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This Statement is produced to help hold the Reserve Bank accountable for avoiding “unnecessary instability in output, interest rates and the exchange rate”, as it is required to do under clause 4 (b) of the Policy Targets Agreement (see http://www.rbnz.govt.nz/monpol/pta/3517828.html)
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1
Policy assessment

The neutral level of the OCR is the level that is consistent with keeping annual CPI inflation within the 1-3% target range on average over the medium term consistent with clause 2 (b) of the Policy Targets Agreement.  An assessment of a number of the factors relevant to determining the neutral level of the OCR leads to the conclusion that the neutral level may be a bit above the current setting of the OCR at 2.5%.  But if the financial crisis remains elevated the neutral OCR could be as low as 2.5%.  And there is the risk that the latest international turmoil could be a dress rehearsal for a more significant shock, which means an OCR of below 2.5% could end up being justified.

The factors considered in the assessment of the neutral level of the OCR and whether the current rate should be a bit above or below the neutral rate are: 
· The impact of the international financial crisis.

· How borrowers are responding to the current level of interest rates. 
· Economic growth performance and prospects in light of the impact of the non-interest rate drivers.

· Whether there is any spare capacity in the economy.

· Whether a warning shot needs to be sent across the government’s bow.

The continued fallout from the international financial crisis means the neutral level of the OCR is well below the 5.5% historical average level of the OCR since its inception in March 1999.  It is hard to quantify exactly how much below 5.5% the neutral rate is currently based just on the direct impact of the crisis on the interest rates faced by borrowers.  But the crisis means a much lower neutral rate than 5.5%, while there seems no basis for expecting an early, significant resolution of the crisis and there is the risk that the international financial situation will deteriorate further.

The response by borrowers to the current level of interest rates suggests that the neutral level of the OCR could be below 2.5%.  However, as especially mortgage borrowers work off some of the excessive debt accumulated during the speculative bubble in the housing and section markets borrowers may respond more favourably to the current level of interest rates.

After taking into account the impact of drivers of economic growth other than interest rates, the recent below average performance of economic growth can be explained.  This means that from the perspective of the performance of economic growth the neutral level of the OCR is probably not below 2.5% while it might be slightly higher than 2.5%.  Economic forecasts provide an unreliable basis for assessing whether economic growth will end up above or below the sustainable rate of around 2.5% if the OCR remains at 2.5%.  But based on the current states of, and likely near term prospects for the main drivers of economic growth the outlook for underlying economic growth, which is growth excluding the impact of the rebuilding in Canterbury, is not likely to be materially different from the 1.5% performance over the last year.  Of particular concern is the risk of a significant deterioration in the international trade cycle.
The existence of a modest amount of spare capacity in the economy means a case can be made for the OCR being marginally below the neutral level for a brief period.  However, the most important measure of underlying inflation is already sufficiently high to mean an OCR below 2.5% cannot be justified currently unless international financial developments result in a further fall in the neutral rate.
When the reconstruction work in Canterbury eventually gets underway in earnest it will provide a significant but transitory boost to economic growth and some boost to inflation.  The focus of monetary policy should be on underlying economic growth excluding the boost from the reconstruction work.  To hike the OCR more than a touch in response to the rebuilding post a major and tragic natural disaster makes no more sense than does cutting the OCR once the rebuilding work eventually tails off.  To do so would only create unnecessary volatility in economic activity and especially housing related activity outside of Canterbury.
Despite 2011 being an election year the government is running what appears to be a sound fiscal policy with a focus on reducing the fiscal deficit.  A case does not exist for increasing the OCR to provide a warning signal to the government.

2
Assessing the neutral level of the OCR

The international financial crisis has had a major impact on the neutral level of the OCR and is likely to do so for some years to come.  The crisis started as a private sector housing and banking crisis but has evolved into a government debt crisis of unparalleled proportions.  But the most useful starting point is to assess what the neutral level of the OCR was before the financial crisis and to then make an allowance for the impact of the financial crisis and for whether there is spare capacity in the economy that justifies the OCR being slightly below or above the assessed neutral level for a period.  Doing it this way means we can first learn from the almost two decades of experience with low inflation prior to the financial crisis.
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	Between January 1992 and January 2008 annual CPI inflation averaged 2.1% (bottom green line in the chart).  This is an entirely acceptable outcome in the context of the RBNZ’s inflation target range.  In the second half of the period it averaged somewhat higher, at 2.6%, but that is still within the 1-3% target range.  Over the same period the 90-day bank bill yield averaged 6.9% (the top green line), while it varied between 4.3% and 10.2%.  Since its birth in March 1999 the OCR has averaged 0.2% below the 90-day bank bill yield.  So the 6.9% average for the 90-day bank bill yield between January 1992 and January 2008 implies a pre-crisis neutral OCR of around 6.7%.


