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1 Overv iew and po l icy  assessment

Donald T Brash

Governor

The Reserve Bank has decided to increase the Official Cash

Rate to 6.5 percent.

Information which has become available since the Bank’s

March Monetary Policy Statement indicates that there was

very strong growth over the second half of 1999.  As a

result, the level of GDP in the December quarter was 5.8

percent higher than it had been a year earlier.  Even allow-

ing for a significant post-Y2K slowing in growth in the March

quarter, we estimate that over the last two years the econ-

omy has grown to the point where demand is now exerting

pressure on the economy’s supply capacity and beginning

to create inflationary pressures.   This conclusion, which

may well be surprising to many, is supported by a range of

indicators, including high levels of capacity utilisation, in-

creasingly widespread anecdotes about the difficulty which

employers are having in finding staff, and the high levels of

confidence which businesses have about the prospect for

their own sales and profitability.

We project that growth will continue to be moderately

strong over the next year or so, before slowing somewhat

to around the sustainable growth rate further out.  This

projection of continued growth is based on our expecta-

tion that growth in our main trading partners will continue

to be strong and on the lagged effect of the stimulatory

monetary conditions which have prevailed over the last two

years.   The slowdown in growth to a more sustainable rate

further out reflects the gradual tightening of monetary pol-

icy which has taken place in recent months, and which is

conditionally projected to continue.

Measures of inflation have been somewhat volatile of late,

with some numbers rising and others remaining relatively

low.  Despite this volatility, it seems clear that general infla-

tion pressures are beginning to build, reinforcing our sense

that demand is beginning to put pressure on capacity.   It

seems likely that measured inflation would increase in the

next year or two were monetary conditions not to be grad-

ually tightened further.

At present, we see overall monetary conditions as some-

what stimulatory.  While current interest rates are providing

little or no stimulus to the economy, the exchange rate still

seems to be providing support to the export and import-

competing sectors.  Under the circumstances, and with

inflation beginning to pick up, it seems appropriate that mon-

etary stimulus continue to be removed over the near term.

It should be noted, however, that we currently see rather less

need for interest rates to increase over the next year or two

than was the case in the mid-nineties.  Indeed, at this stage we

project 90-day interest rates to peak at a level well below their

mid-nineties peak.  This view is based on an expectation that

household sector spending will increase more moderately in

this cycle, the result in turn of a much higher level of house-

hold sector debt and an expectation that weaker net migration

will mean that the housing market will remain subdued.

We are projecting a gradual increase in the exchange rate.  This

exchange rate appreciation is a result of improved global trad-

ing conditions for New Zealand, a projected rise in domestic

interest rates, and an expected reduction in the balance of

payments deficit.  One factor suggesting a more modest ap-

preciation in the exchange rate during this cyclical upswing

than in the last is the outlook for domestic and foreign interest

rates.  With interest rates rising globally, in particular in the

United States, it appears unlikely at this stage that New Zea-

land rates will rise substantially above rates overseas, in contrast

to what happened in the mid-nineties.

But it is important to realise that the only thing which is abso-

lutely certain at this stage is where the Official Cash Rate is

being set in the present.   Our projections are, as always, highly

conditional.   Were the United States and/or Australian econo-

mies to slow more sharply than now seems likely, for example,

it is very possible that monetary policy would not need to tighten

as much as now projected in New Zealand.  Conversely, if the

Japanese economy picked up more strongly, or household ex-

penditure in New Zealand showed signs of rising strongly, then

policy might well need to tighten by more than projected.

With a new Monetary Policy Statement issued approximately

each three months, and an additional review between each

Monetary Policy Statement, there is ample opportunity to ad-

just the Official Cash Rate as appropriate as new information

comes to hand.
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Figu re  1
Consumer  p r i c e  i n f l a t i on 2

( a n n u a l  p e r c e n t a g e  c h a n g e )
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2 The target measure shown is annual underlying inflation
until the September quarter 1997,  annual CPIX inflation
from the December 1997 quarter until the June 1999
quarter, and annual CPI inflation thereafter (adjusted to
exclude interest and section prices from the September
1999 quarter to the June 2000 quarter).



4 RESERVE BANK OF NEW ZEALAND:  Monetary Policy Statement,  May 2000

Tab le  1

Summary  o f  e conomic  p ro j ec t i ons
(Annual percentage change, unless specified otherwise)

A c t u a l s P r o j e c t i o n s
M a r c h  y e a r 1 9 9 9 2 0 0 0 e 2 0 0 1 2 0 0 2 2 0 0 3

P r i c e  m e a s u r e s
C P I * 1 . 0 1 . 7 1 . 6 1 . 8

1 . 8
Wa g e s 2 . 7 2 . 1 3 . 2 3 . 5 3 . 6
I m p o r t  p r i c e s  ( i n  N e w  Z e a l a n d  d o l l a r s ) 2 . 7 6 . 4 - 4 . 5 - 0 . 6 0 . 1
E x p o r t  p r i c e s  ( i n  N e w  Z e a l a n d  d o l l a r s ) - 1 . 1 8 . 4 - 4 . 0 - 0 . 7 - 0 . 2

M o n e t a r y  c o n d i t i o n s
N o m i n a l  M C I  ( y e a r  a v e r a g e ) - 5 0 - 2 7 5 - 7 5 1 0 0 1 7 5
9 0 - d a y  r a t e  ( y e a r  a v e r a g e ) 6 . 2 5 . 2 7 . 0 7 . 5 7 . 4
T W I   ( y e a r  a v e r a g e ) 5 7 . 3 5 6 . 1 5 6 . 1 5 7 . 8 5 8 . 6

O u t p u t
G D P  ( p r o d u c t i o n ,  a n n u a l  a v e r a g e  %  c h a n g e ) 0 . 0 4 . 3 4 . 6 2 . 7 2 . 6
G D P  ( p r o d u c t i o n ,  M a rc h  q t r  t o  M a r c h  q t r ) 1 . 7 5 . 1 3 . 5 2 . 6 2 . 6
O u t p u t  g a p  ( %  o f  p o t e n t i a l  G D P,  y e a r  a v e r a g e ) - 2 . 0 - 0 . 4 1 . 3 0 . 9 0 . 2

K e y  b a l a n c e s
G o v e r n m e n t  o p e r a t i n g  b a l a n c e 1 . 8 0 . 6 1 . 1 1 . 6 2 . 0
( %  o f  G D P,  y e a r  t o  J u n e )
C u r r e n t  a c c o u n t  b a l a n c e - 5 . 8 - 8 . 0 - 5 . 4 - 5 . 0 - 5 . 4
( %  o f  G D P,  y e a r  t o  M a r c h )
Te r m s  o f  t r a d e  ( a n n u a l  a v e r a g e  %  c h a n g e ) - 0 . 5 0 . 8 0 . 5 0 . 0 - 0 . 1
U n e m p l o y m e n t  r a t e  ( M a r c h  q t r  s . a . ) 7 . 2 6 . 4 5 . 4 5 . 3 5 . 4
H o u s e h o l d  s a v i n g s  r a t e
( %  o f  d i s p o s a b l e  i n c o m e ,  y e a r  t o  M a r c h ) - 1 . 5 - 1 . 6 - 0 . 8 - 0 . 9 - 1 . 4

