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1. Overview and policy assessment

Monetary conditions have now eased for sixin real wages. The one-off gains from the de-
consecutive quarters as prospective inflationmutualisation of AMP and the announced tariff
pressures have gradually dissipated. Monetarguts are also likely to stimulate consumer spend-
conditions are projected to continue to ease untiing.  Simultaneously, the significant
around mid-1999, albeit at a more modest pacelepreciation of the New Zealand dollar has
than over recent quarters. The more subduedreatly enhanced the competitiveness of New
pace of the projected easing reflects the manyealand exports, and will be coupled with a
uncertainties about the path of inflation over pick-up in international demand in 1999. The
the policy-relevant period, especially given the expansionary stance of fiscal policy, as well as
recent significant loosening in monetary con-the easing in the stance of monetary policy over
ditions. A level of monetary conditions of the past year or so, are both expected to boost
around 350 on the Monetary Conditions Indexactivity. Overall, economic activity is project-
(MCI) is now viewed as appropriate, a decreaseed to accelerate over 1999, with the economy
of 150 points from the index level announced expected to have absorbed any spare capacity
in the MarchEconomic Projections by late that year.

The Bank’s near-term outlook for the econo- Several factors, such as the removal of tariffs
my is similar to that presented in March, on motor cars and weaker world oil prices, are
including a subdued international outlook, weakexpected to temporarily lower measured CPI
world commodity prices, and restrained domes-inflation over 1998 and into 1999. Around mid-
tic spending. Developments since March havel999, inflation is expected to return to its
led to a slightly longer period over which the underlying trend as these temporary effects drop
economy is projected to operate below capaciout. As the forecast recovery continues, do-
ty. Increased business uncertainty, rising costsnestic price pressures can also be expected to
of capital, and reduced domestic demand apemerge. It is in anticipation of these factors
pear to be delaying long-term investment plansthat monetary conditions are projected to be-
Consumer spending intentions also appear t@in tightening, albeit modestly, from mid-1999
have been set back by rising unemploymentonward.
weakening house price expectations, and a high
household debt burden. Considerable uncertainties remain with these
projections. Stronger inflation could be expect-
Internationally, the largest adjustment to oured in the short term if importer margins cease
projections since March has been the substandeclining, or if world prices are not as subdued
tial downgrade of growth prospects in Japan.as expected. Households may also respond
For most of the rest of Asia, the views of inter- more positively than forecast to the forthcom-
national forecasters appear to be converging oting tax cuts and AMP demutualisation. These
a uniformly weak outlook. Outside of the Asian uncertainties could be offset by a weaker out-
region, European growth prospects have genlook for the global economy, especially in the
erally improved, while for the United States and United States and Australia, as well as more
Australia, growth is projected to continue at asubdued domestic consumption if the housing
steady pace. Overall, the near-term outlook formarket turns down more sharply than allowed
demand in New Zealand’s major export mar-for. Itis precisely because of uncertainties such
kets is expected to be relatively weak, butas these that monetary policy aims for inflation
improving beyond 1998. outcomes near the centre of the target range.

. / e
Despite the subdued short-term outlook, eco- /
: Notr 7 o

nomic activity is projected to pick up in the

second half of 1998 and in 1999. Household —_—
disposable income trends remain favourable Donald T Brash
with a substantial tax cut bolstering increasesGovernor
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Table 1

Summary of economic projections

(Annual percentage changes, unless specified otherwise)

March year

Price measures
CPIX

Wages
Import prices
Export prices

Monetary conditions
Nominal MCI (March quarter level)
90-day rate (March quarter level)
TWI (March quarter level)

Output

GDP (production)
GDP (production, year average)
Output gap (year average)

Key balances

Government operating balance (% of GDP)
Current account balance (% of GDP)

Terms of Trade (year average)
Unemployment rate (year average level)
Household savings rate (year average level)

World economy

Industrial production (year average)
World CPI inflation

Quarterly projections

Actuals

1997

2.0

4.0
-4.6
-6.3

956
7.5
68.4

1.6
2.7
0.8

2.0
-4.7
-0.9

6.2

1.4

2.5
2.3

Dec-97

(quarterly percentage changes, unless specified otherwise)

CPIX

Nominal MCI (level)
GDP (production, seasonally adjusted)

e = estimate

0.5
656
0.5
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Projections
2000

1998e 1999

1.7 1.4
2.9 2.8
6.5 1.6
5.5 4.9
550 225
8.9 8.0
61.2 58.5
2.7 3.0
2.5 2.2
-0.4 -1.7
2.7 1.4
-8.2 -7.8
-1.4 1.7
6.8 7.5
1.0 3.2
3.7 1.3
2.6 1.7

Mar-98 Jun-98

0.3 0.2
550 375
0.2 0.4

1.8

2.9
-1.9
0.1

225

6.

8

59.8

4.3

4.
-0.

0
3

1.7
-5.8

2

9

6.8

3.

2.2

Sep-98

0.4
350

3.5

4

0.7

2001

15

2.8
-1.8
-2.0

450
7.5
61.8

2.9
3.5
0.7

2.3
-5.5
0.3
5.9
3.4

2.8
2.2

Dec-98

0.4
275

1.0



2. Explaining the Monetary Conditions Index

Gauging the overall stance of rate will tend to stimulate export demand and
monetary policy redirect spending away from imports and to-

In New Zealand, monetary policy affects eco_wards domestic goods and services, while lower
nomic activity ,and inflation through both interest rates will tend to stimulate consumer

interest rates and the exchange rate. This ié‘”d business spending. These effects on spend-

typical of any economy whose financial mar- Ing are regarded as bemg the most important
for changes in the medium-term outlook for

kets are open to the world. Movements in, fati The MCI. theref d t tak
domestic interest rates and the exchange ratl!aHon- € | nersiors, Boes not iaie

will be closely intertwined and linked to cur- mr'][o fl::couqt the :nor(ihdlrg;tl,.bflljtt.essentnallgl
rent and prospective interest rate developmentg ort-term, impact on the inflation rate o
abroad. Moreover, with the economy open to

changes in the exchange rate or interest rates.
international trade, movements in both interest

rates and the exchange rate will affect economiJ 'he Bgr:k estlmate? t[h"’}t’ op g\:eragf, at 10(; ba-
activity and inflation. sis point movement in ‘real’ interest rates has

approximately twice the impact on aggregate
For many purposes, it is useful to consider thefeconomlc activity as a 1 percent change in the

interest rate and exchange rate channels O{eal exchznge rat;fn th'ib‘zs's’ the ?A_CI 'S
monetary policy separately. The Bank’s pro_constructe as a 2:1 weighted sum of interest

jections, for example, are based on explicitrate and exchange rate changes. This 2:1 ratio

tracks for interest rates and the trade-weightedS hsllghtlly I_ovvler than is found_ na nur:nbeerf
exchange rate (TWI). The particular tracks ©t Ie_:r reCatlveé/ opendecsonorgles, su;:l as Aus-
shown, however, represent just one possibléra 'a, Lanada, an weden, reflecting a

combination out of many that would be con- relatively smaller sensitivity of activity to ex-
sistent with achieving the Bank’s inflation change rate movements in those countries.

target. The particular combination of interest L _
'Ehe 2:1 ratio is by no means precise. The

rates and the exchange rate which eventuate i 8 o
is determined in financial markets. both hereeconometrlc estimates that the ratio is based on

and abroad, and will reflect new information are subject to uncertainty, and results vary ac-

and shifting assessments regarding the outIooI?or_dlng to the estimation mgthod, Sa”?p'e
for the New Zealand and world economies. period, and so on. Moreover, it is recognised

that even if the 2:1 ratio is reasonable on aver-

To help judge whether different combinations age, the correct ratio may well vary over the

of interest rates and the exchange rate are corfourse of a business cycle.
sistent with achieving the inflation target,
particularly in the periods between the Bank’s
published economic projections, it is useful to

have a summary measure of the overall stanc o
allow for the sharp appreciation of the New

of monetary policy. This is what the Monetary ' ) ;
Zealand dollar against several Asian currencies

Conditions Index (MCI) provides. The MCI o _ .
also provides a means of signalling the Bank'sCVer the past year. This issue was discussed in

view of the appropriate stance of policy, but the MarchEconomic Projections Of course,

without taking a specific view on either inter- the same _type of question can be raised with
est rates or the exchange rate regard to interest rates. For example, the use

of the 90-day bank bill rate in the MCI may
also be misleading to the extent that a rising

Concerns have been expressed that the use of
the TWI measure of the exchange rate in the
Cl may be misleading insofar as it does not

There are a number of possible ways of con
structing an MCI. The Bank’s MCI weights
interest rate and exchange rate movements in  ‘Real interest rates are defined as nominal interest rates
proportion to their estimated average effects on A4St o ecer o exectd aton, wie e real

spending in the economy. A lower exchange adjusted for inflation differentials between New Zealand and
its major trading partners.

ReservEBANK oF NEw ZEALAND: Monetary Policy Statement 5



proportion of household mortgages are now atand inflation prospects. Thus, markets have
fixed, rather than floating, rates (see section 6)generally anticipated that the next step in mon-
etary policy would be in the direction of easing
Given these sorts of uncertainties about the preeonditions by more than had previously been
cision of the weights used in the MCI, it would indicated. By and large, markets have correct-
not be sensible for the Bank to try, throughoutly anticipated how the Bank’s projections and
each quarter, to hold actual monetary conditiongolicy assessment would be affected by new
extremely close to the level indicated as approinformation. Typically, therefore, the Bank’s
priate at the beginning of the quarter. Partlyquarterly resets of desired monetary conditions
for this reason, the Bank has allowed considerhave involved catching up to where markets
able scope for actual monetary conditions tohave already moved actual monetary conditions
vary in the period between projections. (see Figure 3). This tendency for markets to
successfully anticipate the Bank's reassessment
of appropriate conditions reflects the fact that
The evolution of monetary both the Bank and the markets share essential-
conditions ly the same information, and that the Bank’s

Since late 1996, monetary conditions, measure((,fommItment and approach to inflation target-

in terms of the MCI, have eased progressivel))ng are transparent and well understood.

as pressures on medium-term inflation havelt hould also be st dthat althouah the MCI
waned. In general, actual monetary conditions should aiso esresge _ a 6_1 oughthe )
s useful between projections, it does not obvi-

have tended to fall below the level indicated inI

the Bank’s quarterly projections as <';1ppropriate;"lte tlhef need ftor prOJe(C:jt_ltc_)ns. (;I’he agpropr[;te
for meeting the inflation target. On several evel of monetary condilions depends on the

occasions this has generated tension as marke?éogpectlve extent of inflation pressures. These
have tested the Bank’s tolerance of deviations2'€ influenced by short-term interest rates and

or as the Bank has sought to put the brakes 0H1e exchange rate, but also.by .a ho.st of other
further easing of conditions. factors. The role of the projections is to take

account of all these factors. As these factors

The tendency for financial markets to ease con-leaOI to a change in prospective inflation pres-

ditions more rapidly than indicated in the surqsz the gpproprlate level of monetary
Bank’s projections stems largely from the fact conditions will also change.

that financial markets reassess the outlook for_.

the economy and monetary policy on a contin—F'gure 3 _

uous basis, while the Bank makes a formaIACtual and desired MClI
reassessment only quarterly. Consequently, Index Index
markets are inevitably in the business of antic- | 00
ipating the Bank’s next policy move. In such %%
circumstances, they will naturally take into ac- 9%°
count the Bank’s own projections of the 800/
direction that monetary conditions are likely to 700+
be going over time. In addition, markets will 600
adjust interest rates and the exchange rate onsoo;  —DPesired MCI
the basis of new information on economic de- 400 L 400
velopments, well before the Bank formally 300 ‘ : : : : 300
incorporates this information into its quarterly ~ ©°9 Jan97 May-97 Aug-97 Dec-97  Mar-98
projections.