If the 90-day bank bill yield had been kept much more stable than was the case over this period of history, like close to 6.9% throughout the period, New Zealand should have had a similar average inflation rate but much of the large volatility in economic activity and especially the extreme volatility in housing market activity would have been avoided.  
The international financial crisis is a shock of a lifetime and has had a major structural impact on the neutral level of the OCR.  Most notably it has pushed up the margins New Zealand banks pay for overseas funding relative to both international wholesale interest rates and the OCR.  But policy initiatives by the RBNZ to make banks less reliant on short term overseas funding have also contributed to the margins between the interest costs faced by borrowers and the OCR increasing.  Consequently, the neutral level of the OCR is now much lower than was the case before the crisis.
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	Prior to the crisis the average business base lending rate charged by the banks averaged 3.5% or 350 basis points above the OCR, as shown in the adjacent chart.  In the last two years the margin has averaged 7.4% or 740 basis points.  In the case of the average 5-year fixed mortgage rate charged by the major banks the gap has increased from 1.8% to 5.4%.  In the case of the average 2-year fixed mortgage rate charged by the major banks the gap has increased from 1.6% to 4.1%.  In terms of the average floating rate charged by the major banks the gap has increased from 2.2% to 3.4%.   The neutral OCR is clearly much lower because of the crisis. 
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	Much of the increase in the margins between the interest costs faced by borrowers and the OCR reflect the impact of the financial crisis on the overseas borrowing costs faced by banks and policy initiatives that have forced banks to access longer term rather than short term overseas funding.  The shift in emphasis to longer term overseas funding means banks are less subject to short term fluctuations in the state of the crisis, like the most recent turmoil.  The share of bank funding coming from non-residents has fallen somewhat in the last year, as shown in the adjacent chart.  But banks still rely sufficiently on overseas funding that the crisis continues to have a major impact on the margins between the OCR and the interest costs faced by borrowers.

Part of the reason for the increase in the margins has been the policy initiative to encourage banks to fund more from the local retail market.  The consequence has been a significant increase in term deposit rates relative to the OCR, as shown in the adjacent chart.  Much of the increase in the margin between the average 6-month fixed mortgage rate charged by the major banks and the OCR since the crisis started can be explained by the increase in term deposit rates relative to the OCR.
While these margins remain elevated the neutral level of the OCR will be significantly
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lower than was the case before the crisis.  The scale of the increase in the margins gives some guide to how much lower the neutral level of the OCR is now, but the litmus test is how borrowers are responding to the level of interest rates and whether the economy is growing above or below the sustainable rate.  
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	The housing market is the most interest rate sensitive part of the economy and dwelling sales respond quite quickly to changes in mortgage interest rates.  With the OCR and mortgage interest rates having been stable since March, the recent monthly data on dwelling sales supplied by the Real Estate Institute (REINZ) provides a useful guide to whether mortgage interest rates are punitive or stimulatory.  This in turn provides valuable insights into whether the OCR is above or below the neutral level.
In the last few months the numbers of dwelling sales reported by REINZ have been 20% below the historical average number, as shown in the adjacent chart.  If anything this


suggests that the existing level of mortgage interest rates and the OCR are punitive, but this needs to be viewed in the context of the housing market still suffering as a consequence of the speculative bubble in
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	prices between 2003 and 2007.  The below average number of sales may not mean the OCR is currently above the new neutral level, but it points to a low neutral rate.

Monthly growth in borrowing by the private sector from the banking sector remains subdued, as shown in the adjacent chart.  This suggests that the current levels of the OCR and borrowing costs are not encouraging excessive borrowing.
Annual economic growth continues to run below the historical average rate, as shown in the chart below, although the economy may not yet have fully responded to the cut in the OCR from 3% to 2.5% in March.  The historical average growth rate of 2.5% provides a reasonable estimate of the sustainable rate (i.e. the rate that is consistent with keeping CPI inflation within the 1-3% medium term target range).

