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4
CHAPTER  4

E C O N O M I C  S T A B I L I T Y

4.1 Introduction

The main goals of any government usually include economic growth, price

stability and low unemployment.  The most important means of moving

towards these goals are the detailed policies on tax, spending, regulation and

government management, which are discussed in other chapters of this

briefing.  However, the macroeconomic levers of the fiscal stance and monetary

policy also play a part.

For many years, both in New Zealand and overseas, the combination of

fiscal and monetary policies was operated with a view to raising output directly,

particularly when growth slowed.  However, it has become clear that neither

expansionary fiscal policy nor loose monetary policy can be used to raise

incomes, in the medium term.  Rather, macroeconomic policy can play its

most effective role by focusing on economic stability.

Large fluctuations in economic activity impose significant short-term costs,

such as job losses, poor returns from investment decisions, and business

failures.  Fluctuating economic activity can also be detrimental to long-term

growth rates, because uncertainty discourages investment.  Conversely, less

marked swings in economic activity provide more certainty which can

encourage investment and growth.  It would therefore seem desirable to use

such means as are available to avoid excessive fluctuation in economic activity.

However, even in this area, the effectiveness of macroeconomic policies is

severely constrained.

Monetary and fiscal policy can influence, but not control, levels of economic

activity in the short term.  However, the influence is so uncertain that any

active attempt to reduce the amount of economic fluctuation, through policy

�fine tuning�, is likely to rebound and exacerbate fluctuations in activity.

This results from the difficulty in accurately foreseeing the need for discrete

government interventions, timing the implementation of such actions, and

knowing the impact they will have.

Macroeconomic policy can

play its most effective role

by focusing on economic

stability.
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In the Treasury�s experience, rather than using monetary and fiscal policy to

�manage the economy� actively, macroeconomic stability is best achieved

through concentration on a limited number of medium-term objectives.  This

provides consistency in monetary, fiscal and overall economic policy, with

the result that people can plan for the future and invest with as much

confidence as possible.

This does not mean that government should ignore the macroeconomic

impacts when designing policy, but rather that policy should not be designed

to engineer a short-term macroeconomic outcome.  It also does not necessarily

mean that the government needs to be concerned about the fact that tax

receipts drop during an economic downswing, and that benefit payments

tend to rise.  As long as the government�s balance sheet is strong enough to

cope with a temporary call on debt finance, and as long as it is quite clear

that the fiscal deterioration is temporary and cyclical, then these �automatic

stabilisers� of reduced tax receipts and increased benefit payments may be

allowed to do their work of offsetting what might otherwise be a larger decline

in economic activity.

This chapter briefly describes the central elements of fiscal and monetary

policy in New Zealand, before reviewing the operation of macroeconomic

management in recent years.

4.2 The current situation

Fiscal and monetary policy are operating in New Zealand with some clear

medium-term goals.

4.2.1 Fiscal policy

Under the Fiscal Responsibility Act, spending and revenue decisions must be

taken in a medium-term context, so that the sustainability of decisions can

be considered openly and transparently.  This is a highly desirable focus for

policy, since it offsets the common pressure to address short-term needs, at

the expense of long-term predictability and credibility.  However, it is also

important to consider the impact that fiscal settings will have on the economy,

in particular the interaction between monetary policy and fiscal policy.

Economic stability

is best achieved

through concentration

on a limited number

of medium-term

objectives.
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Any rapid increase in government spending not offset by increased tax receipts

represents an increase in demand for goods and services.  In time, it is likely

that this extra demand would be offset by reduced household demand if

households anticipate the increase in taxes that must eventually fund the

extra spending, or as interest rates rise in response to the deterioration in the

fiscal position.  In the short term, the additional demand for goods and services

adds to the inflationary pressures that the Reserve Bank must contend with.

Chapter 2 points out that there is a limit to the rate at which it is safe to

adjust the overall fiscal stance.  In particular, the Treasury considers that any

loosening in fiscal policy settings by more than 2% of GDP in any one year is

likely to impose excessive pressure on monetary management.  Since recent

changes already imply movement of around that extent in 1996/97 and

1997/98, there is little room for further fiscal easing at present.

