
 

 

 
 
Reference: 20180134 
 
 
21 May 2018 
 

Thank you for your Official Information Act request, received on 2 April 2018.  You 
requested the following: 
 

“Please provide me with the Summary and Conclusions of the latest information 
available to you prior to the agreement of the latest Policy Targets Agreement, 
showing how “maintaining a generally stable level of prices” and “contributing to 
supporting maximum sustainable employment” will ensure that monetary policy 
makes its maximum possible contribution to improving the wellbeing of New 
Zealanders, including by complementing other including fiscal policies.” 
 

You clarified that “Monetary Policy Statement”, as specified in your original request, 
should be “Policy Targets Agreement”. This has been amended in the request 
accordingly, as above.  
 
On 17 April 2018 we notified you that we required an extension of 15 working days. 
 
Information Being Released 

In correspondence further to your original request, you indicated interest in the results 
of models that test the optimal monetary policy objectives alongside other policies to 
maximise New Zealanders’ wellbeing. The Treasury does not have this type of 
modelling, but the modelling that has been done about alternative monetary policy 
objectives to inform our policy advice is included in the documents below.  
 
Please find enclosed the following documents: 
 

Item Date Document Description 

1.  March 2017 Internal slide pack for second monetary policy frameworks internal forum May 
2017 

2.  March 2017 Internal paper on analysis of dual inflation/output target 
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Information Publicly Available 

Our thinking on the objectives of monetary policy more generally is covered in a 
number of other documents that were released as background papers to the Panel 
earlier in the year. These papers are publicly available on the Treasury website: 

Item Date Document Description Website Address 

1.  21 December 2017 Note on the Monetary Policy 
Framework 

https://treasury.govt.nz/sites/defau
lt/files/2018-03/rbnz-rev-monetary-
policy-framework.pdf  

2.  21 December 2017 Treasury Report: New Zealand’s 
Flexible Inflation Targeting 
Framework 

https://treasury.govt.nz/sites/defau
lt/files/2018-03/rbnz-rev-nz-
inflation-target-framework.pdf  

3.  21 December 2017 Letter to the Minister of Finance: 
Modernising New Zealand’s 
Macroeconomic Framework: 
Reserve Bank of New Zealand Act 

https://treasury.govt.nz/sites/defau
lt/files/2018-03/rbnz-rev-letter-to-
mof.pdf 

4.  5 February 2018 Treasury Report: Policy Targets 
Agreement March 2018 

https://treasury.govt.nz/sites/defau
lt/files/2018-04/pta-tr18-176.pdf 

 
Accordingly, I have refused your request for the documents listed in the above table 
under section 18(d) of the Official Information Act – the information requested is or will 
soon be publicly available.  
 
Please note that this letter (with your personal details removed) and enclosed 
documents may be published on the Treasury website. 
 
This reply addresses the information you requested. You have the right to ask the 
Ombudsman to investigate and review my decision.  
 
Yours sincerely 
 
 
 
 
 
 
 
Renee Philip 
Manager - Macroeconomic and Fiscal Policy 
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© The Treasury2

Motivation for review

• Minister and Governor sign a new Policy Targets Agreement each 
time a Governor is appointed or re-appointed

• We need to advise Minister by March 2018

• Challenging environment since last PTA was signed in 2012:
– Low interest rates (negative in some countries!), weak inflationary pressure, 

high house price growth, introduction of macro-prudential framework, global 
debate about the role of monetary/fiscal policy and central bank 
independence
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What have we done
• Internal work over 2016/17, including some joint work with RBNZ

– What has changed in the economic environment, what have other countries done recently

• External discussions with market participants, academics, RB Board

• External workshop with international economists, RBNZ and Tsy

• Internal forum (“diverge”) – August 2016

• Pre-Xmas paper circulated internally for comment, feedback 
suggested further work required in 4 areas:
– Objectives of monetary policy and the balance between price and output stability

– Degree to which monetary policy should worry about credit cycle / financial cycle risks

– Central bank independence and coordination with fiscal policy at effective lower bound

– Being clear on our choice of macro framework / exchange rate regime 
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Focus of today

– Objectives of monetary policy and the balance between price and 
output stability

– Degree to which monetary policy should worry about credit cycle / 
financial cycle risks

• Other work is underway that is related but separate:
– Review of RBNZ governance / decision making

