-
empt and perhaps even obviate the necessity for a shift
in the policy instrument. Indeed, if the market knows
the Bank’s objectives, receives the same information, and

understands how the Bank forms its views, then we
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should expect financial market prices to behave in this

way.

Is the world now more inflation-benign?

One factor that has assisted in the evolution of policy to-
wards a more medium-term approach has been the
emergence, in New Zealand and globally, of price stability.
Price stability is now a much more established part of the

landscape.

Beyond this, some countries (for example, the United States
and Australia) seem to have been able to combine price sta-
bility with sustainably faster growth, and relatively relaxed
monetary policies. This raises a question: have those coun-
tries found a way by which accommodative monetary policies
can lead to sustainably faster growth, or has faster growth
(in the supply capacity of those economies) enabled mone-

tary policy to be accommodative?

While the jury has yet to give a final verdict on these ques-
tions, the predominant view seems to be that the primary
source of faster growth has been improved productivity. This
appears to be the result of two things: technological devel-
opment, and consistent application of microeconomic and
macroeconomic policies that have promoted efficient use of
resources in a stable and predictable environment. Mone-

tary policy has played a facilitating rather than causative role.

The potential for similar sustainable non-inflationary growth
in New Zealand - at rates around, say, 4 percent per annum
—is yet to manifest itself. Our assessment is that the supply
capacity of the New Zealand economy is currently growing
at about 3 percent per annum, and there can be no doubt
that the growth rates of over 5 percent per annum recorded

in the early and mid-1990s were not sustainable.

Having said that, with inflation now relatively well anchored,
one of the conditions helpful to achieving higher sustaina-
ble growth is in place. The Bank will look for signs that the
economic expansion we currently project (see the Novem-
ber 1999 Monetary Policy Statement) is supported by
expansion of the supply capacity of the economy, as well as
of demand. To the extent that is achieved, New Zealand will

be able to enjoy sustainably faster growth without inflation.
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Monetary policy and the current account

deficit

In section 2.4 above, we described how, during the mid-
1990s, a tight monetary policy was required to prevent
demand pressures from leading to higher inflation. This
meant higher interest rates, but also resulted in substantial

inflows of external capital that pushed up the exchange rate.

In effect, the monetary policy reaction saw some of the ex-
cess domestic demand channelled into imports, and
downward pressure on export demand. It worked out this
way because of the willingness of New Zealanders to pay
high interest rates in order to sustain domestic spending,
and the willingness of foreign providers of capital to finance

at those interest rates our increased net imports.

Does this mean that monetary policy has been the “cause”
of our high current account deficit and, if so, can monetary
policy contribute to narrowing it? The basic answers are

“no” and “no.”

If monetary policy in the mid-1990s had been less tight, the
nominal exchange rate would probably not have appreciat-
ed so much and, taken by itself, this would have supported
exports. However, an easier monetary policy would have
resulted in higher inflation and higher domestic demand for
imports. Hence, even if the nominal exchange rate had not
risen as much, the real exchange rate may not have been
lower than it was and import demand would have been high-
er. The net effect on the current account of all these
influences, at least over the longer run, is uncertain. With
an easier monetary policy, the current account deficit might
have been larger, smaller, or perhaps most likely, much the

same.

The same conclusion holds for the future: monetary policy
cannot bring about any sustainable improvement in the cur-
rent account deficit. Indeed, monetary policy has at best
only a temporary effect on the real exchange rate. Which
begs the question: what are the factors that determine the

current account?

Basically the current account deficit is the amount by which
our spending (on consumption and investment) exceeds what
we produce, plus the share of what we produce that ac-
crues to foreign providers of capital as a return on their capital

(less the amount earned by New Zealand investments over-
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seas.) Abstracting from the cost of servicing foreign capital,
which is not something we can influence directly, if the cur-
rent account deficit is to be narrowed, then we must spend
less and/or produce more. The factors that will have a bear-
ing on the long-run outcome will be those same factors that
influence our growth performance (in particular productivi-
ty) and those that influence our saving behaviour. To the
extent that the latter is subject to the influence of policy, it is
policies in the areas of social welfare policy (and in particular
retirement income), taxation of capital income, and govern-

ment saving (that is, fiscal policy) that are most relevant.

Where the current account would have implications for
monetary policy would be if the willingness of foreigners to
finance the deficit were to wane. In that event, the exchange
rate would be lower than otherwise, and interest rates would
need to be higher. The IMF noted this possibility in its 1999
review of the New Zealand economy. Its recommendation

was that:

In those circumstances, the authorities should continue
to be guided by their monetary policy framework, which
would imply focusing on the impact of such shocks on
inflation over the 6-8 quarter policy horizon, while ac-
commodating some near-term volatility in inflation.
Were the shocks to leave inflationary pressure over the
policy horizon, and inflationary expectations, largely
unchanged, no policy change would be called for. A
less flexible approach that attempted to maintain actual
inflation near the midpoint of the target range over short-
er horizons would likely do more harm than good, by

exacerbating output and interest rate volatility.°

The implications of a lower exchange rate and higher inter-
est rates for economic activity and inflation pressures would
depend very much on the nature of the transition (that is,
how quickly increased net exports picked up relative to the
slow-down in domestic spending). If, in the context of a
gradual adjustment, net exports picked up as rapidly as do-
mestic spending slowed, then stability in economic activity
and inflation could be maintained. If however, the adjust-
ment were to be forced by a sharp loss of confidence in the

international capital markets, the cost would be more se-

10 International Monetary Fund (1999), “Staff Report for
the 1999 Article IV Consultation,” Refer to the IMF
website: http://www.imf.org
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vere. We currently do not see that as a major risk. But it
does underscore New Zealand’s heavy dependence on for-
eign capital places a premium on policies that will help

maintain investor confidence in New Zealand.

Fiscal Policy and Monetary Policy
The interaction of fiscal and monetary policy in shaping
movements in aggregate demand is a perennial issue for

governments and central banks.

Fiscal policy matters directly for monetary policy since it has
an important influence on the level of aggregate demand,
and hence inflation pressure. Changes in the level of gov-
ernment spending on goods and services influence demand
directly, while changes to spending on transfers (for exam-
ple, welfare benefits) contribute indirectly by affecting the
spending capacity of the recipients of those transfers. On
the other side of the ledger, tax changes can increase or
reduce demand by changing the disposable income, and thus

spending, of taxpayers.