Economic fiscal indicator

The economic fiscal indicator (EFI) is being developed to provide a quantifiable measure of the relative

short-term stance of fiscal policy, based on economic, rather than accounting, principles, and using the

Generally Accepted Accounting Practice (GAAP) fiscal measures.  The indicator remains work in progress.

Standard economic theories have been analysed with a focus on what they say about the direct impacts of

fiscal policy on economic activity.  A small model has been developed incorporating the main relationships

operating in the economy, using an amalgam of both Keynesian and classical economics, with microeconomic

foundations.

This economic model provides a framework for thinking about how fiscal policy can be expected to feed

through to other sectors of the economy.  For example, the extent to which lowering income taxes is likely to

influence household expenditure will depend on the extent to which households save or spend the extra

income.  To obtain numerical measures, the model was calibrated using economic theory and empirical

estimates, and these were applied to historical and forecast GAAP fiscal measures.

As well as providing an overall estimate of the fiscal stance in any one year, the indicator can be decomposed

to look at the impact that fiscal settings have on each major expenditure component of GDP (consumption,

investment, imports, etc) and the total impact on GDP from each major fiscal component (transfer payments,

public sector wages, taxes, etc).

An ongoing problem with the indicator as currently constructed is that although it is meant to be a measure

of the immediate impact of fiscal activity, the measurement of taxes is directly dependent on the total level of

economic activity (either as it occurred, or as forecast).  Given this limitation, it is likely that the EFI

measure will underestimate actual movements in the fiscal stance.
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It is unlikely that there could ever be a satisfactory single measure of the

impact of government policies.  Responses to the details of individual policies

differ, and often the most important responses occur in the medium term.

However, given the importance of maintaining stable prices, and the need to

avoid making monetary management more difficult (see below), Treasury

staff have begun the process of constructing an indicator of the short-term

economic impact of fiscal settings.  This work is described in the box on the

economic fiscal indicator (EFI).

Fig. 4.1 shows our estimates of the economic impact of fiscal settings (EFI)

as a percent of GDP.  The impact of government spending and revenue on

the economy is related to changes in the EFI.  A fall in the EFI shows that

the Government is reducing its net pressures on overall demand.

Fig. 4.1 Economic fiscal indicator

Source:  The Treasury

The economic fiscal indicator suggests:

� the fiscal stance in 1995/96 is considerably tighter than it was in 1991/92

� most of this tightening occurred between 1992/93 and 1994/95.

Overall, the EFI suggests that fiscal policy has eased considerably with the

1996 Tax Reduction and Social Policy programme compared with what it

would otherwise have been.  This is consistent with the Treasury�s advice

that there is little room for further easing at present.  However, the overall

impact of this can be assessed only when it is considered alongside monetary

management.
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4.2.2 Monetary policy

Monetary policy is guided by the Reserve Bank of New Zealand Act 1989.

This establishes a framework which encourages transparent, credible and

consistent monetary policy.  The Act has the sole objective of stability in the

general level of prices.  The essential reason for this is that high inflation

harms economic growth and living standards, as it creates uncertainty and

distorts price signals that are important to the functioning of the economy.

It encourages investors to invest in assets which are inflation hedges, rather

than more productive investments, and also leads to an arbitrary redistribution

of wealth from those who save to those who borrow.

The monetary policy framework under the Reserve Bank Act gives the Reserve

Bank Governor operational independence to adjust monetary policy settings

as he or she sees fit.  This is to ensure that price stability, as defined in the

Policy Targets Agreement (PTA), is maintained.

Several arguments underpin this, including:

� Monetary policy will ultimately be ineffective in achieving multiple

objectives.

� Achieving low inflation is the best way monetary policy can contribute to

economic welfare, given the various distortions summarised above.

� An independent central bank with a clear objective is likely to be the most

effective way of gaining credibility for a low inflation goal.

Other possible objectives, such as the current account position or the rate of

output growth, are influenced by a wide range of factors other than interest

rates or the rate of credit growth.  Monetary conditions at any time are

directly affected by monetary policy settings, however, and consequently the

Reserve Bank can significantly influence the path of inflation.  Targeting the

instruments on other objectives compromises the Reserve Bank�s ability to

control inflation.

Though discussion of monetary policy often focuses on formal structures

and technical processes, the critical issue is the credibility of the whole

monetary policy framework.  If householders and businesses believe that the

government and its agencies will act firmly to prevent inflation, then they

will be more likely to believe that prices will be stable.  Since many

governments around the world have coped with short-term pressures by

allowing prices to rise, it can be difficult to achieve credibility in this area.

