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Executive Summary 
This submission argues that the Reserve Bank has played a major role in allowing and 
encouraging excessive house price inflation. This impact on house price inflation is not an 
optional choice by the Bank, it is baked into the way it must operate under its Act. 

It has done this through having a single target — general price inflation which excludes land 
— and a single policy instrument, interest rates, with its reliance on expansion of private debt 
to expand the money supply and support growth. 

This expansion is mostly through mortgage lending and has gone straight into land price 
inflation rather than the productive economy.  

Bank lending has expanded at 6% a year, about double GDP growth and inflation. It is 
unlikely this amount of credit was needed to support growth — and if it was, it points to huge 
financial inefficiency for which the RB must take much of the blame. It is after all the 
institution with the most impact on determining the quantity of money in the economy. 
Meanwhile, the transfers from the real economy to repay this debt are undoubtedly a drag on 
growth.  



Given the massive social and economic damage we now see from housing inflation, the 
review must address this perverse consequence of the monetary instruments and policy 
priorities at the heart of the Reserve Bank Act. 

The following submissions are made: 

1. We must explicitly acknowledge that the monetary instruments used by the Reserve 
Bank to meet its (general price) inflation targets, have also contributed materially to 
house price inflation. 

2. To mitigate this impact, the RB should add a new objective: an explicit target for 
house price inflation.  

3. This target will ensure that it takes counterbalancing measures to mitigate the impact 
on housing inflation as it employs its interest rate/credit quantity levers. 

4. It also needs new tools in addition to the single interest rate lever that is currently its 
main inflation- and growth-targeting instrument. 

5. Prudential management should be extended to target housing inflation by targeting 
the quantity and allocation of credit. It must be able to do this early in the cycle, rather 
than waiting until bank soundness is at risk. For instance, if rates are lowered to 
stimulate activity in the real economy, prudential measures could be applied 
simultaneously to avoid spillover to the housing market. 

6. This implies that prudential management must stay within the Reserve Bank. If it is 
removed, a vital tool to manage house price inflation will be either unavailable or 
uncoordinated with monetary policy. 

7. The RB should also be given limited powers to create new (digital) money as part of 
its inflation-targeting mandate. This will reduce reliance on debt as the RB’s sole tool 
to expand the money supply and support economic growth. Most of this debt 
currently is channeled through the mortgage market leading to further house price 
inflation.  

Background 
There has been a step-change in real house prices concurrent with the operation of the 
Reserve Bank Act 1989—a four-fold annual increase from 1% pa to 4% pa. 



 

In the same period: 

● the amount spent by consumers on all goods and services in the economy increased 
2.5-fold 

● average hourly wages increased 2-fold 

● the amount borrowed by consumers, almost all for houses, increased 11.5-fold.  

Given that the Reserve Bank (a) had oversight of, and (b) ‘owned’ the main 
instruments for managing, the supply of bank credit in the economy, its role in this 
massive disconnect between credit and the real economy needs to be a central issue 
for this review. 

How the RBNZ’s inflation-targeting causes house price inflation 
The problem of housing inflation and its corresponding quarter of a trillion dollars of 
mortgage debt is now a defining challenge for this generation. This submission argues that 
the RBNZ, operating under the 1989 Act, has played a central role in causing this problem. 

A review of the RBNZ’s literature, its models of the economy, and its messages over a 
quarter of a century indicate a “nothing to see here” picture.  



Yet if we look at the way that the Reserve Bank has operated since 1989, and consider the 
results, there is a prima facie case that deserves scrutiny.  

1. Monetary. RBNZ’s primary tool for managing the economy is the setting of interest 
rates. This blunt instrument explicitly aims to drive expansion, and occasional 
slowing, of credit in the economy in order to deliver growth within its objective of 
‘price stability’. 
 
Almost all credit is delivered via mortgage lending. Economic growth now relies 
heavily on the consumer-driven ‘wealth effect’ as increased borrowing flows through 
to inflated property prices.  
 
This is doubly-convenient since most housing costs are excluded from the RBNZ’s 
measure of inflation so there is no penalty for inflating asset prices in pursuit of 
general price stability or economic growth. 
 
Governments pursuing low tax/low (public) debt/high surplus strategies have become 
addicted to this method of pump-priming. Business borrowing for investment has 
changed little in these decades of loose monetary policy, outside of the land-based 
farming and commercial property sectors.  
 

