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Introduction

This paper reviews New Zealand's broad macroeconomic
experience over the period from 2000 until the present time
(the review period), focusing on the role of monetary policy
over that time. The purpose of the paper is to illustrate the
main factors influencing the conduct of monetary policy over
the period, and to discuss and evaluate how the Reserve
Bank responded to them.

The start of the review period has been chosen to pick up
from where earlier reviews of New Zealand'’s macroeconomic
experience finished." We discuss the major influences on
inflation, growth, interest rates and the exchange rate, and
evaluate the conduct of monetary policy in that context.

The rest of this paper is structured as follows. We first
describe the broad macroeconomic outcomes over the
review period, and briefly compare them to the experience
over the 1990s and against the average experience of
other OECD countries. We then discuss the major external
influences and fiscal policy effects on the economy over the
review period. We present a chronological account of the
major phases in the Reserve Bank’s Official Cash Rate (OCR)
decisions over the period, setting them in the context of the
flow of information at the relevant times. We look at the
interest rate experience over the period, and how the OCR
decisions influenced wholesale and retail market interest
rates. The major factors influencing the exchange rate
over the period are discussed. We then look at the sectoral
composition of growth and inflation. The particular role
of the housing market and house price inflation, perhaps
the standout feature of the macroeconomic experience
under review, is discussed in some detail. We evaluate the
conduct of monetary policy against the requirements of the
Policy Targets Agreement, and then conclude with a brief
discussion of the lessons learned and issues for further work

and research.

! Brook et al. (1998), Drew and Orr (1999), and RBNZ
(2001) review the macroeconomic experience over the
1990s.

New Zealand’s broad
macroeconomic experience since
2000

The review period has been remarkable for the strength and
persistence of spending growth. Demand has been mostly
driven by strong consumption and residential investment,
with pronounced and sustained house price inflation,
prolonged pressure on the economy’s productive resources,
and tight monetary conditions. Overall, inflation has been
kept within the target range in the face of, at times, intense

pressures.

Inflation

Annual CPl inflation averaged just over 2/, percent over the
review period, with peaks of around 4 percent in 2000 and
in 2006. The trough in inflation over the period was 1/,
percent in 2003. Overall, inflation remained well contained,
and in line with the Policy Targets Agreement.

Inflation has been kept broadly within successive target
ranges since 1991. After the years of high and variable
inflation in the 1970s and 1980s, this has been a major
achievement. Although there have been a few occasions
when inflation has moved (briefly) outside the target range,
the year-to-year variability of inflation has been brought
down to quite low levels.

Inflation expectations generally remained well anchored
through the review period (see figure 1). A small upward
shift in the trend level of inflation expectations is evident over
the review period compared to the 1990s. This is consistent
with the shift upwards in the midpoint of the inflation target
range from 1.5 percent to 2.0 percent. However, there is
little evidence that the expectations of firms and households
have become inconsistent with the inflation target range.
This suggests that the credibility of the Reserve Bank’s efforts
to maintain price stability has been broadly maintained

throughout the period.
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Figure 1
Annual CPIl inflation and inflation expectations
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New Zealand has not been alone in turning in a good
inflation performance over recent years. Most other OECD
countries have also successfully achieved and maintained

low and stable inflation at similar levels for some time (see

figure 2).
Figure 2
CPl inflation*
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Source: Statistics New Zealand, Datastream.

* Figure 2 shows the average annual inflation rate over the
1992-99 and the 2000-07 periods for New Zealand and
selected developed-country currency areas (Australia,
Canada, the eurozone, Japan, Sweden, the United States
and the United Kingdom). Also shown are the one-
standard-deviation bounds around the average annual
rates for these periods (the boxes) and the two-standard-
deviation bounds (the lines). For the sample of other
developed-country currency areas, we show the mean of
the average inflation rate and standard deviations.

GDP growth and the economy’s productive
capacity

New Zealand's growth performance has also been very
good over the review period. Growth has averaged more
than 3 percent during the review period, a rate that is a little

higher than the OECD average and similar to New Zealand’s

performance over the 1990s (see figure 3). New Zealand's
improvement in both the level and the year-to-year variability
of the growth performance over the past couple of decades
has also been seen in other countries, though the shift has

been more marked in New Zealand's case.

Figure 3
Real GDP growth*
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Source: Statistics New Zealand, Datastream.
* Data have been calculated analogously with those in figure 2.

Usinga common definition of recession —two consecutive
quarters of negative growth — New Zealand has not had
a recession since 1998, a period of almost ten years. The
four-year expansion in the mid-1990s was also quite long in
comparison to New Zealand’s history. Over the two decades
prior to that expansion, New Zealand'’s growth performance
had very much a stop-start character, with expansions lasting
only a few quarters before ending in recession.

This strong economic growth performance enabled
strong employment growth since 1999. The unemployment
rate fell from around 6 percent at the beginning of the
review period to around 4 percent by the end. The current
New Zealand unemployment rate is the lowest for several
decades. The unemployment rate experience compares
favourably against the OECD, which averaged 6'/, percent
for the review period and 5, percent at the end of the
period.