Maintaining the credibility

of the whole monetary

policy framework is critical.
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People expect a particular level of general price changes, and incorporate this

into their price setting decisions.  For example, if employees and employers

do not believe that price stability will be achieved, they will want to match

the expected increase in prices by negotiating wage rises higher than

productivity growth.  Faced with rising wage costs, firms will raise their

prices, which will generate further inflation, if monetary policy accommodates

this, or higher unemployment if it does not.  Monetary policy credibility

therefore depends on people believing that the government is committed to

achieving price stability, and the Reserve Bank is capable of achieving it.

The Reserve Bank Act includes a number of features which provide it with

the legal independence and incentives to achieve price stability.  First, by

making price stability the sole target of monetary policy, and not explicitly

including other targets, such as output and employment, the Reserve Bank

Act removes the tensions and trade-offs of conflicting policy objectives.

Secondly, there are transparent mechanisms for changing monetary policy

objectives under the Reserve Bank Act.  Transparency ensures that people

are aware of changes in objectives, and enables them to incorporate any new

objectives into their investment and savings plans.

Thirdly, the Act requires the Reserve Bank to publish six-monthly statements

on monetary policy.  This improves the transparency of monetary policy, by

allowing public scrutiny of Reserve Bank performance in meeting its target

of price stability.  Six-monthly statements also allow the Reserve Bank to

signal changes to monetary policy operation publicly.

Finally, under the Reserve Bank Act, the Reserve Bank Governor is personally

accountable for achieving the price stability objective.  The Governor�s

employment contract can be terminated if the Minister of Finance decides

that his or her performance is not adequate.

4.2.3 The overall framework

Though fiscal and monetary policy are generally considered separately, and

day-to-day monetary management is the Reserve Bank Governor�s

responsiblity, the overall effect on economic stability comes from the

combination of both monetary and fiscal policy, as well as the design of

taxes, spending and regulation.  Even with a clear and formal independence

of monetary policy, fiscal policy also has an important role to play in people�s

interpretations of how the government is going to act in the future. A

transparent fiscal strategy that people perceive to be prudent and sound will

make the maintenance of price stability easier.

Monetary policy credibility

depends on people believing

that the government is

committed to achieving

price stability.
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A recent international study has suggested that although central bank

independence seems to result in lower inflation, it is not obvious that this

independence (by itself) makes it any easier to achieve this result.1  One

reason put forward for this in the study was that perceptions of how sustainable

the stance of fiscal policy is can also influence perceptions of how credible

the central bank�s inflation target is, or how committed the government is to

the target.  People will recognise that loose fiscal policy will place undue

pressure on monetary policy, and so will also reduce their belief in the Bank�s

ability to reach the stated price targets.

Maintaining overall policy credibility is vital for reducing the costs of

maintaining price stability.  The less people believe the government and the

Reserve Bank are intent on achieving their announced inflation and fiscal

targets, the more likely they are to negotiate wage or price increases that are

at variance with price stability.  The greater the inflationary pressures that

result from a lack of policy credibility, the more often tight monetary policy

will be required.  Conversely, if there is general acceptance that the government

and the Reserve Bank are serious, and will defend a low inflation environment,

then it is likely that there will be fewer requirements for tighter monetary

conditions.

This means that assessments of the success of macroeconomic management

in recent years must take account of both monetary and fiscal policy settings.

4.3 Recent macroeconomic performance

New Zealand�s macroeconomic performance has substantially improved in

recent years.  The changes to the framework and operation of both fiscal and

monetary policy have played a significant role in this improved performance.

The strength of the framework can be seen from a brief review of recent

economic results, which show that New Zealand has enjoyed strong growth

in activity and employment, with unusually low levels of inflation.