– Review of macro-prudential policy (being scoped)
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Objectives of monetary policy

Challenge I:

Balancing price and output stability
ChallengesChallenges II: 

Inflation targeting & macro-financial stability
Challenges II: 

Inflation targeting & macro-financial stability
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Monetary policy and living standards

• Medium term price stability:
– improves allocation of resources as prices indicate relative scarcity

• Short run output and employment stabilisation:
– where prices/wages are sticky underutilisation of resources may persist

– may have longer term effects on potential output – eg through hysteresis 
effects 
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RBNZ Act: single target 

• Monetary policy is directed to the economic objective of 
price stability 

• In formulating monetary policy the Bank shall have regard 
to the soundness of the financial system
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PTA: Flexible Inflation Targeting (FIT)

• Requires the Bank to determine a plan to return inflation to 
target in the future, in determining the plan the Bank must: 
– avoid unnecessary instability in output, interest rates and the exchange rate

– have regard to the soundness and efficiency of the financial system
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What led to a single legislative target 

• Need to manage inflation expectations down

• Monetary policy cannot increase potential output 
permanently 

• Unconstrained monetary policy led to inflation bias (“time 
inconsistency”) – overcome by setting a nominal target  
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What are the current challenges?

• Large contractionary demand shock: persistent resource 
underutilisation and low inflation in advanced economies 
post-GFC

• In some countries conventional monetary policy has 
reached its limits

• Supply shocks create a problematic short-run trade off for 
monetary policy
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Demand shocks: the divine coincidence

• Low demand -> resource use below capacity -> weak 
inflation pressures (and vice versa)  

• Monetary policy is counter-cyclical in recessions/booms: 
inflation is to resource utilisation what radio waves are to 
black holes 

• Single and dual mandates work in the same direction 
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Demand shock: dual vs single target equate

time

time
time

time
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But monetary policy only has so much fire power

• In some advanced economies official interest rates are at or 
below 0 (ELB) -> unconventional monetary policy

• Fixed nominal interest rates + falling inflation expectations 
= amplification of downturn

• Fiscal policy may be a superior stabilisation policy at the 
ELB and a supplementary tool in large shocks
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Supply shocks

• Supply shocks result in rising inflation and a drop in output 
(or vice versa)

• A central bank that seeks to mitigate the inflation impact 
immediately will make the output gap deeper ->trade-off
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Adverse supply shock
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FIT & adverse supply shocks

• Supply shocks have historically been transitory and 
therefore monetary policy can look through the short term 
impact -> does not aggravate output effects

• This can be expressed as a dual mandate where the Bank 
targets current resource utilisation and future inflation
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FIT is fit for NZ as:

• Arguments for a medium term inflation target remain relevant to 
avoid “time inconsistency”  

• Inflation targeting operates counter-cyclically in recessions -
need to recognise a role for fiscal policy at the extremes

• FIT addresses adverse supply shocks without aggravating 
short term output impacts  

• NZ still has monetary policy space -> monetary policy is still the 
front line stabilisation tool
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Ben Bernanke

“keep the economic ship on course in the long term whilst 
permitting the Bank to respond to short run volatility”  
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Discussion question

• There is a divide between the regime de facto and de jure

• Should there be greater recognition of FIT in the Act, eg: 
– Provide monetary policy should be directed towards the objective 

of medium term price stability; and

– Require the Bank to have regard to the short run output and 
employment effects of monetary policy
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Objectives of monetary policy

Challenge II:

Inflation targeting & 
macro-financial stability
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FIT: Secondary financial stability objective

“the Bank shall…..have regard to the efficiency and 
soundness of the financial system” 
S10 Reserve Bank Act 1989, s4 Policy Targets Agreement 2012

Macro-financial stability

1) Increase resilience 

2) Counter instability (credit, asset prices, liquidity)
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Monetary/Macro-financial links

• 3 channels 

- risk taking (borrowers, lenders)

- borrowing constraints

- asset prices

Domestic 
activity 
vs. capacity 

Inflation

 

 

 