The importance of fiscal policy for demand management
stems from the size of the government sector. Central gov-
ernment outlays and revenues each amount to the equivalent
of about 36 percent of GDP. Thus, relatively small changes
in the government’s spending, or tax revenues, can result in
quite large changes in its net outlays (the fiscal balance). An
analogy that can be drawn here is that of two large people
(government spending and government revenue) in a small
rowboat. Provided they remain positioned to counterbal-
ance each other, stability is maintained. But a small
movement by one not offset by the other can cause the

balance (demand pressures) to shift markedly.

A point that bears highlighting is that for monetary policy it
is the change in the fiscal balance that matters. For exam-
ple, a reduction in a fiscal surplus will impart as much of a
demand impulse to the economy as will an equivalent in-

crease in a fiscal deficit.

The size and sign of the fiscal balance also matters but, in
this case, for the long run sustainability of the fiscal position
(for example, the sustainability of debt ratios), and for the
vulnerability of the economy to shocks. It is possible to con-

ceive of two people in the row-boat being positioned in a

BRIEFING ON THE RESERVE BANK OF NEW ZEALAND

way that makes it stable in very calm waters, but nonethe-

less very vulnerable to even quite small waves.

Fiscal policy in New Zealand operates within the framework
of the Fiscal Responsibility Act 1994. The Act requires that
fiscal policy choices be communicated to the public, and
that the policies are geared towards medium to long-term
goals, and in particular a prudent government debt-to-GDP
ratio. This framework is helpful for monetary policy as it
provides one degree of predictability and stability in a world

where monetary policy must be forward-looking.

There is nonetheless a fair amount of flexibility in the frame-
work. In particular, there are automatic fiscal stabilisers, such
as welfare benefits and tax revenues that adjust automati-
cally to changing macroeconomic conditions. These help to
smooth the macroeconomic cycle and are also helpful to

monetary policy.

Where issues may arise is when the Government is consider-
ing significant adjustments to its discretionary fiscal
instruments. Recent examples include the tax cuts of 1996
and 1998, and the increase in government spending agreed
in the 1996 Coalition Agreement. While discretionary fiscal
policy decisions should, of course, be based primarily on
their own merits, it helps monetary policy if, in deciding on
the timing of their introduction, the state of the business
cycle is also taken into account. For instance, if discretion-
ary measures were to involve net fiscal stimulus, it would be
preferable that they come into effect when the economy is
slowing rather than on an upswing, as it is at present. Oth-
erwise fiscal policy would tend to cause swings in interest
rates and the exchange rate to be amplified rather than mod-

erated.
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3 Financial system stability

3.1 The statutory framework
Bank registration and supervision

Part V of the Reserve Bank Act contains provisions relating
to bank registration, prudential supervision of registered
banks and management of financial system crises. The pow-

ers under Part V must be exercised for the purposes of:

« the maintenance of a sound and efficient financial sys-

tem; or

« the avoidance of significant damage to the financial sys-
tem that could result from the failure of a registered

bank.

The framework prescribed in the Act is quite comprehen-
sive, accounting for 90 of its 192 sections. In other words,
most of the parameters within which the Bank conducts the
bank registration and supervision functions are established
by statute, and there is relatively little call for the involve-

ment of the Treasurer. Exceptions are:

* Where policy changes are proposed that cannot be im-
plemented within the existing statutory provisions. The
possibility of a need for policy changes is envisaged by
the Act to some extent, in that certain matters can be

addressed under regulation-making powers.

* Where the Bank proposes to exercise certain “crisis man-
agement” powers (for example, the appointment of a
statutory manager). Given the nature of these powers,
checks and balances have been built into the Act, which
mostly involve a requirement that the Bank obtain min-

isterial approval and/or an Order-in-Council.

Subject to the Bank being satisfied that certain criteria pre-
scribed in the Act have been met, the Bank, acting alone,

has the power to:

« register banks, and make registrations subject to condi-

tions on a range of prescribed matters (s.69-75);
* vary or remove conditions of registration (s.74);

e issue guidelines on carrying on business in a prudent

manner (s.78);

* require banks to undergo an independent assessment

of credit worthiness or financial stability (s.80);
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prescribe the information that registered banks are re-
quired to publish in disclosure statements (s.81-83,

89-92);

e obtain information, data, forecasts and documents re-
lating to the business, operation or management of
banks, and require that the information be audited (ss.
93 and 94);

e require a report on a bank’s financial and accounting

systems and controls (s.95);

* investigate the affairs of a registered bank (ss.101-104);

and

= require a registered bank to consult with the Reserve
Bank (ss.111-116).

Additionally, in certain defined, crisis-related circumstances,

the Bank can:

* issue directions to a registered bank, with the prior con-

sent of the Treasurer (5.113); and

e recommend to the Treasurer, and the Treasurer to the
Governor-General in Council, that a registered bank be

placed in statutory management (ss.117-118).

Payments system oversight

The Act does not contain any formal powers relating to the
oversight of payments systems. However, as the main par-
ticipants in payments systems are registered banks, the Bank
has some indirect authority over this aspect of the financial

system.

Lender of last resort

Section 31 of the Act provides that the Bank shall, if it con-
siders it necessary for the purpose of maintaining the
soundness of the financial system, act as lender of last re-

sort to the financial system.
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3.2 State of the banking
industry

The New Zealand banking industry is at present sound and
competitive. Banks have come through a period where eco-
nomic conditions (both domestically and overseas) have been
more difficult, with little sign of any serious deterioration in
the quality of their assets and with profitability broadly main-
tained. Some further rationalisation has occurred with the
purchases of Trust Bank (by Westpac) and Countrywide (by
the National Bank), but at the same time a number of new
banks have entered the market in recent years to operate in
particular niches. Competition remains intense, particularly
in some areas of business such as mortgage lending, although
it seems that banks may now be somewhat less willing to

take on business at any price.

Internationally, there is much ferment about rationalisation
in many countries, and a significant number of further merg-
ers and takeovers seems likely. These have a number of

different motivations:

* “within-market” mergers (for example, between two
banks), where the primary motivation is to extract cost-
savings through scale economies and the rationalisation

of branch networks;

* “between-market” mergers, generally across borders,
where scale economies and increased international/glo-

bal “reach,” are also being sought, and

« the increasing formation of conglomerates, involving
banking, insurance, managed funds and/or securities
businesses, to facilitate cross-selling opportunities and

““one-stop shop” service delivery to customers.

