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1 Overv iew and po l icy  assessment

Donald T Brash

Governor

The Bank has decided to set the first Official Cash Rate at

4.50 per cent.

This setting is broadly consistent with current monetary con-

ditions.  Given our current assessment of how inflation

pressures will evolve over the next two or three years, we do

not at this stage see any need for a material change in the

stance of policy for some quarters ahead.

As subsequent chapters explain, we estimate that the do-

mestic economy is currently growing at roughly its long-term

sustainable growth rate of about 3 per cent per annum – in

other words, at quarterly growth rates which are broadly

similar to the rate at which new productive resources are

becoming available.  We expect that growth over the next

few years will be quite moderate compared with that expe-

rienced as we came out of recession in the early nineties, in

large part because of the very much higher levels of house-

hold sector debt at this time.   If this proves to be correct, it

seems likely that it will be some time yet before the slack

built up in the economy over the last year or so has been

used up, with downward pressure on trend inflation persist-

ing until that point.

Internationally, we see average growth in our trading part-

ners picking up over the next two years, with slowing growth

in the United States and Australia being offset by a pick-up

in growth in some other markets.  But this international

growth will not be as robust as that experienced in the early

nineties, and we expect to see continued weak prices for

both our exports and our imports.  This too will tend to keep

inflation at low levels.

There are clearly some important risks in this assessment and,

as always, events may turn out rather differently than now

projected.   Two risks seem particularly relevant, one sug-

gesting inflationary pressures could be rather stronger than

now expected, the other suggesting weaker inflationary pres-

sures.

Inflationary pressures could turn out to be stronger than now

anticipated if we are wrong about the attitude of New Zea-

landers to taking on more debt – in other words, if currently

low interest rates encourage people to take on even more

debt than the relatively high level already carried.  In this

event, consumption spending and possibly housing invest-

ment will be stronger than now expected, with resultant

pressures on both inflation and the balance of payments

deficit.

On the other hand, inflationary pressures could well turn

out to be weaker than now expected if growth in our trad-

ing partners turns out to be weaker.  That could occur, for

example, as a result of a slowdown in the growth of US

consumption expenditure – perhaps triggered by a correc-

tion in US equity prices –  or as a result of further difficulties

in the Japanese economy.

As always, we are committed to adjusting policy as neces-

sary in the light of actual developments.   As always, we are

committed to keeping CPIX inflation above zero and below

3 per cent, as required by the Policy Targets Agreement.
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F i gu re  1
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Actuals Projections
M a rc h  y e a r 1 9 9 8 1 9 9 9 e 2 0 0 0 2 0 0 1 2 0 0 2

Price measures
CPIX 1.7 1.1 1.4 1.3 1.3
Wages 2.6 2.7 2.4 2.7 2.6
Import prices (in New Zealand dollars) 2.9 4.1 -1.2 1.2 -0.8
Export prices (in New Zealand dollars) 4.6 -0.1 -0.3 1.1 0.7

Monetary conditions
Nominal MCI (year average) 700 -50 -175 -100 0
90-day rate (year average) 8.0 6.2 4.6 4.6 5.3
TWI  (year average) 64.4 57.3 57.8 58.6 59.0

Output
GDP (production, annual average % change) 2.3 -0.3 3.0 3.6 3.8
Output gap (% of potential GDP, year average) 0.4 -2.5 -2.0 -1.1 -0.2

Key balances
Government operating balance 2.6 0.3 -0.4 -0.1 0.7
(% of GDP, June year average)
Current account balance -6.6 -7.4 -6.6 -6.1 -5.6
(% of GDP, annual level)
Terms of trade (annual average % change) -0.7 -1.3 -0.7 0.3 1.0
Unemployment rate (March quarter s.a.) 7.1 7.8 7.6 7.1 6.4
Household savings rate (% of disposable income) -0.2 -1.1 -0.2 -0.3 0.1

World economy
World GDP (annual average % change) 3.2 0.7 2.0 2.6 3.0
World CPI inflation 2.4 1.5 1.5 2.1 1.8

Quarterly projections Sep-98 Dec-98 Mar-99 Jun-99 Sep-99
(quarterly percentage change, unless specified otherwise)

CPIX 0.6 -0.1 0.3 0.3 0.4
GDP (production, s.a.) 0.7 0.6 0.8 0.9 0.7

e = estimate
s.a. = seasonally adjusted

Tab le  1

Summary  o f  e conomic  p ro j ec t i ons
(Annual percentage change, unless specified otherwise)
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2 Demand in f luences
Overv i ew
Since our November Statement, the outlook for domestic

and trading partner economic activity has improved a little.

Although we continue to expect trading partner growth to

remain fairly weak over the next two to three years, the out-

look appears to have stabilised recently, after several quarters

of successive downward revisions.  The anticipated gradual

recovery of economic activity in New Zealand has begun, as

confirmed in GDP data for the September quarter, and in

indicators of subsequent activity.

We estimate that quarterly growth remained around the

same level over the December and March quarters as over

the September quarter, and project growth to pick up to

somewhat higher rates over the next two years.  The recov-

ery is expected to be fairly broad-based, with exports,

business investment and household expenditure all picking

up to reasonably healthy rates of growth.  We project mon-

etary conditions to remain around current levels for the next

two years or so, supporting the economy in the face of slow

trading partner growth.  Output is not projected to reach

full-capacity levels until around 2001.  Inflation is expected

to remain subdued, tracking near the midpoint of the infla-

tion target range throughout the projection period.

This chapter elaborates on the outlook for the economic

performance of our trading partners and for demand growth

in New Zealand.  Chapter 3 discusses the economy’s capac-

ity to meet that demand, and Chapter 4 the likely evolution

of inflationary pressure given the outlook for real activity.

Figu re  2
Rea l  GDP
( a n n u a l  a v e r a g e  p e r c e n t a g e  c h a n g e )

Trad ing  pa r tne r  economic
ou t l ook
The outlook for world growth appears to be stabilising, af-

ter several successive quarters of major downward revisions.

Threats to the stability of the US and European financial sec-

tors, which we considered to be an important risk to world

growth in November, seem to have abated.  Credit spreads

internationally have contracted, and expectations of further

US monetary easing have diminished.

However, world prospects remain fragile.  Generalised health

in the world economy is projected to return only in two to

three years’ time (see Figure 3).

Figu re  3
Trad ing  pa r t ne r 2 GDP
( a n n u a l  a v e r a g e  p e r c e n t a g e  c h a n g e )
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Despite further encouraging signs in some of the nations

most affected by the Asian crisis (notably Thailand and Ko-

rea), emerging economies remain subject to financial sector

weakness and the high cost of credit that implies.  This fact

was amply demonstrated in January, with the devaluation,

subsequent float, and further substantial depreciation of the

Brazilian currency.  The substantial restructuring requirements

revealed by the financial turmoil of 1997/98 remain, and

will take a number of years to work through.

As economic prospects in Japan continue to be poor, and

European growth slows, the momentum of the world econ-

omy is becoming ever more dependent on continuing strong

2 This chart depicts our 14-country measure of world GDP,
an export-weighted mean of GDP forecasts for Australia,
China, France, Germany, Hong Kong SAR, Indonesia,
Italy, Japan, Malaysia, South Korea, Taiwan, Thailand,
the United Kingdom and United States.
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growth in the US.  That strength, in turn, is dependent on

continued robust consumption growth.  To the extent that

US consumption growth has been driven by the wealth ef-

fects of the high level and growth rate of US equity prices,

there is ample potential for US consumption growth to slow

more sharply than assumed.  We discuss this risk further in

Chapter 5.

