A quick look over the neighbour’s fence: New Zealand and
Australia compared

Anne-Marie Brook,* Economics Department

In the quest to understand the New Zealand economy better, it can be instructive to take a
comparative look at other economies. By identifying similarities and differences and asking
what lies behind them, we can cast light on the factors that have been shaping economic
developments here in New Zealand. The obvious first place to look is at our nearest neigh-
bour, Australia.

1 Introduction
This article surveys some of the main econom-Figure 1

ic trends in New Zealand and Australia over Real GDP

the 1990s, with a particular emphasis on thosego/i’ (annual average percentage changes) s
aspects most relevant to the Bank; inflation
pressures, the business cycle, and monetary’ |
conditions and policy. It concludes that Aus- , |
tralia and New Zealand during the 1990s have
followed a broadly similar expansionary cycle, 2
but that the amplitude of the cycle in New Zea- 0
land has been greater than in Australia.

Monetary conditions have correspondingly -2 ‘ ‘ ‘ ‘ ‘ ‘ ‘ 2
. . . 90 91 92 93 94 95 96 97

been firmerin New Zealand inrecentyearsthan, -~~~ N7 - Australi

: ; ource: Statistics NZ, Datastream ustralia

in Australia.

The article is structured as follows. Section 2
focuses on a discussion of demand pressures in
Australia and New Zealand, with an emphasis
on the factors driving inflation pressures. Sec-
tion 3 focuses on the supply side with an
analysis of the determinants of longer run
growth potential in the two economies. Exter-
nal balances are compared in section 4, and
sections 5 and 6 draw the preceding strands
together in a discussion of inflation pressures
and the monetary policy responses. Finally,
section 7 concludes.

2 Synchronised demand

pressures

A comparison of New Zealand and Australian
GDP growth rates during the 1980s (figure 1)
shows that New Zealand has experienced a
more pronounced cycle than Australia: the New
Zealand economy was in deeper recession in

1 Many thanks to Bruce White for comments and to Paul
Conway for estimating Australian potential output. Thanks
also to Graham Howard and Selina Young for valuable data
and graphics assistance.
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the early part of the 1990s, but by 1994 was
expanding more vigorously.

A number of factors can be identified as hav-
ing contributed to the relatively stronger cycle
in New Zealand:

External competitiveness

New Zealand’s external terms of trade during
the 1990s have been more favourable than Aus-
tralia’s (figure 2). Thus the real depreciation
of the New Zealand dollar that occurred in the
early 1990s (figure 3) gave the export and im-
port competing sectors of the New Zealand
economy an initial boost. In Australia, the
broadly comparable depreciation of the Aus-
tralian dollar mostly offset a fall in the terms of
trade. Similarly, later in the cycle when the
New Zealand economy gained comparatively
more momentum, relatively more of the mone-
tary restraint came through real exchange rate
appreciation, and net exports contributed neg-
atively to growth.

Business confidence

Domestically, the strength of demand in the
early stages of the recovery in New Zealand
was underpinned by robust business confi-
dence, particularly when it became apparent
that the key elements of the economic reforms
initiated in the mid-1980s were not going to be
rolled back by the new government elected in
late 1990. As business confidence improved,
private investment growth was boosted substan-
tially. Another factor behind the strength of the
investment cycle in New Zealand will have
been new investment to replace capital
‘scrapped’ during the restructuring of the econ-
omy.

Consumer confidence

In contrast, consumer confidence in New Zea-
land noticeably lagged behind that in the
business sector. As a result, private consump-
tion growth was not such a major factor in
lifting the New Zealand economy out of the
trough of the business cycle (relative to Aus-
tralia). Rather, growth in private consumption
played an important role in maintaining high
growth in output at a later stage.
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Aggregate expenditure Figures 4 (a)-(d)
These points are further illustrated in figures 4 Net Exports
(a)-(d), which show, for both countries, annual ,% (annual percentage change) %
contributions to GDP growth from net exports, 5 |
investment, private consumption and govern- ; |
ment consumption. It can be seen that the initial 1 |
growth in both countries came mainly from net o
exports and investment, but more so in the case! -
of New Zealand than Australia. In both coun- -2 -
tries, private consumption peaked later, -3 1
although for Australia, growth in private con- 4 L 4
. . P 1989 1990 1991 1992 1993 1994 1995 1996 1997