Wo r l d  e c o n o m y
Wo r l d  G D P  ( a n n u a l  a v e r a g e  %  c h a n g e ) 1 . 0 4 . 0 4 . 0 3 . 4 3 . 5
Wo r l d  C P I  i n f l a t i o n 0 . 9 2 . 0 1 . 8 1 . 9 2 . 0

Q u a r t e r l y  p r o j e c t i o n s S e p - 9 9 D e c - 9 9 M a r - 0 0 J u n - 0 0 S e p - 0 0
( q u a r t e r l y  p e r c e n t a g e  c h a n g e ,  u n l e s s  s p e c i f i e d  o t h e r w i s e )

C P I 0 . 4 0 . 2 0 . 7 0 . 3 0 . 5
C P I  ( a n n u a l  p e r c e n t a g e  c h a n g e ) * 1 . 1 1 . 3 1 . 7 1 . 6 1 . 7
G D P  ( p r o d u c t i o n ,  s . a . ) 2 . 5 2 . 2 0 . 6 1 . 1 1 . 1

e  =  e s t i m a t e

s . a .  =  s e a s o n a l l y  a d j u s t e d

* T h i s  s e r i e s  i s  a n n u a l  C P I X  i n f l a t i o n  u n t i l  t h e  J u n e  1 9 9 9  q u a r t e r ,   a n d  a n n u a l  C P I  i n f l a t i o n
t h e r e a f t e r  ( a d j u s t e d  b y  S N Z  t o  e x c l u d e  i n t e r e s t  a n d  s e c t i o n  p r i c e s  f r o m  t h e  S e p t e m b e r  1 9 9 9
q u a r t e r  t o  t h e  J u n e  2 0 0 0  q u a r t e r ) .

N o t e s  f o r  t h i s  t a b l e  a re  i n  A p p e n d i x  4 .
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2 Recent  deve lopments  and current
economic  s i tua t ion
Since the March Statement, the data have indicated that the

New Zealand economy is growing at a robust rate, continu-

ing a trend that has been evident for several quarters.  Indeed,

GDP growth for the December 1999 quarter turned out to

be substantially stronger than expected.  However, employ-

ment data for the March 2000 quarter suggests that some of

the strong growth at the end of 1999 may have been related

to preparations for Y2K, and that growth in early-2000 has

been weaker.  CPI inflation for the March 2000 quarter came

in close to our estimate, while short-term interest rates both

in New Zealand and in major trading partners have contin-

ued to rise.

This chapter discusses the Bank’s assessment of the current

state of activity and inflation in the economy, in light of these

developments.  Our updated medium-term projection for

growth, inflation and monetary conditions is presented in

Chapter 3.  Chapter 4 discusses some of the more important

policy issues the Bank has taken into consideration in arriving

at the OCR decision announced with this Statement.

GDP,  CPI  i n f l a t i on ,  and
ind ica t o r  da t a  r ece i ved
s ince  March
The economy grew very strongly in the second half of last

year (Figure 2), with GDP growth for the December quarter

in particular quite broadly based.  As expected, given the

excellent farming season this year, primary production made

a major contribution, though strong growth was also record-

ed in manufacturing, non-residential construction, transport,

and communications.  Over 1999 as a whole, growth of non-

primary production broadly matched that of primary

production, with both categories growing by more than 5

percent.

Indeed, primary sector components did not contribute as great

a proportion of overall growth in the December quarter as

they did in the September quarter.  Table 2 shows that prima-

ry components accounted for just over a third of overall

growth in the September 1999 quarter, but less than a fifth

of growth in the December quarter.  Over the second half of

Tab l e  2
P r ima ry  s ec t o r  c on t r i bu t i on  t o  GDP  g r ow th
( p e r c e n t a g e  p o i n t  c o n t r i b u t i o n  t o  q u a r t e r l y  o r  h a l f - y e a r l y  p e r c e n t a g e  c h a n g e )

1999 1999
Sep qtr Dec qtr Second half

Agriculture and hunting 0.3 0.2 0.5
Primary food manufacturing 0.3 0.1 0.4
Fishing, forestry and mining 0.2 0.0 0.2
Primary product wholesale trade (estimate)3 0.1 0.1 0.2

Total primary 0.9 0.4 1.3
Non-primary 1.6 1.8 3.4

Total production GDP 2.5 2.2 4.7

Figu re  2
P roduc t i on  GDP
( s e a s o n a l l y  a d j u s t e d  q u a r t e r l y
p e rc e n t a g e  c h a n g e )
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the year as a whole, primary sector growth accounted for

about a quarter of total growth over that period.

From year to year, primary production tends to be mostly

supply-driven – that is, fluctuations in output do not tend to

be associated in a major way with changes in the pressure of

demand on the economy’s productive resources.  For exam-

ple, better weather might lead to higher farm output, but to

the extent that that extra output was delivered using the same

‘inputs’ of labour and capital equipment, it would not imply

any greater inflationary pressure than otherwise.  Monetary

policy should therefore be relatively unresponsive to such fluc-

tuations.

Fluctuations in primary sector production may also be fairly

short-lived (or at least difficult to predict too far ahead), and

often dissipate or reverse over the near term of a few quar-

ters.  For example, the sharp rise in primary production in the

September quarter of last year was in part a ‘correction’ from

a sharp fall in the June quarter, with the profile over the two

quarters largely reflecting delayed stock slaughter through

the winter months.  It would not make sense for monetary

policy, which is focused on the medium-term outlook of one

to two years, to respond to short-lived quarterly fluctuations

of this nature.

In this regard, the ‘downstream’ effects of strong pastoral

production on such industries as transport and retailing –

estimates of which are not shown in Table 2, but which anec-

dotes suggest have been noticeable – are relevant.  Increased

transport and retailing activity as a result of increased farm

activity could not be considered to be supply-driven, but it

may still be short-lived, to the extent that the increase in farm

activity is short-lived.

In sum, looking carefully at the contribution of primary pro-

duction to growth over 1999, it seems that not all of the

strong GDP growth seen is likely to portend rising persistent

inflation pressure, being due to in some part to primary sec-

tor developments.

Another short-lived factor relevant to the growth profile over

the December and March quarters is preparations for Y2K,

which also suggests some reason to be cautious about the

medium-term inflation implications of the strong growth

outturns last year.  Total hours worked in the economy rose

very sharply in the December quarter, and then fell back equal-

ly sharply in the March quarter (Figure 3).  Anecdotes4 sug-

gest that more hours than usual were worked prior to the

New Year, followed by a greater-than-usual reduction in the

early part of January.  These data suggest that GDP growth

for the December quarter may have been boosted to some

degree by Y2K preparations, and that, all else equal, growth

for the March quarter will be correspondingly weaker.

Any such Y2K or primary sector effects notwithstanding, other

indicators of economic activity for the first half of this year

suggest that, although some slowing in overall growth rela-

tive to that in the second half of last year is likely to have

occurred early this year, overall demand appears still to be

trending at quite strong levels.  Retail sales, imports and sur-

Figu re  4
Qua r t e r l y  v a lue  o f  me rchand i s e
expo r t s
( s e a s o n a l l y  a d j u s t e d )
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vember last year.  This development should see a weakening

in durables consumption growth also over the near term (Fig-

ure 7).  Housing market activity more generally, and house

price inflation, remain subdued.