r 1000
+ 900
+ 800
r 700

— Actual MCI + 600

+ 500

Over the past year, new information on New
Zealand'’s external economic environment has
led to a progressive shading down of growth
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The mix of interest rates and the gence of the Asian financial crisis. The sharp
exchange rate deterioration in East Asian economic prospects

Since October 1996, monetary conditions havera'seoI the likelihood of a more pronounced

eased by more than 700 index points. Througf?low'ng of growth and inflation pressures in the

the first part of the easing phase, which IastecJ\rl]eW Zealand ecor;gmy. Thll\ls mzturr;, wgplled
until mid-1997, most of the 300 point easing oft at monetary conditions in New zealand were

conditions took place through declining short- Ilkely to ease sooner and to_a greater extent than
term interest rates. In the period from earlyprevIOUSIy anticipated. This prospect, togeth-
July 1997 through to early May this year, mon- &7 With ewplgncg of an increasing current
etary conditions eased by a further 400 index@ccount deficit, raised financial market percep-
points or so. In contrast with the earlier peri-
od, however, the easing of conditions involved

tions of a near-term risk of a significant

depreciation of the New Zealand dollar. With

a sharp fall in the TWI exchange rate (by overoPeN capital markets, t.he |n9rea§ed currency
risk has been reflected in a widening of short-

12 percent) together with a rise in short-termt int t rate diff tial the United
interest rates (by a little over 200 basis points). erminterestrate ! erentials vgrsu§ ? nite
States and Australia. Such a widening in short-

Thus, for the full period from October 1996 to ) giff ials has b furth
early May this year, essentially all of the eas-(SMM Interest rate diflerentials has been further
supported by the Bank’s unwillingness to ac-

ing of monetary conditions came about through )
ommodate the speed of easing of monetary

a depreciation of the New Zealand dollar (seeC . .
conditions implied by the exchange rate depre-

Figure 4). .
ciation. In due course, however, as markets
Figure 4 begin to sense that the New Zealand dollar has
90-day interest rates and the TWI f[roughed, or is less I|.kely tp fall much further,
interest rate differentials will tend to fall, lead-
om % oo  ingtolower New Zealand interest rates.
68 | 95 o :
o0 The marked shift in the mix of monetary con-
%81 . ditions has, in the Bank's view, shown the value
641 | 60 of using the MCI. Because monetary policy
621 7'5 works through both interest rates and the ex-
60 ’ \ change rate, the Bank could not take a view of
s | ZTWI (LHS) 7 the appropriate level of interest rates without
— 90-day Bank bill rate (RHS) ©-> also considering what was happening to the
56 - . . . . . 6.0 . .
OCtO6 Jan97 Apro7 Jul97 Octo7 Jan9s Apro exchange rate. Nor could it take a view of the
Weekly data appropriate level of the exchange rate without

taking interest rate changes into account. The
The fact that a substantial portion of the easingMIC| provides a simple and transparent
of conditions has been in the form of currencymethod for taking both interest rates and the
depreciation is perhaps not surprising. Muchexchange rate into account, while keeping the
of the firming of monetary conditions over the Bank and financial markets focused on the over-
1993-96 period came through a marked appreall level of conditions relevant to the
ciation of the New Zealand dollar, to a level medium-term inflation outlook.
well above any reasonable assessment of its
longer-term equilibrium value. Sooner or lat-
er, a significant reversal of the earlier run-up in
the currency was, therefore, almost certain.

A key trigger for the slide in the currency, and
the pronounced shift in the mix of conditions
since July 1997, appears to have been the emer-

ReservEBANK oF NEw ZEALAND: Monetary Policy Statement 7



3. Demand influences

World outlook and exports based on our view that events in Asia would
lead to a significant deterioration in the world
Overview outlook, but that the speed of events would take

The outlook for world growth remains weak tlme to be mclorporated fully into thg average
view reported ifConsensus Forecastk is now

over 1998, although a pick-up is anticipated in X i
1999 and 2000. Prospects at the regional IeVerleasonable to assume that international forecast-

continue to be disparate. The Asian economiegrs.ha\(e all had sufficient time to adjust their
are expected to struggle, with the outlook forprOJectlons.

Japan having deteriorated sharply in recent . . . .
months. In contrast, the United States remainsOn ? rdeglonal b(;iS'.S’ Japan ha§ received tthefblg—
buoyant with growth rates that will keep the gest downgrade In economic prospects for

economy near capacity. The growth prospectslggs' Industrial production is now expected

for other key trading partners, such as Europeto dgclmg .by 3fp2ercent dltmng 19.9? (]? dov;/r:]—

and Australia, also remain positive. ward revision c_) pgrcgn age ponts from the
MarchEconomic Projectiorjs Weak consum-

Our projection for exports reflects the cyclical er and business confidence, linked to s'_[ructural
concerns about the economy, especially the

nature of world demand, resulting in lower ex- banki ‘ ted t il privat
port growth over the near term, but a recovery, anking sector, are expected fo curtall private

in exports over 1999 and 2000. Improved Com_household spending and constrain investment.

petitiveness resulting from the fall in the real lE rerponse o (t;hls negatlvte outlook fo(; Japé:;: '
exchange rate will also contribute to a more € Japanese Lovernment announced another

positive outlook for exports, although growth stiml_JIatory fiscal pacl_<age inAp_r Il. The effects
prospects will vary across sectors. of this package remain uncgrtaln. The putlook

for the bulk of the other Asian economies has
stabilised around a very weak profile. Overall,
World outlook Consensus Forecastid not project a rapid
recovery in the economies most affected, al-
though they did expect to see moderate growth
towards the turn of the century.

Based onConsensus Forecastannual aver-
age growth in a 14-counttymeasure of
industrial production is expected to slow from

4 percent in 1997 to rates of around 1.4 and 3brospects for the rest of the world are positive.

percent over galendar 1998 and 1999, r(_:.‘Sloec(_Browth in the United States remains strong,
tively. Relative to the Marcltconomic

T o although mounting inflation pressures may pre-
Projections,these projections show a weaker . . . . :

: cipitate a tightening of monetary policy. The
environment for exports over the current year,

but a more pronounced pick-up subseauentl consensus projections are for the US economy
P P P 9 y'to moderate over 1998. Similarly, the Austral-

. . ian economy is projected to continue growin
In forming our view of world growth, we have Y 1S proje 9 9
at, or near, its capacity, bolstered by consump-

taken the mean of tHeéonsensus Forecast$ ; . )
tion and business investment. However, the

industrial production in 14 countries, rather than. o L .
. . impact of Asia is taking its toll on business con-
the subset of pessimists as in our Decembe

o : idence there, as has the recent labour unrest.
1997 and March 1998 projectiohd.he previ- )
. s The overall outlook for Europe is favourable,
ous decision to use a subset of pessimists was. L .
with uncertainties surrounding the monetary

union starting to dissipate.

3 The 14-country measure comprises Australia, China, France,
Germany, Hong Kong SAR, Indonesia, Italy, Japan,
Malaysia, South Korea, Taiwan, Thailand, United Kingdom, EXport grOWth

and the United States. Over the coming year, export growth is pro-
4 The ‘pessimist’ subset was a simple arithmetic average °f'ected to deteriorate in the face of the weaker

the three reputable forecasters projecting the lowest growt .
in each country. world growth outlook. The worsening outlook

8 ReservEBANK oF NEw ZEALAND: Monetary Policy Statement



for Japan, our second largest export market, ilNew Zealand’s terms of trade are projected to

of particular concern. World prices are also

improve modestly over the period, following

projected to remain weak over the coming yearseveral years of deterioration. World prices of

However, the outlook for export volumes be-

exports are expected to remain relatively flat
over the March 1999 year before rising mod-

yond the March 1999 year has been revised ugstly over the remainder of the period.

slightly since the Marckconomic Projections
with annual growth rates over the years to

However, the largest boost to the terms of trade
comes from subdued world import prices giv-

March 2000 and 2001 expected to averageen the projected slowdown in OECD industrial

around 5 percent (see Figure 5). The increase
growth reflects the more pronounced cyclical
upturn in world growth and the impact on ex-

gdroduction.

port competitiveness from the decline in the realDomestic Demand

exchange rate.

Figure 5
Export growth and 14-country
industrial production growth
(annual average percentage change)
% %

124
— Exports

— 14-country industrial production 10

104

2 . . . ; . ; . . —L -2
1992 1993 1994 1995 1996 1997 1998 1999 2000
Calendar years

Overview

Domestic demand conditions are expected to
remain subdued over 1998 and into 1999, even
though growth in household disposable income
is boosted by tax cuts, rising real wages, and
increased liquidity from the AMP share listing.
Consumer enthusiasm for spending will be
dampened by the high level of household debt
servicing, reduced asset price expectations
(house prices in particular), and rising unem-
ployment. Business investment is also expected
to be restrained over 1998, following a rise in
the cost of capital, reduced expected demand,
and low business confidence. Throughout 1998
and for most of 1999, demand is expected to
remain below the economy’s productive capac-
ity (see Figure 6), leading to further downward
pressure on inflation.

The outlook across various export sectors re-

mains diverse. Exports to markets in the United

States and Australia appear to be strong, so fdrigure 6

unscathed by events in Asia. Discussions withOutput gap

New Zealand exporters to Asia have suggestedPercent of potential GDP)

that they have been able to re-direct some of o
their exports to markets in Europe, the United 3
States, and to new markets in Africa and the 21
Middle East. However, tourism receipts and 1|
the exports of logs remain at risk. The down-

turn in Japan is leading to subdued construction

activity, which may dampen demand for for- -
estry exports. Similarly, tourism is expected to -
fall, with declining visitor numbers from Asia -3
expected to more than offset increased arrivals4

24

—May 1998 Output gap
——March 1998 Output gap

from the United States and Europe. This de-
clining trend is projected to reverse toward the
year 2000.
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Beyond the March 1999 year, the outlook for Figure 7

domestic spending is more positive. ImprovedThe operating balance and net public
employment growth, household incomes, anddebt

improved export competitiveness will all bol- (percent of GDP)

ster demand. Business investment is also

projected to pick up due to a rise in anticipated 507 ®4
demand and lower capital costs. As a result,
by the end of 1999, excess capacity in the econ#? |
omy should have largely dissipated.