sumption began to make a significant " i
contribution to growth at least a year earlier than
in New Zealand. Also notable is that each of
the three main influences on demand (net ex-
ports, investment and private consumption)
followed a more pronounced cycle in New Zea-
land than in Australia. Finally, figure 4(d)
shows that government consumption contrib-
uted a littlelessto overall demand in New
Zealand than in Australia. Also, fiscal policy
more broadly, as reflected in the fiscal balance
(figure 5), has been tighter in New Zealand than
in Australia since 1993. However, positive ef-
fects of the firm fiscal policy stance on business
confidence may have offset the more direct Private consumption

. . X % (annual percentage change) %
contractionary effects on demand, and this will 47
have helped reinforce New Zealand’s more pro-
nounced recovery.

Investment
% (annual percentage change) %
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Employment growth

Another factor likely to have been relevant in N
New Zealand was the enactment, in 1991, of 3 -
the Employment Contracts Act. It seems rea- , R
sonable to ascribe some of the fall in the real 1989 1990 1991 1992 1993 1994 1995 1996 1997
costs of labour (figure 6) to this legislation. soresuisisnzass  —NZ - — Australia

Similarly, the strong growth in employment

(figure 7) and decline in unemployment from Government consumption

close to 11 percent in 1991 to around 6 percent 4 | (annual percentage change) "4
by 1995 (figure 8) probably owes somethingto 3 - r3
the increased flexibility in employment arrange- 2 1 M2
ments. The impact of employment growth on ! = =< Ml
household disposable incomes was one of the °
main contributors to the strong growth in pri- ™' ot
vate consumption that occurred during the latter -
half of the expansion. Eventually, however, the 21 -
strength of the economy led to the emergence 1559 1990 1991 1992 1993 1994 1995 1996 1997
of skill shortages in the mid-1990s. As a con- soesuisistz.ans - — NZ — — Australia

sequence, growth in New Zealand'’s real unit

labour costs has outstripped that in Australia in
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Figure 5
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recent years, and employment growth recently
has slipped below that in Australia.

The housing market

One of the most notable differences between
the New Zealand and Australian growth cycles
has been in the respective housing markets. In
both countries the construction of new houses
rose by over 40 percent within three years, fol-
lowing the trough of 1991. In Australia, this
construction ran ahead of demand, and in 1995
and 1996 there was a considerable excess of
new houses on the Australian market. This
meant not only that house prices in Australia
remained subdued for most of the 1990s, but
also that the home construction industry turned
down sharply in 1995 and 1996. This down-
turn in housing construction in Australia helped
ease the pressures on economy-wide capacity
constraints that built up in 1994 and 1995. In
New Zealand, by contrast, the demand for hous-
es increased even more than the supply, which
came to be reflected in strong house prices in-
flation (figure 9). Thus, in New Zealand, new
house construction was sustained through 1996
and 1997, mostly at around 1994 peak levels.

A number of factors have been suggested as
drivers of the New Zealand housing market.
Generally speaking, confidence in the housing
market was underpinned by improved confi-
dence in the long run outlook for the New
Zealand economy, and correspondingly, for in-
come and employment prospects. Another
driver was increased population growth, stem-
ming from an upsurge in immigration in the
mid-1990s. Following large scale net emigra-
tion from New Zealand in the 1980s, by the
mid-1990s the trend had swung to net immi-
gration at levels that contributed significantly
to New Zealand’s population growth. Austral-
ia has also had significant levels of immigration,
but without such sharp swings (figure 10). Also,
to the extent that New Zealand home buyers
expected house price rises to continue, real
mortgage interest rates in New Zealand will
have appeared low, and even negative, for rel-
atively long periods of time (figure 11).
Interestingly, however, with a recent slowing
in the New Zealand housing market and some
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evidence of a pick-up in Australian house pric- Figure 9

es, this particular relationship may now be Real House Price Inflation

. o, (House prices deflated by CPI ex-credit (NZ) & o,
reve rSIng ' 15/11 underlying (Aus)) ,A'] 5
The weather 10 -

Finally, in 1994 and 1995 — the years corre-
sponding with the peak of the growth cycle —
large parts of Australia experienced a severe 0 /<7
drought, which reduced farm output and rural P AN
incomes sharply. Australia’s farm GDP is as-
sessed to have fallen as the result of the drought© ‘ ‘ ‘ — ‘ ‘ -10
by about 10 percent, and GDP overall by about_ ggow fl(ﬁ P N"Z“ - Zimﬁﬁ 77
0.5 percent. The New Zealand farm sector did

not have the same experience; indeed, 1994 and

1995, if anything, were good growing seasons.