It seems very likely that we will see further action on all of
these fronts, and New Zealand may well be affected by some
of them. This depends crucially on how these forces work
themselves out in the Australian market, given the substan-

tial presence of Australian-owned banks in our economy.

While all this is going on, we are also increasingly seeing the
emergence of new kinds of financial services providers and/
or products, heavily rooted in new technologies and typical-
ly operating almost entirely electronically. These new
providers are already providing significant challenges to old

ways of doing things in some areas, mainly because they
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can typically operate at much lower cost levels than tradi-
tional approaches. Also they are offering delivery channels
that are seen as much more relevant by some customers. It
remains to be seen how rapid their impact will be, and the
process is likely to be uneven across different business sec-

tors.

Existing banks and other providers are also responding ac-
tively to these initiatives, in some cases by moving to do the
same kinds of things themselves. There has also been inten-
sive “internal” rationalisation, often involving much more
centralisation of internal services and functions (notably tech-
nology) and management structures, and outsourcing of

some functions.

These various developments in the market will undoubtedly
provide a number of new challenges to financial sector reg-
ulators, particularly as they often involve new or changing
risk characteristics, increasing erosion of national borders,
and governance arrangements which may not mesh closely
with legal structures. While the regulatory framework in
New Zealand is not yet under serious stress as a result, we
will need to continue to watch developments closely to en-

sure that our approach remains relevant.
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3.3 Current issues in bank
supervision

Our current approach to banking supervision is aimed at the
maintenance of the soundness and efficiency of the finan-
cial system. If a financial institution wants to call itself a
bank, it must be registered by the Reserve Bank before com-
mencing operations. Certain criteria must be met, which
are designed to allow only institutions of sound standing to

be banks in New Zealand.

Only a small number of prudential quantitative limits are
imposed on banks. These are contained in a bank’s condi-
tions of registration, and include a minimum $15 million of
capital for a locally-incorporated bank, minimum capital
adequacy ratios consistent with the Basel international stand-
ard, and a connected persons’ lending limit. In managing a
bank failure, the Reserve Bank has wide-ranging powers to
respond to events that threaten systemic stability. The aim
is not to protect individual banks or depositors but to ensure
the orderly resolution of significant bank problems, which

may include facilitating the orderly exit of a troubled bank.

The supervisory approach taken to promote soundness and
efficiency in banking relies heavily on utilising inherent mar-
ket disciplines in the financial sector as well as internal
governance incentives. We require banks publicly to dis-
close financial and risk information quarterly. We also require
bank directors to make personal attestations, with these at-
testations being focused on promoting sound banking
behaviour. More generally, we monitor the financial system
to keep abreast of trends, as well as any developments that
may threaten the integrity and resilience of the financial sys-
tem. Part of this task involves regular meetings with key
participants in the financial system, including banks, their
auditors, and both local and foreign financial market super-

Visors.

Internationally, the standard practice for bank supervision
has been progressively codified by the Basel Committee on
Banking Supervision. This committee, which formally re-
ports to the Governors of the G10 central banks, started
with a simple “Concordat™ in relation to banks operating
internationally, which essentially said that *“all banks shall be
supervised, and supervision shall be adequate.” The Com-
mittee has progressively developed the international

supervisory framework in a number of areas, including cod-
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ification of the responsibilities of home country and host
country supervisors and the development of a “Capital Ac-
cord”, which sets out a basis for setting minimum capital

requirements for banks.

In recent years, in the wake of the Mexican crisis and subse-
guent international banking problems, the Committee has
actively sought to further extend and update this framework.
Two important pieces of work which have emerged recently
are a set of “Core Principles™ for effective banking supervi-
sion, and an initial outline of proposed revisions to the Capital

Accord.

The Core Principles are an attempt to set out minimum stand-
ards for bank supervision that should be aimed for by all
countries. In many respects the principles are sound, and
have our full support. However, some of the principles do
cause some difficulties for New Zealand, for two main rea-

sons.

First, our fundamental objectives differ from those in many
other countries. Our purpose in conducting bank supervi-
sion is to help maintain the soundness and efficiency of the
financial system and, in particular, we do not specifically seek
to protect depositors and we have no deposit insurance

scheme.

Second, we have made a deliberate decision to use market
forces and strong internal governance incentives as the pri-
mary means of encouraging banks to conduct their affairs
prudently. This contrasts with the approach in many other
countries which relies on (at times) detailed supervisory rules
and (at times) intensive monitoring by supervisors of the

business of banks and their compliance with the rules.

Accordingly, it is not too surprising that while we are in broad
agreement with most of the Core Principles, New Zealand
cannot be said to comply with them in detail in the same
way as other countries. In most circumstances this would
not matter, as it is the right of every country to set its own
policy goals and its choice of techniques. Unfortunately,
however, the prospect now exists that compliance with these
Principles (and some other standards being developed in
other areas) will be used as criteria for assessing internation-
al country risks in a way which could impose significant costs
on us. This risk is exacerbated by the possibility that compli-

ance will be assessed by a rather mechanical “ticking of
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boxes” based on what might be described as “international

standard practice.”

We are confident not only that we have one of the strong-
est banking systems in the world, but also that we have put
in place a supervisory regime which is very strong and ““best
practice” in our own particular context. It would be ironic
indeed if this regime were judged to be deficient against a
*“one size fits all” international standard which demonstra-
bly can be shown not to have prevented bank failures and
financial sector problems elsewhere. Accordingly, we will
continue to stress in our international discussions the need
to interpret the Core Principles (and like documents) with an
appropriate degree of flexibility, recognising that alternative
forms of compliance may be at least as effective as more

standard international approaches.

We will also be giving significant thought to another major
recent initiative, the proposed reform to the Capital Accord.
The existing Accord is based on a very crude method of
measurement of banks’ credit risks (in some countries ex-
tended to include market risks), against which a minimum
of 8 percent of capital must be held. While accurate meas-
urement of banks’ risk positions will always be an elusive
goal, there is little doubt that improvements can be made to
the current formula, although there will be much debate

before the detail is settled.

The Basel Committee says that its proposals are based on

three pillars:
* the setting of minimum capital requirements;

« the supervisory validation of the measurement of capi-

tal adequacy; and
* market discipline.

We will be giving careful thought to each of these pillars as
the review proceeds. Our general approach in recent years
has been strongly based on keeping prescriptive rules to a
minimum. While we have adopted the Basel standard ap-
proach to minimum capital requirements, we may need to
reconsider whether judgments about capital adequacy are
best made by the supervisor or by the market, particularly

given the very diverse nature of the banks in our jurisdiction.