30

20 |
Fiscal policy
The fiscal projections are based on the Gov-1°]
ernment’s May 1998 Budget, but modified to IR S 5
reflect differing views on the macroeconomic 1993 1994 1995 1996 1997 1998 1999 2000 2001

— Net public debt (LHS)
mm Operating balance (RHS)

outlook. We expect that fiscal policy will con- June years
tinue to stimulate demand over the projection
period. The two main elements are: Household influences

. Although the growth in disposable income re-

the first year, these cuts are expected to boos{sysehold spending will be restrained over the
household disposable incomes by around $hear term. The positive factors impacting on
billion, or 1 percent of GDP. household disposable income include the tax
* Spending initiatives, as announced in thecyis and real wage growth, as well as the li-
Government's 1996 Coalition Agreement, qidity effects of the AMP share listing.

and signalled in the May Budget. Up to the yg\ever, rising household debt levels, a weak-
Fiscal year 2000, the Government has rey |ahour market, and reduced asset price
duced its spending intentions slightly, from expectations (especially house prices) are ex-
the $5 billion announced in the Coalition pected to constrain consumption growth to
Agreement to $4.7 billion. However, we do pe|ow that of disposable income. The net out-
not expect this to substantially reduce thecome is a projected rise in household savings
degree of fiscal pressure on inflation. rates, which will assist in the reduction of the
current account deficit.
Other Budget announcements, such as the tar-

iff reforms and further benefit changes, could Household consumption growth remained rea-
potentially influence the timing and strength of sonably robust over recent quarters, although
consumption and investment. Overall, the ,,e subdued growth is expected during the
Government operating balance is expected Qgmainder of 1998 and into 1999. However,
average around 2 percent over the projection;ming issues will be significant, with spend-

period, similar to the outlook in the MarBleo- 4 hatterns likely to be influenced by the July
nomic Projectiongsee Figure 7). The impact {4y cyts, the recent removal of motor vehicle
of fiscal policy on inflation depends on the (4ritts and the rise in household liquidity from

change in the stance of fiscal policy, rather than,e Amp share listing. These factors may tend

the level of spending or operating surplus. Asq temporarily boost consumption and mask an
such, the policies announced in the May B”dg'underlying weak trend.

et remain consistent with our view that fiscal

policy will have a stimulatory, albeit diminish-  §\,ar 1999 and 2000. annual consumption
ing, impact on demand, as well as a direcly gy h is expected to average around 2 per-
impact on measured inflation. cent, down considerably from the 4 to 5 percent

growth rates averaged over recent years. Many
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of the factors that underpinned the past strongWVith the supply of residential properties rela-
consumption growth have now dissipated. Thetively abundant, as a result of past strong
stimulatory factors included strong net migra- investment, the outlook for residential construc-
tion, rising house and asset price expectationgjon is also weak over the remainder of 1998.
rapidly declining unemployment, and increas-Beyond the near term, rising net migration,
ing disposable incomes. These factors led to anproved employment prospects, continued
strong rise in perceived wealth and fuelled rap-growth in real disposable income, and a reduc-
id growth in credit, further boosting tion inthe availability of residential properties
consumption. should result in renewed growth in residential
investment levels (see Figure 9).
Developments in the housing market are espe-
cially important for consumer confidence as
home equity is an important part of total wealth Figure 9
for many New Zealanders. The average hous&esidential investment and net
price is expected to decline by around 3 per-migration?®
cent over the December 1998 year, impacting ¢, 0102 prices) 000'
negatively on households’ wealth perceptions 1200, r
and their appetite for debt (see section 6). Some
of the key downward influences on house pric-
es include low consumer confidence, high real 150
mortgage interest rates and household debt lev-
els, reduced net migration, and an abundant 900+
supply of residential dwellings. Job uncertain-
ty will be another factor moderating
consumption, with projections for employment 4o
growth subdued and the unemployment rate
expected to peak at 7.7 percent in the Decem-
ber 1998 quarter, before falling gradually (see
Figure 8).

S

— Real residential investment (LHS)
— Quarterly net migration (RHS)

! ! ! . . . . , — -6
1992 1993 1994 1995 1996 1997 1998 1999 2000
Calendar years

Business developments

The outlook for business investment has dete-
riorated since the Mardiiconomic Projections
We now expect investment to evolve in a more
annual average % %oflabourforce  cyclical fashion, that is, weaker over the short
term but recovering into 1999 (see Figure 10).

Figure 8
Employment and unemployment

+10

L9 Typically, investment expenditure tends to fol-
low cyclical movements in the economy and is
usually volatile. Investment during the Decem-
7 ber quarter was very weak, suggesting that firms
have already cut back expenditure. Business
O e e contacts and leading indicators, such as cement
2 1992 1993 1994 1995 19961997 1098 1999 2000 sales and QSBO investment expectations, all
Calendar years suggest that firms will defer investment during
1998. Moreover, the costs of investment have
risen, with interest rates having increased over
the last quarter, and a falling exchange rate add-

5 Net migration is the quarterly flow calculated on a working-
age basis, seasonally adjusted.
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ing to the cost of imported capital equipment.
Overall, a strong bounce back in investment is
unlikely over 1998.

Over 1999, however, investment is expected to
pick up. Three key factors contribute to this
outlook:

« Domestic and export demand conditions are
expected to improve.

» The costs of investment are projected to
decline, as interest rates fall and the ex-
change rate stabilises.

* Firms will resume investment in order to
increase productivity and maintain compet-

itiveness.
Figure 10
Business investment
(percent of GDP)

% %
144 14
13 L 13
12 1 12
11 L1l
10 1 L 10

— Business investment
91 (excluding computers) 9

8 . . . ; : : ; ; — 8
1992 1993 1994 1995 1996 1997 1998 1999 2000
Calendar years
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4. Meeting the demands

A useful way of assessing the ability of an econ-significantly the Bank’s view on the appropri-
omy to meet the demand for goods and serviceate stance of monetary policy. The scale of any
is to examine its ‘potential output’, defined as revision must be weighed against the long and
the level of output an economy can supply with-uncertain lags that exist between demand and
out generating higher or lower inflation. When inflation developments, as well as the array of
an economy is operating above its potential, orsupporting evidence from actual price move-
capacity, it is said to have a positive output gapments, labour and asset market developments,
and inflation can be expected to rise. Converseand the Bank’s indicator models of short-term
ly, and relevant to this projection, when an demand changes.
economy is operating below its potential, or
capacity, it is said to have a negative output gaAlthough historical data enables us to estimate
and inflation can be expected to decline. Fig-the current level of potential output, in order to
ure 11 highlights this broad relationship decide on the future path of monetary condi-
between developments in the output gap andions, a projection of potential output is needed.
subsequent inflation. In forming a view, the Bank projects the future
path for the three components of potential out-
put: the supply of labour, growth in the capital

Figure 11 stock (net investment), and technology devel-
Output gap and future inflation opments (productivity). Over this projection
developments period, potential output growth is expected to
5% _ Output gap (percent of potential GDP) %5 slow to an annual average of around 2.8 per-
N LS~ _ - os  cCent. The slowdown reflects primarily cyclical
JQuarterly difference in CPIX inflation : . . . . .
3 (1 year ahead) (RAS) o3 declines in capital formation (investment) and
5 o2 employment growth. Business investment, in
N m o4 Particular, is expected to be more subdued over
o M|} I - HHA Hﬂuuﬂ - Hﬂ VELH o 1998 and into 1999, following several years of
1] H H H HU \{ o1 Tapid growth. Technological developments re-
5] | 02 main a key source of potential output growth,
3] | o3 With firms continuing to innovate.
-4

86 87 88 89 90 91 95 93 94 95 96 57
Calendar years

One concern with using the output gap approach
to assess prospective inflation developments is
that potential output is not directly observable
and must therefore be estimated from past de-
velopments. The estimation is done statistically
by decomposing production-based GDP into a
trend (potential) and cyclical component. The
deviation of actual GDP from its trend is used
as a measure of the output gagnother prob-
lem that arises from time to time, as with the
December 1998 GDP release, is that official
statistics are occasionally revised, altering the
historical estimate of potential output. How-
ever, data revisions alone are unlikely to alter

6 See Conway P. and B. Hunt, (1997), ‘Estimating Potential
Output: a semi-structural approacReserve Bank of New
Zealand Discussion Pap&97/9.
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5.

Inflation developments

Overview The projection for inflation to remain within
In the year to March 1998, the CPI excluding the middle part of the target range is largely a
Credit Services (CPIX) rose by 1.7 percent,reflection of the fact that our projections pro-
slightly above the centre of the Bank’s inflation vide for adjustments to monetary conditions.
target range (see Figure 12). The outlook isIn the current situation, for example, the most
for inflation to remain within the middle part likely scenario in the absence of any adjustment
of the Bank’s target range. Three distinctto the stance of monetary policy would be for a
factors shape this inflation profile: much more prolonged economic downturn and

a consequent fall in the inflation rate towards,

* Inthe shortterm, a number of specific price or through, the bottom of the target range. In

Figure 12
Annual inflation

March and May 1998 projections
(annual percentage change)

5.

14

%

developments are expected to dampen CPshort, our approach to the projections means
inflation. These include weak house pric- that as inflation pressures increase or decrease,
es, the removal of passenger car tariffs, angnost of this will be reflected in variations in
lower world prices for some major imports monetary conditions rather than in the project-
(notably oil). ed track for inflation.

The short-term inflation outlook is also af-

fected, though in the opposite direction, by |n this projection the Monetary Conditions In-
the significant depreciation of the New Zea- gex (MCI) is projected to decline from a level
land dollar, which will boost traded goods of 350 for the September 1998 quarter, to a low
and services price inflation. of 200 through most of calendar 1999. This is
The medium-term inflation prOﬁIe is influ- a S||ght|y lower prof”e over most of the pro-
enced primarily by the outlook for demand jection period than contained in the March
pressures in the economy. The negativeeconomic Projectionsand reflects largely the
output gap lasting through into 1999 will more subdued outlook for activity and infla-

tend to exert a gradual downward pressur&jon pressures over the next year or so.
on price inflation, particularly in the non-

tradeables sector. Upward pressures on
inflation are projected to develop later as Recent inflation

excess demand conditions re-emerge beéthe consumer Price Index excluding Credit
yond 1999. Services (CPIX) increased 0.3 percent over the
March 1998 quarter, taking the annual infla-
tion rate to 1.7 percent, up slightly from the 1.6
percent recorded over the year to December
1997. The March quarter outcome was slight-
ly below our projection of 0.5 percent. The
y difference was largely a reflection of some ex-
.5 ceptional price movements during the quarter
—_m:j’f;ggi’:';x :ir;a;]tswere not anticipated in our March projec-

--- Underlying inflation

1992 1993 1994 1995 1996 1997 1998 1999 2000
Calendar years
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Figure 13

CPIX inflation: tradeables &
non-tradeables

(annual percentage change)

flation will emerge. The most common exclu-

sions are fresh fruit and vegetable prices and
energy prices. The drawback with this approach
is that transient shocks to the inflation rate can

& % come from a great many sources. Recent ex-
SICPIX amples in New Zealand have included airfare
5 L5 . . s . .
— Tradeables price ‘wars’, cuts in government subsidies for

— Non-tradeables r4 public housing and education, tariff cuts, res-

13 toration of child medical care subsidies, and so
) on.

An approach that allows for variations in the

source of transient inflation disturbances is to
place less weight on all extreme price changes
compared to their standard weight in the CPI.

The most common measures of this type —
In December 1997, the Governor of the Reserv%ften described as ‘robust’ measures of

Bank and the Treasurer signed a new PolicyI
Targets Agreement (reproduced in Appendix 3).
The new Policy Targets Agreement (PTA) de-
fines the Bank'’s target price index as the CPIX.
At the same time, the Bank indicated that it
would cease calculation of its ‘official’ meas-
ure of underlying inflation. This decision partly
reflected the fact that, in general, the main dif-
ference between the CPI and the Bank’s
underlying inflation measure was the Credit
Services component. An additional considera-
tion was some discomfort with the Bank
calculating the benchmark measure of inflation
against which the Bank’s performance is
judged.

1994 1995 1996 1997

Calendar years

1992 1993 |

nflation — are the ‘weighted median’ and
various kinds of ‘trimmed means’.

Table 2 shows inflation rates for the CPIX,
tradeables and non-tradeables pridbg, CP1X
excluding fresh fruit and vegetable prices and
energy prices (CPIX ex F&E), and three ‘ro-
bust’ measures of the general trend of inflation:

A 10 percent trimmed mean (Trim210), which
excludes the top and bottom 10 percent of
price changes in each quarter.

A 1 standard deviation trimmed mean
(TrimSD), which excludes all price chang-
es more than 1 standard deviation above or
below the mean (ie roughly the 15 percent
most extreme price changes).

The weighted median (median), which is the
middle price change (ie half the prices in
the CPI, by regimen weight, rose by more
than the median price change, and half by
less)®

Despite the decision to cease calculating the
underlying inflation series, the Bank underlined
its continuing commitment to account for in-
flation outcomes and, in particular, for
temporary price disturbances that may distort
or mask the on-going trend of inflation.