Household borrowing patterns are consistent with this ap-

parent relative weakness in the housing market compared

with more general goods and services consumption.  Growth

in household borrowing for housing is weak, while growth

in credit card borrowing is considerably stronger (albeit boost-

ed by the rapid uptake and use of ‘loyalty’ cards), and

approaching levels last seen during 1996 when private con-

sumption was growing quickly (Figure 8, overleaf).

Taking all these indicators together, we estimate that GDP

will grow by around 11/2 to 2 percent over the first half of this

about prospects for the economy more generally are more

pessimistic, but these measures tend to be less reliable about

actual developments than own-output expectations.

Although these indicators suggest, on balance, growth con-

tinuing overall in the economy at fairly healthy rates, the

growth is not uniform across the economy.  As mentioned

above, sectors exposed to external demand are growing

strongly.  Residential construction, on the other hand, has

weakened sharply in recent months, with the rate of issue of

consents for new dwellings having fallen steeply since No-

veyed capacity utilisation have held up.  Our business con-

tacts suggest that, with the passing of Y2K without incident,

they are beginning to increase investment to improve pro-

ductivity and lift capacity, and business borrowing growth

has picked up quite strongly.  Merchandise exports (Figure 4)

and visitor arrivals continue to grow quite strongly.  Employ-

ment is trending up, and the unemployment rate has fallen

quite quickly over the past year (Figure 5).

Consumer confidence is running at high levels, supporting

the idea that households view general economic conditions

as favourable.  Similarly, surveys of firms’ expectations of their

own sales and output are holding up at levels indicative of

moderate growth (Figure 6).  Surveyed business confidence

5 Sources: WestpacTrust-McDermott-Miller, National Bank
of New Zealand.
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year – a rate of around 3 to 4 percent per annum7.  This rate

is a little below the trend rate we have seen over the past

year or so, and below the very high rate seen in the second

half of 1999.

The CPI increased by 0.7 percent for the March 2000 quarter,

and 1.7 percent for the year to March 20009.  This result was

very close to expectations, and follows rather weaker quar-

terly CPI results over the past year or so (Figure 9).

Increases in the prices of petrol, fruit and vegetables, and

used cars made major contributions to tradeables inflation

for the quarter, offset to some degree by a large, mostly sea-

sonal, fall in international airfares.  Non-tradeables inflation

6 Source: RBNZ.

7 Calendar 2000 being a leap year presents a minor
technical issue for the estimation of GDP growth in the
March 2000 quarter, as that quarter contains an extra day
compared to non-leap-year March quarters.  At the time
of writing, Statistics New Zealand had not decided how
they would adjust for the leap day in 2000, if at all.  The
treatment of the leap day therefore presents a special risk
around the estimates presented here; at this stage, we do
not expect the effects of any leap day adjustment to be
material in terms of the effect on medium-term
inflationary pressure.

8 CPIX until June 1999 quarter, CPI thereafter.
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included large contributions from the annual rise in tertiary

fees, and purchase and construction of new dwellings (though

this large contribution was mostly the result of a high weight

on this item in the CPI, rather than a particularly large in-

crease in the item itself).

As shown in Table 3 (opposite), measures of consumer price

inflation based on various transformations of the CPI regi-

men – tradeables, non-tradeables, weighted median and

trimmed mean inflation – all recorded increases of similar

magnitude to the CPI itself.  This suggests that, even though

large movements in certain CPI items such as those men-

tioned above could be identified for the March quarter, the

rise in quarterly CPI inflation was reasonably widespread

through the CPI regimen.

Figu re  8
Househo ld  bo r r ow ing  and  c r ed i t
c a rd  bo r r ow ing 6

( a n n u a l  p e r c e n t a g e  c h a n g e )
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Taking a view on the current and near-term trends in infla-

tion is a key part of the Bank’s overall monetary policy

assessment.  In the March Statement, we devoted some time

to explaining the Bank’s interpretation of the surprisingly low

December quarter CPI result.  We suggested that the infla-

tion results for the December and other recent quarters argued

for some open-mindedness about the nature of the inflation

process in New Zealand and about the current state of infla-

tion pressure, but that we were cautious about the existence

Tab l e  3
De r i va t i v e  s e r i e s  o f  t he  CPI
( q u a r t e r l y  p e r c e n t a g e  c h a n g e )

CPI10 Tradeables Non-tradeables Weighted Trimmed
Median Mean

Mar-99 0.2 0.2 0.2 0.0 0.2
Jun-99 0.5 0.0 0.9 0.1 0.2
Sep-99 0.4 0.0 0.8 0.3 0.3
Dec-99 0.2 0.3 0.2 0.1 0.2
Mar-00 0.7 0.6 0.7 0.5 0.7

Tab l e  4
Ove r sea s  o f f i c i a l  i n t e r e s t  r a t e s

Change since Change since Level as at
mid-June 1999 March Statement 9 May
(basis points) (basis points) (%)

United States +125 +25 6.00
Australia +125 +50 6.00
United Kingdom +100 0 6.00
European Central Bank +125 +50 3.75
Canada +75 +25 5.25

of a “new paradigm” in New Zealand.  The rise in CPI infla-

tion in the March quarter (not least because it met our

expectations) suggests that this caution remains appropriate.

We explain our assessment of inflation trends at the end of

this chapter, as that assessment is an important part of the

‘starting-point’ information relevant for the medium-term

economic outlook.  However, we first note developments in

financial markets since March, including the reactions of fi-

nancial markets to the key items of data discussed above.

Deve lopmen t s  i n  domes t i c
and  in t e rna t i ona l  f i nanc i a l
marke t s
Since the March Statement, short-term interest rates have

continued rising, both in New Zealand and in major trading

partners (Table 4).  The Bank raised the OCR by 25 basis points

on 19 April, continuing the tightening of monetary policy

begun in November last year, in response to the growing risks

of rising inflation in New Zealand.  Actual and expected mon-

etary policy tightening in New Zealand has been reflected in

rising residential mortgage rates, for both floating-rate and

fixed-rate mortgages (Figure 12, overleaf).

10 CPIX up to and including June quarter 1999, CPI
thereafter.

F i gu r e  11
Tradeab l e s  and  non - t r adeab l e s
in f l a t i on 11

( a n n u a l  p e r c e n t a g e  c h a n g e )

-1

0

1

2

3

4

5

6

-1

0

1

2

3

4

5

6
Tradeables

CPI

Non-tradeables

% %

1992 1993 1994 1995 1996 1997 1998 1999

Calendar years

11 Source: RBNZ. Annual CPIX until June 1999 quarter and
annual CPI inflation thereafter (adjusted by SNZ to
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Market expectations of future tightening in New Zealand

showed little reaction to the December quarter GDP data

proving stronger than the Bank had expected, and to the

Bank’s increase in the OCR in April.  Markets had already

taken the view that more tightening than projected in the

March Statement would be required over the next year or so,

and the strong GDP data was consistent with this assess-

ment.  As Figure 13 shows, interest rate expectations implicit

in forward contracts fell only about 20 basis points in re-

sponse to the March Statement, despite the interest rate track

projected in the Statement being about 70 basis points be-

low market expectations immediately before the Statement.