We have also sought to make abundantly clear that the pri-
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mary responsibility for managing a bank, and its risks, lies
with the directors and management of the bank itself. Su-
pervisory monitoring and ““validation could easily undermine
that responsibility if taken too far. And while we clearly
support market discipline as an approach, we are aware that
the “supervisory discipline” implied by the first two pillars
may actually serve to prevent market discipline from flour-

ishing.

While much of our focus is on the goal of maintaining a
sound and efficient financial system, the Bank also has a
statutory responsibility to minimise the damage to the fi-
nancial system which could result from the failure of a
registered bank. We also have an obligation to act as lender

of last resort to the financial system when necessary.

While we think that the probability of a systemically-impor-
tant bank failure in New Zealand is extremely low, we have
been giving considerable thought to how we might deal
with such a situation, and how our extensive powers might
best be used to manage the disruption flowing from a bank
failure. This thinking is still in progress, but it involves con-
sidering a number of possible scenarios, and trying to identify
ways of dealing with problems which could keep the finan-
cial system functioning smoothly without putting taxpayer
funds at risk. However, it is unlikely that there will ever be a
single method of problem resolution which can be satisfac-
torily applied in all circumstances, so the emphasis will be
on having a number of tools available which may be useful

in certain situations.

One preliminary conclusion that we have reached in the
course of this work is that we should modify our current
policy, which allows foreign banks to choose freely whether
they register in New Zealand as a branch or a subsidiary. We
have embarked on consultations with banks on a proposal
that local incorporation should be required for “systemically
important™ banks and banks with a significant level of retail
deposits which are from countries that allow low levels of
public disclosure or which give priority to home country de-
positors. The reasons for this policy change mainly concern
a desire to be able to identify the assets of the New Zealand
business with as much certainty as possible, to help ensure a
close connection between the assets available in a crisis and

those published in the bank’s disclosure statements, and to
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ensure, for example, that, if we are required to place an
entity into statutory management, there is a reasonably self-
contained entity available for this purpose. We will finalise

this policy following the conclusion of consultations.

Finally, it is worth noting that a number of countries (includ-
ing the United Kingdom and Australia) have seen fit to
restructure the way in which regulation is organised, and in
particular have shifted the responsibility for bank supervi-
sion to new regulators with broader responsibilities. One of
the arguments here is that as the barriers in the financial
system break down, and financial conglomerates emerge,
then it makes similar sense that the regulators involved should
also merge. While we do not dismiss this argument, we do

not think it is a particularly strong one, and believe that build-

3.4 Current issues in the
payment system

The Bank’s interests in the payment system are in some re-
spects closely related to those arising from our bank
supervision role, but there are some significant differences.
It is self-evident that the payment system is a key element of
our economic infrastructure, and it is used in some way by
virtually every individual and business every day. It can also
be a key mechanism for transmitting problems from one
part of the system (or a problem institution) to other parts.

It is thus of major “systemic™ interest in its own right.

Some years ago we set out some basic objectives for the

payment system, the most important of which were:

« that risks in the payment system should be reduced to

acceptable levels, and managed appropriately;

« that any material risks should be underpinned by back-
up or failure-to-settle arrangements which are legally,

financially and operationally robust; and

« that the legal status of payments should be certain at all

times.

These goals continue to underpin our work in this area. Much
has already been achieved: we have introduced a real-time
gross settlement system, which was a major contribution to
risk reduction; and Parliament has passed legislation giving

certainty to netting arrangements in the financial sector,
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ing a large new regulator to do everything has its own risks.

Moreover, experience in other countries has shown the im-
portance of central banks retaining a close understanding
of developments in the banking sector so that in the event
of any problems they are well-placed to deal with them.
The current New Zealand regulatory structure has coherent
objectives and low administrative and compliance costs.
There are also good communications amongst the regula-
tors. On the whole, therefore, we believe the present
structure is an appropriate one, although some elements of
non-bank regulation are now dated and at some stage could
be modernised and better integrated with the overall struc-

ture.

which can be used to make a large contribution to the re-

duction of remaining risks.

Probably the main area of risk which has not yet been dealt
with is foreign exchange settlement risk (often called “Her-
statt” risk after the collapse of Bankhaus Herstatt in Germany
over 25 years ago). This risk arises because of the long time
delays which can occur in foreign exchange trading between
the payment made in the currency sold and the receipt of
the currency purchased. A number of ways of dealing with
these risks are now being actively developed internationally,
and we will be doing our best to ensure that the New Zea-
land dollar, and New Zealand banks, are included in these

arrangements as soon as possible.

In contrast to the bank supervision role, the Reserve Bank
does not have any formal jurisdiction in the payment sys-
tem, but has sought to make progress in these areas through
co-operation with the banking industry. This co-operation
has resulted in some useful progress, partly because the banks
themselves have a common interest in reducing and man-
aging payment system risks just as much as we do. We will
be continuing to examine whether any significant risks re-
main in the system following the reforms which have already
occurred. However, we will continue to confine our atten-
tion to the prudential and systemic aspects of the payment
system. We have not sought to be drawn into the consum-

er issues which sometimes attract attention.
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3.5 Year 2000

The Reserve Bank and the banking industry have been de-
voting considerable effort to preparing for Year 2000. The
computer systems of individual banks, and those used in the
payment system infrastructure, have been thoroughly
checked to find and remove any problems that might occur
with the imminent changeover to the new century or at other
sensitive dates. We have no reason to believe that any sig-
nificant problems will occur in the banking sector, although
the possibility of some glitches occurring cannot be com-
pletely ruled out. Moreover, even if things do go very
smoothly from a technical viewpoint, there may neverthe-
less be some disruptions if some people act in anticipation

of possible problems.

The two issues we have been most concerned about in this
respect are the possibility that financial markets might dry
up over the critical period, and the risk that fear of possible

problems could induce some people to withdraw large
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amounts of cash from their banks. We have announced

arrangements to help deal with each of these.

With regard to financial market liquidity, we have said that
we will act outside our normal policy to provide liquidity if
necessary, and will be prepared to lend without security in
some circumstances. On the possibility of a run to currency,
we have developed various contingency arrangements in
association with the banks to ensure that much larger-than-
normal volumes of currency can be distributed to the public
if required; and we have also made considerable efforts to
communicate to the public that there is no need for any
alarm about the integrity of banks’ systems and electronic

records.