1 A. Posen, �Central Bank Independence and Disinflationary Credibility: A Missing Link?� Federal

Reserve Bank of New York Staff Reports, No. 1, 1995

The greater the inflationary

pressures that result from a

lack of policy credibility the

more often tight monetary

policy will be required.
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Fig. 4.2 Economic growth and inflation

Source: Reserve Bank and Statistics New Zealand

There has been a sustained period of economic growth over the last five years,

with the economy growing by 19.2% from the June quarter 1991 to the June

quarter 1996 (i.e. at an average of 3½% per annum).  But unlike past periods

of strong growth, this period of growth has not been accompanied by a strong

surge in inflation (see Fig. 4.2).  Although it is apparent that inflationary

pressures did increase in recent years, the proactive stance of monetary policy

has meant that these pressures were not converted into large increases in

inflation outturns.  Preventing inflation reduces the probability of a deep

recession in the future.

Employment growth has been strong.  In the five-year period from the trough

of the previous economic cycle in the June quarter 1991 to the June quarter

1996, employment increased by over 220,000 (or 15.1%).  The

unemployment rate has fallen steadily from its peak of 10.9% (seasonally

adjusted) in the September quarter 1991.  Currently (June quarter 1996),

the seasonally adjusted unemployment rate is 6.1%.
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Fig. 4.3 Unemployment rate

Source: Statistics New Zealand; backdated by New Zealand Institute of Economic Research

Export growth has also been strong.  Export volumes have grown by 30%

over the last five years (an average of 5½% per annum).  This compares with

an average growth of 3½% per annum over the previous 40 years.  This is a

remarkable result, since the pressure of tight monetary conditions often

initially falls more heavily on export and import competing industries than it

does on industries with a domestic focus. It demonstrates that the

improvements in competitiveness and flexibility that have come from a more

open economy with low inflation are more significant than short-term

problems that might arise from firm monetary conditions.

It should also be realised that any gains the export sector might receive from

a premature easing in monetary policy aimed at relaxing monetary conditions

would be short-term at best.  If there were a renewal of inflation, it would

place exporters in difficulties similar to those arising from a rising exchange

rate.  In addition, any premature easing of monetary policy would damage

the credibility of the Reserve Bank, and the risk premium built into New

Zealand interest rates by overseas investors, would increase.  The ability to

manage labour and capital in a flexible way to meet market needs, within a

stable economic environment, ultimately determines the competitiveness of

exporters.
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Fig. 4.4 Total export volumes

Source: Statistics New Zealand

4.3.1 Recent signs of strain

Although overall macroeconomic performance has been impressive since the

Reserve Bank Act was put in place, results over the last year have not appeared

to be as successful.

Throughout 1995 and in the first half of this year, inflation has been stronger

than the Reserve Bank and most commentators had expected.  Inflation has

been particularly strong in the residential housing market, but more general

inflationary pressures have also recently emerged in the domestic economy.

For instance, the Reserve Bank�s measure of median CPI price inflation,

which is less influenced by concentrated price pressures in the economy, rose

by 0.6% from the March quarter to the June quarter.

In the face of these growing inflationary pressures, the Reserve Bank has

encouraged a steady tightening of monetary conditions, especially over the

last two years.  The consequent increases in real interest rates and the real

exchange rate have put increasing pressure on debt-financed businesses and

international competing businesses.

Such prolonged monetary pressure will encourage many, especially those

most directly affected, to question the merits of the current framework.

However, before the recent results can be accepted as evidence that the

framework needs improving, it is useful to examine the evidence of the

inflation pressures that existed and how policy settings have interacted to

balance those pressures.
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4.3.2 The operation of policy

The accompanying graphs attempt to illustrate the balance of macroeconomic

pressures in recent years.

Fig. 4.5.1 shows estimates of the output gap in New Zealand.  This is the

difference between the level of economic activity (GDP) in any one year, and

an estimate of the level of potential non-inflationary output.2  In this context,

�potential� output means the capacity of the existing stock of capital and

supply of labour to produce goods and services, without creating excessive

strain on resources or pressure on prices. A positive measure of the output

gap implies that economic activity is greater than the sustainable �potential�,

and would be expected to result in inflationary pressures if it continued.

Fig. 4.5.2 shows the change in the fiscal stance, as measured by the prototype

economic fiscal indicator currently being developed at the Treasury (see

Economic fiscal indicator box in section 4.2).  A decrease in the indicator

implies that the short-term fiscal stance is tighter than it was in the previous

year.  A tightening fiscal stance in any given year reduces inflation pressures,

meaning that monetary conditions can be looser than they would otherwise

need to be to maintain price stability.