The critical question is whether there is a risk that economic growth ends up significantly above or below the sustainable rate if the OCR remains at 2.5%.  Using economic forecasts to assess this risk is of dubious value because of the poor track record of the economic forecasters.  Instead it is more useful to consider the states of the non-interest rate drivers of economic growth to assess whether the recent below average economic growth indicates that the OCR at 2.5% is above the neutral rate.
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On the one hand several factors have been making a negative or below average contribution to economic growth.  The exchange rate has been well above average.  Net migration has been below average.  Surging food and petrol prices have eroded disposable income.  People have been working off debt following the speculative bubble in the housing market and some people continue to realise losses from earlier finance company failures.  The earthquakes in Canterbury had an initial negative impact to economic activity.  On the other hand the export sector and especially primary product prices have been performing strongly.  The charts below show the recent levels of some of the drivers relative to the historical averages.
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In net the non-interest rate drivers have made a reasonably significant negative or below average contribution to economic growth in the last year.  This implies that the below average rate of economic growth in the last year is not because the OCR at 2.5% currently is above the neutral rate, while it is possible that it may be a bit below the neutral rate once the impact of the non-interest rate drivers is taken into account.  Supporting this conclusion the most important measure of underlying inflation suggests that the OCR at 2.5% may be a touch below the neutral rate.
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	In a modern, service-orientated economy labour costs are the single largest cost of production.  The labour market is at the heart of inflation prospects.  The adjacent chart shows a strong inverse correlation between the most important measure of annual labour cost inflation and the unemployment rate.  The correlation at -0.91 is close to the maximum possible negative correlation of -1.  The best fit is with the unemployment rate leading annual labour cost inflation by between two and three quarters, which is reflected in the chart by the unemployment rate line being advanced or shifted to the right by three quarters.

The unemployment rate is best viewed as a measure of the balance of bargaining power


between employees and employers.  If the OCR is kept below the neutral rate it will fuel excessive economic growth and drive the unemployment rate below the level that is consistent with low inflation.  Equally, if the OCR is kept above the neutral rate it will impede economic growth and result in an unnecessarily high unemployment rate and suppressed wage and salary growth. 

The adjusted measure of annual labour cost inflation shown in the chart above is designed by Statistics NZ to exclude labour cost increases justified by productivity growth and as such reflects the purely inflationary component of labour cost increases.  Increases in this measure of labour costs will result in higher unit production costs and fuel price increases.  If this measure of labour cost inflation is allowed to rise much above the historical average rate it risks fuelling a damaging wage-price spiral, as was most recently experienced in the mid 2000s, but was a feature of much of the 1970s and 1980s.  There is not a precise or static link between the neutral level of the OCR and the equilibrium level of the unemployment rate, but they are inexorably linked.

The unemployment rate is currently slightly above the historical average rate, with the historical average providing an indication of the equilibrium rate.  This suggests that there is a modest amount of spare capacity in the economy, which means there could be a case for the OCR being kept slightly below the neutral level for a modest period.  However, annual inflation in the adjusted labour cost index is already at the historical average level, which suggests that the OCR may already be a touch below the neutral level.  This is especially the case once allowance is made for the 0.5% cut in the OCR in March having not yet fully filtered through to economic growth and inflation.

The rebuilding in Canterbury may result in the unemployment rate temporarily falling below the equilibrium level and drive labour cost inflation higher.  However, a period of slightly higher inflation should be acceptable as a by-product of the rebuilding provided it is reversed once the rebuilding tails off.  Counterbalancing this risk to inflation is the risk associated with the unfolding slowdown in global economic growth.  Leading indicators of international trade for the major crisis countries have deteriorated significantly in recent months, as shown in the chart below.  There is the real risk that a negative external economic shock is heading New Zealand’s way, which justifies a conservative approach to the setting of the OCR relative to the neutral level.  Even if the OCR is currently a bit below the neutral level it is prudent to keep it there until more is known about international financial and economic developments.  
Surveys of manufacturing sector purchasing managers (PMI surveys) are most useful in assessing the state of the international trade cycle, as shown in the chart below.  The US, Eurozone and UK PMI surveys 
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	have deteriorated materially.  The global supply chain may be entering a period of destocking that will amplify any fall in economic growth in the crisis countries.
In conclusion, the evidence from the economy suggests that the current level of the OCR at 2.5%, while low by historical standards, may be close to the neutral rate.  There are reasons for believing the current neutral rate is a bit above 2.5%, but it could end up below 2.5% if the international situation deteriorates further.  In line with the desire to avoid unnecessary volatility in output, interest rates and the exchange rate, the case for keeping the OCR at 2.5% is overwhelming.


2
Restating the case for a more stable OCR
The primary objective of monetary policy is to keep inflation low on average over the medium term, as specified in clause 2 (b) of the Policy Targets Agreement most recently signed between Governor Bollard and the Minister of Finance on 18 December 2008:

“For the purpose of this agreement, the policy target shall be to keep future CPI inflation outcomes between 1 per cent and 3 per cent on average over the medium term.”

Source: http://www.rbnz.govt.nz/monpol/pta/3517828.html
Inflation was made the primary objective of monetary policy more than because keeping it low is desirable in its own right and because monetary policy is the best tool to target inflation.  Of most importance, it put the RBNZ in the path of any government planning on making excessive use of taxpayers’ money to buy votes.  This is best considered in the context of overly-expansionary and self-serving fiscal policy being the primary cause of NZ’s high and damaging inflation in the 1970s and 1980s.

