Reference: 20150363

18 September 2015

Thank you for your Official Information Act request, received on 21 August 2015. You
requested the following:

“l am writing to request copies of any and all material prepared by The Treasury
and its staff on the Reserve Bank's investor finance restrictions between 3 June
(when the consultative document was released) and today. This request
encompasses any internal briefing or analytical papers, material provided to the
Minister of Finance (or his office) and any comments or papers provided to the
Reserve Bank itself.”

Context for Information Being Released

Please note that overall, the Treasury supports the Reserve Bank’s view that recent
developments in the Auckland housing market could potentially pose a threat to
financial stability over the medium term. Although there may not be signs that a
systemic risk may crystallise imminently, there is cause for vigilance. Given the
consequences of doing too little too late, we support the case for intervention at this
stage on financial stability grounds on the basis of the available data.

As the Secretary to the Treasury Gabriel Makhlouf noted in his letter to Graeme
Wheeler of 6 July 2015 (attached for your information), “the Treasury will continue to
provide an independent perspective, and aim to add value to agencies’ business in
doing so. Our goal is to be collaborative and challenging at the same time, engaging in
a constructive spirit, with a shared sense of ambition and focus on getting better
outcomes for all New Zealanders’.



Information Being Released

Please find enclosed the following documents:

Item | Date Document Description Decision
Release in full
T RBNZ
1. 14 July 2015 reasury comments on (withholding contact
LVR consultation document . -
details of officials)
Briefing for Gabs on lan .
. 201 Rel full
2 28 July 2015 Harrison House of Cards eleasein i
Treasury comments sent to
3. 24 August 2015 RBNZ with proposed changes to | Release in part
RBNZ speech
Briefing for Girol on recent .
4. 24 A 201 Rel t
ugust 2015 RBNZ speech elease in par

| have decided to release the relevant parts of the documents listed above, subject to
information being withheld under one or more of the following sections of the Official
Information Act, as applicable:

Please note that this letter (with your personal details removed) and enclosed

personal contact details of officials, under section 9(2)(a) — to protect the privacy

of natural persons, including deceased people,

advice still under consideration, under section 9(2)(f)(iv) — to maintain the current

constitutional conventions protecting the confidentiality of advice tendered by
ministers and officials, and

names and contact details of junior officials and certain sensitive advice, under
section 9(2)(g)(i) — to maintain the effective conduct of public affairs through the

free and frank expression of opinions.

documents may be published on the Treasury website.

This fully covers the information you requested. You have the right to ask the
Ombudsman to investigate and review my decision.

Yours sincerely

Jennie Kerr
Team Leader, Financial Markets




Gabriel Makhlouf
Secretary to the Treasury

Kaitohutohu Kaupapa Rawa

6 July 2015

Graeme VWheeler
Reserve Bank of New Zealand

hee Grose,

As we head into 2015/16 | am writing to share the Treasury’s focus for the year ahead,
and some changes we're making to support stronger relationships with you and the
Reserve Bank.

Our focus for 2015/16

The Treasury's vision is unchanged: we want to be a world-class organisation working
towards higher living standards for New Zealanders. Our definition of living standards
goes beyond the traditional focus on economic growth. We want to create a New
Zealand that is prosperous, sustainable and inclusive.

In this context, we have chosen to focus on seven strategic intentions which reflect the
Government’s priorities and span different aspects of living standards. These are set
out in our Statement of Intent:

e The State sector efficiently and effectively delivers results for New Zealanders

e People have the capacity and opportunities to participate in society and the
economy

e There is a faster improvement in Maori living standards

e The economic cycle is managed in a way that supports sustainable growth
e \We have an internationally connected & competitive business environment
e The Crown balance sheet is managed effectively and efficiently

e The Treasury is a high performing organisation
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The strategic intentions will be key drivers of how we prioritise our work over the
coming year, within the wider context of our four-year plan. They are ambitious, and
require us to work closely with others inside and outside the State sector if we are to
make real headway.

How stakeholders see the Treasury

Our recent stakeholder survey showed that stakeholders see us engaging more, and
want to see and hear more from us. Public sector stakeholders in particular have
asked us to be clearer about what is needed to improve State sector performance,
clearer about our expectations, to get better at modelling the behaviours we expect of
other public service agencies, and to make sure different parts of the Treasury are
operating in a cohesive way.

How we work with you

To respond to these challenges, and to meet the appetite for greater engagement, we
have refocused the role of Deputy Secretaries at the Treasury. Line management and
operational responsibilities have been transferred to our Director group to enable
Deputy Secretaries to spend much more time investing in strategic relationships and
working on cross-cutting issues. The accompanying diagram provides an overview of
our new operating structure.