There are a number of different methods avail-
able for distinguishing between the on-going
or ‘core’ inflation rate, and the effects of price

disturbances that are likely to have only a tran-

sient impact. A method commonly used,
overseas is to re-calculate the CPI after exclud-
ing a range of prices that are considered to be
particularly volatile or prone to supply shocks. *
By excluding such prices, it is hoped that a
clearer picture of the more general trend of in-

ReservEBANK oF NEw ZEALAND: Monetary Policy Statement

‘Tradeables’ refers to prices determined primarily in
international markets, while ‘non-tradeables’ refers to prices
determined primarily in domestic markets.

See Roger S., (1995), ‘Measures of underlying inflation in
New Zealand, 1981-95Reserve Bank of New Zealand
Discussion Papef595/5 and Roger S., (1997), ‘A robust
measure of core inflation in New Zealand, 1949-B&'serve
Bank of New Zealand Discussion Pa@d7/7.
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Table 2
Measures of consumer price inflation
March quarter 1998

Percentage changes

Overall, therefore, exceptional price changes
over the past year have tended to dampen meas-
ured inflation more than they have boosted it.
The robust measures show a slightly higher in-
flation rate than CPIX over the past year and in

Inflation March 98 March 98 the March 1998 quarter. However, all of the
measure year quarter  measures of generalised inflation show infla-
tion in the March 1998 year well within the
CPIX 1.7 0.3 target range. Figure 14 summarises the distri-
Tradeables 0.4 0.1 pution of price changes for the March 1998
(N:gr&tradle;abEles 1362 0064 quarter. It can be seen that the largest propor-

1 eX & ' ' tion of price changes (by regimen-weight) are
Trim10 1.7 0.3 " .

: positive. However, some large price changes
TrimSD 1.9 0.3 t both ends (tails) of the distributi I
Median 19 0.4 at both ends (tails) of the distribution also oc-

curred.
The figures in Table 2 suggest that: _
Figure 14

16

Non-tradeables price inflation continues to Pistribution of annual price changes

substantially outpace tradeables inflation, (March quarter 1998)
despite the depreciation of the New Zealand % of CPI regimen

dollar over the past year (see Figure 13).%°
Nonetheless, the 2.8 percentage point dif-,,
ferential between these inflation rates has
narrowed (from 3.8 percent in the second 15
half of 1997) as import price inflation picks
up and domestic price pressures weaken.
In the March 1998 quatrter, fresh food and 5
energy prices, on balance, boosted the CPIX
inflation rate. The impact of higher fresh 0/
fruit and vegetable prices (up 11.1 percent) 7
in the quarter, reflecting unusual weather (El
Nifio), more than offset the impact of lower
petrol prices (down 2.1 percent), boosting

the aggregate inflation rate by about 0.3Inflation expectations are an important meas-
percent in the quarter. ure of price pressures precisely because they
Taking into account a wider range of rela- tend to capture the persistent elements that will
tive price disturbances, however, it appearsbe reflected in future or on-going inflatién.
that such shocks, on balance, slightly damp-Table 3 shows the results of four surveys of
ened the overall inflation rate during the inflation expectations for the year ahead, taken
quarter. More specifically, higher fresh pro- during the March 1998 quarter. The different
duce prices plus an increase in tertiarysurveys show considerable dispersion of infla-
education fees (up 8.7 percent) were mordion expectations, with an average marginally
than offset by the combined effect of lower above the core inflation measures shown in
prices for petrol, international air travel Table 2.

(down 8.4 percent), and telephone toll charg-

es (down 18.9 percent).

r25

® Annualised Quarterly
o Annual

r20

r15

10 r10
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2.5
1.5t0-0.
0
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ercentage change in price

® See Roger S., (1998), ‘Core inflation: concepts, uses and
measurement’Reserve Bank of New Zealand Discussion
Paper,forthcoming.
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Table 3 reduce annual inflation over the year to March

Year-ahead inflation expectations 1999 by 0.4 percent, with most of the impact
March quarter 1998 feltin the June 1998 and September 1998 quar-
Survey Expected inflation ~ ters. In mid-1999, inflation picks up as the
organisation in year ahead  temporary price adjustments run their course.

The inflation profile rises briefly above the mid-
Reserve Bank of New Zealand 1.7% point of the target range, peaking at 1.8 percent
Aon Consulting 1.7% over the years to December 1999 and March
National Bank of New Zealand 2.4% 2000, before returning to the mid-point by the
Marketscope 4.0%  end of the projection period.

) ) Domestic inflation pressures are expected to
The inflation outlook decline slowly over most of the projection pe-
CPIX inflation is estimated at 0.2 percent in riod, although non-tradeable inflation pressures
the June 1998 quarter, and 0.4 percent for th?nay begin to re-emerge once the output gap
September 1998 quarter. These quarterly inturns positive at the end of 1999. Dampened
creases would take the annual rate of inflationdemand over the first half of the projection pe-
to 1.6 percent in the June year, and 1.3 perceniod will be especially evident in the housing
in the September year. We have revised dowrsector. There are signs that the recent modest
our estimate for June by 0.3 percentage pointglecline in house prices will continue. Our pro-
from the MarctEconomic ProjectionsThe key  jections include a further small fall in house
factors accounting for this revision are: prices into early 1999.

* The recently-announced removal of passeninflation in the prices of tradeable goods and
ger motor vehicle tariffs from mid-May.  services will be affected by both the exchange
+ Our expectation that drought-induced in- rate and external demand. OECD industrial
creases in fruit and vegetable prices will beproduction growth is expected to decline over
reversed. calendar 1998 in the wake of the continuing
 Petrol discounting following the entry of Asian crisis. Reduced demand from these coun-
Challenge'and the lower world price of oil.  tries will lower world prices and provide an
These influences are expected to be partialoffset to the effect of the lower exchange rate
ly offset by a lower exchange rate and theon domestic currency prices. Oil prices have
two cent per litre increase in excise tax onfallen to quite low levels, although we expect
petrol. they will return to around US$16 to US$17 per
* A weaker outlook for house prices, which barrel by the middle of next year. Inflation in
influence our projection for the construction the tradeables sector will be further dampened
costs components of the CPIX. by importers lowering their margins in response

to weak demand.
Over the medium term, the inflation outlook is

little changed from the MarcBconomic Pro-
jections despite being lower over the remainder
of 1998. Initially, lower inflation is projected
because of a combination of lower fuel prices,
a weak housing market, and the removal of tar-
iffs on cars. The tariffs alone are estimated to

10 The Reserve Bank of New Zealand conducts a survey of
selected sectoral experts, Aon Consulting surveys local
economists, the National Bank of New Zealand surveys
business clients, and Marketscope surveys households.
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6. Credit trends and developments

Overview ing on credit-financed ‘big ticket’ items, like
Developments in financial market intermedia- houses and cars. Population growth, boosted
tion provide an important source of information Py immigration, also contributed to increased
regarding the state of the economy and futurelemand for mortgage credit.

inflation trends. For example, a rapid rise in

credit demand may represent a future inflationSecond, there was a strategic shift of emphasis
risk if it enables spending to rise ahead of theby the largest banks toward household lending,
economy’s capacity to supply. Too rapid cred-as they successfully re-oriented their systems
it expansion may influence inflation either and skills towards profitable residential mort-
directly, as domestic production is stretched, ordage lending. This shift was driven in part by
indirectly, as the result of a balance of paymentdoan-loss experiences on business lending dur-
deterioration and a consequent depreciation innd the late 1980s and narrowing margins on
the exchange rate. prime corporate lending.

In recent years, there has been a strong rise ihhird, & change in industry practice allowed
credit demand from households, primarily for more small business lending to be secured by
the purchase of residential properties. To helglome mortgages. An unknown proportion of
meet this demand, domestic financial interme-l€énding secured on residential property (prob-
diaries have obtained funding from foreign ably under 10 percent) is effectively lending to
investors, who found yields in New Zealand business.

dollar (NZD) financial assets attractive. Over

the projection period, these trends are likely to _

unwind as households reassess their debt leV-'9ure 15 _ _

els, investors’ appetite for NZD exposure is Household and private sector credit
reduced, and the housing market proves les§rowth™

credit-worthy. Signs of these developments ard@nnual percentage change)

. % %
already evident. 180 © s

16 |
Corporate sector borrowing has lagged behind,, |

that of household borrowing over the cycle. 12|
Since its peak in 1996, the growth in corporate 10 1
borrowing has slowed. However, as the pros- 8
pects for investment improve over 1999 and
into 2000, New Zealand businesses will be well
placed with solid cash-flows to increase their

exposure to debt-financed investment. 1992 | 1993 | 1994 1995 1996 @ 1997
Calendar years

8

— Private sector credit 6
(includes household credit) | 4
2

0

— Household credit

o N MO

Household credit developments Fourth, innovative practices like mobile mort-
and prospects gage lenders and lending by phone, and the
An outstanding feature of the recent credit cy-eNtry to the housing loan market of new lend-
cle has been the strength of growth in credit tc€"S: have created low cost means of distributing

the household sector. Anumber of factors havd®@n products, with competition rapidly narrow-
contributed to this (see Figure 15). ing costs across the market.

First, household confidence improved follow- Finally, with attractive New Zealand dollar
ing a prolonged period of economic Yi€lds, foreign investors have shown a strong

restructuring and the recession in the earlyaPpetite for New Zealand fixed-term financial
1990s. This was reflected in increased spend

1 Household credit is total household claims of M3 institutions.
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instruments, including securities issued by over-Figure 16
seas borrowers (so-called Euro-kiwi and Real mortgage interest raté?

Samurai issues). This has caused downward % %
pressure on fixed-term mortgage interest rates, , | | 14
at a time when short-term interest rates haveiz2| — Real mortgage interest rate H12
been higher than longer-term rates. This last'?] 10
factor has encouraged a substantial shift by New 2 | | 2
Zealand household borrowers and lending in- 4| L4
stitutions away from floating rate loans to fixed 2 /\ 2
rate term loans (see Table 4). There has also_g U 7?2
been an increase in the net funding by non-res-, | \// | 4
idents to New Zealand banks and other -6 -6

1992 1993 1994 1995 1996 1997

surveyed financial institutions. Calendar years
Table 4 Uncertainty about the economic outlook is also
Proportion of fixed and variable rate likely to cause lenders to be a little more cau-
mortgages tious in extending credit. More recently, the
(share of major lenders’ portfolios, end of entire mortgage interest rate structure (fixed and
August) floating) has moved up by about one-half to
Fixed Variable  one percentage point compared to 1997. Im-
1994 7% 93% portantly, house prices have begun to weaken,
1382 421(1)2;0 283;0 and have fallen in some markets. Finally, while
b 6 : ) .
1997 5204 48% the shift to fixed-rate lending to the household

sector has meant that monetary policy has lost
1 Fixed rate mortgages include capped rate mortgages. some of its immediate bite, when it does bite,

From 1994 to late 1997, the strong flow of funds'tS grip may last longer. Overall, _We expect a
moderate growth rate of net lending to house-

into the housing market contributed to pressure 1 i
on house prices, fuelling expectations of ongo-hOIdS_for the remalnder (,)f 1998, probably in
ing house price increases. Set against thesi® mid- to low-single digit range.
prospective price gains on a house, rather than

against the CPI, mortgage interest rates mayigure 17

not have appeared high. Indeed, until quite reHousehold debt and personal

cently the real cost of credit facing householdsdisposable incom#

expecting house price rises has probably ap- ¢ on $hillion
peared low, or even negative (see Figure 16). 07 170

60 4 60
Just as a number of factors combined to createg / 50

the housing credit cycle, several now point to ,, | | 40
more subdued conditions over the projection
period. Net migration is now close to zero and ™~ |
projected to remain weak. Consumer confi- % — Personal disposable income
dence is low, and this is beginning to be 10- — Household debt 10
reflected in weaker demand for credit from o
households. The ratio of household debt-to-
disposable income has climbed from relatively
modest levels of around 55 percent to around, Nominal first mortgage interest rate deflated by annual house
90 percent, a ratio approaching those of sever- price inflation. House price inflation is \@luation New

al other industrialised economies, suggesting Zéalandseries.

the period of ‘catch up’ may now be ending (see” 7557 ssposane eomeis o ausisenlo eone
Figure 17)- claims of M3 institutions.

r 30

20

0
1991 1992 1993 1994 1995 1996 1997

Calendar years
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Business credit developments and provide the issuers with ‘credit’ (and liquidity)
prospects support, but normally not direct funding. A

large proportion of corporate sector borrowing

farming) and corporate markets has been IeséoolSSIb ly aj ml:]Ch as half) occ%rsbthr%ugréchir,]-
rapid than for households over the cycle (seene S outside those measured by the Bank's

Figure 18). Several reasons could account foFredlt aggregates, 'e_ dlrec_tly from abroad or
this. through the domestic capital market. Thus,

while the trend revealed by the private sector

First, businesses have been profitable and hav%red't aggregate.s is believed to be representa-
used retained earnings to fund a significant parf've’ credit datg in the _corporate market needs
of their expansion, not requiring major loans. to be treated with caution.