Indeed, the review period has been characterised
by a sustained high level of pressure on the productive
capacity of the New Zealand economy. Over the review
period, the proportion of respondents to business surveys
citing the availability of labour as the factor most limiting
their production rose to 20 percent or more, whereas in
the 1990s this proportion did not exceed 10 percent. The

median level of capacity utilisation reported over the review
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period was also substantially higher than in the 1990s and

earlier periods in New Zealand's history (see figure 4).

Figure 4
Indicators of pressure on productive capacity
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Although both growth and employment have been
remarkably strong over the review period, labour productivity
growth (real output per hour worked) has been surprisingly
weak, especially in the last two or three years of the period.
Over the 1990s, annual labour productivity growth averaged
about 1 percent, whereas over the review period the average
was only about '/, percent. Supporting paper A5 discusses
New Zealand's productivity performance and long-run

growth in more detail.

Interest rates
Over the review period, 90-day interest rates in New Zealand
averaged around 6'/, percent, some 150 basis points higher
than the developed-country average? of around 5 percent
for the period. The gap is about the same in real terms,’
and did not substantially narrow over the review period.
Supporting paper A4 discusses some possible reasons why
New Zealand real interest rates remain so persistently high.
Compared to the 1990s, short-term (90-day) interest
rates went through less of a cycle over the review period. Since
2000, there have been two episodes where 90-day interest
rates fell briefly in response to monetary policy actions, but

overall, 90-day interest rates rose throughout the period,

2 OECD excluding Mexico and Turkey.
Using annual CPI inflation as a proxy for inflation
expectations.

beginning the period around 5 to 6 percent and tracking
around 8'/, percent by the end of the period. In contrast,
in the 1990s, 90-day interest rates troughed at 5 percent
at the beginning of 1994, then rose sharply to peak just
over 10 percent, then troughed again around 4'/, percent by
1999. The pattern of 90-day interest rate movements almost
completely reflects the actions of monetary policy over the
period, which we discuss in detail in the later section setting

out the chronology of monetary policy.

Figure 5
90-day bank bill rates
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Long-term (10 year) interest rates fell very gradually
through the period, from around 7 percent at the beginning
of the period to about 6 percent by the end. The stability
of long-term interest rates over the review period contrasts
with the experience of the 1990s (both in New Zealand
and elsewhere), when long-term interest rates followed
more of a pronounced cycle, against the background of
a considerably steeper downward trend. The difference in
the trends over the review period compared to the 1990s
reflects the achievement of low and stable inflation in much
of the developed world.

The longer-term interest rates of most relevance for fixed
rate residential mortgage lending in New Zealand - those for
terms of around two years — showed the same broad profile
as short-term interest rates over the period. Wholesale two-
year interest rates generally remained above 90-day interest
rates, though through 2005 to 2006, two-year interest rates
fell below 90-day interest rates by around '/, to '/, percent.
This material gap contributed to a rise in the average term of

outstanding residential mortgage loans through this period,

Reserve Bank of New Zealand: Select Committee Submission, July 2007 39



Figure 6
10 year government bond rates
% %
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an effect of some consequence for monetary policy that
we discuss further in the later section on the interest rate

experience.

The exchange rate

The exchange rate showed a very substantial appreciation
through the review period (with two brief episodes of
depreciation that were subsequently reversed). Starting

from a low at the beginning of the review period of around

Figure 7

Nominal effective exchange rate (TWI)*
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* Note that, to construct a consistently measured effective
exchange rate for historical comparison purposes, this
paper uses the official Trade-Weighted Index (TWI) for
data from 1999, and for data prior to 1999 uses the current
TWI calculation methodology to backdate. Because in
1999 the RBNZ changed the calculation methodology,
over the 1990 to 1999 period the effective exchange rate
reported in this paper differs from the official TWI in use
at the time. For that period, the TWI in use at the time
is not directly comparable with the effective exchange
rate backdated using the current TWI calculation
methodology. See Kite (2007) for further details.

US40c, the New Zealand dollar rose strongly through the
period to reach around US78c by the end of the period.
The appreciation over the review period took the effective
exchange rate from a position at the trough around 30
percent below its long run average, to a position at the peak
around 30 percent above.

Substantial exchange rate appreciations were also seen
over the period in a range of other countries, but the New
Zealand dollar’s appreciation is one of the larger among the
OECD. We discuss the exchange rate experience further in a

later section of this paper.

Figure 8
Changes in effective exchange rate indexes since
2001
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Savings, investment and the national debt
position
Although New Zealand's overall growth and inflation
performance over the review period was sound, the savings-
investment imbalances in the economy seen over the 1990s
continued to widen. These imbalances did not themselves
appear to have much impact on demand or inflation
pressure over the period. Nor, somewhat surprisingly, did the
increasing indebtedness appear to increase by very much the
responsiveness of borrowing demand to rising interest rates
when monetary policy tightened.

Despite employment and incomes growing strongly over
the review period, household consumption grew even more
strongly, resulting in a continued trend decline in the rate of

household saving out of disposable income. The household
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saving rate fell more steeply than in the 1990s, from around
zero at the beginning of the period to a dis-saving rate
approaching 15 percent of disposable income.

As was seen over the 1990s, over the review period
household debt continued to increase at rates well exceeding
the growth in household disposable income. The household
debt to disposable income ratio rose over the review period
from around 100 percent to around 160 percent.