As a central agency with a broad mandate and set of responsibilities, staff and
managers in the Treasury’s teams will continue to lead our work and be the main day-
to-day contacts for public sector agencies. Deputy Secretaries and Directors will
support this work by playing a more active role in “sponsoring” relationships. We would
like to discuss how we can best make this work for you, but in practice we envisage it
would involve:

e Checking in regularly to discuss how effectively our organisations are working
together, your agency'’s priorities, and how we can support those.

e  Working together to resolve difficulties and barriers to the progress of key
priorities for both agencies.

e Once or twice a year, having a relationship “health check” meeting; this would
be a conversation involving pre-work from both sides, such as internal
conversations with relevant managers about their views on the health of the
relationship, reflections on expectations of the relationship, and ideas on how
the relationship could be made as effective as it can be.



| will be the relationship sponsor for the RBNZ and | look forward to discussing this with
you when we next meet.

The Treasury will continue to provide an independent perspective, and aim to add
value to agencies’ business in doing so. Our goal is to be collaborative and challenging
at the same time, engaging in a constructive spirit, with a shared sense of ambition and
focus on getting better outcomes for all New Zealanders. The changes we are making
will help to make sure we are getting the balance right, and we are looking forward to
working together in the year ahead.

Gabriel Makhlouf
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THE TREASURY

Kaitohutohu Kaupapa Rawa

Treasury Report: Treasury Comments on RBNZ nsultatﬁ&
Document \ ))
w ~
\‘ AN
Date: Tuesday 14 July 2015 Repc%{\@ '{:\/ T201 5//1%4&1 —

Pl Number: | S111437
@ —/

§ N
Acﬁ@n\ Deadline

Action Sought

Minister of Finance Nel\g%a{tached per None

ea;
viding comme ts@othe/ BNZ on

(Hon Bill English) onsu/ta :
stments %1 ns on high-
A R reSIdPh)l tgage lending

Contact for Telep Mlscu@%eqwred

Name osition Telephone 1st Contact

R . \ Withheld under s9(2)(a) — |
Lucy Grei Senior n@st> 04 917 6085 (wk) v
DR

James B\ea@ I\A@ancia 04917 6161 (wk)
ﬂ\%a{and International
n

Actions/féﬁh Minister’s Office Staff (if required)

Return the signed report to Treasury.

Enclosure:
RBNZ consultation paper Tsy contribution FINAL (Treasury:3234748) |Add to worklist

Treasury:3240874v1 IN-CONFIDENCE
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Treasury Report: Treasury Comments on RBNZ LVR Consultation
Document

1.  The attached paper sets out the Treasury’s view of the RBNZ’s proposed changes to
the current macroprudential policy settings. It looks to pro discussion as
continue to work together according to our respective ma macroprud
policy as set out in the Memorandum of Understanding rudentia(fl?élicy.

2. Overall, the Treasury supports the Reserve Bank’s view recent de@mer{ts in
the Auckland housing market could potentially pos at to financial st 'rlﬁy over
the medium term and that although there may not be signs that a systemic.risk may

crystallise imminently, there is cause for vigilance.-Given the consequences of doing

too little too late, we support the case for i Tg at this gtgig\es\ inancial stability

grounds on the basis of the available data ) )

N \\\:/
'vﬁ%o\mment o c ltation document than
e, and i(de\tl number of areas where

v

J

J Our intention is to addre%mg‘*e broadl%ﬁ{ﬁ&égvould expect to see from the

RBNZ when announcing a macropru ial‘policy proposal, and as such our
paper goes bey d%g;m%nenting sp cﬁibgﬂy/ n the consultation document.

o We hope our%‘%{}e will be qséfu& he regulatory impact analysis of the

policy, wh?& d in adv. hCeﬁ;f any policy based on conditions of
registratio

N ‘banks, and a add value over the longer term.
\\\\\:/Z\J )
4. This Treasur{gp@p\egv{as submitted during the consultation period with industry, but is

an infor bmission. Th NZ-were given the opportunity to provide comments
on the aper, and t mments were taken on board.

Next St . ( &7

3.  The paper provides more compreh
we expect could be incorporated at thi
further analysis would be useful.

DR /
5. e%ontinye%@with the RBNZ on the macroprudential framework, including
iewing how the process went to identify improvements we might want to make, and
will report % nthe outcome. We are proposing working together with the RBNZ

to ensure tha ‘framework delivers as intended and that any changes required to
achie se objectives are made.

IR
Recommé} d Action

We recommend that you:

a note that the attached Treasury comments were shared with the RBNZ on their
Consultation Paper: Adjustments to restrictions on high-LVR residential mortgage

lending
James Beard Hon Bill English
Manager, Financial Markets and International and Tax Minister of Finance
T2015/1544 : Treasury comments on RBNZ LVR consultation document Page 2

IN-CONFIDENCE
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mortgage lending.