Now, as activity slows, we might expect some _ _

increased borrowing to finance accumulatingIn sum, although growth in net lending by do-

stocks and slower-paying debtors. This effectMestic financial institutions to the business and
is unlikely to become evident in aggregate fi- corporate sectors has been much slower than

nancial data. but banks have commentecpas lending to households, there have been few
’ reports of credit-worthy firms being unable to

0s. In general, business balance sheets are PP”QW' _ On th.e contrary, compe.tltlon amo.ng
good shape to support a moderate increase iL?ndlng institutions for sound business lending

levels of indebtedness, given the prospect O]opportunltles has t_)een very kgen, as attested
accelerating growth next year by the narrow lending margins in the market.

Growth in lending to the business (including

publicly on its influence in their loan portfoli-

Second, farmers increased their borrowingBy cortra;t, so(;nte): flrkrFsApgrtlcul-a-rly thg/se a:-
strongly until 1996, as dairy farming returns versely affected by the Asian crisis and/or the

and conversions, along with the knock-on ef- d:ou_gi;t, W'III g_avet_run up aq[amtsﬁ Crzd't con-
fect of the purchase of land for forestry, droveS'raints. indications are that fenders are

up prices for agricultural land. Since then farm experiencing some, albeit modest, increase in

prices have slipped, and borrowing has sloweodebt servicing difficulties from what have been

markedly as the outlook for farm revenues hashlstorlcally low levels. Firms exporting to some

East Asian countries have found that buyers

worsened. . > erE e
have experienced difficulties providing them
Figure 18 with letters of credit, which normally assure that
Household and business loans payment will be made. Local banks, faced with
sbillion sbilion uncertainty about these countries’ banking sys-
704 70 tems, have also been reluctant to confirm letters
60|  —Household loans oo of credit. This will have been one of the fac-

Busi tors behind the down-turn in exports to East
— Business loans ) . .
50 | 50 Asian countries in the March quarter.

40 / 40 Looking ahead, the subdued outlook for eco-
nomic activity, particularly investment, is likely
301 3% to see the rate of credit expansion to the busi-
| | | P ness and corporate sectors remain moderate.
1994 1995 1996 1997 However, business profitability is projected to
Calendar years . .
be reasonably sustained. Thus if, as expected,
Third, corporate borrowers are increasingly tap-firms’ demand for credit picks up in 1999 and
ping the funding markets directly, by issuing beyond, the underlying cash-flows required to
commercial paper. Banks often support thesecover any increase in debt servicing will be

issues by acting as underwriters, and in this waysufficient to sustain a future rise in investment.
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7. Uncertainties

This section discusses the uncertainties surwith many commentators arguing that mount-
rounding the inflation projection over the ing inflation pressures could lead to a
policy-relevant period. Although projected progressive tightening in US monetary policy.
economic growth may still have some down- In Australia, the impact of the Asian crisis is
side risk, the uncertainties surrounding the fu-being felt more than was initially expected,
ture path of inflation are more balanced. Thewhich is raising some questions about whether
inflation-restraining influences of possibly the recent pace of domestic demand expansion
weaker-than-projected output growth could bein Australia will be sustained. In contrast, un-
outweighed by the effects of looser monetarycertainties about the prospects for Europe have
conditions and stimulatory fiscal policy, and the been dissipating, now that it has been confirmed
liquidity impacts from events such as the sharethat 11 countries will join the European Mone-
listing of AMP. The uncertainty about higher tary Union, which is to take effect on 1 January
inflation is especially relevant given the recent1999. However, considerable uncertainty re-
significant depreciation of the New Zealand mains about how the single currency will affect
dollar, which could flow through to tradeables the individual performance of these economies.
prices in particular, raising the inflation rate.

Domestic economy uncertainties

Household and business confidence is being
Lower inflation? adversely affected by both the uncertain inter-
Policy reforms and structural change in partic-national outlook and by signs that house prices
ular industries are likely to temporarily affect have the potential to fall significantly. This
inflation in the near term. These include chang-Monetary Policy Statemeassumethat the fall
es affecting petrol retailing, excise taxes, tariffs,in house prices will be moderate during 1998,
and the electricity sector. However, their ef- and that house prices will be underpinned by a
fects on prices are expected to be largelyfall in nominal interest rates during 1999. If

one-off, and should have little influence on the the fall in house prices were to be deeper and
medium-term inflation outlook. The main More protracted than expected, consumer con-

sources of risk of lower inflation over the me- fidence could weaken further, and this would
dium term derive from uncertainty about the likely outweigh the stimulatory effects of low-
world economy, the difficulty exporters to East € interest rates. Overall, a weaker domestic
Asia may experience in finding alternative SPending profile would result, dampening in-
markets, and the possibility that house pricedlation pressures.

may fall by more than expected.

World uncertainties Higher inflation?
A comparison of individual responses in the Over the medium term, higher-than-expected
February and ApriConsensu§orecastssug-  inflation might result from higher import-price

gests that views on East Asia are becoming lesg'argins and stronger-than-expected effects
diverse’ as they converge on a very weak Outfrom looser monetary conditions and the fiscal
look for a number of countries for 1998 and Policy stimulus.

1999. The extent to which New Zealand can

sustain exports overall will depend on devel-MPOrt prices o

opments in New Zealand's other trading The March 199&conomic Projectionsioted
partners, including Japan, Australia, and thethe risk of higher inflation if the mix of mone-
United States. tary conditions continued to shift to a lower

exchange rate and a higher interest rate profile.

Substantial downward revisions to Japanesdn this Monetary Policy Statemerthe lower
growth in recent months highlight the uncer- path of the TWI exchange rate relative to the

tainties faced. Additionally, prospects for the MarchEconomic Projectionss largely offset
US economy are also increasingly uncertain,Py reduced world import prices and lower im-
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porter margins. These factors have led us to
revise up projected inflation for 2000/01 only
slightly. However, a further fall in the exchange
rate that is not offset by either lower world pric-
es or import-price margins would lead to higher
tradeables inflation. Of course, whether the
increase in inflation were to become more gen-
eral, and hence become a policy concern, would
depend on whether the increase in import pric-
es were to flow through to prices for
domestically produced goods and services.

Prospects for import-price margins are a sig-
nificant source of risk. In the last 12 months,
reductions in importers’ (or overseas exporters’)
profit margins have offset some of the exchange
rate depreciation. These projections assume
that margins are stable over the medium term,
with prices reflecting a slow appreciation of the
exchange rate from early 1999. However, these
margins may again increase significantly as the
economy expands during 1999-2000, adding to
domestic price pressures.

Domestic liquidity and confidence

Finally, the pick-up in economic growth could
be both quicker and stronger than projected due
to the influence of expansionary monetary and
fiscal policy and other positive factors. The
overall expansion of fiscal policy, and the li-
quidity effects from the share listing of AMP
(and potential developments regarding Tower
Corporation and the Public Trust Office), com-
bine to provide a boost to household liquidity.
Moreover, the easing in monetary conditions
has been substantial, falling from 1000 on the
MCI in the December quarter of 1996 to a pro-
jected trough of around 200 in late 1999
(equivalent to a fall in nominal interest rates of
8 percentage points), which will act to boost
economic activity.

22 Reserve Bank oF New ZeaLanp: Monetary Policy Statement



Appendix 1: Chronology

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

1997

15 December: A new Policy Targets Agreement (PTA) was signed by Treasurer Winston
Peters and Reserve Bank Governor Don Brash. The PTA is reproduced in
Appendix 3.

16 December: The Reserve Bank released its seventdemnktary Policy Statement
The news release accompanying$tetemenis reproduced in Appendix
2.

1998

20 January: The December 1997 quarter CPl was released. The CPIX rose 0.5 percent
in the quarter and by 1.6 percent over the year to December.

23 February: The Reserve Bank issued a statement on current monetary conditions. The
statement is reproduced in Appendix 2.

18 March: The Reserve Bank released its March E@homic Projections The
accompanying news release is reproduced in Appendix 2.

27 March: The Reserve Bank issued a news release related to monetary conditions.
The statement is reproduced in Appendix 2.

30 March: GDP production figures were released showing that the New Zealand
economy grew 0.5 percent in the December quarter and by 2.3 percent in
the year to December 1997.
The Reserve Bank issued a statement on current monetary conditions. The
statement is reproduced in Appendix 2.

17 April: The March 1998 quarter CPI was released. The CPIX rose 0.3 percent in

the March quarter and by 1.7 percent in the year to March 1998.
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Appendix 2: Reserve Bank statements on monetary policy

The following are reports or texts of official statements on monetary policy issues made by the
Bank during the period under review in tM®netary Policy Statement

New “more transparent” Policy Targets Agreement
15 December 1997

Treasurer Winston Peters and Reserve Bank Governor Don Brash this afternoon signed a new and
“more transparent” Policy Targets Agreement (PTA). The PTA s required by the Reserve Bank of
New Zealand Act 1989 and details the Reserve Bank’s inflation target.

Dr Brash commented: “All of the essential features of the previous PTA have been preserved, and
in particular the commitment to keep consumer price inflation between 0 and 3 percent.

“The most significant change in the new PTA is that it now defines the Reserve Bank’s target in
terms of 12-monthly increases in the All Groups Consumers Price Index excluding Credit Services
(CPIX), as published by Statistics New Zealand. The previous PTA defined the target in terms of
the All Groups Consumers Price Indagludinginterest rates and the price of other credit servic-

es. This change is consistent with the recently-announced decision of Statistics New Zealand to
exclude interest rates from the official CPIl from 1999. The new PTA thus provides continuity
between the current and future CPI measures.

“An important consequence of specifying the target measure in terms of the CPIX is that the
principal difference between the CPI itself, the so-called headline measure of inflation, and the
Reserve Bank’s measure of underlying inflation will disappear, namely interest costs. For this
reason the Bank has decided to cease calculating and publishing its measure of underlying infla-
tion with immediate effect. This helps to make the new arrangement even more transparent than in
the past.

“We have previously expressed some discomfort with being responsible for calculating underly-
ing inflation, the benchmark against which our monetary policy performance is assessed. Although
no serious observer has ever suggested that the Reserve Bank has ‘fiddled the number’, there has
been concern both inside and outside the Bank that it was the Bank which was making the calcu-
lation.

“The decision to move to the CPIX as the basic measure of inflation in the new PTA, and the
related decision to cease publishing the underlying inflation measure, have no implications for the
implementation of monetary policy. Nor do the decisions have any implications for monitoring
the Reserve Bank’s performance. The Bank remains accountable for any actual, or projected,
deviations from the official target range for inflation. The Bank must continue to explain any
temporary impacts on prices arising from events which may mask the underlying trend of inflation
in the CPIX, which is the proper focus of monetary policy,” Dr Brash concluded.

Current conditions “appropriate”
16 December 1997

The Reserve Bank today endorsed the recent market-led easing in monetary conditions.