20180134 TOIA Binder Doc 1
Page 22 of 49



© The Treasury23

0

1

2

3

4

5

6

7

8

9

10

0

1

2

3

4

5

6

7

8

9

10

Sep-97 Sep-01 Sep-05 Sep-09 Sep-13

House price-to-income ratios

Auckland

New Zealand

Rest of New Zealand

ratio ratio

Challenges II: 
Inflation targeting & macro-

financial stability

0

20

40

60

80

100

120

140

160

180

0

20

40

60

80

100

120

140

160

180

Dec-78 Dec-83 Dec-88 Dec-93 Dec-98 Dec-03 Dec-08 Dec-13

Household debt-to-income ratio
% %

Monetary policy and macro-financial policy 
Monetary policy                                                                   Macro-prudential  policy

4

6

8

10

12

14

16

-20

-15

-10

-5

0

5

10

15

20

25

Jun-99 Jun-03 Jun-07 Jun-11 Jun-15

Housing credit & prices 
vs. mortgage rates

Housing credit

House price inflation

 

 

 

20180134 TOIA Binder Doc 1
Page 23 of 49



© The Treasury24

Financial stability and FIT evolution
Clean (pre-GFC) Lean (post-GFC)

Monetary policy Ineffective at influencing credit 
cycles 

Blunt tool to manage asset 
cycles 
(difficult to pick)

“Clean-up” role after busts

Some influence over time

Supporting tool that “gets in all the 
cracks”

“Clean up role” tested by large, 
long busts

Financial stability policy
(Macro-financial, supervision & 
regulation)

Prudential sufficient Prudential insufficient

Policy interactions Separable Co-ordination required
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Policy framework (cost:benefit)

Benefits 

Costs 

Lower crisis probability Duration (crisis) Spare capacity (crisis)  

Lower short term activity  

x x

• In general, costs > benefits (duration, materiality)

• Except: 
Material risk to inflation 
(output) outlook 

- Crisis risks high
- Prudential insufficient 
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Conclusions from literature
Monetary policy: 

• Is not a regular front-line Macro-Financial tool 

• Should consider any spill-over Macro-Financial impact 

• May have a back-up MF role (exceptionally)
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The NZ FIT context: discussion

Current PTA: role & mechanics in place

• Secondary objective: “have regard”  

• Accommodation: by lengthening time to target 
(“future CPI…on average over the medium term”)

Future PTA: embed  implementation transparency

• When (explicit consideration: high risks)

• How (explicit forecast horizon: length)
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Policy questions

• Should monetary policy consider financial stability?

• If so, to what extent?

• Is NZ’s FIT fit for purpose? 

 

 

 

20180134 TOIA Binder Doc 1
Page 28 of 49



 Error! Unknown document property name. 

Error! Unknown document property name.Error! Unknown document property name. 1 

Analysis of Dual inflation/output target 
 
This paper undertakes analysis of the arguments for a dual inflation/output (or employment) target.   This paper assesses the arguments 
for a dual target in the form of a primary objective to minimise inflation variability and output variability. 1  This contrasts with the current 
Reserve Bank mandate under which price stability is the primary objective and output variability is the secondary objective.  Some key 
points from the paper are: 
 

- Monetary policy is often said to display the divine coincidence that returning inflation to target will also stabilise output around 
potential output.  In this way monetary policy can play a counter-cyclical output stabilisation role.  In some modelling frameworks, the 
divine coincidence is true to the extent that inflation/deflation arises from demand for the economies output being above/below the 
supply capacity of the economy (a “demand shock”).  However, the economy can also experience “supply-shocks” that result in 
inflation and output moving in opposite directions in the short term (e.g. an increase in oil prices).  In this case monetary policy could 
face a trade-off between the objectives of price and output stabilisation; 

- Which type of shock dominates is an empirical question and is likely to change over time.  Economists advocating for a dual target (or 
nominal GDP target) argue that long lasting supply-like shocks are likely to be more important in the future, posing more of a short 
term trade-off for monetary policy between output and inflation; 

- However, although supply-shocks in theory give rise to a short run trade-off between the objectives of price and output stability, 
historically supply shocks have tended to be transitory and dissipate before the monetary policy horizon.  As a result the persistent 
element of inflation has tended to be closely related to the output gap.  Although this relationship may have been weaker over recent 
years, it is too early to say that there has been a structural change in the underlying fundamentals.  Therefore an appropriate 
approach to preventing monetary policy exacerbating output declines in the face of supply-shocks continues to be allowing the Bank 
to look through temporary deviations in inflation and focus on the medium term trend, as is allowed by the PTA; 

- Any change in the mandate needs to take account of inflation expectations, which are an important transmission channel to actual 
inflation outcomes.  If inflation expectations become unanchored bigger movements in nominal interest rates will be needed to 
achieve a given target; this will increase the costs of the regime.   
 