It was also around this time that the New Zea-

land forestry sector enjoyed a considerable

boost — reflected in both harvesting and newfFigure 10

plantings — as the result of a sharp rise in the ,,  Migration as a proportion of population

world price of soft wood and related products. 10| ‘10

+ o+ o+ o+ 4+ 081 r o8
The general picture that emerges from the aboveg:j 23
is one in which the Australian economy was |, | Lo
subject to a more mixed set of influences than ¢ 0.0
was the New Zealand economy - particularly -0.2 0.2
after about 1994. In particular, two events — -04 1 - -0.4
the sharp downturn in the Australian housing " | r-06
market, and the drought — occurred at about the”* %5 86 87 8% 89 90 91 92 93 94 95 96 97 0
time the economy was peaking. These INflu- souce: susics vz aps - — Australia — NZ
ences will have helped lessen the degree of
monetary policy restraint required to contain
demand pressures in Australia, relative to New
Zealand.

Figure 11
So far we have focused very much on the re- Ex-post real mortgage interest rate
. o, (mortgage interest rate less ex-post house price inflation) o

spective cycles and the factors that shaped them,” 50

Itis also informative to ‘look through’ the cy-
cles and compare the two economies over thée’
period as a whole (table 1). Here too there arq |
similarities and differences. Over the cycle as

a whole the growth rates achieved by Australia ° |
and New Zealand have been similar, but there |
have been differences in the relative contribu-
tions to this growth. New Zealand has ™ " " " " 0.7 o, o o6 o
experienced stronger growth in investrA®ot souce vaion nz rovz rea — NZ — - Australia

F1s

5

2 The stronger growth of investment in New Zealand is of
note given that New Zealand is a less capital intensive
economy. This reflects among other things the relative
smallness of the capital intensive mining sector in New
Zealand compared with Australia.
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Table 1: Contribution of expenditure components as a percentage of total GDP
growth: 1992Q3 to 1997Q3

New Zealand Australia Difference (NZ-Aust)
(percent) (percent) (percent)

Private consumption 59.2 59.0 0.2
Government consumption 4.6 10.7 -6.0
Investment 45.9 40.8 51

Exports 38.5 55.2 -16.7

Imports -50.0 -61.4 114
Net exports -11.5 -6.2 -5.3
Increase in stocks 1.7 -4.3 6.0
Expenditure GDP 100.0 100.0 0.0

less of a contribution from government con- To compare the driving forces behind potential
sumption and from net exports. output growth across countries, we need to com-
pare each of these componehts.

Table 2 shows our estimates of the contribu-
3 The supply side of the story tions to potential output of each component for
The supply capacity of an economy is not someNew Zealand and Australia over the 1992-96
thing that can be observed directly, but has toperiod. The data are shown in terms of annual
be estimated. One approach is to estimate ‘popercentage growth rates. Potential output
tential output’ — the level of capacity at which growth is equal to the sum of the contributions
the economy is capable of operating withoutfrom capital, labour and total factor productiv-
inflation pressures developing. For the purpos-ty. Figures 12(a) and (b) show the same
es of this article, a measure of potential outputinformation as in table 2, but for each year in-
for both New Zealand and Australia was calcu-dividually, allowing us to trace the evolution
lated using a semi-structural multivariate of each component over time.
filtering technique, as described in Conway and
Hunt (19978 On the basis of this measure, As shown in table 2, the respective growth rates
potential output growth for New Zealand rose for the capital stock and potential output have
from a trough of around O percent in 1990 tobeen roughly the same in both countries. Po-
approximately 3-4 percent per annum over thetential output growth in both countries averaged
last few years. These more recent growth rateground 3 percent per annum over the 1992-96