At the same time as households were rapidly
accumulating debt, their house prices were of course rapidly
rising (to produce an overall doubling of house prices over
the review period). The effect of housing valuation gains on
household net worth swamped the negative effects of the dis-
saving. As a result, household net worth measured at current
prices rose substantially (and itself probably contributed to
the strong consumption and investment expenditure seen
over the review period). We have commented elsewhere on
the concerns that this phenomenon of a rapidly expanding
household balance sheet raises for monetary policy and
financial stability.* We discuss further the particular role
of the housing market in the later section devoted to this
topic.

The excess of saving over investment by the government
and business sectors of the economy was not sufficient to
fund the household sector’s accumulation of debt over
the review period. The shortfall, as reflected in the current
account deficit, expanded substantially over the period to
almost 10 percent of GDP, a level not seen since the mid-
1970s and considerably larger than that seen in the 1990s
cycle, during which the current account deficit had been
roughly stable at about 5 to 6 percent of GDP. The expansion
of the current account deficit over the review period also
occurred in spite of improvements in New Zealand's terms

of trade.

4+ For example Bollard (2006) and Reserve Bank of New
Zealand (2007).

Figure 9

Current account deficit
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External influences and fiscal policy

This section discusses the major independent influences
impinging on the New Zealand economy over the review
period. We cover the world economy and trading partner
demand, overseas monetary policy, the prices of New
Zealand's imports and exports on international markets,

migration flows and domestic fiscal policy.

The world economy and trading partner
demand

From sluggish beginnings, world economic conditions
improved over the review period, providing a generally
favourable backdrop to New Zealand’s own economic
experience. Growth in New Zealand's major trading partners®
tracked around its long-run average over the period,
providing somewhat less stimulus, however, than that seen
over the 1990s before the Asian crisis.

Following an initial recovery from the Asian crisis of the
late 1990s, the world economy suffered a range of further
major adverse events at the beginning of the review period.
These included the bursting of the dotcom bubble, the 11

September terrorist attacks in the US and their aftermath,

To measure trading-partner growth we usually look at
an aggregate of GDP in New Zealand’s top 12 trading
partners weighted by export value (GDP-12). These
trading partners are the US, Australia, Japan, Eurozone,
UK, Canada, China, South Korea, Singapore, Malaysia,
Hong Kong and Taiwan. For further details see Smith

(2004).
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and the emergence of SARS. Overlaid upon these events was
a large perturbation to the normal pattern of investment
spending caused by Y2K.

The overall result of these events for trading-partner
growth over the first few years of this decade was for
growth to fall below 2 percent, a similar level to the trough
reached during the Asian crisis and in the global downturn
of the early 1990s. Subsequently, growth gradually picked
up to run at around 3/, percent from 2004 for the rest of
the review period. The Australian economy remained quite
buoyant throughout the period, but globally the pick-up in
growth was initially led by the recovery in the United States.
Global monetary policy had been eased quite sharply, with
the lead taken by the US Federal Reserve, which cut its
official rate from 6'/, percent at the start of 2001 to the
extraordinarily low level of 1 percent at the trough.

The sustained expansion in the world economy and
the gradual dissipation of uncertainty about economic and
financial prospects led, by the later part of the review period,
to a prevalent sense of optimism. This, combined with a
large expansion in the quantity of funds seeking investment
returns worldwide, contributed to general climate of risk-
seeking by the final few years of the review period. The risk-
seeking itself, through its downward effect on the cost of
funds, has played a role in helping to prolong the strong
growth. We pick up on this theme of global risk-seeking in

the section discussing the exchange rate experience.

Figure 10
Growth: emerging Asia, US and New Zealand’s
major trading partners
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The fairly substantial swings in economic conditions
and sentiment in the major developed economies, and
particularly the US, perhaps overshadowed an important
underlying feature of world economic developments over
the period. Growth in the Asian countries other than Japan
(Asia ex-Japan, AXJ)® was rapid, and the decade has seen
the increasing emergence of China as a major economy.’
The AXJ growth experience over the latter half of the review
period was surprisingly strong to most observers, including
the IMF, the Asian Development Bank® and market analysts.®
China now accounts for around a sixth of world GDP
(against an eighth at the beginning of the period),'°and is
now New Zealand's fifth (rather than seventh) largest export
market behind Australia, the US, Japan and the Eurozone.
The sustained expansion and growth in per capita incomes
in AXJ has been an important influence on the New Zealand
terms of trade, a topic we pick up below.

Although the magnitude and profile of overall growth
in AXJ over the period was perhaps not that remarkable
- being similar to the levels seen in the mid 1990s prior to
the Asian crisis — the economic and financial management
strategies of the AXJ countries underlying the growth were
quite different to those seen in the 1990s. The Asian crisis
had been characterised by the sudden emergence in a
number of AXJ countries of severe financial distress caused
by (among other things) inability to service foreign-currency
debt that had built up during the preceding few years of
high growth driven by domestic demand. Following these
traumatic experiences, a common theme among AXIJ
countries through the growth phase over the review period
has been to include in their financial management strategy
a focus on maintaining large current account surpluses and
accumulation of foreign exchange reserves.