However, since March, expectations of further monetary pol-

icy tightening over the near term in major trading partners –

especially the US – have been heightened.  In the US, evi-

dence seems to be accumulating that fast growth is beginning

to lead to imbalances, with core inflation picking up (Figure

14) and the current account deficit growing further.

Share market volatility in the US has increased substantially

since March.  The volatility of the NASDAQ index (Figure 15),

for example, has neared the highs seen in late-1998, when

uncertainty about the outlook for the world economy was

particularly marked.

At the time of the April OCR review, the Bank noted that

financial markets had taken the view that global growth and

inflation prospects had not been materially adversely affect-

ed by equity market volatility, but that we would continue to

12 Source: RBNZ.

13 Source: RBNZ.

14 Source: Datastream.

15 Source: Datastream.
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monitor the situation closely.  As we discuss later, the risk of

a sharp downturn in US equity prices significantly slowing

trading-partner growth remains.  At this stage, though, this

risk has not materially affected our policy assessment.

As strong growth data and reasonable certainty about fur-

ther tightening have been a feature of both the US and New

Zealand economies since March, the net effect on expected

short- and longer-term interest rate differentials has been quite

tory, although we remain fairly cautious about the level of

stimulus.  We return to this issue in Chapter 4.

Capac i t y  cons t r a in t s ,
i n f l a t i on  t r ends  and  the
s t a t e  o f  t he  bus ines s  cyc l e
The Bank estimates that the output gap currently is mildly

positive.  In other words, the level of utilisation of the econo-

my’s capital, labour and natural resources has now moved a

little beyond the point where normally there would be infla-

tionary pressures.  This emergence of a positive output gap,

while consistent with a year and a half or so of strong eco-

nomic growth, has occurred more quickly than anticipated in

the March Statement.

The Bank’s assessment of the current level of the output gap

– being an important influence on our views about inflation-

ary pressure over the medium term – is based on a wide range

of data and information, and is subject to continuous review.

Box 1 (overleaf) discusses our approach to estimating the out-

put gap in more detail.

The second strand of the Bank’s assessment about the econ-

omy’s starting point, for the purposes of making medium-term

projections and supporting the immediate monetary policy

decision to be taken, is measurement of the current state of

inflation.  Here, the Bank is principally interested in picking

up the trends that reflect business-cycle or medium-term in-

fluences.  Detecting these persistent movements usually

requires ‘smoothing through’ quarterly fluctuations, which

small (Figure 16).  The short-term differential remains much

smaller than in the mid-1990s.

Consistent with this lack of movement in interest rate differ-

entials, the value of the New Zealand dollar against the US

dollar has been fairly stable over the period.  The Australian

dollar, by contrast, has fallen several percent against the US

dollar over the period, as recent economic data in Australia

have been weaker than expected.  The overall result has been

that the New Zealand dollar exchange rate has appreciated

slightly on a trade-weighted basis since the March Statement

(Figure 17).

While New Zealand short-term interest rates have continued

rising since the beginning of the year, longer-term rates are

at levels similar to those at the time of the March Statement.

The Bank’s assessment is that, with the total rise in short-

and longer-term interest rates since the second half of last

year, interest rates are now at levels that probably imply little

pressure on demand in either direction.  The exchange rate,

on the other hand, is still at levels the Bank views as stimula-
16 Source: RBNZ.
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can be large, as well as looking at a range of inflation meas-

ures or indicators in an attempt to discern common trends.

Some of these inflation measures are showing signs of a ris-

ing trend.  Figures 18 and 19 show four such measures, each

of which also rose during the sustained pick-up in inflation in

the mid-1990s.

Other indicators of inflation are more subdued.  Wage infla-

tion and house price inflation, for example, appear still to be

either flat or declining, and are likely to reflect, respectively,

the sluggish labour and housing markets recently.

Overall, although the data on inflation are mixed, the Bank’s

assessment is that an upward trend in inflation is neverthe-

less becoming apparent in some of the more important

measures and indicators.  This is consistent with a strength-

ening economy, and with the negative output gap evident in

1998-99 having closed, as discussed above.

One feature of the current business cycle which distinguishes

New Zealand from other developed countries with strong

growth currently, such as the US and Australia, is the ab-

sence of asset price inflation.  Strongly rising property prices

were a plainly evident feature of the previous upswing in New

Zealand.  For example, the sustained rise in CPI inflation in

the mid-1990s was accompanied by house price inflation that

ran at a rate of about 10 percent per annum for three years.

By contrast, at the moment, equity and property prices are

showing little movement (Figure 20).

Questions remain about how the trends in growth and infla-

tion seen to date will evolve over the next two to three years.

That evolution will depend on the level of demand pressure

in the economy going forward, the composition of that de-

mand pressure across the economy, and the extent to which

it will lead to inflation pressure.  We address these questions

in the following two chapters.

Figu re  19
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17 Sources: NZ Institute of Economic Research, National
Bank of New Zealand.

18 Source: RBNZ.
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Box  1
Po t en t i a l  ou tpu t  and  t he  ou tpu t
gap 20

There are long lags between monetary policy actions and

inflation outcomes.  As a result, indicators of future in-

flationary pressures play an important role in guiding

monetary policy.

The deviation of actual output from a smoothly evolving,

or trend, level of output can be one such indicator of the

degree of persistent domestic inflation pressure.  We re-

fer to such a trend level of output as “potential” output.

It should be noted that, in this context, “potential” is not

meant to be taken literally – it does not necessarily imply

zero unemployment and 100 percent utilisation of plant,

land etc.  Rather, potential output is simply the level of

output at which, all else equal, there is no pressure on

inflation in either direction.

This definition of potential output leads to the definition

of the “output gap” as the difference between actual

output and potential output.  Figure 21 shows this idea

diagrammatically.

The value of this idea derives from the empirical observa-

tion that, all else equal, when actual output exceeds

potential output, inflation tends to rise, and when actual

output falls short of potential output, inflation tends to

fall.  Measures of the output gap thus play an important

role in a forward-looking inflation-targeting framework.

Given that measures of actual output are readily availa-

ble, making the output gap concept operational for

monetary policy purposes requires only a measure of

potential output.  However, measuring potential output

is not straightforward.  Potential output cannot be ob-

served directly, but only inferred on the basis of observable

variables.  Moreover, conceptually, potential output should

grow over time, as the economy grows (as suggested by

the upward slope of the line representing potential out-

put in Figure 21).

A number of approaches can be used to measure poten-

tial output.  These include

• structural methods that estimate a production func-

tion for the economy, based on the “factors of

production”: labour, capital, and technology;

• time-series techniques that decompose actual out-

put into a trend component that reflects potential

output, and a cyclical component that reflects the

output gap; and

• using indicators that appear to follow cycles corre-

sponding to the cycles in inflation, such as capacity

utilisation or other ‘business cycle’ measures (exam-

ples shown in Figure 22).