That was announced with the release of the Reserve Bank’s Deddoretary Policy Statement
this morning.
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Today’s move took the form of a 75 point drop in the desired level of the Reserve Bank’s Monetary
Conditions Index (MCI) to 650, which is close to the current level of market conditions. This was
the fourth easing by the Reserve Bank in the last 12 months.

Reserve Bank Governor Don Brash said “Today'’s result reflects a mix of factors affecting infla-
tionary pressures. During 1997 economic activity and inflation appear to have been a little stronger
than we expected. However, looking ahead, the impact of recent events in Asia is likely to moder-
ate New Zealand’s economic growth and inflation. This will occur primarily through reduced
export prices and volumes, and reduced import prices.

“As a result, to maintain price stability, monetary conditions do not need to be as firm as we
expected back in September. The markets appear to have taken a similar view in recent weeks, so
monetary conditions now are broadly appropriate. The Reserve Bank is not looking for any fur-
ther easing in actual conditions at this time.

“The Reserve Bank expects growth rates in the economy to pick up over the next 12 to 18 months,
supported by next year’s tax cuts, increased Government spending, increased business invest-
ment, and this year’s easing in monetary conditions. That said, the situation in Asia continues to
be volatile and uncertain, which increases the degree of uncertainty in current inflation projec-
tions,” Dr Brash concluded.

Notes for briefing journalists at the release of the December 1997

Monetary Policy Statement
16 December 1997

Introduction

Good morning and welcome to this briefing on the Reserve Bank’s DecembeMb@@tary
Policy Statementhe 17th we have issued.

As you will have seen already from reading tB&itementour view of the economy’s future
growth path has changed quite significantly since September. We now project that growth over
the March 1998 year as a whole will be around 2.5 percent (previously 1.7 percent), over the year
to March 1999 around 3 percent (previously 3.8 percent), and over the year to March 2000 around
3.9 percent (previously 4.3 percent). This slower growth than previously projected in the years to
March 1999 and 2000 is largely explained by our current assessment of the adverse impact of the
difficulties which several of our Asian trading partners are experiencing.

But the essential profile of the economy’s growth has not been materially changed: growth in
output increases through 1998 and into 1999, before slowing to about its sustainable growth rate
through late 1999 and early 2000.

Implications for inflation and monetary conditions

Unfortunately, and despite the economy operating a little below our estimate of its sustainable
capacity through much of 1997, inflation in sectors removed from international competition, so-
called non-tradeables inflation, has remained remarkably persistent. This has been largely, but not
exclusively, a result of continuing price pressures in the housing market and in some parts of the
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public sector. As a result, and with the disinflationary benefit of a rising exchange rate now behind
us, aggregate inflation is projected to be a little higher than previously over the next year or so.

Beyond the immediate future, several conflicting pressures are at work. Working to reduce infla-
tion is the recent period of slower growth. This has created a situation of excess capacity in the
economy in recent quarters, which is expected to persist throughout 1998 and assist in constrain-
ing inflation for most of the projection period. Working in the same direction is the projected
weakness in some import and export prices as a result of the sharp downturn in activity in many
parts of Asia.

On the other side, working to push up domestic prices, is the sharp fall in the New Zealand dollar
exchange rate over the last six months or so, although we expect that the effect of this may be
somewhat muted by some reduction in the margins of importers and distributors built up during
the period of exchange raappreciation

Taking all factors into account, and on the basis of the monetary conditions projected, we project
inflation moving back towards the middle of the target range, after a temporary increase.

Nominal monetary conditions are projected to remain around 650 on the MCI through 1998 and
the first half of 1999, before firming gradually beyond that.

Risks and uncertainties

As always, financial markets should not treat our projection of monetary conditions beyond the
next quarter as being set in stone. We, of course, provide a new assessment of desired conditions
each quarter, and at that time weigh all of the new information which has come to hand. That
enables us to make an assessment of the monetary conditions which then seem appropriate to
keeping inflation moving towards the centre of our inflation target.

There are in fact two major uncertainties in the present situation, and those uncertainties point in
diametrically opposite directions.

The first and most obvious risk is that the present difficulties in Asia turn out to be even more
serious than we have assumed. AsStatemenindicates, we have already departed from our
usual practice of takinGonsensus Forecastsr the six largest OECD countries as the basis for
our assessment of the international environment: in particular, we have widened the group of
countries factored into our view of the international environment to include 14 countries (includ-
ing all our major Asian trading partners), and in addition have chosen a sub-set of the more
pessimistic forecasters’ views.

But, by the nature of the case, any compilation of forecasts will be a little out-of-date in a fast-
changing situation. As each day seems to suggest that the Asian situation is worse than envisaged
even a few days earlier, it is quite possible that we have still under-estimated the seriousness of the
Asian situation. Between New Zealand'’s direct exposure to Asia and our indirect exposure through
Australia and Japan, there is no doubt that a very significant part of our total trade may be affected
by developments in Asia. Here, the risk seems to be that we may have under-estimated the disin-
flationary pressures to which we may be subject in the next few years, and, if this turns out to be
the case, the inflation track may turn out to be lower than now projected. Putting the matter in
another way, monetary conditions may need to be easier than now projected to keep inflation in
the middle of the target range.
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The second significant risk relates to the possibility that there will be a further changeixdhe
monetary conditions in the direction of a lower exchange rate and higher interest rates than now
assumed, perhaps as a result of financial market concern at the continuing increase in New Zea-
land’s current account deficit. There has already been a significant depreciation of the New Zealand
dollar, both against the US dollar and on a trade-weighted basis, over the last six months, though
interestingly that depreciation has not been any greater since the beginning of the year than that of
the Australian dollar, nor even much greater, against the US dollar, than that of major currencies
such as the deutschemark or the yen. In other words, the ‘depreciation of the New Zealand dollar’
to date is more accurately thought of as an ‘appreciation of the US dollar’. The New Zealand
dollar certainly has not fallen in the way that many of the currencies in Asia have done.

But the current account deficit is projected to be significantly higher than we thought likely even
as recently as September. At that time, we expected the current account deficit to peak at about 5.8
percent of GDP in the year to March 1998, trending down to 4.1 percent over the year to March
2000. We now project the deficit to average around 7.7 percent over the year to March 1998
(including the frigate imported this year) and, while trending down gradually, to still be at around
6.4 percent of GDP over the year to March 2000.

This markedly higher deficit is a result in part of slightly smaller trade and migrant transfer sur-
pluses over the next few years, in part the result of a slightly higher services deficit over that
period, but mainly the result of a significantly higher net deficit on investment income. That larger
net deficit on investment income in turn is mainly the result not so much of higher profits earned
by foreign companies operating in New Zealand as of a markedly lower projected track for the
profits of New Zealand companies operating overseas, suggesting that New Zealand companies
have been rather less successful in their investments overseas in the recent past than have foreign
companies investing in New Zealand.

Whatever the reasons, the larger current account deficit could prompt a further change in the mix
of monetary conditions and, if this were to happen, a lower exchange rate would tend to push
prices up as compared with the track now projected. At the same time it is probably fair to note
that the higher interest rates which could also result from reduced confidence in the New Zealand
dollar might well prompt some downward movement in the housing components of the CPI, thus
providing some offset to any exchange rate depreciation. If the exchange rate depreciation were
large, however, it might still tend to push inflation above the track now projected, and require
monetary conditions to be somewhat firmer than now projected.

Other issues

| want to cover a few other items.

First, despite some doubts which have been expressed about the way in which our Monetary
Conditions Index is working, we are entirely happy with it. We are no more confident now than
we were a year ago that we know with any degree of precision the comparative influence of
interest rates and the exchange rate on medium-term inflation. Nor are we any more confident
about the stability of that ratio over time. Clearly, our ‘two-for-one’ assumption is subject to very
considerable uncertainty. Thatis why, even in the immediate aftermath of a new projection, we do
not force monetary conditions to conform exactly with ‘desired’. But the MCI reminds everybody
that, in a small open economy, both interest rates and the exchange rate form important parts of the
monetary policy transmission mechanism, and gives markets some guide to how we weight the
relative importance of those channels. It is especially useful in helping public understanding
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when, as often in the last 12 months and more, interest rates and the exchange rate are moving in
opposite directions. While few other central banks use such an index in a formal sense at this time,
it is clear that all central banks, even the Federal Reserve Board in the US, have to take exchange
rate effects on inflation into account in determining the appropriate stance of monetary policy.

Secondly, some observers have suggested recently that the Reserve Bank tends to ‘simply follow’
where financial markets lead in terms of monetary conditions. It is certainly true that in recent
times the market has tended to anticipate where the Bank wants monetary conditions to be so that,
when each new quarterly projection is released, actual market conditions are often closely in line
with the conditions which the Bank indicates as ‘desired’. But as Dr Mervyn King, shortly to be
Deputy Governor of the Bank of England, recently remarked, given a clear and publicly-known
inflation target, a broad consensus on how the economy works, and access to the same information
on the development of the economy, the central bank’s conclusions about the appropriate stance of
monetary policy shouldotbe a surprise to the markets. Indeed, wimatidbe surprising is if the

central bank and the markets were at substantial or frequent variance. Of course, there will be
times when the collective judgement of financial markets differs from that of the central bank, and
on those occasions the central bank will need to make its own views known, as we ourselves do
from time to time. But, as a rule, those occasions should be few and far between.

Thirdly, as we announced yesterday, a new Policy Targets Agreement has been signed by the
Treasurer and me, and that defines the 0 to 3 percent target in terms of thelGeihgcredit
services, or CPIX. That does not involve any change in the way in which monetary policy is
formulated or implemented but, because interest rates were by far the most frequent reason for
divergences between the official ‘headline’ rate of inflation and the Bank’s measure of underlying
inflation, moving to the CPIX has enabled the Bank to discontinue its underlying inflation series.
Of course we will from time to time still need to give our best estimate of the impact of unusual or
temporary disturbances on the CPIX, and from time to time need to explain divergences from the
agreed inflation target range, as envisaged in the Policy Targets Agreement. But using the new
index as the normal measure of the Bank’s inflation performance can only further enhance the
transparency of the monetary policy framework.

We are hopeful that, in 1999, we will be able to move to an index of consumption prices, involving
not only the exclusion of interest rates from the measure of consumer price inflation but also the
replacement of certain asset prices (such as new house and section prices) by an alternative meas-
ure of the price of actually using teervicesprovided by those assets. The availability of this

index, recently announced by the Government Statistician, will, we believe, be a marked advance.

Fourthly, a house-keeping matter. In the recent past, the timing of the release of our quarterly
projections has seemed less than ideal in terms of the timing of the release by the Government
Statistician of important data on the CPI, GDP and other matters. In some cases over the last year,
indeed, the Bank’s projections have been ‘dated’ within days of their release by data which has
been unexpectedly at variance with the assumptions on which the Bank based its projections. For
this reason, we are intending to change the dates on which we release our projections in 1998. We
now plan to releaséconomic Projectiong mid-March (as previously); our neMonetary Pol-

icy Statemerih mid-May (some six weeks earlier than this year); our se€oadomic Projections

for the year in mid-August; and our secdvidnetary Policy Statemefidr the year in mid-No-
vember.

Finally, let me respond to a criticism that | still hear occasionally, and that is that if only the Bank
were not so single-minded in its focus on keeping inflation low, New Zealand would be able to
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grow at a faster average rate, would have higher employment, or even would have a smaller bal-
ance of payments deficit. Getting sustainably higher economic growth, or more employment, or a
lower balance of payments deficit are all worthy objectives. Unfortunately, there is not the slight-
est evidence, from New Zealand’s own experience or from the experience of other countries, that
they can be achieved by tolerating more inflation. If anybody thinks that they have such evidence,
I'd be very keen to see it. So far nobody has produced any.

Monetary conditions easing too far
23 February 1998

David Archer, Chief Manager of the Reserve Bank’s Financial Markets Department, said today
that actual monetary conditions have eased too far over recent days.