Our hope is that these measures will help to keep the end of
the year relatively uneventful. However, we will be monitor-
ing developments carefully from now on, and over the New

Year period, in case any further action is required.
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4 QOther functions

4.1 Reserve Bank Registry
and Austraclear
operations

Section 35 of the Reserve Bank of New Zealand Act 1989

enables the Bank to provide securities registry services un-

der terms and conditions agreed between the Bank and the

person for whom they are supplied.

The Bank provides these services as part of its role of pro-
moting and maintaining a sound and efficient financial

system.

The services provided can be divided into two broad catego-

ries:
* registrar and paying agent (registry) services; and
* securities clearing and settlement (Austraclear) services.

As these services are not included within the Funding Agree-
ment and are provided on a commercial basis, the Bank has
established a company (RBNZ Registry Limited) to separately
account for the activity and ensure that it is transparent.
RBNZ Registry Limited is subject to income tax on profits

earned.

Registry services

Registry services are a specialist administrative function un-
dertaken for organisations that borrow money by issuing
debt securities. The service has competed with private sec-
tor providers of registry services since 1989 and has been
offered to issuers meeting criteria relating to ownership, sta-
tus, and credit rating. The largest customer is the Debt
Management Office on behalf of the Crown. This service
has been provided to the Crown since 1936 and covers the
administration for Government bonds, Treasury bills, Index

Linked Bonds and Kiwi Bonds.

Registry services involve maintaining the definitive record -
the register - of the legal owners of the securities issued and
recording changes of legal title on the presentation of ap-
propriate formal documents. The paying agent role requires
the collection of interest and repayments of principal from
the issuers and then paying the investors after the deduc-

tion of any withholding tax obligations.

As of 30 June 1999, the Reserve Bank was registrar for se-

curities with a face value of $63.5 billion. We act as agent
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and activities

for 150 issuers and provide services for 34,200 investors,
who hold 71,000 separate investments. The total value of
payments made to investors during the 12 months ending

30 June 1999 was $60.8 billion.

After reviewing the provision of this service, the Bank an-
nounced in May 1999 that it intended to outsource the
administration and systems operation. The Bank believes
that other operators can do the processing and systems work
more efficiently. The change will also avoid the need to up-
grade our computer systems. The outsource arrangements

are expected to begin in April 2000.

The Bank, however, will remain as registrar and paying agent

and will continue to seek new business.

Austraclear services
This system is an electronic securities clearing and settlement

service provided on a subscription basis to investors.

The system operates using a depository structure whereby
investors (members) transfer security ownership to the Bank
for safe custody. For this purpose the Bank has established
a company, New Zealand Central Securities Depository Lim-
ited (NZCSD). This company is used to record details of all
securities deposited in the Austraclear system by the mem-

bers and operates as a bare trustee.

NZCSD will often appear in the top 20 registered holders in
listed companies’ annual reports. The Bank supplies to list-
ed companies details of members’ holdings and encourages
companies to publish the names of Austraclear members
whose individual holdings would make them a “top 20”
holder. (However, this listing may not always identify bene-

ficial ownership.)

Almost all securities in New Zealand are now in registered
form and most institutional holdings are held in the Bank’s

Austraclear depository.
A trade is irrevocably settled on Austraclear once:

« the system has verified that the selling member has the

securities;
« the buying member has access to sufficient funds; and

« the buying member’s bank has sufficient cash to trans-

fer to the seller’s bank.
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This process is known as Delivery versus Payment (DVP) and,
when linked to the Real-Time Gross Settlement (RTGS) pay-
ment system, is the key factor in minimising the risks

associated with settling financial market transactions.

As of 30 June 1999, there were 303 members of Austra-
clear. Securities deposited with NZCSD totalled $83.1 billion
($60.9 billion of debt securities and $22.2 billion of equi-

ties).

The average value of each debt and cash transaction proc-
essed is approximately $11.3 million, and $0.25 million for
the average value of equity transactions. Average daily trans-

actions are 1,455, totalling $11.6 billion.

Global developments
The Bank participates in a number of forums to keep abreast

of developments.

The Bank is an active participant in the Asia Pacific Central
Securities Depository Group (ACG). This group provides a
forum where members can share ideas to improve efficiency
in clearing and settlement, reduce risk and promote cross-

border linkages.

The Bank has established a cross-border bilateral linkage with
the Hong Kong Monetary Authority. This enables members
of the respective systems to trade and settle securities, thereby

reducing cross-border operating risk and cost.

The Bank is the local depository for the two international
clearing and settlement systems (Euroclear and Cedelbank).
This link provides a DVP service to enable participants in Eu-
roclear, Cedelbank and Austraclear to settle trades in New
Zealand dollar debt securities (mostly government bonds and

Treasury bills) in a secure environment.
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Prospective developments

By the end of November 1999, all securities held by NZCSD
will have been ‘dematerialised’ meaning ownership will be
evidenced by an entry in the register rather than by a phys-

ical certificate.

In a dematerialised world with real-time gross settlement,
depository and registry functions make possible cost savings
and risk reduction by eliminating duplication in recording

and reporting transactions and holdings.

New technologies have reduced the marginal cost of com-
munications and data storage, but high fixed costs are driving
a wave of mergers between exchanges, depositories and
registry companies in Europe, the United States, Hong Kong

and Australia.

New Zealand has a single stock exchange (NZSE), a single
derivative exchange (NZFOE), a dominant registrar of listed
equities (Computershare NZ Ltd), and a single depository
(Austraclear). Opportunities for both intra-and inter-market

rationalisation may exist.

Within the next two years, the first transactional real-time
gross settlement system for currencies is expected to be cre-
ated by Continuous Linked Settlement Ltd (CLS) —a company,
formed by 60 of the world’s leading commercial banks, which
is well advanced on a US$150 million project to link the RTGS

systems of a number of major central banks.

Within five years it is expected that the New Zealand dollar
will be able to be settled through CLS Bank. The Reserve
Bank is presently positioning its systems to facilitate entry

and making representations to CLS Bank for admission.
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4.2 Foreign reserves
management

As indicated earlier, the Reserve Bank’s empowering legisla-
tion enables the Treasurer to direct the Bank to intervene in
the foreign exchange market, and also establishes the Bank’s
obligation to hold reserves to provide the capacity to imple-
ment such a directive. The need for such a directive would
most likely arise in the context of a currency crisis and a
resulting desire to inject liquidity into the foreign exchange

market.