Figu re  21
Ac tua l  ou tpu t ,  po t en t i a l
ou tpu t ,  and  t he  ou tpu t  g ap

Output Gap

Potential Output

Actual Output

Time

20 A more comprehensive discussion of the estimation
of potential output and the output gap and their use
in policy formulation can be found in Conway, Scott
& Claus (2000) “The output gap: measurement,
comparison and assessment”, Reserve Bank Research
Paper #44, forthcoming. 21 Source: RBNZ.
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All these approaches have a number of problems, affect-

ing particular approaches to different degrees.  The

problems include revisions to the observed data (such as

GDP), sensitivity to the addition of new data to the sam-

ple, uncertainty about the statistical assumptions required,

and estimating the level of a given indicator variable that

corresponds to neutral inflation pressure.  As a result, sig-

nificant uncertainty is inherent in all measures of the

output gap.

By looking at the measures based on all these approach-

es, the Bank acquires a sense of the range within which

the actual output gap is likely to lie.  As can be seen in

Figure 23, which shows historical estimates of the output

gap using three different time-series techniques (includ-

ing our preferred “multivariate filter” measure), the range

can be wide.  However, at least over the 1990s, the esti-

mates have tended to move in the same direction.  In

addition, the Bank’s research into the role of these meas-

ures suggests that, all else equal, incorporating them into

policy assessments tends to improve policy outcomes.

The evolution of inflation provides a check on whether

our assessments of spare capacity are about right or not.

A rising inflation rate, for example, suggests, all else equal,

that the output gap was probably positive a few quarters

ago.

In addition, a range of other factors, such as wage costs

and import prices, are also informative about inflation

trends.  Estimates of potential output and the output

gap take their place within a broad inflation-targeting

framework, and are always viewed in context with other

indicators of inflation pressures such as these.  Provided

that they are used in this way, and not accorded spurious

accuracy, they have a valuable role to play.

Monetary policy is about balancing the likelihood of ris-

ing or falling future inflation pressure in the presence of

a range of different uncertainties, including uncertainty

about potential output and the level of the output gap.

Of course, monetary policy is not a one-shot game, and

as information about the current state of the economy is

progressively revealed, policy adjustments can be made

accordingly.  Eight OCR resets a year should be sufficient

to accommodate reassessments of the state of the econ-

omy, including those about the output gap, even when

relevant information is revealed only with lags and with

a degree of uncertainty.

22 Source: RBNZ.  SVAR is a measure based on a
Structural VAR approach; UC is a measure based on
an unobserved-components approach, and MV is a
measure based on a multivariate filter approach.  See
Conway, Scott and Claus (2000) for details.
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As discussed in the previous chapter, current economic con-

ditions in New Zealand feature fairly strong domestic and

trading-partner growth, with some stimulus from the ex-

change rate still evident.  Moreover, pressure on the economy’s

productive resources seems to be emerging, and there are

some signs that inflation is beginning to rise.

Given this starting point, this chapter discusses the Bank’s

outlook for the influences on growth and inflationary pres-

sure over the next three years or so, and a track for monetary

conditions consistent with the maintenance of price stability,

given that outlook.

All economic projections are subject to uncertainty, and the

range of plausible outcomes over the medium term is wide.

The projection presented here is a ‘central’ one: based on

our updated assessment discussed in this and the previous

chapter, the Bank sees the range of plausible outcomes as

likely to lie ‘in the neighbourhood’ of this central projection.

Importantly, the range of plausible outcomes includes a vari-

ety of monetary conditions paths consistent with price stability,

given the influences on inflationary pressure we see

currently.

The projection is also a conditional one: when new or unex-

pected developments happen, incorporating them into the

projection will imply a new track for monetary conditions.

Monetary policy is thus an adaptive process.  OCR decisions

are taken in light of the central projection relevant at the

time, the associated risks to the central outlook, and the pol-

icy options that seem most salient (Chapter 4 discusses these

policy issues in more detail).  Given the Bank’s four regular

Monetary Policy Statements each year in which current eco-

nomic conditions, the outlook, and the level of the OCR are

comprehensively reassessed, plus an additional four OCR re-

views between Statements, there is plenty of scope for

monetary policy to respond to unexpected events.

Domes t i c  g r ow th  ou t l ook
Our updated central projection shows GDP growth running

at an annual rate of around 4 percent per annum over the

next year or so, before falling to between 21/2 and 3 percent

per annum further out.  Annual average growth, as shown in

Figure 24, is projected to be rather higher than 4 percent

over this calendar year, because of the very strong growth in

the second half of 1999.  Given the recent surprisingly strong

growth, we now project a more cyclical growth outlook than

in previous Statements.  In the Bank’s assessment, the stronger

growth has lead to an earlier closure of the negative output

gap than anticipated, with correspondingly weaker growth

prospects – closer to the sustainable rate of growth – indicat-

ed further out.

3 Medium-term macroeconomic
out look

Tab le  5
Trad ing -pa r t ne r  g r ow th  f o r eca s t s ,  ba sed  on  Apr i l  Cons en su s  f o r eca s t s

Country 1998 1999 2000f 2001f

Australia 4.8 4.4 4.1 3.6
United States 4.3 4.1 4.6 3.1
Japan -2.5 0.3 1.0 1.5
United Kingdom 2.2 2.1 3.2 2.7
Germany 2.2 1.5 2.8 2.8
Italy 1.5 1.4 2.7 2.7
France 3.4 2.7 3.7 3.3
China 7.8 7.1 7.4 7.6
Hong Kong -5.1 2.9 5.8 4.6
Indonesia -13.2 0.2 4.2 5.0
Malaysia -7.5 5.4 6.6 6.3
South Korea -5.8 10.7 7.8 6.0
Taiwan 4.6 5.7 6.7 6.1
Thailand -10.2 4.2 5.3 5.2
14 country index 0.8 3.5 4.1 3.5

f = forecast
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The principal influences on this growth profile over the pro-

jection period are continued robust trading-partner growth,

some tailing-off or reversal of the short-lived factors boost-

ing growth in the second half of 1999, and an overall

tightening of monetary conditions in the first part of the pro-

jection period as inflation pressures rise.

Consensus forecasts published in April suggest overall trad-

ing-partner growth of around 4 percent for the next two years

(Table 5).  We expect this strong trading-partner outlook to

continue to provide solid demand for New Zealand exports

and continued improvement in the world prices of NZ com-

modity exports.  It is notable that these updated

trading-partner forecasts show marked upward revisions com-

pared to previous forecasts – an event which has been

recurring for at least a year.  We discuss this issue in more

detail in Chapter 4.

This external outlook is almost as strong as in the mid-1990s.

US and Australian growth, though expected to slow some-

what, is nevertheless forecast to continue at high levels, and

a consolidation of the recovery in European growth is antici-

pated.  Growth in Asian economies outside Japan is now

expected to run at almost pre-crisis levels.  Consensus fore-

casters continue to predict a mild recovery in Japan.

With the strong ‘V-shaped’ recovery in trading-partner growth

following the Asian financial crisis, it appears that spare ca-

pacity in trading partners overall has been almost fully

absorbed.  At this stage, international forecasters still expect

low and stable inflation in New Zealand’s trading partners

over the next few years.  Monetary policy in the majority of

New Zealand’s developed-country trading partners is expect-

ed to continue on a tightening track over the next few quar-

ters.