Treasury policy response July 2015 ~
\\\ )

Executive summary \5 >

This paper sets out the Treasury’s view of the proposed changes to the current
macroprudential policy settings. It looks to p |scu35|on/a; continue to work
together according to our respective manda acropru \,pollcy as set out in
the Memorandum of Understanding on 0 g ennal% N(oU

The paper provides more compreh nsww ment on the consultation document than
we expect could incorporated a stage and i htl es-a number of areas were
further analysis would be use@bﬁ@urintention i

would expect to see from thi

proposal and as such go s éxond commenting Spl/ flcaIIy on the consultation paper.
y tory |mpact analy3|s of the pollcy,

RBNZ Consultation Paper: Adjustments to restrictions on high-LVR residentg'

7d challenging at-the same time, engaging in a constructive spirit, with a
ensé of ambition ~and focus on getting better outcomes for all New

l, the Trea urws ports the Reserve Bank’s view that recent developments in
the Aucklan s\g/market could potentially pose a threat to financial stability over
the mediu nd although there may not be signs that a systemic risk may
crystallis nently, there is cause for vigilance. Given the consequences of doing
too littl ; we support the case for intervention at this stage on financial stability
ground e basis of the available data.

‘ \

Look\ﬂgiérward and in the spirit of fulfilling the Treasury’s challenge function, this
paper suggests the following ways of improving the ongoing policy-making on
macroprudential policy:

e Providing a more detailed problem definition and rationale for proposed
macroprudential interventions

' http://www.rbnz.govt.nz/financial_stability/macro-prudential _policy/5266657.html

Treasury:3234748v1 IN-CONFIDENCE 1
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e Improving clarity of RBNZ policy communications of the channels the proposals
are targeting and the expected impacts of the policy

e Providing additional evidence and analysis on a number of issues where
possible, and continuing to develop the evidence base for the policy
should include substantial analysis of the ongoing €ffects. of previoué@
settings

e Overall taking a more proactive and forward-100

his
(A

stance to m C[prudgﬁtial
g evidenc Qp’@*e key
indicators for risk, which might include some for orward policy guidance on
the potential medium-term policy directio _to the “proposed
adjustments to the temporary LVR policies. : U rt credibility
and reduce market uncertainty

e Relating policy proposals to the st
emphasis on the direct stability i %@ko&‘

\\\‘ ) .
\a\‘fgs/ to increase the

esting ni
e prop&

ncial stability mandate and

In the Treasury’s view, the deli \
effective use of macroprudentia t\dl;s“ will be ctive and better understood
when the RBNZ coordinates with the Treasury, sure overall coherence in the
signals that are sent to et. The Treasury has two key roles in this regard. First,
it is responsible for th acroecon/qmig ramework. Macroprudential policies are
an important part of this ework, and we-have a clear interest in ensuring that the

objectives of these “piilicj/é\s support ader macroeconomic framework. In addition,
Treasury has a(\r@péﬁs(bility to-ens at institutional arrangements appropriately

reflect Mini%‘f'@«s and int% hete possible.
| e curren gement with the RBNZ on its ongoing work around

enga
ability and I?ok%@ to working together on policy designs and engaging
bate in the th;é:\/

"/

‘/‘

2. Aims @/\ctives
This papeg s’ out'the Treasury’s view of the RBNZ's proposed changes to the current

policy settings. Under section 68 of part 5 of the Reserve Bank of New
Zeala’/’r]fok Act;, the Bank is conferred with powers for the purpose of “promoting the
mai‘?{e@gnﬁce of a sound and efficient financial system”. Policy should act to:
e maintain financial stability; but also
e ensure the financial system continues to operate efficiently through the
economic cycle.

As specified in the MoU, the RBNZ are required to keep the Minister of Finance and
the Treasury regularly informed on its thinking on significant macroprudential policy
developments and must consult with the Minister and the Treasury from the point
where macroprudential intervention is under active consideration. The MoU aims to
ensure that there is appropriate consultation with the Government at the framework
design stage — reflecting the broad economic and fiscal implications of macro-

Treasury:3234748v1 IN-CONFIDENCE 2
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prudential tools — but that instrument deployment is insulated from short-term political
pressures.

The ongoing involvement of Treasury on macroprudential policy is desirableé%

snomic framework for whi

ould not co r@ﬁ’nse 'the
greater tran pe;e Y and
accountability will ensure higher quality deC|3|on mak ng and is in the inte e\{s of both
the Treasury and the RBNZ. N

This requirement recognises that the RB
efficient financial system as a primary obj and cur

around the use of conditions of regist 'oﬁQbut that the portant role for the
Treasury to play. This is driven by t e,,,,',,,,,, t acroprudentlal policies
with respect to economic and fi jecti de\\pT ‘primary importance to the

Government’s objectives. Macr
and it is crucial that the wider p

policy settings ensure tha<?\/ gémterventlon i ap\p; iate and the combined impact of

n a wider policy framework

any actions is properly e

The Treasury’s per/Spe useful t idéﬂ%i‘f)/ additional factors or test assumptions
and works to help boththe Treas
may exist betwée;\l/mﬁc? areas. It alsc
has been communicated in a |

spective mandates on macroprudential policy and to identify areas
lysis would be useful, for example for the regulatory impact analysis or
policy once in place.