China has been the largest contributor to the activities

of the region overall in this regard. In 2000, China’s foreign

Asia-ex-Japan is defined in this paper as the Asian-
country subset of New Zealand’s top 12 trading partners,
ie China, South Korea, Singapore, Malaysia, Hong Kong
and Taiwan.

These issues are discussed in more depth in Hunt
(2007).

8 See Asian Development Bank (2006).

As measured in the Consensus Inc. international survey
of economic forecasters, the baseline for the Reserve
Bank’s projections for world economic prospects.

10

As at 2006, purchasing-power-parity basis. Source: IMF.
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reserves were growing by around 5 to 10 percent per annum,
but this rapidly increased to a peak of over 50 percent per
annum in 2005, and by the end of the review period was
running at just over 30 percent per annum. By the end of the
period, China was accumulating reserves at a rate of around
US$17/, billion per day (equivalent to around 15 percent of
New Zealand's annual external funding need as measured by
the current account deficit).

The sustained large current account surpluses by AXJ
countries have contributed in large measure to a substantial
growth in the flows of investment funds across borders
worldwide. Together with large current account surpluses
run by the oil-exporting countries as the price of oil has
climbed sharply, these surpluses have helped fund the large
current account deficits of many Western countries, and

particularly that of the United States.

Figure 11
Current account balances
USD (billions) USD (billions)
1250 ~ r 1250
Australia and New Zealand
] United States L
1000 M Oil exporters 1000
M China
7501 Japan + 750
Other Asia
500 4 M Major advanced economies l - 500
250 + bl l . r 250
. ——m= u
0 ,-_-____-_-_-___—_-_-j_-_-_-, 0
-250 r-250
-500 - r -500
-750 - r-750
-1000 -1000

1993 1995 1997 1999 2001 2003 2005 2007(e)

Source: IMF World Economic Outlook, 2007.

In addition, financial innovation has been an important
feature of the period. More and more emerging countries
have been able to borrow internationally in their own
currencies, and hedge funds and private equity firms have
become increasingly active in both new and traditional
financial markets. New ways of unbundling and repackaging
risk through advances in financial engineering have resulted
in new ways for investors to take on risk.

These developments have all contributed to a remarkable
growth in the supply of funds seeking investment returns
worldwide, and may have contributed to the sustained

strength of currencies in some Western countries, including

Australia and New Zealand, in spite of the large and growing
current account deficits being run in those countries. We
discuss this issue further in the later section on the exchange

rate experience.

Foreign monetary policy and interest rates
Over the review period, monetary policy in the rest of the
world generally followed a more pronounced cycle than that
seen in New Zealand. Overseas official interest rates were
generally cut quite substantially over roughly the first half of
the period, before being raised again more recently.

Against the backdrop of weak demand early in the
review period, central banks around the world generally
moved their policy rates to stimulatory levels. The monetary
policy easing response in the US to the September 11
attacks was particularly sharp and deep, taking the official
US interest rate from 6/, percent at the end of 2000 to 1%,
percent by the end of 2001 (a difference of almost 500 basis
points). Although the US interest rate cuts over this period
were by far the largest, central banks from other major
developed economies also made substantial interest rate
cuts - with the exception of Japan, whose official interest
rate was already at very low levels reflecting the sluggish
domestic conditions in Japan that had persisted for several
years prior. The Canadian central bank cut by about 350
basis points. Australia’s easing was similar to New Zealand’s
and smaller, at around 200 basis points, similar to the cuts
by the eurozone and UK central banks.

The low level of overseas official interest rates persisted
until around the middle of 2003 in most of the developed
world, reflecting only apparently weak improvement in
growth prospects as discussed earlier. The exception to this
pattern was Australia, which began raising its official interest
rates in 2002 in response to strong domestic conditions. By
2004, it was becoming clearer that world growth prospects
were looking better, and fears of deflation had receded.
Most major economy foreign central banks began raising
their policy rates. By the end of the review period, the official
rates in the US, Australia, the eurozone and the UK had

reached levels close to their long-run averages.
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Figure 12

Overseas official interest rates
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New Zealand’s terms of trade and its
components

Developments in the world economy led to an overall
improvement in New Zealand’s terms of trade in goods over
the review period. This improvement was the net result of
the strengthening of global growth which lifted the prices of
commodities in general, and supply and demand dynamics
in the markets for particular commodities relevant to New
Zealand. The average level of the terms of trade over the
review period was more favourable than in the 1990s, and
during that time the terms of trade declined slightly. Indeed,
the terms of trade are now at their highest levels since the
early 1970s, when New Zealand's favourable access to the
United Kingdom came to an end with the UK’s entry to the

European Economic Community.

Figure 13

Terms of trade*
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* Figure for June quarter 2007 is an RBNZ estimate.

The improvement in New Zealand's terms of trade
(around 20 percent) was not as large as for some other
commodity-exporting developed countries. For example,
Australia enjoyed an improvement of around 50 percent, due
to the predominance of “hard” commodities such as iron
ore and coal in its export basket, as well as its status as a net
energy exporter — in contrast to New Zealand, a net energy
importer and an exporter principally of “soft” commodities
such as dairy products and meat. The strength in global
growth over the review period drove the international prices
of hard commodities and energy up much more than those
of soft commodities.