 

 

                                                
1 NB This should not be confused with the fact that easy monetary policy just leads to inflation and cannot therefore improve long run output levels. 
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The economics 
 
Minimising output gap volatility and deviations of inflation from target 

 
A dual inflation/output target is usually thought of as a dual target to minimise the deviation of inflation from target and the deviation of 
output from potential output (i.e. the output gap).  This is often thought of as an expression of a flexible inflation targeting regime.2 
Incorporating the deviation of output from potential explicitly recognises that monetary policy plays a role in providing counter-cyclical 
output stabilisation.  This should be distinguished from the use of accommodative monetary policy to try an increase output above the 
economies supply potential, which will merely result in inflation and is hence not be a dual target.  These objectives can be summarised 
using a Taylor rule, by which most inflation targeting central banks approximate their monetary policy behaviour.  
 = + (1 − )( ( − ) + ( − ∗)) 
 
An inflation targeting regime requires that the central bank react to deviations of inflation from target3 ( −  ).  This ensures that real 
interest rates rise in response to inflationary pressures. In addition, the rule incorporates consideration for the deviation of output from 
potential, the so-called output gap ( − ∗) and an interest rate smoothing motive (through lagged interest rates, ) that ensure that 
the central bank does not react to non-persistent economic fluctuations.  
 
The New Zealand monetary policy framework is consistent with this approach.  Although the Reserve Bank Act is expressed in terms of 
price stability, the PTA requires that the Reserve Bank take account of the volatility of output, interest rates and the exchange rate in the 
conduct of monetary policy.  Hence the Bank operates under a regime where the primary objective is price stability but there is a 
secondary objective to maximise output stability (or minimise the output gap).  Keeping price stability as the primary objective helps to 
firmly anchor inflation expectations at target.  This means that monetary policy does not need to respond aggressively to transitory price 
shocks, as the change in inflation has limited impact on longer term inflation expectations.  In this way anchored inflation expectations 
reduce the cost of the regime.4   
 
                                                
2 Svensson, L, (1999), ‘Inflation targeting: Some extensions’, Scandinavian Journal of Economics 101(3), 337–361. 

3 i.e is more than 1. 

4 Kryvtsov, Shukayev and Uberfeldt (2008). 
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More recently flexible inflation targeting is also thought to include central bank consideration of financial stability matters, which is also 
provided for in the PTA and the Act (the Bank must have regard to the soundness and efficiency of the financial system).5  Financial 
stability considerations are not discussed here. 
 
The macroeconomic consequences of monetary policy will depend on the weight the central bank places on the output gap versus 
inflation deviations.  Testing the outcomes in NZSIM for a range of weights on the output gap ( ), shows the higher the weight on the 
output gap the lower the volatility of the growth rate of output (bottom right) but the higher the volatility in interest rates and exchange 
rates (bottom left and top right).  The Banks estimated response is illustrated by the line.                                 
    

Figure 1 

 
 
 

                                                
5 This could be thought of as expanding the loss function to:  ≡( − ∗)+ ( − ∗)+ ( − ∗) where s is a vector of financial variables. 
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Empirical estimation using NZSIM illustrates that the Reserve Bank does put weight on the output gap in its monetary policy decisions.  
We estimate that the weight on the output gap ( ) for the Reserve Bank is about .21.6  If the Bank had a different weight on the output gap 
slightly different macroeconomic outcomes would be achieved.  For example, estimating a dual target rule7 versus status quo in NZSIM, 
shows a fairly similar result except if the dual target rule were followed there would have been a lower output gap during the GFC, at the 
cost of higher volatility in the OCR and the exchange rate.  The inflation rate would not have been markedly different under either 
scenario.  However under this scenario interest rates would have been close to 0.  It is questionable if the output gains predicted by 
NZSIM would have been achievable in practice, as behaviour may not have responded to the very low interest rates in the same way as 
at higher rates. 