Tab l e  2
Trad ing  pa r t ne r  GDP  p r o j ec t i on s 3

( C a l e n d a r  y e a r  a n n u a l  a v e r a g e  p e r c e n t a g e  c h a n g e )

C o u n t r y 1 9 9 8 e 1 9 9 9 p 2 0 0 0 p

Australia 4.7 3.0 3.1
United States 3.9 3.1 2.2
Japan -2.9 -1.1 0.2
United Kingdom 2.5 0.5 1.8
Germany 2.8 1.8 2.6
Italy 1.5 1.7 2.4
France 3.0 2.2 2.7
China 7.8 7.3 7.2
Hong Kong -5.0 -1.5 1.7
Indonesia -13.7 -3.9 2.3
Malaysia -6.4 0.2 3.1
South Korea -6.1 2.2 3.9
Taiwan 4.8 4.4 4.8
Thailand -7.9 0.7 3.3
14 country index 0.8 1.7 2.5

e = estimate
p = projection

3 Based on Consensus Forecasts released in February.

4 The ANZ World Commodity price index measures the
foreign currency prices of the commodities that New
Zealand exports.

F i gu r e  4
ANZ  wo r ld  commod i t y  p r i c e
index 4

( J u l y  1 9 8 6  m o n t h  =  1 0 0 )
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Overall, this disparate outlook suggests that, over the next

few years, the world economic environment will not be par-

ticularly conducive to strong economic growth in New

Zealand, or in other open economies, unlike the situation at

the beginning of the upswing in the New Zealand economy

in the early 1990s.  The world prices of New Zealand’s com-

modity exports (see Figure 4) – now at their lowest point

this decade – and external demand are likely to remain weak

for some time.

Expo r t s
Recent data suggest that overall export volumes are begin-

ning to recover slowly from the lows reached in the middle

of last year, although individual commodity performance

remains patchy.  On the positive side, log exports are picking

up quickly with the nascent economic recovery in Korea.

Tourism receipts are also improving rapidly, benefiting from

the stimulatory real exchange rate as well as from airlines’

switching their flights towards the US and Australian mar-

kets, who tend to be relatively higher-spending tourists.  On

the negative side, pastoral production is again being ham-

pered by unfavourable weather.  Drought is adversely

affecting meat production, while the combination of wet

weather in spring and dry weather in summer looks likely to



7RESERVE BANK OF NEW ZEALAND: Monetary Policy Statement,  March 1999

reduce dairy production this season.  Volumes of exports of

manufactures have yet to show any marked response to the

substantial currency depreciation that has taken place over

the last two years.

Although export growth is projected to gather strength

through the projection period, principally as a result of the

supportive real exchange rate, several factors will act as con-

straints.  We expect the lingering effects of poor weather to

weigh on agricultural exports for the next couple of years,

as livestock levels are rebuilt, while weak external demand

will constrain export growth in general.  On their current

schedules, airlines appear to be approaching aircraft capac-

ity limits, and whether they respond by increasing the number

of flights to New Zealand will determine how much longer

tourism receipts can be expected to grow at current rates.

Househo ld  expend i tu re
Low interest rates, the cash windfall from the demutualisa-

tion of AMP, the tax cuts, and the removal in May 1998 of

tariffs on cars combined to ensure consumption growth held

up remarkably well last year.  As well as the economic up-

swing in the second half of 1998, these influences also

contributed to the recent rise in household spending on dis-

cretionary items.  The latest retail sales figures show sharply

increased household spending on ‘big-ticket’ durables (such

as furniture and appliances), and dining out.  Our business

contacts suggest that consumption growth will continue at

reasonable levels over the near term, despite weak employ-

ment growth.

Activity in the housing market is continuing to climb from

the low point reached in the middle of last year.  The return

of growth in house sales has recently been reflected in an

increased rate of issue of consents for new dwelling con-

struction.  We expect that house-building activity will, in turn,

begin growing again this year.  However, this rise in building

activity is not expected to be as strong as in 1994/95, when

net immigration was running at high levels.  Currently, by

contrast, the country is experiencing net emigration (see Fig-

ure 7).  Historical relationships suggest that house prices

should start trending upwards from around the middle of

this year, and we expect that to add impetus to growth in

household expenditure.

Figu re  7
Ne t  immig r a t i on
( q u a r t e r l y  s e a s o n a l l y  a d j u s t e d )
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Figu re  5
Expo r t  v o lumes  and  t he  r ea l
exchange  r a t e
( a n n u a l  a v e r a g e  p e r c e n t a g e  c h a n g e ;
i n d e x )
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Figu re  6
P r i va t e  c onsump t i on
( a n n u a l  a v e r a g e  p e r c e n t a g e  c h a n g e )
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However, growth of household expenditure in response to

low interest rates and the overall economic recovery is pro-

jected to be more muted than in the previous economic

recovery.  Back then, consumption fell materially during the

preceding 1991/92 recession, and as the subsequent recov-

ery progressed, the release of pent-up demand helped boost

consumption growth to high levels.  This time, by contrast,

consumption has not gone through the same slump, sug-

gesting that any pent-up demand pressure will be weaker.

Moreover, household debt-to-disposable income ratios are

now considerably higher than at the start of the previous

recovery.  We expect this weaker financial position to con-

strain growth in consumption and household debt over the

next few years.  The household savings rate is at a very low

level, having trended downwards since the early 1990s.  We

project it to remain at about this level through the projec-

tion period (see Figure 8).

Bus ines s  i nves tmen t
Business investment growth is expected to remain relatively

subdued over the near term, while firms remain uncertain

about the strength and speed of the economic recovery.

However, our business contacts indicate a willingness to

undertake new investment projects in the medium term once

demand picks up.  We project business investment to

strengthen through the projection period as the recovery

gathers momentum.  All components of business investment

are expected to grow fairly strongly from late 1999.

One feature of this projection is a sizeable positive contribu-

tion from stockbuilding this year.  Over 1998, firms ran their

stocks down sharply, as the outlook for the economy deteri-

orated and uncertainty about prospects reached high levels

(see Figure 9).  As the economy recovers and the outlook

improves, we expect to see firms increase their investment

in stocks.  The large amount of de-stocking last year also

suggests that near-term increases in product demand will

feed quickly into increased production.

Having said this, there is some risk that household expendi-

ture will not be so constrained by debt levels, and that

household spending picks up more sharply than projected.

We discuss the implications for monetary policy of this risk

in Chapter 5 of this Statement.

5 SNZ definition, which now includes the depreciation on
owner-occupied dwellings.

F i gu r e  9
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Figu re  8
Househo ld  s av ing s  r a t e 5
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F i s ca l  ou t l ook
We project the government operating balance to remain close

to zero over the entire projection period.  Our fiscal projec-

tions are based on those contained in Treasury’s December

Economic and Fiscal Update (DEFU), with the usual adjust-

ments to allow for differences between our macroeconomic

projections and those underlying the DEFU.

Our projections of the government operating balance are

higher than those contained in the DEFU over the entire pro-

jection period.  Our stronger growth profile lifts the

government revenue projection and reduces expenditure on

unemployment benefits, while our lower CPI projection re-

duces projected expenditure on inflation-adjusted benefits.

We project net public debt, as a percentage of GDP, to re-

main roughly unchanged at around 25 percent throughout

the projection period.

Figu re  10
Gove rnmen t  ope r a t i ng  ba l ance
and  ne t  pub l i c  deb t
( p e r c e n t a g e  o f  n o m i n a l  p r o d u c t i o n
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P roduc t i ve  capac i t y
Despite demand growth in the second half of 1998 being

stronger than we expected in November, it remains our as-

sessment that considerable spare capacity still exists in the

economy.  We anticipate that demand growth will exceed

growth in the supply capacity of the economy throughout

the projection period, resulting in the gradual absorption of

spare resources.  In other words, we project the negative

‘output gap’ – our benchmark measure of the level of spare

capacity in the economy – to close gradually, from about the

middle of this year (see Figure 11).

Ba lance  o f  paymen t s
The current account deficit is likely to remain around its cur-

rent level of 6 to 7 percent of GDP over the next few quarters.

Although we expect the current account deficit to diminish

over the remainder of the projection period, the process will

be slow.  The low level of the real exchange rate should help

lift net exports of goods and services, but weak world growth

and the supply-reducing effects of drought will be a hin-

drance, as discussed in Chapter 2.  The weak world demand

environment will also weigh on the terms of trade, which

we expect to continue to deteriorate slightly over the next

year or so.