As already discussed, however, recent data suggest some risk

to this outlook, especially in the US.  Overall, we assess the

risks around these international projections as roughly bal-

anced.  It is too early to tell whether recent international equity

market volatility will persist, or what the effects might be,

but a combination of fragile equity prices and rising inflation

in the US could complicate the management of monetary

policy there considerably.  We discuss this issue further in

Chapter 4.

Given the strong trading-partner outlook, export growth is

expected to continue to underpin growth in the New Zea-

land economy.  The effects of the stimulatory exchange rate

over the past two years or so are being felt on exports, but

this stimulus is projected to diminish gradually over the me-

dium term, as we anticipate a mild appreciation in the

exchange rate over the projection period.

The contribution of pastoral exports growth to the overall

export growth outlook is expected to moderate over the next

few years, after the recovery from drought seen this season.

Production of meat and dairy products in the 1999-2000 sea-

son appears to have returned to ‘normal’ or trend levels, and

a slower rate of growth is thus anticipated going forward.

However, we expect increased farm investment, rebuilding

of herd and flock numbers, and ongoing farm productivity

growth, to support pastoral export growth over the next few

years.

Figu re  24
GDP 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 )

-2

-1

0

1

2

3

4

5

6

7

-2

-1

0

1

2

3

4

5

6

7

1992 1994 1996 1998 2000 2002
Calendar years

% %

Projection

Figu re  25
Qua r t e r l y  r e a l  a g r i cu l t u r a l  and
p r ima ry  f o od  manu f ac tu r i ng
p roduc t i on
( s e a s o n a l l y  a d j u s t e d )

1300

1400

1500

1600

1700

1800

1900

2000

1300

1400

1500

1600

1700

1800

1900

2000

Actual Trend

91/92 $m 91/92 $m

1990 1991 1992 1993 1994 1995 1996 1997 1998 1999

Calendar years



17RESERVE BANK OF NEW ZEALAND:  Monetary Policy Statement,  May 2000

Based on the Treasury’s forecasts prepared for the Budget

Policy Statement, we anticipate that the effect of fiscal policy

on domestic demand growth will not be material.  The Gov-

ernment operating surplus is projected to rise gradually

through the projection period (Figure 26).  This projected grad-

ual rise in the surplus contrasts with the very steep rise seen

from 1993 to 1996, which placed some restraint on domes-

tic demand growth at the time.  At this stage, we have not

incorporated any effect on inflationary pressure from an-

nounced changes in various regulatory policies.

The recovery in the primary sector is also likely to see increased

investment in processing capacity, especially in the forestry

industry where the supply of logs will increase dramatically

over the next few years.

Steady consumption growth and strong investment growth

is reflected in fairly robust projected growth of imports over

the next two to three years as a whole, with a continuation

of the trend rise in the import penetration ratio evident for

the past two decades.  Despite the exchange rate remaining

low for the past two years or so (albeit with less passthrough

into domestic import prices than historical experience might

have suggested), little effect on the penetration ratio has been

evident thus far.  Over the next few quarters (and abstracting

from the frigate import in the December quarter), however,

we expect some softening in import growth.  This mainly

reflects that Y2K is no longer a motivation for computer (as

well as other) imports, and the tailing-off of the step-up in

car imports following the removal of tariffs.

We anticipate that strong export growth and near-term sof-

tening of import growth will lead to a marked reduction in

the current account deficit over the coming year.  We also

expect some contribution to the reduction in the deficit from

a rise in the world prices of New Zealand commodity exports

with trading-partner growth, and from some unwinding of

the rise in international oil prices through last year.  Over

most of the projection period, we project the current account

deficit to run at around 5 percent of GDP, a rather smaller

deficit than has prevailed recently.
23 Historical source: The Treasury.  Adjusted by the RBNZ

over the projection period.

The strengthening economy, reduced unemployment and in-

creased rural incomes are projected to lead to steady growth

in household consumption over the next few years.  Howev-

er, we expect the weakness in the housing market to persist

over the medium term, as net migration is projected to re-

main weak (albeit returning to positive levels – Figure 27),

and as interest rates are projected to rise.  The limited gains

in house prices projected, and the already-high stock of house-

hold debt, are expected to temper rapid consumption and

residential investment growth.  The household savings rate is

projected to remain at roughly its current low levels.

We expect business investment growth to pick up and re-

main fairly strong over the medium term, as firms invest in

capacity to meet the increased demand for their products.
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Medium- te rm  in f l a t i ona ry
p re s su re  and  mone ta ry
cond i t i ons  p ro j ec t i on
The overall growth projection discussed above is close to the

anticipated rate of expansion of the economy’s supply capac-

ity over this calendar year.  As explained in the previous

chapter, there is evidence that part of the strong growth in

the second half of last year was fairly short-lived, and indica-

tor information for the first few months of this year suggests

rather milder growth rates currently.  We project the rate of

potential output growth to pick up to about 3 percent per

annum, as a return to net immigration and a gradually rising

participation rate expand the labour force, and as strong

business investment and ongoing technological improvements

boost productivity.

Reflecting these projections for actual and potential growth,

the mildly positive output gap we see currently is not expect-

ed to rise materially over the coming year.  This is consistent

with the leading indicators of the output gap shown in Box 1

in the previous chapter.  Further out, the output gap is pro-

jected to close gradually, reflecting projected growth running

slightly below the potential rate (which, as noted, itself rises

a little through the period).

This expected gradual slowing of growth and closure of the

positive output gap is conditional on a projected continued

tightening of monetary conditions.   Based on the informa-

tion available at this stage, it seems likely that domestic

inflation pressure would rise persistently in the absence of

the tightening.  Indeed, given our assessment, discussed in

the previous chapter, that a positive output gap has emerged

in the economy a little faster than anticipated in the March

Statement, the risk of domestic inflation rising over the me-

dium term now seems greater than in March.

However, we do not currently see demand and inflationary

pressures over the projection period as likely to become ex-

treme.  In particular, we project that those pressures will be

rather weaker than in the mid-1990s, suggesting that, given

the price stability target, less monetary restraint than seen in

that period is likely to be required over the next two to three

years.  Currently-projected peaks in interest rates and in the

exchange rate are rather lower than the peaks seen in the

previous upswing.

Based on the assessment discussed in this and the previous

chapter, 90-day interest rates are assumed to continue rising,

peaking at around 71/2 percent within the projection period,

and reaching that level by the first half of calendar 2001.

This rise in interest rates is projected to put a mild degree of

restraint on demand, particularly on household expenditure.

The TWI is assumed to appreciate gradually through the pe-

riod, reaching a level of around 59 by the end of 2001, and

gradually removing this source of stimulus from the tradea-

bles sector.  This assumed TWI track is similar to the March

Statement track, while the 90-day interest rate track is 25 to

50 basis points higher on average through the period.

The milder projected appreciation of the TWI over the projec-

tion period compared to the 1993-96 appreciation is

consistent with the quite different outlook for interest rates:

the much smaller interest rate differential that exists current-

ly between New Zealand and overseas interest rates is

expected to persist.  Forward interest rate contracts currently

suggest an expected peak in US short-term interest rates of

around 7 percent in this cycle, some 100 basis points higher

than the previous peak in the US.  As noted, we currently

project New Zealand short-term interest rates to peak a little

higher than this, but still at least 250 basis points lower than

the previous peak in New Zealand.  Overall, the peak interest

rate differential is currently expected to be some 350 basis

points lower than in the previous upswing.