In the face of certain extreme shocks, there are reasonable
grounds for believing that liquidity within our foreign ex-
change markets could contract dramatically. In particular,
foreign exchange intermediaries do not buffer shocks with-
in their own books to any significant extent. During normal
times, these intermediaries quickly lay off, via a complex
network of intermediaries, positions acquired from end-user
customer business. During periods of market stress, these
intermediaries may avoid exposures by withdrawing from
the market, an action that impairs the ability of other inter-
mediaries to lay off their positions. In other words, foreign

exchange market liquidity problems are inherently contagious

A sustained period involving very illiquid foreign exchange
markets would impose significant costs on the community.
These costs would stem from dis-orderly exchange rate move-
ments, business disruption costs, and an increased cost of

foreign capital. Accordingly, the Bank holds the equivalent
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of around NZ$4 billion in foreign currency assets, which
would be available should the need arise for the purposes of
injecting liquidity into the foreign exchange market. Pre-
dominantly, the reserves are held in the form of high quality,
marketable, securities issued by the governments of the

United States, Germany and Japan.

Unlike most other countries, New Zealand borrows the for-
eign currency used to purchase our foreign reserves. This
has some important risk minimisation advantages in rela-
tion to the Crown’s finances. Specifically, the maturity and
currency of individual foreign currency loans are closely
matched by investments in the same currency and of similar
maturities. This means that as exchange rates and foreign
interest rates move around, any gains or losses on our for-
eign currency liabilities tend to be offset by equal and

opposite gains and losses on our foreign currency assets.

Another implication of using foreign currency borrowing to
finance our reserves is that it makes transparent the fact
that, normally, holding reserves will entail some net cost.
This arises because New Zealand can typically only borrow
at higher interest rates than we can expect to earn by in-
vesting in highly liquid G3 government bonds. The cost
fluctuates from year to year, but the annual cost to the Crown
of maintaining New Zealand’s current intervention capacity
has averaged around NZ$5 million in recent years, with a

clear trend towards cost reduction.
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4.3 Currency issue and
management

The Reserve Bank Act (s.25) gives the Reserve Bank the sole
right to issue bank notes and coins in New Zealand, and to
determine the denominations, form, design, content, weight
and composition of the notes and coins. Hence, there are
no direct policy issues for the Government in this function.
Nevertheless, currency has a high profile and sometimes gives

rise to issues of public interest.

Newly-designed bank notes with updated security features
were issued in 1992/93. A 1994 survey of public attitudes
towards our currency indicated that over 80 percent of the
population considered that the design of our currency is dis-
tinctively New Zealand and is attractive. The research also
indicated that the overall quality was perceived to be ac-
ceptable and that the different denominations were easily

recognisable.

The only significant area of concern was with the poor qual-
ity of the $5 note. Also, during the Christmas period of
1997/98 reasonably good forgeries of our $20 and $100
notes appeared. These problems led the Bank to take a
decision to replace all existing bank notes printed on the
traditional cotton-based paper with a new flexible plastic
polymer that has been used in Australia since 1992. The
first of the polymer series was introduced into circulation in
May 1999 and appears to have been readily accepted by the

general public.

The polymer substrate has a number of advantages over
paper. It is much stronger and non-porous, does not get

dirty or tatty, and is much harder to counterfeit. Also, old or
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damaged polymer bank notes can be recycled economically

into manufactured items.

The change to polymer notes has enabled the Bank signifi-
cantly to increase its reserve supply of notes to meet possible
increased demand associated with Y2K concerns, at virtual-
ly no extra cost. The replaced paper notes have been
stockpiled and can be re-issued into circulation if necessary.
Normally there is about $2 billion in face value in circulation
at Christmas. In addition to this amount, the Bank will have

approximately $4.5 billion in reserve.

Despite the high usage of EFTPOS and credit cards in New
Zealand, the value of currency in circulation continues to
rise gradually. At the end of August this year, the total value
of notes and coin in the hands of the public was $1.978
billion, compared with $1.854 billion at the same time last
year, an increase of 6.7 percent. A longer-term issue may be
the emergence of electronic banking, which has the poten-
tial to undermine the demand for Reserve Bank currency,
and thus the value of seigniorage to the Crown.*! Indeed,
electronic means of payment already enjoy high levels of
penetration in New Zealand compared with most other coun-
tries, and the ratio of currency on issue to GDP, though
currently not declining, is very low by international stand-

ards.

Over the past few months the Bank has been in discussions
with the commercial banks with a view to improving the
efficiency of cash handling and processing. It s likely, in the
year ahead, that the Reserve Bank will take a less prominent

role in cash distribution.

1 Seigniorage refers to the value accruing to the Crown
from currency issue. Notes and coins on issue are, in
effect, an interest-free loan by the public to the Crown.
The note and coin liability on the Reserve Bank balance
sheet is matched by assets in the form of government
bonds. For the 1998/99 year, the value of seigniorage
(that is, the earnings on those bonds) was $141.7 million.
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4.4 International relations

The Reserve Bank enjoys productive working relationships
with a wide range of overseas central banks, international
financial institutions and international forums. Our increas-
ing interaction with overseas central banks and other
agencies initially reflected international interest in our ap-
proaches to inflation targeting and banking supervision,
which have been regarded as innovative. More recently the
Asian crisis, and the international policy issues that have been
generated by it, have necessitated a higher degree of inter-

national involvement by the Bank.

In the area of banking supervision, given that most of the
banks operating in New Zealand are foreign, we attach con-
siderable importance to maintaining close relationships with
our main counterpart supervisors, and with the internation-
al groups where policy developments are discussed. This is
done mainly through bilateral contacts as necessary, and
through regular regional meetings. We also make submis-

sions on Basel Committee proposals from time to time.

We also maintain a watching brief on matters relating to
financial fraud, money laundering and suspicious financial
activities in New Zealand, in co-operation with other rele-
vant authorities. Occasionally we get involved in significant
policy or operational issues in these areas. We have extend-
ed our activities into providing some advice, assistance and
education in parts of the Pacific Islands, where a number of

financial “scams” and other problems have appeared.