2. Prudential. Its prudential role is directed entirely at maintaining the health of banks, 
with no mandate to influence the health of society or the wider economy except 
insofar as banks are threatened. Yet prudential tools are amongst the best to 
manage credit expansion. 
 
One consequence is that the Bank must watch as house prices rise and step in only 
when they threaten bubble proportions—too late to be effective. This is unlike its 
inflation strategy where ‘nipping it in the bud’ at the first sign is standard practice. It’s 
easier to stop a stampede of speculators who sniff a 2% profit than those who smell 
20%. 

So, one side throws petrol on the fire, the other sits and watches, throwing water on it just as 
it threatens to burn the house down. 

Banks and credit in the modern economy 
It is now recognised by the Bank of England and others that banks are not just 
intermediaries between savers and borrowers, they create new money in the course of 
issuing loans.  

While this is not new, it has been globally-supercharged by the wave of financialisation that 
began in the 1970s. And when loans are made against property, there is a happy 
coincidence—it inflates the corresponding value of the collateral that banks must show 
regulators in order to appear ‘prudent’. 



It should be unsurprising, then, that banks who can charge interest on that money as well as 
getting the original money back, should want to issue as much of it as possible, especially 
for urban and rural land purchases (general business investment has shrunk dramatically as 
a share of lending). Access to wholesale funding markets has further expanded the 
opportunity. 

Historically, banks—largely left alone by regulators to determine the quantity of credit—could 
do this by targeting the “surplus” from rising household incomes as wages and hours worked 
rose in increasingly two-income households, costs of imported goods fell, and income taxes 
for high income earners halved. Today, stressed families reaching limits on all fronts are 
paying the price for this business practice of banks.  

(Some might compare it to the way Ponzi schemes work and worry that we might be nearing 
a shortage of new ‘investors’ coming in to buy out the old investors.) 

Recommendations 

1. Measuring house price inflation 
You can’t manage what you don’t measure, so a house (specifically urban land) 
inflation measure must be added 

Recommendation: Either (a) add house price inflation to the All Groups Consumers Price 
Index (CPI) by adding existing housing back into the CPI, or (b) (a better approach) add a 
separate measure of housing inflation.  

Real housing costs, especially land prices, have been largely removed from measurement of 
general prices. Some housing costs such as new-build costs and rent are still included in the 
CPI. Rents and building costs have largely tracked wage growth.  

But missing is a broader measure of housing inflation that reflects the impacts of speculation 
and excess credit. For this purpose, we need a measure focused specifically on urban land. 
This will best capture the speculative and credit-driven premium that accounts for most of 
housing inflation.  

2. Extending prudential management to inflation-targeting 
Regulate banks for consumers and the wider economy, not just the narrow interest of 
banks 

Recommendation: Allow the RBNZ to use its prudential tools to reduce house price 
inflation, even if there is not yet a stability risk to banks. 

The RBNZ needs to be able to use prudential tools, among others, to manage the supply of 
credit money in the economy. It needs to be able to do this as part of a coordinated effort 
with monetary policy and other potential tools at its disposal. 



For this reason alone, it is essential that prudential regulation should stay within the 
same institution that controls monetary policy instruments. The two are essential 
levers in managing the supply of money in the economy. 

The most important change in prudential management is to explicitly allow/require the RBNZ 
to act before there is a stability issue. 

Prudential tools have not been used effectively because we focus banking supervision solely 
on prudential goals—the RBNZ requires a threat to bank stability before acting.  

Here are some perverse consequences — and what could happen instead. 

When potentially useful tools are applied too late in cycle: 

The strict prudential focus to bank regulation means that the RBNZ can only address house 
price inflation when it threatens bubble proportions—far too late to be effective as we’ve 
seen with LTV implementation. Instead, it needs to stop a stampede when a there’s a 2% 
rise rather than try to rein in a market that smells 20%. 

When regulating solely on the basis of bank risk leads to perverse consequences: 

Risk weighting of bank capital based purely on bank safety encourages home lending and 
discourages riskier business lending. Instead, the opposite would be better for the economy 
and wider society: requiring banks to hold a bigger percentage of capital for home loans and 
a smaller percentage for business loans. Risk could average out at the same level while 
skewing lending to the parts of the economy where we want it. Profit-seeking private banks 
have conspicuously — and understandably — failed to do this on their own. 