3 Meet ing  the  demand

Figu re  11
Ou tpu t  g ap
( p e r c e n t a g e  o f  p o t e n t i a l  G D P )
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Figu re  13
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Nevertheless, we project the balance of payments position

to begin to stabilise over the projection period, principally as

a result of improvement in the balances on trade in goods

and services.  Some risk is associated with this aspect of the

projection – household expenditure growth could pick up

more quickly, slowing the improvement in the trade posi-

tion.  The implication, all else equal, would be that the

country’s net external liability position does not begin to sta-

bilise as early as projected.  The consequences for inflation

of such a development would depend on the reaction of

financial markets to the current account deficit either per-

sisting at its current levels, or deteriorating further.  If financial

markets viewed the deficit as unsustainable, the exchange

rate would remain low or depreciate further, while interest

rates could rise.  This process would facilitate a faster cur-

rent account adjustment.  Of course, such an exchange rate

depreciation could well have monetary policy implications,

as discussed in Chapter 5.
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Ove rv i ew
The CPI excluding Credit Services (CPIX) fell by 0.1 percent

in the December 1998 quarter.  At 1.1 percent for the year

to December 1998, annual CPIX inflation has fallen into the

lower half of the Reserve Bank’s target band for the first

time.

We expect inflation pressures to remain subdued through-

out the projection period.  The excess capacity currently in

the economy is projected to persist through most of the

period, intensifying competitive pressure on margins at all

points along the distribution chain.  Weak international com-

modity prices will add to the downward pressure on general

inflation.  In addition, over the near term, ongoing structur-

al change within the economy, particularly in the petrol and

electricity industries, will continue to exert downward pres-

sure on consumer prices.

Combining these factors, we project CPIX inflation to track

a little below the midpoint of the target range over the next

three years.

On the basis of these influences on inflation pressure in the

economy and those discussed in Chapters 2 and 3, we project

monetary conditions to remain flat at around current levels

through to the end of the year 2000.  Beyond this, mone-

tary conditions are projected to begin to tighten towards

neutral levels, as demand approaches the economy’s capac-

ity to supply.

Recen t  i n f l a t i on  ou t comes
and  the  nea r- t e rm  ou t l ook
The CPI excluding Credit Services fell 0.1 percent over the

December quarter, continuing the trend decline in inflation

since 1996.  The disinflationary effects of the excess capac-

ity that has built up in the economy are particularly evident

in non-tradeable prices, which fell by 0.4 percent in the De-

cember quarter.  In that quarter, non-tradeable prices were

only 0.9 percent higher than they had been a year earlier.

Recent developments in the construction sector offer a good

example of the inflationary implications of the state of de-

mand relative to capacity.  Activity in that sector was weak

throughout most of 1998, with the rate of issue of consents

for new dwellings falling sharply.  Subsequently, both con-

struction costs and the price of new houses fell in the latter

half of the year.  Of all the CPIX item groups, the Housing

group had the most negative impact on CPIX inflation in the

December quarter. Over the near term, construction costs,

house prices, and rentals are expected to remain fairly flat.

4 Inf la t ion

Recent CPIX inflation outturns have also been characterised

by a number of sharp falls in particular components, as struc-

tural changes within certain industries have been followed

by substantial price reductions.  We expect ongoing struc-

tural change to maintain downward pressure on prices of

the following items in particular:

• domestic electricity, as competition in the market in-

creases;

• petrol, as new competitors in retailing continue to in-

crease their presence; and

• new cars, as the effects of the removal of import tariffs

in May last year feed through.

Price pressures have not been downward for all items in the

regimen, of course.  In particular, while some of last year’s

drought-related increases in fruit and vegetable prices were

reversed towards the end of the year, recent poor growing

conditions are again impacting on prices, keeping them at

fairly high levels.  We expect this situation to persist over the

near term.

Figu re  14
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Exchange rate passthrough continues to be more muted and

diffuse than historical experience would suggest.  In recent

quarters, the prices of some ‘tradeable’ items have risen,

but generalised rises in tradeables prices have not been ap-

parent.  This absence of obvious, generalised,

exchange-rate-related price increases probably reflects the

weak state of demand in the economy during 1998, falling

international commodity prices, and the structural changes

mentioned above.  The experience reported by our business

contacts suggests that all of these factors have been rele-

vant in containing the inflationary impact of the currency

depreciation.

In a low inflation environment, sharp movements in particu-

lar components of the CPI regimen, of a magnitude

considerably greater than that of general price inflation, stand

out.  Supply-driven increases, such as those seen in food

prices, or the price declines brought about by structural

change, can swamp the generalised movement of consum-

er prices.  It is precisely to make such relative price changes

clearer that price stability in average prices is desirable.  Fig-

ure 17 shows that many components of the regimen move

by a large amount in any particular quarter, even though

the average movement across the regimen is relatively small.

Where large price movements in particular items have had a

substantial influence on the CPIX (i.e. weighted average)

measure of inflation, alternative measures of inflation, and

measures of inflation expectations, can assist in our assess-

ment of the persistent trends in general consumer price

inflation.

As can be seen in Table 3 (overleaf), our alternative meas-

ures of inflation, and surveyed inflation expectations, suggest

that annual inflation remains close to the middle of the Bank’s

target range, with a gentle downward trend.

With these factors in mind, we expect CPIX inflation of 0.3

percent for each of the March and June quarters respective-

ly.  These forecasts are very similar to those in the November

Statement.

Although the prime focus of monetary policy is CPIX infla-

tion, it is worth noting that the large decline in mortgage

rates over the second half of 1998 should drive headline CPI

inflation well below CPIX inflation in the near term.  In addi-

tion to the downward influence of lower floating rates,

Figu re  16
Fru i t  and  vege t ab l e  p r i c e  i ndex
( D e c e m b e r  1 9 9 3  m o n t h  =  1 0 0 0 )

950

1000

1050

1100

1150

1200

1250

1300

1350

1992 1993 1994 1995 1996 1997 1998
950

1000

1050

1100

1150

1200

1250

1300

1350

Calendar years

IndexIndex

Figu re  17
Weigh t ed  d i s t r i bu t i on  o f
qua r t e r l y  pe r cen t age  changes  i n
CPIX  r eg imen  i t ems
( S e p t e m b e r  a n d  D e c e m b e r  1 9 9 8
q u a r t e r s )

0

5

10

15

20

25

30

35

40

0

5

10

15

20

25

30

35

40
December 1998 quarter

September 1998 quarter

% of CPIX regimen % of CPIX regimen

<
 -

9.
5

-2
.5

 t
o 

-1
.5

-6
.5

 t
o 

-5
.5

-9
.5

 t
o 

-8
.5

-1
.5

 t
o 

-0
.5

-3
.5

 t
o 

-2
.5

-4
.5

 t
o 

-3
.5

-5
.5

 t
o 

-4
.5

-7
.5

 t
o 

-6
.5

-8
.5

 t
o 

-7
.5

9.
5 

<

0.
5 

to
 1

.5

4.
5 

to
 5

.5

7.
5 

to
 8

.5

-0
.5

 t
o 

0.
5

2.
5 

to
 3

.5

3.
5 

to
 4

.5

5.
5 

to
 6

.5

6.
5 

to
 7

.5

1.
5 

to
 2

.5

8.
5 

to
 9

.5

Figu re  15
New  ca r  and  pe t r o l  p r i c e s
( D e c e m b e r  1 9 9 3  q u a r t e r  =  1 0 0 0 )

800

850

900

950

1000

1050

1100

1992 1993 1994 1995 1996 1997 1998
800

850

900

950

1000

1050

1100

Car price index

Petrol price index

Calendar years

IndexIndex



14 RESERVE BANK OF NEW ZEALAND: Monetary Policy Statement,  March 1999

fixed-rate mortgages are being rolled over at lower rates.

These factors should see annual headline inflation drop be-

low zero for a time later this year.

Medium- te rm  ou t l ook
With import price inflation projected to remain subdued,

the main influence on our medium-term inflation projection

is the level of spare capacity in the economy.

Persistent spare capacity is projected to keep downward pres-

sure on trend inflation for some time.  As economic activity

strengthens, though, the spare capacity will be gradually

absorbed, with that downward pressure on inflation gradu-

ally diminishing.