                                                
6 This is similar to an estimate by Timothy Kam & Kirdan Lees & Philip Liu in 2009 where   was estimated as .27. 
7 r = 0.4918*r{-1}+(1-0.4918)*(1.993*dp{1}+0.2103*(y-yf)+0.1336*(y-y{-1}-(yf-yf{-1}))) 
r = 0.4918*r{-1}+(1-0.4918)*(1.05*dp{1}+2*(y-yf) 
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Figure 2 

 
 
 
When are the objectives of price and output stability complementary and competing? 
 
Monetary policy is often said to display the “divine coincidence” that returning inflation to target will be consistent with returning output to 
potential output.  To the extent this is true the objectives are complementary and a dual objective is redundant.  The divine coincidence 
holds where inflation is driven by demand for an economies goods and services exceeding the economies supply potential (potential 
output): “a demand shock”.  This is because when output is above potential it creates tightness in the labour market and wages rise; this 
raises real marginal cost for firms creating inflationary pressures.    Over the period of the inflation target regime, inflation and the output 
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gap have been positively correlated (figure 3).    This relationship is driven by non-tradable inflation; tradable inflation is not strongly 
correlated with the output gap (figure 4) but rather tends to move with the exchange rate and commodity prices (figure 5). 
 
Figures 3 CPI ex GST and output gap   Figure 4 Tradable inflation and output gap  Figure 5Tradable inflation and exchange rate 

   
 
By contrast to a demand-shock, “supply-like shocks” introduce a short-run trade-off for the central bank as they move inflation 
independent of demand and may move prices and economic activity in the opposite direction.  A supply-shock would include shocks to 
the exchange rate, import prices (e.g. the 1970’s oil price shocks and period of stagflation), productivity or events that effect supply such 
as a drought.  Because monetary policy mainly works through affecting aggregate demand, reducing the inflation arising from a supply-
shock in the short term would require a monetary tightening that reduces aggregate demand even beyond the original negative impact of 
the supply- shock.  It is due to this trade-off in the face of supply-shocks, and hence the potential for monetary policy to deepen a 
recession, that some people promote a nominal GDP target or dual target over a pure inflation target.  For example, NZIER argue that the 
challenge for monetary policy today is not so much demand driven inflation, but negotiating a myriad of shocks to the way firms supply 
goods.8  Warwick McKibbon cites falling productivity growth and terms of trade shocks, which result in a rise in input costs and fall in 
output, as example of supply-shocks that create more of a trade-off and make a nominal GDP target more appropriate going forward.9    
 

                                                
8 “Time to reassess inflation targeting”, NZIER Insight 55-2015 

9 https://www.brookings.edu/opinions/central-banks-must-target-growth-not-inflation/ 
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It is possible to illustrate the implications of alternative monetary policy rules in the face of demand and supply shocks.10  Specifically, we 
compare rules implementing either pure inflation targeting (with no consideration for the output gap) to dual-mandate rules which provide 
consideration for both the deviation of inflation from target and the deviation of output from potential.  We compare a demand-shock and a 
supply-shock.  A demand-shock (figure 6) moves output and inflation in the same direction – “divine coincidence” – and hence both rules 
result in broadly similar responses. Intuitively, it is not particularly important whether the central bank tightens policy because inflation is 
above target or because of the surge in real activity which produced the inflation. In the case of a supply-shock (figure 7), where the 
central bank only cares about the deviation of inflation from its target, the central bank will raise interest rates more than a central bank 
with a dual mandate bringing inflation back to target more quickly than under a dual mandate resulting in a deeper output gap than under 
a dual target. Lower inflation variability is achieved at the cost of a deeper output gap.  However, the accumulated output loss will not 
necessarily differ – in the case of the deeper output gap more adjustment comes through prices and the output gap may close quicker.    
 
 
 
 
 
 
 
 

                                                
10 We use the Woodford model; a simple model consisting of a Taylor rule, IS curve, Phillips curve, and Fisher equation 
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Figures 6         Figure 7         

  
 
Despite the fact that supply-shocks can cause output and inflation to move in opposite directions, whether this is a problem for monetary 
policy under a flexible inflation targeting regime depends on two factors: 

• Whether the supply-shock is temporary or persistent:  
• The net impact of supply and demand shocks hitting the economy: whether inflation and the output gap imply opposite directions 

for the monetary policy setting depends on the net impact of the shocks. 
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How persistent are supply shocks? 
 