Fig. 4.5.3 shows a measure of changes in real monetary conditions.  Monetary

conditions are measured as an index which combines real interest rates and

the real exchange rate.3  These changes have been inverted on the graph to

maintain consistency with the other activity indicators. So an increase in the

index (represented by a downward movement in the bar on the chart)

represents a tightening of monetary conditions.  This would be expected to

reduce economic demand, and hence inflation pressures, in the future.

Fig. 4.5.4 shows the Reserve Bank�s measure of underlying inflation, which

is effectively the operational target of monetary policy.  Barring supply shocks

and measurement errors, the level of underlying inflation is likely to reflect

the extent that macroeconomic policy settings have not fully offset economic

excess demand pressures.  It is expressed as an annual average percentage

change in this graph, to be consistent with the annual measures presented in

the other graphs.

2 Potential output was derived using the Hodrick-Prescott (HP) filter approach (see chapter 2).
3 The real monetary conditions index was calculated as a 2 to 1 combination of the real

exchange rate and real 90-day bank bill interest rates.  The real exchange rate was calculated

using TWI weights and relative movements in CPI inflation, and the bank bill interest rates

were deflated by current year CPI movements.
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Fig. 4.5 The balance of macroeconomic pressures

Fig. 4.5.1 Output gap

Source: The Treasury

Fig. 4.5.2 Economic fiscal indicator: change in stance

Source: The Treasury

Fig. 4.5.3 Changes in real monetary conditions

Source: The Treasury

Fig 4.5.4 Underlying inflation

Source: Reserve Bank of New Zealand
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The measures used in these graphs are indicative only and provide a

summarised view.  They are not put forward as potential tools for

macroeconomic management. Instead, they are broad indicators that compare

movements and directions of the different series.

Although the impact and timing of macroeconomic forces are far more

complicated than can be demonstrated in a series of four graphs, these graphs

do provide a simple, broad illustration of macroeconomic developments over

the last few years.

In 1992/93 the economy was well into the recovery that began in mid-1991.

However, the economy was still operating well below potential.  The EFI

suggests that the fiscal stance had tightened in 1992/93 from 1991/92.  A

breakdown of the indicator shows that this slight tightening came almost

exclusively from increases in tax revenue, and so is likely to reflect an increase

in incomes resulting from improvements in economic conditions.  With these

economic and fiscal conditions, monetary conditions were able to ease in

1992/93 without threatening the inflation target band in that year.

The balanced macroeconomic conditions of 1992/93, along with other

conducive factors, allowed a strong pick-up in economic growth in 1993/94.

The economy grew by 6.6% in the year to June 1994.  It appears that this

growth allowed the economy to catch up with, and even exceed, its potential

output level.  It also appears that the economy operated above potential in

each of the next two years.  A significant increase in inflationary pressures or

a deterioration in the trade balance could therefore be expected, as this

movement indicates that the demand for goods and services exceeded the

economy�s ability to supply those goods and services.  The excess of demand

over supply was most apparent in the housing market, where the growing

demand for houses was constrained by the number of existing houses available

and the rate at which new houses could be built.

Output appears to have remained above potential for three consecutive years.

This implies that the Reserve Bank has had to resist sustained inflationary

pressures for a considerable length of time.  Fig. 4.6 indicates that the only

other period in recent history in which New Zealand faced a similar period

of inflationary pressures was in the mid-1980s.  The key difference was that

during this earlier period, inflation accelerated to, and remained at, rates

well over 10% (see Fig. 4.2). In this recent episode of strong inflationary

pressures, the macroeconomic policy stance generally limited the impact on

inflation (although not to the extent that it prevented a breach of the Reserve

Bank�s inflation target).

In recent years the

macroeconomic policy

stance has limited

inflation.
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Fig. 4.6  Real GDP and potential output

Source: Statistics New Zealand and the Treasury

Overall, this brief history of the last few years shows that very strong economic

growth in demand relative to output in the early 1990s exerted substantial

upward pressure on prices.  Fiscal policy was strongly anti-inflationary up to

1994, as policy was adjusted to achieve the medium-term goal of debt

reduction.  However, by 1995 and 1996, monetary policy needed to be firm

to cope with strong demand pressures, and with the benefit of hindsight, it

should have been firmer earlier.