We project monetary conditions to remain at around their

current levels for the next two years or so, as downward

inflationary pressure persists.  From about the beginning of

2001, monetary conditions are projected to begin tighten-

ing towards neutral levels.  This tightening is projected to

occur around a year before growing demand reaches the

supply capacity of the economy, so as to prevent the emer-

gence of a materially positive output gap, and the upward

inflation pressure that would imply.

Tab l e  3
A l t e rna t i v e  measu re s  o f  c onsumer  p r i c e  i n f l a t i on ,  and  i n f l a t i on
expec t a t i on s

Inflation
Weighted 10% Trimmed expectations

CPIX Median Mean6 RBNZ survey

Qtly. Ann. Qtly. Ann. Qtly. Ann. Qtly. Ann.
1 qtr 4 qtrs

ahead ahead
Mar 98 0.3 1.7 0.4 2.0 0.3 1.7 0.4 1.7
Jun 98 0.3 1.7 0.5 2.3 0.4 1.8 0.4 1.5
Sep 98 0.6 1.7 0.3 1.8 0.4 1.6 0.3 1.4
Dec 98 -0.1 1.1 0.0 1.3 0.2 1.3 0.4 1.5
Mar 99 0.4 1.3

7 Projections are half-yearly averages.
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In this section, we discuss the most salient risks around our

current inflation projection.  These risks consist of a down-

side risk associated with the international environment, and

an upside risk specific to the New Zealand economy.  We

see the overall risk around our current inflation projection as

evenly balanced.

The external risk is that the world economy continues slow-

ing, rather than gradually picking up as projected.  Despite

stabilisation of the world outlook most recently, this risk has

not disappeared.  Developments in Korea and Thailand are

encouraging, but it must be remembered that those coun-

tries account for only a fairly small part of Asia.  The other

economies in the region are still coping with enormous eco-

nomic and financial stress, and depend on continued strong

growth in developed countries to drive export-led recovery.

With Japan’s economy weak, and European growth slow-

ing, an increasing reliance is being placed on the US economy

– and US consumption spending in particular – to sustain

economic activity.  In addition, a key means by which the

Japanese economy can sustain activity is through a weaker

yen-US dollar exchange rate.  However, ongoing concern

about the trade imbalance between these countries has act-

ed to limit this source of stimulus.

We assume, based on Consensus forecasts, that US growth

will converge gradually from its current high levels to a more

sustainable rate over the projection period, without going

through a period of more substantial cooling along the way.

But macroeconomic imbalances may soon emerge in that

economy, if they have not already.  Following several years

of sustained rapid growth, the US unemployment rate has

fallen to a very low level, equity price-earning ratios are very

high, and the household savings rate has dropped below

zero.  The US current account deficit has also widened con-

siderably.

The risk is that this combination of circumstances leads soon

to the emergence of inflationary pressure, or, if the equity

market falters, a rapid downward adjustment in US house-

hold wealth and wealth perceptions.  The impact of a rapid

slowdown in consumer and business spending in the US

would adversely affect New Zealand growth not only direct-

ly, but also via our trading partners whose fortunes are

strongly tied to those of the US.  Because this would tend to

lower inflationary pressure in New Zealand for some years,

it would, in that event, be appropriate for monetary condi-

tions to become easier than envisaged in our central

projection.

Counterbalancing the downside risk to inflation from the

international economy is an upside risk associated with the

behaviour of New Zealand households as the projected re-

covery progresses.  As touched on in Chapters 2 and 3, we

project only mild growth in household expenditure over the

projection period, but recognise the risk associated with

household spending growing more strongly.

The November 1998 Statement highlighted several reasons

why the recovery in consumption this time should be more

subdued than during the early 1990s, including that initial

household debt levels are higher. However, there are risks

that the recovery could show a more traditional New Zea-

land household spending-led bounce-back, which would be

short-lived in the absence of ongoing income growth.

There is a fundamental uncertainty about the level of debt

that households are prepared to carry.  If that debt tolerance

is higher than we have assumed, then domestic demand

growth may be stronger than projected, implying stronger

inflationary pressure and an earlier and/or stronger mone-

tary tightening.

5 Uncer ta in t ies

An expansion of household debt beyond that projected

would also imply a larger current account deficit, all else

equal.  As discussed in Chapter 3, that might in turn pro-

Figu re  19
Rea l  GDP  and  p r i v a t e
consump t i on  g r ow th
( a n n u a l  a v e r a g e  p e r c e n t a g e  c h a n g e )

-3

-2

-1

0

1

2

3

4

5

6

7

8

1992 1993 1994 1995 1996 1997 1998 1999 2000 2001
-3

-2

-1

0

1

2

3

4

5

6

7

8

GDP
Private consumption

Calendar years

% %

Projection



16 RESERVE BANK OF NEW ZEALAND: Monetary Policy Statement,  March 1999

voke a reaction from financial markets such that the exchange

rate fell and interest rates rose, if investors believed that the

path of the country’s net foreign liability position was not

sustainable.  The appropriate response in overall monetary

conditions would depend on the relative magnitudes of the

exchange rate and interest rate movements, given their op-

posing impacts on inflationary pressure over the medium

term.  It might well be the case that monetary conditions

could appropriately move relatively little, if the indirect ex-

change rate and interest rate movements were broadly

offsetting in terms of their medium-term impact on demand

and therefore inflationary pressure.  However, some tempo-

rary increase in near-term inflation could be expected, as

the direct impact of the exchange rate movement fed more

quickly into consumer prices.
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I n t e rna t i ona l  deve l opmen t s
International financial market instability was a defining fea-

ture of 1998.  The economic dislocation that began in Asia

in mid-1997 hit Russia in August 1998, setting off a wave of

financial market turmoil in September and October last year

(see Figures 20 and 21).  Volatility in financial markets exac-

erbated a general reduction in investors’ appetite for risk,

which in turn reduced liquidity in world credit markets.  Fears

of a global credit crunch were prevalent.  Concerns mount-

ed that the financial market turmoil would spill over into

Brazil, possibly leading to widespread difficulties in Latin

America.

In the period since the November Statement, international

financial markets became more settled.  Volatility fell in most

major bond and currency markets – Japan being an impor-

tant exception – both in historical terms and as reflected in

option prices.  As fears of a credit crunch and recession re-

ceded, US equity prices rose 3 percent from November to

early March, and the Dow Jones index reached an all-time

high on 9 January.  International swap spreads (the spread

between yields on corporate debt and similar-maturity gov-

ernment debt) have fallen back, suggesting either that

international investors’ appetites for risk have recovered

somewhat, or that perceptions of corporate financial pros-

pects have improved (see Figure 22).

6 Developments  in  f inancia l  markets

8 Volatility is calculated as a 30-day rolling standard
deviation of daily percent changes.

9 Volatility is calculated as a 30-day rolling standard
deviation of daily basis point changes.
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Key to this improvement in financial market sentiment was

the easing of monetary policy by central banks in the US

and Europe in late 1998.  Those easings sought to reduce

both strains in financial markets, and the likelihood that weak

economic growth in Asia and elsewhere could lead to a sharp

fall in growth in the US and Europe.

Against this background, three issues have been in focus.

First, financial markets have closely watched developments

in Brazil.  After several months of capital flight, on 14 Janu-

ary Brazil devalued its currency.  In the lead-up to the

devaluation, many had feared that it might trigger compet-

itive devaluations in other Latin American countries and in

China, which might in turn cause the same friction in world
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financial markets seen in September and October.  Howev-

er, these fears were not realised.  The devaluation in Brazil

led to some volatility in Latin American financial markets,

but knock-on effects were relatively limited.  To a great ex-

tent, that lack of ‘contagion’ reflected the fact that investors

had already reduced their exposures to Brazil, and their lev-

erages more generally, after the turmoil of last year.

Second, the contrast between economic activity in the US

and the rest of the world became more stark.  It became

clear that the US economy, rather than slowing, was actual-

ly picking up speed.  Forecasts of a US slowdown were

postponed further.  In contrast, incoming data for Japan and

Europe have suggested continuing – indeed, increasing –

weakness.   This imbalance in demand across countries has

manifested itself in a widening current account deficit in the

US and, in tandem, a strong US dollar.  The upward revisions

to estimates of growth in the US have led market partici-

pants to price-in some chance that the Federal Reserve could

soon begin to reverse its late-1998 rate cuts.  As a conse-

quence, the yield on 10-year US Treasury securities has risen

some 40 basis points since the November Statement.