Where supply-shocks are transitory they can be looked through under a flexible inflation targeting regime and the central bank can focus 
on the persistent element of inflation (core inflation).  This will be reinforced when inflation expectations are anchored, as the central bank 
may not need to react to transitory price-shocks at all.  In this way the central bank will not exacerbate output declines in order to achieve 
an inflation target.  Empirical evidence indicates that historically supply-like shocks have tended to be less persistent than demand-shocks 
and dissipate before the moneatry policy horizon.  This is shown by the graphs below.  Shocks to tradables inflation can be seen as a 
supply-like shock  as tradables inflation (e.g. oil price shock) is not positively correlated with the output gap.  Figure 8 indicates that 
tradables inflation is less persistent than non-tradables inflation and is largely dissipated before one year .11  Figure 9 models a domestic 
supply-shock of same peak inflation impact as a domestic demand shock.12  The supply-shock dissipates earlier and requires less 
monetary response. 
Persistence of inflation (figure 8)       Domestic cost push shock (figure 9) 

 

     
                                                
11 This is consistent with Kirker (2010) who finds that non-tradables inflation is generally a much larger contributor to core inflation and more persistent than tradables inflation. 

12 Using NZSIM 
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Another way to look at the relationship is to look at the relationship between core inflation (i.e. the persistent part of inflation) and the 
output gap which until recently has been positively correlated (meaning targeting core inflation will help close the output gap) but has 
become negative recently. 
 
Deviation of core inflation from trend and the output gap (figure 10)   Correlation between core inflation and output gap (7 year MA) (figure 11)   

  

 
      

 
The question is, does this indicate that more persistent supply-like shocks are becoming more prevalent giving rise to more of a short-run 
trade-off for monetary policy?  Although the economy has possibly been subject to a series of negative supply shocks recently (figure 12), 
these do not seem to be larger or more frequent than in the past.  Further, although it appears that over a short horizon the supply-shocks 
have resulted in the correlation between core inflation and the output gap decreasing and becoming negative (figure 11), there is an 
insufficiently long time series and insufficient variation in the data to conclude that this is a permanent change in the structure of the 
economy.   An alternative view to explain the apparent change in the relationship is that this represents the period of recovery post GFC 
and that the normal relationship of positive correlation between core inflation and the output gap will be seen again once the global 
economy has recovered from its recent period of low growth.   
 

 

 

 

20180134 TOIA Binder Doc 2
Page 38 of 49



 Error! Unknown document property name. 

Error! Unknown document property name.Error! Unknown document property name. 11 

Net impact 
 
The recent supply-shocks have not caused a significant trade-off for monetary policy in practice.  The recent period (2008-2016) has been 
charaterised by the both the output gap and the inflation deviation being negative (e.g. orange dots lower left quadrant figure 13).  Hence 
accomodative monetary policy is justified for both targets.     

 

 
 
Shock decomposition of headline CPI (figure 12)      CPI deviation from target and output gap (figure 13) 

 

  
 

Note:  (continuous line) summarizes correlation for 1994-2016, the full sample; (dotted 
line) summarizes correlation for 2008-2016, the subsample highlighted by orange dots. 
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Hence although long lasting supply shocks pose a challenge to the monetary policy framework, we do not at this stage consider there is 
sufficient evidence to conclude that there has been a permanent change in the charateristics of the ecoonomy that would justify a move 
away from flexibile inflation targeting.   
 

 
Conclusion 
 
The Reserve Bank’s mandate is expressed as a primary objective of price stability and a secondary objective of output, interest rate and 
exchange rate stability.  Although the objectives of price and output stability are generally complementary, circumstances could arise in 
which they are not.  In the case of demand shocks bringing inflation back to target will also result in the output gap closing; the so called 
divine coincidence.  The output gap and inflation can move in opposite directions in a supply shock.  However historically supply shocks 
have generally been transitory, meaning that this theoretical trade-off can be dealt with in the monetary policy regime by allowing the Bank 
to look through temporary shocks.  This is provided for in the PTA. 
 