Recently, the Bank’s international liaison has included active
participation in a number of Asia-Pacific regional groups,

namely:
e APEC (Asia Pacific Economic Co-operation forum);

e SEANZA (South East Asia New Zealand Australia central

banks’ forum);

 EMEAP (Executives’ Meeting of East Asia and Pacific cen-

tral banks); and

e The Manila Framework Group.
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New Zealand assumed the chair of the APEC Finance Minis-
ters’ process in May this year and will remain in a co-chairing
role with Brunei Darussalam until end 2000. During this
period, the Bank has been working closely with the New
Zealand Treasury and with APEC economies on a range of
policy issues being advanced in the APEC Finance Ministers’
process. In particular, the Bank is contributing to work with-

in APEC in two policy areas:

e promoting a greater understanding within APEC of the
benefits and risks associated with cross-border capital
flows and the policies required for sustainable capital

account liberalisation.

e encouraging the adoption of policies to strengthen fi-

nancial markets within the APEC region.

SEANZA and EMEAP are central bank forums. The Bank has
recently chaired the SEANZA group and maintains an active
involvement in three working groups in EMEAP, on financial

markets, banking supervision and payment system issues.

The Manila Framework Group is a regional grouping of cen-
tral banks and treasury departments formed to monitor and
discuss issues arising from the Asian financial crisis and to
provide regional views on international financial policy is-

sues.

The Reserve Bank also maintains ongoing relationships with
the IMF, by contributing to New Zealand’s input into policy
issues advanced by the IMF and by providing information
required by the IMF in its regular surveillance of the New
Zealand economy. Similarly, the Bank maintains an ongoing
relationship with the OECD in connection with its surveil-

lance of New Zealand.

The Bank derives significant benefit from its international
relationships, including improved access to information and
research, greater participation in international policy formu-
lation, and an enhanced capacity to exchange views and
experience on policy issues. We also see our involvement as
contributing to New Zealand’s wider international relation-

ships, particularly in the Asia-Pacific region.
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4.5 Government debt
management

The Reserve Bank undertakes a number of functions for the

Treasury’s Debt Management Office (NZDMO). These include

selling Treasury bills, Government bonds and Index Linked

bonds at competitive tenders, on a timetable and to amounts

determined by the NZDMO under approvals from the Treas-

urer.

That the Bank undertakes these functions (rather than the
NZDMO directly) reflects the Bank’s experience in, and close
relationship with, financial markets, and the importance of
government cashflows for the cash position of the banking

system.

In view of the overlapping and potentially conflicting inter-
ests of the Bank and NZDMO in relation to these aspects of
the management of the government’s cash position, the al-
location of responsibilities and functions is made explicit in

an Agency Agreement between the Bank and Treasury.

The Agreement reflects two basic understandings that have
been in place for several years, and that have worked well:
first, that the government “fully funds™ its borrowing re-
quirement by way of sales of debt instruments to the private
sector, and second, that government debt sales will not be
used as a vehicle for attempting to influence market interest
rates. Full funding and the associated acceptance of market
interest rates is crucial both to making clear to government
the true costs of fiscal decisions, and to keeping monetary

policy implementation independent of the political process.

Acceptance of market interest rates for government debt
issuance does not imply that the costs of borrowing are en-
tirely outside the control of the government. The volume of
issuance will to some extent affect the interest rates that
lenders demand before lending to the government. Addi-
tionally, at the margin, choices on the structuring of the
borrowing programme can make a small but important dif-
ference to costs, with a programme suited to lenders’ tastes
potentially being a lower cost one than the alternative. The
Bank, with its close contacts with financial markets, can thus
offer a source of advice to NZDMO on programme structur-
ing.

Ultimately, the government must balance its preferences

against the market’s — at least to the extent that fundamen-
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tally different interests are involved. As the NZDMO is charged
with identifying the best balance sheet structuring approach,
given the government’s policy objectives, the Bank’s advice
as to market preferences is one ingredient in the equation
that determines how and what to borrow. Additionally, the
Bank can at times offer alternative perspectives on what
constitutes the best approach to structuring the Crown bal-

ance sheet structuring approach.

4.6 Overseas Investment
Commission Secretariat
Under an agreement for services, the Reserve Bank provides

the Secretariat for the Overseas Investment Commission.

The Governor of the Reserve Bank, or such officer of the
Reserve Bank the Governor may nominate, is an ex-officio
member of the Commission. The Governor has nominated
Deputy Governor Dr Rod Carr as his representative on the

Commission.
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Appendices

Appendix 1

Funding Agreement

1
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This is an Agreement between the Minister of Finance and the Governor of the Reserve Bank pursuant to section 159 of
the Reserve Bank Act 1989. It supersedes and replaces the Agreement signed on 17 April 1991.

It is hereby agreed that the amount of the Bank’s income to be applied in meeting the expenditure of the
Bank needed to carry out the functions and to exercise the powers specified in section 159 shall be:

$38,000,000 for each of the years commencing 1 July 1995 and 1 July 1996,
$39,000,000 for the year commencing 1 July 1997, and
$40,000,000 for each of the years commencing 1 July 1998 and 1 July 1999.

It is agreed, under section 159 (1) (), to include within this limit expenditure on foreign exchange dealings,
settlement banking and government banking as defined in Part Il sections 16, 32 and 34 of the Act.

It is further agreed that -

(@) if the policy target for inflation agreed by the Minister and the Governor in terms of section 9
of the Act of 0 to 2 percent per annum is reviewed and a new policy target substituted, the
agreed level of Bank expenditure as specified above will be adjusted to reflect any difference
between the Bank’s new and old path for inflation:

(b) if there is any material changes in the nature or extent of the work undertaken by the Bank in
respect of any of the functions or activities covered by this Agreement, the Minister and
Governor will redetermine the levels of expenditure set out in 2 above to reflect such
changes:

(c) this Agreement may be suspended and renegotiated at any time by mutual agreement
between the Minister and the Governor but any such renegotiation will require ratification by
Parliament.

[Bill Birch] [Donald T Brash]
Minister of Finance Governor of the Reserve Bank

30 June 1995 30 June 1995
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14 January, 1997

The Hon Winston Peters
Treasurer

Parliament Buildings
WELLINGTON

Dear Mr Peters

Funding Agreement

The Reserve Bank Act provides that the Bank and the Minister of Finance shall agree every five years on how much

of the Bank’s income may be utilised to meet its operating expenses over each of the succeeding five years. The
last agreement was signed in June 1995 and applies until year ended 30 June 2000.

A copy of the existing agreement is attached.

Clause 4(a) of the agreement provides that if the policy target for inflation is changed, the agreed specified level of

Bank expenditure is automatically adjusted to reflect this change.