Our assessment is that, in the face of this demand pressure, monetary

management has been very successful.  Price rises have been contained close

to the Reserve Bank�s target range, and economic growth has continued.

This is a much better performance than we have achieved in the past.

However, it is timely to consider whether this period of extra strain for

economic stability carries any implications for macroeconomic management.

4.4 Current policy issues

Though, overall, the operation of monetary management has been very

successful, it is understandable that recent upward pressure on interest and

exchange rates has been accompanied by renewed debate about the details of

monetary management.  There have been suggestions that the monetary policy

framework and the current monetary settings are too rigid, and some have

called for a wider or higher target band for monetary management.

In considering the design of macroeconomic policy, it is valuable to take

account of technical issues, but the essential issue of policy credibility should

not be lost sight of.

While matters of design, such as the width of the target band or the precise

inflation target to use, have operational significance, the critical question for
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monetary management is the extent to which businesses and households

believe that monetary policy will be firmly administered. Any consideration

of technical design matters should therefore be dominated by the question of

whether any change will increase or undermine the level of credibility which

is currently enjoyed in macroeconomic management. However, as long as

that overarching issue is kept in perspective, it is always possible to consider

secondary design questions.

Some of the debate on the width of the band has come from a belief that the

Reserve Bank was required to keep �underlying� inflation within the 0-2%

target range at all times. If this were strictly so, then, if the band were too

narrow, it could lead to wide fluctuations in monetary conditions. Essentially

this argument is based on the difficulties of forecasting the economy accurately.

However, the issue is not quite that simple. Since policy is actually operated

so that the Reserve Bank continually aims to stay within the target band, but

some departure is expected occasionally, then the argument has less force.

The issue in this context is to set a bandwidth narrow enough to be simple

and comprehensible, but wide enough to be met with sufficient regularity to

maintain credibility.

More generally, it is an overstatement to claim that targeting price stability

causes economic downswings. Economic cycles exist in any event. It is

commonly the presence of inflationary pressures that leads to periods of growth

coming to an end.  This is either because inflation erodes competitiveness

and undermines business and consumer confidence or because monetary policy

needs to be tightened to reduce inflation.  Well directed monetary policy

pre-empts an excessive build-up in inflationary pressures, by acting in a

forward-looking manner. As such, it may reduce the overall size of economic

fluctuations.

There is a trade-off between the simplicity of a firm, low goal for monetary

policy, and the technical difficulty of achieving a low target band. Many

would argue that it is easier to aim for price stability than �low inflation�.

This is because �low inflation� implies frequent price rises which may lead to

a reacceleration of inflationary expectations.

The importance of the simplicity and credibility of policy can be seen in the

way that financial markets tend to self-regulate monetary conditions, in order

The critical question is

whether businesses and

households believe that

monetary policy will be

firmly administered.
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to deliver the anti-inflationary stance the Reserve Bank requires. On several

occasions over the past year, as monetary conditions have tightened, it has

become apparent that if interest rates and exchange rates were to stay at the

levels they were reaching, then inflation might breach the bottom of the

target band. As this has become apparent, the market has brought about its

own corrections, with very little need for comment or reaction from the

Reserve Bank.

4.5 Conclusion

The operation of fiscal and monetary policies is now clear, stable and

predictable. In the last few years monetary and fiscal policy have succeeded

in delivering lower inflation, while maintaining stronger economic activity

and good job growth. This clearly means that the current macroeconomic

framework has greater credibility than previous regimes which have operated

in New Zealand.

The operation of fiscal policy is now carried out in a transparent, medium-

term context, which should reduce the risk of fiscal changes causing stability

problems.  However, fiscal adjustments are still possible.  The Treasury advises

that they should be kept moderate and fiscal initiatives should not be more

than 2% of GDP in any one year. Since recent policy changes already imply

movement of around that extent in 1996/97 and 1997/98, there is little

room for further fiscal easing at present.

Recent calls for more flexible monetary management should be placed

alongside the gains from the credibility of the current regime. Any technical

adjustments that would maintain the overall credibility of the framework,

but improve its operation, could be desirable. However, any changes which

tend to undermine the overall credibility of the regime would be detrimental

to the achievement of price stability, and risk damaging New Zealand�s

medium-term growth prospects.

The current macroeconomic

framework has greater

credibility than

previous regimes.