are similar to our estimates of Australia’s re- period. The contribution of capital inputs in
cent potential growth rate. Australia and New Zealand was also similar at

around 0.5 percent per annum in both coun-

Growth in potential output can be attributed to
three factors: growth in capital inputs, growth
in labour input and growth in output per unit of ¢  One of the main lessons to be learned from the productivity
; Wi literature to date is the importance of taking into
Inpl'It (tOtaI factor product|V|ty (TFP) growth). consideration the role of the aggregate business cycle. Since
productivity tends to be pro-cyclical (as labour and capital
tend to be used more intensively during cyclical upswings
and less intensively during cyclical downswings), itis useful
to report productivity growth rates over a full business cycle
(peak-trough-peak). Although the period analysed (1992Q1-
1996Q4) does not coincide perfectly with a full business

3 Conway, P and B Hunt, (1997), ‘Estimating potential output: cycle, it covers a similar phase of the business cycle for both
a semi-structural approaciRBNZ Discussion Pape&97/ countries and so should not invalidate cross-country
9. comparisons.
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Table 2: Average contributions to potential output over 1992 -1996 period

New Zealand Australia Difference (NZ-Aus)
(percent) (percent) (percent)
Contribution from the capital input 0.5 0.6 -0.1
Contribution from the labour input 15 1.0 0.5
Contribution from TFP growth 1.0 1.4 -0.4
Growth in potential output 3.1 3.0 0.1

tries which reflects the strong rates of invest- Figures 12 (a)-(b): Growth in potential
ment that both countries have experienced. output

% New Zealand
In terms of the sources of potential output 40
growth, the main difference between Australia §3 |
and New Zealand in recent years has been the s | l
relative importance of labour input growth ver- 2.0 - || .
sus growth in TFP. New Zealand has '°
experienced a stronger contribution from labour (1)2 ] H
growth, whereas Australia has outperformed o.0 trg ; E ALy
New Zealand in terms of TFP growth. (1)(5) 7

. . i 1989 1990 1991 1992 1993 1994 1995 1996 1997
Consider first the labour supply gl’OWth inla- 0 Labour Growth m Capital Growth O TFP Growth

bour input in New Zealand has made a
contribution to growth of around 1.5 percent y Australia
per annum over the last four years compared to40
just 1 percent per annum in Austrdlid.his is 33 1] — [ ]
consistent with the view that the introduction s |
of the Employment Contracts Act in New Zea- 20 | I
land lowered the marginal cost of labour to 131 . .
employers, and encouraged employment of ég
more labour per unit of capital. 0.0 ; ; ; ; ; ;

-0.5
The extent to which contributions to economic -0 -
growth from labour supply will be sustained
will depend on the rate of growth in the availa-
ble labour force (population growth, largely by the (microeconomic) labour market
participation rates) and the potential for further policies of each country.
falls in the rate of unemployment to be

1989 1990 1991 1992 1993 1994 1995 1996
0 Labour Growth m Capital Growth 0 TFP Growth

achieved. These factors will be influenced Figure 12 (a) and (b) also show that New Zea-

land has seen a significant rise in TFP growth
since 1990 — with our average TFP growth rate

54

improving from negative values in 1990 to a

The capital input measure used for New Zealand is the ;
Reserve Bank of New Zealand (RBNZ) FPS capital stock peak of about 1.5 percent in early 1994, before

measure. The Australian capital stock series used is thedveraging around 1.0 percent growth per an-

official Australian Bureau of Statistics (ABS) real capital nym more recently. While some of the
stock measure of equipment and non-dwelling construction.

This excludes inventories, dwellings, livestock and measured piCk-up in productivity grOWth in

agricultural land. New Zealand will have been cyclical in nature

The labour input for both countries was the trend rate of (reflecting that resources tend to be used more
employment, which was calculated as 1 — the trend rate of. t ivelv duri . th duri d
unemployment. The trend rate of unemployment was ME€NSIVEly Auring up-swings than during aown-

estimated as the HP-filtered unemployment rate (I = 1600). Swings), it also seems likely that there has been