ﬁ%i%eﬁ)ooks to promote discussion as we continue to work together

\\
:}\ P/oblem definition

For any policy, having a strong problem definition is the key to success. This is
especially the case with macroprudential policies since the RBNZ are a relatively new
tool in those countries with a well-developed financial sector. There is a lack of clear
evidence on their use and effectiveness, data are often limited, and the models and
analytical tools available for evaluating the potential impact and post-implementation
effect are still continuing to develop. These factors add to the difficulties around
establishing a counterfactual for what would have happened in the absence of a policy
intervention.

Treasury:3234748v1 IN-CONFIDENCE 3
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Given these challenges, to make a good case for using a macroprudential instrument,
we believe it is very important to describe the goals of the policy, the objective that the

policy is meant to achieve, the channels through which the pelicy should wor
what the success criteria are. This includes identifying t «%

fic indicators mi

inform the policy calibration. There needs to be clarity 4 J.the differ ncé\betw en
the symptoms and the cause of an issue. For examplée 3 i t@ Sty\%eent
to cause the banking system to become unstable'? U der w i ircumstances

would a specific policy be removed? )
i. Does the level of house prices and tlz@fét increase in Auc

risk for financial stability? %\jf/
what t;e@see as driving the price

-initially pres n\/t‘m; case that the inflation is
nterest rates trong inward net migration.
t'also notes<that prices are “stretched”. We are not

vhether this refers i ong demand pressures, or to
%lcs based %pectatlons — and how much this

re prlce rises. The consultation document problem

e\bf/tpe effect of the Auckland situation or of
or efficiency of the financial system.

ic literature. Rapidly rising prices are required to
w far and fast does asset price inflation need to be

The RBNZ analysis presents a mixed-pic
rises in the Auckland housing m n
driven by the current historica@m;*%i
However, the consultation docu
clear what this means -

=

sgenarlo In this regard, we support the RBNZ in its assessment
cnon is expedient at this current time.

o agrees with the RBNZ that fundamentals (that is, the lack of supply
in Auck i the face of strong demand pressures and the lowest financing costs on
rec rdl re argely driving the Auckland price rises, and that in addition to this there is
some anecdotal evidence of frothiness that gives cause for concern. The impact of a
fall in prices will depend on the causes of that fall, for example a migration outflow
would have a different impact to a sharp rise in unemployment. Defaults are driven
largely by the sustainability of repaying a loan, and although negative equity will make
repayment less attractive for the borrower it is not necessarily sufficient to result in
default. Similarly, banks are able to provide forbearance on loans that cannot be paid
at the agreed rate, and did so quite extensively in a number of nations hit by house
price falls during the GFC and are sensitive to loss given default.

Treasury:3234748v1 IN-CONFIDENCE 4



Doc 1

Page 7 of 17 Released

IN-CONFIDENCE

The Treasury acknowledges that planning constraints and broader incentives also play
a key role in the broader picture of housing market dynamics. The Treasury is
undertaking a work programme involving a number of departments to increase housing

supply in New Zealand. The Treasury believes it is important t ork with the R
ensure government policy initiatives and action and macro | policy d
are mutually supportive of macroeconomic and financial b e will q6ntmue

work with the RBNZ to ensure the whole policy package related to the h usn@\m/rket
works well and in a consistent direction.

That said, households and investors who are Wéavily leverage <a}#;/&r%ave high
servicing requirements are more vulnerabl [ 3 The most
vulnerable are likely to include purchases b
S @ohjn the value of the
y_otherwise would have

been and then expectatlons reverse/c , highly“indebted buyers for whom
continuation with their mortgage %e%e a proble \\y‘ﬂ pe more likely to default
whether they bought on the ex continui ‘s\gprlce inflation or not.

The Treasury would also Tik e\Lo stress o] A}?e t house prices movements in
themselves are not the use of a fin néial_ stability problem — if houses were
. /.
purchased without m he consequ@m of a downturn in prices would be
much less severe /a§7 e nking s m\wcyuld not be affected by non-performing
housing loans and- any lmpact w rgely be through the wealth effect. Many
homebuyers aré\i{% e/S|gn|f|c nt- t of leverage to buy houses, meaning that
the macropr al co/nseque é&r;a redit story. Asset price overvaluation is only a

one aspect emic risk as ent, a necessary but not sufficient indicator.

e potenti fundamentals to reverse, for example if employment
2 New Ze &r}d rsened significantly enough to produce net outward
upparted by a combination of wider macroeconomic factors. We
fore a potential for house prices to fall as a result of

Ids

The RBN> consultation document suggests that a capital gain expectation in Auckland
coul&be/pushmg down rental yields. The RBNZ suggestion that capital gains
expectations may be suppressing rental yields is logical and can be justified by
fundamentals, given population growth and inelastic housing supply.