A major advantage of the primacy of price stability is that it provides an anchor for inflation expectations.  Inflation expectations are an 
important channel for the evolution of inflation.  If people believe inflation will be high they will increase prices and inflation will be high.  
There is empirical evidence that the less credible a regime (i.e. the weaker the anchoring of inflation expectations) the larger the policy 
adjustment needed to maintain an inflation target, and hence the higher the costs of the regime.  The current specification sends a strong 
signal that the Reserve Bank is expected to maintain price stability over the longer term.  This conditions the Bank’s use of its discretion to 
take account of output and financial stability; that is the Bank can maintain inflation away from target for some time to support the real 
economy, as long as the credibility of the regime is not damaged and price stability is still able to be achieved at low cost.  Weakening the 
focus on an inflation target, whether through a dual target or a nominal GDP target, risks un-anchoring inflation expectations hence 
increasing the costs of the regime.   
 
Another argument against a dual target is that there is an official measure of inflation which most people accept as broadly reasonable. 
On the other hand there can be major differences of view in both theory and measurement of the output gap or the natural rate of 
unemployment. In addition there can be substantial errors in the real time output/employment gap estimates.  Targeting the output gap or 
employment gap therefore gives rise to a number of practical issues. 
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However, if the future is likely to be characterised more by supply shocks that are more persistent, as opposed to demand shocks, then 
the arguments in favour of a dual target are stronger.  We support the modelling team doing further work in this area. 
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Annex 1 Inflation and output levels 
 
Some calling for a dual mandate may consider that the Reserve Bank should be targeting a nominal growth rate above potential growth or 
an employment rate below the rate determined by the economies supply potential.  However, it is well established that whilst monetary 
policy has impacts on output and employment in the short run, accommodative monetary policy cannot be used to increase the potential 
growth rate in the long term.  Any such attempt to use monetary policy to increase real growth will result in accelerating inflation and a fast 
deterioration of households’ purchasing power.   
 
This can be illustrated by the graph below.  If the central bank engineers monetary policy to bring the employment rate below potential 
(i.e. from 6% to 4%) then this will create inflation (moving along the Phillips curve from A to B).  People will adjust their inflation 
expectations and demand higher wages to compensate for the lost purchasing power due to the inflation, shifting the short run Phillips 
curve up and bringing employment back to potential but at a higher inflation rate.  This therefore results in a worse trade-off between 
potential output and inflation – and in the long run the higher rate of inflation will reduce potential output.  Monetary policy should therefore 
focus on short-run stabilisation. 
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Annex 2 Output gap versus employment 
 
Output versus employment 
 
Another argument that is sometimes raised is that the PTA should refer to employment stability rather than output stability.  The output 
gap can be thought of as a combination of the deviation of the unemployment rate from the level of potential output and the deviation of 
the capacity utilisation rate relative to its steady state.  The deviation of employment from its steady state therefore is a partial measure of 
the output gap.  The larger set of information embodied in output is likely to be a better indicator of real economy impacts than a partial 
measure.   However the output gap and unemployment gap are highly correlated.  Including consideration of the employment gap in 
addition to output stability in the PTA would seem to create little harm however it may not make much difference in practice. 
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Annex 3 Other Central Bank targets 
 
The Reserve Bank Act section 8 requires that monetary policy be directed at price stability. However the PTA requires that the Reserve 
Bank take account of the volatility of output, interest rates and exchange rates in the conduct of monetary policy.  The regimes is therefore 
one where the primary objective is price stability and output stability is a secondary objective.  
 
A recent study of 10 central bank’s objectives showed that they were all required to take account of economic volatility in some way (table 
1), however there were differences in how this was expressed in their mandate. The primary purpose of monetary policy for the US Fed 
and the RBA directly includes employment and growth outcomes.  The Banking Act in Australia includes full employment as a primary 
purpose in that monetary policy is directed at maintaining: 

• the stability of the currency of Australia;  

• the maintenance of full employment in Australia; and  

• the economic prosperity and welfare of the people of Australia.  

The Statement on the Conduct of Monetary Policy (similar to the PTA) however shows that the implementation of monetary policy 
in Australia is very similar to New Zealand’s primary (price stability) and secondary objective approach.  The Statement provides 
that “These objectives allow the Reserve Bank Board to focus on price (currency) stability, which is a crucial precondition for long-
term economic growth and employment, while taking account of the implications of monetary policy for activity and levels of 
employment in the short term”. 
 