ReserveBANK oF New ZeaLanp: Bulletin Vol 61 No.1



a significant underlying lift in productivity in 4 External accounts
New Zealand. However, Australian productiv- gy open economies like New Zealand and
ity has performed even better, with average TFFPaystralia, a channel by which excess demand
growth there estimated to have stabilised aican evidence itself is in the trade account of
around 1.5 percent per anndm. the balance of payments. That is, excess de-
mand is met by net imports of goods and
One possible explanation for New Zealand'sservices from abroad, rather than by local pro-
lower TFP growth rate is that it is the counter- qyction being run hard against capacity
part to our stronger growth in employment. At constraints. Figure 13(a) shows how, for both
least in the short term, a falling unemploymentaystralia and New Zealand, the balance of trade
rate may imply an increase in the proportion ofon goods and services deteriorated from 1991
lower productivity people in the labour force, yntil 1995. ButAustralia, unlike New Zealand,
leading to lower productivity growth in the ag- experienced significantly improved trade bal-
gregate. To the extent that this has been th@nces in 1996 and 1997. The greater
case, future productivity growth will depend on deterioration in New Zealand's external trade
the speed at which the skills of the expandedhosition will have stemmed largely from the
labour force, as well as the utilisation of the rg|atively greater rise in the real exchange rate
growing stock of capital equipment, can be quring the period that monetary policy was
enhanced. tightened. (The effect of a rising real exchange
rate is to shift aggregate demand away from

These Obsel’vations, howevel’, should be treatl'oca| production and towards goods and serv-
ed as no more than tentative and preliminaryjces produced abroad.)

productivity is notoriously difficult to measure

and interpret and we are still some distance frongt, of course, channelling excess domestic
an adequate understanding of the trends in progemand abroad (by increasing net imports) can
ductivity in New Zealand (and Australia). only be a temporary ‘escape valve’. This is
More in-depth analysis of the factors driving particularly true in the case of countries such
productivity growth in New Zealand is the sub- 35 New Zealand, and to a lesser extent Austral-
ject of research that has been jointly ja which already have large external obligations
commissioned by the Reserve Bank, the Newg service. This is because if the trade surplus
Zealand Treasury and the Department of La<g|ls short of the cost of servicing already ac-
bour. (This research is likely to include cymulated external obligations (the investment
industry-level comparisons with Australian pro- jncome balance on the balance of payments),
ductivity data, which should help to extend whatthere will be an overall deficit on the current
we can learn from the Australian data and ex-3ccount of the balance of payments. This will
perience)) further increase the country’s external obliga-
tions. Figures 13(a)-(c) show how, for New
Zealand, these relationships have evolved in
such a way as to cause the current account def-
icit to widen considerably of late (and to date,
by more than Australia’s). This may mean that
from here on, the scope for New Zealand to
meet domestic demand from abroad may be
more limited than it has been in the recent past.
7 The abovg estimat'es of eggilibrium TFP growth inAustralia This may imp|y a change in the ‘mix’ of mon-
are consistent with official Australian estimatefor . . .
example, the ABS estimates the average annual growth rat@tary COI’]dItIOI’]S, with the eXChange rate havmg

of TFP over the last growth cycle (1988-1996) to be 1.2 re|atively less of a restraining influence, and
percent, almost exactly the same as our estimates for that

period. Interest rates relatively more of a restraining
8 The results of this research will be publicly available, and influence. Such a Change in the mix of mone-
will be reported on in a futur8ulletinarticle. tary conditions is already occurring in New
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Zealand, with the exchange rate having fallen5 |nflation

and interest rates risen during recent months. The ahove discussion of demand pressures (in
section 2), potential output growth (in section
3), and external imbalances (section 4) leads

Figures 13 (a)-(c) naturally to a discussion of inflation and mon-
Trade balance (goods and services) etary policy.
% (as a percentage of GDP)
3 5

A useful summary measure of domestic infla-
tion pressures is the ‘output gap’; that is, the
11 difference between actual output and estimat-
ed potential output, expressed as a percentage

‘ of potential output. Comparative estimates of
-1 the output gap for New Zealand and Australia
e are shown in figure 14. These show that, al-

though potential output has risen substantially
3]

in New Zealandactualoutput grew even more
strongly, and led to a persistently positive out-
put gap between early 1993 and late 1996. By
contrast, our estimates for Australia suggest a

1989 1990 1991 1992 1993 1994 1995 1996 1997
Source: Statistics NZ, IMF ENZ 0O Australia

Investment income balance shorter period of more modest excess activity.
% (as a percentage of GDP) . . .
0 Herein probably lies most of the explanation
-1 for why New Zealand experienced stronger in-
2 4 flation pressuresand why monetary policy
-3 needed to work harder to contain inflation in
41 New Zealand than in Australia (see next sec-
> tion).
-6
-7 4
-8
-9 Figure 14

1989 1990 1991 1992 1993 1994 1995 1996 1997
o . . Output Gap .