Third, since the November Statement, prospects for Japan

have not improved.  As a result, the Bank of Japan has con-

tinued to cut its official overnight interest rate – to 0.15

percent at the time of writing – and the Japanese authori-

ties have undertaken measures to try to stem the rise in

long-term Japanese Government bond (JGB) yields.

Domes t i c  deve l opmen t s
Domestic financial developments since the November State-

ment have reflected the improved sentiment in world

financial markets.  Credit spreads have narrowed and vola-

tility in the foreign exchange market has fallen in step with

international trends.  Share prices also rose sharply over the

period, and are now about 30 percent above their October

1998 level.

For the period as a whole, monetary conditions firmed slightly,

although fluctuating substantially in response to incoming

data and perceptions about the state of the domestic and

international economies.  Earlier in the period, monetary

conditions eased somewhat as concerns about world finan-

cial markets continued to put downward pressure on world

interest rates.  Later on, monetary conditions tightened with

the release of a considerably stronger-than-expected figure

for September quarter GDP, and as other signs of a pick-up

in domestic activity accumulated.  Much of this tightening

came through the exchange rate – the TWI rose to a high of

59.5 from 56.3 at the time of the November Statement.

However, short-term interest rates have remained near all-

time lows.  After falling sharply in the second half of 1998,

the 90 day rate has traded in a 4 to 5 percent range for

much of the period since the November Statement, falling

to a low of 3.95 percent on 4 February.

On 8 February, the Bank announced that, after the March

Statement, it would shift to targeting the overnight cash

interest rate for the purposes of implementing monetary

policy.  Following the announcement, expectations of short-

term volatility in the 90-day rate fell.  Swap spreads also fell,

as reduced expected volatility in short rates weakened the

incentive to pay fixed rates in the swaps market to hedge

the costs of borrowing.  In addition, government bond

spreads to the US and Australia initially fell, reportedly as

international investors responded positively to the move to

the new regime.

Domes t i c  money  and  c r ed i t
Availability of credit for domestic lending has not been con-

strained by international financial market conditions over the

period since the November Statement.  Credit quality re-

11 Weekly average is calculated as a 5 day moving average.
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mains the key factor determining loan growth, and there

are no signs that it is generally constraining the market.

Private sector lending to residents (PSCR) grew 6.2 percent

in the year to January 1999.  However, broad money, as

measured by M3R (which comprises New Zealand dollar

deposits of residents), grew only 2.1 percent in the same

period.  Banks increased their foreign-currency funding from

non-residents by $4 billion from June 1998 to January 1999,

to support domestic lending growth.  This largely explains

the recent divergence in the growth rates of M3R and PSCR.

PSCR growth was slow in the first half of 1998, but then

picked up substantially in the second half of the year and

into January 1999.  Apart from loan activity related to ener-

gy-sector restructuring, there has been little growth in lending

to the business sector.  The growth in borrowing demand

has come from the household sector, but that growth has

varied over the year.  Annualised growth in household bor-

rowing slowed to around 5 percent in the September quarter,

but then the sharp falls in mortgage interest rates beginning

in that quarter quite rapidly stimulated faster borrowing.

Currently, the annualised rate of growth of household bor-

rowing is around 10 percent.  Although strong, this growth

rate remains well below that experienced over the three years

to the end of 1996.

The rapid increase in household indebtedness that occurred

mid-decade came at a time of strong growth in employ-

ment and net immigration, as well as robust growth in
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house-building activity and substantial house price inflation.

Conditions now are significantly different.  The economy is

experiencing net emigration, and households are significantly

more indebted.  These two factors, combined with signs of

residential rental market oversupply, suggest that households

may not repeat the sustained borrowing of the previous

business cycle.
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This chapter discusses how the setting of the Official Cash

Rate (OCR) – the Bank’s policy instrument – relates to pro-

jected monetary conditions and future exchange rate

developments. The key points are that a formal inflation pro-

jection process, with a thorough analysis of the balance of

inflation risks, is an integral step in setting the OCR.  Also,

the Bank’s quarterly projection updates and eight OCR re-

views during the year are sufficient for the stance of policy

to be adjusted appropriately in response to new informa-

tion, including unexpected developments in the exchange

rate.  Finally, we view the publication of our inflation projec-

tions – which focus on medium-term developments in

inflation pressures – as one means by which to reduce pub-

lic uncertainty about our current and near-term monetary

policy actions.

Se t t i ng  t he  O f f i c i a l  Cash
Ra te
This Statement launches the Bank’s Official Cash Rate (OCR),

with which the Bank intends to influence the level of other

short-term interest rates and, hence, monetary conditions

more generally.  In the future, if the Bank changes its policy

stance, it will shift the OCR.  The OCR simplifies the Bank’s

operations and provides reliable leverage over monetary con-

ditions when needed.  When market participants consider

whether and how the Bank might act, they will be able to

focus exclusively on the medium-term outlook for inflation-

ary pressure and the appropriate policy response to it, which

is implemented by setting the OCR.

The OCR will be reviewed eight times per year.  However,

the quarterly Monetary Policy Statements, with the trans-

parency and discipline that the formal projection process

helps provide, will continue to be the main vehicle for sub-

stantive policy assessment.  Of course, the OCR reviews

between Statements will allow the Bank to react to any major

unexpected events in a timely way.  They will also give the

Bank the ability to adjust the OCR incrementally, if the key

uncertainties are such that caution is warranted.

The  OCR and  p ro j ec t ed
mone ta ry  cond i t i ons
The use of inflation projections in deciding the stance of

policy follows from the fact that the Bank’s actions influence

inflation with a lag of around one to two years.  Monetary

policy decisions must thus be forward-looking, with the

Bank’s interest rate setting conditional on the outlook for

inflation pressures and, in an open economy, the evolution

of the exchange rate.

The projections outlined in the Bank’s quarterly Statements

are thus based directly on a key question: Given the outlook

for activity and other sources of inflation pressure, what

would monetary conditions have to do to ensure that annu-

al consumer price inflation is close to the mid-point of the

target range in one to two years’ time?

Although the Bank may no longer be expressing its imple-

mentation decision in terms of a projected MCI, it will

continue to discuss the projected path for monetary condi-

tions using the MCI.  This reflects the importance of both

interest rates and the exchange rate in influencing inflation

pressures, as well as the fact that the Bank has no control

over the eventual mix of monetary conditions.

These projections include a path for interest rates consistent

with achieving desired inflation outcomes.  However, as in-

dicated, those interest rates are conditional on a projected

path for the trade-weighted exchange rate.  Of course, the

exchange rate generally cannot be forecast with any great

accuracy.  Accordingly, the eventual mix of monetary condi-

tions is often different to that projected by the Bank.  It is

because of this that a construct such as the MCI is useful as

a rough guide as to how much, all other things equal, nom-

inal short-term interest rates would need to change in order

to keep monetary conditions constant in the face of move-

ments in the exchange rate.

Of course, seldom, if ever, do all other things remain equal.

Movements in the exchange rate – and hence the MCI –

need to be interpreted in the context of everything else that

is happening in the economy that has the potential to alter

inflation pressure.  Indeed, exchange rate movements are

usually motivated by some underlying ‘real’ phenomenon.

7 Opera t ing  monetary  po l icy  wi th  an
Of f ic ia l  Cash  Rate
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The nature of that ‘real’ influence will determine whether,

or to what extent, monetary policy should react.  For exam-

ple, if the exchange rate depreciates because of a decline in

the terms of trade, then the consequently lower MCI level

might still be consistent with the inflation objective, war-

ranting no interest rate response.

Obviously, the Bank will be able to observe exchange rate

developments between quarterly projections.  It could ad-

just its OCR setting at the time of the next formal reset

consideration in light of these exchange rate movements.

At that point, the Bank will have assessed why the exchange

rate has moved, and the implications of that movement for

the appropriate interest rate setting.  The important point is

that, in order to make such judgements, a full assessment of

inflation developments is needed.