The Fed Open Market Committee has also stated that “the Committee judges that inflation at the rate of 2 percent is most consistent over 
the longer run with the Federal Reserve's statutory mandate.13 In setting monetary policy, the Committee seeks to mitigate deviations of 
inflation from its longer-run goal and deviations of employment from the Committee's assessments of its maximum level. These objectives 
are generally complementary.  However, under circumstances in which the Committee judges that the objectives are not complementary, 
it follows a balanced approach in promoting them, taking into account the magnitude of the deviations and the potentially different time 

                                                
13 2012 
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horizons over which employment and inflation are projected to return to levels judged consistent with its mandate”.14  This approach is 
similar to the approach set out in the PTA, although it appears the Fed puts more weight on output stability than the Reserve Bank.15  
 
Other inflation-targeting frameworks consider economic output volatility as a secondary consideration, such as in New Zealand.  The BOE 
mandate is for example similar to New Zealand.  The mandate provides that the inflation target (2%) is forward looking and that temporary 
deviations from target are tolerated as attempts to keep inflation at target at all times may cause undesirable volatility in output.  In 
practice (based on information in policy reports) all banks consider economic output when pursing price stability (see table 1). 
 

                                                
14 https://www.federalreserve.gov/newsevents/press/monetary/20120125c.htm 

15 Some studies show the weight on output stability is around .5, although it varies over time: http://www.bankofengland.co.uk/publications/Pages/speeches/2017/954.aspx 
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Table 1 

 

Primary 
legislation Framework In practice

Trade-off with 
other primary 
objectives: 
employment 
and output

Secondary 
considerations: 
volatility in 
output 

Avoids 
unnecessary 
economic 
volatility

Reserve Bank of New 
Zealand Formal Y

Bank of England Formal Y

Norges Bank Y

Bank of Canada Formal Y
Reserve Bank of 
Australia Y N/A Y

Riksbank Y

European Central Bank Informal Y

Swiss National Bank Informal Y

US Federal Reserve Y N/A Y

Bank of Japan Informal Y
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Annex 2 Weight on output gap v inflation 
 
In flexible inflation targeting regimes central banks have discretion over the weight they put on deviations of inflation from target versus 
deviations of output from potential in the case where there is a trade-off (or different speed of adjustment).  This is also the case in New 
Zealand where the Reserve Bank is required to take account of output stability.  This means that accountability cannot be measured by 
assessing whether the central bank has achieved a given inflation outcome at a given point of time.  Monetary policy requires a balancing 
of factors. 
 
It might be thought that a clearer objective would be provided if the Government specified the weight the central bank should put on 
inflation versus the output gap.  In a recent speech Mark Carney provided a number of reasons why the weights on inflation and the 
output gap should and will vary over time, namely: 

• The appropriate trade-off between inflation and the output gap will depend on the nature of the shock hitting the economy.  In the 
case of a temporary shock it will be appropriate to tolerate higher inflation until the shock dissipates.  A different response is 
justified in the case of a shock that has a persistent effect on inflation; 

• The appropriate response will also depend on the transmission channel for monetary policy.  Transmission channels will change 
over time with changes in the structure of the economy; 

• Successfully managing inflation over the longer term requires that inflation expectation are anchored and the regime is credible.  
Where inflation expectations are starting to deviate from target it would be appropriate to put more weight on inflation deviations, 
and less on output deviations, than where inflation expectations are firmly anchored; 

• Monetary policy decisions are made under uncertainty.  This means that any specified strict rule will result in mechanistic 
outcomes that may not be appropriate in the circumstances. 

 
Ultimately, monetary policy involves complex judgements that sometimes trade-off different objectives.  Monetary policy also operates in a 
dynamic environment, which means the appropriate weight on inflation and output stability is not stable.  The BOE estimate, for example, 
that the weight the BOE put on the output gap over the entire period of the inflation targeting regime is .1-.2.  However over the post GFC 
period it increased to .25 as the Bank allowed higher inflation to support the real economy.   
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We do not therefore consider that the institutional solution to multiple objectives is to specify in advance what the Bank’s reaction function 
should be.  Rather, the institutional structure needs to support good decision making and good understanding of the structure of the 
economy at a given point of time.  This underscores our thinking that monetary policy decisions would more appropriately be undertaken 
by a committee than a single decision maker. 
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