On the exports side, towards the end of the review
period there were sharp and substantial increases in dairy
prices on world markets,"" but there have also been slower-
moving, but nonetheless sizeable, rises in the prices of some
other important New Zealand commodity exports. On the
import side, the most marked movements have been the
large and rapid movements in oil prices, and a trend decline
in the prices of imported manufactured goods. We discuss

these developments below.

International prices of New Zealand exports

New Zealand exports are primarily commodities
(approximately 65 percent of total exports of goods), and
hence overall export prices received strong support from
strengthening global growth over the review period. The
strong growth of the AXJ countries in particular was reflected
in rising prices of New Zealand exports of protein products
such as dairy products and meat, as rising per capita incomes
in the AXJ countries have markedly increased consumption
of protein there.

Towards the very end of the review period, international
dairy prices received a further sharp boost from rises in the
price of corn (maize), which is an important food source for
dairy herds in most of the world’s dairy producers apart from

New Zealand." The rise in the price of corn has itself been

A June 2007 speech by the Governor looks at the recent
dairy price rise in more detail.

The March 2007 Monetary Policy Statement contains
further discussion of the effect of AXJ growth on the
demand for protein, and Bollard (2007b) discusses in
detail the recent rise in international dairy prices.
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due to a substantial increase in biofuel production lifting

demand for corn.

Figure 14

Real world prices for New Zealand's commodity
exports*
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* The real world price index is calculated using ANZ’s
SDR commodity price index deflated by CPls.

International oil prices

The price of oil on international markets increased very
substantially over the review period, particularly through
2005 and 2006. From around US$20 to US$30 in 2000,
oil prices rose more or less throughout the period, peaking
at US$72 in 2006 and tracking at similar levels now. This
compares to a period of relatively low and stable oil prices
throughout the 1990s. Over the review period, episodes of
geopolitical uncertainty at times caused fluctuations in the
price, but the more durable underlying influence over the
period now appears to have been the strength in global
growth, and in particular, very strong demand growth in
China. The demand-driven character of the substantial oil
price rise over the review period stands in stark contrast
to the 1970s oil price “shocks”, which were due to supply

restrictions and caused a global downturn.'

13 Delbruck (2005) discusses the impact of oil prices on the

New Zealand economy in more detail.

Figure 15

Dubai oil price
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International prices of imports other than oil

Over the review period, the effect on overall import prices
of oil and other commodities was almost completely offset
by a sustained fall in the prices of New Zealand imports of
manufactured goods. Indeed, the international price of non-
oil imported goods rose only slightly over the period. The
downward pressure on non-oil import prices can be mostly
attributed to falling prices for imported manufactured goods,
especially from China, but the lifting of parallel importing

restrictions in the late 1990s also helped.

Figure 16
International prices of New Zealand imports by
category
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Migration

A very sudden, substantial and unexpected surge in net
migration into New Zealand was one of the more major
driving influences on the economy seen over the review
period. During the early years of the period, the net migration
flow very suddenly and substantially turned around, from
a net permanent and long-term (PLT) emigration rate of
around '/, percent of the population in 2000 to a net PLT
immigration rate of about 1 percent of the population by
2003. Net migration flows into and out of New Zealand as a
proportion of the population are both quite large and more
cyclical compared to those in most developed countries,
accounting for almost all of the variation in the population
from year to year and often materially influencing economic
developments. Although a steady and anticipated flow of net
migration at moderate levels may not tend to affect demand
and inflation pressure very much, unexpected or sudden
changes in the flows generally do materially influence the
degree of pressure on the economy’s resources.

The large net PLT immigration flow was only slightly larger
than the peak reached in the mid 1990s, but was reached
much more rapidly. Compared to the 1990s experience, the
inflow of PLT migrants was less concentrated in Auckland.
Subsequently, the rate of net PLT immigration subsided to
between 0 and '/, percent of the population by 2004, but

this occurred rather more gradually than the earlier rise.

Figure 17
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Net inward PLT migration typically increases when
economic prospects in New Zealand look good relative to
the rest of the world, and this probably contributed to the
rise in net inward migration at the beginning of the period. In
addition, the influence of the September 11 terrorist attacks
and the role of New Zealand as a perceived safe location
is suggested by the sharpness of the fall in PLT departures
immediately afterwards. Finally, the beginning of the
review period also saw a very strong growth in net non-PLT
migration, which until 2001 had been an insubstantial part
of total net migration. The non-PLT inward migration at this
time appears mostly to have been short-term international
students, mainly from China. From about 2003 net non-
PLT inward migration trended back down, and fluctuated

around zero for the rest of the review period.

Figure 18
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The proportion of PLT arrivals and departures who
participate in the labour force is about the same as for the
general population. However, net PLT immigration has an
immediate effect on demand substantially exceeding its effect
on the productive capacity of the economy. This is because
new arrivals have an immediate need for somewhere to live
and for other set-up goods and services whose cost is several
times average income. The net effect on demand may be
even larger for students, who will generally not participate
in the labour force to the same degree as other migrants.
For accommodation services in particular, the economy
takes some time (months or years) to supply the additional

housing stock needed. Hence, a large sharp and unexpected
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increase in net immigration, such as that seen in the early
part of the review period, has substantial implications for
demand pressure.™

In the housing market, these pressures typically show up
in elevated activity and house price inflation, and this effect
was clearly visible in the early part of the review period.
Indicators of housing market activity all rose sharply to levels
exceeding their peaks reached in the 1990s, immediately

after the turnaround towards net immigration.