Our recent research on these issues has been illuminating.12

The results of this analysis are consistent with the Bank’s

increasingly flexible use of the MCI over 1998 and into 1999,

as well as the recent shift to a fixed interest rate (OCR) rule

for the implementation of policy.  Under the Bank’s new

cash rate implementation system, any OCR offset to exchange

rate developments will occur at the time of the formal reset

windows, following a thorough analysis of the reasons for

any exchange rate developments.  A formal six-weekly, or

indeed even quarterly, reassessment of why the exchange

rate evolved as it did is frequent enough for the Bank to

maintain control over medium-term inflation developments.

Of course, the rest of the yield curve will be able to continue

to reflect any inflationary consequences of exchange rate

movements, and the likely next policy reset.

Manag ing  unce r t a in t y
The forward-looking nature of monetary policy implies that

the setting of an OCR is conditional on the projections prov-

ing broadly correct.  Given the degree of uncertainty in

forming projections, any projection will be surrounded by

wide confidence intervals.  However, it is the medium-term

trend in the economy (i.e., the outlook one to two years

ahead) that is most relevant to inflation control, rather than

short-term fluctuations.

With the aim of keeping the focus of the Bank and other

inflation-watchers correctly on the medium term, we have

begun to publish half-yearly averages of key variables in the

projection tables of the Statement – rather than the previ-

ous quarterly values.  This emphasises that it is the trends in

activity – those that influence inflation on a persistent basis

– that are the appropriate focus of monetary policy.

For example, the weaker-than-expected activity in the first

half of 1998 was followed by stronger-than-expected activ-

ity in the second half.  ‘Smoothing through’ these sharp

fluctuations, and focusing on the medium-term trends in

inflation pressure, suggests that the Bank’s move towards

more stimulatory monetary conditions throughout 1997 and

1998 was appropriate.

The Bank must take account of uncertainty about the eco-

nomic outlook when deciding if, and by how much, the OCR

should be shifted.  At any point in time we will be assessing

the current state of the economy, how the economy actually

operates, and the balance of risks around the projection.  In

dealing with economic uncertainty, the Bank must set policy

in a timely fashion in order to prevent inflation pressures

gathering momentum.  However, it must balance this con-

sideration against a concern to avoid excessive instrument

instability (i.e., minimising the size and frequency of policy

resets and reversals) and excessive output variability.

There is no single rule for dealing with economic uncertain-

ty.  Rather, the Bank has several means at its disposal.

First, the Bank revisits its economic projections every quar-

ter, in order to account rigorously and formally for new

information and unexpected developments.

Second, the Bank publishes its projections, thereby reducing

one form of uncertainty – that about how the Bank views

the economy and what its future policy actions might be.

Third, the Bank focuses on the mid-point of the inflation

target range (i.e., 1.5 percent per annum) when setting its

policy stance.  This focus maximises the likelihood that fu-

ture inflation outcomes will be within the target range, and

reduces the need for vigorous policy reaction in response to

small changes in inflationary pressure.

12 See Hunt, B and A Orr, (1999) “Inter-forecast monetary
policy implementation: responding to unexpected
exchange rate developments”, forthcoming Reserve Bank
of New Zealand Bulletin, March 1999.
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Fourth, financial market prices respond to relevant informa-

tion as it emerges between formal OCR resets.  At times,

this may pre-empt and perhaps even obviate the necessity

for a shift in the policy instrument.  If the market knows the

Bank’s objectives, receives the same information, and un-

derstands how the Bank forms its views, then we should

expect financial market prices to behave in this way.  Under

the OCR implementation system, the yield curve and ex-

change rate movements will be likely to exhibit this behaviour,

and reflect the Bank’s probable next policy move.
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Appendix  1 :   Chronology
Listed below are recent events of relevance to monetary policy and inflation.

1998

18 November: The Reserve Bank released its twentieth Monetary Policy Statement.  The news release

accompanying the Statement is reproduced in Appendix 2.

23 December: Production GDP figures were released showing that the New Zealand economy grew 0.7 percent

in the September quarter, and grew by 0.4 percent for the year to September 1998.

1999

18 January: The December 1998 quarter CPI was released.  The CPIX fell 0.1 percent in the quarter and rose

1.1 percent over the year to December.

8 February: The Reserve Bank announced changes to the way it will implement monetary policy.  The statement

is reproduced in Appendix 2.

10 February: The Reserve Bank announced it is to close its Wednesday Window, previously used to comment

on monetary conditions.  The statement is reproduced in Appendix 2.

2 March: The Reserve Bank announced changes to penalty rates on overnight lending to settlement account

holders.  The statement is reproduced in Appendix 2.
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The following are reports or texts of official statements on monetary policy issues made by the Bank during the period under

review in this Monetary Policy Statement.

In f l a t i on  p re s su re s  now  subdued
1 8  N o v e m b e r  1 9 9 8

The Reserve Bank said it now viewed a level of around minus 400 on the Monetary Conditions Index (MCI) as appropriate.

This was a cut of 400 points from the index level indicated as appropriate in the August MPS.  Looking further into the future,

the Reserve Bank projected monetary conditions to remain roughly at this level.

Reserve Bank Governor Don Brash commented: “Economic activity both globally and in New Zealand has weakened signifi-

cantly, and inflation pressures are expected to be subdued over the medium term as a result.  In the Reserve Bank’s judgement,

these relatively easy monetary conditions are required to ensure that inflation remains at roughly its present level over the next

year or two.

“There has rarely been a time of greater uncertainty in the world economy, with some now suggesting that there is a realistic

possibility of a serious global recession.  While over recent weeks there have been some positive developments internationally,

at this stage we are not yet inclined to take these glimmers of light for the world economy as the beginning of a bright new

day.

“At the same time, monetary conditions have eased substantially since their peak in the December quarter of 1996, and the

economy is responding to this very considerable monetary stimulus.  GDP growth is expected in the second half of 1998,

steadily picking up momentum after that.

“This suggests that, assuming no further marked deterioration from that projected, further easing of monetary policy from

this point on is unlikely,” Dr Brash concluded.

Speak ing  no t e s  f o r  b r i e f i ng  j ou rna l i s t s  on  t he  r e l ea se  o f  t he
18  November  1998  Mone ta ry  Po l i c y  S ta t emen t
1 8  N o v e m b e r  1 9 9 8

Good morning, and welcome to the release of our 20th Monetary Policy Statement.

Overall assessment and level of conditions

Since the release of our last Monetary Policy Statement in August, the economic outlook has deteriorated both internationally

and in New Zealand.  We now project weaker growth and more subdued inflation pressure than we projected in the August

Statement, with the outlook now similar to the ‘weaker world’ scenario illustrated in that Statement.

The Bank has viewed the easing in monetary conditions since August as broadly consistent with this decline in inflation

pressure, and has not sought either to impede or to accelerate it to any great degree.  Based on the projections in this

Statement, we see an MCI of around minus 400 as appropriate for the March 1999 quarter.  This is 250 MCI points easier than

we projected for that quarter back in August and about 150 points easier than market conditions yesterday, but only a little

easier than where conditions have been over recent weeks.

Appendix  2 :   Reserve  Bank s ta tements
on  monetary  po l icy
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Uncertainty about world economic prospects continues to cloud the assessment of the outlook for New Zealand.  Since

August, the idea that a serious global recession may be possible has gained currency.  While some positive developments have

emerged internationally over recent weeks, with an easing of monetary policy in a number of countries and some encourag-

ing signs that Japan may be moving to deal with the problems in its banking sector, at this stage we are not yet inclined to take

these glimmers of light for the world economy as the beginning of a bright new day.  Moreover, the extent of unused capacity

in the New Zealand economy suggests that there is considerable scope for growth before the re-emergence of significant

inflationary pressure.

At the same time, with circumstances able to change rapidly, caution seems warranted. Monetary conditions are now at quite

a stimulatory level, and their full effects will take some time to come through in the economy.  Given all these circumstances,

we project monetary conditions to remain roughly stable for some time.  However, if events unfold in a manner different to

that now projected, we will of course adapt our policy stance as necessary.

The outlook for growth and inflation

To elaborate on our view, it is clear that the economy went into recession in the first half of this year: even with modest growth

resuming in the second half, it is our current assessment that GDP for the whole of calendar 1998 will be 1.5 percent down on

1997.