3. Reserve Bank-created new money 
Give the Reserve Bank an additional tool to manage money supply in the economy 
and reduce reliance on private debt 

Recommendation: Allow the RBNZ, under limited circumstances, to issue new (digital) 
money as part of its mix of policies to manage inflation via the quantity of money in the 
economy. 

A perverse consequence of our current system is that the independent Reserve Bank can 
only expand the quantity of money in the economy by encouraging private banks to lend 
more, primarily to households. Our stock of private debt has ballooned, which itself makes 
the continuation of this system dangerous. On top of that, we now have the severe social 
consequences of unaffordable housing. 

There are two possible ways out of this: 

1. To reduce Reserve Bank independence in order to allow much closer coordination of 
fiscal and monetary policy. That means, for instance, the Reserve Bank and 
Government could use a coordinated fiscal stimulus instead of encouraging bank 



credit expansion (and vice versa). Currently, this level of coordination is not possible 
with the Reserve Bank’s level of independence. 

2. To allow the Reserve Bank to inject new digital money into the economy. This is the 
principle behind ‘quantitative easing’ which several central banks have practised in 
recent years. However, instead of directing the new Reserve Bank-created money at 
the financial sector — which we now know mostly goes into asset price inflation — 
the new money should be injected into the real economy. This, too, needs a 
coordinated government approach since without it, the Reserve Bank would have to 
rely on bond purchases and the like with the same perverse impact on inflating asset 
prices that we’ve seen with QE. However, it is possible to put in place institutional 
safeguards that allow both RB independence and government/fiscal coordination. 
This means that the RB would determine the amount and timing of new money 
creation, independent of political interference. But the government would be 
responsible for spending it, whether through direct grants, tax cuts, infrastructure 
spending or wages from expanded public services. The organisation Positive Money 
has done work on such a framework. 

I believe open-minded consideration should be given to both of these approaches. It is clear 
that the extremely narrow focus of the Reserve Bank’s (general price) inflation-targeting 
mandate and/or its extreme independence has led it to (1) create new problems which it 
largely ignores since they fall outside of its narrow mandate, and (2) fail to use tools that it 
could mitigate damage it is causing.  

Correlation or Causation: How can we know house price 
inflation was due to the Reserve Bank’s actions? 

Unless we accept that the Reserve Bank’s actions have been at least partly responsible for 
boosting house price inflation, we are unlikely to accept that any actions need to be taken to 
mitigate it. Unfortunately, it is an area that, for various reasons, has seen little attention and 
serious study in New Zealand. 

Correlation, as they say, isn’t necessarily causation and a range of factors influence house 
prices. But this charge of correlation applies equally to the widely-held and 
largely-unchallenged claims that attribute low inflation to the RBNZ’s independence and its 
monetarist inflation-targeting methods. So let’s, for a moment, apply equal scepticism to both 
claims. 

New Zealand and many other countries have enjoyed long periods of stable prices with 
strong growth under different regimes, for instance 1945–1970. And other factors probably 
had a bigger impact on general prices than the RBNZ’s management. For example: 

● long-term global interest rate declines  

● employment law changes 

● impact of trade rules and regulations on the tradables sector 



Just as several factors feed into general price inflation, several factors feed into house price 
inflation. Credit expansion from the RBNZ’s approach to general price stabilisation is one of 
them—an important one.  

One of the most surprising revelations from the post-GFC analysis was that economists, 
including central banks, have been relying on models of the economy that largely excluded 
and misrepresented the place of banks and credit. And indeed RBNZ’s models of the 
economy throughout this period have relied on increasingly discredited DSGE models, 
rightly criticised for their almost total failure to take account of the role of banks and credit in 
modern economies.  

While the latest NZSIM model makes a small concession to housing via a new-Keynesian 
bolt-on, it’s still not part of the core model and still relies on fundamentally flawed 
assumptions—after 25 years of monetarist inflation-targeting. It’s time for a fresh and 
sceptical look at first principles. 

The old computer programming term, GIGO (“garbage in, garbage out”) applies equally well 
to the models by which we continue to run our monetary system. 
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