Figure 19
Net migration and housing market indicators
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Fiscal policy

Over the review period, the Government continued to run
large and growing fiscal surpluses. Operating surpluses have
been maintained since the early 1990s, and the Crown'’s net
debt has declined steadily over this period. Indeed, by the
end of the period, New Zealand was one of the few OECD
countries with no net debt, and accumulating net financial
assets.

The impact of discretionary fiscal policy on the business
cycle can be substantial, but is complex and difficult to
measure.  Generally speaking, it is the change in the
operating balance, rather than its level, which influences
demand pressure and inflation. Measuring the impact
of changes in the operating balance requires two steps.
First, the independent or discretionary component of the

change - that attributable to fiscal policy choices — must be

1 The Reserve Bank’s March 2003 Monetary Policy
Statement contains a Box discussing in more detail the
impact on the economy of net migration.

extracted, as distinct from the component arising from the
natural counter-cyclicality of revenue and expenditure (the
“automatic stabilisers”) due to the benefit and progressive
tax system. Second, adjustments need to be made for the
likely differences in the impact on actual domestic spending
of different types of recorded government revenue,
expenditure and transfers. For example, spending on imports
will not impact greatly on domestic demand, and a dollar
of tax cuts is likely to have a lower impact than a dollar of
spending on a new road, because some of the tax cut is
likely to be saved by its recipient.’

The Treasury’s indicative measure of the impact of fiscal
policy (the “fiscal impulse”)'® does the first adjustment but
not the second. Looking at this fiscal impulse measure,
over the first few years of the review period, fiscal policy
in New Zealand appears to have had a mildly restraining
effect on the economy, before turning around over the final
few years to have an increasingly stimulatory effect, mainly
due to government spending initiatives such as Working for
Families and increases in government sector employment.
The Budget announced for the 2007/2008 year in particular
appears to be among the more stimulatory of those seen
over the review period and in the 1990s, and compared to
the typical fiscal packages seen in OECD countries. In the
1990s, tax cuts led to a similarly sized fiscal stimulus.

The Treasury's fiscal impulse measure, though it has the
advantage of simplicity, does not purport to be a perfect
indicator and there is a range of reasons why alternative
measures may be preferable for particular analyses. For the
purposes of the present paper, our analysis of the measure
suggests that it may understate the degree of stimulus
provided by fiscal policy over the review period, for the
following reasons:

e During 2003 to 2005, it appears that a number of
companies exhausted tax losses accumulated from the
early 1990s, and reached a point where they became
liable for company tax — hence the large increase in
the measured restraining impact on the revenue side
in 2005. It is doubtful whether this tax increase would
have materially altered firms’ or their shareholders’

spending plans (even aside from the fact that some

1 Dunstan et al. (2007) discuss in more detail.

1o Philip and Janssen (2002).
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of the shareholders were non-residents), because the

emergence of the tax liability was predictable, even if it

happened surprisingly fast.

e The Treasury’s fiscal impulse measure assumes that
changes in revenue have the same impact as changes
in (domestic) expenditure, which, as noted above, is
unlikely to be the case.

An adjusted impulse measure taking these issues into
account would have looked more stimulatory over the last
few years.

Budget projections have to be taken with some caution
as the projected fiscal impulse has often ended up exceeding
the actual impulse for any particular year. However, on
Budget projections of spending and revenue patterns our
analysis suggests that the fiscal impulse in 2007/2008 would
amount to about 2 percent of GDP.

Fiscal contributions to demand on this scale happen every
decade or so in most OECD countries. Thus, the magnitude
of the current fiscal stimulus is not that remarkable,
especially if out-turns are more favourable than projections.
What is striking is that this relatively large fiscal boost to
demand and activity is coming at a time when resources in
the economy have been severely stretched for several years.
It will thus serve to exacerbate the demand pressures that

are already present in the economy.

A chronology of monetary policy

decisions

This section briefly summarises the monetary policy decisions
made over the review period, setting them in the context of
the state of the economy and the inflation outlook, as they
appeared to us at the time. We separate the review period
into four rough “phases” of monetary policy — two easing
and two tightening — during which the OCR was moving
consistently in one direction in response to unfolding
developments. (This characterisation of monetary policy into
phases is, of course, a simplifying convenience. The reality of
monetary policy over the period is a sequence of more than
50 discrete economic assessments and OCR decisions, each
taking on board a plethora of data and information each

time, and subject to considerable uncertainty and alternative

interpretation).

The first phase was an easing one, from around late
2000 to the end of 2001. This was followed by a tightening
phase until the end of 2002. The second easing phase lasted
from then until the end of 2003, followed by the second
tightening phase, which lasted the rest of the review period.

We discuss these phases in detail below.