While the Agreement is silent on exactly how the change in the inflation target should be reflected, the shift from

0 to 2 percent to O to 3 percent involves a 0.5 percent increase in the mid point of the inflation range and this
appears to be the appropriate percentage to adjust the Funding Agreement.

The effect of this adjustment is as follows:

Year ended Present Agreement Adjusted Figure

30 June 1997 $38,000,000 $38,095,000 (*/, year)
1998 $39,000,000 $39,195,000

1999 $40,000,000 $40,200,000

2000 $40,000,000 $40,200,000

In the overall context, these adjustments are negligible and | think it unlikely that the Bank will need to go above
the previously agreed spending limits. However, the Act requires the actual agreed levels to be used in
determining how much of any annual surplus or deficit is accrued to or met from the Bank’s reserves.

No action is required on your part. The purpose of this note is to keep you informed.

Yours sincerely

[Don Brash]

cc Minister of Finance
Secretary to the Treasury
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Appendix 2

Policy Targets Agreement

This agreement between the Treasurer and the Governor of the Reserve Bank of New Zealand (the Bank) is made
under sections 9 (1) and 9(4) of the Reserve Bank of New Zealand Act 1989 (the Act), and shall apply for the balance
of the Governor’s present term and for his next five year term, expiring on 31 August 2003. It replaces that signed on
10 December 1996.

In terms of section 9 of the Act, the Treasurer and the Governor agree as follows:

1. Price stability

Consistent with section 8 of the Act and with the provisions of this agreement, the Bank shall formulate and implement
monetary policy with the intention of maintaining a stable general level of prices, so that monetary policy can make
its maximum contribution to sustainable economic growth, employment and development opportunities within the
New Zealand economy.

2. Policy target

a) In pursuing the objective of a stable general level of prices, the Bank shall monitor prices as
measured by a range of price indices. The price stability target will be defined in terms of the All
Groups Consumers Price Index excluding Credit Services (CPIX), as published by Statistics New
Zealand.

b) For the purpose of this agreement, the policy target shall be 12-monthly increases in the CPIX of
between 0 and 3 percent.

c) Notwithstanding clause 2(a), the Treasurer and the Governor may agree to use an alternative
index of consumer price inflation following the implementation of the changes to the calculation
of consumer prices proposed by the Government Statistician to take effect during 1999.

3. Unusual events

a) There is a range of events that can have a significant temporary impact on inflation as measured
by the CPIX, and mask the underlying trend in prices which is the proper focus of monetary policy.
These events may even lead to inflation outcomes outside the target range. Such disturbances
include, for example, shifts in the aggregate price level as a result of exceptional movements in
the prices of commaodities traded in world markets, changes in indirect taxes, significant government
policy changes that directly affect prices, or a natural disaster affecting a major part of the economy.

b) When disturbances of the kind described in clause 3 (a) arise, the Bank shall react in a manner
which prevents general inflationary pressures emerging.

4. Implementation and accountability
a) The Bank shall constantly and diligently strive to meet the policy target established by this
agreement.
b) It is acknowledged that, on occasions, there will be inflation outcomes outside the target range.

On those occasions, or when such occasions are projected, the Bank shall explain in Policy
Statements made under section 15 of the Act why such outcomes have occurred, or are projected
to occur, and what measures it has taken, or proposes to take, to ensure that inflation comes
back within that range.

c) The Bank shall implement monetary policy in a sustainable, consistent and transparent manner.
d) The Bank shall be fully accountable for its judgments and actions in implementing monetary
policy.
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[Hon Winston Peters]
Treasurer

DATED at Wellington, this 15th day of December 1997
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[Donald T Brash]
Governor
Reserve Bank of New Zealand
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22 October 1999

The Hon Bill English
The Treasurer
Parliament Buildings
Private Bag
WELLINGTON

Dear Treasurer

The current Policy Targets Agreement, signed by the Treasurer and me on my re-appointment as Governor on 15
December 1997 pursuant to section 9(1) of the Reserve Bank of New Zealand Act 1989, specifies (in clause 2(a)) that
“the price stability target will be defined in terms of the All Groups Consumers Price Index excluding Credit Services
(CPIX), as published by Statistics New Zealand”.

Clause 2(c) of that Policy Targets Agreement notes that “notwithstanding clause 2(a), the Treasurer
and the Governor may agree to use an alternative index of consumer price inflation following the
implementation of the changes to the calculation of consumer prices proposed by the Government
Statistician to take effect during 1999. This sub-clause was included in the Policy Targets
Agreement because both parties were aware of the Government Statistician’s intention to amend
the Consumers Price Index during 1999 to exclude several items which, from a monetary policy
point of view, would make that index a more appropriate measure of inflation.

The new Consumers Price Index will be published by the Government Statistician for the first time
on 29 October 1999, covering the increase in prices between the June quarter of 1999 and the
September quarter of 1999. The new index will update a number of the weights in the index, and
will, importantly, remove interest rates and section prices from the index completely. The removal
of interest rates makes the new index more similar to the CPIX index which is the focus of the
existing Policy Targets Agreement, while the removal of section prices removes an asset price from
the index which, in the Bank’s view, is a desirable improvement in the index. (We have also argued
for the exclusion of new house prices and the inclusion of imputed rentals instead, but at this stage
the Government Statistician has not agreed to do this.)

| recommend that we agree that, with immediate effect, the price stability target in the Policy
Targets Agreement be defined in terms of the new Consumers Price Index.

Because the Government Statistician will not be restating consumer price inflation in terms of the
new index for any periods prior to the June quarter of 1999, the introduction of the new index
raises a question about how best to calculate the “12-monthly increases” which, according to
clause 2(b) of the Policy Targets Agreement, should be kept within a range of 0 to 3 per cent.

There is no perfect way of resolving this problem, but | recommend that, until it is possible to use
four quarters of the new Consumers Price Index to calculate a ““12-monthly increase” (in July 2000
for the year to the end of June 2000), we simply add the quarterly increases in the new Consumers
Price Index to the quarterly increases in the old Consumers Price Index adjusted for the exclusion of
interest rates and section prices. The two indices, even with the adjustments suggested, are not
absolutely identical, so this is not a totally satisfactory solution. But | am advised that it is the best
option available.

If you agree, | would be grateful if you would sign this letter indicating that agreement. We would
propose to announce this minor technical change within the next few weeks, and in any case not
later than the release of our next Monetary Policy Statement on 17 November 1999.

Yours sincerely

[Don Brash]
Governor
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