With keeping inflation low on average over the medium term being the primary objective of monetary policy it makes sense that the RBNZ devotes most of its resources to assessing the level of the OCR that is consistent with this medium term objective (i.e. the neutral level).  If there is a major structural change, like the international financial crisis, the neutral level of the OCR will change and the RBNZ should adjust the OCR based on an updated assessment of the neutral level.  Equally, if the government of the day plans on operating excessively expansionary and self-serving fiscal policy the RBNZ should adjust the OCR to encourage more responsible fiscal policy.

But how much should the RBNZ adjust the OCR relative to the assessed neutral level?  This is effectively asking how can the RBNZ best satisfy clause 4 (b) of the Policy Targets Agreement – the stability clause – in addition to keeping inflation low on average over the medium term.  The historical evidence makes a strong case for believing that the RBNZ’s best chance of satisfying clause 4 (b) is if it keeps the OCR in reasonably close proximity to the assessed neutral level.  This compares to the RBNZ inclination to march the OCR up the hill, just to march it back down again.
The RBNZ, like central banks in general, puts most of its effort into assessing the outlooks for the economic growth, inflation, the international situation etc.  It then adjusts the OCR “proactively” based on this assessment in the belief this will result in a more stable or less unstable economic environment than would exist otherwise.  Since its birth in early 1999, but prior to the financial crisis beginning, the OCR ranged from 4.5% to 8.25%.  Over the last two decades, excluding the period since the financial crisis started, the 90-day bank bill yield, the benchmark short-term wholesale interest rate that is largely controlled by the RBNZ’s monetary policy decisions, ranged from 4.3% to 10.2%.   The RBNZ’s “proactive” approach to adjusting the OCR has resulted in extremely unstable interest rates, which has made life much tougher than necessary for borrowers and savers.  Rather than avoiding unnecessary volatility in “output, interest rates and the exchange rate” the RBNZ has been a primary cause of volatility.  

To successfully adjust the OCR “proactively” (i.e. so as to avoid unnecessary volatility in the economy) the RBNZ needs to be able to accurately forecast economic growth a year in advance on a consistent basis because it takes around a year for changes in the OCR to filter through to economic activity.  If the RBNZ can on a consistent basis predict upturns and downturns in economic activity a year in advance the potential exists for it to successfully adjust the OCR proactively.  However, even if the RBNZ is successful at reducing volatility in economic activity by proactively adjusting the OCR it will contribute to volatility in interest rates.

The problem with the RBNZ’s forecasting-based approach to adjusting the OCR is that the RBNZ and the economic forecasters more generally have poor and at times abysmal track records at predicting economic upturns and downturns.  Consequently, the RBNZ ends up adjusting the OCR reactively (i.e. after an economic upturn or downturn has been confirmed by the historical economic data).  By adjusting the OCR after the horse has bolted the RBNZ does not reduce volatility in economic activity but is instead a major cause of such volatility.

The three precursor reports to this Alternative Monetary Policy Statement document the RBNZ’s poor forecasting track record and show why this meant the RBNZ was a primary source of volatility in the economy, especially for interest rate sensitive industries (visit http://www.sra.co.nz/pdf/AlternativeMPS.pdf to access these reports).  But the evidence against the RBNZ’s forecasting-based approach to adjusting the OCR continues to mount.  
In the 2011 June MPS the RBNZ estimated that economic activity or GDP increased 0.4% in the 2011 March quarter.   On 14 July 2011 Statistics NZ reported a 0.8% increase in GDP for the March quarter.  Partly in response to this stronger than expected quarterly increase in GDP the bank economists barked louder about the need for early and sizeable OCR hikes.  In the 2011 September MPS the RBNZ estimated that GDP increased 0.6% in the 2011 June quarter.  On 22 September 2011 Statistics NZ reported a 0.1% increase in GDP for the June quarter.  This poured some much needed cold water on the barking bank economists, but it won’t stop them from barking.

The evidence from the last two quarters is that even after the event the RBNZ can’t be relied upon to estimate what happened to GDP.  If the RBNZ can’t estimate what happened after the event with a reasonable degree of accuracy how can it expect to be able to forecast what will happen to economic growth over the next year?!  These events reinforce the case for the RBNZ abandoning the pretence that it can successfully adjust the OCR proactively.  Instead it should focus on assessing the neutral level of the OCR and on keeping the OCR close to the assessed neutral rate.  This offers the best available opportunity for the RBNZ to avoid unnecessary volatility in output, interest rates and the exchange rate.[image: image12][image: image13][image: image14]
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