Figure 20
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First easing phase — end-2000 to end-2001

In the first easing phase, the OCR was cut a total of 175
basis points, in roughly two episodes. These easings occurred
against the international background of substantial monetary
policy easing, as discussed in the earlier section on foreign
monetary policy. The first episode was largely in response to
the actual weakness in the world economy as investment
spending slumped in the United States and Europe. The
second set of cuts was largely of a precautionary nature
after the September 11 terrorist attacks which reinforced the
sense of downside risks around the world economy.

The OCR began this first easing phase at 6'/, percent.
The Reserve Bank had raised the OCR by 200 basis points
between the end of 1999 and the first few months of
2000, believing that the outlook for the world economy
had improved and that there was less spare capacity in the
domestic economy than had been thought previously. At
this time, the exchange rate was still very low compared to
its long-run average, and the Reserve Bank believed that
monetary conditions remained somewhat stimulatory. Given

the positive outlook at that time, it was felt that some further
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tightening of monetary conditions would be necessary.

That tightening did not prove necessary — growth
subsequently began slowing, apparently for mostly
domestic reasons. The trading-partner outlook remained
good. Investment seemed to be pausing after the Y2K
boost and winding down after the America’s Cup. Changes
in government policy in 2000, including a rise in the top
marginal tax rate to 39 percent and new employment
legislation that was deeply unpopular in the business
community, had created some uncertainty, and business
and consumer confidence overall were at low levels. The
exchange rate, though, remained weak and the Reserve
Bank was mindful of the inflation pressures it might be
creating.

By around March 2001, the Reserve Bank's tone changed,
and the Reserve Bank began to place increasing emphasis on
the risk that the weakness in the world economy would drag
activity in New Zealand down. This risk was felt to outweigh
the upside risk to inflation coming from the strengthening
domestic situation. Three cuts of 25 basis points each were
made in March, April and May, against the background of
official rate cuts in the US and Australia. By August 2001,
the Reserve Bank began shifting the emphasis to the risk
that domestic inflation pressure would persist and thus
eventually require a rise in the OCR rates.

A lot changed between August and November 2001,
that once again turned the balance of risks to the downside,
and further widened the apparent gap between strong
domestic economic conditions and a weak and uncertain
international environment. Not only had the September 11
terrorist attacks occurred, but the effects of the bursting of
the dotcom bubble were being felt strongly in the world
economy. The Reserve Bank reduced the OCR by 50 basis
points on 19 September 2001 in an unscheduled OCR
announcement, and by a further 50 basis points at the
scheduled review in November 2001. The post-9/11 cuts
were quite explicitly seen as precautionary cuts against the

possibility of very adverse outcomes in the world economy.

First tightening phase — end-2001 to end-2002
In the first tightening phase, the OCR was raised a total of

100 basis points, mostly in response to a stronger outlook

for the domestic economy, including the sharp boost to
demand from the turnaround in net immigration flows.

The feared adverse effects of global events on New
Zealand through trade-related channels did not eventuate,
at least not to the degree that had earlier seemed likely. In
fact, quite the reverse happened, as the relative strength
of the New Zealand economy, coupled with the insecurity
created by the September 11 terrorist attacks, led to the very
sharp and substantial surge in net immigration (exacerbated,
coincidentally, by the large influx of international students)
to New Zealand discussed in the section on migration.
After having spent several years in the doldrums, housing
market activity accelerated quickly and house prices began
rising. The gap between the strength of the economy in
New Zealand and that in the rest of the world widened
further. Unemployment continued trending down, capacity
utilisation up, and inflation was tracking in the upper half of
the target range.

The Reserve Bank responded to the strength in the
domestic economy by lifting the OCR four times, by 25 basis
points each time, taking the OCR to 5%/, percent by the middle
of 2002. Over this period, prospects for the international
economy continued to look weak, and overseas central
banks (except Australia) were generally either continuing to
cut official interest rates or were holding them steady. By the
end of 2002, the gap from the OCR to the official interest
rate in the US was 450 basis points, to that in the eurozone
300 basis points, to that in the UK 175 basis points and to
that in Australia, 100 basis points. The exchange rate had
already begun climbing in response to the widening of the

gap relative to the US towards the end of 2001.

Second easing phase — end-2002 to end-2003
Weak domestic growth, the apparent re-emergence of
material downside risks to the world economy, and a rising
exchange rate led the Reserve Bank to the second easing
phase, which lasted for almost a year. The international
environment was again one where the major central banks
were cutting their official interest rates. In New Zealand, the
OCR was cut by a total of 75 basis points in this phase.

By March 2003, the Reserve Bank was forming the view
that the rising exchange rate would be quite likely to provide

quite a drag on the economy, in an environment where the
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world economy was still looking weak and commodity
prices were easing. Despite continued strength in domestic
consumption and residential investment, and house price
inflation continuing to rise, GDP growth data for the first
half of 2003 were very weak, showing almost no growth.
At home, drought was affecting agricultural production
and raising fears of electricity shortages, while abroad,
the emergence of SARS, the invasion of Irag, and general
pessimism on world economic prospects all contributed to
the sense that, overall, cuts in the OCR were warranted. The
OCR was cut to 5 percent in three steps of 25 basis points

each, by the middle of 2003.