Source: Statistics NZ, IMF ENZ O Australia 3 % (Using Multivariate Filter) A)3

Current account balance
(g) (as a percentage of GDP)
-1 4
2
3
4 1
-5 4

90 91 92 93 94 95 96 97

-6 A Source: Statistics NZ, Datastream, RENZ ~ —— NZ — — Australia
-7
-8

1989 1990 1991 1992 1993 1994 1995 1996 1997

Source: Statistics NZ, IMF mNZ O Australia
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For open economies like New Zealand andFigure 15
Australia, the prices charged for imported goods Import Price Index
and services also have an important, and di-mh{Glex (adjusted by relative TWI) Index
rect, impact on inflation. Figure 15 shows
import price levels in Australia and New Zea-
land in ‘world price’ term% It is evident that
New Zealand experienced significantly more
‘imported’ inflation than Australia between ¢
1994 and 1997. As a result, import price infla- 60 1
tion over this time period had a significant 58 -
upward impact on overall inflation in New Zea- 56 : : : : : : : 56
land. These pressures were more subdued in %0 o1 92 93 94 95 96 97
) . . Source: Statistics NZ, Datastream  —— NZ — — Australia
Australia, both because of smaller increases in
the (world) price of Australia’s imported goods,
and because traded goods make up a smaller
proportion of Australia’s CPI. Despite the stronger inflatigmessureshat this
article has suggested New Zealand experienced

Why New Zealand’s imported goods and serv-in the most recent cycle, the inflatioate in
ices inflated at a faster rate than Australia’s (inNew Zealand did not rise by as much as it did
world price terms) is a bit of a mystery. Therein Australia. This is especially true when in-
is, for example, no reason to think that the com{lation is compared across countries using
position (or quality?) of New Zealand's imports comparable indices.
is substantially different from Australia’s. One
possibility, however, is ‘pricing to market’. By To illustrate the importance of comparing like
this we mean that foreign suppliers to New with like, consider figures 16 and 17. Figure
Zealand and/or local importers may have in-16 shows (for both countries) the CPI ex-inter-
creased their margins by more than theirest, which is the basis on which inflation rates
Australian counterparts. This could be due toacross countries are most often compared. Over
insufficient competition in New Zealand’s im- the 1990s, CPI inflation ex-interest has aver-
porting sector. Alternatively, the relatively aged 0.8 percent less in New Zealand than in
greater appreciation of the New Zealand dollarAustralia. But this comparison masks a wider
vis a vis the Australian dollar may have simply underlying difference in outcomes. Specifical-
given New Zealand importers, or overseas exdy, the Australian CPI index has no counterpart
porters to New Zealand, a greater opportunityto the ‘Purchase and Construction of New
to raise their margins. To the extent that thisDwellings’ and ‘Expenses of Dwelling Pur-
was the case, the effectiveness of a strong Newhase’ items in the CPI regimen, which have a
Zealand dollar in channelling demand abroadweight in the New Zealand index of over 8 per-
and easing inflation pressures, may have beenent.
muted. But also if this explanation is the cor-
rect one, we should see some unwinding ofif inflation rates in Australia and New Zealand
import price margins as the result of the moreare compared using CPI inflation excluding
recent exchange rate depreciation, and less ugsredit services and shelter (as shown in figure
ward impact on the inflation rate than we would 17), the difference between inflation in New
otherwise expect. Zealand and in Australia has averaged 1.1 per-
cent since 1990 and 1.5 percent since 1993.
®  World price indices adjust for the effect of changes in the 1 NiS Widening of the difference in measured

respective values of the New Zealand dollar and Australianinflation between New Zealand and Australia

dollar by multiplying each country’s domestic import price .
indices by their respective TWI. reflects the fact that, in New Zealand, pressures

10 Since trade price indices are ‘value’ indices, they are not
adjusted for changes in quality.
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in the housing market have made a significantg Monetary policy

contribution to overall CPI inflatiof.