However, this picture is complex and deserves further unpicking. Whilst rental yields
may be low relative to house prices, they don’t look out of line relative to other asset
markets over the medium term. For example, bond yields are near the record lows of
2013. To put this in context, this is quite different to 2007, where there was significant
divergence between bond yields and rental yields. This divergence was followed by a

Treasury:3234748v1 IN-CONFIDENCE 5
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house price correction, albeit not one that created any difficulties for the financial
system.

concern, in two respects. Firstly, from a stability perspecti means the

given income and given deposit, mortgage payments wilk.be r as ho;(s\efp,\'\
 of their 'ngé\r?\’re)t}d go
abletod aql/i‘lrfgjln the
event of an income shock. Secondly, the affordability ‘of ‘owner oc upatl‘({graises a

number of other questions that are relevant to w@qvernment objecti

The Treasury agrees that high house price to income ratios in-Auckland are C?ﬁ%
i a
ric

iii. Credit story <§; %/
As already noted above, credit is ntal fa financial stability risk,

C \\\
given the effects of leverage and s-around defé}t;rt@\t\aﬁ aggregate level.

The RBNZ'’s consultation docun%‘ﬁp}[es that riet credit-growth remains subdued, but
points to concern around, the existing levels of household indebtedness, at around
160% of disposable in e épayment,,r}e%jaxe kept the net figures in check,
whereas gross lendin € a key iﬁ@@\o or financial stability purposes, given

the characteristics of new
\\ ~

/lending as %ei\s\usgéptible to default.
We would encoﬁ\r@e\MRBNZ %\\wb further detail on the indicators they think are
of relevanc fina cél stabilj -to’provide a more forward-looking analysis. For
Id sustaing% els of household debt might be in the New
fore what rates of net and gross credit formation would be

seht a cause for concern and justification for action.

\ .
nalysis %t at aggregate debt of New Zealand households increased

i a@tly in th@d’é(c\ leading up to 2008. The increase was large and historically
unprecedented l@\”g exceptional compared to other countries’ experience over the
same perio growth then slowed between 2009 and 2012, but more recently, as
the econe ecovery has strengthened, growth in household debt has picked up but
remains moderate. Rising asset prices and a lift in household saving have supported
hougseholds to modestly reduce the ratio of debt to assets. Low interest rates have kept
deb é\ehyic;ting ratios at moderate levels. Moreover, there is little evidence that lending
standards are declining, a crucial component for assessing systemic risk. Although this
picture does not present a case that the risks from credit growth are immediate,
Treasury believes that there is cause for increasing vigilance.

J
9

The potential warning signs in the credit story are around the impact of high household
debt, as it forms a substantial proportion of banks’ balance sheets and due to potential
impact on household consumption in the event of a macroeconomic shock. High levels
of debt also increase the vulnerability of households to downturns, and as
acknowledged by the RBNZ this is particularly important where debt is concentrated
amongst particular assets (both for households and banks). Housing assets represent
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a large proportion of both household and bank balance sheets, so any significant
negative developments in the housing market would pose a more significant and
systemic risk.

ise i i se’in house prmé%%
to a lesser extent, changes in interest rates, and the Treasury would agreé wmt

RBNZ that this is a trend that requires further analysi vould like 1 rak\e
initial points for discussion around how the credit ates to mg(iorvprt@/inal

policy. The key aspect is that a rise in debt relative to in means an ino?se in the
vuInerablllty of households in the event of asho R to income. Ti;\% e a range of

one aspect of loan-sustainability,
limits (D] ls)\ﬁ' an alternative

macropudentlal tool that would offer an alternative or a bQ\aI ‘way of managing
financial system vulnerability by targeti th%hke ihood of defa

We appreciate that this is more
technical issues meant that LV
on DTI data since then, and Iook

V’thmote the resilience of household
sales and reductlon in consumpt|on

nt notes that the current LVR settings have improved
waea nd banking system through reducing the share of high
7 lance sheets, but the resurgence of pressure in Auckland is
‘ ’e% of financial stability risks.

0 )
The Treas %?13/ that the resilience of the banking system should form a key part
— perhap %in ipal motivation — of any case for the use of a macroprudential tool.

rage the RBNZ to provide more analysis of what impact the proposed
cha es likely to have on the banking system as a whole. Similarly, more cost-
beniﬂ({enalyas of any proposals would increase the understanding of the policy aims
and pet/:ted impacts, and aid the RBNZ in communicating its view of the impact on

the banking system. It would also support the recognition of the efficiency/stability
trade-off inherent in macroprudential policy-making.

As for any macroprudential intervention, the ability of the banking sector to bear losses
in a downturn is key to whether additional measures are required to support financial
stability. Normal business-as-usual prudential policy is charged with ensuring that
individual banks remain resilient, and macroprudential policy supplements this where
there are systemic risks. This includes externalities and spillover effects to other
sectors (for example a potential knock-on impact on commercial lending). The RBNZ’s