Conditional on the assessment in this and the previous chap-

ter, and on the assumed monetary conditions track, our

inflation projection shows annual CPI inflation running at

between 11/2 and 2 percent per annum over the next three

years or so – close to the midpoint of the target range, and

consistent with price stability.  Over the early part of the pro-

jection period (the first year or so), the CPI inflation projection

is also influenced by import price movements, and in particu-

lar, an expected gradual fall in international oil prices and the

appreciation of the exchange rate.  International oil prices

have already fallen substantially from their highs reached last

year, and forward prices indicate an expectation in the com-

modity markets that oil prices will continue to fall gradually.

The Bank’s interpretation of recent developments discussed

in Chapter 2, and the medium-term projection discussed in

this chapter, are obviously subject to some risk.  The next

chapter elaborates on the important risks to the inflation

outlook apparent at this point, along with the more impor-

tant policy issues relevant to the Bank’s OCR decision

supported by this Statement.
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Po l i cy  imp lemen ta t i on
Recent economic developments have given the Bank confi-

dence that the OCR rises since November 1999 have been

justified.  Monetary conditions have become less stimulatory

as the economy has gathered momentum.  Our projections

suggest that the economy will continue to expand at a rate

that will place modest upward pressure on inflation over much

of the projection period.  For this reason, monetary condi-

tions are projected to continue to tighten, to ensure that

inflation remains low and reasonably stable, and that the

growth is prolonged.

However, many of the uncertainties outlined in March re-

garding the medium-term outlook remain salient, and will

be so for some time yet.  In broad terms, these uncertainties

include assessments of:

• the momentum in the domestic economy;

• likely developments in the global economy, including

equity prices in our trading partners;

• exchange rate developments and their implications for

monetary policy;

• the degree of excess demand in the economy;

• the degree of stimulus or restraint monetary conditions

are providing the economy; and

• how best to balance interest rate and inflation variability.

Although recent OCR moves appear timely, the future path

for monetary policy remains open to many influences. In ad-

dition, given a particular economic outlook and the risks

associated with it, there are a variety of paths for short-term

interest rates consistent with the maintenance of medium-

term price stability.

Monetary policy decisions thus boil down to deciding how

much to move the OCR and when. Some relevant considera-

tions include the risk of breaches of the inflation target range,

the frequency and average size of OCR moves, and the desir-

ability of policy evolving in a consistent and reasonably

predictable direction.  A very important factor in these con-

siderations is uncertainty, which tends to imply caution.

However, the desire to be cautious must be balanced against

the risk of making policy adjustments ‘too little, too late’,

and hence accentuating business cycle fluctuations rather than

moderating them.

The Bank makes policy decisions adaptively, reflecting the

uncertain world. As new information comes to hand, the Bank

periodically reassesses the appropriateness of the OCR set-

ting for maintaining price stability. This implementation

strategy was outlined in February 1999 when the move to an

OCR regime was first announced, with the details reproduced

in Box 2 (overleaf).

The  p ro spec t  o f  mo re
subdued  in f l a t i on  p re s su re
Our central projection features a stronger performance of

the externally-exposed sectors of the economy (ie those ex-

porting or competing with imports) compared to those sectors

more reliant on domestic spending (ie residential investment

and consumption).  Such an outlook implies an expansion in

net exports and a reasonably quick decline in the current ac-

count deficit.  Key factors leading to this view include the

robust trading-partner outlook and current stimulus from the

exchange rate, at the same time as a reduced household ap-

petite for debt, a slowdown in residential construction

following the surge in 1999, and less domestic spending

‘catch-up.’

The implications of such a pattern of growth for inflationary

pressure are unclear at this stage.  As seen in the United States

at present and New Zealand in the mid-1990s, household

wealth perceptions – due to strongly rising domestic asset

prices – can be a key component in sustaining demand and

persistent consumer price inflation pressures.  However, as

noted in Chapter 2, New Zealand asset prices, at present at

least, are showing little movement.  If, as the current up-

swing unfolds, asset price inflation remains subdued, those

persistent inflation pressures may be relatively weak, thus

warranting less monetary tightening than otherwise.

In addition, this projection includes a robust international

growth performance. As Figure 28 (overleaf) shows, Consen-

sus projections for trading partner economic growth over

calendar 2000 have been steadily increasing since early 1999.

The question remains, will Consensus predictions overshoot

the mark, and if so, when?

4 Pol icy  i ssues
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Box  2
Mone t a r y  po l i c y
imp lemen ta t i on :  changes  t o
ope ra t i ng  p r ocedu re s
Extract from press release, Reserve Bank of New Zealand,

8 February 1999

The Official Cash Rate will be reviewed at approximately

six-weekly intervals. Six-weekly review is broadly in line

with the practice in other central banks, where key poli-

cy-making bodies typically meet either monthly (for

example, Australia, the United Kingdom) or six-weekly (the

United States).

Full economic and inflation projections will continue to

be done each quarter. These will, as at present, be pub-

lished in our Monetary Policy Statements.  In each

Monetary Policy Statement, both the Official Cash Rate

for the coming period and the date of the next review will

be announced – that review will be approximately half-

way to the next Monetary Policy Statement.

Any change at one of the intra-quarter reviews will be

announced in an explanatory statement, which will be

released at 9am on a Wednesday.  At this stage, we en-

visage that the quarterly reviews, with the transparency

and discipline that the formal projections process helps

provide, will be the main opportunity for substantial

changes in the stance of policy.

However, the intra-quarter review will allow us to react to

major surprises in the data that have come out since the

previous published projections. It will also, for example,

give us the ability to adjust the Official Cash Rate gradu-

ally if we are uncertain about the strength of emerging

trends, the durability of recent exchange rate changes, or

the like.

Adjustments to the Official Cash Rate will be made in

multiples of 25 basis points. The Reserve Bank will, of

course, reserve the right to make unscheduled adjustments

to the Official Cash Rate, but this facility would be used

only in clearly exceptional circumstances.

On a number of occasions, the Bank has cited the risk of a

sharp correction in United States equity prices damaging pros-

pects for the global trade environment and New Zealand

exports.  Given the recent gyrations in equity prices, some

caution surrounding the persistently upgraded Consensus view

on trading-partner economic performance may be called for.

In addition, signs of slower growth are beginning to emerge

in Australia and considerable uncertainty exists about how

the imminent introduction of GST and the Sydney Olympics

are affecting current and expected activity levels. Finally, in

the absence of a ‘self-induced’ slowdown in these econo-

mies, the monetary authorities there may well need to apply

more monetary restraint to contain emerging inflation pres-

sures.