To some extent the slowdown in the New Zealand economy over recent quarters was the result of firm monetary policy in late

1996 and early 1997, at a time when inflation was pushing the top of our inflation target and the Asian crisis was not even a

distant cloud on the horizon.  Coming on top of this slowdown, the sharp contraction in some of New Zealand’s major trading

partners and the drought have together taken a considerable toll on domestic activity.  The agricultural sector and other

export sectors have been hit the hardest, of course, but the general climate of uncertainty and economic weakness has

dampened activity in other areas of the economy too.  Looking ahead, we expect that it will be early 1999 before quarterly

growth rates of GDP begin to gather strength.

We now project GDP growth to reach 3.4 percent for the year to March 2000, and 4.0 percent for the year to March 2001.  (In

August, we expected 4.0 percent and 4.7 percent respectively.) Compared to the last economic recovery, in 1991-92, the

projected recovery will be quite modest.  There are various reasons for this judgement, and two in particular.  First, the

international environment is projected to remain relatively weak for some time, providing less impetus to exports than was the

case in 1991.  Second, household sector debt levels are now very much higher, relative to household sector income, than they

were in the early nineties, which suggests that growth in consumption expenditure will be less vigorous than it was in the

earlier recovery.

We devote Chapter 2 of the Statement to a fuller discussion of the differences between the projected recovery and the

recovery from the 1991 recession.  It is sufficient to note at this point that one of the major drivers of the projected recovery

is stimulatory monetary conditions.  In the previous recovery, by contrast, robust growth in household expenditure funded by

a sustained rise in borrowing, high rates of growth in business investment following restructuring of the business sector, and

a relatively buoyant world economy played large roles.

The weakening of demand has led to the emergence of substantial spare productive capacity.  Although GDP growth is

projected to pick up to above-trend rates over the projection period, we do not anticipate this excess capacity to be fully

absorbed until a little beyond the end of the projection period.  This persistent excess capacity will continue to place down-

ward pressure on inflation through the projection period.

We project CPIX inflation to remain at around its current levels until the middle of next year, as further pass-through effects

from the recent substantial fall in the exchange rate come through in tradeables inflation.  CPIX inflation is then projected to
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fall slightly to just below the mid-point of the inflation target.  I should acknowledge that we have projected CPIX inflation

below the mid-point of the target in the past, and it has not occurred yet!  We shall see.

It’s worth emphasising, as we have many times before, that our inflation and growth projections depend on our projected

path for monetary conditions.  In turn, our assessment of the appropriate path of monetary conditions is driven by the outlook

for inflationary pressure, which is the product of many factors.

If things occur to change the outlook for inflationary pressure, we will project a different monetary conditions path, consistent

with our aim of keeping inflation close to the midpoint of the target range.  This means that, in general, the inflation

projection will not vary a lot from quarter to quarter.  What will change rather more is the level and path of monetary

conditions, which acts to offset the effects of unexpected events on overall inflationary pressure.

Uncertainties

As discussed at length in our August Statement, dealing with unexpected developments is inherent in the formulation of

monetary policy.  And as already noted, the major uncertainty as we look ahead now concerns how the world economy will

evolve.

Since August, the financial difficulties that began in East Asia have spread to Russia and Latin America.  Aversion to risk on the

part of international investors has become pronounced, and this has led to often-violent movements in the prices of curren-

cies, bonds, and shares.

In the last few weeks, there have been some positive developments internationally.  Several central banks, including the US

Federal Reserve, have reduced their interest rates, alleviating to some degree concerns about a ‘credit crunch’ becoming a

reality in global markets.  (A ‘credit crunch’, of course, is the situation in which credit becomes prohibitively expensive, or

simply unavailable.)  Meanwhile, the Japanese authorities have taken steps to help resolve the debt problems of their banks.

Although financial markets in New Zealand have remained relatively calm, relative to offshore markets, while these events

unfolded, they have been caught up to some degree nevertheless.  In particular, the volatility of offshore markets has had an

impact on the way the mix of domestic monetary conditions has evolved as the overall level of conditions has progressively

eased.

Investors who had previously positioned their investments in the expectation that the New Zealand dollar would fall in value

have been reducing the size of those positions, by buying New Zealand dollars.  This has meant that the recent easing in

monetary conditions has come about principally through lower interest rates, rather than through a lower exchange rate.

Indeed, New Zealand 90-day interest rates have fallen by around 200 basis points over the last three months, while the TWI

exchange rate has remained relatively stable.

Although there are tentative signs that October may have seen the worst of the global financial market volatility, it’s unlikely

that the recent erratic behaviour of financial markets has ended.  The mix of monetary conditions which we have assumed for

New Zealand over the next few years is, as always, a relatively mechanical result of some simple relationships between

projected domestic and international interest rates.  On this occasion, we have assumed a relatively flat profile for both 90 day

rates and the TWI.

What actually happens to the mix, however, will depend on several things, including investors’ assessments of the risk of

holding New Zealand dollar assets, and movements in interest rates here and abroad.  Assessments of risk may well be

affected by developments in the current account.  In August, we projected a reasonably rapid fall in the current account deficit

over the next couple of years.  Our present projections have the already-high deficit remaining high for rather longer, as a

result of the further deterioration in the world economy.  But as I have observed many times before, these things that affect

the mix of interest rates and the exchange rate are outside our control, and we do not try to influence that mix.  What we can
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influence is the level of monetary conditions, and we will seek to keep the level of conditions appropriate to ensure that

inflation is under control whatever the mix.

Events occur and circumstances change quickly and without warning.  In setting monetary policy in such an environment, we

continue to believe that there are substantial benefits in informing the public about how we see the economic outlook

(notwithstanding the fact that we would save ourselves some embarrassment at times if we did not!).  As well, we continue

to believe that there are advantages in allowing financial markets considerable scope to adjust monetary conditions as events

unfold.  The flow of emerging news is continuous, whereas formal projections by the Bank are made only once a quarter.

In releasing our August Statement, I mentioned that we had, over the previous three months, sanctioned rather more diver-

gence between actual monetary conditions and the level indicated as appropriate in May than had been our custom previously.

I suggested that that degree of divergence was likely to be unusual, and was the result of the very considerable deterioration

in the world economy over that three month period.

The same comment can be made about the most recent three months.  The global economy has suffered some rather major

shocks, and that has caused a general downgrading of the outlook for world growth next year.  In late September, it was

revealed that the New Zealand economy had contracted in the June quarter.  These developments in turn led both the Reserve

Bank and financial markets to see less inflationary pressure in New Zealand in the years ahead, and as a consequence to see

easier monetary conditions as being appropriate.

The reality is that we are still in unusual circumstances, where the chance of large unforeseen developments hitting the

economy remains high.  Under these conditions, I am not inclined to specify an appropriate range within which monetary

conditions should move over the next three months.  Nor am I saying of course that we will sanction monetary conditions at

any level.  Our response to developments will depend on our assessment of the implications for the inflation outlook, which

at the moment calls for monetary conditions to be somewhat easier than has been the case in recent days.

RBNZ s imp l i f i e s  mone ta ry  po l i cy  imp lemen ta t i on
8  F e b r u a r y  1 9 9 9

Following a long-running review, the Reserve Bank today announced a series of changes that will simplify the way it imple-

ments monetary policy.

In future the Reserve Bank will announce an Official Cash (interest) Rate, of the sort used by most major overseas central

banks.  This rate will be the lever the Reserve Bank uses to influence overall monetary conditions to maintain price stability.

The new system will come into effect on 17 March, when the first Official Cash Rate will be announced at the release of the

Reserve Bank’s next Monetary Policy Statement.  Key features of the new system include:

• the Official Cash Rate will be reviewed approximately every six weeks;

• in its dealings with financial markets, the Reserve Bank will pay an interest rate 0.25 percentage points below the Official

Cash Rate for money deposited in Reserve Bank settlement accounts, and the Bank will provide overnight cash at 0.25

percentage points above the Official Cash Rate.

Managing overnight interest rates in this way will provide substantial leverage over other short-term interest rates, enabling

the Reserve Bank to influence monetary conditions.