Treasury:3234748v1 IN-CONFIDENCE 7
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stress tests from 2014 featured a housing downturn following a sharp downturn in
China or a sharp increase in interest rates, and the scenario produced the result that
overall capital ratios fell to within 1 percent of minimum requirements. The consultation
paper notes that since Auckland prices are judged to be at risk of a greater f n
modelled, the risks for the banking sector may be greater than previously thoug&

believe tha m@nghouse

a transmission Q;;échamsm
between a macroeconomic shock and financial blhty, via the ban %g;jy tem. This
would involve and may accelerate any crisis i New Zealandfe%o y. This is a

distinction between a shock to financial stabi om fmanmalg\ta

- —/
This framing supports the RBNZ’s posi n&@a\t\banks ar %rofitable and passed
last year’s stress tests without dipping be e mlnl?u nt capital requirements,
-developmen \vT housing market warrant

but that even in this context the
action. The banks may limit ne %N o\cgc ical shock to the economy

regardless of whether they fal e /a capitq ned banking system is not

consistent with financial sufficient to rock the banking

system would likely re tion_in-the domestic economy most likely
. e

following a shock fro n this cqnte&h rge fall in house prices as occurred

in the stress tests/c' se defz%i\nd )oan losses of a magnitude that could

prove uncomfortable f@F banks. It | rtant in these situations that policy mitigates

the risks that b@l@ Cgﬁfl’/ bute to tt% er macroeconomic effects (such as a credit
i ti

ics, a loss of market confidence, or a significant

and/or investment). Propagation may be

ome initial analysis with the RBNZ that suggests that banks
have “shifted m\port olios slightly as a result of the reduction in leverage in their
mortgage p x o the extent that the concentration of high-leverage housing debt
i %amty risk, this is a natural consequence of the policy and does not
i all vulnerability of bank balance sheets to loan losses.

The T\r\aSury appreciates that the RBNZ have done some thinking around these
|ssu\§ “and we agree with their analysts that macroprudential tools are one way of
addressing spillovers, externalities and non-linearities that are not well captured in the
risk weighting framework. As the RBNZ have noted, this is an extremely complex issue
and difficult to entangle. We would welcome seeing any additional analysis on the
impact of the LVR limits on bank capital levels and overall vulnerability.

5. Specific policy specification

i. Investor focus

Treasury:3234748v1 IN-CONFIDENCE 8
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The proposed new macroprudential settings identify investors as a particularly
important group to target, as a result of their relatively higher propensity to default in a
downturn. They demonstrate a range of structural reasons why investors may be prone
to default in times of downturn and make a convincing case that investors m

source of instability. &

However, the RBNZ consultation document could be on the ma nltu@e of the
problem that investors pose and how this might i the bankin @/s’f m for
example the potential loss given default from the investor.sector. We ckn ge that
it i i dlffICUH by the | G%V ence and
rage the RBN;'O\T}O inue to work

the evm{eﬁ se. This could
\}fYﬁg similarities and

on the relative stability risks of investors
include more analysis of international experi includin
differences to New Zealand’s situation,

The new proposals recognise t i

other borrowers. They note t ’%
increased to over 40%, and that.some of this
unable to access the mark <tgaey also point to e \/ e that investors are paying high

prices on housing relativ returns they ill recewe in the form of rent and that the
0 be redu demand.

a stronger LVR limit than
orrowing in Auckland has

Treasury also notes. Ihaﬂhe growt

estors amongst Auckland mortgage holders
could be a rte\/of re/movmg ayp

ion of first time buyers from the market,
intensifying the cencentration y-set of borrowers. This may be an unintended
consequenc f settings, underlining the importance of carefully

-.o otential m%tso any change to policy.
and focus{\ N

r’éultatioq/d&:g \Knotes that not only are market pressures rising in Auckland,
but that it rep@;%ﬁls ground half of existing mortgages and new mortgage flows, and
I

that this co on leads to systemic risk. They state that a ‘correction’ in Auckland
house pri % have a range of triggers, and cite default rates and credit losses as
the mechani: hat would unleash financial instability, if significantly large. The use of
regloﬂah nacroprudential tools is relatively innovative and represents a departure for
the | RBN , who previously cited practical difficulties and the distortionary effect of
reg|ghaLtérget|ng

The Treasury agrees that any sharp fall in house prices in New Zealand would most
likely be the result of a macroeconomic trigger, most likely exogenous to the banking
sector, and as such represent a transmission mechanism rather than the root cause of
financial instability.

The RBNZ are also looking to relax the speed limit for households outside of Auckland,
allowing a slight increase in the volume of new high LVR lending originations. They

Treasury:3234748v1 IN-CONFIDENCE 9
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point to the reduction in house price growth outside of Auckland, and the lower house

price to income ratios.
a distortionary effect on
ers to_enter the %
ity relaxing the LVRi mits
the rest of the country. The proposed relaxation is telatively minor allmhmg/the
proportion of high-LVR lending to rise by around Sp& asing housépvcegrowth
by around 1 percent) and therefore erI not significantly ove the stortmiréry effect

7
The RBNZ note that the effects in and outside<f Auckland sorr(ewha\ set each other,
and this weakens the case for reducing thelin outside o %\eg)on with respect to

the impact on banking sector resilie .%tr er, risky a worry wherever
€ and not just Aucklanders.
he-shock tha wght rigger defaults amongst

This rather depends on the nat ffw
“%e ‘wl e at the national level.

mortgage holders, but the mpa% t

possrble future m rudential settings, the Treasury
is a trade- o{\t%vveen the policy being more targeted
that thrsf tails” The number of classifications and
uckland/r r\\of/ }:ountry, mvestors/non mvestors new

Additionally, looking forw
would like to highlight t
and the additional ¢
exclusions are growin
burldmgs/exrstm bulldmgs
requiring more ource/on the part. y
the policy. ate ho ~that'this is new territory for both the RBNZ and the
Treasury ar I need to w ether to ensure that we continue to develop our
underst hese policy settings.