“We would not be comfortable with any further easing in actual conditions at this stage, and would
prefer to see conditions settle a little closer to the announced desired level.”

Reserve Bank eases monetary policy again
18 March 1998

The Reserve Bank today announced a further easing of monetary policy. This is the fifth easing
since late 1996, and came with the release of the Reserve Bank’s Mardacb@@8nic Projec-
tions.

Today’s move took the form of a 150 point drop in the desired level of the Bank’s Monetary
Conditions Index (MCI), to 500. This is a little lower than where actual monetary conditions have
been in recent weeks.

Reserve Bank Governor Don Brash commented: “The economic outlook in Asia has deteriorated
significantly since the Bank completed its last policy statement in December. Partly as a conse-
quence, domestic consumer and business confidence have also fallen. These new developments
make it appropriate for the Bank to ease monetary policy now by more than we had previously
expected. Doing so should keep inflation near the centre of the target range, and should also
reduce the risk of a sharp decline in economic activity.

“These effects are offset in part, but only in part, by the significant fall in the exchange rate in
recent months, which will add directly to inflation in the short term. Looking further ahead, as we
must do in setting monetary policy, Government tax cuts and the AMP demutualisation will also
boost domestic spending. These conflicting forces each influence the way the Reserve Bank needs
to run monetary policy to keep inflation within the 0 to 3 percent target range.”

Dr Brash added that today?sojectionscame at a time of considerable uncertainty.

“TheseProjectionssuggest that further monetary policy easings are possible over the next year or
so0. But whether they take place will depend entirely on how the inflation outlook develops. For

that, what happens in Asia and further abroad will matter a lot. But so too will events closer to

home, including the extent to which households continue to increase their borrowings, and the
willingness of international markets to continue to finance large current account deficits.”
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Notes for briefing journalists at the release of the March 1998

Economic Projections
18 March 1998

Economic circumstances have changed since December

Good morning.

Since we finalised our most receMbnetary Policy Statemermmt early December, it is our
judgement that economic circumstances have changed quite significantly.

To be sure, since December the domestic economy has evolved more or less in line with our earlier
expectations. In particular, inflation outcomes have been broadly in line with those we expected in
December and we currently expect that output growth over the December 1997 and March 1998
quarters will also have been in line with our earlier view. But there have been three significant
changes from what we had previously expected.

First, the exchange rate has fallen considerably more than projected.

Secondly, and perhaps most importantly, the outlook for world growth has been revised down
substantially, largely because of developments related to the East Asian crisis. In these projec-
tions, we have again adopted a pessimistic view about world growth prospects. Although there are
some positive signs emanating from East Asia — especially from Thailand and Korea — events in
Indonesia are quite volatile, and Japan may be headed into outright recession. As a result, since
December most observers have substantially lowered their estimates of growth in East Asia. Al-
though prospects look solid for the US, Australia, and Europe, these prospects are not sufficient to
offset the negative implications for New Zealand of lower Asian growth. As a consequence, we
now believe that export growth will be substantially weaker than projected in December.

Thirdly, and no doubt in part related to the weaker international environment and media coverage
of that, both consumer and business confidence have weakened significantly in recent months.
This is likely to restrain domestic expenditure by more than we expected in early December. In
addition, more subdued housing prices seem likely to alter households’ views of their wealth,
providing a further dampening influence on spending.

Overall, weaker export growth and weaker domestic demand tend to reduce output growth in the
year to March 1999. This implies that aggregate supply will exceed aggregate demand by more
than we had thought likely in December, and for a rather longer time.

Implications for inflation and monetary conditions

The implication of these changes — a lower exchange rate and weaker domestic and external de-
mand than we had projected in December — is a slightly higher inflation track in the next two years
but appreciably lower domestic inflationary pressures over most of the period covered by these
projections.

As a result, we have lowered our assessment of desired monetary conditions for the June quarter
from the 650 we projected in the Decembtnetary Policy Statememd 500, with a further

easing in monetary conditiogsnditionallyprojected through the beginning of the year 2000. (I

will come back to what | mean by ‘conditionally’ in a moment.)
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Why, it might be asked, are we projecting such an easing given that the inflation track will be
slightly higherthan we projected in December? The reason is that, at this point, tighter monetary
conditions would do little to prevent the near-term rise in inflation that we are projecting. Instead,
taking a forward-looking approach, a loosening of monetary conditions now is warranted to offset
the expectedlisinflationaryconsequences of the weaker profile for demand. Thus, today’'s eas-
ing, and the conditional easings projected for coming quarters, should serve to keep the inflation
rate near the mid-point of the 0 to 3 per cent target range in the years to March 2000 and 2001.

Implications for the real economy

If things evolve in the way we now project, growth in GDP in the year to March 1999 (annual
average) will be 2.8 percent, that in the year to March 2000 will be 4.2 percent, and that in the year
to March 2001 will be 2.7 percent. This means that we are now projecting slightly lower growth
in the year to March 1999 than we were in December (2.8 percent instead of 3.0 percent) but
slightly stronger growth in the year to March 2000 (4.2 percent instead of 3.9 percent). Over the
two years starting 1 April this year, therefore, the difference is negligible. (We did not previously
project a GDP growth figure for the year to March 2001.)

Again if things evolve in the way we now project, we see government’s operating balance as a
share of GDP being slightly stronger than we did in December, with the balance of payments
current account deficit being fractionally higher in the years to March 1998 and March 1999 but
rather lower than previously projected in the following years.

At first sight it may appear that there is an inconsistency between the significant monetary policy
easing envisaged in theBeojectionson the one handnd the slightly higher inflation outcomes
and relatively robust economic growth on the other. But in fact there is no inconsistency.

In the absence of the monetary policy easing projected, economic growth would be considerably
weaker than now projected for the years 2000 and 2001, and as a consequence inflation would be
heading well below the middle part of the 0 to 3 percent inflation target. In fact, what we see in
this situation is an illustration of how monetary policy exclusively focused on delivering price
stability has the important ancillary benefit of smoothing business cycles also. While this inevita-
bly means that we lean against a rapid expansion of demand when it looks likely that this will
increase inflation, we alssasepolicy when this can be done without rekindling inflation, and this

is particularly true if it looks as if inflation will head below the bottom of the O to 3 percent
inflation target we have been set by Government.

Risks and uncertainties

You will have seen that, as usual, we have devoted a section of the document to a discussion of the
risks and uncertainties in the projection. There are two risks which need to be particularly noted.

First, although the exchange rate has depreciated since the Debémnkéary Policy Statement,

and that should ultimately help to improve our external position, the current account deficit is still
expected to remain quite high over the projection period. While Bregectionsrepresent our

best judgement about the likely course of the economy, financial market participants might take a
different view. In particular, if concerns about the current account deficit increased, the currency
might prove to be weaker than we are expecting. If so, interest rates would need to be higher than
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we are now projecting to stem the inflationary consequences. As we noterojdations under
some circumstanceas/erall monetary conditions might need to remain tighter than now envis-
aged.

Secondly, it is possible that the outlook for demand could turn out to be different than we envisage.
In this regard, a principal risk is the Asian crisis. The affected economies will begin to recover at
some point, but when that will occur is still quite unclear. On the other hand, it is possible that
growth in Europe and the US could provide a bigger offset to weak Asian demand than now
expected.

The Bank will be watching these developments closely. And in that connection | need to stress
that the track of future monetary conditions now projected is highly conditional. That has always
been true, but it is particularly important to stress the point in a situation where the projected track
shows quite a marked further change in monetary conditions. Because of the uncertainty in-
volved, financial markets should understand that the Bank will resist vigorously any tendency to
anticipate the easing now projected for the period beyond the June 1998 quarter.

We will not, of course, expect monetary conditions to be right on 500 on the Monetary Conditions
Index at all times, any more than we have insisted on such a close correspondence between actual
and desired monetary conditions in the past.

As | have indicated previously, our tolerance of deviations from the Bank’s desired conditions will
depend on the circumstances in which the deviation occurs. For example, we may be more willing
to accept deviations which occur due to sharp adjustments in overseas exchange rates, where local
interest rates and exchange rates take time to adjust. We are likely to be less complacent if mone-
tary conditions change rapidly, and appear to be building some momentum, without any obvious
developments which suggest that the future inflation track will be markedly different from that
previously projected.

As a very approximate guide, we would expect actual monetary conditions to be within a range of
plus or minus 50 MCI points from desired in the period immediately following a comprehensive
inflation projection. As data comes to hand which may alter the inflation projection, and as our
last comprehensive inflation projection recedes into history, we may well be more comfortable
with a greater divergence between actual conditions and that now announced as desired.

Having said that, it is important to remember that we periodically reset the desired level of mone-
tary conditions taking into account all new information, as well as changes in our views about
what that information means for future inflation. Only in quite exceptional circumstances would

we formallyreset ‘desired’ monetary conditions other than in the context of that comprehensive
quarterly review, but we may well, as indicated, become more tolerant of deviations of actual
conditions from desired as new information suggests that that is warranted.

Criticisms of the Monetary Conditions Index

There have been two criticisms of the Monetary Conditions Index in recent months to which |
would like to respond.

The first is that, because the Bank’s measure of the New Zealand dollar exchange rate, the TWI,
includes no Asian currencies except the Japanese yen, the exchange rate component of the MCI

32 Reserve Bank oF New ZeaLanp: Monetary Policy Statement



significantly overstates the recent fall in the New Zealand dollar and therefore overstates the ex-
tent to which monetary conditions have eased in recent months. It is certainly true that the Bank’s
TWI does not include any of the currencies against which the New Zealand dollar has appreciated
very sharply recently, but it does not follow that the TWI seriously overstates the extent to which
the New Zealand dollar’s recent depreciation affects New Zealand inflation, which is, of course,
our only concern. Box 3, which starts on page 23, tries to deal with that issue. The key point is that
we still believe that the TWI is a reasonable approximation of the extent to which movements in
the New Zealand dollar affect our inflation rate.

Moreover, even if the fall in the TWI slightly overstates the impact which recent exchange rate
movements are likely to have on our inflation rate, it is quite likely that there is an offsetting
overstatement arising from the way in which interest rates are measured in the MCI. Atthe present
time, we factor in the influence of interest rates on the inflation rate by including the 90 day
interest rate in our MCI. But in the last year or two there has been a very strong increase in bank
lending which is priced not off the 90 day interest rate but off interest rates further down the yield
curve. Partly because of recent very strong capital inflow in the form of Eurokiwi bond issues,
these longer-term interest rates have tended to be significantly lower than 90 day interest rates.
What is relevant for my argument is that, in recent months, the 90 day interest rate has increased
quite strongly and that has been incorporated into the calculation of our MCI. Had we been using
a longer-term interest rate — perhaps a one year or three year interest rate, for example — the effect
would have been to show a significantly greater easing in monetary conditions than that shown by
the MCI as presently constructed.

Of course, this simply illustrates something which we have always recognised: the MCI is not
perfect. It does not take account of a host of relevant financial market prices, including longer-
term interest rates, share market prices, and forward exchange rates. But then we have never
suggested for a moment that it is perfect, and | suspect that we will continue to fine-tune it in the
years ahead. Criticism from market commentators will be helpful in that regard. One of the
reasons for allowing actual monetary conditions to diverge from ‘desired’ is precisely this uncer-
tainty about the precise weights to be given to different components of monetary conditions. But
the MCI has the important benefit that it forces financial markets and the Reserve Bank to consider
the impact obothinterest rates and the exchange rate when assessing the influence of monetary
policy on inflation, and we have no intention of abandoning it. When we prepare our quarterly
inflation projections, we do not use the MCI as such, but rather look at each of the various factors
which have a bearing on inflation over the policy-relevant period. The MCI is useful therefore
primarily as a guide to financial markétstweerthese quarterly projections; comparing the abso-

lute level of monetary conditions as measured by the MCI over a long period of time has little
meaning.