The  r i sk  o f  h i ghe r  i n f l a t i on
and  a  r epea t  o f  h i s t o r y
The reasonably benign inflation outlook in this projection re-

mains conjecture.  In fact, the evidence to date suggests that

the current expansion is unfolding in a fashion rather similar

to the early-1990s experience.  Similarities exist with regard

to the pace of the recovery, domestic and net-export spend-

ing patterns, and the level of real monetary conditions

currently.  In addition, the economy has recovered from a

shorter recession, with less spare capacity in the labour force

in particular, and with fiscal policy not likely to provide the

same restraint on demand as it did in the early-1990s.  Net

migration, though still negative, appears to have turned

around, and in the past, cyclical upturns in net immigration

Figu re  28
Cons en su s  p r o j ec t i on s  o f  t r ad ing -
pa r t ne r  g r ow th  f o r  c a l enda r  2000
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have coincided with sizeable economic upswings.  In this re-

gard, it may not be just the level of net immigration that

matters for demand pressures, but also the swings.  For ex-

ample, if current building intentions were based on, say,

continued net emigration of 10,000 people per annum, and

in the event only a net 5,000 people departed, building ac-

tivity would have to increase so as to meet the unexpected

demand.

Meanwhile, the trade-weighted exchange rate has remained

at a low level, adding demand stimulus to the export and

import-competing sectors of the economy. As always, what

lies behind the low exchange rate must be considered when

assessing the implications for inflation pressures.  For exam-

ple, to the extent that the 1998 decline in the exchange rate

in part offset the fall in the world prices of New Zealand’s

commodity exports and the negative impact of the Asian fi-

nancial crisis, monetary policy did not have to respond.

However, as the domestic economy recovers, along with the

growth in New Zealand’s trading partners and commodity

prices, a continued low exchange rate may eventually neces-

sitate higher-than-otherwise interest rates.

A ba lanced  in f l a t i on  ou t l ook
Given the low inflation environment at present, and the many

uncertainties that exist with regard to the outlook, we see

the risks to the inflation outlook as being roughly balanced.

This view, of course, is predicated on a projected modest tight-

ening in monetary conditions beyond this point.

Just as there are risks of lower-than-expected inflation, it is

also clear that risks of higher-than-expected inflation exist.

Assessed with the benefit of hindsight, monetary policy re-

sponded too slowly to the recovery in the early 1990s, leading

to an eventual build-up of considerable inflation pressure.

The Bank certainly wants to avoid a repeat of these events.

Equally, though, we do not want to ‘fight the last battle.’

The OCR moves since November have been substantial and

quite rapid.  The magnitude of the effects of interest rate

rises on domestic spending – given the greater household

debt-load in this upswing – is unclear and has not yet had

time to become apparent.  Moreover, given the volatile na-

ture of economic data in a small, open economy, it seems

sensible for policy not to be unduly reactive to surprises in

single pieces of data.  As usual, the Bank will remain vigilant

and respond to any changing inflation pressures.
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Appendix  1
Chronology

Listed below are recent events of particular relevance to monetary policy and inflation.

2000

15 March: The Reserve Bank released its twenty-fifth Monetary Policy Statement.  The news release accompanying the

Statement is reproduced in Appendix 2.

27 March: Production GDP figures were released showing that the New Zealand economy grew 2.2 percent in the

December 1999 quarter.

17 April: CPI statistics were released for the March quarter, showing that the CPI increased by 0.7 percent over the

quarter.  The price stability target measure, as calculated by Statistics New Zealand, was 1.7 percent for the

year to March 2000.

19 April: The Reserve Bank raised the Official Cash Rate by 25 basis points to 6 percent. The accompanying news

release 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.

OCR ra i s ed  t o  5 .75  pe rcen t
1 5  M a rc h  2 0 0 0

The Reserve Bank today increased the Official Cash Rate (OCR) from 5.25 percent to 5.75 percent with the release of the

March 2000 Monetary Policy Statement.

Reserve Bank Governor Don Brash said: “Even after today’s adjustment to the OCR, we see monetary conditions as providing

stimulus to the economy, though less than previously.  Today’s announcement reflects the fact that the economy has been

growing since the middle of 1998, to the point where, in our judgement, the spare capacity evident over the past two years

or so has been almost completely used up.

“Inflation presents no immediate threat.  Indeed, recent surprisingly low inflation data raise the possibility that the onset of

inflationary pressures may be weaker, or more delayed, than earlier experience would suggest.  But the downward pressure on

inflation from surplus productive capacity in the economy has now all but gone.  Were monetary conditions to remain as

stimulatory as in recent months, the risk of inflation becoming a problem would increase, and potentially require more marked

increases in the OCR later on.

“In that sense, today’s action is fully consistent with the recent amendment to the Policy Targets Agreement, which requires

the Bank to “avoid unnecessary instability in output, interest rates and the exchange rate”.  In other words, moderate action

now reduces the risk of having to take more vigorous action later.

“Looking further ahead, there is considerable uncertainty as to how much the strong economic growth that we expect –

supported by robust demand from our trading partners, a low exchange rate, and a recovery from two years of drought – will

eventually flow through into inflationary pressure.  Our current projections suggest that monetary policy will need to restrain

demand somewhat over the next two years, although less so than at this stage of previous business cycles.  Whether we will

actually need more or less tightening than that depends on how the economy develops compared to what we now project.

“One important issue will be how the exchange rate evolves, and why.  If the exchange rate remains at a low level because of

weak commodity prices, for example, there may be no need to adjust monetary policy.  But if the exchange rate remains low

despite improving commodity prices, then overall demand pressures may grow, and may require more tightening in monetary

policy than now projected.  At the moment the Bank is reserving its judgement on this,” Dr Brash concluded.

OCR se t  a t  6  pe rcen t
1 9  A p r i l  2 0 0 0

The Reserve Bank today increased the Official Cash Rate (OCR) by 0.25 percent to 6 percent.

This increase came with the Reserve Bank’s scheduled April OCR review.

Reserve Bank Governor Don Brash said today, “The risks of rising inflation are gradually increasing.  The New Zealand econo-

my has now been growing robustly for almost two years, supported by trading partner economic growth and stimulatory

Appendix  2
Reserve  Bank s ta tements  on  monetary
pol icy
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monetary conditions.  Locally, the December quarter GDP numbers confirmed that the economy grew strongly in the second

half of last year. That growth was broadly based, although boosted by the agricultural sector’s recovery from two serious

droughts.

“Taken as a whole, recent indications are that growth prospects here and abroad remain at least as strong as we expected last

month, and that the economy’s surplus capacity appears to have been more or less exhausted.

“The Reserve Bank has been gradually raising the OCR over the last six months or so.  These moves have been consistent with

our own projections – reaffirmed most recently in the March Monetary Policy Statement – suggesting that firmer monetary

conditions will be needed if we are to give ourselves the best chance of solid growth continuing without inflation problems

emerging.  Today’s move should be seen in this light.

“Sharemarkets internationally have been quite volatile.  At this stage, financial markets appear to have taken the view that

global growth and inflation prospects have not been materially adversely affected and continue to expect further increases in

official interest rates in most major economies over the next few months.  But naturally we will continue to monitor these

international markets closely,” Dr Brash concluded.

The next scheduled OCR announcement will be on 17 May with the release of the May Monetary Policy Statement.
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Appendix  4
Notes  to  the  tab les
CPI Consumers Price Index

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 against the currencies of Australia, Japan, the United
States, and the United Kingdom, and against the euro.

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.   Def ined as :  { (R90day-R 0)  + (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 prior to June quarter 1999, and less
the CPI thereafter, adjusted for interest and section prices for the
September 1999 to June 2000 quarters inclusive.  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 (euro-
zone proxied by Germany), 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.
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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.

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

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.
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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.

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.