They is also &gr@em d with the LVR relaxation, given the lack of messaging
nd communicatio n when and why the LVR limits would be removed. The
p s/ tate tha /there ttle evidence of exuberance’ outside of Auckland and use

this to justify r. xhg@e measure, yet note the possibility of resurgence and suggest a
graduated “would allow them to test the water as to the market response to
Q

the relaxa

It would-be uyseful for the RBNZ to set out possible indicators or reasons for further
actlogr\\/er the medium term (whether tightening or relaxation) and avoid policies
appe mdreactlonary This would send signals to the market on the RBNZ’s intentions,
and would help the market set expectations. This itself would help support stability in
the market, and would be of significant value.

The Treasury would like the RBNZ to set out what path might provoke them to continue
releasing the limits, or would lead to a reimposition. Further, Treasury would also
encourage the RBNZ to take more of a medium-term view of possible policy options.
This could involve identifying specific indicators that are relevant to the decision-
making process, and how the RBNZ expects them to evolve over time.

Treasury:3234748v1 IN-CONFIDENCE 10
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6. Conclusion

Overall, the Treasury supports the Reserve Bank’s view that recent developments in
the Auckland housing market could potentially pose a threat to financial stabili%z//@/;
ay

the medium term and although there may not be signs that'a systemic ri
crystallise imminently, there is cause for vigilance. Given *-\w equences of d

too little too late, we support the case for intervention at thi je‘on financ“'g‘i\s.tability

grounds on the basis of the available data.
NPV
We recognise that this is new policy territory, and welcome working with théRBNZ to

ensure that the policy settings are well made a édpport financia %%v&stability and
efficiency. We will work with the RBNZ to Ure-that the(LIa work” delivers as
intended and that any changes required to | se objec NSS\EN‘ ade.

N
the Treasu Tl’enge function, this
oving t ngoing policy-making on
%

3
>

N
\gnd rationale for proposed

Looking forward, and in the spirit of fulfi Tng\
paper suggests the following ways i
macroprudential policy:

e Providing a more detg\«}l%d%/problem definiti

N

macropudential interventio s NN
e Improving clarity i R@i policy co I jjr;a ions of the channels the proposals
are targeting and the cted impacts ¢ il

e policy
e Providing a

con p-the evidence base for the policy. This
should L;fi\cludfe;\;f;fsp’ostantiarlrrr is of the ongoing effects of previous policy

A th }eéﬁporary LVR policies, and would help support credibility
—and reduce m ncertainty

Relating | ‘o\ligy\} roposals to the stress testing of banks, to increase the

emp n the direct stability impact of the proposals
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Thoughts on ‘House of Cards’ by lan Harrison

A House of Cards is a note by lan Harrison of Tailrisk economics on the
arguments/evidence in the RBNZ consultation on the LVR proposals, specifically
evidence for the restrictions on investor lending.
7
[~

The paper is stored here: Lies final 2 PDF (Treasury:325 is N //
N

5ohsultat|on documer nég number

Summary of Harrison’s position
e Harrison examines five papers cited in the
that were cited in later documents.
e Harrison notes that additional strong
of investor mortgages, and that th
LVR and income. ‘
e The RBNZ relies on overseas em eviden{\e\ stemic events that

may not apply to New Zea S-banking pra ti@\s\eyd laws are different (eg
non recourse mortgage \

* New Zealand evidence qS}s that retal
other housing loans:

e

\ \gloans are not riskier than

e ‘Bad analysrs deés not lead pollcy outcomes

Argument |@p§ér %

tor loans.in NZ are to small lenders. The loans will be serviced by
%ages. Professional investors are will rely more on rental income, belong
er asset cl@&éé\s\ d carry more risk weight.

UK and ‘exa mples were on buy-to-let (BTL) mortgages, which had
\ r/sky chay/apterj such as low deposit and low margin between rental income

and Ioi%a?ent and were often advanced by non-mainstream institutions.

uge construction boom, and repossession of defaulted houses
lly éxtremely difficult. These are not the case for NZ investor loans,
ding standards are higher. Other papers have also found that BLT
/S does not impact on default rates, which are instead driven by lending
\\an ards and the sheer quantity of BTL loans that were made at the time.
‘Some of the evidence presented by the RBNZ is based on subprime loans, or
investment in holiday destinations, which has little relevance to New Zealand.
S&P use an adjustment factor (higher capital requirement) of 1.1 on investors,
but this is described as ‘qualitative’.