Reserve Bank Assistant Governor David Archer said: “This technical change will make the implementation of monetary policy

simpler and easier to understand.  The previous implementation system was complex – mostly we influenced monetary

conditions by making public statements, and behind that was the seldom-used sanction of adjusting the settlement cash
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target.

“Many features of the system will be unchanged.  The Monetary Conditions Index (MCI) will remain an important indicator of

actual monetary conditions, though we won’t use it to describe so-called “desired conditions”.  The way we formulate

monetary policy - assessing inflation pressures prior to implementation - will not change.  Nor will this change have any

significant impact on cyclical swings in interest rates or the exchange rate.  However, the Reserve Bank’s monetary policy

actions will be better understood,” Mr Archer concluded.

Wednesday  w indow  c l o sed
1 0  F e b r u a r y  1 9 9 9

The Reserve Bank has closed the Wednesday Window, previously used to comment on current monetary conditions.

Reserve Bank Assistant Governor David Archer said today: “We have decided to close the Wednesday Window now because,

on reflection, the risks of misinterpretation of either using the window to make a comment, or being silent with the window

open, are too great.

“This announcement conveys no information either way about the Reserve Bank’s view of current monetary conditions,” Mr

Archer concluded.

Pena l t y  r a t e  changes
2  M a rc h  1 9 9 9

For technical reasons related to the current functioning of the inter-bank cash market, the discount margin will be set to 25

bps over market rates and the penalty rate applied to the roll of intra-day autorepo will be set at 300 bps over the Minimum

Float Tender Rate. Both changes will take effect immediately.
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CPIX Consumers Price Index excluding Credit Services. Consumers Price Index.

TWI RBNZ.  Nominal Trade Weighted Index of the exchange rate. Defined
as:  A geometrically-weighted index of the New Zealand dollar bilateral
exchange rates of Australia, Japan, United States, United Kingdom
and Germany.

90-day rate RBNZ.  Defined as:  The interest yield on 90-day bank bills.

Nominal MCI RBNZ.  Defined as: {(90day-r0) + (1/2)*[logn(TWI) - logn(TWI0)]*100}*100
+ 1000 where 90day and TWI are nominal rates and r0 and TWI0 are
corresponding averages of daily rates for the December 1996 quarter,
where r0 = 8.91 and TWI0 = 67.11.

Real MCI RBNZ.  Defined as: {(R90day-R0) + (1/2)*[logn(RTWI) -
logn(RTWI0)]*100}*100 + 1000 where R90day and RTWI are the
estimated real 90day interest rate and the real TWI exchange rate.
R90day is calculated as the nominal 90-day rate less the annual (four-
quarter) inflation rate in the CPIX.  RTWI is calculated as the TWI
multiplied by New Zealand’s GDP deflator (interpolated from annual
data) and divided by the trade-weighted average of GDP deflators of
our trading partners.  R0 and RTWI0 are base levels for the December
1996 quarter, where R0 = 6.5 and RTWI0 = 1 (normalised).  All input
numbers are rounded to one decimal place.

World GDP Reserve Bank definition.  14-country index,  export weighted.
Projections based on Consensus Forecasts.  Seasonally adjusted.

World CPI inflation RBNZ definition and estimate:  TWI trading partners’ CPI inflation,
weighted by TWI weights.  Projections based on Consensus Forecasts.

Import prices Domestic currency import prices.  Overseas Trade Indexes.

Export prices Domestic currency export prices.  Overseas Trade Indexes.

Terms of trade Constructed using domestic-currency export and import prices.
Overseas Trade Indexes.

World 90-day rate RBNZ definition and estimate:  80:20 weighted combination of US and
Australian 90-day interest rates.  Projections based on  Consensus
Forecasts.

World bond rate RBNZ definition and estimate:  80:20 weighted combination of US and
Australian 10-year interest rates.  Projections based on Consensus
Forecasts.

Private consumption System of National Accounts.

Public authority consumption System of National Accounts.

Residential investment RBNZ definition:  Private sector and government market sector
residential investment.  System of National Accounts.

Business investment RBNZ definition:  Total investment less the sum of non-market
investment and residential investment.  System of National
Accounts.

Non-market investment RBNZ definition:  The System of National Accounts annual nominal
government non-market/market investment ratio is interpolated into
quarterly data.  This ratio is used to split quarterly expenditure GDP
Government Investment into market and non-market components.

Final domestic expenditure RBNZ definition:  The sum of total consumption and total investment.
System of National Accounts.

Stockbuilding Percentage point contribution to the growth of GDP by stocks.  System
of National Accounts.

Appendix  4 :  Notes  to  the  tab les
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Gross national expenditure Final domestic expenditure plus stocks. System of National Accounts.

Export of goods and services System of National Accounts.

Imports of goods and services System of National Accounts.

GDP (production) System of National Accounts.

Potential output RBNZ definition and estimate.  Refer to:  Conway, P. and B. Hunt, (1997),
‘Estimating Potential Output:  a semi-structural approach’, Reserve Bank
of New Zealand Discussion Paper, G97/9.

Output gap RBNZ definition and estimate:  The percentage difference between
real GDP (production, seasonally adjusted) and potential output GDP.

Compensation of employees Household Income and Outlay Accounts.

Other income Household Income and Outlay Accounts.

Nominal disposable income Household Income and Outlay Accounts.

Consumption deflator System of National Accounts.

Real disposable income Household Income and Outlay Accounts.

Real household consumption System of National Accounts.

Household savings rate Household Income and Outlay Accounts.

Direct taxation Historical source:  The Treasury.  Defined as total personal taxation,
total company taxation and total withholding taxes. Adjusted by the
RBNZ over the projection period.

Indirect taxation Historical source:  The Treasury.  Adjusted by the RBNZ over the
projection period.

Non-tax revenue Historical source:  The Treasury.  Adjusted by the RBNZ over the
projection period.

Total expenses Historical source:  The Treasury.  Adjusted by the RBNZ over the
projection period.

Net surplus attributable to SOEs and
Crown entities The Treasury.

Government operating balance Percentage of nominal GDP (expenditure), June year.

Net public debt Historical source:  The Treasury.  Adjusted by the RBNZ over the
projection period.

Plant and machinery investment RBNZ definition:  Market sector plant and machinery investment.
System of National Accounts.

Plant and machinery investment RBNZ definition:  Market sector plant and machinery investment
(excluding computers) excluding computer investment.  System of National Accounts.

Transport equipment RBNZ definition:  Market sector transport equipment investment.
System of National Accounts.

Commercial buildings RBNZ definition:  Market sector non-residential building investment.
System of National Accounts.

Other investment RBNZ definition:  Market sector other construction and land
improvement investment.  System of National Accounts.

Total market investment RBNZ definition:  The sum of total business investment and total
residential investment.  System of National Accounts.

Total investment System of National Accounts.
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Total investment Total investment less computer investment.  System of National
(excluding computers) Accounts.

Export of goods System of National Accounts.

Export of services System of National Accounts.

Import of goods System of National Accounts.

Import of services System of National Accounts.

Merchandise trade balance Balance of Payments.

Services balances Balance of Payments.

Investment income balance Balance of Payments.

Transfers balance Balance of Payments.

Current account balance Balance of Payments.

Natural increase Defined as the change in the population of working age minus net
migration.

Net migration Net arrivals of working age (15-64).  External Migration.

Participation rate Household Labour Force Survey.

Labour force Household Labour Force Survey.

Total employment Household Labour Force Survey.

Unemployment rate Household Labour Force Survey.

Total hours worked Household Labour Force Survey.

Labour productivity Defined as GDP (production) divided by HLFS hours worked.  This series
is smoothed by taking a four-quarter moving average.

Wages Private sector ordinary time average hourly earnings.  Quarterly
Employment Survey.

House prices Average house price index, Quotable Value New Zealand.

Construction costs (residential) RBNZ estimate:  component of the Housing Group, Consumers Price
Index.

Quarterly percentage change (Quarter/Quarter-1-1)*100

Annual percentage change (Quarter/Quarter-4-1)*100

Annual average percentage change (Year/Year-1-1)*100

Source: Unless otherwise specified, all data conform to Statistics New Zealand definitions, and are not seasonally adjusted.