Figure 21
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Although the prevalent interest rate of around 5 to 6
percent was very low compared to New Zealand's historical
experience (90-day interest rates averaged around 8 percent
over the 1990s), and despite this phase of cuts, the OCR
remained above overseas interest rates by up to several
hundred basis points. Around this time risk aversion among
international financial markets began to abate, and the
appetite for high-yielding assets such as those denominated
in the New Zealand dollar increased markedly, especially as
perceptions among international investors became more
widespread that the New Zealand economy had considerable
underlying strength, both in an absolute and a relative
sense. The exchange rate rose by 30 percent during 2002
and 2003, and by the beginning of 2004 the New Zealand
dollar had reached US67c, a level well above its long-run

average.

Second tightening phase — end-2003 to 2007
The second tightening phase might be characterised as one
where the Reserve Bank responded with a fairly long series
of OCR increases to surprisingly persistent inflation pressure,
resulting from excess domestic demand. Along the way, a
number of new positive impulses to demand arrived, such
as the terms of trade increase and increasingly expansionary
fiscal policy.

By January 2004, projected inflation pressures had
increased enough for the Reserve Bank to raise the OCR.
However, there was still a view that some slowing in growth
was likely due to the high exchange rate and a projected
slowdown in population growth. Although the projected
slowing in population growth did eventuate much as
projected, the Reserve Bank kept getting surprised over this
period (but less so than other forecasters) when the overall
economy and inflation pressures proved much stronger than
expected. Although the Reserve Bank continued to believe
that there would be some slowing in growth, partly because
the housing market appeared to have turned, it noted that
inflation continued to run in the top of the target range,
wage inflation was rising, consumer confidence was strong,
and commodity prices were strengthening on the back of
a strong world economy. Moreover, the exchange rate fell
back briefly over the first half of 2004, which was attributed
in part to the prospect of rising official interest rates in the
US (which began in June 2004).

From the beginning of 2004 through to October 2004,
the OCR was raised six times (with moves at every review
opportunity apart from the March 2004 review), by 25 basis
points each time. In October 2004, with the OCR at 6/,
percent, the Reserve Bank indicated that it thought the
tightening to that point was sufficient.

By December that year, the Reserve Bank was projecting
falling real house prices, but continued to note that there
was little headroom in the inflation target range, and hence
there was little scope for a cut in the OCR in the foreseeable
future. The Reserve Bank continued to use phrasing similar
to this in all its Monetary Policy Statements up to (and
including) the December 2006 Statement.

In March 2005 the Reserve Bank raised the OCR by a
further 25 basis points, noting the continuing strength in

the economy and the intense competition among the retail
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mortgage lending banks around the end of 2004 and early
2005, as well as evidence suggesting the housing market
might be turning back upwards. However, the Reserve Bank
expressed uncertainty about whether any more rises would
be needed. It felt that the rapid rises in the OCR to that
point should be given time to take effect on the economy.
Subsequently, GDP growth outturns for 2005 showed some
weakness, including zero growth for the second half of 2005.
During this time it appeared that the policy tightenings and
the high exchange rate (which had reached US70c by late
2004) were doing the job of reducing inflation pressure.

The outlook was little changed by the latter half of
2005, except for rapid increases in oil prices (whose one-
off price effects the Reserve Bank “looked through”). The
balance of inflation risks remained on the upside due to
ongoing growth in debt-financed household spending and
increases in business costs. By October 2005, the Reserve
Bank had become sufficiently concerned that the pressure on
productive capacity and the persistence of inflation pressure
were not abating, that another rise of 25 basis points in the
OCR was necessary. The Reserve Bank raised the OCR by
a further 25 basis points in December 2005, noting in the
Monetary Policy Statement that “whether further tightening
is needed will depend on the extent to which housing and
demand pressures show signs of moderating over the
months ahead” (p.2). The OCR was at 7'/, percent.

Over the first half of 2006, the Reserve Bank believed
that no more rises in the OCR were needed to maintain price
stability, but that there was no scope for policy easing in
2006 as inflation remained near the top of the target range.
In the June Monetary Policy Statement, the Reserve Bank
said that economic growth was slowing and that the “much
awaited economic rebalancing from domestic spending
to exports commenced in late 2005, and is expected to
continue over the next two years” (p.2).

Over the first few months of 2006, the exchange rate fell
by around 20 percent on a TWI basis. This was at a time of
declining world prices for New Zealand export commodities
and together with falling business and consumer confidence,
and signs of a weakening housing market, financial markets
were increasingly focused on the timing of a possible first cut
in the OCR (very much at odds with the Reserve Bank’s own

assessment at the time). Over this period, the central banks

of Australia, the United States, Japan and the Eurozone
increased policy interest rates and maintained tightening
biases for the most part, thus lowering the differential with
interest rates available on New Zealand dollar-denominated
assets.

Domestic spending continued to run more strongly than
expected. By September 2006, the exchange rate had begun
rising rapidly again, and the Reserve Bank was saying in the
Monetary Policy Statement that “economic activity appears
to have been stronger than expected through the first half
of 2006, with the expansion of employment particularly
surprising” (p.2). As a result, the Reserve Bank felt that
the outlook for monetary policy had become more finely
balanced and that further rises in the OCR might now be
required. In March 2007 the Reserve Bank raised the OCR by
2