Relevance for macroprudential policy
- Banks should manage their loan portfolios to achieve a desired level of risk. For
individual banks, this is regulated by prudential policy

Treasury:3251332v1 IN-CONFIDENCE 1
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- Macroprudential policy’s role is to protect the economy against systemic risk,
that is, where there are systemic consequences not accounted for in normal
prudential policy

- Therefore, the case for targeting investor loans needs to-show that they ar
riskier than other loans, and that this risk may manife stemic Iev&%
across the banking system/macroeconomy)

- Other tools for dealing with systemic risk for pa
available, such as sectoral capital overlays or i

Jing cate or}qé\arﬁ
g risk weights:,

Nl

with the RBNZ.

icy,'the assumption
, and whether the

ector is sufficient to

Treasury comment

- We have raised a number of i ISSues ;
These include the strength of the evi
that wage income is the key inc

magnitude of the systemic rigk arisi
warrant specific targeting 0
- Without repeating the re

ce ber of the criticisms raised
do seem to have some rgjh’ H0wever 1 is! around whether it agrees

with international s d%agds and the B
interpretation.

- Overall, the Treasury supports the Reg
developmenf@ J?fl\ e’ Auckland ughg /rharket could potentially pose a threat to
flnanC|aI stabl ver the m erm, and although there may not be signs
thatas §%m| HS/k may crystallise imminently, there is cause for vigilance.

too little too late, we support the case for

Given :
ncial stability grounds on the basis of the

b
)
0
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Comments for RBNZ on Grant Spencer LVR speech 24" August 2015

Thanks for sharing the speech with us and providing the opportunity for.us to provide a few
comments. Overall we are happy with the references to Treasur es; a me;

messages that are being communicated.

There are a few points for clarification. These are:

1. Housing supply story

NS

Iy\smyx\‘tl n could easily
tion’could occur, it is

igration flows than

age 5 that the shortage

simply building too many houses. Particularly given the estimate

is 15-20,000 dwellings which is 2-3 ti %%2 ount of an{lu%éd§ ions to the housing stock.
Residential investment growth is looki eaker than we d\afumed in our Budget
forecasts, adding to concerns thatﬁi\\hd%ing suppl I’Sj& as been modest relative to
the demand pressures. N NN

Withheld under s9(2)(g)(i) @

X

interested tB%ég\n?iore on how the Bank interprets the moderate growth of (net)

e \it, W}uch we'vgte’, d

N
4. So i ording clarification:

investor demand only affects composition’ — this is potentially a bit too strong.

[ mple, it does not hold if houses are left empty.

'\\Eg 5 — what data is referred to when talking about investor cash sales?

® p.g 5—not all purchasers are required to provide an IRD number. There are
exemptions for purchasers of their main home as well as a range of other exemptions

Withheld under s9(2)(f)(v) W e can provide details as needed.

e Pg.6—second paragraph —we suggest dropping the word “town” in front of planning.
That term is not commonly used.

e Same paragraph — we were not sure what the “relaxation of density rules” is referring
to. If it is the proposal by Auckland Council to reintroduce the no density rule into the
Auckland Unitary Plan then this is just a proposal at this stage.

e Pg9—the discussion of the impact on house prices via housing demand here mixes
demand by investors for an asset and demand for housing as a place to live.

view as one of the more robust indicators of systemic financial
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Briefing for Girol: RBNZ speech on LVR limits, 24" August 2015

The draft speech is saved here:

RBNZ LVR - Speech final 24 Aug 2015 (2) (Treasury:3269425) |Add to worklist &

/ &
Key points to note @ < /: AN
( N\
N \

® Overall, the speech provides a clear and detailed r. t%n\ale or the RBN%? al\terat'(ons
to the LVR limits policy. There is more on the potavma\\;gannels of insta \t{than in
the consultation paper, and on how instability may unfold via the HQ ing market.
There are also more data on the role of inve tors, W&ICh we shoétd we elcome.
However, the case that investors are mC{é ﬁsh \P>an other Ie/nder%\\%m relatively

weak. \M &\ ‘ )

>

® The speech also doesn’t address fﬁ&a&b’at credit M}h\\l@ew Zealand remains
modest and therefore the ri é o 'maﬁlal stablllty/may notbe growing so fast. We
have suggested that the R& N{Q rovide mgﬁa\detél)/oﬁ this.

\ ) )

® The speech is relatively-ex| anslve on the vol%eiﬁqcveasmg supply, and finishes with a
call for better progres \lncreasmg ho&@ng su@ify There may be media interest in
this and any implie \HQs,rh that the_fGov&}\r ent and Auckland Council are not
making the cb&n@rKs cessary to i ngr{ag g housing supply at the pace needed to

address housg pnce& <§g _

Pom{%ﬂ)ader macr&p Mpollcv approach

/\g\ ]?he speech fal\bézft the anti-contractionary role of macroprudential policy as the
"4 prlmarygoal\as opposed to preventing bank failure). This aspect is more prominent
here tha \msl:ewous communications, and we welcome this development.

/
Wlt?hfe% s9(2)(g)(i)
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