Figure 16

CPI Inflation ex-credit and GST
(annual percentage changes)

90 91 92 93 94 95 96 97
— NZ — — Australia

Source: Statistics NZ, RBA

Figure 17

CPI Inflation ex-Shelter and Credit Services

(annual percentage changes) %

——NZ — — Australia

Source: Statistics NZ

On virtually any measure, monetary conditions
have been firmer in New Zealand than in Aus-
tralia through the last growth cycle: see for
instance figure 18, which compares New Zea-
land and Australian Monetary Conditions
Indices!>® figure 19 which shows compara-
tive short-term interest rates and figure 20
which shows the yield gap (between short-term,
policy related, and longer term interest rates)
in both countries. Also, see Figure 3 which
compares movements in the real exchange rates
of the two countries.

Like Australia, our short-term interest rates
were lower than long-term rates from mid-1991
to late 1994 but, since then short-term interest
rates in New Zealand have been consistently
above long-term rates (figure 21). The fact that
Australia maintained a positive yield curve even
during the 1994-95 period of monetary policy
tightening illustrates that monetary conditions
in Australia were not tightened to the degree
they were in New Zealand. The recentincrease
in short-term interest rates in New Zealand also
reflects the shift in the balance between the role
of the exchange rate and of interest rates in
keeping demand in line with the economy’s
productive capacity.

Naturally enough, New Zealand’s relatively
tighter monetary conditions raises the question:
why should this have been so?

Sometimes it has been suggested that the an-
swer lies in what appears to be less stringency
in Australia’s monetary policy framework and
that, if New Zealand adopted a similar frame-
work, there could be less firm monetary

12 |deally, comparisons over a long time horizon should use
real MCls rather than nominal. However, given low inflation

1 Of course, the other way of achieving comparability of
inflation measures would be to add the housing components
that appear in the New Zealand CPI to the Australian CPI
measure. Given that housing inflation in Australia has been
reasonably close to the overall inflation rate, then the amount*
by which Australia’s inflation over the period exceeded New
Zealand’s would likely be in line with that shown by a
comparison of the two official (inflation ex-credit) measures.
Note, however, that if, in the period ahead, housing inflation
in Australia picks up and in New Zealand falls away, then
again the official Australian measure will tend to understate
inflation relative to how it is measured in New Zealand

3
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rates in the two countries over this period, the divergence
between the real and nominal MCls is quite small and the
basic trends are roughly the same.

Note that Australia does not have an official MCI. For the
purposes of this analysis, the Australian MCI was calculated
using a 3:1 interest rate:exchange rate trade-off, compared
to the 2:1 trade-off used for New Zealand. The Australian
trade-off is a judgmental estimate. The greater relative
weight given to interest rates in Australia reflects the fact
that prices in Australia are less affected by exchange rate
movements than are prices in New Zealand.

ReserveBANK oF New ZeaLanp: Bulletin Vol 61 No.1



Figure 18

Nominal MCIs

9 91 92 93 94 95 96 97
— NZ — — Australia

Source: RBNZ

Figure 19

o 90 Day Bank Bill Interest Rates o,
14 r 14

91 92 93 94 95 96 97
— NZ — — Australia

Source: RBNZ

Figure 20
. Yield Gap .

5 % (10 Year minus 90 Day Interest Rates) A)S
4 PN L4
[

34 A I r3

~f (N 1 \
2 - v . )
// - \\‘,\ . ~ A
14 ~ \J, Vi Mobl
e
0 oot A\ 0
Vi
1 \\/V\/\\/ \/\ .
2 L2
-3 -3

91 92 93 94 95 96 97
——NZ — — Australia

Source: RBNZ

ReserveBank oF NEw ZeaLanp: Bulletin Vol 61 No.1

conditions, with no more inflation than in Aus-
tralia.