The second criticism of the MCI tends to come not so much from New Zealand financial market
commentators as from the local business community and from overseas funds managers. How, it
is sometimes asked, can you claim that monetary policy is easing when 90 day interest rates are
high or rising? Or more simply, given reduced inflationary pressures, why isn’t the Reserve Bank
easing monetary policy?

My response to that criticism is that the Bank has been sanctioning a gradual easing of monetary
policy for more than a year. One can debate, of course, whether we should have been easing more
aggressively, though there is little evidence in the inflation outcomes so far that a more aggressive
easing would have been warranted. But overall monetary conditions have been steadily easing,
with a substantial fall in the exchange rate (some 10 percent from its peak on a TWI basis, some 18
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percent against the US dollar) offset by some increase in short-term interest rates. The fall in the
exchange rate will, in our judgement, provide more stimulus to the economy, and thus more up-
wards pressure on inflation, than the rise in short-term interest rates will dampen demand and
inflationary pressures. In other words, in our judgement the overall impact of monetary policy
over the last year has been to stimulate aggregate demand and thus to offset the disinflationary
forces which are outlined in tirojections

Given the slowing but still-strong domestic demand for credit, and the size of the balance of
payments deficit, it is neither a source of surprise nor dismay that recent easing in monetary con-
ditions has taken the form of a lower exchange rate and higher interest rates. No doubt as the
demand for credit slows further, and the balance of payments deficit shrinks, the mix of monetary
conditions will change again.

The last issue oEconomic Projections

I mentioned in December that we were proposing to modify the timetable for iddaregary

Policy StatementsndEconomic Projectiontom 1998, with our nextlonetary Policy Statement
published in mid-May (instead of late June, as in recent years), ouUEc@xomic Projections
published in mid-August (instead of in September), and our Kioaletary Policy Statemefr

the year published in mid-November (instead of in December). This change was essentially relat-
ed to the timing of some key data releases by the Government Statistician.

We have now decided to discontinue publishing a document ertitielomic Projections In
other words, this March 1998 edition will be the last.

Instead, we propose to call all major published analyses of the inflation olttoaitary Policy
StatementsThe Reserve Bank Act requires us to publish Statementat least every six months,

and in fact we will usually issue them at approximately quarterly intervals. It may be that there
will be some variation in the content of the Statements from time to time, with some devoting
more emphasis to some issues than others, but there will be no significant change in the frequency
with which we comment on the inflation outlook.

We are making this change partly to reduce public and media confusion (until now we have effec-
tively published inflation projections each quarter but only isdMedetary Policy Statements
six-monthly) and partly to reflect the fact that the two documents have evolved over time to the
point where they are, from the point of view of financial markets, of equal importance as state-
ments of the Bank’s view.

Markets over-react to policy easing
27 March 1998

Reserve Bank Governor, Don Brash, today responded to financial markets’ increasing over-reac-
tion to the policy easing announced by the Bank last week.

“Last week we eased monetary policy significantly. Monetary conditions adjusted fully to that
move, and indeed have increasingly anticipated further policy easings to too great an extent.

“We have been waiting to see whether the easing in monetary conditions would moderate of its
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own accord, and have been conscious that new data is due today and Monday. That moderation
has not happened. We will of course be watching carefully what implications the emerging data
will have for the inflation outlook. We may need to adjust the cash target”, Dr Brash warned.

“l am aware that many people will be puzzled by the idea that monetary conditions have eased too
much when interest rates have risen. However, the exchange rate has fallen substantially. Mone-
tary conditions are a combination of interest rates and the exchange rate, and the combination of
the two has gone too far at this time”, Dr Brash said.

Confusion over interpretation of recentEconomic Projections
30 March 1998

The significance of parts of the Reserve Bank’s 18 Marzmomic Projectionsave been misin-
terpreted by some, the Reserve Bank said today.

That's come in a speech to a Stratford business audience by Reserve Bank Monetary Policy Imple-
mentation Manager Michael Reddell.

Mr Reddell said: “An impression seems to have formed that, when the Reserve Bank eased mon-
etary policy on 18 March, we also specifically set out to push the exchange rate down and interest
rates up. That is not correct.

“Both interest rates and the exchange rate influence inflation. Monetary policy can alter these two
in combination, but whether one goes up and the other goes downoe aersais beyond the
control of the Reserve Bank. Rather, it is the result of trading in the financial markets, reflecting
decisions taken by many thousands of people, both here and abroad.

“Following our latest easing (18 March), demand for New Zealand currency fell. This was be-
cause investors here and abroad concluded that this and possible future monetary policy easings
mean the exchange rate will fall further, and that to avoid additional losses they should sell now.
That is simply supply and demand at work.

“In response to the exchange rate falling, markets have also pushed up interest rates. If interest
rates had not gone up, the exchange rate fall would have taken overall monetary conditions well
below the level currently required by the Reserve Bank to maintain price stability over the medi-
um term. Overall monetary conditions have, of course, still eased substantially since the release of
the Economic Projection$

Mr Reddell then said that there had also been some misunderstanding about the status of the
Reserve Bank’s projections for interest rates and the exchange rate.

“Our projections for interest rates and the exchange rate are one scenario, based loosely on the
way we think the economy and markets work. But that’s all they are. They don’t decide events
and are not an instruction or even guidance to the markets. The Reserve Bank sets a target level for
overall monetary conditions, but that's all. The fact that we built into the projections some further
exchange rate falls and, in the short term, further interest rate rises, rather than the other way
around, simply reflected our sense of what might happen, as opposed to anything we specifically
set out to achieve.”
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Mr Reddell added that the impression that somehow the Reserve Bank had recently changed its
approach to monetary policy was also wrong.

“The Reserve Bank is not putting less emphasis on price stability than previously — we have not
gone soft on inflation. Nor have we changed the way we present our — highly conditional — future
path for monetary conditions in the Bank’s quarterly policy statements. As in the past, our indica-
tions of where monetary conditions may go in the future are our best judgement, based on the
information available when tHerojectionswere done. The forward track in our projections has
changed, because the world has changed. In other words, the economic outlook has changed, but
our approach to it has not,” Mr Reddell concluded.
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Appendix 3: Policy Targets Agreement

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

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

1. Price stability

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

2. Policy target

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

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

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

3. Unusual events

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

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

d)

38

Implementation and accountability

The Bank shall constantly and diligently strive to meet the policy target established by this
agreement.

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

The Bank shall implement monetary policy in a sustainable, consistent and transparent
manner.

The Bank shall be fully accountable for its judgements and actions in implementing mone-
tary policy.
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Appendix 5: Notes for the tables

CPIX

TWI

90-day rate

Nominal MCI

Real MCI

Industrial production

World CPI inflation

Import prices
Export prices
Terms of trade

World 90-day rate

World bond rate

Private consumption
Public authority consumption
Residential investment

Business investment

48

Consumers Price Index excluding Credit Services.
Consumers Price Index.

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

RBNZ. Defined as: {(90daygy + (1/2)*[log(TWI) -
[09,(TWI)]*100}*100 + 1000 where 90day and TWI are
nominal rates and and TW}, are corresponding
averages of daily rates for the December 1996 quarter,
where 5= 8.91 and TWI= 67.11.

RBNZ. Defined as: {(R90daydR+ (1/2)*[log.,(RTWI) -
l0g,(RTWI)]*100}*100 + 1000 where R90day and

RTWI are the estimated real 90-day 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. Rand RTWj} are base levels for the December
1996 quarter, whereR6.5 and RTWj=1

(normalised). All input numbers are rounded to one
decimal place.

Actuals sourced from OECD. Projections based on
Consensus Forecasts

(Currently adjusted by a 14-country index over the
projection period.) Seasonally adjusted.

RBNZ definition and estimate: TWI trading partners’
CPl inflation, weighted by TWI weights. Projections
based orConsensus Forecasts

Domestic-currency import price®©verseas Trade Index.
Domestic-currency export priceQverseas Trade Index
Constructed using domestic-currency export and import
prices,Overseas Trade Indices.

RBNZ definition and estimate: 80:20 weighted
combination of US and Australian short-term (90-day)
interest rates. Projections baseddmmsensus

Forecasts

RBNZ definition and estimate: 80:20 weighted
combination of US and Australian long-term (10 year)
interest rates. Projections baseddmmsensus Forecasts
System of National Accounts.

System of National Accounts.

RBNZ definition: private sector and government market
sector residential investmensystem of National
Accounts.

RBNZ definition: total investment less the sum of non-
market investment and residential investm&gtstem of
National Accounts.
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Non-market investment

Final domestic expenditure
Stockbuilding
Gross national expenditure

Export of goods and services

Imports of goods and services

GDP (production)
Potential Output

Output gap

Compensation of employees
Other income

Nominal disposable income
Consumption deflator

Real disposable income
Real household consumption
Household savings rate
Direct taxation

Indirect taxation
Non-tax revenue

Total expenses

RBNZ definition: System of National Accouraanual
nominal Government non-market/market investment
ratio interpolated into quarterly data. This ratio is used
to split real quarterly expenditure GDP Government
Investment into market and non-market.

RBNZ definition: the sum of total consumption and total
investmentSystem of National Accounts.

Percentage point contribution to the growth of GDP
made by SNA stocksSystem of National Accounts.

Final domestic expenditure plus stocBgstem of

National Accounts.

System of National Accounts.

System of National Accounts.

System of National Accounts.

Reserve Bank of New Zealand definition and estimate.
Refer to: Conway, P. and B. Hunt, (1997), ‘Estimating
potential output: a semi-structural approaéteéserve
Bank of New Zealand Discussion Pap@B7/9.

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

Household Income and Outlay Accounts.

Household Income and Outlay Accounts.

Household Income and Outlay Accounts.

System of National Accounts.

Household Income and Outlay Accounts.

System of National Accounts.

Household Income and Outlay Accounts.

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

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

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

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

Net surplus attributable to SOEs and

Crown entities

Government operating balance

Net public debt

Plant and machinery investment

(excluding computers)

Transport equipment

Commercial buildings

The Treasury.

Percentage of nominal GDP (expenditure), June year.
Historical source: The Treasury. Projection adjusted for
the difference between The Treasury and RBNZ's
operating balance forecasts.

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

RBNZ definition: market sector plant and machinery
investment excluding computer investme8istem of
National Accounts.

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

RBNZ definition: market sector non-residential building
investmentSystem of National Accounts.
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Other investment

Total market investment

Total investment
(excluding computers)

Export of goods

Export of services

Import of goods

Import of services
Merchandise trade balance
Services balances
Investment income balance
Transfers balance

Current account balance
Natural increase

Net migration
Participation rate
Labour force

Total employment
Unemployment rate
Total hours worked
Labour productivity

Wages

House prices

Construction Costs (residential)

Quarterly percentage change

Annual percentage change

RBNZ definition: market sector other construction and
land improvement investmengystem of National
Accounts.

RBNZ definition: the sum of total business investment
and total residential investmerystem of National
Accounts.

System of National Accounts.

Total investment less computer investm@&ytstem of
National Accounts.

System of National Accounts.

System of National Accounts.

System of National Accounts.

System of National Accounts.

Balance of Payments.

Balance of Payments.

Balance of Payments.

Balance of Payments.

Balance of Payments.

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

Net arrivals of working age (15-64xternal Migration.
Household Labour Force Survey.

Household Labour Force Survey.

Household Labour Force Survey.

Household Labour Force Survey.

Household Labour Force Survey.

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

Private sector ordinary time average hourly earnings,
Quarterly Employment Survey

Average house price index, Valuation New Zealand.
Component of the Housing Group, Consumer Price
Index.

(Quarter/Quartes1)*100

(Quarter/Quartes1)*100

Annual average percentage changélso defined as: annual average % change.

Source:

50

(Year/Yean-1)*100

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