Certainly there are some differences between
the policy frameworks in place in New Zea-
land and Australia. But, in recent years, those
differences have narrowed, and the remaining
differences are probably quite marginal. The
principal differences are:

« the mid-point of Australia’s 2 to 3 percent
‘thick point’ inflation target is one percent-
age point higher than the mid-point of the 0
to 3 percent target range that applies in New
Zealand (and was 1.5 percent higher up un-
til late 1996 when the New Zealand inflation
target was widened from 0 to 2 percent);

 different time periods over which the target
is intended to be achieved. In New Zea-
land, the intention is that annual inflation
rates should be kept within the target range
all the time, whereas Australia targets aver-
age inflation over ‘the course of the cycle'.

However, neither difference should be overstat-
ed. It is apparent that the scope the Reserve
Bank of Australia (RBA) sees for allowing var-
iation in the inflation rate over ‘the course of
the cycle’ is reasonably limited. In the words
of RBA Deputy Governor Dr Steven Grenville,
“Stabilising and maintaining price expectations
is the key issue in thinking about the question
‘over the course of the cycle’... We would not
be too fretted if actual inflation moves about a
bit over the short term providgulice expecta-
tionsdo not change!emphasis added]. This
implies that the RBA would manage monetary
policy cautiously in circumstances where in-
flation looked as though it were moving away
from the target, unless it was clear that the de-
parture was widely viewed as being the result
of temporary factors.

Also, it does not necessarily follow that less
monetary restraint is required to achieve a high-
er inflation target than a lower one. Important

4 From ‘The Reserve Bank and the Business Cycle: Talk to
Melbourne Institute of Applied Economic and Social
Research Conference’, Melbourne. 5 September 1997.
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Figure 21 ments under which this happens broadly paral-
" 10 Year Government Bond Rates " lel those in New Zealand under which the
13 - S 13 Treasurer and the Governor of the Reserve Bank
enter into a Policy Targets Agreement, and un-
der which the Governor of the Bank appears
before the Finance and Expenditure Commit-
tee of Parliament, normally at least twice a year.
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61 7 Conclusion

> o1 92 03 94 o5 96 97 A look back over the past decade reveals that
Source: RBNZ —NZ - - Australia there have been broad similarities but a number

of specific differences in New Zealand and

in this connection is the role of inflation ex- Australia’s respective macro and monetary pol-
pectations: how much monetary restraint isiCy profiles. Naturally, there have been periods
required depends importantly on by how muchwhen the combinations of influences affecting
inflation expectations are above the desired in-one country or the other have diverged and that
flation rate. Where monetary policy has to work iS expected for the future as well. Indeed, to
hardest is where the inflation expectations thathe extent that the New Zealand economy is
lie behind wage and price setting behaviourssmaller and narrower than that of Australia, it
remain persistently above actual inflation out- IS Perhaps inevitable that New Zealand is com-
turns. Figure 22 suggests that inflation Paratively more exposed to ‘ups and downs'’.
expectations in New Zealand have been no less

consistent with actual inflatithan in Austral- ~ Overall, the explanation for the firmer mone-
ia. tary conditions that have prevailed in New

Zealand appears to lie outside of the monetary

More generally, there has been considerabléegimes in place in both countries. It seems
convergence in the ‘institutional’ aspects of thethat the principal explanation lies in the more
inflation targeting regimes in the two countries. Synchronised set of demand pressures that New
The independence of the RBA was clarified andZ€aland experienced. These demand pressures
formalised in an exchange of letters betweenfan ahead of growth in the economy’s output
the Treasurer and the RBA GovernoAingust potential, as they followed a period of economic
1996, and its Governor is now required to giverestructuring during which capital investment
formal and regular account of the way in which slowed, much capital was ‘scrapped’, and em-

monetary po“cy |S Conducted. The arrange_ployment fe” Since then, however, there haS
been considerable expansion in the capacity of

the New Zealand economy — driven by strong

Figure 22 employment growth, high levels of capital for-
The Excess of Inflation Exp over Inflation Outturns mation and Signiﬁcant prOdUCtiVity gainS. The
(1-year ahead inflation expectations . .. .
y less actual CPI) y key to maintaining an even stance in monetary
8 -8 policy in New Zealand in the period ahead will
T [ be to keep potential output growth moving
4517 i ahead, while avoiding, to the extent possible,
N 3 sharp shifts in demand influences.
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